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Smith, Anthony L., Southern California Edison Co„ et al 733
Smith, Donald David, Western Commercial Space Center 1005
Smith, Hon. Nick, a Representative in Congress from the State of Michigan ... 82
Smith, Susan Bitter, Arizona Cable Television Association, and American

Society of Association Executives 1335
Solar Energy Industries Association, Scott Sklar 706
Solomon, ftRchael F., Irvins, Phillips & Barker 1614
South Carolina Research Authority, Robert E. Henderson 973
Southern California Edison Co., et al, Anthony L. Smith 733
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Southwind Management Company, Pamela K. Borton 902
Spaceport Florida Authority, Edward A. O'Connor, Jr 998
Stodehill, LaBrenda Garrett, Merrill Lynch & Co., Inc 580
Strickland, Hon. Ted, a Representative in Congress from the State of Ohio 871
Studds, Hon. Gerry E., a Representative in Congress from the State of
Massachusetts 49

Student Loan Interest Deduction Restoration Coalition, Paul Jung 1016
Sullivan & Worcester, Frederic G. Comeel 479
Sumner, Sally, Nurse Brokers and Contractors of America 1566
Sunmey, Larry W., Alliance for Collaborative Reseeutrh, and Semiconductor
Research Corp 371

Sun Co., Inc., Robert H. Campbell 1129
Sun-Diamond Growers of Cabfomia, Richeu'd Doiiglas 1745
Susswein, Donald B., Coalition for Asset Backed Securities 214
Swia Energy Co., Bruce H. Vincent 496
Teasley, Larkin, National Insurance Association, and Golden State Mutual

Life Insurance Co 187
Technitrol, Inc., Roy E. Hock 1604
Teco Energy, Inc., Tom Remar 677
Texas, State Bar of, Section of Taxation, Cecil A. Ray, Jr 814
Texas, Supreme Court of, Hon. Thomas R. Phillips, Chief Justice 71
Thompson, Edward, Jr., American Farmland Trust 801
Thompson, Thomas N. (see listing for National Association of Home Builders)
Thompson, Warren, Frank Russell Co., and Frank Russell Investment Man-
agement Co 593

Times Square Center Associates, Matthew Mayer and Dale W. Wickham 362
Times Union, Timothy White 1179
Torricelli, Hon. Robert G., a Representative in Congress from the State of
New Jersey 52

Trade Taxes Group, Timothy Lovain 507
Travelers Corp., Robert W. Crispin 180
Tucker, Hon. Walter R. HI, a Representative in Congress from the State

of CaJifomia 1057
Tucker, Stefan F., National Realty Committee 1668
Twenty-First (21st) Century Science & Technology, Marjorie Mazel Hecht 1730
U.S. Chamber of Commerce, Julie Leigh Gackenbach 1444
U.S. Multinational Corporation Tax Policy Coalition, Peter Merrill 1516
Uvena, Frank, R.R. Donnelley & Sons Co 1148
Vaughn, Eric, Renewable Fuels Association 741
Veterans of Foreign Wars of the United States, James N. Magill 123
Veterans' Affaris, Committee, Hon. G.V. (Sonny) Montgomery, and a Rep-

resentative in Congress from the State of Mississippi 46
Vincent, Bruce H., Investment Program Association, and Swift Energy Co 496
Volunteers of America, John A. Hood 940
Walker, Donna Lee, PPG Industries, Inc 154
Washington Public Utility Districts' Association, Stephen F. Johnson 770
Waters, Hon. Maxine, a Representative in Congress from the State of Califor-

nia 1075
Webber, Howard C, Jr., Printing Industries of America, Graphic Arts Legisla-

tive Council, and Cohber Press, Inc 1209
Weinstein, Mark J., Screen Actors Guild, American Federation of Television
and Radio Artists, Actors' Equity Association 1121

Western Commercial Space Center, Donald David Smith 1005
Western Growers Association, Joseph C. Macllvaine 1655
Western Pistachio Association, Joseph C. Macllvaine 1655
Wheat, Hon. Alan, a Representative in Congress from the State of Missouri ... 1384
White, Timothy, Times Union, Advertising Tax Coalition, and Newspaper

Association of America 1179
Wiacek, Raymond J., Emergency Committee for American Trade 1528
Wickham, Dale W., Times Square Center Associates 362
Wm. Bolthouse Farms, Inc., John Guerard 1662
WMX Technology &. Services, Tom Remar 677
Wright SamuelH., PHH Corp 1089
Xerox Corp., Michael J. Farren 631
Zimmerman, Mary Beth, Alliance to Save Energy 699



SUBMISSIONS FOR THE RECORD

LisrriNG BY Subject—Revenue Losers

TAX ACCOUNTING

National Association of Regulatory Utility Commissioners, Linda Bisson Ste-

vens, letter and attachments 1787

FINANCIAL INSTITUTIONS

Associated Bank, NA, Neenah, Wis., Michael B. Mahlik, letter 1792
Bank Securities Association, statement 1793
Bank South, NA., Atlanta, Ga., J. Blake Young, Jr., letter 1796
Bamett Banks Trust Co., N.A., Jacksonville, Fla., Michael C. Baker, letter 1797
Commerce Bancshares, Inc., Kansas City, Mo., John S. Archer, letter 1798
First Fidelity Bank, N.A., Newark, New Jersey, John J. Phillips, letter 1799
First National Bank of Chicago, Michael P. Traba, statement 1801
First Source Bank, South Bend, Ind., James P. Coleman, letter 1804
First Trust National Association, St. Paul, Minn., John M. Murphy, Jr.,

letter 1805
Hawaiian Trust Co., Ltd., Honolulu, Hawaii, Douglas Philpotts, letter 1807
Independent Bankers Association of America, James R. Laufler, statement 1809
Investment Co. Institute, statement (see listing under Multiple Issues head-

KP^1G Peat Marwick, New York, N.Y., Kathy L. Anderson, letter 1811
Mag;na Trust Co., Belleville, 111., Peter C. Merzian, letter 1812
Meridian Asset Management, Inc., Valley Forge, Pa., Robert C. Williams,

letter 1813
Midlantic National Bank, Edison, N.J., A.J. DiMatties, letter 1814
Northern Trust Co., Chicago, Dl., Barry G. Hastings, letter 1815
Old Kent Bank and Trust Co., Grand Rapids, Mich., E. Philip Farley, letter ... 1816
Savings Bank Life Insurance Co., Wobum, Mass., Robert K. Sheridan, state-

ment 1820
Securities Industry Association, Marc E. Lackritz, statement 1823
Security Trust Co., NA., Baltimore Md., Timothy J. Hynes HI, letter 1817
Texas Commerce Investment Co., Houston, Tex.:

H. MitcheU Harper, letter 1818
William O. Leszmske, letter 1819

INSURANCE

Association of Financial Guaranty Insurers, William A. Geoghegan, statement
and attachments 1837

Canadian Life and Health Insurance Association, Raymond L. Britt, Jr.,

and Mary V. Harcar, statement 1826
Colonial Life & Accident Insurance Co., Inc., Columbia, S.C, statement and
attachment 1844

Mutual of America, Daniel W. Coyne, letter 1836

PASS-THROUGH ENTITIES

Alcoma Association, Inc., Lake Wales, Fla., Lawrence C. Updike, statement .... 1858
Arkansas Electric Cooperative Corp., Carl S. Whillock, letter 1870
Florida Bar, Tax Section, Jerald David August, statement 1849
Griffin Industries, Inc., Cold Spring, Ky., Dennis B. Griffin, statement 1864

(XII)
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Investment Co. Institute, statement (see listing under Multiple Issues head-
ing)

National Rural Electric Cooperative Association, Bob Bergland, statement 1871
Schnitzer Investment Corp., Portland, Ore., Kenneth M. Novack, statement ... 1866
Solo Cup Co., statement 1859
Wells Manufacturing Co., statement 1862

COST RECOVERY

American Automobile Manufacturers Association, statement 1883
D'Agostino Supermarkets, Inc., Larchmont, N.Y., Nicholas D'Agostino, Jr.,

letter 1885
Delta Queen Steamboat Co., New Orleans, La., statement 1876
Kennelly, Hon. Barbara B., a Representative in Congress from the State

of Connecticut, statement {see listing under Multiple Issues heading)
National Association for the Self-Employed, Bennie L. Thayer, letter (see

listing under Multiple Issues heading)
New York Cruise Lines, Inc., August J. Ceradini, Jr., letter 1879
Passenger Vessel Association, Eric G. Scharf, letter 1880
Sayville Ferry, Sayville, N.Y., Ken Stein, Jr., letter 1882

EMPLOYEE BENEFITS

AUiedSignal Inc., Ronald A. Sinaikin, statement 1908
American Legion, Steve A. Robertson, statement 1887
Bedford Countv (Va.) Circuit Court, Hon. William W. Sweeney, letter (for-
warded by the Hon. L.F. Payne, a Representative in Congress from the
State of Virginia) 1896

Chrysler Corp., Robert G. Liberatore, statement and attachment 1902
Conunittee of Annuity Insurers, statement and attachment 1898
Crisalli, Donna M., Washington, D.C., statement 1889
ESOP Association:

Statement 1901
J. Michael Keeling, statement 1906

Illinois Supreme Court, Hon. Benjamin K. Miller, Chief Justice, letter and
attachment 1893

Investment Co. Institute, statement {see listing under Multiple Issues head-
ing)

Kansas City Royals Baseball, Michael E. Herman, statement 1385
Kennelly, Hon. Barbara B., a Representative in Congress from the State

of Connecticut, statement {see listing under Multiple Issues heading)
Non Commissioned Officers Association of the United States of America,

Larry D. Rhea and Michael Ouelette, statement 1913
PPG Industries, Inc., Raymond W. LeBoeuf, statement 1911
Rahall, Hon. Nick J., fi, a Representative in Congress from the State of
West Virginia, statement 1890

Stump, Hon. Bob, a Representative in Congress from the State of Arizona,
letter and attachment 1892

INDIVroUAL

American Dental Association, statement and attachment 1926
American Society for Payroll Management, Robert D. Williamson, statement .. 1917
Associated Builders and Contractors, Inc., Charles E. Hawkins HI, letter 1919
Building and Construction Trades Department, AFL-CIO, Robert A. Georgine,

statement 1921
Construction Financial Management Association, Joseph J. Lozano, state-
ment 1924

Johnson, Hon. Nancy L., a Representative in Congress from the State of
Connecticut, statement 851

Militaiy Coalition, Paul W. Arcari and Michael Ouellette, letter 1929

ESTATE AND GIFT

American Farm Bureau Federation, statement 1957
Appalachian Mountain Club, Boston, Mass., Jennifer Melville, statement 1942
Appalachian Trail Conference, Harpers Ferry, W.Va., John Stokes and David
N. Startzell, statement 1943

Baptist Foundation of Oklahoma, James H. Lockhart, statement 1931
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Brandywine Conservancy, Chadds Ford, Pa., George A. Weymouth, state-

ment 1945
Brennan, Edward V., Gray, Gary, Ames & Frye, La Jolla, Calif., statement
and attachments 1934

Brewster, Hon. Bill, a Representative in Congress from the State of Okla-
homa, statement 1932

Chesapeake Bay Foundation, Annapolis, Md., William C. Baker, letter 1946
Dutchess Land Conservancy, StanfordviUe, N.Y., Ira Stem, statement 1947
Johnson, Hon. Nancy L., a Representative in Congress from the State of

Connecticut, statement 609
Land Trust Alliance, Jean W. Hocker, statement 1948
Oregon Trout, Inc., Portland, Ore., Geoff Pampush, letter 1950
Piatt, Ronald L., and Gregory F. Jenner, McDermott, Will & Emery, Washing-

ton, D.C., statement 1958
Save the Bay, Providence, R.I., Curt Spalding, letter 1951
South Carolina Coastal Conservation League, Charleston, S.C, Dana Beach,

statement 1952
Ward L. Quaal Co., Ward L. Quaal, statement 1954
Worthy, K. Martin, Hopkins & Sutter, Washington, D.C., statement 611

FOREIGN TAX PROVISIONS

American Petroleum Institute, statement 1961
Bell Atlantic Corp., statement and attachment 1965
Beneficial Corp., Gary J. Perkinson, statement 2012
Birdsall, Inc., Riviera Beach, Fla., John H. Birdsall HI, letter and attach-

ments 1997
CargUl, Inc., Minneapolis, Minn., Bruce H. Bamett, statement and attach-

ments 2028
Caribbean Latin American Action, Peter Johnson, letter 2009
Chevron Corp.:

Statement 1985
Statement 2016

Chubb Corp., Warren, NJ., Dean R. OUare, statement 1970
Committee on State Taxation, Mark Gaboon, statement 2026
Emergency Committee for American Trade, Robert L. McNeiU, letter 1975
Evans Economics, Inc., Washington, D.C., Michael K. Evans, letter 2006
Federal-Mogul Corp., Detroit, Mich., Robert C. Rozycki, statement 2019
Federation of American Controlled Shipping, Philip J. Loree, statement 1987
General Motors Corp., statement 2014
Information Tecnology Association of America, Luanne James, statement 1984
Matsui, Hon. Robert T., a Representative in Congress from the State of

California, statement 674
McClure, Trotter & Mentz, Chtd., Washington, D.C., WilUam P. McClure,

statement 2023
National Foreign Trade Council, Inc., statement 1976
Shaw, Hon. E. Clay, Jr., a Representative in Congress from the State of

Florida, statement 1996

Tax Executives Institute, Inc., Robert H. Perlman, letter 1981

NATURAL RESOURCES

American Gas Association, statement 2062
American Methanol Institute, Raymond A. Lewis, statement 2069
American Public Power Association, Larry Hobart; National Rural Electric

Cooperative Association, Bob Bergland; and National Association of Regu-
latory Utility Commissioners, Thomas Choman, joint letter 2095

City Utilities of Springfield, Mo., Robert E. Roundtree, letter (forwarded

by the Hon. Mel Hancock, a Representative in Congress from the State

of Missouri) 2074
Columbia Gas Development Corp., Houston, Tex., Robert C. Williams, Jr.,

statement 2050
Delson Lumber Co., Hardel Mutual Plywood Corp., Manke Lumber Co., and

Conifer Pacific, joint statement 2034
Destec Energy, Inc., Houston, Tex., Charles F. Gofi", statement 2040
Electric Transportation Coalition, Kateri A. Callahan, letter 2075
Independent Oil and Gas Association of West Virginia, Ridi HefTelfinger,

statement 2044
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Independent Petroleum Association of Anaerica, Roy W. Willis, letter 2080
Kenetech/U.S. Windpower, Robert T. Boyd, statement 2088
Large Public Power Council, and Salt Kiver IVoject of Phoenix, Ariz., Ma^

Bonsall, statement 2085
Los Angeles, Calif., City of, statement 2083
Louisiana Land & Exploration Co., New Orleans, La., Leig^ton Steward,
statement 2054

Matsui, Hon. Robert T., a Representative in Congress from the State of
California, statement 730

MDU Resources Group, Inc., Bismaric, N.Dak., Robert E. Wood, statement 2057
Mitchell Energy & Development Corp., The Woodlands, Tex., Craig G. Good-
man, letter and attachment 2059

National Rural Electric Cooperative Association, Bob Bergland, statement 718
Natural Resources Defense Council, Marika Tatsutani, statement 2084
Northeast Public Power Association, Westborough, Mass., statement {see list-

ing under Multiple Issues heading)
Northwest Independent Forest Manufacturers, Tacoma, Wash., MJ. "Gus"
Kuehne, statement and attachment 2036

Sacramento, Calif., Municipal Utility District, statement 2096
Southern California Public Power Authority, Pasadena, Calif., statement 2086
Tampa (Fla.) Electric Co., statement 2042
USX Corp., statement 2091
Washington Citizens for World Trade, Olympia, Wash., Nicholas J. Kirkmire,

statement 2093
Wise, Hon. Bob, a Representative in Congress from the State of West Vir-

ginia, letter and attachments 2045

HOUSING

Ford, Hon. Harold E., a Representative in Congress from the State of
Tennesses, statement and attachment 849

J&B Management Co., Fort Lee, N.J., Bernard Rodin, statement 2110
Lowey, Hon. Nita M., a Representative in Congress from the State of New
York, statement 2109

National Cooperative Business Center, Russell C. Notar, statement 2102
New York, Citv of, Hon. David N. Dinkins, Mayor, statement {see listing

under Multiple Issues heading)
PacifiCorp Financial Services, Portland, Ore., William E. Peressini, state-
ment 2098

Salem, Irving, and Carol A. Quinn, Latham & Watkins, New York, N.Y.,
statement 2104

TAX-EXEMPT BONDS

Alaska Aerospace Development Corp., Anchorage, Alaska, H.P. "Pat" Ladner,
statement 2114

Alaska Housing Finance Corp., statement 2117
American Association of Port Authorities, Jean C. Godwin, letter 2146
American Public Power Association, Larry Hobart, statement 2133
Barca, Hon. Peter W., a Representative in Congress from the State of Wiscon-

sin, statement 2129
Belz Investment Co., Inc., Memphis, Tenn., Jack A. Belz, statement {see

listing under Multiple Issues heading)
Connecticut, State of, Hon. Joseph M. Suggs, Jr., statement 2127
Council of Development Finance Agencies, statement 2120
Edison Electric Institute, statement 2136
Kennelly, a Representative in Congress from the State of Connecticut, Hon.
Barbara B. statement {see listing under Multiple Issues heading)

Kleczka, Hon. Gerald D., a Representative in Congress from the State of
Wisconsin, statement 2131

Massachusetts Municipal Wholesale Electric Co., statement 2140
Matsui, Hon. Robert T., a Representative in Congress from the State of

California:

Statement 853
Statement 855

National Association of Bond Lawyers, statement 2141
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National Association of Independent Colleges and Universities; American
Council on Education; Association of American Universities, and National
Association of State Universities and Land Grant Colleges, Richard F.

Rosser, joint letter 2124
New Mexico, State of, Hon. Casev Luna, Lt. Governor, statement 2115
New York, City of, Hon. David N. Dinkins, Mayor, statement {see listing

under Multiple Issues heading)
Northeast Public Power Association, Westborough, Mass., statement (see list-

ing under Multiple Issues heading)
Stanford University, Stanford, Calif, Peter Van Etten, statement 2122
Texas Veterans Land Board, Austin, Tex., Garry Mauro, statement 2118
Wisconsin Department of Veterans Affairs, Daniel D. Stier, letter 2119

COMPLIANCE

Brewster, Hon. Bill K., a Representative in Congress from the State of Okla-
homa, statement 1037

MISCELLANEOUS ISSUES

Allegheny Electric Cooperative, Inc., Harrisburg, Pa., Ed Uravic, letter 2178
American Bakers Association, Paul C. Abenante, letter 2191
American College of Trust and Estate Counsel, James M. Trapp, letter 2198
American Vintners Association, statement 2167
Arctic Slope Regional Corp., Goldbelt Corp., and Sealaska Corp., joint state-

ment 2151
Art Institute of Southern California, Laguna Beach, Calif., John W. Lottes,

letter 2159
Association of American Medical Colleges, Robert G. Petersdorf, M.D., letter .. 2193
Basin Electric Power Cooperative, Bismark, N.Dak., Robert L. McPhail, state-

ment 2180
Belz Investment Co., Inc., Memphis, Tenn., Jack A. Belz, statement (see

listing under Multiple Issues heading)
D'Amato, Hon. Alfonse M., a United States Senator from the State of New
York, statement 2174

Dairymen, Inc., Boyd M. Cook, statement 2163
Harrington, Carol A., Kathryn G. Henkel, Carlyn S. McCalTrey, Lloyd Leva

Plaine, and Pam H. Schneider, American Bar Association, Real Property,

Probate & Trust Section, joint letter 2201
Harsch Investment Corp., Portland Ore., Harold and Arlene Schnitzer, state-

ment 2160
Kanjorski, Hon. Paul E., a Representative in Congress from the State of

Pennsylvania, statement 2169
Koncor Forest Products Co., Anchorage, Alaska, John Sturgeon, statement 2155
Maryville University, St. Louis, Mo., Keith Lovin, letter 2206
Moakley, Hon. John Joseph, a Representative in Congress from the State

of Massachusetts, statement 2196
Myers, Robert J., Silver Spring, Md., statement 2195
National Association for the Self-Employed, Bennie L. Thayer, letter (see

listing under Multiple Isssues heading)
National Presto Industries, Inc., Eau Claire, Wis., Joseph H. Bemey, state-

ment 2183
National Staff Leasing Association, Rob Lederer, letter 2186
Neal, Hon. Richard E., a Representative in Congress from the State of Massa-

chusetts, statement 2197
New York, State of, Vincent Tese, statement 2176
Shoshone and Arapaho Tribes' Joint Business Council, Fort Washakie, Wyo.,
Richard L. Ortiz, letter and attachment 2148

Sierra Semiconductor Corp., James V. Diller, statement and attachments 2187
Southland Corp., Dallas, Tex., Ronald L. Piatt, statement 2171
University of Arkansas, Fayetteville, Ark., A.H. Edwards, letter 2208
Western Ftirmers Electric Cooperative, Anadarko, Okla., James D.

Pendergrass, statement 2165

MULTIPLE ISSUES

Belz Investment Co., Inc., Memphis, Tenn., Jack A. Belz, statement 2209
Investment Co. Institute, statement 2211
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Kennelly, Hon. Barbara B., a Representative in Congress from the State
of Connecticut, statement 2219

National Association for the Self-Employed, Bennie L. Thayer, letter 2221
New York, City of, Hon. David N. Dinkins, Mayor, statement 2223
Northeast Public Power Association, Westborough, Mass., statement 2230

Combined Listing by Name and Organization (Losers)

Abenante, Paul C, American Bakers Association, letter 2191
Alaska Aerospace Development Corp., Anchorage, Alaska, H.P. "Pat" Ladner,

statement 2114
Alaska Housing Finance Corp., statement 2117
Alcoma Association, Inc., Lake Wales, Fla., Lawrence C. Updike, statement .... 1858
Allegheny Electric Coooerative, Inc., Harrisburg, Pa., Ed Uravic, letter 2178
AlliedSignal Inc., Ronald A. Sinaikin, statement 1908
Anjerican Association of Port Authorities, Jean C. Godwin, letter 2146
American Automobile Manufacturers Association, statement 1883
American Bakers Association, Paul C. Abenante, letter 2191
American College of Trust and Estate Counsel, James M. Trapp, letter 2198
American Council on Education, Richard F. Rosser, joint letter (see listing

for National Association of Independent Colleges and Universities
American Dental Association, statement and attachment 1926
American Farm Bureau Federation, statement 1957
American Gas Association, statement 2062
American Legion, Steve A. Robertson, statement 1887
American Methanol Institute, Raymond A. Lewis, statement 2069
American Petroleum Institute, statement 1961
AmericEm Public Power Association, Larry Hobart, statement 2133
American Public Power Association, Larry Hobart; National Rural Electric

Cooperative Association, Bob Bergland; and National Association of Regu-
latory Utility Commissioners, Thomas Choman, joint letter 2095

American Society for Payroll Management, Robert D. Williamson, statement .. 1917
American Vintners Association, statement 2167
Anderson, Kathy L., KPMG Peat Marwick, New York, N.Y., letter 1811
Appalachian Mountain Club, Boston, Mass., Jennifer Melville, statement 1942
Appalachian Trail Conference, Harpers Ferry, W.Va., John Stokes and David
N. Startzell, statement 1943

Arcari, Paul W., Military Coalition, letter 1929
Archer, John S., Commerce Bancshares, Inc., Kansas City, Mo., letter 1798
Arctic Slope Regional Corp., Goldbelt Corp., and Sealaska Corp., joint state-

ment 2151
Arkansas Electric Cooperative Corp., Carl S. Whillock, letter 1870
Art Institute of Southern California, Laguna Beach, Calif., John W. Lottes,

letter 2159
Associated Bank, NA, Neenah, Wis., Michael B. Mahlik, letter 1792
Associated Builders and Contractors, Inc., Charles E. Hawkins HI, letter 1919
Association of American Medical Colleges, Robert G. Petersdorf, M.D., letter .. 2193
Association of American Universities {see listing for National Association

of Independent Colleges and Universities)
Association of Financial Guaranty Insurers, William A. Geoghegan, statement
and attachments 1837

August, Jerald David, Florida Bar, Tax Section, statement 1849
Baker, Michael C, Bamett Banks Trust Co., NA., Jacksonville, Fla., letter .... 1797
Baker, William C, Chesapeake Bay Foundation, Annapolis, Md., letter 1946
Bank Securities Association, statement 1793
Bank South, NA., Atlanta, Ga., J. Blake Young, Jr., letter 1796
Baptist Foundation of Oklahoma, James H. Lockheirt, statement 1931
Barca, Hon. Peter W., a Representative in Congress from the State of Wiscon-

sin, statement 2129
Bamett Banks Trust Co., N.A., Jacksonville, Fla., Michael C. Baker, letter 1797
Bamett, Bruce H., Cargill, Inc., Minneapolis, Minn., statement and attach-
ments 2028

Basin Electric Power Cooperative, Bismarit, N.Dak., Robert L. McF*hail, state-

ment 2180
Beach, Dana, South Carolina Coastal Conservation League, Charleston, S.C.,

statement 1952



XVIII

Bedford County (Va.) Circuit Court, Hon. William W, Sweeney, letter (for-

warded by the Hon. L.F. Payne, a Representative in Congress from the
State of Vireinia) 1896

Bell Atlantic Corp., statement and attachment 1965
Belz Investment Co., Inc., Memphis, Tenn., Jack A. Belz, statement 2209
Beneficial Corp., Gary J. Perkinson, statement 2012
Bergland, Bob, National Rural Electric Cooperative Association:

Statement 718
Statement 1871
Joint letter (see listing for American Public Power Association)

Bemey, Joseph H., National Presto Industries, Inc., Eau Claire, Wis., state-

ment 2183
Birdsall, Inc., Riviera Beach, Fla., John H. Birdsall DI, letter and attadi-
ments 1997

Bonsall, Mark, Large Public Power Council, and Salt River Project of Phoenix,
Ariz., statement 2085

Boyd, Robert T., Kenetech/U.S. Windpower, statement 2088
Brandywine Conservancy, Chadds Ford, Pa., George A. Weymouth, state-
ment 1945

Brennan, Edward V., Gray, Gary, Ames & Frye, La JoUa, Calif., statement
and attachments 1934

Brewster, Hon. Bill, a Representative in Congress from the State of Okla-
homa:
Statement 1932
Statement 1037

Britt, Raymond L., Jr., Canadian Life and Health Insurance Association,
statement 1826

Building and Construction Trades Department, AFL^CIO, Robert A. Georgine,
statement 1921

Cahoon, Mark, Committee on State Taxation, statement 2026
Callahan, Kateri A., Electric Transportation Coalition, letter 2075
Canadian Life and Health Insurance Association, Rajnmond L. Britt, Jr.,

and Mary V. Harcar, statement 1826
Cargill, Inc., Minneapolis, Minn., Bruce H. Bamett, statement and attach-
ments 2028

Caribbean Latin American Action, Peter Johnson, letter 2009
Ceradini, Jr., August J., New York Cruise Lines, Inc., letter 1879
Chesapeake Bay Foundation, Annapolis, Md., William C. Baker, letter 1946
Chevron Corp.:

Statement 1985
Statement 2016

Choman, Thomas, National Association of Regulatoiy Utililty Commissioners,
joint letter (see listing for American Public Power Association)

Chrysler Corp., Robert G. Liberatore, statement and attachment 1902
Chubb Corp., Warren, NJ., Dean R. OUare, statement 1970
City Utilities of Springfield, Mo., Robert E. Roundtree, letter (forwarded
by the Hon. Mel Hancock, a Representative in Congress from the State
of Missouri) 2074

Coleman, James P., First Source Bank, South Bend, Ind., letter 1804
Colonial Life & Accident Insurance Co., Inc., Columbia, S.C, statement and
attachment 1844

Columbia Gas Development Corp., Houston, Tex., Robert C. Williams, Jr.,

statement 2050
Commerce Bancshares, Inc., Kansas City, Mo., John S. Areher, letter 1798
Committee of Annuity Insurers, statement and attachment 1898
Committee on State Taxation, Mark Cahoon, statement 2026
Conifer Pacific, joint statement (see listing for Delson Lumber Co.)

Connecticut, State of, Hon. Joseph M. Suggs, Jr., statement 2127
Construction Financial Mtmagement Association, Joseph J. Lozano, state-

ment 1924
Cook, Boyd M., Dairymen, Inc., statement 2163
Council of Development Finance Agencies, statement 2120
Coyne, Daniel W., Mutual of Americ«^ letter 1836
Crisalli, Donna M., Washington, D.C., statement 1889
D'Agostino Supermarkets, Inc., Larchmont, N.Y., Nicholas D'Agostino, Jr.,

letter 1885
D'Amato, Hon. Alfonse M., a United States Senator from the State of New
York, statement 2174
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Dairymen, Inc., Boyd M. Cook, statement 2163
Delson Lumber Co., Hardel Mutual Plywood Corp., Manke Lumber Co., and

Conifer Pacific, joint statement 2034
Delta Queen Steamboat Co., New Orleans, La., statement 1876
Destec Energy, Inc., Houston, Tex., Charles F. GolT, statement 2040
Diller, James V., Sierra Semiconductor Corp., statement and attachments 2187
DiMatties, AJ., Midlantic National Bank, Edison, NJ., letter 1814
Dinkins, Hon. David N., Mayor, City of New York, statement 2223
Dutchess Land Conservancy, Stanfordville, N.Y., Ira Stem, statement 1947
Edison Electric Institute, statement 2136
Edwards, A.H., University of Arkansas, Fayetteville, Ark., letter 2208
Electric Transportation Cfoalition, Kateri A. Callahan, letter 2075
Emergency Committee for American Trade, Robert L. McNeill, letter 1975
ESOP Association:

Statement 1901
J. Michael Keeling, statement 1906

Evans Economics, Inc., Washington, D.C., Michael K. Evans, letter 2006
Farley, E. Philip, Old Kent Bank and Trust Co., Grand Rapids, Mich., letter .. 1816
Federal-Mogul Corp., Detroit, Mich., Robert C. Rozycki, statement 2019
Federation of American Controlled Shipping, Philip J. Loree, statement 1987
First Fidelity Bank, N.A., New Jersey, John J. Phillips, letter 1799
First National Bank of Chicago, Michael P. Traba, statement 1801
First Source Bank, South Bend, Ind., James P. Coleman, letter 1804
First Trust National Association, St. Paul, Minn., John M. Murphy, Jr.,

letter 1805
Florida Bar, Tax Section, Jerald David August, statement 1849
Ford, Hon. Harold E., a Representative in Congress from the State of

Tennesses, statement and attachment 849
General Motors Corp., statement 2014
Geoghegan, William A., Association of Financial Guaranty Insurers, state-

ment and attachments 1837
Georgine, Robert A., Building and Construction Trades Department, AFL-
CIO, statement 1921

Godwin, Jean C, American Association of Port Authorities, letter 2146
Goff, Charles F., Destec Energy, Inc., Houston, Tex., statement 2040
Goldbelt Corp., joint statement (see listing for Arctic Slope Regional Corp.)
Goodman, Crtiig G., Mitchell Energy & Development Corp., The Woodlanas,

Tex., letter and attachment 2059
Griflin Industries, Inc., Cold Spring, Kv., Dennis B. Griffin, statement 1864
Harcar, Mary V., Canadian Life and Health Insurance Association, state-

ment 1826
Hardel Mutual Plywood Corp., joint statement (see listing for Delson Lumber
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MISCELLANEOUS REVENUE ISSUES

THURSDAY, JUNE 17, 1993

House of Representatives,
Committee on Ways and Means,

Subcommittee on Select Revenue Measures,
Washington, D.C.

The subcommittee met, pursuant to call, at 10:15 a.m., in room
1100, Longworth House Office Building, Hon. Charles B. Rangel
(chairman of the subcommittee) presiding.

[The press releases announcing the hearings follow:]

(1)



FOR IMMEDIATE RELEASE PRESS RELEASE #4
HEDNESDAY, JIME 2, 1993 SUBCOMMITTEE ON SELECT REVENUE

catoarrEE on hays and means
U.S. HOUSE OF representatives
1102 LONGHORTH HOUSE OFFICE BUIIJ)ING
WASHINGTON, D.C. 20515

(202) 225-1721

THE HONORABLE CHARLES B. RANGEL (D., N.Y.), CHAIRMAN,
SDBCMOaTTEE ON SELECT REVENUE MEASURES, COMMITTEE ON

HAYS AND MEANS, U.S. HOUSE OF REPRESENTATIVES,
ANNOUNCES A PUBLIC HEARING ON MISCELLANEOUS REVENUE ISSUES

The Honorable Charles B. Rangel (D., N.Y.), Chairman, Subconanittee
on Select Revenue Measures, CoTninittee on Ways and Means, U.S. House of
Representatives, announced today that the Subconnnittee will hold a
series of public hearings on miscellaneous revenue issues. The first
hearing will be held on Thursday, June 17, 1993, beginning at
10:00 a.m., in the main Committee hearing room, 1100 Longworth House
Office Building. Additional hearing days will be announced at a later
date.

In announcing the hearings. Chairman Rangel stated: "The
Subcommittee looks forward to an informative set of hearings on these
miscellaneous revenue issues. Because of the interest of the Members
in these issues, I hope that we can proceed expeditiously with these
hearings.

"

BACKGROUND

Members of the Committee on Ways and Means have indicated an
interest in various miscellaneous revenue issues to Committee Chairman
Dan Rostenkowski (D., 111.). On May 27, 1993, Chairman Rostenkowski
referred certain of these issues to the Subcommittee on Select Revenue
Measures for purposes of hearings. The issues referred for hearings
generally contain those not included in either the House-passed version
of H.R. 11, the Revenue Act of 1992, or the miscellaneous bills that
passed the House last year and that were included in the conference
agreement on H.R. 11.

In addition, issues relating to the recently-passed reconciliation
bill are not part of the referral to the Subcommittee, but rather, are
being reserved for conference consideration. Non-tax issues in which
Members have expressed an interest will be the subject of separate
consideration.

The first day of hearings (June 17, 1993), will be limited to the
issues described in the first section below. The remainder of the
issues described in this press release will be the subject of hearings
on dates to be announced.

The Subcommittee is also announcing a hearing on miscellaneous
health-related issues in a separate press release (see press
release /3)

.

Members of the Committee also have suggested various revenue-
raising provisions to ensure that these miscellaneous issues could be
legislated on a revenue-neutral basis. Hearings on those proposals,
and on additional miscellaneous issues, will be announced at a later
date.

I. ITEMS SCHEDULED FOR JUNE 17 HEARING

TAX ACCOUNTING

1. H.R. 846, a bill to permit water utilities and sewage-control
facilities to exclude qualified contributions in aid of construction
from gross income.

2. A proposal to modify the uniform capitalization rules to allow
current deductibility of costs associated with replanting vineyards
infested with the phylloxera louse and to clarify the application of
the current-law exception for expenses pertaining to natural disasters.

(MORE)



3. A bill to provide that any adjustment under Internal Revenue
Code (Code) section 481 (attributable to Revenue Ruling 90-65, relating
to non-depreciability of precious metals fabricated into items used in
a taxpayer's trade or business) be prospective only.

FIHANCIAL IMSTITOTIONS

1. A proposal to provide certain tax incentives to minority-owned
financial institutions that acquire a failed financial institution from
the Resolution Trust Corporation or Federal Deposit Insurance
Corporation, including carryover of net operating losses from the
failed institution and a limited deduction for equity investments in
such minority-ovmed institutions (up to $50,000 per year and $250,000
in a lifetime for each individual investor)

.

2. A proposal to permit tax-free conversion of a bank common trust
fund to one or more proprietary or non-proprietary mutual funds.

3. A proposal to treat small commercial finance companies like
small banks for purposes of Code section 585 (relating to the reserve
method of deducting bad debts)

.

4. A proposal to clarify the tax treatment of consolidations of
life insurance departments of mutual savings banks and to assure that
the 12-year dividend payout is treated as a deductible policyholder
dividend.

5. H.R. 2065, a bill to provide certain tax treatment to financial
asset securitization investment trusts (and similar proposals)

.

INSORAMCE

1. A proposal to allow the deduction available to small life
insurance companies to be used when calculating a small company's
adjusted current earnings for purposes of the alternative minimum tax
and to exempt certain small companies (i.e., companies with annual
statement surplus and capital of less than $25 million and specified
policy acquisition costs of less than $4 million annually) from the
requirement under Code section 848 to capitalize insurance policy
acquisition expenses.

2. H.R. 1416, a bill to include liability to pay compensation
under workmen's compensation acts within the rules under Code
section 130 relating to certain personal injury liability assignments.

3. H.R. 1228, a bill to modify the tax treatment of effectively
connected investment income of foreign life insurance companies
operating in the United States.

4. A proposal to clarify the rule contained in section 1012(c)(4)(A)
of the Tax Reform Act of 1986 to permit the continued exemption of pension
business attributable to certain tax-exempt organizations by an insurance
company, with a 5-year phase-out of the exemption.

5. A proposal to modify Code section 818(b) to permit an
insurance company to realize an ordinary loss upon the sale of
depreciable real property used in the company's trade or business.

6. A proposal to provide relief for small life insurance
companies (defined as companies with under $500 million in assets)
from the requirement of Code section 848 to capitalize policy
acquisition costs by lowering the percentage of policy premiums
(attributable to contracts other than annuity contracts and group life
insurance contracts) required to be capitalized.

PASS-THROOGH ENTITIES

1. A proposal to modify the simplification proposals in H.R. 13
for large partnerships to provide that Code section 469 (k) applies to
newly-formed large non-publicly traded partnerships.

2. A proposal to allow members of the same family to be treated
as a single shareholder for purposes of the Code's Subchapter S rules.

(MORE)



3. A proposal to permit the ownership of S corporation stock by a
family trust under rules that would preclude such trust ownership from
circumventing the current limitation of no more than 35 shareholders
or causing income to be taxed at rates less than the maximum
individual tax rates.

4. A proposal to modify current-law limitations on S corporations,
including the limitations with respect to the number of shareholders,
issuance of preferred stock, issuance of debt instruments, and fringe
benefit rules.

5. A proposal to permit the interest income and rental expense
with respect to safe harbor lease transactions of rural electric
cooperatives to be netted and to allocate the difference between
members and nonmembers in proportion to the business done with each.

COST RECOVERY

1. A proposal to reduce the depreciation period for semiconductor
manufacturing equipment to 3 years.

2. A proposal to provide a 4-year recovery period for helicopters
used in timber management and harvesting.

3. A proposal to allow the Merchant Marine Capital Construction
Fund to be used to acquire or construct passenger vessels operated in
the domestic trade.

4. A proposal to provide for the use of 200-percent declining
balance depreciation for computers for alternative minimum tax
purposes

.

5. A proposal to extend the applicability of Code section 179
expensing to purchases of automobiles and light-duty trucks (possibly
by amending or removing the Code section 280F cap for this purpose)

.

6. A proposal to provide a new class for leasehold improvements
under the modified accelerated cost recovery system with respect to
nonresidential real property.

EMPLOYEE BENEFITS

1. H.R. 736, a bill to clarify that veterans' benefits are not
subject to taxation.

2. A proposal to exempt judicial pension plans from the
nondiscrimination rules.

3. A proposal to provide that an annuity refund feature should not
prevent an annuity owner from fully recovering basis under Code
section 72(b)

.

4. H.R. 1807, a bill to treat employee stock ownership plans (ESOPs)
as if they were charitable organizations for purposes of transferring
stock of a closely-held corporation from a charitable remainder trust to
an ESOP maintained by the closely-held corporation.

5. A proposal to provide relief for employers from the excise tax
liability resulting from increased funding of certain unfunded
liabilities in qualified pension plans.

6. A proposal to create a new safe harbor under which leased
employees can be excluded from the pension plans of the service recipient
organization.

7. A proposal to expand Code section 457 plans to provide benefits
for volunteer fire and rescue personnel, including length-of-service
awards, and to exclude such awards from Federal Insurance Contributions
Act taxes.

8. H.R. 1981, a bill to permit football coaches to maintain Code
section 401 (k) plans through their organizations under the Code.

9. A proposal that, in order to guarantee family and medical leave,
would provide for a pre-tax contribution account for employers
to offer employees.

(MORE)



II. ITEMS RESERVED FOR FDTDRB HEARING (S)

IWDIVIDXiaL

1. A proposal to prohibit employers from assessing a fee fron
employees who choose to receive the earned income tax credit (EITC)
through the advance payment option.

2. A proposal to require employers to provide EITC information on
the Wage and Tax Statement (Form W-2)

.

3. A proposal to require the Internal Revenue Service (IRS) to send
information about the EITC advance payment option to all EITC recipients.

4. A proposal to modify section 1938 of the Energy Policy Act of
1992 to allow (subject to a facts and circumstances test) the
deductibility of travel expenses incurred away from home by construction
workers if the work project lasts longer than one year but not longer
than 18 months; alternately, to provide that section 1938 of that Act
does not apply to workers in the construction industry.

5. A proposal to allow a deduction for qualified adoption expenses,
as provided in H.R. 930.

6. A proposal to exempt from income certain payments made to
overseas employees of the Department of Defense to conform the tax rules
for these employees to those for other U.S. Government personnel
stationed overseas.

7. A proposal to permit taxpayers to claim a deduction or tax credit
for interest paid on student loans.

8. A proposal to provide income tax deferral on gains from real
property condemned by government under eminent domain, as provided in
H.R. 142.

9. A proposal to allow a deduction for fees imposed by a State or
local government or the District of Columbia for sewer and water services
to the extent such fees exceed 1 percent (or 2 percent) of the taxpayer's
adjusted gross income (AGI)

.

10. A proposal to extend certain tax benefits to soldiers serving in
Somalia, as provided in H.R. 494.

11. A proposal to restore a charitable deduction for taxpayers who do
not itemize deductions, as provided in H.R. 152.

12. A proposal to allow taxpayers receiving unemployment compensation
to elect Federal income tax withholding at a flat 15-percent rate.

ESTATE AND GIFT

1. A proposal to clarify that where a spouse who is a nonparticipant
in a qualified pension plan or individual retirement account predeceases
the participant spouse, the estate tax marital deduction would apply.

2. A proposal to exclude from a gross estate the value of land
subject to a permanent conservation easement.

3. A proposal to provide a special estate tax valuation rule for
certain family-owned media businesses.

4. A proposal that, for purposes of the special use valuation rules
under Code section 2032A, would increase the permissible aggregate
reduction in fair market value from $750,000 to $1.5 million, as provided
in H.R. 1411.

5. A proposal to provide relief from the retroactive application of
gift tax regulations on disclaimers.

6. A proposal to permit cash rentals of Code section 2032A property
by family members, effective for rentals, and decedents dying, after
December 31, 1976.
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7. A proposal to restore a limited marital deduction for estates of
certain non-resident employees of international organizations, as
provided in H.R. 770.

FORKIGH TAX PROVISIOMS

1. H.R. 1401, a bill to modify the current subpart F rules and to
encourage expansion of D.S. businesses into the European Community.

2. H.R. 1891, a bill to exempt from U.S. withholding tax specified
kinds of dividends when distributed by a U.S. mutual fund to a foreign
investor.

3. A proposal to clarify that the definition of export property for
purposes of the foreign sales corporation rules includes the license of
computer software to foreign distributors and customers with the right to
reproduce.

4. A proposal to expand the foreign sales corporation rules to
provide the same treatment for military sales as is currently provided
for commercial sales.

5. A proposal to exempt interest on U.S. bank deposits from certain
requirements of the United States-Netherlands Antilles Tax Treaty
relationship.

6. A proposal to allow a controlled foreign corporation's (CFC's)
pre-1987 shipping losses to be carried forward and applied against its
post-1986 shipping income where substantially all of the CFC's
pre-shipping income was included in its parent's gross income.

7. A proposal to reinstate pre-1987 provisions that allowed deferral
of shipping income of U.S. -owned foreign shipping companies that is
reinvested in shipping operations.

8. A proposal that, for purposes of Code section 956, would provide
the same treatment for loans made by a CFC to unrelated noncorporate
domestic persons as currently applies for loans to unrelated U.S.
corporations.

9. A proposal to modify the consolidation rules under Code
section 1504(d) to make the election available to all Canadian and
Mexican corporations included in the affiliated group (as defined in Code
section 1504(a) without regard to Code section 1504(b)(3)) whether or not
they are prohibited by local law from operating as U.S. corporations.
The election would be binding on all Canadian and Mexican members of the
affiliated group and could not be revoked without the consent of the IRS.

10. A proposal to allow an affiliated group that includes a
corporation predominantly engaged in financial services operations to
treat the financial services corporation separately for purposes of the
interest allocation rules.

11. A proposal to extend Code section 936 qualified possession source
investment income treatment to investments in some or all of the Andean
nations.

12. A proposal to permit corporations to allocate to U.S. -source
income all deductions for tax payments made to States.

13. A proposal to expand the current-law exception from the
definition of foreign personal holding company income for active business
gains and losses from the sale of commodities by eliminating the
requirement that "substantially all" of the CFC's business be as an
active producer, processor, merchant, or handler of commodities.

14. A proposal to increase the threshold for reporting acquisitions
of stock in foreign corporations from 5 percent to 10 percent of stock
value.

15. A proposal to allow foreign corporations engaged in financing and
credit services a passive foreign investment company exclusion comparable
to that available to banking and insurance activities under current law.

(MORE)



16. A proposal to extend the period to which excess foreign tax
credits may be carried forward from 5 to 15 years.

NATURAL RESOURCES

1. A proposal to reduce the capital gains tax with respect to timber
sold for domestic processing, and to deny the benefits of certain export
subsidies in the case of exports of unprocessed timber.

2. A proposal to modify the requirement of Code section 29 that
taxpayers sell qualifying fuels to an unrelated person by making the
fuels credit available in cases where taxpayers produce landfill gas, or
synthetic gas from coal, and use the fuel on site for the generation of
electricity for sale to unrelated persons.

3. A proposal to provide for a tax credit for the production of oil
and gas from marginal properties.

4. A proposal to allow sellers of natural gas through a regulated
public utility to qualify as independent producers, and to increase the
refinery-run threshold which applies for purposes of determining whether
the taxpayer is a refiner.

5. H.R. 2026, a bill to amend the Code to encourage energy
efficiency and the production and use of renewable energy.

6. A proposal to allow geothermal, solar, and wind energy producers
to apply energy tax credits and production credits against alternative
minimum tax liability.

7. H.R. 960, a bill to ease the passive activity loss restrictions
for closely-held timber activities.

8. A proposal to provide for the retroactive application of
provisions of H.R. 776, the Energy Policy Act of 1992, relating to
exclusion from income of energy conservation subsidies provided by public
utilities.

HOOSING

1. A proposal to provide certain "tenant protection" amendments with
respect to the low-income housing tax credit (LIHC) ( e.g. , limitations on
when an individual can be denied tenancy at a LIHC project)

.

2. A proposal to allow certain community service facilities to be
included in eligible basis for purposes of the LIHC.

3. A proposal to allow LIHC projects developed with credits issued
before 1989 to use relaxed income compliance provisions for tenants where
there is a 2 to 1 ratio rent skew between market and low-income rents.

4. A proposal that, for purposes of the LIHC carryforward rule,
would treat credits carried forward from previous years as used before
current-year credits.

5. A proposal to allow use of the 70-percent present value UHC in
conjunction with tax-exempt bonds.

6. A proposal to allow States to designate "difficult to develop"
areas for purposes of the LIHC.

7. A proposal to amend LIHC rules to allow a State that has retained
a de minimis amount of credits to access the national pool.

8. A proposal to provide that, notwithstanding other laws or
regulations, a LIHC project may be eligible for the historic
rehabilitation tax credit even if interior walls are not preserved.

9. A proposal to provide that the current-law $200,000 income limit
with respect to the historic rehabilitation tax credit would not apply to
such credits used in LIHC projects (and, possibly, other projects).

10. A proposal to extend the LIHC to residential units the tenants of
which have income above 60 percent (but less than 100 percent) of
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area median income if, for each such unix., there is another LIHC unit
in the project for which the tenant's income falls below the 40-percent
threshold.

11. A proposal to allow a housing unit occupied by a single parent
and his or her child to qualify for the LIHC if the parent and child are
both full-time students.

12. A proposal to provide the Treasury with authority to waive
penalties for de minimis errors in the application of the LIHC tenemt
occupancy requirements.

13. A proposal to provide the Treasury with authority to waive the
annual requirement that tenant income be recertified with respect to
buildings occupied entirely by low-income tenants.

14. A proposal to allow the LIHC to be used by the buyer or the
seller in the year in which a LIHC project is disposed.

15. A proposal to clarify that the allocation of the LIHC between the
buyer and seller of credit property may be based on either the exact
number of days or the mid-month convention.

16. A proposal to clarify Treasury's authority to waive certain
requirements regarding receipt of third-party verifications in
100-percent low-income properties.

17. A proposal to provide relief for co-ops from tax on interest on
reasonable reserves and income from laundries and parking for the co-op
operators, and to provide relief for commercial rentals for limited
equity housing co-ops (and Mitchell-Lama co-ops)

.

18. A proposal that, for buildings in certain distressed central
business districts, would increase the amount of the historic
rehabilitation tax credit and would repeal the AGI phaseout of that
credit.

19. A proposal to modify the historic rehabilitation tax credit,
as provided in H.R. 1406.

20. A proposal that, for purposes of the historic rehabilitation
tax credit, would increase the AGI phaseout 2unount and the current-law
$25,000 deduction equivalent amount.

21. A proposal to provide that the treatment of tenant-
stockholders in cooperative housing also shall apply to stockholders
of corporations that only own the land on which the residences are
located

.

22. A proposal that would provide for 15-year depreciation and an
exemption from the passive activity loss rules for new investors in
order to encourage the rehabilitation of certain privately-o*med
low-income housing.

TAX-Kxaorr bowds

1. A proposal to provide that governmentally-owned spaceports
would be eligible for tax-exempt financing to the same extent as
airports.

2. A proposal to expand the veterans' mortgage bond program to
include veterans of Desert Storm and Grenada.

3. A proposal to expand the veterans' mortgage bond program to
remove the c\u:rent-law exclusion of veterans who served after 1976 or
who left service more than 30 years ago and to impose an overall
volume cap of $300 million on existing programs, as provided in
H.R. 1289.

4. A proposal to allow mortgage revenue bond (HRB) proceeds to be
used for purchases of new two-family houses located in certain
distressed areas.

5. A proposal to modify the MRB program as it relates to
cooperative housing (for example, by loosening the application of the
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current-law acquisition cost limits; allowing interim rental use while
units are being sold; and changing how retail and parking elements in
these properties are allocated)

.

6. A proposal to increase the current-law limit on MRB-financed
home improvements loans from $15,000 to $25,000.

7. A proposal to create an exception to the private-loan bond
rules for certain housing bonds.

8. A proposal to modify the bank deductibility limit as it
applies to bonds Issued for Code section 501(c)(3) borrowers by
applying a $5 million limit at the Code section 501(c)(3) borrower
level (instead of the current-law Issuer level limit for these bonds).

9. A proposal to increase the current-law bank deductibility
limit from $10 million to $20 million.

10. A proposal to allow the issuance of tax-exempt bonds for
volunteer fire departments to purchase ambulances and other emergency
response equipment, as provided in H.R. 219.

11. A proposal to extend the date by which tax-exempt bonds
related to a certain federally-funded construction project must be
issued and to extend the date by which that project is required to be
placed in service to qualify for treatment under the cost-recovery
rules in effect prior to the enactment of the Tax Reform Act of 1986.

12. A proposal to redirect use of tax-exempt bonds which have been
issued for a new science facility at Stanford to "earthquake-proof"
existing campus facilities.

13. A proposal to modify the rules governing tax-exempt bonds
to conform generally the treatment of bonds issued for Code
section 501(c)(3) organizations to that provided for bonds Issued to
finance direct State or local governmental activities.

14. A proposal to codify the definition of basic research and to
allow bonds Issued to build research facilities owned by a
governmental agency or a Code section 501(c)(3) entity, and used in
research as part of a cooperative arrangement with a nongovernmental
and/or non-exempt entity, to be exempt from the private activity bond
rules.

15. A proposal to extend the six-month exception from rebate to
certain bonds the proceeds of which Included a debt service reserve
and which were issued after the Tax Reform Act of 1986 and before the
Budget Reconciliation Act of 1989.

16. A proposal to Increase the percentage of private benefit
permitted for governmental bonds.

17. A proposal to treat State bond proceeds as spent when they are
deposited in a revolving fund established for a purpose created by
Federal law in an amount not greater than the minimum amount required
under that law. >

, i

18. A proposal to clarify the description of certain projects in
the City of Kenosha, Wisconsin, that was contained in the Tax Reform
Act of 1986, in order to allow that city to issue qualified tax-exempt
bonds for redevelopment.

19. A proposal to repeal the $15 million limitation on the amount of
a tax-exempt bond issue which may be used by an output facility, as
provided in H.R. 1938.

20. A proposal to reallocate the unused portion of State private
activity bond volume caps to States which have used their entire cap
for the year.

21. A proposal that, for purposes of the qualified small-issue
bond program, would extend the one-year "issue period" to 90 days
after the program is extended If the issue period expired after
June 30, 1992, and before the program's extension.
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CaKPLUMCE ISSUES

1. A proposal to clarify that the statutory prohibition on
separately stated charges under Code section 6045(e) does not prohibit
title agents and others from recovering the costs of reporting certain
information to the IRS.

2. A proposal to provide for the direct deposit of tax refunds
into taxpayers' bank accounts.

MISCELUVWEOOS ISSUES

1. H.R. 1325, the Indian Employment and Investment Act of 1993, a
bill to provide tax credits for Indian investment and employment.

2. A proposal to grant Alaska Native Corporations standing to
litigate the validity of their net operating losses under certain
circumstances

.

3. A proposal to provide a tax credit for qualifying contributions to
certain research consortia.

4. A proposal to provide an enhanced deduction for charitable
contributions of computer equipment to arts institutions.

5. A proposal to treat private foundations like educational
organizations and pension funds for purposes of the unrelated business
income rules governing debt-financed property.

6. A proposal to exclude closely-held equipment leasing from the
definition of rental activity for purposes of the passive activity loss
rules.

7. A proposal to exempt from the at-risk rules certain nonrecourse
loans made by federally-insured financial institutions to finance the sale
of real property foreclosed upon by such institutions.

8. A proposal to repeal Code section 58(a) (relating to the denial of
losses from tax shelter farm activities for purposes of the alternative
minimum tax)

.

9. Two proposals to modify the harbor maintenance tax: (i) suspending
collection of the tax when the trust fund balance reaches a certain
threshold amount, and (ii) using tax revenues to support nautical charting
and marine navigational safety programs and other activities of the
National Oceanic and Atmospheric Administration.

10. A proposal to phase out the special occupational tax on liquor
dealers and merchants.

11. H.R. 1929, a bill to exempt trucks that handle and mix explosives
from the excise tax on heavy trucks.

12. A proposal to clarify that unexpended State funds do not count
toward the $70 million cap on transfers of fuel tax revenues to the Boat
Safety Account of the Aquatic Resources Trust Fund.

13. A proposal to consolidate and impose Federal excise taxes on
aviation gasoline at the refinery level.

14. A proposal to extend the "in service" date for projects affected
by section 204(a)(1)(E) of the Tax Reform Act of 1986.

15. A proposal to repeal or establish a safe harbor regarding the
accumulated earnings tax for widely-held corporations.

16. A proposal to permit the use of whey, tomatoes, and other
agricultural products in making wine spirits.

17. A proposal to modify the definition of start-up companies
under the research and development tax credit (Code section
41(c) (3) (B)(i)).

18. A proposal to authorize the deposit of 1 cent of the tax on
diesel fuel used by railroads into an Intercity Rail Passenger Capital
Improvement Trust Fund through 1998.
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DETAILS FOR SOBMISSION OP REQUESTS TO BE HEARD ;

Individuals and organizations interested in presenting oral
testimony before the Cosmiittee on any issue specifically described
herein must submit their requests to be heard by telephone to Harriett
Lawler, Diane Kirkland, or Karen Ponzurick [(202) 225-1721] no later
than Tuesday, June 8, 1993, to be followed by a formal written request
to Janice Mays, Chief Counsel and Staff Director, Committee on Ways
and Means, U.S. House of Representatives, 1102 Longworth House Office
Building, Washington, D.C. 20515. The Subcommittee staff will notify
by telephone those scheduled to appear as soon as possible after the
filing deadline. Any questions concerning a scheduled appearance
should be directed to the Subcommittee [(202) 225-9710].

Persons and organizations having a common position are urged to
make every effort to designate one spokesperson to represent then in
order for the Subcommittee to hear as many points of view as possible.
Time for oral presentations will be strictly limited with the under-
standing that a more detailed statement may be included in the printed
record of the hearing (see formatting requirements below) . This
process will afford more time for Members to question witnesses. In
addition, witnesses nay be grouped as panelists with strict time
limitations for each panelist.

In order to assure the most productive use of the limited amount
of time available to question hearing witnesses, all witnesses
scheduled to appear before the Subcommittee are required to submit 200
copies of their prepared statements to the Subcommittee office, room
1105 Longworth House Office Building, at least 24 hours in advance of
their scheduled appearance. Failure to comply with this requirement
nay result in the witness being denied the opportunity to testify in
person.

WRITTEN STATEMENTS IN LIEU OF PERSONAL APPEARANCE ;

Persons subnitting written statements for the printed record
of the hearing should submit at least six (6) copies by the close of
business on the last day of hearings to Janice Mays, Chief Counsel and
Staff Director, Committee on Ways and Means, U.S. House of
Representatives, 1102 Longworth House Office Building, Washington,
D.C. 20515. If those filing written statements for the record of the
printed hearing wish to have their statements distributed to the press
and the interested public, they may provide 100 additional copies for
this purpose to the Subcommittee office, room 1105 Longworth House
Office Building, before the hearing begins.

FORMATTING REQUIREMENTS :

Each statement presented for printing to the Committee by a witness, any written statement or

exhibit submitted for the printed record or any written comments in response to a request for written

comments must conform to the guidelines listed below. Any statement or exhibit not in compliance vrith

these guidelines will not be printed, but will be maintained in the Committee files for review and use by
the Committee.

1. All statements and any accompanying exhibits for printing must be typed in single space on
kgal-size paper and may not exceed a total of 10 pages.

2. Copies of whole documents submitted as exhibit material will not be accepted for printing.

Instead, exhibit material should be referenced and quoted or paraphrased. All exhibit material

not meeting these specifications will be maintained in the Committee files for review and use

by tfie Comminee.

3. Statements must contain the nanw and capacity in which the witness will appear or, for

written comments, the name and capacity of the person submitting the statement, as iwell as

any clients or persons, or any organization for whom the witness appears or for whom the
statement is submitted.

4. A supplemental sheet must accompany each statement listing the name, full address, a

tel^hone number where the witness or the designated representative may be reached and a

topical outline or summary of the comments and recommendations in the full statement.

This supplemental sheet vrill not be included in the printed record.

The above restrictions and limitations apply only to material being submitted for printing.

StaUmenU and exhibits or supplementary material submitted solely for distribution to the Members, the
press and the public during the course of a public hearing may be submitted in other fornu.
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FOR IMHEDIATE RELEASE PRESS RELEASE #6
FRIDAY, JUNE 11, 1993 SOBCOMHITTEE ON SELECT REVENUE

MEASURES
COMMITTEE ON WAYS AND MEANS
U.S. HOUSE OF REPRESENTATIVES
1102 LONGHORTH HOUSE OFFICE BUIU>ING
WASHINGTON, D.C. 20515

(202) 225-1721

THE HONORABLE CHARLES B. RANGEL (D. , N.Y.), CHAIRMAN,
SUBCOMMITTEE ON SELECT REVENUE MEASURES,

COMMITTEE ON WAYS AND MEANS, U.S. HOUSE OF REPRESENTATIVES,
ANNOUNCES ADDITIONAL HEARINGS ON MISCELLANEOUS REVENUE ISSUES

The Honorable Charles B. Rangel (D. , N.Y.), Chairman, Subcommittee
on Select Revenue Measures, Committee on Ways and Means, U.S. House of
Representatives, announced today that the Subcommittee will hold
additional public hearings on miscellaneous revenue issues. These
hearings will be held on Tuesday, June 22, 1993, in the main Committee
hearing room, 1100 Longworth House Office Building, and on Thursday,
June 24, 1993, in room B-318 Rayburn House Office Building. On both
dates, the hearings will begin at 10:00 a.m. Additional hearings will
be announced in a subsequent press release.

BACKGROUND

In press release /4, dated June 2, 1993, the Subcommittee described a
number of revenue items on which hearings would be held on Thursday,
June 17, 1993, and on additional hearing days. The Subcommittee now is
announcing additional hearing days for those items described, as well as
for several additional miscellaneous items, described below. The
Subcommittee also wishes to clarify the descriptions of certain items
described in press release #4.

I. ITEMS SCHEDULED FOR JUNE 22 HEARING

On June 22, 1993, the Subcommittee will receive testimony from
representatives of the Department of the Treasury on all the items
described in press release #4 (and the additional items described below)

.

In addition, on June 22, the Subcommittee will receive public testimony
on issues described in press release #4 that were listed under the
heading of "Miscellaneous Issues." Further, the issues listed as
relating to pass-through entities will be addressed on June 22, rather
than on June 17

.

II. ITEMS SCHEDULED FOR JUNE 24 HEARING

The hearing to be held on June 24 is limited to proposals described
in press release #4 relating to foreign tax provisions, natural
resources, and estate and gift issues.

III. ITEMS RESERVED FOR FUTURE HEARING

The proposals described in press release #4 relating to housing,
tax-exempt bonds, individual, and compliance issues will be addressed at
a hearing which will be announced in a stibseguent press release. That
hearing also will address the following additional proposals:

1. A proposal to provide for the use of 200-percent declining
balance depreciation for automobiles for alternative minimum tax
purposes

.

2. A proposal to amend. Internal Revenue Code (Code) section 142(c)
to allow exempt facility bonds to be issued for certain
transportation facilities (including trackage and rail
facilities) used for the transport of cargo or passengers mainly
to or from airports, docks, or wharves, regardless of whether the
facilities meet the governmental ownership requirement of Code
section 142(b) (1)

.

3. H.R. 2340, a bill to amend the Code to allow a credit and
tax-exempt financing for the acquisition, cleanup, and
redevelopment of certain contaminated former industrial sites.
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4. A proposal to provide that. In the case of nonbemk lending
Institutions with a high volume of low balance, homogeneous
loans, a loan would be presumed worthless no later than the time
It would be determined worthless under the regulatory criteria
applicable to regulated depository institutions, such as banks
and thrift institutions, so long as the loan has been written off
for financial accounting purposes.

5. A proposal to eliminate the rule treating distributors of bakery
products as statutory employees for purposes of Social Security
payroll taxation and coverage, and to treat such persons as
independent contractors.

6. A proposal to provide that, for purposes of the Social Security
tax rules for concurrent employment by two or more employers,
certain State universities and agency accounts of such
universities would be deemed related corporations.

7. H.R. 931, a bill to require the Treasury to issue to the Social
Security trust funds certificates evidencing D.S. obligations
held by the funds and stating the Federal Government's obligation
to repay principal and interest.

8. A proposal to exempt services performed for elementary or
secondary schools which operate primarily for religious purposes,
but do not meet the current-law "affiliation test," from tax
under the Federal Unemployment Tax Act.

rV. CLARIFICATION OF CERTAIN ITEMS DESCRIBED IM PRESS RELEASE /4

Press release #4 invited testimony on H.R. 2026, a bill to amend the
Tax Code to encourage energy efficiency and the production and use of
renewable energy. One of the provisions of H.R. 2026, relating to the
tax treatment of conservation expenditures by electric and gas utilities,
has been separately introduced as H.R. 784, which is also within the
scope of the hearing.

Press release #4 also invited testimony on a proposal to provide a

new recovery period for helicopters used in timber management and
harvesting. The Subcommittee wishes to clarify that the proposal is to
depreciate such helicopters over 3 years for regular tax purposes emd
over 4 years for alternative minimum tax purposes.

Finally, press release /4 invited testimony on a bill to clarify that
veterans' benefits are not subject to taxation. In fact, two proposals
clarifying the taxation of these benefits are the subject of the
Subcommittee hearings: one proposal is contained in H.R. 736, and
another proposal is contained in H.R. 786.

DETAILS FOR STJBMISSION OF REQUESTS TO BE HEARD ;

Individuals and organizations interested in presenting oral testimony
before the Committee on any of the eight additional miscellaneous
proposals specifically described herein which are reserved for the
hearing to be announced in the future must submit their requests to be
heard by telephone to Harriett Lawler, Diane Kirkland, or Karen Ponzurick
[(202) 225-1721] no later than Wednesday, June 16, 1993, to be followed
by a formal written request to Janice Mays, Chief Counsel and Staff
Director, Committee on Hays and Means, U.S. House of Representatives,
1102 Longworth House Office Building, Washington, D.C. 20515. The
Subcommittee staff will notify by telephone those scheduled to appear as
soon as possible after the filing deadline. Any questions concerning a
scheduled appearance should be directed to the Subcommittee
[(202) 225-9710].

Persons and organizations having a common position are urged to make
every effort to designate one spokesperson to represent them in order for
the Subcommittee to hear as many points of view as possible. Time for
oral presentations will be strictly limited with the understanding that a
more detailed statement may be included in the printed record of the
hearing (see formatting requirements below) . This process will afford
more time for Members to question witnesses. In addition, witnesses may
be grouped as panelists with strict time limitations for each panelist.

MORE
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In order to assure the most productive use of the limited amount of
time available to question heeuring witnesses, all witnesses scheduled to
appear before the Sxibcommittee are required to submit 200 copies of their
prepared statements to the Subcommittee office, room 1105 Longworth House
Office Building, at least 24 hours in advance of their scheduled
appearance. Failure to comply with this requirement may result in the
witness being denied the opportunity to testify in person.

WRITTEN STATEMENTS IN LIEU OF PERSONAL APPEARANCE ;

Persons submitting written statements for the printed record
of the hearing should submit at least six (6) copies by the close of
business on the last day of hearings to Janice Mays, Chief Counsel and
Staff Director, Committee on Ways and Means, U.S. House of
Representatives, 1102 Longworth House Office Building, Washington, D.C.
20515. If those filing written statements for the record of the printed
hearing wish to have their statements distributed to the press and the
interested public, they may provide 100 additional copies for this
purpose to the Subcommittee office, room 1105 Longworth House Office
Building, before the hearing begins.

FORMATTING REQUIRBIENTS ;

Each statement presented for printinf to the Committee by a witness, any vn-itten statement or

eihibit submitted for the printed record or any written comments in response to a request for written

comments must conform to the (uidelines listed below. Any statement or exhibit not in compliance «rith

these (uidelines will not be printed, but will be maintained in the Committee Tiles for review and use by
the Committee.

1. All statements and any accompanying exhibits for printing must be typed in single space on

legal-size paper and may not exceed a total of 10 pages.

2. Copies of whole documents submitted as exhibit material will not be accepted for printing.

Instead, exhibit material should be referenced and quoted or paraphrased. All exhibit material

not meeting these specifications will be maintained in the Committee files for review and use

by the Committee.

3. Statements must contain the name and capacity in which the witness will appear or, for

written comments, the name and capacity of the person submitting the statement, as well as

any clients or persons, or any organization for whom the witness appears or for whom the

statenwnt is submitted.

4. A supplemental sheet must accompany each statement listing the name, full address, a

telephone number where the witness or the designated representative may be reached and a

topical outline or summary of the comments and recommendations in the full statement.

This supplemental sheet will not be included in the printed record.

The above restrictions and limitations apply only to material being submitted for printing.

Statements and exhibits or supplementary material submitted solely for distribution to the Members, the

press and the public during the course of a public hearing may be submitted in other forms.
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FOR IHKEDIATE RELEASE PRESS RELEASE #7
THURSDAY, JULY 1, 1993 SUBCXJMMITTEE ON SELECT REVENUE

MEASURES
COMMITTEE ON WAYS AND MEANS
U.S. HOUSE OF REPRESENTATIVES
1102 LONGWORTH HOUSE OFFICE BUILDING
WASHINGTON, D.C. 20515
TELEPHONE: (202) 225-1721

THE HONORABLE CHARLES B. RANGEL (D. , N.Y.), CHAIRMAN,
SUBCOMMITTEE ON SELECT REVENUE MEASURES,

COMMITTEE ON WAYS AND MEANS, U.S. HOUSE OF REPRESENTATIVES,
ANNOUNCES LAST DAY OF HEARINGS ON MISCELLANEOUS REVENUE ISSUES

The Honorable Charles B. Rangel (D. , N.Y.), Chairman, Subcommittee
on Select Revenue Measures, Committee on Ways and Means, U.S. House of
Representatives, announced today that the Subcommittee will hold a
final day of public hearings on miscellaneous revenue issues. The
hearing will be held on Tuesday, July 13, 1993, beginning at
11:00 a.m., in room B-318 Rayburn House Office Building.

The Subcommittee previously held hearings on miscellaneous revenue
issues on June 17, June 22 and June 24, 1993. (See press release #4,
dated June 2, and press release #6, dated June 11, 1993, for details.)

SCOPE OF HEARING

The Subcommittee will receive testimony on the proposals
specifically described in press release fi relating to housing,
tax-exempt bonds, individual, and compliance issues. In addition,
testimony will be received on the eight items specifically described
in press release #6, and on the following new proposals which have
been referred to the Subcommittee for hearings:

1. A proposal to extend the special deduction available under
current law to insurers of State and local obligations to insurers of
certain debt that is not tax-exempt.

2. A proposal to reduce the amount of policy acquisition costs
that are required to be amortized by life insurance companies selling
payroll-marketed noncancellable or guaranteed-renewable individual
accident and health policies by applying the same rate applicable to
group life insurance.

3. A proposal to increase the eligible income level from $16,000
to $36,000 for employees of the performing arts for purposes of the
limitation on the deduction for unreimbursed business expenses.

4. A proposal to permit a deduction for a certain percentage of
total contributions made to an employee stock option plan which is
based on the overall capital investment, or alternatively, total
payroll of the sponsoring company.

5. A proposal to provide transition relief to nonprofit student
loan funding corporations by permitting such entities to elect to
transfer their assets and liabilities to a for-profit taxable
subsidiary without causing the interest on their outstanding
tax-exempt debt to become taxable and without triggering certain
private foundation restrictions.

DETAILS FOR SUBMISSION DETAILS tTOR SOonlSSION OF REQUESTS TO BE HEARD ;

Individuals and organizations interested in presenting oral
testimony before the Subcommittee on any of the new proposals
specifically described herein must submit their requests to be heard
by telephone to Harriett Lawler, Diane Kirkland, or Karen Ponzurick
[(202) 225-1721] no later than noon, Thursday, July 8, 1993, to be
followed by a formal written request to Janice Mays, Chief Counsel and
Staff Director, Committee on Ways and Means, U.S. House of
Representatives, 1102 Longworth House Office Building, Washington,
D.C. 20515. The Subcommittee staff will notify by telephone those
scheduled to appear as soon as possible after the filing deadline.
Any questions concerning a scheduled appearance should be directed to
the Subcommittee [(202) 225-9710].
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Persons and organizations having a common position are urged to
make every effort to designate one spokesperson to represent them in
order for the Subcommittee to hear as many points of view as possible.
Time for oral presentations will be strictly limited with the under-
standing that a more detailed statement may be included in the printed
record of the hearing (see formatting requirements below) . This
process will afford more time for Members to question witnesses. In
addition, witnesses may be grouped as panelists with strict time
limitations for each panelist.

In order to assure the most productive use of the limited amount
of time available to question hearing witnesses, all witnesses
scheduled to appear before the Subcommittee are required to submit 200
copies of their prepared statements to the Subcommittee office, room
1105 Longworth House Office Building, at least 24 hours in advance of
their scheduled appearance. Failure to comply with this requirement
may result in the witness being denied the opportunity to testify in
person.

WRITTEN STATEMENTS IN LIEU OF PERSONAL APPEARANCE ;

Persons submitting written statements for the printed record
of the hearing should submit at least six (6) copies by the close of
business on Tuesday, July 20, 1993, to Janice Mays, Chief Counsel and
Staff Director, Committee on Ways and Means, U.S. House of
Representatives, 1102 Longworth House Office Building, Washington,
D.C. 20515. If those filing written statements for the record of the
printed hearing wish to have their statements distributed to the press
and the interested public, they may provide 100 additional copies for
this purpose to the Subcommittee office, room 1105 Longworth House
Office Building, before the hearing begins.

FORMATTING REQUIREMENTS ;

Each statement presented for printing to the Committee by a witness, any written statement or

exhibit submitted for the printed record or any written comments in response to a request for written

comments must conform to the guidelines listed below. Any statement or exhibit not in compliance with

these guidelines will not be printed, but will be maintained in the Committee files for review and use by
the Committee.

1. All statements and any accompanying exhibits for printing must be typed in single space on
legal-size paper and may not exceed a total of 10 pages.

2. Copies of whole documents submitted as exhibit material will not be accepted for printing.

Instead, exhibit material should be referenced and quoted or paraphrased. All exhibit material

not meeting these speciHcations will be maintained in the Committee files for review and use

by the Committee.

3. Statements must contain the name and capacity in which the witness will appear or, for

written comments, the name and capacity of the person submitting the statement, as well as

any clients or persons, or any organization for whom the witness appears or for whom the

statement is submitted.

4. A supplemental sheet must accompany each statement listing the name, full address, a

telephone number where the witness or the designated representative may be reached and a

topical outline or summary of the comments and recommendations in the full statement.

This supplemental sheet will not be included in the printed rp^orH.

The above restrictions and limitations apply only to material being submitted for printing.

Statements and exhibits or supplementary material submitted solely for distribution to the Members, the
press and the public during the course of a public hearing may be submitted in other forms.
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FOR IMMEDIATE RELEASE PRESS RELEASE /8
FRIDAY, JULY 9, 1993 SUBCOMMITTEE OM SELECT REVENUE

MEASURES
COMMITTEE ON WAYS AND MEANS
U.S. HOUSE OF REPRESENTATIVES
1102 LONGWORTH HOUSE OFFICE BUILDING
WASHINGTON, D.C. 20515
TELEPHONE: (202) 225-1721

THE HONORABLE CHARLES B. RANGEL (D. , N.Y.)> CHAIRMAN,
SUBCOMMITTEE ON SELECT REVENUE MEASURES,

COMMITTEE ON HAYS AND MEANS, U.S. HOUSE OF REPRESENTATIVES,
ANNOUNCES THE ADDITION OF ANOTHER DAY FOR ITS FINAL HEARING ON

CERTAIN MISCELLANEOUS REVENUE ISSUES

The Honorable Charles B. Rangel (D. , N.Y.), Chairman, Subcommittee
on Select Revenue Measures, Committee on Ways and Means, U.S. House of
Representatives, today announced that the Subcommittee will add
another day of hearings for its final hearing with respect to certain
previously-announced miscellaneous revenue proposals, to be announced
at a later time .

In press release #7, dated Thursday, July 1, 1993, the
Subcommittee announced that its final day in the series of hearings
would be Tuesday, July 13, 1993. The additional day of hearings to
be announced will cover those items specifically described as new
proposals in press release #6 (except item #3, part III), dated
Friday, June 11, 1993, and in press release #7. In addition,
testimony on item #4 under miscellaneous issues in press release /4,
dated Friday, June 2, 1993, will be received at the additional
hearing. Consequently, the Subcommittee will receive testimony on
Tuesday, July 13, 1993, only on the proposals specifically described
in press release #4 relating to housing, tax-exempt bonds,
individual, and compliance issues, and press release #6, iten /3 ,

H.R. 2340 .

In response to significant interest on the part of the public in
testifying on these issues, the additional hearing date will be
scheduled to accommodate those members of the public who, in
accordance with the press releases listed above, already have
requested to be heard and have been contacted by the Subcommittee.
Other interested members of the public are invited to submit written
statements for the record of these proceedings in accordance with
the rules set forth in press release /7. Details for submission of
statements for the record for issues at the additional hearing will
be announced at a later time.
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FOR IMMEDIATE REI.EASE PRESS RELEASE /9
TUESDAY, AUGUST 17, 1993 SUBCCMfMITTEE ON SELECT REVENUE

MEASURES
COMMITTEE ON HAYS AND MEANS
U.S. HOUSE OF REPRESENTATIVES
1102 LONGWORTH HOUSE OFFICE BUILDING
WASHINGTON, D.C. 20515
TELEPHONE: (202) 225-1721

THE HONORABLE CHARLES B. RANGEL (D., N.Y.), CHAIRMAN,
SUBCOMMITTEE ON SELECT REVENUE MEASURES,

COMMITTEE ON WAYS AND MEANS, U.S. HOUSE OF REPRESENTATIVES,
ANNOUNCES FURTHER HEARINGS ON MISCELLANEOUS REVENUE ISSUES

The Honorable Charles B. Rangel (D. , N.Y.), Chairman, Subcommittee
on Select Revenue Measures, Committee on Ways and Means, U.S. House of
Representatives, announced today two additional days of hearings on
miscellaneous revenue issues. The hearings will be held on Wednesday,
September 8, 1993, in the main Committee hearing room, 1100 Longworth
House Office Building, and on Tuesday, September 14, 1993, in room
B-318, Rayburn House Office Building. The hearings on both days will
begin at 10:00 a.m.

BACKGROUND

The Subcommittee has issued press releases and held a series of
public hearings relating to miscellaneous revenue issues submitted by
Members of the Committee. On September 8, the Subcommittee will
receive testimony on those proposals described in press release iB,
dated July 9, 1993, as well as on one additional miscellaneous
proposal which is described below.

As part of this process, Members also have suggested various
revenue-raising provisions to ensure that these miscellaneous issues
could be legislated on a revenue-neutral basis. On September 8, the
Subcommittee also will receive testimony on the revenue-raising
proposals specifically described below; and on September 14, the
Subcommittee will receive testimony on revenue-raising proposals that
will be described in a subsequent press release. The proposals that
are the subject of these hearings consist of proposals suggested by
Members .

In addition to the revenue-raising proposals addressed at the
hearings on September 8 and 14, any additional revenue-raising
proposals subsequently brought to the Committee's attention by any
Member of the Committee could be used as a potential revenue offset
for a miscellaneous revenue provision.

Because of the Committee's anticipated busy Fall schedule and the
resulting time restrictions on the duration of these hearings, the
Subcommittee strongly encourages those interested in expressing their
views to submit written testimony rather than to request to testify
orally. Further, all persons wishing to testify on similar issues are
strongly encouraged to designate one spokesperson to represent their
views

.

I. ADDITIONAI. MISCELLANEOUS REVENUE PROPOSAL

I. A proposal to permit an employer who sponsors an employee stock
option plan (ESOP) to modify the ESOP to restrict in-service
distributions of employer stock contributed to the ESOP prior to the
date of legislation, if such stock will be rolled over by the
participant to another qualified plan.

II. REVENUE-RAISING PROPOSALS

ALTERNATIVE MINIMUM TAX

1. A proposal to lengthen the alternative minimum tax recovery
period for assets used in the production of cigarettes, cigars,
smoking and chewing tobacco, snuff, and other tobacco products.

(MORE)
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2. A proposal to lengthen by one to three years the recovery period
for coal mining ecfuipment under the alternative minimun tax.

3. A proposal to lengthen from 10 years to 20 years the amortization
period for mining exploration and development costs incurred with
respect to coal mining, for purposes of the alternative minimum tax
under Internal Revenue Code (Code) section 56(a)(2).

ACCODNTIMG

1. A proposal to apply the special rules applicable to high-yield
discount obligations under Code section 163 (i) to any obligation that
has a maturity of more than four (rather than five) years.

2. A proposal to require organizational expenses to be amortized
over 14 years (or some other period of years)

.

3. A proposal to require that a portion of advertising expenses be
capitalized and amortized over a period of years.

FINANCIAL INSTITUTIONS

1. A proposal to require (a) thrift institutions to take points on
single family mortgages into income when received, or (b) all mortgage
originators to take such points into income when received.

2. A proposal to require thrift institutions to take net operating
loss carryovers into account for purposes of calculating bad debt
reserve deductions under the percentage of taxable income method.

COST RECOVERY

1. A proposal to provide a 25-year recovery period for certain water
utility property, as described in H.R. 846.

2. A proposal to extend the recovery period applicable to certain
assets used in printing and publishing to 10 years.

PASS-THROUGH ENTITIES

1. A proposal to clarify the rules relating to the timing of the
flow-through of income to estates that own interests in partnerships
or S corporations.

2. A proposal to repeal the Code section 1374 (d) (2) (A) (ii) taxable
income limitation on the recognition of built-in gain of S
corporations.

INDIVIDUAL INCOME TAX

1. A proposal to deny certain deductions for travel expenses paid or
incurred while away from home in connection with holding or managing
real property unless holding or managing real property is the
taxpayer's principal business activity.

2. A proposal to freeze the standard mileage rate used to determine
deductible automobile expenses incurred for the business use of such
vehicles at the 1993 level for the 1994 taxable year and, thereafter,
to round down the amount computed by the Internal Revenue Service to
the nearest whole cent.

3. A proposal to limit the business mileage deduction for trips
beginning at the taxpayer's home to mileage in excess of 10 miles.

4. A proposal to require taxpayers to include in income the rental
income received with respect to the rental of a residence without
regard to the period of the rental (repeal or modify Code section
280A(g)).

(MORE)
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5. A proposal to limit the deduction for wagering losses to
80 percent of the amount otherwise deductible.

6. A proposal to deny a business deduction for travel expenses in
excess of the amount of coach fare if coach passage is available for
the trip.

7. A proposal to increase the threshold for the deduction of
casualty losses from $100 to $500.

HATORAL RESODRCES

1. A proposal to impose a severance tax (possibly at a 12-percent
rate) on hard rock minerals, such as gold, silver, and copper.

2. A proposal to increase the tariff on imported crude oil by
15-cents-per-barrel and refined petroleum products by
1-cent-per-gallon.

DETAILS FOR STJBMISSIOW OF REQUESTS TO BE HEARD :

Individuals and organizations interested in presenting oral
testimony before the Committee on any of the proposals specifically
described herein must submit their requests to be heard by telephone to
Harriett Lawler, Diane Kirkland, or Karen Ponzurick [(202) 225-1721] no
later than Wednesday, August 25, 1993, to be followed by a formal
written request to Janice Mays, Chief Counsel and Staff Director,
Committee on Ways and Means, U.S. House of Representatives, 1102
Longworth House Office Building, Washington, D.C. 20515. The
Subcommittee staff will notify by telephone those scheduled to appeetr
as soon as possible after the filing deadline. Any questions
concerning a scheduled appearance should be directed to the
Subcommittee [(202) 225-9710].

Persons and organizations having a common position are urged to make
every effort to designate one spokesperson to represent them in order for
the Subcommittee to hear as many points of view as possible. Time for
oral presentations will be strictly limited with the understanding that a
more detailed statement may be included in the printed record of the
hearing. (See formatting requirements below.) This process will afford
more time for Members to question witnesses. In addition, witnesses nay
be grouped as panelists with strict time limitations for each panelist.

In order to assure the most productive use of the limited amotint of
time available to question hearing witnesses, all witnesses scheduled to
appear before the Subcommittee are required to submit 200 copies of their
prepared statements to the Subcommittee office, room 1105 Longworth House
Office Building, at least 24 hours in advance of their scheduled
appearance. Failure to comply with this requirement may result in the
witness being denied the opportunity to testify in person.

WRITTEN STATEMENTS IN LIEU OF PERSONAL APPEARANCE ;

Persons submitting written statements for the printed record
of the hearing should submit at least six (6) copies by the close of
business on Wednesday, September 15, 1993, to Janice Mays, Chief Counsel
and Staff Director, Committee on Ways and Means, U.S. House of
Representatives, 1102 Longworth House Office Building, Washington, D.C.
20515. If those filing written statements for the record of the printed
hearing wish ^o have their statements distributed to the press and the
interested public, they may provide 100 additional copies for this
purpose to the Subcommittee office, room 1105 Longworth House Office
Building, before the hearing begins.

FORMATTING REQUIREMENTS ;

Eich itatcmcnt presented for prinlinf to the CommittM by a witness,

submitted for the printed record or any written comments in response to a raqtwst i

conform to the guidelines listed below. Any sutement or exhibit not in compliance with these guidelines win aot
be printed, but will be maintained in the Committee files for review and use by the Committaa.

1. All sUtemcnis and any accompanying exhibits for printing must be typed in single space on Ugal-sia
paper and may not exceed a total of 10 pages.

(MORE)
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2. Copies of whole documents submitted as exhibit material will not be accepted for printing. Instead,
exhibit material should be referenced and quoted or paraphrased. All exhibit material not meetinf
these specifications will be maintained in the Committee files for review and use by the Committee.

3. Statements must contain the name and capacity in which the witness will appear or, for written
comments, the name and capacity of the person submitting the statement, as well as any clients or
persons, or any organization for whom the witness appears or for whom the statement is submitted.

4. A supplemental sheet must accompany each statement listing the name, full address, a telephone
number where the witness or the designated representative may be reached and a topical outline or
summary of the comments and recommendations in the full statement. This supplemenul sheet will
not be included in the printed record.

The above restrictions and limitations apply only to material being submitted for printing. Statements ant
t$ or supplementary material submitted solely for distribution to the Members, the press and the public
[ the course of a public hearing may be submitted in other forms.
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FOR IMMEDIATE RELEASE PRESS RELEASE /lO
WEDNESDAY, AUGUST 18, 1993 SUBCOMMITTEE ON SELECT REVENUE

MEASURES
COMMITTEE ON WAYS AND MEANS
U.S. HOUSE OF REPRESENTATIVES
1102 LONGWORTH HOUSE OFFICE BLDG.
WASHINGTON, D.C. 20515
TELEPHONE: (202) 225-1721

THE HONORABLE CHARLES B. RANGEL (D. , N.Y.)/ CHAIRMAN,
SUBCOMMITTEE ON SELECT REVENUE MEASURES,

COMMITTEE ON WAYS AND MEANS, U.S. HOUSE OF REPRESENTATIVES,
ANNOUNCES MISCELLANEOUS REVENUE-RAISING PROPOSALS

THAT WILL BE THE SUBJECT OF THE SEPTEMBER 14TH HEARING

The Honorable Charles B. Rangel (D., N.Y.), Chairman,
Subcommittee on Select Revenue Measures, Committee on Ways and Means,
U.S. House of Representatives, announced today that the following
miscellaneous revenue-raising proposals suggested by Members will be
the subject of the hearing to be held on Tuesday, September 14, 1993.
(See press release #9, dated August 17, 1993, for details regarding
the miscellaneous revenue issue process and the announcement of the
September 14 hearing.)

FOREIGN TAX PROVISIONS

1. A proposal based upon a provision in H.R. 5270, as introduced in
the 102d Congress, to modify the method by which income from the sale
of inventory property is sourced.

2. A proposal to increase from four percent to eight percent the
tax imposed under Internal Revenue Code (Code) section 887 on gross
transportation income of nonresident aliens and foreign corporations.

3. A bill (H.R. 220) to reinstate the tax on interest received by
foreigners on certain portfolio investments.

4. A proposal to change the foreign tax credit to a deduction.

5. A proposal from H.R. 5270, as introduced in the 102d Congress,
to increase from one percent to four percent the excise tax on
certain premiums paid to foreign persons for reinsurance covering
casualty insurance and indemnity bonds.

EXCISE TAXES

1. A proposal to increase the wagering excise tax on State
authorized wagers in Code section 4401 from 0.25 percent to one
percent

.

2. A proposal to impose a five-percent excise tax on purchases by
foreign corporations that fail to provide the Internal Revenue
Service with tax information.

3. A proposal to increase the tax on prohibited transactions under
Code section 4975 to 10 percent.

4. A proposal to increase the excise tax on domestically produced
cigarettes with less than 80-percent domestic tobacco leaf content.

5. A proposal to increase tobacco excise taxes by 0.6 cents.

6. A proposal to extend the three-percent communications excise tax
to cable television services.

7. A proposal to repeal the exemption from the communications
excise tax for communications services furnished to news services.



8. A proposal to impose an excise tax on carbon dioxide (C02) sales
by ethanol producers at a rate which would offset the current ethanol
tax subsidies.

9. A proposal to increase the heavy truck chassis tax from
12 percent to 12.1 percent.

10. Proposals to add the following to the list of taxable ozone-
depleting chemicals in Code section 4682: (1) methyl bromide;
(2) hydrochlorof luorocarbons (HCFCs) ; and (3) hydrobromadedf luoro-
carbons (HBFCs)

.

TAX-EXBO>T ENTITIES

1. A proposal to deny Code section 501(c)(7) status to clubs that
engage in discrimination (including gender discrimination) and to
deny any preferential tax treatment for tickets to events at these
clubs.

2. A proposal to tax political campaign committees of Federal
candidates at the same rate of tax applicable to committees of State
and local candidates — i.e., at the highest corporate rate.

3. A proposal to impose a 30-percent excise tax on expenditures of
tax-exempt organizations for lobbying (including amounts paid as
salaries and an allocable portion of support costs)

.

4. A proposal to include contacts with regulatory agencies (except
local land use agencies) in the definition of lobbying for purposes
of the existing restrictions on Code section 501(c) (3) organizations.

5. A proposal to clarify, as in section 11408 of H.R. 3299 (as
passed by the House in 1989) , that an exempt organization that
conducts overseas business activities through a foreign subsidiary
will be subject to unrelated business income tax with respect to the
subsidiary's Subpart F income (including actual as well as deemed
distributions) if such income would be subject to tax if received by
the exempt organization directly.

6. A proposal to extend the private inurement rule to organizations
exempt from tax under Code section 501(c)(4),

1. A proposal to require reporting of additional information to the
Internal Revenue Service with respect to certain apportioned real
estate taxes.

2. A proposal to increase estimated tax payments under the safe
harbor method to 115 percent of last year's tax liability for
individuals with adjusted gross income over $150,000.

3. A proposal to require written substantiation of any meal or
entertainment expense claimed as a business deduction; alternatively,
a proposal to require written substantiation of any meal or
entertainment expense in excess of $10.

4. A proposal to deny corporations a deduction for all (or part) of
interest paid to the Internal Revenue Service on tax underpayments.

5. A proposal to increase the rate of interest payable on corporate
tax delinquencies.

6. A proposal to increase the rate of interest payable on under-
payments of estimated tax for certain Alaska Native Corporations.

7. A proposal to require all companies in the trade or business of
originating or acquiring loans to issue an information report to the
debtor and to the Internal Revenue Service on any discharge of
indebtedness in excess of $600.

(HORE)
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8. A proposal to increase the rate of withholding on bonuses from
28 percent to 36 percent.

9. A proposal to increase the rate of withholding on gambling
winnings from 28 percent to 36 percent.

10. A proposal to increase the rate of backup withholding from
31 percent to 36 percent.

11. A proposal to require taxpayers to file information returns if
they purchase more than $600 of fish from any seller in a calendar
year for the purpose of resale.

12. A proposal to extend for three years the Internal Revenue
Service's offset authority for undercover operations under Code
section 7608(c)

.

13. A proposal to extend permanently the special rule for disclosing
information returns on cash transactions in excess of $10,000 to
Federal agencies, State, local and foreign agencies for civil,
criminal, and regulatory purposes.

14. A proposal to require the Internal Revenue Service to establish
an on-line electronic transmission facility that payors can access on
a dial-up basis to verify Taxpayer Identification Numbers (TINs)

.

mSCELLANEOOS ISSUES

1. A proposal to repeal the safe harbor under section 530 of the
Revenue Act of 1978 (relating to the classification of wor)cers as
independent contractors) for construction industry employers.

2. A proposal to disallow deductions for compensatory damages under
certain environmental laws.

3. A proposal to amend the like-kind exchange rules to require that
the Code section 1031 property received must be "similar or related
in service or use" to the property exchanged, except in the case of
condemnations

.

4. A proposal to disallow stock options as a qualifying expense for
purposes of the research tax credit under Code section 41.

5. A proposal to provide anti-abuse rules with respect to the
special rules under Code section 1071 applicable to deferral of gain
upon the sale or exchange of property which the Federal
Communications Commission (FCC) certifies is necessary or appropriate
to effectuate a change in policy or the adoption of a new policy by
the FCC with respect to the ownership and control of a broadcast
station.

6. A proposal to clarify the treatment of environmental remediation
costs by (1) specifying the types of such costs that must be
capitalized, or, alternatively, (2) requiring that all such costs be
amortized over a uniform period of years.

DETAILS FOR SUBMISSION OF REQOESTS TO BE HEARD ;

Individuals and organizations interested in presenting oral
testimony before the Committee on any of the proposals specifically
described herein must submit their requests to be heard by telephone
to Harriett Lawler, Diane Kirkland, or Karen Ponzurick [(202)
225-1721] no later than Wednesday, August 25, 1993, to be followed by
a formal written request to Janice Mays, Chief Counsel and Staff
Director, Committee on Ways and Means, U.S. House of Representatives,
1102 Longworth House Office Building, Washington, D.C. 20515. The
Subcommittee staff will notify by telephone those scheduled to appear
as soon as possible after the filing deadline. Any questions
concerning a scheduled appearance should be directed to the
Subcommittee [(202) 225-9710].

(MORE)
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Persons and organizations having a conmion position are urged to
make every effort to designate one spokesperson to represent them in
order for the Subcommittee to hear as many points of view as
possible. Time for oral presentations will be strictly limited with
the understanding that a more detailed statement may be included in
the printed record of the hearing (see formatting requirements
below) . This process will afford more time for Members to question
witnesses. In addition, witnesses may be grouped as panelists with
strict time limitations for each panelist.

In order to assure the most productive use of the limited amount
of time available to question hearing witnesses, all witnesses
scheduled to appear before the Subcommittee are required to submit
200 copies of their prepared statements to the Subcommittee office,
room 1105 Longworth House Office Building, at least 24 hours in
advance of their scheduled appearance. Failure to comply with this
requirement may result in the witness being denied the opportunity to
testify in person.

WRITTEN STATEMENTS IN LIEU OF PERSONAL APPEARANCE ;

Persons submitting written statements for the printed record
of the hearing should submit at least six (6) copies by the close of
business on Wednesday, September 15, 1993, to Janice Mays, Chief
Counsel and Staff Director, Committee on Ways and Means, U.S. House
of Representatives, 1102 Longworth House Office Building, Washington,
D.C. 20515. If those filing written statements for the record of the
printed hearing wish to have their statements distributed to the
press and the interested public, they may provide 100 additional
copies for this purpose to the Subcommittee office, room 1105
Longworth House Office Building, before the hearing begins.

FORMATTING REQUIREMENTS ;

Each statement presented for printing to the Committee by a witness, any written statement or exhibit

submitted for the printed record or any written comments in response to a request for written comments must
conform to the guidelines listed below. Any statement or exhibit not in compliance with these guidelines will not

be printed, but will be maintained in the Committee Piles for review and use by the Committee.

1. All statements and any accompanying exhibits for printing must be typed in single space on legal-size

paper and may not exceed a total of 10 pages.

2. Copies of whole documents submitted as exhibit material will not be accepted for printing. Instead,

exhibit material should be referenced and quoted or paraphrased. All exhibit material not meeting

these specirications wll be maintained in the Committee files for review and use by the Committee.

3. Statements must contain the name and capacity in which the witness will appear or, for written

comments, the nanw and capacity of the person submitting the statement, as well as any clients or

persons, or any organization for whom the witness appears or for whom the statement is submitted.

4. A supplemental sheet must accompany each statement listing the name, fuH address, a telephone

number where the witness or the designated representative may be reached and a topkal outline or

summary of the comments and recommendations in the full statement. Tte supplemental sheet will

not be included in the printed record.

The above restrictions and limitations apply only to material being submitted for printing. Statements and

exhibits or supplementary material submitted solely for distribution to the Members, the press and the public

during the course of a public hearing may be submitted in other forms.
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•**CHANGE IH DATE*'

FOR IMMEDIATE RELEASE PRESS RELEASE /ll
THURSDAY, SEPTEMBER 2, 1993 SUBCOMMITTEE ON SELECT REVENUE

COMMITTEE ON WAYS AND MEANS
U.S. HOUSE OF REPRESENTATIVES
1102 LONGWORTH HOUSE OFFICE BLOG.
WASHINGTON, D.C. 20515
TELEPHONE: (202) 225-1721

THE HONORABI^ CHARLES B. RANGEL (D. , N.Y.), CHAIRMAN
SUBCOMMITTEE ON SELECT REVENUE MEASURES,

COMMITTEE ON WAYS AND MEANS, U.S. HOUSE OF REPRESENTATIVES,
ANNOUNCES RESCHEDULING AND ADDITIONAL SUBJECT FOR HEARING ON

MISCELLANEOUS REVENUE-RAISING PROPOSALS

The Honorable Charles B. Rangel (D. , N.Y.)/ Chairman,
Subcommittee on Select Revenue Measures, Committee on Ways and Means,
announced today that the hearing on miscellaneous revenue issues
previously scheduled for Tuesday, September 14, 1993 (see Press
Release #9, dated August 17, 1993, and Press Release #10, dated
August 18, 1993), has been rescheduled for Tuesday, September 21,
1993. The hearing will be held in the main Committee hearing room,
1100 Longworth House Office Building, beginning at 10:00 a.m.

In addition, the Subcommittee will take testimony on September 21
on the following miscellaneous issue: A proposal to provide
favorable tax treatment for the contribution of certain stock to a
community foundation. The Subcommittee will not accept any further
requests to present oral testimony.

WRITTEN STATEMENTS IN LIEU OF PERSONAL APPEARANCE :

Persons submitting written statements for the printed record
of the hearings on September 8 and September 21, 1993, should submit
at least six (6) copies by the close of business on Wednesday,
September 22, 1993, to Janice Mays, Chief Counsel and Staff Director,
Committee on Ways and Means, U.S. House of Representatives,
1102 Longworth House Office Building, Washington, D.C. 20515.

FORMATTING REQUIRBIENTS :

Each statement presented for printing to the Committee by a wtncss, any written statement or exhibit

submitted for the printed record or any written comments in response to a request for written comnncnts must
conform to the guidelines listed below. Any statement or exhibit not in compliance with these guidelines will not

be printed, but will be maintained in the Committee files for review and use by the Committee.

1.

2. Copies of whole documents submitted as exhibit material will not be accepted for printing. Instead,

exhibit material should be referenced and quoted or paraphrased. All exhibit material not nneeting

these specifications tvill be maintained in the Committee files for review and use by the Committee.

3. Statements must contain the name and capacity in which the witness will appear or, for written

comments, the name and capacity of the person submitting the statement, as well as any clients or

persons, or any organization for whom the witness appears or for whom the statement is submitted.

4. A supplemental sheet must accompany each statement listing the name, full address, a Ulephone
number where the witness or the designated representative may be reached and a topical outline or

summary of the comments and recommendations in the full statement. This supplemental sheet will

not be included in tlie printed record.

The above restrictions and limitations apply only to material being submitted for printing. Statements and
exhibits or supplementary material submitted soMy for distribution to the Members, the press and the public

during the course of a public hearing may be submitted in other forms.
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FOR IMHEDIATE RELEASE PRESS RELEASE #12
TUESDAY, SEPTEMBER 14, 1993 SUBCOMMITTEE ON SELECT REVENUE

MEASURES
COMMITTEE ON WAYS AND MEANS
U.S. HOUSE OF REPRESENTATIVES
1102 LONGWORTH HOUSE OFFICE BLDG.
WASHINGTON, D.C. 20515
TELEPHONE: (202) 225-1721

THE HONORABLE CHARLES B. RANGEL (D. , N.Y.), CHAIRMAN
SUBCOMMITTEE ON SELECT REVENUE MEASURES,

COMMITTEE ON WAYS AND MEANS, U.S. HOUSE OF REPRESENTATIVES,
ANNOUNCES ADDITIONAL DAY OF HEARINGS ON
MISCELLANEOUS REVENUE-RAISING PROPOSALS

The Honorable Charles B. Rangel (D. , N.Y.), Chairman,
Subcommittee on Select Revenue Measures, Committee on Ways and Means,
announced today an additional day of hearings on miscellaneous
revenue issues. The hearing will be held on Thursday, September 23,
1993, beginning at 10:00 a.m., in room B-318 Rayburn House Office
Building.

The September 23 hearing has been scheduled in order to
accommodate the numerous requests to testify on the proposals set
forth in press release #10, dated Wednesday, August 18, 1993, and
press release #11, dated Thursday, September 2, 1993. In addition,
the Subcommittee will receive testimony on September 23 on the
following two miscellaneous issues: (1) a proposal to modify the
predeceased-parent exclusion to the generation-skipping tax so that
it (i) covers transfers to collateral descendants from a childless
individual who outlives his or her own and subsequent generations and
(ii) applies to transfers from a trust; and (2) H.R. 2971, a bill
which would permit the recovery of certain overpayments of tax on
disability payments received on severance from the military and which
were held, by court decision acquiesced in the Internal Revenue
Service, to be excluded from income under section 104 of the Internal
Revenue Code.

In light of the large number of witnesses who have requested to
testify, the Subcommittee will not accept any further requests to
present oral testimony on the proposals that were described in press
releases #10 and #11. Further, the Subcommittee advises witnesses
that time for oral presentations will be strictly limited to no more
than five minutes, with the understanding that a more detailed
statement may be included in the printed record of the hearing.

DETAILS FOR SUBMISSION OF REQUESTS TO BE HEARD :

On the additional miscellaneous issues only , individuals and
organizations interested in presenting oral testimony before the
Committee on any of the proposals specifically described herein must
submit their requests to be heard by telephone to Harriett Lawler,
Diane Kirkland, or Karen Ponzurick [(202) 225-1721] no later than
noon Friday, September 17, 1993, to be followed by a formal written
request to Janice Mays, Chief Counsel and Staff Director, Committee
on Ways and Means, U.S. House of Representatives, 1102 Longworth
House Office Building, Washington, D.C. 20515. The Subcommittee
staff will notify by telephone those scheduled to appear as soon as
possible after the filing deadline. Any questions concerning a
scheduled appearance should be directed to the Subcommittee [(202)
225-9710].

Persons and organizations having a common position are urged to make
every effort to designate one spokesperson to represent them in order for
the Subcommittee to hear as many points of view as possible. As
indicated above, time for oral presentations will be strictly limited
with the understanding that a more detailed statement may be included in
the printed record of the hearing. (See formatting requirements below.)
In addition, witnesses may be grouped as panelists with strict time
limitations for each panelist.

In order to assure the most productive use of the limited amount of
time available to question hearing witnesses, all witnesses scheduled to
appear before the Subcommittee are required to submit 200 copies of their^
prepared statements to the Subcommittee office, room 1105 Longworth House
Office Building, at least 24 hours in advance of their scheduled
appearance. Failure to comply with this requirement may result in the
witness being denied the opportunity to testify in person. (MORE)
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WRITTEW STATEMENTS IN LIED OF PERSONAL APPEARANCE ;

Persons submitting written statements for the printed record
for the September 23, 1993, hearing should submit at least six (6) copies
by the close of business on Thursday, September 23, 1993, to Janice Mays,
Chief Counsel and Staff Director, Committee on Ways and Means, U.S. House
of Representatives, 1102 Longworth House Office Building, Washington,
D.C. 20515. If those filing vnritten statements for the record of the
printer! hearing wish to have their statements distributed to the press
and the interested public, they may provide 100 additional copies for
this purpose to the Subcommittee office, room 1105 Longworth House Office
Building, before the hearing begins.

FORMATTING REQUIREMENTS ;

Each statement presented for printing to the Committee by a witness, any written statement or exhibit

submitted for the printed record or any written comments in response to a request for written comments must
conform to the (uidelines listed below. Any statement or exhibit not in compliance with these guidelines will not
be printed, but will be maintained in the Committee files for review and use by the Committee.

1. All statements and any accompanying exhibits for printing must be typed in single space on legal-size

paper and may not exceed a total of 10 pages.

2. Copies of whole documents submitted as exhibit material will not be accepted for printing. Instead,

exhibit material should be referenced and quoted or paraphrased. All exhibit material not meeting
these specifications will be maintained in the Committee files for review and use by the Committee.

3. Statements must contain the name and capacity in which the witness will appear or, for tvritten

comments, the name and capacity of the person submitting the statement, as well as any clients or

persons, or any organixation for whom the witness appears or for whom the statement is submitted.

4. A supplemental sheet must accompany each statement listing the name, full address, a telephone
number where the witness or the designated representative may be reached and a topical outline or

summary of the comments and recommendations in the full statement. This supplemental sheet will

not be included in the printed record.

The above restrictions and limitations apply only to material being submitted for printing. Statements and
exhibits or supplementary material submitted solely for distribution to the Members, the press and the public

during the course of a public hearing may be submitted in other forms.
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FOR IMHEDIATE RELEASE PRESS REI.EASE #13
WEDNESDAY, SEPTQIBER 15, 1993 SDBOMOaTTEE ON SELECT REVENUE

MEASORES
canaTTEE on ways and means
U.S. house of representatives
1102 LONGWORTH HOUSE OFFICE BUILDING
WASHINGTON, D.C. 20515
TELEPHONE: (202) 225-1721

THE HONORABLE CHARLES B. RANGEL (D. , N.Y.), CHAIRMAN,
SUBCOMMITTEE ON SELECT REVENUE MEASURES,

COMMITTEE ON WAYS AND MEANS, U.S. HOUSE OF REPRESENTATIVES,
ANNOUNCES AN ADDITIONAL ISSUE FOR HEARING ON

MISCELLANEOUS REVENUE PROPOSALS

The Honorable Charles B. Rangel (D., N.Y.), Chairman, Subcommittee
on Select Revenue Measures, Committee on Ways and Means, U.S. House of
Representatives, today announced that the Subcommittee will add the
following miscellaneous revenue issue to its hearing to be held on
Thursday, September 23, 1993: H.R. 2617, the Military Separation
Retirement Benefits Act, to provide that military separation pay can
be rolled over tax free to an individual retirement arrangement (IRA)

.

Individuals and organizations interested in presenting oral
testimony before the Subcommittee on the proposal specifically
described herein must submit their requests to be heard by telephone
to Harriett Lawler, Diane Kirkland, or Karen Ponzurick [(202)
225-1721] no later than noon Monday, September 20, 1993.

All other details for the hearing remain the same. (See press
release #12, dated September 14, 1993.)
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Chairman Rangel. Good morning. I apologize for any inconven-
ience that the delay has caused any members or witnesses. Today
the Subcommittee on Select Revenue Measures will begin to receive
testimony on a number of miscellaneous proposals for which mem-
bers of tne committee have indicated their interest. The chairman
has referred these proposals to the subcommittee so that we can
fully examine and the full committee can mark up any of the mis-
cellaneous revenue legislation that is going to be considered here.
The hearings do not address the issues identified by Members

that were included last year either in the House-passed version of
H.R. 11, the Revenue Act of 1992, or in the miscellaneous bill that
passed the House that were included in the conference agreement
on H.R. 11. In addition, the hearings do not involve various reve-

nue-raising provisions that Members have suggested to ensure that
miscellaneous issues could be legislated on a revenue-neutral basis.

Hearing on the revenue offset will be announced at a later date.

Today we will be hearing from Members of Congress on a wide
range of issues and from public witnesses who have expressed in-

terest in proposals relating to employee benefits, tax accounting,
insurance, financial institutions, and cost recovery. I would like to

welcome the distinguished Members of Congress and the public
witnesses who have come to testify today. Because of the large
number of issues that we have before us, we respectfully request
that public witnesses limit their oral testimony to 5 minutes each.
Without objection from members of the subcommittee, the full writ-

ten statements of the witnesses will be entered into the record, and
I will remind witnesses of that.

Before introducing our first witness, is there any statement, Mr.
Hancock, that you would like to make?
Mr. Hancock. Thank you, Mr. Chairman. We are going to be

hearing from, I think, 38 witnesses today, and I am certainly not

foing to delay the proceedings by launching into some long oration,

do wish to state, however, tnat I believe today's hearing, and
those which will follow in coming weeks, are important in permit-
ting Members of Congress to advance proposals of interest to them.
I am hopeful the hearings will provide a genuine examination of

the merits and flaws of these proposals.

Many of the proposals have obvious merit and should be adopted
in time with due regard to some measure of stability in the tax
laws. Many can attest to the importance of stability. Thank you
very much.
Chairman Rangel. Are there any members that wish to make an

opening statement? Not hearing any, it is my distinct pleasure to

introduce my friend and distinguished member of this august, awe-
some, and powerful committee, Mr. Sandy Levin.

STATEMENT OF HON. SANDER M. LEVIN, A REPRESENTATIVE
IN CONGRESS FROM THE STATE OF MICHIGAN

Mr. Levin. Thank you, Mr. Chairman, Mr. Hancock, and my
other colleagues. Mr. Chairman, I don't know if Mr. Camp, who has
worked on one of these matters, wanted to intervene at this point.

Mr. Camp. Mr. Chairman, if I might, I just want to in advance
associate myself with the remarks Congressman Levin is about to

make, particularly regarding section 842 in order to make it work
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more fairly. I am an original cosponsor of H.R. 1228. There is bi-

partisan support for this measure. I have read your testimony,
Congressman Levin, and I agree that it should be enacted into law.
Thank you.
Mr. Levin. Mr. Chairman, since my statement is on the record,

let me just briefly describe the three matters. The first was re-

ferred to by my distinguished colleague and friend from Michigan,
and it relates to section 842(b) and the taxation of investment in-

come of foreign insurance companies. The thrust of that provision
was to make sure that they operated on a level playing field with
domestic companies. The problem is that the way it was written it

hasn't turned out that way, and they operate at a disadvantage be-
cause in calculating the complicated formulas, the taxpayer has to

use 2-year-old domestic industry data. They are also required to

use financial data rather than the domestic industry's tax data, so
all this would do would be to require the use of current data that
are likely to be more accurate.

We have worked over the years, and a colleague of ours—^Mr.

Vander Jagt and I worked closely on this together. We have worked
with previous Treasury Departments. This proposal has been very
substantially vetted. Indeed, I insisted on that before I agreed to

participate. At all points there has been agreement that there was
a problem with the present provision and it should be rectified.

This has had the support, as I said, of the Treasury Department
in the past, and also was carefully examined by Joint Tax Commit-
tee staff and was included in previous proposals that might be pre-
sented to the full Congress. This has never, though, survived to en-
actment for reasons other than its merits.
The second relates to the 10 percent excise tax on nondeductible

contributions to qualified pension plans. The excise tax is intended
to discourage abuse of qualified plans by the employers which
might otherwise contribute and later obtain reversions and avoid
taxation. There are a number of underfiinded plans, and the excise
tax can significantly increase the cost to the employer of funding
these underfunded qualified plans. This proposal would eliminate
the 10 percent excise tax, within limits which would assure that
there could be no abuse.
The third relates to the R&E tax credit. I will just touch on this

briefly, Mr. Chairman, because we have been working with Mr.
Pickle on this. Because this is a larger matter, we were not able
to consider it in the reconciliation bill. I just wanted to make sure
that this was presented to you in the event there is an opportunity
for us further to consider the R&E tax credit.

We, of course, extended the credit permanently in our reconcili-

ation bill. For years some of us have been working on the issue of

the R&E tax credit as it applied to research consortia. There are
now a large number of them, and it is pretty clear from experience
that we want to encourage these research consortia. This is an ef-

fort to do that. We have used various formulations. This one is a
flat 20 percent tax credit. I think if all of us have an opportunity
to look at this area in some detail, there would be very consider-
able agreement that we should further encourage research
consortia.
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This proposal, unlike the other two, would be very expensive,
$1.5 billion. I have suggested ways to pay for the first two. This,
however, could become implemented only as part of a larger consid-

eration of the R&E tax credit. It does have broad support and re-

cently was the subject of a bill that was introduced by Senators
Bacchus and Danforth. I appreciate your time, and if there are any
questions I would be glad to answer them. I know there will be fur-

ther opportunities for all of us to work on these together, and you
have a long list of witnesses, so I don't mean to take any more
time. I appreciate these 5 or 6 minutes. Thank you very much.

[The prepared statement follows:]
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I appear before you today to support three proposals. The
first would more fairly tax foreign insurance companies'
investment income. The second would encourage employers to
contribute to their underfunded qualified pension plans. The
third would encourage cooperative R & E.

Effectively Connected Investment Income

The 1987 tax bill added Section 842(b) which changed the way
foreign insurance companies' investment income is taxed. It uses
information about the domestic insurance industry's investment
performance to help determine foreign insurance companies' income
taxes.

Section 842(b), in its current form, has three elements
which cause it to operate unfairly and which I propose to
correct. First, it requires the Treasury Department to use two
year old domestic industry data. Second, it permits the Treasury
Department to use the domestic industry's financial statement
data, rather than its tax data. Finally, it contains no adequate
carry-over provision to smooth out year to year fluctuations in
investment performance.

My proposal, recently introduced as H.R. 1228, would require
the Treasury Department to use same year data to calculate the
domestic industry averages. It would provide for the use of tax
return data, rather than financial statement data, in the
calculations to the extent possible. Also, it would provide a
fair carry-over procedure.

I think that if the original drafters had known of the
problems inherent Section 842(b) they would have included these
changes in the original bill. Because the unfairness and
distortion caused by Section 842(b) were not intentional, I think
this proposal is basically technical and I suggest that it be
made retroactive to the time the section became effective.
Modified in this way. Section 842(b) will serve its intended
purpose well, but without the unfairness it causes in its current
form. In fact, I have received correspondence from the Treasury
Department stating that my proposal improves the operation of the
section.

For these reasons I urge you to support this proposal.

Pension Contribution Excise Tax

The Tax Reform Act of 1986 imposed a 10% excise tax on
nondeductible contributions to qualified retirement plans. The
tax was intended to prevent employers from overfunding qualified
plans and, possibly, obtaining a reversion of the plans' excess
assets. It was an effective response to that abuse, but it has
had a perverse effect when qualified plans are underfunded, as is
now, all to often, the case.

This proposal would exempt from the excise tax certain
nondeductible contributions to qualified plans, encouraging
employers to fund their unfunded pension liabilities and to
continue to contribute to their other qualified plans within
permissible limits. This would increase the likelihood that
workers and retirees will receive the full benefits they were
promised and reduce the threat of increased liabilities facing
the Pension Benefit Guaranty Corporation ("PBGC") and,
ultimately, the Federal budget.
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Today, many qualified plans are underfunded, including the
plans of some of our largest employers. Underfunded plans have
insufficient assets to meet their current obligations,
threatening the security of covered workers and retirees. The
PBGC stands behind qualified plans, but the PBGC's obligations to
beneficiaries of failed plans are already testing its capacity.
Moreover, the PBGC does not guarantee the full benefits promised
by all plans.

It is in the interests of workers, retirees, the PBGC, the
Federal government and the taxpayers for employers to fund the
unfunded liabilities of their plans. Several major employers
have expressed their intention to make these necessary, and very
substantial, contributions. But in the years when employers make
these large payments their total plan contributions will
substantially exceed the deductibility limits. The excess
contributions will not be deductible when made and will have to
be carried forward. Each year the 10% excise tax will be
assessed on nondeductible contributions. Perversely, the excise
tax will substantially increase the cost to employers of these
vital contributions.

Because the proposal would encourage employers to fund their
underfunded plans, improve the security of beneficiaries and
reduce the exposure of the PBGC, the government and the
taxpayers, I think the cost is justified and I urge the adoption
of the proposal.

Research Consortia

My third proposal would encourage collaborative R & E by
modifying the R & E tax credit, which the House recently voted to
extend permanently. I propose to grant participants in research
consortia a 20% R & E tax credit.

There is little question that real economic growth is
dependent on development and use of new science, innovation and
technology. Today, R & E plays an even more critical role in our
competitiveness. At a time when global competition is
increasing, there is evidence that U.S. R & E has fallen for the
first time in 20 years. Moreover, foreign companies seem to
exploit new technology more quickly than U.S. companies.

This proposal, which embodies the substance of H.R. 3979
introduced during the 102nd Congress, would help to reverse this
trend by providing a more generous credit for R & E conducted
cooperatively by consortia of businesses. This incentive will
not only result in more efficient use of scarce R & E funds, but
will accelerate the integration of new technology throughout
industry. It will stimulate new research and it could reduce
duplicative activity which would otherwise be eligible for the
incremental credit. Finally, it would encourage U.S. businesses
to use teamwork to meet new challenges in the global trade
environment

.

On February 26, 1993 Senators Baucus and Danforth introduced
S. 666, which parallels this proposal. The provisions of this
proposal and S. 666 would work with the reinstated incremental
tax credit by extending benefits to companies ineligible for
incremental credits.

I ask for your support for this proposal.
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Chairman Rangel. OK
Mr. Levin. Mr. Chairman, we just have received a formaHzed

revenue estimate from the Joint Committee on Taxation that veri-

fies earher estimates, and I would Hke to submit it. I don't know,
do these automatically come to you?
Chairman Rangel. Which of those?
Mr. Levin. The revenue estimates.
Chairman Rangel. The committee will get them.
Mr. Levin. Are they sent to you as well?
Chairman Rangel. No, but the committee would have the reve-

nue estimates.
Mr. Levin. OK
Chairman Rangel. I have been advised that the office would re-

ceive it if you requested it.

Mr. Levin. I will make sure that is done.
Chairman Rangel. OK In connection with your bill 1228, I un-

derstand it is supposed to be retroactive to the end of the year of
1987, and the question is why do you feel it is necessary to make
it retroactive effective?

Mr. Levin. The main reason is that almost immediately it was
understood that the way section 842(b) was being implemented was
really not consistent with the intent of the Congress, and, I would
say, of Treasury. So we have had a situation that was palpably un-
workable or unfair almost from its inception, and we have been try-

ing to change this for a number of years, so I think that a retro-

active application would really be the most just result, but obvi-
ously that is subject to your consideration.
Chairman Rangel. Well, obviously you are getting more than

one estimate on this provision.
Mr. Levin. The estimate that I have and you will receive in-

cludes the retroactive provision. It is $115 million, and we have
submitted for your consideration a revenue raiser that is essen-
tially equivalent.
Chairman Rangel. Do any members request an opportunity to

question Congressman Levin? The Chair yields.

Mr. Camp. Thank you, Mr, Chairman. I don't have a question,
but I also would like to mention that the third proposal in Con-
gressman Levin's statement I also feel is a worthy proposal, the
R&E tax credit. Thank you.
Chairman Rangel. Are there any other questions? Let me thank

you for appearing before the committee.
Mr, Levin, Thank you veiy much, Mr. Chairman.
Chairman Rangel. The Chair now calls another distinguished

member of this committee, Mr. Clay Shaw.

STATEMENT OF HON. E. CLAY SHAW, JR., A REPRESENTATIVE
IN CONGRESS FROM THE STATE OF FLORIDA

Mr. Shaw. Thank you, Mr. Chairman. My written statement is

brief, so I will proceed with reading it to the committee. I first of
all want to thank you, Mr. Chairman, and my colleagues for the
opportimity to appear today in support of my proposal. The first

one is to allow more than 35 stockholders in a subchapter S cor-

poration, if all of the stockholders are members of the same family.
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Under current law, a subchapter S corporation cannot have more
than 35 shareholders. The 35-shareholder limit can cause a signifi-

cant problem for family-owned businesses when multiple genera-
tions of a family are involved. If all the family members are made
shareholders, the 35-shareholder limit may be exceeded. That
leaves a family with an unenviable choice of losing subchapter S
status or excluding some family members. This is true even when
a family business has been operated for generations in subchapter
S form but over time has grown beyond their 35 family members
who want to participate in the business.
My proposal would solve this dilemma by providing that the 35-

shareholder limit does not apply if all the shareholders are mem-
bers of the same family. This proposal would promote one of the
fundamental reasons why we have subchapter S corporations, to let

family-owned businesses pick their own form free from taxing con-
siderations.

Last year we included a provision in H.R. 11 which would have
increased the subchapter S corporation limit from 35 to 50. That
provision would have provided only a temporary relief for growing
families in a subchapter S corporation. On the other hand, my pro-
posal provides a permanent solution.

I also want to testify about this legislation introduced by Peter
Hoagland and myself that would increase access to credit markets
for businesses all across America.

In the interest of time, I will limit my remarks on this subject.

By strengthening the market for asset-backed securities, this bill,

H.R. 2065, would help borrowers who do not have access to capital,

especially small businesses, and it would also help banks to diver-

sify their investment while decreasing their credit exposure. In this

effort we have received the endorsements of the American Bankers
Association, the Public Securities Association, the Savings and
Community Bankers of America, and the Securities Industry Asso-
ciation, among others.

I thank you for your time, Mr. Chairman, and would ask that the
following attachments might be placed in the record along with my
testimony.

[The prepared statement and attachments follow:]
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STATEMENT OF THE HONORABLE CLAY SHAW
BEFORE THE SUBCOMMITTEE ON SELECT REVENUES

OF THE COMMITTEE ON WAYS AND MEANS

Mr. Chairman and Members of the Subcommittee:

I thank my colleagues for the opportunity to appear
today. One of the subject matters on the Subcommittee's agenda
today is of particular interest to me — my proposal to allow more
than thirty-five shareholders in a Subchapter S corporation if all
of the shareholders are members of the same family.

As you know, currently a corporation cannot have more
than 35 shareholders and still be eligible for Subchapter S status.
The 35-shareholder limit can cause a significant problem for
family-owned businesses when multiple generations of a family are
involved. If all the family members are made shareholders, the 35-
shareholder limit may be exceeded and Subchapter S status lost. If
Subchapter S status is to be retained, some fcunily members would
have to be excluded as shareholders. This would even be true in
the situation in which a family business has historically over
generations run a successful enterprise in Subchapter S form but
over time has simply grown beyond thirty five family members who
wish to participate in the business. Why should a feimily be forced
to choose a less desirable business form just because it has grown
too large?

My proposal would solve this dilemma by providing that
the 35-shareholder limit does not apply if all the shareholders are
members of the same family. A feimily is defined as the lineal
descendants of a common ancestor and spouses of such lineal descen-
dants. Also, to ensure that real family ties exist, an individual
can be considered a common ancestor only if he or she is not more
than four generations removed from the youngest generation of
shareholders at the time the Subchapter S election is made (or at
the effective date of the provision for companies which have
already made a Subchapter S election) . My proposal is entirely
consistent with one of the fundamental purposes of Subchapter S —
to allow family-owned businesses to choose their form free from tax
considerations

.

Last year, my concerns about feunily-owned Subchapter S
corporations were addressed in part by a provision in H.R. 11 which
would have increased the Subchapter S shareholder limit from 35 to
50 generally. However, for a growing family, a 50-shareholder
limit may prove inadequate in the future. In turn, that would
require us to consider this problem anew. In contrast, my proposal
provides a permanent solution for businesses which are entirely
feimily-owned

.

I would like to thank the Subcommittee again for
considering my proposal. Its adoption would go a long way in
helping family-owned businesses by making available to them the
seuae business organization options now available to 35 unrelated
investors

.
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Public Securities Association

1445 New Yori( Avenue, N.W.

8th Floor

Washington, D.C. 20005

(202) 434-8400 Fax (202) 737-4744

June 16, 1993

The Honorable Clay Shaw
2267 Raybum House Office Building

Washington, D.C. 20515

Dear Congressman Shaw,

The Public Securities Association strongly supports H.R. 2065, the Financial Asset

Securitization Investment Trust (FASIT) legislation and we want to thank you for

introducing this measure.

As you know, the REMIC legislation that was included in the 1986 tax bill has been

instrumental in facilitating the securitization of residential mortgages and we believe that

FASIT will be just as useful in the asset-backed market by facilitating the securitization

of loans, trade receivables and other financial instruments.

Securitization is a positive force in many markets as it creates liquidity, increases the

availability of credit as well as decreases the reliance on bank credit and capital. The

FASIT proposal will help borrowers who do not always have access to capital, especially

small business and it will also help banks to diversify their investments while decreasing

their credit exposure. As Congress and the Administration consider various options to

stimulate the economy and ease the credit crunch, your proposal is certainly one of the

solutions.

Looking at the investor side, there is a demand for a wide variety of securities tailored to

individual needs and the securitization made possible by FASIT legislation will enable

these demands to be met

Again, we appreciate your willingness to introduce this legislation that we believe will be

a tremendous help to the economy and look forward to working with you to get the

FASIT proposal into law.

Sincerely, ;

Bonnie Caldwell Qtrtin Vogt

Vice President, Vice President,

Government Affairs External Affairs

Headquarters: 40 Broad Street, New York, N.Y. 10004 • (212) 809-7000
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LEHMAN BROTHERS

THOMAS A. RUSSO
MAN;^01NC DtMCTOR

June 15, 1993

The Honorable £. Clay Shaw
2267 Rayburn House Office Building

United States House of Representatives

Washington. DC 20S10

Dear Congressman Shaw:

I am writing in support of H.R. 2065, The FASIT Provision of 1993, which you
introduced on May 11 and is the subject of a hearing before the Ways and Means
Select Revenue Measves Subcommittee on Thursday, June 17. In our view, this

legislation, if enacted, would facilitate lending to small and medium-sized business

borrowers without increasing the direct and indirect exposure of the FDIC. The
legislation will help provide the much needed capital by making the process of
securitizlng loans more efficient without reliance on governmental guarantees. By
providing a pass-through tax regime for loan securitization similar to the highly

successful mechanism for mortgage money, i.e., REMICS, borrowers will be able to

finance their inventories, grow their business, and create new Jobs, wliich will

ultimately result in more tax revenues.

We commend you on your legislation and encourage quick action by the Congress.
An identical letter is being sent to the co-sponsor of the legislation. Congressman
Peter Hoagland.

Sincerely,

^^^—
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i23 First Boston

June 15, 1993

The First Boston Clorpor;

Park Avenue Plaza

New York NY 10055
Tel: 212 909-4939

Nelson Scares

Director - Asset Finance

Honorable E. Qay Shaw
U.S. House of Representatives

2267 Raybum House Office Building

Washington, DC 20515

Dear Congressman Shaw:

As part of the financial services industry supporting H.R. 2065 - the Financial Asset

Securitization Investment Trusts ("FASIT") proposal, we would like to take the

opportunity to thank you for sponsoring these suggested changes to the tax treatment

accorded to asset securitization.

As you may know, the public market for Asset Backed Securities ("ABS") has been a

viable, stable and liquid funding source for many of the small and large companies who
access the market In addition, there are a substantial number of transactions done in the

private placement market which also provide funding for institutions of all sizes. Recent

changes in the securities rules have facilitated access to the ABS market for all issuers

including banks, finance companies, retailers and others.

We happen to believe that the FASIT proposal would help increase the efficiency and

ease of securitization for many of the participants in the ABS market in a revenue neutral

manner. FASIT represents an extension of what is already available to the residential

mortgage market to other categories of lending which will include commercial and

consumer loans.

In conclusion, we would expect that FASIT would increase the availability of credit to .

.

and ability of companies of all sizes to borrow money in a cost effective and stream lined

manner. If we can be of any further assistance please do not hesitate to call me at

(212)909-4939.

Sincerely,

Nelson F. Soares
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Chairman Rangel. On that last proposal, the FASIT proposal, do
you think it would have aiw impact on the credit crunch?
Mr. Shaw. I think it definitely would because it would allow the

bundling of these securities, which is very important, and would af-

fect very favorably their marketability, so I think it is a very good
consumer provision and would hope that it would be part of the

committee's bill.

Chairman Rangel. Thank you for your testimony. Are there any
members who wish to inquirer

Mr. KOPETSKI. Thank you, Mr. Chairman.
Mr. Shaw, I commend you for bringing the proposal on the sub-

chapter S family corporations to the committee's attention. I was
one of the chief proponents, as you may be aware, last year of rais-

ing that corporate shareholder limit from 35 to 50. I think you are

correct in saying that yours is really a permanent fix. If we just

go to 50 in a few years, as families grow in this country, we are

going to be up against this problem again.

One question I had, I know on the revenue estimate from last

year's proposal it was less than $10 million, very insignificant to

the Treasury. Are you aware of any change in that estimate?
Mr. Shaw. I would guess that the same estimate would probably

carry forward. We will have to refine that before the bill is actually

taken up by the committee, but I don't anticipate that the revenue
impact would be substantially different from that we already have.

Mr. KOPETSKI. I look forward to working with you on this issue.

Mr. Shaw. Thank you very much. I appreciate your kind words
and support.
Mr. KOPETSKI. Thank you, Mr. Chairman.
Chairman Rangel, Is anyone else seeking recognition? The

Chair would like to invite to testify a distinguished member of the

Committee on Ways and Means, Congresswoman Nancy Johnson.

STATEMENT OF HON. NANCY L. JOHNSON, A REPRESENTA-
TIVE IN CONGRESS FROM THE STATE OF CONNECTICUT

Mrs. Johnson. Grood morning, Mr. Chairman and members of

the committee. I appreciate your time and I will be very brief. I do
want to associate myself with the remarks of Congressman Levin,

particularly in regard to the excess pension contribution proposal

and the R&D tax credit for research consortia, although, of course,

that is a bigger and more difficult issue.

I appreciate your interest in helping shed light on some rel-

atively obscure tax problems that deserve legislative attention. Let
me also take a moment to thank your staff and the Joint Commit-
tee for their professional treatment of these issues. I am here today
to highlight two issues of considerable importance to me and my
constituents: Item five under insurance on the committee press re-

lease and item two under cost recovery.

Since two of my constituents will testify on the technical aspects

of these matters later today on panels three and six, I will not du-

plicate their efforts this morning. In regard to the first item, how-
ever, that deals with the abilitv of insurance companies to sell dis-

tressed real estate, let me highlight the terrible condition of com-
mercial real estate in the Northeast. As many of you know, things

are improving only glacially in my part of the country, ana banks
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and insurers are the unhappy owners of sizable portfolios of dis-

tressed commercial real estate.

Under current law, which is a vestige of the Tax Act of 1959,
losses resulting from the sale of these troubled properties are treat-

ed as capital losses instead of ordinary losses that all other busi-
ness taxpayers enjoy when selling real property at a loss. Thus the
legislation I offer seeks to level the playing field for all commercial
taxpayers who sell real estate at a loss; repeals a 34-year-old dead-
wood code provision; encourages prompt sale of real estate; and
frees up working capital for more productive uses and enhances
prospects for productive taxpaying use of currently troubled real es-

tate.

I strongly urge the committee to support this provision and I will

work with you to provide any additional information that you
might need.
The second measure concerns the use of helicopters as trucks.

Now, this may be a novel idea to those of us from urban areas, but
in timber country helicopters are poised to play an increasing role

in selective lumbering. At issue is the useful life of those heli-

copters and the importance of placing them on an equal footing
with overland trucks that are far tougher on the environment. Al-

ready in very limited use, primarily in the Pacific Northwest, to lift

thousands of pounds of timber out of deep forest, specifically de-
signed helicopters, and for that matter all commercial helicopters,

currently are depreciated over 7 years. I might add that larger
planes are depreciated over 7 years. Yet land-based vehicles for

this same use, that is logging, may be written off over 3 years.
In view of the environmental benefits of creating a level playing

field for these aerial trucks as well as the positive defense conver-
sion aspects of building more helicopters for civilian use, I strongly

urge the committee to treat helicopters used in logging in the same
manner as land-based vehicles. I would remind you that if you can
selectively log, you can far better manage the Nation's land inter-

ests. Second, if you can selectively log by utilizing aerial logging,

you save the expense of building roads and the environmental dam-
age of those roads, and especially you are reducing the most dam-
aging aspect of logging, which is dragging the logs out after they
have been cut. This is not only a promising approach to saving the
timber industry and helping the timber industry, but it also di-

rectly affects our ability to support defense conversion because the
very people whose contracts are being cut out from under them by
defense downsizing are also the folks who make the very heavy hel-

icopters that are capable of this kind of workload, so it does meet
a number of public policy concerns. And while the market for these
vehicles is limited, it is an important market, and it will have an
important revenue impact on a critical element in our industrial

base.
Thank you very much for your attention. I would be happy to an-

swer any questions. As I say, my constituents will testify in greater
detail later in the morning.

[The prepared statement follows:]
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Congreslsi of tije ?Hntteb ^tattti

^ouste of 3l&epres(entatibest

Mastfjington, 3BC 20515-0706

Telephonl 1202) 2

: (2031 7«5-5;22

STATEMEMT BY REPRESENTATIVE JOHNSON OF COHNECTICDT

JUNE 17. 1993

SUBCOMMITTEE ON SELECT REVENUES

Thank you, Mr. Chairman and Committee colleagues. I

appreciate your interest in helping shed light on some relatively

obscure tax problems that deserve legislative attention. Let me

also take a moment to thank your staff and the Joint Committee for

their professional treatment of these issues.

I am here today to highlight two issues of considerable

importance to me and my constituents; item #5 under Insurance on the

Committee press release, and Item #2 under Cost Recovery. Since two

of my constituents will testify on the technical aspects of these

matters later today [Panels 3 and 6], I will not duplicate their

efforts this morning.

In regard to the first item, however, that deals with the

ability of insurance companies to sell distressed real estate, let

me highlight the terrible condition of commercial real estate in the

Northeast. As many of you know, things are improving only glacially

in my part of the country and banks and insurers are the unhappy

owners of sizeable portfolios of distressed commercial real estate.



44

Under current law, which dates to the Tax Act of 1959, losses

resulting from the sale of these troubled properties are treated as

capital losses, instead of ordinary losses that all other business

taxpayers enjoy when selling real property at a loss. Thus, the

legislation I offer:

* seeks to level the playing field for all commercial

taxpayers who sell real estate at a loss;

* repeals a 34-year-old "deadwood" code provision;

* encourages prompt sale of real estate and frees up

working capital for more productive uses; and,

* enhances prospects for productive, tax-paying use of

currently troubled real estate.

I strongly urge the Committee's support of this provision and

I will work with you to see that it is approved by the House.

The second measure concerns the use of helicopters as trucks.

Now, this may be a novel idea to those of us from urban areas, but

in timber country, helicopters are poised to play an increasing role

in selective lumbering. At issue is the useful life of those

helicopters and the importance of placing them on equal footing with

over-land trucks that are far tougher on the environment.

Already in very limited use - primarily in the Pacific

Northwest - to lift thousands of pounds of timber out of deep

forest, specially designed helicopters and, for that matter, all

commercial helicopters, currently are depreciated over 5 years.
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Yet, land-based vehicles used for the same purpose - logging - may

be written off over 3 years.

In view of the environmental benefits of creating a level

playing field for these aerial trucks, as well as the positive

defense conversion aspects of building more helicopters for civilian

use, I strongly urge the Committee to treat helicopters used in

logging in the sane manner as land-based vehicles. The market for

these vehicles is very limited, so I anticipate that the revenue

impact will be marginal.

Thank you very much for your attention to these issues.
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Chairman Rangel. Thank you, Mrs. Johnson. On your first pro-
posal concerning Hfe insurance companies, it really treats other
type of business corporations, it will treat them all the same as re-

lates to real estate?
Mrs. Johnson. That is really an equity issue.

Chairman Rangel. Are there any questions from members of the
committee? Anyone seeking recognition?
Mrs. Johnson. It is an equity issue, and I might say also it is

an urban redevelopment issue l>ecause these concentrations of real

estate are in the cities, and unless we can move that problem
along, we just can't get business back on its feet in our urban
areas.
Chairman Rangel. Thank you, Mrs. Johnson.
The Chair is privileged to call the Honorable Sonny Montgomery

to testify on benalf of our Nation's veterans. It is a pleasure and
honor to have you here, Mr. Chairman.

STATEMENT OF HON. G.V. (SONNY) MONTGOMERY, CHAIRMAN,
COMMITTEE ON VETERANS' AFFAIRS, AND A REPRESENTA-
TIVE IN CONGRESS FROM THE STATE OF MISSISSIPPI

Mr. Montgomery. Thank you, Mr. Chairman, and members of

the subcommittee. I would like to have my full statement put in

the record, please, sir.

Chairman Rangel. Yes.
Mr. Montgomery. Mr. Chairman and members of the sub-

committee, I want to thank you for including H.R. 786 on this

morning's hearing agenda and for giving me a few minutes to

speak in support of the legislation. I will try to be very brief, too,

Mr. Chairman.
The language contained in our bill is identical to the language

contained in the conference agreement on H.R. 11, which passed
the Congress last year but was vetoed by the President. H.R. 786
has a single purpose, to clarify in the Internal Revenue Code the
longstanding policy that veterans' benefits should not be taxed.

That is the whole point of my testimony today.
Title 38 of the United States Code has long contained a provision

clearly stating just that; however, because of an ill-conceived 1992
Internal Revenue Service general counsel opinion, which put in

question the exempt status of certain benefits, we really think it

is important to enact this bill. It is important to foreclose the possi-

bility that through some legal reasoning, veterans' benefits some-
how might be viewed as taxable in the future. Right now there is

uncertainty among the veterans; two veterans groups will testify

this morning before your subcommittee. We need to send them the
message that there is no change in the Government's longstanding
policy that all veterans' benefits are tax exempt.

In a letter to me in February, Chairman Rostenkowski recog-

nized the importance of our bill but wanted to get the views of the
administration.

I am pleased that President Clinton favors the enactment of leg-

islation to accomplish this purpose. On May 17, Secretary of the
Treasury Lloyd Bentsen, transmitted a draft bill to the Congress
asking that it be favorably considered. This bill is basically the
same bill I have introduced. Also, the Secretary of Veterans Affairs,
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Jesse Brown, supports the enactment of this legislation. He de-
serves a lot of credit for getting the support of President Clinton
on this issue.

Mr. Chairman, thank you for giving me this opportunity. I hope
this bill would be included in the next tax bill. We are concerned
about taxing the benefits of our veterans.

[The prepared statement follows:]
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HONORABLE G.V. rSONNY^ MONTGOMERY

CHAIRMAN. HOUSE COMMITTEE ON VETERANS > AFFAIRS

HtR. 7g$

Mr. Chairman and distinguished members of the Subcommittee, I
want to thank you for including H.R. 786 on this morning's
hearing agenda and for giving me a few minutes to speedc in
support of the legislation.

As you know, the language contained in our bill is identical
to the language contained in the conference agreement on H.R. 11,
which passed the Congress last year, only to be vetoed by the
President. H.R. 786 has a single purpose: to clarify in the
Internal Revenue Code the long-standing policy that veterans'
benefits should not be taxed. Title 38 of the United States Code
has long contained a provision clecurly stating just that;
however, because of an ill-conceived 1992 Internal Revenue
Service General Counsel Opinion, which put in question the exempt
status of certain benefits, we think it is important to enact
this bill. It is important to foreclose the possibility that,
through some tortured legal reasoning, veterems' benefits somehow
might be viewed as taxable in the future. Right now there is
vmcertainty among veterans. We need to send them the message
that there is no change in the government's long-stemding policy
that all veterans' benefits are tcuc exempt.

In a letter to me in Februeury, Chairman Rostenkowski
recognized the importance of our bill but wanted to await the
views of the Administration.

I eua pleased that President Clinton favors the enactment of
legislation to accomplish this purpose. On May 17th, Secretary
of the Treasury Lloyd Bentsen tremsmitted a draft bill to the
Congress asking that it be favorably considered. This
Administration is saying that veterans' hard-eeumed benefits
should not be subject to federal income tax.

Secretary of Veterans Affairs Jesse Brown also supports the
enactment of this legislation and he deserves much credit for
gaining the support of the President on an issue that meems so
much to our nation's veterans.

Mr. Chairman, it is important to note that the enactment of
H.R. 786 would have no adverse impact on revenues and I hope you
will include the provisions contained in H.R. 786 in the next tax
bill reported to the House.

Again, I thank the subcommittee for allowing me to appear
this morning.
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Chairman Rangel. Thank you, Mr, Chairman. As you know, I

agree with the thrust of your bill. In your prepared statement you
indicated that we should note that the enactment of H.R. 786
would have no adverse impact on revenue. How do you reach that
conclusion if indeed we are talking about a revenue raiser?

Mr. Montgomery. The summary of the tax bill last year that
had this provision in it showed that it would not take additional
funds out of the Treasury. That was in the bill that was vetoed last

year.

Chairmgrn Rangel. I guess you are saying that since it is not
taxed now
Mr. Montgomery. That is correct, it is not taxed now, and so

therefore—I guess a tax would bring in more revenue, but I hope
it wouldn't be done.
Chairman Rangel. I understand. Any members seeking recogni-

tion?

Mr. McNuLTY. Mr. Chairman, I don't have a question. I just
want to welcome my former colleague from the Armed Services
Committee and thank him for his continued strong and very effec-

tive advocacy on behalf of our Nation's veterans.
Mr. Montgomery. Thank you very much.
Chairman Rangel. And I would like to include myself in that

number along with my son.

Mr. Montgomery. Thank you.
Chairman Rangel. Thank you, Mr. Chairman.
The distinguished chairman from the State of Massachusetts,

Hon. Gerry Studds.

STATEMENT OF HON. GERRY E. STUDDS, A REPRESEISTTATIVE
IN CONGRESS FROM THE STATE OF MASSACHUSETTS

Mr. Studds. Thank you very much, Mr. Chairman. I have seen
your schedule and I will try to be mercifully brief

I am here in support of a bill that I have introduced along with

J

'our colleague and mine, Mr. Neal, in the spirit of our former col-

eague Brian Donnelly, who had analogous legislation in years past
to allow those taxpayers who itemize their deductions to deduct
water and sewer fees charged by their local municipal govern-
ments. We actually, I think, have come up with an offset for the
lost revenue, but I understand your subcommittee will take up rev-

enue raisers at a later time.

As you all very well know, the Tax Code allows homeowners to

take a deduction for the property tax they pay to their local govern-
ment. This is the principal source of revenue for most of our coun-
try's municipalities. Using that revenue, the local governments pro-

vide their residents with essential public services, education, fire,

police, roads, et cetera. In the past many communities also in-

cluded the costs of water and sewer services quite logically in the
property tax, but that, as I think you know, has changed in recent
years for several reasons.

First of all, in response to tax limitation measures, some of the
most famous of which were in California and in my own State of

Massachusetts, communities removed from the property tax cal-

culation the cost of water and sewer services and assessed them as
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separate "fees" rather than as taxes. The IRS subsequently ruled
that those fees, unlike the property tax, were not deductible.

In spite of the use of the word "fees," I think it is clear that
water and sewer services are as much a part of essential govern-
ment service as any other that is provided by general government,
and that a fee is a tax no matter what we call it. Providing drink-
ing water and transporting wastewater are fundamental, essential
governmental activities, and these taxes, Mr. Chairman, as I think
you know, have become extraordinarily burdensome in many Amer-
ican communities.

In the greater Boston area we now have family households whose
annual water and sewer fees are in excess of $1,000 and believe it

or not that is for a single normal household. They are projected to

double in the next 3 or 4 years and possibly to rise substantially
beyond that. There are other major areas around the country
where analogous situations apply. It seems to me that these folks

ought not to be denied the deduction that other Americans enjoy
where local governments still cover the cost of basic water and
sewer services through the property tax.

I think this proposal will bring fairness to the system by treating
alike all of our citizens who itemize their deductions and pay for

water and sewer services, whether they are included in the prop-
erty tax or whether they are charged separately. I would say, Mr.
Chairman, that we thought we had an accurate accoimting of the
cost of this proposition, but to my abject disbelief and delight we
have just recently been given something that suggests the order of
magnitude is less than its cost to the Treasury, so it has to be
somewhere between the new one and the old one. At worst we
thought it was approximately $100 million a year. It appears it

may De substantially less than that.

In either event, we do think we have an offset when the proper
time comes. I would urge you in simple fairness to folks around the
country to allow this to proceed.

[The prepared statement follows:]
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STATEMENT OF THE HONORABLE GERRY E. STUDDS
BEFORE THE SUBCOMMITTEE ON SELECT REVENUE MEASURES

June 17, 1993

MR. CHAIRMAN: I want to thank you for the opportunity to testify in support of H.R.

1973, legislation I have introduced that would allow taxpayers who itemize their deductions to

deduct water and sewer fees charged by local governments. This week I am introducing a bill

that provides an offiset for the lost revenue, but I will not discuss this now since I understand

the Subcommittee will take up revenue raisers at a later date.

As all of you know, the tax code allows homeowners to take a deduction for the property tax

they pay to a local government. This fundamental tenet of tax policy has been in federal tax

law since 1861. The tax, based on the value of the home, is the principal source of revenue for

our nation's counties, cities and towns. Using this revenue, local governments provide their

residents with essential services ~ public schools, police and fire protection, road repair and

many others.

In years past, many communities Jilso included the costs of water and sewer services in the

property tax. But that has changed in recent years.

In response to tax limitation measures such as Massachusetts' Proposition 2 1/2 or California's

Proposition 13, communities removed from the property tax calculation the costs of water and

sewer services and assessed them as separate "fees" rather than taxes. As you know, the IRS

has ruled that these "fees" are not deductible.

Mr. Chairman, I use the word "fees" because that is what they are called by local

governments. I would argue, though, that they are as much a tax as the property taxes that

are deductible -- taxes that pay for essential government services like public education, and

police and fire protection.

Water and sewer services are no different. Providing drinking water and transporting

wastewater are fundamental governmental activities that have been carried on by municipalities

for centuries. The first aqueducts to provide water to Roman citizens were constructed in 300

B.C. Wastewater drainage systems were built in Pompeii in the first century.

If it is appropriate tax policy and public policy to allow taxpayers a deduction for the property

taxes they pay for some essential government services, it should also be appropriate to allow a

deduction for other essential services, no matter what they are called.

These "taxes" ~ and that is what they really are -- are not insignificant for many Americans.

In fact, Boston area residents - irtcluding many of my constituents — will soon be paying

more in water and sewer charges than in property taxes — exceeding $1000 a year in many
cases. They should not be denied the deduction that other Americans enjoy, those whose local

governments still cover the costs of water and sewer services through the property tax.

You might say that the solution is for our municipalities to go back to the property tax to

cover water and sewer costs. But it isn't that easy. First, the Clean Water Act prohibits local

governments from using a property tax to pay for wastewater treatment projects. And, in

some states, the tax limitation laws like Proposition 2 1/2 also prevent them from returning to

a property tax to cover these costs.

My bill will bring fairness to the system by treating alike everyone who itemizes their

deductions and pays for water and sewer services -- whether they are included in the property

tax or whether they are charged separately. I can assure you that the cost of this proposal is

relatively modest. According to a Joint Tax Committee estimate given to our former colleague

Brian Donnelly, who introduced a similar bill in the last Congress, the loss to the treasury

would be around SI 14 million for this fiscal year. We have proposed another change in the

tax code that would pay for this and I would be glad to discuss this with you at a later date.

Thank you again for the opportunity to appear before you today.
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Chairman Rangel. I understand the fairness of the deductibility
of sewer and water service to homeowners. I don't understand the
fairness to urban dwellers who don't own their home as it relates
to property taxes and now, sewer and water taxes and mortgage in-

terest. How do you explain the fairness, if it can be explained, of
those who live m apartments and they pay all of these expenses
and the total is deducted by the owner, but they don't share in the
returns, nonitemizers?
Mr. Studds. I hear you. I think what the Chairman is talking

about is a broader question of the fairness of deductibility in gen-
eral for renters who don't get direct advantage of all those things
that are available to the owner of property, whether it is mortgage
interest, or whether it is property taxes, or depreciation, or vmat-
ever it may be. That certainly is in your realm, a question of fun-
damentally broad tax policy. I don't think the suggestion before you
rises to that level. I don't think it addresses that question.

It is simply saying that however you resolve that question, that
among those things which are deductible certainly ought to be
water and sewer fees.

Chairman Rangel. Well, I appreciate your testimony. Are there
any members that
Mr. Neal. Mr. Chairman?
Chairman Rangel. Mr. Neal.
Mr. Neal. Thank you, Mr. Chairman. First, Mr. Studds said that

this legislation was being proposed in the spirit of Brian Donnelly.
I want to announce I talked to him a couple of days ago, he didn't

die. His spirit is pervasive in this chamber, but he didn't pass on.

The issue that Mr. Studds has raised is particularly acute across
New England now, and as a former mayor, I think I could speak
with some knowledge of the argument that he made about essen-
tial services, and indeed many of the requirements that the Federal
Government has offered have indeed raised the cost of these basic
services. I believe that we have an obligation to offer some relief

for what have become exorbitant fees in many parts of New Eng-
land today, and I thank you for being good enough to entertain this

proposal, Mr. Chairman.
Chairman Rangel. Any others?
Mr. Studds. May I just thank my colleague from Massachusetts.

I didn't mean for a second to suggest that Brother Donnelly had
passed away, and besides, even if he had, that wouldn't disqualify

him from membership in the Senate, so we always have that to

look forward to.

Mr. Neal. Guys like Donnelly never pass away. They are here
forever.

Chairman Rangel. Thank you very much, Mr. Studds. We will

pass over Mr. Jefferson who is on the way here, and I will ask
whether Mr. Torricelli—^yes, he is. The distinguished Congressman
from New Jersey, welcome to the Ways and Means Committee.

STATEMENT OF HON. ROBERT G. TORRICELLI, A REPRESENT-
ATIVE IN CONGRESS FROM THE STATE OF NEW JERSEY
Mr. TORRICELLL Thank you, Mr. Chairman, members of the com-

mittee, thank you for the opportunity to appear before you today.
I am here to discuss passive activity loss rules which were enacted
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in 1986. These rules were designed to prevent individuals from
sheltering personal service income and portfolio income by deriving
that income in corporate form and acquiring tax shelter invest-

ments at the corporate level.

Unfortimately, I believe there is an unintended and negative im-
pact on certain privately held businesses in the field of equipment
leasing that has put them at an enormous competitive disadvan-
tage. I would like to both explain the reasons and to outline for the
committee how I think this problem can be solved.

Under the passive activity rules, rent is treated as passive. One
consequence is that the equipment leasing activities of a closely

held private corporation are treated as a passive activity. That
characterization is wrong in principle.

Section 465 of the code recognizes that an active equipment leas-

ing business of a closely held corporation is not a tax shelter as
long as it meets certain conditions. These conditions are that the
company has at least three employees, five separate leasing trans-

actions, and at least $1 million in gross receipts.

The erroneous treatment of equipment leasing by a closely held
corporation as passive has at least two adverse consequences, each
of which places small, privately held corporations at a disadvan-
tage to larger, publicly held corporations engaged in exactly the
same business, in exactly the same kinds of transactions. This
clearly was not the intent of the committee.

First, by treating losses from an active leasing activity as pas-
sive, it subjects the equipment leasing activity to a passive activity

loss rule, which improperly treats working capital as if it were
portfolio investment of the individual.

In effect, this rule treats working capital of a private company
just the same as if it were the individual's own resources. As such,

a profit earned on working capital of a private company cannot be
offset by a loss from the business.

Second, the unfair classification of an active equipment leasing
activiW under passive activity rules prevents closely held corpora-
tions from carrying back losses generated by the equipment leasing
activities.

I do not believe that it was the intent of the passive activity

rules to place closely held corporations at a competitive disadvan-
tage to large, publicly held corporations.

To correct the above-mentioned inequity, it would be appropriate
to allow closely held corporations to offset portfolio income against
passive losses, as public corporations now do.

It would also be appropriate to amend the passive loss rules with
respect to closely held corporations in the equipment leasing busi-

ness to be consistent with the at-risk rules. This can be done by
providing that an equipment leasing activity, treated as an active

trade or business for purposes of the at-risk rules, will be treated

as an active trade or business, and not a passive activity for pur-
poses of the passive activity loss rules.

The revenue impact of this, Mr. Chairman, on closely held cor-

porations to carry back would be minimal. Passive losses are now
allowed to be carried forward indefinitely; whether they are carried
back or forward, their total remains the same.
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The offset of passive activity losses against portfolio income
would also be expected to be minimal due to the relative small size

of the companies in this category, A review of the membership of
the Equipment Lessors Association reveals there are only 15 cor-

porations in this business. Indeed, only two of them are of any size

whatsoever.
I would stronglv urge that the inequities created by this passive

activity loss rule be eliminated by making the changes I have sug-
gested. It is important that we do not allow unfair advantages to

remain as an unintended consequence of the passive activity rules.

I have suggested, Mr. Chairman, some language to the committee
that would accomplish this. I would note Mr. Fazio has also sub-
mitted some testimony I believe will be in your record.

Mr. Chairman, in closing, clearly in eliminating a loophole in the
law which allowed private investors to create a shell of leasing en-
terprises to offset their taxes, the committee acted appropriately in

ending that activity and an enormous drain in resources. However,
the distinction was false. What we wanted to do was separate real

leasing activities that were generating economic activity in new
equipment from those that were a mere shell. The way to do that
was not to separate public corporations from private corporations,
but real activities from those that were merely created for tax pur-
poses.

In making this distinction, we took several large, important, pri-

vately held corporations and grouped them with the sham oper-

ations rather than with the Targe public corporations. The Tax
Code now defends the appropriate activities of General Electric,

Sumitomo, and a variety of large leasing corporations, but puts out
of the business privately held, closely held corporations. My lan-

guage would help those few corporations which as an unintended
consequence of the 1986 law now are at an enormous trade dis-

advantage. Thank you, Mr. Chairman.
[The prepared statement follows:]



55

TESTIMONY OF HON. ROBERT G. TORRICELLI
BEFORE THE WAYS AND MEANS COMMITTEE. SUBCOMMITTEE ON TAXKH 7/17/^3

PASSIVE ACTIVITY RULES AS THEY APPLY TO CLOSELY HELD CORfORATIOHS

Mr. Chairman, thank you for the opportunity to testify today.
I am here to discuss the passive activity loss rules which were
enacted by Congress in 1986. These rules were designed to prevent
individuals from sheltering personal service income and portfolio
income by deriving that income in corporate form and acquiring tax
shelter investments at the corporate level.

Unfortunately, these rules have resulted in unintended and
negative consequences which have put certain businesses in the
field of equipment leasing at a competitive disadvantage.

Under the passive activity rules, rent is treated as passive.
One consequence is that the equipment leasing activities of a
closely held corporation are treated as a passive activity. That
characterization is wrong in principle.

In fact. Section 465 of the Code recognizes that an active
equipment leasing business of a closely held corporation is not a
tcix shelter activity as long as it meets certain conditions. These
conditions are that the company has at least three employees, five
separate leasing transactions annually and at least $1 million in
gross receipts from equipment leasing per year.

The erroneous treatment of equipment leasing by a closely held
corporation as passive has at least two adverse consequences. Each
of these places a closely held corporation at a competitive
disadvantage to larger publicly held corporations in the same
business.

First, by treating losses from an active leasing activity as
passive, it subjects the equipment leasing activity to a passive
activity loss rule, which improperly treats working capital as a
portfolio investment.

In effect, this rule treats working capital of a private
company as if it were the same as a portfolio investment of an
individual. As such, a profit earned on the working capital of a
private company cannot be offset by a loss from the business.

A public company, on the other hand, is permitted to offset
losses against income, including income from working capital. This
gives the public company an unfair advantage over the private
company

.

For a public company, the code recognizes t;hat working capital
is a necessary part of a trade or business, and that it is
inappropriate to treat interest income from bona fide working
capital as unrelated to losses generated by the activity for which
such working capital is maintained.

It is entirely appropriate for the passive activity rules to
apply to a closely held corporation in an equal fashion.

Second, the unfair classification of active equipment leasing
activities under passive activity rules prevents closely held
corporations from carrying back losses generated by equipment
leasing activities.

General net operating loss rules permit losses from a trade or
business to be carried back as well as carried forward. The
passive activity loss rules only permit a carryforward and not a
carryback of the passive activity losses. This creates another
unfair disadvantage for a closely held corporation in competition
with a publicly held corporation, which operates under the general
net operating loss rules.
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I do not believe that the intent of the passive activity rules
was to place closely held corporations at a competitive
disadvantage to publicly held corporations.

To correct the above mentioned inequities, it would be
appropriate to allow closely held corporations to offset portfolio
income against passive losses, as pxiblic companies do now.

It would also be appropriate to amend the passive loss rules
with respect to closely held corporations in the equipment leasing
business to be consistent with the at risk rules. This can be done
by providing that an equipment leasing activity treated as an
active trade or business for purposes of the at risk rules will
also be treated as an active trade or business, and not a passive
activity, for purposes of the passive activity loss rules.

The revenue impact of allowing closely held corporations to
carryback passive losses would be minimal. Passive losses are now
allowed to be carried forward indefinitely; whether they are
carried back or forvrard, their total remains the same.

The offset of passive activity losses against portfolio income
would also be expected to be minimal due to the relative small size
of companies in this category in the equipment leasing business.
A review of the membership of the Equipment Lessors Association
reveals approximately 15 compeinies which may be affected by this
provision.

I strongly urge that the inequities created by the passive
activity loss rules be eliminated by making the changes I have
outlined above. It is important that we do not allow unfair
advantages to remain as consequences of passive activity rules. We
must ensure that all corporations involved in equipment leasing
have equal opportunity in the field.



57

Chairman Rangel. Thank you for bringing this inequity to our
attention. There have been some major reforms in the House-
passed reconciHation bill. I don't know whether it directly affects

your issue, but if it does not, do you have any idea of the revenue
impact of your provision?

Mr. TORRICELLI. Mr. Chairman, indeed there are only 15 private
family companies that are at a disadvantage unintendedly because
of this. Only two of those are substantial in the business. It is our
estimate that the total revenue impact is less than $1 million.

Now, committee staff may appropriately note that if we open this

door to privately held corporations we could recreate the pre-1986
problem by a variety of people creating false enterprises for tax
purposes. One way to avoid that is we can simply raise the thresh-
old. I have suggested a threshold that you must have at least three
full-time employees, a certain number of contracts totaling $1 mil-

lion in leases every year.

If the committee staff believes that would still invite people to

enter the business, who are not interested in the equipment leasing
business but only interested in the tax consequences, we can raise

that. The two corporations are similar in size to the large publicly

held corporations, so the level of the threshold is not at issue. Any
threshold, I think, would be appropriate. We are not intending to

open this up to sham operations, only to get equity between the
private and the publicly held corporations, so the revenue esti-

mates are minimal.
Chairman Rangel. Mr. Hancock.
Mr. Hancock. Are you aware that an individual now gets that

kind of treatment? A lot of people for years reported their—if they
have individual leasing, they reported it on the real estate side.

The Internal Revenue Service now allows those transactions to be
rebated as business income. This allows the transaction not to be
subject to passive loss rules. So I think that what you are talking
about doing is only equitable because individuals now do get that
type of treatment.
Mr. TORRICELLI. And I am sure it was never the committee's in-

tention to create a false category of tax advantages for—whether
you have stockholders or you happen to own your company pri-

vately. I am sure the committee intends to be neutral on that sub-

ject. People can organize their companies as they see fit. It is sim-
ply a question of whether it is generating appropriate and favor-

able economic activity for the country. That is where the threshold
should be.

Mr. Hancock. Were you aware that the Internal Revenue Serv-
ice has changed its regulations?
Mr. TORRICELU. I am aware of that.

Mr. Hancock. Fine.
Chairman Rangel. Are there any other questions for Congress-

man Torricelli?

Mr. Torricelli, Thank you very much, Mr. Chairman, members
of the committee.
Chairman Rangel. The Chair is now privileged to recognize Con-

gressman Bill Jefferson from Louisiana, a member of the Ways and
Means Committee.
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STATEMENT OF HON. WILLIAM J. JEFFERSON, A REPRESENT-
ATIVE IN CONGRESS FROM THE STATE OF LOUISIANA
Mr. Jefferson. Thank you very much, Mr. Chairman, and I ap-

preciate your indulgence and that of the committee in permitting
me to speak to the committee somewhat out of order. Inasmuch as
I wasn't on the original program, I truly appreciate your permis-
sion. I want to talk to the committee about the capital construction
fund program which, as the committee may know, offers deferment
of Federal income taxes on deposits into the capital construction
fund and assists owners and operators of U.S.-flag vessels to con-
struct and modernize their vessels.

Currently, the program is limited to vessels constructed for the
foreign. Great L^es or noncontiguous domestic trade. The CCF
program should be expanded, in my view, Mr. Chairman, to apply
to the passenger vessels operating in any U.S. domestic trade, in-

cluding inland waterways. The CCF program encourages and as-
sists the construction of U.S.-flagged vessels through the deferment
of Federal taxes. Deposits into a CCF are exempt from current Fed-
eral taxation. In return, a company's tax basis in a new vessel is

reduced, thereby reducing depreciation deductions the company
may take over time so that the Government gradually recoups its

taxes.

Under the CCF program, eligible vessels produce income which
may be deposited to the CCF. Qualified vessels are those new ves-
sels for which withdrawal may be made from the CCF. Eligible ves-
sels may operate anywhere and their earnings be deposited into a
CCF. Currently, however, and this is the gravamen of the problem,
withdrawals from the CCF to help construct a qualified vessel may
only occur if that vessel is operated in a U.S. foreign. Great Lakes,
or noncontiguous domestic trade, but not in other domestic trades.
The limitation on permitting the CCF program to be used to con-
struct vessels in the coastwide and inland domestic trades appar-
ently was imposed out of a concern that it would unjustly advan-
tage barge operators in competition with rail and truck transpor-
tation, and, in fact, previously it did spawn an interest in investing
in barges as tax shelters, wnich had no real economic value, but
unfortunately the result also has been not just to preclude barges,
but to preclude the use of the program to help finance passenger
vessels' construction.

In order to include passenger vessels constructed for the domes-
tic trade in the CCF program, the definition of a qualified vessel
for purposes of the CCF program needs to be expanded. Note that
because the CCF program has been codified both as section 607 of
the Merchant Marine Act from 1936 and as section 7518 of the In-

ternal Revenue Code, any changes to the CCF program must be
made both to the Merchant Marine Act and the IRC, Internal Rev-
enue Code. This means that the sections of both the Internal Reve-
nue Code and the Merchant Marine Act, which rely on the defini-

tion of qualified vessel, must be amended to incorporate the ex-

panded definition of qualified vessel in section 607(k).

The construction and operation of new U.S. passenger vessels
will create many new jobs throughout our country, not only in ship-

yards and aboard the vessels, out also in the urban waterfront
areas where the vessels call. Today the vacation cruise business is
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dominated by a handful of foreign companies operating foreign-

flagged vessels in the foreign trade. U.S. companies want to pro-
vide cruises on U.S.-flagged vessels operating in the domestic
trade, such as between U.S. ports or along the Mississippi River.
In order to compete effectively, however, these companies need ac-

cess to the CCF. Providing them with such access is consistent
with the policies underlying the CCF, to offset foreign competitors'
tax advantages.

Last year the Treasury Department and the joint Tax Committee
estimated that the revenue lost from extending the CCF program
to all vessels operating in the domestic trades would cost no more
than $2 million annually. Passenger vessels are only a small part
of that universe, so the cost ought to be fairly negligible.

I want to thank you, Mr. Chairman, again for giving me the op-
portunity to present this statement before the subcommittee and I

want to thank the committee for paying as close attention as I no-
tice it has to my statement. Thank you veiy much.
Chairman Rangel. Thank you, Mr. Jefferson. Whv are you re-

stricting access to the CCF to passenger when you have an esti-

mate for all vessels operating in domestic trade?
Mr. Jefferson. Well, we were citing an estimate made by the

Treasury Department to indicate how nominal it would be to deal
with passenger vessels only because that estimate was for all ves-

sels, which I suppose would include barges and the rest, which we
don't plan to get into. We are trying to expand the opportunity for

U.S.-flagged carriers to get involved in the booming tourist trade
that is going on. It will spur shipbuilding, as I said, in the ship-

yards around our country that are fairly dormant, and it will pro-

vide jobs at urban areas where the ships call as well as on board
it will provide jobs for those who man the ships.

Chairman Rangel. Where is the provision to expand what is the
definition of a qualified vessel in Merchant Marine and Fisheries?
Mr. Jefferson. As I appreciated, the committee has already

passed it, supported by the Merchant Marine and Fisheries Com-
mittee, which has supported legislation, H.R. 2152, including such
a change, so apparently the committee has already acted on it.

Chairman Rangel. Did they restrict it to passenger or all vessels
in domestic trade?
Mr. Jefferson. As I appreciate it, it is restricted to passenger

vessels.

Chairman Rangel. Thank you. It seems like it makes a lot of
sense. Are there any other questions? Thank you.
Mr. Jefferson. Thank you, Mr. Chairman.
Chairman Rangel. From the State of Oregon we have Congress-

man Peter DeFazio.

STATEMENT OF HON. PETER A. DeFAZIO, A REPRESENTATIVE
IN CONGRESS FROM THE STATE OF OREGON

Mr. DeFazio. Thank you, Mr. Chairman. I thank the committee
for its grant of time here to discuss H.R. 1997. Excuse me, I am
behind in time. I will summarize my remarks in the interest of
time because I know the committee is going to hear from a lot of
people today.
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H.R. 1997, as I have introduced it, has a couple of objectives. It

is a bill to restore some favorable treatment to people who engage
in the ven^ risky and long-term act of growing timber for future
harvest. The 1986 Tax Act with the passive loss limitations basi-

cally removed any tax benefit, particularly from small woodland
owners, and restricted tax benefits even to corporate owners for

growing timber.

Now, growing timber is an activity that in my part of the woods,
you know, 30 to 50 years for a merchantable product, and we have
an extraordinary shortage of logs in our region, so I think it would
both meet a national objective, objectives that I think we will hear
more about from President Clinton later in his comprehensive for-

est package, and a regional objective in terms of restoring some fa-

vorable treatment to that and encouraging the production of timber
on private lands. My bill also goes a bit further, however. It also,

in restoring the capital gains and passive loss or modifying the pas-
sive loss rules and restoring a modest capital gains break of up to

30 percent for selling of timber, pays for this by rescinding the for-

eign sales corporation provisions for timber, and in particular a few
corporations have taken advantage of FSC to export raw logs over-

seas and shelter part of that income through an FSC.
President Clinton has said that he would like to see this provi-

sion repealed, and I would hope that members of the committee
will look favorably at that as a financing mechanism. Finally, my
bill differs from that introduced by a member of the committee.
Representative Kopetski, and Representative Wyden of Oregon in

that I add one further provision to mv bill to help bring it closer

to revenue neutrality, which is I would limit the tax advantages in

terms of capital gains to persons who grow their timber for sale

and manufacturing in the domestic market.
We already require that Federal logs be manufactured in the do-

mestic market. The State of Oregon and the State of Washington
require that in whole or in part of Oregon, and in part in the State
of Washington, that their State logs be manufactured in the domes-
tic market. There is a tracking system set up by the Federal and
State markets in order to ensure that there is compliance. It would
not be difficult at all for the Federal Government to track logs

grown on private lands and be certain that if people were going to

claim the special tax treatment that we got tne maximum value-

added return from those logs by manufacturing them in the domes-
tic market. This would help with the timber shortage we are expe-
riencing in the Pacific Nortnwest.

I would hope that the committee will look favorably upon this

legislation and, as I said earlier, put my entire statement in the
record. I make myself available for any questions the committee
might have.

[The prepared statement follows:]
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The Statement of

the Honorable Peter DeFazio

before the

Subcommittee on Select Revenue Measures
of the

Committee on Ways and Means
June 17, 1993

Mr. Chairman and members of the committee: I want to thank you for agreeing to

hold a hearing today on H.R. 1997, bipartisan legislation I have introduced to increase

the supply of timber for America's wood products manufacturers.

Let me tell the committee why H.R. 1997 is important to the Pacific Northwest and

the nation. Last year, 2.2 billion board feet of raw logs were exported to the

protected economies of the Far East from ports in Oregon and Washington alone.

Every year since 1980, between 20 and 25 percent of the total timber harvest in

Oregon and Washington has been exported in unprocessed form. Though gross

volumes are declining, the percentage of total harvest that is exported has remained

the same over time.

There are about 16,000 inefficient sawmills in Japan alone. Yet Japan harvests

virtually none of its own forest resources. Those mills are working overtime

processing softwood from the U.S. and hardwoods from the few nations in the Pacific

that still allow unprocessed timber exports to Japan.

The Pacific Northwest's wood products manufacturing base consists of about 340

highly efficient mills. Many of these mills are on the brink of failure because of

severe reductions in timber supplies from federal forests in the region. Our mills

could easily outcompete the Japanese on their own turf if Japan's trade rules were not

skewed against us, and if these mills had a reliable source of raw material.

H.R. 1997 is intended to level the playing field — to give U.S. timber growers an

incentive to sell to domestic processors, and give U.S. companies a little help as they

compete with Japanese buyers who have the advantage of a strong Yen and a

protected domestic market.

H.R. 1997 does two things: it eliminates a tax break benefitting corporate log

exporters, and uses the savings to fiind a targeted tax break — a restoration of capital

gains for tree growers who sell their product for domestic manufacturing.

Specifically, H.R. 1997 would disqualify unprocessed timber for the benefits available

to exporters who sell their timber through foreign sales corporations or domestic

international sales corporations. It also amends the title passage rule to make

absolutely sure that the income from the sale of timber cut in the United States is
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taxed as U.S. income. Mr. Stark, a distinguished member of the Committee on Ways
and Means, deserves a great deal of credit for his work on this section of the bill.

The Joint Committee on Taxation estimates that these log export subsidies cost the

federal Treasury about $80 million a year. Mr. Chairman and members of the

committee, the U.S. taxpayer should not be asked to subsidize the export of raw logs

and jobs.

My bill uses the savings from eliminating these subsidies to largely offset the cost of a

limited restoration of capital gains for timber - but only timber that is sold for

domestic manufacturing. Specifically, a timber grower can deduct two percent of the

value of the timber from his gross income for each year he has held the timber, up to

a maximum 30 percent deduction. Allowing this deduction would substantially restore

cpaital gains to their pre-1986 condition for timber that is sold for processing in U.S.

mills.

I've asked the Joint Committee on Taxation to provide a revenue estimate for H.R.

1997, but the work is not yet completed. However, the committee completed revenue

estimates for an earlier and nearly identical bill I introduced, H.R. 664, as well as for

a bill introduced by Reps. Wyden and Kopetski that lacked a domestic processing

requirement. Using these estimates as a guide, it's probably safe to say that H.R.

1997 would cost the Treasury about $30 million a year.

I would argue that the taxpayers will be rewarded many times over for this modest

investment in their domestic wood products manufacturing industry. But if the

committee so chooses, it would be relatively easy to make this bill revenue neutral,

while maintaining its integrity. I would be happy to work with the committee on this

matter.

In closing, I would like to point out that my bill is strongly supported by the National

Association of Homebuilders, the United Brotherhood of Carpenters and Joiners, the

Western Forest Industries Association and the Northwest Independent Forest

Manufacturers.

All of these groups recognize the importance of stable domestic supplies of lumber

and other wood products. They know how important the timber industry in the

Pacific Northwest is to the economic health and vitality of this nation.

But the benefits of my bill are not limited to the Northwest; they are national in scope.

I urge the committee to support H.R. 1997.
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Chairman Rangel. Thank you. Do you have a revenue estimate
in terms of what
Mr. DeFazio. Well, I am still waiting for the Joint Tax folks to

come back with a formal estimate, but in looking at the estimates
they provided to Representatives Kopetski and Wyden in estimat-
ing the number of folks who would not be claiming the benefit be-

cause of export, I estimate that the potential cost is somewhere
around $30 million a year. But I believe there are a number of

ways that we could easily get that to revenue neutrality, in par-

ticular if we excluded the first 5 vears of the holding period for tim-
ber and said until you have held timber for at least 5 years you
can't claim any reduction in tax. And the estimates we nave done
show that if you put in a 5-year holding period, we would achieve
revenue neutrality.

Chairman Rangel. There are any number of proposals to index
the capital gains tax for inflation. Would that give you any relief

at all?

Mr. DeFazio. I think indexation would provide some relief. We
have approached it slightly differently. Timber values vary so dra-

matically according to the market, the housing market, final de-

mand, year by year, we are at record prices right now. A few years
ago we were at rather low prices, so obviously, you know, index-

ation, depending upon the fluctuations of the market could provide
some relief, and is another approach that I believe has been intro-

duced in legislation in the past.

We just chose a slightly different method which is in order to en-

courage a certain holding period we give the 2 percent per year up
to 15 years.
Chairman Rangel. Does the timber industry enjoy a differential,

a favorable differential now in the way we treat capital gains?
Mr. DeFazio. Not to the best of my knowledge, Mr. Chairman.

My understanding is that was eliminated, with the exception of the

people taking advantage of FSC by the 1986 Tax Act.

Chairman Rangel. In your research do you know of any industry
that receives different treatment of capital gains?
Mr. DeFazio. Different treatment of capital gains?
Chairman Rangel. Favorable treatment. What I am really get-

ting at is I don't even know to what we are exposing ourselves, no
matter how meritorious your argument is.

Mr. DeFazio. I understand.
Chairman Rangel. Well, this is just a technical point here. You

did provide an offset for your provision, didn't you?
Mr. DeFazio. An off'set would be the FSC repeal, foreign sales

corporation repeal, and then again, as I sav, if you introduced a 5-

year minimum holding period we would achieve revenue neutralitv

in our estimates, although we don't have a formal estimate back
yet.

Chairman Rangel. Well, I have been advised by staff" that you
have to get another offset, that the Senate stole yours in yester-

day's bill.

Mr. DeFazio. Well, Mr. Chairman, I am certain that this com-
mittee is going to stand up for its prerogative and not let those
Senators dictate to you how and when we should use the FSC re-

peal to benefit the United States of America.

74-51 2 O - 94 - 4
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Chairman Rangel. Thank you so much.
Mr. KOPETSKI, Mr, Chairman, just briefly. My colleague from Or-

egon has brought a good issue to this committee. We agree on
about 90 percent of this package. It is the issue of should there be
a domestic preference for trees or not, and this isn't the forum to

debate that. In advocacy for different treatment of capital gains for

growing timber in this country, this is different from erecting a
steel mill or any kind of high technology investment.
Trees take 60 to 80 years minimum to grow. Because of all of the

Federal laws coming down on the private timber growers, with
spotted owls and other kinds of varmints that can take away this

timber value, we want to encourage people where they do harvest
to grow trees again. It is very simple to turn this land into some
other kind of production, whether it is a com field or a develop-
ment. We need this fiber for building houses in downtown New
York City or any other place in this country, and if you talk to your
home builders you will see that we try to erect low-income housing
in this country. The price of timber alone is going to make that dif-

ficult.

Now, the Senate has in its wisdom stolen the money, if you will,

from the timber industry and used the moneys for other provisions
in the Tax Code. I think Pete and I and the entire Northwest dele-

gation, and others from timber States, the Southeast, for example,
would say, look, this FSC money ought to stay in a timber-related
area, whether it is in the capital gains area, whether it is in com-
munity assistance, because of what the various environmental laws
are doing to the communities. They need some assistance and di-

versification, et cetera.

Pete and I worked together on this issue. I don't think at this

stage we should take the approach that we no longer have the
funds available to us. The members of this committee have the
ability to work their own wisdom on how the revenue raiser might
be utilized.

Mr. DeFazio. Mr. Chairman, if I might, I was thinking about
your earlier question. I think it was in the President's proposal

—

perhaps it was not approved by the committee—^but wasn't there
some favorable treatment extended to investments in startup com-
panies or small capital companies in terms of capital gains?
Chairman Rangel. Yes. They wiped that out, too.

Mr. DeFazio. OK. When you asked for examples, that is one I

could think of
Chairman Rangel. Are there any other questions?
iTiank you so much.
Mr. DeFazio. Thank you, Mr. Chairman.
Chairman Rangel. 'The Chair welcomes the Congressman from

Illinois, Mr. Costello. We have a vote going, but I think we can get

this testimony in. By unanimous consent, your statement is in the
record in its entirety.

STATEMENT OF HON. JERRY F. COSTELLO, A REPRESENTA-
TIVE IN CONGRESS FROM THE STATE OF ILLINOIS

Mr. Costello. Mr. Chairman, thank you. I will be very brief. I

have submitted a statement for the committee and for the record.

I want to thank the committee for allowing me the opportunity to
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be here and the members of the committee, particularly the chair-

man and Mr. Payne, who has been supportive of this legislation.

H.R. 142 is not only important to me and my constituents in

southern Illinois, but also to all of our constituents in every con-
gressional district throughout the United States.

In October 1991, the House passed the landmark legislation, the
ISTEA transportation bill. One result of that legislation will be
that land, property will be taken by local governments to make way
for new highways, bridges, and other transportation projects.

What this bill does is deals with the inequity, in my judgment,
that now exists between an involuntary sale of property through
the right of eminent domain by local governments, as opposed to

a person who wants to sell, is a willing seller of property.
As you know, an individual who willingly sells a piece of property

is subject to a 28-percent capital gains tax. The situation where
there is an involuntary seller and a government comes in, says we
want to build a highway, a bridge, or an airport so we are taking
the land by way of eminent domain powers, that person is forced
to invest in a like-kind property.
As an example, in my district, there is an airport going in, as

there is in Chicago and other places; farmers and other people are
told we are coming in, going to take your farm and compensate you
for that; but in order to defer the capital gains tax, that person has
to go out and buy another farm, a like kind of property.
This bill would eliminate that inequity and address that issue.

The Joint Committee on Taxation has indicated that there is a very
minimal impact on the Federal budget, to the extent of about $5
million per year. We have offered offsets to this committee for con-
sideration.

I would be happy to answer questions.
[The prepared statement follows:]
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Mr. Chairman and Members of the Committee, I want to thank
you for giving me an opportunity to testify on legislation I have
introduced to ease the burden of eminent domain on our nation's
taxpayers. This bill, H.R. 142, is very important to me, to my
constituents in Southern Illinois and to property owners in every
congressional district across our nation. I would also like to
sincerely thank Congressman L.F. Payne for his support of my bill
and for his assistance in moving this legislation through the
Ways and Means Committee.

In October of 1991, the House passed landmark transportation
legislation which will dramatically redirect the nation's
infrastructure investment over the next six years. One result of
this legislation is that thousands of land owners nationwide will
have their property condemned by local governments to make way
for a new highway, bridge or other transportation project.

As all of you are aware, under present law, this involuntary
conversion of property forces land owners to make a difficult
choice: they must either pay the tax on their capital gain that
year, or defer the teix by investing the gain in similar or like-
kind property. Current law allows them up to three years in
which to find similar or like -kind property.

Unfortunately, the eminent domian process places an undue
burden on these land owners, who ilong with losing their land,
face the immediate challenge of finding similar land in which to
invest. To force these land owners to search for identical
property to purchase is unfair and unreasonable, especially since
they were unwilling sellers in the first place.

H.R. 142 alters the law to allow land owners who own
property for 10 years or more, and whose property is taken by
eminent domain, an opportunity to re- invest that gain in any
property to defer this tax.

This bill will allow property owners who have had their land
taken for public use - mainy of whom have owned it for generations
- the opportunity to place that gain in any investment, such as a
small home, a stock portfolio or a retirement investment fund, to
defer the immediate teix penalty on that capital gain. By
offering this flexibility, we restore some fairness to our tax
code for these unwilling sellers.

For example, in my congressional district, in Chicago, and
across our nation, airports will be expanded in coming years to
allow for greater aviation capacity. Throughout our country, new
highways will be built to prepare for the transportation needs of
the 21st century. This process will require land to be taken
from property owners by eminent domain. Many of these land
owners will merely want to convert their gain into an investment
for retirement, and not be forced to buy more similar property to
avoid the capital gain penalty.

Because H.R. 142 has been confused yith the like-kind
exchange issue, I would like to emphasize the differences between
this legislation and the deferment of gain in a like-kind
exchange. In most cases, the taxpayer involved in an eminent
domain situation did not want to convert his property in the
first place and suffers financial loss as a result. The land
owner often ends up paying the capital gains teix on the proceeds
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of the conversion because he cannot meet the qualified property
replacement definition.

However, in a like -kind exchange, the taxpayer wants to
exchange his property. As a result, few like-kind exchange
transactions fail because suitable replacement property cannot be
found.

Further, a taxpayer involved in an eminent domain proceeding
has no control over the timing of the transaction. In a like-
kind exchange, the taxpayer completely controls the timing.

A very positive aspect of this legislation is its minimal
impact on the federal budget. The Joint Committee on Taxation
has estimated that H.R. 142 will decrease federal budget receipts
by less than 5 million dollars annually. However, to offset this
decrease, I have proposed a very minor tightening of like-kind
excheinge rules

.

In conclusion, I know we are all well aware of the
controversy that involves the eminent domain process and the
public outcry that results from government "taking" land for a
new highway, airport or other transportation project. This bill
eases the burden on land owners and gives them an opportunity to
place their gain in a mort-. accessible investment.

Again, Mr. Chairman and Members of the Committee, thank you
for your attention. I hope you agree that this is an issue that
needs to be addressed by including the legislation in the next
tax bill reported out of this Committee.
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Chairman Rangel. Are there questions?
Mr. Payne. I would like to commend my colleague, Mr. Costello,

for bringing this bill to us and, as he mentioned, I am a supporter
of this bill. I have questions. I will submit those. Perhaps you can
answer those for the record.

[The information follows:]



Questions proposed by Congressman Payne regarding H.R. 142
to Congressman Costello.

1. Q: As a cosponsor of this bill, I S'upport your efforts to
extend tauc fairness to property owners involved in eminent domain
proceedings. How will this initiative correspond with ISTEA, the
major transportation legislation passed by the Congress in 1991?

A: The Intermodal Surface Transportation Efficiency Act
first passed the House in October of 1991. With all of the
transportation improvements planned in this landmark legislation,
many citizens across our nation will undoubtedly become involved
in eminent domain proceedings. My bill would give these land
owners affected by ISTEA land purchases, an opportunity to place
the proceeds from the forced sale of their property in a more
accessible investment.

2. Q: How does this legislation offer flexibility to property
owners whose land has been condemned under eminent domain?

A: H.R. 142 gives property owners the opportunity to invest
their gain from the involuntary sale of their property in any
real property rather than being limited, as in current law, to
similar property. Real property includes land, a home, a stock
portfolio or a retirement investment fund.

3. Q: Why did you introduce this bill?

A: The current law was brought to my attention by an
elderly farmer, whose land was being seized under eminent domain.
When I learned that this farmer must use the proceeds from the
sale of his property to purchase more farmland to avoid paying an
immediate tax penalty, I decided to introduce legislation to
correct what I perceive as an inequity in our tax law. This
farmer did not wish to farm in two different counties and was
almost ready for retirement. Had my bill been enacted, he could
have purchased a retirement home, or any other property, and
deferred the tax on his gain.
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Mr. Hancock. I am very supportive of this. I think we need to

look a little deeper into the utilization of eminent domain for pur-
poses other than governmental activities. I think it has been ex-

panded.
Thank you for working with us.

Chairman Rangel. Thank you, Mr. Costello.

Mr. Costello. Thank you, Mr. Chairman, members of the com-
mittee.

[Recess.]

Mr. Jacobs [presiding]. Will the members of the first panel come
forward and prepare to give their testimony?

Grentlemen, what I think we will do is take the first witness and
when Mr. Smith returns, we can interrupt and take him. In the in-

terests of time, we thought this might be helpful. Justice Phillips,

are you here? You may begin your testimony. Is Justice Phillips

present?
Chairman Rangel. Are you accompanied by Mr. Archer?
Judge Phillips. Yes.
Chairman Rangel. Bill Archer, Congressman from Texas.
Mr. Archer. If I may, Mr. Chairman, thank you for granting me

this courtesy in introducing
Mr. Jacobs. You are one of the top people on the committee.
Mr. Archer [continuing]. A gentlemen to the committee. I know

more Members will be back after the vote. I am sorry they will not
be able to hear this introduction, because as complimentary as it

may be, it will not do justice to the person I want to introduce, our
chief justice of the Texas Supreme Court, Tom Phillips.

Our court some years ago had lost the respect of most of the legal

community in the State of Texas and certainly a majority of the
people of the State of Texas. A reform effort was undertaken. Jus-
tice Tom Phillips was asked to participate in that and ran for the

supreme court. He was originally appointed to the supreme court

and ran for the supreme court again in subsequent elections. It was
really in the spirit of turning the court around, giving it dignity

and conveying to the Texans that they once again had a respon-

sible supreme court, that he won.
He is an outstanding individual. I cannot even begin to go

through the list of achievements academically and civically in his

career.

I do want to say to my friends on the committee that Jake Pickle

would have liked to have been here with me today to give him a
bipartisan presentation to the committee. However, I think you all

know Jake had to be down for John Connally's funeral today and
regrets he cannot be here with me. I hope you will listen carefully

to his testimony because he is truly one of the fine jurists in this

entire country.
Mr. Jacobs. Thank you very much, Mr. Archer. It is always a

pleasure to welcome an elderly chief justice to the subcommittee.
You have the wisdom of the years, I am sure. Our committee will

benefit from the wisdom of Justice Phillips.
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STATEMENT OF HON. THOMAS R. PHILLffS, CHIEF JUSTICE,
SUPREME COURT OF TEXAS; AND CHAIR, JOINT TASK
FORCE ON JUDICIAL PENSION PLANS, CONFERENCE OF
CHIEF JUSTICES; AND CONFERENCE OF STATE COURT
ADMINISTRATORS
Judge Phillips. Mr. Chairman, members of the subcommittee, I

thank Congressman Archer for that generous introduction. I am
Tom PhilHps, chief justice of the Supreme Court of Texas. I appear
before you on behalf of the Conference of Chief Justices and the
Conference of State Court Administrators at the request of the
presidents of those two conferences, Chief Justice Robert F. Ste-

phens of Kentucky and Dr. Howard Schwartz of Kansas.
Our conferences are composed of the highest judicial and admin-

istrative officers of the 55 State and territorial court systems and
the District of Columbia. We appreciate the opportunity to express
our views on the effect of nondiscrimination rules on judicial pen-
sion plans. My comments are drawn from a report by a joint task
force of our two conferences, which I chair on judicial pensions.
You have already received a copy of the report as our written

statement, and I ask it be included in the record. I will merely take
a few moments to highlight a few points from this report.

First, we believe the application of nondiscrimination rules is in-

appropriate to judicial pension plans as well as to many other pub-
lic plans for two reasons. These rules are predicated on the as-

sumption that an employer has structured a pension plan to benefit

a few highly paid managers. Most of our plans, however, treat all

employees equally, those employees being the judges of a particular
jurisdiction.

Second, the rules assume that the designers of the plan are also

those who receive the benefits. In our case, judicial pension plans
are designed and adopted by an outside body. State legislatures,

with the approval of another outside entity, the Governor. Those
who will benefit have no direct say in the structure of the plan.

More importantly, we believe the nondiscrimination rules will

have serious consequences for the quality of justice in State courts.

Therefore, we believe that special treatment by Congress for State
judges is both justified and necessary.

First, States have historically used pension plans as an integral

part of their efforts to recruit and retain experienced judges. It is

fiscally impossible for States to offer salaries that compete with the
compensation in the private sector for experienced and able law-
yers. Yet experience before going on the bench is the primary
means that we have for assuring a well-qualified judiciary. The se-

curity offered by a public pension plan is a major financial incen-

tive for qualified attorneys to assume the bench and stay there for

the balance of their careers.

Second, from what I have said, it follows that judges typically go
on to the bench late in their careers with mandatory retirement
ages so that they have only a relatively brief period to accrue re-

tirement benefits. Since the judiciary is always a second career in

America, different rules should apply as to vesting and accrual.

Third, reducing State judicial benefits will further widen the dis-

crepancy between State and Federal judicial compensation. Among
our entire 50 States, only one judge, the chief justice of the Su-
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preme Court of California, gets a salary higher than the $122,912
which Congress has appropriated for a Federal magistrate. Our
State trial judges are paid between $61,000 and $100,000, and
none of them enjoy the retirement benefits or the job security of a
Federal trial judge.
Yet the overwhelming majority, somewhere between 96 and 99.5

percent of cases, are in State courts, including more and more Fed-
eral matters for which Congress has extended jurisdiction to State
courts.

With our systems therefore more interdependent than ever be-

fore, the national interest requires that the best legal talent be at-

tracted to, and remain committed to, the State judiciary.

As the ABA standards on judicial standards state, an attractive

retirement program may be instrumental in persuading an experi-

enced attorney to cap his or her legal career by applying for a
judgeship. Thus the very characteristics of judicial pension plans
that make them so beneficial in the administration of justice are
those that place them in jeopardy under the nondiscrimination pro-

visions.

I will be happy to answer any questions. I am pleased to state

that Mr. Gareth Cook of the law firm of Vinson & Elkins is sitting

right behind me. He has been assisting our task force and can help
me answer any technical questions you might have.

[The prepared statement and attachment follow:]
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JOINT TASK FORCE ON JUDICIAL PENSION PLANS

CONFERENCE OF CHIEF JUSTICES
CONFERENCE OF STATE COURT ADMINISTRATORS

The Conference of Chief Justices and the Conference of State Court Administrators have

formed a joint task force to address the threat to our state judicial systems posed by the

announced intention of the Internal Revenue Service to apply private sector requirements to state

and local pension plans. The following report summarizes our findings and presents a proposed

legislative solution to the problem.

The tax-quaUfied status of judicial retirement systems is in jeopardy because of

prospective pending application to those plans of nondiscrimination requirements of the Internal

Revenue Code of 1986 ("Code") and regulations that were designed to apply to private-sector

plans which are wholly incompatible with long-standing state judicial retirement programs.

Because states have used pension plans as an integral part of their eflForts to recruit and retain

highly qualified judges, disqualification presents a serious threat to the continued strength and

effectiveness of our judiciary. Immediate steps must be taken to maintain the tax-qualified status

of state judicial pension plans ifwe are to maintain strong state court systems.

After a carefiil review of the issue, the Task Force has concluded that Federal legislation

will be required to protect the tax-qualified status of state retirement plans for state judges.

Although proposed amendments to the IRS regulations will facilitate qualification of most public

pension plans, it has been impossible to include state judicial plans in the proposals because of

their unique structure. Congressional action, therefore, appears to be the most likely recourse for

state courts.

I. BACKGROUND

Under the Code, a tax-qualified retirement plan must not discriminate in favor of highly

compensated individuals with respect to coverage or benefits provided by the plan. Historically,

and by virtue of public announcement in 1977, the Internal Revenue Service has not applied these

rules to public sector (governmental) retirement plans including plans for state judges ("judicial

retirement plans"). Following the Tax Reform Act of 1986, however, the Internal Revenue

Service has announced in proposed regulations that the nondiscrimination riiles would be applied

to public sertor plans effective in 1996.

Nondiscrimuiation in coverage and benefits is tested on an employer-wide basis (i.e.,

considering all employees of an employer). In the case of state plans, for example, the employer

presumably is the state. It will be impossible for judicial retirement plans as currently constituted

to meet these coverage and benefits rules because the plans (i) cover solely or primarily judges,

who may be somewhat more highly compensated than many other state employees, and (ii) often

provide benefit levels that replace a greater percentage of active income than do plans covering

other state employees.

The consequence of violation of the riiles is tax disqualification, resulting in immediate

current taxation of judges for vested benefits prior to actual receipt of the benefits, immediate

taxation of the increase in vested benefits each year, and, possibly, taxation of income earned on

the assets used to ftind the plan.

It would be very difiBcult if not impossible to revise judicial retirement plans to meet the

coverage and benefits rules, and to do so would require significant reduction in retirement benefits

for judges and severely undermine the state judicial system. It would be fiscally impossible to

apply the benefit structure ofjudicial retirement plans to all state employees.
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n. DISCUSSION - APPLICATION OF NONDISCRIMINATION RULES TO JUDICIAL

RETIREMENT PLANS

There are cogent reasons why applying the noodiscrimination niles of sections 401(aX3),

401(aX4), and 410(b) to judicial retirement plans would be entirely inappropriate.

Divergent Development ofPublic and Private Sector Plans

Public and private sector plans have developed under completely different sets of legal

rules. The Employee Retirement Income Security Act of 1974 ("ERISA") was directed toward

private sector retirement plans and does not apply to judicial retirement plans or other

governmental, pubUc sector plans. Moreover, in view of the unique circumstances of plans

maintained by public employers, the coverage and benefits nondiscrimination rules under the Code

have not been applied to public sector plans. Since 1977, the Internal Revenue Service has had a

formal policy of not applying these requirements to public sector systems. Accordingly, judicial

retirement plans have been developed under state constitutions and laws to meet the particular

requirements ofthe judicial system, as have plans for employees of other branches of government.

Legislatures have designed benefit structures appropriate for the covered judges, recognizing that

a benefit structure should reflect the nature of duties of covered employees and their special

characteristics.

Attrapting gnd Rgt^ining Quolified Judges

The attraction and retention of qualified individuals on the bench has been a m^or
problem throughout the country because of the potential of significantly higher income in the

private sector. It is well known that many qualified individuals are leaving the state bench to

become federal magistrates because of the hi^er pay. Many others have eschewed the bench or

left the bench due to significant compensation differentials in the private seaor. Thus, the

provision of adequate retirement benefits as a component of total compensation has been and is

expeaed to be a highly significant &ctor in attracting qualified individuals to serve as judges and

in retaining their service to the judiciary. A retirement plan that provides a satisfactory measure

of economic security for the prospective judge and the judge's &mily is necessary for persons of

competence, industry, feimess and integrity to be attracted to the bench. The American Bar

Association, in the comment to Standard 1 of its Standards for State Judicial Retirement Plans,

concurs:

Many state judicial systems are not and will not ever be competitive with private

practice salaries, and an attractive retirement program may be instrumental in

persuading an experienced attorney to cap his legal career by iq)plying for a

Unique Circumstances ofthe Judiciary

In addition, the imique position that judges occupy demands that retirement

judges be distinguished fi^om retirement systems for other state government employees and fi-om

private sector plans. This reality has been recognized by the federal government in its separate

retirement system for federal judges as well as by the states in their own separate systems.

Judges tend to be elected or appointed later in their woridng careers, with a relatively brief

period for accrual of meaningfiil retirement benefits. In general, only after a significant career in

the practice of law may an e}q>oienced attorney become a judge, either by appointment or

election. Only then may an attorney have demonstrated the exemplary character and fitness

needed to serve as a judge and the exceptional ability to discharge effectively the difficult duties

associated with adjudicating cases. The American Bar Association, in Standard 3.20 of its

Standards for State Judicial Retirement Plans, states:
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Recognition should be given to the &ct that judges tend to enter judicial service at a later

point in their careers than is customary for other state employees. Where a specific period of

aq>erience is prerequisite to eligibility for judicial ofiSce, this is an especially significant fiictor and

mustbe(

Moreover, in many states judges (but not other state or private sector employees) are

subject to mandatory retirement at a specified age, which tends fiirther to shorten the period in

which retirement benefits may be earned.

Judges are also subject to limits on their practice of law upon leaving the bench, as

described in the Standards for State Judicial Retironent Plans of the American Bar Association.

Few other state or private sector employees are subject to similar restrictions on their ability to

Judges are unique in that they are judicial o£5ceholders rather than ti\ily employees. They

are elected or appointed for a fixed term, with an authority conferred by law to exercise a portion

of the sovereign fimctions of government. Judges typically have compensation and benefits

packages that differ markedly firom those of other state employees and in many cases are not

entitled to certain benefits available to other employees. Typically, for example, judges are not

covered by Social Security or woricers' compensation. These factors alone would justify separate

treatment for retirement system purposes.

Absence of $alaiy-Based Discrimin^tipn

It is the separateness of the benefit structure for judicial retirement systems that, though

based on sound retirement policy and of critical importance to maintaining a qualified judiciary,

will cause judicial systems to fiul the nondiscrimination in coverage and benefits requirements if

they are applied to these systems. These nondiscrimination requirements that prohibit salary-

based discrimination in qualified plans for private sector employees, however, should not be

^plied to judicial retirement plans. The benefit structures under judicial retirement plans are

based on job characteristics and important differences between judicial plans and other public

sector plans that are not salary- based. Moreover, the same benefit structure is applied

consistently within each judicial retirenent system; benefits for senior judges, for exanq>le, are not

discriminatory as against junior judges. In contrast to the private sector, where it is common for

owners or other highly compensated decision-makers to decide upon their own retirement

benefits, judicial retirement systems are subject to public scrutiny through the legislative process,

where state l^islatures, not the covered judiciary, make decisions with respect to appropriate

retirement boiefits. Simply stated, the potential for salary-based discrimination that led to the

devdopment of the discrimination tests for private sector plans is not of concern in public sector

plans sudi as plans for the judiciary.

Cpng^tipn^ Limit^ons

Public sector retiremoit systems are constrained by state and federal constitutional

limitations, as well as by state statutory and contract law, as to their ability to change the

retirement benefits for current judges. The private sector is not subject to these constraints, and

may reduce benefits earned after the date of change. Under constitutional impairment of contract

rules, most public sector systems cannot reduce benefits — even on a prospective basis only ~ for

persons en^>loyed before the change. This problem would be particulariy acute in the case of

diminution ofthe compensation (including retirement benefits) of a judge during his or her term of

Accordingly, difBcuh litigation would be likdy were retirement boiefits for judges to be

simply cut back to comply with the federal tax rules. In effect, application of the

nondiscrimination rules to jucUcial retirement plans may force the states to attempt to resort to a

pay-as-you-go systan.
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Prohibitive Cost ofCompliance

The cost to the states to comply or attempt to comply with the highly technical, coiiq>lex

nondiscrimination riiles and related tests would be enormous. States do not have the technical

expertise or administrative systems to comply. It would, moreover, be prohibitivdy expensive

and inappropriate to apply the benefit levels forjudges to all state employees.

Comparison to Federal Judges

Federal judges benefit fi-om more &vorable compensation and retirement systems than do

state judges. Federal judges are covovd by Social Security and are entitled to retirement benefits

that are typically greater than state retirement benefits for judges. Most importantly, the life

tenure enjoyed by federal judges has a substantial impact on realized retirement security.

A further widening of the gap between benefits accorded to judges under the federal

system and judges under state systems would be inappropriate. The American Bar Association, in

its Standards for Judicial Compensation, concurs:

Since federal trial judges are comparable to state trial judges as to their duties and level of

responsibility and generally are drawn fi-om the same or a sin^ar supply pool, state judges should

be compensated on a level commensurate with that of federal judges, who enjoy the added benefit

of life tenure. Only in this way can the state bench attrart the best qualified lawyers.

in. PROPOSED REMEDIAL CHANGES IN THE CODE

Although it has been hoped that the problem &cing judicial retirement plans might be

addressed in regulations or other authority issued by the Internal Revenue Service, it now appears

that the only feasible approach would be remedial changes in the Code. Attachment I to this

paper suggests specific legislative language that would remedy the most significant problems

facing qualified judicial retirement plans. The changes proposed in Attachment I are discussed,

item-by-item, below.

1. Section 401(aX4)

Section 401(aX4) prohibits discrimination in contributions and benefits, tested by virtue of

section 414(b) and (c) as to all employees of an employer. Under proposed amendments to

Treasury Regulation § 1.401-4, judicial retirement plans will be treated as satisfying section

401(aX4) only through 1995 and will be required to comply with section 401(aX4) thereafter.

Since pubhc retirement systems consist of many separate plans covering separate segments of

public employees, judicial retirement plans will not meet section 401(aX4) and thus need to be

exempted firom its application. This is best accomplished by adding to paragraph (5) (special rules

relating to nondiscrimination requirements) a new subparagraph (F) deeming judicial retirement

plans to con^ly with section 401(aX4).

This provision would be effective for years beginning on or after date of enactment.

Judicial retirement plans would be treated as in compliance with section 401(aX4) for years

beginning before the date of enactment.

2. Section 401(aX26)

Section 401(aX26) generally provides that a qualified plan must cover at least the lesser of

50 employees or 40% of all employees of the employer. Although it would be unusual for a

judicial retirement plan to cover less than SO judges, that possibility is dealt with by adding a new

subparagraph (H) making section 401(aX26) inapplicable to judicial retirement plans. A
coniForming change would redesignate existing subparagraphs (H) and (I) as subparagraphs (I)

and (J).
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This proviaon would be effective for years banning on or after date of enactment.

Judicial retirement plans would be treated as in compliance with section 401(aX26) for years

b^inning before the date ofenactment.

3. Section 410(b) and Section 401(aX3)

The nondiscrimination in coverage rules are set forth in section 401(aX3) and section

410(b) and are applied to all employees of an employer by virtue of section 414(b) and (c). Undo*

proposed amendments to Treasury R^;ulation § 1.410(b), judicial retirement plans will be treated

as satisfying section 410(b) and 401(aX3) only through 1995 and will be required to comply with

these provisions thereafter. Although governmental plans are to be tested under pre-ERISA

coverage rules, judicial retirement plans will not meet the coverage rules. A new paragraph (3)

^ould be added to section 410(c) (application of standards to certain plans) that would deem the

coverage rules to be met by judicial retirement plans. Conforming changes would be made in

paragraphs (1) and (2) of section 410(c).

These provisions would be effective for years beginning on or after date of enactment.

Judicial retirement plans would be treated as in compliance with section 410 for years beginnmg

before the date of enactment.

4. Section 414

A definition of "judicial retirement plan" would be added to section 414 that would apply

for purposes of sections 401, 410, and 415.

This provision would be effective for years b^inning on or after date ofenactment.

5. Section 415

Present law in section 415 imposes limits on contributions and benefits under qualified

plans. Because of the unique problems &ced by governmental plans, the Revenue Bill of 1992,

which was passed by Congress before being vetoed by the President, provided special rviles for

governmental plans, including judicial retirement plans. The changes that would have been made

by the Revenue Bill of 1992 to section 415 as applied to governmental plans remain pertinent and

needed. Such changes included (1) compensation for section 415 purposes includes employer

contributions to 401(k) plans, cafeteria plans, and 457 plans under a salary reduction arrangement;

(2) the 100% of compensation limit does not apply; and (3) the defined benefit pension plan

limitation does not apply to certain disability and survivor benefits. With reference to the 100%
of compensation limit, it is noted that many judicial plans base retirement benefits of a retired

judge on the salary of active judges, so that the 100% of compensation limit on the amount of a

retired judge's pension may in some cases become inappropriate during periods of high inflation.

These provisions would be effective for years beginning on or after date of enactment.

Governmental plans would be treated as in compliance with section 415 for years beginning

before the date of enactment.



79

ATTACHMENT I

PROPOSED CHANGES TO INTERNAL REVENUE CODE OF 1986

RELATING TO QUALIFIED JUDICIAL RETIREMENT PLANS

1. Treatment of Judicial Retirement Plans Under Section 401(a) Nondiscrimination

Requirements

(a) NONDISCRIMINATION REQUIREMENTS. - Paragraph (5) of subsection (a)

of section 401 (regarding requirements for qualification) is amended by adding

immediately after subparagraph (E) thereof the following new subparagraph:

"(F) JUDICIAL RETIREMENT PLANS. - A judicial retirement plan (within the

meaning of section 414(u)) shall not be considered discriminatory within the meaning of

paragraph (4)."

(b) ADDITIONAL PARTICIPATION REQUIREMENTS. - Paragraph (26) of

subsection (a) of section 401 is amended by adding immediately after subparagraph

(G) thereofthe following new subparagraph:

"(H) JUDICIAL RETIREMENT PLANS. - This paragraph shall not apply to a

judicial retirement plan (within the meaning of section 414(u))."

(c) CONFORMING AMENDMENT. - Paragraph (26) of subsection (a) of section

401 is amended by redesignating subparagraphs (H) and (I) thereof as

subparagraphs (I) and (J), respectively.

(d) EFFECTIVE DATE.

-

(1) IN GENERAL. - The amendments made by subsections (a), (b), and (c) shall

apply to taxable years beginning on or after the date ofUie enactment of this Act.

(2) TREATMENT FOR YEARS BEGINNING BEFORE DATE OF
ENACTMENT. — In the case of a judicial retirement plan (as defined in section 414(u) of

the Internal Revenue Code of 1986), such plan shall be treated as satisfying the

requirements of sections 401(aX4) and 401(aX26) of such Code for all taxable years

beginning before the date of the enactment of this Act.

2. .^plication of Section 410 Participation and Coverage Standards to Judicial Retirement

Plans

(a) APPLICATION OF STANDARDS. -

(1) Paragraph (1) of subsection (c) of section 410 (relating to minimum
participation and coverage) is amended by inserting "and paragraph (3)" after "(other than

paragraph (2)" in the first line thereof

(2) Paragr^h (2) of subsection (c) of section 410 is amended by striking "A" at

the beginning of the first Une thereof and inserting "Except as provided in paragr^h (3),

a" therefor.

(3) Subsection (c) of section 410 is amended by adding immediately after

paragrq>h (2) thereofthe following new paragraph:

"(3) A judicial retirement plan (within the meaning of section 414(u)) shall

be deemed to meet the requirements of this section."
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(b) EFFECTIVE DATE. -

(1) IN GENERAL. - The amendments made by subsection (a) sbaH apply to

taxable years beginning on or after the date of enactment of this Act.

(2) TREATMENT FOR YEARS BEGINNING BEFORE DATE OF
ENACTMENT. - In the case of a judicial retirement plan (as defined in section 414<u) of

the Internal Revenue Code of 1986), such plan shall be treated as satisfying . the

requirements of section 410 of such Code for all taxable years beginning before the date of

enactment of this Act.

Judicial Retirement Plan Defined

(a) DEFINITION OF AJDICIAL RETIREMENT PLAN. - Section 414 is amended by

adding immediately after subsection (t) thereofthe following new subsection:

"(u) JUDICIAL RETIREMENT PLAN. - For purposes of sections 401,

410, and 415, the term 'judicial retirement plan' means a plan or any portion of a

plan established and maintained for its employees by the government of any State

or political subdivision thereof, or by any agency or instrumentality of the

foregoing, and which provides for participation, coverage, contributions, or

benefits which are primarily for, by or on behalf ofjudges or justices appointed or

elected in accordance with the constitution and laws of such State, political

subdivision or agency or instrumentality."

(b) EFFECTIVE DATE. - The amendment made by subsection (a) shall apply to taxable

years beginning on or after the date of enactment of this Act.

Treatment ofGovernmental Plans Under Section 415

(a) EXEMPTION FOR SURVIVOR AND DISABILITY BENEFITS. -
Paragraph (2) of section 4 1 5(b) is amended by adding at the end thereofthe following new

subparagraph:

"(I) EXEMPTION FOR SURVIVOR AND DISABILITY BENEFITS
PROVIDED UNDER GOVERNMENTAL PLANS. - Subparagraph (B) of

paragraph (1), subparagraph (C) of this paragraph, and paragraph (5) shall not

apply to—

(i) income received fi^om a governmental plan (as defined in section

414(d)) as a pension, annuity, or similar allowance as the result of the

recipient becoming disabled by reason of personal injuries or sickness, or

(ii) amounts received fi-om a governmental plan by the beneficiaries,

survivors, or the estate of an employee as the result of the death of the

employee."

(b) COMPENSATION LIMIT. - Subsection (b) of section 415 is amended by

adding immediately after paragraph (10) the following new paragraph:

"(11) SPECL\L LIMITATION RULE FOR GOVERNMENTAL
PLANS. - In the case of a governmental plan (as defined in section 414(d)),

subparagr^h (B) of paragraph (1) shaU not apply."
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(c) DEFINmON OF COMPENSATION. - Subsection (k) of section 415

(regarding limitations on benefits and contributions under qualified plans) is amended by

adding immediately after paragraph (2) thereofthe following new paragraph:

"(3) DEFINrnON OF COMPENSATION FOR GOVERNMENTAL
PLANS. - For purposes of this section, in the case of a governmental plan (as

defined in section 414(d)), the term 'compensation' includes, in addition to the

amount described in subsection (cX3) —

(A) any elective deferral (as defined in section 402(gX3)), and

(B) any amount v^liich is contributed by the employer at the

election of the employee and which b not inchidible in the gross income of

an employee under section 125 or section 457."

(d) EFFECTIVE DATE. -

(1) IN GENERAL. - The amendments made by subsections (a), (b), and

(c) shall apply to taxable years b^inning on or after the date of oiactment of this

Act.

(2) TREATMENT FOR YEARS BEGINNING BEFORE DATE OF
ENACTMENT. - In the case of a governmental plan (as defined in section 414(d)

ofthe Internal Revenue Code of 1986), such plan shall be treated as satisfying the

requirements of section 415 of such Code for all taxable years beginning before the

date of enactment of this Act.
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Chairman Rangel [presiding]. Thank you. You stated pref-

erential treatment should be given to judicial pension plans. Could
you share with us on a general policy level how these judicial pen-
sion plans differ from benefit plans offered bv large private employ-
ers to their highly compensated employees? Is there a major dif-

ference?
Judge Phillips. Basicallv the judicial pension plans—I don't

know enough about how hignly compensated employees work in the
private sector. Generally, the difference between our plans and
those that a normal public employee would have is that the vesting
time comes a little sooner, somewhere between 10 and 15 years, to

take account of the 10 or 15 years average service of an optimum
judge; and, therefore, the yearly rate that is contributed is some-
what higher than the average State employee who is making an
entire career in State government would have.
Chairman Rangel. You are distinguishing between two public

servants. I am asking have you compared how judges are treated
in their pension plans with how private employers wno have highly
paid employees are treated in other pension benefit plans?
Judge Phillips. We have not made a direct comparison except to

say that most of our judges who come on the bench at 50 would
take a considerable pay cut if they have been doing well in private
service. Obviously, I tnink their benefits would be less than they
would have been in a corresponding private plan had they stayed
in private practice during their most remunerative years.
Chairman Rangel. OK.
Thank you so much, Judge Phillips.

I am going to ask unanimous consent to allow Congressman Nick
Smith of Michigan to testify at this time. The panel can stay where
you are.

Congressman Smith, you may take that chair.

STATEMENT OF HON. NICK SMITH, A REPRESENTATIVE IN
CONGRESS FROM THE STATE OF MICHIGAN

Mr. Smith. Mr. Chairman, thank you very much.
I am here today to ask that you consider a bill that I have intro-

duced. I have 76 cosponsors now. It is H.R. 539. I am suggesting
today that we amend the provisions of 539 to include indexing of
capital gains income and to index interest income for tax purposes.
The Joint Committee on Taxation has reviewed the bill, and they

have stated there will be a $4 billion surplus in the first 5 years.
Modifying to the bill as introduced, by doing away with the retro-

activity of the adjustment to the alternative minimum tax, would
add another $14 billion to the bill. The $18 billion surplus would
allow the indexing of both interest income and the indexing of cap-

ital gains.

It seems to me that if we are going to encourage savings and in-

vestment, and right now we have taken out the ITC provisions the
President suggested for business; the rumor is the Senate is consid-

ering taking that out for small business. How do we put U.S. busi-
ness on the same kind of playing field as the rest of the world? We
must encourage our companies and businesses to expand, to buy
the new machinery and equipment that is going to allow us to be
more competitive?
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It is easy to believe that we should allow a business to deduct
what they pay for new machinery and equipment as a business ex-
pense; but we do not allow that company to deduct as a business
expense the money they are pajnng out for equipment and machin-
ery. We don't because we don't consider in the depreciation sched-
ule the impact of inflation and the time value of money.

In other words, as this special subcommittee I am sure is aware,
if the interest rate were 6 percent and if a business were depreciat-
ing part of today's cost for that equipment and machinery 15 years
from now, we only allow them to depreciate in terms of today's dol-

lars only about half of the real cost of that equipment.
But I think the bottom line is, if we are going to put our business

and companies on the same kind of equal tax treatment as the rest
of the world to make these capital purchases to be much less ex-
pensive because of their favorable tax treatment, then it is reason-
able to consider some ways to make that effort by those businesses
a little cheaper.

I will be 60 years old next year. I've talked with businessmen
who are my age, and they say well, we are iust going to hang on;
we are not pjoing to take the risk and make the investment because
everything is too much up in the air right now.
Again, on interest income, if we say only that interest income

that exceeds inflation is real increase in wealth in terms of what
we tax that person, we are going to encourage savings. Right now,
the United States, compared to the rest of the G-7 countries of the
rest of the world that we compete with, has the lowest savings
rate.

We look at Japan that saves 20 percent out of every disposable
income dollar; Korea is up to 35 percent. In this country, it is about
2 percent we save. Somehow, we have to encourage more savings
if we expect that capital to be more readily available to business.
The second goal is to encourage business to invest in that capital

machinery and equipment that is going to hopefully make tnem
more efficient, more productive, and ultimately more competitive.

[The prepared statement follows:]
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TESTIMONY OF REP. NICK SMITH
BEFORE THE

WAYS AND MEANS SUBCOMMITTEE ON SELECT REVENUE MEASURES

JUNE 17, 199 3

MR. CHAIRMAN AND MEMBERS OF THE WAYS AND MEANS SUBCOMMITTEE ON
SELECT REVENUE MEASURES, I AM HERE TODAY TO ASK THAT YOU CONSIDER THE
INVESTMENT TAX INCENTIVE ACT. H.R. 539, AMENDED TO ALLOW FOR INDEXING CAPITAL
GAINS FOR INFLATION AND ANNUAL INTEREST INCOME TO BE TAXED ONLY FOR THE
RETURN ABOVE THE CURRENT RATE OF INFLATION. I RECOMMEND THESE PROVISIONS FOR
INCLUSION IN THE TAX BILL YOU WILL BE MARKING UP SHORTLY.

H.R. 539, MR. CHAIRMAN. ACCORDING TO THE REVENUE ESTIMATE PREPARED BY
THE JOINT COMMITTEE ON TAXATION, WOULD CREATE SAVINGS OF ALMOST 4 BILLION
DOLLARS OVER THE NEXT FIVE YEARS. THE CHANGE TO DO AWAY WITH THE ALTERNATIVE
MINIMUM TAX PROVISIONS IN H.R. 539 WILL RESULT IN AN ADDITIONAL $10 BILLION OF
REVENUE OVER THE NEXT FIVE YEARS. THAT AMOUNT WOULD PAY FOR TAXING INTEREST
INCOME AND CAPITAL GAINS ONLY TO THE EXTENT THEY EXCEED INFLATION.

IF WE ARE GOING TO ENCOURAGE SAVINGS AND INVESTMENT, THEN IT IS

REASONABLE TO HAVE A TAX POLICY THAT ONLY TAXES REAL INCOME, OR THAT AMOUNT
OF INCREASED VALUE IN EXCESS OF INFLATION. IF WE ARE GOING TO ENCOURAGE
BUSINESSES TO INVEST IN MACHINERY AND EQUIPMENT TO INCREASE THEIR PRODUCTIVITY
AND COMPETITIVENESS, IT IS REASONABLE TO ALLOW THESE BUSINESSES TO CONSIDER
THESE PURCHASES A BUSINESS EXPENSE. IN OTHER WORDS, ALLOW BUSINESS TO DEDUCT
THE COST OF EQUIPMENT IN DETERMINING TAXABLE INCOME.

MY PROPOSAL, H.R. 539, WAS ENDORSED BY TWO OF THE LEADING BUSINESS
ORGANIZATIONS IN AMERICA: THE U.S. CHAMBER OF COMMERCE AND THE NATIONAL
FEDERATION OF INDEPENDENT BUSINESS. THE ADDITIONAL CHANGES TO INDEX CAPITAL
GAINS AND THE TREATMENT OF INTEREST INCOME FURTHER IMPROVE THE BILL.

THESE GROUPS UNDERSTAND THE LONG-TERM BENEFITS OF INDEXING
DEPRECIATION WILL SPUR ECONOMIC GROWTH, SPUR INVESTMENT IN EQUIPMENT AND
MACHINERY, AND HELP CREATE JOBS. INDEXING CAPITAL GAINS AND ALLOWING ANNUAL
INTEREST INCOME TO BE TAXED ONLY ON THE AMOUNT ABOVE INFLATION WOULD
ENCOURAGE SAVINGS, INVESTMENT, AND STRENGTHEN THE ECONOMY.

MOVING TO A SYSTEM THAT IS THE EQUIVALENT OF EXPENSING FOR MACHINERY
AND EQUIPMENT IS SOMETHING MOST ECONOMISTS ENDORSE READILY.

UNDER THIS PROPOSAL, BUSINESSES WOULD BE ALLOWED TO INDEX DEPRECIATION
FOR INFLATION. SIMILAR TO THE PRESIDENT'S PROPOSAL, THIS PROPOSAL WOULD
ENCOURAGE BUSINESSES TO PURCHASE NEW EQUIPMENT BY HAVING A TAX POLICY THAT
REDUCES THE COST OF THAT EQUIPMENT. MOST OF OUR COMPETITORS IN THE WORLD
HAVE A MUCH MORE FAVORABLE TAX POLICY TO ENCOURAGE BUSINESS INVESTMENT.

BECAUSE IT IS REVENUE POSITIVE OVER THE FIRST FIVE YEARS, IT MEETS THE 1990

BUDGET ACT'S PAYGO PROVISIONS.

THE REVENUE OFFSET FOR THIS OPTIONAL METHOD OF DEPRECIATION UNDER H.R.
539 IS THE REDUCTION OF THE 200% DECLINING BALANCE METHOD FOR DETERMINING FIRST
YEAR DEPRECIATION TO A RATE OF 150%.

IT IS IMPORTANT TO NOTE THAT THE DECISION TO USE THE ITI IS OPTIONAL FOR
ANY BUSINESS. EXTRA DEPRECIATION IN THE OUT YEARS IS THE SIGNIFICANT ADVANTAGE
OF THIS CHOICE.
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ONE IMPORTANT POINT TO CONSIDER WHEN REVIEWING THIS BILL IS THAT TAXES BE
DRAMATICALLY INCREASED UNDER THE CURRENT RECONCILIATION BILL. THE ADDED
COST OF THE ENERGY TAX AND INCREASED CORPORATE TAX RATE. AS WELL AS
ELIMINATING THE PRESrt>ENT'S MODEST INVESTMENT TAX CREDIT WILL RESULT IN A
CORPORATE INCOME TAX THAT WILL INHIBIT ECONOMIC GROWTH.

WHILE THE EXPENSING PROVISION IN THE HOUSE RECONCILIATION BILL WOULD
HELP SMALL BUSINESSES SOME, OUR LARGEST AND MOST INTERNATIONALLY COMPETITIVE
MANUFACTURERS AND EXPORTERS ARE DISADVANTAGED. MY PROPOSAL WOULD
ALLEVIATE SOME OF THIS ECONOMIC HARM AND ACTUALLY REDUCE THE DEFICIT.

MR. CHAIRMAN, IT IS IMPORTANT TO NOTE THAT OVER THE LAST 10 YEARS, THE
UNITED STATES HAS TRAILED ALL OF OUR INDUSTRIALIZED COMPETITORS IN CAPITAL
INVESTMENT PER WORKER EXCEPT FOR GREAT BRITAIN. A RECENT STUDY BY DRS.
BRADFORD DE LONG AND LAWRENCE SUMMERS, FORMER TREASURY UNDER SECRETARY
FOR INTERNATIONAL AFFAIRS, FOUND THAT EACH ONE PERCENT OF GROSS DOMESTIC
PRODUCT (GDP) INVESTED IN EQUIPMENT CAUSES GDP TO INCREASE BY ONE-THIRD OF A
PERCENTAGE POINT PER YEAR. IN EFFECT, IT MEANS AN INCREASE IN EQUIPMENT
INVESTMENT OF 3% WOULD RESULT IN GDP GROWTH BY OVER \%. OR 60 BILLION DOLLARS!

A STUDY DONE THIS YEAR BY THE AMERICAN COUNCIL ON CAPITAL FORMATION
FOUND THAT U.S. CORPORATE TAX DEPRECIATION RULES PUT US AT A STRONG
DISADVANTAGE TO OUR COMPETITORS. WE TRAIL THE INDUSTRIALIZED WORLD IN THE
PRESENT VALUE OF EQUIPMENT COMPARED TO COST FOR FACTORY ROBOTS; FOR CRANK
SHAFTS; AND FOR CONTINUOUS CASTING FOR STEEL PRODUCTION. WE MANAGED TO TIE
TAIWAN FOR ENGINE BLOCKS; WE SLIDE BY JAPAN FOR SEMICONDUCTORS; AND WE HOLD
OUR OWN ON TELEPHONE SWITCHING EQUIPMENT. V/E TRAIL EVERY NATION ON
POLLUTION CONTROL DEVICES - BY AS MUCH AS 50% ON SCRUBBERS.

MR. CHAIRMAN, AND MEMBERS OF THE SUBCOMMITTEE. WE HAVE A CHANCE TO
LOWER THE COST OF EQUIPMENT FOR BUSINESS BY ADJUSTING DEPRECIATION FOR
INFLATION AND THE TIME VALUE OF MONEY. BY DOING SO, WE V*aLL CREATE JOBS AND
PROMOTE ECONOMIC GROWTH. WE ALSO HAVE THE CHANCE TO INDEX CAPITAL GAINS FOR
INFLATION AND REVISE THE TREATMENT OF INTEREST INCOME TO ONLY TAX THAT
AMOUNT ABOVE INFLATION. THE NET EFFECT WILL BE A MORE COMPETITIVE UNITED
STATES OF AMERICA.
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Chairman Rangel. Thank you. That estimate of $14 billion over
the period of time, where did it come from?
Mr. Smith. The Joint Tax Committee estimated the dollar sav-

ings for the first 5 years is going to be $4 billion. If I take out the
retroactivity of the ACE adjustment, then it would go up to $14 bil-

lion. The revenue comes from an optional method of depreciation.
The optional method requires that instead of a 200 percent de-

clining balance method the first year, you would just be allowed
150 percent; going from 200 percent to 150 percent is what results
in the $14 billion excess over the first 5 years.
Chairman Rangel. This is a tremendous amount of money. I am

working on something similar to this myself One of the policy ben-
efits that we face, however, is that this is perceived as another in-

centive to the wealthy; and it does not bring balance to a progres-
sive tax system or all of the benefits that the poor and middle in-

come would receive as a result of a trickle down.
How do you respond to that?
Mr. Smith. I think somehow if we expect our businesses to com-

pete with other businesses in the world, we have to be somewhat
similar in terms of our tax policy to encourage competitiveness.

Also, I would like to point out again that this—^the provision of
indexing depreciation results in a $14 billion increase in revenues
in the first 5 years that can be used for what I am suggesting

—

indexing capital gains and indexing interest income, or simply
going to reduce the deficit.

Chairman Rangel. I understand that. But I am saying as a mat-
ter of policy, I think you would agree that those people who receive
the immediate benefit would be those people who would be in the
high-income category, wouldn't they?
Mr. Smith. I dont mean to be too theoretical. Companies are a

name on a sheet of paper and a corporation is a form attorneys can
put together. Whatever the cost to the business is, they, to the best
extent possible, are going to pass it on to the customers of that
product.
So a business, to the extent they pass on additional costs to the

end consumer of that product, is going to pass that cost on, depend-
ing upon what the product is, and is going to depend on the pro-

gressivity of the ultimate results.

Chairman Rangel. Wouldn't the results be
Mr. Smith. I sound like I am lecturing here. I don't mean to do

that.

Chairman Rangel. That is all right. Wouldn't the results be that
by removing the inflationary value of the stock, that it would en-

courage more people to expose their stock to a lower tax and gen-
erate—that is now you generate, really, your income, because as it

is now, people that find their stock inflated are not prone to expose
themselves to the 28 percent for the inflated value; isn't that true?
Mr. Smith. I participated in a lot of discussions on how we might

change the IRA procedures; how we might change the additional
deductibility to encourage savings. This is another way that would
encourage savings by taxing real increase in revenue from any par-

ticular source.

Chairman Rangel. I am really not making the point as clear as
I would like.
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Mr. Smith. I am sure I am not answering.
Chairman Rangel. I was trying to see whether or not you could

couple this suggestion with providing some t3^e of immediate relief
with parts of that $500 billion, or the $14 billion additional, with-
out retroactivity with other segments of the—of our population who
would not enjov the benefits of this preferential or favorable treat-
ment on capital gains.

Mr. Smith. It is possible to increase the positive effect to the
lower income that maybe we consider putting caps on the amount
of interest that is subject to this provision; but it seems to me, we
are increasing the taxes on business in the proposal that is moving
forward. Are we sure that we are not overimposing taxes that are
going to discourage expansion of business and jobs?
Chairman Rangel. Thank you.
Do any members have questions?
Mr. Camp.
Mr. Camp. Thank you, Mr. Chairman. I just want to state to my

colleague from Michigan that encouraging investment and savings
is certainly an admirable goal. I want to compliment you for your
efforts.

Mr. Smith. Thank you.
Mr. Chairman, members of the committee, thank you for your

time.
Chairman Rangel. Congressman Brewster? I yield to you for the

purpose of introducing a member of the panel.
Mr. Brewster. Thank you, Mr. Chairman. It is an honor to be

here today. I have a written statement for the record.
[The prepared statement follows:]



TESTIMONY OF CONGRESSMAN BILL BREWSTER BEFORE
THE COMMITTEE ON NAYS AND MEANS SUBCOMMITTEE ON

SELECT REVENUE MEASURES
JUNE 17, 1993

Mr. Chairman and members of the Subcommittee, I am pleased to

appear before you today in support of H.R. 1981, the Qualified

Football Coaches Plan Technical Corrections Act of 1993, which I

introduced and which eight of my colleagues on the Committee on

Ways and Means have co- sponsored.

H.R. 1981 would clarify the tax treatment of a qualified

football coaches plan. It is specifically intended to address a

problem that has arisen with respect to the American Football

Coaches Retirement Trust.

H.R. 1981 would make a technical correction to a 1987

amendment to the Employee Retirement Income Security Act. The 1987

amendment, section 136 of P.L. 100-202, was expressly designed to

permit the American Football Coaches Association to estciblish for

its members a tax-qualified multi- employer plan with a section

401 (k) feature A technical correction to that legislation is now

needed because the I.R.S. has taken the position that the 1987

amendment was placed in the wrong title of ERISA.

Let me briefly relate the pertinent background. In 1987,

Congress amended Title 1 of ERISA to permit a qualified football

coaches plan to be treated as a multi -employer plan. The 1987

amendment, which had 151 co- sponsors in the House and 51 co-

sponsors in the Senate, was specifically crafted to apply only to

the American Football Coaches Association, which represents over

5,000 head coaches and assistant coaches at our colleges and

universities. The 1987 amendment authorized the association to

establish and maintain a defined contribution plan, which

"notwithstanding section 401 (k) (4) (B) of [the Internal Revenue

Code] , may include a qualified cash and deferred arrangement." In

reliance on this 1987 amendment to Title 1 of ERISA, the American

Football Coaches Association organized a trust which since 1988 has
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The I.R.S. issued several determination letters to the American

Football Coaches Association. Each of the letters confirmed that

the section 401 (k) plan sponsored by the Association was a

qualified retirement plan. The first letter was issued on June 30,

1988, with two subsequent favorable determination letters issued

on July 3, 1989 and April 9, 1991.

However, section 9343(a) of the Omnibus Budget Reconciliation

Act of 1987 COBRA"), which was enacted into law on the same date

in 1987 as P.L. 199-202, provides that "except to the extent

specifically provided in the Internal Revenue Code of 1986 or as

determined by the Secretary of the Treasury, titles 1 and 4 of the

Employee Retirement Income Security Act of 1974 are not appliceible

in interpreting such code." As I previously mentioned, the 1987

amendment authorizing the section 401 (k) plan for football coaches

was placed in Title 1 of ERISA. Section 9343 (a) of OBRA thus is

potentially in conflict with section 136 of P.L. 100-202.

Section 9343(a) of OBRA was enacted to override a Tax Court

case, Calfee. Halter. Griswold v. Commissioner . 88 TC 641 (1987),

which had allowed retirement plan sponsors to remove contributions

they had made to pension plans that had been set up several years

earlier. The I.R.S. has taken the position that section 9343(a)

of OBRA also overrides the specific amendment made by Congress in

1987 authorizing the association's section 401 (k) plan. Therefore,

in 1992, the I.R.S. moved to revoke the favorable determination

letters it had issued. In March of 1993 the I.R.S. officially

forwarded to the Association a technical advice memorandum which

determined that the American Football Coaches Association's section

401 (k) retirement plan arrangement was in violation of Code section

401(k) (4) (B) (ii). The I.R.S. revoked the plan's qualified status

prospectively, which gave the association the opportunity to

approach Congress for a legislative correction. But unless
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Congress acts now, the plan will have to terminate and distribute

its assets by December 31, 1993.

There is no doubt that congress intended to authorize the

association's section 401 (k) retirement arrangement. Let me refer

you briefly to the colloquy that took place in the Senate on the

1987 amendment. Senator Symms, in a December 11, 1987 colloquy,

stated that the 1987 ERISA amendment was specifically designed to

allow the American Football Coaches Association, or AFCA, to

establish a pension plan under section 401 (k) . As Senator Symms

stated:

This amendment adds AFCA to the list of

organizations allowed to use section 401 (k)

... [a]nd it provides coaches the use of a

401 (k) pension plan through their professional

association, the AFCA.

The American Football Coaches Association therefore is seeking

action by Congress to preserve the qualified status of its section

401 (k) retirement plan arrangement. I recognize the coaches' need

for a retirement plan that is fully vested and fully portable. I

was glad to introduce legislation to affirm the 1987 decision by

Congress to authorize the coaches' section 401 (k) plan. By making

the 1987 amendment effective for purposes of Title 2, as well as

Title 1 of ERISA, H.R. 1981 will make a simple technical correction

to address the concern raised by the I.R.S. that section 9343(a)

of OBRA overrides the legislation passed by Congress allowing the

association to establish and maintain a qualified plan for its

members

.

I ask that all my colleagues work with me in seeing that H.R.

1981 is enacted.
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Mr. Brewster. I would like to make a few oral comments.
In 1987, Congress passed an amendment to ERISA that allowed

the American Football Coaches Association to set up a 401(k) plan.
Now, because of a technicality in the law and the title, the IRS is

inclined to disallow that and has given them until the end of this

year to correct it in the title. H.R. 1981 would make that correc-
tion. I will keep my comments there, but I would like to introduce
a real expert, a real gentleman to talk about this.

Mr. Charlie McClendon grew up in Arkansas, went to college in
Kentucky, but more than that, has been the head football coach at
LSU for 18 years; his total coaching experience there is 27 years.
Not many coaches stay anywhere that long anymore. He must have
done something right. He is executive director of the American
Football Coaches Association. We would like to hear his testimony
on this issue.

STATEMENT OF CHARLES McCLENDON, EXECUTIVE
DIRECTOR, AMERICAN FOOTBALL COACHES ASSOCIATION

Mr. McClendon. Thank you, Mr. Brewster. You have to answer
to a lot of names at LSU if you do lose a football game.

I am executive director of the American Football Coaches Asso-
ciation. Prior to becoming executive director of the AFCA, I served
as the head coach of Louisiana State University football team for

13 years. The AFCA represents more than 5,000 football coaches
and assistant coaches at 687 of our Nation's colleges and univer-
sities throughout the United States.

I welcome this opportunity to appear before the subcommittee to

discuss H.R. 1981, the Qualified Football Coaches Plan Technical
Corrections Act of 1993. We are enormously grateful to Mr. Brew-
ster, along with the other colleagues on the Ways and Means Com-
mittee, Mr. McCrery, Mr. Camp, Mr. McDermott, Mr. Bunning, Mr.
Jacobs, Mr. Crane, Mr. Sundquist, and Mr. Thomas for introducing
this important legislation.

H.R. 1981 would make a technical correction to legislation en-
acted by the Congress in 1987 that was specifically designed to

allow football coaches to establish a fully vested and fully portable
retirement plan. I will describe to you the problem that has arisen
and explain why we believe H.R. 1981 should be enacted to correct
that problem and answer any questions you may have.

In 1987 the American Football Coaches Association approached
Congress and asked for a specific and very limited tax law change
that would allow college football coaches the benefit of a section
401(k) plan established through the American Football Coaches As-
sociation.

We indicated that most coaches and assistant coaches, unlike my
experience, have short tenures at particular educational institu-

tions. For instance, the average tenure of a coach or assistant coach
at a small educational institution is under 3 years. Therefore, it is

extremely difficult for the coaches to become vested in their college

or university retirement plan. College coaches need retirement se-

curity regardless of their job tenure uncertainties.
We asked Congress for legislative solutions that specifically

would allow us to form a qualified cash or deferred retirement plan
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so that college coaches could contribute to a retirement plan that
would be fully portable and fully vested.
We were most gratified with the response we received from Con-

gress in 1987. We had 151 House Members and 34 Senate Mem-
bers cosponsor legislation that amended the Employment Retire-
ment Income Security Act of 1974.
The amendment specifically permitted the American Football

Coaches Association to establish a tax-qualified multiemployer plan
with a section 401(k) feature. That amendment to ERISA was en-
acted on December 22, 1987, as part of the Public Law 100-202.
Based on that 1987 ERISA amendment, the association estab-

lished a retirement plan called the American Football Coaches Re-
tirement Trust. We took all the necessary procedures, steps to ob-
tain a favorable determination level from the IRS. That trust con-
stituted a qualified retirement plan. We received our first favorable
determination letter on June 10, 1988, in which the IRS confirmed
the plan met the requirement of section 401(k).

Additional favorable determination letters were also issued by
the IRS on July 3, 1989, and April 9, 1991. And then in 1992, after

the plan had been in operation for almost 4 years, the IRS began
to revisit the issue. On March 22, 1993, almost 5 years after our
original favorable determination, the IRS sent us a technical advice
memorandum holding the American Football Coaches Retirement
Trust failed to satisfy the requirement of section 401(k).

The IRS has given us until December 31, 1993, to liquidate the

f>lan and make distribution to plan members. If we are forced to

iquidate the plan, we will forfeit the significant expenses we have
incurred to establish and maintain our plan, and coaches will be
back to where they were before 1987 with no vehicle to ensure they
had a retirement plan.

The IRS has taken the position that our plan does not qualify as
a result of technical provisions enacted in 1987. That provision,

which clearly no one, including the IRS, contemplated, would apply
to our plan. That is section 9343(a) of the Omnibus Budget Rec-
onciliation Act of 1987. It was enacted into law on December 22,

1987, the very same day that Public Law 100-202—the law that
amended ERISA to authorize our plan—was enacted.

Section 9343(a) and provisions of titles I and IV of ERISA are not
applicable when interpreting the Internal Revenue Code. The
ERISA amendment that Congress gave us in 1987 was placed in

title I of ERISA. Therefore, as strictly a technical matter, the IRS
concluded the 1987 ERISA amendment does not do the one thing
it was intended to do, authorize our American Football Coaches As-
sociation to sponsor a fully vested and fully affordable qualified re-

tirement plan for college football coaches.
Although there is no doubt that Congress intended to authorize

that section 401(k) retirement plan, the IRS has revoked our tax-

exempt status. Consequently, we are faced with the situation that
we will have to dissolve our plan, unless Congress acts this year.

H.R. 1981 would correct the technical objections raised by the
IRS and allow us to continue our section 401(k) plan. In short, H.R.
1981 should fulfill the promise of the 1987 legislation.

In closing, I want to stress to the members of the subcommittee
that the need of college football coaches for this retirement savings
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arrangement remains great. Head and assistant coaches are still

faced with short tenures at colleges and universities, and they have
little chance to qualify for other retirement plans. Therefore, your

favorable action on H.R. 1981 would fulfill the original intent of

Congress in 1987, and would aid the retirement savings efforts of

our college football coaches.

I want to thank the committee for the opportunity to address you
today. I hope each of you will support H.R. 1981.

[The prepared statement follows:]
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STATEMENT BY THE AMERICAN FOOTBALL COACHES ASSOCIATION
REGARDING H.R. 1981, THE "QUALIFIED FOOTBALL COACHES

PLAN TECHNICAL CORRECTIONS ACT OF 1993"

I. INTRODUCTION.

I am Charlie McClendon, Executive Director of the American
Football Coaches Association ("AFCA") . Prior to becoming Executive
Director of AFCA in 1982, I served as the head coach of the
Louisiana State University football team for 18 years. AFCA
represents more than 5,000 football head coaches and assistant
coaches at 687 of our nation's colleges and universities throughout
the United States.

I welcome this opportunity to appear before the Subcommittee,
to discuss H.R. 1981, the Qualified Football Coaches Plan Technical
Corrections Act of 1993. We are enormously grateful to Mr.
Brewster, along with his other colleagues on the Ways and Means
Committee, Mr. McCrery, Mr. Camp, Mr. McDermott, Mr. Bunning, Mr.
Jacobs, Mr. Crane, Mr. Sundquist, and Mr. Thomas, for introducing
this legislation. Companion legislation has been introduced in the
Senate by Senator Orrin Hatch and Senator John Breaux as S. 1063.

H.R. 1981 would make a technical correction to legislation
enacted by Congress in 1987 that was specifically designed to allow
college football coaches to establish fully vested and fully
portcible retirement plans. I will describe for you the problem
that has arisen and explain why we believe H.R. 1981 should be
enacted to correct that problem.

II. NATURE OF THE PROBLEM .

As those of you who are fans of college football know, our
teams play each game with enthusiasm and skill. At the end of the
fourth quarter, the final score tells us whether we have won, lost
or tied. Players and coaches and fans may not be happy with the
final score, but at least we all know the result.

AFCA has recently learned that the tax law does not
necessarily work the same way. In 1987 the Congress enacted
legislation to specifically allow college football coaches to
establish a tax qualified section 401 (k) retirement plan. However,
here it is 1993, and we do not know yet whether our coaches are
winners or losers under that legislation.

A. College Coaches Need Access to a Qualified Retirement
Proaram.

Let me explain our experience. In 1987, AFCA approached
Congress and asked for a specific and very limited tax law change
that would allow college football coaches the benefit of a
section 401 (k) plan established through the American Football
Coaches Association. We indicated that most coaches and assistant
coaches, unlike me, have short tenure at particular educational
institutions. For instance, the average tenure of a coach or
assistant coach at the smaller educational institutions is under
three years. Therefore, it has been extremely difficult for the
coaches to become vested in their college or university's
retirement plan. Coaches needed retirement security regardless of
their job tenure uncertainties. We asked Congress for a
legislative solution that would allow us to form a qualified cash
or deferred retirement benefit arrangement so that college coaches
could contribute to a retirement plan that would be fully portable
and fully vested.

B. Section 136 of P.L. 100-202 .

We were most gratified with the response we received from
Congress in 1987: One Hundred Fifty-One (151) House members and
thirty-four (34) Senate members co-sponsored legislation that
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amended the Employee Retirement Income Security Act of 1974
("ERISA") . The amendment specifically permitted AFCA to establish
a tax-qualified multi-employer plan with a section 401 (k) feature.
That amendment to ERISA was enacted on December 22, 1987, as part
of Public Law 100-202.

Based on that 1987 ERISA amendment, the American Football
Coaches Association established a retirement plan called the
American Football Coaches Retirement Trust. We took all the
necessary procedural steps to obtain a favorable determination
letter from the I.R.S. that the trust constituted a qualified
retirement plan. We received our first favorable determination
letter on June 30, 1988, in which the I.R.S. confirmed that the
cash or deferred arrangement sponsored by the Plan met the
requirements of section 401 (k) of the Internal Revenue Code of
1986, as amended. Additional favorable determination letters were
also issued by the I.R.S. on July 3, 1989, and April 9, 1991.
Then, in 1992, after the Plan had been in operation for over four
years, the I.R.S. revisited the issue.

C. Action Taken by thg I.R.S..

On March 22, 1993, almost 5 years after we had received our
initial favoraible I.R.S. determination, the I.R.S. sent us a
technical advice memorandum holding that the American Football
Coaches Retirement Trust fails to satisfy the requirements of
section 401(k). The I.R.S. has given us until December 31, 1993,
to liquidate the Plan and to make distributions to Plan members.
If we are forced to liquidate the plan, we will forfeit the
significant expenses we have incurred to establish and maintain the
plan and our coaches will be back were they were before 1987 with
no vehicle to insure they have retirement plan.

The I.R.S. has taken the position that our Plan does not
qualify as a result of another legislative provision enacted in
1987. We are convinced that no one, including the I.R.S., had any
idea that this legislation would have any effect on our Plan at the
time of its enactment. The specific legislation, section 9343(a)
of the Omnibus Budget Reconciliation Act of 1987, was enacted into
law on December 22, 1987, the very same day that P.L. 100-202, the
law that amended ERISA to authorize our Plan, was enacted. Section
9343(a) of OBRA provides that the provisions of Titles I and IV of
ERISA are not applicable when interpreting the Internal Revenue
Code. The ERISA amendment that Congress gave us in 19 87 was placed
in Title I of ERISA. Therefore, as a strictly technical matter,
the I.R.S. has concluded that the 1987 ERISA amendment does not do
the one thing that it was intended to do: authorize our American
Football Coaches Association to sponsor a fully vested and fully
portable qualified retirement plan for college football coaches.
Although there is no doubt that Congress intended to authorize our
section 401 (k) retirement arrangement, the I.R.S. has revoked our
tax-exempt status. Consequently, we are faced with the situation
that we will have to dissolve our Plan, unless Congress acts this
year.

III. WHAT H.R. 1981 WOULD DO .

H.R. 1981 would correct the technical objections raised by
the I.R.S., and allow us to continue our section 401 (k) plan. In
short, H.R. 1981 would fulfill the promise of the 1987 legislation.

Without H.R. 1981, we will have to liquidate the section
401 (k) plan. Of course, this would cause a great disruption to the
participants' retirement programs. Moreover, it would cause us to
forfeit the significant costs we have incurred to establish and
maintain our Plan in direct reliance on the 1987 legislation and
subsequent favorable I.R.S. determinations.

74-512 O -94 -5
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IV. CONCLUSION .

In closing, I want to stress to Members of the Subcoinmittee
that the need of college football coaches for this retirement
savings arrangement remains great. Coaches and assistant coaches
are still faced with short tenures at colleges and universities,
and they have little chance to qualify under other retirement
plans. Therefore, your favorable action on H.R. 1981 would fulfill
the original intent of Congress in 1987, and would aid the
retirement savings efforts of our college football coaches.

I want to thank the Committee members for the opportunity to
address you today, and I ask that each of you support H.R. 1981.
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Chairman Rangel. Thank vou. The Chair now yields to Con-
gressman Cardin, a member of the committee, as well as Congress-
man Herman of California for the purpose of introducing a member
of this panel.
Mr. Cardin. I ask imanimous consent to place an opening state-

ment in the record.
Chairman Rangel. Without objection.
[The prepared statement follows:]
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HON. BENJAMIN CARDIN

SUBCOMMITTEE ON SELECT REVENUE MEASURES
JUNE 17, 1993

Mr. Chairman, first I want to thank you and Chairman Rostenkowski

for holding these hearings. Today's hearing, along with those

scheduled over the next two weeks, will bring before this subcommittee

a number of very significant issues that deserve the attention of the

Congress.

Of the many witnesses the subcommittee will hear today, I

especially want to take this opportunity to mention two. Among the

first panel of witnesses is Mr. Marvin Selter, of the National Staff

Network, who is here to testify on a proposal to create a new safe

harbor for pension coverage of leased employees. It is a particular

pleasure to welcome our colleague and good friend Howard Berman, who

will accompany Mr. Selter, to these proceedings.

The proposal that brings Mr. Selter to this hearing is similar to

legislation that was introduced in the last Congress by a former member

of this Committee, Congressman Brian Donnelly. I believe the proposal

has been strengthened and refined in a number of respects, and I look

forward to hearing the testimony and continuing to work on this issue.

Later today, Mr. Chairman, when the financial institutions panel

testifies, the subcommittee will hear from a constituent of mine, Mr.

Louis Eliasberg. Mr. Eliasberg, who is president of the Finance

Company of America, a Baltimore company, will be here in that capacity

as well as in his capacity as a member of the Board of Directors of the

Commercial Finance Association.

He will discuss a proposal to redress an inequity in the tax

treatment of small commercial finance companies. The Tax Reform Act of

1986 repealed for large banks the reserve method of accounting for bad
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debts. Expressing a concern about the impact of the repeal of the

reserve method on small banks, however, Congress permitted small banks,

defined as banks with assets totalling less than $500 million, to

continue to use the reserve method. Unfortunately, the '86 Act did not

extend this treatment TO small commercial finance companies. These

companies compete with small banks and face the same difficulties that

led Congress to permit small banks to continue to use the reserve

method

.

In each of the last two Congresses I have introduced legislation

to correct this oversight and treat small commercial finance companies

the same as small banks. I am pleased that Mr. Eliasberg will be here

today to further discuss this issue.
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Mr. Cardin. I want to introduce Marvin Selter, chairman of the
board of the National Staff Network, who brings to our committee
a proposal to create a new safe harbor for pension coverage of
leased employees.
You may recall a similar proposal was placed before our commit-

tee last year by former Congressman Brian Donnelly. I believe the
bill has been improved. I am looking forward to Mr. Salter's testi-

mony. I would like to yield to Mr. Herman in whose district Mr.
Selter resides.

STATEMENT OF HON. HOWARD L. BERMAN, A REPRESENTA-
TIVE IN CONGRESS FROM THE STATE OF CALIFORNIA
Mr. Herman, Thank you very much, Mr. Chairman.
I thank my friend and colleague, Mr. Cardin, for his interest in

this issue and for allowing me to introduce to you my friend for

many years, Mr. Marvin Selter, chair of the board of the National
Staff Network, a business located in my congressional district. Sit-

ting behind him is his son and general counsel to the business, Eric
Selter. I have known them for a number of years. You are dealing
here with witnesses who have tremendous reputations as business-
men in our community.
Their testimony before you today is part of Marvin Selter's con-

tinuing effort to really crusade—to shape up his colleagues and
competitors in the employee leasing industry. His interest and
what has become my interest, because I think the cause is so wor-
thy, is to see employee leasing companies comply with the law, that
loopholes be closed, that sham operators are weeded out, and that
pension and welfare benefits are provided to these employees.
As I know this committee knows so well, there are tremendous

problems with how part-time and leased employees are treated.

The failure of pension and welfare benefits to be provided to these
people is becoming a very serious problem in this country.
Mr. Selter has lent his considerable expertise to the development

of a legislative proposal which he will describe for you today. It

provides the industry with needed clarity while advancing what I

think should be the important public policy of extending employee
benefits to all American workers. I commend his testimony to you.
Chairman Rangel. Mr. Selter, welcome to the committee.

STATEMENT OF MARVIN R. SELTER, CHAIRMAN OF THE
BOARD, NATIONAL STAFF NETWORK

Mr. Selter. Thank you, Mr. Cardin and Mr. Herman, honorable
members of the subcommittee. Thank you, Mr. Chairman, for the
opportunity to present testimony to ^ou today with regards to our
proposed legislation regarding section 414(n), employee leasing.

The copy is hereby presented for the record.

This proposal allows an employee leasing organization to provide
the maximum pension benefits allowed by law to its leased employ-
ees. Only when a leasing organization provides the mandated pen-
sion benefits would a recipient be allowed to have their leased em-
ployees included in the leasing organization's pension plan and not
in the recipient's pension plan.

As the founder of the employee leasing industry over 20 years
ago, I have been seeking a clear-cut rule to govern the provision
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of pension benefits to leased employees and a way to define true

employee leasing. This proposal is a result of 20 years of providing

maximum pension and welfare benefits to thousands of employees.

Over the past 20 years, my compsiny alone has paid out millions

of dollars in pension benefits in addition to welfare benefits and
has helped to prevent the pension abuse promulgated by crafty

practitioners. Let me give you an example of what we are up
against. A recent ad by a pension administrator contained the

headline, "Comparability Plans Favor Highly Compensated Em-
ployees."
The article touts new IRS regulations which allow business own-

ers to shift a substantial portion of their profit sharing contribution

to key employees. Their comparison figures allow this plan to pro-

vide over 80 percent of the pension contribution to the key em-
ployee while allocating only 1 to 4 percent of the annual contribu-

tion to each rank-and-file employee.
This type of legal abuse only serves to encourage drafting of com-

plicated plans that provide the highly compensated with maximum
benefits. However, our proposal is much simpler and fairer. It

guarantees maximum benefit for rank-and-file employees.

We have overcome possible objections by providing a lucrative

vesting schedule. This means leased employees could retire at age

65 with sufficient income for the rest of their lives and the pro-

posed legislation prohibits a recipient providing him or herself with

any better vesting schedule, proving this proposal is not promul-

gated on the behalf of recipients but rather for the benefit of rank-

and-file employees.
A recipient cannot provide him or herself a better pension plan

by law. But there are additional benefits as well. The Government
has announced its encouragement of private pension plans to sup-

plement the Social Security systems, and statistics show clearly

that private pension plan utilization is on the decline. We have dis-

covered without this type of legislation or private rulings specific

to benefits proposed, advisers will not sanction these leasing bene-

fits despite the fact they are superior.

The proposed legislation also promulgates the administration's

desire for portability of benefits. All of the new administration's

proposals specifically address portability and this proposed em-
ployee leasing legislation provides just that.

Leased employees may change assignments without loss of se-

niority or benefits. Additionally, there are definite revenue saving

items in the proposal as well. First, if a leasing organization meets
the criteria in the legislation, then the recipient will be required to

make estimated payroll tax depositories throughout the course of

the year, but only be required to file one annual pajo-oll tax return.

Instead of the usual four quarterly returns, the IRS will only have
to deal with one annual return per recipient organization.

If the estimated 100,000 recipient organizations utilize this safe

harbor, the IRS will be relieved of dealing with over 300,000 pay-

roll tax returns while still collecting taxes in a timely manner. Ac-

cording to the Mitre Corp.'s study released by the IRS, simplified

reporting of wages and taxes could save State agencies over $300
million a year.
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Please note this legislation includes the suggestion of the chair-

man, Mr, Rangel. Specifically, Mr. Rangel requested a mechanism
for penalties should a leasing organization fail to provide the re-

quired benefits. We have incorporated a provision for the recipient

to be liable for the leasing organization's failure to make contribu-
tions and provide the benefits. The IRS will be relieved of a costly

fiinction while the recipient will guarantee that these moneys will

not only be paid on behalf of the Teased employees but paid timely.
In summary, passage of this proposed employee leasing legisla-

tion will help prevent discrimination against rank-and-file employ-
ees versus the highly compensated. It will enhance economic
growth for small- and medium-sized businesses throughout the
coimtry; and it will provide a mechanism for private industry to

monitor and police these abusers within the employee leasing in-

dustry which will ultimately save business and Grovemment mil-

lions of dollars.

Thank you again for the opportunity to present this testimony
today. I am pleased and ready to answer any questions that you
may have.

[The prepared statement follows:]
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Members of the Subcominittee:

Thank you, Mr. Chairman,

for the opportunity to present testimony to you today with regards
to the proposed legislation regarding Section 414 (n) employee
leasing. This proposal would allow an employee leasing
organization to provide the maximum pension benefits allowed by law
to its leased employees. Only when a leasing organization provides
the mandated pension benefits, only then would a recipient be
allowed to have their leased employees included in the leasing
organization pension plan and not in recipient's pension plan.

As the founder of the employee leasing industry over 20 years ago,
I have been seeking a clear-cut rule to govern the provision of
pension benefits to leased employees as well as a way to define
true employee leasing. This proposal is the culmination of 20
years of providing maximum pension and welfare benefits to
thousands of employees. Over the past 20 years, my company alone
has paid out millions of dollars in pension benefits in addition to
welfare benefits and has helped to prevent the pension abuse
promulgated by crafty practitioners.

Let me give you an example of what we are up against. A recent
advertisement by a pension administrator contained the following
headline, "Comparability plans favor highly compensated employees."
The article touts new IRS regulations which have created an oppor-
tunity for business owners to shift a substantial portion of their
profit sharing contributions to key employees. Their comparison
figures allow this type of plan to provide over 80% of the pension
contribution to the key employee while allocating a mere 1% to 4%
of the annual contribution to each rank and file employee.

This type of "legal abuse" only serves to encourage practitioners
to draft complicated plans that will provide the highly compensated
with maximum benefits. However, our proposal is much simpler and
fairer. It guarantees maximum benefits for rank and file employees
as well.

Conversely, we have overcome all possible objections by providing
a lucrative vesting schedule. This coupled with the proposed
legislation's prohibition against a recipient providing him/herself
with any better vesting schedule, can prdve the strong argument
that this proposal is not promulgated on behalf of recipients, but
rather for the benefit of rank and file employees.

The proposed legislation will allow a recipient to take credit when
a leasing organization provides a maximum 415(b) or 415(c) pension
plan to rank and file employees. A recipient cannot provide him or
herself a better pension plan by law. Actuarily calculated, this
would mean that an employee could retire at age 65 with sufficient
income for the rest of their life.

But there are additional benefits as well. As you know, while
government has announced its encouragement of private pension plans
to supplement the social security system, statistics clearly show
that private pension plan utilization is on the decline. In all
probability, if this proposal is not enacted, additional retirement
plans will not be made available to employees throughout the
country. For the last few years, we have discovered that without
this type of legislation, or private letter ruling specific to
benefits that are proposed, advisors will not sanction these
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benefits despite the fact that they are superior.

The proposed legislation also promulgates the administration's
desire for portability of benefits. This would include pension as
well as health and welfare benefits as well. All of the new
administration's proposals have been specifically addressing
portability and this proposed employee leasing legislation provides
just that. Employees under a leasing organization may change
assignments without loss of seniority or benefits.

Additionally, there are definite revenue saving items in the
proposal as well. First, if a leasing organization meets the
criteria set forth in the legislation, then the recipient will be
required to make estimated payroll tax depositories throughout the
course of the year, but only be required to file one annual payroll
tax return for him or herself. Instead of the usual four quarterly
returns, the IRS will have to deal with only one annual return per
recipient organization. If only 25% of the estimated 100,000
recipient organizations utilize this, the IRS will be relieved of
dealing with over 300,000 payroll tax returns, while still
collecting their funds in a timely manner. According to the Mitre
Corp study released by the IRS, simplified reporting of wages and
taxes could save federal and state agency costs in excess of $300
million dollars a year.

Not only will the IRS have to deal with fewer tax returns, but it
will also have one source to audit and to ensure compliance. An
employee leasing organization with thousands of employees will be
filing only one return and be maOcing its payroll tax depositories
to the federal government 24 hours after payroll has been issued.

Please note that in promulgating this legislation, we have included
the suggestion of the Chairman, Mr. Rangel. Specifically, Mr.
Rangel was concerned that there was no mechanism for penalties
should a leasing organization fail to provide the required
benefits. We have incorporated a provision so the recipient will
be liable for the leasing organization's failure to make
contributions and provide the benefits. The IRS will be relieved
of a costly function while the recipient will guarantee that these
monies will not only be paid on behalf of the leased employees, but
paid timely.

As a matter of fact, we propose a truly win-win-win situation.
Rank and file employees are the big winners because they will be
provided with maximum benefits allowed by law, ensured portability,
and an opportunity to receive big corporation benefits provided by
private industry and not paid for by government. Small to medium
business is a winner because they can obtain cost effective
benefits and the ability to provide pension in a cost effective
manner. This will allow business to compete in a global society
which will ultimately continue to stimulate our economy as well.
Finally, government will be a winner by realizing a reduction in
its administrative and policing function, a reduction in its costs
due to a consolidation and universal method of reporting, and by
less dependency on the social security system as more employees are
provided with these maximum benefits and job security.

In summary, passage of this proposed employee leasing legislation
will help prevent discrimination amongst rank and file employees
versus the highly-compensated, it will enhance economic growth for
small and medium sized businesses throughout the country, and
provide a mechanism for private industry to monitor and police
those abusers within the employee leasing industry which will
ultimately save business and government millions of dollars.

Thank you again for the opportunity to present this testimony
today. I am pleased and ready to answer any questions that you may
have.
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Chairman Rangel. Thank you, Mr. Selter.

The Chair recognizes a member of this committee, Mr. Houghton,
for the purpose ofintroducing a member of this panel.

Mr. Houghton. Thank you, Mr. Chairman. I would like to intro-

duce Mr. Kenneth Newton, New York State director of the National
Volunteer Fire Council.

Mr. Chairman, I support his position to enact legislation that ex-

pands the Internal Revenue Code to provide benefits for volunteer

fire rescue personnel. The legislation corrects an inequity and taxes

these people only when thev receive their retirement money, rather

than as the money is vested.

Without further ado, I would like to introduce with great honor,

Mr. Kenneth Newton.

STATEMENT OF KENNETH E. NEWTON, IMMEDIATE PAST
PRESIDENT AND MEMBER OF THE EXECUTIVE COMMITTEE,
FIREMEN'S ASSOCIATION OF THE STATE OF NEW YORK; AND
NEW YORK STATE DIRECTOR, NATIONAL VOLUNTEER FIRE
COUNCIL
Mr. Newton. Mr. Chairman, members of the committee, I am

Kenneth Newton. I have been a volunteer fire fighter for over 25
years. I am currently the New York State director to the National

Volunteer Fire Council. In addition, I am the immediate past presi-

dent and current member of the executive committee of the Fire-

men's Association of the State of New York. I am appearing before

you today to discuss a matter of vital importance to the national

safety of the United States.

In many areas of the country, it is not economically or geographi-

cally feasible to provide fire and rescue services through paid ca-

reer personnel. Instead, we must depend on services of volunteer

fire and rescue personnel. As I am sure you are aware, it is often

difficult to attain and retain volunteers in any endeavor; and it is

especially difficult, while at the same time critically necessary, that

volunteers be retained for extensive periods of time in the fire and
service area.

In recent years, it has become very common for volunteer fire

companies, which can either be governmental or nongovernmental
tax-exempt entities, to provide volunteer fire and rescue personnel

with service awards as a means not only to attract volunteers, but
also to retain them on a long-term basis.

T^ically, these benefits are provided under so-called length of

service award programs which generally provide dollar benefits at

retirement for years of voluntary service. At present, programs
such as these are enforced in about three-quarters of the States,

often pursuant to State statute.

It appears that section 457 of the Internal Revenue Code, which
governs deferred compensation plans maintained by government
and nongovernmental tax-exempt entities, may cause volunteers to

be taxable on their service awards when they vest instead of when
they receive after retirement.
Under section 457, an individual is not taxable for his income

service award until he actually receives it, that is after retirement;

but only if the value of this award for the year does not exceed the

lesser of $7,500 or 33.3 percent of the individual's compensation. If
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this limit is exceeded, then an individual is taxable as soon as he
vests in the award, which almost always occurs long before pay-
ment begins at retirement.
Most volunteers do not receive any compensation for their serv-

ices, and the small number that do receive something, they receive
only a minimal amount, usually only to reimburse them for ex-

penses as volunteers.
As a result, the value of the annual service award will always

exceed 33.3 percent of the volunteers compensation from the fire

company. And because volunteers almost always vest in their serv-

ice awards long before receiving benefits at retirement, if section

457 applies, the volunteers will be taxed on benefits they will not
receive for some time to come.
One of the proposals you have before you today is intended to

solve the problem that volunteer fire and rescue personnel length-
of-service award programs have as a result of the current tax law.
The solution is for Congress to adopt legislation exempting these
length of service programs for volunteer fire and rescue personnel
from section 457. If this were done, the benefits would not escape
taxation. Rather, taxation would simply be deferred until the bene-
fits were actually received by the retired volunteer.

Likewise, service awards under these programs should also be
exempt from FICA and Medicare taxation just as our benefit pay-
ments for tax-qualified retirement programs for retirees rewarded
for their past service. This corrective legislation would support the
important role that the volunteer fire and rescue personnel play in

communities across the United States.

So in conclusion, I am asking that vou show your support for the
men £ind women who provide so vital a service to our country, the
service of providing rescue and fire protection to our communities
that rely on volunteers, by adopting legislation to provide the need-
ed tax relief I have outlined.

I thank you for your time and attention. If you have questions,
I would be happy to answer them.

[The prepared statement follows:]
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STATEMENT OF KENNETH E. NEWTON,
NEW YORK STATE DIRECTOR, NATIONAL VOLUNTEER FIRE COUNCIL

A Proposal to Expand Code Section 457 Plans to Provide Benefits for Volunteer Fire

and Rescue Personnel, Including Length-of-Service Awards, and to Exclude Such Awards

from Federal Insurance Contributions Act Taxes

My name is Kenneth E. Newton, and I am the New York State Director on the National

Volunteer Fire Council. In addition, I am the immediate past president and a current

member of the executive committee of The Firemen's Association of the State of New
York. I myself have been a volunteer firefighter for over 25 years.

I am appearing before you today to discuss a matter of vital importance to the national

safety of the United States. I am concerned about our ability to successfully provide

adequate fire and rescue services to our citizens. In many areas of the country it is not

economically or geographically feasible to provide these services through paid career

personnel. Instead, we must depend on the services of volunteer fire and rescue

personnel. As I am sure you are aware, it is often difficult to attract and retain

volunteers in any endeavor-and it is especially difficult, while at the same time critically

necessary that volunteers be retained for extended periods in the fire and rescue services

area.

Only if volunteers are willing to make a long term commitment to the effort will they be

able to become and remain adequately trained to provide the level of fire and rescue

services our citizens demand and deserve. But we need for your help in our efforts to

attract and retain volunteer fire and rescue personnel on a long term basis.

In recent years, it has become very common for volunteer fire companies, which can be

either governmental or non-governmental tax-exempt entities, to provide volunteer fire

and rescue personnel with service awards as a means not only to attract volunteers, but

also as a means to retain them on a long term basis. Typically, these benefits are

provided under so-called Length of Service Award Programs, which generally provide

dollar benefits at retirement for years of voluntary service. At present, programs such as

these are in force in about three-quarters of the States, often pursuant to a State statute.

These service awards are taxable to the volunteer fire and rescue personnel as income at

some point-either when they are actually received at retirement or when they become
vested (which may be years before retirement). Exactly when the awards are taxable

depends on what provisions of the tax laws apply.

It appears that section 457 of the Internal Revenue Code, which governs deferred

compensation plans maintained by governmental and non-governmental tax-exempt

entities, may cause volimteers to be taxable on their service awards when they vest,

instead of when they are received after retirement Under section 457, an individual is

not taxable on his annual service award until he actually receives it (after retirement),

but only if the value of the award for the year does not exceed the lesser of $7,500 or 33

1/3 percent of the individual's compensation. If this limit is exceeded, then an individual

is taxable as soon as he vests in the award, which almost always occurs long before

payments begin at retirement.

Based on an informal survey of a number of the members of the National Fire and

Police Pension Fund Association, and further data from the former executive director of

the International Association of Fire Chiefs Foundation, there are approximately

150,000 volunteer fire and rescue personnel actively providing volunteer services in the

United States who covered by service award programs. According to the survey results

and the data obtained, either by state statute or practice, no compensation or other

remuneration is provided for volunteers in New York, Pennsylvania, Maryland and

Virginia. Approximately 43 percent of these volimteers reside in those states.

Another approximately 14 percent of these volunteers reside in states that pay only a

nominal "expense reimbursement" of under $1,000. These states are Colorado,

Connecticut, Georgia, Indiana, Kentucky, South Carolina and Tennessee.

In New Jersey, some fire commissioners are paid up to $3,000, but the rank and file
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volunteers may receive in the neighborhood of $1,000 to $3,000 per year based on their

level of service.

We have been able to find only one state, California, that pays certain volunteers on an
hourly basis. This practice seems to have started as a way of providing manpower for

forest fires. In at least two departments several volunteers have received $8,000 in one
year. However, we have been assured that it is rare for any volunteers to exceed $6,000

per year.

Therefore, since most volunteers do not receive any compensation for their services, and
the small number that do receive something receive only a minimal amount, usually only

enough to reimburse them for their expenses as a volunteer, the value of an annual

service award will always exceed 33 1/3 percent of the volunteer's compensation from
the fire company. And because volunteers almost always vest in their service awards

long before receiving benefits at retirement, if section 457 applies, the volunteers will be
taxed on benefits they will not receive for some time to come.

As a general rule, wages are subject to FICA and Medicare taxation when paid, although

there are various exceptions to this rule. However, pension payments from certain types

of plans, such as tax-qualified retirement plans, are exempt from FICA and Medicare
taxation altogether. There is no similar exception for awards under Length of Service

Award Programs for volimteer fire and rescue personnel. Consequently, it appears that

these awards may be subject to the rules for nonqualified deferred compensation plans,

which would result in awards being subject to PICA and Medicare taxation when they

are vested. As I said, this almost always is long before benefits are received.

One of the proposals you have before you today is intended to solve the problem that

volunteer fire and rescue personnel Length of Service Award Programs have as a result

of the current tax laws. This solution is for Congress to adopt legislation exempting

these Length of Service Award Programs for volunteer fire and rescue personnel from
section 457. If this was done, the benefits would not escape taxation. Rather, taxation

would simply be deferred until the benefits actually were received by the retired

volunteers. Likewise, service awards under these programs should be exempt from FICA
and Medicare taxation, just as are benefit payments from tax-qualified retirement

programs for retirees who are awarded for their past service. This corrective legislation

would support the important role that volunteer fire and rescue personnel play in

communities across the United States.

Congress has previously recognized the need to support volunteer firefighters by enacting

Internal Revenue Code section 219(g)(6)(B), which allows volunteers to establish IRAs
at the same time as they may be participating in a retirement plan on account of their

activities as volunteer firefighters.

In the same vein. Congress has provided exemptions from FICA and Medicare taxation

for certain classes of individuals performing services in special capacities similar to

volunteer fire and rescue personnel. For example, Internal Revenue Code section

3121(i)(3) provides that, except for payments made on termination of service, allowances

paid to Peace Corps volunteers are not included in wages for FICA or Medicare

taxation. Further, the IRS has ruled that certain allowances paid to volunteer firefighters

are not wages for FICA and Medicare taxation. (Unfortunately, these IRS rulings do not

involve amounts similar to aimual service awards for volunteer fire and rescue

personnel.)

Corrective legislation would not violate the pohcy rationale for section 457. Section 457

was designed to limit the amount of tax-favored deferred compensation that

governmental and tax-exempt entities can provide to employees and independent

contractors under "nonqualified" deferred compensation plans-plans that do not satisfy

the nondiscrimination and other tax-qualification requirements under the Internal

Revenue Code. The policy rationale for the limits imposed by section 457 is that.
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without such limitations, a governmental or tax-exempt entity would be able to use a

"nonqualified plan" to provide its highly compensated employees with large amounts of

nontaxable deferred compensation benefits without also having to provide

nondiscriminatory benefits to its nonhighly compensated employees.

Of course, this rationale is inapplicable in the case of volunteer Ere and rescue

personnel. They receive little or no compensation for providing services as volunteers

and thus would all be nonhighly compensated "employees." Therefore, because

discrimination in favor of highly compensated employees is not possible in the case of

volunteer fire and rescue personnel. Length of Service Award Programs should be

exempt from section 457.

Further, Congress saw the need to exempt allowances paid to Peace Corps volunteers

prior to termination of service from the definition of wages for FICA and Medicare

taxation. In addition, plans providing for deferral of compensation established by

governmental entities (other than section 457 plans) are exempt from FICA and

Medicare taxation. The same treatment should be afforded to annual deferrals by both

govenmiental and tax-exempt entities to Length of Service Award Programs for bona

fide volunteer fire and rescue personnel.

Finally, the corrective legislation we are asking you to adopt will result in only small

amounts of Federal revenue loss. First, the total number of affected taxpayers would not

be significant and, in any event, the amounts involved would be small. Second, the

government or tax-exempt entity providing the retirement benefits pays no income tax, so

there would be no revenue loss resulting from a deferral in the potential deduction of

the retirement benefits from the year the benefits are earned and vested to the year the

benefits are actually received by the volunteers.

So, in conclusion, I am asking that you show your support for the men and women that

provide so vital a service to our country~the service of providing fire and rescue

protertion to our citizens in the many communities that rely on volunteers-by adopting

legislation to provide the needed tax relief I have outlined.

I thank you for your time and attention. If you have any questions I would be happy to

answer them.
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Chairman Rangel, Thank you so much, Mr. Newton, The only
panehst who has not testified in front of this committee is one who
has had no Member of Congress to introduce him. So that he
doesn't leave frustrated, I would like to introduce to the Ways and
Means Committee Mr. Shulman.
He is from the National Association of Computer Consultant

Businesses opposing a proposal to create a new safe harbor under
which lease employees could be excluded from the pension plans of
several recipient organizations. He testified on September 16, 1991,
at hearings on pension simplification and we are pleased to hear
your views today, Mr. Shulman.

STATEMENT OF HARVEY J. SHULMAN, GENERAL COUNSEL,
NATIONAL ASSOCLVTION OF COMPUTER CONSULTANT BUSI-
NESSES
Mr. Shulman. Thank you for your introduction. I am a patient

witness. I appreciate your kind remarks. Although NACCB sup-
ports the concept of increasing the number of workers covered by
pension plans—and from what I have heard about Mr. Selter's op-
eration, hearsay, it is a first-class operation—we do oppose the pro-
posal to create a new safe harbor for leased organizations.

Our comments will focus on two main issues; first, the narrow
issue of the concept of a safe harbor itself and how it would be im-
plemented; but secondly, Mr. Chairman, the more fundamental
problem with the current law: Who is a leased employee, which
gets us into the safe harbor to begin with?
The thrust of the new proposal seems to be that if a leasing orga-

nization meets a number of detailed criteria, the IRS will provide
it with some sort of special safe harbor. These criteria relate to

matters like employer contributions, vesting requirements, account-
ing matters, et cetera.

We believe that this safe harbor concept related to such criteria

places the Government in a position of giving a good housekeeping
seal of approval to certain companies. Make no mistakes: Even in

good faith, these companies will be able to take their safe harbors
to clients and warn those clients to do business only with such safe

harbor firms.

The leased employee laws will have grown from a well meaning
effort to protect workers into a broader Federal regulatory scheme
which, as experience shows in other areas, imposes unreasonable
startup burdens against new entrants, excessive costs for smaller
businesses, and is a bonanza to a selected although well-motivated
few.
The proponents of the safe harbor also make the judgment, Mr.

Chairman, that maximum benefits is the preferable tradeoff to rea-

sonable benefits plus a higher salary. Employers cannot manufac-
ture money. Such tradeoffs must be made; but the Government
should not create a safe harbor that tells some firms, because they
pay higher salaries and yet reasonable but not maximum benefits,

that somehow they lose tne safe haven.
We also see problems with administering such a safe harbor sys-

tem. The IRS would have to evaluate hundreds, maybe thousands
of leasing organizations. The IRS job of reviewing even simpler
pension plan requirements for nonleasing organizations is difficult
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enough. The IRS evaluations of safe harbor plans would have to be
on an ongoing basis since plans and procedures change. Assuming
the complexity and the paperwork burdens could be overcome, is

Congress really ready to fund the new IRS positions required to
audit and monitor these plans?
We believe, Mr. Chairman, that an effort to create a new safe

harbor really ignores the fundamental problems with the leased
employee laws, that is the unreasonable and arbitrary definition of
who is a leased employee.
Have you heard the term, Mr. Chairman, "outsourcing"? In

outsourcing situations a large employer fires entire departments of
low-level employees, has these employees hired by a new employer
and then subcontracts to the new employer to have the very same
work done. Because the outsourced work is performed under the di-

rection of the subcontractor in an adjacent rented building, the sub-
contractor is not a leasing organization and the workers are not
leased employees. The very type of worker supposed to be protected
by the leased employee laws escape protection.
The same thing for administrative and clerical people. These peo-

ple are sent to clients for up to a year and then transferred to an-
other client. Once again these are the type of workers supposed to

be protected by the leased employee laws, but they escape protec-
tion because they haven't performed work for one service recipient
for more than 1 year.
Who is caught up in the leased employee laws? In many cases

it is technical service firms like NACCB members, which histori-

cally have not been considered in the leasing business. Much like

a law firm would provide a team of legal specialists to a client in-

volved in an antitrust case for a year or two or three, technical
service firms provide computer and engineering professionals as
specialists to their clients. Unfortunately, we who pay people very,
very well are considered leasing organizations, and vet the kind of
situations I have described are not covered by the laws. What we
think is needed here, Mr. Chairman, is not a new safe harbor. We
need to exempt professionals from the leased employee laws and
cover the type of lower level workers I have described.

In closing, our suggested definition is in our written testimony.
It differs somewhat from last year's legislation, and we hope to

work with you to make sure that the proper workers are covered
and that the leased employee laws do not become the kind of im-
pediment they are to other firms. Thank you.

[The prepared statement follows:]
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TESTIMONY OF
NATIONAL ASSOCIATION OF COMPUTER CONSULTANT BUSINESSES

HARVEY J. SHULMAN, GENERAL COUNSEL
Before the

SUBCOMMITTEE ON SELECT REVENUE MEASURES
of the

HOUSE WAYS AND MEANS COMMITTEE
June 17,1993

Mr. Chairman, the National Association of Computer Consultant Businesses ("NACCB") opposes
the proposal to create a new safe harbor under which leased employees can be excluded from the pension

plans of service recipient organizations. We testified at your September 16, 1991 hearings on Pension

Simplification on the broader issue of "leased employees", and we are pleased to give you our views

today.

I. Description of NACCB

NACCB has about 150 member companies - which are technical services firms ~ with a toul

of over 500 offices throughout the United States. Our members provide highly-skilled computer and

engineering professionals to service recipient clients in need of technical support for special projects.

Project durations can typically last anywhere from several months to two or three years, and sometimes

they are broken down into separate phases. The professionals who work on these projects are either

employees of our member technical services firms or, in appropriate cases, subcontractors, and they often

earn $50,000 per year or more.

Our comments on the proposal for a new safe harbor will focus on two key issues: First, we will

address the narrow issue of the safe harbor itself, both as a conceptual matter and as it would be

implemented. Second, we will discuss the more fundamental problem with the current "leased employee"

law. We believe that these two issues are inextricably intertwined.

II. The Proposal for New Safe Harbor Will Only Further Complicate the Administration of the

"Leased Employee" Rules

NACCB believes diat the proposal for a new safe harbor, if adopted, would only further

complicate the administration of the "leased employee" rules.

The thrust of the new proposal is that if a "leasing organization" meets a large number of detailed

criteria for a safe harbor, then the IRS would "register" the "leasing organization". Assuming that the

new proposal is similar to a proposal advanced in 1991, among the criteria to be met are diose involving

employer contributions which equal limitations under Section 415(b) or (c) of the Internal Revenue Code;

satisfaction of vesting requirements under Section 416(b)(1)(B) of the Code; and accounting for certain

services that are not required to be taken into account by Section 41 1(a)(4)(D) of the Code. In addition,

the "leasing organization" would also be treated as the "sole employer" of a worker if it had the sole right

to hire, terminate and transfer the worker; if it directed, controlled and evaluated the manner and means

of the worker's performance; if it provided universal fringe benefits; and if it billed the service recipient

on a total fee basis rather than on a pass-through basis; etc.

We object to the fact that the concept of "registration" places the government in the position of

essentially giving a "Good Housekeeping Seal of Approval" to certain companies. Make no mistake:

these companies will then have every incentive to take their IRS registration certificates directly to service

recipient clients and, in a blatant manner to harm competitors, they may warn those clients to do business

only with "registered" firms in order to avoid potential pension plan problems. Most directly harmed

would be those "leasing organizations" which can qualify for registration, but which choose not to expend

the time or money to go through the registration process. The "leased employee" laws will have grown

from a well-meaning effort to protect workers into a whole new federal licensing scheme whicn - as

experience shows in other areas ~ imposes unreasonable start-up barriers against new entrants and

excessive costs upon smaller businesses.

Mr. Chairman, not only do we quarrel with the concept of "registration" - however well-

intentioned it might be ~ but we also see major problems with administering such a system. The

requirements for registration will not be self-enforcing. The IRS would have to evaluate each and every

"leasing organization" that filed for registration. Because of the potentially anti-competitive effects on

firms that choose not to register, perhaps hundreds if not thousands of firms would decide to register -

even if registration was not universal. We already know the problems faced by the IRS in applying the
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even simpler pension plan requirements to non-"leasing organizations', and we can only imagine the

added difficulty of applying the new and complex testing criteria of the proposed safe harbor to "leasing

organizations". Of course, IRS evaluations would have to be done on an ongoing basis since

organization's pension plans and operating procedures that affect registration can change from year-to-

year; there would then have to be procedures for "de-registering" organizations that no longer met the

criteria. Assuming the complexity of these tasks could be overcome, where is the IRS going to get the

personnel to perform these fiinaions? Is Congress ready to fiind such new positions?

For the above reasons, NACCB opposes die concept and implementation of a registration system

for "leasing organizations". Moreover, as we explain below, we believe that the concept of registration

takes reform of the "leased employee" laws in die opposite direction from the type of simplification that

is really required.

III. Appropriate Reform of The Leased Employee Laws Should Focus on the Re-Dermition of

"Leased Employee" Because the Existing Laws Lead to Unreasonable and Arbitrary Results

Mr. Chairman, NACCB believes that an effort to create a new safe harbor under the "leased

employee" laws ignores the more fundamental problems with those laws. We all know the genesis of

the "leased employee" laws: employers which fired their employees and then "leased" them back through

another company in order to avoid providing those employees with certain benefits. NACCB believes

that the employees in this type of situation are certainly "leased employees" and they should be treated

like employees of the service recipient for purposes of testing the service recipient's plans.

On die other hand, die "leased employee" laws go far beyond the situation which first generated

Section 414(n). Unfortunately, diese laws appear to be a mechanism by which Congress is attempting -

- in an indirect manner - to impose pension plan obligations upon certain types of employers which are

really not "leasing organizations", such as NACCB member firms. If Congress wants employers to

provide pension plans, it should apply this requirement to all employers - and it should tackle that issue

head-on and should not use an indirect approach. The present 'leased employee' laws, as we explain

below, lead to unreasonable and arbitrary results.

Have you heard of the term 'outsourcing', Mr. Chairman? Did you know diat in 'outsourcing"

situations large employers have fired entire departments of lower-level employees, have arranged to have

these former employees hired by a new employer, and then have subcontracted with the new employer

to have the very same work done? Because the "outsourced" work is performed under the direction of

the subcontractor and in an adjacent room or building rented by die subcontractor, die subcontractor is

not a "leasing organization" and the workers are not "leased employees". The very types of workers that

are supposed to be protected by the "leased employee' laws escape proteaion in this situation.

Let's also look at the situation involving administrative workers like secretaries, receptionists, data

entry workers, and other clerical workers. Do you realize that diese workers are often sent to one service

recipient client for up to a one year period and then are systematically transferred to another client? In

such situations, die transfers are easily effectuated and within days die workers adjust to die new client.

Yet diese workers - die very types of workers supposed to be protected by die "leased employee" laws -

- escape protection because they have not performed services for one service recipient organization for

more dian one year.

But who is "caught up" in die "leased employee" laws, Mr. Chairman? In too many cases, diose

firms entangled in these laws are technical services firms like NACCB members which are not — and

have not historically been considered to be — in the 'employee leasing' business. Technical services

firms do not exist because their service recipient clients want to avoid including workers in benefit plans;

technical services firms exist because die rapidly changing technology in the computer and engineering

industries typically means diat service recipient clients cannot possibly obtain from only dieir own in-

house employees die degree of technical expertise and specialization required. In such instances die

service recipient clients seek the services of technical services firms to locate and provide the services

of these 'outside" workers for such special project work. Much like a law firm might provide a team

of legal specialists to help a client with a major antitrust law problem - even though die client ah-eady

has an in-house general counsel - so too technical services firms like NACCB members provide technical

specialists to dieir clients.

Unfortunately, however, die present "leased employee' definition in the Internal Revenue Code
is so broad diat computer and engineering professionals paid by technical services firms, but who perform

on-site services for clients, are often alleged to be 'leased employees". The adverse consequences of this

conclusion are real and serious: at the end of one year of service, these professionals are removed from

projects by service recipient clients who do not want to take the risk that their own benefit plans might

be jeopardized by using such workers and who do not want to undertake the administrative and paperwork

burdens to prove otherwise. The service recipient clients thereby often fmd that their own projects are

delayed and over-budget because they must locate new "outside" workers to pick up where die removed
'outside" workers have left off.
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Although these results seem bizarre, Mr. Chairman, they regularly occur because of how the

Internal Revenue Code defines "leased employees". Ironically, relatively highly-paid, professional

workers - those least in need of federal proteaion - are the viaims of the "leased employee" laws.

NACCB believes that the only way to tackle to "over-inclusiveness" and "under-inclusiveness"

of the "leased employee" laws is net through the creation of new safe harbor, but through the re-

defmition of who is a "leased employee".

IV. The "Control" DeHnition of "Leased Employee" in 1992 Legislation Must Be Further Refined
If the Goals of Section 414(n) Are To Be Met in a Reasonable Manner

Mr. Chairman, last year both the House and the Senate proposed a new defmition of "leased

employee" that would replace the currently overbroad test in Section 414(n) — which inquires whether

work has been "historically performed" by employees - with a test of whether the services performed

are "under die control" or "under any significant direction or control" of the service recipient client.

NACCB appreciates the effort made by the Congress to move away from the clearly unacceptable

"historically performed" test. However, we believe that above terminology of the "control" test will be

virtually as broad and troublesome as the existing test.

A. General Problems With a "Control" Test

By way of background, under present law the IRS inquires whether the leased employees are

performing services that have been "historically performed by employees". To determine if services have

been "historically performed by employees", the IRS has asked whether "it was not unusual for services

of [the] type [at issue] to be performed by employees ...." Of course, to determine whether "it was not

unusual" for "employees" to perform such services, it is necessary to determine who is an "employee"
- and that requires application of the IRS 20-question common law employment test.

The common law employment test is, in reality, a form of "control" test. As the IRS Manual
states, "Under the common law test, a worker is an employee if the person for whom he works has the

right to direct and control him in the way he works both as to final results and as to the details of when,

where and how the work is to be done. . . . The factors or elements that show control are described below

in the following 20 items." IRM-Administration, Exhibit 5(10X)0-4.

Unfortunately, it is precisely diis same "control" test which has been long-criticized. The
following words have been used by respected government officials and in comprehensive government

studies to describe the "control" test: "complex", "open to broad and inconsistent interpretation",

"extremely difficult to apply", "extremely subjective and often inconsistently applied by the IRS",

"lack[ing] precision and predictability", "produc[ing] inappropriate results", and "not yield[ing] clear,

consistent or satisfactory answers".

There are several reasons why the "control" test has been thus criticized, some of the major

reasons being that:

• There are too many "control" factors to consider.

• Even on an individual basis, many of the factors are

too imprecise, subjective and unpredictable.

• Attempts to balance several "control" fectors to determine, on an overall basis, if there is

"control" are too difficult because:

- it is unclear how many factors must be present or absent to determine whether there

is "control", and

— it is unclear which factors must be present or absent to determine whether there is

"control" since each factor may have a different degree of importance in any particular

situation.

• In virtually every working relationship of any type, there is always some degree of "control"

over a worker by a recipient of services. Hence, there is an inherent problem in drawing a line

between how much "control" is too much "control".

• In view of the imprecise, subjeaive and inherently encompassing nature of the "control" test,

the IRS has historically applied it in an overly broad manner which results in a conclusion of

employment in the overwhelming number of situations. For example, according to the April

1991 issue of The Practical Accountant, in only 8% of the Private Letter Rulings issued by the

IRS between January 1, 1987 and March 31, 1988, did the IRS conclude that a worker was not
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an employee; for the period July 1, 1989 through September 30, 1990, only 75 Private Letter

Rulings were issued on the same issue, and in only one of these did the IRS conclude the

worker was not an employee.

Governmental leaders have repeatedly made these same points in the well-recognized Report of

the Comptroller General, GGD-77-88, entitled "Tax Treatment of Employees and Self-Employed Persons

by the Internal Revenue Service: Problems and Solutions", (November 1977); in Hearings on H.R. 3245

before Subcommittee on Selea Revenue Measures of House Ways & Means Committee, 96th Cong., 1st

1-ess., at pp. 5, 9; in a November 1990 House Government Operations Committee Report; in a March
1991 study released by the Treasury Department, entitled "Taxation of Technical Services Personnel:

Section 1706 of the Tax Reform Act of 1986"; and in virtually unanimous testimony from over 20
wimesses in a hearing entitled "Misclassification of Employees and Independent Contractors for Federal

Income Tax Purposes", before the Subcommittee of Selea Revenue Measures of the House Ways &
Means Committee, July 23, 1992.

B. Problems with a "Control" Test for "Leased Employees"

Unfortunately, we do not see a great deal of difference between the "control" tests adopted in last

year's "leased employee' legislation and the 20-question common law employment test which has been

so soundly criticized. What difference may exist is simply a matter of degree, rather than of kind, and

the degree is quite small, as we now explain.

We have already identified the problems with the "control" test in the employment tax area.

Addressing these problems one-by-one, it becomes clear that the "control" test for "leased employees"

does little to solve them.

As to the number of factors that must be considered to determine if there is "control" by the

service recipient, we appreciate the fact that last year Congress attempted in legislative history to identify

particular factors that were relevant under last year's legislation. However, the staffs explanation

explicitly does not restrict a determination of "control" to only the identified relevant factors; rather,

according to the explanation, the taxpayer's "facts and circumstances" must be considered, and factors

that are relevant are said to "include" the identified faaors. It could well be that there are 10 relevant

factors, or 15, or even 20 or more - a possibility that confronts the taxpayer with too many factors to

consider, which is a major problem with the employment tax "control" test.

Our concern about the need to consider too many factors is not eliminated by the legislative

history's identification of certain common law employment "control" factors that are dqi relevant to the

"control" test which would be applied to "leased employees." In fact, the deletion of these factors -
which would otherwise tend to show that the service recipient does nal exercise "control" - only further

confuses the issue of how to decide what other factors are relevant or irrelevant.

As to the faa that many of the "control" factors are too imprecise, subjective and unpredictable,

again we see very little difference between the "control" test for "leased employees" and the common law

employment "control" test. For example, in IRS employment tax audits, major controversies have arisen

over whether it constitutes "instructions about when, where and how to perform services" if a firm

instructs a worker that he or she can begin a project by one date and must fmish it by a second date.

Taxpayers take the reasonable position that such instructions hardly amount to "control" over work hours,

whereas the IRS often takes the opposite view. Likewise, taxpayers and the IRS typically disagree over

what degree of involvement by a service recipient amounts to "supervision" over a worker. Disputes

even arise over whether a service recipient is "controlling" the order or sequence in which a projea must

be completed where the services being performed are during only one stage of a multi-stage projea -
such as building constxuaion - and it is obvious that certain stages must be completed before others can

begin. Yet, even though substantial disputes exists over these factors ~ because they are too imprecise,

subjective and unpredictable - these same factors have been identified as relevant to a determination of

"control" under the "leased employee' test.

As to the issue of the difficulty in balancing several factors to determine, on an overall basis, if

there is "control", again we see little difference between the tests under the 'leased employee" legislation

and the common law employment "control" test. It is seldom that all of the relevant factors which point

towards "control" will be present. Major problems will exist regarding the weight to be given to each

factor, as well as how to balance the existence of some relevant factors against the non-existence of other

relevant factors. This has clearly been the experience in the common law employment "control" test, and

there is no reason why it would be much different under either of these bills.

As to the concern that there is always inherently some "control" by a service recipient over a

worker, this problem is not solved in the least by last year's 'leased employee" legislation. By implicitly

focusing on the existence of actual 'control" and identifying certain relevant factors - such as

"supervision" by the service recipient - these bills have failed to recognize a point made by one of

America's great jurists, Judge Learned Hand, several decades ago. In discussing an IRS claim that a
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taxpayer's "control" over certain workers meant that the workers were the taxpayer's employees, Judge

Hand stated:

In the case at bar the plaintiff did intervene to some degree; but so does

a general building contractor intervene in the work of his subcontraaors.

He decides how much the different parts of the work must be timed, and

how they shall be fitted together; if he finds it desirable to cut out this or

that from the specification, he does so. Some such supervision in inherent

in anv ioint undertaking , and does not make the contributing contractors

employees.

Radio City Music Hall Corp. v U.S. . 135 F.2d 715, 718 (2d Cir. 1943)

(emphasis added).

Precisely because of the above concerns, as is the case with the common law employment

"control" test, the problem remains that the IRS can engage in an overly broad interpretation of the

definitions in last year's legislation. Indeed, there is no sound basis for any confidence that the IRS

will draw reasonably clear lines which would exclude from the new definition of "leased employees"

more than a tiny fraction of workers who are likely to be designated as "leased employees" under the

currently "historically performed by employees" test in Section 414(n). In short, if Congress truly

believes that the present test is too broad and over-inclusive, so few workers will be affected by last

year's "leased employee" definitions that that legislation cannot be called "reform" legislation.

Finally, there is a new problem here which does not exist with the common law employment

"control" test. As we will explain, rather than represent pension "simplification", we believe that it is

likely that last year's legislation would only introduce "complication" to die "leased employee" issue.

What we mean is Uiat by virtue of its overbreadth, the "historically performed by employees" test in

the current law is actually relatively simple to apply once it is understood that the IRS will almost

always conclude that a worker is a "leased employee". In contrast, by introducing a new degree of

"control" that is different from the existing degree of "control" which classifies a worker as a

common law employee, the "leased employee" legislation from last year only further complicate

matters. More specifically, if either of these bills is adopted, there will really be three degrees of

"control" that are relevant to the analysis of every worker's status:

• If there is some "higher" degree of "control" by a service recipient, then a worker will be

considered to be the common law employee of the service recipient.

• If there is some "mid-level" degree of "control" by a service recipient - but less than the

degree of "control" which would classify the service recipient as a common law employer -then the

worker will be considered to be the "leased employee" of the service recipient.

• If there is no "control" or only a "minimal" degree of "control" in the service recipient,

then the worker is neither a "leased employee" nor a common law employee of the service recipient.

In addition, in all three situations there will still remain the separate question of whether or

not there is enough "control" by the firm which provides the worker to the service recipient so that

such firm is the common law employer of the worker. However, in answering this separate question

of "control" in the employment tax context, taxpayers will have to consider some, but not all, of the

very same factors that are relevant to the determination of "control" in the "leased employee" context.

In conclusion, we believe that die "control" definition of "leased employee" in last year's

definition will not solve - and may further exacerbate - the problems with the existing "historically

performed by employees" language in Section 414(n). As with the common law employment tax

'control" test, taxpayers wall have too many relevant factors to consider; they will be uncertain about

how to interpret several vague factors; they will not be clear about how to weigh each factor and how

to balance the different factors together; they will have to consider factors which inherently include

elements of "control" in most any situation; diey will be left with a test which is likely to lead the IRS

to engage in an overly broad interpretation of who is a "leased employee"; and diey will be faced

with the confusing task of distinguishing between two different concepts of "control" which have a

substantial overlap of relevant factors. This is not simplification.

C. Possible Reforms of the "Control" Test

NACCB believes that if Congress wants to use some form of a "control" test, it would be

most appropriate to use the "control" test in last session's bill H.R. 2641, which differs in a

significant respect from the "control" tests that passed the House and the Senate last year. Rather

than focusing on the broad concept of "control" with its numerous component factors, the H.R. 2641

"control" test classifies a worker as a "leased employee" if "the [service] recipient exercises primary

control over the manner in which such services are performed." We believe that this "manner of



117

control" test - along with an exclusion for "professionals," as discussed below - is far more
preferable to the much broader "control" tests in the other bills for a number of reasons.

First, the H.R. 2641 test focuses on only one aspea of "control", i.e., control over "the

manner in which such services are performed." Although the "manner" of performing services nught

be described by a further reference to some other factors, it Is clear that such other factors would be

fewer in number and more narrow in scope than the factors that otherwise determine the existence of

"control" as defined other legislation. For example, we do not believe that the "manner in which

services are performed" would include consideration of directions as to the result that must be

obtained by the performance of the services, or even of general instructions by the service recipient as

to when and where the services should be performed; nor would a requirement that the services be

performed by a particular worker amount to "control over the manner in which the services are

performed". In contrast, where a service recipient provides detailed directions and instructions on the

steps and methods to be used to achieve a stated result, this might constitute "control over the manner
in which the services are performed."

Second, because fewer and more narrow factors would be considered in determining "control

over the manner in which the services are performed", there would be less vagueness in this lest. A
line between the existence or non-existence of this type of "control" could be more easily drawn by

taxpayers who would be better able to weigh the existence and non-existence of each individual

relevant factor, and then arrive at an overall determination of whether such "control" exists.

Third, we believe that the H.R. 2641 test comes closest to covering the type of workers about

whom Congress was most concerned when it initially adopted Section 414(n): typical support staff

employees - like clerical workers, receptionists, and licensed practical nurses in doctors' offices —
who perform routine support services in a "manner" that is directed and controlled by service

recipients. Other types of workers whose manner of performing services is not controlled by a

service recipient - including high-level computer systems analysts and programmers who exercise a

substantial amount of discretion and independent judgment in how to perform their services - were
never intended to be covered by Section 414(n) and would not be covered under the test in H.R.
2641.

Although we believe that H.R. 2641 offers the most predictable and reasoned definition of

"leased employee", we also believe that some further refinements should be made in the statutory

langu^e in this bill so that the potential problems associated with any form of "contror test can be

minimized.

In particular, we urge that the phrase 'the recipient exercises primary control over the manner
in which such services are performed" should be changed to read "the recipient primarily provides

detailed direaions and instructions as to the manner in which the services are to be performed." This

change would accomplish two major benefits:

• It would remove the word "control" and instead focus on "directions and instructions" -
and thus hopefully remove most of the critical "baggage" from the employment tax area that is

associated with the word "contror.

• It would focus only on "detailed" directions and instructions as to the manner in which the

services are to be performed - and thus preempt any argument that 'general' instructions and

directions might suggest that the worker is a "teased employee". We appreciate that there may be

some dispute over what is "general" versus 'detailed', but at least the statutory language will serve to

narrow the degree of the dispute.

We also urge that if H.R. 2641 is used, it should be amended to specifically exclude

"professionals" from the definition of 'leased employee'. This exclusion would accomplish two
major goals:

• It would establish for some types of work a 'bright line' between covered and non-covered

workers. In particular, it seems that die emphasis in last session's version of H.R. 2641 is to cover

only those workers for whom the service recipient controls the 'manner' in which the work is

performed. This type of worker is on the opposite end of the spectrum fi^om a worker who typically

exercises significant discretion and independent judgment in performing his or her work. The latter

type of worker is epitomized by the 'professional'. Rather than requiring a painstaking application of

the "manner" test to every type of occupation, it is appropriate to create an explicit exclusion for

'professional' workers.
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• The inclusion of a "professional" exemption would also allow Congress to specify which

types of workers would be considered "professionals" for purposes of this law. The IRS could be

given authority to add other classes of "professionals". There is clear precedent for this type of

exemption in other laws. For example, the Fair Labor Standards Act includes a "professional"

exemption from the overtime laws, and the Department of Labor has defmed the term

"professional."-'

With the above changes, a new H.R. 2641 would read as follows:

"(C) the recipient primarily provides detailed direaions

and instructions as to the manner in which the services

are to be performed, provided however that professional

workers (as defmed by the Secretary) shall not be

included within this definition.

"

D. Examples of the Presence and Absence of "Detailed Directions and Instructions

As to Manner" in Which Services Are Performed

Even with a shorter, more predictable definition of "leased employee". Congress must provide

clear illustrations of who is not a "leased employee" and who is. This will assist the IRS - and

ultimately the courts - in assuring implementation of Congressional intent as to the breadth of any

new definition.

We appreciate that last year's legislative history has done diis in a limited respect. Certainly

secretaries and similar support staff would be considered "leased employees" because, typically,

service recipients which utilize temporary secretarial help often require a secretary to greet visitors in

a certain manner, to take telephone messages in a certain way, to type documents in a certain format,

and to file documents in a certain order. These are "detailed direaions and instruaions as to the

manner in which the services are to be performed."^

On the odier hand, where a service recipient uses "outside" computer programmers, systems

analysts, and other similarly skilled workers to provide their services on a particular computer projea

or to meet requirements that are not being met by a service recipient's own "in-house" employees,

these "outside" professionals should generally qqi be considered "leased employees" regardless of

whether they are employees of an "outside" technical services firm or are independent contractors

who have contracted through an intermediary "broker". In these typical situations the service

recipient would not primarily provide detailed directions and instructions as to the manner in which

the services are to be performed. Rather, the manner in which the work is done is usually established

by the worker using his or her own discretion and judgment — albeit under a timetable and in stages

set by the service recipient according to well-accepted quality assurance procedures and techniques in

the industry. Also the workers would be considered exempt "professionals".

rv. Conclusion

NACCB believes that a safe harbor of the type proposed for "leasing organizations" which

"register" with the IRS is an inappropriate solution to the current problems widi Section 414(n).

Instead, Congress should re-defme the term 'leased employee* so that Section 414(n) applies only to

the truly abusive situations which require governmental intervention.

- Where die Department of Labor has interpreted that term too narrowly. Congress has

intervened. See, e.g., P.L. 101-583, where Congress directed die Department to include computer

systems analysts, computer programmers, software engineers and similarly skilled workers as

- The legislative history also referred to "nurses" as a class of "leased employee. " We note thai

there are very different types of nurses working in very different types of situations and not every

nurse would appear to be a "leased employee."
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Chairman Rangel. Thank you, Mr. Shulman. The Chair would
like to turn the gavel over to Mr. Hoagland.
Mr. Hoagland [presiding]. Thank you, Mr. Shulman, for your

testimony. Do any members of the committee have questions of any
of the panelists?
Mr. Jacobs. Yes, I do.

Mr. Hoagland. Mr. Jacobs.
Mr. Jacobs. I wanted to say to the Chief Justice that I had occa-

sion to call some officials recently about this problem of State
judges and the disparity between the treatment of State judges and
Federal judges. I inquired that if the subcommittee and if the com-
mittee should deny the relief to the State judges, would the com-
mittee be understood in looking to the same denial or that as ex-
tending the same nondiscrimination rules to Federal judges, and I

was told that there already is a nondiscrimination rule applied to

Federal judges.
Now, I am always willing to learn, of course, but what I learned

was that the staff member who said that, said it from ignorance.
He did not understand what senior status is. I should hasten to

add that in the case of senior status, which essentially is retire-

ment, I know that judges. Federal judges with senior status, if they
get bored with gardening or something can come downtown and
hear cases and all that, but essentially to the naked eye, senior sta-

tus is retirement. It is unique, I think, in our government appara-
tus throughout our society in that no contribution by the individual
has ever been made for retirement benefits, so there really, I think,
is a difference, and I like the point that you made that all employ-
ees are, in fact, treated similarly because in this situation all em-
ployees are judges. That is the category, so I, for one, and I suspect
many other members of this subcommittee sympathize with the
proposition you have made, sir, and your brilliance obviously has
made up for the long years we hope you continue to serve in your
lofty capacity.

Thank you, Mr. Chairman.
Mr. Hoagland. Mr. Camp.
Mr. Camp. Thank you, Mr. Chairman. I just wanted to join my

colleague, Mr. Brewster, in welcoming Charlie McClendon to the
committee. I am a cosponsor of H.R. 1981 and believe that it is

meritorious and deserving of our attention. Thank you.
Mr. Hoagland. Mr. Cardin,
Mr. Cardin. Thank you. Mr. Shulman, I appreciate your testi-

mony. The leased employee rules are obviously very complicated
and nave caused problems for many different industries. If I under-
stand your testimony, you acknowledge a problem within the
leased employee rules, but would prefer to use an exemption to

deal with it. That, I think, could create additional problems and I

am wondering, Mr. Selter, if you would just respond to the point
that Mr. Shulman made.
Mr. Selter. Thank you, sir. First of all, under an employee leas-

ing proposal under the safe harbor, all rank and file, regardless of
age, without discrimination and so forth, are included in the plan,

and the plan has to be equal to the recipient's plan because it is

a maximum 415 plan, which is the most money you can put away
for any employee under ERISA. It will be automatically comparable
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to any of the clients or the recipients plan. Second, the recipient
cannot have a better plan than a maximum 415, nor can the vest-
ing schedule be any better than this particular plan.

Second, and I think probably most importantly, under the em-
ployee proposal that we are making for safe harbor, all of the em-
ployees in a leasing organization will have complete undisputed
portability. If they go from client 1 to client 2 to client 3 under the

f>roposal we have set forth they are still employees of the employee
easing company and would not lose their seniority and would not
lose their benefits, and to me that is a very, very key area, both
not only in pension plans, which we know is important, but in

health care, disability, and so forth.

Mr. Cardin. Thank you, Mr. Selter. Thank you, Mr. Chairman.
Mr. HOAGLAND. Any other questions from the members? Seeing

none, thank you, gentlemen, for your participation today. We will

now invite panel two to take their places at the witness table. I

would like to welcome to the committee John Heilman with the
Disabled American Veterans, James Magill with the Veterans of
Foreign Wars, Vester Hughes with the firm in Dallas, Hughes &
Luce, Donald Houck for the National Association of Water Cos.,
and Herbert Schmidt with the Robert Mondavi Winery.
Gentlemen, I would ask each of you if you could keep your state-

ments to 3 minutes. I think we need to ask to keep your oral com-
ments to 3 minutes. We have five panels altogether to try to finish

up today, and, of course, we will accept anything else that you
want to submit in the record basically, and the more plain you can
be in your explanation of these complex tax matters, the better.

Mr. Heilman, would you begin please.

STATEMENT OF JOHN F. HEILMAN, NATIONAL LEGISLATIVE
DIRECTOR, DISABLED AMERICAN VETERANS

Mr. Heilman. Yes, sir, Mr. Chairman, thank you. I am here in

support of H.R. 786, the bill which was introduced by Chairman
Montgomery on which he testified earlier. In brief, a 1992 IRS
opinion, which was in response to a question from the VA regard-
ing the tax-exempt status of VA home loan guarantee debt waivers,
put in jeopardy the long historic tax-exempt status of VA benefits

and services. Our country has never taxed veterans benefits and
services throughout its entire history, and this IRS opinion in 1992
put that into question.
Immediate discussions at that time with the Department of the

Treasury resulted in them backing off somewhat and producing an
official policy that did concede that debt waivers were not taxable,

disability payments were not taxable, and in-kind services were not
taxable. Yet Treasury said at that time that they intended to con-

duct a further review of all the VA benefit programs in terms of

determining what the tax-exempt status was. Well, frankly, Mr.
Chairman, that was not satisfactory to us, and as you are well

aware, the statutory clarification of the tax-exempt status of these
benefits was placed in H.R. 11 last year, approved by the Congress
and unfortunately was vetoed by President Bush for reasons cer-

tainly not related to that provision. So we are simply seeking ap-

proval of this legislation that would clear up the confusion and con-

cern that now confronts our Nation's disabled veterans and their
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families, that their benefits continue to be tax exempt as they al-
ways have.
This measure has the support of the administration and has no

revenue impact whatsoever, and we certainly urge your favorable
consideration. Thank you.
Mr. HOAGLAND. Thank you, Mr. Heilman.
[The prepared statement follows:]
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STATEMENT OF
JOHN F. HEILMAN

NATIONAL LEGISLATIVE DIRECTOR
DISABLED AMERICAN VETERANS

TO THE
SUBCOMMITTEE ON SELECT REVENUE MEASURES

OF THE
COMMITTEE ON WAYS AND MEANS

U.S. HOUSE OF REPRESENTATIVES
JUNE 17, 1993

MR. CHAIRMAN AND MEMBERS OF THE SUBCOMMITTEE:

Mr. Chairman, my name is John F. Heilman, and I am the
National Legislative Director of the Disabled American Veterans
(DAV). I am appearing before you today on behalf of the 1.2
million members of the DAV to express our strong support for
H.R. 786, introduced by Congressman Montgomery on February 3,
1993. I would like to express our gratitude to Congressmen
Gibbons and Montgomery for ensuring that this vitally important
legislation was included in today's hearing.

H.R. 786 would reaffirm the long-standing tax policy that
veterans' benefits are fully exempt from taxation. In
recognition of the great sacrifices made by the nation's million
of veterans, the tax exemption for veterans' benefits has long
enjoyed broad, bipartisan support in both houses of Congress.
The exemption is explicitly provided by relevant provisions of
the Internal Revenue Code (the "Code") and Title 38 of the
United States Code. Moreover, the Internal Revenue Service
(IRS), in its general publications and in those dealing
specifically with veterans' benefits, has repeatedly stated that
such benefits are excludable from income.

Despite this, a letter of February 27, 1992 from an
official of the IRS to the General Counsel of the Department of
Veterans Affairs (VA) concluded that Section 134 of the Code
required veterans to include certain VA home mortgage debt
waivers in income. A July 2, 1992 Treasury Department letter to
the Executive Director of the DAV corrected this interpretation,
noting that such benefits were in fact exempt from tax under the
Code. The letter stated further that disability-related
payments, including all cost-of-living adjustments that have
been made since 1986, and all in-kind payments provided by the
VA as of September 9, 1986, were also exempt from tax.

Recognizing that the February, 1992 letter cast a
continuing cloud over the tax treatment of benefits provided to
our nation's veterans. Congress placed in H.R. 11, the Revenue
Act of 1992, a provision (Section 7103) clarifying that all
veterans' benefits administered by the Secretary of Veterans
Affairs were exempt from tax, effective for years beginning
after December 31, 1984. The provision was scored as being
revenue neutral, as it simply reaffirmed the long-standing tax
treatment of veterans' benefits. Unfortunately, President Bush
vetoed the Revenue Act of 1992 for reasons unrelated to this
much needed reaffirmation.

Congressman Montgomery, along with Congressmen Stump,
Evans, Rowland, Slattery, Sangmeister, and Bishop, introduced
H.R. 786 in the 103rd Congress to put an end to the uncertainty
surrounding the taxation of veterans' benefits. The language of
the bill is identical to the provision included in the
Conference Report on the Revenue Act of 1992.

While H.R. 786 has no revenue impact, its enactment will
impact the lives of veterans by putting this question to rest
for good. The Treasury Department supports this clarification.
On behalf of America's millions of veterans, I urge you to
reaffirm the long-standing tax treatment of veterans' benefits
by enacting H.R. 786 at the earliest possible opportunity.

I thank you for the opportunity to appear before you today,
and I will be glad to answer any questions.
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Mr. HOAGLAhfD. Mr. Magill.

STATEMENT OF JAMES N. MAGILL, DIRECTOR, NATIONAL
LEGISLATIVE SERVICE, VETERANS OF FOREIGN WARS OF
THE UNITED STATES
Mr. Magill. Thank you. On behalf of the members of the Veter-

ans of Foreign Wars, I again wish to thank you for allowing us to
appear before this subcommittee in support of H.R. 786. Inasmuch
as Mr. Heilman has given you a history of this bill, I, too, will be
extremely brief in my oral remarks. The same provision being con-
sidered here today, as you know, was contained in H.R. 11, the
Revenue Act of 1992. This bill, again, passed both Houses of Con-
gress only to be vetoed by the President.
As was the case last year, H.R. 786, in our opinion, is non-

controversial and is revenue neutral. Furthermore, it is our convic-
tion that it has never been the intent of Congress to tax the hard-
earned benefits earned by our Nation's veterans. We believe that
taxing veterans' benefits is a bad policy and is contrary to conces-
sional intent. We ask that you report this bill to the full committee
and then send it to the full House. This concludes my statement.
I will be happy to answer any questions you may have.

[The prepared statement follows:]
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VETERANS OF FOREIGN WARS OF THE UNITED STATEl

OFFICE OF THE DIRECTOR

STATEMENT OF

JAMES N. MAGILL, DIRECTOR
NATIONAL LEGISLATIVE SERVICE

VETERANS OF FOREIGN WARS OF THE UNITED STATES

BEFORE THE

SUBCOMMITTEE ON SELECT REVENUE MEASURES
COMMITTEE ON WAYS AND MEANS

UNITED STATES HOUSE OF REPRESENTATIVES

WITH RESPECT TO

H.R. 786

WASHINGTON, D.C. JUNE 17, 1993

MR. CHAIRMAN AND MEMBERS OF THE SUBCOMMITTEE:

On behalf of the 2.2 million men and women of the Veterans of Foreign Wars of

the United States, I wish to thank you for allowing us to appear before this distinguished

subcommittee to testify in support of H.R. 786, a bill introduced by the Honorable G. V.

"Sonny" Montgomery that would exempt veterans benefits administered by the

Department of Veterans Affairs from taxation.

Mr. Chairman, in 1991 the General Counsel of the Department of Veterans Affairs

requested from the Internal Revenue Service an opinion as to whether a veteran realizes

taxable income when VA waives its right to collect a debt owed by the veteran under the

VA's home loan guaranty program. Specifically, VA needed to know whether the IRS

considers waiver of a VA debt a veteran benefit. In a February 27, 1992, letter of

response to VA, the IRS acknowledged that a waiver of a VA debt was indeed a "veteran
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benefit". However, the IRS also found that Section 134 (b) (1) of the IRS code stated that

"Military Benefits" continued to be tax exempt after September 9, 1986, the date of

enactment of the 1986 Tax Reform Act. Confusion arose as to whether "Veteran

Benefits" and "Military Benefits" were synonymous. The two terms historically have not

been interchangeable. Therefore, while military benefits such as pay and allowances, etc,

that were provided by DoD were tax exempt, the tax exempt status of certam veteran

benefits provided after 1986 were in question. While the IRS letter directly addresses

only housing benefits, its reasoning could extend to tax many other benefits provided to

veterans, such as cost-of-living adjustments.

Mr. Chairman, the same provision being considered here today was contained in

H.R. 1 1, the "Revenue Act of 1992". As you know, this bill passed both Houses of

Congress only to be vetoed by the president. As was the case last year, H.R. 786 is non-

controversial in nature and is revenue neutral. Furthermore, it is our firm conviction that

it has never been the intent of congress to tax the hard earned benefits a gratefiil nation

has bestowed on her defenders.

Mr. Chairman, we believe that taxing veterans benefits is bad policy and is

contrary to congressional intent. We ask that you report out and send to the fiJl House,

H.R. 786. We conunend Mr. Montgomery for introducing this legislation and we

commend you, Mr. Chairman, for holding this hearing on such an important piece of

legislation.

This concludes my statement. I will be happy to answer any questions you may

have.
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Mr. HOAGLAND. Mr. Hughes.

STATEMENT OF VESTER T. HUGHES, JR., PARTNER, HUGHES &
LUCE, DALLAS, TEX.

Mr. Hughes. Congress has long recognized that it is in the pub-
lic interest to encourage employee ownership of the corporations for

which the employees work. This policy took root back in 1938 with
deductions allowed for pension plans, and then it was expanded ul-

timately through stock bonus plans, and finally employee stock
ownership plans. The general format of this plan, of course, has
been the deductibility of contributions by the employer company
and the taxation of distributions when ultimately made to the em-
ployees.

Unfortxmately, while employee ownership has been encouraged
in this form in the income tax law, there has never been a com-
parable tax provision in the estate tax law. Although many estate
tax provisions allowing deductions for an estate—such as for execu-
tors fees and the cost of operating the estate—are comparable to

the income tax deductions. There are no such comparable deduc-
tions allowed for a bequest of nonpublicly-traded stock to an ESOP.

H.R. 1807 attempts to rectify this problem in certain limited cir-

cumstances. The immediate stimulus for H.R. 1807 was the wishes
of Charles A. Sammons who desired to transfer the significant own-
ership of a company called Sammons Enterprises to an ESOP for

the benefit of his employees. A provision of this kind was consid-
ered by Congress, and passed by the Senate back in 1984, but was
not enacted into law. The object of the legislation is to have a
transfer fi^om a charitable remainder trust to an ESOP at the ter-

mination of the charitable remainder trust be a proper tax distribu-

tion for a charitable remainder trust.

There are some 3,300 employees of this company; 2,700 of them
are eligible for the ESOP, and they are scattered throughout the
United States. There are many protections that are built into the
bill, including the prohibition of allocations of transferred stock by
the ESOP to family members of the decedent and a limitation of
annual allocations to employees. I think part of the reason the Sen-
ate did not become law in 1984 may have been the absence of these
protections. Moreover, this bill cannot be used for the benefit of
substantial owners of the company. Rather, it is for employee own-
ership—^those who help make the company function.

We believe this is in accordance with congressional policy in the
income tax area and is appropriate for the estate tax area. I would
like to file the formal presentation that has been made and would
be happy to try to answer any questions that the subcommittee
may have with respect to H.R. 1807.
Mr. HoAGLAND. Without objection, it is so ordered.
Mr. Hughes. Thank you.
[The prepared statement follows:]
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STATEMENT OF VESTER T. HUGHES, JR
HUGHES & LUCE, DALLAS, TEX.

I. Background of the Problem .

Congress has long recognized that employee stock
ownership should be encouraged. As early as 1938, Congress
allowed a deduction for contributions to a trust to pay
employee pensions. Congress later made clear that employer
securities were proper investments for profit-sharing and
pension plans, and added stock bonus plans to the list of
tax-qualified retirement plans. Ultimately, the employee
stock ownership plan or *ESOP" evolved. Congress wisely
provided that the employer receives an income tax deduction
for contributions to such plans and that the employee is not
currently taxed either on the value of such contributions or
on any increase in value until the plan actually makes
distributions to the employee.

Unfortunately, the estate tax treatment of contributions
to an ESOP has not been made consistent with the income tax
treatment described above. Individuals who bequeath employer
securities to ESOPs suffer adverse estate tax consequences
because no estate tax deduction is available for such
contributions.

Our proposal, which constitutes only a partial remedy of
this inconsistency, is a generic one. However, it is prompted
by the case of an individual who wanted to leave the bulk of
his estate for the ultimate benefit of his employees. Mr.
Charles A. Sammons wanted to leave stock of Sammons
Enterprises, Inc. to an ESOP which currently has over 2,700
employees-participants. Mr. Sammons* desire is particularly
commendable in that none of these employees are related to Mr.
Sammons. Moreover, aaxi& of these employees own (other than
through their participation in the ESOP) any stock of Sammons
Enterprises, Inc. Thus, the direct beneficiary of Mr.
Sammons' generosity is an ESOP in the classical sense. It is
clear that Mr. Sammons' intent was to benefit only his
employees.

However, because contributions to an ESOP are not
deductible for federal estate tax purposes, Mr. Sammons left
this stock to a trust. Under that trust, the stock will pass
to the ESOP and/or to various named charities upon termination
of a life estate. The trust provides that no stock may pass
to the ESOP if such ESOP is not a permissible beneficiary of a

charitable remainder trust at the time of the distribution.

As the law currently stands, and if it is not changed,
the trust will be forced to distribute the stock to the
various named charities because ESOPs are not currently
permissible beneficiaries of charitable remainder trusts.
H.R. 1807, however, would remedy this and allow Mr. Sammons'
desired purposes in creating the trust to be fulfilled.

Furthermore, although it is true that H.R. 1807 is
prompted by the Sammons situation, I believe that this
provision would appeal to, and could promote employee
ownership of, a number of closely-held companies. I have
contacted a number of ESOP practitioners around the country
and have been assured that they and their estate planners will
make their clients aware of this opportunity if the
legislation is enacted. Moreover, I am told that a Michigan
industrial supply company and a Texas country club management
company are actively considering using it, if enacted, and
that several other companies have more than a casual interest
in its passage.

II. Previous Attempts at Solution.

In 1984, the Senate adopted a provision, somewhat similar
to H.R. 1807, which would have allowed a charitable deduction
for the bequest of employer securities to an ESOP. There were

74-512 0-94-6



128

problems with the Senate bill, in that it had no provision
prohibiting the use of the ESOP as an estate planning vehicle
for transferring stock to descendants of the company's owners
and, in addition, could have caused employee-beneficiaries of
the ESOP to become "instant millionaires." These problems
have been solved in H.R. 1807 by its exclusion of family
members and its annual limitation on allocations.
Nonetheless, the Senate bill is illuminating, and indicates a
long-term interest in estate transfers to ESOPs. A copy of
the 1984 statutory language and the Senate Finance Committee
report is attached hereto as Exhibit A for your convenience.

III. Solution (H.R. 1807> .

On April 22, 1993, Congressman Andrews introduced a bill
(H.R. 1807) that would make employee stock ownership plans
permissible beneficiaries of charitable remainder trusts in
certain limited circumstances. Under H.R. 1807, the
securities must be left by a decedent to a charitable
remainder trust, which then might be used to pass the
securities to an ESOP. Once distributed to the ESOP, no
allocation of such securities can be made to participants who
are related to the donor or who own more than 5% of the stock
of the issuing corporation. As a result, the proposed
legislation cannot be manipulated to move assets to family
members or significant shareholders. Nor could it become a
tool for the financiers of Wall Street.

The Joint Committee on Taxation has determined that the
effect of a predecessor to H.R. 1807 (H.R. 3485, as introduced
by Congressman Andrews on October 3, 1991 in the 102nd
Congress) would be to "reduce fiscal year Federal budget
receipts by less than $1 million annually." A copy of the
Joint Committee's letter to Congressman Andrews is attached
hereto as Exhibit B. Thus, under the Joint Committee's
evaluation, only a da minimis revenue effect would result.
Furthermore, a strong case can be made that the effect of H.R.
1807 would be revenue positive.

It is very unlikely that taxpayers will establish a

charitable trust to benefit an ESOP unless they, like Mr.
Sammons, would otherwise leave such assets to charities, but
such situations are not all that uncommon. In my practice, I

have seen several among my clients, and more outside my own
practice, who would like, or would have liked, to make an
estate transfer to an ESOP but instead opted for a charitable
donation due to the absence of legislation like H.R. 1807.
Thus, H.R. 1807 will keep assets in the taxable sector that
would otherwise move to the tax-exempt sector. As you know,
the value of assets donated to charities leaves the tax
revenue stream. In contrast, the value of assets which pass
to an ESOP will ultimately be subject to taxation when the
assets are distributed to the employees. In any event, any
negligible revenue effects of this bill are well worth the
added employee ownership that H.R. 1807 makes possible.

It is important to keep in mind that H.R. 1807 will make
no tax difference in the Sammons' situation. Mr. Sammons'
stock will go to charities if it does not go to the ESOP.
However, those associated with Mr. Sammons obviously want to
carry out his wishes. Sammons Enterprises, Inc. has over
2,700 ESOP participants who are located in 28 states. See
Exhibit C, attached hereto, for a list of those states and the
number of such employees located in each state. These
employees obviously would like to see Mr. Sammons' stock pass
to the ESOP.

In conclusion, when a taxpayer chooses to leave stock to
his employees, the philosophy of an estate tax deduction is
supported strongly by the same philosophy that lies behind the
income tax deduction — that employee ownership is a good
thing. Thus, H.R. 1807 accords with the basic purposes of
ESOPs and presents an opportunity for sound legislative policy.
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Mr. HOAGLAND. Thank you, Mr. Hughes. Let me explain the un-
fortunate logistics. We have been notified of a quorum call followed
by a 5-minute vote, so I think we will have no alternative but to

suspend for 10 minutes or so or 15 while we go do those two things.

In the meantime, I wonder if we might take questions, any ques-
tions of Mr. Magill and Mr. Heilman right now on the veterans bill,

the vetersms procedural changes that they are arguing for so that
we could at least let the two of them go back to their offices before

we have to take a break, and I do have one question here of both
of you, and that is the bill H.R. 786 would exclude from income any
allowance or benefit administered by the Secretary of Veterans Af-

fairs.

Now, last year the Treasury Department stated in a letter that
general veterans benefits are excludable from income. Now, as I

understand it, H.R. 786 goes beyond the position taken by Treas-
ury, and I am wondering what your reasons are for requesting that
broader relief

Mr. Heilman. Mr. Chairman, I think you are referring to the
July 1992 letter by Treasury where they backed off, as I indicated,

from their initial assessment that debt waivers were taxable. In

that letter they conceded that debt waivers were not taxable, that
disability payments were not taxable, and that in-kind services pre-

sumably something like VA medical care were not taxable, but they
did indicate in that letter that they were going to conduct a review
to determine, to look at all the VA benefits and services other than
the three that they mention in their letter and decide just what
was or wasn't taxable. That left in question educational benefits,

for example, death benefits, for example, and as I have indicated,

these benefits have never in our 200-plus year history been subject

to taxation, so we don't want to leave our tax status at the admin-
istrative whim of current or future attorneys in IRS.
Current law both in title 38 and title 26 indicates these benefits

are tax exempt, and it was just this tortured IRS opinion that put
the question on the table.

Mr. HoAGLAND. Thank you. Mr. Magill, do you have any com-
ments?
Mr. Magill. I would only add one thing, that it was also the

IRS's determination that any modifications or changes to veterans
benefits after 1986 would be taxed. This certainly would include

any cost of living adjustments that would be made. Again, as we
have both said, we have felt it has never been the intent of Con-
gress to tax veterans benefits, and what we are asking now is that
it just be codified into law. Thank you.
Mr. HoAGLAND. Mr. Sundquist, do you wish to be recognized

with respect to this?

Mr. Sundquist. Thank you, Mr. Chairman. I would like to ask
unanimous consent to put a statement in the record in support of

H.R. 786. I am a cosponsor, and would hope that this bill can be
considered by the committee at the earliest possible date, se we can
clarify this issue once and for all.

[The statement follows:!
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Statement of Don Sundquiot

Mr. Chairman, I want to commend Representative Montgomery for introducing
his bill, H.R. 786, which would clarify that veterans' benefits should not be taxeo.

This would put to rest any uncertainty, as occurred in 1991, when an IRS opinion
called into question the longstanding, nontaxable status of veterans benefits.

Mr. Chairman, this bill has no revenue loss associated with it, is noncontroversial
and passed the house last year as part of H.R. 11.

If this orovision cannot be moved quickly as part of a larger bill, I would rec-

ommend that it be allowed to go to the floor on the suspension calendar.
Thank you, Mr. Chairman.

Mr. SUNDQUIST. I will yield to my friend for a unanimous consent
request.
Mr. Camp. Thank you. I also would like to associate myself with

Mr, Sundquist's remarks that we should look at this as quickly as
possible and would ask unanimous consent to place a statement in

the record in support of H.R. 786.

[The statement follows:]
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MR. CHAIRMAN. I would like to add my voice in support of H.R. 786,
legislation sponsored by Veterans' Affairs Committee Chairman
Montgomery, clarifying the current and long-held policy that veterans'
benefits are exempt from taxation.

H.R. 786 sends the simple message to those who have sacrificed so much
for our freedoms -- our veterans -- that we must continue this policy
and not forget their deeds of courage and honor.

The purpose of this bill is to ensure that veterans' benefits are not
taxed as income. This is current practice. However, due to a poorly
conceived 1992 Internal Revenue Service General Counsel Opinion, the
policy of exempting certain benefits has been called into question.
With this in mind, it is more important than ever to enact this
legislation and ensure that the benefits earned by our Nation's
veterans are protected.

Mr. Chairman, I want to include for the Committee Record that H.R. 786
is supported by both the previous and current Administrations and has
no impact on revenues. Out of concern and support for America's
veterans I am pleased to cosponsor H.R. 786 and I call on each of my
colleagues in the Committee and full House of Representatives to join
Chairman Montgomery, Mr. Sundquist and myself in support of this
worthy legislation.
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Mr. HoAGLAND. With respect to both statements, without objec-

tion, it is so ordered. Any other questions of Mr. Magill or Mr. Heil-

man? Does anyone have any questions of Mr. Hughes? All right.

Seeing none, perhaps the three of you may consider yourself re-

leasedf, and we will suspend the hearing now for 15 minutes or so
until we complete both of these votes. We will be back shortly.

[Recess.]

Mr. HoAGLAND. We will reconvene the hearing. Mr. Schmidt and
Mr. Houck, if you would resume your seats, please. Gentlemen, I

sort of hate to ask you to give your testimony before more members
have returned. Why don't we just stay at ease for a minute or two
until a couple of our members return and they will have the benefit
of your thoughts.
Mr. Houck. Thank you.
Mr. HOAGLAND. OK, Mr. Houck.

STATEMENT OF DONALD L. HOUCK, MEMBER, BOARD OF
DIRECTORS, NATIONAL ASSOCIATION OF WATER COS., AND
PRESIDENT AND CHIEF EXECUTIVE OFFICER, CALIFORNIA
WATER SERVICE CO., SAN JOSE, CALIF.

Mr. Houck. Thank you, Mr. Chairman. My name is Don Houck.
I am president and CEO of California Water Service Co., an inves-

tor-owned water utility located in San Jose, Calif I am also a mem-
ber of the board of directors of the National Association of Water
Cos. The association represents the Nation's investor-owned water
utihties, which provide drinking water to more than 22 million

Americans in 41 States. In California, investor-owned water suppli-

ers provide drinking water to 20 percent of the urban population.
Investor-owned utilities, big or small, have one thing in common.

We are being crippled by taxes on contributions in aid of construc-

tion, commonly referred to as CIAC. Passage of H.R. 846 will help
to heal the damage done by the CIAC tax not only to our industry
but also to our customers, to the cost of housing, and to the envi-

ronment.
Historically CIAC was not included in the gross income of an in-

vestor-owned utility and therefore was not subject to Federal in-

come tax. In 1986, changes to section 118(b) of the Internal Reve-
nue Code subjected CIAC to tax as gross income. Consequently,
contributed property is now eligible for tax benefits, including tax
depreciation available under the Internal Revenue Code. Because
of refunds and tax depreciation, the aggregate tax impact to the
Federal Government is quite small, but Because the new customer
pays the tax up front, a disincentive to private capital investment
is created which has far-reaching effects.

Generally, State utility regulatory bodies permit utilities to re-

ceive a reimbursement for the taxes paid on the contribution, plus

the tax on this tax. This gross-up can add as much as 70 percent
to the developer's cost of the contribution. In California, because
the tax payment is shared between the new customers and the
larger utilities, a $100,000 main extension costs an additional

$33,000 from the developer plus $20,000 from the utility, which is

passed on to the utility's customers through higher rates.

When a gross up is charged up front, several things may occur.

One, a housing development may be reduced in size or abandoned
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completely because of the added costs. Two, the cost could be
passed on to the new home buyers or, three, the new customer will

seek to avoid the tax by, one, either setting up their own utility or;

two, connecting into a municipal system which does not pay taxes.

A water utility near Sacramento currently serving a population
of approximately 20,000 people is presently negotiating a sale of

the system to a county water district. The reason? The area is set

for substantial growth but developers have been so vocal in their
protest against the unfair CIAC tax the county is now looking at
acquiring the system, A tax law that puts a taxpaying entity out
of business in favor of a nontaxpaying one is not, I think, what
anyone had in mind.
The Joint Tax Committee has estimated repeal of the tax will

cost $108 million over 5 years. However, because of changes in de-
preciation practices contained in the bill, repeal of the tax will end
up raising an additional $140 million over the same period of time,

resulting in a $32 million increase in revenues for the Federal Gov-
ernment in the short term. In the long term it will mean untold
millions in additional tax revenues as the repeal of the CIAC tax
will provide growth opportimities for a taxpaying industry. I urge
the subcommittee to aaopt H.R. 846 and I am grateful for the op-

portunity to testify before you today.
Mr. HoAGLAND. Thank you, Mr. Houck.
[The prepared statement and attachments follow:]
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STATEMENT OF DONALD L. HOUCK,
PRESIDENTAND CEO OF CALIFORNIA WATER SERVICE COMPANY

ON BEHALF OF THE NATIONAL ASSOCIATION OF WATER COMPANIES

Good morning Mr. Chairman and members of the Subcommittee. My name
is Don Houck. I am President and Chief Executive Officer of
California Water Service Company, an investor- ovmed water utility
located in San Jose, California. I am also a member of the Board
of Directors of the National Association of Water Companies.

The National Association of Water Companies (NAWC) is the trade
association representing the nation's investor -owned water
utilities. Its 360 members in 41 states provide safe, reliable
drinking water to over 22 million Americans every day. However,
this statistic does not tell the whole story. In many states,
investor -owned water utilities are a significant presence. For
excimple, in California, investor- owned water suppliers provide
drinking water to 20 percent of the urban population. Our
companies employ a combined work force in excess of 15,000
nationwide. In 1991, these companies had operating revenues of

$2.3 billion and gross utility plant of $9 billion.

Our companies run the gamut from large, publicly traded ones like
California Water Service Company (description of service area
attached) to small, family owned operations like the Elk Grove
Water Works just outside Sacramento which has been in the same
family for nearly 100 years. But all of us - big or small - have
one thing in common, we are crippled by CIAC!

Passage of H.R. 846, will help to heal the damage done by the CIAC
tax. Not only to water and wastewater utilities, but to our
customers, housing prices and the environment. I will explain each
of these effects in turn, but first an explanation of the CIAC teuc

is in order.

THE TAX ON CONTRIBUTIONS IN AID OF CONSTROCTION AMD HOW IT WORKS
Water suppliers, like all utilities, are capital intensive
industries. Historically, they have received the capital for the
construction of a utility extension directly from the customer
(typically a developer, although it can be a public school, a

government agency or an individual homeowner) . The customer
contributes this property, or a cash equivalent, to the utility.
In this way, utilities can eliminate the need to spread additional
borrowing costs, in the form of rate increases, to the existing
body of customers and protect them from business risk.

Prior to enactment of the Taix Reform Act of 1986, CIAC was not
considered as gross income of an investor- owned utility and
therefore was not subject to federal income tcix. In addition,
utilities could not earn on CIAC nor could they take tax
depreciation or investment tax credits on CIAC.

The '86 Act repealed section 118 (b) of the Internal Revenue Code
and thus subjected CIAC to tax as gross income. Property received
as a contribution is now eligible for any tax benefit, including
tax depreciation, available under the Internal Revenue Code.
However, even with this change in the tax code, water utilities and
public utility commissions (PUCs) still do not consider CIAC as
income, but rather capital and PUCs do not permit utilities to
benefit from the CIAC.

EFFECT OF CIAC TAX ON CPSTOMERS AND HOUSING PRxC::;S

Because of refunds and depreciation, over the life of a contributed
asset the aggregate tax impact to the federal government is quite
small. But because the customers of investor -owned water utilities
pay the tax upfront, a disincentive to private capital investment
is created which has far reaching effects.

Generally, PUCs permit utilities to receive a reimbursement for the

taxes paid on the contribution plus the tax on this tax. This
"gross-up" can add as much as 70 percent to the customer's cost of
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the contribution.' In other words, a contribution of water mains
valued at $100,000 would cost $170,000. The PUC directs these
additional costs to be either passed- on upfront to the new
customer, or through rates to the existing customer base.

When utilities pass on the tax (a tax which is grossed up) , it has
a detrimental effect on their business, housing costs and the
environment, particularly where water utilities are concerned. If
a gross-up is charged upfront, several things may occur:

a. the prospective customer may reduce the size of the project
or abandon it completely because of the added cost, which has
a negative impact on employment and the economy;

b. the cost will be passed on to new home buyers. The
National Association of Home Builders has estimated the CIAC
tax contributes as much as $2000 to the price of a new home.
The CIAC tax contributeB to higher houainq costs :

c. the prospective customer will avoid the tax by:

1. setting up their own utility;

2. constructing individual wells and septic tanks - an
alternative not as environmentally sound as community
systems;

3. connect into a municipal system which does not pay
taxes.

These last three alternatives are only practical for water and
sewage service. In many cases, because of their much larger size,
a gas or electric utility can pay for the facilities required by
the new development making CIAC unnecessary. In addition, there
seldom are alternatives to acquiring electric or gas from the local
utility, since it is not economically feasible to develop an
independent gas or electric supply. It is a relatively simple
proposition to drill a well and establish an independent,
frequently non- viable water supply.

In some cases the CIAC tax is spread among existing customers,
exactly what CIAC is intended to avoid. This can mean higher
utility rates for customers of investor -owned water utilities
compared to customers of municipal systems. Higher utility rates
for the customers of investor -owned utilities can fuel cries for
condemnation, to which investor- owned water utilities are
particularly vulnerable. Under a condemnation, all tax revenues
would be lost.

This is not an idle concern. Earlier I mentioned the Elk Grove
Water Company. It currently serves a population of about 20,000.
The owners are currently negotiating for the sale of the system to
the county water district. The reason: the area is set for
substantial growth but developers are complaining so vehemently
about the CIAC tax that the County may acquire the system.

Attached you will find election propaganda used to promote a
successful referendum last November for the acquisition of an
investor -owned wastewater utility. Note that the cost of CIAC is
one of the top reasons cited for acquiring the system.

I want to make it clear to the Subcommittee that "customers" are
not just homes and businesses, they are any facility that needs
water. This includes government facilities, churches, hospitals.

' In California, because the gross-up calculation is made on
a net present value basis and includes state income tax, the gross-
up percentage averages about 33 percent. Still a very significant
cost increase. The remaining amount of the tax is included in the
company's rate base and thus gets passed on to existing customers.
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prisons and schools. In such cases, the cost of the CIAC tax can
sometimes be measured in non-economic terms.

One recent example of this is the experience of an elementary
school in Pennsylvania. The state health department ordered the
school off of its well after it was found to be contaminated. The
school is in the franchise of one of our member companies and
contracted with it for service. Because of the additional cost
imposed on the school by the CIAC tax, it was forced to forego the
purchase of textbooks.

EMVIRONMENTAL EFFECTS OF THE CIAC TAX
The best way to improve compliance with the Safe Drinking Water Act
is to consolidate some of the nearly 60,000 water systems supplying
drinking water. Another is to discourage the formation of new,
small systems. Investor- owned water utilities are in a unique
position to undertake consolidation through acquisitions and
regional management. We are often asked, and sometimes forced, to
do so by state health departments and PUCs

.

Small water systems frequently pose problems for both EPA and the
states. According to EPA, in fiscal year 1992, more than 90
percent of Safe Drinking Water Act violations were made by systems
serving less than 3,300 individuals. Even more telling, 91 percent
of systems with serious, frequent or persistent violations serve
less than 3,300.

But CIAC tax frustrates this environmental policy goal. As
described eibove, the CIAC tax acts as an incentive to the
construction of additional small systems in order to avoid the tax.
It also encourages the installation of septic systems which can
pose significant environmental threats to the local water supply.
To make matters worse, a recent private letter ruling on the CIAC
tax actually created a disincentive for the consolidation of water
systems.

IRS letter ruling #9125009, released March 19, 1991, can make
acquisitions of systems uneconomical. This letter ruling states
the difference between the acquisition price and replacement price
of a water system is CIAC! It makes many arm's length acquisitions
uneconomical even when they are justified to protect the public
health. And while a private letter ruling issued early this year,
#9314023, narrowed the earlier ruling it still stands. The single
most important step Congress can take to promote consolidation of
water systems is repeal of the CIAC tax. With this one step.
Congress will eliminate an incentive for the construction of new,
small water systems and render the letter rulings moot.

One final environmental effect of the CIAC tax is less obvious, but
no less important. It makes less money availeible for environmental
programs. For example, last year, my company obtained State
superfund money to pay half the cost of installing a treatment
facility at a contaminated well site. In addition to the $80,000
cost of installing the facility, the State of California was
required to pay an additional $26,500 in CIAC taxes. This
situation is not unique in either California or the nation.

The NAWC strongly supports the enactment of H.R. 846 this year.
H.R. 846 restores the historical treatment of CIAC to water and
wastewater utilities. Repeal of the CIAC is also supported by the
National Association of Home Builders and the National Association
of Regulatory Utility Commissioners. H.R. 846 is sponsored by
Congressmen Bob Matsui, Andy Jacobs, ten other members of the
Committee and 57 members of the House.

There should be no controversy surrounding repeal of this tauc.

Water utilities will receive no tax benefit from repeal of the tax
other than the time value of money. And according to the Joint
Committee on Teucation, passage of H.R. 846 will actually
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revenue for the federal government

.

The Joint Committee has estimated repeal of the tax will cost $108
million over five years. H.R. 846 also contains a provision
extending the depreciable life of water utility property placed in
service after enactment of the CIAC tax repeal from 20 to 25 years
using straight- line depreciation rather than 150 percent declining
balance. JCT has estimated this will raise $140 million over five
years.

In the short term, this will net $32 million for the treasury.
Over the long-term, it will mean untold millions in additional tax
revenues as repeal of the CIAC tax will not stifle the growth of a
tax-paying industry.

After long, serious and contentious deliberations, our industry
agreed to offer up a revenue offset that gores our own ox. We
offer it only as a way to make up the revenue the JCT estimates
will be lost with repeal of the CIAC tax. This offset is
inseparable from the CIAC tax repeal and should be so treated by
the Congress . We did not pour over the tax code in search of an
esoteric loophole to close. Rather our industry is financing
repeal with an increase in our own taxes. For some of our members,
it represents real pain, but pain they are willing to bare if it
means the CIAC tax will be repealed. I implore the Committee to
respect this link and preserve it throughout the legislative
process.

CONCLUSION
I urge the Subcommittee to adopt H.R. 846 and restore the
historical exemption of contributions in aid of construction from
gross income. Capital contributions should be treated as capital,
not income. The tax on CIAC is not a tax on utilities, it is a tax
on their customers. It increases the price of new homes, leads to
the development of environmentally unsound water and sewage
facilities and reduces the tax base for all levels of government.

I am grateful for this opportunity to testify before you today and
am happy to answer any questions you may have.



CALIFORNIA WATER SERVICE COMPANY
SERVES L25 MILLION CUSTOMERS
IN THE FOLLOWING COMMUNITIES:

Atherton

Bakersfleld

Broadmoor

Chico

Colma

Commerce

Cupertino

Dixon

East Los Angeles

Hamilton City

Hermosa Beach

King City

Livermore

Lomita

Los Altos

Los Altos Hills

Marysville

Menlo Park

Montebello

Mountain View

Oroville

Palos Verdes Estates

Portola Valley

Rancho Palos Verdes

Redondo Beach

Rolling Hills

Rolling Hills Estates

Salinas

San Carlos

San Mateo

Selma

South San Francisco

Stockton

Sunnyvale

Torrance

Vernon

Visalia

Westlake

Willows

Woodside
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Mr. HoAGLA>fD. Mr. Schmidt.

STATEMENT OF HERBERT SCHMIDT, VICE PRESIDENT,
GOVERNMENT AND COMMUNITY RELATIONS, ROBERT
MONDAVI WINERY, OAKVILLE, CALIF^ ON BEHALF OF
AMERICAN VINTNERS ASSOCIATION
Mr. Schmidt. Mr. Chairman and members of the subcommittee,

my name is Herb Schmidt. I am vice president of Robert Mondavi
Winery of Oakville, Calif. I am here today on behalf of the Amer-
ican Vintners Association, of which I am a member of the board,
as well as five vintners and wineries from all over the United
States. Additionally, Mr. Greg Brady of our staff, a tax specialist,

has joined us for any technical questions that you may have about
the amendment which we have proposed.
We appreciate the opportimity £ind we thank you for that oppor-

tunity to submit this testimony concerning the proposal which
would clarify the application of the uniform capitalization rules to
certain agricultural crop losses. We would also like to express our
strong support for Congressman Kopetski's proposal to repeal the
special occupational tax, which will be the subject of a hearing be-
fore this subcommittee on June 22, 1993.
The proposed amendment which is the subject of today's hearing

would allow a taxpayer to currently deduct costs incurred for re-

planting necessitated by casualty damage. This includes both
weather and pest-related damage for any edible crop for human
consumption. By clarifying the existing law, this amendment would
greatly benefit all growers of edible crops. Specifically, this provi-
sion would amend section 263A of the code by clarifying the cur-
rent broad exemption from the uniform capitalization rules for ex-
penses relating to agricultural casualty losses.

On its face, the current exemption allows farming businesses
which are forced to replant fields due to a naturally caused disaster
to avoid the section 263A rules for all costs relating to such disas-
ters. The clarification would ensure that the original intent of Con-
gress is implemented. Recently the IRS has begun to give the pro-
vision an extremely narrow interpretation. Under this interpreta-
tion the expenses required for replanting afler natural disasters is

limited to preproductive period costs. Such an interpretation
thwarts the intent of Congress and impedes the efficient restora-

tion of damaged farmlands, the central purpose of this provision.

Senator Bob Packwood, the Chairman of the Finance Committee,
when section 263A was adopted in 1986, publicly declared his in-

terpretation of the provision in a colloquv with then Chairman
Lloyd Bentsen last September. In this colloquy, Senator Bentsen
stated that the casualty exception to 263A is intended to apply to

all costs otherwise subject to 263A or section 263 if 263A does not
apply. He also stated that the provision is intended to cover all re-

planting costs, not just preproductive costs.

In li^t of the foregoing, the IRS position is unfathomable. How-
ever, the conflict can be easily rectified by clarifying section 263A
with a simple rule. This rule would applv the exemption to all

preproductive period costs and 80 percent of all other costs of a tax-

payer incurred by replanting his plants. To avoid a double deduc-
tion, the proposed amendment should also amend section 165 by
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inserting new language which bars section 165 deductions where
the costs of replanting are deducted under section 263A.
The provision is critical for the wine industry. Phylloxera is de-

stroying grape vines throu^out Oregon, Washington, and Califor-

nia. The insect cannot be combated by conventional pesticide meth-
ods, only by complete removal of the infested vineyards including
irrigation equipment, drain tiles, and the trellising systems fol-

lowed by fumigation and replanting of the root stalks resistant to

the pest. This is very costly.

In mv own company, Robert Mondavi Winery, we estimate the
costs of replanting will be $21.2 million, not including the 3 to 4
years that we will lose because of lost production in those vine-
yards.

Frostkill is another serious problem affecting the wine-growing
regions of New York, Pennsylvania, Ohio, Michigan, Missouri, and
Arkansas. Frostkill leads to seriously weakened vines that become
extremely susceptible to disease and infestation. For example, as a
result of recent severe weather in Missouri, Stone Hill Winery, the
largest winery in the State, has been forced to remove an entire
vineyard. These costs are impacting the wine industry at a time
when foreign competition is increasing. These costs could cause less

fortunate winemakers to fail.

Finally, the U.S. Department of Agriculture has warned us that
failure oi grape growers to take effective action to protect them-
selves against the insects could lead to devastating consequences
for vast areas of vineyards. If the IRS's current interpretation is

not modified, the ability of grape growers to respond to the threat
posed by the phylloxera infestation will be seriously impaired, thus
harming winemakers and grape g^'owers alike. I would like to em-
phasize that the proposed amendment would not provide an undue
benefit to any growers. Instead, the provision would do little more
than help ensure that these growers can regain the position in

which they were prior to the casualty.
Mr. Chairman, on behalf of the American Vintners Association

and the entire wine industry, I thank you and the entire sub-
committee for holding this hearing on the proposed amendment.
Again, thank you.

Mr. HOAGLAND. Well, thank you, Mr. Schmidt.
[The prepared statement follows:]
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Before the

SUBCOMMITTEE ON SELECT REVENUE MEASURES
COMMITTEE ON WAYS AND MEANS

UNITED STATES BOUSE OT REPRESENTATIVES

June 17, 1993

Chairman Rangel and Members of the Subcommittee on Select
Revenue Measures, my name Is Herbert Schmidt, and I aun a Vice-
President of the Robert Mondavi Winery ("Robert Mondavi") of
OeUcvllle, California. I am here today on behalf of the American
Vintners Association, the national association of American
wineries of which I am a Member of the Boeurd, as well as the five
vintners and wineries listed above from all over the U.S.,
including Robert Mondavi, my own company.

We appreciate the opportunity to submit testimony concerning
a proposal which would clarify the application of the uniform
capitalization miles to certain agricultural crop losses. We
would also like to express our strong support for Congressman
Kopetski's proposal to repeal the special occupational tax which
will be the subject of a hearing before this Subcommittee on June
22, 1992.

In particular, the proposal which is the subject of today's
hearing would allow current deductibility of the costs Incurred
for replanting necessitated by casualty damage. The types of
damage covered by this provision include both weather and pest
related damage for any edible crop for human consumption.

This provision would amend section 263A(d) (2) (A) of the
Internal Revenue Code ("Code") by clarifying the Code's current
broad exception from the uniform capitalization rules for
expenses relating to agriculture casualty losses. On its face,
the current exception allows farming businesses, which are forced
to replant fields due to naturally-caused disasters (freezing
temperatures, pests, casualty, and the like), to avoid the
section 263A rules for all costs relating to such disasters. The
IRS has recently been taking an overly restrictive position on
this provision. The clarification would ensure that the original
intent is implemented.

We provide below an explanation of why the IRS position is
not only Illogical but also clearly inconsistent with
congressional intent. This is evident by an analysis of the
legislative scheme and legislative history, which was explicitly
clarified by the Chairman of the Finance Committee in 1992.
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Th« Currant conflict of InfrDr«tation

While the plain language of section 263A in its current form
would seem to prevent any dispute as to its meaning, recently the
Internal Revenue Service ("IRS") has begun to give the provision
an extremely narrow interpretation. Under this interpretation,
expenses required for replanting after natural disasters is
limited to only preproductive period costs. Such an
interpretation thwarts the intent of Congress, as evidenced by
the plain meaning of the provision, and impedes the efficient
restoration of damaged farmlands, the central purpose of this
provision.

Specifically, the IRS is taking an overly restrictive view
of section 263A(d) (2) , insisting that: (1) section 263A is not
all-inclusive and, therefore, a portion of the replanting costs
should be capitalized under other code sections; and (2) the loss
exemption under section 263A(d) (2) is very limited and applies
only to preproductive costs.

We believe that this interpretation conflicts with
congressional intent and the plain meaning of section 263A.
First, the legislative history indicates that Congress intended
section 263A to be the exclusive capitalization rule for farming
businesses expenditures. Congress enacted section 263A as part
of the Tax Reform Act of 1986 ("TRA") in response to its concern
that different capitalization rules were being applied depending
upon the nature and intended use of property. Section 263A
provided a single, comprehensive set of capitalization rules.
f See Joint Committee on Taxation, General Explanation of the Tax
Reform Act of 1986 (May 4, 1987), at 508-509.)

Congress also intentionally applied the new capitalization
rules to farming businesses. The Senate's version of the 1986
TRA provision exempted farming businesses from the new
capitalization rules, but the conference agreement followed the
House provision which applied the new rules to farming
businesses. (SSS. H.R. Conf. Rep. No. 99-841, 99th Cong., 2d
Sess., vol. II, at 113-114 (1986).)

The legislative history also Indicates that Congress
intended that the agricultural casualty loss exemption of section
263A apply broadly to the deductibility of all replanting costs,
through section 263A(d) (2) (A) . When section 263A was enacted in
1986, Congress repealed the former casualty loss provision
contained in section 278(c). Former section 278(c) had allowed a
farming business to deduct replanting "amounts allowable as
deductions (without regard to section 278)." However, reflecting
a concern that section 278(c) was too narrowly drawn and
restricted a farmer's ability to restore a vineyard to its
original condition. Congress expanded the application of the loss
provision when it enacted section 263A(d) (2) (A) . Consistent with
this belief that additional relief was needed. Congress modified
the language of section 263A(d) (2) to exempt more broadly "any
costs " associated with replanting under this code section.
Moreover, the House report states that the loss exemption is for
costs attributable to replanting, cultivation, maintenance, and
development. This definition is much broader than merely costs
incurred during the preproductive period. ( See H.R. Conf. Rep.
No. 99-841, at 113.)

Last SeptemJ^er, a colloquy on the floor of the United States
Senate between Senator Robert Packwood and then-Chairman Lloyd
Bentsen also revealed the congressional intent with respect to
section 263A. Senator Packwood's comments were particularly
relevant because he was the Finance Committee Chairman in 1986,
the year section 263A was enacted. In this colloquy. Senator
Bentsen cited natural disasters like Hurricanes Andrew and Iniki,
which destroyed crops in Florida and Hawaii, respectively, as
well as the phylloxera infestation of Oregon, Washington, and
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California. The Senator also noted that the costs of replanting
and the resulting lost production could cost $1 billion in Napa
and Sonoma counties alone, and that such costs could force some
wineries into bankruptcy.

Senator Bentsen asked Senator Packwood whether Congress
intended section 263A(d)(2)'s exception to apply to "all costs
otherwise subject to the capitalization requirements in section
263A or section 263 if section 263A did not apply?" Senator
Packwood responded:

Yes; it is. The exception to section 263A
contained in paragraph (d) (2) of that section
is intended to apply to all costs otherwise
subject to 263A, or section 263 if section
263A does not apply, incurred as a result of
freezing temperatures, disease, drought,
pests, or casualty. The provision is
intended to permit all replanting costs, not
just preproductive costs associated with
restoring orchards or groves to their
original condition to be deductible.

[I]n the case of vineyards destroyed by
phylloxera B, preproductive costs, costs such
as replacement vines, replanting of
rootstocks, the purchase of trellis and drain
tile and irrigation equipment solely to
replace equipment, the removal of which was
necessitated by the infestation, and the
costs of land preparation, would all be
deductible under this exception.

Of course, since it was the intention of this
exception to place a taxpayer in the szune
position as before the loss occurred, we
would assume the IRS would not permit a
taxpayer to upgrade the vineyard, grove or
orchard . . . Similarly, we should also
assume the IRS will prevent a double
deduction from occurring under section
165 (m)

.

138 CONG. REG. S15593-15594 (daily ed. September 29, 1992)
(statements of Sens. Packwood and Bentsen)

.

Tlf Solution; Clarification through A««nda«nt

Clarification of this provision would be possible through a
simple rule stating that the exemption applies to all
preproductive period costs and 80 percent of all other costs of a
taxpayer incurred by replanting plants destroyed by freezing
temperatures, disease, drought, pests, or casualty. The 80
percent figure provides a simple rule which is needed in
recognition of the fact that not all expenditures related to
replanting should be deductible. There are clearly some
expenditures relating to the replanting of an agricultural
product that benefit a business beyond that necessary to restore
the agricultural output. Nevertheless, this rule also recognizes
that a substantial portion of the replanting costs are properly
deductible under the rule, as originally enacted by the Congress.
The 80 percent rule would simplify administration of the tax law
in this area. The aunendment also retains full deductibility of
preproductive expenses, which has never been contested by the
IRS.



146

To avoid the double deduction to which Senator Packwood
alluded In his colloquy, the proposed amendment would also
redesignate subsection (m) of Section 165 as subsection (n) and
insert new language which bars section 165 deductions where the
costs of replanting are deducted under section 263A(d) (2) (A)

.

We believe that these proposed amendments would eliminate
the confusion surrounding section 263A(d)(2), in a way which
recognizes the original intent of Congress when the provision was
enacted in 1986.

Tb» costg mfiic^^a t>Y PhYllPxer^ arO Frggti^jn

Among other agricultural growers, vintners whose vineyards
are infested with phylloxera or have suffered severe frost damage
know as "frostkill" would be helped by this provision.
Phylloxera is an aphid-like louse which cannot be combated by
conventional pesticide methods; only the complete removal of the
infested vineyards. Including irrigation equipment, drain tiles,
and trellis systems, followed by the fumigation and replanting of
root stocks resistant to the pest, can remedy an infestation.
Frostkill is a serious problem in the wine growing regions of New
York, Pennsylvania, Ohio, Michigan, Missotiri and Arkansas.
Frostkill leads to seriously weetkened vines that become extremely
susceptible to disease and infestation. For example, as a result
of recent severe weather in Missouri, Stone Hill Winery, the
largest winery in the state, has been forced to remove an entire
vineyard. There are numerous other examples of similar weather
problems in other states. Whether the damage is caused by
phylloxera, frostkill, or other grape related disease, the vines
and roots cannot be removed without the elimination of related
Improvements, since the irrigation equipment, trellis systems,
and drain tiles are completely intertwined with the vines.

By clarifying existing law, this amendment would greatly
benefit not only the wine industry, which has been experiencing
flat sales in recent years, but all grape growers in California,
Oregon, and Washington; and, should the pestilence spread
further, those grape growers in other parts of the United States
could need this provision. In fact, the U.S. Department of
Agriculture has warned that failure of grape growers to take
effective action to protect themselves against the insects could
lead to devastating consequences for vast areas of vineyards. If
IRS' current interpretation is not modified, the ability of grape
growers to respond to the threat posed by the phylloxera
infestation will be seriously impaired, thus harming wine makers
and grape growers alike. The proposed eunendment would not
provide an undue benefit to grape growers; instead, the provision
would do no more than help ensure that these growers can regain
the position in which they were prior to the casualty.

For excunple, Robert Mondavi expects to lose at least 80
percent or 813 acres of its vines to phylloxera infestation at an
estimated cost of $21.2 million, which includes only replanting
costs and not the three to four years of lost harvest returns.
The costs of phylloxera will no doubt weigh heavily on Robert
Mondavi, but the costs to the rest of the American wine Industry
may be more severe, causing less fortunate wine makers to fall.
These dangers are facing the wine industry at a time when foreign
competition is increasing.

Mr. Chairman, on behalf of the American Vintners
Association, and the entire wine industry, I thank you and the
entire Subcommittee for holding this hearing on the proposed
amendment to clarify Internal Revenue Code section 263A(d) (2) and
for the opportunity to express our opinions here today. I would
be pleased to answer any questions you may have.
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Mr. HoAGLAND. Do any members of the panel have—Mr. Jacobs.
Mr. Jacobs. I wanted to ask Mr. Houck, did the members of the

committee understand correctly that your proposal actually contrib-

utes money to the U.S. Treasury? I don't mean fancifully that
maybe it will induce something, but on the figures of the estimates
of the Joint Committee?
Mr. Houck. That is true, Congressman. They have estimated

that the repeal of the CIAC tax will cost the Treasury about $ 108
million, but the change in depreciation practices will pick up an ad-
ditional $140 million over a 5-year period, so there is a net gain
there of $32 million, excluding any benefits that come from allow-
ing our businesses to continue to grow and become larger tax-
paying entities.

Mr. Jacobs. That sounds like what that fellow said on Janu-
ary 20, 1961, ask no1>-how did that go?
Mr. Houck. Well, that is true in a way. We came up with this

proposal ourselves. We feel so strongly about the way the CIAC tax
inhibits our businesses and restricts their growth and, in fact, in

some cases may be putting us out of business, that we were willing
to go this route.

Mr. Jacobs. That looks like one of these wonderful win-win prop-
ositions.

Mr. Houck. I think it is.

Mr. Jacobs. I yield to Mr. Matsui.
Mr. Matsui. I thank the gentleman from Indiana, and I thank

him for the work that he has been putting in on this particular
issue. Mr. Houck, the problem we have with current law is that we
are using what amounts to a capital expense and requiring that it

be treated as an ordinary expense. Because the PUCs require a
flowthrough of the expenses, won't there be an increase in the cost
of the average home? Furthermore, could you tell me what the esti-

mate of those costs might be nationally?
Mr. Houck. Well, nationally I understand that it is about $2,000

a house, and in California I would suspect it is probably a little bit

more than that because of the cost of development in California.

Mr. Matsui. In terms of vour overall assessment of this situa-

tion, is it correct that this has to be done because of the PUCs?
Perhaps you can explain that for the record.

Mr. Houck. Well, you know, the tax has to be paid, there is no
doubt about that.

Mr. Matsui. In other words, it is a question of whether it is am-
ortized or whether it is paid immediately, is that correct?
Mr. Houck. Well, that is true. We have to pay it immediately.

The California commission came up with this sharing of the tax sit-

uation where the developer pays 33 percent, and then there is a
tax on that tax, that is the gross up, and we end up adding about
20 percent of the original cost to the facility, so we get $100 facili-

ties that cost $153, with $53 going to the Federal Government, and
that drives up the cost of housing and the cost of water.
Mr. Matsui. I have no further questions of Mr. Houck. I appre-

ciate your involvement in this issue.

May I, Mr. Chairman, ask Mr. Schmidt a question?
Mr. HoAGLAND. Yes.
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Mr. Matsui. Mr. Schmidt, for clarification purposes, under cur-
rent law, if you have to replant or if you have to put in new equip-
ment, then those expenses are amortized. They are capital expendi-
tures, are they not? Now, if replanting and replacement is due to

a natural disaster, pesticides, pests that might destroy your crops
or something of that nature, then under current law you can imme-
diately expense those items; is that correct?

Mr. Schmidt. Well, that would be our interpretation, but the IRS
is taking a much more limited
Mr. Matsui. The reason there is a problem with the Internal

Revenue Service at this time is because the IRS says you can't im-
prove your situation through the new investment beyond the origi-

nal value; is that right?

Mr. Schmidt. Right.
Mr. Matsui. The problem you face is the fact that with the im-

provements in technology in your industry and other industries, if

you replace your equipment and recrop, you are going to get a
higher yield.

Mr. Schmidt. That is a common perception, but what we are
generally talking about is not so much new technology as new
farming methods, and what we are really talking about is the spac-
ing of the vineyards, and that is how close the vines are together,
and the trellising system itself. The trellising system, compared to

the old system which is constructed in a parallel fashion to the
ground, is now more vertical. So, that is what they would be replac-

ing. They would be doing this.

Mr. Matsui. And you get a higher yield from your crops?
Mr. Schmidt. Not necessarily per acre. It is because the way the

farming is done and the way we understand that the more grapes
per vine that you produce, the less quality each little berry will

have, so we limit

Mr. Matsui. But the Internal Revenue Service, however, is look-

ing at crop yield, is that correct, and they are saying that you
would be producing more and so therefore you can't expense it.

They say you should amortize the cost, and thus will not allow you
under the exception, or at least that is part of the rationale?

Mr. Schmidt. Right, and we disagree with that.

Mr. Matsui. And it would seem to me—I understand you dis-

agree with that—but it would seem to me that the correct interpre-

tation, since you are not really changing the technology; is that cor-

rect?
Mr. Schmidt. Yes.
Mr. Matsui. Is that it should fall within the current rules of al-

lowing you to expense it if the replacement cost is due to a natural
disaster or some act of Grod, is that your position?

Mr. Schmidt. Yes. We believe that the existing law is there, but
we are trying to clarify it.

Mr. Matsui. In addition to that you are not avoiding any tax-

ation because you would ultimately pay it. It would just be amor-
tized; is that correct?

Mr. Schmidt. Absolutely.
Mr. Matsui, I have no mrther questions. I thank both of the gen-

tlemen.
[Mr. Matsui submitted the following statements:]
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STATEMENT CONCERNING REPEAL OF THE TAX ON
CONTRIBUTIONS IN AID OF CONSTRUCTION

THE HONORABLE ROBERT T. MATSUI
MEMBER OF CONGRESS

5TH DISTRICT, CALIFORNIA

Mr. Chairman, I am pleased to have this opportunity today to
testify on H.R. 846, legislation to reinstate the exclusion from
gross income of contributions in aid of construction (known as
contributions or CIAC) to a water or wastewater utility. Passage
of H.R. 846 will give a boost to the hard pressed housing industry,
help protect water quality and result in additional tax revenues
for the federal government . I have been the House sponsor of
similar legislation since the tax treatment of contributed capital
was changed in 1986 and hope to see it enacted this year.

When a utility extends service to a new customer, the capital
- or its cash equivalent - is contributed by the customer to the
utility. This is a CIAC. They are made in order to insulate
existing customers from the cost and associated business risk of
extending service to new customers.

Prior to enactment of the Tax Reform Act of 1986, CIAC were
not included in the gross income of an investor- owned utility and
therefore were not subject to federal income tax. In addition,
utilities could not earn, take tax depreciation or investment tax
credits on CIAC.

The '86 Act repealed section 118(b) of the Internal Revenue
Code and thus subjected CIAC to tax as gross income. Removing the
exclusion from gross income of CIAC was intended as a tax on
utilities. In practice, the CIAC tax is not a tax on utilities,
but a tax on utility customers, primarily developers and home
buyers

.

Public utility commissions (PUC) , generally require utilities
to pass tax costs onto their customers. This is done in one of two
ways. The most common approach is to require the new customer to
pay the cost of the tax, plus the tax on the tax known as a "gross

-

up". Depending on the state, a gross-up can add as much as 70
percent to the customer's cost of the contribution. Alternatively,
the PUC may allow the utility to recover the tax cost from existing
customers.

VOiichever method is chosen, utilities do not pay the tax, they
pass it on. But passing the tax on has detrimental effects, not
only on the utility's ability to bring in new business, but on the
environment and - most significantly - on the price of new housing
and housing construction.

A developer will ultimately pass the cost of the CIAC and the
gross-up on to the new home buyer. The National Association of
Home Builders has estimated that the CIAC tax can increase the cost
of new housing by as much as $2000 a unit. This additional cost is
enough to end the dream of homeownership for a young couple.

Most important in my opinion, elimination of the CIAC tax will
help get the real estate market back on its feet. Not by fueling
real estate speculation, but by removing another barrier to the
purchase of a new home. Anyone who has bought a house recently
knows you just don't pay the price of the house. You pay closing
costs, title costs, title insurance fees, attorneys' fees and
points. And when you buy a house hooked up to privately owned
utilities, you also pay the CIAC tax - as much as $2000 a unit.
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The CIAC tax also has some important environmental effects.
New customers can avoid paying the CIAC tax by building their own
independent water systems. This leads to a proliferation of
systems that may not have the financial, technical or managerial
ability to comply with the rigorous requirements of the Safe
Drinking Water Act. Such system are referred to as "non-viable".
According to EPA, in fiscal year 1992, more than 90 percent of the
violations of the Safe Drinking Water Act were made by systems
serving less than 3,300 individuals. By encouraging the
proliferation of non-viable systems, the CIAC tax frustrates the
environmental policy goal of consolidating these systems into
already existing, professionally managed systems.

To address these concerns, section 118(b) of the Internal
Revenue Code, exempting contributions in aid of construction from
gross income, should be restored. A tax on CIAC is a tax on
capital, paid by a utility's new customers. We should tax income,
not capital. Particularly in a case like this where the tax is
affecting new home construction and the growth of the tax-paying
water utility industry.

This legislation was most recently estimated to cost $108
million over five years. I have included a revenue offset in the
bill as introduced that raises $140 million over the same period,
thus netting $32 million for the federal government. The offset
extends depreciation on new water utility plant from 20 to 25 years
and switches from 150 percent declining balance to straight-line
depreciation. In other words, in exchange for eliminating the
upfront affect of the CIAC tax, the water industry is willing to
pay more taxes over time.

This offset was suggested by the investor- owned water industry
and is indivisible from the substance of the legislation which is
the restoration of the exclusion of CIAC from gross income. The
industry suggested it only for the purpose of repealing the CIAC
tax, and that is its only intended use.

Mr. Chairman, repeal of the tax on CIAC for water and
wastewater utilities will have a noticeeJale effect on both housing
prices and environmental policy. It is supported by the National
Association of Home Builders, the National Association of Water
Companies and the National Association of Regulatory Utility
Commissioners. Support for passage of this bill continues to grow.
Since I introduced H.R. 846 on February 4, it has been cosponsored
by 57 members, including 11 from this Committee. I urge the speedy
adoption of this bill. It is non- controversial, more than revenue
neutral and makes good tax policy.

Thank you for your consideration.
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STATEMENT OF CONGRESSMAN ROBERT T. MATSUI
BEFORE THE

SUBCOMMITTEE ON SELECT REVENUE MEASURES
COMMITTEE ON WAYS AND MEANS

JUNE 17, 1993

Mr. Chairman, thank you for providing me with an opportunity
to discuss and express my strong support for a proposal we are
considering today. This proposal would clarify the application
of the uniform capitalization rules to certain casualty
agricultural crop losses. My interest in passage of this
proposal is based primarily on my concern regarding the impact of
the phylloxera infestation in my State. However, this proposal
is not isolated to that type of casualty. The provision would
clarify the tax treatment of expenses incurred by any grower of a
crop for human consumption.

Section 2 63A(d) (2) of the Code provides an exception to the
uniform capitalization requirements for losses of plants bearing
edible crops. Section 263A(d) (2) states that the capitalization
rules of section 263A "shall not apply to any costs of the
taxpayer of replanting plants bearing the same type of crop . .

." that were lost or damaged "by reason of freezing temperatures,
disease, drought, pests, or casualty" [emphasis added]

.

On its face, the language is clear and allows immediate
expensing of all costs upon replanting. However, comments by the
IRS indicate that section 263A is not all inclusive, and that
only a portion of the costs of replanting, specifically pre-
productive costs, may be deducted under section 263A(d) (2) . I do
not believe this interpretation reflects the action we took in
1986.

Although the legislative history governing section
263A(d) (2) does not explicitly address the interpretation of "any
costs", that history strongly suggests that we passed the loss
exemption so that it would apply more broadly to all costs
associated with replanting. The Conference Report on the Tax
Reform Act of 1986 ("1986 Act") highlights the fact that prior to
the imposition of section 263A(d) (2) , the Code had a former loss
provision that permitted a taxpayer to deduct currently only
"otherwise deductible replanting and maintenance costs" (former
section 278(c)). The Conference Report further indicates that
when we considered the loss provision in the 1986 Act, we changed
the language of the former loss exemption (S 278 (c) ) to read
that "replanting and maintenance costs incurred following loss of
. . . [a] vineyard . . . are currently deductible even though
replanting does not take place on the same property." We did not
include the more limiting "otherwise deductible" language. The
Senate Amendment broadened our language to permit taxpayers,
other than the person who owns the vineyard, to deduct replanting
and maintenance costs. Nothing in the Conference Report
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explicitly mentioned or limited costs to those that were
"otherwise deductible".

Moreover, the original House Report to the 1986 Act suggests
that we intended to expand the former loss exemption of section
278(c). The House Report stated that "under the committee bill,
the special rule of present law permitting expensing of amounts
incurred in replanting after loss or deunage due to freezing
temperatures, disease, drought, pests, or casualty (sec 278(c))
is expanded with respect to edible crops to include expenditures
in connection with planting or maintaining a field other than the
field in which the damage occurred." While the House Report does
not explicitly discuss which costs can be deducted, the fact that
we modified and expanded the old loss exemption implies a broader
interpretation of section 263A(d) (2) was intended.

The fact that we may have intended a broader interpretation
of the types of costs that could be deducted is further evidenced
by the decision not to incorporate the Senate Amendment which
maintained the former loss exemption and did not modify the
otherwise deductible language in this code provision.

The pre-1986 language was certainly easier to understand.
The report language accompanying the former loss exemption (S
278(c)) had explicitly stated that section 278(a), requiring
capitalization of pre-productive expenses, would not apply to
amounts allowable as deductions for vineyard replanting caused by
reason of disease or pests. Unfortunately no such clarity
applies to the 1986 Act loss provision which changed the language
to the more inclusive all costs terminology and which does not
explicitly impose pre-productive cost limits.

While it appears congressional intent supports a broader
interpretation of the deductibility of replanting costs under
section 263A(d) (2) beyond merely pre-productive costs, it is
impossible to decipher precisely at this time.

Mr. Chairman, as you know, farming is an unusual business in
the United States. The entities engaged in farming are usually
smaller than industrial manufacturing entities and are often
deficient in their ability to finance capital expenditures.
Congress has recognized this problem when drafting provisions in
the tax code affecting farming businesses.

Similar recognition through clarifying language is needed
now. With phylloxera damage, each grower who is forced to
replant a vineyard is faced with a major and unexpected drain on
capital resources. The effect of capitalizing most of the costs
of replanting is to require that a vineyard owner obtain
additional cash which may be impossible to obtain. If the Code
is clarified to allow full expensing, cash requirements may be
partially offset against current taxes. Such a treatment would
reduce the hemorrhaging of these impacted farms.

I thank you again, Mr. Chairman, for holding these hearings
and for giving me this opportunity to comment on this
legislation.
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Mr. HOAGLAND. As I understand it, Mr. Schmidt, your proposal
would allow expensing not only of costs required to restore crops,
but also permanent improvements, for instance, the installation of
a new irrigation system if that were occasioned by a national disas-
ter?

Mr. Schmidt. Yes. In our particular type of grape growing, the
irrigation systems are so intertwined with the trellising systems
and the vines, because it is drip irrigation and generally isn't over-
head sprinklers, and as the vines grow up, they grow around these
sprinklers, so you have to tear the whole thing out. There is no
saving them.
Mr. HoAGLAND. Now, would that treatment have the effect of

putting a farmer who suffered a disaster in a better position than
one that hasn't?
Mr. Schmidt. No, it would put the one who suffered a disaster

back in the same position because he can't save the irrigation sys-
tem.
Mr. HoAGLAND. But you are able to expense the irrigation sys-

tem, though, right?

Mr. Schmidt. Yes.
Mr. HOAGLAND. Rather than view it as a capital investment?
Mr. Schmidt. Yes, we would be allowed to expense the replace-

ment costs for some capital assets. However, the new asset would
retain the basis of the old—^but now destroyed—asset on our books
and would retain its character as a capital asset for tax purposes.
Accordingly, because all we are doing is replacing an existing asset,
for which we are now incurring costs for the second time, we re-

ceive no new benefit. The legislation further ensures we receive no
additional benefit because we would not be able to take a section
165 loss deduction.
Mr. HOAGLAND. OK. Thank you. Mr. Jacobs.
Mr. Jacobs. I just can't help noting that we have a man rep-

resenting the water industry and a man representing the wine in-

dustry. Would you care to put your heads together and tell us
which one is better for you? I tnink your answer is at different

times different ones. All right.

Mr. HOAGLAND. Any other observations or questions? Thank you,
gentlemen.
OK Now we will invite panel 3 to step forward, please. First we

have Donna Walker who is here with PPG Industries. Mr. Coyne,
as I understand it, will introduce Donna Walker, Randy Dyer with
National Structured Settlement Trade Association, Robert Crispin
with Travelers, Larkin Teasley with Golden State, and Virginia
Shehee with Louisiana Insurers' Conference, and Mr. McCrery is to

introduce Virginia Shehee; is that right? So why don't we begin
with Mr. Coyne introducing Donna Walker, and then after Donna
Walker's testimony, why, Mr. McCrery may introduce Virginia
Shehee, and after her testimony we will go to Mr. Dyer, then Mr.
Crispin, then Mr. Teasley.
Mr. Coyne. Thank you, Mr. Chairman. It does give me great

pleasure to welcome Donna Walker here today as a representative
of Pittsburgh Plate Glass, an outstanding corporate citizen of the
city of Pittsburgh and my 14th Congressional District, and, of
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course, an outstanding producer of glass and paint products for the
whole world. I look forward to hearing your testimony.

STATEMENT OF DONNA LEE WALKER, DIRECTOR OF TAX
ADMINISTRATION, PPG INDUSTRIES, INC., PITTSBURGH, PA.

Ms. Walker. Thank you, Congressman Coyne. Mr. Chairman,
members of the subcommittee, I appreciate this opportunity to tes-

tify today, and I would like to beg^n by saying that although PPG
disagrees with the position taken in Revenue Ruling 90-65, which
disallows depreciation of an asset involved in manufacturing which
is made from platinum and other costly materials, my purpose here
today is to protest the use of section 481 to make an alleged pro-
spective ruling, in fact, a retroactive ruling.

Revenue Ruling 90-65 holds that an economically recoverable
precious metal faoricated into items used in a taxpayer's trade or
business is not depreciable if the cost of the recoverable metal is

more than half the total cost of the fabricated item. Revenue Rul-
ing 90-65 revoked Revenue Ruling 69-55 which held that these
costs were subject to depreciation.

PPG uses significant quantities of platinum and platinum/rho-
dium alloys in its flat glass and fiberglass manufacturing oper-
ations. PPG's tax treatment of these metals was the subject of nu-
merous discussions with the Service and the Justice Department
over an extended period of years. PPG spent a considerable amount
of time and money pursuing its claims which eventually resulted
in a concession by the Justice Department of PPG's ability to de-
preciate assets made from platinum for years commencing with
1971 based on the Commissioner's position as set forth in Revenue
Ruling 69-55.
As part of a compromise settlement, concessions were made by

PPG not only on the method of depreciation of platinum parts, but
also other issues. Revenue Ruling 90-65 revokes Revenue Ruling
69-55 and concludes, in effect, that the glass industry may not de-

preciate platinum. Revenue Ruling 90-65 purports to be prospec-
tive in its application. The prospective application of Revenue Rul-
ing 90-65 is illusory, however, with respect to depreciation. The
ruling holds that in order to conform with the holding of the ruling
with respect to depreciation, a taxpayer must change its method of
accounting for all platinum on hand and make the necessary ad-
justments under section 481(a). It is the adjustments under section

481 of the code which result in significant adverse tax con-
sequences and to which PPG objects. Not only is PPG denied depre-
ciation on platinum acquired in 1991 and later years, but PPG
must also take into income currently all of the depreciation allowed
on platinum parts in prior years. By characterizing the revocation
of Revenue Ruling 69-55 as a change in the taxpayer's method of

accounting, the Service requires the immediate recapture of much
of PPG's depreciation deductions for earlier years, including years
covered by the prior settlement. PPG does not object to the Serv-
ice's right to change its position, but we strenuously object to the
essentially retroactive holding of Revenue Ruling 90--65 on the very
fundamental basis of fairness in the administration of the tax laws.

Thank you for your time.
[The prepared statement follows:]
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STATEMENT OF DONNA LEE WALKER.
DIRECTOR OF TAX ADMINISTRATION. PPG INDUSTRIES. INC.,

PITTSBURGH. PA.

Mr. Chairman, members of the Subcommittee, my name is Donna Walker.
I am Director of Tax Administration for PPG Industries, Inc. PPG
is headquartered in Pittsburgh, Pennsylvania and is a worldwide
manufacturer of glass, fiber glass, chemicals, coatings and resins.
The Company employs some 20,000 people in the United States and
another 12,000 around the world; has been in business since the
late 1800 's; and had 1992 annual sales approaching
$6.0 billion.

I appreciate this opportunity to testify on the tax accounting
issue relating to Internal Revenue Code section 481, and its impact
on taxpayers under Revenue Ruling 90-65.

I would like to begin by saying that although PPG disagrees with
the position taken in Rev. Rul. 90-65 disallowing depreciation of
an asset involved in manufacturing which is made from platinum and
other costly materials, my purpose today is to protest the use of
section 481 to make an alleged prospective ruling, in fact a
retroactive ruling.

On August 13, 1990 the Internal Revenue Service (the "Service")
issued Revenue Ruling 90-65, 1990-2 C.B.41. This revenue ruling
has potentially significant adverse tax consequences to PPG and
others in glass manufacturing industries. In PPG's case, as well
as most other glass manufacturers, the practical effect of this
ruling will be to reverse previously settled litigation on this
issue and to increase taxable income.

Rev. Rul. 90-65 holds that an economically recoverable precious
metal fabricated into items used in a taxpayer's trade or business
is not depreciable if the cost of the recoverable metal is more
than half the total cost of the fabricated item. Rev. Rul. 90-65,
the 1990 ruling, revoked Rev. Rul. 69-55, 1969-1 C.B. 26, which
held that the costs of an economically recoverable metal
(platinum), which was fabricated into manufacturing parts and
equipment with useful lives of over one year, were subject to
depreciation. The 1990 ruling requires that deductions for the
cost of such platinum and other precious metals are limited to
actual losses, subject to further capitalization requirements if
inventory is produced.

PPG uses significant quantities of platinum and platinum/rhodium
alloys in its flat glass and fiber glass manufacturing operations.
PPG's tax treatment of these metals was the subject of numerous
discussions with the Service and the Justice Department over an
extended period of years. PPG spent a considerable amount of time
and money pursuing its claims, which eventually resulted in a
concession by the Justice Department of PPG's ability to depreciate
assets made from platinum for years commencing with 1971 based upon
the Commissioner's position as set forth in Rev. Rul. 69-55. As
part of a compromise settlement, concessions were made by PPG not
only on the method of depreciation of platinum parts, but also on
other issues.

The settlement of PPG's claims for refund for 1971 through 1973 and
the carry through of that settlement for subsequent years was
founded upon Rev. Rul. 69-55 (the "platinum ruling"). In the
platinum ruling, the Service held that although platinum was not
depreciable, platinum parts used in a glass manufacturing operation
could become depreciable property if such parts had an estimated
life in excess of one year. Based on the platinum ruling, the
Government settled PPG's claims by permitting PPG to depreciate
fabricated platinum parts having a useful life in excess of one
year.

Rev. Rul. 90-65 revokes Rev. Rul. 69-55 and concludes, in effect,
that the glass industry may not depreciate platinum. Rev. Rul. 90-
65 purports to be prospective in its application, that is, to apply
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only in 1991 and later years. The prospective application of Rev.
Rul. 90-65 is illusory , however, with respect to depreciation. The
ruling holds that in order to conform with the holding of the
ruling with respect to depreciation, a taxpayer must change its
method of accounting for all platinum on hand and make the
necessary adjustments under section 481(a).

It is the adjustments under section 481 of the Code which result in
significant adverse tax consequences and to which PPG objects. Not
only is PPG denied depreciation on platinum acquired in 1991 and
later years, but PPG must also take into income currently all of
the depreciation allowed on platinum parts in prior years. By
characterizing the revocation of the platinum ruling as a change in
the taxpayer's method of accounting, the Service requires the
immediate recapture of much of PPG's depreciation deductions for
earlier years, including years covered by the prior settlement.

The implications of Rev. Rul. 90-65 to PPG and other glass
manufacturers who have depreciation deductions under Rev. Rul. 69-
55 are substantial. The adjustment under section 481(a) will be
the difference between the depreciation deductions claimed for all
years prior to 1991 and the amount which would have been claimed
had actual losses been deducted. In PPG's case, this difference
amounts to tens of millions of dollars, which will be required to
be taken into income now. Rev. Rul. 90-65 therefore recaptures
into income over a very short period of time all depreciation
deductions in excess of actual losses sustained by glass
manufacturers for all years prior to 1991, even though these
deductions were agreed to by the government in the settlement of
PPG's litigation claims.

PPG does not object to the Service's right to change its position
as reflected in Rev. Rul. 90-65. But we strenuously object to the
essentially retroactive holding of Rev. Rul. 90-65 on the very
fundamental basis of fairness in the administration of the tax
laws. PPG, as well as all other taxpayers similarly situated,
hammered out settlements (with mutual concessions) at considerable
expense supporting the theory of the Service's flagship ruling,
Rev. Rul. 69-55. Indeed, in all of PPG's negotiations with the
Justice Department and the Service on this matter, the single most
fundamental requirement of any proposed settlement was that it
comport with the theory of Rev. Rul. 69-55 that platinum is not
depreciable, but platinum parts with a life in excess of one year
are.

Rev. Rul. 69-55 states that "(w)hen the fabricated items containing
platinum are placed in service, those items having a useful life of
over one year take on characteristics of depreciable property. . .

The fabricated platinum items having a useful life of over one year
are in the only form that the platinum metal could give rise to a
depreciation deduction by the taxpayer in the instant case." PPG
relied upon this statement to depreciate items fabricated from
platinum with a useful life exceeding one year. Such reliance is
explicitly sanctioned by the Internal Revenue Service. See Rev.
Proc. 89-14, 1989-1 C.B. 814, 815, stating that "(r)evenue rulings
. . . are published to provide precedents . . . and may be cited
and relied upon for that purpose." In addition. Rev. Rul. 90-65
explicitly states that it intends to provide relief for taxpayers
relying on Rev. Rul. 69-55. The requirement of adjustments under
section 481, however, negates any relief because PPG, which relied
in good faith on Rev. Rul. 69-55, would be required to include all
previous depreciation deductions relating to platinum in income, to
the extent the platinum still existed, over a relatively short
period of time. Thus, PPG, which relied on a published Revenue
Ruling, is unduly burdened.
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Now, after having negotiated settlements which adopt Rev. Rul.
69-55, the Service has withdrawn and repudiated the theory of that
ruling to the direct detriment of the taxpayers who have been
following that ruling in good faith.

PPG does, however, support the proposal that allows for true
prospective application of Rev. Rul. 90-65 in the case offabricated platinum parts used in manufacturing.
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Mr. HOAGLAND. Thank you.
Mr. McCrery.
Mr. McCrery. Thank you, Mr. Chairman. It is a pleasure for me

to introduce to the members of our subcommittee today Virginia
Shehee, who is from mv hometown of Shreveport, La. Mrs. Shehee
serves as president and chief executive officer of Kilpatrick Life In-

surance Co., which is domiciled in Shreveport. She also has served
as an officer in the Louisiana Insurers Conference, which is an as-
sociation of small life insurance companies domiciled in the State
of Louisiana.

In addition to her extensive business experience and community
service, Mrs. Shehee was also a member of the Louisiana State
Senate for a number of years and so she brings to us a unique per-
spective of one who has not only been in the business world, but
has served the public. Mrs. Shenee will talk to us today about a
problem in the Tax Code that appears to me to be unfairly and un-
duly harsh in its application to small life insurance companies.

I think Mr. Teasley will also talk about the same problem. I

know the chairman of the subcommittee, Mr. Rangel, has an inter-

est in this matter as well, so I commend to the members of the
panel Mrs. Shehee's testimony.
Mr. HoAGLAND. Mrs. Shehee, you are recognized for 3 minutes.

STATEMENT OF VIRGINIA KILPATRICK SHEHEE, PRESIDENT
AND CHIEF EXECUTIVE OFFICER, KILPATRICK LIFE INSUR-
ANCE CO.; AND PRESIDENT, CENTRAL STATE LIFE INSUR-
ANCE CO., ALEXANDRIA, LA., SHREVEPORT, LA., ON BEHALF
OF LOUISIANA INSURERS' CONFERENCE
Ms. Shehee. Mr. Chairman, members of the committee, you al-

ready know who I am. I am Virginia Kilpatrick Shehee, president
of Kilpatrick Life, domiciled in Shreveport, La., and president of
Central State Life Insurance Co., domiciled in Alexandria, La. I ap-
pear here today to discuss the removal of the small life insurance
company deduction from the alternative minimum tax calculation,

and from the requirement of the code section 848 to capitalize in-

surance policy acquisition expenses.
First, in computing a Hfe insurance company's taxable income, a

small life insurance company, one with assets under $500 million,

is allowed a special deduction equal to 60 percent of its first $3 mil-

lion in income. The small life insurance company deduction is in-

tended to help the smaller companies grow and thereby provide se-

curity for their policyholders. It recognizes the fact that the smaller
companies do not have the benefit of economies of scale, but never-
theless they provide an important service to the U.S. economy.
However, this deduction is not allowed in determining the adjusted
current earnings, ACE, for purposes of computing the alternative

minimum tax, the disallowance of this deduction in calculation al-

ternative minimum tax represents a 25 percent increase in the ef-

fective tax rate of a small life insurance company, shown in our ap-
pendix 8.

This disallowance virtually neutralizes the intended benefits of

the small life insurance company deduction. Second, policy acquisi-

tion costs represent the expenses associated with issuing insurance
policies. Such costs include underwriting costs and agents' commis-
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sions. As a matter of practice, life insurance companies face heavy
policy acquisition costs. These are real dollar costs payable at the
time the policy is issued, and not deferred costs payable over the
life of the policy.

As such, these costs result in a direct reduction to our surplus.

Although such growing costs are often viewed as investing for the
future, the future for companies with limited surplus becomes more
and more questionable with the requirement under the code section

848 to capitalize and amortize 7.7 percent of annual net premiums
as deferred acquisition costs. The fact that the 7.7 percent is ap-
plied to both first year and renewal premiums is particularly dam-
aging to life insurance companies since our premiums are designed
to remain the same for the life of the policy; that is, we do not ad-
just our premium rates every 6 or 12 months. The premium rates

on the existing business were tested and approved based upon the
tax picture at that time.

The application of the DAC tax to the renewal premiums espe-
cially hurts small life insurance companies trying to increase sur-

plus while staying competitive in the marketplace.
We understand that in theory these capitalized costs represent

deductible costs at some point in the future. However in practice

this only occurs when there is a reduction in the company's total

premium income. For small companies subject to the AMT the DAC
tax represents a cost of 17 percent of the net amount of capitaliza-

tion. This may prove to be a final blow for small companies at-

tempting to grow by limiting the amount of surplus available to

fund this growth.
With their inability to increase premiums on existing policies,

with the new NAIC regulations, and the additional tax burdens
created by both the DAC tax and the disallowance of the small life

insurance company deduction, in calculating the AMT, small com-
panies are faced with the concern of how to stop the drain on sur-

plus.

I propose that the small life insurance companies be defined as
those companies with less than $500 million in assets. These com-
panies should be allowed the full small life insurance company de-

duction when calculating adjusted current earnings for alternative

minimum tax.

I also propose that small life insurance companies be exempt
from the requirements under code section 848 to capitalize and am-
ortize 7.7 percent of annual net premiums as deferred acquisition

costs.

There are today approximately 1,300 small life insurance compa-
nies in the United States—and there are 90 in Louisiana—who
service the smaller urban and rural areas of lower- to middle-class

America. We provide thousands of jobs and job stability with our
recession-proof industry. We own property used for offices, pay pre-

mium and property taxes and provide leaders for our communities.
We stimulate growth in these communities through the direct fi-

nancing of local residential and commercial mortgage loans. There
are times when we are the only source of long-term financing for

these projects.

74-51 2 O - 94 - 7
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We, as a group, are also heavily invested in our country through
the purchase of various Government bonds, such as GNMAs, U.S.
Treasuries, and other State and municipal bonds.
The ultimate service we provide is financial security when the

breadwinner of a household dies unexpectedly. This service cannot
and should not be minimized.

In the long run, the benefits of the receipt of both of these ex-

emptions will outweigh the short-term loss of tax revenue. Small
life insurance companies provide home office services and invest-

ments in communities where it is not cost beneficial for the larger
companies to operate.
Thank you, Mr. Chairman, for your consideration regarding the

critical concerns to the well-being of small life insurance compa-
nies. Thank you.
Mr. HOAGLAND. Thank you, Ms. Shehee, for your testimony. We

have someone in Omaha, and I have heard the same testimony.
Ms. Shehee. Have you, sir?

Mr. HoAGLAND. Yes.
[The prepared statement and attachments follow:]
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INSURANCE, ITEMS #1 & #6
RESPONSE

Mr. Chairman and members of the committee:
My name is Virginia Kilpatrick Shehee, President and Chief
Executive Officer of Kilpatrick Life Insurance Company domiciled in
Shreveport, Louisiana and Central State Life Insurance Company
domiciled in Alexandria, Louisiana. I appear here today to discuss
the removal of the small life insurance company deduction from the
alternative minimum tax calculation AND from the requirement under
Code Section 848 to capitalize insurance policy acquisition
expenses

.

First, in computing a life insurance company's taxable income, a

small life insurance company (one with assets under $500 million)
is allowed a special deduction equal to 60% of its first $3 million
in income. The small life insurance company deduction is intended
to help the smaller companies grow and thereby provide security for
their policyholders. It recognizes the fact that the smaller
companies do not have the benefit of economies of scale, but
nevertheless, they provide an important service to the United
States economy. However, this deduction is not allowed in
determining the adjusted current earnings (ACE) for purposes of
computing the alternative minimum tax. The disallowance of this
deduction in calculating alternative minimum tax represents a 25%
increase in the effective tax rate of a small life insurance
company as shown in Appendix A. This disallowance virtually
neutralizes the intended benefits of the small life insurance
company deduction.

Secondly, policy acquisition costs represent the expenses
associated with issuing insurance policies. Such costs include
underwriting costs and agents commissions. As a matter of
practice, life insurance companies face heavy policy acquisition
costs. These are real dollar costs payable at the time the policy
is issued, and not deferred costs payable over the life of the
policy. As such, these costs result in a direct reduction in

surplus.

Although such growing costs are often viewed as investing for the
future, the future for companies with limited surplus becomes more
and more questionable with the requirement under Code Section 848

to capitalize and amortize 7.7% of annual net premiums as deferred
acquisition costs (DAC). The fact that the 7.7% is applied to both
first year and renewal premiums is particularly damaging to life
insurance companies since our premiums are designed to remain the
same for the life of the policy, i.e., we can not adjust our
premium rates every six or twelve months. The premium rates on
existing business were tested and approved based upon the tax
structure at that time. The application of the DAC tax to the
renewal premiums especially hurts small life insurance companies
trying to increase surplus while staying competitive in the

marketplace

.

We understand that in theory these capitalized costs represent
deductible costs at some point in the future. However, in practice
this only occurs when there is a reduction in the company's total
premium income. For small companies subject to the alternative
minimum tax (AMT), the DAC tax represents a cost of 17% (See

Appendix B) of the net amount capitalized. This may prove to be
the final blow for small companies attempting to grow by limiting
the amount of surplus available to fund this growth.

With its inability to increase premiums on existing policies, with
new NAIC regulations (Appendix C), and the additional tax burdens
created by both the DAC tax and the disallowance of the small life
insurance company in calculating the AMT, small companies are faced
with the concern of how to stop the drain on surplus.
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I propose that small life insurance companies be defined as those
companies with less than $500 million in assets. These companies
should be allowed the full small life insurance company deduction
when calculating adjusted current earnings for alternative minimum
tax. I also purpose that small life insurance companies be exempt
from the requirements under Code Section 848 to capitalize and
amortize 7.7% of annual net premium as deferred acquisition costs.

There are today approximately 1300 small life insurance companies
in the United States (90 in Louisiana) who service the smaller
urban and rural areas of lower to middle-class America. We provide
thousands of jobs and job stability with our recession-proof
industry. We own property used for offices, pay premium and
property taxes and provide leaders for our communities. We
stimulate growth in these communities through the direct financing
of local residential and commercial mortgage loans. There are
times when we are the only source of long-term financing for these
projects. We, as a group, are also heavily invested in our country
through the purchase of government bonds, i.e., GNMA's, U.S.
Treasury bonds and other state and municipal bonds. The ultimate
service we provide is financial security when the breadwinner of a
household dies unexpectedly. This service can not, and should not,
be minimized.

In the long run, the benefits of the receipt of both of these
exemptions will outweigh the short-term loss of tax revenue. Small
life insurance companies provide home office services and
investments in communities where it is not cost beneficial for the
larger companies to operate. Thank you for your consideration of
these critical concerns to the well-being of small life insurance
companies

.
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Small Life Insurance Company Deduction
As Neutralized by AMT

APPENDIX A

In the alternative minimum tax calculation 75% of the 60% small
life deduction is added back to taxable income. This amount is
then taxed at 20%. This raises the effective tax rate to 17% from
13.6%, which is a 25% tax increase. Below is an example based on
$100 of income showing how these percentages were attained.

Gain from Operations

Small Life Deductions (60%)

Life Insurance Taxable Income

Adjusted Current Earnings
Adjustment 75% of Small
Life Deduction

Alternative Minimum Taxable Income

Tax Rate

Federal Income Tax

Percent Increase

Regular
Tax
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APPENDIX B

Deferred Acquisition Cost Tax Consequences

The deferred acquisition cost requirement requires the addition to
taxable income of 7.7% of life insurance premiums. Below is an
example, assuming $500 of premium income, that demonstrates the
effect of this tax. The cost to a small life insurance company
that is subject to the alternative minimum tax is equal to 17% of
the amount capitalized less current year amortization.

Effect of
AMT DAC on AMT
Tax Tax Increase

Gain from Operations $100.00 $100.00

7.7% of Premium Income (DAC) 38.50

Small Life Deduction (60%) (60.00^ (83.10)

Life Insurance Taxable Income $ 40.00 $ 55.40

Adjusted Current Earnings
Adjustment 75% of Small
Life Deduction 45.00 62.33

Alternative Minimum Taxable
Income $ 85.00 $117.73

20%

Federal Income Tax $ 17.00

Percent of Deferred Acquisition
Cost ($6.55/$38.50)
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APPENDIX C

Recent NAIC Requirements
Addendum

Asset Valuation Reserve (AVR) applies to the specific risk
characteristics of all invested asset categories excluding cash,
policy loans, premium notes, collateral loans and income
receivables. The AVR breaks down into two major components, each
containing two subcomponents as follows:

Default Component Equity Component
(1) Bonds and Preferred Stock (1) Common Stock
(2) Mortgage Loans (2) Real Estate and/other

Invested Assets

All asset types have minimum and maximum reserve factors as shown
below:

Bonds to 20%
Preferred Stocks 3 to 22%
Short-Term Investments to 20%
Mortgage Loans 1.75 to 10.5%
Common Stock 20 to 33.3%
Real Estate 7.5%

The appropriate reserve factors are multiplied by the account
balance of each individual asset category to determine the amount
of the reserve paid. That amount is then deducted from the surplus
earnings of the company and set up as a liability on the financial
statements

.

This AVR replaced the Mandatory Securities Valuation Reserve (MSVR)
in 1992. The MSVR only established reserves on bonds, preferred
stocks and common stocks while the AVR is much broader and covers
all of the assets listed above.

Asset Adequacy Analysis
The NAIC Model Actuarial Opinion and Memorandum Regulation requires
that companies not meeting certain capital and surplus requirements
are subject to an asset adequacy analysis to be performed by an
appointed actuary. The capital and surplus requirements are as
follows:

(1) Companies whose assets do not exceed $20 million - the
sum of capital and surplus is at least 10% of the sum of
cash and invested assets.

(2) Companies whose assets exceed $20 million but do not
exceed $100 million - the sum of capital and surplus is
at least 7% of the sum of cash and invested assets.

(3) Companies whose assets exceed $100 million but do not
exceed $500 million - the sum of capital and surplus is
at least 5% of the sura of cash and invested assets.

(4) Companies whose assets exceed $500 are required to submit
a statement of actuarial opinion.

Risk Based Capital (RBC) :

Risk Based Capital (RBC) is a means of measuring the amount of
capital needed by an insurance company to support its business
operations based upon its size and risk profile. The four risks
involved in the risk profile are:

(1) Asset risk - risk of asset default.
(2) Insurance risk - risk of adverse mortality and morbidity

experience.
(3) Interest Rate risk - risk of policyholders withdrawing

funds due to higher interest rates in alternative
investments.

(4) Business risk - normal business and management risk



166

Louisiana Insurers' Conference
Regular Member Companies

Company/Contact NAIC Code 1991 Total Assets

Bankers Life ofLA Ins. Co 61298 4,523.121

William Chastain Wardlaw, President

P.O. Box 2010

Ruston, LA 71273

Phone:(318)255-7272

Central American Life Ins. Co. 76716 25,901,434

Tex R. Kilpatrick, President

P.O. Box 217

West Monroe, LA 71294

Phone:(318)329-8181

Central State Life Ins. Co. 61743 28,895,583

Virginia K. Shehee, President & CEO
P.O. Drawer 151

Alexandria, LA 71301

Phone:(318)443-3666

Dixie Life Ins. Co. 73733 11,031,887

Charles J.D. Gerrets, 01, President

P. O. Box 69

Bogalusa, LA 70427

Phone:(504)735-1710

Evangeline Life Ins. Co 73946 8,621,255

Charles J.D. Gerrets, III, President

P. O. Box 13098

New Iberia, LA 70562

Phone:(318)364-1721

Family Financial Life Ins. Co. N/A N/A

Jack Panno, Secretary

P. O. Box 19685

New Orleans, LA 70179

Phone; (504) 456-0101

First Capital Life Ins. Co. ofLA 74985 67,011,010

Frederick (Fritz) Eagan, President

P. O. Box 50939

New Orleans, LA 70130

Phone: (504) 561-7700
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Louisiana Insurers' Conference
Regular Member Companies

Company/Contact NAIC Code 1991 Total Assets

General Financial Life Ins. Co N/A N/A
Jack Panno, Secretary

P. O. Box 19685

New Orleans, LA 70179

Phone:(504)456-0101

Gertrude Geddes Willis N/A N/A
Joseph Misshore, Jr., President & CEO
P. O. Box 53272

New Orleans, LA 70153

Phone: (504) 522-2525

Guaranty Income Life Ins. Co 64238 139,151,038

Thomas "Tom" Clark, President

P.O. Box 2231

Baton Rouge, LA 70821

Phone: (504) 383-0355

Kilpatrick Life Ins. Co. 74918 34,551,267

Virgiana K. Shehee, President & CEO
P. O. Box 88

Shreveport, LA71161
Phone:(318)222-0555

Lafourche Life Ins. Co. 74942 13,567,172

Charles J.D. Gerrets, m. President

P. O. Box 246

Raceland, LA 70394

Phone: (504) 537-7537

Life Ins. Co. ofLA 75094 6,323,409

George D. Nelson, President

P. O. Box 1803

Shreveport, LA 71 166

Phone:(318)221-0646

Magnolia Life Ins. Co. 65803 83,345,314

Harvey KeiflFer, President

P. O. Drawer 3229

Lake Charles, LA 70602

Phone:(318)433-1405
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Louisiana Insurers' Conference
Regular Member Companies

ComDanv/Contact NAIC Code 1991 Total Assets

Melancon Life Ins. Co. N/A N/A
Gerald W. Melancon, President

P. O. Box 100

Carencro, LA 70520

Phone:(318)235-3315

Metropolitan Life Ins. Co. N/A N/A
Harry Kamen, President

One Madison Avenue

New York, NY 10010

Phone: (212) 578-2163

Mothe Life Ins. Co. 66303 22,975,085

Charles J.D. Gerrets, m. President

P. O. Box 2128

Gretna, LA 70054

Phone: (504) 362-7222

Mulhearn Protective Insurance Co.. Inc. 75485 4,240,574

Peter G. Mulhearn, President

P.O. Box 1411

Monroe, LA 71210

Phone:(318)329-0141

Old South Life Ins. Co. 75965 4,361,231

W.D. BiU Holder, President

P. O. Box 845

Winnfield, LA 71483

Phone:(318)628-6921

Pan-American Life Ins. Co. 67539 2.056,034,334

John K. Roberts, President & CEO
P. O. Box 60219

New Orleans, LA 70160

Phone: (504) 566-3776

Pellerin Life Ins. Co. 76317 4,194,745

Frank E. Pellerin, President

118 Berard Street

Breaux Bridge, LA 70517

Phone:(318)332-2111
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Louisiana Insurers' Conference
Regular Member Companies

CompanY/Contact NAIC Code 1991 Total Assets

Washington Life Ins. Co. ofAmerica 70300 37,388,943
D. Roy Domingue, President & CEO
P. O. Box 3468

Lafayatte, LA 70502

Phone:(318)233-0230

Western Fidelity Ins. Co 77879 23,372,896
Ericson Berg, President & CEO
P.O. Box 901010

Fort Worth, TX 76101

Phone:(817)451-7200

Wilbert Life Ins. Co. N/A N/A
John W. Wilbert, Jr. President

P O. Box 699

Plaquemine, LA 70764

Phone:(504)687-1850

June 15, 1993

PP/mpr
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LOUISIANA DOMESTIC COMPANIES

COMPANY NAME # EMPLOYEES

Bankers Life of Louisiana 6

Central American Life Insurance 106

Central State Life Insurance Company 81

Dixie Life Insurance Company 21

Evangeline Life Insurance Company 24

Family Financial Life Insurance Company 18

First Capital Life Insurance Company of LA 18

General Financial Life Insurance Company 18

Gertrude Geddes Willis N/A

Guaranty Income Life Insurance Company 32

Kilpatrick Life Insurance Company 151

Lafourche Life Insurance Company 24

Magnolia Life Insurance Company 205

Melancon Life Insurance Company 7

Metropolitan Life Insurance Company 268

Mothe Life Insurance Company 38

Mulhearn Protective Insurance Company 15

Old South Life Insurance Company 21

Pan American Life Insurance Company 635

Pel I er in Life Insurance Company 14

Rabenhorst Life Insurance Company 30

Reliable Life Insurance Company 32--

Sabine Life Insurance 3

Schoen Life Insurance Company 27

Security Industrial Insurance Company 755

State National Life Insurance Company 248

State Mutual Life Insurance Company 250

Union National Life Insurance Company 819

United Companies Life Insurance Company 96

Washington Life Insurance Company of America 25

Western Fidelity Insurance Company 175

Wilbert Life Insurance Company 9

TOTAL 4171
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Other Domiciled Life Companies

for

Louisiana

Company
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Other DomicUed Life Companies

for

Louisiana
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Mr. HoAGLAND. Mr. Jacobs.
Mr. Jacobs. With the unanimous consent, I hope, of the commit-

tee, I would like to present the next witness who is testifying on
a bill I have introduced.

He is Andy Larsen. He is the chairman of the Workmen's Com-
pensation Task Force with the National Structured Settlements
Trade Association, and also senior vice president of First Colony
Life Insurance Co. at Lynchburg, Va.
And, as if that weren't enough, his son, Eric, is one of the tallest

guys in his sixth grade class. And, as if that weren't enough, he
is the constituent of our colleague, Mr. Payne, to whom I yield.

Mr. Payne. Well thank you, Mr. Jacobs, and welcome, Mr.
Larsen, to the Ways and Means Committee. I was going to say the

Public Works Committee. That is where I was last year.

We appreciate very much the fact that you are here today and
appreciate very much what you and First Colony Life Insurance do
throughout Virginia. It is one of the most highly regarded corporate

citizens certainly in Virginia and throughout Virginia. And cer-

tainly your chairman, Ron Dolan, who lives in my home county,

now is one of the real community leaders as you are in central Vir-

ginia.

Welcome. We thank you for being here and look forward to your
testimony.

STATEMENT OF RANDY DYER, EXECUTIVE VICE PRESIDENT,
NATIONAL STRUCTURED SETTLEMENTS TRADE ASSOCIA-
TION, AS PRESENTED BY ANDREW LARSEN, CHAIRMAN,
TASK FORCE ON WORKER'S COMPENSATION, NATIONAL
STRUCTURED SETTLEMENT TRADE ASSOCIATION; AND SEN-
IOR VICE PRESIDENT, FIRST COLONY LIFE INSURANCE CO.,

LYNCHBURG, VA.

Mr. Larsen. Thank you very much, Mr. Chairman, Congressman
Jacobs, Congressman Payne and members of the committee. We
are certainly very pleased to be here today.

The National Structured Settlement Trade Association is an or-

ganization of approximately 500 members dedicated to the pro-

motion of structured settlements. Under a structured settlement, a
person who has suffered a serious, long-term physical injury from
a tort receives damages in the form of periodic payments. These
are tailored to his or her special needs, and the payments are made
by a financially secure, well-capitalized institution. Congress adopt-

ed section 130 of the code to encourage structured settlements and
provide financial protection to injured accident victims.

NSSTA very much appreciates the opportunity to testify in

strong support of H.R. 1416, introduced by Mr. Jacobs. H.R. 1416
would extend section 130 to include workers' compensation claims.

In adopting section 130, the clear focus of Congress was on pro-

viding maximum financial protection and security for the victims

of serious, long-term physical injuries.

Thus, the key feature of section 130 is that it permits the obliga-

tion to make tne stream of damage payments to an injured person

to be transferred from the original tort-feasor to a financially se-

cure, well-established institution. The payments to injured victims

in these circumstances are funded by two of the safest financial in-
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struments available today: United States Treasuries or annuities
provided by State-regulated insurance companies.

H.R. 1416 would extend section 130 to cover phvsical injuries
suffered in the workplace as well as those physical injuries now
covered by victims of tort claims. It merely adds a parallel class of
physical injuries to those already covered by the statute.
A worker who has suffered a severe and permanent injury should

have the same access to financial security and stability under sec-
tion 130 as a tort victim now has. A permanently disabled worker
who receives workers' compensation benefits over the next 20 or 30
years has the same valid concerns as a tort victim over relying on
the uncertain financial prospects of a self-insured employer who
may not even be in business 10 years from now or a weak com-
pensation insurer who threatens to become weaker with time.
The threat of insolvency is real. Many States have no guarantee

fund at all to protect injured workers of self-insured employers.
Those guarantee funds that do exist are untested in their capacity
to respond to a serious insolvency.

Similar concerns exist over troubled compensation carriers. Since
1969, over 200 casualty insurers have failed. A number of the larg-

est failures involved companies that were significant writers of
workers' compensation insurance. Several of these companies were
located in States represented by members of this subcommittee,
such as New York and Massachusetts.

If H.R. 1416 were enacted, the section 130 transaction and work-
er's compensation would focus on those situations where there is a
genuine concern over the continued financial health of a self-in-

sured employer or the compensation carrier and their ability to

provide future benefits to permanently injured workers. These seri-

ously injured workers face significant ongoing medical and living

expenses and cannot afford to have their compensation delayed, in-

terrupted or completely lost.

If H.R. 1416 were enacted, section 130 would provide maximum
financial security to this permanently disabled worker by permit-
ting the responsibility for the 20 or 30 years of compensation pay-
ments to be transferred from the troubled employer or compensa-
tion carrier to a financially secure institution to be funded out of

the safest assets available in the United States today.
All of this also would be overseen and regulated by State work-

ers' compensation authorities. The State authority must approve
each and every transfer of payment responsibility. Each case is re-

viewed by the State authority on its individual facts, and any
transfer of payment responsibility must be consistent with the
workers' compensation statutes and the best interests of the
worker.
For all of these compelling reasons, the National Structured Set-

tlements Trade Association strongly urges the adoption by the
Ways and Means Committee of H.R. 1416. H.R. 1416 would enable
workers suffering from serious, long-term physical injuries to re-

ceive the same high level of financial protection now available to

the victims of tort claims.

I thank you and welcome any questions you may have.
Mr. HOAGLAND. OK. Thank vou Mr. Larsen.
[The prepared statement follows:]
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STATEMENT OF RANDY DYER. EXECUTIVE VICE PRESIDENT OF THE
NATIONAL STRUCTURED SETTLEMENTS TRADE ASSOCIATION

My name is Randy Dyer. I am Executive Vice President of the

National Structured Settlements Trade Association (NSSTA). I am accompanied

today by Andrew Larsen, the Chairmem of NSSTA's Task Force on Worker's

Compensation.

NSSTA is an organization composed of more than 500 members
which negotiate and implement structured settlements of tort cases involving

persons with serious, long-term physical injiiries. Under a structured settlement,

the injured person receives damages in the form of a stream of periodic payments

tailored to his or her future medical and basic needs firom a well-capitalized,

financially-secure institution. This method is chosen over compensation in the

form of a lump sum because the lump sum in many cases is prematurely

dissipated by the victim who often is ill-prepared for its management. Founded in

1986, the mission ofNSSTA is to advance the use of structured settlements as a

means of resolving personal injury claims.

NSSTA very much appreciates the opportunity to testify today in

strong support of H.R. 1416, introduced by Mr. Jacobs. H.R. 1416 would extend

the I.R.C. § 130 qualified assignment of Uabihty mechanism to include worker's

compensation claims as well as tort claims, thereby providing to persons who have

siifTered serious, long-term injuries in the workplace the same financial protection

that is cvurently available to tort victims.

I. Section 130 Adopted to Protect Seriouslv-Iniured Tort Victims

Code section 130 was adopted as part of the Periodic Payment
Settlement Act of 1982 (P.L. No. 97-473) to provide a mechanism under which

badly-injured tort victims suffering harm well into the future could receive

compensation in the form of a stream of pajnnents firom a financially-secure and
experienced institution.

In adopting section 130, the clear focus of Congress was on providing

maximum financial protection and security for a victim who has suffered serioiis,

long-term physical injuries. Providing compensation to the victim in the form of a
long-term stream of payments, such as the remainder of his or her hfe or 20 or 30
years, meets the injured person's medical and living needs over time and guards

against premature dissipation of the recovery by the victim. However, the long-

Uved nature of the pasmaent stream makes the financial health of the payor a vital

concern to the injured person.

The section 130 qualified assignment mechanism reflects a

Congressional recognition of the perils of leaving a badly-injured person exposed

to the uncertain financial prospects of a self-insured tortfeasor or a financially-

impaired property and casualty carrier over the next 20 or 30 years. The key
feature of section 130 is that it permits the obligation to make the stream of

pciyiiitjuls Ui Liie iiijuicu pcisuu to uc liicLuaxcriLcu &Oiix the tortfessor (or its

insurer) to a weU-capitahzed, financiaUy-seciure institution. Congress expressly

mandated in section 130 that the assignee must fund its assigned pasmient

obhgation to the injured victim from two of the safest types of investments

available - U.S. Treasury obUgations or annmties of state licensed and supervised

life insurance companies.
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To provide even greater financial security to the injured victim,

Congress amended section 130 to permit the victim to be given secured creditor

status with respect to these high grade funding assets being used by the assignee

to make the periodic payments.

Section 130 includes a series of other requirements, protections, and
restrictions regarding the assignment of the periodic pasonent obhgation as well

as the assets used to fund the payment obligation, in order to protect the injured

victim as well as to ensure that no potential tax concern is raised.

II. Section 130 Rationale Applies Equally to

Phvsical Injuries Suffered in the Workplace

In extending Code section 130 to cover physical injuries suffered in

the workplace as well as physical injxiries suffered fi'om torts, H.R. 1416 is fuUy

consistent with the original purpose of section 130 and merely adds a parallel

class of physical injuries to those already covered by the statute.

All of the important pohcy reasons luiderlying the use of qualified

assignments for physical injuries in the tort context apply with equal force to a

person who has suffered physical injuries in the workplace. The form of making
the claim for such physical injuries -- whether in tort or worker's compensation -

should not be a basis for differentiation regarding the availabihty of the financial

protections of section 130 for the seriously injured victim. Indeed, in many cases

the worker's compensation statutes require injxxred workers to forego tort

remedies against their employers.

A worker who has suffered a severe and permanent physical injury

should have the same access to the financial security and stabihty offered by the

section 130 as tort victims are afforded -- that is, to have the compensation
obhgation assigned to a well-capitalized and experienced institution which can

also provide the injured worker with secured creditor status. A seriously and
permanently disabled worker who is to receive a stream of worker's compensation
pa3Tiients over the next 20 or 30 years has the szime vahd concerns as the tort

victim over relying on the uncertain financial prospects of a self-insured industrial

employer which may no longer be in business a decade from now or a

compensation carrier that is weak and threatens to become more so in the future.

Consider the case of a worker who has been permanently paralyzed

firom the waist down and will be receiving weekly worker's compensation benefits

for a long period of time. His employer is a small construction business that is self

insured and has been experiencing rising financial losses. The injured worker
may well be motivated to seek a lump sum settlement of the remainder of his

claim, fearing that he cannot rely on the future financial health of his employer to

continue providing the payments that are necessary for his expensive, ongoing

medical care euid living needs. In other instineco, a financially-prccciricuc

employer may use the threat of insolvency to coerce a disabled worker to accept a

settlement of his or her claim in the form of a reduced lump sum. A similar fear of

the loss of future benefits can arise where the employer's compensation carrier

becomes financially impaired. In all of these cases, the specter of risk and
uncertainty - eind the fear of having to battle the other creditors of the employer

or of the compensation carrier - can cause the permanently disabled worker to

"take the cash" as a Ivunp sum settlement of the remainder of the claim, even

though the amoimt is likely to represent considerably less than he or she would
have received in statutory worker's compensation benefits over time.
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In the case of threatened insolvency, the state worker's compensation

referee who hears all worker's compensation claims and must approve the terms

of their resolution would have only two options under current law. The state

referee could deny the injured worker's request for a lump sum resolution of the

remainder of his claim, exposing the worker to the risk of worsening financial

health of the employer or compensation carrier. Alternatively, the state referee

could permit a lump sirni resolution of the remainder of the injured worker's claim

as the best of two poor choices, knowing that continued periodic payments would

have been in the best interests of the disabled worker and his or her family who
often are ill-equipped to manage a lump sum to provide for medical and basic

needs that will extend weU into the future.

The concerns over the insolvency of a self-insured employer are very

real. Up until the past few years, there were no guarantee funds available to

protect the injured workers of self-insured employers. For example, a few years

ago a large self-insured supermarket chain in the Southwest fadled, leaving

approximately 75 workers without any benefits at all. Since the time of the

bankruptcy of this employer, these workers have received no payments and are

presently pursuing their claims for benefits through the bankruptcy court. Even

in the approximately 25 states that have guarantee funds for self-insured

employers, the capacity of these funds to respond to a major insolvency is

untested. Thus, a state facing the insolvency of a self-insured employer in many
cases has few options with which to address these serious long-term disability

cases other than to shovilder the burden of worker's compensation claims running

20 or 30 years out or offer these permanently disabled workers lump sum
settlements which the workers and their families often are ill-equipped to

manage.

Similar concerns exist over the threatened or actual insolvency of

casualty insurers. Since 1969, over 200 casualty insurers have failed. Some of

the larger insolvencies include the following companies:

Name

Mission Insurance Co.

Transit Casualty

Ideal Mutual Insvirance Co.

American Mutual Liability

Midland Insurance Co.

Champion Insurance Co.

Four of these companies - Mission Insurance Co., American Mutual
Insurance Co., Ideal Mutiial Insurance Co., and Midland Mutual Insurance Co. --

had written a significant volxime of worker's compensation coverage. While it is

fortunate that in these particular instances the casualty ^tiorontcc acsociationc

ultimately were able to provide the injured workers with their full benefits, we
vmderstand that there were in many cases delays and interruptions in payments.

These seriously-inj\ired workers often face significant ongoing medical and Uving

expenses, and hence even delays or interruptions in benefits can create serious

problems for these disabled workers. Even the failure of a small carrier can affect

many injured workers. For example, Westmoreland Casualty had less than one

percent of the overall worker's compensation market in Pennsylvania at the time

it was taken over by state regiilators in 1987, yet the liabilities associated with

worker's compensation claims exceeded $30 million to disabled workers.
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If H.R. 1416 were enacted, the most likely section 130 assignment of

liability transactions in the worker's compensation context would involve these

situations where concern exists about the continued financial ability of a self-

insured employer or compensation carrier to provide future benefits to

permanently disabled workers. Under the appUcable state or federal worker's

compensation statute, each resolution of a worker's claim and any assignment of

liability for that claim are subject to review by the state worker's compensation

referee on an individujil case basis under its particular facts. The injured worker

must assent to the arrangement, and the state referee must determine that the

resolution of the claim and any assignment of liability are consistent with the

worker's compensation statute and are in the best interests of the injured worker.

State worker's compensation referees historically have demonstrated a strong

inclination to have financially healthy employers or compensation carriers retain

liability for worker's compensation claims. As a result, assignments of liabUity by

a self-insured employer or by a compensation ceirrier are likely to be permitted by

the state referee in most cases only where there is some demonstrated concern as

to the futvire financial health of the employer or carrier.

If H.R. 1416 were enacted, the availability of the section 130

qualified assignment mechanism would provide maximum financial security to

this permanently disabled worker by permitting assignment of the responsibility

for the 20- or 30-year stream of pas^nents for medical and living expenses to a

well-capitalized, financially-experienced institution. The assignee would fund its

obligation to the injxured worker out of the very high grade assets mandated by
Congress in section 130 -- U.S. Treasury obligations or annuities of state licensed

and regulated hfe insursmce companies. Section 130 would enable the assignee to

provide the injured worker with secured creditor status in respect of these high

quality assets, thereby giving the worker the maximum financial protection that

his or her future medical and other needs will be met. State worker's

compensation referees would welcome this additional option for addressing the

situation of the financially troubled employer or compensation carrier.

Conclusion

The National Structured Settlements Trade Association strongly

urges the adoption by the Ways and Means Committee of H.R. 1416. H.R. 1416
would enable workers suffering fi:om serious, long-term physical injiuies to

receive the same high level of financial protection now provided to tort victims, by
extending section 130 to worker's compensation claims.
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Mr. HOAGLAND. Mr. Crispin.

STATEMENT OF ROBERT W. CRISPIN, VICE CHAIRMAN AND
CHIEF INVESTMENT OFFICER, THE TRAVELERS CORP.,
HARTFORD, CONN.

Mr. Crispin. Mr. Chairman, members of the committee, I am
Robert Crispin, vice chairman and chief investment officer of the
Travelers Corp. of Hartford. I want to thank the subcommittee
today for providing me this opportunity to appear before you re-

gar(fing a matter of significant interest to us.

I am responsible for the investment management of the compa-
ny's assets, including stocks, bonds, and real estate. Earlier this

year, we announced our intention to accelerate the sale of a signifi-

cant portion of foreclosed real estate properties that we hold result-

ing fi-om the drastic and sustained downturn in commercial real es-

tate markets throughout the country. Our decision to dispose of
those assets will improve our profitability and allow us to redirect
the proceeds into sectors of the economy in need of credit.

We will also eliminate significant carrying costs on those assets
and earn current income upon their reinvestment.
As part of our effort to dispose of foreclosed real estate, I have

become aware of a special provision of the Internal Revenue Code
that requires life insurance companies to undertake extraordinary
tax-planning steps to time and to structure those dispositions. This
coordination must be done to receive a current tax benefit for the
economic loss that will be realized on the sale of those assets.

We believe that there is no tax policy justification for the rule.

Moreover, its existence unduly complicates the disposition program.
No taxpayers, other than life insurance companies, are affected

by this provision. Other businesses are allowed the benefit of any
loss they realize on the sale of their business property without un-
dertaking the additional and noneconomical steps that life insur-

ance companies are forced to take solely as a result of the provi-

sion.

That provision I am referring to is section 818(b) of the Internal
Revenue Code. Essentially, it provides that a life insurance com-
pany selling at a loss any depreciable property or real property
used in any trade or business other than its life insurance business
must treat the loss as a capital loss. Other taxpayers who dispose
of identical properties at a loss are allowed an ordinary loss.

Capital losses of a corporation are deductible only to the extent
the corporation has realized capital gains, and capital losses obvi-

ously expire after 5 years.

On the other hand, ordinary losses can be used to offset either
capital gain income or ordinary income. Therefore, for the Travel-
ers to receive the tax benefit of a loss it realizes on the sale of fore-

closed properties, we must match the overall capital gain and cap-
ital loss position. To do that, we must either slow down the pace
of the disposition of the real estate or speed up the sale of bonds
with capital gains. And other taxpayers who are not subject to

818(b) do not have to make those types of investment decisions
strictly for tax reasons.
Now, we at the Travelers have sufficient appreciated capital as-

sets in our total portfolio of investments so that we are confident
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that none of the capital losses would go unused. But, as a matter
of sound business judgment, we will see to it that we will fully uti-

lize those losses.

But pursuing that strategy is not without cost to us. We incur
transaction costs each time we are forced to accelerate a sale to

generate capital gains, and such sales result in the sale of high
coupon bonds which we replace with lower yielding instruments.
These trades hurt future year's operating income and, by the way,
decrease our future taxable income.

Section 818(b) is a vestige of the now thoroughly discredited Life

Insurance Tax Act, of 1959, which Congress repealed, thankfully, in

1984. And whatever the merits of section 818(b) under that 1959
act, its reason for being expired with the complicated three-phase
tax system of that act.

In my view, there is no justification for preserving the special

section rule treating nonlife insurance trade or business assets as
capital assets when all other taxpayers treat such assets as ordi-

nary income assets.

For the above reasons, I believe that it is appropriate to repeal
818(b), and, by doing so. Congress would be allowing life insurance
companies the same tax treatment of business assets that other
taxpayers have under the code. I know if section 818(b) is repealed,

we will be allowed to make decisions based on their investment and
economic merits rather than tax considerations.

Thank you very much, Mr. Chairman.
Mr. HOAGLAND. Thank you, Mr. Crispin.
[The prepared statement follows:]
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WRITTEN STATEMENT OF THE TRAVELERS CORPORATION
BEFORE THE COMMITTEE ON WAYS AND MEANS StTBCOMMITTEE

ON SELECT REVENUE MEASURES

I. INTRODUCTION .

I am Robert W. Crispin, Vice Chairman and Chief Investment
Officer of The Travelers Corporation. I want to thank the
Subcommittee for providing this opportunity to appear before you
today regarding a tax matter of some importance to my company.

As Chief Investment Officer of The Travelers, I am
responsible for the investment management of the company's assets
including securities and real estate. Travelers announced in
February 1993 its intention to accelerate the sale of a
significant percentage of the foreclosed real estate properties
that we hold. The drastic and sustained downturn in the
commercial real estate market has left Travelers holding
foreclosed real estate with a book value of approximately $2
billion. We have made a business decision that disposing of a
significant percentage of those assets will improve our
profitability by eliminating carrying costs, and will allow our
management to refocus on our core business of insurance
underwriting. We sold more than $285 million in foreclosed real
estate last year, and already this year we have sold more than
$64 million of foreclosed properties.

II. TAX TREATMEirr OF FpRE(;X9$ED PRpPBRTY gALEg MADE BY LIFE
IITS?RANCB COMPANIES.

A. Cvtrrgnt L»w.

As part of our effort to dispose of foreclosed real estate,
I have become aware of a special provision of the Internal
Revenue Code that requires us, as a life insurance company, to
undertake extraordinary tax planning steps regarding the timing
and structure of our dispositions in order to receive a current
teLx benefit for the economic loss that we realize on these
properties. Not only does this special tsuc provision complicate
our disposition program, but we believe that there is no tax
policy justification for the continuation of the rule. No
taxpayers, other than life insurance conpanies, are affected by
this provision. Other businesses are allowed the benefit of any
loss they realize on the sale of their business property, without
undertaking the additional, and non- economical, steps that life
insurance companies are forced to take solely for tax purposes.

The provision to which I am referring is section 818 (b) of
the Internal Revenue Code of 1986, as amended (the "Code").
Essentially, it provides that a life insurance company selling at
a loss any deprecieUsle property or real property used in any
trade or business other than its life insurance business must
treat the loss as a capital loss. Other taxpayers who dispose of
the identical kinds of properties at a loss are allowed an
ordinary loss, as the following technical analysis shows.

Section 1221 of the Code excludes certain property from the
term "capital asset." Under section 1221(2), depreciaJale
property used in a trade or business and real property used in a
trade or business do not qualify as capital assets.

Under a special rule provided in section 1231, if gains from
the sale or exchange of real or deprecieJale property used in a
trade or business and held for more than one year exceed the
losses from the sale or exchange of such property for the teLxable
year, the net gain is treated as capital gain. If losses from
the sale or exchange of such property exceed the gains from the
sale or exchange of such property for the tauccQ)le year, the net
loss is deductible as an ordinary loss.
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Section 818(b) modifies section 1221(2) and section 1231 of
the Code, as those sections relate to life insurance companies.
In the case of a life insurance company, section 818 (b) provides
that for purposes of applying section 1231(a), the term "property
used in the trade or business" includes only depreciable or real
property used in carrying on an insurance business. In the case
of a life insurance company, section 818(b) provides that for
purposes of applying section 1221(2), the reference to property
used in a trade or business is treated as including only property
used in carrying on an insurance business.

As a consequence of section 818(b), any non- insurance trade
or business asset, which otherwise would not constitute a capital
asset, that is sold by an insurance company at a loss results in
a capital loss.

It is generally more advantageous from a tauc standpoint to
have an ordinary loss rather than a capital loss. The capital
losses of a corporation are deductible only to the extent the
corporation has realized capital gains, and capital loss
carryforwards expire after five years. On the other hand,
ordinary losses can be used by a corporation to offset either
capital gain income or ordinary income. Therefore, for The
Travelers to receive the immediate tax benefit of a capital loss
it realizes on the sale of foreclosed properties. The Travelers
must monitor its overall capital gain and capital loss position
throughout its entire asset portfolio, to ensure that it will
realize capital gain each year at least equivalent to its capital
losses for the year. To match capital gains with capital losses.
The Travelers can either slow down the pace of its sales of real
estate, or speed up sales of assets with capital gains in its

bond portfolio. Other taxpayers, who are not subject to section
818(b), do not have to make those types of investment decisions
strictly for tax purposes.

B, Added Costa Due to Section 818 (b) .

The Travelers has sufficient appreciated capital assets in
our portfolio of investments so that we are confident that none
of our capital losses will go unused. As a matter of sound
business judgment, we will see to it that we fully utilize the
losses. However, pursuing that strategy is not without cost to
us. We incur transaction costs each time we are forced to
accelerate a sale to generate capital gain solely for tax
reasons. Those tax-driven sales also result in our selling high
coupon bonds and replacing them with lower yielding instriunents,

which hurts our future years' operating income, and by the way,
decreases our taxable income. Tcuc-driven sales also distort our
carefully balanced investment portfolio, which is designed to
generate cash flows at the times that we expect to pay out
benefits to policyholders. Therefore, although we can plan
around section 818(b), section 818(b) has real costs to us.

C, Section 818(b) Has No Rationale and Should Be Repealed.

Section 818(b) is a vestige of the Life Insurance Company
Income Tax Act of 1959, a tax scheme which is now universally
recognized as irrational and unwor)cable. Former Code section
817(a) of the Code, which was the predecessor of section 818(b),
was enacted to avoid the complexity of including sales on non-
insurance property in the three-phase toix system inaugurated by
the Life Insurance Company Income Tax Act of 1959. The extremely
complex three-phase system was eliminated by the Tax Reform Act
of 1984. The overall objective of the 1984 Act was to tax life
insurance companies in a manner comparable to that applicable to
other corporations.

As a result of the 1984 repeal of the Life Insurance Company
Income Teix Act of 1959, there is no longer any basis for



184

preserving the special section 818(b) rule regarding the
treatment of capital assets. Consistent with the objective of
the 1984 Act, the character of a life insurance company's gain or
loss on the sale of real estate or deprecieible property should be
determined under the same general rules of section 1221 and 1231
that apply to other businesses. Section 818(b), therefore, is a
section which should be repealed.

Conceptually, the foreclosed real estate properties that The
Travelers actively manages as a trade or business are
appropriately classified as non-capital assets under section
1221(2) of the Code. A sale or disposition of a non-capital
asset at a loss is an ordinary loss, just as the rental income we
report from the rentals of the properties are ordinary income. I
do note that for tax purposes depreciable property and real
property used in a trade or business are placed in a special
category )cnown as "section 1231 assets," which receive dual
treatment under the Code. If a tauqjayer has a net loss on the
sale of section 1231 assets during a taxable year, the net loss
is deductible as an ordinary loss. On the other hand, if there
is a net gain on sales of section 1231 assets for the year, the
net gain is treated as a capital gain and taxed at the capital
gain rate. Because the corporate tax rate on capital gains is
now the same as the corporate tax rate on ordinary income,
section 1231 today has little consequence to taxpayers. However,
the section 818(b) rule, which denies life insurance companies
ordinary loss treatment on the sale of what otherwise would
qualify as section 1231 assets, has a real consequence. Unless
the life insurance company actively ta)ces special steps to ensure
that it realizes sufficient capital gains, a section 818(b)
capital loss may not be usable in the year it is realized.

D. Repeal of Section 818(b) ia Likelv to Be Revenue
Neutral .

A repeal of section 818 (b) is li)cely to have a minimal
impact on federal tax revenues as a result of several factors.
First, the life insuramce industry in recent years has realized a
large amount of net capital gains which are availaUble for offset
by capital losses, under the carrybac)c rules. Second, virtually
all members of the life insursmce industry have substantial
unrealized capital gains available to offset capital losses which
are li)cely to be realized in the 5 -year time horizon. Third, the
insurance industry is limited in its eUDility to accelerate
capital loss realizations even if, as a result of a repeal of
section 818(b), such realization would be availeible to offset
ordinary income. Fourth, many members of the insurance industry
can utilize teuc planning strategies to avoid adverse consequences
under section 818(b).

1. DtBgygg^gq 9f FftctCrg gQPtriljvtinq tO R^vw^g NWtg»l
TmpwfTt Frgm R^yal qt g^gtipn 93.9 (3?) •

a. Rggwt High Lgvel pf R?»H.^qj Mgt CWJtal gfting.

While historically the life insurance industry generally
nets its capital gains and losses each year, for the past several
years life insuremce companies actually have reported substantial
realized net capital gains on an aggregate basis. The latest
industry data indicate that life insurance con^anies reported
over $11 billion in net realized capital gains for the years 1990
through 1992.

Current law allows taxpayers to carry bac)c realized capital
losses three years to offset realized capital gains. As a
result, even in the absence of a repeal of section 818(b), it is
anticipated that any realized losses within the foreseeable
future, which are treated as capital losses solely as a result of
section 818(b), will produce a full tax benefit as a result of
the eibility to carry bac)c these losses against previously teuced
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realized net capital gains. Thus, even if section 818(b) is
repealed and ordinary loss treatment is available, there would
likely not be any change in federal revenues.

b. (i^^rr^t High Lgvgl Qf ?nrg»lized gapi^al Gains.

In addition to the substantial realized net capital gains
available in the three year carryback period, another factor
suggests that the repeal of section 818 (b) is unlikely to affect
current federal tcuc revenues. Specifically, the life insurance
industry currently has substantial unrealized built-in capital
gains in its companies' existing portfolios as a result of
falling interest rates within the past 12 -month period affecting
its bond portfolios and a continuing rise in the stock market
affecting its equity investments. As a result of these
substantial unrealized gains, it is anticipated that the life
insurance industry will continue to realize net capital gains for
the foreseeable future consistent with recent experience. Thus,
even in the cibsence of a repeal of section 818(b), it is likely
that any realized losses within the foreseeable future, which are
treated as capital losses solely as result of section 818(b),
will produce a full tax benefit.

c. Limited Ability <;9 Aggglgrate C»plt»l Logggg-

In the event that section 818(b) is repealed, some concern
might be raised that the life insurance industry would accelerate
its disposition of section 1231 properties to produce a net tax
benefit. This concern is unjustified for at least two reasons.
First, the life insurance industry is limited in its ability to
accelerate capital losses. The heavily- regulated life insurance
industry operates under strict capital and surplus requirements.
Realizing capital losses would decrease a company's availa^Dle
capital and surplus. As a result, accelerating capital losses
for tax purposes is simply not an option for insurance companies
facing surplus pressures. In fact, the high level of capital
gain realizations over the past few years is a direct result of
the need of life insuramce companies to increase their surplus
levels.

A second reason suggesting that life insurance companies
will not be eible to accelerate disposition of properties to
trigger ordinary losses in the event of a repeal of section
818(b) concerns the business strategies which have been adopted
by these companies. In many cases, to accelerate disposition of
these properties would require a substantial chemge in business
strategy which would be inconsistent with the overall investment
strategy which these companies have put in place for non-tajc
reasons. As a result, amy such change would have to produce
substantial benefits in order to be justified.

d. Self -Help Technlquea Are Already Available to Some
Life Insurance Companiea .

A final factor suggesting that the repeal of section 818(b)
will not produce a net federal loss of revenue relates to the
fact that at least some life insurance companies with
significeuitly troubled real estate assets have already been able
to avoid the adverse consequences of section 818(b) through self-
help techniques. For instance, within the context of a
consolidated group of corporations, an insurance company can
transfer foreclosed real estate and other assets that otherwise
are subject to section 818(b) to non-life affiliates, which can
claim ordinary losses under the normal rules of the Code when
they dispose of the assets outside of the group. These
techniques, however, are not availcQsle to all life insurance
compamies due to the fees incurred to transfer real estate
properties within a consolidated group and as a result of the
impact which such tremsfers may have on capital and surplus of
the life insurance company.
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HI. COMCLPSION .

For the above reasons, I believe that it is appropriate to
repeal section 818(b) of the Code. Congress should allow life
insurance companies the same tauc treatment of business assets
that other taxpayers have under the Code. I know if section
818(b) is repealed, it will simplify my company's taix planning,
and allow us to make decisions regarding asset sales based on
economic factors, rather than tax considerations.

I want to thank you again for the opportunity to appear
before the Committee and I request your support regarding the
repeal of section 818 (b)

.

B16M\e7001\061Statt.doc
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Mr. HOAGLAND. Mr. Teasley.

STATEMENT OF LARKIN TEASLEY, PRESmENT AND CHIEF
EXECUTIVE OFFICER, GOLDEN STATE MUTUAL LIFE
INSURANCE CO^ LOS ANGELES, CALIF., ON BEHALF OF NA-
TIONAL INSURANCE ASSOCIATION
Mr. Teasley. Mr. Chairman and members of the subcommittee,

I want to thank you for the opportunity to discuss vsdth you two
very important tax changes that will ease the burden on small life

insurance companies.
The continuing viability of small insurance companies is essen-

tial if we are to improve poor socioeconomic conditions in the Unit-
ed States. Small insurance companies serve low and lower-middle
income communities that larger firms ignore.

I am Larkin Teasley, president and CEO of Golden State Mutual
Life Insurance Co. I am testifying on behalf of our company and
also on behalf of the National Insurance Association. Golden State
Mutual is based in Los Angeles. It has surplus and capital of ap-
proximately $9 million.

The National Insurance Association is comprised of small Afri-

can-American companies serving African-American communities
throughout the United States, While the size of the average policy
issued by firms not in the association is over $80,000, members of
the National Insurance Association have average policies in the
range of $3,000 to $5,000.
Now, the first proposal would allow the deduction available to

small life insurance companies to be used when calculating a small
company's adjusted current earnings for purposes of the alternative
minimum tax.

The second would exempt certain small companies from the re-

quirement under Internal Revenue Code section 848 to capitalize

specified insurance policy acquisition expenses.
These two small life insurance company provisions fit in with the

theme of the tax bill being developed by Congress this summer. We
need to structure the Tax Code in such a way as to encourage com-
petition and iob growth in areas that are too frequently ignored by
investors seeking only short-term profits.

Now, the life insurance industry is dominated by a small number
of huge companies, and these companies are better able to allocate
their fixed costs, whereas smaller firms cannot do so.

The first proposal would allow the deduction available to small
life insurance companies to be used when calculating a small com-
pany's adjusted current earnings for purposes of the alternative
minimum tax. Out of the minimum tax adopted in 1986, the small
life company deduction is treated as a preference item, meaning
that the benefit of the provision adopted in 1984 is either reduced
or eliminated. The solution to this problem is to allow the small life

company deduction to be used when calculating adjusted current
earnings.
The second provision described in the press release would exempt

certain small companies from the requirement under IRS Code sec-

tion 848 to capitalize specified insurance policy acquisition ex-
penses. Specifically, the provision would not apply to firms with an-
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nual statement surplus and capital of less than $25 million or spec-

ified policy acquisition expenses of less than $4 million.

Section 848 was adopted as part of the 1990 Omnibus Budget
Reconciliation Act. Under prior law, companies expensed acquisi-

tion costs in the first year that a policy was in force.

The capitalization of acquisition expenses remains extremely bur-
densome to all small life insurance companies. Small companies
incur certain fixed expenses similar to those incurred by all insur-
ers. Accordingly, profit margins are slim.

The additional tax burden placed on small life insurance compa-
nies as a result of the specified policy acquisition expense provision
makes writing profitable business difficult. The solution is to ex-

empt companies writing a sufficiently low premium volume, such
that less than $4 million of policy acquisition expenses is generated
or companies with less than $25 million of capital and surplus.

We thank you very much for considering these two proposals.

Thank you.
[The prepared statement follows:]
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Testimony of Larkin Teasley
President and Chief Executive OfTicer

Golden State Mutual Life Insurance Company
On Behalf of National Insurance Association

House Ways and Means Select Revenue Measures Subcommittee
Hearing on Miscellaneous Revenue Measures

Thursday, June 17, 1993

Mr. Chairman, Members of the Subcommittee, I want to thank you for the opportunity to

discuss with you two tax law changes that would ease the tax burden on small life

insurance companies, allowing them to continue to compete effectively with the larger firms

and to serve communities that the larger firms frequendy ignore.

I am Laiidn Teasley, President and Chief Executive Officer of Golden State Mutual Life

Insurance Company. I am testifying on behalf of Golden State and on behalf of the

National Insurance Association. Golden State is based in Los Angeles, California.

Operations are conducted in 22 states and the District of Columbia on a combination branch

office and general agency basis. The company maintains 18 branch offices and nearly 410

general agencies and is represented by a field office of about 626 managers and agents. It

offers a complete portfolio of ordinary, group, and monthly industrial life insurance. A
substantial volume of group and individual health coverage is also written. Golden State

wrote about $15.5 million in premiums in 1991.

The National Insurance Association (NIA) is comprised of small African-American

companies serving African-American communities throughout the United States. While the

size of the average policy issued by firms not in the association is over $80,000, Golden

State's average policy is for between $12,000 and $15,000. Other members of NIA have

average policies in the range of $3,000 to $5,000. Many association members still follow

the practice of collecting premium payments at the homes of the policyholders.

The two proposals for which I want to testify are described under the insurance provisions

(Item 1) listed on Page 2 of the Select Revenue Measures subcommittee's June 2 press

release (Press Release #4).The first proposal would allow the deduction available to small

life insurance companies to be used when calculating a small company's adjusted current

earnings for purposes of the alternative minimum tax. The second would exempt certain

small companies from the requirement under Internal Revenue Code Section 848 to

capitalize specified insurance policy acquisition expenses. Specifically, this exemption

would apply to firms with annual statement surplus and capital of less dian $25 million or

specified policy acquisition expenses of less than $4 million annually.

I'll describe these provisions in more detail in a minute. But, first, I just want to explain

briefly why such provisions are needed and why they fit in with the thenoe of the tax bill

being developed by Congress this summer. President Qinton emphasized during his

election campaign the need to make investments in order to get the economy moving i^ain.

In particular, he stressed the need to put people first by favraing strategies that create jobs.

That's why this bill would extend the targeted jobs tax credit and that's why it calls for

creation of empowerment zones and enterprise zones. We need to structure the tax code in

such a way as to encourage competition and job growth in areas that arc too frequently

ignored by investors seeking only short-term profits.

That's what these two small insurance company provisions are all about The life insurance

industry is dominated by a small number (rf extraoR&iarily large enterprises that control

multibillion dollar asset portfolios. Stflc* HuSf large firms can allocate their fixed

costs over a far larger pool of customers, Its extremely difficult for small

firms to compete in this industry. Of course, most minority-owned firms fall into

this category. Minority firms can compete in this industry if they are put on an equal

footing with the large firms that conttol it. But a tax law that is blind to differences between

large and small life insurance companies allows the small, minority-owned, start-up firms

little hope of survival.

Fortunately, Congress has long recognized the pressing need for tax provisions to give

small insurance firms a fighting chance to be competitive. Small insurance companies

deserve this consideration because they have a harder time meeting reserve requirements

than larger firms. However, several recent ehtmgts w the insurance law were



190

adopted without much thought being given to how they would affect the

delicate balance between large and small insurance companies. The two
insurance provisions described in the subcommittee's June 2 press release are aimed at

restoring this balance to the tax law.

The first proposal would allow the deduction available to small life insurance companies to

be used when calculating a small company's adjusted current earnings for purposes of the

alternative minimum tax. When Congress rewrote the rules for taxation of life insurance

firms in the Tax Reform Act of 1984, lawmakers reco^ized that a special deduction was
needed if small insurance firms were to remain competitive. Thus, that law includes a small

insurance company deduction of 60 percent of tentative life insurance company taxable

income for a taxable year that does not exceed $3 million. The deduction is reduced by 15

percent of the excess of tentative life insurance company taxable income over $3 million.

Accordingly, the maximum deduction that can be claimed by a small company is $1 .8

million, and a company with tentative life insurance company taxable income of $15 million

or more would not be entitled to any small company deduction.

Problems arose with enactment of the corporate alternative minimum tax as part of the Tax
Reform Act of 1986. This provision effectively overrode the Congressional intent relating

to small insurers as expressed in the legislative history to the 1984 Act-to help such firms

compete with the much larger companies dominating the industry. Consider what the Joint

Committee on Taxation staff "bluebook" description of the 1984 law said about the

decision to adopt a small life-insurance company deduction. The bluebook description of a
controlled group rtile explained that "As in the case of the special life insurance company
deduction, the Congress believed that, without this provision, the Act provided for the

proper reflection of taxable income. Nonetheless, the Congress recognized that small life

insurance companies have enjoyed a tax-favored status for some time, and believed that it

would not be appropriate to dramatically increase their tax burden at this time."

Under the minimum tax adopted in 1986, the small company deduction is treated as a

preference item, meaning that the benefit of the provision adopted in 1984 is either reduced
or eliminated. The solution is to allow the small company deduction to be used when
calculating adjusted current earnings.

It's important to remember some of the unique aspects of the insurance business. Life

insurance polices are long-term, fixed-price contracts. Firms cannot alter the premium
structure of policies in effect, nor can they cancel the contracts. It's hard to think of
any other industry that depends on an income stream which cannot be
aif/usted to reflect changes in costs. The only way that a firm can cover for losses

brought on by poor claims experience or other unexpected factors is to charge more for

future policies, with severe consequences in a very competitive industry. It's easy to see

why most insurance companies are so large. Such firms can spread their losses over a very

large group of policies. The tax benefit for small firms goes a long way toward making up
for this difference in the competitive prospects of the two types of firms.

Another factor worth keeping in mind is that the small company deduction is calculated as a
percentage of an eligible company's otherwise taxable income. The deduction can only

reduce a firm's tax rate, but can never produce a loss. Thus, there is no risk of this

provision leading to creation of tax shelters. Indeed, the proposed change would
make the insurance industry more competitive, producing all the economic
efficiencies that go along with such a change. The alternative is an industry

dominated by large firms, one providing less access to start-up firms in general and
minority firms in particular, and a loss of the creative energy shown by small firms in the

regular introduction of new consumer-oriented products.

The second provision described in the press release would exempt certain small companies
from the requirement under Internal Revenue Code Section 848 to capitalize specified

insurance policy acquisition expenses. Specifically, the provision would not apply to firms

with annual statement surplus and capital of less than $25 million or specified policy

acquisition expenses of less than $4 million annually.

Section 848 was adopted as part of the Omnibus Budget Reconciliation Act of 1990. Undo-
prior law, companies expensed acquisition costs-such as agent commissions, policy

underwriting costs, and premium taxes-in the first year that a policy was in force. The new
rules generally require insiu^nce companies to capitalize and amortize their specified policy

acquisition expenses on a straight-line basis over 120 months. However, insurers are

allowed a 60-month amortization period for the first $5 million of specified policy

acquisition expenses in any taxable year. The amount of capitalized costs eligible for this

shorter amortization period is phased out on a dollar-for-doUar basis as the specified policy

acquisition expenses of the insurance company exceed $10 million. Thus, the shorter

amortization period is not available as specified policy acquisition expenses equal or exceed

$15 million for a taxable year.
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Small life insurers receive this modest tax benefit of more rapid amortization because

Congress wanted to encourage small business and competition in the marketplace for

insurance policies. While Section 848(b)—the provision that allows insurers with less than

$5 million of specified policy acquisition expenses to amortize costs over 60 months rather

than 120 months-is favorable, even with the more rapid amortization, the capitalization of

acquisition expenses remains extremely burdensome to a small life insurance company. For
example, a company writing only $52 million of ordinary life insurance
premiums usually will generate about $4 million of specified policy

acquisition expenses that must be capitalized and amortized.

Small companies incur certain fixed expenses similar to those incurred by all insurers.

Accordingly, profit margins are slim. The additional tax burden placed on small

life insurance companies as a result of the specified policy acquisition

expense provision makes writing profitable business difficult. The solution is

to exempt companies writing a sufficiendy low premium volume that less than $4 million of

specified policy acquisition expenses is generated.

Thank you for considering these proposals. I'll be glad to answer any questions that you
might have.

74-5120-94-8
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Mr. HoAGLAND. Thank you, ladies and gentlemen, for your
thoughtful statements. I am afraid we are going to have to recess

again for 15 minutes because it looks like we are going to have two
votes.

Mr. Jacobs, do you have a question of any of the panelists?

Mr. Jacobs. Well, the only thing I wanted to mention for the
record is that I think there is a revenue estimate on this structured

settlement in this bill that is quite questionable. The present reve-

nue impact is $50 million a year for the vast area of tort recoveries.

And now in the relatively smaller area of recoveries that might be
used by this law in workmens' compensation, they are saying it is

something like four or five times that much. I think somebody's
pencil slipped oflT the lead or something, and I think we ought to

talk to the Joint Committee about that a little bit.

Mr. HOAGLAND. Isn't there a good chance this issue will be
wrapped into the Clinton proposal?

Mr. Larsen. That I think is unclear really at this time. But I

would add to Congressman Jacobs' comments that we have been
working closely with the staff of the Joint Committee and will con-

tinue to do that.

Mr. Jacobs. Just one other thing that I wanted to point out.

A couple of years ago when we extended section 130, the admin-
istration came up here with a $10 trillion cost impact, and in about
72 hours they revised their figures to $50 million. So this has had
a history of rather strange analysis, and I think we possibly have
one on hand now. It is a good bill.

Mr. HoAGLAND. Well, thank you everyone, for coming. We appre-

ciate your testimony.
The committee will stand in recess for 10 to 15 minutes.
[Recess.]

Mr. HoAGLAND. The hearing will come to order.

Now I would like to welcome panel four. We have Lynda Kern,
representing the American Bankers Association; Louis Eliasberg,

representing the Commercial Finance Association; David Manning
with the Community Bankers Association of Illinois; and Don
Susswein with the Coalition for Asset Backed Securities.

I certainly welcome the four of you to the committee this after-

noon, and we appreciate you taking the time to testify. We have
yet two panels to go after this one, so, once again, I would ask you
to try and keep your comments to 3 minutes, if you can. And ex-

plain the concepts in plain language so that the nontax lawyers on
the panel can understand the concepts involved.

Why don't we begin with Lynda Kern with the American Bank-
ers Association? Ms. Kern.

STATEMENT OF LYNDA A. KERN, CHAIRPERSON, TAXATION
COMMITTEE, AMERICAN BANKERS ASSOCIATION, AND VICE
PRESIDENT-TAXATION, AMSOUTH BANK NjV., BIRMINGHAM,
ALA.

Ms, Kern. Yes, sir.

Congressman Hoagland and members of the subcommittee, my
name is Lynda Kern. I am from AmSouth Bank in Birmingham,
Ala., and I am testifying today in my role as chairperson of the

American Bankers Association Taxation Committee,
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My testimony will focus on tax legislative changes, each of which
will facilitate the banking industry's ability to support the eco-
nomic recovery in several areas. The proposals involve the opportu-
nities for banks to provide our customers with better returns on
savings investments, to improve the availability of credit to small
businesses and to small municipalities, and to relieve some of the
stress of bank holdings of foreclosed real estate. We believe that
each of these changes will encourage economic activity and contrib-
ute to the Nation's recovery.

First, the ABA strongly supports common trust fund conversion
legislation which will permit banks to convert their common trust
funds into mutual funds, without triggering the consequences of a
taxable exchange to the trust fund participants. This legislation is

important because it will provide our bank customers with ex-
panded options for investing their savings and thereby allow banks
to be more competitive.

Small- and medium-sized banks which have common trust funds
will be better able to achieve the economies of scale necessary to

justify the cost of and assure the success of a proprietary mutual
fund.

Larger institutions, which have a broad customer base, have al-

ready set up proprietary mutual funds and successfully marketed
products which have produced strong returns for the customers.
For example, my bank, AmSouth in Birmingham, provides an

array of four mutual fund choices, and a proprietary mutual fund.
For the past year, we have had results which have ensured it as
a leading mutual fund in the country. This has allowed all of our
customers to have the choice of benefiting from AmSouth's exper-
tise as a money manager without having to set up a trust account.
We have also had strong customer interest in a mutual fund of

tax-exempt assets. We need, however, to be able to convert our
common trust fund which has a fairly substantial investment in

tax exempts in order to have the assets available to form a mutual
fund.
This proposal was passed by Congress twice last year and should

merit your continued support as a way for savers to conveniently
maximize their return in the current low-interest-rate environ-
ment. ABA also supports conversion of a common trust fund into

more than one mutual fund.

ABA supports a second proposal, contained in legislation intro-

duced by Representatives Hoagland and Shaw, H.R. 2065, to sim-
plify the requirements to turn a pool of commercial loans into mar-
ketable securities. This bill is the natural extension of the existing
REMIC provisions to cover securities backed by loan assets such as
business loans, auto loans and credit card receivables. Moreover, it

is an important tax component necessary to fully put in place the
efforts in both the House and Senate Banking Committees to stim-

ulate more small business lending,
ABA supports two additional proposals scheduled for a later

hearing, one, to raise the cap for bank-qualified municipal bonds to

$20 million, which was passed by the Ways and Means Committee
last year, and, second, a classification of the at-risk rules as they
affect bank financing of properties acquired through foreclosure.
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I would like to thank you for the opportunity to testify. We be-

lieve we have demonstrated in our testimony that relatively small
changes in the tax law can significantly improve investment
choices for our customers, enhance the experimentation in the sec-

ondary market for small business loans, assist financing for small
communities and reduce the burden of foreclosed property on banks
in depressed areas. We believe that these changes will contribute

in some measure to the health of the national economy.
Thank you.
Mr. HOAGLAND. Ms. Kern, I notice you did not have an oppor-

tunity to elaborate fully on your fourth point, but we will certainly

make your entire statement part of the record. I apologize for the
limitations that the 3 minutes imposes.

[The prepared statement follows:]
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TESTIMONY OF LYNDA A. KERN
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before the

SUBCOMMITTEE ON SELECT REVENUE MEASURES

U.S. HOUSE OF REPRESENTATIVES

June 17. 1993

Chairman Rangel and Members of the Subcommittee, my name is
Lynda A. Kern, Vice President-Taxation, AmSouth Bank NA,
Birmingham, Alabama. I am pleased to appear today in my role as
Chairperson of the American Bankers Association (ABA) Taxation
Committee and a member of the ABA's Government Relations Council.
The ABA is the national trade and professional association for
America's commercial banks. ABA members include banks of all
types and sizes — money center, regional and community banks,
representing approximately ninety percent of the total industry
assets.

There has been considerable concern throughout the country
about the health of the economy and the scope and strength of the
recovery. While there are many factors affecting the economic
performance, one important component of our economic well-being
involves the availability of credit, especially to small
businesses. ABA believes that the most critical factor affecting
the availability of credit is the regulatory burden that has been
placed on the small business lending process, both on the
commercial banks and on their small business customers. Efforts
by the Clinton Administration to reduce the paperwork and
regulatory burden in this process will be very helpful. In
addition, legislation pending in both Houses of Congress, notably
H.R. 962, will make further progress in reducing unnecessary
regulatory burden on commercial bank lending.

Mr. Chairoan, ny testimony today will foous on four tax
legislative changes, each of which involves modest revenue costs,
and which will also facilitates the banking industry's ability to
support the economic recovery in several areas. The proposals
involve the opportunities for banks to provide bank customers
with better returns on savings Investments, to extend credit to
small businesses and to small municipalities and to relieve some
of the stress in the real estate markets. We believe that each
of these changes will encourage economic activity and contribute
to the nation's economic recovery.

The ABA strongly supports common trust fund conversion
legislation which permits banks to convert their common trust
funds into mutual funds, without triggering the consequences of a
taxable exchange to the trust fund participants. This
legislation is Important because it will provide bank customers
with more options for investing their savings and thereby allow
banks to be more competitive. Medium size and smaller banks
which have common trust funds will be better able to achieve the
critical mass of assets necessary to justify the cost of and
assure the success of a proprietary mutual fund. This provision
was passed twice last year and should merit your continued
support as a way for savers to conveniently maximize their return
In the current low interest rate environment. ABA also supports
conversion of a common trust fund conversion into more than one
mutual fund.

ABA supports a second proposal, contained in legislation
introduced by Reps. Hoagland and Shaw, H.R. 2065, to simplify the
requirements to turn a pool of commercial loans into marketable
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•ourities. This bill is the natural extension of the existing
REMIC provisions, to cover securities backed by loan assets such
as business loans, auto loans and credit card receivables.
Moreover, it is an important tax component necessary to fully put
in place the efforts in both the House and Senate Banking
Committees to stimulate more small business lending.

Third, ABA supports a proposal to enhance the ability of
commercial banks to buy municipal bonds issuer by small
communities, school districts and other issuers of municipal debt
which because of their small size, do not have established
arkets other than sales to their local banks. In 1986, banks
were effectively precluded from the municipal bond market, except
in the case of municipalities and other issuers which borrow less
than $10 million per year. The proposal before the Subcommittee
would raise that figure to $20 million, which was passed by the
Ways and Means Committee last year. The infrastructure, public
education and public safety needs of the small communities
continue to grow, making the increase in the ceiling more urgent
than ever, so that banks can improve their commitment to support
their local government financing.

Finally, ABA encourages the Subcommittee to support a
clarification of the at-risk rules to provide that bank financing
of properties acquired through foreclosure would be treated like
third party financing. Banks which find it difficult to sell off
the properties because of depressed real estate markets face an
added difficulty, in a form of a tax penalty, when they attempt
to finance the sale of foreclosed property. The "at-risk" rules
were enacted to stem abuses which arise primarily in private,
unregulated transactions, not sales of properties by regulated
lenders subject to appraisal law requirements. Congressman Shaw
introduced a bill last year which would treat sales by regulated
lenders as satisfying the requirements for an exception to the
"at risk" rules. Facilitating bank sales of foreclosed
properties will stabilize the local real estate markets and
reduce costs which presently act as a drag on capital and thereby
impede bank lending.

CONVERSION OF BANK COMMON TRUST FUNDS TO MUTUAL FUNDS

Many banks would like to be able to convert their common
trust funds to mutual funds in order to provide expanded
investment choices for both their trust and non-trust customers.
In a conversion, the assets of the bank common trust fund are
transferred to a proprietary mutual fund, to which in many cases
the bank may serve as investment advisor, performing the same
money management function that it had for the common trust fund.
Unfortunately, the conversion is effectively blocked because the
bank trust customers would have to pay tax on any gains in the
trust account at the time of the conversion. Bankers would find
it difficult to justify having that cost imposed on trust
participants because they owe a fiduciary duty to their
customers

.

Congress concurred that this problem should be resolved, by
passing twice last year legislation to permit a common trust fund
to be converted to a mutual fund without triggering the tax
consequences of a exchange to the trust and its participants.
When that legislation was not enacted into law last year.
Chairman Rostenkowski reintroduced it this year as Section 623 of
H.R. 13. The legislation protects the customer from having to
pay tax before cashing out the investment. The legislation
preserves the revenue, however, by requiring tax be paid at such
time as the mutual fund investment units are sold.

The ABA strongly supports this legislation because it will
help medium size and smaller banks which have common trust funds
to achieve the critical mass of assets necessary to justify the
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cost of and assure the success of a proprietary mutual fund.
More Importantly this will provide bank customers with more
options for investing their savings and thereby allow banks to be
more competitive.

This legislation was recommended by the Treasury Department
in 1991 as part of its proposals to modernize the banking
industry and we have found no opposition to it, either from
government officials or industry groups. Last year the provision
was scored as revenue neutral, but that number has been re-
estimated this year as a $22 million revenue loser because some
banks have already converted some trust funds. Those funds could
have been exempt employee benefit funds, or funds in which there
were no gains, in which case no revenue would have been due to
the government. Moreover, it could be argued that conversion to
mutual fund form will facilitate more trading on which gains will
be recognized and taxed, giving rise to revenue increases for the
government. The important point is that in the long run all of
the gains on the investments will be fully taxed at the
appropriate marginal rates.

Larger institutions which have a broad customer base have
already set up proprietary mutual funds and successfully marketed
products which have produced strong returns for the customers.
For example, at AmSouth, we have an array of four mutual fund
choices, which for the past year have been among the leading
mutual funds in the country. This has allowed all of our
customers to have the choice of benefitting from AmSouth 's
experience as money manager without having to set up a trust
account

.

At AmSouth we have had strong customer interest in a mutual
fund of tax exempt assets. We need, however, to be able to
convert our common trust fund which is invested in tax exempts in
order to have enough assets to make a mutual fund succeed.
Similarly, smaller banks need this legislation in order to offer
products supported with their own investment advice to be
available to their non-trust customers. Yet bank customers have
continually expressed a desire for bank investment management.
Only through collective investment can smaller sums be invested
efficiently and economically, and only through collective
investment can diversification of small sums be achieved. Bank
proprietary mutual funds accomplish that goal.

The benefits to our trust customers who switch to mutual
funds are many. Not only will they have the same investment
advice and the benefit of strong consumer protection, they will
also have the benefit of daily market quotes rather than monthly,
and the opportunity to get in and out of the fund daily rather
than monthly. Our non-trust customers would have the same
advantages

.

We should note that this tax proposal does not affect the
existing banking and investment laws relating to a bank's role
vis-a-vis mutual funds. Banks are permitted to be an investment
adviser to a proprietary mutual fund, but they may not be the
sponsor, distributor, or underwriter of the fund due to the
restrictions of the Glass-Steagall Act. Moreover, the
proprietary mutual funds have the benefits of the existing SEC
laws which protect the investor.

In addition to the basic legislative proposal permitting
conversion of a common trust fund to a single mutual fund, ABA
also supports a proposal to permit conversion of the trust fund
into more than one mutual fund. This will allow smaller
institutions to convert their funds into existing mutual funds
managed by others, but still retain the bank-customer
relationship. This will allow customers of those banks to have
access to a mutual fund investment through their local bank in
cases where even the addition of the common trust accounts does
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not provide enough critical mass of customers to make a
proprietary fund feasible. There are existing mutual fund
sponsors which are prepared to take on these customers by
combining the accounts from customers of many banks.

While there is a modest revenue loss associated with this
proposal, we believe that it is possible under existing law,
together with the basic conversion proposal of H.R.13, to
accomplish this result on a tax-free basis — by either first
dividing the common trust fund into two trust funds and then
convert both, or by converting the trust fund into one mutual
fund and then splitting the mutual fund into more than one fund.
It would be more efficient to allow the direct conversion to more
than one fund, saving lawyers' fees and reducing the risk of any
confusion on the part of the bank customer.

FINANCIAL ASSET gECVRITIZATIQH INVS$TMENT TRVSTS

The ABA is already on record in support of efforts in the
House and Senate Banking Committees to facilitate targeted
business loan securitization and experimentation in a secondary
market for business loans. The pending bills make reference to
the need to clarify the tax treatment of asset backed securities,
but of course, actual amendment of the tax law can only occur in
the Committee on Ways and Means. The ABA supports the
legislation introduced by Reps. Hoagland and Shaw, H.R. 2065, to
provide clear rules for asset backed securities, analogous to the
RENIC provisions adopted by Congress in 1986.

The legislation provides for the creation of a Financial
Asset Securitization Investment Trust (FASIT) which could issue
qualified debt instruments backed by bank loans or other debt,
without the issuing securities being treated as debt for state
law purposes. Today these interests can be sold out of a "Master
Trust" based on an opinion of counsel and bearing the cost of
external credit enhancement. The FASIT will accomplish the same
result without the cost of the legal opinion and the credit
enhancement. Another crucial feature of this legislation is that
it permits the active management of collateral that is made up of
short term assets (as short as 45-days) but have the interests
sold to investors via medium term bonds. In contrast, REMICs
address splitting up pools of 30-year mortgage loans into shorter
term debts.

The ABA supported the REMIC legislation in 1986 as a way to
facilitate the growth of the secondary market in mortgage loans,
increasing the pool of funds availiUale and thereby reducing the
cost of mortgage credit. At that time Congress considered
proposals to apply the new rules to all asset backed securities,
but it was believed that the secondary market for non-mortgage
assets was not sufficiently developed to warrant the same rules.
Since that time, the REMIC provisions have proven workable and
the market for securities backed by auto loans, credit card
receivables and small business loans has grown significantly.
Thus, it is now appropriate to expand the REMIC approach to other
securities.

We recognize that the lack of standardization of small
business loans limits the analogy between FASITs and REMICs, but
we believe that the elimination of tax uncertainties and costs
associated with asset backed securities will permit careful
experimentation in the secondary market for small business loans.

BANK INVESTMENT IN SMALL ISSUER MUNICIPAL BONDS

Over the past decade the active support that commercial
banks have given to municipal finance has reduced dramatically,
largely because of changes in the tax code. In 1980, banks held
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41% of all tax exempt securities, but by the end of 1991 that
figure had dropped to 9.6%. This decline continued in 1992 as
the 500 largest banks reduced their holdings another $2.5
billion. Tax reform legislation in 1982, 1984 and 1986 each
reduced the interest expense banks could claim because of their
holdings in municipals, making their after-tax return on these
investments less than other investments. The enactment of the
alternative minimum tax on corporations further reduced the
desirability for banks to hold tax exempts. These provisions
affected the cost of and in some cases the availability of
municipal credit, especially for small communities, school
districts and other issuers of debt obligations which are often
unrated and do not have an established market for their debt.

In 1986, Congress retained a "small issuer" exception to the
100% interest expense disallowance rules, in particular because
communities which issued less than $10 million in debt each year
largely relied on the ability to sell those bonds to local
bankers. Communities that qualify as issuers of so-called "bank
qualified" bonds enjoy a yield advantage generally in the range
of 20 to 30 basis points, but has been as high as 75 basis
points. In short, small communities are able to finance their
public need more economically because of the bank qualified
provision. While the borrowing needs of small communities have
risen, the $10 million limit has remained at the level
established in 1986. The Anthony Commission Report in October
1989 recommended that it be raised to $25 million, and the Hays
and Means Committee took action last year to raise the limit to
$20 million, but it was not signed into law.

Mr. Chairman, many bankers feel a strong commitment to
support their local government financing needs. Let me
illustrate my point by recalling the testimony before this
Subcommittee of my fellow banker. Chuck Waterman, Chairman and
CEO of South Holland Trust and Savings Bank in Illinois. His
local public school district issued a $500,000 anticipation
warrant, on which the bank submitted a bid because they felt they
had an obligation to support the community. They were the only
bidder. In cases, however, where the issuer has needs over the
outdated $10 million cap, banks are effectively shut out of the
market, and the municipal borrowers have more difficulty
borrowing funds.

The evidence is clear that banks have no choice but to limit
their purchases of state and local obligations to bank qualified
small issue bonds. We urge the Committee to act again to raise
the limit to at least $20 million and consider indexing the
amount for the future.

BANK HOLDINGS AND SALES OF FORECLOSED PROPERTY

The economic recession that has rolled across major sections
of this country for the last few years has left banks with very
large holdings of foreclosed property. The burden of holding
this property has increased as banks have found it difficult to
sell off the properties in the face of depressed real estate
markets. Compounding this problem is the fact that there are tax
penalties that apply both to bank holdings of foreclosed property
and attempts by banks to provide financing to prospective
purchasers of property in the banks foreclosed property account.

First, ABA supports Rep. Shaw's proposal to provide that the
"at-risk" rules for seller financed property would be satisfied
in the case of non-recourse financing by regulated lenders (banks

and thrifts) selling foreclosed property. (This proposal was
introduced last year as H.R. 3650.) The "at risk" rules under
IRC Section 465 are needed in cases where the seller and buyer
have an incentive not to limit the financing to the value of the
property. In light of the appraisal law requirements with



200

respect to bank financing, however, there is no risk of abuse.
The changes will make financing by regulated lenders be treated
in a manner consistent with the 1986 Tax Reform Act exception for
third party financing.

Second, while it is not on the Subcommittee's list of issues
at the present time, ABA urges that the tax treatment of bank
foreclosures conform to the rules for foreclosures by thrift
institutions under IRC Section 595. This will allow a bank to
claim a loss for the decline in value of the property in the
foreclosed asset account, consistent with the bank regulatory
agency writedown for book purposes. Not only has this disparity
of treatment put an extra cost on banks as compared with their
thrift competitors, it serves as a drag on bank capital which
restricts bank lending. Under the proposed capital limitations
for deferred tax assets of commercial banks, a difference between
book writedowns and tax deductions often has the effect of a
partial reduction in bank capital. Even if the Subcommittee
doesn't include this issue in its current legislative activity,
changing the "at risk" rules as proposed by Rep. Shaw will
provide some limited relief by allowing banks to finance sales of
their holdings of foreclosed real estate, rather than have to
continue to hold the property in a declining market.

Mr. Chairman, we recognize that the budget reconciliation
bill recently passed by the House of Representatives was designed
to address broad economic concerns: reducing the budget deficit
in a way that spreads the burden fairly and improving the
performance of the national economy. We have tried, however, to
demonstrate in our testimony today that relatively minor changes
in the tax law can significantly improve investment choices for
bank customers, enhance the experimentation in a secondary market
for small business loans, assist financing for small communities,
and reduce the burden of foreclosed property on banks in
depressed areas. Each of these changes will contribute in some
degree to the health of the national economy. We urge the
Congress to address these issues as well as the big picture items
in the reconciliation measure.
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Mr. HoAGLAND. Now, Mr. Eliasberg, I am told that Congressman
Cardin wanted very much to be here to introduce you but was un-
able to make it due to a conflict and wanted me to make that clear
in the record. He very much appreciates your coming today.

STATEMENT OF LOUIS ELIASBERG, JR, MEMBER OF THE
BOARD OF DIRECTORS, COMMERCIAL FINANCE ASSOCIA-
TION, NEW YORK, N.Y., AND PRESIDENT, FINANCE COMPANY
OF AMERICA, BALTIMORE, MD.

Mr. Eliasberg. Thank you. I wish to thank the Chairman and
my Congressman, Ben Cardin, for the opportunity to present my
views and those of the trade association, the Commercial Finance
Association, on a vitally important matter to small commercial fi-

nance companies.
Commercial Finance Association is an organization of commercial

finance companies and commercial banks that provide small- and
medium-sized businesses secured monitored loans. I am president
of one such company, the Finance Co. of America, a 76-year-old
Baltimore-based commercial finance company.

I am here to comment on the tax proposal you are considering
today that, if enacted, would restore fairness between two competi-
tive suppliers of credit for small businesses in this country—small
commercial finance companies and small banks. The passage of
this proposal would allow the budgeting of loan losses, which are
inevitable risks of our business.
This proposal would amend section 585 of the code and restore

the loan loss reserve method of accounting for small commercial fi-

nance companies.
Without credit and continuous supply of funds, commercial fi-

nance companies are not able to assist in providing the working
capital needed for small businesses, which are such an important
source of employment, especially at a time like this when we need
all the assistance we can get for the economy. It is unnecessary to

have traditional sources of funding, such as small commercial fi-

nance companies, precluded from making loans because of an ac-
counting change in the industry.

I wish to call your attention to the fact that the Senate Finance
Committee reported on the Tax Reform Act of 1986 that:

* * * finance companies are important competitors in financial institutions * *

in order not to provide unfair competitive advantage to financial institutions, the
committee believes that the use of the reserve method of accounting for bad debts
also should be continued for these finance companies as well.

Thank you, members of the committee, for this opportunity to

speak before the panel.
Mr. HoAGLAND. Thank you, Mr. Eliasberg.
[The prepared statement and attachments follow:]
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STATEMENT OF LOUIS ELIASBERG, JR.,

BOARD OF DIRECTORS OF THE COMMERCIAL FINANCE ASSOCIATION,

NEW YORK. NEW YORK

I wish to thank Chairman Rangel and my Congressman, Ben
Cardin, for this opportunity to present my views and those of my
trade association, the Commercial Finance Association, on a

matter of vital importance to small commercial finance
companies. The Commercial Finance Association is the national
organization of commercial finance companies and commercial
banks that provide financing to small- and medium-sized
businesses through secured monitored loans. I am President of
one such finance company. The Finance Company of America, a 76
year old Baltimore based commercial finance company; serving the
eastern United States, specializing in financing accounts
receivables for manufacturers, jobbers and distributors,
rediscounting loans for financial institutions, industrial time
sales and leasing since 1917.

I am here to comment upon a tax proposal you are
considering today that, if enacted, would restore fairness among
two competitive suppliers of credit to the small businesses of
this nation — small commercial finance companies and small
banks — and allow the proper recognition of a real business
expense of the small finance companies, the budgeting of losses
on loans which is an inevitable risk of our business. This
proposal would amend Section 585 of the Code and restore the
loan loss reserve method of accounting for small commercial
finance companies. The reserve method of accounting was
repealed by the Tax Reform Act of 1986 for all taxpayers except
small banks, i.e., those with assets of $500 million or less.
The Tax Act has allowed small banks to take advantage of the
provision while placing small finance companies at a competitive
disadvantage.

Congressman Cardin introduced in both the 101st and the
102nd Congresses, legislation to restore the loan loss reserve
method of accounting for small finance companies. Since the
provision's repeal, small finance companies have been unable to
use the loan loss reserve method of accounting which would allow
them to properly allocate the projected loan losses based on
their company's experience as a normal operating expense instead
of incurring the expense in a single year when it could
materially effect the profits of a company if not totally
eliminate the profits. Many finance companies have experienced
financial difficulties during the recent recession and
concomitant credit crunch, as capital from our credit suppliers
and banks became difficult to obtain. Allowing commercial
finance companies the use of the reserve method would once again
allow them to demonstrate to their credit suppliers their
knowledge of their business by providing for those inevitable
loan losses as a part of the expense of business, like postage,
rent and legal fees. Allowing the expense of a loan loss as a

tax deductible expense only when the loan is finally identified
causes extreme fluctuations in commercial finance company
earnings which is an important consideration when credit
suppliers are considering making a loan to a commercial finance.

Without a continuous supply of funds the commercial
finance companies are precluded from assisting companies in need
of working capital especially at times like these when small
businesses, an important source of employment, are frequently
not eligible for bank loans under today's new restrictions on
the type of loans banks can consider. At a time like this when
the country is looking for growth and stimulus from the private
sector, the unnecessary loss of a traditional source of funds
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because of an accounting change which the industry and the
accounting profession have identified as a mistake, is an
unnecessary handicap to the economy. Other major advantages
that stem from the use of the reserve method include:

- this revision is not being sought to reduce taxes but,
to allow for the prudent and wise budgeting of the
risk of financing ventures;

- the bad debt reserve would be limited to a sixteen
year or a six year moving average thus insuring that
the company' s own bad debt experience would determine
the tax paid expense allowed;

- the bad debt reserve would no longer be a set industry
percentage which might permit excess accumulation of
reserve for some companies or under reserving for
other companies;

- the year of the deduction is more in line with the
financial and accounting reality because the reserve
method recognizes that all debts/receivables will not
be collectible and provides for an appropriate
reduction in net income in the year the net income is

taken into account and taxed;

- larger additions to the reserve are appropriately
permissible in years of high sales volume since the
risk is greater as the number and size of loans
increase;

- the earnings for small finance companies are small and
the credit exposure is disproportionately large
therefore, on occasions, the bad debts could
completely wipe-out or materially reduce the earnings
of the company in any given year;

- the reserve method offers relative simplicity for the
taxpayer with a large number of accounts because it
eliminates identifying which specific debt is
worthless;

- the taxpayer is relieved of the heavy burden of
establishing partial or complete worthlessness and the
exact tax year of such worthlessness with respect to
each specific charge-off.

- taxes and Generally Accepted Accounting Principles
(GAAP) would be the same. (Since GAAP does not allow
commercial finance companies to overstate income by
disregarding the exposure to potential losses on
loans, the tax law should not require them to
overstate income for tax purposes.)

On the national level, eight-five commercial finance
companies, including the company I represent, are members of the
Commercial Finance Association. Each year, our companies
collectively provide millions of dollars to small businesses
throughout the country. These small businesses - manufacturers,
wholesalers, distributors, processors - are essential to the
strength of our national economy. By financing these companies.
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tens of thousands of jobs are created directly, with many more
resulting from the multiplier effect. Because many of these
small businesses, for various reasons, are declined financing by
banks, commercial finance companies have traditionally provided
them with alternate means of obtaining capital.

On a personal level, the company I represent. The Finance
Company of America, finances small businesses in almost every
industry in the Middle Atlantic states except for rolling stock
and construction equipment for which there are financing
specialists. Loans range from $100,000 to $1,000,000. Over our
76 year history, we have financed almost 2,000 ventures in
relationships that were for 6 months or over 30 years with loans
totaling almost $4.5 billion dollars.

The customers that we served have as few as 6 employees
with sales of less than $250,000 to several hundred employees
operating in a half a dozen states with annual sales volumes in
excess of $10 million dollars.

We currently have more loan requests for good business
than we have available funds to invest and yet we hear stories
of banks whose loan portfolios are down because of lack of
demand. A few years ago, our annual loan volume was in excess
of $130 million dollars and today, because of restricted
available credit, our loan volume is only a fraction of what it
was less than 5 years ago.

The attached chart clearly demonstrates that our taxes
would be the same over 16 years if we used the 16 year moving
average as an expense instead of our bad debt charge offs for
the year to reduced our income. The amendment to the Internal
Revenue Code restoring the deduction for bad debt reserves would
eliminate the peaks and valleys and level out the charges for
bad debts, thus permitting the continuity of earnings so
important when seeking credit approval.

We are, therefore, asking this Committee to consider
amending the Internal Revenue Code to restore the deduction for
bad debt reserves to any eligible commercial finance company
whose principal business is providing commercial financing
through commercial loans, the purchase of accounts receivables
or leveraged equipment financing or leases, and whose assets are
less than $500 million. We ask that you consider what was
stated in the Senate Finance Committee Report on the Tax Reform
Act of 1986,

"Financial companies are important competitors of
financial institutions In order not to provide an
unfair competitive advantage to financial
institutions, the Committee believes that the use of
the reserve method of accounting for bad debts also
should be continued for these finance companies as
well." Senate Report No. 313, 99th Congress, 2nd
Session (1986)

.

Restoring this provision would, as previously and simply
stated, allow small commercial finance companies to properly
allocate income and expenses to periods in which they occurred
and retain more of their cash each year. It also would have an
economic multiplier effect on the nation's economy. The extra
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cash would improve the finance company's capital structure,
stabilize earnings, and allow the company to borrow more to fund
its own lending activities. Small businesses would benefit from
the increased availability of loans and the finance companies
would also benefit from the increase in the business they could
do with the additional funds they could lend.

Mr. Chairman, in a time when it is crucial to make every
effort to stimulate small business, I join with other small
commercial finance companies in offering a way by which many of
these worthy small companies, who may otherwise not be financed
by traditional bank loans, may obtain working capital and
prosper into vital, productive businesses. We urge the adoption
of the amendment to Section 585 so that small commercial finance
companies may be permitted to use the loan loss reserve method
of accounting, permitting continuity of earnings which are such
an important factor in determining the credit worthiness of a

borrower, and a fairness with small banks.

I thank the members of this Subcommittee for the
opportunity to speak before this panel.
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COMMERCIAL FINANCE ASSOCIATION

Questions and Answers on a Bill to Restore
Bad Debt Reserves for Small Commercial Finance Companies

How does the direct charge off method of accounting for bad debts
work?

A. Under the direct charge off method, bad debts are not
allowed as a deduction from taxable income until they become
worthless. While legal action is not required to establish
worthlessness, facts and circumstances must support the
charge off of a debt as worthless in any given year.

How does the reserve method of accounting for bad debts work?

A. The reserve method, as used by small banks, is based on the
loan loss experience of the bank over the past six years.
The computation of the reserve is made by taking the ratio
of the total net charge offs over the past six years to the
sum of total loans outstanding at year end over the past six
years. This ratio is then applied to the total loan balance
at the end of the current year to determine the necessary
ending balance in the reserve. The addition to the reserve
(i.e., the deduction) is the amount needed to bring the
reserve to the year end balance determined above after
subtracting the current year charge offs from the beginning
reserve balance.

Is there a different standard for determining charge offs when
using the reserve method?

A. No, the same standards for establishing worthlessness exist
under the reserve method as under the direct charge off
method. However, the year in which the charge off occurs
has less direct impact on the amount of the deduction under
the reserve method because of the averaging which takes
place under that method. .^

How are bad debt recoveries treated under each method?

A. Under the direct charge off method, recoveries of bad debts
are included in income in the year of recovery.

Under the reserve method, recoveries of bad debts are netted
against charge offs occurring in the same year to determine
net charge offs.
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Mr. HoAGLAND. Mr. Manning.

STATEMENT OF DAVID E. MANNING, DIRECTOR, GOVERN-
MENTAL RELATIONS, COMMUNITY BANKERS ASSOCIATION
OF ILLINOIS

Mr. Manning. Mr. Chairman, thank you for the opportunity to

testify.

I am the director of governmental relations for the Community
Bankers Association of Illinois. My association represents 510 com-
mercial banks throughout the State of Illinois. The average mem-
ber bank in our association has assets of approximately $50 mil-
lion. Three hundred and fifty member banks in our association in

Illinois are located in towns of less than 5,000. They are sometimes
referred to as mom and pop banks.

I am testifying today in support of the proposal to permit a bank
common trust fiiind to transfer its assets to one or more mutual
funds without current tax to the common trust fimd participants.
This proposal expands on a provision of H.R. 13, introduced earlier

this year by Chairman Rostenkowski, to permit the tax-free recon-
version of a bank common trust fund to a single mutual fund. The
clarification is supported by both the banking mdustry and the mu-
tual fund industry, and there is no known formal opposition.

In my home State of Illinois alone, there are approximately 175
bank common trust funds with combined assets of more than $14
billion. However, most of these funds are relatively small and re-

side with small trust departments such as those at community
banks.

Permitting a common trust fund to transfer its assets to more
than one mutual fund pursuant to a single plan would open up a
range of new investment opportunities to the customers of these
community banks while permitting these institutions to compete on
a level playing field with larger institutions.

A bank common trust fund essentially provides a vehicle for the
combined investment of accounts held by a bank on behalf of its

customers. The collective investment of these fiduciary accounts al-

lows each account to achieve investment diversification and creates

efficiency of administration that would not be available if each ac-

count were handled separately.
There are several reasons why a bank would want to divide a

common trust fund into mutual funds for its customers. In many
respects, mutual funds provide a much more flexible and attractive

investment vehicle for investors than common trust funds. For
trust department customers, the conversion of assets to mutual
funds provides the opportunity for greater economies of scale, di-

versification and liquidity. Such mutual funds will have a diversi-

fied cash flow from all customers of the bank as well as, poten-
tiallv, from outside the bank. In contrast, a bank common trust
fundf relies solely on the cash flow from fiduciary accounts of the
bank.
However, because a mutual fund is treated as a corporation

while a common trust fund is not, a common trust fund cannot be
merged into or acquired by a mutual fund in a tax-free transaction
under the corporate reorganization provisions of the code. The con-

version of a common trust fund into a mutual fund is presently
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treated as a taxable transaction for the participants in the common
trust fund.

H.R. 13 would permit banks and their customers to take advan-
tage of the benefits of converting common trust funds into mutual
funds by deferring any such tax. Our proposal would simply clarify

this change to ensure that a common trust fund could divide its as-

sets into more than one mutual fund. We believe this makes sense
from a policy perspective, and it creates numerous advantages for
both participants in those funds and the institutions that manage
the funds.
Thousands of individuals depend upon their local bank to act as

trustee, guardian, executor, or administrator on their behalf These
individuals should not be forced to move away from their local

bank in order to take advantage of new investment opportunities
available only to larger institutions.

The proposed change to section 623 of H.R. 13 will allow banks
of all sizes to enjoy the benefits of mutual fund conversions on be-
half of their trust clients and allow hundreds of community banks
to retain their best customers.
Again, thank you, Mr. Chairman, for the opportunity to testify

today.
Mr. HOAGLAND. Thank you, Mr. Manning.
[The prepared statement follows:]
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STATEMENT OF DAVID MANNING, DIRECTOR OF GOVERNMENTAL
RELATIONS, COMMUNITY BANKERS ASSOCIATION OF ILLINOIS

Introduction

My name is David Manning and I am the Director of Governmental Relations for the

Community Bankers Association of Illinois. I am testifying before you today in support of

the proposal to permit a bank common trust fund to transfer its assets to one or more mutual

funds without current tax to the common trust fund participants. This proposal expands on

section 623 of H.R. 13, the Tax Simplification Act of 1993, introduced earlier this year by

Ways and Means Committee Chairman Dan Rostenkowski (D-IL), to permit the tax-free

conversion of a bank common trust fiind to a single mutual fund.

The Community Bankers Association of Illinois represents 510 commercial banks throughout

the state. It is the only trade association exclusively representing Illinois community banks.

The average member of our association is a small banking institution, with approximately

$50 million in assets.

In my state of Illinois alone, there are approximately 175 bank common trust funds with

combined assets of more than $14 billion. However, most of these trust funds are relatively

small and reside with small trust departments, such as those at community banks.

Background

A bank common trust fund essentially provides a vehicle for the combined investment of

accounts held by a bank in its capacity as a trustee, executor, administrator, guardian, or

custodian on behalf of its customers. These funds are comprehensively regulated by the

Comptroller of the Currency.

Nationwide, bank collective and common trust fund assets totaled $520 billion as of

December 31, 1991, according to data compiled by the Federal Financial Institutions

Examination Council. Of this amount, $125 billion was in personal trust funds, subject to

current taxation. The remaining assets were in employee benefit, Keogh, or charitable

trusts. The collective investment of these fiduciary accounts allows each account to achieve

investment diversification and creates efficiency of administration that would not be available

if each account were handled separately. Bank common trust fund assets are invested in

diversified portfolios with a wide variety of investment objectives, ranging from short-term

investment funds equivalent to money market funds to a variety of debt and equity funds.

Tax aspects of common trust funds

Under section 584 of the Internal Revenue Code (the "Code"), a common trust fund is

treated as a conduit, and its income is passed through to the participants in the fund on a

proportional basis, whether or not such income is distributed or distributable. No gain or

loss is realized by the fund upon admission or withdrawal of a participant. Participants

generally treat their admission to the fund as the purchase of such interest. Withdrawals

from the fiind generally are treated as the sale of such interest by the participant.

The taxation of common trust funds is, in many respects, similar to that of regulated

investment companies (RICs), commonly known as mutual funds. Both types of entities are

treated as conduits for tax purposes, passing taxable income through to their participants.

However, because a mutual fiind is treated as a corporation, while a common trust fimd is

not, a common trust fund can not be merged into or acquired by a mutual fiind in a tax-free

transaction under the corporate reorganization provisions of the Code. The conversion of a

common trust fund into a mutual fund, or the acquisition of the assets of a common trust

fiind by a mutual fund, is presently treated as a taxable transaction for the participants in the

common trust fund.
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H.R. 13 would permit banks and their customers to take advantage of the benefits of

converting bank common trust funds into mutual funds. Conversion of common trust funds

to mutual funds with similar investment objectives do not occur currently because state laws

may treat the triggering of an income tax on trust fund participants as a breach of the banks'

fiduciary obligations if the conversion is performed primarily to change the structure of the

investment vehicle.

Why convert commoii trust funds into mutual funds?

Banks are interested in converting common trust funds into mutual funds because of the

numerous advantages created for both participants in those funds and the institutions that

manage the funds.

It is important to understand that mutual funds offered by banks fall into two categories:

proprietary, "private-label" mutual funds, and so-called non-proprietary mutual funds.

Proprietary, or private-label funds, are those established and managed by banks themselves.

From an industry perspective, the costs of administering such funds necessitates a minimum

level of fiind assets of between $50 million and $100 million for the funds to be self-

sustaining. Such funds generally are established for sale exclusively or primarily to bank

customers. For these institutions, converting their bank common trust fiinds into private

label mutual funds will mean the bank may perform various services for the funds, including

serving as investment advisor, shareholder servicing agent, and custodian. Banks with the

expertise and existing assets to operate such funds generally will find it beneficial to design a

new private label fund to convert one common trust fund to one mutual fund.

For smaller, community banks, developing private label mutual funds is not an option since

these smaller institutions cannot amass the critical pool of money to justify a fully diversified

and self-sustaining mutual fimd. Instead, these banks will look to non-proprietary, existing

mutual fiind products managed and administered by third parties for conversion of their bank

common trust funds.

In Illinois, for example, only 31 of the 175 bank common trust funds have assets of $100

million or more, and all of those reside in the five largest Illinois banks.

In many respects, mutual funds provide a much more flexible and attractive investment

vehicle for investors than common trust funds. For trust department customers, the

conversion of assets to new mutual funds provides the opportunity for greater economies of

scale, diversification, and liquidity. Such mutual funds will have a diversified cash flow

from all customers of the bank, as well as potentially from outside the bank. In contrast, a

bank common trust fund relies solely on the cash flow firom fiduciary accounts of the bank.

The ability to convert a common trust fund to one or more mutual fiinds will facilitate the

offering of new investment products, especially by medium-sized and small banks.

Increasingly sophisticated securities markets require sufficient resources and expertise not

generally available to smaller entities. By merging common trust funds into larger mutual

funds, smaller banks achieve not only economies of scale, but can benefit from the mutual

fund market without the prohibitively high start-up costs of entering the market themselves.

Conversion provisions of the proposal

Under H.R. 13, the conversion of a common trust fund to a mutual fimd, or RIC, would be

treated as a transfer of the common trust fund assets directly to a RIC in exchange for RIC

shares, followed by a distribution of those shares to participants in exchange for their

common trust fund shares. Common trust fund participants would avoid taxable gain

recognition on what is viewed as an otherwise taxable transaction if:
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1) The common trust fund transfers substantially all of its assets to one RIC in exchange

solely for RIC shares,

2) Those shares are distributed to participants in exchange solely for their interests in the

common trust fund,

3) The RIC does not assume liabilities associated with the common trust fund's assets in

excess of the common trust fund's aggregate adjusted basis of the transferred assets,

and

4) The common trust fund's assets are diversified (within the meaning of section

368(a)(2)(F)(ii) of the Code).

If these requirements are satisfied, the RIC would receive a carryover basis in the common
trust fund assets transferred to it, and each participant would receive a substituted basis in the

RIC shares.

Our proposal would clarify this language to allow a common trust fund to transfer, on a tax-

free basis, substantially all of its assets to one or more RICs pursuant to a single plan. To
do so, however, each participant's pro-rata interest in each of the RICs must be substantially

the same as was the participant's pro-rata interest in the transferring common trust fund. In

addition, each participant's basis in the stock of each RIC must be determined under the rules

applicable to the division of a common trust fund.

Under current law, a common trust fiind may divide, on a tax-free basis, into two or more

common trust funds if certain rules are followed. The effect of these rules is to ensure that

disposition of an asset by a resulting common trust fund would produce tax consequences to

each participant virtually identical to those that would have occurred absent the division.

Need to permit tax-free conversions into multiple mutual funds

The proposal to permit tax-free conversion of a single bank common trust fund to one or

more mutual funds is critical if smaller institutions are to allow their customers to benefit

from such conversions. As discussed above, smaller, community banks have found it

prohibitively expensive to establish proprietary, private-label mutual funds for their

customers. Yet, to take advantage of the proposal included in H.R. 13 to permit the tax-free

conversion of a bank common trust fund into a single mutual fund, a bank may be required

to design and establish specific mutual funds in order to provide the best match with the

investment objectives of each common trust fund.

The need to use more than one mutual fund will arise when an institution too small to

manage private-label funds desires to convert its common trust funds to mutual funds, or

when any bank desires to convert a common trust fund that is too small to become the

nucleus of a single new mutual fund. Because of the bank common trust funds' unique

investment objectives, they may not fit into one existing mutual fund. Normally, bank

common trust funds have broader investment objectives than are typical for mutual funds.

For example, a bank equity fiind could potentially hold a combination of blue chip and

growth stocks. A smaller bank may not be able to find a single mutual fund that would best

match the investment objective of this common trust fund, and thus may require two separate

mutual funds in order to convert 100 percent of the assets of the common trust fund.

In addition, a common trust fund may have invested in securities with a wide range in

quality, combining, for example, both rated, investment-grade securities and unrated or

below-investment grade securities. A mutual fund with the same basic investment objective,

but with investment policies geared towards rated, investment-grade securities would only be

able to accept some, but not all, of the common trust fund's portfolio of investments.
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Permitting conversions only from one common tmsl fund to one mutual fund would thus

penalize participants in smaller bank common trust funds and provide larger banks that can

afford to design private label funds with a competitive advantage.

Conclusion

Permitting a common trust fund to transfer its assets to more than one mutual fund, pursuant

to a single plan, is only a slight technical clarification to the current legislative proposal

offered by Chairman Rostenkowski in H.R. 13. This clarification has tiie support of both tiie

mutual fund industry and the banking industry precisely because it will substantially enhance

the usefulness of tiie original proposal.

Most importantly, the proposal would provide fair treatment to banks witii relatively small

trust departments, permitting their customers to take advantage of additional investment

opportunities while keeping tiie customers' investment assets witiiin tiie same community

bank.
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Mr. HOAGLAND. Mr. Susswein.

STATEMENT OF DONALD B. SUSSWEIN, COUNSEL, COALITION
FOR ASSET BACKED SECURITIES

Mr. Susswein. Thank you, Mr. Chairman, for the opportunity to
testify for the Coahtion of Asset Backed Securities in support of
your bill, H.R. 2065, the FASIT legislation, which you introduced
along with Congressman Clay Shaw.
The coalition is a diverse group of banks and other institutions

that make loans, and companies that issue and underwrite securi-

ties that are backed by loans.

Accompanying me today are representatives of two of our mem-
bers. Hall Doersam from Household International of Chicago, 111.,

and Mike Coco from the Colonial National Bank located in

Horsham, Pa.
The individual companies in the coalition, I am happy to say, are

joined in their support of FASIT by the American Bankers' Associa-
tion, as Ms. Kern indicated. Public Securities Association, the Secu-
rities Industry Association, and other financial trade associations.

I think we all support this bill because it would help increase the
supply of credit for lending, increase the safety and soundness of
the financial system and, actually, also reduce the dependency of
the lending business on Federal guarantees, such as guarantees of
the FDIC. Basically, the bill would do this following on the path
laid down by the Congress in the very successful REMIC legislation

by making it easier to securitize loans.

REMIC, of course, which was passed in 1986, was limited to

mortgage loans and designed specifically for mortgage loans.

FASIT would extend some of those concepts to other types of loans.
I think I can best illustrate the major points I would like to

make today graphically.

First of all, up on easel, you will see a chart which is formally
titled "Securitization Increases Capital Availability." The chart
could just as easily be called "the credit crunch that never hap-
pened." It illustrates that after the REMIC legislation was passed
in 1986 we have had a continuing availability of mortgage money.
This is probably the one area where we haven't had a credit crunch
in this country in the last 10 years or so. This is because, as you
can see from the graphic illustration, securitization has filled the
gap where traditional lenders have been unable to meet the de-

mand.
The red on the bottom shows the traditional nonsecuritized mort-

gages. The green shows the increasing role that securitized mort-
gages are plaving.
The second point I would like to make has to do with what

FASIT is going to do. It is going to do two things: First, it will

make the law a little bit clearer and more accessible to more play-
ers. Right now, there is a highly complex set of tax rules which are
primarily available to tax lawyers through the case law.

FASIT is going to put the law into the statute. The law will be
more understandable and available to more people as a result.

Second, if I can turn to my other chart, FASIT is going to de-

crease reliance on credit enhancers. Today, since we don't rely on
Federal guarantees, we have to turn to credit enhancement, which
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t3T)ically comes in the form of a guarantee issued by a top-rated
commercial bank. Instead of getting guarantees from an increas-
ingly short supply of AAA-rated commercial banks, which are in-

creasingly primarily foreign, as this next chart shows, FASIT will

make it easier to access the capital markets generally for this func-
tion.

There is a problem of ensuring a continued supply of capital, and
I think if you just look at the chart, you will see how serious a de-
pendency we now have on foreign AAA-rated commercial banks.
And we hope FASIT will help reduce that.

Thank you very much.
Mr. HOAGLAND. Thank you, Mr. Susswein.
[The prepared statement follows:]
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The Coalition for Asset Baclced Securities

Testimony of Donald B. Susswein
Counsel, The Coalition for Asset Backed Securities

on H.R. 2065
Before the Subcommittee on Select Revenue Measures

Committee on Ways and Means
U.S. House of Representatives

June 17, 1993

Introduction

Thank you for the opportunity to testify today. My name Is Donald B. Susswein. I

am a tax partner with the law firm of Thacher Proffitt & Wood. I am pleased to be

testifying for the Coalition for Asset Backed Securities in support of H.R. 2065 --

the "FASIT" legislation introduced by Congressman Peter Hoagland (D. NE) and

Congressman Clay Shaw (R. FL).

The Coalition For Asset Backed Securities is a diverse group of banks and other

institutions that make loans, and companies that issue and underwrite securities

backed by loans -- often referred to as asset backed securities. In addition to our

individual members,^ I am pleased that the Coalition is joined in its support of the

FASIT legislation by a broad spectrum of financial services trade associations

including the American Bankers' Association, the Savings and Community Bankers

of America, the Public Securities Association, the Securities Industry Association,

and the Equipment Leasing Association of America. I am accompanied today by

representatives of two of our members, Mr. Hal Doersam from Household
International and Mr. Mike Coco from Colonial National Bank.

We support FASIT because it would help increase the supply of credit for lending,

increase the safety and soundness of the nation's financial system, and reduce the

private sector's reliance on explicit or implicit guarantees of the Federal Deposit

Insurance Corporation ("FDIC") or other Federal agencies. The bill would
accomplish these goals by making it easier to turn pools of relatively illiquid loans

on the books of banks and other lenders into highly liquid, marketable securities

that rely for their creditworthiness solely on the underlying loans or on guarantees

or other forms of credit enhancement provided by the private sector.

^The Coalition for Asset Backed Securities is comprised of the following

companies and associations:

Advanta Corp. /Colonial National Bank

American Bankers' Association

Chemical Bank
Citicorp/Citibank

Equipment Leasing Association of America

First Boston Corporation

Goldman Sachs & Company
Household International

Investment Program Association

Lehman Brothers

Merrill Lynch & Co., Inc.

Morgan Stanley

Public Securities Association

Salomon Brothers, Inc.

Savings & Community Bankers of America
Securities Industry Association

Union Bank of Switzerland
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The Importance Of Securitization

The FASIT legislation would build on Congress' highly successful experience with

similar tax legislation that promoted the securitization of mortgage loans. In part

as a result of the REMIC provisions of the 1986 Tax Act, the country has

experienced an era of unprecedented credit availability, liquidity, and diversification

of financial risk in the mortgage markets over the last six years. This has occurred

despite the fact that many other sectors of the credit and financial markets have
experienced their share of economic difficulties during the same period.

To illustrate this point, we have prepared a chart showing the amounts and
sources of mortgage money over the last decade. The chart is reproduced at the

end of my testimony. As you can see, the total supply of mortgage money has

been steadily increasing, despite the fact that the portion -- shown in red --

provided without reliance on securitization has been declining both as a percentage
and, most recently, as an absolute amount. This chart bears the title

"Securitization Increases Credit Availability," but it could be called "The Credit

Crunch That Never Happened." It illustrates the fact that securitization has helped

keep the supply of mortgage money in line with the demand for mortgage credit,

even as many traditional sources have been forced by economic circumstances to

curtail their participation in this market.

Securitization of loan pools is attractive from an economic and business

perspective because of several advantages it offers to lenders and borrowers over

other forms of financing.

First, because securitization Increases the amount of information investors

have about the risks involved in holding a pool of loans, investors become
more comfortable with those risks and more willing to invest in the pool.

Second, securitization makes it possible to segment the different categories

or types of economic risk associated with a pool of loans. As a result. It is

often possible to make a better match between various risks and the

investors that are most knowledgeable about -- and comfortable with --

undertaking those risks. For example, some investors may be more
comfortable evaluating and assuming the risk of borrower default, while

others may be more comfortable evaluating and assuming the risk that

market interest rates will rise or fall.

Third, by converting a pool of loans into a marketable security -- even if that

security is retained by the original lender -- the loans become more liquid,

and therefore more valuable. Liquidity -- which can be defined as the ability

to readily sell or liquidate a loan or security at a price closely reflecting its

inherent value -- also makes for safer and sounder financial markets.

Fourth, by increasing information, risk segmentation, and liquidity -- the first

three items already mentioned -- securitization makes it easier for lenders

and Investors to achieve appropriate diversification of their portfolios.

Diversification can help prevent a localized economic problem -- such as a

sudden change in the price of energy, real estate, or other commodities

crucial to the local economy -- from dragging down all of an area's local

financial institutions and potentially causing serious regional or national

financial problems. Lenders and bank regulators do their best to avoid taking

undue risks ~ but there are always unpredictable or unanticipated factors.

Diversification helps manage the risk of the unknown.

FAglT Is The Tgx Cpgntgrpgr^ Tq Rgggnt g^C Actigng

Rationalizing The Legal Rules Aoplica ble To Asset Securitization

Because of these economic and business advantages, securitization is becoming
one of the most economically efficient ways to obtain and provide funds for

lending activities. This trend was furthered by actions taken last year by the
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Securities Exchange Commission to rationalize the securities laws governing asset

backed securities.

After decades of issuing rulings allowing particular types of assets -- such as

mortgage loans or consumer loans -- to be securitized with the blessings of the

SEC, the Commission decided to adopt a generic approach to the treatment of

what they referred to as "structured financings." Under this new approach, any

structured financing could proceed as long as certain structural safeguards and

investor protections were satisfied, without regard to the type of loan or asset

involved. The SEC's explanation of its action is worth noting, because it echoes

the thinking underlying the FASIT legislation introduced by Congressman Hoagland

and Congressman Shaw.

In describing the law applicable before 1992, the Commission explained, the

securities laws treated --

"similar types of structured financings very differently, depending solely on

the asset securitized."

As a result, they explained --

"Some sectors of the economy, including small business, generally are

unable to use structured financings as sources of capital, and many United

States investors are denied the opportunity to purchase sound capital market

instruments."^

In many ways the FASIT legislation is the tax code counterpart to the SEC's
actions to promote asset securitization. Like the SEC's actions, FASIT would
eliminate much of the disparity in tax treatment between certain selected classes

or types of assets, which are currently allowed to obtain direct access to the

capital markets through statutorily sanctioned vehicles, and other types or classes

of assets which do not yet enjoy that treatment under the tax law. FASIT
accomplishes this with a generic rule, like the SEC's approach, which allows all

types of loans to be securitized as long as appropriate structural limitations and

safeguards are in place. In the case of FASIT, however, the structural limitations

and safeguards are designed to protect the tax policy concerns of the Treasury

Department.

Tax Iggi^es In Securitization

To understand exactly what FASIT does, and why it is beneficial, it is necessary to

understand a little about the way asset securitizations are structured under current

tax law.

Securitization of loans depends on the ability to pass through to investors all or a

significant portion of the interest income that is earned on a pool of loans without

the imposition of an intervening corporate tax. As a tax maner, this is essentially

what occurs when a bank makes loans with funds that it has obtained from

deposits or other borrowings. Corporate taxes are paid by the bank only on the

portion of the interest Income received that is not paid out as interest to its

depositors or other creditors. The portion that is paid to depositors is not

subjected to an entity level tax, but is simply included directly in the depositor's

required tax computation.

Traditional securitizations typically involve the use of a special purpose financing

vehicle as the holder of the loans, and issue debt securities instead of raising funds

from bank deposits, but the tax principle is the same. That is, assuming that the

financing vehicle is a corporation, corporate taxes are paid only on the portion of

^Securities and Exchange Commission Release No. IC-19105/November 19,

1992, Investment Company Act of 1940.
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the interest income received that is not paid out to the holders of debt instruments

issued by the entity. As a result, a key tax issue is determining how best to

structure the transaction so that the securities qualify as debt, rather than as an

ownership interest in the special purpose entity.

With REMICs, or similar entities structured under the tax law as fixed investment

trusts or partnerships, the task of securitizing loans becomes much easier because
100 percent of the income paid out to investors is passed through without the

imposition of an intervening corporate tax. This complete pass-through treatment

is available regardless of whether the securities are classified as debt or as equity

(i.e., ownership interests). Thus, the problem of determining how best to structure

a security so that it satisfies the business objectives of the parties and still qualifies

as debt for tax purposes is eliminated. As long as the broad structural

requirements of these statutory vehicles are satisfied, the issuer is free to structure

the security so that it optimally satisfies the parties' economic and business needs.

Once pass-through treatment is assured, the technical rules governing REMICs,
grantor trusts, and partnerships concern themselves with ensuring that there is an
appropriate allocation of income among different classes of owners. Rules of this

sort do not pose any problems for loan securitization since loan securitization is

motivated by economics, not by tax considerations. Thus, once pass-through

treatment is assured, issuers' tax objectives become the same objectives generally

viewed as the goals of "good tax policy"; that is, to ensure that each investor's

taxable income reflects its true economic income - no more and no less.

Kgy Tgx Prpvijigns Qf FAgIT

Like the REMIC provisions before it, the FASIT legislation will help make loan

securitization easier by creating a new pass-through structure specifically designed
for loan securitization. Unlike REMICs, FASITs will be available for all types of

loans or other instruments treated as debt for Federal income tax purposes.

In general, FASITs must be beneficially owned by U.S. banks or other U.S.

corporations. Although the FASIT itself will not be subject to any tax, its net

income will be included in the U.S. income tax return of its owner or owners, and
thus will, In virtually all cases, be subject to corporate income tax.^

Loans will be transferred or sold to the FASIT so that it can issue securities backed
by the loans it has acquired. As with REMICs, FASITs will be permitted to issue

securities that qualify as debt of the FASIT for Federal income tax purposes even
though they are issued in non-debt form (i.e., as certificates of ownership of the

underlying assets) for state law purposes.

Issuing securities in the form of ownership certificates is necessary in order for

regulatory agencies and financial accounting statements to properly recognize the

fact that the assets of the FASIT are the sole source of payments on the

securities, and the fact that any risk of loss on the assets that is borne by the

owners of the FASIT has been limited to a reasonably estimable amount. At the

same time, treating such certificates as debt of the FASIT for tax purposes means
that the portion of FASIT income passed through to the holders of the certificates

is not included in the FASIT income that is passed through to the corporate owners
of the FASIT.

A disparity of this sort between state law form and tax law characterization is

consistent with the well established principle that the tax treatment of a

transaction is governed by its substance rather than its form. The FASIT
legislation makes the rules for qualifying securities as debt, based upon their

'An exception, intended to facilitate small business loan securitizations, will

allow businesses operated as partnerships or S corporations to retain ownership of

FASITs used to securitize loans to their customers, such as trade receivables.
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economic substance, clearer and more straightforward. In so doing, FASIT makes
the tax rules governing the most advanced type of securitization structures more
accessible to a wider variety of issuers and their tax counsel. Based on the

experience with REMIC, this should make for more competition among a broader

universe of issuers, underwriters, and their tax advisors, and a more liquid and

more efficient marketplace.

In addition to making the applicable legal rules and standards more accessible,

FASIT will also ease some of the common law rules that are generally perceived as

governing this type of securitization.

Under current case law, it is generally perceived that issuers of securities

purporting to qualify as debt for tax purposes on the basis of their economic
substance -- notwithstanding their non-debt form - should be able to point to

"strong proof" that the securities have the economic characteristics of debt. Tax
advisors have generally adopted a self-imposed guideline that insists on a high

investment grade rating (i.e., "A" or better) to assure themselves that the "strong

proof" standard can clearly be satisfied.

Under the FASIT legislation, debt securities can be issued as long as they do not

have a yield that is more than 5 percentage points higher than the yield on

Treasury obligations with a comparable maturity. As compared to the conservative

practice of tax counsel to the leading issuers, this will permit more subordinated

debt securities to be issued. It should be pointed out, however, that even debt

securities at the top end of that yield limitation are still fundamentally debt-like.

The 5 percentage point standard is actually borrowed from current tax law rules

that govern when certain high-yield discount bonds will be subject to special rules

deferring accrued interest deductions.'' These rules effectively assume that

obligations yielding 5 points more than Treasury bonds could and do qualify as

debt. Thus, the FASIT legislation will not be authorizing the issuance of debt

securities that are fundamentally different from debt securities that are currently

outstanding in the markets.

The yield limitation, which limits how much income can be passed through to the

holders of FASIT debt instruments, is important because all remaining income -- the

income associated with the true equity-like risk of investing in a pool of loans -

will be taxable to the U.S. banks or other U.S. corporations that retain or acquire

the ownership interests of the FASIT.

Importance Of Subordination

The benefits to be obtained from making the tax laws governing securitization

clearer and more accessible to more lenders and their tax counsel should be self-

evident. Transactions will be structured more efficiently and with fewer

transaction costs.

The benefits to be obtained from allowing somewhat greater issuance of

subordinated debt securities are less obvious, but quite important and worth

mentioning in some detail - particularly since this is the principal part of the

proposal that represents a change from current practice.

Under current law, as previously discussed, many asset-backed securities offerings

must effectively be highly rated (i.e., "A" or better) in order to give comfort to

cautious tax counsel. High ratings are desirable for other purposes as well, such

as the goal of issuing as much of the securities at as low an interest rate as

possible.

High ratings can often only be obtained with the assistance of external credit

enhancement. This means some form of guarantee provided by an independent

*See, Section 163(e)(5), Internal Revenue Code of 1986.
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bank or other financial institution. Typically the guarantee -- which may take the

form of a letter of credit or similar arrangement -- does not guarantee against all

losses but assumes what is called a "second loss" position. This is comparable to

the risks assumed by an insurer on a policy with a very large "deductible". Only
when losses exceed a catastrophic level does the guarantee typically become
applicable.

The losses being insured against by the credit enhancer, in effect, are not the

normal risks of underwriting and making loans, but the risk, say, of an
unanticipated severe recession which causes abnormally high levels of even
soundly underwritten loans to go into default. In many respects, this is

comparable to the type of risk that is borne by the FDIC with respect to

conventional lending by commercial banks. The FDIC insures depositors against

losses, but the FDIC is required to pay only if losses are so severe that they have
depleted substantial portions of a bank's equity capital.

Because there is no Federal guarantee involved here, the entity providing the credit

enhancement must have excellent credit itself. Typically this means that the credit

enhancer must have a top investment rating, such as a long-term bond rating of

AAA from Moody's Investor Servicers, one of several nationally recognized rating

agencies. Certainly the rating on the securities receiving the guarantee can never
be any better than the rating on the guarantor or other credit enhancer.

The need for credit enhancement has placed an increasing importance on what is,

unfortunately, a limited and somewhat volatile supply of top rated financial

Institutions throughout the world. The number of triple-A rated commercial banks
able to provide credit enhancement, for example, has declined substantially both in

the U.S. and throughout the world as a result of the economic difficulties of the

last decade.

We have prepared two other charts today which show the AAA-rated commercial
banks in the U.S. and abroad in 1986 and 1993. These charts are reproduced at

the end of the testimony. In 1986, there were 9 U.S. triple-A commercial banks.
Today there are only two. This has meant an increasing reliance on foreign

commercial banks as suppliers of credit enhancement. Even this supply has
diminished and, perhaps more importantly, has become quite volatile. Foreign

banks are no less subject to the vagaries of economic cycles than our own
domestic financial institutions.

There has been much talk about the potential for the U.S. credit markets to

become dependent upon foreign buyers of U.S. debt instruments. Much of the

discussion has focused on an imagined scenario in which foreign investors stop
buying U.S. Treasury obligations. For those who view loan securitization as a key
financing technique, a more realistic threat may be posed by the growing
dependence of U.S. lenders on a limited number of suppliers of credit

enhancement. A major change in a single foreign government's bank rules, for

example, could wipe 5 or 6 institutions off of the list of potential credit enhancers
overnight. Such a scenario would substantially reduce credit availability for U.S.

borrowers.

One alternative to credit enhancement in the form of guarantees is credit

enhancement through further securitization. Instead of obtaining, say, a guarantee

against $10 million of loan losses and paying a fee for that, the same economic
function can be provided by raising $10 million In cash from the issuance of

securities, conditioning the repayment of the $10 million upon losses not

exceeding a particular level, and paying the security holders a higher interest rate

to compensate them for assuming those risks. This is the economic function the

newly authorized subordinated FASIT securities, with yields as high as 5 points

over Treasury yields, are intended to serve.

By allowing this function to be provided through the nation's public securities

markets, rather than through the issuance of guarantees by a limited number of
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credit enhancers, the market of potential suppliers is immediately increased. It is

potentially expanded rather dramatically from a fluctuating group of one or two
dozen mainly foreign banks or other financial institutions to tens of thousands of

sophisticated investors and money managers throughout the world.

In theory, opening up these markets occurs at the cost of a potential corporate

income tax -- if one could assume that these functions would otherwise continue

to be provided by corporations subject to U.S. taxation. But the unreliability of

that assumption is the very problem. If we could be assured of high levels of

credit availability, diversification, and liquidity without making any policy changes,

there might be no need for legislation of this nature. However, we cannot simply

take for granted a continued availability of capital for lending any more than we
can take for granted the continued availability of gasoline or crude oil.

As the economy continues to improve, and loan demand increases, this problem

may become even more severe than the "credit crunch" that has been experienced

recently. Other solutions and approaches to provide securitization have been, and

perhaps will continue to be, proposed. These may include easing various capital

regulations, creating new Federal agencies to guarantee various types of loans, or

even involving the U.S. government in direct lending. There is nothing inconsistent

between FASIT and these other approaches. While some may have merit, it clearly

makes sense to first go forward with what is a comparatively modest step of

broadening the marketplace to allow institutional investors to invest more freely in

subordinated loan-backed securities of the type authorized by the FASIT legislation.

Conclusion

In closing, let me summarize by saying that ~

• Loan securitization is increasingly becoming the way U.S. corporations

obtain funds for lending.

• As demonstrated with the experience under REMIC, securitization's benefits

for the economy and the financial markets are widely accepted and
understood.

• Greater clarity in the tax rules applicable to these transactions will help make
them more efficient and less costly for all concerned.

• Through relatively modest tax changes we can also expand the number and

type of participants that can provide the crucial function of credit

enhancement - making our domestic lending markets more "credit

independent."

FASIT can accomplish these objectives, and we strongly support it for that reason.
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Commercial Banks Rated "AAA"
(Potential Credit Enhancers): 1986

SiD

Bangue Nationsle de Paris

Barclays Bank PLC
Bayerische Landesbank Girozentrale

Bayeriche Vereintbsnk A.G.
CommonwaatTh Bank of Australia

Credit Lyonnais

Credit Suisse

Dai-lchi Kangyo Bank. Ud.
Deutsche Bank A.G.
Fuji Bank. Ltd.

Bankers Trust I

Chase Manhattw< Bank. N./

.UJk.
: < Tr. Co.. N.>

Mellon Bank. N.A.

Morgan Guaranty Tr. Co. ot

IMorgan Bank (Oelawarel

Security Pacific National Bank Union Bank o< Swiaertand

Commercial Banks Rated 'AAA*
(Potential Crmfit Enhancers): 1993

[^ I
FOREIGN

I

Morgan Guaranty Tr. Co. of NY
Morgan Bank lOelawaral
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Mr. HOAGLAND. Let me talk a little bit about bank common trust

funds with Ms. Kern and Mr. Manning for just a moment. Now, my
understanding is that section 623 of H.R. 13 permitted the tax-free

conversion of a bank common trust fund to a single mutual fund,

is that right?
Ms. Kern. Yes, sir.

Mr. HOAGLAND. And under current law it is unclear as to wheth-
er the conversion of a trust fund into a mutual fund will be taxable
as a transaction for the participants in the common trust fund?
Ms. Kern. It is my understanding that it would be treated as a

taxable conversion.
Mr. HOAGLAND. It is clear that it would be treated as a taxable

conversion.
Ms. Kern. Yes, sir.

Mr. Hoagland. And yet permitting the conversion of a common
trust into a mutual fund is advantageous for both the participants

in those funds and the banks that manage the funds, is that right?

Ms. Kern. Yes, sir.

Mr. Hoagland. And, as I understand it, you all would like to ex-

tend section 623 of H.R. 13 so it applies to more than a single mu-
tual fund?
Ms. Kern. The conversion into more than one fund, yes, sir.

Mr. Hoagland. OK Now, after H.R. 13 was introduced, why
Congressman Coyne and I heard from a number of our smaller

bankers, he in Pennsylvania and mine in Nebraska, advising us
that it was critical that they be allowed to participate by converting

their common trust funds into one or more mutual funds. In other

words, the smaller banks didn't want to be limited.

I assume, Mr. Manning, that explains your presence here today
representing the medium and small banks of Illinois?

Mr. Manning. Yes, sir, it does.

Mr. Hoagland. And maybe you could give us just briefly the rea-

sons for allowing conversion into more than one mutual fund.

Mr. Manning. Well, the idea is that for a smaller institution,

they simply cannot amass the amount of funds required for one
mutual fund. This would give them the opportunity to go to a

nonproprietary mutual fund and be able to take advantage of—on
behalf of their customers—of the same benefits that a proprietary

mutual fund would have for those larger institutions that are able

to amass the amount of money necessary.

Mr. Hoagland. So you see the issue as one of equity between the

larger and smaller banks?
Mr. Manning. I beg your pardon?
Mr. Hoagland. You see the issue as one of equity between larger

and smaller banks?
Mr. Manning. I do.

Ms. Kern. I think you can also see it as an advantage to the cus-

tomer because it provides the opportunity to divide the funds up
into specialty funds, such as at AmSouth. We have bond funds, eq-

uity funds, and there is expertise in the management and the in-

vestment of those funds. So it is not necessarily just a small bank
issue.

Mr. Manning. Congressman, I agree with both points. I think

both points together really sum it up.
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Mr. HOAGLAND. OK Now, Mr. Susswein, it seems to me that we
are going to begin to see an increased recovery in our economy
when small to medium banks increase their lending activities to

small- and medium-sized businesses. It is these kinds of busi-
nesses, at least in my region of the countrv, that are ready to ex-

pand and hire people if they can obtain the funds for expansion.
Now, are you comfortable with the benefits of the FASIT legisla-

tion that vou are advocating will be available to the small and me-
dium bank sector as well as the larger banks?
Mr. SusswEDM. Oh, yes. First of all, they are going to be available

to small businesses. One of the things we are seeing is that some
of the securitization technologies that have developed are starting

to be used for the pooling of small business loans.

As far as small- and medium-sized banks are concerned, one of
the advantages for institutions is that, although there will be con-

duits, I am sure, that will pool together the portfolios of smaller in-

stitutions, the fact is that the small institution itself doesn't have
to securitize in order for it to get the benefit of other institutions'

securitizing. There is increased liquidity in the financial markets,
created even if somebody else does the securitization.

There is also an increased ability to diversify your portfolio. You
don't necessarily have to have a megabank come into your neigh-
borhood to obtain diversification. Instead, you can simply invest in

a portion of a portfolio originated by banks all over the country to

get some of the benefits of diversification.

Mr. HoAGLAND. Now, is there some risk that this will favor
standardized loan risks to the detriment of entrepreneurs?
Mr. Susswein. I don't think at this point the indications have

been that there is a problem there. Certainly, the REMIC experi-

ence has increased the availability of mortgage money and not de-

creased it.

Mr. HoAGLAND. The REMIC experience has been highly favor-

able, hasn't it, nationwide?
Mr. Susswein. Definitely.

Mr. HoAGLAND. In terms of freeing up funds for additional mort-
gage loans?
Mr. Susswein. Yes. One of the key factors also is that the risk

of investing is diversified. We can look at REMIC from the stand-
point of the home buyer getting his or her money, but, as we all

have seen from the S&L problems, there is also the point that you
don't want to have any financial institution holding an undue con-
centration of risks, such as the S&Ls holding all the concentrated
interest rate risk they held in the late 1970s and early 1980s.

The benefits of securitization are not only for the borrowers, but
also for the financial system, because risk is diversified.

Mr. HOAGLAND. Now, this is a highly technical area. How are we
coming in terms of negotiating the factual details with Treasury
and others?
Mr. Susswein. Well, you will hear from Treasury next week, I

understand. A number of very valuable suggestions and input have
been made, not only by the Treasury but oy the staff of the Joint
Committee on Taxation. And both of those staffs proved crucial in

the development of the workable REMIC legislation, and I am con-

fident that, with additional suggestions from those staffs, the bill
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will move forward, and we will have something that will be work-
able for everyone who is concerned.
Mr. HOAGLAND. And, as these meetings progress, we shouldn't

lose sight of the big picture which is we can enhance the availabil-
ity of credit to people in businesses without exposing the taxpayers
to open-ended, unfunded contingency liabilities, is that right?
Mr. SusswEiN. I think that is the key point.

Mr. HOAGLAND. We have a real opportunity here, and we
shouldn't let the details bog us down.
Mr. SusswElN. That is true. Although details are important, and

we are committed to working them through.
Mr. HOAGLAND. Very good.
Do any—it appears that no other panelists have any questions at

this time, so thank you everyone. We would thank the four of you
for attending.
We are moving right along now. I appreciate your succinctness

and clarity with which you presented your positions.
Ms. Kern. Thank you.
Mr. HOAGLAND. Mr. Eliasberg, I will give Mr. Cardin a full ac-

count.
Mr. Ellasberg. Thank you.
Mr. HoAGLAND. Now I would welcome panel five. We have Rich-

ard O'Toole from the Battle Fowler law offices in New York; Tab
Buford from City National Bank of Newark; William Rudin from
the National Realty Committee; Thomas McChesney from Grubb &
Ellis in Pittsburgh; and James Sheridan of the National Retail
Federation.
Mr. O'Toole, you are recognized for 3 minutes.

STATEMENT OF RICHARD L. OTOOLE, PARTNER, BATTLE
FOWLER, NEW YORK, N.Y.

Mr. O'Toole. Thank you.
Good afternoon. My name is Richard O'Toole. I am a partner in

the law firm of Battle Fowler, New York, N.Y., and I appreciate the
opportunity to testify this afternoon concerning H.R. 2065, the
FASIT legislation.

We believe that the creation of a new vehicle that will provide
predictable and equitable tax treatment for securitization trans-

actions, thereby enhancing liquidity in the capital markets, is a
highly desirable objective, and we therefore strongly support
H.R. 2065.
The legislation accomplishes the objectives of providing certainty

because of the uniform tax rules that apply and the efficiency in

that minimum capital levels are not needed in order for invest-

ments to be treated as debt for Federal income tax purposes.
In addition to the more specific technical comments included in

our written submissions, we have the following two general obser-
vations:

First, as a policy matter, we believe that a judgment should be
made as to whether the tax-exempt character of interest received
on municipal bonds held by a FASIT should be passed through to

the holders of interests in FASIT. There appears to be no reason
why, as in the case of a partnership or a fixed investment trust.
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a flowthrough of the tax-exempt character of the interest should
not be available.

Indeed, the very fact that the underlying interest is exempt
greatly reduces any possibility of tax deferral or tax avoidance.

If tax-exempt bonds are to be included in FASITs, protective fea-

tures should be included similar to that in strip legislation to as-

sure that tax-exempt interest is not created. It should also be clear

that the transfer of a tax-exempt bond to a FASIT and the creation

and sale of an interest in a FASIT does not result in a reissuance

of the tax-exempt bonds.
Statutory rules that apply to holders of tax-exempt bonds such

as the interest disallowance rules of section 265 should also apply

to holders of interest in FASITs.
Our second general comment relates to a principal advantage

that we believe is inherent in this proposal. It is that, unlike

REMIC legislation, it does not require that the securitization of all

assets in a FASIT be effected through a FASIT format. Although
the statutory scheme for REMICs includes a taxable mortgage pool

concept, which mandates the use of REMICs for securitizing mort-
gage obligations, a similar provision for FASITs would be inappro-

priate because of the wide range of debt instruments that may be
included in a FASIT and the adverse impact on capital markets
that would result if all nonmortgage securitizations had to be ef-

fected through a single vehicle that was not proven to be workable
for all transactions within its intended scope.

Thank you.
Mr. HoAGLAND. Let me at this point note for the record that

Mr. Payne from Virginia will take over presiding over this hearing.

Let me tell you, Mr. O'Toole, this detailed and thorough legal

analysis you present I know is going to be very helpful as we de-

velop this FASIT proposal.

Mr. OTooLE. Thank you.
[The prepared statement follows:!
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June 17, 1993

A. Summary

1. General . The creation of a new vehicle that will provide
predictable, equitable tax treatment for securitization trauisactions, thereby
enhancing liquidity in the capital markets, is a desireUale objective. We
support H.R. 2065. The legislation, as drafted, acconplishes the objectives
of providing certainty (because of the uniform tax rules that apply) and
efficiency (in that minimum capital levels are not needed in order for
investments to be treated as debt for income tax purposes) . As noted below, a
number of technical issues need to be explored, and in doing so, any
possibility of sinplifying portions of the legislation should be pursued.

2. Exclusivity . A principal advantage inherent in this
proposal is that it does not require that the securitization of all assets
that could be included in a FASIT be effected through the FASIT format.
Although the statutory scheme for REMICs includes the taxable mortgage pool
concept, which mandates the use of REMICs when securitizing mortgage
obligations, a similar provision for FASITs would be inappropriate because of
the wide variety of debt instruments that may be included in a FASIT, the
significant technical vetting that will be needed in order for the FASIT
structure to be a practical alternative to existing securitization structures,
and the adverse impact on capital marlcets that would result if all non-
mortgage securitizations had to be effected through a single vehicle that was
not woriccible for all transactions within its intended scope.

3. Tax-Exempt Obligations. The legislation should clarify
whether a FASIT can be used to hold tcLx-exempt obligations and pass through
the tax-exen5)t status of interest, pursuant to Section 103 of the Internal
Revenue Code, to holders of equity interests in the FASIT. Changes to the
existing language in H.R. 2065 would have to be made to cause the tax-exen^t
status of interest recognized by the FASIT to pass through to classes of
ownership interests

.

4. Technical Analysis . The operational provisions included in
H.R. 2065 are conplex and incorporate rules and concepts from a number of
other tax areas. The discussion set forth below analyzes these rules and
raises a number of specific questions concerning their scope and effect.

B. Discussion/Analysis

1. General. The purpose of H.R. 2065 is to provide a vehicle
through which securitization transactions may be effected with predictable tax
results, without an entity level tax and without any inappropriate tax
deferral or tax avoidance -- all facets of the overall objective of enhancing
liquidity in the capital mar)cets and decreasing the cost of capital. We have
the following observations concerning the overall scope and intent of this
legislation:

(a) As in the case of REMICs, the availability of a
structure that is specifically authorized by legislation, allows entity- level
taxation to be avoided, contains clear-cut rules, and does not impose a
minimum capital requirement should enhance the liquidity and efficiency of the
capital marlcets

.

(b) If enacted, FASITs may become the vehicle of choice
through which a wide variety of securitization, risJc sharing, and derivative
transactions are effected. Consideration should therefore be given to the
inpact H.R. 2065 may have on current discussions concerning topics such as the
disclosure stamdards that should apply in the case of derivative transactions
and the application of recent regulatory changes interpreting the Investment
Company Act of 1940.
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(c) The FASIT rules should provide adequate safeguards
against tax avoidance because of the requirement that income earned by the
FASIT be allocated to taxpaying entities and that the interest rate on debt
instruments not exceed 5 percentage points in excess of the yield on
coaiparsQ}le Treasury securities . We suggest that consideration be given to
whether, in at least some cases, the permitted rate in excess of the
comparable Treasury rate at which debt instruments can be issued should be
increased, particularly in light of the historically low current interest
rates on Treasury securities and the significamt volume of distressed loans
that could benefit from the enhanced liquidity that FASITs offer. One
approach would be to allow for a higher rate, such as 8 percentage points in
excess of the applicable Treasury rate, if the instrument satisfies other
criteria, such as a maturity date of less than 15 years and/or minimum
amortization.

2. Exclusivity . H.R. 2065 does not include a provision
analogous to Section 7701 (i), the taxable mortgage pool rules that apply to
REHICs and that require that mortgages be securitized in a HEMIC structure.
We believe that adding such a provision and thereby compelling the use of a
FASIT structure for any securitization that includes a substantial percentage
of assets that may qualify for FASIT treatment would be mistaken, for the
following reasons

:

(a) We endorse strongly the eUisence of a rule compaurable
to Section 770l(i) because, upon the enactment of H.R. 2065, there will be a
significant sunount of fine-tuning that cam be expected to occur during the
next several years, as the FASIT rules are tested in the market. During this
inevitaible period of trial -and-error, the liquidity of the markets will be
dependent upon the flexibility afforded by structures other than FASITs.

(b) Even if a significauit period of delay were built into
the application of any rules like the taxable mortgage pool rules, the FASIT
rules are fundamentally different than the REHIC rules because the FASIT rules
apply to all categories of debt obligations, rather than a single category.

(c) Finally, the relevance of the taxable mortgage pool
rules themselves should be clarified. The FASIT rules apply to debt
obligations, which may include mortgage obligations within the purview of both
the REMIC rules and the taxable mortgage pool rules. As a result, an entity
that holds mortgage obligations and elects FASIT treatment would appear to
fall within the teixable mortgage pool rules -- auid as a result would be
taxable as a corporation -- because it would not have elected REMIC treatment.
This appears to have the effect of precluding FASIT treatment for mortgages.
If this is intended, we suggest a clarification be made to the effect that any
pool of mortgage obligations that cauinot qualify for REMIC treatment will not
be subject to the TMP rules if FASIT treatment is elected. Alternatively, if
this result is not intended, we suggest that the TMP rules be inapplicable if
RBMIC or FASIT treatment is elected.

3. Tax-Exempt Obligations . In its current form, H.R. 2065 does
not address whether FASITs will be appropriate vehicles through which tauc-

exen^t obligations may be securitized. As a policy matter, a judgment should
be made as to whether the tauc-exempt character of interest received on bonds
held by the FASIT should be passed through to holders of interests in the
FASIT. There appears to be no reason why, as in the case of a partnership or
fixed investment trust, a flow through of the tax-exen^Jt character of the
interest should not be available. Indeed, the very fact that the underlying
interest is exempt greatly reduces the possibility of tatx deferral or tauc
avoidance, auid any mechauiism that reduces the cost of tax-exempt capital
should be favored.

(a) Protective features should be included in the
legislation to assure that tatx-exen^t interest is not "created" -- i.e. there
should not be an ability for any investors to recognize more tax-exen^jt
interest thaui is paid on the underlying bonds.

(b) It should be clear that the transfer of a taix-exenpt
bond to a FASIT and the creation and sale of interests in a FASIT does not
result in a reissuance of the tax-exempt bonds. A reissuauice of tax-exempt
bonds would typically result in either a termination of the tax-exempt status
of the interest or a requirement to undertake steps that satisfy rules for
current refundings

.

(c) Statutory rules that apply to holders of teix-exempt
bonds, such as the interest disallowance rules of Section 265(2), should apply
to holders of interests in FASITs to the extent tax-exenpt interest is passed
through to FASIT holders

.

(d) The aJoility of individuals to own preferred interests
in FASITs that own taix-exempt bonds could be a favorable method of
securitizing tauc-exempt bonds, thereby reducing the cost of capital to State
and local governments

.
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4. Technical Analysis . The analysis set forth below is a
section-by-section connnentary on the operational provisions of H.R. 2065.
Preliminarily, because of the scope of H.R. 2065, its technical complexity,
cind the brief notice period for this hearing, we strongly urge this
legislative effort to enlist the assistance of Bar Associations that
frequently comment on proposed tax legislation.

855A(a) (3) : The assets of a FASIT may consist of all debt
instruments. Clarification should be added to address the interplay of FASIT
rules with REMIC provisions and the teucable mortgage pool rules. Among the
issues to be addressed are whether a REMIC may be a FASIT, whether ein entity
that would otherwise be treated as a taxable mortgage pool can elect to be a
FASIT, and whether a regular REMIC interest is a debt obligation for this
purpose

.

It would be helpful if the scope of the term "money"
were clarified. Does this include actual cash, amounts in checking accounts,
bank money market funds and money market mutual funds (which technically are
shares of stock)

?

855A(a) (4) (A) : This subsection requires that the governing
documents of the FASIT prohibit (A) the acquisition and disposition of assets,
other than in accordcuice with the terms cuid conditions set forth in the
agreements pursuant to which qualified debt instruments and ownership
interests are issued, (B) the acquisition or disposition of assets for the
primary purpose of recognizing gains or decreasing losses from changes in
market values and (C) the acquisition of a debt obligation for the primary
purpose of realizing income from property acquired in connection with a
default of the debt obligation.

These rules should be cl8u:ified to address whether they are
exclusively organizational requirements - - which must be present in the
governing instruments, but are not tested on an operational basis -- or both
organizational and operational. The use of the term "primary purpose" in
clauses B and C should also be clarified, in order to avoid disputes as to
which of several potential meanings are to apply to these terms . The
prohibition in subsection C against acquiring defaulted debt obligations for
the primary purpose of realizing income from the property that secures the
debt obligation may prevent the use of FASITs to securitize distressed loans -

- an area of the economy as to which enhanced liquidity and reduced costs of
capital should be an importcuit objective. It is preferable for the
possibility that a FASIT will acquire collateral securing a loan to be dealt
with through the prohibited transaction mechanism, rather than by raising an
issue as to the overall pass-through status of the FASIT.

855A(a) (6) : It should be made clear that one or more classes of
preferred ownership interests may be issued by a FASIT.

855A(b) (1): Because a FASIT is not treated as a corporation,
partnership or trust for any purpose, the reporting requirements that apply to
FASITs should be specified.

eS5A(b) (2): The reference to Section 1722(a) (6) appears to be a

typographical error, and should refer to Section 1272(a) (6)

.

855A(b) (6) : These basis adjustment rules should track more
closely the basis adjustment rules of Section 705 -- which take into account
exempt income and nondeductible esqpenses

.

85SA(b) (7) (B) : A clarification should be added to the effect that
any disallowed loss should be available to offset the gain on disposition of

the ownership interest, and not be carried over to the transferee.

855A(c) (2) : The permitted maturity date for a qualified debt
instrument of 15 years should be extended. A wide variety of commercial loans

secured by property other than real estate may have maturities in excess of 15

years, such as loans used to finance aircraft and ships.

855A(c) (3): A clarification should be added that this provision
does not prevent debt instruments with net profits interests (i^^^, kickers)

from being acceptcd>le assets for a FASIT.

855A(c) (4): This provision appears to permit the FASIT to issue

qualified debt instruments and to strip interests in such debt by the issuance

of ownership interests in principal and/or interest payments "as would be

permitted in the case of a fixed investment trust holding such qualified debt

instruments .

"

These rules should address whether the creation of the ownership

interests cause the stripped bond rules to apply. The reference to fixed
investment trusts may not be a sufficiently clear reference as to the type of

stripped investments that are permitted, in light of the uncertainty as to

various issues under Section 301.7701-4 (c) of the Treasury regulations.
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A FASIT is able to treat the rights arising out of the same
qualified debt instrument as a single qualified debt instrument. Does this
mean that the stripping rules do not apply to the PASIT but could aipply to the
holder?

855A(d) : Preferred ownership interests have debt-like features
but caumot be issued at a premium and have no yield to maturity limitations.
If FASITs will be available for tax-exempt bonds, the parameters of preferred
ownership interests should be e^^anded to allow for a pass -through of the tax-

character of interest on the bonds

.

855C(b)(l): Is this provision suggesting (or indicating) that
when a transferor sells its interest in a FASIT, the sales proceeds are
treated as principal payments received by the FASIT on the transferred assets,
with the resulting premium, original issue discount or market discount
consequences?

8S56(a): A policy decision should be made as to whether the
enhanced liquidity objectives of the FASIT rules should apply to loans secured
by distressed properties. If so, clarification should be added to the effect
that, merely by acquiring high-risk loans, these prohibited transaction rules
should not apply even if a loan is included in a FASIT and, shortly
thereafter, property that secures the loan is acquired by the FASIT. An
alternative approach would be to provide FASITs with more flexibility in
acq[uiring distressed loans, and requiring that collateral that is subsequently
acquired by the FASIT be pronptly disposed of, and/or subject to the rules for
foreclosure property, as drafted.
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Mr. HOAGLAND. Mr. Payne.
Mr. Payne [presiding]. Thank you very much,
Mr. Buford, if you would proceed please.

STATEMENT OF SHARNIA '*TAB*' BUFORD, CHAIRMAN OF THE
BOARD, CITY NATIONAL BANK OF NEWARK, N^.

Mr. Buford. Thank you very much, Mr. Chairman. I appreciate
the opportunity to speak with you concerning the lack of capital in
the inner cities and minority communities.
My testimony will focus on the extent of the problems impeding

access to capital for minority-owned and inner city businesses. I

will testify about certain tax incentives for minority-owned finan-
cial institutions which, if implemented, will go a long way toward
resolving some of these problems.

For the past 5 years I have been working as a banking consult-
ant. My expertise is in the area of bank organizations, development
and management, strategic planning and turnaround systems for
banks in crisis and troubled situations. I am currently the chair-
man of the board of City National Bank of Newark, the only minor-
ity-owned bank in the State of New Jersey.

If the legislative proposals I testify in support of today are acted
upon by this committee and the Congress and implemented by the
administration, I genuinely believe that over time you will see a
true rebirth of the inner cities. This will occur through the creation
and expansion of minority banking which will provide a vehicle on
a national basis to alleviate the desperate need of capital in minor-
ity communities in this country.
The resolution of failed thrifts and banks by the RTC and FDIC

invariably results in the closure of branch locations in minoritv
communities. Hundreds of locations were closed in connection with
those cases that were liquidated. This does not include the closing
of branches bv an acquiring institution after it had been acquired
by RTC and closed down.
During the last 10 to 15 years, numerous institutions closed the

majority of their inner city branches, thus deterring the flow of
capital to these communities, once economically healthy commu-
nities.

For the most part, minority-owned financial institutions have
unique customer bases. Their customers maintain relatively low
balances. They tend to write more checks. Most corporate accounts
are small businesses with a high volume of accounts.

Most minority bank customers visit their branch offices at least

on a weekly basis, utilizing tellers in the lobby areas. Minority
banks, in particular, normally have higher employee/deposit ratios

due to safety reasons.
This is not the targeted customer base for majority banks. Most

majority banks are attempting to divest themselves of this high-
cost customer base of activity.

According to the Federal Reserve, there are only about 125 mi-
nority-owned banks and thrifts operating in the United States
today. This is the same number there were approximately 20 years
ago, mostly small with assets under $100 million.

Capital starvation in the inner city is not a new problem. Accord-
ing to a Wall Street Journal report on June 11, 1992, only 2 of the
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roughly 50 major banks in the Washington, D.C. area maintain
branches in the business district of Anacostia and neither had a
lending officer.

The Washington Post recently chronicled the discrimination
against minority borrowers at local banks as well as the lack of ac-

cess to capital and full service branches in minority communities
in the Washington, D.C. area.
During the 1970s, banks began an exodus from neighborhoods

like these, says John Caskev, a Swarthmore College economist who
has researched patterns of bank branch closings. He found that 23
percent of the richer neighborhoods had bank branches in 1970,
and that rose to 43 percent in 1989. But only 18 percent of the poor
census tracts had branches in 1970, and that fell to 14 percent in

1989. There is a clear avoidance of minority neighborhoods by
these large banks.
The number of check-cashing stores across the Nation has dou-

bled over the past 5 years to about 4,300 today. Check cashers took
in approximately $710 million in fees during 1990. Pawn shops
charged interest rates as much as 20 percent per month.

Filling the void left bv banks in the inner city is a growing busi-

ness. Some bank capital does trickle down in the inner city through
high-priced lending.
Some big banks recently settled charges with the Massachusetts

Attorney General for accusing them of financing unconscionable
loans. According to the State, the big bank provided lines of credit

to crooked second mortgage companies that were charging exorbi-

tant rates in deals aimed at repossessing homes.
While the FDIC and RTC have diligently pursued the sale of fi-

nancial institutions previously owned by minorities to like minority
groups, their record in maintaining the character of these institu-

tions has been far less than stellar. In the case of RTC, some lim-

ited interim capital assistance has been made available. The FDIC
does not even participate in this program.

Realistically though, who else other than a minority investor
group or a minority-owned financial institution would likely pur-
chase such an institution? Given the weak capital base they have
in the economy, many of these failed institutions are simply liq-

uidated by RTC or FDIC.
While the enactment of the Community Reinvestment Act of

1979 by Congress was supposed to prevent discriminating lending
practices, there is strong and persuasive evidence that the lending
institutions still discriminate against predominantly minority
groups.
On October 21, 1991, the Federal Financial Institution Examina-

tion Council announced the availability of data relating to 1990
mortgage lending activities in metropolitan areas across the coun-
try. In 19 large cities that were examined, Boston had the highest
rejection rate for blacks, which amounted to 34.9 percent. Houston
had the highest rejection rate for Hispanics, which amounted to

25.7 percent.
The results of the 1991 data released in October 1992, showed

virtually no progress over the previous year. In 1991, the mortgage
rejection rate for blacks was 37.6 percent, which was 2.17 times the
17.3 percent rate for whites.
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It is not possible to determine whether loan applications were
being treated fairly on a racially nondiscriminatory basis. However,
the Federal Reserve Bank of Boston did conduct its own survey of
4,000 applications in 1992 and did take into account the applicant's
credit as well as debt-to-income ratio and many other consider-
ations. This study found that, even after accounting for all such is-

sues, black mortgage applications were being rejected about 1.6

times as often as whites.
The quality of life in minority communities bears a direct rela-

tionship to the adequate availability of credit to those neighbor-
hoods and the small businesses located within those communities.
Unless something is done, the climate will arrive to repeat the Los
Angeles tragedy in inner cities across the country.
The current trends in our population will only make matters

worse for minority communities in the United States. New 1990
census figures show a dramatic emergence of minority groups in all

areas of the country for the past decade. The U.S. population living
in all metropolitan areas totals approximately 193 million, an in-

crease of just over 20 million, 11.6 percent, since 1980.
The population living outside metropolitan areas total approxi-

mately 56 million, increased by only 2.1 percent.
Mr. Payne. Mr. Buford, if I can interrupt, we will put this entire

statement into the record, and if you want to then conclude, be-
cause the time has expired.
Mr. Buford. OK, Mr. Chairman. I just need a couple more min-

utes, if I could.

What do all of these facts really mean? (a) Discriminatory lend-
ing practices known as redlining are still predominant in minority
communities in America today, (b) Financial disenfranchisement of
minority communities is worsening, due in part to the closing of
banks in minority neighborhoods by FDIC and RTC and majority-
owned banks, (c) The majority of the next generation of Americans
will be comprised of minorities, id) The migration and immigration
of minorities to metropolitan areas will continue at a very rapid
pace during the next 20 to 30 years. Some 80 to 85 percent of the
total population will reside in metropolitan areas, and the majority
of these people will be minorities, (e) Unless something is done to

reverse the trend, the minority migrating to urban centers will live

at below the poverty level, and this will create a huge drain on re-

sources of the Federal Government.
The RTC minority preference resolutions enacted under title IV

of the RTC Refinancing, Restructuring and Home Improvement Act
of 1991 created acquisition opportunities for minority-owned finan-

cial institutions, either newly chartered or existing, to acquire
failed thrifts from RTC, with RTC providing capital assistance to

minority acquirers.

This year. Congressman Mfume has introduced several amend-
ments to the RTC Completion Act which will establish a preference
and priority in favor of minority acquirers seeking to purchase
failed thrifts or branches thereof located in predominantly minority
neighborhoods.
As a companion to this bank-related legislation, the following

three proposed tax-related amendments are needed in order to pro-

vide necessary incentives to raise the capital required for the char-
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tering of a new minority-owned financial institution and to shelter

earnings in these institutions, which, when added to capital, will

allow additional substantial lending in minority communities.
Number one, when the FDIC, RTC or NCUA award failed finan-

cial institutions to minority-owned financial groups, the tax law
should be amended as follows:

Permit minority-owned financial institutions or their holding
companies that purchase failed financial institutions, or branches
thereof, from FDIC, RTC or NCUA to assume the tax loss

carryforward of the acquired failed institution, or the pro rata por-

tion of the same in the case of a branch purchase, retroactive to

the effective date of FIRREA.
Additionally, any tax loss carryforward acquired by minority-

owned financial institutions pursuant to this section could be
passed through to an additional minority-owned financial institu-

tion acquiring such minority-owned financial institution through
sale or merger.
Two, when the FDIC, RTC or NCUA award failed financial insti-

tutions to minority-owned financial institutions, the tax loss should
be amended in the following way:

In the event minority-owned financial institutions or their hold-
ing companies offer common stock or preferred stock or other simi-

lar equity instruments to the public, the amount of purchase of

such equity instrument shall be tax deductible, retroactive to the
effective date of FIRREA.
When the FDIC, RTC, NCUA have awarded a failed financial in-

stitution to minority-owned financial institutions, the tax laws
should be amended to permit accelerated depreciation on fixed as-

sets.

In summary, Mr. Chairman, let me reiterate that the lack of ac-

cess to capital is a key impediment to the economic growth and eco-

nomic opportunities in the inner city minority communities. We
need more financial institutions and particularly more commercial
banks serving our community.
We hope to improve and increase opportunities for minority busi-

nesses in the inner cities. If we want economic opportunity to in-

crease and to endure in inner city minority communities, we need
more and larger financial institutions whose growth and future is

tied to that community. Factually speaking, tnis means more and
larger minority-owned financial institutions. ^

Thank you, Mr. Chairman and members of the committee for

this opportunity to share my views. I will be happy to respond to

any questions that you might have.
Mr. Payne. Thank you very much, Mr. Buford.
[The prepared statement and attachments follow:!
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TESTIMONY OF SHARNIA "TAB" BUFORD
HOUSE OF RFFUESENTATIVES

HOUSE SUBCOMMnTEE ON SELECT REVENUE MEASURES
JUNE 17, 1993

Mr. Chairman, I s^reciate the opportunity to speak with you concerning the lack of

capital in the inner-cities and minority communities. My testimony will focus on the extent of

the problems impeding access to capital for minority-owned and inner-city businesses, the

systemic ^tors contributing to these problems and the consequences resulting from the lack of

sufficient capital in the inner-cities and minority communities. Finally, I will testify about the

regional, state and national implications involved with the lack of capital for minorities and

speak directly to certain tax incentives for minority-owned financial institutions which, if

implemented, would go a long way toward resolving these problems.

I would like to begin by identifying what I perceive to be the underlying problems

responsible for the shortage of capital in minority communities, then I will address the potratial

consequences which we must all face if we do nothing and maintain the status quo. Finally, I

will attempt to explain why I fed that the implementation of certain tax incentives for minority-

owned financial institutions will promote investments by individuals and corporations in

minority-owned financial institutions and also shelter capital in these institutions which will

provide more money for lending in minority communities in the United States.

For the past five or six years I have been in the bank consulting business. My expertise

is in the areas of bank organization, development and management, strategic planning and

turnaround systems for banks in crisis and troubled situations. I am also the Chairman of the

Board of City National Bank, a minority-owned bank in Newark, New Jersey.

I am the recipient of many distinguished awards including the United Negro College Fund

Meritorious Award, Dr. Martin Luther King, Jr Humanitarian Award, White House Small

Business Award, Outstanding and Distinguished Black Business Person of the Year Award

presented by The Kansas City Globe and the U.S. Jaycees Distinguished Service Award.

If the legislative proposals I testify in support of today are acted upon by this Committee

and the Congress and are implemented by the Administration, I genuinely believe that over time

you would see a true rebirth of the inner cities. This would occur through the creation and

expansion of minority banking which would provide the vehicle, on a national basis, to alleviate

the desperate need for capital in minority communities in this country.

PROBLEMS RESPONSIBLE FOR LACK OF CAPITAL IN MINORITY COMMUNITIES

The Financial Disenfranchment of Minority Communities

Reduction of Banking Services

The resolution of failed thrifts and banks by the RTC and FDIC invariably results in the

closure of branch locations in minority communities. A review of branch closings from

institutions liquidated by RTC since its inception reveal that hundreds of locations were closed

in connection with those cases that were liquidated. This does not include the closing of

branches by an acquiring institution after it has acquired a franchise from the RTC nor does it

include similar figures from the resolution of failed banks by FDIC. With the current trend of

mergermania among the large money center and regional banks in the United States, this

problem will only be magnified.

During the last 10 to 15 years, following the exodus of the affluent and the mostly white

middle class to the suburbs, numerous lending institutions closed the majority of their inner city

branches. This deterred the flow of credit to these communities. The limited flow of credit led

to the decline of once economically healthy communities throughout the United States. White

flight is continuing from the inner cities across the county.
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For the most part, minority-owned institutions have unique customer bases. Their

individual deposit customers maintain relatively low balance accounts. Many are welfare

recipients or receive other government subsidies or are retired. Thw tend to write more checks

on these low balance accounts due to personal security reasons involving the handling of cash

in minority ndghborhoods. Most of their corporate accounts are small businesses which also

maintain low balances but are high volume accounts. Most minority-bank customers visit their

bank offices at least on a weekly basis, utilizing tellers in the lobby area, again, for security

reasons. Other accounts, such as minority churches and fraternal organizations constitute their

larger deposit account customers. Minority banks in particular normally have higher

employee/dqwsit ratios due to the character of their deposit customer base.

This is not the targeted customer base for majority banks. Most majority banks are

attempting to divest themselves of this high cost customer base as they are, for them,

unprofitable accounts. Therefore, minority-owned banks are serving an increasing segment of

the population who, through the imposition of increasing service charges and other fees as well

as the closing of branch facilities, would find themselves without a financial services provider.

Shortage of MinoritY-Oyned Financial Institutions in the U.S.

According to the federal Reserve, there are only about 125 minority-owned banks and

thrifts are operating in the United States today. This is about the same number of minority-

owned financial institutions as there have been for the last 20 years. Most are small, with assets

below $100 million.

Capital starvation in the inner city is not a new problem, of course, but in many areas

it seems to have worsened in recent years. Statistics are hard to come by, but evidence of the

problem is available to anyone really interested in the problem. According to a Wall Street

Journal report in the June 11, 1992 edition, it was reported tiiat only two of the roughly 50

major bai^ in the Washington, D.C., area maintain branches in the business district of

Anacostia and neither has a lending officer. The Anacostia area is located only about a mile

firom Capital Hill across the Anacostia River. Across town, in the aging commercial corridor

of Columbia Heights, which was among the neighborhoods hit by three nights of rioting after

a police shooting last year, there is only one bank branch. President Clinton, while campaigning

in the Washington area last summer, cited the lack of bank branches east of the Anacosta River

as a root of urban problems. President Clinton recently told a Rainbow Coalition luncheon that

investing in minority neighborhoods is not simply the right thing to do morally and politically,

it also makes good economic sense. The Washington Post recently chronicled the discrimination

against minority borrowers at local banks as well as the lack of access to capital and full service

branches in minority communities in and around Washington D.C.

During the 1970's banks began an exodus from neighborhoods like these, says John

Caskey, a Swarthmore College economist who has researched patterns of bank branch closings.

In the five cities Mr. Caskey studied the total number of bank branches rose to 447 in 1989 from

302 in 1970, but banks pulled out of poor neighborhoods as they opened branches in wealthier

communities. He found that 23% of richer neighborhoods had bank branches in 1970, and that

rose to 43% in 1989. But only 18% of the poor census tracts had branches in 1970, and that

fell to 14% in 1989. "There is a clear avoidance of minority neighborhoods," Mr. Caskey says,

"that shows up even after adjusting for income."

The federal government and some cities have fitfully tried to channel credit into

distressed neighborhoods, but inner-city entrepreneurs, perhaps even more than those elsewhere,

are deeply distrustful of public-sector solutions. Rather than handouts from politicians and

bureaucrats, say business owners in iimer-city neighborhoods, what they want is simply a chance

to get the same deal that businesses elsewhere expect: A litde capital at market rates, and a few

basic financial services.

Too frequently, when credit is made available to minority businesses, the interest rates

border on being usurious. Sometimes simply putting together the documentation for a loan

deters minorities from dealing with banks.



The proliferation of such high-cost competitors, firom pawn shops to fly-by-night lenders

to high-priced finance companies, provides another indirect indicator of the rett«at ofbanks ftom
minority communities.

The number ofcheck-cashing stores across the nation has doubled over the past five years

to about 4,300. Check-cashers, which usually charge 2% or more of the ^ice amount of a

check, took in about $790 million in fees during 1990, according to a trade group estimate.

Pawn shops charge interest rates of as much as 20% a month.

Filling the void left by banks in the inner city is a growing market. Major corporations

earn huge fees performing rudimentary financial services. Western Union, a unit of Upper
Saddle River, N.J. based New Valley Corp., has expanded into check cashing, and plans to

build a network of 500 to 1 ,000 check-cashing ouflets. The net income of Big Board-listed Cash
America International Inc., a chain of pawn shops, has doubled in the past four years to $10.5

million.

Some bank capital does trickle into the inner city through higher-priced lenders, though

not necessarily in a beneficial manner. Several big banks recentiy settied charges with the

Massachusetts attorney general, who accused them of financing 'unconscionable loans."

According to the state, the big banks provided lines of credit to crooked second-mortgage

companies that were charging exorbitant rates in deals aimed at repossessing homes.

Here in Washington, one unregulated finance company, the locally owned Latin

Investment Corp., went belly up last year and took with it $6 million in savings fiom 3,000 local

residents, mostiy Salvadorans. It's a measure of how few lenders there are that the company,
despite all the losses it caused, is remembered in tiie heavily Latino Adams Morgan
neighborhood for loaning money to several local Salvadoran restaurants.

Of course, there is an array of government programs, federal, state and local. But, in

many cases, the experiences of iimer-city business owners with those programs has been

"horrific," says Michael Crescenzo, vice president of Arch Development Corp., a nonprofit

development company funded by a local utility company.

Failury of RTC an<^ FDIC tO Frpmptg thc Incrgas? pt Minprity Papking

While the FDIC and RTC have diligentiy pursued the sale of financial institutions

previously owned by minorities to like minority groups, their record in maintaining the character

of those institutions has been less than stellar. Their charge from Congress and their own
internal policies is to attempt to maintain the status quo. When a minority institution is placed

into conservatorship, there is an attempt made to market the institution to a like minority

investor group or financial institution. While this is notable and, in the case of the RTC, some
limited interim capital assistance has been made available, the FDIC does not even participate

in this program. RTC has resolved 26 minority institutions to date. Five cases utilized Interim

Capital Assistance with total loans of $6,260,000.

Realistically though, who else other than a minority investor group or minority-owned

financial institution would likely purchase such an institution? There are only limited programs

designed to encourage minority groups to purchase non-minority failed institutions which could

then open branches in minority communities and restore financial services which are declining

rapidly in these communities. Additionally, given the weak capital base many minority banks

have in the current economy, many of these failed institutions are simply liquidated by RTC or

FDIC and the branches are closed due to a lack of interest or financial capacity from potential

bidders.

Pi^criminatprv Landing Practice - Federal Res^rvg Rgp9H

One of the main causes contributing to the financial disenfranchisement of minority

communities is the continued discrimination in lending practices, known as redlining, which has

long been prevalent in minority communities across the county. While the enactment of the
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Community Reinvestment Act (CRA) in 1977 by Congress was supposed to prevent

discriminatory lending practices, there is strong and persuasive evidence that lending institutions

still discriminate against predominantly minority communities.

On October 21, 1991, The Federal Financial Institutions Examination Council (FFIEC)

announced the availability of data relating to 1990 mortgage lending activity in metropolitan

areas the across the country. The Federal report examined 6.5 million loan i^)plications made

by whites and minorities at 9,000 banks in 24,000 metropolitan statistical areas. I have

submitted a summary of the results of the Federal Reserve Study with my written testimony.

In 19 large cities examined, Boston had the highest rejection rate for blacks, 34.9

percent, and Washington, D.C. , the lowest, 14.4 percent. Houston had the highest rejection rate

for Hispanics, 25.7 percent, and Minneapolis the lowest, 8 percent.

The results of the 1991 data released in October of 1992 showed virtually no progress

over the previous year. In 1991, the moi'igage-denial rate for blacks -37.6%- was 2.17 times

the 17.3% rate of whites. The black-white ratio improved somewhat from 2.35 in 1990. Of

Hispanic s^licants, 27.3% were rejected. That was 1.54 times the white rate, up from 1.49

in 1990. Asian/Pacific Islanders constitute the only racial group showing much improvement

over 1990.

It is not possible to conclusively determine ftom the Home Mortgage Disclosure Act data

alone whether loan applicants are being treated fairly and on a racially nondiscriminatory basis.

The data reveal little about financial characteristics of loan ^)plic?.its - only their annual income.

The report does not include information about asset levels, existing debt burdens, credit history,

employment experience and prospects as well as repayment history. According to an article in

American Banker , this study does confirm a pattern of racial bias among mortgage lenders in

the Boston area.

However, the Federal Reserve Bank of Boston did conduct its own study of 4,000

applications in 1992 that did take into account the applicants' credit history, as well as debt-to-

income ratios and many other considerations. This study found that even after accounting for

all such issues, black mortgage applicants were being rejected about 1 .6 times as often as whites.

While these reports may not serve as absolute evidence of discrimination in mortgage

lending, it clearly shows that there is a monumental problem with the availability of home

mortgage credit in minority communities. The chairman of the House Banking Committee,

Representative Henry B. Gonzales, D-Texas, responding to the Federal Reserve report in a letter

to President Bush stated, "It matters not whetiier the discrimination is intentional.

Discrimination by ignorance is just as hurtful and destiuctive as discrimination by design."

The quality of life in minority communities has eroded because the vitality of these

neighborhoods bears a direct relationship to the adequate availability of credit to those

neighborhoods and the small businesses located in these communities. Unless something is done

to reverse die trend, the limited availability of credit and simple banking services such as

checking and savings accounts, safe deposit boxes, etc., in minority neighborhoods will continue

to worsen in the coming years and, as a consequence, so will the quality of life. As a result,

the climate will be ripe for a repeat of the Los Angeles tragedy in the inner-cities all over the

counti7.
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MTNORITY POPULATION TRENDS AND WEALTH DISTRTBIITTON

Population Trends

In addition to the historical problem of racial discrimination in lending and in providing

the most rudimentary levels of banking services in minority communities, it is clear that the

current trends in our population will only make matters worse for minority communities in the

United States. The United States now is more racially and ethnically diverse than at any time

in its history.

New 1990 Census figures show a dramatic emergethnicity of minority groups into all

areas of the country over the past decade. The trend even holds true among blacks, historically

the most racially isolated group.

The proportion of U.S. residents identifying themselves as white declined to 80.3% in

1990 from 83. 1 % in 1980. Blacks became a larger segment of the U.S. population increasing

to 12.1% in 1990 from 11.7% in 1980. The proportion of Hispanics increased to 9% in 1990

from 6.4% in 1980. Asians and Pacific Islanders grew to 2.9% of the population from 1.5%

ten years ago. Native Americans increased to 0.8% from 0.6%. Other races grew to 3.9% of

the population. The population as a whole increased 9.8% to a total of 248,709,873 people.

More important than the current percentage of the various races comprising the

population is tiie rate at which all of the different segments grew over the last ten years. The

following table illustrates the level of growth for each racial group:

Grpwtii Since 1P8QGnmit
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Census Bureau predictions released in December, 1992, indicate that the minority groups

in the United States will collectively make up approximately 50% of the nation's population by

the year 2050. The Census says that the white population would decrease from 75% to 53% by

the year 2050. The projected population would be 383 million people of which 53% would be

white, 21% Hispanic, 15% black, 10% Asian and 1% would be Native American. Higher rates

of minority births and immigration are the main reasons cited for these projections.

Disparity of Wealth

American households have a median net worth of approximately $36,000. White

households' median net worth is 10 times that of blacks: $43,000 versus $4,000. The net worth

of Hispanic-origin households is not considered significantly different than that of blacks:

$5,500. The most affluent fifth of White households have a median net worth of $120,000; the

comparable figures for affluent Black and Hispanic-origin households are $47,000 and $58,000

respectively. The most startling statistic in this area however is the comparison of net worth of

the lowest one-fifth of White households, with net worth in the range of $9,000, to the lowest

fifth of Black households, where one-half of these constituents had either zero or negative net

worth. Hispanic households in the same segment had net worth of about $400, not significantly

different from that of Blacks. (Source: Census Bureau report, Household Wealth and Asset

Ownership: 1988).

CONSEQUENCES OF INACTION

What do all of these facts and figures mean? There are some conclusions which can clearly be

(a) Discriminatory lending practices known as redlining are still very predominant in

minority communities in America today.

(b) Financial disenfranchisement of minority communities is worsening today due in part to

the closing of banks in minority neighborhoods by FDIC and RTC, and majority-owned

banks because of mergers and acquisitions.

(c) The majority of the next generation of Americans will be comprised of minorities. The

White population will be in the minority.

• (d) The migration and immigration of minorities to metropolitan areas will continue at a very

rapid pace during the next 20 to 30 years. Easily 80% to 85% of the total population

will reside in metropolitan areas and the majority of these people will be minorities.

(e) Unless something is done to reverse the trend, the minorities migrating to urban centers

will live at or below the poverty level; and this will create a huge drain on the resources

of the Federal Government to fimd housing projects, aid to the homeless, drug programs,

police and security enforcement and numerous other programs.

The consequences of inaction will only mean more civil unrest in our cities.

Positive action is needed now.

SOLUTIONS TO THE FROBLEM

rrivatc Swtpr Assistance

There has been some response from the private sector to the need minority-owned

financial institutions have for capital. Mr. Ray Chambers, an extremely successful businessman

in Neward, NJ., and First Fidelity Bancorp have provided capital assistance to our bank. City

National Bank, in Newark. Bank of America and ARCO have committed to purchase preferred

stock in Founders National Bank of Los Angeles. Founders was featured earlier this month as

the Black Enterprise Financial Company of the Year. Keystone Holdings, a company controlled

by financier Robert Bass purchased stock in Family Savings Bank, a minority-owned thrift in
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Los Angeles. Boston Bank of Commerce recently sold some of its stock to four major banks

in the Boston area. No doubt there are other examples of private sector assistance but,

notwithstanding this limited investment from the private sector, much more needs to be done in

order to fully address the need for capital in minority-owned financial institutions which serve

minority neighborhoods. For every $1 million of cqrital, either contributed or sheltered, a

minority-owned bank is enabled to make an additional $20 million in loans.

Govcnffiignt Action

Enactment of Tax Incentives For Minority-Owned Financial Instjtutions

RTC Minority Preference Resolutions enacted under Title IV of the RTC Refinancing,

Restructuring, and Improvement Act of 1991, created acquisition opportunities for minority-

owned financial institutions, either newly chartered or existing, to acquire failed thrifts from the

RTC with the RTC providing capital assistance to the minority acquirors. This year

Congressman Mfume has introduced several amendments to the RTC Completion Act (HR 1340)

which would establish a preference and priority in favor of minority acquirors seeking to

purchase failed thrifts, or branches thereof, located in predominantly minority neighborhoods.

As a companion to this bank-related legislation the following three proposed tax-related

amendments are needed in order to provide necessary incentives to raise the capital required for

the chartering of new minority-owned financial institutions and to shelter earnings in these

institutions which, when added to the capital, will allow additional substantial lending in

minority communities.

Ugisiative Proposals

1.) When the FDIC, RTC OR NCUA award failed financial institutions to minority-owned

financial institutions, the tax laws should be amended in the following way:

Permit minority-owned financial institutions or their holding companies that

purchase failed financial institutions, or branches thereof, fix>m FDIC, RTC or

NCUA to assume the tax loss carryforward of the acquired failed financial

institution, or the pro-rata portion of same in the case of branch purchases;

retroactive to the effective date of FIRREA. Additionally, any tax loss

carryforward acquired by a minority-owned financial institution pursuant to this

section, could be passed through to additional minority-owned financial

institutions acquiring such minority-owned financial institution through sale or

2.) When the FDIC, RTC or NCUA award failed financial institutions to minority-owned

financial institutions, the tax laws should be amended in the following way:

In the event minority-owned financial institutions or their holding companies offer

common stock or preferred stock or other similar equity instruments to the public,

the amount of the purchase of such equity instruments shall be tax deductible;

retroactive to the effective date of FIRREA.

3.) When the FDIC, RTC or NCUA award failed financial institutions to minority-owned

financial institutions, the tax laws should be amaided in the following way:

Permit minority-owned financial institutions that acquire such failed fiiumcial

institutions, or branches thereof, pursuant to this section from FDIC, RTC and

NCUA to use accelerated depreciation on all fixed assets and leasehold

improvements purchased; retroactive to the effective date of FIRREA.
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CONCLUSTOiy

In summary, Mr. Chairman, let me reiterate that the lack of access to credit is a kev

We'tS'l'^Tnrn?^ ^."? ""
"""°™^ ^^"^'y ^ ^- °^ minority^mmulSWe need more financial mstubons - and particularly more commercial banks - serving ourcommumdes if we hope to improve and increase opportunities for minority businesSlJIn^S

^ ""' want ecomomc opportunity to increase and endure in irnier-ciril^^commumdes, we need more and larger financial instituions whose growth and f£iX 2these commumties. Practically speaking this means more and larger Snority^wneS^^stltu^^

,h,n.J^ ^""r^'^'^l.'f
• P^^™^' ^<^ ">e"'be« of the Committee for this opportunity toshare my views. I would be happy to answer any questions.
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Mr. Payne. Mr. Rudin.

STATEMENT OF WILLIAM C. RUDIN, CHAIRMAN, TAX POLICY
COMMITTEE, NATIONAL REALITY COMMITTEE, AND EXECU-
TIVE VICE PRESIDENT, RUDIN MANAGEMENT CO., NEW
YORK, N.Y.

Mr. RUDIN. Mr. Chairman, members of the Ways and Means
Committee, good afternoon. My name is WilHam Rudin. I come to
you as chairman of the National Realty Committee and as chair-
man of the Tax Policy Advisory Committee. I am also executive
vice president of the Rudin Management Co., which is a family-
owned firm, real estate firm in New York City. We own and man-
age approximately 7 million feet of office space, all in Manhattan,
divided equally between lower Manhattan and midtown, and ap-
proximately 22 apartment buildings with 3,000 units.

I am a third generation of the family to be involved with the
firm. Mv grandfather started the business in the early 1920s, and
followea by my father and uncle. I represent, as I mentioned, third
generation. On behalf of the National Realty Committee, I appre-
ciate the opportunity to present testimony today regarding the cost
recovery rules of leasehold improvements. These rules are impor-
tant in terms of tax policy, jobs, and urban center revitalization.

We are pleased that this subcommittee is reviewing these rules for

possible corrective legislation.

In addition to your interest in this area, Mr. Chairman, we are
also appreciative of the interest shown in the issue by Representa-
tives Andrews, Jefferson, and Lewis. My statement will contain
three components. First, I will explain what a leasehold improve-
ment is. Second, I will briefly outline the effects of current tax law,
and finally I will off'er some suggestions for correcting this.

What is a leasehold improvement or tenant improvements or

simply TI is what we call it in the business? It is in essence what
makes an office an office—walls, ceilings, lighting, partitions,

plumbing, finishes, duct work, things like that. Though most of us
don't give it a thought, office retail and other rental real estate is

typically reconfigured, changed or somehow improved on a regular
basis to suit the needs of new and existing tenants. Let me briefly

take you through a process of how we make a deal in this environ-
ment today.

Over the last 4 or 5 years it is very difficult to close a lease. I

just finished a deal that took literally 1 year to negotiate and the
tenant will not be in occupancy of that space probably until the end
of the year, because now we are in the point of time of building out
the space. We negotiated a lease, we agree on the rent, the term,
and a major component is how much money the owner contributes

to building out these finishes. We agree on that or work out a work
letter which details these items. The tenant hires an architect, an
engineer who gives us these plans. We then go out and competi-

tively build it and build the space. This is all documented in the

lease that we have signed.

Today's designs of interior space are much more energy efficient.

They are designed to increase worker productivity, and they are

also designed to comply with the American Disabilities Act for

handicapped accessibility. They are also better in terms of life
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safety. Most offices have sprinklers, sophisticated communication
and smoke detectors installed in them. The cost of these improve-
ments in New York City where I am from typically range between
$45 and $50 a foot, and they represent a cost of doing business
over the term of the lease, and they should properly be treated as
such. Unfortunately they are not.

Instead of matching the recovery of the leasehold improvement
expense to the life of the improvements, today's rules dictate that
such expenses be recovered over depreciable life. Today 3IV2 years,
and in the recent bills 39 or 38, depending on what happens over
the next few weeks. These rules misstate economic reality. They do
not reflect the true life of these improvements which usually run
the lease term, but can sometimes be shorter as space may be re-

built several times under the terms of the lease to suit a particular
tenant's changing needs or when a space becomes vacant due to

bankruptcy.
Compounding today's problems regarding the unrealistic long-

term period over which leasehold improvements costs are to be re-

covered is a significant ambiguity surrounding how a real estate

owner accounts for leasehold improvements that are demolished be-
fore the end of that prescribed recovery period in order to make
way for a new tenant, or because the existing tenant, as I men-
tioned before, mav go bankrupt.
What is the fallout of today's rules? To begin with, the aftertax

cost of reconfiguring a building out space to accommodate a new
tenant is artificially high. Because the owner is unable to fully de-
duct the economic cost extended on the leasehold improvements
over the improvement's useful life, the owner's income is artificially

inflated for tax purposes. Like factories have to be rebuilt, so do
our office buildings. They have to be retooled to be competitive in

this changing economy that we live in.

To make matters worse, the current policy hinders urban re-

newal and construction job opportunities as improvements are de-

layed, or not undertaken at all. We are fortunate. My family has
been able to keep our mortgages low, and we have the capital to

be able to fund these tenant improvements. At a recent meeting I

was at with construction trade union members, where we talked
about easing work rules to help reduce some of these costs, the fact

came out that between 50 and 70 percent of their members are on
the bench, which means they are unemployed. They have been hit

very, very hard by this recession.
In addition, when we design the space, as I think I mentioned

before, it becomes more energy efficient, environmentally sound,
and if these things—if it is not made to make economic sense, these
things will not happen.

Finally, I would like to point out to the extent that the current
policy serves as a disincentive for real estate investment and com-
pounds the effect of today's real estate crisis by further destabiliz-

ing commercial real estate values for which the 1990s—so far in

the 1990s we estimate about $500 billion nationwide. If you look
in today's Washington Post, Mayor Kelly talked about reducing her
employment by 1,700 to fill in a $150 million budget gap. If you
continue on in the article the reason there is a $150 million budget
gap is because their revenue estimates from real estate taxes have
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precipitously dropped, and in lower Manhattan we have about 30
million feet of vacant space out of an inventory of about 90 million.
Lower Manhattan has the third largest central business district

in the country behind midtown Manhattan, 250; Chicago, 100 mil-
lion; then lower Manhattan, 90. Lower Manhattan has been deci-
mated by cuts in the service industries and other companies who
have laid off people or moved out of the city. The impact on the
local tax revenue has been dramatic. I believe the City of New York
has lost about $400 to $500 million this year in tax revenues.
What is the answer to this issue? From our perspective, the re-

covery of expenses associated with the construction of assets should
closely match the period of time the assets produce income. There-
fore, in the case of leasehold improvements, the ideal recovery pe-
riod would be for the lease term plus reasonable additional lease
extensions. This is not a radical idea. Prior to 1981 that was the
law. Alternatively a new separate depreciable class for leasehold
improvements, longer than the typical lease term of 5 to 7 years
to account for the probability of lease renewals, but shorter than
today's 3IV2 years would be a significant step in the right direction.

In addition, the close out issue, which I noted earlier, should be
addressed. At the point that the asset no longer exists, there
should be no reason why the remaining unrecovered costs should
be deductible. The law clearly allowed this before, prior to 1981. In
conclusion, Mr. Chairman, the National Realty Committee strongly
commends the policy initiatives relating to real estate that are cur-
rently included in the House-passed budget reconciliation bill.

Nonetheless, we would urge that this committee and Congress also

reform the cost recovery of tenant improvements. Such action
would without a doubt help stabilize today's diminished commercial
real estate asset values and as a result help set a Nation on a
course of sustained economic recovery and long-term growth.
Thank you. I would be happy to answer any questions.
Mr. Payne. Thank you very much, Mr. Rudin.
[The prepared statement follows:]
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STATEMENT OF THE NATIONAL REALTY COMMITTEE

TO THE COMMITTEE ON WAYS AND MEANS

SELECT REVENUE MEASURES SUBCOMMITTEE

U.S. HOUSE OF REPRESENTATIVES

REGARDING

THE COST RECOVERY OF LEASEHOLD IMPROVEMENTS

miliam C. Rudin
Chairman

Tax Policy Advisory Committee
National Realty Committee

June 17. 1993

Mr. Chairman, members of the Ways and Means Committee, good afternoon. My
name is William C. Rudin, and I am chairman of the Tax Policy Advisory Committee of

National Realty Committee (NRC).

NRC serves as Real Estate's Roundtable in Washington on national issues affecting

real estate. Its members are America's principal commercial and multifamily real estate

owners, advisors, builders, investors, lenders and managers.

Our company, Rudin Management Company, Inc., which I serve as executive vice

president, manages over seven million square feet of office space and over 3,000 apartment

units in New York City. It's because of my experience day-to-day in real estate

management and in understanding the needs of today's office tenants that I am here today

to testify on an issue of significant concern to real estate, America's cities, and the

approximately seven million worlcers engaged in building and construction trades

nationwide.

We very much appreciate the opportunity to present testimony today regarding the

cost recovery rules for leasehold improvements. These rules are important ~ in terms of

tax policy, jobs and inner-city revitalization -- and we are very pleased this subcommittee

has included proposals to revise the existing rules on its hst of items to be reviewed

for possible corrective legislation. In addition to your interest and concern in this area,

Mr. Chairman, we're also very appreciative of the interest shown in this issue

by Representatives Michael Andrews (D-TX), William Jefferson (D-LA) and John

Lewis (D-GA).

National Realty Committee's View -- A Brief Summary

Our message today is simple and straightforward: Today's tax policy governing the
recovery of costs associated with constructing leasehold improvements misstates economic
reality, and as such inhibits employrnent opportunities, discourages environmentally
efficient building improvements and discourages the revitalization of America's iimer-
cities. Instead of a building owner recovering the expenses incurred to construct leasehold
improvements over the life of the constructed leasehold improvement, today's rules dictate
that such expenses be recovered over the life of the overall building, which is now
depreciated over 31.5 years and is proposed in the House-passed Budget Reconciliation bill

(H.R. 2264) to be depreciated over 39 years.

This approach to leasehold cost recovery was not always the tax law; and, we
believe, revisions to the current rules should be made. What should be done to remedy this

situation? In theory, tax policy should allow for the recovery of leasehold improvement
expenses over the lease term, as the law allowed prior to 1981. We recognize that this "life

of the lease" approach may present some complexity, and may be more difficult to
administer. Therefore, we also could support the establishment of a new, separate
depreciable life for leasehold improvements.
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Compounding today's problem regarding the unrealistic time period over which
leasehold improvement costs are required to be recovered, is significant ambiguity
surrounding how a real estate owner accounts for leasehold improvements that are
demolished, before the end of the prescribed recovery period, in order to make way for a
new tenant. Prior to 1981 it was clear that an owner could deduct the remaining
unrecovered cost in the year in which the improvement was demolished. Beginning in
1981, and certainly since 1986, whether the owner has retained this ability is unclear in
many circumstances.

In addition to establishing a more realistic recovery period for leasehold
improvements generally, from NRC's point of view, policy also should leave no doubt that
once the asset no longer exists, the unrecovered cost of the improvement should then be
"closed-out" and deducted currently.

What is a Leasehold Improvement?

When we talk about leasehold, or tenant, improvements, we are talking about what
makes an office an office: internal walls, ceilings, partitions, plumbing, lighting and finish.

Though most of us don't give it a thought, office, retail and other rental real estate is

typically reconfigured, changed or somehow improved on a regular basis to suit the needs
of^new and existmg tenants.

In fact, building occupants often expect property owners to make tenant-specific
internal improvements when a new lease is signed and thereafter. And building owners
typically comply as a function of doing business.

In practice it's a relatively simple matter: A tenant signs a lease. The building

owner makes improvements. The tenant occupies the space for a number of years. And
the owner makes more improvements to suit the tenant's evolving needs. The cost
recovery of tenant improvements should be equally apparent - and accurately reflected in

the tax code. Unfortunately, it's not.

Instead of matching leasehold improvement expenses incurred by a building owner
generally to the life of the improvements, today's rules dictate such expenses be recovered
over the life of the overall building, which must be depreciated over 31.5 years. In doing
so, today's rules misstate economic reality by not reflecting the true life of these

improvements, which is usually the lease-term but can sometimes be shorter as space may
be rebuilt several times under the terms of the lease to suit a particular tenant's needs.

And, as pointed-out above, compounding this mismatch of leasehold improvement
expenses and leasehold improvement income is significant ambiguity surrounding what the

proper tax treatment is, and should be, for any unrecovered expense at the time that the

leasehold improvement is demolished by the owner.

The Fallout of Today's Flawed Policy

What's the fallout of today's flawed policy in this area? To begin with, the after-tax

cost of reconfiguring, or "building-out", space to accommodate a new tenant is artificially

high. Because the owner is unable to fully deduct the economic costs expended on
leasehold irnprovements over the improvements' useful life, the owner's income is

artificially inflated for tax purposes.

To make matters worse, the current policy hinders urban renewal and construction

job opportunities as improvements are delayed or not undertaken at all. As New York
Mayor David Dinkins put it recently, "Like factories in need of retooling so they can

produce the most advanced kinds of products, many buildings today need to be retooled to

produce the environment necessary to house and grow businesses of the future.

"How do we encourage these necessary, high-performance leasehold improvements

that will help renew our urban areas and create jobs in the process? A national tax system

that recognizes the true useful lives of these improvements would be a good place to start."

Mayor Dinkins isn't alone is in his thinking. Edward J. Malloy, president of the

Building and Construction Trades Council of Greater New York, concurs.

"As I see it," Malloy said earlier this year, "this is a jobs issue. Especially given the

absence of new building in many markets, opportunities for construction jobs in the next

decade will largely be tied to the renovation and rehabilitation of existing space.
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additional improvements and higher-grade alterations, construction jobs will be assured --

perhaps even more jobs will be created."

A widespread shift to more energy-efficient, environmentally sound building

elements also is discouraged as these improvements often carry a heftier price tag.

Additionally, to the extent that the current tenant improvements tax policy serves as a

disincentive for real estate investment, it compounds the effects of todays real estate crisis

by further destabilizing commercial real estate asset values, which so far in the 1990 s have

fallen by about $500 billion, according to DRI/McGraw-HiU, with negative consequences

for local governments, financial institutions and taxpayers.

For these reasons. National Realty Committee believes the tax treatment of tenant

improvements should be rationalized to reflect what is generally the true lite ot the

improvements.

An Historical Perspective on the Issue:

Why Economic Cost Recovery is Fundamental

Historically speaking, the concept of economic cost recovery is fundamental to the

integrity of America's tax system. True net income is determined by recovering the costs

expended on an investment over the same period of time as the investment earns income.

This "matching" precept has long been embedded in the tax code.

Prior to the Economic Recovery Tax Act of 1981 ("1981 Act"), a building owner was
generally entitled to recover the costs associated with constructing leasehold improvements
over their useful lives, such as the term of the lease for which they were constructed.

Appropriately, this policy reflected the fact that improvements constructed for one tenant

are rarely suitable for another, and that when a tenant leaves, the space is typically built-

out all over again (or at least substantially renovated) for a new tenant.

With the 1981 Act, however, the concept of matching income from the lease with

the costs of leasehold improvements was set aside as the system of component depreciation

for real estate was abandoned.

In an effort to simplify depreciation laws, a single depreciation life of 15 years was
established for buildings and leasehold improvements made to them by owners.

Since the 1981 Act, however, the recovery period for nonresidential real property

has been lengthened to 18 years, to 19 years and, finally, to 31.5 years under the Tax
Reform Act of 1986. (The House-passed Budget Reconciliation legislation (H.R. 2264)

extends the cost recovery period for nonresidential property to 39 years.) With these

depreciation changes, however, has come no distinction between the capital cost recovery

of buildings themselves and the periodic internal improvements made to accommodate
specific tenants.

Thus, in the relatively short time between 1981 and 1986, the tax treatment of

leasehold improvements dramatically changed from a flexible depreciation system that

sought to accurately match income with expenses to a system that dictates a recovery of

expenses over a period that in no way reflects the useful life of these improvements. In

light of this situation, now is an opportune time to revisit and modify these rules, which

over time have been increasingly problematic.

Solving the Problem

What should be done to address this issue?

From NRCs perspective, rational tax policy dictates that the recove^ of expenses

associated with the construction of an asset should closely match the period of time that the

asset produces income. Therefore, in the case of leasehold improvements, the ideal

recovery period should be the lease term, plus reasonable additional lease extensions, as

was the law prior to 1981. Alternatively, a new separate depreciable class for leasehold

improvements -- longer than the typical lease term of 5 to 7 years to account for the

probability of lease renewals, but shorter than today's 31.5 years ~ would be a significant

step in the right direction.
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In addition, the "close-out" issue noted earlier in this statement should be addressed.
At the point at which an asset no longer exists, there is no rational reason, in our view, why
the remaining unrecovered costs shouldn't be deductible currently. The law clearly allowed
for this deduction prior to 1981. The law clearly allows tenants who build-out their own
improvements to recover any remaining unrecovered costs when they terminate a lease.

However, the law for owners is ambiguous and should be clarified to provide the same
treatment allowed tenants.

Conclusion

National Realty Committee strongly commends the policy initiatives relating to real

estate that are currently included in the House-passed Budget Reconciliation bUl (H.R.
2264). Nonetheless, we would urge that this Committee and Congress review one
additional area not addressed by these initiatives: the cost recovery of tenant
improvements. Such action would, without a doubt, help stabilize today's diminished
commercial real estate asset-values and, as a result, help set the nation on a course for

sustained economic recovery and long-term growth.

Thank you.
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Mr. Payne. Mr. McChesney.

STATEMENT OF THOMAS B. McCHESNEY, PRESIDENT-ELECT,
BUILDING OWNERS & MANAGERS ASSOCLVTION INTER-
NATIONAL, AND EXECUTIVE VICE PRESIDENT AND DISTRICT
MANAGER, GRUBB & ELLIS CO., PITTSBURGH, PA.

Mr. McChesney. Thank you very much, Mr. Payne, and good
afternoon. My name is Tom McChesney. I am the executive vice

president and district manager for the Pittsburgh, Pa., office of

Grubb & ElHs Co., which is the largest pubhcly held, full service

real estate company with offices nationwide. I am here today rep-

resenting the Building Owners & Managers Association Inter-

national—BOMA. Our membership controls over 5 billion square
feet of U.S. commercial office space.

Next week I will be installed as BOMA International's president,

and I look forward to serving my industry and working with you
in that capacity.
Today I am here to address the issue of depreciation for lease-

hold improvements. As my colleague from the National Realty
Committee has explained, the tax treatment of tenant improve-
ments is seriously flawed. Instead of matching improvement ex-

penses to the life of the improvements, present tax law requires
that such expenses be recovered over the life of the whole building.

This means that today's cost recovery occurs on a schedule of 3IV2
years, and, as we have heard before, current tax discussions under-
way in Congress may extend cost recovery even further—upward of

38 years.

Before the tax changes in 1981, there was a reasonable policy

whereby leasehold improvements could be recovered over the useful
life of those improvements. After the 1981 Tax Act, improvement
costs had to be recovered over the same depreciation period as the
building, which at that time was 15 years. The 1986 Tax Act
changed the depreciation schedule for buildings to 3IV2 years.

Since leasehold improvements were unfortunately tied to building
depreciation, the recovery for those improvements was also ex-

tended to 3IV2 years.

If this linkage remains, we can expect to see that a change in de-

preciation under this year's tax bill will carry with it a much longer
depreciation schedule for buildings and therefore an even longer
cost recovery schedule for tenant improvements. That is the source
of our concern. In a typical oflice building, tenant improvements
paid for by the owner are undertaken when a tenant signs a lease

to occupy a space. These improvements range from simple painting
of partitions and interior walls to customized business environ-
ments. The improvements are what makes an office an office. For
example, when 110 new Members of Congress came here this year,

a large number of tenant moves and changes took place in the
House office buildings. Because of the configuration of these offices,

the age of the buildings, and the interior structure of the office

space, tenants were probably moving in furniture and files and
painting. However, district offices may have required significant al-

terations to accommodate the incoming members. Transforming a
dentist's office into a congressional office takes some time and work
and a lot of investment. Demolition of walls and all sorts of work
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is necessary. In as few a 2 years, the space may have to be refur-
bished again for a new occupant. Therefore the tenant improve-
ments are not retained for even close to 3IV2 years. If that is the
case for a district office of 2,000 square feet, imagine the build out
required for a space of 20,000 square feet in the commercial mar-
ket.

With landlord-provided construction of almost a half million dol-

lars required by a tenant for build out, the depreciation issue be-
comes clear. Before anyone occupies newly leased space, lighting
must be installed, office partitions must be built, electrical changes
made, and so forth. With typical leases ranging from 5 to 10 years,
and bank loans or any otner financing ftr those improvements
being paid over the same term, the depreciation system is dramati-
cally out of S)mc. The recovery of expenses for leasehold improve-
ments in no way reflects the useful life of these improvements nor
the time in which loans are being repaid.

Instead, what we find is an unfair tax policy which has shifted
as a result of the 1981 and 1986 tax bill. The recovery period for

tenant improvements should reflect the useful life of the improve-
ments constructed. One recommendation is to tie the cost recovery
period to the life of the lease term. Depreciation should be tied to

the expected life of the purchase. Over a 31V2-year period, a typical

office could be reconfigured three or four times. Unfortunately,
when a tenant moves out after 10 years, you still have 21^2 years
of depreciation yet to be taken on that space.
On behalf of the office building industry across the United

States, we ask that this tax treatment of tenant improvements be
reexamined and modified. BOMA International is prepared to as-

sist you and this subcommittee in your efforts to address this issue.

Thank you.
Mr, Payne. Thank you very much, Mr. McChesney.
[The prepared statement follows:]

74-5120-94-10
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TESTIMONY OF TOM McCHESNEY
BUILDING OWNERS AND MANAGERS ASSOCIATION INTERNATIONAL

Good afternoon. My name is Tom McChesney. I am Executive Vice President and District

Manager for the Pittsburgh office of Grubb & Ellis Company - the largest publicly-held, full-

service real estate company with offices nationwide. I am here today representing the Building

Owners and Managers Association International (BOMA). Our membership controls over five

(5) billion square feet of U.S. commercial office space. Next week I will be installed as

BOMA's president, and I look forward to working with you again in that capacity.

Leasehold improvements, tenant improvements, call them what you will. Commercial real

estate, dependent upon rental of office space, retail space, and even industrial space, typically

involves lease arrangements with terms ranging anywhere from "month-to-month" to many years.

The majority of office leases are in the 5-10 year range, with very large office or retail users

getting longer terms or options to renew.

As my colleague from the National Realty Committee has explained, the tax treatment of tenant

improvements is flawed. Instead of matching improvement expenses to the life of the

improvements, present tax law requires that such expenses be recovered over the life of the

whole building. This means that cost recovery of tenant improvements is accomplished on a

schedule of thirty-one and one-half (31 1/2) years. (As you know, current tax discussions

underway in Congress may extend cost recovery even further - upwards of thirty-seven (37)

years.)

Before the 1981 tax changes, leasehold improvements could be recovered over the useful life of
those improvements. After the 1981 Tax Act, cost of improvements had to be recovered over

the same depreciation period as the building - which at that time was fifteen (15) years. The
1986 Tax Act changed all that to establish a depreciation schedule for buildings to thirty-one

and one-half (31 1/2) years. Since leasehold improvements were tied to building depreciation,

the recovery for those improvements was also extended to thirty-one and one-half (31 1/2)

years. If this keeps up, we certainly expect to see that a change in depreciation under any tax

bill produced this year, would cany with it a longer depreciation schedule or a longer cost-

recovery schedule for tenant improvements. You can begin to see our concern.

In a typical office building, tenant improvements paid for by the owner are undertaken when a

tenant signs a lease to occupy space. These improvements range from painting to partitions to

interior walls. The "improvements" are what make an office an office.

With the arrival of over 110 new members of Congress this year, a large number of tenant

moves and changes took place in House Office Buildings. Because of the configuration of

those offices, the age of the buildings, and the interior structure of the office space, "tenant"

improvements had more to do with furniture and files than they did with building-out space.

District offices, however, may have required significant alterations to accommodate the incoming
Members. Transforming a dentist's office into a Congressional office takes some work.

Demolition of some walls and partitions may be necessary. New carpet and fresh paint are

typically added, and doorways and office space are configured according to the Representative's

needs and budget In two years, or longer, the space may be altered again. The tenant

improvements are not retained for even close to thirty one and one-half years.

If that is the case with a District office of 2000 square feet, imagine the build-out required for a

space of 20,000 square feet in the commercial market With an "allowance" of ahnost a half-

million dollars provided to the tenant for building-out the space, the depreciation issue becomes
quite clear.

In the commercial real estate market, office buildings are structured with little more than slabs

of concrete, supporting columns, and a central core which includes elevators, bathrooms, and
stairwells. When a tenant leases space, it is built out to suit the particular needs of that office

operation. We are not talking about crown-molding for the Chairman of the Board. We are

talking about special installations for filing and electronic data systems, corporate workstations

and centralized production areas. With a real focus on competitiveness in today's global

economy, there is increased emphasis on efficiency in operation. Tenant build-outs are specific

to the operation - and they change when a new lease is signed.

Every day around this country leases are being signed and new tenants are moving in. Before
anyone occupies newly leased space, however, lighting must be installed, office partitions must
be built room dividers, bathroom fixtures, interior partitions, and ceiling tiles all go into making
an office an office. With a typical lease ranging from five (5) to ten (10) years and a
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depreciation system dramatically flawed, the recovery of expenses for leasehold improvements in

no way reflects the useful life of these improvements.

Instead what we find is an unfair tax policy which has shifted as a result of the 1981 and the

1986 tax bills. From a flexible depreciation system that sought to accurately match income with

expenses to a system today which dictates recovery of expenses over the soon-to-increase thirty-

one and one-half (31 1/2) years, it is clear to see why we believe that the current cost-recovery

rules for tenant improvements should be reexamined and modified.

The recovery period for tenant improvements should reflect the useful life of the improvements

constructed. One recommendation is to tie the cost-recovery period to the life of the lease

term. Depreciation should be tied to the expected life of the "purchase". In the case of tenant

improvements, the money spent to build out space for office tenants bears no relation to the

value itselL After a useful life, on average ten (10) years, the interior ofBce space will be

changed yet again. Unfortunately, the depreciation schedule for the existing workspace will live

on another twenty-one and one-half (21 1/2) years.

On behalf of the ofGce building industry across the United States, we ask that this tax treatment

of tenant improvements be reexamined and modified.

Thank you.
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Mr. Payne. Mr. Sheridan.

STATEMENT OF JAMES P. SHERIDAN, MANAGER OF FEDERAL
INCOME TAX, KMART CORP., ON BEHALF OF NATIONAL
RETAIL FEDERATION
Mr. Sheridan. Mr. Chairman, members of the committee, my

name is Jim Sheridan, and I am the Federal income tax manager
for the Kmart Corp. in Troy, Mich. I am pleased to appear today
on behalf of the National Retail Federation to discuss the need for

legislation to correct the current harmful tax treatment of lease-

hold improvements.
As owners and tenants of commercial real estate, we wish to call

your attention to a problem that exists under current law that
would be exacerbated by a proposal in the Clinton tax plan and the
bill recently approved by the House of Representatives, H.R. 2264,
which extends the depreciable life of nonresidential real estate

from 3IV2 years to 37 or 39 years, respectively. Current law, Presi-

dent Clinton's proposal, and H.R. 2264 seriously distort the cost re-

covery for tenant leasehold improvements made to nonresidential

real property. This distortion not only affects owners and tenants
of the property, but hinders urban renewal, limits construction

jobs, and hampers the installation of environmentally friendly

building and design elements.
We tnerefore urge the committee to review this situation and to

find a solution that more nearly reflects the economic lives of these
improvements. When an owner secures a new tenant for either a
new or existing building, the owner must often configure the space
to satisfy the needs of the tenant. Prior to the enactment of the ac-

celerated cost recovery system, ACRS, in 1981, the cost of these
tenant improvements was divided into its cost components, that is

wiring, plumbing, et cetera, and generally depreciated over the in-

dividual useful lives. When ACRS, with its artificial 15-vear depre-
ciable life for real estate was adopted, it was a reasonable tradeoff

to lose component depreciation in exchange for the simplification

brought about by lumping all costs into a single 15-year life for the
entire property.

Prior to ACRS, the cost of improvements made by a tenant could
generally be amortized over the lesser of a lease term or the esti-

mated useful life of the improvements. This rule was retained by
the 1981 legislation, leaving tenants with economically viable

methods for recovering the cost of tenant leasehold improvements.
In the 1986 act. Congress chose generally to maintain the small

number of depreciation classes created by the 1981 act but believed
that ACRS should be made more neutral, in part by increasing the
recovery period of real property. Congress directed in the 1986 act

that class lives must reflect the anticipated useful life, and the an-

ticipated decline in value over time of an asset to the industry or

other group. Congress believed that capital investment should be
determined by market forces rather than by tax considerations.

Thus, the life of nonresidential real property was increased to 3iy2
years.
At the same time, however, the definition of nonresidential real

property was expanded to include leasehold improvements, thereby
removing any relationship between cost recovery and the lease
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term to which they relate. Leasehold improvements must now be
depreciated over the 3IV2 years in all cases, without respect to the
lease term.
The life of a building shell can easily be the 3IV2 years of current

law, or the 37-, 38-, or 39-year life as proposed. The tenant lease-
hold improvements to that structure, however, will certainly not
last for 3IV2 years, much less 37 or 39 years. It is even unlikely,
owing to customer traffic and changing styles, that the tenant
leasehold improvements will last even beyond the term of the lease,
which itself is typically much less than 3IV2 years. This result vio-

lates all familiar accounting principles and the intent of the 1986
act and does great violence to the rate of return for tenant lease-
hold improvements.
The economic effect of the current rules upon a tenant can be

disastrous. By requiring an artificial 31V2-year recovery period for
the single largest expenditure a tenant will potentially make dur-
ing the first year of business, the rules artificially inflate the tax
cost beyond economic reality. For many small business tenants, fi-

nancing is scarce in light of the large tax cost associated with the
improvements they must make to begin the business.

Therefore, we urge the committee to review this situation to find
the solution to the problem of recovering the costs of tenant lease-

hold improvements over an economically reasonable period. One so-

lution would be to apply traditional accounting concepts and match
the costs of the tenant leasehold improvements against the income
from the lease. Short of that result, we would be pleased to work
with this committee to craft a solution that more nearly reflects the
economic lives of these improvements and the current regime of
taxation for depreciable property in general.
We very much appreciate the opportunity to present our views

and those of the entire retail industry on this subject and welcome
any questions that you might have.

[The prepared statement follows:]
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STATEMENT OF JAMES P. SHERIDAN,
MANAGER OF FEDERAL INCOME TAX, KMART CORP.,

ON BEHALF OF THE NATIONAL RETAIL FEDERATION

Mr. Chairman, members of the Committee, my name is James
Sheridan, Manager of Federal Income Tax, Kmart Corporation. I am
pleased to appear today on behalf of the National Retail Federation to

discuss the need for legislation to correct the current harmful tax
treatment of leasehold improvements.

By way of background, the National Retail Federation is the nation's

largest trade group which speaks for the retail industry. The organization
represents the entire spectrum of retailing, including the nation's leading
department, chain, discount, specialty and independent stores, several

dozen national retail associations and all 50 state retail associations. The
Federation's membership represents an industry that encompasses over
1.3 million U.S. retail establishments, employs nearly 20 million people and
registered sales in excess of $1.9 trillion in 1992.

The Federation's statement is also endorsed by the Food Marketing
Institute, the International Mass Retail Association and the National
Association of Chain Drug Stores.

As owners and tenants of commercial real estate, we wish to call

your attention to a problem that exists under current law, and would be
exacerbated by the proposal in the Clinton tax plan and the bill recently

approved by the House of Representatives (H.R. 2264), which extends the

depreciable life of nonresidential real estate from 31.5 years to 37 and 39
years, respectively. Current law. President Clinton's proposal, and H.R.
2264 seriously distort the cost recovery for tenant leasehold improvements
made to nonresidential real property. This distortion not only affects

owners and tenants of the property, but hinders urban renewal, limits

construction jobs and hampers the installation of environmentally friendly

building and design elements. We therefore urge the Committee to review
this situation, and to find a solution that more nearly reflects the economic
lives of these improvements.

Background and Current Law

When an owner secures a new tenant for either a new or existing

building, the owner often must configure the space to satisfy the needs of
the tenant. Prior to the enactment of the accelerated cost recovery system
(ACRS) in 1981, the cost of these tenant improvements was divided into its

"cost components" (i.e., wiring, plumbing, etc.) and generally depreciated
over their individual useful lives. When ACRS, with its artificial 15-year
depreciable life for real estate was adopted, it was a reasonable tradeoff to

lose component depreciation in exchange for the simplification brought
about by lumping all costs into a single 15-year life for the entire property.

Prior to ACRS, the cost of improvements made by a tenant could
generally be amortized over the lesser of the lease term or the estimated
useful life of the improvements. This rule was retained by the 1981
legislation, leaving tenants with economically viable methods for

recovering the cost of tenant leasehold improvements.

In the 1986 Act, Congress chose generally to maintain the small
number of depreciation classes created by the 1981 Act, but believed that
ACRS should be made more neutral, in part, by increasing the recovery
period of real property. Congress directed in the 1986 Act that class lives

must reflect the anticipated useful life, and the anticipated decline in value
over time, of an asset to the industry or other group. Congress believed that
capital investment should be determined by market forces rather than by
tax considerations. Thus, the life of non-residential real property was
increased to 31.5 years.

At the same time, however, the definition of non-residential real

property was expanded to include leasehold improvements, thereby
removing any relationship between cost recovery and the lease term to
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which they relate. Leasehold improvements must now be depreciated over
31.5 years in all cases, without respect to the lease term.

Reason for Change

The life of a building shell can easily be the 31.5 years of current law,
the 37 years of President Clinton's proposal, or even the 39-year life

proposed in H.R. 2264. The tenant leasehold improvements to that
structure, however, will certainly not last for 31.5 years, much less 37 or 39
years. It is even unlikely that, owing to customer traffic and changing
styles, the tenant leasehold improvements will last even beyond the term of
the lease, which itself is typically much less than 31.5 years. This result
violates all familiar accounting principles and the intent of the 1986 Act,

and does great violence to the rate of return for tenant leasehold
improvements.

The economic effect of the current rules upon a tenant can be
disastrous. By requiring an artificial 31.5 year recovery period for the
single largest expenditure a tenant will potentially make during the first

year of business, the rules artificially inflate the tax cost beyond economic
reality. For many small business tenants, financing is scarce in light of

the large tax cost associated with the improvements they must make to

begin business.

Requested Action

We urge the Committee to review this situation, and find a solution to

the problem of recovering the costs of tenant leasehold improvements over
an economically reasonable period. One solution would be to apply
traditional accounting concepts and match the costs of the tenant leasehold
improvements against the income from the lease. Short of that result, we
would be pleased to work with the Committee to craft a solution that more
nearly reflects the economic lives of these improvements and the current
regime of taxation for depreciable property in general.

We very much appreciate the opportunity to present the views of the
retail industry on this subject and we welcome any questions you may have.
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Mr. Payne. Thank you very much, Mr, Sheridan.
Do we have questions of any of the members? I would like, then,

to thank all of you for your testimony today. I think it was very
thoughtful, comprehensive, and a very necessary part of continuing
the legislative process, and we thank you for your time and thank
you for your testimony. Thank you very much.
We now have our sixth and final panel for today's hearing: from

the General Motors Corp., Mustafa Mohatarem, general director of
economics; from the Semiconductor Industries Association, Cliff

Jernigan, chairman of the tax subcommittee; Computer Leasing &
Remarketing Association, Ken Bouldin, who is the immediate past
president; and the Kaman Corp. from Bloomfield, Conn., Glenn
Messemer, who is vice president, secretary, and general counsel.

All of your statements will be entered into the record. There will

be a timing system, and if you can confine your summary remarks
to about 3 minutes, we would appreciate that very much, and Mr.
Mohatarem, I hope I have said that right, will you proceed, please.

STATEMENT OF G. MUSTAFA MOHATAREM, GENERAL
DIRECTOR OF ECONOMICS, GENERAL MOTORS CORP.

Mr. Mohatarem. Thank you, Mr. Chairman and members of the
committee. My name is Mustafa Mohatarem. I am general director
of economics for General Motors Corp. I appreciate the opportunity
to be here to discuss a technical issue that nas important economic
implications for small firms that purchase motor vehicles for use in
their businesses as well as for the domestic automobile industry.
The issue is first-year expensing for passenger cars and trucks

acquired for use by small businesses. We appreciate Congressman
McCrery's strong interest in this important issue and his request
for inclusion of tnis issue in these hearings. Internal Revenue Code
section 179 currently allows small businesses to expense up to

$10,000 of the cost of most depreciable assets in the year of acquisi-
tion. The House has proposed that this limit be raised to $25,000.
The stated purpose of this is to provide an incentive to small busi-
nesses to increase their investments, thus promoting economic
growth and increasing demand for productive assets.

General Motors believes that this desired stimulative effect will
be substantially reduced by existing limits on the cost recovery of
motor vehicles. Specifically, section 280F of the code, the so-called
luxury automobile depreciation rules, restricts the writeoff of most
motor vehicles to less than $3,000 for the first year and to approxi-
mately $13,000 over the vehicle's 5-year depreciation recovery pe-
riod. The effect is to deny most small business purchasers of motor
vehicles any incremental tax benefit from section 179 expensing.
Many of the smallest firms intended to be helped by increased
expensing, such as the local carpenter, grocer, florist or farmer may
receive no benefit from the proposed increase in the limit to
$25,000 because a delivery van or pickup truck may be the only
significant depreciable asset purchased during a year.
The current rules thus discriminate against small firms who in-

vest in business use vehicles as compared to small firms who make
nonautomotive purchases. A simple and equitable solution would
be to allow for expensing of motor vehicles up to the 5-year luxury
depreciation limit, currently just under $13,000, assuming Con-
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gress raises the $10,000 threshold. This would reduce the discrimi-
nation against small firms that invest in business use vehicles dur-
ing a tax year without changing the luxury depreciation limits.

Whether or not a motor vehicle qualifies for first year expensing
has important cash flow implications for small firms. Qualifying for

expense treatment would lower the present value for a vehicle's

aftertax purchase cost by 3 to 10 percent, depending on the price
of the vehicle. Given the average transaction price of roughly
$17,800, this would translate into aftertax cost reduction of 9 per-
cent. Using our conventional models that we use in all regulatory
proceedings in the industry, that would suggest a 9 percent in-

crease in purchases by the affected businesses.
Importantly, because approximately 95 percent of the business

use vehicles are purchased from domestic manufacturers, the bene-
ficiaries would be the domestic auto industry, thereby leading to

higher U.S. employment. While it is difficult to estimate the precise
number of small businesses that would be affected by this change,
we believe the change would provide many small businesses with
an important cash flow incentive to purchase vehicles. While we
can't estimate the precise number, we believe that it is significant
and it is an important customer group for General Motors.

Before I close, I might add that this is only one example of dis-

crimination against the purchasers of automobiles. For instance,
the so-called luxury depreciation cap that I have just cited, which
is approximately $13,000, compares to an average transaction price

of around $18,000 for a vehicle, so it is by no means a luxury cap.

We hope that the Congress will be able to address inequities such
as these in the future.

In closing, General Motors urges the committee to consider ex-

tending the benefits of section 179 to purchasers of business use
motor vehicles at least to the extent of the 5-year luxury deprecia-

tion limitation. We offer any assistance we can provide to you and
your staff in reviewing this technical issue. Thank you again for

your consideration.
Mr. Payne. Thank you very much, Mr. Mohatarem.
[The prepared statement follows:]
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Statement of General Motors Corporation

Submitted to the

Sutjcommlttee on Select Revenue Measures, Committee on Ways and Means

U.S. House of Representatives

Presented by

G. Mustafa Mohatarem, General Director, Economics

June 17, 1993, Washington D.C.

Good morning. My name is Mustafa Mohatarem. I am General Director of Economics for General Motors

Corporation. I appreciate the opportunity to be here today to discuss a technical issue that has important

economic implications for countless small firms that purchase motor vehicles for use in their businesses, as

well as for the domestic automobile industry. The issue is first-year expensing for passenger cars and trucks

acquired for use by small businesses.

Internal Revenue Code section 179 allows small businesses to expense up to $10,000 of the cost of

most depreciable assets in the year of acquisition. The House has proposed in its reconciliation bill that this

expensing limit be raised to $25,000. The stated purpose of this proposal is to provide an Incentive to small

businesses to increase their investment in capital assets, thus promoting economic growth and increasing

demand for productive assets.

General Motors believes that this desired stimulative effect of the proposed increase in the small

business expensing limit will be substantially reduced by existing limits on the cost recovery of motor

vehicles. Specifically, section 280F of the Code, the so-called luxury automobile depreciation rules, restricts

the write-off for most motor vehicles to less than $3,000 for the first year, and to approximately $13,000

over the vehicle's five-year depreciation recovery period. The first-year limitation of about $3,000 applies

to the sum of the depreciation deduction and the small business expensing deduction under section 179. The

effect is to deny most small business purchasers of motor vehicles any incremental tax benefit from section

179 expensing. Many of the smallest finns intended to be helped by increased expensing, such as the local

carpenter, grocer, florist, or farmer, may receive no benefit from the proposed increase in the limit to

$25,000 because a delivery van or pick-up truck may be the only significant depreciable asset purchased

during a year.

The current rules, thus, discriminate against small firms who invest in business-use vehicles as

compared to small firms who make non-automotive Investments. A simple and equitable solution would be to

allow for expensing of motor vehicles up to the five-year luxury depreciation limit, currently just under

$13,000, assuming Congress raises the $10,000 threshold. This would reduce the discrimination against

small firms that invest in business-use vehicles during a tax year, without changing the luxury depreciation

limits. In other words, small businesses purchasing cars or trucks should be allowed to benefit from enhanced

expensing rules at least to the extent of the non-luxury content of purchased vehicles. This would place all

small businesses on more equitable footing, whether they invest in motor vehicles or in non-automotive

business assets. We believe such improved neutrality is essential to effective, efficient and equitable tax law.

Whether or not a motor vehicle qualifies for additional first-year expensing has important cash flow

implications for small firms. This is because qualifying for expense treatment would lower the present value

of a vehicle's after-tax purchase cost by 3%-10%, depending on the price of a vehicle. For example, the

after-tax cost of an average priced vehicle "$17,800- would be reduced by approximately nine percent.

The purchasers of motor vehicles, especially small businesses, are very responsive to price changes.

It is estimated that a 3%-10% price decrease could bring about a 3%-10% increase in vehicle purchases by

affected small businesses.

Approximately 95% of business-use vehicles on the road were made by domestic manufacturers.

Increased vehicle sales would, thus, principally benefit the domestic automobile Industry, thereby increasing

U.S. employment levels In the domestic motor vehicle industry and Its suppliers.

It Is very difficult to estimate the precise number of small businesses that would be affected by this

change, that is, the number of small firms purchasing only automotive assets during a tax year. We believe,

though, that the change would provide many small businesses with an important cash flow incentive to

purchase vehicles. Moreover, many of these businesses are so small that they are unlikely to be represented

here. Nonetheless, they constitute an important customer group for General Motors and the other domestic

manufacturers.

Before I close, I might add that the limitation on small business expensing is only one of a number of

provisions In the Code that discriminate against purchasers of automobiles. For example, under the House-

passed bill, automobiles would be the only product still subject to a luxury tax. The so-called luxury

depreciation cap cited above, which Is approximately $13,000 as compared to the average vehicle price of

about $17,800, is another example, as Is the five-year class life, when three years more appropriately

reflects economic life according to a 1991 Treasury study. We hope that Congress will address these inequities

at a later date.

In closing. General Motors urges the Committee on Ways and Means to consider extending the benefits of

section 179 expensing to purchasers of business-use motor vehicles at least to the extent of the five-year

luxury depreciation limitation. We offer any assistance we can provide to you and your staff In reviewing this

technical issue. Thank you for your consideration. I would be happy to answer any questions that you may have

at this time.
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Mr. Payne. Mr. Jemigan.

STATEMENT OF CLIFF JERNIGAN, CHAIRMAN, TAX SUB-
COMMITTEE, PUBLIC POLICY COMMITTEE, SEMICONDUC-
TOR INDUSTRY ASSOCIATION, AND DIRECTOR, GOVERN-
MENT AFFAIRS, ADVANCED MICRO DEVICES
Mr. Jernigan. Mr. Chairman, members of the committee, the

Semiconductor Industry Association is pleased to have the oppor-
tunity to testify before you about a depreciation issue of vital im-
portance to the U.S. semiconductor industry. My name is Cliff

Jernigan. I am the director of government affairs for Advanced
Micro Devices and chairman of the Tax Subcommittee of SIA's Pub-
lic Policy Committee.
The SIA is comprised of U.S.-based semiconductor manufactur-

ers. Its member companies account for 85 percent of U.S. semi-
conductor production and employ over 250,000 Americans. The SIA
was created in 1977 to address public policy issues confronting the
industry. SIA concentrates its energies on those issues which affect

the ability of the industry to remain internationally competitive.
Semiconductors, which account for about $60 billion in worldwide
sales, are the heart of the electronics industry which employs over
2.3 million Americans. They are the crude oil of the information
age, with applications in computers, telecommunications, instru-
ments, automobiles, and defense.
Members of the SIA are adversely impacted by the current law

5-year depreciable life of semiconductor manufacturing equipment.
This rate does not reflect the true economic life of the equipment
and should be changed to 3 years for a number of reasons. In my
testimony I would like to explain the SIA's position on the adminis-
tration's tax proposal as well as give reasons for supporting 3-year
depreciation of semiconductor manufacturing equipment.
The 3-year depreciation issue was first recommended by the Na-

tional Advisory Committee on Semiconductors, also called NACS, a
blue ribbon Government-industry panel established by Congress in

the 1988 Trade Act to develop a national semiconductor strategy.

The NACS concluded that a change in the depreciable life of semi-

conductor manufacturing equipment is the most effective way to

boost semiconductor capital spending.
Changing the depreciable lives would boost U.S. semiconductor

industry investment by 11 percent, according to the NACS. The
NACS also concluded that in the absence of changes in U.S. capital

formation policies, Japan will gain market share in this critical in-

dustry. The relative competitiveness of semiconductor firms is de-

pendent upon their ability to sustain a high level of capital invest-

ment in new plant and equipment. The industry is characterized

by a very high rate of technological obsolescence with new process

technologies and new generations of devices being developed every
3 to 3V2 years.
To remain at the state of the art in semiconductor technology

and be competitive, the U.S. semiconductor industry must have ac-

cess to patient, affordable capital. For example, in 1991 SIA mem-
bers invested an average over the last 12 years of 12 percent of

sales in R&D and 14 percent of sales in capital expenditures. These
are among the highest investment rates of any domestic industry.
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In fact, we are unaware of any industry that invests more in cap-
ital as a percentage of sales.

Economic studies conclude that semiconductor manufacturing
equipment should be entitled to a 3-year depreciable life. The eco-

nomic life of the equipment is 3.75 years, entitling it to 3-year de-

preciation under the current statutory framework. The change
would not provide anv special treatment to the semiconductor in-

dustry. It would simply correct the tax law to accurately reflect the
rapid pace of technological obsolescence in the industry's equip-
ment. This is exactly the sort of reform which candidate Clinton
called for in his technology statement which promised to imme-
diately ensure that depreciation schedules reflect the rapid rate of

technological obsolescence of today's high-tech equipment.
The change in depreciable life would help offset the tax advan-

tages enjoyed by America's foreign competitors. For example, our
major competitor, Japan, allows semiconductor companies to write
off more than 88 percent of the cost of their semiconductor manu-
facturing equipment in the first year. U.S. companies can write off

only 20 percent of their first-year investment.
Finally, despite the President's campaign pledge to stimulate

growth in high-technology industries and to increase capital invest-

ment by domestic industries, the administration's tax proposals
and those in the House budget reconciliation bill do not help the
semiconductor industry. Most semiconductor companies will be un-
able to use the R&E credit due to the base period calculation de-

spite the fact that the industry spends about 12 percent of its sales

each year on R&E activities. The alternative minimum tax, or

AMT, reform proposal would have little positive effect on the indus-
try because the depreciable life of semiconductor manufacturing
equipment is 5 years for both regular tax and AMT purposes.
Other industries could substantially benefit from the proposal. The
tobacco industry would see the depreciable life of its assets short-

ened from 15 to 7 years and the lives of pharmaceutical and chem-
istry industry assets would be reduced from 9V2 to 5 years. By
changing the depreciable life of semiconductor manufacturing
equipment, U.S. semiconductor industry investment would be stim-

ulated and the goal of the administration to emphasize the role of

Government in preserving America's high-technology industry
would be accomplished. SIA is deeply committed to changing the
depreciable life of semiconductor manufacturing equipment from 5
years to 3 years in order to enhance our capital formation. Thank
you very much.

Mr. Payne. Thank you very much, Mr. Jemigan.
[The prepared statement follows:]
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STATEMENT OF CLIFF JERNIGAN,
DIRECTOR. GOVERNMENT AFFAIRS ADVANCED MICRO DEVICES
ON BEHALF OF THE SEMICONDUCTOR INDUSTRY ASSOCL\TION

INTRODUCnON

The Semiconductor Industry Association (SIA) is pleased to have the opportunity to

testify before this subcommittee about an issue of vital concern to the U.S. semiconductor
industry - the depreciable life of semiconductor manufacturing equipment My name is

Cliff Jemigan. I am the Director of Government Affairs for Advanced Micro Devices and
Chairman of the Tax Subcommittee of SIA's Public Policy Committee.

The SIA is comprised of U.S.-based semiconductor manufacturers. Its member
companies account for 85 percent of U.S. semiconduaor production and employ over

250,000 Americans. The SL\ was created in 1977 to address the public policy issues

confronting the industry. SIA concentrates its energies on those issues which affect the

ability of the industry to remain internationally competitive.

Members of the SIA are greatly impacted by the current law five year depreciable

life of semiconductor manufacturing equipment. This rate does not reflect the true

economic life of the equipment and adversely affects our competitiveness. While U.S. law

allows only a 20 percent depreciation deduction for semiconductor manufacturing equipment
in the first year, our primary competitors, the Japanese, can write off up to 88 percent of

the cost of equipment in the first year.

Despite the President's campaign pledge to stimulate growth in high-technology

industries and to increase capital investment by domestic industries, pending tax proposals

do not help the U.S. semiconductor industry. SIA urges Congress and the Administration

to develop additional means of encouraging capital investment in semiconductors by

endorsing the proposed change in the depreciable life of semiconductor manufacturing

equipment from five years to three years for both regular and alternative minimum tax

(AMT) purposes.

BACKGROUND

A vibrant, world-class semiconductor industry is universally acknowledged to be vital

to America's national security and economic well-being. Semiconductors are the "crude oil"

of the information age - driving technological advances in industries such as computers,

telecommunications, and consumer electronics. Semiconductor technology is at the heart of

a $750 billion global electronics industry that employs 23 million Americans, and is growing

at roughly 10 percent per year. Semiconductors are also essential for defense capabilities

such as electronic counter-measures, target recognition and C3I (command, control,

communications and intelligence), and play an important role in 18 of the 21 defense-critical

technologies identified by the Department of Defense.!.

The pace of technological change in the semiconductor industry is astounding. The
number of transistors on a computer chip has increased from 10 in the early 1960's to 10

million today. By the year 2000, the U.S. industry hopes to place over 10 billion transistors

on a single chip. Such a chip could store the equivalent of a 20-volume encyclopedia, or

provide all of the computing power of one of today's leading-edge supercomputers.

Although this technology was invented in the United Sutes, the position of the U.S.

industry eroded steadily during the 1980's. From 1982 to 1990, the U.S. industry's share of

the world market declined from 56.7 percent to 39.8 percent, while Japan's share rose from

323 percent to 47.1 percent Although the United Sutes achieved parity in woridwide

market share with the Japanese in 1992, this achievement is tenuous and further investment

is necessary to maintain and improve our position. The earlier decline in market-share

occurred for a number of reasons:

1. See Department of Defense, Critical Technologies Plan, (Washington, D.C: May

1991), and National Critical Technologies Panel, Report ofthe National Critical Technologies

Panel, (Washington, D.C: March 1991).
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The U.S. lost many industries which use semiconductors, such as the consumer
electronics industry.

The U.S. industry had been injured by unfair trading practices, such as illegal

"dumping" of their products in the U.S. market and denial of foreign market

access. Japanese dumping of DRAMs in the mid-1980s, for example, forced

6 out of 8 U.S. DRAM manufacturers out of the market.

Other governments have made the development of a semiconductor industry

a national priority, and have "targeted" the industry by funding R&D
consortia, extending low-interest loans, and providing favorable tax depreci-

ation treatment and other tax incentives.

Our primary competitors, the Japanese, for example, allow up to 88 percent

of the original acquisition cost of semiconductor equipment to be written off

in the first year compared to 20 percent by U.S. firms.2.

Between 1984 and 1989, Japanese firms outinvested U.S. firms in plant and

equipment and R&D by S12 billion.

The competition between U.S. and Japanese capital spending is particularly

important, since there is a high correlation between investment and market share. The
difference in depreciation rates between the United States and Japan impacts U.S. capital

spending and thus market share and technological leadership, with devastating consequences

for America's economic well-being and national security.

The National Advisory Committee on Semiconductors (NACS), a presidential-

appointed commission composed of Cabinet officials and senior industry executives, has

identified the gap in capital spending as one of the most serious problems facing the

industry. The NACS reviewed several different tax policy instruments: a reduction in the

capital gains tax rate, a more effective R&E tax aedit, increases in personal savings incen-

tives, and an improvement in semiconductor manufacturing equipment depreciation rules.

The committee found that shortening the depreciable life of semiconductor manufacturing

equipment would have the most significant impact on increasing capital investment

Shortening the depreciation schedule from the current five years to three years would in-

crease investment by the semiconductor industry by 11 percent, according to the NACS. This

would significantly reduce, although not eliminate, the gap between U.S. and Japanese

capital spending^.

The Semiconductor Industry Association strongly supports the conclusions and

recommendations of the National Advisory Committee on Semiconductors. Other changes

in tax policy designed to enhance U.S. capital formation (e.g. investment tax credit, capital

gains tax reduction, inCTeased incentives for personal savings, improvements in the R&E tax

credit) should also be considered. However, as discussed below, the Administration's recent

proposals in these areas do not benefit U.S. semiconductor producers. It is clear from the

NACS study and SIA's analysis of the Administration's proposals, that a change in the

depreciation rules for semiconductor manufacturing equipment will have a more dramatic

impact than the other tax proposals currently under consideration. For a number of reasons,

SLA believes that the case for improving semiconductor manufacturing equipment from five

to three years is dear and compelling.

2. Technecon Analytical Research, Inc., Anafyas of the Relative Economic Benefits of

Tax Depreciation Policies for Senuconductor Equipment and Facilities in the United Slates

1991.

3. National Advisory Committee on Semiconductors, Capital Investment in

Semiconduaors: The Ufeblood of U.S. Semiconductor Industry, Washington, D.C., September

1990.
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1. The Clinton Administration lias continually expressed their support for high-
technology industries; however, the actual tax proposals do little or nothing to benefit the
VS. semiconductor industiy: President ainton strongly emphasized the role of government
in preserving America's high-technology industry in his campaigiL The President has also

proposed, as part of his economic agenda, a permanent research and experimentation
(R&E) credit and alternative minimum tax (AMT) depreciation reform. Unfortunately,
these initiatives, which are also in the House budget reconciliation bill, generally would not
improve the competitive position of the U.S. semiconductor industry or increase capital

investment by the industry. The previously considered temporary investment tax credit

would have also provided little, if any, benefit to the industry. Moreover, the proposals to

eliminate deferral of U.S. tax on certain foreign subsidiary manufacturing income and revise

the treatment of foreign royalty income would damage the international competitiveness of

the industry.

Many semiconductor firms will receive little benefit from the proposed R&E credit

The R&E CTcdit would be limited to R&E spending above a threshold level that is based
on the ratio of R&E spending to sales during the 1984-1988 "base period." During this

period, however, many high-tech companies maintained their R&E investments despite

declines in sales due to Japanese companies illegally "dumping" their products in the United
States. Thus, the R&E to sales ratio threshold for these companies is disproportionately

high. Because only R&E spending above this threshold would be eligible for the credit,

many high-tech companies would be unable to use most or all of the credit despite the high

level of R&E activity (about 12 percent of sales each year) by the industry.

The AMT depreciation reform proposal also would do little for the U.S.

semiconductor industry. For example, making AMT depreciable lives the same as regular

tax depreciable lives would provide quicker AMT depreciation to certain industries, but not

the semiconductor industry. Under current law, the depreciable life of semiconductor

manufacturing equipment is five years for both regular tax and AMT purposes even though
the true economic life of semiconductor manufacturing equipment should entitle it to three

year depreciation. Unless the tax law is changed to allow three year depreciation for

semiconductor manufacturing equipment, the Administration's proposal to make AMT
depreciable lives the same as regular tax depreciable lives would not be beneficial.

The U.S. semiconductor industry would be adversely impacted by the proposed

elimination of deferral of U.S. tax on certain foreign subsidiary manufacturing income.

Under this proposal, our foreign competitors, who benefit from generous tax deferral

regimes and tax-sparing treaties that allow them to repatriate low-taxed earnings without

additional tax, would have a serious competitive advantage over U.S. firms. Our foreign

competitors would also have an advantage if the revised foreign royalty income proposal,

which was dropped by the House, is resurrected. Treating this income as earned from

passive sources would be detrimental to the competitiveness of this industry.

Since the three key tax incentive provisions in the House bill do not address the

needs of the U.S. semiconductor industry, it is vital for the economic health of this industry

as well as the economic and national security of the country that an additional means of

encouraging capital investment in semiconductor manufacturing be enacted. SIA urges the

Committee to support three-year depreciation of semiconductor manufacturing equipment

2. The technological life of semiconductor manufacturing equipment is shorter than five

years; A recent economic study by American Appraisal Associates showed that the

economic life of semiconductor manufacturing equipment was 3.75 years allowing the

equipment to be treated as "3 year property" for purposes of the current law general tax

depreciation rules.4. Furthermore, because new generations of semiconductors are

introduced every three to three and one-half years, equipment rapidly becomes technolog-

ically obsolete because more advanced types of equipment are required for volume

4. American Appraisal Associates, Depreciation Rates Report for Semiconductor

Manufacturing Equipment, January, 1992.
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production of state-of-the-art integrated circuits. This suggests that a change in depreciation
policy is necessary if the United States wishes to maintain a world-class semiconductor
industry.

3. Faster depreciation is necessary to offset the tax advantages of America's competition:
Japanese electronics companies enjoy a wide range of tax incentives for investment in

semiconductor plant and equipment and R&D. In Japan, depreciation for semiconductor
manufacturing equipment is much more generous than what the U.S. allows. Japanese firms

qualify for accelerated depreciation if the equipment is operated more than ei^t hours per
day ~ a significant advantage given that most wafer fabrication facilities operate twenty four

hours per day. Additional significant tax incentives are provided to companies that locate

in certain geographical areas. As a result of these incentives, Japanese companies can write

off up to 88 percent of their investment in new equipment in the first year, whereas U.S.

companies can write off only 20 percent

Japanese firms also enjoy other tax incentives. Equipment purchased for use in a
joint R&D venture can be written off in one year. The Key Technologies Credit targets 132
highly specific technologies, many of which are semiconductor-related, such as Qass 100 (or

better) clean rooms, semiconductor material purity thermal testers, ion implantation devices,

and laser chemical vapor deposition systems.5.

4. Faster depreciation will continue to strengthen the U.S. semiconductor
manufacturing equipment industry: The U.S. position in semiconductor equipment was
also eroding rapidly in the 1980's. In 1980, all of the top ten semiconductor equipment
manufacturers were U.S. companies; by 1989, four of the top five producers were Japanese.

Although U.S. firms are regaining market share, there is much room for improvement. The
SIA is committed to ensuring that there is at least one U.S. supplier for each type of

semiconductor manufacturing equipment. Faster depreciation would increase U.S. capital

spending by at least 11 percent, which would stimulate demand for semiconductor
manufacturing equipment and strengthen the U.S. semiconductor manufacturing industiy.

5. The national security and economic well-being of the United States is dependent npon
a strong, domestic semiconductor industiy: Semiconductors are the "crude oil' of the

information age and vital to computers, telecommunications, instruments, automobiles and
defense. Without a domestic semiconductor industiy, the United States would be required

to use solely foreign sources to supply its military and commercial needs. Advances in our

weaponry would be dependent upon state-of-the-art technology coming from other countries.

The U.S. electronics industry, which employs more Americans than the U.S. automotive,

steel and aerospace industries combined, would be at risk.

6. Tax policy is particulariy important because the industiy is characterized by rising

capital costs and prices which fall rapidly after introduction: In 1992, the U.S.

semiconductor industiy devoted 14 percent of sales per year to capital spending and another

12 percent of sales to R&D. The cost of a state-of-the-art wafer fabrication facility is

currently $500 million to $1 billion, and is increasing by a factor of 2.5 times every 6 years,

while prices for semiconductor products drop sharply soon after they are introduced. From
1978 to 1989, the price per bit for DRAMs has deaeased at a compound annual rate of 26

5. The credit amount is equal to the lesser of (a) seven percent of the acquisition (or

qualified lease) cost of assets used in the development of these technologies, or (b) IS

percent of the corporate income with a one year cany forward. Companies are eligible for

the Key Technologies Credit even if R&D expenses during the year are not increased. See

Haitehi zeisei no kaisetsu (Explanation of the High Tech Tax System), Technology

Promotion Deportment, Agency for Industrial Science and Technology, Ministry of

International Trade and Industiy, 1990, as cited in John P. Stem, Technotav How Far

Japan's Tax System Spun Technology.
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percent.6. This means that the window in which firms can hope
investments is extremely small.

CONCLUSION

The United States must adopt capital formation policies which reflect the economics
of the semiconductor industry and the realities of international competition. This correction

in the depreciation rules for semiconductor manufacturing equipment will help strengthen

two strategic sectors - the semiconductor industry and the semiconductor manufacturing
equipment industry. It will reduce the growing gap between U.S. and Japanese capital

spending in semiconductors, which is attributable in part to a wide range of the benefiu that

the Japanese government extends to their industry. If the United States fails to take this

step, the U.S. industry will be hard-pressed to make the large investments necessary to stay

at the cutting-edge of technology. Microelectronics technology has had an enormous and
pervasive impact on our quality of life and on the productivity of new and existing industries,

and there is every reason to believe that the pace of technological change will continue.

The Administration has expressed a true commitment to promoting U.S. high-technology

industries. The Administration and Congress can accomplish this by strengthening capital

formation in the U.S. semiconductor industry.

6. From 1978 to 1989, the price per bit for DRAMs decreased by a factor of 37.8;

from 48J9 millicents per bit to 1.28 millicents per bit
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Mr. PAY^fE. Mr. Bouldin.

STATEMENT OF KENNETH A. BOULDIN, IMMEDIATE PAST
PRESIDENT, CDLA, COMPUTER LEASING & REMARKETING
ASSOCIATION

Mr. Bouldin. Mr. Chairman, I am Kenneth Bouldin, and I ap-
pear today as the immediate past president of CDLA, the Com-
puter Leasing & Remarketing Association. CDLA represents more
than 300 computer leasing and remarketing companies which ac-

count for the majority of computer equipment leased in the United
States.

In summary, Mr. Chairman, due to technological obsolescence,
computers lose economic value very rapidly. This is supported by
a 1990 study by the Gartner Group, a Dun & Bradstreet subsidi-

ary. However, the alternative minimum tax depreciation allowance
fails to reflect this economic fact, and as a result, computer owners
and users are effectively taxed on their capital. In other words, the
depreciation allowed for computers under the regular tax is not ac-

celerated relative to economic depreciation and therefore should not
be treated as a preference under the AMT.
This year Congressman Andrews introduced H.R. 1956, which

would provide 200 percent declining balance depreciation for com-
puters under the AMT. We applaud his sponsorship and strongly
support his bill.

In contrast, to our grave disappointment, the administration's
proposals concerning depreciation under the AMT, which were re-

cently approved by the House, essentially provide no relief for com-
puters. This is particularly ironic given the administration's com-
mitment to encourage U.S. high technology. Although the current
administration proposal would dedicate approximately $9 billion to

AMT relief, virtually none of it would go towards fair AMT depre-
ciation for computers. It is therefore with a sense of great urgency
that I testify today.

Virtually all agree that computers and other high-technology
equipment are critical to America's economic future. Despite this

recognition, however, the tax depreciation rules governing comput-
ers are long outdated, unfair, and actually discourage investment
in computers. Depreciation of computers has remained largely un-
changed since they were first recognized as a separate class of de-

preciable assets in 1973, and not surprisingly fails to reflect the
computer revolution.

The appended study by the Gartner Group concludes that in

1990, when the study was conducted, computers were losing their
economic value at a declining balance rate of 210 percent. More-
over, because of the quickening pace of innovation and the increas-
ing preference for smaller computers, which tend to lose value fast-

est, the 1990 Gartner Group report almost certainly overstates the
economic life of most computers placed in service today. Thus the
Tax Code not only fails to encourage the acquisition of computers,
it discourages U.S. businesses from making the necessary invest-

ment in newer computer technology and decreases demand for

U.S.-made computer products, both of which are central to our eco-

nomic growth.
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The administration's proposal to liberalize the AMT contained in
the House version of the pending reconciliation bill would increase
the rate of recovery to the 120 percent declining balance rate. As
a result, taxpayers would recover 33.1 percent of their cost for com-
puters in the first 2 years as opposed to 32.6 percent under the cur-
rent law. Needless to say, the improvement is nominal at best.
The administration's proposal would also make all AMT recovery

periods consistent with the recovery periods currently effective for
regular tax purposes. Although this would benefit many assets,
computer owners and users would gain nothing from the change
because computers are presently depreciated over 5 years for both
the regular tax and the AMT.

It is noteworthy that the AMT reform package contained in last
year's vetoed tax bills which would have increased the rate of de-
preciation to 150 percent declining balance, was significantly more
appropriate for computers than the administration's proposal.

I understand that the Senate Finance Committee Democrats
agreed yesterday to include the AMT reforms from last year in the
committee's recommendation to the Budget Committee to be incor-

porated in the reconciliation bill. That change is a substantial im-
provement over the House bill but nevertheless leaves intact the
current tax disincentive to invest in computers.

It is also important to recognize that our major economic com-
petitors permit depreciation of computers in line with the conclu-
sions of the Gartner Group report. England, Japan, and CJermany
currently provide for the recoverv of 55.0, 53.6, and 51.0 percent of
computer costs, respectively, in the first 2 years of ownership, com-
pared to only 33.1 percent under the administration's proposal.

If we are to make the necessary investments in computer tech-
nology to compete and to succeed in the global marketplace, our tax
laws cannot continue to discourage such investments. Accordingly,
CDLA urges the adoption of AMT depreciation for computers at a
200 percent declining balance rate over 5 years. This would be sub-
stantially more consistent with economic reality and our national
policy objectives and would still be more conservative than the
Gartner Group's findings.

I would be happy to answer any questions. We appreciate the op-

portunity to testify.

Mr. Payne. Thank you very much, Mr. Bouldin.
[The prepared statement follows:]
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The Computer Leasing S

Remarketing Association
Statement of Kenneth A. Bouldin

on Behalf of CDLA, the Computer Leasing and
Remarketing Association

Before the Subcommittee on Select Revenue Measures,
of the Committee on Ways and Means

Regarding Miscellaneous Revenue Issues

June 17, 1993

My name is Kenneth A. Bouldin. I appear today as the
immediate past President of CDLA, the Computer Leasing and
Remarketing Association, which represents more than 300 computer
leasing and remarketing companies which account for the majority
of computer equipment leased in the United States. I appear
today on behalf of CDLA, but I am also responsible for the
Federal Marketing Group of Comdisco, Inc., the world's largest
independent lessor and remarketer of computer equipment and a
CDLA member. Accompanying me today is Jerry Oppenheimer of
Mayer, Brown & Piatt.

Simply put, due to technological obsolescence, computers
lose economic value very rapidly. This is supported by a 1990
study by the Gartner Group, a Dun & Bradstreet subsidiary.^'
However, the alternative minimum tax ("AMT") depreciation allowed
for computers fails to reflect this economic fact. Thus,
computer owners and users are effectively taxed on their capital.
In other words, the depreciation allowed for computers under the
regular tax is not accelerated relative to economic depreciation
and therefore should not be treated as a "preference" under the
AMT.

CDLA and its memJaers have been working for several years to
obtain fairer and more appropriate AMT depreciation for
computers. As a result of those efforts, in 1990, all but three
of the then Members of the Ways and Means Committee cosponsored a

bill (H.R. 5376) that would have provided fairer depreciation for
computers. This year. Congressman Andrews introduced H.R. 1956,
which would provide 200 percent declining balance depreciation
for computers under the AMT. We applaud his sponsorship and
strongly support his bill.

In contrast, to our grave disappointment, the
Administration's proposals concerning depreciation under the AMT,

which were recently approved by the House (section 12115 of H.R.

2264), essentially provide no relief for computers. This is

particularly ironic given the Administration's commitment to
encourage U.S. high-technology. Although the current
Administration proposal would dedicate approximately S9 billion
to AMT relief, virtually none of it would go toward fairer AMT
depreciation for computers. It is, therefore, with a sense of

great urgency that I testify today.

The Need for More Appropriate AMT DepreciatiPn Allgwang^g

Virtually all agree that computers and other high technology
equipment are critical to America's economic future. The Clinton
Administration's technology policy statement concludes that
"[t]echnology is the engine of economic grovfth" and the key to

creating a vital, high-wage economy.*'

1' The study was conducted in accordance with methods explicitly
approved by Congress in the Tax Reform Act of 1986.

I' Seg Technology for America's Economic Growth, ft N«w PirggtioH
to Build Economic Strength , p. 7 (2/22/93). The Office of

Technology Assessment has similarly concluded that "technology is

the key to competitive success." Sfifi HaKJnq Thing? BgX^tgg;

1212 Potomac Street. A/I

W3SK:ngton. DC 20007

202 333 010!

fix 202 333 Olio
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Despite this recognition, the tax depreciation rules
governing computers are long outdated, unfair, and actually
discourage investment in computers.

Under current AMT depreciation rules, businesses are
permitted to recover their investment in computers over five
years. The 150-percent declining balance rate of depreciation is
used for regular AMT purposes, but the straight line method is
used for purposes of making the adjusted current earnings ("ACE")
AMT adjustment.

Depreciation of computers has remained largely unchanged
since they were first recognized as a separate class of
depreciable assets in 1973* and, not surprisingly, fails to
reflect the "computer revolution." A study by the Gartner Group,
attached for the record, concludes that by 1990, when the study
was conducted, computers were losing their economic value at a
declining balance rate of 210 percent (assuming a five-year
recovery period) . Moreover, because of the guickening pace of
innovation and the increasing preference for smaller computers,
which tend to lose value fastest, the 1990 Gartner Group report
almost certainly overstates the economic life of most computers
placed in service today. Thus, computers lose their economic
value much faster than AMT taxpayers are permitted to depreciate
them .

As a result, the tax code not only fails to encourage the
acquisition of computers, it effectively taxes capital invested
in, rather than income generated by, computers. This discourages
U.S. businesses from making the necessary investments in newer
computer technology and decreases demand for U.S. made computer
products, both of which are central to our economic growth.

The Administration's proposal to liberalize the AMT rules,
contained in the House version of the pending Reconciliation bill
(section 14115 of H.R. 2264) , would eliminate the ACE adjustment
and change the rate of recovery to the 120 declining balance
rate. As a result, taxpayers would recover 3 3.1 percent of their
computer costs in the first two years (as opposed to 32.6 percent
under current law) . Needless to say, that improvement is nominal
at best.

The Administration's proposal would also make all AMT
recovery periods consistent with the recovery periods currently
effective for regular tax purposes. Although this would benefit
many classes of assets, gpffpyters <?wners ^nd Mgerg wpMld qajn
nothing from the change because computers are presently
depreciated over five years for both the regular tax and the AMT.
In other words, the Administration proposes to spend approxi-
mately $9 billion on AMT reform over the next five years, but
virtually none of that amount on reforming depreciation of
computers

.

Competing in Manuf^ctMripq, P-1 (OTA-ITE-444, February 1990).

5' See Rev. Proc. 73-2, 1973-1 C.B. 747 (adopting six-year asset
guideline period for "information systems"). Prior to 1973,
computers were not explicitly described in the depreciation
tables, but would have fallen under the general category of
"office furniture, fixtures, machines, and equipment", all of
which were depreciable over ten years. See id- at 747. In 1981,
computers became five-year property under the then newly enacted
accelerated cost recovery system and their recovery period has
not changed since.
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It is noteworthy that the AMT reform package contained in
last year's vetoed tax bills (H.R. 4210 and H.R. 11), which would
have increased the rate of depreciation to 150 percent declining
balance (but left the AMT recovery periods unchanged) , was
significantly more appropriate for computers than the current
Administration proposal.

It is also important to recognize that our major economic
competitors permit depreciation of computers in line with the
conclusions of the Gartner Group report. England, Japan, and
Germany currently provide for the recovery of 55.0, 53.6, and
51.0 of computer costs, respectively, in the first two years of
ownership.-' This compares with only 32.6 percent under the
current AMT rules and 3 3.1 percent under the Administration's
proposal.

If we are to make the necessary investments in computer
technology to compete and succeed in the global marketplace, our
tax laws cannot continue to discourage such investments . Accord-
ingly, CDLA urges the adoption of AMT depreciation for computers
at a 200 percent declining balance rate over five years
(identical to the current normal tax treatment). This would be
substantially more consistent with economic reality and our
national policy objectives and would still be more conservative
than the Gartner Group's findings.-'

I would be happy to answer any questions.

-' See Ways and Means Committee of the House of Representatives
Hearings on U.S. International Competitiveness, July 17, 1991
(statement of Stephen M. Chaleff on behalf of CDLA) (comparison
of depreciation allowances prepared by Arthur Andersen &

Company)

.

-' The proposal is also consistent with the permanent extension
of the research and experimentation credit, as passed by the
House, which would encourage the pace of technological progress
(and obsolescence) for computers and other equipment.
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Mr. Payne. Mr. Messemer.

STATEMENT OF GLENN M. MESSEMER, VICE PRESIDENT, SEC-
RETARY, AND GENERAL COUNSEL, KAMAN CORP., BLOOM-
FIELD, CONN.

Mr. Messemer. Thank you, Mr. Chairman, and thank you for the
opportunity to appear here today. I understand that my written
statement will be made a matter of record, so therefore I will keep
my remarks brief I am Glenn Messemer. I am vice president, sec-
retary, and general counsel of Kaman Corp., a diversified company
which is a representative member of the helicopter manufacturing
industry, which supports in turn the timber and logging industry.

I am appearing here today in support of a proposal to allow a 3-

year recovery period for helicopters used particularly in timber
management and harvesting. The purpose of the proposed legisla-

tion is to eliminate from the current tax depreciation system what
we believe is an unintended bias against helicopters used for this
purpose. Recent concern over the damage to the environment,
which results from the use of ground-based hauling equipment in
timber harvesting operations, has led to the development of heli-

copters designed and manufactured specifically for use in logging.
Helicopters traditionally used in passenger transportation are de-

signed for passenger capacity, comfort, speed, et cetera, whereas
helicopters designed for the logging industry are really what we
call aerial trucks, and they favor vertical lift and maneuverability
over speed and they are not at all concerned with passenger capac-
ity or comfort. One unfortunate obstacle to the development of this

emerging industry is the current unintended tax advantage enjoyed
by ground-based hauling equipment over aerial equipment used for

the exact same purposes.
As presently in effect, Internal Revenue Code section 168 allows

purchasers of ground trucking and transportation equipment to re-

cover the cost of tractor units over a 3-year period under the modi-
fied accelerated cost recovery system or over a 4-year period if the
alternative depreciation system is applicable.

In contrast, the cost of helicopters used in logging is recoverable
over a 5-year period under the modified system or a 6-year period
under the alternative depreciation system. This is a 2-year dif-

ferential in each case to the disadvantage of the aerial truck versus
the ground transportation. Given the newness of the use of heli-

copters designed for the specific purpose, namely timber harvest-
ing, it is understandable why there is no recognition under either

the modified accelerated cost recovery system or the alternative de-

preciation system presently in effect. However, as a result of the
similarity of the useful lives between these two different types of

aerial versus ground equipment when used in logging, we believe

the code should be amended to allow the cost of helicopters used
predominantly in timber management harvesting to be recovered
over the same period as ground-based hauling equipment, namely
a 3-year recovery period under the modified accelerated cost recov-

ery system and a 4-year recovery period under the alternative de-

preciation system.
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Although the principal reason for adopting the proposed legisla-

tion is to eliminate an inequity in the cost recovery systeni, the leg-

islation would also promote two very significant public policies.

First, it would encourage the development of an environmentally

sensitive technology. Aerial harvesting with a helicopter avoids the

environmentally destructive land clearing required for the ingress

and egress of ground-based equipment. Second, the adoption of the

proposed legislation would encourage defense conversion. The heli-

copter manufacturing industry has suffered as a result of the re-

duction in defense expenditures and the associated downsizing in

the industry.
Eliminating artificial barriers to the sale of helicopters to the log-

ging industry would help preserve critical manufacturing capabili-

ties, including the retention of a substantial number of skilled

workers needed to produce a highly engineered product such as a

helicopter.

Finally, and in conclusion, the adoption of the proposed legisla-

tion should prove to be revenue neutral. Cost recovery represents

merely a timing difference rather than a permanent difference in

taxation, and since the legislation will encourage economic activity

that might otherwise be prevented or curtailed because of environ-

mental concerns, the temporary loss of revenue should be offset by
additional revenues from incremental economic activity in both the

logging industry and in the helicopter manufacturing industrv.

Mr. Chairman, thank you once again for permitting me this op-

portunity to be here today.
[The prepared statement follows:]
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GLENN ML MESSEMER
Vice President, Secretaiy and General Counsel

Kanum Corporation

STATEMENT IN SUPPORT OF A PROPOSAL TO ALLOW
A THREE YEAR RECOVERY PERIOD

FOR HEUCOFTERS USED IN TIMBER MANAGEMENT AND HARVESTING

Mr. Chairman, and Members of the Subcommittee, I want to thank you for this

opportunity to appear before you today.

The purpose of the proposed legislation is to eliminate from the current depreciation

system an unintended bias against helicopters used in timber management and harvesting.

The use of helicopters in the logging industry arose from the concern over the damage

to the environment that results from the use of ground-based hauling equipment in timber

harvesting operations. Until recently, these "aerial trucks" were helicopters originally

designed for passenger transportation that were acquired in the after-market and converted to

use in the logging industry. However, the realization that the long-range effects of existing

timber harvesting practices will require logging companies to turn to alternative technologies,

has led to the development of helicopters specifically designed for use in logging. While

helicopters used in passenger transportation are designed for passenger capacity and comfort

as well as speed, helicopters designed for the logging industry favor vertical lift and

maneuverability over speed, and are not concerned with passenger capacity or comfort.

One unfortunate obstacle to the development of this emerging industry is the current

unintended tax advantage enjoyed by ground-based hauling equipment over aerial equipment

used for the same purposes. As presently in effect, IRC § 1 68 allows purchasers of ground

trucking and transportation equipment to recover the cost of tractor units over a three-year

period under the Modified Accelerated Cost Recovery System ("MACRS") or four-years if the

Alternative Depreciation System ("ADS") is applicable. By contrast, the cost of helicopters

used in logging is recoverable over a five-year period under MACRS or a six-year period

under ADS. This differential arises because the useful life of both trucks and helicopters is

determined by reference to the relative useful lives of these two types of assets in all of tlieir

commercial applications.

Given the newness of the use of helicopters in timber harvesting it is understandable

that there is no recognition under MACRS/ADS as presently in effect. However, inasmuch as

it is unlikely that there are any significant differences in the useful lives of trucks and

helicopters used in logging, the Code should be amended to allow the cost of helicopters used

predominantly in timber management and harvesting to be recovered over the same period as

ground-based hauling equipment, namely a three-year recovery period under MACRS and a

four-year recovery period under ADS.

Although the principal reason for adopting the proposed legislation is to eliminate an

inequity in the cost recovery system, the legislation would also promote two significant public

policies.

First, it would encourage the development of an environmentally sensitive technology.

Aerial harvesting with a helicopter avoids the environmentally destructive land clearing

required for the ingress and egress of ground-base equipment. Fostering the use of helicopters

for timber management and harvesting would promote the management and harvesting of

timber lands in a more environmentally sensitive manner.

The adoption of the proposed legislation would also encourage defense conversion.

The helicopter manufacturing industry has suffered as a result of the reduction in defense

expenditures and the associated downsizing in the industry The industry must be encouraged

to adapt to the changing business climate by developing new uses for its product. Eliminating

artificial barriers to the sale of helicopters to the logging industry would help preserve critical
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manufacturing capabilities including the retention of the substantial number of skilled workers

needed to produce a highly-engineered product such as a helicopter

The adoption of Ae proposed legislation should prove to be revenue neutral. For one

thing, cost-recovery represents a timing difference rather Aan a permanent difference in

taxation. Since the legislation will encourage economic activity that might otherwise be

prevented or curtailed because of environmental concerns, the temporary loss of revenue

should be offset by additional revenues from incremental economic activity in both the

logging industry and the helicopter manufacturing industry.

Mr, Chairman, once again thank you for this opportunity to be here today. I will be

more than happy to answer any questions you or the Subcommittee Members may have.
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Mr. Payne. Thank you very much, Mr. Messemer. We have been
called to vote on the floor of the House. I think we have about 4
minutes. I know there are some members who had questions, but
I would ask unanimous consent to allow those to be submitted to
the record, and you can answer those in writing. Without objection.

[The following was subsequently received:]
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QUESTIONBYMR MCCRERY

MR. MOHATAREM, I'VE HEARD CONCERN EXPRESSED THAT
PERMimNG SMALL BUSINESSES TO EXPENSE A PORTION OF THE COST
OF AN AUTOMOBILE OR LIGHT TRUCK WOULD PROVIDE TAX BENEFITS
FOR LUXURY CARS USED IN BUSINESS OR FOR THE PERSONAL USE OF
THE VEHICLE. HOW WOULD YOU RESPOND?

RESPONSE OFMUSTAFAMOHATABEM

Existing tax provisions, which would remain in force, preclude tax benefits

related to luxury and personal use vehicles. The proposal would not change the

so-called "luxiuy vehicle" depreciation cap of about $13,000. (Since the average
selling price of a vehicle today is approximately $17,800, it is a misnomer to call

$13,000 a "luxiuy" cap.) Also, benefits would continue to be specifically prohibited

for personal use of vehicles. How these protective measures work to prevent
perceived abuse are as follows:

First, with respect to personal use:

o Code Section 179 expensing is not available at all for items used less

than 50% for business purposes. If an item is used between 50% and
100% for business purposes, only the business use percentage of the

cost of the item is eligible for expensing. Hence, no expensing benefit

would be available with respect to the personeJ use of a vehicle.

Moreover, to the extent a vehicle is used for personal use, no
depreciation deduction is allowed, and a vehicle not used
predominantly for business purposes (i.e., more than 50%) cannot be

depreciated on an accelerated basis.

Second, with respect to the perception of granting tax benefits for "luxury"

vehicles:

o The Code Section 280F "luxxory" depreciation limit of approximately

$13,000 over a vehicle's five-year recovery period would remain in

place. Under the proposal, expensing would be granted only to the

extent of this limit. Thus, only the "non-luxury" portion of a vehicle

would be eligible for expensing, and then only to the extent it is

legitimately used for business. For example, a person using a

$90,000 Mercedez Benz for business purposes would receive no
greater tax benefit fi:t)m expensing than someone using a $13,000
Chevrolet deUvery van. What would change under the proposal is

that a small business that acquires an automobile or hght truck for

business piu-poses would be eligible for the same benefits fi-om

expensing as a small business that purchases new air conditioners

or computers for the office.



REPLY OF CLIFF JERNIGAN.
DIRECrOR, GOVERNMENT AFFAIRS ADVANCED \DCRO DEVICES

Response to Questions from Representative Payne at the June 17, 1993 Hearing of Select

Revenue Measures Subcommittee

The Members of this Committee believe that it is very important to bolster the U.S.

economy. Business investment which translates into an increase of U.S.-based jobs

is very important. If three-year depreciation for semiconductor manufacturing

equipment is enacted, would we see an increase in investment by semiconductor

companies over and above planned spending, and if so, how soon could we expect

that to occur? Specifically, how would the change effect your company's investment

plans?

The National Advisory Committee on Semiconductors (NACS) concluded in

their 1990 report on "Capital Investment in Semiconductors" that changing the

depreciable life of semiconductor manufacturing equipment from five years to three

years would increase capital investment in the U.S. semiconductor industry by 11

percent, over and above planned spending. SIA is unable to conclusively determine

how soon investment would increase by individual semiconductor firms; however, we
would estimate that investment decisions would be impacted as soon as the change

is implemented.

The increased investment by each U.S. semiconductor producer would vary by

company size. Given that a piece of semiconductor manufacturing equipment can

cost several million dollars, the purchase of even one new piece of equipment a year

ahead of today's present buying schedule would have a significant impact on my
company's annual capital investment.

I am extremely concerned about many U.S. corporations moving their manufacturing

facilities offshore. Would the change in depreciable life have a significant impact on

a semiconductor company's decision to invest in the United States as opposed to a

foreign country?

The change in depreciable life of semiconductor manufacturing equipment

would certainly make investment in the United States far more attractive to U.S.

producers. The semiconductor industry is very cost competitive and this change

would decrease the industry's overall costs and provide needed capital to invest in

state of the art technology. Further, the change would bring U.S. depreciation

schedules for semiconductor manufacturing equipment closer to the levels our foreign

competitors currently enjoy. Compounding the benefit of this change is the increased

comf>etitiveness U.S. firms would attain. This increase in competitiveness would then

translate into an increase in worldwide market share by U.S. semiconductor

companies. It should also be noted that 75 percent of U.S. semiconductor sales

made overseas come from wafer fabrication in the United States; U.S. semiconductor

companies focus the majority of their R&D efforts in the United States with 95
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percent of all R&D expense being in the United States; and, for every three dollars

of wages paid in the United States, one dollars of wages is paid abroad.

I understand from your testimony that the semiconductor industry is highly

competitive. Congress and the Administration want to ensure that U.S. firms are

able to compete with foreign firms on a level playing field. How much of an

advantage do Japanese semiconductor producers have over U.S. firms?

The U.S. semiconductor industry is very competitive in worldwide

semiconductor markets in terms of technology, manufacturing facilities and product

designs. In fact, U.S. semiconductor firms outcompete Japan in every market outside

Japan. However, in the semiconductor industry, even a small advantage can have a

significant impact on a company's ability to compete. Given that the relative

competitiveness of individual firms in the semiconductor industry depends upon the

company's ability to sustain a high level of capital investment in new plant and

equipment, Japanese semiconductor producers enjoy an advantage over U.S.

producers due to Japanese depreciation policies. Currently, Japanese semiconductor

firms can depredate up to 88 percent of the cost of their manufacturing equipment

in the first year of use while U.S. semiconductor firms are allowed to depreciate only

20 percent of the cost of their manufacturing equipment in the first year. The
difference in the depreciable life of semiconductor manufacturing equipment between

the J£^anese and U.S. govenmients combined with the many other tax benefits

enjoyed by the U.S. industry's chief competitors (i.e., a recent (July 1, 1993) Japanese

R&D credit for those firms involved in microprocessor production), gives the

Japanese semiconductor industry a significant advantage in the very comf>etitive

global semiconductor market

Technology is advancing at a remarkable pace with much of the change directly

attributable to advances in semiconductor technology. What is the actual rate of

technological obsolescence in the semiconductor industry? How quickly does

semiconductor manufacturing equipment depreciate, or actually become obsolete?

As anyone who has witnessed the rapid advances in computer technology over

the past decade knows, there is a vast d^erence between the capabilities of the

computers of today compared to the computers of just three years ago. These

advances are mainly attributable to advances in semiconductor technology. The
semiconductor industry has experienced a change in process technologies or new
generations of devices every three to four years. Each change requires the purchase

of new equipment to produce the new generation of devices. We expect that this

rapid pace of technological obsolescence will continue. A study completed by

American Appraisal Associates in 1991 concluded that the actual economic life of

semiconductor manufacturing equipment was 3.75 years. This life warrants a three

year depreciation rate imder the current law depreciation scheduling. Further, our

industry's global competitiveness is dependent upon our ability to sustain the required

high level of capital investment associated with new, state of the art manufacturing

equipment and facilities.
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REPLY OF CLIFF JERNIGAN,
DIRECTOR, GOVERNMENT AFFAIRS ADVANCED MICRO DEVICES

Response to Questions from Representative Sundquist at the June 17, 1993 Hearing of

Select Revenue Measures Subcommittee

1. Our country is fighting a huge federal deficit which we must make every effort to

eliminate. Do you think that this provision would have a positive or negative impact

on federal revenues and the economy?

Response:

The proposed change to the depreciable life of semiconductor manufacturing

equipment fi-om five years to three years will have a positive impact on the U.S.

economy which, we believe, will greatly offset any negative impact on federal

revenues. A Peat Marwick study completed in 1992 showed a federal revenue cost

of approximately $400 million over five years. Although later Joint Tax Committee

estimates have varied from this nimiber, the industry firmly believes that the cost of

the proposed change will be offset by the impact of the change on the semiconductor

and electronics industries. The change will increase sales made by U.S. equipment

manufacturers, stimulate employment in the industry and generate greater tax

revenue based on a growth in business income ~ all necessary elements for

stimulating the economy and ultimately reducing the federal deficit. It is clear that

the multiplier effects of this bill are substantial.

2. We have heard that it is small business that creates most new jobs and we in

Congress are interested in creating high paying jobs in this country. Would three-

year depreciation create jobs?

Response:

By stimulating investment in the U.S. semiconductor industry Congress would not

only increase the number of semiconductor jobs which are, on average, higher paying

jobs than those in U.S. manufacturing as a whole (see attached chart which compares

semiconductor wages in the United States to manufacturing wages in the United

States), but would also stimulate growth in the U.S. semiconductor manufactiuing

equipment industry which is made up primarily of small U.S. businesses. It has been

the stated position of SIA companies to purchase needed equipment and materials

from U.S. suppliers. This commitment is clearly evident in the industry's investment

in SEMATECH, the government-industry research consortia. Through SEMATECH,
semiconductor manufacturers have established closer relationships with their U.S.

suppliers. This relationship has led to a turnaround in the decline of U.S.

semiconductor equipment sales in the 1980s to a slow and steady increase in market

share in the 1990s. The majority of these U.S. equipment makers are small ~ less

than 100 employees ~ companies with yearly sales of less than $25 million.
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June 28, 1993
The Computer Leasing &

Remarketing Association

Answers of Kenneth A. Bouldln to Congressman
sundgulst's Questions Concerning the Proposal
to Depreciate Computers Under the Alternative
Minimum Tax at a 200 Percent Declining Balance
Rate

You said that computers lose their value economically
at a very fast rate, in excess of a 200 percent
declining balance rate. Why is that?

Computers devalue principally because they very quickly
become technologically obsolete. Businesses need to
use current technology in order to compete. Because,
as everyone knows, the technology has been improving at
lightning pace, any particular computer loses its value
very fast. We are only asking for a rate that is
consistent with economic depreciation . Current regular
tax depreciation allowance is not accelerated and
therefore the AMT should not use a slower rate.

You mentioned that our economic competitors provide
substantially more generous tax treatment for
computers. How is this likely to affect America's
economic position if our tax law isn't changed?

Our inadequate depreciation allowance for computers
increases the cost of buying and using computers.
Thus, either U.S. taxpayers must pay more for the most
recent computer equipment, and operate at a cost
disadvantage, or settle for something more outdated,
and operate at a technological disadvantage. Either
result puts the U.S. at a disadvantage relative to our
economic competitors and jeopardizes our ability to
succeed in the global market place.

If I understand you correctly, the pending
Reconciliation bill is a step backward regarding
computer depreciation. Why is that?

The AMT provisions in the version of the Reconciliation
bill passed by the House would be a step backward.
Both of the tax bills which passed Congress last year
provided for 150 percent declining balance depreciation

74-5120-94-11
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for all assets under the AMT, including computers. The
Reconciliation bill which passed the House
substantially decreases the rate to 120 percent.
Although the bill would also shorten AMT recovery
periods where longer than "regular" tax recovery
periods, this provides no benefit for computer owners
and users. Thus, the pending proposal is substantially
less helpful than what Congress passed twice last year.

The AMT provisions in the Senate's version of the
Reconciliation bill, in contrast, would provide
significant relief for computer owners and users by
increasing the AMT depreciation rate to the 150 percent
declining balance rate for all assets, as in last
year's bills. Even more appropriate relief would be
provided by the Andrews bill (H.R. 1956) , which would
provide 200 percent declining balance depreciation for
computers

.
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Mr. Payne. Mr. McCrery.
Mr. McCrery. Thank you, Mr. Chairman. I just want to thank

General Motors and Mr. Mohatarem for testifying on behalf of my
suggestion that we change the Tax Code to allow small business
folks to utilize the expensing item in the Tax Code for the purchase
of automobiles as well as ouier capital expenditures. I am hopeful
that the members of the committee will give due consideration to

what you have had to say today. Thank you.
Mr. Mohatarem. Thank you.
Mr. Payne. Did you have anything, Peter?
Mr. HOAGLAND. No.
Mr. Payne. Let me thank this panel very much for your testi-

mony for the information that you provided. It certainly will be
very, very helpful to us as we continue in the legislative process,

and we appreciate your time and the time that you took to prepare
this testimony.
Thank you very much, and the committee is adjourned until

June 22 at 10 a.m.
[Whereupon, at 3:30 p.m., the subcommittee was adjourned, to

reconvene at 10 a.m., Tuesday, June 22, 1993.]





MISCELLANEOUS REVENUE ISSUES

TUESDAY, JUNE 22, 1993

House of Representatives,
Committee on Ways and Means,

Subcommittee on Select Revenue Measures,
Washington, D.C.

The subcommittee met, pursuant to call, at 10:15 a.m., in room
1100, Longworth House Office Building, Hon. Charles B. Rangel
(chairman of the subcommittee) presiding.

Chairman Rangel. The Subcommittee on Select Revenue Meas-
ures will come to order this morning, and we will begin the second
of several days of hearings on the miscellaneous revenue issues.

The subcommittee today will receive testimony from the Treasury
Department on the revenue issues that were described in the press
releases of June 2 and 11. In addition the subcommittee will re-

ceive testimony from other witnesses on issues previously an-
nounced before for today's hearing.
Because of the large number of witnesses and the desire of the

committee to question, we ask those who are scheduled to testify

to limit their oral testimony to 5 minutes. I realize that you cannot
make all of the points that you would like to make in that short
period of time, but be assured that your entire written testimony
will be made available to the subcommittee members for review,
and without objection of the subcommittee will be entered into the
record.

At this time, the Chair has been informed that the chairman of

the banking committee of New York State, Denny Farrell is with
us. On behalf of the committee I would like to welcome him. Is he
somewhere? Chairman Farrell. The Chair now yields to Mr. Han-
cock.

Mr. Hancock. Thank you, Mr. Chairman. In the interest of time
and with a lot of work to do, let's get on with it.

Chairman Rangel. Are there any members seeking recognition?

Mrs. Johnson.
Mrs. Johnson. Thank you, Mr. Chairman. Just very briefly, I ap-

preciate the subcommittee's indulgence and your hard work on all

of these provisions. I would just like to call your attention to my
provision to allow people on unemployment compensation to re-

quest the right to have taxes withheld from their unemployment
compensation benefits since those benefits are taxable. I appreciate
the committee's attention to these things, and I am pleased that

one of my local community bankers will be testifying on your last

panel. Ed Lorenson is a man of tremendous experience, and I am
(291)



292

pleased that grassroots people will be here before you to give you
their insights. Thank you, Mr. Chairman.
Chairman Rangel. Well, we thank him for taking the time to

share his views with the committee. Of course, it is with great
honor that I present to the committee our distinguished colleague
from New Mexico, one who is so active in trade and foreign affairs,

and we indeed are fortunate for you to share your views on these
revenue matters today. The Honorable Bill Richardson of New
Mexico.

STATEMENT OF HON. BILL RICHARDSON, A REPRESENTATIVE
IN CONGRESS FROM THE STATE OF NEW MEXICO, AND
CHAIRMAN, SUBCOMMITTEE ON NATIVE AMERICAN AF-
FAIRS, COMMITTEE ON NATIONAL RESOURCES
Mr. Richardson. Mr. Chairman, members of the subcommittee,

thank you for the opportunity to testify at your series of hearings.
Mr. Chairman, first let me commend you and your subcommittee
for the work you have done on the empowerment zones. I will be
testifying today on tax credits for the Indian nations in this coun-
try, and I first want to commend you for the work that you and
the subcommittee have done in the enterprise zones which will

benefit five Native American reservations.
My focus today, Mr. Chairman, is on a single issue that is of ur-

gent importance and falls squarely within Ways and Means juris-

diction, and that is the Indian employment and investment tax
credits which the Congress passed last October as sections 1131
and 1132 of the vetoed Revenue Act of 1992, H.R. 11. I have re-

introduced those identical provisions in H.R. 1325, the Indian Em-
ployment and Investment Act of 1993. A companion bill has been
reintroduced in the Senate. I would urge this subcommittee to

show the leadership that will put the House in the forefront on this

issue and that will lead to readoption in 1993 of the very provisions
that we passed last October.
This measure will stimulate the economy in Indian country by

providing new businesses Federal tax incentives to locate on res-

ervations. First, an employment credit provides for a credit to the
employer based on the qualified wages and qualified health insur-
ance costs paid to Indian employees. Second, the bill provides for

a credit for personal property for new construction property and for

infrastructure investment on or near reservations. This investment
tax credit is limited to reservations where the unemployment levels

exceed the national average by at least 300 percent. Restrictions in

the measure preclude both credits from being used for the develop-
ment or operation of gaming establishments on reservations. These
investment credits will serve to attract new businesses to Indian
reservations by reducing costs associated with locating businesses
on reservations. It will offset additional costs of doing business on
Indian reservations due to a lack of adequate infrastructure and
significantly increase employment opportunities on Indian reserva-
tions.

Mr. Chairman, reservations are among the most severe examples
of poverty in America. 93,000 Indian people are homeless or
underhoused, according to the Bureau of Indian Affairs. Twenty
percent of Indian homes lack toilets and half don't have telephones.
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Unemployment on reservations has always exceeded 50 percent na-
tionally and is over 80 percent on some reservations. Nowhere, and
I repeat nowhere in the United States can you find adverse eco-

nomic conditions that rival those found consistently throughout In-

dian country. Poverty rates are alarming and debilitating to Indian
children and Indian families. Infrastructure that most Americans
take for granted is often nonexistent.

In the Navajo Nation, for example, there are 2,000 miles of paved
roads. West Virginia, which is the same size, has over 18,500 miles.

Running water, electricity, and other so-called necessities of life are
often unavailable. This lack of infrastructure invariably results in

substantially higher nonwage costs for private sector investors and
employers and constitutes the principal deterrent to locating new,
job-producing businesses on the reservations. Another deterrent is

double taxation by the States on non-Indian business conducted en-

tirely within reservations. I have reintroduced legislation to ad-

dress this problem, H.R. 478, and hope the committee will look

carefully at this issue in the future.

In H.R. 11, Congress recognized that the unique circumstances
of Indian country require unique treatment. The House conferees

accepted those Senate-passed provisions and the Congress subse-

quently adopted them. Having sought tax incentives of this type for

some 10 years, Indian country rejoiced, but the celebration was
short-lived when the legislation was vetoed on the day following

the election. The 103d Congress should finish the job, and we
should do it this year.

Now, some may question the advisability for establishing a sepa-

rate tax incentives program for Indian country, but they would be
wrong. Our laws allow for it. Recent legislation requires it and
sound public policy and our moral responsibilities demand it. First,

Native American tribes have a unique legal and political status in

our country, and their relationship with the Federal Government
is on a government-to-govemment basis. This status is well-recog-

nized in treaties, trust obligations, statutes, and case law. Adopting
a separate reservation-based program is consistent with this

unique status and has been upheld by the Supreme Court.

Second, as previously noted, reasoned legislation and common
sense requires that we legislate a response that fits the problem.

A limited Indian country empowerment-enterprise zone proposal

does not go far enough. Participation in a nationwide incentive of-

fering the same level of benefits within Indian country as in non-

Indian areas does not offer the needed Indian differential to help

overcome infrastructure deficiencies and related Indian country de-

velopment barriers not shared by other areas.

Third, the staggering unemployment and poverty rates on res-

ervations demand that we take innovative new approaches to ad-

dress it. Frankly, adoption of the Indian employment and invest-

ment tax credits should be among the easier decisions to be made
in the 1993 tax legislation. The needs are demonstrated without
question. The tax credits are relatively modest in cost, with the

Joint Committee on Taxation providing a revenue estimate of $209
million over a 5-year period. The credits do not funnel funds into

creating and perpetuating a new governmental bureaucracy, but
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instead are available directly to the private sector. They focus on
creating new jobs where they are most needed.
For example, the full reservation investment tax credit is avail-

able only at reservations exceeding the national average unemploy-
ment rate by at least 300 percent. They promote infrastructure in-

vestment where it is sorely needed. The tax credits are understand-
able to investors and employers, and easy to administer. They offer

potential benefit for all of Indian country, rather than to a very few
reservations. They were initiated by the countr^s largest Indian
tribe, the Navajo Nation, and are backed strongly by the National
Congress of American Indians and its members throughout the
United States, and many other tribes.

My understanding, Mr. Chairman, is that later in the fifth panel
some of these tribes will be testifying. We have already passed
these provisions which have continuing bipartisan support. The
lead sponsor in the Senate is Senator John McCain of Arizona. Let
us pick up where we left off last fall.

I ask the subcommittee and the House to take the lead on this

important issue, one that then candidate Clinton endorsed in his
campaign for President and hopefuUv we will make sure, Mr.
Chairman, that this legislation complements the excellent work
that you and this committee have started in the empowerment
zones, both necessities in ensuring that we have some jobs on the
reservation. As chairman of the Indian Subcommittee in the House
Natural Resources, Mr. Chairman, there is no larger and more im-
portant priority for Indian country than this one, and I thank the
gentleman.

[The prepared statement follows:]
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STATEMENT OF CHAIRMAN BILL RICHARDSON
SUBCOMMITTEE ON NATIVE AMERICAN AFFAIRS

BEFORE THE SUBCOMMITTEE ON SELECT REVENUE MEASURES
COMMITTEE ON WAYS AND MEANS

June 22, 1993

On Indian EmployineDt and Investment Tax Credits

Mr. Chairman, Members of the Subcommittee, I appreciate this opportimity to testify

at your series of hearings on various miscellaneous revenue issues.

My focus today is on a single issue that is of urgent importance and that falls squarely

within Ways and Means jurisdiction - the Indian Employment and Investment Tax Credits

which Congress passed last October as Sections 1131 and 1132 of the vetoed Hevenue Act

of 1992" (H.R. 11). I have re-introduced those identical provisions in H.R. 1325, the Indian
Employment and Investment Act of 1993"; a companion bill, S. 211, has been re-introduced

in the Senate by Chairman Daniel Inouye and Co-Chairman John McCain of the Committee
on Indian A£hirs. I urge the Subconmiittee to exercise the leadenhip that will put the

House in the forefront on this issue, and that will lead to re-adoption in 1993 of the very

provisions that we passed last October.

This measure will stimulate the economy in Indian country by providing new
businesses federal tax incentives to locate on reservations. First, an employment credit

provides for a 10% credit to the employer based on the qualified wages and qualified health

insurance costs paid to Indian employees. A credit of 30% is offered to employers having

an Indian work force of at least 85%. This credit is limited to "new hires" and to those

employees who do not receive wages in excess of $30,000. The credit would only be allowed

on the first seven years of employment This tax credit will begin to address the severe

unemployment problems in Indian country. It wiU stimulate job creation on Indian

reservations and significantly reduce Indian tmemployment on reservations.

Second, the bill provides for a 10% credit for personal property, 15% for new
construction property and 15% for infiastructure investment on or near reservations. This

investment tax credit ii limited to reservations where the unemployment leveb exceed the

national average by at least 300%. On reservations where unemployment exceeds 150% of

the national average, half of the credit would be available for qualifying investments .

Restrictions in the measure preclude both credits from being used for the development of

operation of gaming establishments on reservations. These investment credits will serve to

attract new businesses to Indian reservations by reducing costs associated with locating

businesses on reservations. It will ofbet additional costs of doing business on Indian

reservations due to a lack of adequate infrastnicture and significantly increase employment

opportunities on Indian reservations.

There can be little doubt about the urgency of enacting these complementaiy

employment and investment tax incentives to help tribal leaders - at reservations in 32 states

across the country - in their efforts to build infrastructure, provide jobs, and offer hope to

their people. Mr. Chairman, the entire country has been suffering during these hard

economic times, and the new Congress and the new Administration are working together in

a new spirit of cooperation to pull this country back to the prosperity that all Americans

deserve. However, unspeakable living conditions in Indian country set Indian reservations

apart from the hardest-hit inner cities and rural areas • and demand special attention and

the meaningful, new private sector-oriented incentives that the Indian country tax credits will

provide.

Mr. Chairman, Indian reservations are among the most several examples of poverty

in America. 93,000 Indian people are homeless or underhoused, according to the Bureau

of Indian Affairs. 20% of Indian homes lack toflets and half don't have telephones. Of the

1.8 million Native Americans in the United States, 603,000 live below the poverty line. Of

those, 85,000 are under the age of five. Indian youth have the highest dropout rate of any
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minority group at 35.5%. Unemployment on reservations has always exceeded 50%
nationally and is over 80% on some reservations.

As the Nation reviews its health needs, it can look to American Indians as the ethnic

group in the poorest health, with the highest rates of diabetes and tuberculosis of any

minority group. Recently, Indian Health Service reported that tuberculosis rates among
Native Americans exceeded all other minorities by 400%. Indiems die younger than other

groups, from a variety of illnesses. A report last year from the University of Miimesota
showed that the suicide rate of Indian teens is four times greater than any other ethnic

minority. Even the accidental death rate of American Indians is 295% greater than the rate

for the U.S. population. Gh^en the lack of primary health care provided to Indian people,

it is siuprising that the epidemic that occurred in New Mexico on the Navajo reservation

doesn't happen on more reservations nationwide.

Nowhere - I repeat nowhere - in the United States can you find adverse economic

conditions that rival those found consistently throughout Indian country. Poverty rates arc

alarming, and debilitating to Indian children and Indian families. Infrastructure that most

Americans take for granted is often non-existent In the Navajo Nation, for example, there

are 2,000 miles of paved roads; West Virginia, which is the same size, has over 18,500 miles.

Running water, electricity and other so-called necessities of life are often unavailable.

This lack of infitistructure invariably results in substantially higher non-wage cost for

private sector investors and employers, and constitutes the principal deterrent to locating

new, job-producing businesses on Indian reservations. Another deterrent is "double taxation"

by the states on non-Indian business conducted entirely within reservations; I have re-

introduced legislation to address this problem (H.R. 478), and hope that the Coomiittee will

look carefully at this issue in the future.

Unless we legislate to provide tribal leaders with the type of powerful new incenthres

that these Indian country tax credits represent, the existii^ unconscionable conditions

promise only to worse. And make no mistake about it: while American's foreign aid

programs have rightfully helped improve the standard of living in many needy countries

abroad, we have here within our borders - on Indian reservaticMis in 32 states - American

citizens who have perpetually lived in conditions for wone than exist in many of the

countries to \idKMn we provide that foreign aid. In "putting people first," the first place we
should look ii at Indian country.

Now Mr. Chairman, it would be easy simply to assume that Indian country might

benefit from the nationwide tax incenthres such as an extended/expanded targeted jobs tax

credit, and to leave it at that - but we woukl be wrong. Such measures do not provide

sufficient added incentives to overcome the infiutnicture deficiencies that pose a substantial

barrier to investment in Indian country. Moreover, natirawide incentives like a targeted jobs

tax credit will not help to attract - as would the Indian country tax incentives - larger, labor-

intensh^ industrial investment that is most likely to entail new facilities of existing large

business enterprises. Finally, of those incentives, if available elsewhere in the United States,

wiU not provide the added inducement necessary to help level the playing field so that Indian

country can begin to compete against other areas.

Similarly, Mr. Chairman, it would be easy simply to assume that Indian country might

benefit from the one Indian empowerment zone and five enterprise communities that the

House has passed, and to leave it at that - but we woukl be wrong. Regrettably, this is a

"solution" to Indian country unempkiyment that bean no reasonable relationship to the

problem. Unempkiyment on Indian reservations is a nationwide problem as identifiable

locations across the country, and it demands a nationwide response such as that offered by

the Indian Empkiyment and Investment Tax Credits. Helping a very few reservations with

zones will only destroy hope at those other kxations not selected.

Moreover, it is uruvalistic to believe that empowerment/ enterprise zones at Indian

reservations will be able to compete against non-Indian zones offering the same tax
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incentives and benefits. Again, the higher infrastructure cost would in virtually all instances

cause potential investors and employers to choose the zones at non-Indian area which
already have the roads, telephones, etc. that are lacking in Indian country. Thus,
empowerment/ enterprise zones - even for the 6 reservations that are selected - will do
nothing to level the playing field that currently prevents Indian country from competing
effectively against even the most distressed non-Indian areas.

In H.R. 11, Congress recognized that the unique circumstances of Indian country
required unique treatment The House Conferees accepted those Senate-passed provisions

and the Congress subsequently adopted them. Having sought tax incentives of this type for

some ten years, Indian country rejoiced; but the celebration was short-lived, as President

Bush vetoed the legislation on the day following the election.

The 103d Congress should finish the job, and we should do this year. Now, some may
question the advisability of establishing a separate tax incentives program for Indian country,

but they would be wrong. Our laws allow for it; reasoned legislating requires it; and sound
public policy and our moral responsibilities demand it

First, Indian tribes have a unique legal and political status in our country, and their

relationship with the Federal govermnent is on a govemment-to-govemment basis. This
status is well-recognized in treaties, trust obligations, statutes and case law. Adopting a

separate, reservation-based program is consistent with this unique status, and has been
upheld by the Supreme Court.

Second, as previously noted, reasoned legislation - and common sense - requires that

we legislate a response that fits the problem. A limited Indian country

empowerment/enterprise zone proposal does not go br enough. Participation in a

nationwide incentive offering the same level of benefits within Indian country as in non-

Indian areas does not offer the needed "Indian differential" to help overcome infrastructure

deficiencies and related Indian country economic development barriers not shared by other

areas.

Third, the staggering unemployment and poverty rates on Indian reservations demand
that we take innovative new approaches to addreu them. As President Zah testified:

Stated siaqriy, there is no single group of U.S. citizens that - uniformly - is

more economically-deprived than American Indiaiu living on reservations;

there is no classifiable set of locations that - uniformly - is more deficient in

job opportunities than Indian reservations.

Frankly, adoption of the Indian Employment and Investment Tax Credits should be

among the "easier" decisions to be made in the 1993 tax legislation. The needs is

demonstrated, and unquestioned. The tax credits are relatively modest in cost, with the Joint

Committee on Taxation providing a revenue estimate of $209 million over a five-year period.

The credits do not funnel funds into creating - and perpetuating - a new govenmMntal

bureaucracy, but instead are available directly to the private sector. They focus on creating

new jobs where they are most needed. (For example, the full reservation investment tax

credit is available only at reservations exceeding the national average unemployment rate

bv at least 300% .;> They promote infiBstructure investment ^i^re it is sorely needed. The
tax credits are understandable to investors and employers, and easy to administer. They

offer potential benefits for all of Indian coimtry. rather than to a very few reservations.

They were initiated by the country's largest Indian tribe, the Navajo Nation, and are backed

strongly by the National Congress of American Indians and its members throughout the

United States, and many other tribes.

And, wc have alrmdy pMscd thcae provisfamt, «duch have continuing bipartisan

support Let us pick up where we left off last Call I ask the Subcommittee - and the House
- to provide the leadership that will at last incorporate these urgently-needed tax incenthws

into our nation's tax code and tax policies.
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Chairman Rangel. Well, I thank you, Congressman Richardson,
for your enlightened testimony, and I am really grateful that you
brought this issue to the attention of the subcommittee, because
certainly no inner city or even rural pockets of poverty actually

reach the extent of pain and misery that we have on our Indian

reservations.
I should know this, but assuming that we pass the bill out in the

manner in which the House did, how does the bill interact with a
nation as opposed to local and State governments?
Mr. Richardson. Mr. Chairman
Chairman Rangel. The reason for my question is that with the

independence of the Indian nation, would we have any ability for

oversight to make certain, as we do in the inner cities, that the

benefits of the legislation remained within that subdivision as op-

posed to going to outside investors and outside developers?

Mr. Richardson. Mr. Chairman, under our statutes the Federal

Government does have oversight over all Native American activi-

ties, including this one. Both the Bureau of Indian Affairs and the

IRS would have oversight over these matters.

Chairman Rangel. And we could rely on you to draft the report

language to make certain that we can minimize the possibilities of

exploitation which we have had to do with our bill as relates to the

problems we face in the inner cities?

Mr. Richardson. We would make sure, Mr. Chairman, that

proper report language is drafted to ensure that.

Chairman Rangel. Well, I am proud to work with you on this.

As you and I know, this is merely a pilot demonstration project and
falls far short of what we should be doing, but as you testified, this

is a beginning and perhaps a model for the country and Congress
to follow, so thank you for your testimony.
Mr. Hoagland.
Mr. Hoagland. Mr. Richardson, as you know, many of us in the

Midwest are concerned about the spread of Indian casino gaming.
In Minnesota and South Dakota, in Wisconsin we are seeing full-

fledged Nevada-Atlantic City type gaming casinos being established

on Indian reservations. It seems to me that your proposal here is

a much better long-term way of assuring economic growth and sta-

bility on Native American lands as opposed to casino gambling, and
I wonder if you have any reflections on the comparative value of

the two.

Mr. Richardson. Well, I agree with you, Mr. Hoagland, and I

have noticed that the bill that you have introduced that deals with

Indian gaming also contains a provision for tax credits and for job

creation on the reservation the way this legislation is drafted. I

think this is far better. I would like to see our Native American
tribes not be exclusively reliant on gaming, as receptacles of nu-
clear waste, that is another disturbing trend that we see, and that

they get into the private sector. And one of the problems has been
a lot of red tape and bureaucracy within the Indian nation, and
within the Bureau of Indian Affairs that prevents the private sec-

tor from coming in and getting jobs created and setting up plants

and training people, and I would much prefer this type of legisla-

tion than gaming, but gaming has become an option.
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My subcommittee is holding hearings, as you know, on the issue
to see if we need clarifications on that matter, but I think this leg-

islation is the single most important initiative we could take wim
Indian country. We don't have the budget and the money to just
pump money into the reservation. That is no longer possible, and
I think through this effort we can get the public and private sector
working together to bring jobs into parts of this country that are
the most in need by far, and that includes, with all due respect,
some of the areas in some of our urban ghettos.
Mr. HOAGLAND. Well, let me say that I think your efforts in

bringing in this legislation are to be praised because of the fact
that it puts the spotlight on problems of Indian poverty and slow
economic development on reservations, and all of us who are con-
cerned about Indian gaming, I think, are very much concerned
about the poverty problems, and are looking for vehicles to return
that to the top of the priority list, and sincerely believe that we
need to deal with those issues, but that we also should return con-

trol of all casino gambling to the State legislatures and the Gov-
ernors so they can be regulated informally throughout a State. But
clearly your bill addresses a major need, and I am delighted that
you are presenting it and I hope we can act on it. Thank you, Mr.
Chairman.
Chairman Rangel. Mr. Payne.
Mr. Payne. Thank you very much, Mr. Chairman. I didn't have

a question, but wanted to thank Bill Richardson for his testimony
and to thank him for the leadership that he provides in all matters
having to do with Native Americans. I think this is well-reasoned,
well-thought-out legislation, and look forward to working with you
on this. Thank you.
Mr. Richardson. Thank you.

Chairman Rangel. Are there any other members seeking rec-

ognition? Let me thank you again for the contribution you made to

the committee and to our Congress.
Mr. Richardson. Thank you, Mr. Chairman.
Chairman Rangel. Now we have Hon. Leslie B. Samuels from

the Treasury Department, Assistant Secretary for Tax Policy. I

think this is the first time that we have had the honor of having
you testify in front of this committee. Your full statement, as with
other witnesses, will be entered into the record without objection,

and you can highlight your views on the legislation before us in the
manner that you feel comfortable. Of course, the Chair always wel-

comes our old friend, Mr. Sessions. We look forward to working
with him in the immediate future. Secretary Samuels.

STATEMENT OF HON. LESLIE B. SAMUELS, ASSISTANT
SECRETARY FOR TAX POLICY, U.S. DEPARTMENT OF THE
TREASURY
Mr. Samuels. Mr. Chairman and members of the subcommittee,

I am pleased to present the views of the administration on the mis-

cellaneous tax proposals that are the subject of these hearings.

"These proposals are described in the June 16, 1993 pamphlet pre-

pared by the Joint Committee on Taxation, JCS-8-93, and a
June 1, 1993 subcommittee announcement on "Tax Issues Affecting
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the Health and Safety of Inner-city Residents and Other Mis-
cellaneous Health-related Tax Issues.

'

Congress and the administration are currently in the process of
considering the budget reconciliation legislation. This legislation

represents the largest deficit reduction package in the history of
the Nation. The goals which have guided the administration in the
budget reconciliation process should be used as a guide as we con-
sider the measures which are before the subcommittee today.
Chairman Rangel. Mr. Samuels, this is the first time you have

ever been before our committee, I just wanted to inform you, you
are not compelled, of course, to read the entire statement, but, of
course
Mr. Samuels. Mr. Chairman, I propose to read the introduction

and take some questions.
Chairman Rangel. Whatever makes you feel comfortable. I just

wanted to point that out.

Mr. Samuels. OK. These goals include retaining progressivity
and fairness in the tax system, minimizing revenue increases and
maximizing spending cuts without placing an excessive burden on
those least able to afford it, encouraging economic growth and en-
suring that the deficit is reduced over time. The administration is

unable to support proposals that are incompatible with these goals.

The House and Senate Finance Committee have passed a reve-

nue bill, H.R. 2264. The administration supports the position of the
House and Senate Finance Committee that H.R. 2264 should not
contain miscellaneous revenue-losing provisions. Consequently, the
administration is opposed to expanding the scope of that bill to in-

clude such proposals. Moreover, we believe that with respect to pro-
posals that directly relate to the revenue reconciliation bill, it

would be more appropriate to state the administration's position as
part of the consideration of that legislation.

The subcommittee has before it over 170 proposals. These propos-
als are generally not presented as technical corrections but rep-

resent substantive changes to a wide range of tax provisions. Many
of these proposals deal with complex provisions of the law. In many
cases the proposals raise questions of whether existing law should
be thoroughly reviewed and subject to hearings. For example, pro-

posed amendments to the rules applicable to S corporations suggest
that it may be time to review the treatment of S corporations. We
note that H.R. 13 and H.R. 17 contain certain simplification provi-

sions. Complexity in the tax law raises serious compliance and ad-
ministrative problems. These problems have grown over time and
now deserve serious attention. Accordingly, we look forward to

working with interested parties and Congress in developing sim-
plification proposals, including a review of the simplification provi-

sions of H.R. 13 and H.R. 17.

The administration is also aware that many subcommittee mem-
bers are interested in the miscellaneous tax proposals contained in

H.R. 13 and H.R. 17. While the administration has not been asked
to testify on these bills, we note for the subcommittee that a num-
ber of the items in those bills raise significant tax policy concerns
which we would be pleased to discuss at a later time.

In developing our positions on the proposals before the sub-
committee today, we nave relied on a number of tax policy prin-
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ciples. These principles include supporting tax simplification efforts

within the constraints of deficit reduction, opposing rifle shot meas-
ures that provide special benefits to a targeted group of taxpayers,
opposing purely retroactive provisions that seek to supplant the ju-

dicial process, and considering the administerability of each meas-
ure.

Finally, to the extent that miscellaneous tax proposals represent
tax expenditures, the relevant cost to taxpayers and the proposed
revenue-raising offsets are important factors to be considered.
The subcommittee has announced that revenue-raising measures

and other additional miscellaneous issues will be the subject of fu-

ture hearings. The administration's views with respect to many of
the proposals under consideration today assume that appropriate
offsetting revenue measures will be proposed. Consequently, even
for tax proposals that are meritorious, they must be offset by reve-

nue-raising provisions that are compatible with the principles of
deficit reduction. Moreover, even if revenue-raising offsets can be
identified, the administration will wish to work with the sub-
committee and the Congress as a whole to set priorities for the use
of those revenues.
The remainder of the written statement is a detailed discussion

of the administration's provisions and the order of presentation fol-

lows the proposals described in the Joint Committee pamphlet.
Mr. Chairman, that concludes my remarks and I will be happy

to answer any questions that you or other members of the commit-
tee may wish to ask.

[The prepared statement follows:]
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STATEMENT OF
LESLIE B. SAMUELS

ASSISTANT SECRETARY (TAX POLICY)
DEPARTMENT OF THE TREASURY

BEFORE THE
SUBCOMMITTEE ON SELECT REVENUE MEASURES

OF THE
HOUSE COMMITTEE ON WAYS AND MEANS

Mr. Chairman and Members of the Subcommittee:

I an pleased to present the views of the Administration on
the miscellaneous tax proposals that are the subject of these
hearings. These proposals are described in the June 16, 1993
peunphlet prepared by the Joint Committee on Taxation^ ("JCT
Peunphlet"), and a June 1, 1993 Subcommittee announcement on "Tax
Issues Affecting The Health And Safety Of Inner-city Residents
And Other Miscellaneous Health-related Tax Issues."'

Congress and the Administration are currently in the process
of considering the budget reconciliation legislation. This
legislation represents the largest deficit reduction package in
the history of the Nation. The goals which have guided the
Administration in the budget reconciliation process should be
used as a guide as we consider the measures which are before the
Subcommittee today.

These goals include retaining progressivity and fairness in
the tax system; minimizing revenue increases and maximizing
spending cuts without placing an excessive burden on those least
able to afford it; encouraging economic growth; and ensuring that
the deficit does not increase. The Administration is uneJsle to
support proposals that are incompatible with these goals.

The House and the Senate Finance Committee have passed a
revenue bill, H.R. 2264. The Administration supports the
position of the House and Senate Finance Committee that H.R. 2264
should not contain miscellaneous revenue losing provisions.

^ Joint Committee on Taxation, P^gcrJPtJQn <?t Misg^HanggUP
Tax PTPPPSalg (JCS-8-93), June 16, 1993.

^ See. Press Release #3, Subcommittee on Select Revenue
Measures, Committee on Ways and Means (June 1, 1993)

.
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Consequently, the Administration is opposed to expanding the
scope of that bill to include such proposals. Moreover, we
believe that with respect to proposals that directly relate to
the revenue reconciliation bill, it would be more appropriate to
state the Administration's position as part of the consideration
of that legislation.

The Subcommittee has before it over 170 proposals. These
proposals are generally not presented as technical corrections,
but represent substantive changes to a wide range of tax
provisions. Many of these proposals deal with complex provisions
of the law. In many cases, the proposals raise questions of
whether existing law should be thoroughly reviewed and subject to
hearings. For exeunple, proposed amendments to the rules
appliceible to S corporations suggest that it may be time to
review the treatment of S corporations. The last review of S
corporations took place in 1982. Since then, the number of S
corporations has nearly tripled. Moreover, changes in the tax
law, including the repeal of the General Utilities doctrine,
suggest that S coz-porations may be even more important today.
The Administration believes that all of the S corporation tax
proposals should be carefully considered in the context of a
comprehensive review of the S corporation rules. This review
should consider among other things simplification and
rationalization of those rules.

We note that H.R. 13 and H.R. 17 contain certain
simplification provisions. Complexity in the tax law raises
serious compliance and administrative problems. These problems
have grown over time and now deserve serious attention.
Accordingly, we look forward to working with interested parties
and Congress in developing simplification proposals, including a
review of the simplification provisions of H.R. 13 and H.R. 17.

The Administration is also aware that many Subcommittee
members are interested in the miscellaneous tax proposals
contained in H.R. 13 and H.R. 17. While the Administration has
not been asked to testify on H.R. 13 and -H.R. 17, we note for the
Subcommittee that a number of the items in those bills raise
significant tax policy concerns, which we would be pleased to
discuss at a later time.

In developing our positions on the proposals before the
Subcommittee today we have relied on a number of tax policy
principles. These principles include supporting tax
simplification efforts within the constraints of deficit
reduction; opposing "rifleshot" measures that provide special tax
benefits to a targeted group of taxpayers; opposing purely
retroactive provisions that seek to supplant the judicial
process; and considering the administreibility of each measure.
Finally, to the extent that miscellaneous tax proposals represent
tax expenditures, the relevant cost to taxpayers, and the
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proposed revenue raising offsets, are important factors to be
considered.

The Subcommittee has announced that revenue raising measures
and other additional miscellaneous issues will be the subject of
future hearings.^ The Administration's view with respect to
many of the proposals iinder consideration today assumes that
appropriate offsetting revenue measures will be proposed.
Consequently, even for tax proposals that are meritorious, they
must be offset by revenue raising provisions that are compatible
with the principles of deficit reduction. Moreover, even if
revenue-raising offsets can be identified, the Administration
will want to work with the Subcommittee and the Congress as a
whole to set priorities for the use of those revenues.

The remainder of my written statement is a detailed
discussion of the Administration's positions on the miscellaneous
tax proposals which are the subject of this hearing. The
discussion follows the order of the proposals described in the
JCT Piunphlet and the Jvine 1, 1993 Subcommittee announcement.

' See. Press Release #4, Subcommittee on Select Revenue
Measures, Committee on Ways and Means (June 2, 1993).
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ADMINISTRATION POSITION ON
MISCELLANEOUS TAX PROPOSALS

A. TAX ACCOUNTING PROVISIONS

1. Treatment of Contributions in Aid of Construction <H.R. 846^

Administration Position . Do not oppose. The current treatment
of contributions in aid of construction ("CIACs") was added to
the Internal Revenue Code (the "Code") in 1986. It could be a
argued that a CIAC represents prepaid income because it replaces
the income flow that the utility would have charged had it been
required to provide the contributed property with its own funds.
However, if the utility is generally restricted to a fixed rate
structure so that it cannot earn a return on the contributed
property, this prepaid income analysis does not appear
appropriate.

As a matter of tax policy, it is difficult to justify excluding
CIACs received by water or sewer companies but not other
utilities. Moreover, there are certain technical issues raised
by H.R. 846, such as whether the proposal should be effective for
binding contracts in effect on the date this committee acts,
instead of the date of enactment.

2. Capitalization of Certain Costs Associated with Natural
Pilasters

Administration Position . Do not support. The Administration is
aware of concerns regarding lost or damaged crops, such as the
problems of the wine industry caused by phylloxera B. The
proposal, however, allows current tax deductions for the cost of
assets that provide increased value to the industry beyond
restoring crops to their condition before the damage occurs. For
exeunple, the value of a vineyard could be substantially increased
from the use of new technologies related to irrigation systems,
drainage tiles and trellis systems. From a tax policy
perspective, it appears appropriate to permit current taut
deductions for costs incurred to place a grove, orchard or
vineyard back into the state it was prior to destruction. In the
case of a vineyard, for example, these deductions include the
costs of removal of infested plants, removal and disposal of old
assets, land preparation and the planting of new plants.

3. Treatment of Platinum Fabricated into Items Used in a Trade
or Business

Administration Position. Oppose. Revenue Ruling 90-65 is the
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correct Interpretation of the tax law. The ruling held that if
economically recoverable precious metals are physically or
chemically feOjricated into property used in a taxpayer's trade or
business, and the cost of those precious metals represents more
than half the cost of the new property, the cost of the precious
metals is nondepreciable and is accounted for separately from the
item into which the metals are fabricated. The ruling also
states that any change in method of accounting to conform with
the holding in the ruling must be made with the consent of the
Commissioner and a section 481(a) adjustment would be provided.

The proposal allows the change in method of accounting to comply
with Revenue Ruling 90-65 to be made on a cut-off basis for parts
placed in service in taxable years beginning after August 13,
1990. Allowing the change in accounting method to be made on a
cut-off basis inappropriately permits a deduction for platinum
feOsricated into property in prior years, when capitalization was
the proper tax treatment.

B. PIMANCIAL INSTITUTIONS PROVI8IOH8

1. Tax Incentives for Minority-owned Financial Institutions

Administration Position . Oppose. Incentives to assist minority-
owned financial institutions should not be provided through the
tax system, particularly when the incentives are not based upon
economic circumstances. The failure to target the proposal to
disadvantaged persons results in a substantial potential revenue
loss, which we estimate to be approximately $850 million over the
FY 1994-98 budget period.

In addition, the proposed change to the loss carryforward rules
would undermine policies of FIRREA directed at preventing
trafficking in loss carryforwards.

2. perpjt Common Trust Funds to ypansfey Assets to Regulated
Investment Companies Without Taxation

Administration PQ^iti,9n. do not oppose. This proposal is an
expansion of a related proposal from H.R. 13. This proposal, in
combination with the proposal from H.R. 13, provides that smaller
banks, without sufficient funds to create proprietary mutual
funds, may transfer their common trust funds to one or more
larger mutual funds. A similar result could be achieved without
this eunendment by dividing the trust fund and subsequently
converting the divided funds into RICs. The amendment allows
taxpayers to achieve this result in one step, although there are
some concerns edsout basis allocation rules.
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3. Treat Small Finance Companies as Small Banks for Bad Debt
Deduction Purposes.

Administration Position . Oppose. The reserve method may distort
both the timing and amount of deductions because it permits
deductions to be claimed before the associated losses occur. The
method may overstate the eunount of deductions because the
anticipated losses are not discounted to present value.

If finance companies with assets under $500 million are given the
option of using the reserve method, it will be difficult to
distinguish other similar businesses with receiveibles on tax
policy grounds. As a result it would be difficult to prevent
further extension of this tax benefit to other similar
businesses. In addition, the need for a tax subsidy to promote
finance company growth is not apparent. Finance companies
doubled their market share relative to financial institutions
over the last two decades.

4. Treatment of Consolidation of Certain Mutual Savings Bank
Lifg Ingurang? pepartmenlps

Administration Position. Do not oppose. The Administration does
not oppose this proposal as long as it is limited to
consolidation of life insurance departments of mutual savings
banks under section 594 under requirement of state law, the
provision applies only when the policyholders had no rights to
surplus and no voting rights prior to the consolidation, and
their approval was not required in order for the consolidation to
occur.

5. Tax Tr?at^Pent of F^papcjaj. ftsse^ gequritjgation Ipveslppent

Administration Position . Do not support. The Administration
generally supports efforts to remove barriers to the efficient
operation of the secondary market for receiveOsles . Current law
provides more favorable treatment for securitization of mortgages
than for offerings backed by non-mortgage receivables. Mortgages
received special treatment in 1986. Since 1986, the non-mortgage
asset-backed securities market has grown substantially.

The FASIT proposal, however, presents significant problems
regarding complexity, "phantom income," and overall revenue loss.
The proposal's flexibility (e.g., the ability of the entity to
issue debt at any time and to issue multiple classes of equity)
creates the potential for income to completely escape taxation.
Moreover, the proposal's complexity raises serious concerns
regarding the Internal Revenue Service's ("IRS") ability to
administer this area and of the aJsility of taxpayers to comply
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with the rules. The Administration is working with interested
parties and Congress to create a simplified structure which would
reduce the potential for abuse, while allowing the necessary
flexibility.

6. Deductibility of Bad Debt Losses of Nonbank Lending
Institutions

ftf^mjy^jstration Position . Oppose. The rules concerning bad debts
of federally regulated financial institutions recognize their
special status which is not shared by non-federally regulated
institutions. There are no assurances in the case of unregulated
lenders that the debts will be worthless under general tax
principles when charged off for book purposes, or that uniform
charge-off standards will be applied. In addition, the etbsence
of federal regulatory oversight provides xinacceptable
opportvmities for distortions, particularly in the form of
accelerated charge-offs

.

Smaller, privately-held lenders not covered by the proposal would
be disadvantaged relative to their larger, publicly-held
competitors covered by the proposal.

C. INSURANCE PROVISIONS

1. Small Life Insurance Comoanv Provisions

(a) . Treatment of Small Life Insurance Companies Under the
Alternative Minimum Tax

ft';^W]lni"tration Position . Oppose. The alternative minimum tax
("AMT") was designed to limit the extent to which taxpayers with
economic income could use special deductions and credits to
reduce tax liaibilities. Allowing the small company deduction to
be used to reduce adjusted current earnings would conflict with
the purpose of the AMT. The legislative history to the Tax
Reform Act of 1986 specifically addresses the treatment of the
deduction for AMT purposes.

(b). Treatment of Policv Acquisition Expenses of Small Insurance
Companies

ft'^mini^tration Position . Oppose. The adoption of rules that
require capitalization of policy acquisition costs improved the
measurement of economic income for all life insurance companies.
Small companies currently qualify for relatively favorable
acquisition cost treatment because a 5 year, rather than 10 year,
eunortization period is permitted (in addition to the tax
advemtage of the small life insurance company deduction) . No
policy justification exists for rules that provide certain small
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life insurance companies additional cost advantages over their
competitors.

(c). Capitalization of Policv Accmisition Expenses for Small
Lifg Insmrance Companies

A^mipistratj-op Position. Oppose. Adoption of the rules that
require policy acquisition costs to be capitalized rather than
expensed improved the measurement of economic income for all
insurance companies. There is no justification for assuming a
lower rate of policy acquisition costs for small companies.
Small life insurance companies already qualify for relatively
favorable acquisition expense treatment (as defined by the level
of policy acquisition expenses) because acquisition costs are
eunortized over 60 months, rather than the general 120 month
period. There is no policy justification for rules which would
provide small life insurance companies with additional tax
advantages over their competitors.

2. Treatment of Certain Personal Iniurv Liability Assignments
rn.R. 1416^

Administration Position . Do not oppose. There appears to be no
policy justification, apart from revenue considerations, for
allowing less favoreUale tax treatment for work-related physical
injury claims than other physical injury claims.

3. Treatment of Foreign Insurance Companies

Administration Position. Do not oppose, if made applicable on a
prospective basis. While the provisions of current law do not
violate our treaty obligations, we believe the proposed
amendments could improve the operation of the statute.

4. Treatment of Certain Pension Business With Respect to
Emplovees of Charitable Organizations

Administration Position. Oppose. The choice of operating as a
for-profit business should carry with it the consequence of being
subjected to Federal taxation. The proposal would allow a single
taxpayer. Mutual of America, to pursue profits for the benefit of
private interests, yet not pay its full share of income tax
during the 5-year phaseout period. As a result the proposal
would grant Mutual of America a competitive advantage in the
market for pension plan administration.
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5. Treatment of Certain Capital Gains and Losses of a Life
Insurance Company

Administration Position . Do not support. Although life
insurance companies do not get the benefit of section 1231 for
depreciable property used in connection with a non-insurance
business, this is one of many features of the taxation of life
insurance companies that do not conform to the taxation of non-
insurance businesses. Any change in the taxation of life
insurance companies must be considered in connection with the
overall scheme of life insurance company taxation.

D. PAflS-THROUGH EMTITIE8

1. Treatment of Certain Large Partnerships Under the Passive
Iffgg Rvtles

Administration position. Do not oppose. Application of section
469 (k) to large partnerships may facilitate simplified reporting
of partnership losses and eliminate the need for partners to
track acc\imulated passive losses.

2. FflffiilY g C9rpprati<?ng

Administration position. Do not support. If significant changes
are to be made to the treatment of S corporations, proposals
should be fashioned pursuant to a comprehensive, deliberate
process, rather than on a piecemeal basis. This approach
requires a careful consideration of the objectives of the S
corporation regime, how those objectives can better be achieved
and how any changes would interact with the other current forms
of business organization such as limited partnerships and limited
lieibility companies. The most recent comprehensive reform was
enacted by the Subchapter S Revision Act of 1982. That
legislation was preceded by detailed hearings on the problems
facing S corporations and the objectives to be achieved in
eunending the rules. The Congress should follow a similar course
today if it is to consider such comprehensive reforms.

3. Certain Trusts Eligible to Hold Stock in S Corporations

Administration position. Do not support. The Administration
understands the objectives of allowing customary estate planning
tools to be available in the case of a feunily-owned S
corporation. However, if significant changes, such as this
proposal, are to be made to the S corporation system, the
proposals should be fashioned pursuant to a comprehensive,
deliberate process, rather than on a piecemeal basis. This
approach requires a careful consideration of the objectives of
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the S corporation regime, how those objectives can better be -

achieved and how any changes would interact with the other
current forms of business organization such as limited
partnerships and limited liability companies. The most recent
comprehensive reform was enacted by the Subchapter S Revision Act
of 1982. That legislation was preceded by detailed hearings on
the problems facing S corporations and the objectives to be
achieved in amending the rules. The Congress should follow a
similar course today if it is to consider such comprehensive
reforms.

Administration position . Do not support. If significant changes
are to be made to the S corporation system, proposals should be
fashioned pursuant to a comprehensive, deliberate process. This
approach requires a careful consideration of the objectives of
the S corporation regime, how those objectives can better be
achieved and how any changes would interact with the other
current forms of business organization such as limited
partnerships and limited lieJsility companies. The most recent
comprehensive reform was enacted by the Subchapter S Revision Act
of 1982. That legislation was preceded by detailed hearings on
the problems facing S corporations and the objectives to be
achieved in amending the rules. The Congress should follow a
similar course today if it is to consider such comprehensive
reforms.

5. Treatment of Safe-Harbor Leases of Membership Organizations

A<afflinigtr9tion PosJttPn- oppose. This proposal to allow netting
of interest income and rental expense from safe harbor leases
applies to a select group of taxpayers and permits retroactive
relief. It is the Administration's understanding that these
transactions were structured with knowledge that there was a
difficult tax issue regarding the application of section 277 to
the transactions. In this circumstance, the issue of
applicability of section 277 to safe harbor leasing should be
left to judicial resolution.

E. gppT WSCOVPHY PROVTglOKp

1. Depreciation of Semi-conductor Manufacturing Equipment

Administration position. Do not support. Changes in depreciable
life of particular categories of property should be made only
after a detailed evaluation of the relevant economic and related
facts and circumstances and review of satisfactory evidence that
justifies a change. The Administration is not now aware of
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information and analysis justifying a shorter 3-year recovery
period for semi-conductors and is interested in obtaining
additional relevant information. In consulting relevant factors,
it has been suggested that depreciation benefits in other
countries should be taken into account. However, U.S.
depreciation lives should be determined by the economic life of
assets. A separate depreciable life for each asset based on
other nations' tax treatment of similar assets would be not be
administrable and would not be sound tax policy.

2. Depreciation of Helicopters Used in Timber Management and
Harves1;:inq

Administration position. Do not support. Changes in depreciable
life of particular categories of property should be made only
after a detailed evaluation of the relevant economic and related
facts and circumstances and review of satisfactory evidence that
justifies a change. The Administration is not now aware of
information and analysis justifying a shorter recovery period for
helicopters used in timber harvesting. Moreover, a narrow
proposed class is inconsistent with the basic structure of MACRS
depreciation, which consists of broad categories of recovery
periods to provide certainty and reduce administrative burdens.

3. Allow Passenger Vessels Used in Domestic Trade to Qualify for
Merchant Marine Capital Construction Fund

ftriup in Titration Position . Maritime issues are currently under
review by the National Economic Council. The CCF program is one
of the most generous tax subsidies in the Code since the economic
value of the tax benefits arising from the CCF program exceeds
the economic value of expensing acquired vessels. Consequently,
extremely compelling arguments must be made to allow additional
benefits.

Vessels operated in domestic trade already receive protection
from foreign competition under the Jones Act. The Jones Act
provides that all vessels operated in the coastwise trade or
inland waterways must be U.S. owned, U.S. built, and U.S.
flagged.

4. Treatment of Automobiles and Computers Under the Alternative
Minimiim Tax

(a). Computers

^'?'^ini*''tration position . Alternative minimum tax depreciation
treatment is a subject of the Administration's budget proposals
currently under consideration by Congress. Thus, we believe it
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would be more appropriate to state the Administration's position
on this proposal as part of the consideration of that
legislation.

(b). Automobiles

Administration position . Alternative minimum tax depreciation
treatment is a subject of the Administration's budget proposals
currently under consideration by Congress. Thus, we believe it
would be more appropriate to state the Administration's position
on this proposal as part of the consideration of that
legislation.

5. Increase Expensing for Passenger Automobiles

Administration position . Increased expensing is a subject of the
Administration's budget proposals currently under consideration
by Congress. Thus, we believe it would be more appropriate to
state the Administration's position on this proposal as part of
the consideration of that legislation.

6. Treatment of Leasehold Improvements to Nonresidential Real
Property

Adpiniptrjttilon PosjtiPP. oppose, a principal reason for
including leasehold improvements in the seune recovery class as
nonresidential real property was to simplify the Code and thereby
eliminate disputes as to allocations of construction costs
between assets that provide benefits only to the current tenant
and longer-lived improvements. The proposal is of particular
concern because it is quite broad. It applies to both lessors
and lessees. Virtually any renovation of the interior of a
building would qualify. Moreover, the proposal does not require
reheibilitation to be relate to a specific lessee. Apparently, an
entire rehedsilitation of a building, other than the structural
freunework, would qualify.

F. BWPPQYBg pgyErTTg

1. TaxettiPn of V?t^grans' Penefjts fH,R, 7?6)

Adffiinigtratipn PPeitign- support Xdainistration's veraion of
this legislation. The Administration supports the objective of
H.R. 786 and has submitted to Chairmen Rostenkowski and Moynihan
a similar proposal to cunend section 134 intended to achieve
essentially the seune result as H.R. 786. The Administration
would prefer the Administration's legislative language (and
explanatory committee report language)

.
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2. Benefits of Retired Military Personnel Serving as Instructors
in the Junior Reserve Officers' Training Corp rH.R. 736^

Administration Position. Oppose. Compensation paid by public
and private secondary schools should not be treated as a
qualified military benefit. These payments are in the nature of
compensation includeOile in income, regardless of whether a
pari:icular teacher or administrator has previously been a member
of the military and is therefore particularly qualified for the
Junior Reserve Officers' Training Corp (JROTC) program.

3. Nondiscrimination Rules Not to AppIv to State Judicial
Pension Plans

Administration Position. Do not support. Under current
regulations, tax-qualified plans of governmental employers are
deemed to satisfy the non-discrimination requirements, as amended
by the Tax Reform Act of 1986 and subsequent legislation, for
plan years beginning before January 1, 1996. The purpose of the
delayed effective date under current regulations is to provide
adequate time to develop appropriate rules for applying
nondiscrimination requirements to plans of governmental
employers. Although we expect that regulations issued for
governmental plans will recognize the distinct characteristics of
governmental employers, we do not believe that there is a
legitimate tax policy reason to provide a total exemption from
the nondiscrimination rules for any one class of employees.

4. Application of Basis Recovery Rules in the Case of a Refund
Feature

Administration Position ; Support. This proposal would correct a
technical problem in section 72 that, in some cases, precludes
full basis recovery by annuitants.

5. Treat ESOPs as Charitable Organizations for Purposes of
Transferring Stock j.n a Closely Held Corporation (H.R. 1807)

Administration Position . Oppose. We do not believe that the
current charitable estate tax deduction for charitable remainder
trusts should be expanded to cover ESOPs.

6. Excise tax on Nondeductible Contributions

Administration Position. The Administration generally supports
the goals of the proposal. The problems that the proposal
attempts to address are legitimate. A solution that balances the
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competing interests of maximizing contributions to underfunded
pension plans without allowing some employers to shelter
excessive amounts of income is appropriate. We believe that the
proposal represents a reasonedsle effort to balance those
interests. We note, however, that the proposal is not
necessarily the only way to address the problem and that this
issue would be better considered in the broader context of
comprehensive legislation relating to the funding of plans
guaranteed by the Pension Benefit Guaranty Corporation. The
Administration has formed an interagency working group on PBGC
issues and intends to propose legislation in the near future.

7. L^as^g Employ^^s

Administration Position . Oppose. The safe harbor alternative
would permit service recipients and leasing organizations to
circumvent the existing safe harbor limit on the percentage of
leased employees. This limit protects nonhighly compensated
employees by preventing avoidance of the nondiscrimination rules.
In addition, in a sector of the labor force characterized by high
turnover, the proposed five-year graded vesting is likely to
result in reduced benefits for rank-and-file employees who remain
employed with leasing organizations for a relatively short time.

8. Deferred Compensation Plans for Volunteer Fire and Rescue
p^rspppej.

Administration Position. Oppose. The purpose of section 457 is
to limit the amount of deferred compensation provided by tax-
exempt and governmental employers. The proposal would
effectively allow certain fire and rescue personnel to defer up
to 100 percent of their compensation. There is no tax policy
reason for distinguishing employees who perform these services
from any other employees of tax-exempt or governmental employers.

9. "Qualified Football Coaches Plan Technical Corrections Act
<?t 1??3" fHtRt 1991)

Administration Position. Do not support. The Administration has
concerns eUDOut permitting this tax-exempt organization to
maintain a 401 (k) plan that was established after the general
grandfather deadline for tax-exempt organizations, that covers
individuals who are not its employees, and whose employers could
permit them to make salary reduction elective deferrals under
403(b) tax-sheltered annuities.
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10. Family and Medical Leave Accounts

Administration Position . Oppose. The proposal would
significantly expand the tax preference that is currently
provided for savings plans. Because of the negative impact on
revenue, we do not believe that such an expansion is appropriate
at this time. In addition, the proposal does not impose any
nondiscrimination test for contributions. It is also unclear
whether it would be necessary that the account balance actually
be used for family and medical leave. We believe that Faunily and
Medical Leave Account plans could reduce employers' incentives to
sponsor traditional employee savings plans that provide greater
benefits to lower-paid employees.

0. INDIVIDUAL INCOME TAX PROVISIONS

1. Prohibition of Fees Assessed on Emolovees Who Elect to
Receive the Earned Income Tax Credit on an Advanced Basis

Aclffinistrat^^pn position, support. The advance payment option is
availeJjle so that recipients of the earned income tax credit may
obtain the benefit of the credit over the course of the year,
rather than in a lump sum at the time they file their tax
returns. Allowing employers to charge a fee would be
inconsistent with the Administration's goal of providing the
maximum eunount of this form of income support to low-income
workers

.

2. Require Employers to Include Earned Income Tax Credit
Information with Annual wage fW-g) Statement

Administration Position . Support. The Administration believes
that this provision will encourage more low-income workers who
are eligible for the earned income tax credit to claim the
credit.

3. Enhanced Awareness of Advance Payment Potion of Earned Income
Tax Qredjt

Administration Position. Oppose, if the proposal would require
the IRS to send individuals the Earned Income Credit Advance
Payment Certificate (W-5) . Individuals who receive this form
from the IRS may feel obligated to fill it out, even if they do
not want the advance payments. If the notification required by
this proposal merely provides that the advance payment option is
availeJale and the IRS receives an appropriation to offset its
administrative costs, we would not oppose this provision.
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4. Modify Rule for Construction Workers' Deduction for Travel
Expenses Paid or Incurred in Connection with Employment
Lasting One Year or More

ft'?Flin i''tration Position . Oppose. It has not been esteiblished
that the impact of the eunendment of section 162 (a) by the Energy
Policy Act of 1992 upon the construction industry is unique or
more burdensome than the impact upon other industries. Deduction
of expenses for travel away from home may result in the deduction
of personal expenses as business expenses. A universally
applicable fixed time limit (as opposed to the rebuttable
presumption of prior law) is appropriate and should minimize
administrative disputes.

5. "Fairness for Adopting Families Act" (H.R. 930)

Administration Position . Oppose. While the Administration is
extremely sympathetic to the needs of adoptive parents, this
deduction should not be enacted at this time. A more restricted
deduction limited to special needs adoptions would have greater
justification.

6. Exclusion for Certain Overseas Allowances Received by
Certain Department of Defense Personnel

Administration Position. Do not oppose. Allowing civilian
employees of the Defense Department stationed overseas an
exclusion compareUale to the exclusion for employees of the State
Department stationed overseas is reasonable.

7. Choice of 15% Credit or Deduction for Interest on Student
Loans ^H.R. 1667)

Administration Position. The Administration has proposed
comprehensive reform of the student loan system, which is
currently under consideration by Congress.

8. Defer Gains from Real Property Condemnations

ft'^TI'ini Ptration Position . Oppose. The proposed amendment to
section 1033 is overly broad. Investment of the proceeds from
condemned property in any other property within two years of the
condemnation would permit inappropriate deferral of gain.

9. Deduction of State and Local Sewer and Water Fees

A^ninJgtration Position . Do not support. Allowing a deduction
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for State and local sewer and water fees would have a substantial
revenue impact. Deductibility may also create disparities
between taxpayers receiving these services from private utilities
and those receiving similar services from governmental entities.

10. Extend Certain Benefits to Soldiers Serving in Somalia
(HtR. 494)

Administration Position. Do not support. This proposal would
preempt the Executive Branch's prerogative by providing "combat
zone" t^M benefits without the Executive Order contemplated in
section 112 (c) . The Administration has developed and will
support a proposal that extends the benefits of section 7508(a)
to personnel serving in Somalia.

11. Charitable Deduction for Non-itemizers fH.R. 152y

Administration Position. Oppose. The revenue impact of this
proposal would be substantial. In addition, the IRS lacks the
resources to insure reasonzUale levels of compliance.

12. AllQW Taxpayers Repeivjng Unemployp^pt Compensation tp El^gt:
r^qgral Ipgop? Tax wji^hhpldinq

Administration Position. Do not oppose. Recipients of
unemployment compensation benefits may be svibject to underpayment
penalties because of their failure to pay tax on the benefits
until they file their returns. Optional withholding would allow
them to avoid this possibility. It should also alleviate
collection problems for the IRS.

H. ESTATE AND GIFT PROVISIOMB

1. Treatment of Retirement Benefits Under Community Property
Laws

A<affiinigtrati9n PQsitiQn. support with technical modifications.
The Administration generally supports legislation to clarify the
availeUaility of the marital deduction where the non-participant
spouse in a community property state predeceases the participant
spouse.

2. Treatment of Land Subject to Permanent Conservation Easement
(HtRt 2931)

Administration Position . Oppose. We believe that the deduction
allowed under current law for the grant of a chariteQsle easement
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is sufficient. The proposal would permit an exclusion for
surrounding land of unlimited value from the gross estate, rather
than the value of the charitable easement alone. The proposal
would be subject to eOsuse and would substantially erode the tax
base.

3. Estate Tax Valuation of Familv-owned Media Businesses

Administration Position. Oppose. We are generally opposed to
special valuation rules targeted to specific industries. Current
law allows for the determination of appropriate estate tax values
for these types of businesses and should not be changed in the
manner proposed.

4. Increase Maximum Reduction Under Special Use Valuation
ElggUpn (H.R, 3.41,].)

Administration Position. Do not oppose. If Congress decides
that the maximum of $750,000 by which the value of real property
may be reduced under section 2032A is not sufficient, we would
not oppose an appropriate increase in the context of otherwise
accepteOjle legislation.

5. Tax Treatment of Certain Disclaimers

A4ffiini!?tr9ti9n Ppsitipn- oppose. The proposal would open up the
statute of limitations for a one-year period. The United States
Supreme Court is scheduled to decide this issue in the case of
Irvine v. U.S. We believe that the issue should be resolved by
the courts.

6. Estate Tax Recapture from Cash Leases of Soeciallv Valued
Propertv

AiaffiiniPtrat^JPn Ppsit^jont support, we support the proposal on a
prospective basis only.

7. Estate Tax Marital Credit for Certain Employees of
International Organizations fH.R. 770)

Administration Position. Support, with technical Bodifioations.
The Administration believes that the proposal is consistent with
the United States' special role as host to international
orgemizations

.



I. TORBIQH TAX PROVISIONS

1. Treatment of Foreign Base Company Sales and Services Income
of Controlled Foreign Corporations in the European Community

A<tmipistr9tJ.on posjt^i-on. oppose. Although the European
Commiinity is moving towards economic integration, the lack of
direct tax harmonization creates inappropriate tax-planning
opportunities

.

2. Pass-through Treatment for Certain Dividends Paid bv a
Regulated Investment Company to Foreign Persons (H.R. 1891)

Administration Position, Do not oppose in part. We do not
oppose the provisions of the bill that would treat RIC dividends
as "interest-related dividends" to the extent attributable to
interest income that would be exempt from U.S. tax if earned
directly by a foreign person or as "short-term capital gain
dividends" to the extent attributable to the excess of short-term
capital gains over long-term capital losses. We also do not
oppose the proposed treatment of RIC shares for estate tax
purposes. We believe that these provisions will enhance the
ability of U.S. mutual funds to attract foreign investors and
eliminate needless complications now associated with the
structuring of vehicles for foreign investment in U.S.
securities. However, we oppose the provision that would treat
RIC dividends as "taxable interest dividends" to the extent
attributeible to interest income that would be taxable if earned
directly by a foreign person. This provision would unilaterally
extend to foreign investors in U.S. RICs the benefits of the
reduced withholding rates for interest provided in our income tax
treaties, with no guarantee that compareUsle benefits will be
provided for U.S. investors by our treaty partners.

3. Treatment of Software Licensing Income Earned bv a Foreign
galgg corppratJQn

A(^4nistr»t^ion Ppsj^igp. At this time an inter-agency task force
is reviewing our export progreun. It would be premature to
propose amy change in these rules at this time.

4. Expand Foreign Sales Corporation Exemption for Military
Prgp^rtY

A^lffiinigtratiPn Pggjtipn. At this time an inter-agency task force
is reviewing our export program. It would be premature to
propose emy chimge in these rules at this time.
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5. Treatment of U.S. Bank Deposit Interest Received by
Certain Netherlands Antilles Subsidiaries

Administration position. Oppose. There is no tax policy justi-
fication for treating as foreign source bank deposit interest
that would otherwise be U.S. source.

6. Carryforward of Certain Pre-1987 Foreign Base Company Ship-
ping LQSsgs

Administration Position . At this time an inter-agency task force
is reviewing our shipping program. It would be premature to
propose any change in these rules at this time.

7. Pgferr^l 9f U»gt V»S. Tax on Certain Reinvested Foreign pase
gpmpany ?hippinq ingome

Administration Position . At this time an inter-agency task force
is reviewing our shipping progrsun. It would be premature to
propose any change in these rules at this time.

8. Treatment of Certain Investments of Earnings of Controlled
Foreign Corporations in U.S. Property

Administratipn ppsitipn- oppose, we do not object to studying
the proposed changes, as the House version of H.R. 2264 would
rec[uire. However, we believe that it is important to consider
the proposed exception carefully, to ensure that it does not
undermine the general purposes of subpart F. We note, for
instance, that the proposal does not simply treat loans to
noncorporate and corporate U.S. persons identically. Unlike the
current corporate provision, it appears that the proposal would
provide an exception for loans made by a controlled foreign
corporation to a noncorporate U.S. entity that is 25-percent or
more owned by 10-percent U.S. shareholders of the controlled
foreign corporation.

9. ElggtJPn tP Tre^t CQpt:roi;ed Contjgupus Country Corppyatjons
ag ppffi?stip gprporatjons

AdffiinJgtratiPn PPgitiPn. oppose, section 1504(d) has no sound
tax policy basis. Extension of section 1504(d) to all Canadian
and Mexican sxibsidiaries would therefore not further a tax policy
purpose and would effectively provide an election to claim losses
incurred by those subsidiaries.
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10. Revise Application of Interest Allocation Rules in the Case
of Certain Financial Service Providers

Administration Position. Do not oppose. This provision recog-
nizes the disadvantage suffered by diversified multinationals
under the present interest allocation rules by virtue of the
dreunatic differences in leverage associated with financial and
nonfinancial businesses. The provision raises, however, adminis-
trative concerns. The existing separate group rule is adminis-
trable, because it is limited to commercial and savings banks
that are required by federal or state regulation to operate
independently from any non-financial affiliates. If the separate
group rule is expanded to include financial businesses that are
not subject to a legal requirement of independent operation,
anti-ed}use rules will be necessary to prevent the transfer of
funds between financial and non-financial affiliates through
dividends, capital contributions, loans and other means. These
rules would be difficult to administer.

11. Section 936 Treatment for Income from Investments in Certain
South American Countries

Administration Position . Oppose. Adding more countries to the
list of eligible borrowers would unaccepteUsly dilute the benefits
of the program.

12. Allocation to U.S. Source Income of Deductions for Taxes
Paid to State and Local Governments

Administration Posj.tj.on. oppose. The Supreme Court has held
that a state may tax foreign source income if the income has a
sufficient nexus with taxpayer activities in the state. Mobil
Oil CprPt V. Commissioner of Taxes, 445 U.S. 425 (1980). As a
result, states can and do tax income that is treated as foreign
source for federal income tax purposes fe.a. . foreign source
dividends, income from export sales). When a state tax is
imposed on foreign source income, it is related, and thus alloca-
ble, to foreign source income under the provisions of the Code
and Treasury regulations governing allocation of state tax
payments. These allocation rules are tax accounting rules that
permit an accurate determination of US and foreign source income
by matching expenses to the income to which they relate. The
expense allocation rules should not be used to subsidize
taxpayers' earning of foreign source income.
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13. Commodities Income of a Controlled Foreign Corporation

Administration Position. Oppose. The "substantially all"
requirement should not be deleted from the statute, because it
plays an important role in ensuring that the exception is limit-
ed, as intended, to taxpayers actively engaged in a commodities
business.

14. Increase in Reporting Threshold for Stock Ownership of a
Foreign Corporation

Administration Position . Do not oppose. Although the basic
corporate information collected under section 6046 is valuable,
raising the reporting threshold to 10 percent does not signifi-
cantly jeopardize that interest and would ease the filing burden
of U.S. shareholders holding minority interests. These persons
may find it difficult to obtain the information that must be
reported.

15. Exempt Certain Income of Foreign Financing and Credit
Services Companies from the Rules Applicable to Passive
Foreign Investment Companies f"PFIC")

A(?ffiiniPtrat3,on pos^ti.on. oppose. This proposal raises major
administrative problems. The PFIC provisions eliminate the
benefit of deferral for U.S. persons investing in foreign invest-
ment fvinds. The current and proposed exceptions are intended to
permit certain active businesses to retain deferral, to the
extent that the income would not otherwise be picked up under
subpart F. These are, however, very difficult lines to draw and
we think that, with the addition of the proposed exceptions, the
appropriate lines will have been drawn. Therefore, Treasury
should not be given authority to create additional exceptions.

16. Extension of Period to Which Excess Foreign Taxes Mav be
Carried

Administration Position. Do not support. There is no apparent
reason for harmonizing the foreign tax credit carryover periods
with the carryover periods for NOLs. These provisions serve two
distinct purposes. While NOL carryover rules are designed to
permit averaging of income and loss over several years, the
credit carryover rules were intended to mitigate timing differ-
ences between U.S. and foreign laws. The section 904 "baskets"
were designed to foreclose averaging of high- and low-taxed
income. On the other hand, harmonizing the carryback rules is
sensible from an administrative prospective and should be
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considered in connection with the simplification of the foreign
tax provisions.

J. MXTDRAL RESOURCES PROVIBIONB

1. Timber Provisions fH.R. 1997)

(a). Reduce Capital Gains on Timber for Domestic Processing

Administration Position . Oppose. Creating a capital gains
indexation regime on an ad hoc, partial basis would be unfair and
could result in vinjustified tax benefits. It is more appropriate
to consider these proposals after Congress completes its work on
the deficit reduction legislation.

(b). Amend Certain Provisions Relating to the Export of Unpro-
cessed Timber

Administration Position . A provision relating to the export of
unprocessed timber is a subject of the budget reconciliation
proposals currently under consideration by Congress. Thus, we
believe it would be more appropriate to state the
Administration's position on this proposal as part of the
consideration of that legislation.

2. Repeal Related-partv Sales Reouirement for Nonconventional
FMglg PrP<^uctJlon gre^it

Administration position. Do not oppose. There is no compelling
reason to limit the section 29 credit to situations where gas is
sold to an unrelated person. The purpose of the credit is
satisfied and there is little potential for abuse because the
selling price is not relevant to the credit amount.

3. Tax Credit for Oil and Gas Produced from Marginal Properties

ft'?ff ini ?tra'tion Position . Oppose. Marginal properties were
provided substantial tax advantages in recent tax legislation.
We have seen no evidence that tax liability is currently acting
as a barrier to production on these properties. Moreover, there
is no reason that marginal production credits should be subject
to more favorable treatment for AMT purposes than other tax
credits. Use of credits against AMT liability is contrary to the
purpose of the AMT to assure that taxpayers with economic income
are subject to tax.



325

4. Determination of Independent Oil and Gas Producer Status

Proposal il . Allow the per day barrel limitation to be computed
on an average annual basis, rather than a per day basis.

A'^min

i

gyration position . Support. A maximum level of refined
oil should be computed on an annual basis.

Proposal *2 . Increase the per day limitation to either 75,000
barrels or 100,000 barrels, presumably in conjunction with
proposal #1 above.

Administration position. Oppose. The current 50,000 barrels of
production threshold was carefully considered. There is no tax
policy reason for adjusting the threshold.

Proposal *3 . Allow regulated public utilities who sell gas to
ignore sales of gas to customers in determining independent
producer status.

Administration position. Oppose. Producers that are suffi-
ciently integrated to sell at retail are probatbly large companies
of the type intended to be excluded from percentage depletion.
Regulated public utilities, which tend to be relatively large
companies, should not be given a favoreible rule for purposes of
determining whether they qualify as independent producers.

5. "The Renewables and Energy Efficiency Incentives Act of 1993"

(HrRt ?0?^)

Administration position. The Energy Policy Act of 1992 repre-
sented a careful consideration of many of the issues raised by
the proposals in H.R. 2026. Moreover, many of the other propos-
als are the subject of the energy tax proposals included in the
current budget legislation. Thus, we believe it would be more
appropriate to state the Administration's positions on these
proposals as part of the consideration of that legislation.

6. Permit Energy Credits to Offset Alternative Minimum Tax

Administration position. Oppose. There is no reason that energy
credits should be subject to substantially more favoreible treat-
ment than other tax credits. In addition, the purpose of the
AMT, to assure that taxpayers with economic income are subject to
tax, will be weakened if credits may be fully utilized against
it.



7. Treatment of Certain Timber Activities Dnder the
Passive Loss Rules (H.R. 960^

Administration Position. After the Forest Conference President
Clinton directed the CeJainet to develop a comprehensive and
balanced solution to timber-related economic and environmental
issues. A change in the tax law at this time would be premature.
As a result of the limited management services to be provided
with respect to small, feunily-owned timber farms, the 100 hour
material participation requirement in some cases may result in
treatment of these businesses as passive activities. However,
the proposal is overbroad in at least two respects. The justifi-
cation for exempting these businesses from the regulatory
requirements is not apparent if non-family members provide more
hours of management services than feunily members or the farms are
not in fact small.

8. Exclusion from Income of Utilitv Enerov Conservation
Subsidies

Administration position. Oppose. Retroactive application of the
exclusion from gross income provided in the Energy Policy Act of
1992 will not serve its intended purpose of encouraging conserva-
tion subsidies by utilities.

X. HOUBIMQ TAX PROVISIOM8

The low-income housing tax credit ("LIHTC"), since its
enactment in 1986, has grown significantly more complex, to the
point that it is one of the longest provisions in the Code. The
Administration believes that it is not in the best interest of
taxpayers or the government to further complicate these provi-
sions. Consequently, it may be appropriate to review the low-
income housing tax provisions with a view toward making these
rules simpler and more administrable.

1. Low-Income Housing Tax Credit — Tenant Protection

Administration Position. This proposal is currently included in
the Senate Finance Committee's budget reconciliation bill. Thus,
we believe it would be more appropriate to state the
Administration's position on this proposal as part of the
consideration of that legislation.
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2. Low-Income Housing Tax Credit — Community Service Areas

Administration Position. Do not support. The LIHTC is a credit
for housing and functionally related facilities. Under this
proposal, community service buildings would qualify for the
credit if they are "predominantly" used by tenants. This might
allow as much as 49 percent of the use to be for persons other
than residents.

3. Low-Income Housing Tax Credit — Rent Skewing

Administration Position. This proposal is currently included in
the Senate Finance Committee's budget reconciliation bill. Thus,
we believe it would be more appropriate to state the
Administration's position on this proposal as part of the
consideration of that legislation.

4. Low-Income Housing Tax Credit — State Credit Authority
Limitation; Stacking Rule

Administration Position. Do not support. This change would
effectively allow States to carryover unused authority for an
unlimited period. Although this change should have little
revenue impact, it could significantly reduce the flow of credits
to the national pool. This could result in an inefficient use of
the credit by benefiting States that could not use all of their
credit authority at the expense of the States that did use all of
their credit authority.

5. I^y-lncpm? Hpygipq Tay credit — PrPJect^s Finanpe<3 py Tax
-Ex^pt^ Pon<;is

AdffiinigtratJon Ppsit^jpn- oppose. This proposal could increase
the federal benefits to developers of these projects beyond the
eunount necessary as a subsidy.

6. Low-Income Housing Tax Credit — Qualified Census Tracts and
Difficult Development Areas

Administration Ppsj-tjon. oppose. This change would have a
significant revenue cost. The designation of an area as diffi-
cult to develop results in a significant increase in the eunount
of the federal subsidy provided to projects developed in those
areas. Because the designation standards contained in the
proposal are not completely objective it is important that a
federal agency continue to oversee the designation of these
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7. Low-Income Housing Tax Credit — State Credit Authority
Limitation: De Minimis Rule

Administration Position . Oppose. The proposal lacks objective
standards. The lack of uniform criteria for determining costs
could make this proposal difficult to administer and enforce.

8. Low-Income Housing Tax Credit — Project Eligible for
Rehabilitation Credit Even if Interior Walls not Preserved

ft'^^i n i '^tration Position . Oppose. This change removes one of the
significant limitations on the availability of the reheOjilitation
credit. In effect, this change would merely increase the tax
benefits availedsle for a narrow class of low-income housing tax
credit projects. If the tax benefits for low income housing are
determined to be insufficient, a more direct approach to increas-
ing those benefits should be taken.

9. Low-Income Housing Tax Credit — Rehabilitation Credit Income
Limit Not to ApdIv To Certain Low-Income Housing Projects

Administration Position . Oppose. The proposal would substan-
tially expand the existing exception to the passive loss rules
for the rehabilitation credit. The proposed expansion would
principally benefit high-income individuals and would undermine
the passive activity loss rules enacted as part of the Tax Reform
Act of 1986.

10. Low-Income Housing Tax Credit — Tenant Occupancy
Requirement

Administration Position. Oppose. The credit already provides a
substantial sxibsidy to encourage developers to provide housing to
individuals and families with low-incomes (i.e., those below 50
or 60 percent of median income) . Because this proposal permits a
credit to be taken on units occupied by tenants whose incomes
exceed the current income thresholds, this proposal could reduce
the number of units available to tenants who qualify as low-
income tenants under present law. If it is desirable to have the
LIHTC benefit people with even lower incomes, a more comprehen-
sive proposal should be considered.
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11. I^w-Income Housing Tax Credit — student Housing

Administration Position . This proposal is currently included in
the Senate Finance Committee's budget reconciliation bill. Thus,
we believe it would be more appropriate to state the
Administration's position on this proposal as part of the
consideration of that legislation.

12. Low-Income Housing Tax Credit — Tenant Occupancy
Recpiirement; De minimis Errors

Administration Position . This proposal is currently included in
the Senate Finance Committee's budget reconciliation bill. Thus,
we believe it would be more appropriate to state the
Administration's position on this proposal as part of the
consideration of that legislation.

13. Low-Income Housing Tax Credit — Tenant Occupancv
Reguirement ; Annual Recertification

Administration Position . This proposal is currently included in
the Senate Finance Committee's budget reconciliation bill. Thus,
we believe it would be more appropriate to state the
Administration's position on this proposal as part of the
consideration of that legislation.

14. Low-Income Housing Tax Credit — Credits in the Year of
PigpQS^tion

Administration Position. Do not oppose. For the portion of the
year up to the date on which the project is sold, the seller has
provided low-income housing and should receive the credit through
that date.

15. Low-Income Housing Tax Credit — Allocation Between Buver
and Seller fexact davs/mid-month convention^

Administration Position. This proposal is currently included in
the Senate Finance Committee's budget reconciliation bill. Thus,
we believe it would be more appropriate to state the
Administration's position on this proposal as part of the
consideration of that legislation.



330

16. Low-Income Housing Tax Credit — Treasury Authority to Waive
Requirements Regarding Third-party Verification

Ac^winlHtration Position . This proposal is currently included in
the Senate Finance Committee's budget reconciliation bill. Thus,
we believe it would be more appropriate to state the
Administration's position on this proposal as part of the
consideration of that legislation.

17. Treatment of Certain Housing Cooperatives

Administration Position. Do not support. Although it may be
appropriate to treat income from parking and laundry facilities
(attributeJ3le to use by tenant-stockholders and their guests) as
patronage sourced, interest on reserves and rental income should
not be patronage sourced.

18. Treatment of Rehabilitation Tax Credit with respect to
Certain Central Business Districts Under the Passive Loss
Rules

ftfjmjipjgtration Position. See response to number 20, below.

19. Treatment of Rehabilitation Tax Credit Under the Passive
Loss Rules rH.R. 1406^

Administration Position. See response to number 20, below.

20. Modification of Rehabilitation Tax Credit Limits Under the
Papsjv^ I^ss Fu).es

Administration Position. Oppose. Proposals 18, 19 and 20 would
substantially expand the existing exception to the passive loss
rules for the rehabilitation credit. The proposed expansion
would principally benefit high-income individuals and would
undermine the passive activity loss rules enacted as part of the
Tax Reform Act of 1986. In this regard, it is difficult to
justify additional special treatment at this time for the
reheibilitation credit as opposed to any other credit or
deduction. Treasury estimates that H.R. 1406 would result in a
revenue loss of eibout $1 billion during the FY 1994-98 budget
period.
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21. Treatanent of Cooperatives Owning Only Land rH.R. 1418^

Administration Position. Do not oppose, if prospective. The
Administration is not aware of any reason why land cooperatives
should not be entitled to the sane treatment as housing coopera-
tives. However, the retroactive effective date (to December 31,
1987) is not appropriate.

22. Decrease Recovery Period to 15 Years for Certain Low-Income
Housing Property and Provide Other Special Rules

Administration Position. Oppose. Generous tax advantages,
including substantial credits and relief from the passive loss
rules, already exist for low-income housing and rehabilitation.
Shortening the depreciable life to 15 years, doubling the excep-
tion to the passive loss rules (from $25,000 to $50,000), elimi-
nating the income phaseout for the exception to the passive loss
rules, and reducing the depreciable life for AMT purposes (from
40 to 15 years) are not justified at this time. Moreover, these
additional advantages would apparently apply to the entire pro-
ject, not just the rehaOsilitation expenditures.

L. TAX-EXEMPT BOND PROVISIONS

At the present time, the Administration is in the process of
reviewing the nation's infrastructure needs, including the extent
to which tax-exempt bonds should be used to finance those needs.
On completion of this review, it is possible that the Administra-
tion may offer proposals to amend the tax-exempt bond provisions
of the Code to facilitate infrastructure financing.

1. Definition of Private Activity Bonds - Private Benefit
Amount; Private Loan Exception For Housing Bonds

(a). Private Benefit Amount

A^inistr?>tiPn PosjtJQn. oppose. This proposal will have
significant revenue costs. Further, this change would be a
reversal of one of the two major changes to tax-exempt bond rules
made by the Tax Reform Act of 1986. The benefit of tax-exempt
financing should be limited to State and local governments. This
change would result in a significant increase in the volume of
tax-exempt bonds, with this increase being attributable to
increased private benefit.

(b). Private Loan Exception for Housing Bonds

Administration Position. Oppose. The proposal would allow up to



10 percent of each Issue to be used to make private loems that
could not otherwise be financed on a tax-exempt basis. This
change, in effect, could allow every general obligation issue to
be increased in size to make loans for housing provided only that
the loans are marginally subsidized.

2. Certain cooperative Research Aqreem^ntg

Administration Position. Oppose. The expansion of the basic
research concept is likely to result in for-profit entities
benefitting from the tax-exempt financing provided to 501(c)(3)
organizations. Under the proposal, almost any research would
qualify as "basic research" as long as no particular private
entity is entitled to preferential use of any product of the
research. Thus, tax-exempt bond financing would be available for
a large portion of the capital cost of all research facilities.
In addition, the change should not be made retroactively.

3. Certain Qutpyt ra^ciXitjes fH.R. 1938)

Administration Position. Do not oppose. Although this change
would have a slight revenue cost, it would simplify the tax laws
and would mean that output facilities are subject to the same
volume cap requirement as other bonds. There does not appear to
be any reason to treat output facilities more harshly than other
facilities. As a practical matter, the $15 million output limit
of current law may have little effect other than to create an
incentive for public power issuers to operate inefficiently.

4. Certain Volunteer Fire Departments fH.R. 219^

Administration Position. Do not oppose. This proposal to allow
qualified volunteer fire departments to issue tax-exempt bonds
for eunbulances and other emergency response vehicles is a reason-
ahle expansion of their limited authority to issue tax-exempt
bonds under current law.

5. Spaceport Exempt Facilitv Bonds

A<aff4niPtratiQn position, oppose. This proposal would
principally benefit a single municipality in Florida. Further,
there could be a significant revenue loss since these bonds would
not be subject to the volume cap.



6. Qualified Mortgage Bonds - Home Improvement Loans; Two-Familv
Housing; Cooperative Housing

(a). PMalifjed hop? ipprov^mept j.o9ns

ft(aministr?itiQn ppsjt^iQp. do not support, it may be appropriate
to review the dollar limitation on home improvement loans.
However, this type of change should be considered in the context
of a general review of the program.

(b). New two-family residences

Administration Position. Do not support. Residential projects
with more than one dwelling should be subject to the rules and
subsidy programs designed for multi-family housing.

(c). Cooperative housing

Adfflinjgtr^tioh Position. Do not support. In parts of the
country where cooperatives are common, mortgage revenue bond
financing may be effectively unavailable because of a variety of
technical problems related to ownership through a cooperative.
However, the proposal would make a variety of changes that, among
other things, effectively increase the purchase price limit for
cooperatives relative to other mortgage revenue bond financed
projects.

7. 0^alifi?d veterans' ^oirtqaqe Bonds

Administration Position. Do not support. The Qualified
Veterans' Mortgage Bond program continues to apply to only five
states as a grandfather rule and it is not appropriate to further
expand the progreun in this manner. Veterans' progreuns should
apply uniformly across the nation.

8. Qualified Small-Issue Bonds

Administration Position. Do not oppose, with clarification.
The proposal to extend the one-year period to 90 days after
enactment of the extension of the small issue bond program is a
sensible change because the failure to extend the statutory
sunset date has caused projects to fail to qualify for small
issue bond financing. This change should only apply to
facilities placed in service after June 30, 1991.
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9. Modification of Rules Governing Qualified 501fcW3^ Bonds

fttilmi n:^ "Oration position . Do not oppose. The primary effect of
this proposal is to eliminate the $150 million cap on non-
hospital bonds issued on behalf of tax-exempt organizations.
Significantly, the $150 million cap generally applies only to
large private universities. Large public xiniversities and
501(c)(3) hospitals are not subject to similar restrictions. In
addition, the technical rules associated with the $150 million
cap have proven complex and difficult to administer. Repeal of
the cap would simplify the tax-exempt bond financing rules
applicable to tax-exempt universities, charities, hospitals and
other 501(c)(3) organizations.

10. state Private Activity Bond Volume Limitation

ft'^miniP^ration Position . Oppose. This provision would have a
significant revenue cost because the reallocation of unused
volume caps to States in need of volume cap is certain to result
in the immediate issuance of additional tax-exempt bonds.
Further, this change would eliminate a major rationale for the
ability of States to carry over unused volume cap, which is the
eJsility to save up cap for large projects. In addition, the
administration of this program would result in a significant
burden for the IRS.

11. Arbitrage Restrictions — Six-month Expenditure Exception;
gtfltg Rgv<?Xvinq Fwgs

(a). 6-month exception

Administration Position. Do not support. Expansion of the
rebate exception to pre-1990 bond issues may not be appropriate
in all cases.

(b). Revolving funds

Administration Position . Oppose. The problems encountered by
issuers in connection with State revolving fund programs can be
avoided if issuers carefully account for bond proceeds. The
proposal would have a much broader impact than merely addressing
the perceived problem and could lead to abuse.

12. Certain Proposals Relating to the Tax Reform Act of 1986

(a), p^abcxav Flap?



Adninistration PgSttign- Oppoa*. This proposal would permit up
to $140 million of tax-exempt private activity bonds to be issued
in a manner that does not satisfy current law, including the
volume cap on private activity bonds. This proposal will effec-
tively benefit only one taxpayer. Moreover, the project would
benefit from an "in progress" transitional rule even though the
bonds will not have been issued until 12 years after the related
tax law change.

(b). Kenosha. Wisconsin

AdffiinJgtratiPn Ppsjt^ipn. oppose, under the proposal, Kenosha
would be permitted to continue to rely on a transitional rule
that expired in 1990. The change would have an adverse revenue
impact and would permit the issuance of bonds that do not comply
with a number of current law limitations.

(c). gtanfqra Vnivgrsity

Administration Position. Oppose. The transition rules to the
1986 Act were designed for specific projects that were already
"in progress" at the time of the 1986 Act. Shifting the proceeds
of a transitioned issue to a new use is inconsistent with the
purpose of the transitional rules and is designed to avoid the
limitations in current law on large section 501(c)(3) institu-
tions.

13. Expand Exception to Pro Rata Disallowance of Bank Interest
Expense Related to Investment in Tax-exempt Bonds; Increase
Issues Level Exception; Modify Application of 501fcW3^
Pgrrgwers

(a). Increase small issuer exception

Administration Position. Do not oppose. The justification for a
small issuer exception to the bank deductibility rules is legiti-
mate, and a reasonable case can be made that $10 million limit
should be adjusted upward.

(b). 501(g) (3) fc)<?n<^g

AdminJgtrjttJlpn Ppsitipn. oppose. This proposal would have a
significant revenue cost. This change effectively increases the
$10 million small issuer limit by removing a significant category
of bonds from its coverage. In addition, by providing every
501(c)(3) organization with its own annual $5 million limit, the
applicability and complexity of the small issuer rule would be
increased substantially.



14. Certain Airport. Dock and Wharf Facilities

Administration Position . Oppose. This proposal would greatly
expand the types of privately used and o*med property at airports
and docks qualifying for tax-exempt financing without subjecting
those bonds to the volume cap. Further, the proposal is vague in
its description of the type of property that would qualify as
transportation facilities.

M. COMPLIAHCE

1. Accounting for Charges bv Real Estate Reporting Persons for
CPgt? 9f Complvipq with Pepprtjnq Requjrepents pf Qo^^
pggipipn 604?

Administration Position. Support. The Administration believes
that the proposal merely restates current law. However, there is
some concern that the Committee's action could create an infer-
ence that the proposal is a change to current law. The Committee
may wish to include appropriate "no inference" language in the
effective date of the provision.

2. Direct Deposit of Tax Refunds

Administration Position , oppose. This proposal is not adminis-
tred>le at the present time. IRS system capabilities cannot now
assure correct processing of the necessary account information,
so that individual A's refund does not end up in the account of
individual B. Moreover, the IRS would incur substantial costs in
manually transcribing the necessary account information, and this
process would not be error free.

Direct deposit is feasible for refunds from electronically filed
returns. The Committee should consider expansion of the elec-
tronic filing progreim, with appropriate modifications, if it
wishes to make direct deposit more widely availeible.

H. EXCISE TAX PROVISIONS

1. Harbor Maintenance Trust Fund Expenditure

(a) . Suspend Harbor Maintenance Tax When Harbor Maintenance
Trust Fund Exceeds a Specified Balance

Administration Position . Oppose. The Administration has
concerns that, depending on the means of implementation, a cut-
off could be disruptive. The Administration also believes that
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any concerns over excess balances in the Harbor Maintenance Trust
Fund would be ameliorated by the proposal described in (b) below.

(b). Use of Harbor Maintenance Trust Fund for Certain NOAA
Expenditures fH.R. 2094)

Administration position. Support if nodified. A similar
proposal was contained in the Administration's budget. The
Administration would be concerned about any changes that differ
significantly from the budget proposal.

2. Phaseout of Special Alcohol Occupational Excise Taxes

Administration Position. Oppose. The proposal would result in
substantial revenue losses.

3. Exemption from Retail Excise Tax for Truck Equipment Used to
Mix Explosive Chemicals (p.p. 1929)

Administration Position. Oppose. Equipment used to process,
prepare, or load explosive products is currently exempt from tax
under Treasury regulations. The additional exemption for con-
tainers used to transport components of explosive products is
inconsistent with the general principle of taxing truck bodies
that are reasoneJ3ly suitable for use as part of a vehicle de-
signed to transport a load over public highways. Moreover, the
retroactive date is inappropriate because it rewards noncompliant
taxpayers and penalizes taxpayers who complied with existing law.

4. Limit on Transfers of Motorboat Fuels Tax Revenues to the
Boat Safetv Account

A<toinigtratiPh PQsjtJQn. support. The Administration has
proposed this in the Coast Guard reauthorization legislation.

5. ggngglictatg thg Tax Qn Avij^tipn gagclin? ^t Qng Point of
Coljggtion

ft'ilwiniptration Position . The taxation of fuels and collection
points for such taxes are addressed by the Administration's
budget proposals currently under consideration by Congress.
Thus, we believe it would be more appropriate to state the
Administration's position on this proposal as part of the
consideration of that legislation.



6. Wine Spirits — Permit Whev. Tomatoes and other Agricultural
Products

ft'ilTnlnigtration Position . Do not oppose, with clarifications.
Under the proposal, the definition of wine spirits would be
expanded to include spirits derived from agricultural wine ( i.e. .

wine made from agricultural products other than fruit) and other
than standard wine. Thus, nonstandard wine that is currently
wasted could be used to make wine spirits to fortify nonstandard
wines such as wine coolers. The proposal should be clarified to
provide that wine spirits made from other than standard wine may
not be used to fortify natural wine.

7. Dedicate 1 cent Per Gallon of Tax on Diesel Fuel Used bv
Railroads to a Newlv Created Railway Trust Fund

Administration Position. The proposal relates to the
Administration's budget proposals currently under consideration
by Congress. Thus, we believe it would be more appropriate to
state the Administration's position on this proposal as part of
the consideration of that legislation.

0. OTHER PROVIBIONS

1. Tax Credits for Indian Investments and Employment (H.R. 1325^

Administration Position . The creation of tax incentives for
economically distressed areas, including Indian reservations that
are economically distressed, is addressed in the Administration's
budget proposals currently under consideration by Congress.
Thus, we believe it would be more appropriate to state the
Administration's position on this proposal as part of the
consideration of that legislation.

2. AlapK9 Native Qorppratj-ons Standjtpq with respect: tp gftlgg 9f
Losses

A<toinigtration position, do not oppose. Relief to Alaska Native
Corporations ("ANCs") should be structured to minimize
administrative burdens on the IRS and the potential for the
assertion of collateral estoppel against the government.

3. Tax Cre<^it Fpr goptribytjons to C^rt:ain Research Consort:i9

Administration Position . Extension and modification of the
research and experimentation credit are addressed by of the



Administration's budget proposals currently under consideration
by Congress. Thus, we believe it would be more appropriate to
state the Administration's position on this proposal as part of
the consideration of that legislation.

4. Enhance Deduction for Contributions of Computer Equipment to
Arts Institutions

Administration Position. Oppose. The special rule for contribu-
tions of scientific property for research was enacted in response
to studies that showed that universities were unable to meet the
rising costs of scientific equipment in such equipment-intensive
research areas as physics, chemistry and electrical engineering.
This rationale does not apply to contributions of equipment for
use in design research. Moreover, there is no evidence that the
costs of the equipment used in design research are rising. In
fact, the cost of computer ec[uipment, one of the principal tools
of design research, is generally falling.

5. Extend the Exception For Debt-Financed Investments in Real
Propertv to Certain Private Foundations

Administration Position. The treatment of exempt organizations'
real estate investments is addressed by the Administration's
budget proposals currently under consideration by Congress.
Thus, we believe it would be more appropriate to state the
Administration's position on this proposal as part of the
consideration of that legislation.

6. Treatment Under the Passive Loss Rules of Closelv Held C
Corporations Engaged in Equipment Leasing

Administration Position . Oppose. There is no justification for
making a special exception to the passive activity rules for
closely-held C corporations engaged in equipment leasing so that
passive activity losses could offset, for example, portfolio

7. Treatment Under the At-Risk Rules of Real Propertv Acouired
PY FprgglQsur^

Administration Position. Oppose. One of the principal purposes
of the at-risk rules is to limit the opportunity to claim inflat-
ed deductions by overvaluing property. Unrestricted nonrecourse
seller-financing would encourage overvaluation of the property to
which it relates. The proposal does not include explicit safe-
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guards to prevent such overvaluation. The proposal neither
requires an appraisal nor limits the purchaser's at-risk amount
to the property's appraised value.

8. Repeal Limitation on Farm Losses Under the Alternative
Minimum Tax

Administration Position. Do not oppose. The alternative minimum
tax (AMT) rules can deny a general partner in a farm syndicate
who is actively managing the farming activity, any deduction for
economic losses from the activity. Because of his active
management, his losses would not be disallowed under the passive
loss rules. However, section 58(a) would result in a
disallowance of these losses for AHT purposes even though he is
an active participant in the farming activities. The repeal of
section 58(a) would result in conformity between regular tax and
AMT purposes for these losses. The repeal of section 58(a) could
result in a benefit for a small number of taxpayers.

9. Extend "Placed-in-Service" Date for Project under Section
204 fal fl^ (E^ of the Tax Reform Act of 1986

Administration position. Oppose. The debates regarding the
complex and extensive effective date provisions and special rules
relating to the Tax Reform Act of 1986 should not be reopened.

10. Exempt or Expand Safe Harbor from Acciimulated Earnings Tax
for Widelv-Held Corporations

Administration's Position. Do not support. Creation of excep-
tions to the accumulated earnings tax ("AET") rules must be
carefully considered, particularly with respect to their coordi-
nation with other anti-avoidance provisions in the Code, includ-
ing the personal holding company and foreign personal holding
company rules. Although changes in these rules may be justified,
they should await a thorough review of these anti-avoidance
provisions.

11. Definition of Start-Up Companies Under Research Credit

ft'^Blini^'tration Position . Extension and modification of the
research and experimentation credit are addressed by the Admini-
stration's budget proposals currently under consideration by
Congress. Thus, we believe it would be more appropriate to state
the Administration's position on this proposal as part of the
consideration of that legislation.
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12. "The Environmental Remediation Tax credit Act of 1993"
(HtRt 2?49)

Administration Position. Do not support. Although we fully
support the goal of environmental cleanup, the proposal would be
complex and difficult to administer. In addition, the proposal
would have significant revenue cost, and would not be the most
efficient means of providing subsidies to finance cleanup costs.

13. Social Security Tax Status of Distributors of Bakery
PTPdupts

Administration Position. Do not support. Bakery drivers have
been treated as statutory employees for employment tax purposes
since 1951. We do not believe that there is sufficient reason
for changing this longstanding provision and disrupting existing
arrangements

.

14. Application of Common Paymaster Rules to Certain Aaencv
Accounts at State Universities

Ai]n;lniptration position . Do not support. We believe that the
proposal is vinnecessary. Payments from more than one state
agency account would not be treated as payments from separate
legal entities for employment tax purposes. Thus, the common
paymaster rule is not necessary because wages from each agency
would be aggregated under current law for purposes of determining
the extent to which wages exceed the FICA wage base.

15. Issuance of Certificate to the Social Security Trust Fund
(H-R. 9n)

Administration Position . The Administration's position is under
development

.

16. Exempt Non-affiliated Religiously Oriented Schools from
Coverage Under the Federal Unemployment Tax Act ^FUTA^

Administration position. Do not support. We do not support this
proposal because we do not believe that there is sufficient
reason to reduce unemployment compensation coverage for this
group of employers and their employees. In addition, an excep-
tion that is based on whether the employer has a "primary reli-
gious purpose" would increase administrative complexity in the
statute.
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ADMINISTRATION POSITION ON
TAX ISSUES AFFECTING THE HEALTH AND SAFETY

OF INNER-CITY RESIDENTS
AND OTHER MISCELLANEOUS HEALTH-RELATED TAX ISSUES

1. Excise Tax on Firearms

Administration Position . The Administration is examining whether
an increase in the excise tax on firearms and ammunition is
appropriate and, if so, whether the increase should apply to all
firearms in the manner of the proposed tax or only to firearms
and euouDunition most commonly associated with gunshot wounds. In
addition, we believe that medical cost containment should be
addressed as part of a comprehensive health reform plan rather
than through narrower approaches such as the Hospital Gunshot
Cost Containment Trust Fund.

2. Excise Tax on Svrinaes and Intravenous Systems

A<affiinigtrJtti-op position. The tax, by increasing the price of
syringes and intravenous systems that do not meet new Federal
safety standards, would eliminate or substantially reduce their
use by health care providers. While the Administration agrees
with the goal of ensuring the safety of syringes and intravenous
systems, we are concerned about the administration of a relative-
ly small tax that would be imposed at the retail level. Direct
statutory or regulatory restrictions on sales of syringes and
intravenous systems, with appropriate penalties, might be a more
appropriate method of assuring public safety than the proposed
tax.

3. Treatment of HMOs and Charitable Risk Pools under
Section 502 rm^ of the Code

Administration Position.

(a) . HMOs

Administration Position. The Administration is currently
preparing a comprehensive health care reform package. Because of
the significance of HMOs in the health care market, the issue of
their tax treatment under section 501 (m) should be addressed only
in the context of consideration of the Administration's health
care reform package.
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(b). charita)?!^ RisK PpqIs

Administration Position. The laws of at least one state
apparently provide for the organization of charitable risk pools
that provide insurance coverage to charitable organizations that
are members of the pool. The treatment of these charitadsle risk
pools under current law may be uncertain. In particular, it is
unclear whether section 501 (m) precludes these organizations from
qualifying for tax exemption under section 501(c)(3).

The Administration would not oppose a provision under which a
charitable risk pool could qualify as a section 501(c)(3)
organization, notwithstanding section 501 (m), provided that the
chariteUale risk pool receives a sufficient aunount of contribu-
tions from non-members that it uses to subsidize the coverage
provided to members. The Administration believes that, in the
edssence of such subsidized coverage, the operations of a charita-
ble risk pool would be virtually identical to a mutual insurance
compemy, and as such should be subject to tax in accordance with
the policies underlying section 501 (m).

4. Inclusion of Organ Donor Information in Material s Sent to
Taxpavers bv the Department of Treasury

Administration Position. The inclusion of an organ donor card
with every refund payment needs to be carefully considered.
Currently, "stuffers" are only included with refund payments that
do not include an error statement. Error statements explain that
the taxpayer's refund is different from the eunount claimed and
that the difference will be explained in a subsequent mailing.
Confusion by including additional material with the error
statement should be avoided.

When this proposal was considered in the past, it has been noted
that a nvunber of religious groups find the concept of organ
donation offensive and may object to receiving unsolicited
materials regarding organ transplants from the government.

5. Rules Relating to Loss Reserve Discounting bv Medical
Malpractice Insurers

Administration Position . Property and casualty insurers are
allowed a deduction for their loss reserves. Section 846
requires this deduction to be discounted to take into account the
time value of money. The payment pattern of losses in each line
of business is taken into account in computing a taxpayer's
discounted loss reserves. The payment pattern of a line of
business is generally based on industry-wide data. In certain
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circumstances, however, a taxpayer may be able to use a payment
pattern for a line of business based on its own historical
experience

.

Revenue Ruling 92-76, 1992-2 C.B. 453, allows a taxpayer to use
its otm historical loss payment pattern for a line of business if
certain conditions are met.

An earlier revenue ruling had allowed certain taxpayers to elect
to use "composite discount factors"—that is, factors based on
data from several lines of business—in computing discounted loss
reserves for medical malpractice and professional li€U3ility lines
of business. Rev. Proc. 91-21, 1991-1 C.B. 525. Revenue Ruling
91-21 does not apply to accident years after the 1991 accident
year.

The Administration would not support the use of composite
discount factors in cases outside the scope of Revenue Ruling 91-
21 for tax years 1992 and 1993. With respect to tax years 1994
and thereafter, medical malpractice issues might be relevant in
the context of a review and discussion of comprehensive health
care reform.
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Chairman Rangel. You did exclude from your objections to tech-
nical amendments. Was that in here at all? I know about rifle

shots, revenue neutrality and simplifications.

Mr. Samuels. We are not commenting on issues that are purely
technical corrections.

Chairman Rangel. Are there any questions from members of the
subcommittee? Mr. Hancock?
Mr. Hancock. Yes, I would like to ask a couple of questions

about page 36, item 5 of your testimony. I am a little confused
about the administration's position on this.

All it does is move the 1-cent tax on aviation gasoline currently
collected at the retail level to the manufacturer's level, simplifying
the collection process. The retailers support it, the manufacturers
support it, and according to the Joint Tax Committee it will raise
about $500,000 in 1994 and have no revenue effect thereafter.
Can you tell me if the administration supports or opposes this?
Mr. Samuels. Mr. Hancock, as you know the Senate is consider-

ing the reconciliation bill this week. The collection point issue is in
that bill so we felt, as described in the testimony, that it was not
appropriate at this point to comment because it is something that
might be addressed in the legislative process. I would say, however,
that our position of refraining from comment does not mean that
we oppose this proposal. We are sympathetic to trying to improve
collection of these tj^Des of tax and we believe that efforts can be
made to improve collection and and our comments on this proposal
do not mean that we oppose it.

Mr. Hancock. It seems to me that in a situation like this it

would be very easy to make a decision and say this makes good
sense. Everybody we have talked to seems to think so. You are say-
ing that you don't oppose it. You just don't want to make a decision
on it now?
Mr. Samuels. Correct.
Mr. Hancock. Thank you, Mr. Chairman.
Chairman Rangel. Mr. Hoagland.
Mr. Hoagland. I note, Mr. Samuels, that on page 6 you discuss

the treatment of financial assets securitization investment trusts.

Mr. Shaw and I have introduced H.R. 2065, and you indicate in

your statement that the administration generally supports efforts

to remove the barriers to the efficient operation of the secondary
market for receivables, and you go on to note that our FASIT pro-
posal presents significant problems regarding complexity, phantom
income and overall revenue loss, but it sounds like generally you
do support the notion of FASIT legislation if we can reach an
agreement on the Igmguage?
Mr. Samuels. Yes, sir. I believe that the administration supports

the principle that we should try to make the capital markets as
sufficient as possible without undue tax barriers, and so we would
support this type of legislation. As the testimony indicates, we are
concerned about the complexity issues that are associated with this

particular proposal and look forward to working with interested
parties and Congress in trying to fashion legislation that would be
similar to the so-called REMIC legislation.

Mr. Hoagland. You all do feel that now is the time to pass legis-

lation to facilitate a secondary market for nonmortgage obligations,
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that we can get that done and reach an agreement as to the best
way to approach that?
Mr. Samuels. Yes, we believe that this is the time to continue

to work on this proposal. The secondary market for these types of

obligations is quite large, and I think that it would be useful to the
market to have a proposal like this developed.
Mr. HOAGLAND. It seems to me that creating liquidity in the

small loan and receivables market is crucial if we hope to resolve
the credit crunch and to encourage the origination of loans by lend-

ers to America's small and medium businesses. Your staff, Mr.
Samuels, has been very helpful in assisting my people in develop-
ing the FASIT legislation. Additionally, my people have been work-
ing with the Ways and Means and Joint Tax staffs to fine tune the
FASIT legislation, including, as you noted, a reduction in the com-
plexities of the legislation.

I have on this date forwarded, so you will know, to Joint Tax a
second revenue request asking for a detailed breakdown which will

allocate revenue losses to specific provisions of the FASIT legisla-

tion. Hopefully such a breakdown will facilitate our fine tuning of
the FASIT legislation into a final product, and I want to let you
know that I appreciate your work to date personally and that of
your fine staff, and I look forward to working with you and with
Treasury to that conclusion.
Mr. Samuels. Thank you, Mr. Hoagland. We look forward to

working with you.
Mr. Payne. Mr. Chairman.
Chairman Rangel. Mr. Payne.
Mr. Payne. Thank you, Mr. Chairman. Mr. Samuels, I noticed in

your testimony that you said that the administration believes that
all of the S corporation tax proposals should be carefully considered
in the context of a comprehensive review of S corporation rules.

Does that mean that the department of Treasury intends to con-
duct such a comprehensive review or is in the process of conducting
one?
Mr. Samuels. Mr. Payne, I think when we have seen all these

proposals, it strikes us that, given the interest in this area, it

would be an appropriate time to start a review, and we are pre-

pared to work with the interested parties and Congress in develop-
ing proposals that would be appropriate in today's circumstances.
We have not yet started such a review. As you know, a bill was
recently introduced with a whole series of proposed changes to the
S corporation rules. We have looked at that bill and at the other
miscellaneous proposals relating to S corporations. In analyzing
those proposals it occurred to us that the appropriate way to deal
with these issues would be to look at the whole area and not pro-

ceed on a piecemeal basis. I think, given the interest in the area
and the growing importance of S corporations, that we would be
prepared to start working with you and others to develop a view
on this, and there should be hearings as there were in 1982 when
the S corporations provisions were reevaluated.
Mr. Payne. I am pleased to hear of your interest and do look for-

ward to working with you on that provision. I had one other ques-
tion, Mr. Chairman, and it has to do with methodology. As you
made decisions about supporting or opposing these various provi-
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sions, were you looking specifically at tax policy or were you consid-
ering the overall public policy aspects of some of these provisions?
Mr. Samuei^. We looked at both tax policy and other consider-

ations. These provisions were considered by other parts of the ad-
ministration to try to develop a consensus view.
Mr. Payne. I have a particular bill I have an interest in that you

are opposing that has to do with the treatment of land subject to
permanent conservation easement. Those of us who live in rural
areas and have urban areas that are parts of our district believe
that we are losing some of our open spaces at a substantial rate.

We are looking at ways that we might be able to curb the rate of
loss. That is good public policy. I think the bill really is an attempt
to get at a good public policy objective. I would like to continue to

work with the Treasury, noting the objections you have to see if

there is not a way that we can structure the bill so that you would
no longer oppose it.

I would appreciate the opportunity to work with you.
Mr. Samuels. We would be pleased to work with you. As our

comments note, we were concerned about the broad nature of the
proposal, and our preliminary revenue estimate on the proposal in-

dicated that there would be a very substantial loss of revenues, and
that was also a factor that we took into account in evaluating the
proposal as presented.

Obviously, we would be pleased to work with you to see whether
we could refine the proposal in some way that would not result in

such a large revenue loss.

Mr. Payne. Well, we, too are looking at the revenue implications.
This is a bill that was introduced last year. We have tried to define
it more narrowly and were surprised to learn from the Joint Tax
Committee that the revenue estimates have actually gone up by a
factor of several times from the revenue estimate of last year in

spite of the fact that we had narrowed the focus of the bill, and so
we would like to continue to work with you on that as well. Thank
you very much.

Mr. Samuels. Thank you.
Chairman Rangel. Mr. Camp.
Mr. Camp. Thank you, Mr. Chairman. Mr. Samuels, could you

please tell me if I am correct in assuming that do not support is

better than do not oppose, and if I am incorrect, could you define
the difference between the two and the criteria that accounts for

that difference?
Mr. Samuels. Well, we had an ordering of positions, and we took

into account a variety of factors. As you know, with most of these
tax policy decisions you have to weigh various factors. I would say
that "do not support" is not as strong as "oppose," and reflects the
fact that a particular proposal may have, in terms of the balancing,
some significant merit, but there are also significant problems with
the proposal. The "do not oppose" is something that we think has
merit. There obviously, as I said with all these proposals, are
pluses and minuses, and "do not oppose" is a standard one which
we would feel from a tax policy and other considerations if it were
passed we wouldn't feel incumbent to formally oppose it, so it is a
kind of a negative blessing of some type. I think that is a way of
describing it.



348

Mr. Camp. So is "do not support" better than "do not oppose?"
Mr. Samuels. "Do not support" is worse. From our perspective

is support, the best; is do not oppose second best, and is then do
not support the next level, and then there is oppose?
Mr. Camp. OK Other than the brief comment you made
Mr. Samuels. Let me just add, we felt that just saying support

or oppose doesn't deal with the kind of gradations of judgments
that go into this, and so we felt that there should be—and I think
this has been following some tradition—some gradations between
just support and oppose.

Mr. Camp. It is the gradations and judgment I am interested in.

Were there any objective criteria that you used to make those other
than you said you looked on a case-by-case basis at the merits of
each proposal? Was there anything other than that, anything
Mr. Samuels. No, sir, we looked at each proposal on its own and

evaluated each proposal on its own to determine what our position

was.
Mr. Camp. Thank you, Mr. Chairman.
Chairman Rangel. Mr. Kopetski.
Mr. Kopetski. Thank you, Mr. Chairman. Mr. Samuels, I was

pleased to see over on the Senate side that a number of the low-
income housing credit issues were addressed in the Senate rec-

onciliation bill, and I hope we can have your support in the con-
ference committee on some of those areas that the Senate included
in their version, and I hope we can work together on those issues.

I do want to address some of the timber-related issues on page 23
and 25 and get a better understanding of the administration's posi-

tion.

First, you oppose a capital gains indexation regime for growing
timber, and then it says it is more appropriate to consider these
proposals after Congress completes its work on the deficit reduc-
tion. Now, a part of the problem is that the Senate took the FSC
or Foreign Sales Corporation moneys and spent them on budget
deficit reduction. At any rate, a nontimber-related program which
gets to B, which is where you say we believe it would be more ap-
propriate to state the administration's position on this proposal as
part of the consideration of that legislation, being the Senate side.

I guess it would be very instructive for us to know the Treasury's
position on that provision of the Senate bill as it relates to remov-
ing FSC for log exports.
Mr. Samuels. Mr. Kopetski, the revenue reconciliation bill is

now in the Senate. There will obviously be some differences be-

tween the Senate and the House version, and the administration
feels that we would like to defer any comments on those differences
until conference. The Senate hasn't voted on their bill, and we
haven't felt that it would be really useful to start taking positions

about how we feel about particular provisions before uie Senate
acts, and we evaluate the whole bill and all the provisions of it and
form a view about the conference.

Mr. KOPETSKL Well, in addition to that piece of legislation, the
President is about to announce his timber bill. He spent a full day
in the Northwest with the Vice President trying to work out this

complex, very emotionally charged issue, and so probably next
week a bill is going to be sent to the Congress, and it is going to
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include these measures as well, and I don't think you have the lux
ury of waiting for conference.
Mr. Samuels. Let me just say, I think that what we would like

to do is wait until the Senate has acted, which we believe will be
in the very near future. You are correct that the administration is

actively working on this issue, and decisions are in the process of
being reviewed. There is an active working group within the ad-
ministration, and the administration's views will be made known
when the President makes the decisions, and as far as I know he
hasn't made decisions on these issues. But he is actively working
on it, and I believe you are correct that the administration is going
to announce its positions in the near future.

Mr. KOPETSKI. Well, let me ask you this: Perhaps you can help
me here? There is an issue of whether capital gains treatment
should be given to those who export logs as well as those who sell

the logs for domestic mills. My position is that we should not make
that distinction. Do you folks have a position on that issue?
Mr. Samuels. I tnink your question relates to, in effect, the ex-

port benefits available under the tax law for timber, including the
unprocessed timber which is in the Senate bill, and I am sorry not
to be able to answer you directly on that, but that again is

Mr. KoPETSKi. That is a separate tax issue. There is currently-
well, I don't want to lecture you on tax policy and Tax Code at this

point. I will just say that we could end up, we in the Northwest
could get whipsawed by the indecisiveness of the administration on
this. We wait for conference and we lose our opportunity to effect

policy for the Northwest in this bill. That is one of my concerns.
In addition, we could get into the whole politics of the timber bill

and be told that we are going to deal with that in reconciliation,

and we lose out entirely, so this is a huge concern of mine, the fact

that the White House has not made up its mind on these very im-
portant issues for the Northwest.
Mr. Chairman, are we going to have a second round of questions?

I know I am taking a lot of time.

Chairman Range L. I would say that we hope—you mean with
this witness? I really don't know.
Mr. Samuels. We would be happy to

Chairman Rangel. We have a large number of witnesses. I am
certain Treasury will be anxious to work with you and submit an-

swers, but we are going to be here most of today.
Mr. KOPETSKL Mr. Chairman, then I will stop at this point and

work with them on the other questions that I had as well and other
parts of the proposal.
Mr. Samuels. We would be happy to work with you and your

staff on these questions.
Mr. KoPETSKL Thank you, Mr. Chairman.
Chairman Rangel. Mr. Hoagland.
Mr. Hoagland. Mr. Samuels, referring to page 5, item B-2 in

your outline, I served on the Banking Committee for 4 years, and
concluded during my service there that allowing banks to under-
write and sell mutual flinds is an important way of strengthening
the financial institution industry, and I notice here that the Treas-
ury does not oppose what was section 623 of H.R. 13 to allow banks
to convert common trust funds, transfer assets from common trust



350

funds into mutual funds, and it looks here as if you all don't oppose
a provision that would allow smaller banks to participate in this

activity by being able to transfer their common trust funds to one
or more larger mutual funds. Do I read you correctly?

Mr. Samuels. Yes, sir.

Mr. HoAGLAND. Is that another issue we could work on together?
Mr. Samuels. We will be pleased to work on the technical parts

of that proposal.

Mr. HOAGLAND. The banking industry is under assault in many,
many areas, and anything we could do to strengthen our financial

institutions I think would benefit the economy considerably.

Let me refer you to page 7, item B-6, "the deductibility of bad
debt losses of nonbank lending institutions." Is there any hope for

progress on this issue or do your words mean what they say?
Mr. Samuels. We have looked at this very carefully, and the rea-

son that we came up with our position of opposition to the proposal
is that we think that it would be very difficult to administer and
establish standards which would be similar to bank regulatory
standards, so we just don't see really how one can do that in a way
that would provide for sensible administration over time.
Mr. HoAGLAND. So your opposition sounds pretty hard on that

issue unless we can somehow justify these-address these concerns?
Mr. Samuels. That is correct.

Mr. HoAGLAND. Thank you, Mr. Chairman.
Chairman Rangel. Mr. Kopetski, you had other questions?
Mr. Kopetskl Thank you, Mr. Chairman.
Mr. Samuels, in terms of the Vets bond program on page 32 of

your document, Oregon and Texas and California, and I forget the
other State, are these special programs that allow building of

houses and that provide housing for veterans, the States have
agreed to a cap? I don't know if you are aware of this, in terms of

how much bond—how many bonds or the amount of bonds that
they would issue. I don't know if you are aware of that? Perhaps
we could work together on trying to see if we can't work something
out in this area.

I know that there have been fears in the past. Congressman
Moody had sponsored this bill before, and we are looking at ways
to put a cap on this. Is it possible we might be able to work to-

gether on this?

Mr. Samuels. We would be happy to work with you on this. I

think our concern on this particular proposal is that at the moment
the program applies to five States, and has been subject to a grand-
father rule under current legislation, where people felt that it was
going to be phased out because it was targeted to only five States.

In analyzing the proposal, it seemed to us that if one wants to

make these types of benefits available, the programs should apply
uniformly across the country so that it is not just available to vet-

erans that happen to be in particular States. While we understand
the benefits of this proposal, it seemed to us that, instead of per-

petuating a program that only applied to five States and which was
grandfathered, it would be more appropriate to expand the pro-

gram on a nationwide basis.

Having said that, we are happy to discuss it.
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Mr. KOPETSKI. Well, I think that—I guess I would respond by a
couple of points. I believe New York is the fifth State. We are talk-
ing about probably 30 to 40 percent of the population of the United
States, and so that is significant. It is not just one-tenth of the
States.
Mr. Samuels. We understand. I think that our understanding is

that the States are Texas, Oregon, California, Wisconsin, and Alas-
ka.
Mr. KOPETSKI. And Alaska, I am sorry, it is not New York.
Mr. Samuels. We did consider that some of those States obvi-

ously have a significant population, but that when you looked at
the entire country it was maybe more targeted than it should be,

but as I say, we are pleased to discuss this with you.
Mr. KoPETSKi, It is my understanding that no other States are

asking to create these kinds of—this particular program; that it is

a way of providing housing to a lot of people in this country. Could
I ask you also about the special occupation tax. Everybody from
bed and breakfasts to major stores have to pay this tax, and this
is after they pay their regular corporate taxes, after they pay taxes
on the beer and wine sold, and then they get hit with this $250
tax.

Now, that is not a lot if you are Safeway, but if you are the mom
and pop's bed and breakfast in Ashland, Oreg., providing—which
is important to our tourism industry, and people seeing Shake-
spearean plays and that, $250 is a lot of money to these folks. Is

this the only reason, it is just a revenue loss, the reason you oppose
this?

Mr. Samuels. Yes, it is. Our revenue estimate is that it would
lose $427 million over 5 vears, and that seemed as if it was a sig-

nificant number in today s deficit reduction period, and so that was
the issue that we were concerned about.
Mr. Kopetski. In terms of policy, then, do you want to comment

on whether this is fair tax policy for small businesses to be hit a
third time, even if they offer for sale one glass of wine within the
evenini r?

Mr. Samuels. I think from a policy point of view this is an excise
tax, and it seemed to us that you have to weigh the amount col-

lected, the administerability and kind of the compliance, and the
compliance costs. It is essentially similar to a user fee. I don't think
we have strong policy kinds of issues on either side of that.

Mr. Kopetskl Thank you. Thank you, Mr. Chairman.
Chairman Rangel. Mr. Samuels, you mentioned some clarifica-

tion that you wanted with the housing tax provision. Do you envi-

sion some package that you can support?
We are concerned that all the amendments we may consider may

just have too many sweeteners in it, but do you have a well-bal-

anced package, do you have something in mind when you are say-
ing that you wanted to review the low-income housing tax provi-

sions? Do you know what you want to do now? Or just look at
them?
Mr. Samuels. The statement in our testimony reflects the same

considerations as our comments on S corporations. We looked at
these proposals, and there are a significant number of them, and
we looked at the statute which is now one of the longest provisions

•7A c^i^ r\
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of the Internal Revenue Code, possibly the longest. I haven't count-

ed all the words.
Chairman Rangel. I am asking do you have a proposal.

Mr. Samuels. We do not have a specific proposal. It occurred to

us that this provision is so complicated that it would be worth look-

ing to see whether there were ways that would make it simpler

and easier to use.

Chairman Rangel. But not before the conference?

Mr. Samuels. No.
Chairman Rangel. OK Now, you say here that you oppose rifle

shots. As you know, because they favor something-in any event, in

a 1986 tax bill we had transition rules when a case came before

the committee, and we thought that equity determined that we
should provide the transition rules. Many companies then tried to

meet that deadline, and they made the case to the committee and
subcommittee and found that they needed an extension of the tran-

sition rule, but you have indicated that you oppose it without re-

viewing the merits because it favors a taxpayer. Without reviewing

the merits of it or more importantly, without even reviewing the

harm they could cause if relief is not granted.

How do you reach this broad-based decision that they are op-

posed merely because they are described as a rifle shot?

Mr. Samuels. I think that our position on the 1986 act transition

rules is that those were all carefully negotiated at the time, dis-

cussed at the time, and it would be at this particular moment inap-

propriate to reopen those transition rules, that there could be per-

ceptions of unfairness to some people who had to live with their

transition rules and didn't come and ask for an extension of them,

and it is one of those situations where we don't think that it is ap-

propriate from a tax policy point of view to effectively reopen these

very complicated provisions 7 years after the passage of the 1986

act.

Chairman Rangel. You say this is not the appropriate time. You
mean that you have shut down on this issue and there will be no
appropriate time?
Mr. Samuels. Correct. We think that now 7 years have passed

and that people have raised their issues. They had carefully consid-

ered those transition rules at the time, and there were a lot of

those transition rules. It is inappropriate to open up the 1986 act

7 years later.

Chairman Rangel. OK. Of course, if it is in a tax bill you may
have to reconsider your position?

Mr. Samuels. Of course.

Chairman Rangel. Of course. Now, as relates to the simplifica-

tion and technical correction provisions in last year's bill, H.R. 11,

I assume when I asked the questions before as related to technical

corrections, that also would include no objections to the simplifica-

tions as well?
Mr. Samuels. That is generally correct. The only reason I hedge

it slightly is that I think we would like to carefully look at each

of the simplification proposals to satisfy ourselves that they are

really simplification proposals. We strongly support the simplifica-

tion effort. We are concerned about complexity in the tax law, and
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so we look forward to working with you and your committee on
simplification efforts.

Chairman Rangel. I assume that Treasury still supports the
empowerment and enterprise community zones that were dropped
out of the Senate Finance Committee?
Mr. Samuels. Yes, sir, we support that proposal.
Chairman Rangel, And the earned income tax credit, you still

support it?

Mr. Samuels. Yes.
Chairman Rangel. And I assume you object to the devastating

cut in Medicare that was perpetrated by people on the other side?
Mr. Samuels. I can speak to the tax issues of the empowerment

zones and the EITC. I am not authorized to discuss the Medicare
cuts. That isn't an issue that I am responsible for.

Chairman Rangel. Well, I assume that in your response to Mr.
Hoagland, I think, that—or Mr. Kopetski, rather, that you are will-

ing to work with the committee to make certain that you give us
some guidelines as to where you would like to see the conference
go? There is a further assumption that the bill that we will get will

be substantially what was reported out of the Senate Finance Com-
mittee, but having made that assumption, it would be very helpful
knowing what the administration's present position is as opposed
to where they were when we supported the position in the House.
Mr. Samuels. I think once the Senate passes the bill we will

start to prepare the administration's position on the differences be-

tween the House and Senate version and look forward to working
with you on that.

Chairman Rangel. That is very important. Are there other ques-
tions? Let me thank you, and I am going at this time to ask Mr.
Payne to preside as I introduce a constituent to the Banking Com-
mittee. I will return. Thank you so much.
Mr. Payne [presiding]. Our next witness is Diana Josephson with

the National Oceanic and Atmospheric Administration, U.S. De-
partment of Commerce. Ms. Josephson is the Deputy Secretary for

Oceans and Atmosphere, and your entire statement will be made
a part of the record, and you may proceed as you wish.

STATEMENT OF DIANA H. JOSEPHSON, DEPUTY UNDER SEC-
RETARY FOR OCEANS AND ATMOSPHERE, NATIONAL OCE-
ANIC AND ATMOSPHERIC ADMINISTRATION, U.S. DEPART-
MENT OF COMMERCE
Ms. Josephson. Mr. Chairman and members of the subcommit-

tee, I am here today to testify in support of H.R. 2094, the Marine
Navigation Safety Improvement Act of 1993. This bill would pro-

vide for transfer to NOAA of funds from the Harbor Maintenance
Trust Fund. The funds, if made available, would enable NOAA to

undertake a long overdue modernization and acceleration of our
programs and services that support commercial navigation in U.S.
waters. The results from these additional funds would be improved
safety, efficiency, and profitability for maritime operations as well

as a dramatic reduction in the risk of pollution to the coastal and
marine environment.
As background, the Water Resources Development Act of 1986

established a harbor maintenance tax, an ad valorem tax on car-
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goes moving through U.S. ports at the rate of 0.04 percent. The
revenues are deposited in the Harbor Maintenance Trust Fund to

be used primarily for reimbursing the Army Corps of Engineers for

40 percent of the Federal cost of its harbor dredging and mainte-
nance operations.
As part of the Omnibus Budget Reconciliation Act of 1990, the

fee was increased to 0.125 percent to recover 100 percent of the
Corps' eligible costs and also to allocate part of the increase to

NOAA to fund its programs and activities that support commercial
navigation. However, the authorizing language to enable NOAA to

gain access to the funds intended for its use was not enacted at
that time. As a result, the funds intended for NOAA's use have
been accumulating since January 1991 and now total about $113
million. Those funds continue to accumulate at a rate of about
$45.5 million per year.

H.R. 2094 would authorize NOAA to gain access to these funds
for the purposes specified in the 1990 proposal. These purposes are
to support NOAA's programs in nautical charting, marine tides and
circulation measurement and prediction, and marine weather serv-

ices applicable to commercial navigation safety in U.S. waters.
These additional funds would be requested as part of the Presi-

dent's budget.
As background, Mr. Chairman, NOAA has not been able to mod-

ernize its products and services to meet changing user needs. For
example, more than half of the Nation's nautical charts are based
on survey data collected over 50 years ago, including 25 percent of

harbors and harbor approaches. Tidal current predictions for sev-

eral major ports, including New York City and San Francisco, have
been withdrawn because they have become sufficiently inaccurate
to be potentially dangerous. A modernized national water level

measurement network, consisting of 190 new gauges remains only
half installed.

NOAA has been unable to expand its network of weather-report-
ing buoys that support commercial navigation on U.S. coastal
routes in and near ports and harbors. NOAA has not been able to

expand on its demonstrated capability to provide integrated real

time water level, current, and weather information, like the system
installed in Tampa Bay. The maritime industry will realize signifi-

cant productivity gains through new navigation and positioning
technologies such as electronic chart systems. However, NOAA can-
not presently provide the digital chart data required to support this

rapidly emerging technology that can reduce vessel workload.
Many of NOAA's weather-reporting buoys are supported by other

agencies or supported only by contingency funds for alternate data
sources until the new geostationary satellite systems are oper-

ational. The already limited network of 60 weather buoys could be
cut in half, resulting in reduced marine weather-warning effective-

ness. The importance of supporting the Nation's maritime industry
cannot be overstated.
Over 99 percent of U.S. international trade outside of North

America measured by tonnage is moved by marine transportation.

U.S. international maritime trade is valued at approximately $500
billion. Over half of this commerce consists of petroleum and haz-
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ardous materials. My detailed testimony sets forth potential bene-
fits to be derived from use of state-of-the-art technology.
Mr. Chairman, during the administration's review of H.R. 2094

a few technical questions were identified regarding interpretation
of the bill's language. We are in the process of preparing written
comments outlining our concerns on these questions and would ap-
preciate the opportunity to work with the committee's staff to re-
solve them. Pending the resolution of those issues, we strongly sup-
port H.R. 2094 and encourage its prompt enactment.

I would like to take this opportunity to express NOAA's apprecia-
tion to the sponsors of H.R. 2094 whose support may enable NOAA
to make improvements to its navigation-related products and serv-
ices that will truly be beneficial to the American public, our econ-
omy and our environment. Thank you, Mr. Chairman.

[The prepared statement follows:]
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Mr. Chairman and Members of the Subcommittee:

My name is Diana Josephson, and I am the Deputy Under Secretary
for Oceans and Atmosphere for the National Oceanic and
Atmospheric Administration (NCAA) . I am here today to testify in
support of H.R. 2094, the "Marine Navigation Safety Improvement
Act of 1993." This bill would provide for transfer to NCAA of
funds from the Harbor Maintenance Trust Fund (HMTF) with the
intent of enabling NCAA to undertake a long-overdue modernization
and acceleration of its programs and services that support
commercial navigation in U.S. waters. The results, should
additional funds be made available, would be improved safety,
efficiency and profitability for maritime operations, as well as
a dramatic reduction in the risk of pollution to our coastal and
marine environment.

Background :

The Water Resources Development Act of 1986 established a Harbor
Maintenance Tax in the nature of an ad valorem tax on cargoes
moving through U.S. ports, at the rate of 0.04 percent, with
revenues deposited in the HMTF to be used primarily to reimburse
the Army Corps of Engineers (COE) for 40 percent of the federal
cost of its harbor dredging and maintenance operations. In 1990,
the Bush Administration proposed to increase the tax rate to
0.125 percent, to recover 100 percent of the COE's eligible
costs, and also to allocate part of the increase (0.01 percent of
the value of the cargoes, equal to eight percent of the tax) to
NOAA to fund its programs and activities that support commercial
navigation.

The 1990 proposal was introduced on April 19, 1990, as S. 2469
and S. 2470. The fee increase was included in S. 2470, and
enacted as part of the Omnibus Budget Reconciliation Act of 1990.
However, the authorizing language in S. 2469 to enable NOAA to
gain access to the funds intended for its use was not enacted at
that time. As a result, funds intended for NOAA's use have been
accumulating in the HMTF since January 1991, and now total
approximately $113 million. Those funds continue to accumulate
at a rate of about $45.5 million per year. The President's
FY 1994 Budget anticipates legislation to "provide $45.5 million
(in FY 1994) to fund ... (NOAA) programs that benefit the
commercial navigation industry."

Anticipated NOAA Uses of HMTF Monies:
H.R. 2094 would authorize NOAA to gain access to those funds for
the purposes specified in the 1990 proposal. Those purposes,
consistent with international treaties, are to support NOAA's
programs in nautical charting, marine tides and circulation
measurement and prediction, charting survey ship support, and
marine weather services applicable to commercial navigation
safety in U.S. waters.

NOAA has not been able to modernize data acquisition, processing,
and dissemination methods to meet changing user needs. For
example, more than half the Nation's nautical charts are based on
survey data collected over 50 years ago, including 25 percent of
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harbors and harbor approaches. Fleet support to conduct new
surveys has declined by 60 percent over the past 15 years. Tidal
current predictions for several major ports, including New York
City and San Francisco, have been withdrawn because they have
become sufficiently inaccurate to be potentially dangerous. A
modernized national water level measurement network consisting of
190 new gauges is only half installed.

NOAA has been unable to expand its network of weather-reporting
buoys that support commercial navigation on U.S. coastal routes
and in and near ports and harbors. In spite of recent success in
applying modern technology to improve traditional services, NOAA
has not been able to expand on its demonstrated capability to
provide real-time water level, current, and weather information
such as through the Tampa Bay "PORTS" (physical oceanographic
real-time system) to improve navigation safety, enhance maritime
commerce, and reduce environmental risks.

In addition, NOAA has not been able to modernize rapidly enough
to keep pace with changing user needs for more accurate, higher
quality, and more timely nautical charts, tide and current
predictions, and marine weather forecasts. Maritime industries
will realize significant gains in productivity through new
navigation and positioning technology such as electronic chart
systems. However, NOAA cannot presently provide the digital
chart data required to support this rapidly emerging technology
that can reduce vessel workload. In addition, real-time water
level and current information, not presently provided by NOAA, is
needed for safe navigation and for increased exports by using
limited channel depths to maximal advantage.

Many of NOAA's weather reporting buoys are supported by other
agencies such as the Minerals Management Service and the Corps of
Engineers, or are supported by contingency funds for alternate
data sources until the new geostationary satellite systems are
operational. Once these temporary funding sources are depleted,
the already limited network of 60 weather buoys will be cut in
half resulting in reduced marine weather warning effectiveness.

Additional funds made available from the HMTF will enable NOAA to
be more responsive to future needs, and will reduce the risk of
maritime accidents that will, most assuredly, result in loss of
life and property and significant damage to the environment.
Over 99 percent of U.S. trade outside of North America, measured
by tonnage, is moved by marine transportation. U.S.
international maritime trade is valued at approximately
$500 billion. Over half of this commerce consists of petroleum
and hazardous materials. Over three million cargo vessel
transits are made in U.S. ports and coastal waters each year.
U.S. ports are projected to invest $5.4 billion over the next
five years to upgrade their facilities. However, NOAA at present
is unable to make comparable improvements in marine navigation
products and services that will be necessary to support expanded
U.S. port facilities. Too many avoidable accidents have already
happened — it is time to invest in prevention.

If NOAA obtains additional funds via the HMTF, state-of-the-art
technology can be acquired to modernize data acquisition,
processing and distribution capabilities. Among the potential
benefits are:

o NOAA would be able to conduct full-bottom sea floor charting
and increase survey efforts to provide modern coverage of
the Nation's most critical ports and harbor approaches
within the next five years.

o NOAA could increase vessel time devoted to chart-related
surveying by increasing efficiency with upgraded
technology, extending the operating periods for existing
survey ships, and contracting for survey support with
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qualified firms in the private sector.

o Chart production could be converted to an automated system
within five years. The system would maintain traditional
products, provide a new suite of digital electronic charts
to support advanced, integrated navigation systems, and
provide data for the base layers of a marine geographic
information system.

o NOAA could complete modernization of its National Water
Level Observation Network and provide real-time tide and
water level information for navigation safety and other
maritime activities.

o NOAA could implement advanced capabilities to provide real-
time tide, current and marine weather data systems in major
ports .

o NOAA could develop digital tidal and tidal current
prediction products, techniques for forecasting water levels
and currents based on real-time and data and high-
resolution, short-range atmospheric forecasts, and improved
marine weather products and distribution services.

o NOAA could increase the storm detection capabilities of the
new coastal Doppler radar and satellite remote imaging
systems if ground truth to validate new sensing techniques
is provided by an expanded weather buoy network in coastal
waters and port and harbor areas.

Additional funds through enactment of this legislation also would
allow for modernization of NOAA's nautical charting and marine
navigation related activities which in turn would provide the
public with substantial environmental and economic benefits.
Modernized products and services would:

o Assist in preventing life and property losses, as well as
environmental damage, from groundings and other accidents;

o Increase productivity, efficiency, and competitiveness
of maritime commerce through timely digital information
products for navigation, modern nautical charts, real-time
information and predictions of tides and currents, and
improved short term marine warnings and forecasts;

o Improve oil and hazardous materials spill response efforts
in U.S. ports, harbors and coastal waters; and

o Improve planning for and management of coastal ocean
resources through the use of automated databases of
hydrographic and physical oceanographic data.

Responses to Concerns about the Legislation:
NOAA is aware of two concerns related to H.R. 2094. As we
understand them, the concerns are: (1) if NOAA gains access to
funds in the HMTF, funds available to the COE for dredging
operations would be reduced; and (2) allowing NOAA to use the
accumulated balance in the HMTF would weaken the position of some
ports in northern-tier states that support a roll-back of the
cargo fee based on the assertion that the harbor maintenance tax
places them at a competitive disadvantage relative to Canadian
ports

.

First, let me state that enactment of H.R. 2094 would not reduce
funding available to the COE for its dredging and maintenance
activities. As a result of the fee increase that was enacted in
1990, the COE now recovers 100 percent of the federal share of
all of its eligible projects. In contrast, a roll-back of the
cargo fee, however, could reduce funding available to the COE for
port and channel dredging. Indeed, the President's Budget for
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FY 1994, in the COE section, anticipates legislation to "provide
$45.5 million (in FY 1994) to fund ... (NOAA) programs that
benefit the commercial navigation industry."

In the absence of dredging, or in locations where toxic sediments
may preclude annual dredging, NOAA could, with access to HMTF
monies, provide real-time water level information that is
critical to allow deep-draft vessels to operate in limited-depth
channels.

Second, with respect to the claim that the harbor maintenance tax
places some ports in northern-tier states at a competitive
disadvantage, NOAA is not aware of any specific evidence that the
harbor maintenance tax, even after the 1990 increase, has
resulted in a significant diversion of cargo from U.S. northern-
tier ports to our Canadian neighbors. NOAA believes that
enhanced safety and efficiency of navigation supported by
improved data, products, and services and the increased cargo
capacities that can be supported by real-time water level and
current information will far more than offset the costs of any
cargo diversions that might occur.

Conclusion:
Mr. Chairman, during the Administration's review of H.R. 2094 a
few technical questions were identified regarding interpretation
of the bill's language. We are preparing written comments which
will outline our concerns on these technical questions and would
appreciate the opportunity to work with the Committee's staff to
resolve them. Pending the resolution of these technical issues,
we would strongly support H.R. 2094 and encourage its prompt
enactment. I also would like to take this opportunity to express
NOAA's appreciation to the sponsors of H.R. 2094, whose support
may enable NOAA to make improvements to its navigation-related
products and services that will truly be beneficial to the
American public, our economy and our environment.

This concludes my statement, and I will be pleased to respond to
any questions. Thank you for the opportunity to appear before
you today.
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Mr. Payne. Thank you very much, Ms. Josephson. As I under-
stand it, what you intend is to be able to get an additional $45.5
million this year from those funds that are already in the trust

fund, is that correct?

Ms. Josephson. The President's request is for $45.5 million of

funds from this trust fund for fiscal year 1994, yes.

Mr. Payne. And that is the entire amount of money that you are

interested in?

Ms. Josephson. That is the President's request, yes.

Mr. Payne. So despite the fact that there are more moneys than
that in the trust fund, you are not looking at gaining access to

those funds at this time but rather the $45.5 million?

Ms. Josephson. That is correct. I beheve that this question is

one of the questions which we want to discuss with the committee
staff and resolve.

Mr. Payne. Now, I understand that the amounts that are trans-

ferred from the Harbor Maintenance Trust Fund to support the ac-

tivities of NOAA will be subject to appropriations, and therefore

will remain subject to the discretionary spending caps. Therefore
do you think that NOAA necessarily will get a larger appropriation

if funds are set aside within the harbor maintenance trust fund?
Ms. Josephson. The answer to that isn't clear to me at this

point. I think it is going to depend on the discussions that we will

be having with committee staff and with your members. These are

some of the issues which remain unresolved, and I can't comment
on them at the moment.
Mr. Payne. Thank you very much. Mr. Hoagland.
Mr. Hoagland. No questions.

Mr. Payne. Thank you very much. Thank you for your testimony.

We do appreciate it.

[The National Oceanic and Atmospheric Administration has de-

clined to respond to the following questions submitted by Mr.
McDermott.]

Questions for the Record Submitted by Representative Jim McDermott to
Diana Josephson, Deputy Secretary for Oceans and Atmosphere, National
Oceanic and Atmospheric Administration

1. The harbor maintenance tax and the Harbor Maintenance Trust were estab-

Ushed for the sole purpose of funding harbor maintenance. If we allow funds to be

diverted for nautical charts, doesn't this invite other extraneous uses of the Trust

Fund therefore destroying the very idea of a "trust fund?"

2. Are you aware of the extent to which the harbor maintenance tax already

harms the competitiveness of U.S. exports and U.S. ports that compete with Can-

ada? Wouldn't all these proposed extraneous uses of the Trust Fund keep driving

the harbor maintenance rate higher and higher?
3. Wasn't this originally proposed by the Bush administration? Congress rejected

the Bush proposal because they saw it as backdoor spending. What's different about

your proposal?

Mr. Payne. Our first panel is made up of Cora Cahan, the presi-

dent of New 42nd Street, Inc. in New York; Dale Wickham, and
Matthew Mayer, executive vice president and general counsel of

the Park Tower Realtv Corp., representing Times Square Center
Associates in New York; Lawrence Sumney, chairman, chief execu-

tive officer of the Semiconductor Research Corp., Research Triangle

Park in North Carolina, speaking for the Alliance of Collaborative
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Research; and Robert S. Gregg, vice president of finance and chief
financial officer of Sequent Computer Systems.
As the Chairman mentioned as we started this hearing, I would

like for you to confine your oral remarks to 5 minutes and any
statements that you have will be entered into the record. Ms.
Cahan, if you would proceed, please. Thank you.

STATEMENT OF CORA CAHAN, PRESmENT, THE NEW 42ND
STREET, INC., NEW YORK, N.Y.

Ms. Cahan. Mr. Chairman and members of the committee or the
subcommittee, my name is Cora Cahan, and I am the president of
the New 42nd Street, Inc. The New 42nd Street is an independent,
not-for-profit organization chosen by the city and State of New
York to resurrect six historic theaters on 42nd Street as part of the
overall redevelopment of this legendary corridor. It currently holds
a 99-year lease on the Victory, Lyric, Times Square, Apollo,
Selwyn, and Liberty theaters.

Built in the early part of this century, these theaters inaugu-
rated a flurry of day and nighttime activity in the Times Square
area with plays, musicals, comedies, and vaudeville, and quickly
established New York City's preeminence as a world capital for

popular entertainment. For decades, they remained the centerpiece
of this thriving district, dictating the latest trends and drawing
thousands of visitors from every corner of this country and abroad.
Beginning with the depression, however, their fortunes reversed.
The slow but steady decline that followed has afflicted the block
with unsavory images of urban decay and blight.

With a major new initiative by the public sector, the 42nd Street
Development Project, the street is once again poised for renewal.
As we near the 21st century, our organization is preparing to re-

claim these theaters for the residents of New York and the visitors

who continue to flock to 42d Street looking for traces of its fabled
past. However, in such a time of diminishing resources, our task
is daunting.
Change of the scale that is needed on 42d Street requires the

marshaling of public and private investment. A major hallmark of
this project is the magnitude of private investment required, and
already committed. Our own plans rely heavily on attracting pri-

vate, commercial investors and organizations to lease, renovate,
and operate the theaters. But we have found that 42d Street's
prime location and historic legacy are by themselves insufficient in-

ducements.
To begin with, 42d Street's current image poses a tangible risk

for new commercial entertainment. The public has to be convinced
to come back to 42d Street after decades of staying away. Second,
the theaters, nearly 100 years old, require substantial capital in-

vestment to equip them for another century of operation. Because
the potential for future profits remains highly speculative, encour-
aging such investment in the theaters requires more immediate in-

centives.

We are hopeful that the city and State's new "interim" plan for

retail development will begin to foster visible change on the block.

However, Federal assistance, through tax credits and other forms
of tax relief, continues to form a crucial part of the total strategy
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to attract commercial investors and operators to the 42d Street the-

aters.

In our discussions with prospective tenant^investors, the
grandfathering of the 42d Street project by provisions in the 1986
Tax Reform Act has aroused considerable interest. It should be
stated that we began our undertaking in 1990 in the midst of the
nationwide recession. While we hope to find tenants for some of the
theaters over the next 3 to 5 years, we are not sanguine that all

of the theaters within our jurisdiction can be reclaimed and placed
in service by January 1, 1998.

I am here today to request the subcommittee's support in

waiving this deadline. The theaters of 42d Street are not merely
aging dinosaurs on a dilapidated center city block. They are na-
tional treasures, bearing witness to the social history of American
entertainment. Moreover, they are the essential raw materials for

any plan to redevelop this area for the benefit of the local citizenry

as well as the throngs of American and international visitors who
still assemble at this, the "crossroads of the world." Thank you.

Mr. Payne. Thank you, Ms. Cahan.
Mr. Mayer.

STATEMENT OF MATTHEW MAYER, EXECUTIVE VICE PRESI-
DENT AND GENERAL COUNSEL, PARK TOWER REALITY
CORP., ACCOMPANIED BY DALE W. WICKHAM, WASHINGTON
COUNSEL, ON BEHALF OF TIMES SQUARE CENTER ASSOCI-
ATES
Mr. Mayer. Good morning, Mr. Chairman, members of the com-

mittee, my name is Matthew Mayer. I am executive president and
general counsel of Park Tower Realtv Corp. based in New York
City. I am accompanied by our counsel, Dale Wickham of Wickham
& Associates from Washington, D.C. A Park Tower affiliate is a
general partner in Times Square Center Associates, the lead devel-

oper of the 42d Street project. The other general partner is the
Prudential Insurance Co. of America.
The project is a comprehensive plan for rehabilitating the large

and blighted Times Square 42d Street area in New York City. I am
appearing today on behalf of Times Square Center Associates to

support a technical amendment proposed by Chairman Rangel
which would preserve and continue tax incentives enacted in tne
Tax Reform Act of 1986 for this urban renovation project. These
tax incentives presently apply to the project only if the property is

placed in service before January 1, 1998.

The proposed amendment would remove the January 1, 1998,
deadline if at least $250 million were incurred or committed for de-

velopment of the project before April 15, 1993. These tax incentives

consist of favorable depreciation allowances, a modified form of in-

vestment tax credits for properties such as elevators and esca-

lators, and the continuation of pre- 1986 tax rules for amortizing
the cost of leasehold improvements and construction period inter-

est.

Enactment of the proposed amendment this year will have no ef-

fect on Federal tax revenue receipts during the 5-year fiscal period

used for Federal budget estimating purposes. This conclusion is

based on an opinion from Randall Weiss of Deloitte & Touche, a
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copy of which is attached to my written statement. A question has
been raised by staff whether the amendment could conceivably af-

fect income tax liabilities prior to 1999 by reason of the technical
operation of certain rules relating to construction period interest
and the credit applicable to qualified expenditures. We believe that
these conceivable revenue effects do not present a problem as a fac-

tual matter. Nevertheless, our representatives have prepared a
technical amendment to the proposal which is set out in my writ-
ten statement and which would ensure the proper result as a mat-
ter of law.
New York City and the New York State Urban Development

Corp. have been working with private developers for more than a
decade to make Times Square/42d Street project a showcase of pri-

vate and public partnership in urban renovations. The city and
UDC have provided public sponsorship and substantial support in

the form of city tax abatements and the exercise of State con-
demnation powers. The city's interest and support are evidenced by
letters from Mayor Dinkins to Congressman Rangel and Senator
Moynihan expressing support for the proposed legislation. These
letters are described in detail in my written statement.
The proposed waiver of the January 1, 1998 placed in service

date is essential to preserve the tax incentives for the project. Ab-
sent such a waiver most of the tax incentives enacted for the
project will simply go down the drain because it is now projected
that only a small part of the project's property will be placed in

service before that date. Construction of the project has been de-
layed by events beyond the control of the city, UDC and the devel-

opers, most importantly 46 lawsuits brought in the 1980s to halt
the project.

Despite the passage of time, more than $250 million has already
been invested in the project by Times Square Center Associates in

reliance upon the availability of these tax incentives. Action this

year is needed on this amendment to provide an economic basis for

the developers to remain in the project. Doing so will require them
to enlarge the financial commitments long before any return on
their investment can be realized.

The continued availability of the tax incentives is also essential

to encourage tenants to make long-term commitments to lease

space in the building, a prerequisite of obtaining construction fi-

nancing. Mr. Chairman, I have submitted a longer written state-

ment for the record, and I will be happy to try to answer any ques-
tions which you or any members of the committee may have.
Thank you, sir.

Mr. Payne. Thank you very much, Mr. Mayer.
[The prepared statement follows:]



STATEHENT ON BEHALF OF TIMES SQUARE CENTER ASSOCIATES BY
MATTHEW MAYER, EXECUTIVE VICE PRESIDENT AND GENERAL COUNSEL
OF PARK TOWER REALTY CORPORATION, IN SUPPORT OF AMENDMENT TO
WAIVE THE JANUARY 1, 1998 PLACED IN SERVICE DATE FOR NEW
YORK CITY'S TIMES SQUARE - 42ND STREET URBAN RENOVATION

PROJECT DESCRIBED IN SECTION 204(a)(1)(E) OF THE TAX REFORM
ACT OF 1986

I am Matthew Mayer, Executive Vice President and
General Counsel of Park Tower Realty Corporation ("Park
Tower") , based in New York City. I am accompanied by our
counsel. Dale W. Wickham of Wickham & Associates in
Washington, D.C.

A Park Tower affiliate is a partner in a partnership
named Times Square Center Associates ("TSCA") which is the
lead developer of the Times Square - 4 2nd Street Urban
Renovation Project ("Project"). Another principal partner
in TSCA is the Prudential Life Insurance Company of America.

I am appearing here today, on behalf of TSCA, to
support an amendment, proposed by Mr. Rangel, which would
preserve and continue tax incentives enacted in the Tax
Reform Act of 1986 for this urban renovation project. These
tax incentives presently apply only to Project property
placed in service before January 1, 1998. The proposed
amendment would remove the January 1, 1998 deadline, if at
least $250 million was incurred or committed for development
of the project before April 15, 1993. These tax incentives
consist of favorable depreciation allowances, a modified
form of investment tax credit for properties, such as

elevtors and escalators, which qualify for the credit, and
the continuation of pre-1986 tax rules for amortizing the
cost of leasehold improvements and construction period
interest.

Present Law

The 1986 Act reduced cost recovery allowances for
property placed in service after 1986. In addition, the
1986 Act revised the rules relating to the amortization of
construction period interest and the cost of leasehold
improvements. The 1986 Act provided certain exceptions to
these changes.

Section 204(a)(1)(E) of the 1986 Act applied one
exception for a project meeting the following criteria:

(1) a State or an agency, instrumentality, or
political subdivision thereof approved the
filing of general project plan on June 18,

1981, and on October 4, 1984, a State or an
agency, instrumentality, or political
subdivision thereof confirmed such plan; (2)

the project plan as confirmed on October 4,

1984, included construction or renovation of
office buildings, a hotel, a trade mart,
theaters, and a subway complex; and (3)

significant segments of such projects were
the subject of one or more conditional
designations granted by a State or an agency,
intrumentality, or political subdivision
thereof to one or more developers before
January 1, 1985.

The exception applies with respect to property only to
the extent that a building on such property site was
identified as part of the project plan before September 26,

1985, and only to the extent that the size of the building



on such property site was not substantially increased by
reason of a modification of the project plan with respect to
such property on or after such date.

These rules were explained by Congressional sponsors of
section 204(a)(1)(E) in 1986 as follows:

"Thus, for example, if the project plan as of the
relevant date provided for an open space area, and
after such date the project plan is eunended to
permit construction of a building on such site,
such building would not qualify for effective date
relief. Furthermore, if on the relevant date the
project plan provided for a 100,000 square foot
building on a specific property site, and
subsequent to the relevent date the project plan
was sunended to allow a 300,000 square foot
building on such site, only one-third the cost of
the building would be eligible for effective date
relief. The amendment contemplates that, so long
as some building is identified in the project plan
for a specific site on the relevant date,
effective date relief would be granted even though
the project plan is subsequently modified to
change the nature, design or use of such building;
relief in such case, however, would not apply with
respect to any Increased square footage of such
building that occurs by reason of the modification
of the project plan."

The exception does not apply unless the property is
placed in service before an applicable date. The applicable
date for property in this Project Is January 1, 1998.

This 1998 placed-in-servlce deadline applies to both
property with a class life of 20 years or more and, by
reason of section 203 (b) (2) (B) (11) of the 1986 Act, to
property with a class life of at least 7 years but less than
20 years.

Description of Proposal

The proposal would waive the January 1, 1998 placed in
service requirement for the project described in section
204(a)(1)(E) of the 1986 Act, so long as at least $250
million has been incurred or committed to this project as of
April 15, 1993. The proposal would amend subparagraph (E)

of section 204(a)(1) of the 1986 Act by adding at the end
thereof the following new sentance:

"For purposes of applying section 203(b)(2) to
this subparagraph, property shall be treated as
placed in service before January 1, 1998, if at
least $250,000,000 was incurred or committed for
development of the project before April 15, 1993."

Thus, the proposal would apply to all property which Is
a part of the project, including the office buildings, the
theaters, the hotel, the trade mart, etc. The effective
date of the proposal would be the date of enactment.

To ensure the proposal's objective of assuring that the
tax incentives preserved for the Times Square Project by the
1986 Tax Act will continue to be available without regard to
the January 1, 1998 placed-in-service deadline set in the
•86 Act, implementation of it will require enactment not
only of the proposed language set forth below to amend
section 204(a)(1)(E) of the '86 Act but also of such other
legislative language as is believed by Congressional
draftsmen to be needed to prevent frustration of this
objective. This would include changes to the effective date
lanuage of the provisions of the pending 1993 revenue
reconciliation bill that would extend the cost recovery
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period for nonresidential real property. This change would
clarify the intent that these provisions, which generally
would apply to property placed in service on or after
February 25, 1993, are not intended to apply to property
described in section 204(a)(1)(E) of the 1986 Act. (These
provisions are section 14151(b) of the House-passed bill and
section 8151(b) of the Senate Committee on Finance's
reported version of the bill.) Comparable changes may be
required to later or previously enacted revenue measures.

Description of the Times Square - 42nd Street Renovation
Project

The Times Square - 42nd Street Urban Renovation Project
(the "Project") meets the criteria set forth in section
204(a)(1)(E) of the 1986 Act. The Project is a
comprehensive project for rehabilitating the large, blighted
Times Square - 42nd Street area of New York City. The City
and the New York State Urban Development Corporation ("UDC")
have been working with private developers for more than a
decade to make this Project a showcase of private and public
partnership in urban renovation. The City and UDC have
provided public and private sponsorship and substantial
support in the form of City tax abatements and the exercise
of State condemnation powers. They also have elicited a
commitment from the developer that women, minorities, and
local residents will receive meaningful percentages of the
construction contracts and employment generated by the
Project. However, the Project is primarily reliant on
private development and financing, and continuation of the
existing federal tax incentives is essential to retain the
participation of the private developers, who have already
incurred or committed expenditures of more than $250 million
with no return to date on their investment, and who will
ultimately invest more than $2 billion.

In the near term, commencing in early 1994, the Project
contemplates the renovation of historic theaters and interim
retail low-rise redevelopment, and in the longer term, it
contemplates the construction of office buildings, a hotel,
and a trade mart. The State and City agencies approving the
plan have made specific findings that the Project would
alleviate the area's high crime rate, blight, and physical
decay. In fact, the condemnation in the Project area and
the elimination of "blighting" uses — funded by more than
$200 million provided by private developers of the Project -

- have already made significant reductions in the crime rate
and urban blight.

The specific Federal Tax Incentives Involved

The specific federal tax incentives preserved for the
Project by the 1986 Act and by the proposed legislation are:
(1) the 19-year 175% declining balance method depreciation
for real property (in lieu of 31 1/2 year straight-line
depreciation presently allowed for nonresidential property)

;

(b) pre-1986 ACRS depreciation rather than MACRS
depreciation for personal property; (3) a 6.5% investment
credit with basis reduction in the amount of the credit for
eligible property; (4) amortization of leasehold
improvements over the lease term when shorter than the
useful life of the improvements; and (5) pre-1986
amortization of construction period interest rather than
capitalization of such interest into the basis of the
constructed property.

Delays in Project Construction

Construction of the Project has been delayed by events
beyond the control of the City, UDC, and the developers.
These delays resulted from a radically changed market for
office buildings and more than 4 years of lawsuits
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challenging the condemnations and other aspects of the
Project, all which were resolved in the favor of the
Project. In addition, the City, the State, and the
developers are now in the process of amending the project
plan to defer construction of the office towers while
proceeding with an interim retail low-rise redevelopment.
As a consequence, a significant portion of the properties —
particularly the office towers which will require a total
investment of more than $2 billion — will not be placed in
service before January 1, 1998, and thus, absent the
proposed waiver of the deadline, would be denied the
incentives which Congress enacted to facilitate completion
of the Project. The cost of these incentives has already
been taken into account in federal budgetary estimates.

Hew York City Advocates Relief Leoislation

On April 23, 1992, David N. Dinkins, the Mayor of New
York City, sent two identical letters advocating legislation
needed to ensure completion of the Times Square-42nd Street
Development Project. The letters were addressed to the
Honorable Charles B. Rangel and Senator Daniel P. Moynihan.
Each letter enclosed a text of the proposed amendment
similar to that proposed by Mr. Rangel for consideration by
this Subcommittee. The body of each letter is quoted below:

"I request your able assistance in sponsoring
and in working to secure enactment of legislation
needed to ensure the completion of the Times
Square - 42nd Street Development Project. The
text of the proposed amendment and an explanation
are enclosed.

"The project is publicly sponsored by New
York City and the New York State Urban Development
Corporation, but it is almost entirely reliant on
private development and financing. It is a
comprehensive plan to rehabilitate one of our
nation's renowned landmarks, the Times Square-42nd
Street area. Unfortunately, this project has
suffered unforeseen delays because of litigation
brought against it by local property owners, among
others

.

"The project's potential benefits for New
York City are immense. They include elimination
of blight and physical delay in the area. The
project will also reduce crime in the 42nd Street
subway station and the Times Square neighborhood,
an area which has one of the highest crime rates
in the City. The project will provide thousands
of jobs during the construction period. It will
permanently increase employment in the area by
more than six-fold. It will restore a number of
the area's historic theaters and will revitalize
the 42nd Street area as a cultural and
entertainment center and tourist attraction. The
City's infrastructure will also be improved by
substantial renovation of the Times Square subway
complex.

"The project has moved forward, and the
developer has committed over $200 million,
predicated on the tax treatment set out in the
1986 Tax Reform Act. Now, because of delays, the
City risks losing the significant public benefits
associated with the project.

"This year would be especially opportune for
the enclosed amendment because, I am assured,
there would be no revenue loss within the five-
year period used for revenue estimating.



"ThanX you for yoiir assistance with this
matter .

"

Benefif tc Mew Torlt Citv

The Project benefits to New York City are enormous.
The Project would —

1. Eliminate blight and physical decay in the
area;

2. Reduce crime in the 42nd Street subway
station and the Times Square neighborhood,
an area which has one of the highest crime
rates in the City;

3. Provide tens of thousands of jobs during the
construction period for otherwise
underemployed persons and for minorities,
women, and local individuals, with very
specific goals for obtaining a substantial
portion of the services and supplies from
enterprises of such persons;

4. Permanently increase employment in the area
by more than six-fold (from 4,000 people to
an estimated 25,000);

5. Restore a numljer of the area's historic
theaters;

6. Revitalize the 42nd Street area as a national
cultural and entertainment center and
toxirist attraction; and

7. Increase City taxes and revenues from the
Project area by more than six-fold.

Revenue Effect

Enactment of the amendment in 1993 would involve no
revenue loss within the five-year period used for federal
budget estimates, according to a revenue estimate prepared
by Randall D. Weiss of Deliotte & Touche, a copy of which is
attached to this statement.

A technical question has been raised whether the
amendment could conceivably affect income tax liabilities
prior to 1999 by reason of the technical operation of
certain rules relating to construction period interest and
the credit applicable to qualified progress expenditures.
We believe that these conceivable revenue effects do not
present a problem as a factual matter. Nevertheless, our
representatives have prepared a technical amendment to the
proposal which would preclude such revenue effects as a
matter of law. As so amended, the proposed legislation
would amend subparagraph (E) of section 204(a)(1) of the Tax
Reform Act of 1986 by adding at the end thereof the
following new sentences:

"For purposes of applying section 203(b)(2) to
this subparagraph, property shall be treated as
placed in service before January 1, 1998, if at
least $250,000,000 was incurred or committed for
development of the project before April 15, 1993.
The preceding sentence shall not apply to any
property placed in service during the period
beginning on January 1, 1998, and ending on
September 30, 1998, and shall not allow the
deduction for construction period interest, or the
credit applicable to qualified progress
expenditures, for any taxable year that includes
any part of such period or that precedes such
period."
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Revenue Effect ofExtension ofPlaced-In-Service

Date For Tax Provision

Affeaing The Times Square-

42nd Street Urban

Renovation Project

Present law enacted in the Tax Reform Act of 1986 continues certain pre- 1986 tax benefits for

properties which are an integral part of the Times Square-42nd Street Urban Renovation Project

if the properties are placed in service before January 1, 1998.

The legislative proposal described in the attached document would treat property which is an

integral part of the Project as placed in service before January 1, 1998 if at least $250 million was

incurred or committed for development of the Project before April 15, 1993

Based on information and analysis provided by the Project's coordinating developer, counsel for

the developer, and the New York State Urban Development Corporation, the proposed legislation

can be expected to have no effect on the federal income tax liability ofany taxpayer for taxable

years be^nning before July 1, 1998 Therefore, the proposal would have no effea on revenue

received by the U.S. Treasury during the period through fiscal year 1998.

Ifthe proposal is not adopted, the developer may abandon the project, thus generating an

abandonment loss deduction, within the next few years. If the revenue baseline were to assume

that this abandonment would occur, and if enactment of the proposal would prevent the

abandonment from occurring, then enactment of the proposal would increase receipts by

approximately S9S million.

Explanatory McmorenduTn

The conclusion that the legislative proposal described in the attached document would have no

effect on revenue received by the US. Treasury during the period through fiscal year 1998 is

based upon information and analysis provided by the Project's coordinating developer, counsel for

the developer, and the New York State Urban Development Corporation and upon the

considerations set forth below.

The provision in section 204(aKlXE) ofthe Tax Reform Act of 1986 applicable to the Project

provides for the continuation ofthe pre- 1986 rules for investment credit On modified and reduced

form), depreciation, amortization of leasehold improvements, and construction period interest.

The proposed legislation would have no revenue effect as to the application ofthese tax benefits

to property placed in service before January 1, 1998 because such benefits are provided under

With respect to Project property actually placed in service on or after January 1, 1998, the

proposal would not affect income tax liabilities of calendar year taxpayers prior to 1999 to the

extent that such liability depends on the rules for investmeiu credit, depredation, or amortization

of leasehold improvements because these rules do not affect tax liability until after the property is

placed in service, i.e., after 1997 for calendar year taxpayers. Since it is expected that no property

which is an integral part of the Project will be placed in service during 1998, the proposal would

not affect income tax liabilities for 1998 by reason ofthe rules for investment credit, depreciation

or amortization of leasehold improvements.
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The tax beneiit resulting from amortization ofconstruction period interest could potentially affect

income tax liabilities prior to 1999 with respect to property placed in service during or aAer 1999.

However, based on present projections ofthe coordinating developer and the New York Urban

Development Corporation, no construction period interest will be incurred prior to 1999 with

respect to property placed in service during or aAer 1999.

The developer ofthe office towers has a capitalized investment of over $280 million in the project

and projects sufficient income to utilize an ordinary or capital abandonment loss deduction in this

anxMint. Since the developer will soon be called upon to make substantial additional investment in

the project but will have to wait for at least a decade for a return on its investment, there is a

substantial likelihood that the developer may abandon the project within the next few years unless

the tax incentives are extended. If the revenue baseline, which assumes that the tax incentives for

the project will not be cominued, were to incorporate the assuiription that the project will be

abandoned before the end of 1997, and if enactment ofthe proposal would prevent the

abandonment from occurring, then enactment of the proposal would increase federal budget

receipts during the five-year estimating period by approximately S9S million (S280 million x 34%
corporate tax rate).

Randan D.Weiss

Director ofTax Economics
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Mr. Payne. Our next witness is Mr. Lawrrence Sumney with the
AlHance for Collaborative Research. Mr. Sumney.

STATEMENT OF LARRY W. SUMNEY, CHAIRMAN, ALLIANCE
FOR COLLABORATIVE RESEARCH, AND CHIEF EXECUTIVE
OFFICER, SEMICONDUCTOR RESEARCH CORP., RESEARCH
TRIANGLE PARK, N.C.

Mr. Sumney. Thank you. Mr. Chairman, members of the sub-
committee, I appreciate the opportunity to testify at this critical

juncture. Given the long witness list, I trust you won't object if my
extended remarks are entered into the record. I am here today rep-
resenting the Alliance for Collaborative Research and I have with
me Dan Mastromarco, our deputy director and also a member of
the Jefferson Group here in Washington.
We want to urge your support for modifications to the research

and experimentation tax credit, modifications that we believe
would reward collaboratively conducted research. These modifica-
tions, with bipartisan backing, are embedded in S. 666 introduced
by Senators Baucus and Danforth and S. 379 by Senator Joseph
Lieberman. They derive from legislation introduced by Congress-
man Sander Levin in the 102d Congress and were the subject of
his testimony before this subcommittee last week.
The alliance represents many of the Nation's leading research

consortia conducting almost $2 billion in industry-led cooperative
R&D from digital imaging technology to artificial intelligence. Each
year about this time Congress begins its perennial debate over one
of the most important incentives for competitiveness, the R&E tax
credit, specifically whether the credit should be made permanent.
When that debate is completed and the predictable result reached,
we turn our attention away for another 12 months.

Unfortunately, aspects of the budget process often preempt im-
portant discussions over ways in which the credit might be im-
proved.
Nobody questions the importance of R&D for our continuing eco-

nomic prosperity, and few question the need for the credit. The
credit is soundly grounded in the premise that firms, in the ab-

sence of the credit, will underinvest in research and experimen-
tation because they are unable to capture the greater rewards that
come to society from their innovations.
Without adequate R&D, however, we will surely lose the race for

innovation that forms the basis for new products, enhanced stand-
ard of living for our citizens, and ultimately world influence. But
the credit has not inspired the level of R&D we as a Nation must
promote, and it has not kept pace with the way R&D is conducted
today. Although meant to stimulate new research, the rate of new
R&D in the United States is in decline relative to our competitors.
Although temporary allocation rules seek to ensure R&D is con-

ducted within our borders, we have witnessed an increasing
amount of research conducted overseas by U.S. companies. When
our industries make the necessary outlays, this technology is too
often assimilated into goods and manufacturing processes more
swiftly by our competitors.
The reasons for the disturbing trend are exacerbated by our fail-

ure to adequately reward cooperative research, a problem S. 666
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seeks to correct. Congressman Levin's recommendations, shared by
others on this committee, would not only permanently extend the
credit, but provide a 20 percent flat credit for research conducted
jointly by five or more companies and fewer than five companies
if they are competitors.
This change will have many beneficial effects. By stimulating in-

dustry-led collaborative efforts, the credit will maximize finite pri-

vate and public sector funds, encouraging firms to leverage re-

sources.
This reduces costs of otherwise duplicative R&D; for example,

R&D to meet safety, environmental, or health standards. According
to a recent survey of the Nation's consortia, 35 percent of consortia

research is intended to reduce unwanted redundancy. This effi-

ciency also extends to the public fiscal interest.

While a common test of the credit's effectiveness has been how
many research dollars it stimulates, a more correct measure is how
efficiently it promotes research, how quickly it promotes dissemina-
tion of its results and how effectively it assists in the commer-
cialization. This modification will reduce redundant research on
which the incremental credit is now taken, ensure innovations are
considered for wide application, and enable U.S. companies to bring
technology to market faster and to advance the starting line of

competition.
Second, in addition to eliminating duplication, the modification

will advance policies of the existing section 41 credit by stimulating
truly new research, research that wouldn't be taken individually.

Finally, it is important to note that this change by encouraging col-

laboration will indirectly reward companies that cannot take the
incremental credit because they do not have taxable income and di-

rectly reward companies whose expenditures have fallen hopelessly

below the R&D base for the incremental credit. It also benefits

small firms who are disinclined to invest in processes or other tech-

nologies which in the long run are key to their survival.

Mr. Chairman, our international marketplace has imposed a new
reality on our business. In this new reality, U.S. businesses no
longer battle for domestic market share, but fight to survive in the
global marketplace. Competing in technology today is a far cry

from Adam Smith's pin factory. Competition is increasingly defined
by alliances competing against other alliances, team against team.
Of the $150 billion in R&D conducted in the United States, only

about 1 percent is conducted by consortia.

Innovation can start with a change in U.S. tax policy. We elicit

your help in ensuring that this change becomes part of the con-

ference agreement. Thank you.
[The prepared statement follows:]
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STATEMEhfT OF LARRY W. SUMNEY
OF THE ALLIANCE FOR COLLABORATIVE RESEARCH

Mr. Chairman and Members of the Subcommittee on Select
Revenue Measures:

Thank you for the opportunity to testify on the research and
experimentation (R&E) tax credit, and on the need to provide an
enhanced reward for research conducted collaboratively.

I represent the Alliance for Collaborative Research (Alliance) as
President and Chief Executive Officer of the Semiconductor Research
Corporation (SRC), one of the leading consortia in the semiconductor
field. As spokesman for the Alliance, I fully support a permanent R&E
tax credit. I commend the Administration and the Ways and Means
Committee for taking this important step.' However, like other
witnesses before this subcommittee last week, I am not resolved that
the R&D tax credit and other incentives for R&D have inspired the
level of R&D which we as a Nation must promote or have kept pace
with new paradigms in the way in which R&D is conducted today. The
credit should not be designed to reward only incremental individual
research for the sake of research, it should also be designed to reward
companies which leverage their limited R&D dollars through
collaboration.

It is time we advanced the discussion beyond the perennial call to
extend the credit to enact the changes that will foster private-pubUc
partnerships.

The Alliance represents most of the Nation's leading research and
development (R&D) consortia. Members of the Alliance, with facilities

throughout the United States, conduct significant industry-led
cooperative R&D, from digital imaging technology to flexible computer
integrated manufacturing to artificial intelligence. More than 2,000
companies, large and small, participate in cooperative R&D through
these consortia, and our members represent more than 50 percent of
the manufacturing base by gross receipts. By coordinating joint R&D
projects between firms, often competing firms, we leverage limited
R&D resources from the Federal, state and private sector, ensure
speedy and efficient technology deployment, and advance the starting
line for competition between our manufacturers by reducing the costs
of technology and the time to absorb that technology.

Mr. Chairman: During each of the past ten years, at about this time of
year, the Congress begins its perennial debate over extension of what
is meant to be one of the most Important incentives for

competitiveness in the Internal Revenue Code - the R&E tax credit.

Each year, the debate centers around whether "the credit " should be
made permanent, or should be extended temporarily because of
budgetary constraints.

Unfortunately, the exigencies of the budget process not only preempt
discussion over ways in which the credit can be enhanced, but
predetermine whether It ought to be made permanent. This year the
Senate Finance Committee has once again temporarily extended the
credit, setting the stage for the next perennial debate. As you know,
the House passed permanent extension of "the" R&D tax credit in the
tax package two weeks ago, but with limited change from the previous
law.

Mr. Chairman, over the last year and one-half important discussions
have taken place over ways in which the credit can be improved, and
needed dialogue on the credit has been stimulated. One such
Important change, originating through the offices of Congressman

IRR 2264. secUon 14112.
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Sander Levin, and supported by others on your committee, would
encourage cooperative relationships, combinations of companies that
perform research in teams. These favorable changes are embodied in

a bill introduced by Senators Danforth and Baucus on March 26, 1993
(S. 666) and Senator Ueberman on February 18. 1993 (S. 394).

The proposed modifications will improve the credit in a fiscally

responsible way. By stimulating industry-led collaborative efforts, the
modification credit will maximize limited private and public sector
R&D funds, and encourage firms to better allocate precious research
resources to projects which advance both their individual and
collective goals. The modification will also stimulate new research —
research unlikely to be undertaken individually because it is too costly,

too risky or too long-term. Finally, by making efficient use of public
and private R&D resources, the modification will fiUly and cost-
effectively advancing the main policy rationale behind section 41
credit.

Through the tax code we can construct the fi-amework for research
partnerships that are truly industry-led in the most efficient manner
possible. We elicit your support in enacting this important
improvement to the R&E tax credit when the Conference Committee
considers the credit in the coming weeks. On behalf of the Alliance. I

urge the committee to adopt needed modifications to the credit as
embodied in the Danforth-Baucus proposal.

L Collaboxative R&D In the U.S. is Undexsupported

Real economic growth has always been dependent on development
and application of new science, innovation and technology. Since the
Great Depression, between 65 and 80 percent of all productivity
improvements have been attributable to the use of new technology.
Indeed, studies have shown that for every $1 dollar that individual
businesses realize fi-om their investment In R&D. society as a whole
realizes $3 or more. High technology firms alone represent a
significant importance to our Nation. As indicated in the recent OSTP
study, while high technology firms comprised only 0.7 percent of all

U.S. firms (excluding sole proprietorships), the importance of these
firms to the economy far outstrip their numbers. They are the source
of a disproportionately large share of employment sales and exports.

And they are the founts of innovation firom which flow much of the
increases in our Nation's standard of living.

Not surprisingly, therefore, research plays an even more critical role

in the competitive status of the U.S. R&D comprises a larger share of

the manufacturing value of products. It is the down payment which
industry and our Nation makes on Its future competitiveness. Without
adequate R&D. our industries will eventually lose the race for

discoveries and innovations that form the basis for new products, new
services, market share and ultimately, world Influence.

But in the U.S. we have witnessed a disturbing trend. At a time when
global compeUUon is heightening. U.S. R&D has fallen for the first

time In 20 years and more research is being conducted overseas by
U.S. companies. Moreover, when our industries do make the
necessary outlays, the commercialization of new technology and its

assimilation into the manufacturing process are being accomplished
more swiftly by our competitors.

According to the National Science Board:
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• U.S. R&D stagnated in the late 1980's and contirmes to stagnate into the
199<ys,'showlng a growth rate oforUy .4 percent, as foreign rivals increase their
R&D irwestments.

• U.S. spends toofew doUars on industrial R&D and makes poor use of the orws
a does spend.

• Corporate laboratories are under severe finarKial stress and being forced to
shifi to shorter-term R&D.

The problem is exacerbated by the increasing tendency of foreign
competitors to engage in collaborative R&D. Our foreign competitors
have increased their investment in research, often acting in teams
which leverage their investments. In the U.S. today, approximately
200 industry consortia have been established under the 1984 Act, and
new groups are forming eis companies band together to face stiff global
competition. However, this represents a small amount of the R&D
pool. Little over 1 percent of all research is conducted cooperatively.
Of the $150 billion in research and development conducted in the
United States, only approximately $2 billion is conducted by
consortia.2

60

40
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European projects include ESPRIT in information technology. RACE in

advanced- conununications. BRTTE in advanced materials and
manufacturing. VLSIC for high capacity memory chips. ICOT for the
fifth generation computer and TRC for Joint research on magnetic
levitation and other technologies.

The U.S. must do more to promote cooperative research if we are to
keep pace with out principal trading partners.

n. The Previous Incentives forR&D Do Not Enhance
Private - Public Partnership Objectives

The Internal Revenue Code has traditionally rewarded research in

three ways. The bill passed by the House would essentially retain the
structure of these incentives with enhanced credits for start-up firms.

First, before its expiration on June 30, 1992, section 41 allowed a 20
percent tax credit to the extent a taxpayer's qualified research
expenditures for the current year exceeded its "base." The "base" was
computed by multiplying the taxpayer's "fixed-base percentage" by the
average amount of the taxpayer's gross receipts for the fovir preceding
years. Qualified research expenditures eligible for the credit included
(1) "in house" expenses of the taxpayer for research wages and
supplies used in research. (2) certain time-sharing costs for computer
use. and (3) 65 percent of the amounts paid for contract research
conducted on the taxpayer's behalf. Research outside the U.S.. for

social studies, arts and humanities, or to the extent provided by grants
or contracts are not eligible for the credit.

Second, the Code permitted a 20 percent credit for basic research
grants or awards in excess of (1) 100 percent of corporate cash
expenditures paid for university basic research over (2) the sum of (a)

the greater of two fixed research floors plus (b) an amount reflecting

any decrease in nonresearch giving to universities by the corporation.

There are three primary policy goals that the current Section 41
credit seeks to fulfill. First, the credit is designed to stimulate new
research ~ research that would not otherwise be conducted in the
absence of the credit. This is the fundamental reason for the
incremental structure of the credit. Second, the credit is a means to

balance the social rate of return, or the benefit which inures to society

fi-om R&E, with the economic benefits that inure to the individual

firm. As the gap between social and economic rates is closed, market
distortions against performing R&E are partly overcome. Third, the

credit balances similar subsidies provided to business by our trading

partners.

Third, by administrative fiat the Treasury Department extended
Section 4009 of the 1988 TAMRA. The Revenue Procedure generally
requires firms to allocate 64 percent of U.S. R&D expenses to U.S.
source income and 64 percent of foreign R&D to foreign source
income ~ the remainder allocable by gross sales or gross income.

Fourth. Section 174 of the Code provided for current expensing of

some of the R&E costs that would otherwise be chargeable to capital

accoxmt

As a result, the House proposal provides no special incentive for firms
to engage in cooperative research, and may actually be biased against
cooperative research. To the extent cooperative research is research
above the "base" it is subject, like individual R&E. to the incremental
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credit. Outside contract expenses are creditable only to the extent of
65% of these expenses.

The Danforth-Baucus proposal would modify section 4 1 to provide a 20
percent credit for certain cooperatively conducted research. Qualified
contributions include cash, and noncash contributions to the extent of
cash contributions. Qualified consortium include those with at least
five contributors, if no 3 contributors contributed more than 80
percent of the total nongovernmental contributions, and no single
member contributed more than 50 percent of total nongovernmental
contributions.

The current treatment of contributions to research consortia is more
fully covered in exhibit A.

nL Added Incentives for Cooperative R&D are Needed

There are many justifications for permitting a credit for cooperatively
conducted R&D. A few of these justifications are listed below.

The Cooperative Credit Overcome An Inherently Institutional
Bias Against Cooperation and a Built-in Reluctance to Cooperate

Most importantly, the credit is needed to overcome a bias against
cooperative research that has been institutionalized in the American
business culture. Historically, antitrust laws and our traditional image
of stubborn independence have combined to characterize cooperative
research not only as a sign of weakness, but as an approach that could
restrict competition or trade. As a result, most American companies
have been reluctant to share manufacturing information and
technology, even when their problems are industry-wide and solutions
are costly and risky.

The credit would be the next logical step in a series of steps
undertaken by Congress to remove institutional obstacles to

cooperative research. In 1984. Congress passed the National
Cooperative Research Act, which was intended to assuage fears that
cooperative research (through the prototype stage) violated U.S. anti-

trust statutes. In addition, the Stevenson-Wydler Technology Act of

1980, the Federal Technology Transfer Act of 1986 and the Omnibus
Trade and Competitiveness Act of 1988 have all increased the abilities

of American companies to engage in collaborative research. Consortia
pursue only jointly beneficial research, as is specifically required in

the 1984 NCRA

In addition to overcoming cultural biases, the credit is needed to

overcome Internal perceptions that cooperation will hinder rather
than help. R&D goes to the very heart of a firm's existence.
Irmovatlon, technology, knowledge and discoveries are the lifeblood of

a firm; they are the means by which a firm gains marketshare. But
these commodities only have value If they are either unknown to other
firms or protected under intellectual property laws.

By asking firms to cooperate on R&D, we are asking them to share
with others — mostly competitors — some of this knowledge.
Cooperative R&D is new. difficult to organize and carries substantial
perceived risks to firms. For an aggressive growth company, fear of

"contributing knowledge" to competitors instead of "sharing' In the
new knowledge is very real. And the cooperative group activity is

subject to less individual corporate control, which elevates this

concern.
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In sum, legitimate concerns that the release of proprietary R&D to

competitor firms through disclosure will override other benefits
contributes to an enhanced reluctance to engage in cooperative
research. The cooperative R&E tax credit becomes an ofiiset against
such concerns and provides an additional tool for enhancing
intemationed technology competitiveness.

TTie Coqperodue Credit Furthers Sound Potiq/ Goals ofthe
Incremented Section 41 Credit

The cooperative R&E tax credit strongly advances the policy

justifications of the section 41 incremental credit, and at the same
time, rewards the most efficient use of limited R&D funds. The
cooperative credit has much to recommend it: to the extent the credit
leverages research dollars it encourages more efficient use of limited
R&D resources; to the extent it spreads risks and costs it encourages
new research that would not be conducted in its absence; and, to the
extent it eliminates redundant research, it increases the stimulate
effect of the existing tax expenditures.

First, the cooperative R&D tax credit will stimulate new R&D (as the
incremental Section 41 credit is intended to do). This is because the
credit enables firms to spread risks and costs by pooling cash, in-kind
contributions, scientists and technical know-how on R&D that would
otherwise be too costly, too risky or too long-term to perform
individually.

Second, the cooperative credit will advance the underlying goals of
Section 41 by ensuring the research is conducted in the U.S. and by
better enabling firms to meet foreign competition. The collaborative

R&D tax credit is intended not bnly to help firms compete against one
another, but to band together to meet global competition.

Beyond existing policy goals, cooperation offers a cost-effective

alternative to otherwise duplicative R&D, such as R&D conducted to

meet safety, envirormiental or health standards. When firms are able

to collaborate on research, they can make the most Judicious use of
limited R&D dollars. And since cooperative research enables firms to

more wisely and effectively use limited R&D resources, a collaborative

R&D credit can work in conjvmction with the Section 41 credit to
allow the incremental credit to apply more efficiently to firm-specific

research.

The OeditwniBen^ Firms Not Encourc^ed by the Current
Incremental Credit

Direct benefits of the proposed enhancement to the R&E tax credit

will undoubtedly inure to the bottom line of companies that conduct
cooperative research. The cooperative credit will assist companies
that are otherwise increasing their R&E expenditures above the
"base," regardless of how that base is defined in the section 41
incremental credit. Equally important, however, it will also benefit

companies that cannot take immediate advantage of the incremental
credit either because they do not have taxable income against which
the credit can be offset, are subject to the limitations of the
Alternative Minimum Tax or whose R&D falls below the base. It also

includes smaller firms who may be disinclined to invest the needed
amounts in process or other technologies not perceived to

immediately inure to the bottom line, but in the long run are key to

their sustained competitiveness.
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The ability to share In the research results of cooperative research
that Is 'tacentivized" or encouraged by the enhanced credit is a direct
benefit that will inure to all participants in a cooperative venture. In
other words, because the research is cooperatively conducted (and
financing is interrelated), lowering the costs of capital outlays lowers
the cost of capital for the research venture in its entirety. In essence,
the leveraged research is disseminated to small and large firms alike,

profitable and currently nonprofitable firms alike, and the indirect
benefit of the credit is spread to the entire membership of the
project. For firms that are below the "base", cooperation will allow
them to "catch up to the fold" with immediately rewardable R&E
expenditures.

The Credit Will E^fficiently Stimulate R8iD to the Benefit ofthe
Public and the Public Fisccd Interest

A common test of the utility of the credit has always been how much
research it stimulates, but this is fax from a perfect criterion. A more
correct measure of the utility of an R&E tax credit is how efficiently

the credit promotes research, how quickly it facilitates dissemination
of research results, and how effectively it assists in the
commercialization of innovations within short time frames. The credit
not be judged simply by how much R&D dollars it stimulates, but by
the knowledge conveyed and deployed by the R&D performing firm.

The cooperative R&D tax credit induces new research at lower costs
to limited public resources (in the form of tax expenditures) and lower
costs to increasingly limited private resources. It helps companies
make more efficient use of limited resources by overcoming
transactional and cultural barriers to cooperation, providing a
counterbalance to perceived or real disadvantages from disclosure of
information. Moreover, it will reduce redundant research on which
the incremental credit is now taken, ensure innovations are
considered for the widest possible application, enable U.S. companies
to bring technology to market faster on a wide variety of applications
by involving more partners and employ teamwork to meet new
challenges in the global trade environment.

The savings of finite public and private sector R&D resources and the
new generation of R&D activity will inure to the benefit of the
consumers in safer, more economical and more efficient products of
greater variety.

Cooperation Advances The Starting Pointfor Competition

Consortia greatly heighten competition within industry. They do so
by increasing the availability of technology and the speed with which
technology is distributed among small and large firms, placing
businesses within the industry on a more equal footing. Leveraging
R&D funds in collaborative efforts also frees up competitive energies
by enabling firms to concentrate on firm-specific R&D, and by
increasing the number of firms that have access to new manufacturing
processes and technologies.

Stated another way. when a significant portion of an industry, or
competitive base is aware of best methods, best processes or
technological advances, the technology is quickly dispersed
throughout the field of competitors, reducing relative competitive
advantages. As the technology is commercialized and integrated into

the products and processes, it improves the efficiencies and
technology of all competitors. No competitor, therefore, can use this

knowledge alone to gain competitive advantage, unless it is able to do
so through application and development. As a result, the credit will
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cause competitors to advance their starting line for a particular
market. 4ielghtenlng competition among the firms In the team for the
benefit of the consumer and U.S. industry. The price for advancing
the starting line among competitors is a greater inducement to do so.

The Credit wm Close the Wider Gap Between Societcd and
Ekx>nomic Returns

It is generally recognized that firms will underinvest in R&D. The
prospect of recapturing income from a new idea is the primary
incentive for commercializing new products or developing new
processes. But individuals or firms that undertake R & D of new
technologies must always balance the prospect of return with the cost
of that R&D. the risk of failure £ind the consideration that, even if they
are successful, they will not be able to reap the profits attributable to

the new technology.^ A firm that is efficient in finding new
technologies is not always poised to best manufacture and distribute

the product, or otherwise fully capitalize on that technology. In short,

firms have difficulty capturing the benefits of research to the same
extent those benefits inure to society.

The R&D tax credit is partly meant as a means to balance this market
distortion by bridging the gap between the social rate of return and
the economic rate of return to the individual firm. To the extent the
gap between social and economic rates is closed, actual market forces

can work more effectively to properly allocate sufBcient funding to

R&D. The credit also counters similar incentives provided for by our
competitor-nations.

In cooperative research, however, even greater gaps between
economic income and the social rate of return are present, and even
greater competitive pressures come to bear. The greater gap between
societal and individual rates of return stem from two factors: first, that
the social rate of return is higher per dollar of R&D expended;
second, that the firm has greater difficulty recapturing investment.
As noted, because companies are sharing research results with
competitors — even If the consortia involves vertical components —
the starting line for competition is advanced for all participants. No
individual firm, therefore, gains relative advantage over another in the
cooperative research. This inability to recapture relative income gain
widens the gap between the firm's perceived individual return, and
the benefit to the public. The cooperative R&D tax credit modification
is meant to stimulate two principal policy goals of the Section 41
credit: (1) it is Intended to stimvdate new research, and (2) it enables
firms to recapture the economic profits of R & E outlays, when these

are mpgt (difficult Xq bg rggapturg^j.

The Credit WiU AlUnv For Truly Industry-led Cooperation in a
Public • Private Partnership

The Congress, through direct fimding of research consortia, has
already reached the decision that substantial Federal resources are

required to overcome the newness of cooperative research, fear of

disclosure, cultural biases, and transactional costs stemming fi-om

organizational difificultles. The tax credit would be a continuation of

this policy, and more: it would allow industries to decide which
cooperative ventures ought to be fvmded, and enable the government
to indirectly participate in that decision. But a tax credit will enable

3whlle research may result In laige dtvtdends to flmis that conduct such research, such
firms are reluctant to conduct research because of the long-term nature of the rewards
and because of the fear that the Innovation or new processes developed from this

research will be lost to competitors.
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industry to decide which research projects it needs to pursue to meet
foreign competition. Industry is in the best position to see what
arrangements will be needed to meet new challenges.

The Credit Will Change the Paradigm ofRSlD

When American technology ruled the world, means of improving not
just the technology, but the process for creating it, had little place in
the public agenda. America is now threatened in the global race for

economic dominance by competitors that understand the efficiency of
collaboration.

That research done cooperatively may lead to overall efficiencies does
not mean that companies will correctly perceive these efficiencies. By
stimulating industry-led collaborative efforts, a credit will allow
individual firms to perceive a direct advantage in cooperating, and
force the construct for cooperation.

The Credit Redress Certain Inequities

The tax credit for consortia research is also needed because the Code
can treat cooperative research disadvantageous^. As previously
discussed, outside contract expenses are currently creditable, if at all.

to the extent of 65 percent. Therefore, contributions to research
consortia are not fully creditable as in-house expenses. This 65
percent contract limitation is not without an ostensible policy goal: it

is meant to reflect the cost of in-house research overhead, and
therefore, equalize the treatment between in-house and contracted
research. However, the reasoning behind the policy is flawed: it is

precisely the lower overhead costs of research consortia and the
higher return per dollar of contribution which recommends
cooperative research.

The Credit Will Advance the Starting Linefor Competition

In today's world, maintaining latest technology is not just a question of
market share, it is a question of survivad. In technology-intensive
industries, failure to keep up with technological advances will have
immediate repercussions, not only for the firms Involved, but for the
entire U.S. Industry. The motivation for individual research, to pull

out from the pack, is not quelled by the knowledge of what others
know. Sharing knowledge only makes competitors aware of where
their competition is and of where they need to excel individually.

Conclusion

Mr. Chairman: Today's crowded, international marketplace has
imposed a new reality on American business — a wake up call that is

audible to every sector of our Nation's industrial base. Today U.S.
businesses no longer battle for domestic market shares, but fight to

survive in the global marketplace. And while they compete against
each other, our foreign competitors have learned to achieve results

faster and more efficiently through collaboration.

Nowhere perhaps is this collaboration more critical than in the
performance of Research and Development.

It is time for a domestic tax policy that rewards R&D conducted
cooperatively as part of our current tax incentive system for R&D. As
the credit leverages research dollars it encourages more efficient use
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of limited R&D resources. As the credit spreads risks and costs It

encoura^s new research that would not be conducted in its absence.
As the credit eliminates research that would otherwise be conducted
— duplicative research — it reduces the tax expenditure. These
reasons recommend that national tax policy reward collaborative R&D.

American industry faces its greatest challenge in nearly a century. The
events of the last decade have reconfigured the world, a world where
global influence is not measured by the number of warheads but by
economic prosperity. One key to meeting this challenge is creating an
environment for industrial cooperation. The collaborative R&D tax
credit is intended not only to help firms compete against one another,
but to help entire industry sectors meet global competition.
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Exhibit A:

The Current Treatment of Contributions to
Cooperative Research Organizations Under
the Internal Revenue Code (Code).

Whether or not contributions to cooperative research organizations (or expenses
relative to cooperative projects) are creditable under Section 41. and to what extent they
are creditable, depends upon several factors. First, If the entity is a pass-through entity,

such SIS a partnership, in order to be creditable at all either the taxpayer must be
engaged in the trade or business to which expenses relate (usually the case In

cooperative research) or the partnership must be engaged In the trade or business to

which expenses relate. Second. If the taxpayer contracts outside employees to conduct
research (assuming the research relates to the trade or business of the taxpayer), the

taxpayer can apply the credit only to the extent of 65 percent of the qualifying research
and experimentation (R&E) expenditures. Third. If the taxpayer structures the

jirrangement as a Joint venture or a partnership, the taxpayer will generally not be
subject to the 65 percent limitation and may treat the expenses as fully creditable (as In-

house) expenses. If the entity Is a partnership, the expenses will be passed through,

provided the entity Is conducting a trade or business to which the research relates at the

partnership level. If the entity Is not conducting a trade or business, but the partner can
independently use the results of the research, the credit is determined by an equitable

formula, taking Into account partnership distributions.

J. M-House Research

The Code provided several incentives for Industry-Initiated research - the most

important being the credit under Section 41.'* UnUl its expiration on June 30. 1992. the

credit for in-house research and experirhentatlon (R&E) was 20 percent of the excess of

current year R&E expenditures over the "base" — the product of the average of four

preceding taxable year's gross receipts and the ratio of the aggregate qualified research

for 1983 to 1989 to gross receipts In those years.^

n. CooperaOae Researdi

Although direct appropriations often provide the current incentive for specific

cooperative research projects and consortia, before its expiration Section 41 provided
no direct lix:entlve for Anns to engage In Industry-to-lndustiy cooperative research

beyond the R&E tax credit (although university basic research was provided as
liKentlve). Indeed, research conducted through cooperative research orgeuiizations is

* Another temporary provision is Intended, In part, to favor R&E conducted in the U.S.

Under the U.S. worldwide taxing system, to the extent expenses are allocable to foreign

source income, the U.S. taxpayers have a smaller foreign tax credit and a larger

domestic tax llabiUty. For this reason. U.S. taxpayers prefer expenses allocated to U.S.

source income. Section 4009 of the Technical and Miscellaneous Revenue Act of 1988
lowers the effective worldwide tax rate of U.S. firms by generally requiring firms to

allocate 64 percent of U.S. R&D expenses to U.S. source Income and 64 percent of foreign

R&D to foreign source Income - the remaining R&D to be allocated on the basis of gross

sales or gross income.
5 This Is expressed as follows:

CYR&E - [(GRPYl + GR2ndPY + GR3rdPY +GR4thPY)/4 •

(1983R&E + 1984R&E 1985R&E + 1986R&E +

1987R&E+ 1988R&E+ 1989R&E)/(1983GR+ 1984GR+
1985GR+ 1986GR+ 1987GR+ 1988GR+ 1989GR)1.

where FY = preceding year, GR = gross receipts. CY = current year. The base Is

determined separately for start-ups. which are given a fixed base percentage of 3
percent. The base amount for any firm, start-up or established, cannot be less than 50
percent of the qualified expenditures for the current year. This limitation establishes

an effective celling on the credit for high-growth companies. As you know, the 103d
Congress Is exploring ways In which this base calculation, which has proven

unsatisfactory to many companies, can be Improved.

74-512 O -94 -14
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subject to different rules than research conducted In-house. and when the rules are the

same. the-appUcatlon of these rules have different ramlflcaUons. The following

discusses the treatment of contributions to cooperative research organizations.

A. Forms (ifCooperative Research Projects

Cooperative research projects can take several forms. One form is the typical consortia

scenario, where member companies (those compeinles participating in a project)

provide funding to a 501(c)(3) organization which then uses the funding to oversee the

project. The 501 (c)(3) can utilize facilities at Its member compjuiies, at the consortia

Itself or can contract with any other outside organization. Another form is where the

members companies establish either an S corporation or a C corporation to conduct the

research activity. In another form, the compeuiles establish a general or limited

partnership with a corporation, the consortia, which operates as the general partner.

Yet another form is where the companies merely establish a Joint research venture. In

the colloquy of cooperative research they are referred to. for example, as:

• R&D Sponsored Pools, where members pool theirJunds to sponsor
research at universities and other institutions.

• Basic Research Cooperatives, which concentrate on risky research not
otherwise urviertaken by individual merrxbers.

• Equity JoirU. ventures, where thejirms share the financing, ownership,

risks and returns.

• Non-equity Joint ventures, which largely include cross-licensing

agreements.

B. The Trade or Business' Restriction

The credltabillty of contributions for cooperative research — whether these combined
contributions are made In the form of a joint venture, through a partnership, to a C
corporation or S corporation (nonprofit or for-profit. Including a federally funded
research consortium), or other entity — primarily depends on application of the "trade

or business" requirement. In order to qualify for the credit, all "in-house" or "contract

research " must be paid or Incurred in carrying on a trade or business."^

The "trade or business" restriction ensures "the principal purpose of the taxpayer in

mnlring such expenditures is to use the results of the research In the active conduct of

the trade or business." The restriction seeks to prevent, rather than reward mere

financiers of the project with a credit designed to offset costs of development.^
ExcepUons to this requirement are "basic research" (the advancement of scientific

knowledge not having a specific commercial objective).^ and "start-up" expense (when

the company contemplates using the research In a future trade or business).^ The trade

or business requirement is met. therefore. If at the time such expenses are incurred, the

taxpayer intends to use the results of the R&E In the active conduct of an existing or

ftiture trade or buslncas-
^°

As businesses cooperate on research projects three factual scenarios can occur (1) a

partnership or other pass through entity of parent companies incurs or pays research

expenses in carrying on a trade or business (2) a partnership or other pass-through

entity of parent companies incurs or pays research expenses but does not cany on a

trade or business. (3) the companies that seek to conduct cooperative research pool

funds together and contract out research, without utilizing the participating companies
employees, supplies or noncash resources.

In application to a pass-through entity, the trade or business requirement generally

yields three rules:

• If at the pass-through entity level the RSlE expenses [whether contractedJor

or conducted in-house) are paid or incurred in carrying on a trade or business.

^SecUon 41(b)(1). Stemming from section 162. this subsecUon provides:

The term qualified research expenses mecms the sumof... in carrying on any
trade or business of the taxpayer.

1 41(b)(4).

* Baste research is automaUcally considered as qualifying under SecUon 41(e)(7).

QSecUon 41(b)(4).

lOConference Report. P.L. 101-239. 1989 OBRA.
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then the expense isJitUy creditable, regardless of the trade or business of the

partners or venturers. * ^

• If at the entity letxL the qualifying RSlE expense is not paid or incurred in
carrying on a trade or business, the expense is generally not creditable to the
partners or venturers.

• However, given the above, if all the partners of venturers are entitled to make
independent use of the results of the research such expenditures can be treated as
qualified research expenditures by certain partners or verxturers.

1. The Partnership, S corporation or Venture Pays
orIncurs the Qualifying R&£ in Carrying on a Trade or

An In-house research expense or a contract research expense paid or Incurred by a
partnership Is a qualified research expense of the partnership, if the expense Is paid or
incurred by the partnership in carrying on a trade or business of the peutnership.
determined at the partnership level without regard to the trade or business of any
partner. ^2 jn the case of a partnership, the research credit is apportioned among the
persons who are partners in accordance with Code section 704. For example, since the
credit is an expenditure credit, it is to be apportioned on the same basis as the Code
section 174 expenses.

Similar rules apply in the case of an S corporation. In the case of an S corporation, the
amount of the research credit shall be allocated to the shareholders according to the

provisions of Code sections 1366 and 1377.13

2. TItePartnership, or Venture Does Not Pay or Incur the QimiyyingRSiB
in a Trade or Business in Carrying on a Trade or Business

If a partnership or a Joint venture (taxable as a partnership) is not carrying on the trade
or business, such expenditures will not genersilly qualify as qualified research
expenses. Consequently, no credit will be available to the partners or venturers.
However, under an exception, if all the partners are entitled to make use of the results,

such expenses may be qualified to the partners or venturers, provided they could be

taken by the partners or venturers in their Individual capacities. 1"*

Determining the amount of the credit under this exception takes several steps. The
amount of the credit available to the partners or Joint venturers Is determined
assuming the partnership or Joint venture is carrying on the trade or business to which
the research relates. This amount Is then reduced by the proportionate share of such
expenses allocable to those partners or venturers who would not be able to claim such
expenses as qualified research expenditures if they had paid or incurred such expenses
directly. For this purpose, such partners' or venturers' proportionate share of such
expenses shall be determined on the basis of such partners' or venturers' distributive

share of partnership Items of Income or gain. ^ ^

The remaining amount of qualified research expenses is allocated among those
partners or venturers who would have been entitled to cljilm a credit for such expenses
If they had paid or incurred the research expenses in their own trade or business, in the
relative proportions that such partners or venturers share deductions for expenses

under section 174 for the taxable year that such expenses are paid or incurred. ^^

' 'But see discussion on whether the research Is fully funded.

*2 The phrase "in carrying on a trade or business" has the same meaning for purposes of
section 41(b)(1) as It has for purposes of section 162; thus, expenses paid or incurred in

connection with a trade or business within the meaning of section 174(a) (relating to the
deduction for research and experimental expenses) are not necessarily paid or Incurred
In carrying on a trade or business for purposes of section 41.

l^RegulaUonsecUon 1.41-9.

l^RegulaUon secUon 1.41-2.

15 Where a partner's or venturer's share of partnership items of income or gain
(excluding gain allocated under section 704(c)) may vary during the period such partner
or venturer Is a partner or venturer in such partnership or Joint venture, such share
shall be the highest share such partner or venturer may receive.

l^For purposes of section 41, research expenditures shall be treated as paid or incurred
directly by such partners or ventures.



3. The Conqianies That Pool Funds and Contract Out

Tiuo Restrictions Apply

Finns that contract out research are subject to two restrictions. First, section 4irb) of

the Code rewards contract research expenditures, but defines the term "contract
research expenses" to mean 65 percent of any amount paid or Incurred by the taxpayer

to any person (other than an employee) to conduct qualified research. ^^ To the extent
cooperative research Is research above the "base" it is eligible, like individual RfltE, for

the incremental credit.

Second, if amy contract research expenses paid or Incurred during any taxable year are
attributable to qualified research to be conducted after the close of the taxable year,

such amount shall be treated as paid or incurred during the period in which the

qualified research is conducted. ^^

9iicil(fi;ing RS££ Oasts

Under normal rules for in-house reseeirch, qualified resesu'ch costs Include costs for

supplies and personal property used in the conduct of qualified resesurh.l^
Expenditures for supplies or for the use of personal property that are Indirect research
expenditures or general auid administrative exi>enses do not quaillfy as In-house

research expenses.20

Most significantly, however, wages paid for "engjiglng in qustlifled research are

creditable".^ 1 The term "engaging in qualified research" means the actual conduct of
qualified research (as In the case of a scientist conducting laboratory experiments),
direct supervision of reseeurh or direct support. "Direct supervision" means immediate
supervision or first-line management of qualified research.22 "Direct support" means
services in the direct support of either persons engaging in actual conduct of qualified

research, or persons who are dlrecOy supervising persons engaging in the actual

conduct of qualified research.23

How JUiich qfthe WagesAre Creditable?

Wages paid to or Incurred for an employee constitute in-house research expenses only to

the extent the wages were paid or incurred for qualified services performed by the
employee. If an employee has performed both qualified services and nonqualified
services, only the amount of wages allocated to the performance of qualified services

constitutes an In-house research expense.24 However, If substantially all of the
services performed by an employee for the taxpayer during the taxable year relate to

qualifying R&E costs, all the taxpayer's wages can l)c considered as qualifying RflcE. As
a general rule, services constitute substantlalfy all of the services performed by the
employee during a taxable year, if the wages for R&E constitute at least 80 percent of the
wages paid to or incurred by the taxpayer for the employee during the taxable year.

The Effect qfOie 65 Percent Umitation

l^If contract research is performed partly within the United States and partly without,
only 65 percent of the portion of the contract amount that Is attributable to the research
performed within the United States can qualify as contract research expense (even If 80
percent or more of the contract amount was for research performed In the United
States).

l^SecUon 41(b)(3).

l%upplles and personal property are used In the conduct of qualified research If they
are used In the performance of qualified services by zn employee of the taxpayer (or by a
person acting In a capacity similar to that of an employee of the taxpayer).

20AddltionalIy. qualified expenses may Include certain utility charges, right to use
personal property and the use of personal property in taxable years.

21Code secUon 41(b)(2)(B).

22as In the case of a research scientist who directly supervises laboratory experiments,
but who may not actualfy perform experiments.

23For example, direct support of research Includes the services of a secretary for typing
reports describing laboratory results derived from qualified research, of a laboratory
worker for cleaning equipment used In qualified research, of a clerk for compiling
research data, and of a machinist for machining a part of an experimental model used
In qualified research.

24in the absence of another method of allocation that the taxpayer can demonstrate to

be more appropriate, the amount of In-house research expense shall be determined by
multlplylnjg the total amount of wages paid to or Incurred for the employee during the
taxable year by the ratio of the total time actualfy spent by the employee in the
performance of all services for the taxpayer during the taxable year.
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The limitation on 65 percent of qualified research activity Is meant to reflect an
arbitrary allocation - 35 percent -- which would not otherwise constitute creditable
expenses. Whether or not this arbitrary allocation is fair, of course, depends on the
nature of the expenses relative to research.

That "substantially all" of the services performed by an employee can qualify all of the
employees wages for the credit Including the additional 20 percent, seems to indicate
an even greater disparity between outside research and In-house research. While 65
percent of the outside contact expenses are always limited, as much as 125 percent of
employee wages are creditable (100 percent/80 percent), almost twice the outside
contract expense limitation.

It Is perhaps this Inequity that has caused companies to seek to circumvent the rule by
utilizing their own employees or their own supplies in a Joint venture or partnership
context. This artiflciaJ restriction distorts otherwise market-oriented decisions on the
best use and form of research resources. This disparity is further enhanced by the fact

that many smaller firms, that may tend to contract out. do not have nonqualifying
fringe benefits if the research Is done In-house (which would not qualify for the credit).

To bring cooperative research Into parity with in-house research, as much as 125
percent of the expenses would have to be creditable, depending upon the circumstances.

Treatment of Expenses if The Research is

Partly Federally Funded
Whether or not the entity Itself is qualified to take the credit depends on two factors: (1)

whether the research is funded by grant or contract, and (2) whether the products of the
research — the technical knowledge - are licensed by the consortia, partially owned by
the consortia, or the exclusive property of participating member companies to the
project.

Retention ofRights

If the taxpayer performs research on behalf of another person Eind retains no
substantial rights to the research, thatresearch Is not properly taken into account by
the taxpayer for purposes of section 4 1.^5 in sum, if the taxpayer, in csirrylng on a
trade or business, performs reseeirch on behalf of other persons but retains substantial
rights In the research, the taxpayer can take otherwise qualified expenses for that

research into account for purposes of section 4 1
.26

If a taxpayer performing research for another person retains no substantial rights to

research under the agreement providing for the research, the research is treated as fully

funded. No expenses paid or incurred by the taxpayer in performing a research
agreement that confers on another person the exclusive right to exploit the results of

the research Is creditable.^7 if a taxpayer performing research for another retains no
substantial rights in the research and if the payments to the researcher are contingent
upon the success of the resesurh, neither the performer nor the person paying for the
research is entitled to treat any portion of the expenditures as qualified research
expenditures.

If a taxpayer performing research for jinother person retains substantial rights in the

research under the agreement providing for the research, the research Is funded to the

extent of the payments (euid fcilr market value of cmy property) to which the taxpayer

becomes entitled by performing the research.28 Normally, the taxpayer shall reduce by
the amount of funding the amount paid or incurred by the taxpayer for the research that

would constitute qualified research expenses of the taxpayer.

25 See 1.41-5(d)(2).

26But may do so only to the extent descril)ed In section 1.41 -5(d)(3). See below
discussion.

27|ncldental benefits to the taxpayer from performance of the research (for example,
increased experience In a field of research) do not constitute substantial rights In the

research.

28a taxpayer does not retain substantial rights In the research if the taxpayer must pay
for the right to use the results of the research.



If the taxpayer establishes to the satisfaction of the IRS the total amount of research

expenses (that is. the expenses which would be qualified research expenses if there were

no funding) exceed 65 percent of the funding, then the taxpayer may allocate the funding

pro rata to nonqualified and otherwise qualified research expenses. In no event,

however, shall less than 65 percent of the funding be applied against the otherwise

qualified research expenses. These provisions are applied separately to each research

project undertaken by the taxpayer.
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Mr. Payne. Thank you very much, Mr. Sumney. If you would re-

main with the panel until we have heard from the final witness,
then perhaps we would have questions for each of you.

I would at this time like to recognize my colleague, Mr. Kopetski,
for the purpose of an introduction.

Mr. Kopetski. Thank you, Mr. Chairman. I am pleased to intro-

duce Bob Gregg, the vice president of finance and CFO for Sequent
Computer Systems. This is a company located in Portland, Oreg.,
which designs and manufactures computer systems.
Mr. Gregg is appearing before the subcommittee today to testify

about a provision to change the definition of startup companies for

purposes of the R&D credit. This issue is of particular importance
at this time because we in the full committee and in the House
have voted to make the R&D credit permanent. Sequent Comput-
ers and a very few other companies cannot take advantage of the
R&D credit strictly due to the year in which they began their oper-

ations. Someone has suggested that the companies with this prob-
lem be known as the notch babies of the R&D credit. I will let Mr.
Gregg elaborate on that point. Thank you, Mr. Chairman.
Mr. Payne. Thank you.

STATEMENT OF ROBERT S. GREGG, VICE PRESIDENT OF
FINANCE, TREASURER, AND CHIEF FINANCIAL OFFICER,
SEQUENT COMPUTER SYSTEMS, INC.

Mr. Gregg. Mr. Chairman and members of the subcommittee, I

am here today to testify on the provisions to correct the original

definition of startup companies, as it was initially intended for pur-
poses of the R&D credit. This provision was included in H.R. 11
last year as passed by the Congress and vetoed bv President Bush.
It is also included in S. 666. I want to thank this committee for

providing me the opportunity to testify on behalf of Sequent as well

as the American Electronics Association.
In addition, I would like to submit for your consideration written

testimony from Sierra Semiconductor, another AEA member with
this concern. Sequent is a midsized company located in Portland,
Oreg. Largely due to the research and development undertaken by
Sequent to design and manufacture a new generation of large com-
mercial computer systems which have come to be known as sym-
metric multiprocessing computers, we have grown the company
from $400,000 in sales in 1984 to over $300 million in 1992.

The company was founded in 1983 bv 18 former employees of
Intel Corp. with a vision of the future, the very type of innovative
spirit that the research and development credit was designed to en-

courage and reward. As a result of a technical glitch in the credit

rules. Sequent is not entitled to a research credit for any year after

1990, although our R&D efforts continue to grow as we design
products which will take the company into the 21st century.
To very briefly give you some background, under the current

credit only qualified research expenses over a fixed base amount
are eligible for the credit. In 1989 the base calculation was changed
so that the base is now computed by multiplying the ratio of the
company's qualified research expenses to gross receipts for 1984
through 1988 by the company's average gross receipts in the imme-
diate preceding 4 years.
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Recognizing that companies in the startup phase will experience

a distorted relationship between the research expenses and gross

receipts and in their initial years of operation, Congress provided

a special fixed base for startup companies. Specifically under those

rules, a startup company is defined as any company with fewer
than 3 years of both gross receipts and qualified research expenses
during the base period, which was 1984 to 1988.

The problem with the 3-out-of-5-year test is that it by definition

erroneously misses any company that began during the early years

of the base period as contrasted with those starting in later years

of that period or thereafter. As such, any company with its first

year of both gross receipts and R&D falHng in 1984, 1985, or 1986
will not be considered to be a startup company even though its

R&D to sales ratio could have been well beyond 100 percent dfuring

those early base years.

We understand from those involved in putting the provision to-

gether in 1989 that this result was certainly not intended. Sequent
incurred its first year of research costs in 1983 and its first year

of gross receipts in 1984. As a result, our fixed base percentage is

so high that for all of this foreseeable future we will not receive an
R&D credit, yet our history and our R&D to sales ratio show that

we are clearly in a startup phase and thus we are the type of com-
pany Congress intended to include in the future credit eligibility.

Without the change, the credit's incentive value is zero for com-
panies like Sequent. More important, the current startup company
definition puts Sequent at a significant disadvantage when we try

to compete with other already established companies or even a new
company. Either of these companies will get a 20 percent incentive

for their extra R&D they spend in developing the next product. We,
in contrast, will get nothing.

The proposal that solves this problem is very simple. It would
change the definition of a startup company to include any company
with its first year of both R&D and sales in 1984 or thereafter. So
if I could summarize, because of the oversight in 1989 tax legisla-

tion with respect to the startup definition. Sequent is at a competi-

tive disadvantage and the credit is a failure. We ask that you ac-

knowledge this oversight and support the proposal to put Sequent
and other companies like us on a level playing field once again.

It cannot be good tax policy to keep a provision in place when
it penalizes young, but rapidly growing, companies that are bring-

ing new technologies to market to win against the growing foreign

competition. Unlike many other industries where market leader-

ship has been seized by foreign competition, the computer systems

and software industry continues for the time being to be led by

U.S.-braced companies. It is innovative leading edge technology

compemies like Sequent that are helping make this possible.

The R&D tax credit was originally put into place to achieve this

result, and I ask you not to let a technical oversight in the law
render it meaningless. I would be happy to answer any questions.

[The prepared statement follows:]



391

STATEMENT OF ROBERT S. GREGG

VICE PRESIDENT OF FINANCE, TREASURER AND CFO
FOR

SEQUENT COMPUTER SYSTEMS, INC.

RESEARCH AND DEVELOPMENT CREDIT
START-UP COMPANY PROVISION

COMMITTEE ON WAYS AND MEANS
U.S. HOUSE OF REPRESENTATIVES

JUNE 22, 1993

Mr. Chairman and Members of the Committee. My name is Bob
Gregg. I am the Vice President of Finance, Treasurer and
Chief Financial Officer of Sequent Computer Systems. I am
here today to testify on the provision to correct the
original definition of start-up companies as it was
initially intended for purposes of the R&D credit. This
provision was included in H.R. 11 last year, as passed by
Congress, and vetoed by President Bush.

I want to thank this Committee for providing me the oppor-
tunity to testify on behalf of Sequent as well as the
American Electronics Association (AEA)

.

In addition, I would also like to submit for your consid-
eration written testimony from Sierra Semiconductor,
another AEA member with this concern.

Sequent is a mid-sized company located in Portland, Ore-
gon. Largely due to the research and development un-
dertaken by Sequent to design and manufacture a new
generation of large commercial computer systems (which have
come to be known as symmetric multi-processing computers)

,

we have grown the company from $400,000 in sales in 1984
to over $300 million in 1992.

The Company was founded in 1983 by 18 former Intel em-
ployees with a vision of the future, the very type of
innovative spirit that the research and development credit
was designed to encourage and reward. As a result of a
technical glitch in the credit rules, however. Sequent is
not entitled to a research credit for any year after 1990
although our R&D efforts continue to grow as we design
products which will take the Company into the 21st century.

BACKGROUND: Under the current credit, only qualified re-
search expenses over a fixed base amount are eligible for
the credit. In 1989 the base calculation was changed so
that the base is now computed by multiplying the ratio of
a company's qualified research expenses to gross receipts
for 1984-1988 by the company's average gross receipts in
the prior four years.

Recognizing that companies in a start-up phase will
experience a distorted relationship between research
expenses and gross receipts in their initial years of
operation, Congress provided a special fixed base for
start-up companies. Specifically, under those rules a
start-up company is defined as any company with fewer than
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3 years of both gross receipts and qualified research
expenses during the base period (1984-1988).

PROBLEM: The problem with this three out of five year test
is that it necessarily misses any company that began during
the early years of the base period, as contrasted with
those starting in the later years of that period or there-
after. Indeed, any successful company that starts sell-
ing or starts R&D in the early years of that period would
not have stopped R&D spending or sales during the later
years of that period. As such, any company with its first
year of both gross receipts and R&D falling in 1984, 1985
or 1986, will not be considered to be a start-up even
though its R&D to sales ratio could have been well beyond
100% during many of the base years. We understand from
those involved in putting the provision together in 1989
that this result was certainly not intended.

Sequent is a perfect example of the unfairness exacted by
this rule. Like many companies in the early 1980 's.

Sequent was funded by venture capital. This initial
capital allowed the founders of the company nearly two
years to develop a marketable product without the immedi-
ate need to generate revenue to cover operating costs. As
a result, in these early years of operations, the Company's
R&D as a percentage of sales was extremely high, in some
years, well over 100%.

Sequent incurred its first year of research costs in 1983
and its first year of gross receipts in 1984. As a result,
our fixed base percentage is so high that for all of the
foreseeable future we will not receive any R&D credit. Yet
our history and our R&D to sales ratio show that we were
clearly in a start-up phase and thus, were the type of
company Congress intended to include in future credit
eligibility.

Without This Change The Credit's Incentive Value is Zero
For Companies Like Sequent: The purpose of the credit is
to cause companies to spend more on R&D than they other-
wise would without the credit. This increased R&D effort
is supposed to be beneficial to society because companies
like Sequent will be better able to bring new and more
efficient technologies to society. In Sequent 's case
however, the credit is a complete and total failure. We
will simply never get any R&D credit because of this start-
up company definition.

The Credit Actually Puts Sequent At a Coi^>etitive Disad-
vantage Vis-a-vis its Competitors: More importantly, the
current start-up company definition puts Sequent at a
significant disadvantage when we try to compete with an
already established company, or a new company. Either of
these companies will get a 20% incentive for the extra R&D
they spend in developing that next generation of product.
We, in contrast, will get no help.

The high technology industry has evolved and changed over
the 10 years since Sequent began business. The one over-
riding main stay in surviving in the market place is having
a competitive edge. Without an R&D credit. Sequent will
be a distinct disadvantage against our competitors due to
our misfortune of having our first year of sales and R&D
fall in 1984, rather than 1987 or beyond.



Since 1984, our revenues have grown from $400,000 to over
$300,000 million, close to one-half of which is shipped
into international free-trade markets. In addition, our
research expenses have grown over 700% to over $50 million
annually. The old formula research credit has provided Se-
quent and other young companies like us the necessary
incentive to perform research and development and has
allowed us to stay cihead of our foreign competition in the
computer systems business. The R&D credit has a direct and
clear impact on our future investment in research and it
is critical that a technical glitch in the definition of
a start-up company not put us at a competitive disad-
vantage.

PROPOSAL: The proposal that solves this problem is very
simple. It would change the definition of a start-up
company to include any company with its first year of both
R&D and sales in 1984 or thereafter.

Moreover, the proposal would not give us an unusually
generous benefit. Rather than being subject to the special
start-up company rules forever, the proposal would actually
only provide a special rule for Sequent for one year, after
which our actual permanent percentage would be based on our
6th through 10th year. This latter period is far more
representative of the level of R&D to sales ratio that our
company will strive to maintain. As such, it would provide
a significant incentive for our company to increase our
level of R&D spending and keep us competitive.

CONCLDSION: Sequent is doing business in a rapidly
changing market place in an industry where having a
competitive advantage can mean the difference between
success and failure. Because of the oversight in the 1989
tax legislation with respect to the start-up definition.
Sequent is at a competitive disadvantage and the credit is
a failure. We ask that you acknowledge this oversight and
support this proposal to put Sequent and other companies
like us on a level playing field once again. It cannot be
good tax policy to keep such a provision in place when it
penalizes the young but rapidly growing companies that are
bringing new technologies to market to win against growing
foreign competition.

Unlike many other industries where market leadership has
been seized by foreign competition, the computer systems
and software industry continues, for the time being, to be
led by U.S. based companies. It is innovative, leading
edge technology companies like Sequent that are helping
make this possible. The R&D tax credit was originally put
into place to achieve this result. I ask you to not let
a technical oversight in the law render it meaningless.

I would be happy to answer any questions you may have.
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Chairman Rangel. To Mr. Mayer and Ms. Cahan, as relates to

the 42d Street project, as you know, I support it as the mayor sup-
ports it and the Governor. Recently I had an opportunity to take
many Members of Congress to New York. They understood the im-
portance of this landmark and tourist attraction. They understood
that it is important to major cities throughout the country to be
able to preserve these sites. You were here, I assume, when Treas-
ury opposed the rifle shot?
How would you explain to Treasury as to why 7 years is not

enough, as Treasury put it, that you were given the opportunity,

you were given a transition rule and now we find ourselves asking
for another extension?
Mr. Mayer. Thank you, Mr. Chairman. I recall that the Assist-

ant Secretary commented that this is not an appropriate time to

extend the tax incentives afforded the project, yet it isn't clear to

Times Square Center Associates when an appropriate time would
occur.

Chairman Rangel. I asked him if it would be an appropriate
time, and he thought the appropriate time had expired.

Mr. Mayer. The problem, sir, is that the timetable for develop-
ment of the project has drastically changed, but not as the fault of

anything that the developer or the City of New York or the State
of New York has done. We have invested more than $250
million
Chairman Rangel. What caused us not to make that timetable

so that I will be better equipped to deal with Treasury?
Mr. Mayer. The revenue analysis shows there is no cost if the

incentive
Chairman Rangel. I understand that. You understand what they

are saying?
Mr. Mayer. Right.

Chairman Rangel. They call this privileged legislation, so obvi-

ously we have to show hardship, and I am just asking that—I know
that substantial moneys have been invested. I just wonder why did

we not meet the mark?
Mr. Mayer. I think the critical matter was the 46 lawsuits that

were brought to stop the project. Each one of them was dismissed
on motion, no trials, but it still took more than 5 years to resolve

them.
Chairman Rangel. All right. Now, I have been telling some peo-

ple that have been seeing me on behalf of the 42d Street venture
that it would seem to me that while we are looking for this so-

called rifle shot that developers might consider reviewing what con-

tributions they are making to improving the entire community be-

cause as attractive as 42d Street is and as we want it to be. It

would seem to me that it would be at a disadvantage if tourists

had to walk through inner city communities and find that we had
this oasis there, but private investors had completely ignored other
parts of this great island. So I would hope that as we talk about
empowerment and enterprise zones that investors and developers
at this site in mid-Manhattan might also consider what contribu-

tions you can make to make our city, but more specifically Manhat-
tan Island more attractive.
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If you have done anything along those lines, I would appreciate
it being stated for the record.

Mr. Mayer. We certainly will review that with our principals,

sir. I think we also should emphasize
Chairman Rangel. I have already reviewed it with your prin-

cipals. I just hope that we can energize this amendment by show-
ing that you cannot survive in a ghetto. You have to really see

what the overall plans are and it would help those of us who live

on the island to be more forceful in pushing this transition and ex-

tension.

Ms. Cahan. Mr. Chairman, on behalf of my friends, the commer-
cial developers of this project, I am the president of a not-for-profit

organization which is responsible for six of the nine theaters on
this block.

Chairman Rangel. I used to play hooky and go to all of them.
Ms. Cahan. So did lots of people, including me. We used to go

to the movies on this street. I went to high school on 46th Street,

and spent those 4 wonderful years close to 42d Street.

The developers, Times Square Center Associates, are making a
$18.2 million contribution toward the renovation of two of the six

theaters, under our jurisdiction so that those theaters will be trans-

formed and reinvented as not-for-profit theaters. I think that is one
part of their obligation to the City of New York, and all of our citi-

zens, as well as all of those who visit our city. We are hoping to

have the first of those theaters open in January 1995.

Chairman Rangel. Thank you so much.
Ms. Cahan. We have to thank the developers for that contribu-

tion.

Chairman Rangel. Those are the types of things I was looking

for. I thank you for your contribution. I yield back, Mr. Chairman.
Mr. Payne. Mr. Mayer, you mentioned that the change that is

proposed would change this from an in-service day in 1998 to $250
million that would be invested at about this time. As a percentage
of the cost of the entire project, how much is $250 million?

Mr. Mayer. Well, sir, the $250 million represents a portion of the

land costs to date. We have funded the condemnation costs, we
have funded certain city and State expenses, we have made con-

tributions to the theaters. It is difficult to know what the ultimate

cost of construction of our project will be, but it is estimated ini-

tially when we intended to build in the 1980s that the total cost

would be $1 billion.

Mr. Payne. And that cost was estimated in 1986 because the tax

act was
Mr. Mayer. It was $1.2 billion for the four office towers in 1986

budgets plus land costs plus related public expenditures that we
had to fund plus subway expenses that we were then required to

fund.

Mr. Payne. And the $250 million as of this date is all in land
costs?

Mr. Mayer. Land and somewhat related public expenses that we
had to pay.

Mr. Payne. Subway improvements?
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Mr. Mayer. Some subway improvements, some payments to the
theater, some to the city and UDC's internal expenses, vast
amounts of money to lawyers and architects.

Mr. Payne. Are there other projects that would be affected by the
change of this transition rule or is this very specific?

Mr. Mayer. It only applies to the 42d Street project, all compo-
nents of the 42d Street project.

Mr. Payne. Thank you very much. Mr. Hoagland.
Mr. Hoagland. Would your deadline be removed entirely? Mr.

Mayer, as I read your proposal, that the deadline would be re-

moved entirely if at least $250 million was incurred or committed
before April 15 of this year?

Mr. Mayer. Yes, sir. Really the reason being that when the ini-

tial—the 1986 legislation was passed, we thought that the 1998 in-

service requirement would easily be met, and we don't want to be
mistaken again. That is why there is no stated outside date for the
in-service rules.

Mr. Hoagland. Now, I assume the $250 million has been com-
mitted, right?

Mr. Mayer. It has been spent, sir.

Mr. Hoagland. And the original transition rule gave you 12
years?
Mr. Mayer. Yes, sir, the end of 1997.
Mr. WiCKHAM. Congressman, we should also note that in the

1986 Act transition relief rules, there were a number of large-scale,

long-term projects such as this where there were no placed in-serv-

ice deadlines prescribed by the Congress. We have been through
the 1986 Act, and I think there is some 69 projects where there
were very large-scale projects, a number of them of rehabilitations

of large areas of inner city areas such as we are dealing with here
where—and that is still the case. There is no placed in service

deadline because it is impossible at the time the Congress acts to

really have a crystal ball how long it really will take for some of

these large-scale projects to be completed.
I think that is the situation that has been experienced by the

city, and the State, and the developers in this case.

Mr. Hoagland. So there is considerable precedent, in other
words?
Mr. WiCKHAM. Yes, there is. We can supply that in further detail

if the subcommittee were interested. We have been through the
statute, and we have counted 69 projects covered by transition re-

lief rules in the, just the 1986 Act alone. There may be others for

which there are no placed in-service deadlines because they are

large-scale, long-term projects.

Mr. Hoagland. In these kind of projects do you consider revenue
loss? Is that
Mr. WiCKHAM. Oh, yes.

Mr. Hoagland. Is there an estimate as to the revenue loss?

Mr. WiCKHAM. Yes, there has been one prepared by Randall
Weiss of the Deloitte & Touche, concluding that there is no revenue
loss from enactment of this legislation during the period. I was ad-

vised yesterday that the—^you may know better, but the staff of the
Joint Committee on Taxation had similarly concluded that there is
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no revenue effect from enactment of this during the period that the
committee uses for budget and revenue-estimating purposes.
As a matter of fact, if there is any effect in this case, the slow-

down in the project means that the time when the properties of the
project will be placed in service will be later than was originally

contemplated so that the value of the tax benefits preserved to the
developer and the cost of according those to government will be de-

creased. That has been the essential effect of what has occurred in

cases like this.

Mr. HoAGLAND. What is likely to happen to the project if the ex-

tension is not granted?
Mr. WiCKHAM. I am sorry?

Mr. HoAGLAND. What is likely to happen to the project if this

amendment is not adopted?
Mr. Mayer. Well, it is difficult to say with certainty, Congress-

man, but it becomes much more difficult for the project to continue.
There is a substantial commitment of additional capital required
beyond the $250 million to continue the project, and that in turn,

the ability, willingness to commit those funds requires our being
able to look out in the long term and see the project makes eco-

nomic sense and is desirable for commercial tenants. These tax in-

centives make the project more leasable in the long term.
[The following was subsequently received:]
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July 9, 1993

Honorable Charles A. Rangel
Chairman, Subcommittee on Select Revenue Measures
Committee on Ways and Means
U.S. House of Representatives
1105 Longworth House Office Building
Washington, D.C. 20519-6348

Dear Chairman:

I am writing to supplement and amplify my statements at the
hearing on June 22, 1993 before your Subcommittee. I would
appreciate having this amplification included in the record of
the hearings if possible.

At the hearing, I appeared on behalf of Times Square Center
Associates to support legislation which would preserve existing
tax incentives for the continued development of the Times Square
- 42nd Street Urban Renovation Project. As you know, these tax
incentives presently apply only if the property is placed in
service before January 1, 1998. The proposed legislation would
remove the January 1, 1998 deadline if at least $250 million was
incurred or committed for development of the Project before April
15, 1993.

1. Removal of deadline.

At the hearing. Congressman Hoagland noted that the
legislative proposal would remove the placed-in-service deadline
entirely. We believe that the removal of the deadline entirely,
rather than a deferral of the deadline to another specific
deadline, is justified by the large expenditures already incurred
in reliance on the availability of the tax incentives and by the
fact that failure to meet the existing deadline is due to factors
beyond anyone's control or expectations. The $250 million
already incurred in connection with the Project was invested in
reliance on the tax incentives for construction of the office
towers. Construction has been delayed by events beyond the
control of the City, the UDC, and the developers, who are now in
the process of amending the Project plan to defer construction of
the office towers while proceeding with an interim retail low-
rise development. This interim development will remain in place
for an indeterminate period - until market conditions allow for
the construction of new office buildings in Manhattan. Thus,
although I cannot predict a definite date for completion of the

499 Park Avenue New York, ^fY 10022 212/355-7570
Telex 316526 PARKREALNYK



office towers, I can say that enactment now of a continuation of
the tax incentives is vital to facilitate the long-term
commitment of the substantial additional capital required, beyond
the $250 million already expended, to continue development of the
Project.

2. Cost of office towers.

At the hearing. Congressman Payne asked what percentage of
the cost of the entire Project is represented by the $250 million
investment. I responded that, in 1986, the estimated cost for
the four office towers was $1.2 billion, plus land costs and
related public expenditures. However, the most recent estimate
of the cost of the four office towers has risen to $1.99 billion,
exclusive of land costs and related public expenditures.

3. Contributions to improvement of New York Citv

At the hearings you asked for information for the record of
the hearings about the contributions the developers of the Times
Square - 42nd Street Project are making to improve the entire
community, and to make New York City and especially Manhattan
more attractive.

Times Square Center Associates, is a partnership consisting
of an affiliate of Park Tower Realty Corp. and the Prudential
Insurance Company of America, both of whom have a record of
making major contributions to the improvement of New York City.

Substantial contributions to the improvement of the City are
being made as part of the Times Square - 42nd Street Project
itself. Thus, as was noted at the hearings by Cora Cahan,
President of the not-for-profit organization, New 42nd Street,
Inc., Times Square Center Associates has committed itself to
making a contribution of $20 million toward restoration of the
historic, off-Broadway theaters that are part of this project.

Our affiliate. Park Tower Realty Corp., has a long and
continuing record of substantial contributions for the betterment
of New York City, including our minority and disadvantaged
communities. For example, an executive of an affiliate of Park
Tower recently received an award in connection with efforts in
hiring minority and local contractors in development of the Foley
Square Project in lower Manhattan. Park Tower Realty also has
provided advisory services in aid of the National Black Theaters
development program. Park Tower's Chairman, Mr. George Klein, is
an active member of the Board of the U.N. Development
Corporation. As such, Mr. Klein has been instrumental in working
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to keep UNICEF in New York City and in development of a hotel
complex at the United Nations Plaza.

Park Tower's financial partner in the Times Square project,
The Prudential Insurance Company of America, has established a
strong reputation in New York as a major employer, a significant
investor and a substantial contributor to the City's community
programs, arts institutions and youth organizations. The
Prudential payroll for its insurance, investment and securities
operations numbers at least 9,000 in New York City alone, and an
additiobnal 4,000 to 5,000 in Westchester County, Albany and
other locations in New York State. In New York City and around
the country. The Prudential has been a corporate leader committed
to the restoration of urban neighborhoods through the National
Community Development Initiative, a program that provides private
funding for housing, day care and other facilities. The
Prudential recently confirmed its corporate commitment to New
York City in its decision to sign multi-year leases in dowtown
Manhattan for the corporate headquarters, retail brokerage, asset
management, and financial and administrative activities of its
securities subsidiary. Prudential Securities.

I hope that this information is a useful supplement to my
testimony.

Matthew W. Mayer
for Park Tower Times Square
Associates, a partner



401

Mr. HoAGLAND. Mr. Chairman, may I address one question to

Mr. Gregg? Mr. Gregg, what would the revenue effects be of your
proposal of doing away with the notch proposal that you described?
Mr. Gregg. The entire revenue effect as it is estimated? There

is a little background here. When it was put in H.R. 11 last year,

they estimated that it was $50 million aggregate for a 5-year pe-
riod. When a revenue estimate was prepared for when this oc-

curred and somehow it has been accumulated to be $300 million,

which we totally don't understand because under this amendment
it is less generous than the one that was in the bill last year, so

if anything, it should be less than $50 million, so I can't comment
on how they came up with that estimate, but we can't concur with
it.

Mr. HOAGLAND. Thank you, Mr. Chairman.
Mr. Payne. Thank you very much, Mr. Hoagland. Mr. Kopetski.
Mr. Kopetski. Thank you, Mr. Chairman. Mr. Gregg, could you

just give us a comparison between a company situated as you are
with this problem and the fixed base percentage compared to the
typical fixed base percentage for some of your competitors which
don't have the same problem under the R&D credit.

Mr. Gregg. Well, because we don't qualify as a startup company,
because of the technical wording, we are limited at the cap 16 per-

cent, which says we have to spend 16 percent of revenues, all of

our industry. We spend very aggressively in R&D, and we are
somewhere, depending on what period you want to look at, we are
somewhere between 12 and 14 percent of revenue on a consistent
basis. All of our competitors are in that 10—as low as 8, but as
much as 14 percent of revenue, but because we are at the 16 per-

cent cap we get no benefit from it.

Mr. Kopetski. In looking at who is working in these positions

that do the R&D, are these highly skilled individuals?
Mr. Gregg. Extremely highly skilled. We have in Portland,

Oreg., we have roughly 400 engineers working for Sequent, very
highly skilled, largely software engineers but also hardware engi-

neers. During the fixed base years, the 1984 through 1988 time
frame, we averaged somewhere between $5 and $8 million of R&D
per year. Currently this year we are budgeted to spend a little over

$50 million in research and development, like I said, at about a 14
percent rate.

Mr. Kopetski. What is the average wage for one of these engi-

neers?
Mr. Gregg. Oh gosh.
Mr. Kopetski. Or the range.
Mr. Gregg. All end costs somewhere between $50,000 and

$70,000 per.

Mr. Kopetski. Is that a competitive field to attract the engi-

neers?
Mr. Gregg. Extremely competitive. This is particularly in this

developmental area of parallel processing computer systems, which
is really, if you pick up Business Week or Fortune or any of the
magazines in the last 3 weeks, the cover articles have been on the
big technology payoff from microprocessor-based computer systems.
So this is the way the industry is going, and we are very, very ex-

cited about the fact that we are one of the companies that is lead-
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ing this whole U.S. computer industry into multiprocessor, parallel

processing computers, so it is extremely competitive for the talent
that we get particularly to attract them to Portland, Oreg.
Mr. KoPETSKl. So your competitors are spending less on R&D,

and they get the credit, you are spending more?
Mr. Gregg. As a percentage of sales they are spending less, but

obviously we are competing with some of the largest companies in

the world, but as our financial results show, we have taken the
company from $400,000 in 1984 to over $300 million in fiscal 1992.
So we are doing quite well competing, but we are still relatively

small compared to the big guys, but our percentage of R&D com-
pared to sales is extremely high.

Mr. KOPETSKI. If you had this credit, would you put more money,
resources into R&D?
Mr. Gregg. I would put as much as I could possibly put in there.

My biggest restriction on how much R&D I can spend is because
I am a public company and I have shareholders to answer to. I am
trying to derive the 10 percent return after tax to those sharehold-
ers, and that is what they expect. And to the extent I am limited
on R&D credit, it is going to come straight out of my R&D budget.
That is the only place it can show up.
Mr. KOPETSKI. Thank you very much. I should point out, Mr.

Chairman, that this company is not located in the 5th Congres-
sional District of Oregon.
Mr. Payne. Thank you very much, Mr. Kopetski.
Are there any other questions of this panel? If not, I want to

thank the panel and thank you very much for adhering to our 5-

minute rule. We appreciate what you have said and presented to

us today, and it is an important part of our legislative record.

Thank you very much.
Mr. Payne. Our second panel, representing the John D. and

Catherine T. MacArthur Foundation, James Griffin, vice president
and general counsel; representing the Queen Emma Foundation,
Ruth Ono, vice president, Queen's Health System; and representing
the Emil Buehler Perpetual Trust, IRA Kaltman, tax counsel.

As the Chairman mentioned when we started this hearing, we
would appreciate your confining your oral remarks to 5 minutes.
Any statements you have will be put into the record in their en-

tirety. Mr. Griffin, you may proceed as you wish.

STATEMENT OF JAMES GRIFFIN, VICE PRESIDENT AND GEN-
ERAL COUNSEL, JOHN D. AND CATHERINE T. MacARTHUR
FOUNDATION, CHICAGO, ILL.

Mr. Griffin. Thank you very much, sir. Mr. Chairman and mem-
bers, I am James T. Griffin, vice president and general counsel of

the John D. And Catherine T. MacArthur Foundation. The Founda-
tion has submitted a written statement in support of its request for

legislative relief, and I will stick strictly to a short summary.
We are located in Chicago, 111., and with assets of approximately

$2.9 billion, we expect to make charitable grants in excess of $160
million in 1993. The Foundation basically inherited, among other
things, from the MacArthurs, over 53,000 acres of vacant real es-

tate concentrated in North Palm Beach and south Martin Counties
in Florida. There is other real estate, but some of it is improved.
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The vacant real estate has caused a significant cash flow problem
to the foundation, hindering the ability of the foundation to fund
from current income its current charitable programs and thereby
meet its required 5 percent minimum distribution requirement im-
posed on private foundations. The vacant real estate, which ac-

coimts for almost 30 percent of the assets of the foundation, does
not produce any significant cash income and is really a cost to

carry. The foundation's other investments do not produce sufficient

cash income to overcome the absence of cash income from the va-
cant real estate in order to make our distribution requirements. We
make them from other sources. In order for it to properly maintain
its current charitable programs and preserve its assets over time,
the foundation must generate cash income from the vacant real es-

tate. The vacant real estate can only be sold presently at fire sale
prices in today's real estate market, and for the foreseeable future
sales can result in spending of the proceeds to make up the short-

ages or reinvestment in other assets to increase cash flow.

The best alternative is to develop the vacant real estate to

produce cash income. The foundation will need cash to fund per-

mitted development of the vacant real estate. The liquidation of the
investment portfolio of stocks and bonds would clearly not be pru-
dent, as it would cause the foundation to invest additional moneys
into real estate in a concentrated geographical area. Further, such
a liquidation would cause immediately and for the near term a re-

duction of cash income available to fund existing programs which
could cause the foundation to cut back the funding of programs or
spend ever more corpus.
The only real feasible alternative is to borrow the funds nec-

essary to develop the real estate. If the foundation borrows the nec-
essary funds, however, the income fi-om such developed real estate
will be subject to the debt-financed income provisions under section

514 of the Internal Revenue Code. Our rate would go from 2 per-
cent to the presently around 34. The application of section 514 will

cause the income derived from the developed real estate to be sub-
ject to that additional tax.

The additional income tax only thwarts the objective of the foun-
dation, which is to generate additional cash income to fund existing
charitable programs. We seek legislative relief from the application
of the debt-financed income provisions. We do not seek any unique
or unusual relief, but we request only the same exception to the
debt-financed income rules currently available to retirement plans
since 1980 and universities since 1984 under code section 514(c)(9).

Under such section universities' retirement plans are not subject to

the debt-financed income provisions for real estate investments. We
seek only that same exemption available to them. It is sought due
to the unusual circumstances in which the foundation finds itself

by inheritance with a substantial portion of its portfolio in inher-
ited vacant real estate which is not providing any significant cur-

rent income. Thank you very much.
Mr. Payne. Thank you very much, Mr. Griffin.

[The prepared statement follows:]
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JOHN D. AND CATHERINE T. MACARTHUR FOUNDATION

LIMITED EXTENSION OF SECTION 514(c)(9)
OF THE INTERNAL REVENUE CODE TO INCLUDE CERTAIN

FOUNDATIONS WITH INHERITED REAL ESTATE

Legislative Bacfcground

The section 514 "debt-financed" income provisions were added to the
Internal Revenue Code by the Tax Reform Act of 1969 in response to
the Clay Brown. University Hill Foundation, and other cases. The
problem to which section 514 was directed involved leveraged
acquisitions of assets by tax-exempt organizations. Typically, the
exempt organization would purchase a corporate business, agreeing
to pay the purchase price out of profits generated from the
purchased assets. It would then liquidate the business and lease
its assets back to the original seller. Rents would be used to make
debt payments. The seller/lessee could deduct the rents in
calculating its ordinary income, and receive them back in the form
of debt satisfaction on the original sale, with the gain portion
of each installment taxable at lower capital gains rates.
Eventually, the debt would be repaid and the exempt organization
would own the assets, free of debt, at little or no out-of-pocket
cost.

In 1980, Congress amended the debt-financed income rules by
adopting an exception for leveraged real estate investments by
qualified pension trusts, coupled with various restrictions to
prevent abuses. This exception, section 514(c)(9), was extended to
educational institutions described in section 170(b) (1) (A) (ii) and
their supporting organizations in 1984, along with additional
restrictions applicable to pension trusts, educational
institutions, and their supporting organizations.

History

In 1978, the John D. and Catherine T. MacArthur Foundation received
all of the stock of Bankers Life and Casualty Company ("Company")
from a trust created by John D. MacArthur during his lifetime. As
part of an overall plan to comply with the divestiture requirements
of the excess business holding rules under Sections 4943 of the
Internal Revenue Code, various real estate assets located
throughout the United States with an aggregate value in excess of
$1.4 billion were distributed by the Company to the Foundation in
December of 1983 pursuant to a plan of partial liquidation approved
by the IRS.

The real estate assets consisted of extensive holdings in New York
(including in excess of 10,000 apartment units, and 19 commercial
and office buildings) and Florida. The Florida real estate assets
included approximately 98,000 acres of vacant real estate in
Southern Florida, and in particular, approximately 53,000 acres of
vacant real estate in northeast Palm Beach and southeast Martin
Counties. Following the 1983 distribution of real estate,
approximately 86% of the Foundation's assets were invested in real
estate, all of which was essentially inherited from John D.

MacArthur.

Since 1983, the Foundation has disposed of the Company, and its
sales of inherited real estate assets have exceeded $1.0 billion.
Proceeds from these sales were invested in income-producing
financial assets, such as stocks and bonds. See Exhibit 1, which
shows the Foundation's total asset allocations for the years 1983
through 1992.

Despite its continuing effort to reduce its real estate holdings,
the Foundation continues to own 43,400 acres of unimproved real
estate in Florida, concentrated in Palm Beach and Martin Counties.
See Exhibit 2 which contains a map showing the location of the real
estate. The Foundation has been advised by independent consultants
to continue to take aggressive steps to reduce its remaining real
estate holdings, and in particular, to significantly reduce the
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concentration of its vacant real estate holdings in Florida, but
to do so in an orderly way so as to realize the full value of the
assets and avoid adversely affecting the values of other properties
in the surrounding areas.

Although the Foundation has made efforts to sell the Florida real
estate, the economy in recent years, along with the regulatory
environment, including an extensive comprehensive land use plan
adopted by the State of Florida, has discouraged development and
resulted in minimal sales. Moreover, the Foundation has been forced
to take back, or participate in "work-out" arrangements for,
several properties it sold because of problems experienced by
buyers. As a result of all of these factors, the Foundation's real
estate assets, in particular the Florida real estate, suffered a
reduction in market value of over $300 million based on a 1992
reappraisal of such real estate.

Notwithstanding the decrease in value of its real estate assets,
the Foundation has continued to increase its charitable giving.
Grants totalling $749.8 million were made during the past five
years, far in excess of the 5% minimum distribution requirement
applicable to private foundations (see Exhibit 3, which shows the
Foundation's actual charitable distributions and the minimum
distribution requirements for the years 1984 through 1992)

.

Problem

The John D. and Catherine T. MacArthur Foundation finds that the
income from its investment portfolio is not sufficient to maintain
its existing charitable programs, because nearly 28 % of its assets
remain invested in real estate that does not generate significant
cash income to fund the charitable programs. The non-real estate
portion of the Foundation's investment portfolio alone does not
generate sufficient income to continue to fund and maintain the
desired level and quality of the Foundation's charitable programs.
Without additional income from the real estate holdings, the
Foundation will have no alternative but to curtail its charitable
programs

.

The current income yield from the real estate is low because most
of the properties are vacant. Selling the real estate is not
feasible, due in particular to the limited marketability of the
unimproved land and the present state of the economy. Further, the
Florida real estate is subject to economic pressures, as well as
a regulatory environment that discourages economic development by
third-party developers. The economy in which the real estate is
situated is stagnant, and it does not appear that revival is
imminent. The Foundation needs to find ways to make the vacant
Florida real estate either more productive or more saleable in
today's market.

Real estate development activities are a necessary element in order
to generate current income and create economic demand for the
Florida real estate, which over the long term will generate
sufficient revenues to fund its share of the Foundation's
charitable programs. Absent such activity, the only alternative
that the Foundation will have will be to reduce the level of its
charitable programs, which would be to the disadvantage of various
charitable organizations located all over the world, and their
ultimate beneficiaries. See Exhibits 4 and 5, which show
projections of future net income, approved charitable
distributions, and cumulative asset sales that will be required if
additional revenue is not forthcoming.

The Foundation finds that it has no reasonable alternative for
funding the development of the vacant Florida real estate other
than to borrow funds. The principal alternative—liquidation of a
significant portion of its current investment portfolio of stocks
and bonds to fund the improvements—would be imprudent,
irresponsible, and unreasonable. Such a liquidation would cause an
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immediate reduction in income available to fund the Foundation's
existing charitable programs and commitments, and cause further
concentration of the Foundation's assets in Florida real estate.
The current and potential beneficiaries of the Foundation's
programs would suffer immediately from the loss of funds to meet
current obligations and face the risk of future losses associated
with concentrating an even greater portion of the Foundation's
endowment in real estate. In contrast, the use of debt to fund
improvements to real estate is a traditional and accepted method
of financing in the real estate sector and would allow the
Foundation to maximize the productivity of its assets for the
benefit of charity, both now and in the future.

The use of debt to fund the economic development of the Florida
real estate, however, would cause the income generated from the
property to be characterized under current law as "debt-financed"
and to be taxable as unrelated business taxable income.

The income tax payable due to the application of the debt-financed
income rules would make the additional investment to develop the
Florida real estate uneconomical compared to other investments.
Moreover, and most importantly, the taxes would further reduce the
funds available to maintain and enhance the Foundation's charitable
programs. Thus, under present law, the Foundation and the public
loses regardless of whether the Foundation borrows to fund the
development of its real estate or liquidates a portion of its
portfolio of stocks and bonds.

The special exception from the debt-financed income rules of
section 514(c)(9) currently applicable to pension trusts and
educational institutions would apply to debt incurred by a private
foundation (as defined in section 509(a)) to improve any real
property if

—

(1) at any time, since it was organized, more than half of the
assets, determined by value, held by the foundation and
acquired, directly or indirectly, by gift or devise, consisted
of improved and unimproved real property,

(2) immediately prior to the time the debt was originally
incurred, real estate acquired, directly or indirectly, by
gift or devise, exceeded 10% of the value of all investment
assets held by the Foundation, and

(3) no member of the organization's governing body was a
disqualified person (as defined in section 4946) during the
period the debt remains unpaid other than by virtue of being
a "foundation manager."

To prevent any unintended abuses, the proposed changes would be
subject to the same anti-abuse limitations that apply today to
pension trusts and edi:cational organizations.

Where a private foundation has received by gift or devise non-
charitable assets in the form of real estate that produces little
or no current income, the foundation must choose among these
options: (1) reduce its charitable program, (2) sell
income-producing assets, (3) sell its unimproved real estate at
"fire sale" prices in today's market and for the foreseeable
future, or (4) improve the real estate to make it income-producing.
In order to improve its real estate, the foundation will have to
borrow. However, the penalties imposed by the debt-financed income
rules will make an otherwise attractive investment unattractive.

As was true for pension trusts and educational institutions before
the current law exception was adopted, the debt-financed income
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rules make many otherwise economically sound investments
non-economic. The adverse impact of the tax is exacerbated by the
following: (1) in a perverse fashion, as time passes, the portion
of overall income that is made taxable increases even where the
amount of debt is constant or falling; and (2) most, if not all,
gain upon disposition is subjected to taxation if the property is

sold while the acquisition indebtedness continues to be
outstanding.

Finally, the proposed change would supplement the Administration's
current attempts to restore vitality to the real estate sector. The
Foundation's efforts to improve the productivity and marketability
of its own real estate should be expected to enhance the economy
of the surrounding community and produce ripple effects that
benefit everyone as a result of the desired economic stimulation.

Board of Directors

No member of the Board of Directors is in any way related to John
D. or Catherine T. MacArthur, founders of the Foundation. (See
Exhibit 6 which contains a listing of the present members of the
Board of Directors of the Foundation.)

Conclusion

The Foundation seeks the same legislative relief currently
available to retirement plans and educational institutions. There
is no valid basis for according such relief to such other
organizations and not to the Foundation or other similarly situated
charitable organizations.



408



409
^V...-



410

O

I

£

i §

a

O

I SI S S 8 8 2 8 § g S



411

m

n

I I

g|88S88?8§S8
(tuowin u] sjtaiiool «utaoui pu« Buipuads



412

(8U0IIIIH U| SiBllOa) 88|8S J»8«V



413

John D. and Catherine T. MacArthur Foundation

Board of Directors

Jolin E. Corbally, Former President of the University of Illinois

Robert P. Ewing, Retired Chairman of Bankers Life and Casualty
Company

Willieun H. Foege, M.D., Executive Director of the Carter Center of
Emory University

James M. Purman, Retired Executive Vice President of the Foundation

Murray Gell-Mann, Millikan Professor of Theoretical Physics,
California Institute of Technology, Nobel Laureate

Alan M. Hallene, President, Montgomery Elevator International

Paul Harvey, News Commentator, American Broadcasting Company

John P. Holdren, Professor of Energy and Resources, University of
California, Berkeley

Shirley Mount Hufstedler, Attorney-at-Law

Sara Lawrence Lightfoot, Professor of Education, Harvard Graduate
School of Education

Margaret E. Mataoney, President, The Commonwealth Fund

Elizabeth J. McCormack, Associate, Rockefeller Family & Associates

George A. Ranney, Jr., Attorney-at-Law

Jonas Salk, M.D. , Founding Director and Distinguished Professor in
International Health Sciences, The Salk Institute for
Biological Studies, Developer of the polio vaccine which bears
his name

Adele Simmons, President of the Foundation

Jerome B. Wiesner, President Emeritus and Institute Professor,
Massachusetts Institute of Technology.

EXHIBIT 6
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Mr. Payne. Dr. Ono.

STATEMENT OF RUTH M. ONO, PH.D., VICE PRESffiENT,
QUEEN'S HEALTH SYSTEM ON BEHALF OF QUEEN EMMA
FOUNDATION, HONOLULU, HAWAH
Ms. Ono. Thank you. Mr. Chairman and distinguished members

of the subcommittee, good afternoon and Aloha. My name is Ruth
Ono. I am a vice president of the Queen's Health Systems of Hono-
lulu, Hawaii, a major provider of health care services to the people
of the State of Hawaii. I am pleased to be here today representing
the Queen Emma Foundation, a member of the Queen's Health
Systems. With me today is Mike Walsh, vice president and treas-

urer of the Queen Emma Foundation.
You are considering a proposal to treat private foundations like

educational organizations and pension funds for purposes of the
unrelated business income rules governing debt-financed property.

We respectfully request your favorable consideration in extending
this treatment to organizations like the Queen Emma Foundation.
The Queen Emma Foundation is a nonprofit, tax-exempt public

charity. Its purpose is to support and improve health care services

in Hawaii by committing funds generated by foundation-owned
properties to the Queen's Medical Center, Hawaii's major teaching
hospital and a major part of the Queen's Health Systems. The hos-

pital serves 19,000 inpatients plus 172,000 outpatient visits and
27,000 emergency room visits each year.

Since there are no State, county or municipal acute care hos-
pitals on Oahu, Queens, although not a public hospital, is in fact

perceived as such by the people of Oahu. We serve the public at

large, including the Medicare and Medicaid population. As you
know, the State of Hawaii is a group of islands separated by water.
Necessarily Queen's has taken over the responsibility for the only

hospital on the Island of Molokai, which had been crippled with fi-

nancial problems that threatened its closure. Queen's also operates
clinics on the neighbor islands, provides home health care services,

supports nursing programs at the University of Hawaii and com-
munity colleges, and operates a medical library.

In other words, Queen's has served the people of our State with
a sense of Aloha, unique to Hawaii. The foundation's assets consist

largely of land bequeathed in 1885 by our founder, Queen Emma
Kaleleonalani. Most of the foundation's land is encumbered by
long-term, fixed rent, commercial and industrial ground leases. The
return produced by these leases is extremely low, as the foundation
is unable, under these leases, to increase rents to keep pace with
the rapid appreciation in land values in Hawaii. This severely lim-

its the foundation's ability to provide funding to the medical center.

The foundation could increase the funds available to support the

medical center's health care endeavors by buying out the leases of

current lessees and leasing the land, together with any buildings

on the land at current mancet rates. The foundation also could up-
grade the improvements on its land to further enhance its revenue-
generating potential. However, doing this on a scale that would ap-

preciably increase the funds available to support the medical center

would require more cash than the foundation has available or could

prudently generate by selling assets.
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The best solution to this problem would be for the foundation to
borrow the necessary funds. However, any income earned by the
foundation would be taxed, according to the debt-financed property
rules under the unrelated business income tax, greatly reducing
the funds ultimately available to meet its charitable mission.
The foundation therefore proposes that the exception to the debt-

financed property rules that currently applies to educational orga-
nizations and pension fiinds be expanded to cover organizations
like the Queen Emma Foundation. In particular, the foundation
proposes that the exception be expanded to cover organizations
that are supporting organizations to hospitals that hold significant
assets in the form of bequeathed real property and that are gov-
erned by boards of directors that are broadly representative of the
public.

Current law safeguards would apply under our proposal. Such a
proposal, if enacted, would enable the foundation to generate more
funds to support the medical center in pursuit of its cnaritable mis-
sion and provide better health care to the people of Hawaii.
Mr. Chairman and members of the subcommittee, thank you for

the opportunity to testify. Our written statement has been submit-
ted for the record. We shall be pleased to answer any questions.
Mr. Payne. Thank you very much, Dr. Ono.
[The prepared statement follows:]

7il_Ki O r» _ Q4 _ 1 S
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STATEMENT OF RUTH M. ONO, PH.D.
BEFORE THE SUBCOMMITTEE ON SELECT REVENUE MEASURES

OF THE HOUSE COMMITTEE ON WAYS AND MEANS

JUNE 22, 1993

Mr. Chairman and Distinguished Members of the Subcommittee:

Good morning. My name is Ruth Ono. I am a Vice-President
of the Queen's Health Systems (the "Queen's) of Honolulu,
Hawaii, a major provider of health care services to the
people of the State of Hawaii. I am pleased to be here
today representing the Queen Emma Foundation (the
"Foundation"), a member of The Queen's Health Systems. With
me is Michael Walsh, who is Vice-President and Treasurer of
the Queen Emma Foundation.

The Foundation commends the Subcommittee for considering a
proposal to treat private foundations like educational
organizations and pension funds for purposes of the
unrelated business income rules governing debt-financed
property. We ask that the Subcommittee also consider
extending this treatment to organizations like the Queen
Emma Foundation.

BACKGROUND

The Queen Emma Foundation is a nonprofit, tax-exempt, public
charity. Its purpose is to support and improve health care
services in Hawaii by committing funds generated by
Foundation-owned properties to The Queen's Medical Center
(the "Medical Center")

.

The Queer's M«die»l QeQfy

The Queen's Medical Center began operations in 1860 as a
two-story, 124-bed hospital located in Honolulu. The
Medical Center has grown to become a 536-bed accredited
teaching hospital, accomodating nearly 19,000 inpatient
admissions and 172,000 outpatient visits per year. The
Medical Center maintains an open emergency room, and admits
Medicare and Medicaid patients. It has more than 1,200
physicians on staff, and over 2,800 full-time employees.

The Queen's Health Systems, through the Medical Center, the
Foundation, and its other members, provides health care
services that benefit residents of all of the Hawaiian
Islands. For example, the Queen's operates Molokai General
Hospital, a small community hospital on the remote island of
Molokai. The Queen's also operates clinics on various
islands, provides home health care services, supports
nursing programs at Hawaiian colleges and universities,
operates a medical library, and holds health fairs and other
educational events for the benefit of the community.

The Queen Emma Foundation

The Foundation's assets consist largely of land bequeathed
in 1885 by Queen Emma Kaleleonalani, wife of King Kamehameha
IV. Most of the Foundation's land is encumbered by long-
term, fixed-rent commercial and industrial ground leases.
The return produced by these leases is extremely low, as the
Foundation is unable, under these leases, to increase rents
to keep pace with the rapid appreciation in land values in
Hawaii. This severely limits the Foundation's ability to
provide funding to the Medical Center.
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The Foundation could Increase the funds available to support
the Medical Center's health care endeavors by buying out the
leases of current lessees, and leasing the land, together
with any buildings on the land, at current market rates.
The Foundation also could upgrade the improvements on its
land to further enhance its revenue-generating potential.
However, doing this on a scale that would appreciably
increase the funds available to support the Medical Center
would require more cash than the Foundation has available or
could prudently generate by selling assets.

The best solution to this problem would be for the
Foundation to borrow the necessary funds. Were the
Foundation to do this, however, the debt-financed property
rules under the unrelated business income tax would subject
the income earned by the Foundation to income tax, greatly
reducing the funds ultimately available to meet its
charitable mission.

OVERVIEW OF THg DEBT-?INANCEP IHCOME ROLES

Unrelated Buain«s3 Incom* Tax

The unrelated business income tax ("UBIT") applies, under
sections 511 through 514 of the Internal Revenue Code', to
certain otherwise tax-exempt organizations. The UBIT
generally imposes a tax on the net income earned by a tax-
exempt organization from trade or business activities that
are "regularly carried on" and that are not "substantially
related" to the organization's exempt purpose.

In enacting the UBIT, Congress specifically excluded from
tax certain types of investment income. Congress did this
because, in its view, such income is "passive in character",
"not likely to result in serious competition for taxable
businesses", and has "long been recognized as a proper
source of revenue for educational and charitable
organizations and trusts."'

One of the categories of passive investment income normally
not subject to UBIT is rents from real property. Gains from
the disposition of property is another category of income
normally not subject to UBIT. The exclusion for gains from
the disposition of property does not apply if the property
is inventory or held primarily for sale to customers in the
ordinary course of the trade or business.

Debt-Financed incoa*

Congress was concerned, when it enacted the UBIT, with sale-
leaseback transactions involving tax-exempt organizations.
Congress was particularly concerned with transactions where
tax-exempt organizations purchased properties for little or
no money down and leased them back to the sellers. Under
this scenario, the tax-exempt organization could "trade" on
its tax exemption by paying an inflated price for the asset
or charging a below-market rent. The tax-exempt
organization could do this, while still meeting its
installment obligations, because it did not have to pay
taxes

.

'All section references hereafter are to the Internal
Revenue Code of 1986.

^Senate Report No. 2375, 1950-2 C.B. 483.
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To counter this perceived abuse, the 1950 UBIT contained
special rules which subjected to tax certain otherwise
excludible passive income derived from debt-financed
property. These rules were modified in 1969 in response to
what Congress saw as continued problems in the area,
particularly with so-called "Clay Brown" or "bootstrap"
transactions. In this variation on a sale-leaseback
transaction, the tax-exempt organization would pay the
purchase price as a percentage of the rental income it
earned from leasing the property back to the seller.

The rules enacted in 1969 are codified in section 514.
Under section 514, for most types of tax-exempt
organizations, the rules exempting from UBIT rents and gains
from sale do not apply to the extent such rents and gains
are derived from debt-financed property.

Qualified Organizations

Congress amended the debt-financed income rules in 1980 by
enacting section 514(c)(9). Section 514(c)(9), as
originally enacted, provided an exception to the debt-
financed income rules for certain real estate investments of
qualified pension trusts, subject to various restrictions
intended to prevent abuses.

In enacting this provision, the Senate Finance Committee
stated that it felt that it was "inappropriate to continue
the present law restrictions on debt-financed income to the
extent that they discourage prudent debt-financed real
estate investments", noting that "debt-financing is common
in real estate investments", and that "specifically drawn
prohibitions of debt-financed acquisitions with certain
characteristics can eliminate the most egregious abuses
addressed by the 1969 legislation . . .

"^

In 1984, section 514(c)(9) was extended to cover educational
institutions, such as colleges and universities, and their
supporting organizations. Additional requirements were also
added to prevent the abuses that existed prior to 1969. In
so doing, the Senate Finance Committee stated that:

The committee believes that it is appropriate to extend
the special exception for debt-financed property held
by a qualified trust to similar property held by an
educational organization . . . However, the committee
feels that this exemption should be extended only if
certain of the present law requirements are expanded.*

PROPOSAL

The Foundation proposes that the exception to the debt-
financed property rules that currently applies to
educational organizations and pension funds be expanded to
cover organizations like the Queen Emma Foundation that (1)

are supporting organizations to hospitals, (2) hold
significant assets in the form of bequeathed real property,
and (3) are governed by boards of directors that are broadly

'Senate Report 96-1036, 1980-2 C.B. 723.

^Committee on Finance, United States Senate,
Reduction Act of 1984. Explanation of Provisions Approved by

the Committee on March 21. 1984 (S. Prt. 98-169, Vol. I,

April 2, 1984)

.



419

representative of the public.

In particular, the Foundation proposes that section
514(c)(9) be amended by adding a new class of "qualified
hospital support organizations" eligible for the section
514(c)(9) exception to the debt-financed property rules. A
qualified hospital support organization would be defined as
an organization recognized as tax-exempt under section
501(c) (3) and as a supporting organization (under section
509(a)(3)) to a hospital (as defined in section
170(b) (1) (A) (iii))

.

A qualified hospital support organization would also need to
meet the following requirements to qualify for the exception
under section 514(c)(9):

1. at any time, since it was organized, more than half of
the assets, determined by fair mar)cet value, held by
the organization and acquired, directly or indirectly,
by gift or devise, consisted of real property,

2. at the time the debt was originally incurred, real
property, acquired, directly or indirectly, by gift or
devise, including improvements, exceeded 10 percent of
the fair market value of all investment assets held by
the organizations, and

3. no member of the organization's governing body was a
disqualified person (as defined in section 4946) at any
time during the taxable year in which the debt was
originally incurred, other than by virtue of being a
"foundation manager".

Special rules would apply to refinancings of debt.

CONCLDSIOy

This proposal, if enacted, would enable the Foundation to
generate more funds to support the Medical Center in pursuit
of its charitable mission, and provide better health care to
the people of Hawaii.

Mr. Chairman, Members of the Subcommittee, I thank you for
taking the time to hear my testimony. I urge you to
consider our proposal and the positive effect it would have
on the health and well-being of the people of Hawaii.

I would be pleased to answer any questions you may have.
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Mr. Payne. Mr. Kaltman.

STATEMENT OF IRA J. KALTMAN, TAX COUNSEL, ON BEHALF
OF EMIL BUEHLER PERPETUAL TRUST, PARAMUS, N.J.

Mr. Kaltman. Mr. Chairman, distinguished members, staff and
guests, I am Ira Kaltman, a member of the firm of Hartman
Buhrman & Winniki. I am tax counsel to the Emil Buehler Perpet-

ual Trust. The John D. and Catherine T. MacArthur Foundation
has presented the problem imposed by the debt-financed income
rules of section 514 upon a foundation that has significant holdings

of unimproved real estate. The onerous burden that section 514 im-

poses upon private foundations also comes into play if a foundation

seeks to rehabilitate improved real estate which it has acquired by
gift or devise.

It is this latter situation in which the Emil Buehler Trust finds

itself and to which I will address my remarks.
The Emil Buehler Trust was estabhshed in 1984 pursuant to the

terms of the late Emil Buehler's will to preserve his commitment
to aviation science and technology. Mr. Buehler was an aviation vi-

sionary and engineer who had an overwhelming interest in educat-

ing the public about all facets of aviation. In recent years, the trust

has made many grants to colleges and universities for numerous
projects related to aviation. These projects have included, among
other things, the installation and upgrading of wind tunnels, flight

simulators, and a planetarium at various colleges and universities

throughout the United States.

The trust also provides funds for scholarships and internships at

various institutions. In addition, the trust has funded the restora-

tion of various aircraft through another private operating founda-

tion, Buehler Aviation Research, and one such aircraft was in-

stalled recently in the Smithsonian Institutions, the Grumman
goose.
Mr. Buehler, in addition to being a successful architect and engi-

neer was an early entrepreneur in the field of land development
and consequently developed several parcels of land in northern

New Jersey in the late 1950s. Upon his death these parcels of real

estate became the principal assets of the trust.

The current value of all trust assets is approximately $30 mil-

lion. Sixty-six percent of the assets after depreciation consist of real

estate. Less than 1 percent of the trust's assets are in unimproved
real estate.

Unfortunately, the trust's improved real estate consists of office

buildings which are more than 40 years old and require constant

repair and maintenance. All of the real estate is locate in an area

that has felt the brunt of the current recession which has resulted

in declining real estate values and high office vacancy rates. More-
over, the character of the area has changed since the 1950s from
mixed commercial use to almost exclusive retail use. Accordingly,

the trust is in the process of redeveloping its real estate to adopt

to the current changed environment.
The trust buildings may be viewed as dinosaurs in a market area

which in the last 10 years has seen the development of sleek, mod-
ern office complexes. Currently, the trust's buildings have a 60 per-
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cent vacancy rate and the prospects for the future of these build-

ings is far from promising.
The depressed state of the real estate market has left the trust

in a difficult position. In order to continue to make grants to wor-
thy organizations, it must seek to improve and maximize its port-

folio holdings. However, it is both impractical and imprudent for

the trust to direct the sale of these aged buildings in a declining
market. On the other hand, the trust is having an extremely dif-

ficult time attracting new tenants. In order to rehabilitate or raise

and reconstruct these buildings, the trust must either borrow funds
or liquidate properties. If the trust does borrow funds, it will fall

directly into the trap of the debt finance income rules of section

514. This problem has recently impacted the trust directly when it

financed the construction of a retail center on the site of one of its

former office buildings. The taxes that must be paid under section

514 as a result of this financing amounts to approximately
$105,000 for the first vear the debt is outstanding and will con-
tinue at a similar level for 5 years. It should be emphasized that
the amounts expended on the unrelated business income tax as a
result of the debt-financed income rules could better be utilized to

fund grants to worthy recipients, especially in this era of fiscal aus-
terity when the private sector is called upon to bear the ever in-

creasing burden of charitable programs.
It is respectfully submitted that private foundations that have re-

ceived substantial gifts or devises of less than marketable real es-

tate should not be hampered in their desire to maximize the value
of their assets. These private foundations should not be faced with
the Hobson's choice of liquidating certain parcels of real estate to

improve the value of others or borrow funds and be subject to the
toll charge imposed by section 514.

Thank you. I will be happy to answer any questions.

Mr. Payne. Thank you very much, Mr. Kaltman.
[The prepared statement follows:]
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LIMITED EXTENSION OF SECTION 514(c)(9) EXCEPTION

STATEMENT OF THE EMIL BOEHLER PERPETOAI. TRDST

History

The Emll Buehler Trust was established in 1984 pursuant to the
terms of the late Emil Buehler 's Will to preserve his commitment to
aviation science and technology. Mr. Buehler was an aviation
visionary, architect and engineer. Mr. Buehler 's interest in
aviation science and technology was the motivating force behind the
establishment of The Emil Buehler Trust, which is dedicated to
aviation research and education.

In addition to being a successful architect and engineer, Mr.
Buehler was an entrepreneur in the field of land development and
developed several parcels of property in northern New Jersey in the
late 1950' s. Upon Mr. Buehler 's death, these parcels of real
estate became the principal assets of the Trust.

At the present time, the value of all Trust assets is in
excess of $30,000,000. Sixty-six percent of the assets of the
Trust (after depreciation) consist of real estate. Less than one
percent of The Emil Buehler Trust's assets are in unimproved real
estate.

The improved real estate which is owned by the Trust consists
of office buildings which are more than 40 years old, and require
constant repair and maintenance. All of the rental real estate is
located in northern New Jersey, an area which has seen declining
real estate values in recent years, and high office vacancy rates.
There are many buildings in the area owned by private developers
which were built in the 1980 's that are actively seeking tenants.
The high vacancy rate for commercial properties in the area is a
testimony to the depressed state of the market.

The depressed real estate market leaves the Trust in a
difficult position. In order to continue to make grants to worthy
organizations, it must try to improve and maximize its portfolio
holdings. However, it would be impractical to sell aged buildings
in a declining market; while, on the other hand, the Trust finds
that it is increasingly difficult to secure new tenants in a real
estate market where most of the buildings have been built within
the last ten years. In order to enhance the value of its
properties and make them more marketable and income-producing, the
Trust will eventually have to make major modifications to its
existing buildings, if not replace them altogether.

The Trust would have no reasonable alternative for funding the
construction and reconstruction of its various properties, other
than to borrow funds. The alternative of liquidating properties in
order to improve other parcels of real estate in light of current
market conditions is not feasible.

The Problem

The use of debt to fund the development of the Trust's
northern New Jersey properties would cause the income generated
from the properties to be characterized as "debt financed" and be
taxable ds unrelated business taxable income under Section 514 of
the Internal Revenue Code. The additional tax paid by the Trust as
a result of its efforts to improve the real estate would further
reduce the funds available to maintain and enhance its charitable
functions. Accordingly, the Trust agrees with the representatives
of the John D. and Catherine T. MacArthur Foundation that Section
514 in its present form requires both the public and the private
foundation to lose because development projects must be funded
either by debt-financing or liquidation of a portion of the
portfolio assets of a trust or foundation.
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The Emil Buehler Trust joins in the application of the John D.
and Catherine T. MacArthur Foundation in requesting a change in
Section 514(c)(9) to alleviate the foregoing problems.

Proposal

The Trust believes that the public interest would best be
served if the special exception from the debt-financed income rules
of Section 514(c)(9) relating to so-called "qualified
organizations" would be extended to private foundations if:

(1) at any time, since it was organized, more than half of
the assets, determined by value, held by the foundation
and acquired, directly or indirectly, by gift or devise,
consisted of improved and unimproved real property, and

(2) at the time the debt was originally incurred, real estate
acquired, directly or indirectly, by gift or devise,
exceeded 10% of the value of all investment assets held
by the foundation, and

(3) no member of the organization's governing body was a
disqualified person (as defined in Section 4946) at any
time during the taxable year, other than by virtue of
being a "foundation manager".

Rationale

Other "qualified organizations", such as pension trusts and
educational institutions currently enjoy the ability to enhance the
value of their real estate portfolios because they are free from
the debt-financed income rules. It is respectfully submitted that
the foundations which have significant portfolios of either
improved or unimproved real estate should enjoy the same benefits.
In addition to allowing private foundations to enhance the value of
their portfolios, and thus, their ability to increase their grant
payouts, this legislative change would stimulate the real estate
sector in general.

CQnc^usion

The Emil Buehler Trust joins with the John D. and Catherine T.
MacArthur Foundation in seeking a change to the debt-financed
income rules of Section 514. There are no grounds for reducing the
amount of funds that are available from such organizations, or
similarly situated charitable organizations, for charitable
purposes merely because the principal assets of such organizations
consist of real estate rather than marketable securities.
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Mr. Payne. Mr. Chairman.
Chairman Rangel. Ms. Ono, at this hospital, which is attributed

to the queen, do they take uninsured patients?

Ms. Ono. Yes, we certainly do.

Chairman Rangel. And let me congratulate the MacArthur
Foundation for the fine work that you do throughout the country.

Mr. Griffin. Thank you very much, Mr. Chairman. We are very

proud of it.

Chairman Rangel. We all are. If I understand your proposal, it

is that you want to borrow money to develop undeveloped property

and then rent it and have it considered as a business related to the

charity.

Mr. Griffin. Technically that is correct. We want to avoid the

higher tax rate, that is correct.

Chairman Rangel. Well, you know that the Congress is under
a lot of pressure in terms of trying to keep the charities to doing
charity work as opposed to appearing as though it is getting in-

volved in other type businesses. What type of property development
are you talking about? What do you intend to do, office buildings,

residential buildings?
Mr. Griffin. Well, the market down there probably wouldn't be

very good for office buildings or for industrial right now, but they
could be apartment buildings. This so-called business is really just

part of our investment arm. It is not a separate business that we
are really going into.

Chairman Rangel. Well, I guess most of the problems on this

issue for the committee is with people who do pay taxes that are

doing the same kind of business that you would be seeking to do
and avoiding taxes, and, even though, I note, that the income
would be used for charitable purposes. But I guess what I am ask-

ing you is that how would I explain to a developer across the street

from your undeveloped property why you would be able to charge
less rents and build apartment buildings a lot cheaper than he be-

cause of your tax advantage?
Mr. Griffin. Well, I don't know that we actually would build it

any cheaper than he and I don't know that we actually would
charge any lower rents than he. We might have additional funds

to give away to our charities who very frequently convert those to

taxable funds by their distributions rather promptly, but we are in

head-to-head competition, if you will, with some real estate people

in the State of Florida, but you don't find any disparate market dif-

ferentials between ourselves and them in the main. It just doesn't

seem to happen that way in the real estate area.

Chairman Rangel. Is it safe to say, then, Mr. Griffin, that if the

Congress approved your exception to the rules that we would not

hear any complaints from any developers in the areas in which you
intend to develop?
Mr. Griffin. Well, it is pretty difficult to predict, almost as dif-

ficult as the market.
Chairman Rangel. I am just saying that based on your experi-

ence that you have not really seen any problems?
Mr. Griffey. I don't think so. We have large land masses. We

have to compete with ourselves almost as much as we do with any-
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body else. I really don't expect that that would happen. In fact,

those other developers would probably be buying from us.

Chairman Rangel. Ms. Ono, your situation in Hawaii is pretty
much the same as the MacArthur Foundation?
Ms. Ono. That is correct.

Chairman Rangel. You would not expect to hear cries of unfair-
ness if the foundation was able to do without tax liability what
other investors might do in terms of—what do you intend to build?
Ms. Ono. Actually we do not intend to build. We already have

tenants on our properties, and what we would like to do is to debt
finance and borrow money so that we can make some land im-
provements and provide more funds to the hospital.

Chairman Rangel. Who occupies those buildings?
Ms. Ono, We have—if you are familiar with Hawaii, which I am

sure you are, the major part in Waikiki is the international mar-
ketplace, and it is sublet, and so we do have a number of different

businesses, hotels, mostly tourist industry type of shops.
Chairman Rangel. Thank you. Thank you, Mr. Chairman.
Mr. Payne. Mr. Cardin.
Mr. Griffin. Mr. Chairman, if I may, economic stimulus is some-

thing that is very desirable down there presently, and we could
provide a significant part. It should help all of them.
Mr. Payne. As I understand your testimony, you have all talked

about the depressed state of the real estate industry as the impetus
for being here discussing this provision in the Tax Code. If the
market were more robust and you had liquidity at good value, you
have said that would also resolve the problem. Does this mean that
we are looking at a long-term permanent change in the Tax Code
to deal with what is now hopefully a temporary depression in the
real estate market?
Mr. Griffin. Well, there is a long-term change needed in the Tax

Code. I don't think it would be useful for only an immediate stimu-
lation. I think a long period is necessary. First, it is going to take

us an immense number of years to liquidate 53,000 acres of land.

Not all of it, of course, would fall into the rental category, but when
you consider absorption rates down there I think that tne tax relief

is necessary for an extended period of time just as a practical mat-
ter, but I don't think you are bandaiding a short-term problem with
a long-term solution. I think the foundation is going to need the

long-term solution down there for quite a while.

Mr. Kaltman. Mr. Chairman, we are market dependent also.

However, our situation is slightly different in that our buildings

are aged; they are 40 years old. Something would have to be done
if they are going to be made useful at all in terms of an investment
and to liquidate them now would hurt us severely.

Mr. Payne. Does anyone have a projected cost to the Treasury
of this particular provision?
Mr. Griffin. We don't have one presently. We expect to have one

fairly soon. We thought actually we might see one from Treasury
this morning, but that didn't turn out to be the case. It is difficult

to work up the right scenarios because we have to make so many
assumptions on such things as absorption and rental rates, but we
will have one for you.
Mr. Payne. Mr. Hoagland.
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Mr. HOAGLAND. Mr. Griffin, under generally accepted UBIT pol-

icy, aren't foundations not encouraged from a tax point of view to

debt finance enterprises that then compete with private industry?
Hasn't that been sort of the prevailing threat of UBIT for several

decades?
Mr. Griffin. Well, certainly the imposition of higher rates is a

threat to us. We don't want to have those. I don't know if that is

exactly the policy behind it, but we are out of the real estate mar-
ket for all practical purposes unless we want to accept the payment
of the higher rates, which we don't because we want our money to

go where it belongs, to the charities, and it seems to me that the
driving force that we want, the engine that we want is something
that will get us more money in our hands to get to charity, not to

just get it into our hands so we can stop diminishing the capital.

That has been the practical impact of it, whatever the original in-

tent of the statute was, which was really to cure a lot of abuses
which we weren't party to at the time nor any other time.

Mr. HoAGLAND. I remember back when I was in law school years
ago we read that Columbia University owned a macaroni plant
and-NYU?
Mr. Kaltman. NYU, Muller's Egg Noodles.
Mr. HoAGLAND. And they were making money in the macaroni

plant and they were using the money to fund their charitable pur-
poses, right?

Mr. Kaltman. Yes.
Mr. HOAGLAND. The Supreme Court said that is inconsistent

with the principles of the code at that point, but you would be ask-

ing us to carve out an exception for the McArthur Foundation for

that overriding principle?
Mr. Griffin. No, I don't think the overriding principle, sir. We

are seeking an exception that relates to vacant land in Florida,

from our standpoint anyway, that we can lease. If the idea is to

prevent foundations from getting excessively into businesses, al-

though we have to get into some to the extent of making invest-

ments, there are an awful lot of other provisions in the Code, such
as the excess business holdings provisions that keep the foundation
out of engaging in business regardless; we just can't get into active

business.
For example, in the scenario we are talking about here, in our

vacant land, we don't believe what we are asking for here would
permit us to go out and subdivide those lands into individual lots

and then sell them like we were selling peas out of the shell. This
is strictly for rental property, effectively, od development of rental

property, which is treated under a separate provision of the code
and is permitted to foundations under present law, because those
are what they call "passive assets or passive activity."

We can't get into active businesses. We couldn't do what I think
was done in the case that you just referred to, which I wish was
before my time, but I guess it wasn't.

Mr. HOAGLAND. Thank vou.
Mr. Payne. I want to tnank this panel very much for your testi-

mony and for the answers to these questions. It is very helpful to

us as we continue the legislative proceeding, and we thank you for

that.
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Mr. HOAGLAND [presiding]. OK. Will those individuals who are
members of panel 3 take your seats? I see many of you have al-

ready. I think we will ask Mr. Leibtag—are you here, Mr. Leibtag,
of the Associated Builders and Contractors, where are you? Mr.
Permison, are you going to present testimony on behalf of the Asso-
ciated Builders and Contractors?
Mr. Permison. Along with Mr. Leibtag.
Mr. HOAGLAND. All right. And then, second, we will hear from

Mr. Rose; and then Mr. Padwe; and then Mr. Hamrick of the In-

vestment Program Association; and then Mr. Corneel; and then fi-

nally Mr. Novack.
Mr. Novack, where are you?
Mr. HoAGLAND. Mr. Cardin, would you like to introduce some-

one?
Mr. Cardin. Thank you, Mr. Chairman. I am very pleased to

welcome two of my constituents to the committee, Bernard Leibtag
and Bob Permison, who are partners in a very important, pres-
tigious accounting firm that we have in Baltimore—Kamanitz,
U^lfelder, & Permison.

I want to thank my two constituents for bringing to my attention
problems with the subchapter S corporations and efforts to try to

improve the tax treatment. I am looking forward to their testimony
and the other testimony of the witnesses that are before us.
But I particularly want to thank my two constituents and their

firm for being very helpful to me in my work here on the commit-
tee, being always available to provide information in trying to de-
velop my own personal positions on legislation. It is a valuable re-

source that I have in the Third Congressional District of Maryland.
I thank you for your public service.

Mr. HOAGLAND. OK Thank you. Will Mr. Leibtag and Mr.
Permison both be testifying?

Mr. Leibtag. Yes.
Mr. HOAGLAND. What I would like to ask the panel, if you might

try and keep your comments to 3 minutes, if you can boil it down
to 3 minutes. Now, extensions will be granted under cases of undue
hardship. But I think, you know, the shorter and more concise

statements are, the more attention they are likely to get. So if you
could do that, although if you need to exceed, why that is certainly

understandable. But if you could keep it to 3 minutes, it will help
us considerably. Gentlemen, please begin.

STATEMENTS OF ROBERT PERMISON, PARTNER, AND BER-
NARD LEDBTAG, TAX MANAGER, KAMANITZ, UHLFELDER, &
PERMISON, BALTIMORE, MD., ON BEHALF OF THE ASSOCI-
ATED BUILDERS & CONTRACTORS, INC.

Mr. Permison. Thank you Mr. Chairman, honorable members of

the subcommittee. My name is Bob Permison. I am a partner in the
accounting firm of Kamanitz, Uhlfelder, & Permison. I am past
president of the Associated Builders & Contractors, the Baltimore
chapter.

Bernie Leibtag, the tax manager of our firm, joins me today, and
we are pleased to testify on behalf of ABC.
ABC is a national trade association representing nearly 16,000

builders, contractors and construction suppliers. The majority of
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ABC members are all small businesses. ABC believes the S cor-

poration reforms addressed here will remove many barriers to

small businesses operating as S corporations, increase capital, keep
family businesses in the family, and reduce tax litigation and pro-

mote job growth.
Bernie Leibtag will comment on some specific proposals.

Mr. Leibtag. Thank you, Mr. Chairman and Representative
Cardin. The proposals before us today will do a lot to ease the con-

cerns that many small businesses have by simplifying S corpora-

tion law and addressing what we think is a hindrance to growth
and financing sources. Our written comments have a detailed out-

line of the proposals.

We are specifically interested in what was, I think, originally

called proposal number three on the miscellaneous S corporation
provisions. It is item D-4 in the Treasury administration proposal.

It is a full-blown proposal covering a number of S corporation is-

sues. We believe that adoption of these proposals will lead to

streamlining S corporation laws.

If I may, I would like to use an example, something that comes
up innumerable times when dealing with our clients in terms of fi-

nancing.
Current S corporation law says that shareholders in an S cor-

poration can only have basis in their company to the extent that
they lend money to their company. So when an S corporation wants
to get financing, instead of having a simple financing arrangement
where the bank lends the monev to the S corporation and is guar-
anteed, as it almost always is by the shareholders, a complicated
and complex arrangement is involved. Shareholders must borrow
the money from the bank, then turn around and lend the coin to

their corporation.

This is a costly process involving additional professional fees, ad-

ditional time for the taxpayer, all to circumvent what seems to be
an unnecessary barrier to raising funds. Time has to be spent
teaching the bank about this rather obscure provision since the

bank, of course, would prefer to lend directly to the S corporation

and not to the shareholder, who then turns around and lends to the

S corporation.
For smaller businesses that might not have this sophisticated tax

advice, this becomes a trap for the unwary. If years later they are

audited by the IRS, the IRS says, wait a second, the company bor-

rowed the money, it doesn't matter that you guaranteed the loan:

The outcome could be that the business now owes additional taxes.

If the transaction had been structured properly from the beginning,

this would not be an issue.

There are, of course, other provisions in here, and I am sure that

the other members of the panel will touch upon these. As a rep-

resentative of a trade association of closely held small businesses
and a CPA practitioner, I would try to focus on just one trouble

spot. We believe this and other areas can be improved by rather
simple changes to the Internal Revenue Code.
We thank you for the opportunity to testify, and you know we

will take any questions. Thank you.
Mr. HoAGLAND. Thank you, Mr. Leibtag.
[The prepared statement follows:]
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TESTIMONY OF BERNARD LEIBTAG. CPA
TAX MANAGER. KAMANITZ. UHLFELDER & PERMISON, PA.

REPRESENTING

ASSOCIATED BUILDERS & CONTRACTORS
1300 NORTH SEVENTEENTH STREET

ROSSLYN, VA 22209

BEFORE THE SELECT REVENUES MEASURES SUBCOMMITTEE
COMMITTEE ON WAYS AND MEANS
U.S. HOUSE OF REPRESENTATIVES

PROPOSED REFORMS OF PASS-THROUGH ENTITIES

JUNE 22. 1993

MR. CHAIRMAN AND HONORABLE MEMBERS OF THE SUBCOMMITTEE, MY
NAME IS BERNARD LEIBTAG AND I AM PLEASED TO TESTIFY ON BEHALF OF
THE ASSOCIATED BUILDERS AND CONTRACTORS (ABC). I AM THE TAX
MANAGER OF KAMANITZ. UHLFELDER & PERMISON. AN ACCOUNTING FIRM IN

BALTIMORE. MARYLAND. WHICH IS AN ASSOCIATE MEMBER OF ABC.

ABC IS A NATIONAL TRADE ASSOCIATION WHICH REPRESENTS NEARLY 16

THOUSAND BUILDERS. CONTRACTORS AND CONSTRUCTION SUPPLIERS THE
MAJORITY OF ABC MEMBERS ARE SMALL BUSINESSES. IN FACT. MORE THAN
80 PERCENT OF CONTRACTING FIRMS IN GENERAL HAVE LESS THAN 10

EMPLOYEES.

ABC SUPPORTS THE S CORPORATION REFORMS ADDRESSED TODAY
BECAUSE OF THE ECONOMIC SITUATION MANY OF OUR MEMBERS ARE
CONFRONTED WITH. ABC HAS MEMBERS WHO ARE STRUGGLING ON A
DAILY BASIS TO KEEP THEIR BUSINESSES IN THE BLACK. THEY ARE
STRUGGLING TO BUILD A BUSINESS THEY CAN PASS ON TO THEIR SONS AND
DAUGHTERS. STRUGGLING TO HOLD ON TO A BUSINESS THEIR FAMILIES
STARTED - - ALL AGAINST THE BACKDROP OF AN INDUSTRY THAT HAS
EXPERIENCED TREMENDOUS DIFFICULTY IN THE PAST FEW YEARS.

THE LABOR DEPARTMENT REPORTED EARLIER THIS MONTH THAT 28
THOUSAND NEW CONSTRUCTION JOBS OCCURRED IN MAY. ALTHOUGH THIS

INCREASE CAN BE ATTRIBUTED IN PART TO SEASONAL HIRINGS, LABOR
FIGURES SHOW THAT IN THE PAST THREE MONTHS THERE HAVE BEEN 130

THOUSAND NEW CONSTRUCTION JOBS. DO NOT BE MISLED. THESE
FIGURES. THOUGH SOMEWHAT ENCOURAGING. ARE DWARFED WHEN ONE
RECALLS THAT CONSTRUCTION LOST NEARLY A MILLION JOBS IN THE
RECENT RECESSION.

ABC APPEARS BEFORE THE COMMITTEE TODAY TO REITERATE THAT SMALL
BUSINESSES RESPOND TO TAX INCENTIVES AND DISINCENTIVES. MR.
CHAIRMAN. I RESPECTFULLY REQUEST YOUR LEADERSHIP IN PROMOTING
POSITIVE CHANGE OF THE TAX CODE TO YOUR COLLEAGUES ON THIS

SUBCOMMITTEE AS WELL AS THE FULL COMMITTEE. THE S CORPORATION



REFORMS DISCUSSED TODAY WILL HELP SMALL BUSINESSES SUCCEED AND
IN TURN. CREATE JOBS. BETWEEN 1988 AND 1990. SMALL BUSINESSES
CREATED 4.1 MILLION JOBS WHILE BIG BUSINESSES LOST 500 THOUSAND
JOBS. WE NEED YOUR HELP AND I HOPE YOU WILL CONSIDER THE
FOLLOWING RECOMMENDATIONS.

THE SUBCHAPTER S CORPORATION. WHICH IS A PASS-THROUGH ENTITY
TAXING ITS OWNERS DIRECTLY ON CORPORATE PROFITS ( SIMILAR TO A
PARTNERSHIP ). WAS ORIGINALLY INTRODUCED BY CONGRESS IN 1958. ONE
OF THE MAJOR OBJECTIVES IN ESTABLISHING S CORPORATIONS WAS TO
ALLOW BUSINESS OWNERS. PARTICULARLY THOSE OF SMALL BUSINESSES.
TO OBTAIN THE SINGLE-TIER LEVEL OF TAXATION AFFORDED MEMBERS OF
PARTNERSHIPS. AT THE SAME TIME. THEY WOULD BENEFIT BY MAINTAINING

THE LIMITED LIABILITY OF A REGULAR C CORPORATION. IN 1982.

SUBCHAPTER S RULES WERE REVISED IN THE SUBCHAPTER S REVISION ACT
OF 1982. THE TAX REFORM ACT OF 1986 BROUGHT ABOUT TWO MAJOR
CHANGES AFFECTING S CORPORATIONS SPECIFICALLY. THE REPEAL OF
THE "GENERAL UTILITIES" DOCTRINE AND A HIGHER CORPORATE RATHER
THAN INDIVIDUAL TAX RATE SPURRED NUMEROUS SMALL BUSINESSES TO
BECOME S CORPORATIONS. THESE TWO LEGISLATIVE CHANGES
ENCOURAGED MANY BUSINESSES TO ABANDON THE TRADITIONAL 2-TIER

TAXING SYSTEM OF C CORPORATIONS.

UNFORTUNATELY. CHANGES IN THE TAX RULES FOR S CORPORATIONS HAVE
NOT KEPT PACE WITH THE ECONOMIC AND FINANCIAL CHANGES IN THE
BUSINESS WORLD. AS A RESULT. GREATER REFORM IS NEEDED IN THIS

AREA IF BUSINESSES ARE TO REALIZE THE BENEFITS CONGRESS
INTENDED IN 1958. AS IT IS NOW. SMALL BUSINESSES OPERATING UNDER S
CORPORATION STATUS MUST ACCEPT CERTAIN DISADVANTAGES FROM A
TAX POINT OF VIEW. IN SOME CASES. BUSINESS OWNERS ARE ABLE TO
OVERCOME THESE DISADVANTAGES BUT ONLY AFTER INCURRING
SIGNIFICANT COSTS IN TIME AND PROFESSIONAL FEES. SMALLER
BUSINESS OWNERS WITHOUT ACCESS TO SOPHISTICATED TAX ADVISORS
MAY ENCOUNTER SIGNIFICANT TAX PITFALLS. ABC BELIEVES THE
PROPOSALS BEFORE THIS SUBCOMMITTEE WILL GO FAR IN ALLEVIATING

MANY OF THE PROBLEMS AND DISADVANTAGES FACING SMALL BUSINESSES.

FIRST PROPOSAL - TO ALLOW MEMBERS OF THE SAME FAMILY TO BE
TREATED AS A SINGLE SHAREHOLDER FOR PURPOSES OF THE CODE'S
SUBCHAPTER S RULES.

UNDER CURRENT LAW AN S CORPORATION CANNOT HAVE MORE THAN 35

SHAREHOLDERS. ALL FAMILY MEMBERS ARE TREATED AS SEPARATE AND
DISTINCT SHAREHOLDERS. EXCEPT FOR THE STOCK HELD BY A HUSBAND
AND Vt/IFE. IN THE LATTER CASE. THE COUPLE IS CONSIDERED ONE
SHAREHOLDER. THE PROBLEM V^TH CURRENT LAW IS THAT MANY
GROVt/ING FAMILY BUSINESSES ESPECIALLY THOSE MOVING INTO THE
SECOND AND THIRD GENERATION. CANNOT OPERATE AS S CORPORATIONS
BECAUSE OF THE 35 SHAREHOLDER LIMIT. FROM AN ECONOMIC
STANDPOINT. ALL FAMILY MEMBER SHAREHOLDERS ARE VIEVi/ED AS ONE.

BUT FROM A TAX SIDE THERE IS A LIMITATION.

ABC SUPPORTS THIS PROPOSAL WHICH REVISES THE RULES TO SAY ALL

MEMBERS OF A FAMILY [AS DEFINED SIMILARLY IN OTHER AREAS OF THE
INTERNAL REVENUE CODE. BUT SPECIFICALLY SECTION 267 (c)] SHOULD BE
TREATED AS ONE SHAREHOLDER. THIS PROPOSAL WOULD ALLOW MULTI-

GENERATIONAL FAMILY BUSINESSES TO CONTINUE INTO THE FUTURE AS
THE NUMBER OF FAMILY SHAREHOLDERS INCREASES. WITHOUT
JEOPARDIZING THE S ELECTION.

SECOND PROPOSAL TO PERMIT THE OWNERSHIP OF S CORPORATION
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STOCK BY A FAMILY TRUST UNDER RULES THAT WOULD PRECLUDE
SUCH TRUST OWNERSHIP FROM CIRCUMVENTING THE CURRENT LIMITATION
OF NO MORE THAN 35 SHAREHOLDERS OR CAUSING INCOME TO BE TAXED
AT RATES LESS THAN THE MAXIMUM INDIVIDUAL TAX RATES.

THIS PROPOSAL DOES NOT DEAL WITH THE 35 SHAREHOLDER LIMIT OR WITH
CONSTRUCTIVE FAMILY OWNERSHIP THAT TREATS FAMILY MEMBERS AS
ONE SHAREHOLDER.

QUITE OFTEN. FOR NON-TAX BUSINESS AND FAMILY REASONS. BUSINESS
OWNERS WANT TO PLACE CORPORATE STOCK INTO A FAMILY TRUST.
UNDER CURRENT LAW, THE TYPES OF TRUSTS WHICH CAN BE
SHAREHOLDERS OF S CORPORATIONS ARE LIMITED. IN ADDITION. THESE
TRUSTS DO NOT HAVE FLEXIBILITY SUCH AS THE POWER TO SPRINKLE
DISTRIBUTIONS OR HAVE MORE THAN ONE INCOME BENEFICIARY - - BOTH
IMPORTANT ASPECTS OF FAMILY TRUSTS. THIS PROPOSAL ALLOWS FAMILY
TRUSTS TO BE S CORPORATION SHAREHOLDERS AND BUILDS INTO THE LAW
CERTAIN SAFEGUARDS SO THE TRUST CAN NOT BE USED TO CIRCUMVENT
THE 35 SHAREHOLDER LIMIT OR THE PROGRESSIVE INCOME TAX RATES ON
INDIVIDUAL TRUST BENEFICIARIES.

ABC SUPPORTS THIS PROPOSAL SINCE IT WILL HELP MANY FAMILY
BUSINESSES TRANSFER THE BUSINESS TO FUTURE GENERATIONS AND
PROTECT THOSE BUSINESSES BY USE OF A TRUST

THIRD PROPOSAL - A PROPOSAL TO MODIFY CURRENT-LAW LIMITATIONS ON
S CORPORATIONS, INCLUDING THE LIMITATIONS WITH RESPECT TO THE
NUMBER OF SHAREHOLDERS, ISSUANCE OF PREFERRED STOCK, ISSUANCE
OF DEBT INSTRUMENTS AND FRINGE BENEFIT RULES.

THIS PROPOSAL IS THE MOST SWEEPING OF THE THREE AND GETS TO THE
HEART OF MANY OF THE CURRENT DEFICIENCIES IN THE SUBCHAPTER S
AREA.

a. CLEARLY. THE LIMITATION ON THE NUMBER OF S CORPORATION
SHAREHOLDERS SHOULD BE REPEALED. PARTNERSHIPS CAN HAVE AN
UNLIMITED NUMBER OF PARTNERS AND C CORPORATIONS AN UNLIMITED
NUMBER OF SHAREHOLDERS. THE 35 SHAREHOLDER LIMIT FOR S
CORPORATIONS IS AN ARTIFICIAL BARRIER THAT APPEARS TO DO LITTLE TO
PROMOTE ANY STRONG PUBLIC POLICY. IT IS A HINDRANCE TO MANY SMALL
BUSINESSES. PARTICULARLY THOSE THAT ARE MULTI-GENERATIONAL OR
WANT TO REWARD KEY EMPLOYEES WITH STOCK OWNERSHIP OR ARE
LOOKING TO ATTRACT OUTSIDE INVESTORS. ALL TOO OFTEN, S
CORPORATIONS CANNOT GRANT STOCK TO VARIOUS NON-FAMILY MEMBERS
BECAUSE OF THE 35 SHAREHOLDER LIMIT.

b. UNDER CURRENT LAW. S CORPORATIONS ARE ONLY ALLOWED TO
HAVE ONE CLASS OF STOCK. THUS. THE ONLY STOCK THE S CORPORATION
CAN ISSUE IS COMMON STOCK. THIS HURTS THE ABILITY OF S
CORPORATIONS TO RAISE OUTSIDE CAPITAL.

OUTSIDE INVESTORS WHO ARE INTERESTED IN AN EQUITY POSITION IN

THE CORPORATION WANT SOME TYPE OF PREFERRED RETURN ON THEIR

INVESTMENT. WITH A REGULAR C CORPORATION. THIS PREFERRED RETURN
IS POSSIBLE THROUGH THE RECEIPT OF PREFERRED STOCK. HOWEVER.
WITH AN S CORPORATION. OUTSIDE VENTURE CAPITALISTS CANNOT
RECEIVE PREFERRED STOCK. THIS IMPEDES CAPITAL FORMATION AND THE
GROWTH OF SMALL BUSINESSES.

IN ADDITION. FAMILY BUSINESSES HAVE TRADITIONALLY GIVEN
PREFERRED STOCK TO RETIRING SHAREHOLDERS IN EXCHANGE FOR THEIR
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COMMON STOCK. THIS PROVIDES THE RETIRING SHAREHOLDER WITH A
SPECIFIED RETURN. WHILE AT THE SAME TIME IT KEEPS CONTROL OF THE
COMPANY FOR A NEW GENERATION. UNDER CURRENT LAW. S
CORPORATIONS ARE PREVENTED FROM DOING THIS SINCE THEY ARE
UNABLE TO ISSUE PREFERRED STOCK.

C. ONE OF THE MAJOR STUMBLING BLOCKS UNDER CURRENT LAW DEALS
WITH S CORPORATION DEBT. AT PRESENT S CORPORATION
SHAREHOLDERS HAVE BASIS FOR RECOGNIZING LOSSES TO THE EXTENT
OF STOCK ISSUED TO THEM. THROUGH ACCUMULATED UNDISTRIBUTED S
CORPORATION EARNINGS AND THROUGH LOANS THEY MAKE TO THE S
CORPORA TION. IF THE S CORPORATION BORROWS MONEY DIRECTLY FROM
A BANK USING PERSONAL GUARANTEES BY THE SHAREHOLDERS. SUCH
DEBT IS NOT INCLUDED IN STOCKHOLDER BASIS. IN THE PARTNERSHIP
CONTEXT. SUCH RECOURSE DEBT, I.E. PARTNERSHIP DEBT GUARANTEED BY
THE INDIVIDUAL PARTNERS, GIVES BASIS TO THE PARTNERS. SMALL
BUSINESS OWNERS MUST ENTER INTO EXTREMELY COMPLICATED LOAN
TRANSACTIONS IN ORDER TO HAVE BASIS TO ABSORB LOSSES ESPECIALLY
THOSE IN THE START-UP YEARS. THE ABILITY TO DEDUCT START-UP
LOSSES IS OFTEN A BIG CONSIDERATION FOR THE BUSINESS OW/NER
CONTEMPLATING A NEW VENTURE.

THE MOST COMMON TRANSACTION OCCURS WHEN A BANK LOANS
MONEY DIRECTLY TO THE SHAREHOLDER. THE SHAREHOLDER THEN TURNS
AROUND AND LENDS THE MONEY TO THE CORPORATION PLEDGING HIS/HER
STOCK. ALONG WITH OTHER GUARANTEES. THE ECONOMICS OF THE
TRANSACTION ARE IDENTICAL TO A BANK LENDING MONEY DIRECTLY TO A
CORPORATION. WITH THE INDIVIDUAL SHAREHOLDERS GIVING THEIR
PERSONAL GUARANTEES THE MORE COMPLICATED TRANSACTION.
HOWEVER. IS USUALLY PERFORMED BECAUSE OF TAX REASONS. IN

ESSENCE. FORM IS EMPHASIZED OVER SUBSTANCE. THE TIME AND COSTS
OF ENTERING INTO THE ADDITIONAL TRANSACTIONS CAN BE SUBSTANTIAL.
QUITE OFTEN THE S CORPORATION SHAREHOLDERS AND THEIR ADVISORS
FIND THEMSELVES EXPLAINING TO THE BANK THAT THE TRANSACTION MUST
BE DONE IN THIS COMPLICATED MANNER. OTHERWISE THE S CORPORATION
IS UNABLE TO UNDERTAKE THE TRANSACTION. AS WITH OTHER PROVISIONS
OF CURRENT S CORPORATION LAW. THE UNSOPHISTICATED S
CORPORATION OWNER WHO IS NOT AWARE OF THE PROVISION MAY ENTER
INTO A NORMAL BANK LOAN WITH PERSONAL GUARANTEES. UPON AN IRS
AUDIT HE/SHE WILL DISCOVER THAT HE/SHE HAS NO BASIS FOR THE
LOSSES

d. CURRENTLY S CORPORATIONS ARE ONLY ALLOWED ONE CLASS OF
STOCK. UNDER THE DEBT/EQUITY RULES. IT IS POSSIBLE FOR DEBT TO BE
RECLASSIFIED AS EQUITY. S CORPORATION DEBT THAT IS RECLASSIFIED AS
EQUITY WOULD BE TREATED AS A SECOND CLASS OF STOCK. THIS WOULD
LEAD TO THE TERMINATION OF THE CORPORATION'S S ELECTION.

CERTAIN PROVISIONS IN THE CURRENT LAWALLOW FOR SAFE
HARBOR DEBT." "STRAIGHT DEBT' OR DEBT DEFINED AS HAVING AN
INTEREST RATE NOT DEPENDENT ON CORPORATE PROFITS, NOT
CONVERTIBLE INTO STOCK AND NOT ISSUED TO INELIGIBLE SHAREHOLDERS.
CANNOT BE RECLASSIFIED AS A SECOND CLASS OF STOCK.
CONSEQUENTLY. FINANCIAL INSTITUTIONS. Vi/HO CANNOT BE S
CORPORATION SHAREHOLDERS, ARE PREVENTED FROM MAKING LOANS
WHICH WOULD BE TREATED AS SAFE HARBOR DEBT. THIS LIMITS THE
ABILITY OF S CORPORATIONS TO OBTAIN FINANCING. THERE APPEARS TO
BE NO PUBLIC POLICY SERVED BY LIMITING THE GROUP OF LENDERS WHO
CAN AVAIL THEMSELVES TO THE SAFE HARBOR DEBT PROVISIONS

e. SIMILARLY, CURRENT "STRAIGHT DEBT" RULES DO NOT ALLOW THE
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DEBT TO BE CONVERTIBLE. IN MOST CASES. CONVERTIBLE STRAIGHT DEBT
WOULD BE CONSIDERED A SECOND CLASS OF STOCK. THE STRAIGHT
HARBOR DEBT PROVISIONS SHOULD BE EXPANDED SO THAT CONVERTIBLE
STRAIGHT DEBT CAN BE ISSUED. THESE TWO DEBT PROPOSALS WILL
INCREASE S CORPORATION FINANCING ALTERNATIVES.

f. IN THE AREA OF FRINGE BENEFITS, S CORPORATION SHAREHOLDERS
ARE NOT TREATED AS EMPLOYEES OF A REGULAR C CORPORATION BUT
INSTEAD LIKE PARTNERS IN A PARTNERSHIP. THIS LIMITS THE ABILITY OF
THE BUSINESS OWNERS TO OBTAIN FRINGE BENEFITS WHICH WOULD
NORMALLY BE AVAILABLE TO THEM AS SHAREHOLDERS OF A C
CORPORATION. THE MOST SIGNIFICANT OF THESE BENEFITS IS THE
RECEIPT OF TAX-FREE MEDICAL INSURANCE COVERAGE (IRC SEC. 105) AND
GROUP TERM LIFE INSURANCE UP TO $50 THOUSAND DOLLARS (SECTION
79).

WITH RESPECT TO THE THIRD PROPOSAL. ABC RECOMMENDS CHANGES IN
ALL THESE AREAS TO MAKE S CORPORATIONS A MORE WORKABLE CHOICE
OF BUSINESS ENTITY.

ONE LAST POINT THAT I WOULD LIKE TO MENTION. S CORPORATIONS ARE
ALSO ADVERSELY AFFECTED BY THE LOOKBACK RULES UNDER IRS CODE
SECTION 1.460-6(d) . THIS SECTION EXPLAINS THE CIRCUMSTANCES UNDER
WHICH THE SIMPLIFIED MARGINAL IMPACT METHOD MUST BE APPLIED AT
THE ENTITY LEVEL FOR PASS-THROUGH ENTITIES. THIS IS REQUIRED FOR
DOMESTIC CONTRACTS REPORTED BY PASS-THOUGH ENTITIES THAT ARE
NOT CLOSELY HELD. IF THE ENTITY IS CLOSELY HELD. IT IS NOW
PERMITTED TO USE THE SIMPLIFIED MARGINAL IMPACT METHOD UNDER
THESE REGULATIONS BUT CANNOT USE THIS ELECTED METHOD AT THE
ENTITY LEVEL.

ABC BELIEVES THAT ALL PASS-THROUGH ENTITIES. INCLUDING S
CORPORATIONS, SHOULD BE PERMITTED TO ELECT UTILIZATION OF THE
SIMPLIFIED MARGINAL IMPACT METHOD AT THE ENTITY LEVEL. THIS WILL
SIMPLIFY THE SECOND STEP OF THE LOOKBACK METHOD AS INTENDED BY
THE PROVISION.

TO TRULY AID THE SMALL CONTRACTOR DOING BUSINESS AS AN S
CORPORATION. WE ONCE AGAIN RECOMMEND. AS ABC DID AT PREVIOUS
WAYS AND MEANS HEARINGS IN 1991. THAT SMALL CONTRACTORS NOT BE
COMPELLED TO PERFORM COMPLEX LOOKBACK COMPUTATIONS FOR
ALTERNATIVE MINIMUM TAX PURPOSES.

THANK YOU AGAIN FOR THE OPPORTUNITY TO SPEAK ON THESE ISSUES. I

WILL BE HAPPY TO ANSWER ANY QUESTIONS.
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Mr. HoAGLAND. I see that a number of you on this panel will be
discussing this subchapter S issue. You all had an opportunity to

review Treasury's recommendation with respect to this, and maybe
we could work in Mr. Padwe in 10 seconds or so addressing those.

Because Treasury, as you see from their paper here—we will share
this with you if you haven't seen it—^recommends either their low-
est or second lowest level of support for this series of recommenda-
tions.

Basically, they seem to say we should do a comprehensive study
of the subchapter S issues before tinkering. So if you all might give

the committee your views on that, maybe there are some things we
could do quickly that would be of considerable benefit without wait-
ing.

Mr. Rose.

STATEMENT OF JORDAN P. ROSE, PARTNER, STEEFEL, LEVITT
& WEISS, SAN FRANCISCO, CALIF., AND VICE CHAIR,
COMMITTEE ON S CORPORATIONS, AMERICAN BAR
ASSOCIATION, SECTION OF TAXATION
Mr. Rose. Thank you, Mr. Chairman and members of the com-

mittee. Good afternoon. My name is Jordan Rose, partner in the
San Francisco law firm of Steefel, Levitt & Weiss. I am also vice

chair of the S Corporation Committee of the American Bar Associa-

tion, Tax Section, and former chair of its Subcommittee on Legisla-

tive Recommendations. That subcommittee authored the approxi-

mately 80-page draft report which serves as the foundation docu-
ment for many of the S corporation proposals which are being con-

sidered by this committee.
As noted in my written statement, neither the American Bar As-

sociation nor the Taxation Section has acted upon or approved the
views expressed by me today, and accordingly, I am speaking in my
individual capacity.

Concerning the comments that were made by Mr. Samuels this

morning, with respect to which the chairman has requested we
comment, I think it is worth considering how we got to be here.

The comment that the proposals require ftirther deliberation, study
and analysis. I submit that the proposals have been thoroughly
studied, analyzed and considered.
This all started back in early 1990 when the then Chief of Staff

of the Joint Committee on Taxation, Ron Perlman, approached the
American Bar Association's S Corporation Committee and asked
that we submit suggestions on how to improve and simplify sub-
chapter S. He requested that we specifically address the stumbling
blocks that existed in electing and operating under subchapter S
and the main reasons that corporations that would otherwise qual-

ify did not do so.

The S Corporation Committee identified four principal problem
areas. First is the limitation on ownership, including the types of

trusts that are eligible to be shareholders of an S corporation and
the number of shareholders. These limitations essentially rendered
estate planning very difficult for the owners and entrepreneurs,
and jeopardized the continuation of family-owned businesses
through the next generations.
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The second stumbling block is that S corporation's access to cap-
ital is limited, due to the second class of stock restrictions and the
limitations on the type of debt instruments that S corporations can
issue. This negatively impacts the ability of S corporations to ex-
pand and interfered with their ability to compete effectively with
other businesses.
The third problem we saw is the inability of S corporations to op-

erate through subsidiaries which prevents effective business plan-
ning and precludes achieving legitimate nontax objectives. The ef-

fect of this is that the S corporation is discouraged from operating
additional businesses that could expose the assets of their principal
business to liabilities and risk of a startup venture.

Fourth is the existence of many tax traps for the unwary.
After identifying these four principal problem areas, members of

the S Corporation Committee met with staff of the Joint Commit-
tee on Taxation, and the message was that there was some desire
on the part of Congress to perhaps expand subchapter S as a fea-
ture of a more fully integrated tax system. We went through a
number of proposals that Joint Committee staff and members of
the committee thought were appropriate, and those are detailed in
my written statement.

After that meeting, the members of the S corporation committee
submitted proposals to the Joint Committee and met informally
with representatives of the Treasury Department, House Ways and
Means Committee and Senate Finance Committee and presented
the proposals for simplification and improvement of subchapter S
which are contained in that 80-page draft report that I mentioned
earlier.

Eventually, the Tax Simplification Act was introduced in the
House and the Senate, containing a number of those proposals; and
various regulations were adopted by the Internal Revenue Service,
which contained a number of other of those proposals.
Subsequently, the U.S. Chamber of Commerce contacted mem-

bers of the ABA's S Corporation Committee and the AICPA's S
Corporation Committee and requested technical assistance from
those members in developing a consensus package for the reform
and improvement of subchapter S. The consensus package, which
is essentially contained in the Joint Committee on Taxation pam-
phlet which is being considered by this committee today, embodies
substantively the proposals of the S Corporation Committee of the
American Bar Association Taxation Section. It also embodies the
proposals of the AICPA Taxation Committee on S Corporations.
These committees have voted to endorse those proposals.

In addition to the support of the U.S. Chamber of Commerce and
certain other trade organizations, the consensus package has also
been endorsed by the AICPA and the Washington, D.C., S Corpora-
tion Study Group.

It is clear that there has been a comprehensive, thoughtful and
deliberate analysis of the tax and practical issues pertaining to the
reform of subchapter S of the Internal Revenue Code. It is also
clear from a professional tax practitioner's perspective that the pro-
posals contained in the Joint Committee on Taxation pamphlet,
which is the consensus package, will achieve the goals thought to

be desirable and will improve and simplify subchapter S.
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I would like to again thank you for the opportunity to present my
views, and I stand ready, as do other members of the American Bar
Association, Tax Section S Corporation Committee, to help in any
way we can in achieving some meaningful reform and improvement
of subchapter S.

I will be happy to answer any questions you might have.
Mr. HOAGLAND. Thank you, Mr. Rose, for your testimony.

[The prepared statement and attachments follow:]
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STATEMENT
OF

JORDAN P. ROSE
BEFORE THE

SUBCOMMITTEE ON SELECT REVENUE MEASURES
COMMITTEE ON WAYS AND MEANS

U.S. HOUSE OF REPRESENTATIVES

JUNE 22, 1993

Although the undersigned is Vice-Chair of the S Corporation
Committee of the American Bar Association Taxation Section, the
views expressed herein have not been acted upon nor approved by
the American Bar Association or the Taxation Section and,
accordingly, are expressed by the undersigned in his individual
capacity only.

In February 1990, then Chief of Staff of the Joint Committee
on Taxation, Ron Perlman, requested that the ABA's S Corporation
Committee submit suggestions on how to improve and simplify
Subchapter S of the Internal Revenue Code. He requested that the
S Corporation Committee address the existing stumbling blocks to
electing and operating under Subchapter S, and the main reasons
corporations which otherwise qualified did not utilize Subchapter
S.

The S Corporation Committee identified four problem areas:

1. Limitations on the types of trusts eligible to be
shareholders of an S corporation rendered estate planning
difficult for the owners and entrepreneurs;

2. S corporations' access to capital was restricted due to
second class of stock limitations and uncertainties, which
interfered with business expansion;

3. S corporations' inability to operate through
subsidiaries prevented effective business operational
planning, and precluded achieving legitimate non-tax
business objectives; and

4. The existence of many tax traps for the unwary.

After identifying these problem areas, members of the S

Corporation Committee met with the Staff of the Joint Committee
on Taucation. It appeared that there was some desire on the part
of Congress to expand access to Subchapter S as a feature of a
more fully integrated tax system. Several matters were
specifically addressed at that meeting, including:

1. The expansion of trusts eligible to be shareholders;

2. An increase in the number of shareholders;

3. The waiver of inadvertent defective elections;

4. The satisfaction of capital needs via increased
shareholder eligibility, liberalized restrictions on
permissible debt, and the use of preferred stock;

5. Permitting S corporations to have C or S corporations as
subsidiaries, or being a subsidiary; and
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6. Eliminating the termination of S status based on excess
passive income.

In response to this meeting, members of the S Corporation
Connnittee informally submitted ten proposals to the Joint
Committee on Taxation. Thereafter, members of the S Corporation
Committee met with representatives of the Treasury Department,
the House Ways and Means Committee and the Senate Finance
Committee and presented the proposals for the simplification and
iirprovement of Subchapter S; in June 1991, the Tax Simplification
Act of 1991 was introduced in the House and the Senate containing
a number of those proposals.

Subsequently, the U.S. Chamber of Commerce contacted members
of the S Corporation Committee of the ABA and the S Corporation
Committee of the AICPA and requested technical assistance in
connection with the proposed reform of Subchapter S. Those
members of the two Committees comprised a working group which, in
consultation with the U.S. Chamber, developed a consensus package
intended to simplify and improve Subchapter S. The consensus
package, a copy of which is attached to this statement,
substcuitively embodies the proposals of the S Corporation
Committee of the American Bar Association Teixation Section. The
S Corporation Committee has voted to endorse the proposals
contained in the consensus package.

In addition to the support of the U.S. Chamber, the
consensus package has also been endorsed by the AICPA and the
Washington, D.C. S Corporation Study Group.

It is clear, from a professional tax practitioner's
perspective, that the proposals contained in the consensus
package will achieve desireible goals and address the problem
areas identified. The undersigned has no hesitation in
recommending favorsUsle consideration of these proposals.

Respectfully submitted

JPR/)ceun
Attachment

|««}O.COU)Dlt379
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S CORPORATION WORKING GROUP
SUMMARY OF DRAFT LEGISLATION

The S Corporation Working Group has developed this outline for an S corporation
reform bill for introduction in Congress in 1993. This initiative is designed to reform the

current S corporation rules and eliminate many traps for the imwaiy, resulting in

improvements in the capital formation opportiinities of small business. The legislation will

also contribute to the preservation of famfly-owned businesses by removing impediments to

the transfer of a firm from one generation to the next By ensuring continuance of the

family-owned business and through enhancement of a small firm's access to capital, the

reform bill should result in an increase in jobs and prosperity for the American work force.

In general, the reform bill removes arbitrary limitations on S corporation shareholders,

allows S corporations to issue preferred stock under certain circumstances, expands the types

of debt instruments vdiich an S corporation may issue, treats S corporation shareholder-

employees more equitably with respect to fringe benefits, and makes various other

improvements.

Participants in the S Corporation Working Group include representatives of the

American Bar Association S Corporation Committee, the American Institute of Certified

I*ublic Accountants S Corporation Taxation Committee, the S Corporation Tax Study Group,
the VS. Chamber of Commerce, and others. The proposed S corporation reform bill as

summarized below, reflects the personal views of the participants in the S Corporation

Working Group, and do not necessarily reflect the views of the organizations they represent.

The proposed legislation, therefore, must be reviewed and approved by the appropriate

policy committees of each organization before it can become an official position of such

organization.

The S Corporation Taxation Committee of the AICPA has reviewed this report and
has voted to conceptually support the proposal without reservation. The S Corporation

Committee's sole concern is related to implementation issues; e.g., where S corporations

would be permitted to own other S corporations. This AICPA committee has indicated that

position papers will be required to evaluate these implementation issues. In addition, this

summary and these jxKition papers will require approval of the AICPA's Tax Executive

Committee.'

With respect to the S Corporation Committee of the American Bar Association Tax
Section, the committee has voted to endorse the proposals contained in this report.

However, the proposals have not been acted upxjn or approved by the American Bar

Association or its Taxation Section and accordingly, the views of the members of the

On November 20, 1992, the AICPA Tax Executive Committee approved this proposal. The Tax

Executive Committee is a senior technical commiitee of the AICPA and is authorized to speak on

behalf of the AICPA on matters related to taxation.
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American Bar Association's S Corporation Comminee are expressed in their individual

capacity only.

The S Corporation Tax Study Group has also reviewed this report, and conceptuaUy

supports the proposals contained in the reform initiative. However, they too have noted that

implementation and other issues wiU arise when these proposals are reduced to legislative

language.

Further, the U.S. Chamber's Taxation Committee has reviewed this report, and has

voted to generally support the proposals.

SHAREHOLDER UMUATIONS

1. Thirty five shareholder amitatlon.

Current Law: Among other criteria, an S corporation election is not valid if the

business has more than 35 shareholders.

Problem: For multi-generational family-held businesses, an artificial limit on the

number of shareholders prevents corporations from continuing to operate as an S
corporation for future generations. Also, some high-tech corporations that want to

reward key employees are artificially limited to a thirty-five shareholder limitations.

Example: A furniture manufacturing company now owned by the second and

third generations of the two founding families is an S corporation. Currently

they have 25 shareholders. Mathematically, the S corporation status will not

be able to be continued into the next generation.

Recommendation: The current S corporation limit of 35 shareholders is an arbitrary

standard which serves to restrict capital formation opportunities of smaller firms.

The S Corporation Working Group recommends that the current limit be raised to

50 shareholders. (This proposal was included as a measure in H.R. 11, the Revenue

Act of 1992.)

LEGISLATIVE LANGUAGE: H.R. 11 § 7601(a).

(a) S Corporations Permitted to Have 50

Shareholders.—Subparagraph (A) of section 1361(b)(1) (defining small

business corp>oration) is amended by striking "35 shareholders" and inserting

"50 shareholders".
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Permit tax exempt organizations as eligibie siiareholders.

Current Law: A tax exempt organization is not an eligible shareholder for purposes
of a valid S corporation election.

Problem: Tax exempt organizations including pension plans, ESOPs (a qualified

employee stock ownership plan), university endowment funds are a significant source

of capital for small closely-held businesses seeking to expand their operations.

Because tax exempt organizations are ineligible shareholders, these sources of capital

are unavaflable to S corporations. This places them at a competitive disadvantages

to C corporations.

Example: The founder of an S corporation wants to retire and would like to

sell the business to its employees. To obtain the financing reqiiired for an
employee piu'chase, a C corporations would normally establish an ESOP.
However, this S corporation owner will likely be forced to sell to outside

interests and not to the employees because an ESOP is an ineligible

shareholder.

Recommendation: The Group recommends that tax exempt organizations become
eligible to hold stock in S corporations. This proposal would allow the partnership

flow-through approach to be used with exempt organization shareholders of an S
corporation. For example, any trade or business income allocable to the exempt
organization shareholder would be subject to the unrelated business income tax, or
UBIT, but interest and dividend income would not

LEGISLATIVE LANGUAGE: No Legislative Language.

Allow nonresident alien shareholders as eligible shareholders.

Current Law: A nonresident alien is not an eligible shareholder for purposes of a

valid S corporation election.

Problem: Frequently, sources of capital or entre to foreign markets requires an

equity participation of a nonresident alien.

Example: A local S corporation manufaaurer has an opportunity to expand

sales into the European market A European individual who will manage
oversees marketing wants to invest in a minority equity position in the

company. The restriction on ownership of S corporation stock by nonresident

shareholders forces the manufacturer to either give up its S corporation status

or resort to unnecessarily sophisticated and expensive tax planning techniques.
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Recommendation: The Group recommends that nonresident aliens (individuals only)

be treated as eligible shareholders. Under this recommendation, any effectively

ctnmected U.S. income allocable to the nonresident alien should be subject to a

withholding tax similar to the tax imposed on nonresident partners of a partnership.

LEGISLATIVE LANGUAGE: ABA Proposal to amend §§ 875, 894,

1361(b)(1)(C), and 1446.

SECnON 875:

(Sec 875]

SEC 875. PARTNERSHIPS; S CORPORATIONS: BENEHCIARIES
OF ESTATES AND TRUSTS.

For purposes of this subtitle-

(1) a nonresident alien individual or foreign corporation shall be

considered as being engaged in a trade or business within the United States

if the partnership or S corporation of which such individual or corporation

is a member or shareholder is so engaged, and ...

SECTION 894:

[Sec. 894(c)]

(c) PERMANENT ESTABLISHMENT OF PARTNERS AND
S CORPORATION SHAREHOLDERS - A nonresident alien individual

or foreign corporation which is a partner of a partnership, or a nonresident

alien individual who is a shareholder of an S corporation, which partnership

or S corporation has a permanent establishment in the United States

during the taxable year within the meaning of a treaty to which the United

States is a party, shall be deemed to have a permanent estabhshment in the

United States within the meaning of such treaty.

SECTION 136irbVnfO :

(Sec 1361(b)l

(b) SMALL BUSINESS CORPORATION.-

(€) hove nonresident o l ien as q shareholder, and
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4. Expand the types of trusts permitted to be S corporation siiareholders.

Current Law: Only certain types of trusts are permitted to become shareholders of

an S corporation. The two most common types of eligible trust shareholders include

the grantor trust and the "qualified subchapter S trust" (QSST).

Problem: The most common trusts used for estate planning purposes have multiple

beneficiaries and sprinkling powers vested in the trustee. These trusts are not

allowed to hold S corporation stock. As a result, S corporation shareholders do not

have access to the same estate plaiming techniques available to C corporation

owners.

Example: A S corporation owner has an ailing spouse and several children.

To properly provide for the family at the owner's death, the owner will

probabfy want to use a trust that allows the trustee to make distnbutioifs to

care for the medical needs of the ailing spouse and the varying educational

needs of the children. To accomplish this, the owner will need to terminate

S corporation status or result to unnecessarily complicated and expensive

estate planning techniques.

Recommendation: The Group recommends expansion of the definition of what

constitutes a QSST. Under this expanded definition, single-tier tnists would be

permitted to have multiple income beneficiaries and to accumulate income from the

S corporation at the trust level. Sprinkle trusts would be treated as eligible S

corp>oration shareholders. Multiple beneficiaries would each, along with the trust, be

counted as shareholders. However, the family attribution rules would apply in

counting the number of shareholders.

LEGISLATIVE LANGUAGE: No Legislative Language.

CONSTRUCTIVE OWNERSHIP

1. Shareholder counting conventions - application of constructive ownership

rules.

Current Law: Only a husband and wife are treated as one shareholder for purposes

of the S corporation election. All other memt>ers of a family are treated as separate

shareholders.

Problem: For multi-generational family-held businesses, an artificial limit on the

number of shareholders prevents corporations from continuing to operate as an S

corporation for future generations.
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Example: A furniture manufacturing company now owned by the second and
third generations of the two founding families is an S corporation. Currently

they have 25 shareholders. Mathematically, the S corporation status will not

be able to be continued into the next generation. Under this proposal, solely

for purposes of the 3S-shareholder limitation, the corporation would be
treated as having only two shareholders. For all other purposes, all actual

shareholders would be treated as shareholders.

Recommendation: The Group recommends that the family attribution rules under

Code section 267(c)(4) apply in the sitiiation of the S corporation election. This

that all family members would be treated as one S corporation shareholder.

LEGISIATTVE LANGUAGE: ABA proposal to amend § 1361(c)(1).

SECTION 1361:

[Sec 1361(c)l

(c) SPECIAL RULES FOR APPLYING SUBSECnON (b).-

(1) HUSBAND AND WIFE FAMILY MEMBERS
TREATED AS 1 SHAREHOLDER-For purposes of subsec-

tion (b)(l)(AX a husband and wife members of the same family fas

defined in section TjSKcXAYj and their estates shall be treated as one
shareholder.

PREFERRED STOCK

1. Permit S corporations to Issue preferred stocic

Current Law: An S corporation is permitted to have only one class of stock.

Problem: Venture capitalists and other outside sources of funding generally require

an equity position that provides a preferred return with the upside potential for

capital gain to enhance the rate of return on investment.

Example: A small S corporation has developed a promising new product To
bring it to market, they require outside investment capital They have

exhausted family and conunercial bank sources of capital and now seek

venture capital. As an S corporation, they are precluded from offering

venture capitalists an economically attractive investment opportimity.
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Recommendation: The Group recommends that S corporations be permitted to issue

preferred stock, including converti^ble preferred stock. Under this proposal, only

eligible S corporation shareholders would be allowed to own preferred stock.

LEGISLATIVE LANGUAGE: ABA proposal to amend § 1361(c)(7). [Note:

The ABA proposal would allow for convertible

preferred stodc, without specifically so stating.

However, the Working Group would prefer that

the statute explicitly permit stock with a

convertibility feature to qualify.]

SECTION 1361 ;

[Sec 1361(c)]

m QUALIFIED PREFERRED STOCK. For purposes of this

subchapter. th«. tftrm "giiHlififtd prt^fttyjea pncV Khali piean stoplc, which fs

identi'cal to the corporation's issued and outstandmg common stock except

that the holders thereof are entitled to receive a specified minimum
amount and/or percentage of the corporation's earnings prior to anv

distributions to the holders of the corporation's common stock.

SUBSIDIARIES

1 . Permit an S corporation to own more than 80 percent of another corporation's

stock.

Current Law: An S corporation may own as much as 79 percent of the stock of

another corporation without jeopardizing the S election.

Problem: For valid nontax business reasons, corporations frequently establish

subsidiaries to hold their different business activities. Normally, these would be

wholly-owned subsidiaries. An S corporation is precluded from using this ownership

structure because of the prohibition on afGliated companies. Currently, this business

goal can only be accomplished by using inefBcient and costly tax planning techniques.

Example: A local general construction company, organized as an S

corporation, has developed expertise in asbestos abatement and removal.

However, concerns about potential liability exposure may cause the

corporation to withdraw from this business, unless it can be dropped into a

subsidiary.

Recommendation: The group believes that a corporation should be permitted to

elect S status regardless of the percentage of stock that it owns in a C corporation
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subsidiaiy. However, the S corporation would not be permitted to participate in any

consolidated returns. (This proposal was included as a measure in H.R. 13, the Tax
Simplification Act of 1993.)

LEGISLATIVE LANGUAGE: RR. 13 § 603(b).

(b) S Corporations Permitted To Hold Subsidiaries.—

(1) In General—Paragraph (2) of section 1361(b) (defining

ineli^Ie corporation) is amended by striking subparagraph (A) and

by redesignating subparagraphs (BX (Q, (D), and (E) as

subparagraphs (A), (BX (Q, and (D^ respectively.

(2) Conforming Amendments.—
(A) Subsection (c) of section 1361 is amended by

striking paragraph (6).

(B) Subsection (b) of section 1504 (defining inchidible

corporation is amended l^ adding at the end thereof the

following new paragraph:

•(8) An S corporation."

Permit S corporations to own S corporation stoclc

Current Law: S corporations are not permitted to have corporate shareholders.

Problem: While the preceding proposal would allow wholly-owned subsidiaries,

those sulisidiaries would be denied flowthrough treatment (The subsidiary could -

not itself be an S corporation because S corporations cannot have corporations as

shareholders.) This defeats the objective of subchapter S in permitting

flowthrough treatment for the entire business.

In the preceding example, the asbestos subsidiaiy, if organized, would be restricted

to C corporation status. It is inappropriate to deny flowthrough treatment where

business reasons necessitate the use of a subsidiary. To obtain flowthrough

treatment under current law, the owners of the construction company could form

a new "sister* corporation to engage in the asbestos removal business. This

alternative is an unnecessarily inefBcient and costly corporate structure.

Recommendation: The Group recommends that an S corporation be permitted to

own 100 percent of the stock of another S corporation, as well as a chain of S

corporations. The corporate group would not be permitted to file consolidated

returns.

LEGISLATIVE LANGUAGE: No legislative language.
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DEBT

1. Expand safe harbor debt to permit convertible debt

Current Law: It is possible that debt may be recharacterized as a second class of

stock. However, an obligation that qualifies as "straight debt" is not considered a

second class of stock and thus, does not trigger a violation of the S election. For
example, if the debt contains conversion and liquidation rights, the enti^s S election

could be in jeopardy.

Problem: Debt instrumenU frequently contain convertibility features. Undercurrent
law, S corporations are at risk that this convertible debt could be construed as a

"second class of stock" which would terminate S status. This common debt feature

should not terminate S status. While current regulations offer some flexibOity, these

rules do not adequately resolve this problem.

Recommendation: The "safe harbor debt" provisions of the tax law dealing with S
corporations should be expanded to allow the issuance of convertible debt However,
the debt instrument in question must continue to meet all of the other criteria of

straight debt

LEGISLATIVE LANGUAGE: ABA proposal to replace current §

1361(cX5XB) with.-

SECTION 1361 :

[Sec 1361(c)(5)l

(B^ STRAIGHT DEBT DEFINED.-For the purposes of this

paragraph, the term "straight debt" means any written unconditional

promise to pay on demand or on a specified date a sum certain money if

the interest rate (and interest payment dates') are not contingent on profits,

the borrower's discretion, or similar factors: provided, however, that if the

terms of such promise include a provision whereby the obligation to pay

may be converted (directly or indirectly') into or subordinated to stock of

the corporation, such terms, taken as a whole, must not be materially

different than the terms which could have been obtained on the effective

date of the promise from an unrelated party in the trade or business of

lending money or providing capital financing.

2. Permit ineligible shareholders to hold safe harbor debt

Current Law: The Tax Code does not treat debt as a second class of stock if the

obligation meets certain requirements. This particular type of debt is called "safe
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harbor debt" For purposes of safe harbor debt, the creditor must be an individual,

an estate, or a trust which is eligible to be an S corporation shareholder.

Problem: A loan from a financial institution would not be treated as safe harbor

debt

Recommendation: To expand financing opportunities for S corporations, the Group
believes that loans from financial institutions and other lenders should not be

subjected to greater restrictions than loans made by others. Therefore, the Group
recommends that loans from lenders be treated as safe harbor debt provided that the

loan meets all other requirements for safe harbor debt

LEGISLATIVE LANGUAGE: ABA proposal to replace current §

1361(cX5)(B). (See immediately preceding

proposaL)

Permit shareholder personal guarantees of corporate debt to Increase

shareholder basis.

Current Law: A partner includes his share of partnership indebtedness in his basis

(in the partnership) for loss deduction purposes. In contrast, an S corporation

shareholder is not permitted to include indebtedness of the S corporation in his stock

basis, even to the extent the shareholder has provided a personal guarantee of the

corporate debt

Problem: Current law emphasizes form over substance. When an S corporation

needs additional funds, typically a commercial bank will make the loan directly to the

corporation with the additional security of a shareholder guarantee. A well-advised

S corporation owner would structure the financing arrangement so that the bank

would make the loan to the shareholder who would then reloan the borrowed funds

to the corporation. In both cases, the shareholder is economically exposed to repay

the loan to the bank. Yet, basis is available only if the shareholder is well-advised

before the loan is made.

Example: An S corporation nurseiy and landscaping business needs additional

funds for expansion. The corporation borrows from a bank and the owner

personally guarantees the debt The guarantee does not increase the owner's

basis. If the owner had first incurred the exp>ense of consulting a tax advisor,

the advisor would have reconmiended using "back-to-back" loans, which could

have resulted in basis to the shareholder without any economic difference to

any party — except for the fee paid to the tax advisor.

Recommendation: The Group recommends that to the extent an S corporation

shareholder personally guarantees indebtedness of the S corporation, the shsireholder
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should be permitted to reflect the personal guarantee as part of his basis in the entity

for loss deduction purposes.

LEGISLATIVE LANGUAGE: ABA proposal to amend §§ 1366(d)(2), (d)(4),

and 1368(f). But note this does not reflect last

week's discussion regarding single

guarantor/single note safe harbor guarantee.

SECTION 1366;

[Sec 1366(d)]

(d) SPECIAL RULES FOR LOSSES AND DEDUCHONS.-

(1) CANNOT EXCEED SHAREHOLDER'S BASIS IN STOCK
AND DEBT.-Tbe aggregate amount of losses and deductions taken into

account by a shareholder under subsection (a) for any taxable year shall

not exceed the sum of —

(A) the adjusted basis of the shareholder's stock in the S
corporation (determined with regard to paragraphs (1) and 2(A) of section

1367(a) for the taxable year), end

(B) the shareholder's adjusted basis of any indebtedness of the S
corporation to the shareholder (determined without regard to any
adjustment under paragraph (2) of section 1367(b) for the taxable

year) , and

(O the shareholder's guaranteed debt basis described in

paragraph 4 of this section 1366(dV

(4^ GUARANTEED DEBT BASIS.-A shareholder's guaranteed

debt, basis shall equal the amount of the corporation's guaranteed debt, as

defined in Subparagraph (a), for which the shareholder has provided a

personal guarantee or is otherwise personally liable for repayment times a

fraction, the numerator of which is the number of shares in the corporation

owned by the shareholder, and the denominator of which is the number of

shares in the corporation owned by all shareholders who have provided

personal guarantees or who are personally liable for such debt .

(A^ GUARANTEED DEBT.-The term "guaranteed debt" shall

refer to any debt of the corporation to a lender who is not a related person

with respect to either the corporation or any of its shareholders on account
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of which one or more shareholders have provided a personal guarantee or

are otherwise personallv liable for repayment of such debt

(ft) RF.TATRD PERSON.-For purposes of subparagraph (A\ a

person (hereinafter in this paragraph referred to as the "Related Person")

is related to the corporation or any of its shareholders if the Related

Person bears a relationship to the corporation or anv of its shareholders

specified in section 2670?^ or section 707fb¥n. For purposes of applving
sections 267fb) or 707rbVl'>. "10%" shall be substituted for "50%"

throughout each of those sections.

(C\ EX0HKriON.--In no instance shall any shareholder be deemed

to have personally guaranteed or to be personally liable for repayment of

the cor|X)ration*s debt to a lender in respect to any portion of any debt of

the corporation as to which the shareholder is not personallv liable, through

guarantee or otherwise, or is protected agamst loss through nonrecourse

finandng a stop loss agreement indemnification, or other sfamlar

arrangements. The relative financial resources of the shareholders shall not

be considered in determining whether any shareholder is protected fi^om

In the case of any distribution made during anv taxable year, the

adjusted basis of stock shall be determined with regard to the adjustments

provided in paragraph (11 of section 1367(a1 for the taxable year.

SECTION 1368:

[Sec. 1368(f)]

m RELIEF OF GUARANTEED DEBT DEEMED
DISTRIBUTION.- If a shareholder has guaranteed debt basis fas adjusted

pursuant to section 1367(b'>'> and is relieved of all or a portion of the

S corporation's guaranteed debt as defined in subparagraph (A) of

paragraph (4) of section 1366<'d') due to indemnification, satisfaction or

otherwise, then the portion of the guaranteed debt from which the

shareholder b relieved shall be deemed to be a distribution bv the S

corporation during the tax year of the corporation during which the

guarantee relief occurs and subject to the rules of subsection (a) to the

extent the shareholder's pro rata share of the guaranteed debt determined

as described in section 1366fd¥4'). exceeds the shareholder's guaranteed

debt basis, as adjusted pursuant to subparagraphs (A) and (B) of

paragraph (2) of section 1367fb1 .
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PASSIVE INVESTMENT INCOME

1. Repeal excessive passive Investment income as a termination event

Current Law: Subchapter S contains two disincentives to discourage "incorporated

poclcetboola" from operating as S corporations. First a corporate level tax is imposed

on excess passive investment income. Second, S status is terminated if the

corporation earns passive investment income that exceeds 25 percent of the entity's

gross receipts for three consecutive taxable years and the entity has accumulated

Subchapter C earnings and profits at the end of each of the three years.

Problem: While this result may be avoided through proper tax plaiming, many
unadvised S corporations are caught unaware of these traps and lose their S status.

The sanction of terminatiiig S status when the entity has excessive passive income is

unduly harsh.

Example: Due to business fluctuations, the operating business of an S
corporation declines over a period of several years. During the recession, a

substantial portion of the corporation's income is derived from passive

sources. Without proper advice, this corporation may not realize that its S
status will terminate if this situation continues for three years.

Recommendation: To the extent Congressional intent is to limit the passive income

of an S corporation, the Group believes this legislative intent is sufficiently served

through the current procedures of imposing a corpwrate level tax on the S

corporation's passive income. Therefore, the sanction of terminating the S election

in the situation of excessive passive income should be repealed.

LEGISLATIVE LANGUAGE: ABA proposal to amend §1362(d)(3).

SECTION 1362:

(Sec 1362(d)(3)]

To be deleted in its entirety.

2. Exclude trade or business Income from the passive investment income
deC'.nition.

Current Law: The definition of passive investment income for S corporation

purposes includes the types of income earned by a personal holding company, and

many traditional types of active trade or business income earned by an operating

company.
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Problem: By including certain types of active trade or business income in the passive

investment income definition, many operating companies are precluded firom making
the S election.

Examples: Examples of such operating companies include certain rental real

estate operators and certain corporations earning royalty income from the

franchising of a product, process, or service.

Recommendation: The Group recommends that the income earned from the active

conduct of a trade or business should not be included in the S corporation definition

of passive income. It is recommended that a facts and ciramistances test be adopted

to determine what constitutes active as opposed to passive income. Examples of

regulations that may be used in drafting a facts and circumstances test include

Regulation sections 1355-3(b) and 1.469-2T(c)(3X0.

LEGISLATIVE LANGUAGE: No legislative language.

ELECTIONS

1. Permit the Secretary of Treasury to treat Invalid elections as effective.

Current Law and Problem: The IRS has the authority to waive the effect of an

inadvertent S corporation termination, but not the authority to waive the effect of an

invalid election caused by an inadvertent failure to qualify as an S corporation.

Recommendation: The Group believes that the IRS should have the authority to

waive an inadvertent invalid S corporation election for entities that have subsequently

cured the defect This new authority would be a broadening of the current IRS

authority to waive the effect of an inadvertent S corporation termination. (H.R. 13

includes a measure to cure inadvertent S corporation elections.)

LEGISLATIVE LANGUAGE: H.R. 13 §§ 601 (a) and (b).

SEC 601. AUTHORITY TO VALIDATE CERTAIN INVALID
ELECnONS.

(a) General Rule.-Subsection (f) of section 1362 (relating to

inadvertent terminations is amended to read as follows:

"(f) Inadvertent Invalid Elections or Terminations.—If—

"(1) an eleaion under subsection (a) by any corporation—

"(A) was not effective for the taxable year for which

made (determined without regard to subsection (b)(2)) by

reason of a failure to meet the requirements of section

1361(b) or to obtain shareholder consents, or
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"(B) was tenninated under paragraph (2) or (3) of
• (d),

"(2) the Secretary determines that the circumstances resulting

in such ineffectiveness or termination were inadvertent,

"(3) no later than a reasonable period of time aifter discovery

of the circumstances resulting in such ineffectiveness or termination,

steps were taken—

"(A) so that the corporation is a small business

corporatioii, or

"(B) to acquire the required shareholder consents, and
"(4) the corporation, and each person who was a shareholder

in the corporation at any time during the period specified pursuant

to this subsection, agrees to make such adjustments (consistent with

the treatment of the corporation as an S corporation) as may be
required by the Secretaiy with respect to such period,

then, notwithstanding the circumstances resulting in such ineffectiveness or

termination such corporation shall be treated as an S corporation during

the period specified by the Secretary."

(b)Late Elections.—Subsection (b) of section 1362 is amended by

adding at the end thereof the following new paragraph:

"(5) AUTHORITY TO TREAT lATE ELECnONS AS
TIMELY.-If-

"(A) an election under subsection (a) is made for any

taxable year (determined without regard to paragraph (3))

after the date prescribed by this subsection for maldng such

election for such taxable year, and
"(B) the Secretary determines that there was

reasonable cause for the failure to timely make such election,

the Secretary may treat such election as timely made for such

taxable year (and paragraph (3)) shall not apply."

Provide for automatic waiver of certain inadvertent terminations.

Current Law: The IRS has the authority to waive the effect of an inadvertent S

corporation termination and may have authority to automatically waive such effect.

A high percentage of private letter ruling requests on S corporations deal with the

issue of inadvertent terminations.

Problem: For many taxpayers, obtaining a waiver of their tenninated S status can

result in costly professional fees. Also, valuable time on the part of IRS personnel

and tax professionals is lost on processing routine taxpayer waiver requests.

Recommendation: The Group recommends that an automatic waiver procedure be

authorized by Congress so that an entity would not lose its S corporation status due
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to a terminating event of a "ministerial" nature. An orample of such an event is when
a benefidaiy fails to make a qualified subchapter S trust election.

LEGISLATTVE LANGUAGE: No Legislative language.

FRINGE BENEFITS

1. Place S corporation shareholders In the same position as owners of regular

coqioratlons with respect to fringe benefits.

Ctarrent Law: Unlike a C corporation, an S corporation is not permitted to provide

shareholder-employees with certain tax-favored fringe benefits. Instead, the S

corporation is treated as a partnership and 2 percent shareholders are treated as

pailners for fringe benefits purposes. AH other shareholder-employees of the S
corporation are treated like employees ofa regular corporation with respect to filnge

bmefits.

Problem: S corporations operate at a disadvantage to C corporations with respect

to fringe benefits paid to owner/employees. For owners of small businesses this is

especially onerous because their fiinge benefits are a greater portion of their overall

compensation. Furthermore, owners of S corporations (like owners of parmerships

and C corporations) are already governed by extensive antidiscrimination rules which

makes section 1372 treatment unnecessary.

Example: All the employees of a small retail store including the owners

receive medical and group-term Ufe insurance coverage. As a C corporation,

these benefits are tax-free to all employees including the owners. However,

if this corporation elects S status, the benefits will be taxable to the owners.

Recommendation: The Group recommends that all S corporation employees be

eligible for tax-favored fringe benefits, which would ensure consistent treatment with

the employees of a C corporation.

LEGISLATIVE LANGUAGE: No legislative language. (This proposal, if

enacted would repeal section 1372 in its

entirety.]

2. Repeal restrictions on qualified plan loans made to S corporation

shareholders.

Current Law: A loan by a corporation's qualified retirement plan to a "disqualified

person" is a prohibited transaction, subjecting the borrower to a penalty tax. For C
corporations, a disqualified person includes any shareholder who owns ten percent
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or more of the corporation's stock. For an S corporation, however, any shareholder
who awns five percent or more of the corporation's stock is a disqualified person.

Problem: When a C corporation makes an S election, any shareholder who owns
between five and ten percent of the qualified retirement plan sponsored by the

corporation must repay the loan before the effective date of the S election or face

an automatic penalty tax. As a practical matter, very few people are aware that the

restrictions on loans from qualified retirement plans are more stringent for an S
corporation than for a C corporation. Consequently, five-to-ten-percent shareholders

of a C corporation that elects S status may inadvertently find themselves subject to

a penalty tax for failing to repay loans from qualified plans before the effective date

of the S election.

Example: A small software development company operates as a C
corporation and maintains a qualified pension plan for its employees. 'An
employee, who also owns 6 percent of the corporation's stock, borrows

$10,000 from the plan to pay for a family medical emergency. The
corporation elects to be an S corporation . The borrower/shareholder is

unaware of the more restrictive limitation on plan loans to S corporation

shareholder/employees and fails to fiiUy repay the loan before the S election

takes effect He becomes subject to the automatic penalty.

Recommendation: The current more restrictive limitation on S corporation

shareholders should be repealed. The definition of a "disqualified person", as

including a ten-percent or greater shareholder, should apply uniformly to both C
corporations and S corporations.

LEGISLATIVE LANGUAGE: Section 4975(d) would be amended by deleting

from the last sentence of the flush language

"... a shareholder-employee (as defined in

section 1379, as in effect on the day before the

date of the enactment of the Subchapter S
Revision Act of 1982), . .

.".

TECHNICAL PROPOSALS

1 . Treat losses on liquidation of S corporations as ordinary to the extent the loss

created by ordinary income passthrough triggered the liquidation.

Current Law: If an S corporation seUs an appreciated asset or distributes it to

shareholders, the appredation in value of the asset is generally taxed once - at the

shareholder level. The gain recognized in such dispositions can be characterized

either as capital gain or ordinary income, depending on the asset being sold or

distributed. Any recognized gain or income increases the basis of S corporation
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shareholders in their stock. If the S corporation liquidates, any loss on liquidation

will generally be a capital loss, even if, in the process of liquidation, ordinary income

is recognized on assets sold or distributed. In other words, a shareholder can receive

a flowthrough of ordinary income and resulting increase in basis as a result of

disposition of assets in liquidation. But any loss on the liquidation will generally be

capital loss, even if the basis was created by a transaction resulting in ordinary

Recommendation: The Group recommends that the loss recognized by a shareholder

on the complete Uquidation of an S corporation be treated as ordinary rather than

capital to the extent the shareholder's basis in the S corporation stock is attributable

to ordinary income, that was recognized as a result of the liquidation.

LEGISLATIVE LANGUAGE: ABA proposal to amend § 331(c).

SECTION 331 ;

Section 331 would be amended by adding the following as

section 331(c) and redesignating former section 331(c) as section 331(d):

[Sec. 331(c)]

(c) LIQUIDATIONS OF S CORPORATION.
-

(1) That portion of any loss recognized by a shareholder of an S

corporation (as defined in section 1361faVl'>') on amounts

received by such shareholder in a distribution in complete

liquidation of such S corporation equal to the ordinary

income basis of stock of such S corporation in the hands of

such shareholder shall not be treated as a loss from the sale

or exchange of a capital asset but shall be treated as an

ordinary loss .

(2) For purposes of this subsection, "ordinary income basis" of

stock of an S corporation in the hands of a shareholders of

such S corporation means that portion of such shareholder's

basis in such stock equal to the aggregate increases in such

basis under section 1367fa¥l] resulting from such

shareholder's pro rata share of ordinary income of such

S corporation, determined under section 1366.
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2. Allow a carryover of disallowed losses and deductions under section 465 to
the post-termination transition period.

Current Law: Losses of S corporation shareholders suspended by the subchapter S
basis riiles, may be recognized after the S election terminates and during the post-

termination transition period if basis in the S corporation is generated during such
period. S corporation losses may also be suspended under the at-risk rules. S
corporations and their shareholders are treated in the same fashion as partners in

partnerships under the at-risk rules. However, losses suspended through the

application of the at-risk rules are not carried over to the post-termination transition

period for the (former S corporation) entity.

Problem: The post-termination transition period rule allows a last-chance

opportxmity for S corporation shareholders to establish basis in the corporation and
thus use losses that had passed through to them in previous years but that were
nondeductible because of a lack of basis at that time. However, in some cases, S
corporation shareholders had enough basis to deduct losses, but the losses were
suspended under the at-risk rules for which there is no post-terminations transition

period opportunity. To provide a last chance opportimity for these losses, it is

appropriate to extend current law treatment of losses suspended because of

insufBcient basis to losses suspended under the at-risk rules.

Recommendation: Losses suspended in the application of the at-risk rules should be
permitted to be carried over to the post-termination transition period.

LEGISLATIVE LANGUAGE: No legislative language.

3. Expand the period of post-death S qualification for certain trusts.

Current Law: A testamentary trust is permitted to be a shareholder of an S
corporation for a period not to exceed 60 days following the death of a deceased S
corporation shareholder. There is also a similar 2 year rule for grantor trusts and

deemed grantor trusts. After the 60 day period, the trust must transfer ownership of

the shares to an eligible S corporation shareholder or (if qualified) become a

Qualified Subchapter S Trust There is a two-year rule for those trusts with corpus

included in grantor's estate.

Problem: The requirement that the trust transfer ownership of its S corporation

shares within the 60-day period is a significant compliance and administrative burden

for many taxpayers. The trustee may be unaware of the need to transfer the S
corporation stock until advised to do so by a tax advisor who is involved in the

administration of the decedent's estate. Often, this may not occur until more than

sixty days following the decedent's death.
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Example: The owner of a 20% interest in the stock of an S corporation that

operates a farm equipment dealership provided in her wiU that on her death

her stock would pass to a testamentary trust A family member was named
the trustee. The shareholder died on April 15, 1992. Not imtil February

1993, when family members consulted a tax advisor about preparing 1992 tax

returns for the decedent, her estate and the trust did the trustee discover that

the S corporation stock should have been transferred out of the trust within

60 days after the shareholder's death. As a result, the corporation's S election

on the sixty-first day.

Reconmiendation: The period of time that the trust may own the S corporation

stock be extended to two years. By enacting a two-year period. Congress would be

taking positive steps to reh'eve compliance and inadvertent termination problems.

LEGISIj\TIVE LANGUAGE: ABA proposal to amend § 1361(c)(2)(aXii) &nd

(iii), with ABA'S six-month period changed to 2

years plus deletion of the last sentence of (ii).

The following language reflects these

alterations.

SECTION 1361:

Section 1361(cX2)(a)-

[Sec. 1361(c)(2)]

(ii) A tmst which was described in clause (i) immediately before the

death of the deemed owner and which continues in existence after such

death, but only for the 6&-day-two-year period on the day of the deemed

owner's death. If o trust is described in the preceding sentence and if the

entire corpus of the truct is includible in the gross estate of the deemed

owner, the preceding se ntence, sholl be applied by substituting '2 year

period for '60 doy s ix month pwriod'.

(iii) A trust with respect to stock transferred to it pursuant to the

terms of a will, but only for the 60 day two-year period beginning on the

day on which such stock is transferred to it.

4. Modify order of adjustments to Accumulated Adjustments Account (AAA) and
stock basis.

Current Law: Adjustments are made to the basis of an S corporation shareholder's

stock in the sequence of income first, losses second, and distributions third. On the
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other hand, partnership basis is adjusted first by income, second by distributions, and

third by losses.

Recommendation: The Group believes that the subchapter K rules involving the

ordering of adjustments to basis should also apply in determining the basis of S

corporation stock and the S corporation AAA. llius, for purposes of subchapter S,

distributions under this proposal would be taken into account before losses. (This

proposal was included as a measure in HiL 13.)

LEGISLATIVE LANGUAGE: HJl. 13 § 602.

SEC 602. TREATMENT OF DISTRTOUTIONS DURING LOSS
YEARS,

(a) Adjustments For Distributions Taken Into Account Before

Losses.—

(1) Subparagraph (A) of section 1368(d)(1) is amended by

striking "paragraph (1)" and inserting "paragraphs (1) and (2)(A)".

(2) Subsection (d) of section 1368 is amended by adding at

the end thereof the following new sentence:

"In the case of any distribution made during any taxable year, the adjusted

basis of the stock shall be determined with regard to the adjustments

provided in paragraph (1) of section 1367(a) for the taxable year."

(b)Accumulated Adjustments Account—Paragraph (1) of section

1368(e) (relating to accumulated adjustments account) is amended by

adding at the end thereof the following new subparagraph:

"(C) NET LOSS FOR YEAR DISREGARDED.-
"(i) In General—In applying this section to

distributions made during any taxable year, the amount

in the accumulated adjustments account as of the close

of such taxable year shall be determined without

regard to any net negative adjustment for such taxable

year.

"(ii) Net Negative Adjustment—For purposes of

clause (iX the term 'net negative adjustment' means,

with respect to any taxable year, the excess (if any) of—

"(I) the reductions in the account for the

taxable year (other than for distributions), over

"(II) the increases in such account for

such taxable year."

(c) Conforming Amendments.—Subparagraph (A) of section

1368(e)(1) is amended-
(1) by striking "as provided in subparagraph (B)" and

^ inserting "as otherwise provided in this paragraph", and
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(2) by striking "section 1367(b)(2XA)" and inserting

"section 1367(a)(2)".

Permit consent dividend for AAA by-pass election.

Current Law: Certain adverse consequences, including termination of the S election

caused by excess passive investment income, can accrue to an S corporation which

retains earnings and profits from the time it was a C corporation. C corporation

earnings and profits can be purged from the corporation by making a shareholder

distribution. Normally, such distributions arc first made out of AAA. However, an

election is available to by-pass AAA and make the distribution out of C corporation

earnings and profits. Proposed regulations under section 1368, if finalized, would

permit a corporation to elect consent dividend treatment to by-pass the AAA and

distribute out its C corporation earnings and profits. (A consent dividend allows the

corporation to make a deemed distribution followed by a deemed contribution^)

Problem: Wthout a consent dividend procedure, distributions mtist be made with

cash or other assets. Frequently, sufficient cash or other assets are not available to

make a distnbution. A consent dividend procediu-e solves this problem. But some
argue there may not be sufficient administrative authority to provide a consent

dividend procedure in the regulations.

Reconunendation: The Group supports the consent dividend treatment provision

of the proposed regulations and therefore, recommends that this particular

provision of the regulations be codified in addition to being included as part of

final regulations.

LEGISLATIVE LANGUAGE: ABA proposal to amend §1368(e)(3)(C).

SECnON 1368:

[Sec 1368 (e)]

(3) ELECnON TO DISTRIBUTE EARNINGS FIRST.-

(O CONSENT DIVIDEND.-Under regulations prescribed by the

Secretary, and to the extent it has accumulated earnings and profits, a

corporati'on may consent to treat as a distribution, subject to the election

under this paragraph, the amount specified in such consent. The amount

so specified shall be considered as distributed in money by the corporation

to its shareholders on the last day of the taxable year of the corporation

and as contributed to the capital of the corporation by the shareholders on

such day.
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Permit subchapter C to apply to S corporations.

Current Law: An S corporation in its capacity as a shareholder of another
corporation is treated as an individual for purposes of subchapter C The IRS has
taken the position that this prevents the tax-free liquidation of a C corporation into

an S corporation under the rationale a C corporation caimot liquidate tax-free when
owned by an individual

Recommendation: The Group recommends repeal of the rule which treats an S
corporation in its capacity as a shareholder of another corporation as an individual.

Under this recommendation, the liquidation of a C corporation into an S corporation

wiD be governed by the generally applicable subchapter C rules. (This proposal was
included as a measure in H.R. 13.)

LEGISLATIVE LANGUAGE: RR. 13 § 603(a).

(a) Treatment of S Corporations Under Subchapter C—Subsection

(a) of section 1371 (relating to application of subchapter C rules) is

amended to read as follows:

"(a) Application of Subchapter C Rules.—Except as otherwise

provided in this title, and except to the extent inconsistent with this

subchapter, subchapter C shall apply to an S corporation and its

shareholders."

Elimination of pre-1983 subciiapter S earnings and profits.

Current Law: Tlie accumulated earnings and profits of a corporation are not

increased for any year in which an election to be treated as an S corporation is in

effect However, under the subchapter S rules in effect prior to 1983, a corporation

electing S stattis for a taxable year increased its accumulated earnings and profits if

its earnings and profits for the year exceeded both its taxable income for the year and
its distributions out of that year's earnings and profits. The Subchapter S Revision

Act of 1982 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.

Recommendation: The Group recommends that a corporation's accumulated

earnings and profits be solely attributable to taxable years for which an S election was
not in effect This recommendation involves the elimination of S corporation

earnings and profits attributable to periods preceding the effective date of the

Subchapter S Revision Act of 1982. (This proposal was included as a measure in

H.R. 13.)
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LEGISLATIVE LANGUAGE: H.R. 13 § 603(c).

(c) EUmination of Pre-1983 Earnings and Profits.—

(1) In general.—If—

(A) a corporation was an electing small business corporation

under subchapter S of chapter 1 of the Internal Revenue Code of

1986 for any taxable year beginning before January 1, 1983, and

(B) such corporation is an S corporation tinder subchapter S
of chapter 1 of such Code for its first taxable year beginning after

December 31, 1991,

the amount of such corporation's accimiulated earnings and profits

(as of the begiiming of such first taxable year) shall be reduced by

an amount equal to the portion (if any) of such accumulated

earnings and profits which were acomiulated in any taxable year

begiiming before January 1, 1983, for which such corporation was an

electing small business corporation under such subchapter S.

(2) Conforming Amendments.—
(A) Paragraph (3) of section 1362(d) is amended—

(i) by striking "subchapter C" in the paragraph heading

and inserting "acomiulated",

(ii) by striking "subchapterC in subparagraph

(A)(i)(I) and inserting "acomiulated", and
(iii) by striking subparagraph (B) and redesignating the

following subparagraph according^.

(6)(i) Subsection (a) of section 1375 is amended by striking

"subchapter C in paragraph (1) and inserting "accumulated".

(ii) Paragraph (3) is section 1375(b) is amended to read as

foOows:

"(3) PASSIVE INVESTMENT INCOME, ETC-The terms 'passive

investment income' and 'gross receipts* have the same respective meanings

as when used in paragraph (3) of seOion 1362(d)."

(iii) The table of sections for part in of subchapter S of

chapter 1 is amended by striking "subchapter C in the item relating

to section 1375 and inserting "accumulated".

(C) Cause (i) of section 1042(c)(4)(A is amended by striking

•section 1362(d)(3)(D)' and inserting 'secUon 1362(d)(3)(Q'.

Simplify the procedures for electing to close the books on the termination of

a shareholder's interest

Current Law: A corporation may elect to close its books at the date of complete

termination of a shareholder's interest. All shareholders (including persons who were

taxpayers at any time during the year) must give their consent to this election. This

requirement imposes compliance burdens in the preparation and filing of timely
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if a corporation does not have the consensus of unaffected shareholders, it still may
be in "substantial compliance" with the tax law when the allocations were prepared

correctly.

Problem: Under current law, all shareholders of the corporation must consent to this

election, including those that are imafFected The necessity of obtaining the

signatures of these unaffected shareholders imposes an tmreasonable administrative

burden, especially when the corporation is owned by multiple shareholders. Rather,

the election shoiUd only be made by those affected shareholders, that is, those who
were involved in a stock transaction during the year.

Example: A small manufacturing business is owned by 24 shareholders.

During the year, one of the shareholders sells her stock to an outsider.

Because income is not earned ratably throughout the year, the parties decide

that th^ wish to close the books at the date of sale, rather than allocate

income as if it were earned ratably throughout the year. This election only

acts to allocate income between the buyer and seller. It has no impact on the

other 23 shareholders. Under current law, this consent must be obtained from

all 24 shareholders no matter how small their stockholdings. This can unfairly

hold the election hostage to shareholders who are unaffected by the election.

Recommendation: Instead of having to obtain the consent of all shareholders, the

Group recommends that the closing of a corporation's books be permitted if both the

affected shareholders and corporation consent

LEGISLATIVE LANGUAGE: ABA proposal to amend § 1377(a)(2). [Shaded

language indicates a change to the ABA draft

needed to conform it to the Working Groups'

proposal]

SECTION 1377:

(Sec 1377(a)]

(a) PRO RATA SHARE.-For purposes of this subchapter-

(2) ELECTION TO TERMINATE YEAR.-

(A) IN GENERAL.-Under regulations prescribed by the Secretary,

if any shareholder terminates his interest in the corporation during the

taxable year and all persons who are shareholders during the taxable year

affected shareholders and the corporation agree to the application of this
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paragraph, faragrapb (1) shall be appb'ed to the affected shareholders as if

the taxable year consisted of 2 taxable years the first of which ends on the

date of the tennination.

(B^ AFFECTED SHAREHOLDERS.-For purposes of

subparagraph (A), the term 'affected shareholders' means the shareholder

whose interest is terminated and all shareholders to whom he has

transferred shares durinp the taxable year. If he has transferred shares to

the corporation, 'affected shareholders' shall include all persons who are

shareholders during the taxable year.

Expand the post-termination transition period.

Current Law: If an enti^ loses its S corporation status, it may distribute cash to

shareholders during the post-termination transition period. The distribution is Aen
applied against the adjusted basis of the stock. The shareholder receives the cash tax

free to the extent the amount distributed does not exceed the Accumulated

Adjustments Account (AAA). If there is excess, it is treated as capital gain. Also,

the AAA ceases to exist for tax purposes at the end of the post-termination transition

period. Distributions made after the post-termination transition period are taxed

under the regular Subchapter C provisions.

Problem: Because of the large number of occurrences that can terminate a

corporation's S election, an S corporation and its shareholders may be unaware of a

termination until an IRS examination in a subsequent year brings the facts to light

In such situations where inadvertent termination relief may not be available, the

period within which to make post-termination distributions may already have elapsed.

Example: A shareholder of an S corporation irrevocably transferred stock to

a trust that he believed in good faith to be an eligible S corporation

shareholder. Two years later, an IRS examination determined that the trust

was not eligible. Under the terms of the trust agreement, the stock cannot be

transferred out of the trust. Accordingly, inadvertent termination relief is

unavailable. Since the post-termination transition period has elapsed, the

corporation is unable to make a tax-free distribution of its AAA.

Recommendation: The group recommends a broadening of the definition of post-

termination transition p)eriod with respect to the 120 day period following a

determination that the corporation's election had terminated for a previous taxable

year.
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LEGISLATIVE LANGUAGE: ABA proposal to amend § 1377(b)(1)(C).

SECTION 1377:

[Sec. 1377(b)]

(b) POST-TERMINATION TRANSITION PERIOD.-

(1) IN GENERAL-For purposes of this subchapter, the term

'post-termination transition period' means-

(A) the period beginning on the day after the last day of the

corporation's last taxable year as an S corporation and ending on the later

of-

(i) . the day which is 1 year after such last day, or

(ii) the due date for filing the return for such last year as an
S corporation (including extensions), aad

(B) the 120-day period beginning on the date of a determination

that the corporation's election under section 1362(a) had terminated for a

previous taxable year, and

(O the 120-day period beginning on the date of a determination

(following the termination of the corporation's electionl that adjusts an

item of income (other than tax-exempt income^ loss or deduction arising

during the S period, but only if the determination arises in a corporate-level

audit proceeding under sections 6241 through 6245 or in an audit

proceeding with respect to a p?erson who was the sole shareholder of the

corporation at all times during each taxable year of the S period for which

such adjustment has been made .

(2) DETERMINATION DEFINED.-For purposes, of

paragraph (1), the term determination means-

(A) a determination as defined in section 1313faV

(A) £B} a court decision which becomes final,

(B) (C) a closing agreement, or

(€) (D) an agreement between the corporation and the Secretary

that the corporation failed to qualify as an S corporation.
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Mr. HOAGLAND. Mr. Padwe from the American Institute of Cer-
tified Public Accountants.

STATEMENT OF GERALD W. PADWE, VICE PRESffiENT OF TAX-
ATION, AMERICAN INSTITUTE OF CERTIFIED PUBLIC
ACCOUNTANTS
Mr. Padwe. Thank you, Mr. Chairman. I am Gerald Padwe, vice

president of taxation of the AICPA; and I am accompanied here
this afternoon by the chairman of the AICPA S Corporation Tax
Committee, Mr. Samuel Starr, sitting behind me, who has spent
literally hundreds of hours over the past 13 months helping with
the proposals which I wish to speak with you about today.

Despite the challenge of a 3-minute time limit, let me take a cou-
ple of seconds of that, please, to especially thank Congressman
Cardin for proposing these amendments to subchapter S for your
subcommittee's consideration, as well as to Congressman Payne for

his very, very strong interest in reforming the S corporation parts
of the Internal Revenue Code.
S corporations became particularly popular in 1982 after a

multiyear collegial effort which even preceded the effort that Mr.
Rose has just described in the early 1990s, which was on the part
of the AICPA, the American Bar Association Section on Taxation,
and the staff of the Joint Committee on Taxation. At that time, for

the first time since its enactment in 1958, the S corporation rules

really were updated to try and bring them a little more closely into

alignment with business realities.

I should say that, in part, as a result of that effort, today over
1.5 million small businesses—42 percent, 42 percent of corporate
tax return filers are S corporations. We believe that the tax system
and the small business community both have been beneficiaries of

those early 1980s efforts.

We come to you now, 11 years after, asking one more time that
you modernize subchapter S to enable those corporations to operate
more on a par with partnerships and C corporations—which are
corporations without an S election in effect. Our colleagues in this

effort include the U.S. Chamber of Commerce, again, the Section
of Taxation of the American Bar Association, and several other or-

ganizations that have indicated their strong support of our efforts,

including the National Federation of Independent Business, the
National Association of Private Enterprise, and the Small Business
Legislative Council.
You referred, sir, to the Treasury Department comments this

morning, and getting their second lowest ranking. I looked at the
written statement that they submitted and, actually, I find them
somewhat more encouraging than that ranking might indicate.

What they say is that they agree it is time to relook at subchapter
S and, indeed, to modernize the statute and bring it into the 1990s.
That is exactly what we believe.

Small business does not operate in the 1990s the way it did in

the 1950s, and some of those 1950s constraints in the statute are
handicapping what these businesses are able to do. Times, and fi-

nancial transactions, were much simpler then, subchapter S re-

quires a fi"esh, 1990s outlook.
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The proposal to amend subchapter S, which we discuss today,
contains 26 separate recommendations. A number of them were
contained either in H.R. 13, the Tax SimpHfication Act of 1993,
which was introduced early this year by Chairman Rostenkowski,
and/or in last year's H.R. 11, which was passed by the entire Con-
gress, but which was not ultimately enacted. The package of rec-

ommendations as a whole, the consensus package, would modernize
this area of the Code bv accomplishing four broad goals. I just want
to mention them; I will not discuss them at length: reform of S cor-

poration fringe benefit rules; expansion of capital formation tech-

niques available to S corporations, which is very important in to-

day's world; preservation of family-owned businesses; and as Mr.
Rose has said, removal of undesirable tax traps.

We have submitted detailed comments in our written testimony
which include precise statements of the problems that we are try-

ing to correct with these recommendations. Mr. Starr or I would be
more than delighted to discuss any of them with you. We share the
views of the American Bar Association Tax Section, and we are de-

lighted to present our views to you today as well.

Thank you, sir.

Mr. HOAGLAND. Thank you.
[The prepared statement follows:]
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STATEMENT OF GERALD W. PADWE,
AMERICAN INSTITUTE OF CERTIFIED PUBUC ACCOUNTANTS

INTRODUCTION

Good morning. I am Gerald W. Padwe, \^ce President—Taxation of the 320,000-

member American Institute of Certified Public Accountants. Accompanying me today is the

chairman of the AICPA S Corporation Taxation Committee, Mr. Samuel P. Starr.

We thank you for the opportimity to testify on a tax issue of high priority for the

AICPA, the reform of Subchapter S. We especially want to thank Representative Cardin

for proposing these suggested amendments to subchapter S for the consideration of this

subcommittee. We further want to recognize Representative Payne for the interest he has

shown in our effort to modernize this area of the Internal Revenue Code.

Subchapter S was first enacted in 1958 to help remove tax considerations from small

business owners' decisions to incorporate. Electing "subchapter S corporatjons" (as they

were then called) were not subject to the classic two-tier tax system, applicable to

nonelecting corporations. This tax treatment was helpful to small business and especially

to start-up businesses. But subchapter S, as originally enacted, was very Umiting and

contained a number of pitfalls and traps for the unwary.

It was not until 1982 that subchapter S became popular. In that year, after a multi-

year, collegial effort on the part of the AICPA, members of the American Bar Association's

Section of Taxation, and the staff of the Joint Committee on Taxation, subchapter S was

substantially revised to remove many of its traps and some of its obsolete restrictions.

Subsequently, changes made in the Tax Reform Act of 1986 made the election of subchapter

S treatment highly desirable to many smaD businesses. Today, over U million small

businesses, 42 percent of corporate tax return filers, are S corporations.' In short, the tax

system and the small business community have both been beneficiaries of these efforts.

We come to you now, eleven years after the enactment of the Subchapter S Revision

Act of 1982, asking that you modernize subchapter S to enable S corporations to operate

more on a par with partnerships and C corporations (those corporations without a

subchapter S election in effect). Our coDeagues in this effort mclude the U.S. Chamber of

Commerce and, again, members of the American Bar Association's Section of Taxation. In

addition, a number of other organizations have been supportive of our efforts to modernize

subchapter S, including the National Federation of Independent Business, the National

Association of Private Enterprise, and the Small Business Legislative Council.

We believe subchapter S should be amended to better reflect the way small business

does business in the '90s, Many of the prohibitive restraints currently in subchapter S date

back to its original enactment in 1958. The financial environment in the 1990's is far more
complex, and 1950's legislative restraints are handicapping small business. A 90's smaD

business does not operate the way a 50's small business did. Times (and financial

transactions) were simpler then. Subchapter S requires a fresh 90's outlook.

For instance, with the traditional sources of debt financing—commercial

banks—presently restricting their loans to small business, these businesses have had to turn

to nontraditionial sources of financing such as venture capitalists and pension funds.

Typically, these sources of financing want either an equity stake in the business or, at a

minimum, debt that can be converted into equify interests. A small business operating as

a partnership or C corporation can offer these benefits to a financier and thereby utihze

these sources of capital An S corporation cannot offer a similar set of inducements to

financiers. Restrictions in subchapter S limit or outright prechide tapping these sources of

financing.

The proposal to amend subchapter S which we are discussing today contains twenfy-

six separate recommendations. A number are contained in RR.13, the Tax Simplification

Act of1993, which was introduced earlier this year by Chairman Rostenkowski. The package

of recommendations, taken as a whole, would modernize this area of the Internal Revenue
Code by accomplishing four broad goals:

Reform of S corporation fringe benefit rules,

Expansion of the capital formation techniques available to S corporations.



Preservation of £Bmily-owned businesses, and

Removal of undesirable tax traps.

REFORM S CORl>ORATION FRINGE BENEFIT TREATNfENT

Place S corporation shareholders in the same position as owners of regular corporations with

respect to fringe benefits. Pamphlet.^ section D.4.g.

Under current law, an S corporation, unlike a C corporation, is not permitted to

provide shareholder-employees with certain tax-Cavored fringe benefits. Instead, for fiinge

benefits purposes, the S corporation is treated as a partnership and 2-percent shareholders

are treated as partners. All other shareholder-employees of the S corporation are treated

like employees of a regular corporation with respect to fringe benefits.

The problem here is that S corporations operate at a disadvantage to C corporations

with respect to fiinge benefits paid to owner/employees. For owners of smaD businesses this

is espedaOy onerous because their fringe benefits are a greater portion of their overall

compensation. Furthermore, owners of S corporations (like owners of partnerships and C
corporations) are akeady governed by extensive antidiscrimination rules which make section

1372 treatment unnecessary.

Example: AD the employees of a smaO retail store (including the owners) receive

medical and group-term life insurance coverage. As a C corporation, these benefits

are tax-free to aU employees including the owners. However, if this corporation

elects S status, the benefits wiH be taxable to the owners.

To solve this problem, we recommend you repeal Code section 1372.

Repeal restrictions on qualified plan loans made to S corporation shareholders. Pamphlet.

section D.4.^.

Under current law, a loan by a corporation's qualified retirement plan to a

"disqualified person" is a prohibited transaction, subjecting the borrower to a penalty tax.

For C corporations, a disqualified person includes any shareholder who owns ten percent

or more of the corporation's stock. For an S corporation, however, any shareholder who
owns five percent or more of the corporation's stock is a disqualified person.

The problem here is that when a C corporation makes an S election, any shareholder

who owns between five and ten percent of the qualified retirement plan's corporate sponsor

corporation must repay the loan before the effective date of the S election or face an

automatic penalty tax. As a practical matter, very few people are aware that the restrictions

on loans from qualified retirement plans are more stringent for an S corporation than for

a C corporation. Consequently, five-to-ten-perccnt shareholders of a C corporation that

elects S status may inadvertently find themseWes subject to a penalty tax for failing to repay

loans from qualified plans before the effective date of the S election.

Example: A small software development company operates as a C corporation and
maintains a qualified pension plan for its employees. An employee who also owns

6 percent of the corporation's stock borrows S 10,000 from the plan to pay for a

family medical emergency. The corporation elects to be an S corporation. The
borrower/shareholder is unaware of the more restrictive limitation on plan loans to

S corporation shareholder/employees and foils to fully repay the loan before the S

election takes effect She becomes subject to the automatic penalty.

We view this as a trap for the unwary, and recommend hat the current, more
restrictive limitation on S corporation shareholders be repealed. The definition of a

"disqualified person", as including a ten-percent-or-greater shareholder, should apply

uniformly to both C corporations and S corporations.
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ifcrrglFRATB rAPITAL FORMATION

Increase the thntv-five-shareholder limitation to fifty shareholders. Pamphlet, section D.4.a.l.

Under current law, an S corporation election is not valid if the business has more

than 35 shareholders. This presents a problem for multi-generational, fomily-held businesses.

This highly artificial limit on the number of shareholders prevents a corporation from

continuing to operate as an S corporation as the number of shareholding generations

increases. Also, some high-tech corporations that want to reward key employees are

artificially limited to a thirty-five shareholder Innitation.

Example: A fumiture manu&cturing company now owned by the second and third

generations of the two founding families is an S corporatioiL Currently they have 25

shareholders. Mathematically, the S corporation status will not be able to continue

into the next generation.

We recommend the current S corporation limit of 35 shareholders, which serves to

restrict capital formation opportunities of smaller firms, be raised to 50 shareholders.^

Permit certain tax-exempt nrpmiVations to be eligible shareholders. Pamphlet, section

D.4.a.Z

Under current law, a tax-exempt organization is not an eligible shareholder for

purposes of a valid S corporation electioiL This presents a problem because tax-exempt

organizations including pension plans, ESOPs (a qualified employee stock ownership plan),

and university endowment funds are significant sources of capital for small closely-held

businesses seeking to expand their operations. Because tax-exempt organizations are

ineligible shareholders, these sources of capital are unavailable to S corporations, again

placing them at a competitive disadvantages to C corporations.

Example: The foimder of an S corporation wants to retire and would like to sell the

business to its employees. To obtain the financing required for an employee

purchase, a C corporations would normally establish an ESOP. However, this S

corporation owner will likely be forced to sell to outside interests and not to the

employees because an ESOP is an ineligible shareholder.

We recommend tax-exempt organizations become eligible to hold stock in S

corporations. This proposal would allow the partnership flow-through approach to be used

with exempt organization shareholders of an S corporation. For example, any trade or

business income allocable to the exempt organization shareholder would be subject to the

unrelated business income tax, or UBFT, but interest and dividend income would not

Allow nonresident alien shareholders to own S corporation stock. Pamphlet, section D.4.a.3.

Under current law, a nonresident alien is not an eligible shareholder for purposes of

a valid S corporation election. This presents a problem for S corporations, because

fi^quently, sources of capital or entre to foreign markets require an equity participation by

a nonresident alien.

Example: A local S corporation manufacturer has an opportunity to expand sales

into the European market A European individual who will manage oversees

marketing wants to invest in a minority equity position in the company. The
restriction on ownership of S corporation stock by nonresident alien shareholders

forces the manufacturer to either give up its S corporation status or resort to

unnecessarily sophisticated and expensive tax plaiming techniques.

We recommend that nonresident aliens (individuals only) be treated as eligible

shareholders. Under this recommendation, any effectively connected US. income allocable

to the nonresident alien should be subject to a withholding tax similar to the tax imposed

on nonresident partners of a partnersblp.
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Pennit S corporations to Bsue preferred stock. PattuMa. section D.4.b.l.

Under current law, an S corporation is permitted to have only one class of stocL

This presents a serious problem for S corporations seeking venture capital, because venture

capitalists and other outside sources of funding generally require an equity position that

provides a preferred return with the upside potential for capital gain to enhance the rate of

Example: A small S corporation has developed a promising new product To
bring it to market, it requires outside investment capital Wttb family and
commercial bank sources of capital e]diausted, it now seeks venture capital

As an S corporation, it is precluded from offering venture capitalists an
economically attractive investment opportunity.

We recommend that S corporations be permitted to issue preferred stock, tnehiding

convertible preferred stock. Under this proposal, only eligible S corporation shareholders

would be allowed to own preferred stock.

Permit an S corporation to own more than 80 percent of a C corporation's stock. Pamphla.

section p.4.c,

Under current law, an S corporation may own as much as 79 percent of the stock of

another corporation without jeopardizing the S election. Yet, for ^alid, nontax business

reasons, corporations frequently establish subsidiaries to hold their different business

activities. Normally, these would be wholly-owned subsidiaries. An S corporation is

precluded from using this ownership structure because of the prohibition on affiliated

companies. Currently, this business goal can only be accomplished by using inefficient and

costly tax planning techniques.

Example: A local general construction company, organized as an S corporation, has

developed expertise in asbestos abatement and removal However, concerns about

potential liability exposure may cause the corporation to withdraw from this business,

unless it can be dropped into a subsidiary.

We recommend that a corporation be permitted to elect S status regardless of the

percentage of stock it owns in a C corporation subsidiary. However, we also recommend
that no S corporation be permitted to participate in any consolidated returns.^

Permit S corporations to own S corporation stock. Pamphlet, section D.4.C

Under current law, S corporations are not permitted to have corporate shareholders.

While the preceding proposal would allow wholly-owned subsidiaries, those subsidiaries

would be denied flowthrough treatment (The subsidiary could not itself be an S corporation

because S corporations cannot have corporations as shareholders.) This defeats the

objective of subchapter S in permitting flowthrough treatment for the entire business.

In the preceding example, the asbestos subsidiary, if organized, would be restricted

to C corporation status. It is inappropriate to deny flowthrou^ treatment where business

reasons necessitate the use of a subsidiary. To obtain flowthrough treatment under current

law, the owners of the construction company could form a new "sister" corporation to engage

in the asbestos removal business. This alternative is an urmecessarily inefBcient and costly

corporate structure.

We recommend that an S corporation be permitted to own 100 percent of the stock

of another S corporation, as well as a chain of S corporations. The corporate group should

not, however, be permitted to file consolidated returns.

Expand "safe harbor straight debt" to permit convertible debt PamphleL section D.4.b.l

Under current law, it is possible that debt may be recharacterized as a second class

of stock. However, an obligation that qualifies as "straight debt" is not considered a second
class of stock and, thus, does not trigger a termination of the S election. For example, if the
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debt contains conversion and liquidation lights, wiuch "straight debt" is not pennitted to

contain, the entity's S election could be in jeopardy.

The problem this presents is that in today's business world debt instruments

frequently contain convertibility features. Under current law, S corporations are at risk that

this convertible debt could be construed as a "second class of stock" wtuch would terminate

S status. This common debt feature should not terminate S status. WhDe currem

regulations offer some flexibility, these rules do not adequately resolve this problem.

We recommend, therefore, that the "straight debt" safe harbor provisions be

expanded to allow the issuance of convertible debt However, the debt instrument in

question should be required to continue to meet aO of the other criteria of straight debt

Expand "safe harbor straight debt" to permit ineligible shareholders to hold the debt

PamphkL section D.4.b.3.

Under current tax law, "straight debt" may only be owned by an individual, an estate,

or a trust which is eligible to be an S corporation shareholder. This presents a problem

because loans from financial institutions and other arms-length borrowing would not be

treated as safe harbored straight debt

To expand financing opportunities for S corporations, we recommend the definition

of straight debt be expanded so that loans from financial institutions and other lenders not

be subjected to greater restrictions than loans made by others.

PRESERVE FAMILY.OW^fED BUSINESSES

Expand trusts permitted to own S corporation stock to include those with multiple income

beneficiaries, the ability to accumulate trust income, and trustee powers to sprav income

among the beneficiaries. Pamphlet, section D.4.a.4.

Under current law, only certain types of trusts are permitted to become shareholders

of an S corporation, the two most common types of eligible trust shareholders inchiding the

grantor trust and the "qualified subchapter S trust" (QSST). The problem this presents for

S corporation owners is that the most common trusts used for estate planning purposes have

multiple beneficiaries and sprinkling powers vested in the trustee. These trusts are not

allowed to hold S corporation stock. As a result, S corporation shareholders do not have

access to the same estate planning techniques available to C corporation owners.

Example: An S corporation owner has an ailing spouse and several children. To
f.-operly provide for the family at the owner's deatii, the owner wiD probably want

to use a trust that allows the trustee to make distnbutions to care for the medical

needs of the ailing spouse and the varying educational needs of the chDdreit To
accomplish this, the owner will need to terminate S corporation status or result to

uimecessarily complicated and expensive estate planning techniques.

We recommend expansion of the definition of »*at constitutes a QSST. Under this

expanded definition, single-tier trusts would be permitted to have multiple-income

beneficiaries and to accumulate income from the S corporation at the trust level Sprinkle

trusts would be treated as eligible S corporation shareholders. Multiple beneficiaries would

each, along with the trust, be counted as shareholders. However, the fomily attribution rules

would apply in counting the number of shareholders.

Count all members of a single famiW ^o own an S corporation's stock as a single

shareholder. PamphleL section D.4.a.5.

Under current law, only a husband and wife are treated as one shareholder for

purposes of the S corporation electioit AD other members of a £amily are treated as

separate shareholders. For multi-generational, fomily-held businesses, an artificial limit on

the number of shareholders prevents corporations from continuing to operate as an S
corporation for future generations.
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Example: A furniture manufacturing company now owned by the second and third

generations of the two founding families is an S corporation. Currently they have 25

shareholders. Mathematically, the S corporation status wiD not be able to be
continued into the next generatioiL Under this proposal, solely for purposes of the

35-shareholder limitation, the corporation would be treated as having only two
shareholders. For aD other purposes, all actual shareholders would be treated as

shareholders.

We recommend the family attribution rules under Code section 267(c)(4) apply in the

situation of the S corporation election. This means that all fomily members would be
treated as one S corporation shareholder, in determining the if the current thirty-five (for

our recommended fifty) shareholder limit is exceeded.

REMOVE UNDESIRABLE TAX TRAPS

Permit shareholder personal guarantees of corporate debt to increase shareholder basis.

PamphleL section D.4.<L

Under current tax law, a partner includes his or her share of partnership indebtedness

in his or her basis (in the partnership) for loss deduction purposes. In contrast, an S
corporation shareholder is not permitted to include indebtedness of the S corporation in his

stock basis, even to the extent the shareholder has provided a personal guarantee of the

corporate debt

Current law emphasizes form over substance. When an S corporation needs

additional funds, typicalfy a commercial bank wiH make the loan directly to the corporation

with the additional security of a shareholder guarantee. A weD-advised S corporation owner
would structure the financing arrangement so that the bank would make the loan to the

shareholder who would then reloan the borrowed funds to the corporation. In both cases,

the shareholder is economically exposed to repay the loan to the bank. Yet, basis is

available only if the shareholder is well-advised before the loan is made.

Example: An S corporation nursery and landscaping business needs additional funds

for expansion. The corporation borrows horn a bank and the owner personally

guarantees the debt The guarantee does not increase the owner's basis. If the

owner had first incurred the expense of consulting a tax advisor, the advisor would
have recommended using "back-to-back" loans, which could have resulted in basis to

the shareholder without any economic difference to any party—except for the fee paid

to the tax advisor.

We recommend that to the extent an S corporation shareholder personally guarantees

indebtedness of the S corporation, the shareholder should be permitted to reflect the

personal guarantee as part of basis in the entity for loss deduction purposes. To niinmiiT^

the complexity of this proposal, we recommend that the guarantees available for this

treatment be limited to those which have a single guarantor and specificaOy state the amomit

Permit the Secretary of Treasury to treat invahd elections as effective. Not included in

PamphleL

Under current law, the IRS has the authority to waive the effect of an inadvertent

S corporation termination, but not the authority to waive the effect of an invahd election

caused by an inadvertent foilure to qualify as an S corporation.

We believe the IRS should have the authorify to waive an inadvertent invalid S
corporation election for entities that have subsequently cured the defect This new authority

would be a broadening of the current IRS authority to waive the effect of an inadvertent S

Provide for automatic waiver of certain inadvertent terminations. PamiMeL section D.4.f.

Under curtem law, the IRS has the authorify to waive the effect of an inadvertent

S corporation termination and may have authority to outormuicafl^ waive such effect Ahigh
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percentage of private letter ruling requests on S corporations deal with the issue of

inadvertent terminations. For many taxpayers, obtaining a waiver of their terminated S

status can result in costly professional fees. Also, valuable time on the part of IRS personnel

and tax professionals is lost on processing routine taxpayer waiver requests.

We recommend an automatic waiver procedure be authorized by Congress so that

an entity would not lose its S corporation status due to a terminating event of a "ministeriaT

natiu-e. An example of such an event is when a beneficiary fails to make a qualified

subchapter S trust election.

Repeal excessive passive investment income as a termination event Pamphlet, section D.4.e.

Under current law, subchapter S contains two disincentives to discourage

"incorporated pocketbooks" from operating as S corporations. First a corporate-level tax is

imposed on excess passive investment income. Second, S status is terminated if the

corporation earns passive investment income that exceeds 25 percent of the entity's gross

receipts for three consecutive taxable years and the entity has accumulated Subchapter C
earnings and profits at the end of each of the three years.

While this result may be avoided through proper tax planning, many unadvised S

corporations are caught imaware of these traps and lose their S status. The sanction of

terminating S status when the entity has excessive passive income is unduly harsh.

Example: Due to business fluctiiations, the operating business of an S corporation

declines over a period of several years. During the recession, a substantial portion

of the corporation's income is derived from passive sources. Without proper advice,

this corporation may not realize that its S status will terminate if this situation

continues for three years.

To the extent Congressional intent is to limit the passive income of an S corporation,

we believe this legislative intent is sufficiently served through the current procedures of

imposing a corporate-level tax on the S corporation's passive income. Therefore, the

sanction of terminating the S election in the situation of excessive passive income should be

repealed.

Exclude trade or business income from the passive investment income definition. Pamphlet.

section D.4.e.

Under current law, the definition of passive investment income for S corporation

purposes includes the types of income earned by a personal holding company, and many
traditional types of active trade or business income earned by an operating company. ^
including certain types of active trade or business income in the passive investment income

definition, many operating companies are precluded from making the S election.

Examples: Examples of such operating companies include certain rental real estate

operators and certain corporations earning royalty income fix>m the franchising of a

product, process, or service.

We recommend the income earned from the active conduct of a trade or business not

be included in the S corporation definition of passive income. Instead, a focts and

circumstances test should be adopted to determine what constitutes active as opposed to

passive income. Examples of regulations that may be used in drafting a &cts and
circumstances test include Regulation sections lJ55-3(b) and 1.469-2T(c)(3)(i).

TECHNICAL PROPOSALS

Treat losses on hquidation of S corporations as ordinary to the extent the loss created bv

ordinary income passthrouph triggered the liquidation. Pamphlet, section D.4.h.

Under current law, if an S corporation sells an appreciated asset or distributes it to

shareholders, the appreciation in value of the asset is generally taxed once—at the

shareholder level The gain recognized in such dispositions can be characterized either as

capital gain or ordinary income, depending on the asset being sold or distributed. Any
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recognized gain or income increases the basis of S corporation shareholders in their stocL

If the S corporation liquidates, any loss on liquidation will generally be a capital loss, even

if, in the process of liquidation, ordinary income is recognized on assets sold or distributed.

In other words, a shareholder can receive a flowthrough of ordinary income and resulting

increase in basis as a result of disposition of assets in Uquidation. But any loss on the

liquidation will generally be capital loss, even if the basis was created by a transaction

resulting in ordinary income.

We recommend that the loss recognized by a shareholder on the complete liquidation

of an S corporation be treated as ordinary rather than capital to the extent the shareholder's

basis in the S corporation stock is attributable to ordinary income, that was recognized as

a result of the liquidatioiL

Allow a canvover of disallowed losses and deductions under section 465 to the post-

termination transition period. Pamphlet, section D.4.L

Under current law, losses of S corporation shareholders suspended by the subchapter

S basis rules, may be recognized after the S election terminates and during the post-

termination transition period if additional basis in the S corporation is generated during such

period. S corporation losses may also be suspended under the at-risk rules. S corporations

and their shareholders are treated in the same feshion as partners in partnerships under the

at-risk rules. However, losses suspended through the application of the at-risk rules are not

carried over to the post-termination transition period for the (former S corporation) entity.

The post-termination transition period rule allows a last-chance opportunity for S
corporation shareholders to establish basis in the corporation and thus use losses that had

passed through to them in previous years but that were nondeductible because of a lack of

basis at that time. However, in some cases, S corporation shareholders have had enough

basis to deduct losses, but the losses were suspendeid under the at-risk rules for which there

is no post-terminations transition period opportunity. To provide a last chance opportunity

for these losses, it is appropriate to extend current law treatment of losses suspended

because of insufBcient basis to losses suspended under the at-risk rules.

We recommend losses suspended in the application of the at-risk rules be permitted

to be carried over to the post-termination transition period.

Expand the period of post-death S qualification for certain trusts. PamphleL section DM.

Under current law, a testamentary trust is permitted to be a shareholder of an S

corporation for a period not to exceed 60 days foUowing the death of a deceased S

corporation shareholder. There is also a similar 2 year rule for grantor trusts and deemed
grantor trusts. After the 60-day period, the trust must transfer ownership of the shares to

an eligible S corporation shareholder or (if qualified) become a Qualified Subchapter S
Trust. There is a two-year rule for those trusts with corpus included in grantor's estate.

The requirement that the trust transfer ownership of its S corporation shares within

the 60Klay period is a significant compliance and administrative burden for many taxpayers.

The trustee may be unaware of the need to transfer the S corporation stock untfl advised

to do so by a tax advisor who is invoWed in the administration of the decedent's estate.

Often, this may not occur until more than sixty days following the decedent's death.

Example: The owner of a 20% interest in the stock of an S corporation that

operates a taim equipment dealership provided in her will that on her death her

stock would pass to a testamentary trust A fomDy member was named the trustee.

The shareholder died on April 15, 1992. Not until August, 1992, when the estate's

executor began detailed work on information for the estate tax return did the trustee

dKcover that the S corporation stock should have been transferred out of the trust

within 60 days after the shareholder's death. As a result, the corporation's S election

terminated on the sixty-first day.

The period of time that the trust may own the S corporation stock should be
extended to two years (the came as for grantor trusts). By enacting a two-year period.
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Congress would be taking positive steps to relieve compliance and inadvertent termination

problems.

Modify order of adjustments to Accumulated Adjustments Account rAAA> and stock basis.

PamohleL section D.4.L

Under current law, adjustments are made to the basis of an S corporation

shareholder's stock in the sequence of income first, losses second, and distributions third.

On the other hand, partnership basis is adjusted first by income, second by distributions, and

third by losses.

We believe the subchapter K rules involving the ordering of adjustments to basis

should also apply in determining the basis of S corporation stock and the S corporation

AAA. Thus, for purposes of subchapter S, distributions under this proposal would be taken

into account before losses.*

Permit consent dividend for AAA bv-pass election. Not included in Pamphlet

Under current law, certain adverse consequences, including termination of the S

election caused by excess passive investment income, can accrue to an S corporation which

retains earnings and profits from the time it was a C corporation. C corporation earnings

and profits can be purged from the corporation by making a shareholder distributiotL

Normally, such distributions are first made out of AAA. However, an election is available

to by-pass AAA and make the distribution out of C corporation earnings and profits.

Proposed regulations under section 1368, if finalized, would permit a corporation to elect

consent dividend treatment to by-pass the AAA and distribute out its C corporation earnings

and profits. (A consent dividend aDows the corporation to make a deemed distribution to

shareholders followed by a deemed contribution by those shareholders back to the

corporation.)

Without a consent dividend procedure, distributions must be made with cash or other

assets which, frequently, are not available at the appropriate time to make a distributiotL

A consent dividend procedure sohres this problem. But some argue there may not be

sufficient administrative authority to provide a consent dividend procedure in the regulations.

We support the consent dividend treatment provision of the proposed regulations

and, therefore, recommend this particular provision of the regulations be codified.

Permit subchapter C to appW to S corporations in certain circumstances. Not included in

Pamphlet.

Under current law, an S corporation in its capacity as a shareholder of another

corporation is treated as an individual for purposes of subchapterC The IRS has taken the

position that this prevents the tax-free Uquidation of a C corporation into an S corporation

under the rationale a C corporation cannot liquidate tax-free when owned by an individual

Recently, the Service has indicated that it may be changing this position,^ but we beheve this

latter position should be codified.

We recommend repeal of the rule which treats an S corporation in its capacity as a

shareholder of another corporation as an individual Under this recommendation, the

liquidation of a C corporation into an S corporation wiD be governed by the generally

applicable subchapter C rules.*

Elimination of pre-1983 subchapter S eammp and profits. Atot included in Pamphlet

Under current 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 corporation is in effect

However, under the subchapter S rules in effect prior to 1983, a corporation electing S status

for a taxable year increased its accumulated earnings and profits if, for the year, they

exceeded both taxable income and distributions out of that ye^s earnings and profits. The
Subchapter S Revision Act of 1982 repealed this rule for earnings attributable to taxable

years begiiming after 1982 but did not do so for previously accumulated S corporation

earnings and profits.
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We recommend that a corporation's accumulated earnings and profits be solely

attnbutable to taxable yean for which an S election was not in effect This recommendation

involves the elimination of S corporation earnings and profits attnbutable to periods

preceding the effective date of the Subchapter S Revision Act of 1982.^

Simplify the procedures for electinp to close the books on the termination of a shareholder's

interest Pamphlet, section D.4.L

Under current law, a corporation may elect to close its books at the date of complete

termination of a shareholder's interest All shareholders (including those who held shares

at any time during the year) must give their consent to this election. This requirement

imposes compliance burdens in the preparation and filing of timely corporate tax returns.

According to the holding in an IRS private letter ruling, even if a corporation does not have

the consensus of imaffected shareholders, it still may be in "substantial compliance" with the

tax law when the allocations were prepared correctly.

Under cturent law, aU shareholders of the corporation must consent to this election,

including those that are unaffected. The necessity of obtaining the signatures of these

unaffected shareholders imposes an unreasonable administrative burden, especiallywhen the

corporation is owned by multiple shareholders. Rather, the election should only be made
by Uiose affected shareholders, that is, those who were involved in a stock transaction during

the year.

Example: A small manufacturing business is owned by 24 shareholders. During the

year, one of the shareholders sells her stock to an outsider. Because income is not

earned ratably throughout the year, the parties decide that they wish to close the

books at the date of sale, rather than allocate income as if it were earned ratably

throughout the year. This election acts only to allocate income between the buyer

and seller. It has no impact on the other 23 shareholders. Under current law, this

consent must be obtained from all 24 shareholders no matter how small their

stockholdings. This can unfoirly hold the election hostage to shareholders who are

unaffected by the election.

Instead of having to obtain the consent of all shareholders, we recommend the closing

of a corporation's books be permitted if both the affected shareholders and corporation

consent

Expand the post-termination transition period. Pamphlet, section DM.m.

Under current law, if an entity loses its S corporation status, it may distribute cash

to shareholders during the post-termination transition period. The distribution is then

applied against the adjusted basis of the stock. The shareholder receives the cash tax free

to the extent the amount distributed does not exceed the Accumulated Adjustments Account

(AAA). If there is excess, it is treated as capital gaiit Also, the AAA ceases to exist for tax

purposes at the end of the post-termination transition period Distributions made after the

post-termination transition period are taxed under the regular Subchapter C provisions.

Because of the large number of occurrences that can termmate a corporation's S
election, an S corporation and its shareholders may be tmaware of a termination until an
IRS examination in a subsequent year brings the facts to light In such situations where
inadvertent termination relief may not be available, the period within which to make post-

termination distributions may already have elapsed.

Example: A shareholder of an S corporation irrevocably transferred stock to a trust

that he believed in good faith to be an eligible S corporation shareholder. Two years

later, an IRS examination determined that the trust was not eligible. Under the

terms of the trust agreement, the stock cannot be transferred out of the trust

Accordingly, inadvertent termination relief is unavailable. Since the post-termination

transition period has elapsed, the corporation is unable to make a tax-free

distribution of its AAA.



478

We recommend a broadening of the definition of post-tennination transition period

with respect to the 120-day period foDowing a determination that the corporation's election

had terminated for a previous taxable year.

EXPANSION OF RECOVERY PERIOD FOR NONRESIDENTIAL PROPERTY

The present Budget Reconciliation Bill contains a provision extending the depreciable life

(the "recovery period") of nonresidential realty from its present 31J years to 39 years. We
have previously testified in opposition to this provision. If, however. Congress beUeves it

important to lengthen the life of business realty, we believe you should consider the

following. As the building life for tax depreciation approaches its economic life, tenants and

landlords paying for leasehold improvements may become more disadvantaged. Tenants

with short-term leases must depreciate improvements for which they pay over the statutory

life (which would now be 39 years), even though a lease may be for oiJy 10 or 15 years.

As to landlords, improvemente are usually specialized to the particular tenant's needs and

do not usually have much, if any, economic vahic at the conclusion of the lease period. As
a result of this, landlords who are already disadvantaged by the present 3U year recovery

period would be put at an even greater disadvantage as a resuh of the requirement to use

a 39-year life for leasehold improvements.

Example: Assume a landlord agrees to invest $390,000 for tenant improvements in

order to entice a tenant to sign a ten-year lease. At the end of the lease term, the

landlord would have depreciated 10/39 of the cost but is not entitled to write off the

remaining $290,000 of cost even though it has httie or no economic value. Such cost

is capitalized as a part of the buflding cost and cannot be written off even if the

associated assets are abandoned. If at that time the landlord must make the same

arrangement in order to secure a new tenant ($390,000 of additional tenant

improvements) he now has an imdepreciated balance of $680,000 (the remaining

$290,000 plus the new $390,000) for tenant improvements that are worth $390,000.

If the cost recovery period for business real estate js extended to 39 years, we believe

Congress should legislate a separate, shorter, depreciation class for leasehold improvements

and for other known shorter-Ufe assets, which presently are keyed to the recovery period of

the overall building.

Once again, we appreciate the opportunity to present our views here today and we stand

ready to assist you in any way.

1. These figures are for 1990, the most recent year for which <lata is available. See, *TU>le 13.—Corporation

Income Tax Returns: Balance Sheet. Income Staionent andTn Itenis for Specified Income Yean, 1970-199(r,

SOI Bulletin, Vol 12, Number 4 (Spring 1993).

2. References to the pamphlet are to the Joint Committee an Taxation Staff Deseripliai (JCS'8-93) of
Miscellaneous Tax Propiaals Scheduledfor Hearings June 17,22, and 24, before House Ways and Means Selea

Revenue Subcommittee, Issued June 16^ 1993.

3. This proposal was indoded in RR. 11, tite RevenueAa of 1992, which was vetoed by President Bioh.

4. This proposal was included as a measure in RR. 13, the Tax Simplifiratiem Aa of 1993.

5. See, Technical Advice Memorandum 9245004 (July 28. 1992). a fonn of noBpieoedeDtial adminiftntive
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Mr. HoAGLAND. Gentlemen, as I understand it, none of the rest

of you is addressing this issue, right?

Oh, you are, Mr. Comeel?
We will go to Mr. Comeel, and then those of you who did sub-

chapter S could leave, and then we can get to the final interests.

Mr. Comeel, do you want to proceed? Mr. Comeel is here from
Boston on behalf of Sullivan & Worcester.

STATEMENT OF FREDERIC G. CORP^EL, SENIOR PARTNER,
TAX DEPARTMENT, SULLIVAN & WORCESTER, BOSTON, MASS.

Mr. CORNEEL. Sullivan & Worcester, we are a law firm; I am the
senior partner in the tax department. We have clients who are in-

terested in this legislation, which is sponsored by Representative
Neal, that would permit a family's "sprayed" trust to own stock in

the subchapter S corporation. Let me give an example of what we
are speaking of.

The trust for the benefit of my wife, my children and my grand-
children, it is for the benefit of that group, and that is why it is

called a family trust. Not one of these family members gets a spe-
cific interest in the trust. Rather, the trustees are given discretion

to distribute income each year to whatever family member may
need it. Somebody may have medical expenses, somebody may be
going to college; and the trustees are free to divert the income in

any particular year to the particular family member that is in

need. And that is why it is called a "sprayed" trust. If there is no
need in a particular year to distribute all of the income, it can be
accumulated.
This kind of family "sprayed" trust is the most frequently used

device for families that are well off, but are not really rich. If they
are really rich, then you can give 25 percent to the son or 10 per-

cent to a grandchild or something like that, and you know that that
particular person's needs will be taken care of. But by having it all

in a single trust, we have the discretion and the flexibility to give

them more limited income wherever it may be needed in a particu-

lar year. That is the advantage of these family trusts, family
"sprayed" trusts; that is why they are used so often.

Unfortunately, they cannot be used to hold subchapter S stock,

which is often the principal asset in the family that has a family
business, subchapter S says, if you want to have trust ownership,
there can be only one beneficiary, and so in my case I have to have
one trust for my wife and one for my children, each child sepa-
rately, one separately for each grandchild. I lose the flexibility, and
I also have the additional cost of having a whole bunch of trusts

where a single trust would do and would serve better.

We have worked out the details of this legislative proposal with
the staff of the Joint Committee to make sure that it doesn't open
the door to tax avoidance. We have done that in a number of re-

spects; I will just mention one.

We say that any subchapter S income that is allocated to the
family "sprayed" trust must be taxed at the highest rate, even
though the family trust may be allocated only $100 in a particular

year of subchapter S income; nevertheless, that income is going to

be taxed at the highest rate, and in that way we assure that the
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"spray" power cannot be used in order to allocate income to bene-

ficiaries who are in lower tax brackets.

Now, just addressing the question that you asked us to address,

Mr. Chairman, I heard Mr. Samuels urge you to defer consider-

ation of all S proposals until the Treasury had a chance to study

all of this in great detail and to make comparisons with limited

partnerships and limited liability companies.
Well, limited partnerships and limited liability company interests

can be owned by family "sprayed" trusts. It is only the subchapter

S that is excluded right now. The Treasury review, which hasn't

begun yet, would obviously take a great deal of time, and that is

a nardship to owners and families owning small businesses. I

would really urge you to take individual simplification proposals

like this, simplification in the sense that you can have just one
family trust owning the stock and not lose taxes because it would
pay taxes at the highest rate, act on these simplification proposals

as they come along whenever they seem to make sense, rather than
unnecessarily to continue to burden owners of small businesses,

family businesses with unnecessary restrictions.

I notice that all of the other subchapter S proposals that have
come before you today urge you to permit ownership of subchapter

S stock by family "sprayed" trusts. So I very much urge you to give

favorable consideration to this proposal.

Thank you very much.
Mr. HoAGLAND. Thank you, Mr. Corneel.

[The prepared statement follows:!
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Testimony of Frederic G. Corneel of Boston
Before the Subcommittee on Select Revenue Measures

of the House Ways and Means Committee

Chairman Rangel and Subcommittee Members:

I appreciate the opportunity to submit a proposal that would
simplify the ownership of S corporations. The proposal, a copy
of which is attached, would simplify estate planning for families
owning S corporation shares by permitting, within very strict
limits, ownership of such shares by discretionary trusts. The
legislative language is the same as proposed legislation passed
by the Senate in 1992 as section 4505 of its version of H.R. 11,
except for one change, described below, worked out with the staff
of the Joint Committee on Taxation.

Personal . I am the senior partner in the tax department of
Sullivan & Worcester, attorneys, in Boston, Massachusetts. Our
firm has clients who are owners of family corporations and other
clients that function as trustees of trusts holding family
corporation stock and who may compensate my firm for our efforts
in connection with the proposal here submitted. However, quite
aside from any benefit to particular clients, I believe that our
proposal would simplify the ownership of many S corporations and
thus produce a substantial practical benefit, a benefit which I
believe is unlikely to involve any meaningful revenue loss.*

Subchapter S Background . From the time the Internal Revenue
Code first authorized S corporations, it has restricted their
ownership to U.S. individuals. Only gradually have these
limitations been enlarged to permit limited trust ownership. The
reluctance to permit trust ownership has been grounded in the
concern that such ownership might be used to circumvent basic
subchapter S principles. Therefore, generally speaking, under
present law a trust can own S corporation stock only if all of
the income allocable to the trust is currently taxed to a
designated U.S. individual.

This result may now be achieved in two ways: The subchapter
S stock may be held by a grantor trust which is disregarded for
income tax purposes or by a Qualified Subchapter S Trust, which
requires that all of the income be distributed and taxed to a
single beneficiary.

Th? r^quir^mgnt that th^rg bg only <?n? b^ngfigiary to vhpm
the income of trust owned S corporations shares is allocated
hag madg it iinppggiblg f<?r <?<?im9nlY Mggia diggrgtipnary familY
trusts to hold shares in S corporations.

Reasons for Family Trusts . Family trusts are now commonly
used to hold and administer that portion of the estate that does
not pass to the surviving spouse. Rather than giving specific
shares in the family trust to the surviving spouse, children and
grandchildren, the modem family trust provides that it is
established for the benefit of the entire family. The trustee is
then given discretion to distribute ("spray" or "sprinkle")
income or principal to one or more members of the family,
depending upon their needs and resources, or if there is no

*I am former Chairman of the Tax Section of the Massachusetts Bar
Association and of the Small Business and Standards of Tax
Practice Committees of the Tax Section of the American Bar
Association. I recently completed a two-year term as a member of
the Commissioner's (Internal Revenue Service) Advisory Group. I

have for many years been co-chairman of the ALI/ABA Program on
Sophisticated Estate Planning and have taught courses on Tax
Planning and Estate Planning in the Graduate Tax Prograun of
Boston University School of Law. However, I am not making these
proposals on behalf of any of these organizations.
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current need, to accumulate the income. Such arrangements
provide needed flexibility to adjust distributions to situations
that cannot be foreseen when the trust is established.

Present Complexities . In order to accommodate their estate
planning goals to the limitations of subchapter S applicable to
trust ownership, some owners of S stock have established multiple
trusts, one or more for each of a number of beneficiaries, and
have given the beneficiaries withdrawal rights which result in
the trusts technically becoming grantor trusts not subject to
limitations applicable to Qualified Subchapter S Trusts. In
Private Letter Ruling 8342088, an unspecified number of
shareholders of an S corporation set up twenty-six such trusts,
which might be consolidated into thirteen on the happening of
certain events. In Private Letter Ruling 9009010, one individual
set up twenty- four such trusts (under seventeen separate trust
instruments, one of which had eight separate shares) . Surely a
statute which results in such a multiplicity of trusts to meet
normal estate planning requirements is in need of simplification.

The Proposal . The amendment I propose would permit
discretionary family trust ownership and at the same time
preserves the basic principles of subchapter S. Spray trust
ownership of stock would be permitted but only under these
conditions:

1. The only potentia l current beneficiaries who might in
the discretion of the trustees receive distributions, would be
individuals who are U.S. citizens or residents.

2. For purposes of the 35 shareholder limit, each
potential current beneficiary would count as a separate
shareholder. Thus a family trust for the benefit of the widow,
two children and three grandchildren would count as six
shareholders.

3. To prevent "income shifting" to beneficiaries in lower
income tax brackets, all of the S income received by the family
trust would be taxed to the trust at the highest individual tax
rate. The trust will have to pay this tax whether it accumulates
or distributes the income and regardless of the tax bracket of
the individual beneficiaries. Since income tax at the highest
rate had been paid on the trust's income, distributions by the
trust to the beneficiaries would be tax-free.

4

.

The only permitted potential future beneficiary of the
trust, other than a U.S. individual would be a charity holding a
contingent interest. This permits the normal kind of provision
for the catastrophe that the entire immediate family is wiped
out, in which event the trust assets, rather than passing by
intestacy to more remote family members, go to charity. But once
a charity becomes a potential current beneficiary, the trust has
only 60 days in which to dispose of the stock. If it fails^ to do
so, the corporation no longer qualifies under subchapter S.*

Impact of Proposal . These rules are likely to result in
higher income taxes paid on the S income if the stock is held by
a discretionary family trust rather than outright by children or
yj.Q..v*v-i.ij.v*i.=,. »;.o aic uot in the top tax oracket. Therefore,
some families owning S stock may choose not to use spray trusts
to hold S stock. But others will gladly accept the income tax
consequences of the proposal in order to have the greater estate
planning flexibility of a spray trust.

*The provision described under 4, represents the only change from
Section 4505 of the Senate version of H.R. 11, although no
substantive change from the legislative proposal on which that
section was based.
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Based upon my own practice experience and that of others
with whom I have discussed it, this proposal will not have a
meaningful impact on revenue by leading to a proliferation of S
corporations. Clients have not chosen C rather than S for family
corporations because of their desire for discretionary trust
ownership of the family corporation. The important factors that
have barred S elections relate to the nature of the business
(such as banking and insurance) , the number of shareholders (more
than 3 5) , the nature of the shareholders (such as venture capital
partnerships) , the desire for more than one class of stock and
the presence of wholly owned subsidiaries.

Where broad family participation in an S corporation is
desired for estate planning purposes, stock is now issued
directly to children, grandchildren or to the limited types of
trusts permitted by present law. A discretionary family trust is
used for the family's other assets, but the benefits of a
discretionary trust are foregone for the S stock - although, as
indicated by the cited Private Rulings, complex substitutes for a
simple discretionary trust may be attempted.

It follows that if the proposal were enacted, the result
would not be to increase significantly the number of S
corporations. But those S owners who desired to provide for
continuity of family ownership through use of a discretionary
family trust would be able to place their S shares into such a
trust, rather than using the other less flexible and frequently
more complex arrangements referred to.

Summary . Unlike other trust proposals, this proposal does
not change any of the basic principles of subchapter S. Rather
it permits the owners of subchapter S corporation stock to
dispose of the family business in the same way as the balance of
their assets without the need of separate and complex
arrangements. Altogether, I believe that the proposal would make
a significant contribution to facilitating the passage of
ownership of a family business from one generation to the next
and to simplifying the legal arrangements necessary for such
passage, all without opening loopholes in subchapter S.

Many thanks for your thoughtful consideration.

Sincerely,

&^^<€^
/Frederic G. Corneel
Sullivan & Worcester
Boston, Massachusetts
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SEC. XXXX CERTAIH TRUSTS PERMITTED TO BE SHAREHOLDERS IN S

CORPORATIONS .

(a) GENERAL RULE. — Subparagraph (A) of section 1361(c)(2)

(relating to certain trusts permitted as shareholders) is amended

by inserting after clause (iv) the following new clause:

"(v) An electing small business trust."

(b) CURRENT BENEFICIARIES TREATED AS SHAREHOLDERS .

~

Subparagraph (B) of section 1361(c)(2) is amended by adding at

the end thereof the following new clause:

"(V) In the case of a trust described in clause

(V) of subparagraph (A) , each potential current

beneficiary of such trust shall be treated as a

shareholder; except that, if for any period there is no

potential current beneficiary of such trust, such trust

shall be treated as the shareholder during such

period."

(c) ELECTING SMALL BUSINESS TRUST DEFINED. —Section 1361 is

amended by adding at the end thereof the following new

subsection:
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"(e) ELECTING SMALL BUSINESS TRUST DEFINED.

—

"(1) ELECTING SMALL BUSINESS TRUST. —For purposes of

this section

—

"(A) IN GENERAL.—Except as provided in subparagraph

(B) , the term 'electing small business trust' means any

trust if

"(i) such trust does not have as a beneficiary any

person other than an individual or estate or an

organization described in Section 170(c) which holds a

contingent interest and is not a potential current

beneficiary,

"(ii) no interest in such trust was acquired by

purchase, and

"(iii) an election under this subsection applies

to such trust.

"(B) CERTAIN TRUSTS NOT ELIGIBLE. —The term 'electing

small business trust' shall not include

—

"(i) any qualified subchapter S trust (as defined

in subsection (d)(3)) if an election under subsection
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(d) (2) applies to any corporation the stock of which is

held by such trust, and

"(ii) any employees' trust described in section

401(a) and exempt from tax under section 501(a).

"(C) PURCHASE.—For purposes of subparagraph (A), the

term 'purchase' means any acquisition if the basis of the

property acquired is determined under section 1012.

"(2) POTENTIAL CURRENT BENEFICIARY. —For purposes of

this section, the term 'potential current beneficiary'

means, with respect to any period, any person who at any

time during such period is entitled to, or at the discretion

of any person may receive, a distribution from the principal

or income of the trust. If a trust disposes of all of the

stock which it holds in an S corporation, with respect to

such corporation, the term 'potential current beneficiary'

does not include any person who first met the requirements

of the preceding sentence during the 60-day period ending on

the date of such disposition.

"(3) ELECTION.—An election under this subsection

shall be made by the trustee. Any such election shall apply

to the taxable year of the trust for which made and all

subsequent taxable years of such trust unless revoked with

the consent of the Secretary.
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"(4) CROSS REFERENCE.

~

••For special treatment of electing small business

trusts, see section 641(d)."

(d) TAXATION OF ELECTING SMALL BUSINESS TRUSTS.—Section

641 (relating to imposition of tax on trusts) is amended by

adding at the end thereof the following new subsection:

" (d) SPECIAL RULES FOR TAXATION OF ELECTING SMALL BUSINESS

TRUSTS .

~

"(1) IN GENERAL.—For purposes of this chapter—

"(A) the portion of any electing small business

trust which consists of stock in 1 or more S

corporations shall be treated as a separate trust, and

"(B) the amount of the tax imposed by this chapter

on such separate trust shall be determined with the

modifications of paragraph (2)

.

"(2) MODIFICATIONS.—For purposes of paragraph (1), the

modifications of this paragraph are the following:

"(A) Except as provided in section 1(h), the

amount of the tax imposed by section 1(e) shall be



determined by using the highest rate of tax set forth

in section 1(e)

.

"(B) The exemption amount under section 55(d)

shall be zero.

"(C) The only items of income, loss, deduction,

or credit to be taken into account are the following:

"(i) The items required to be taken into

account under section 1366.

"(ii) Any gain or loss from the disposition

of stock in an S corporation.

"(iii) To the extent provided in regulations.

Sate or local income taxes or administrative

expenses to the extent allocable to items

described in clauses (i) and (ii).

No deduction or credit shall be allowed for any amount

not described in this paragraph, and no item described

in this paragraph shall be apportioned to any

beneficiary.

"(D) No amount shall be allowed under paragraph

(1) or (2) of section 1211(b).
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"(3) TREATMENT OF REMAINDER OF TRUST AND

DISTRIBUTIONS.—For purposes of determining

—

"(A) the amount of the tax imposed by this chapter

on the portion of any electing small business trust not

treated as a separate trust under paragraph (1), and

"(B) the distributable net income of the entire

trust,

the items referred to in paragraph (2) (C) shall be excluded.

Except as provided in the preceding sentence, this

subsection shall not affect the taxation of any distribution

from the trust.

"(4) TREATMENT OF UNUSED DEDUCTIONS WHERE TERMINATION

OF SEPARATE TRUST.— If a portion of an electing small

business trust ceases to be treated as a separate trust

under paragraph (1), any carryover or excess deduction of

the separate trust which is referred to in section 642(h)

shall be taken into account by the entire trust.

"(5) ELECTING SMALL BUSINESS TRUST.—For purposes of

this subsection, the term 'electing small business trust'

has the meaning given such term by section 1361(e)(1)."

(e) EFFECTIVE DATE.—The amendments made by this section

shall apply to taxable years beginning after the date of the

enactment of this Act.
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SULLIVAN aWORCESTER
ONE POST OFFICE SQUARE

BOSTON, MASSACHUSETTS 02I09
(617) 338-2800

Supplemental Written Testimony of Frederic Q. Corneel

June 25, 1993

Chairman Charles B. Rangel and
Members of the Subcommittee on
Select Revenue Measures of the
House Committee on Ways and Means

U.S. House of Representatives
1102 Longworth House Office Building
Washington, DC 20215

Att: Janice Mays, Chief Counsel and Staff Director,
Committee on Ways and Means U.S. House of
Representatives

Re: Proposed Subchapter S Amendment

Dear Mr. Chairman:

At the hearing which you held on June 22, I spoke in support
of a legislative proposal to permit subchapter S stock to be held
by a discretionary family trust. The purpose of the proposal was
to simplify the passage of the ownership of a family business
from one generation to the next, reducing the non-tax costs and
administrative complexities which subchapter S now imposes. The
specific wording had been worked out with the staff of the Joint
Committee on Taxation to assure that this change in subchapter S
would not open the door to tax avoidance.

At the hearing I saw for the first time the Treasury's
response to this proposal as set out as item D3 in Mr. Samuel's
written position statement. The purpose of this letter is to
explain more fully than I was able to do in my oral testimony the
reasons why I strongly disagree with the Treasury's position
statement

.

The Treasury's statement with respect to my proposal was as
follows:
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3. CERTAIN TRUSTS ELIGIBLE TO HOLD STOCK IN S
CORPORATIONS

.

ADMINISTRATION POSITION. DO NOT SUPPORT.

The Administration understands the objectives of
allowing customary estate planning tools to be
available in the case of a family-owned S corporation.
However, if significant changes, such as this proposal,
are to be made to the S corporation system, the
proposals should be fashioned pursuant to a
comprehensive, deliberate process, rather than on a
piecemeal basis. This approach requires a careful
consideration of the objectives of the S corporation
regime, how those objectives can better be achieved and
how any changes would interact with the other current
forms of business organization such as limited
partnerships and limited liability companies. The most
recent comprehensive reform was enacted by the
Subchapter S Revision Act of 1982. That legislation
was preceded by detailed hearings on the problems
facing S corporations and the objectives to be achieved
in amending the rules. The Congress should follow a
similar course today if it is to consider such
comprehensive reforms.

If you will compare the paragraph just quoted to the
immediately following one in the Treasury's statement, you will
see that except for the introductory phrases, the two are
identical. However, the second addresses the much more extensive
revision proposals submitted by the AICPA and representatives of
the Tax Section of the American Bar Association. The proposal I

submitted was a single simplification proposal; what was
submitted by AICPA-ABA representatives, running as we were told
80 pages, involves many substantive changes, including the
expansion of the number of permitted shareholders and the
authorization of several classes of stock.

I agree that broad-scaled proposals relating to subchapter S
require a general review of subchapter S. But clearly, no broad-
based review is required to consider one very small and specific
simplification proposal carefully drafted in consultation with
the Joint Committee staff to prevent tax avoidance.

The present provision in subchapter S, which prevents use of
a normal discretionary Family Trust to hold subchapter S stock,
requires the creation of separate trusts for each family member
or other complicated and expensive arrangements discussed in my
earlier written testimony. Contrary to the Treasury, I would
urge your Committee to adopt this policy: Whenever taxpayers



492

present to the Committee evidence of an unnecessary and intrusive
burden created by the Code which can be cured without material
revenue loss, such cure should be promptly provided by an
amendment to the law, rather than to continue unnecessarily to
burden the taxpayers.

Note that the Treasury statement speaks of a consideration
of how the proposed change "would interact with the other current
forms of business organizations, such as limited partnerships and
limited liability companies". With respect to the change we are
proposing, the situation is clear: Discretionary Family Trusts
may hold both limited partnership interests and interests in
limited liability companies. It is only subchapter S which
generally precludes trust ownership unless the trust has a single
beneficiary.

In brief, I submit that consideration of a very narrow
amendment intended to simplify estate planning by owners of
family-owned S corporations should not be deferred until the
Treasury determines to launch and eventually concludes a
"comprehensive, deliberate process" to review all of subchapter
S.

I appreciate very much the courtesy shown to me at the
hearing and your thoughtful consideration of our proposal.

Sincerely,

, Frederic G. Corneel
FGC/bg

cc: Rep. Richard E. Neal
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Mr. HoAGLAND. Mr. Cardin.
Mr. Cardin. Thank you, Mr. Chairman. First, let me say that

looking over Treasury's recommendations, perhaps we should be
pleased that the recommendations do not support, because most on
the list they oppose; at least we didn't get any opposition.

And, secondly, it is interesting to point out that the Treasury is

saying that they would like to study the issue and come forward
with a comprehensive recommendation that they are partv to, rath-

er than respond to the individual recommendations that have been
made.

I don't think that precludes our committee from acting, and I just

really wanted to make that point for the record.

I want to thank all of you for your testimony. It has been a coali-

tion of different groups that have come together and that recognize

it is time to modernize the subchapter S corporation laws.

It should be pointed out that subchapter S was put into the tax

law to simplify for small businesses the ability to use a single-tier

tax; and with the tax reform that we are looking at this year, a

person who uses the S corporation is going to be further penalized

by higher individual rates, compared to what is being done with

the corporate rates, so there is a real cost involved in simplifica-

tion.

But at least we should try to change the law to make it easier

for small companies and businesses to be able to use the S corpora-

tion.

As I look at the recommendations that are being suggested, they

are basically to ease the restriction on a number of shareholders,

as well as to eliminate some of the real traps that a taxpayer may
find himself in on an audit, an unintended result that if thev would
have done things a little bit differently, they perhaps would qual-

ify-

I guess the question I would like to ask, there are several rec-

ommendations here. If you had to put a priority on what needs to

be done at the top of your list, could you help us maybe to pin

down what you would put at the top of your list to accomplish?

Maybe we can sort of get Treasury to go along with one or two
points here.

Mr. Rose. If I might, Mr. Cardin, I guess the recommendations
do fall into several categories; and I imagine the category that we
would put at the top of the list would be capital expansion, the

ability to access capital markets. S corporations are really preju-

diced in their ability to tap into capital markets and obtain financ-

ing, either in the form of loans or capital contributions for instru-

ments that investors normally would want. And as a result, the S
corporation is severely disadvantaged in its ability to expand into

new areas, or even to grow; which puts the S corporation in a poor

position vis-a-vis its competitors.

So I think the access to capital markets as a category would be

something that we would probably look at—that I would look at as

a very high priority.

Mr. Cardin. Do you agree or disagree?

Mr. Padwe. You might also notice that a number of these rec-

ommendations actually are recommendations that have been made
by your chairman or that were enacted by the Congress last year.
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and one would hope that those would not be particularly controver-
sial.

Mr. Cardin. Recommended in some cases by the now Secretary
of the Treasury, so maybe.
Mr. PadWE. I think that, in addition, the removal of the traps for

the unwary—and there are several of them in there—that these
sections are more technical than others, and would be very, very
important to try and accomplish.

I wonder if I could just make one comment with respect to an
implied point that you made, Mr. Cardin, on the timing here?
Treasury is an important player in any legislative action, and obvi-

ously their input is critical to the process and very desirable. The
only concern on that score, I think that we would have, would be
the timing of their input. I would just remind the committee—the
subcommittee that, beginning in 1994, if you will, when rates are
fully phased in under the budget reconciliation bill now before the
Congress, C corporations will, if their taxable incomes exceed $10
million, be paying a 35-percent rate. S corporations through their
owners, if their taxable incomes exceed $250,000, could be paying
a 39.6 percent statutory rate, and over a 40 percent—roughly 42
percent marginal rate.

If these corporations, through their owners, are to pay the rates

of the 1990s, we think it is important, in terms of timing, that their

ability to compete in the 1990s also be kept current.
Mr. Cardin. I am glad you gave the specifics. That is the point

I was raising, I guess, in my preliminaries, is that there is going
to be a higher cost to pay for the simplification of S corporations
because of the different rates and the changes, and assuming that
they are enacted.
Mr. PadWE. Yes, sir.

Mr. Leibtag. I would just like to reiterate that the committee
needs to realize the importance of the capital formation. This en-
compasses a number of proposals in here. I think that was a point
Mr. Rose was making, that the issue of the back-to-back loans that
I talked about, the availability of S corporations to issue preferred
stock, the availability of S corporations to issue straight debt to

noneligible shareholders, are all separate, specific proposals that
all come under that rubric of capital formation. From what I see
in my daily practice, this tends to be one of the biggest stumbling
blocks for small business owners.

Mr. Cardin. Mr. Comeel.
Mr. Corneel. I don't disagree with anything that has been said,

but I would like to urge you, really, to look at the specific propos-
als—whether it is in this area or in other areas, too—and if they
seem to simplify life for people, you should act on them without
seeing. A, how does this fit into a very large picture, because these
simplifications really are all intended to remove what seem to be
unnecessary and unintentional burdens on taxpayers. The particu-
lar proposal to which I spoke, family-owned trust ownership of a
subchapter S, is an example of that. And I am not saying it is the
only one. But I would think specific simplification proposals are
worth acting on, even though it may be decided to defer until some
other time. Took at the larger picture.
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But I also agree, this is really the year to look at the larger pic-

ture as far as subchapter S is concerned.
Mr. Cardin. Thank you. Thank you all.

Mr, HoAGLAND. Mr. Padwe, did you participate in the subchapter
S Revision Act in 1982 and the formation of that bill?

Mr. Padwe. Not as part of an organized coalition, sir, no. The
AICPA certainly did, but I was not with them at that time.
Mr. HoAGLAND. OK. Now, I am told by staff that that subchapter

S Revision Act of 1982 originated in this committee, in this sub-
committee, and was carried through and enacted after a lot of work
and deliberation involving all parties. Do you have any thoughts on
what kind of a model we might—those of us that are interested in

subchapter S modernization—and I certainly am—what sort of a
course we might take in achieving that?
Mr. Rose, do you have any thoughts, understanding we have an

unwieldy House, an unwieldy Senate, and a Treasury Department
to bring on board?
Mr. Rose. Mr. Chairman, over the past few years, we have met

with representatives of the Treasury Department and representa-
tives of the tax committees in the two Houses, and we have been
meeting with staff members with a view to trying to get a package
together that not only met the technical needs of practitioners and
their clients, but also would be practical and workable and palat-

able from the perspective of the legislature. We have been working
on the Senate side with staff members of the Senate Finance Com-
mittee, Senators Pryor and Danforth, who have drafted or have a
draft of a proposed bill, which I understand has not yet been sub-
mitted, but I understand will be submitted shortly; and it perhaps
would be appropriate for members of the staff of this committee to

contact those people over there and see if perhaps some concerted
effort could be made to have some legislation introduced on both
sides.

Mr. HOAGLAND. Mr. Padwe, do you have any thoughts on how we
might get the job done?
Mr. Padwe. I am sorry?

Mr. HOAGLAND. Do you have any thoughts on what sort of struc-

ture we might set up in order to expedite some work in this area?
Mr. Padwe. Well, as Mr. Rose said, a great deal of work has al-

ready been done; and I think what you are talking about, perhaps,
is formalizing the structure, some sort of a working group or some
kind of a group between government and the private sector; and
surely there are precedents for that.

I would just like to emphasize that all of us—all of us who have
been testifying on the S corporation issues would, I am sure, sup-
port this, would like to see it happen, and would like to urge that

time be considered as well in trying to move that forward.
Mr. HOAGLAND. OK. Thank you.
Mr. Neal, Mr. Cardin, any final questions?
Mr. Rose, you have come in from San Francisco for this hearing?
Mr. Rose. Yes, sir.

Mr. HOAGLAND. Mr. Corneel from Boston, you have come down
for this hearing?
Mr. Corneel. Yes, sir.
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Mr. HoAGLAND. And from Washington, Mr. Padwe, and Mr.
Permison, all the way from Baltimore.
Mr. Padwe. All the way from 14th Street.

Mr. HOAGLAND. It certainly is an indication of your interest in

this issue that you would travel here, and we appreciate it. We will

see if we can get some kind of structure set up to move this along.

So thank you for coming. Those of you that have already testi-

fied, please feel free to leave.

Mr. HoAGLAND. Mr. Hamrick, would you like to present us with
your testimony?

STATEMENTS OF STEPHEN HAMRICK, CHAIRMAN, INVEST-
MENT PROGRAM ASSOCIATION, AND SENIOR VICE PRESI-
DENT AND DIRECTOR, PRIVATE INVESTMENTS, PAINE
WEBBER, INC., WEEHAWKEN, N.J., AND BRUCE VINCENT,
TRUSTEE AND CHAIRMAN, LEGISLATIVE AND REGULATORY
AFFAIRS COMMITTEE, INVESTMENT PROGRAM ASSOCIA-
TION, AND SENIOR VICE PRESIDENT, SWIFT ENERGY CO.,

HOUSTON, TEX.

Mr. Hamrick. Congpressman Hoagland and members of the sub-
committee, I appreciate the opportunity to be here this morning. I

am Steve Hamrick, director of private investment at Paine Webber,
where we originate and sell limited partnerships as investment op-

portunities for individuals and institutional investors.

I am also chairman of the Investment Program Association, the
national association representing most people who invest and raise

capital through widely held limited partnerships and similar vehi-

cles. These are long-term investments consisting of nontraded secu-

rities in sectors like real estate, energy, and research and develop-

ment.
For example, I would point out that the great majority of capital

for low- and moderate-income housing development has been
achieved through limited partnerships organized by members of the
IPA. Boston Capital and Boston Financial, for example, are very
prominent in that arena.
While the need for more and better housing grows across our Na-

tion, I have to tell you that our ability to raise funds from investors

is seriously undermined by the extraordinarily complex tax report-

ing burden that is imposed on investors. Small investors are find-

ing that their annual returns are fully eaten up by the cost of sim-
ply doing the tax reporting.

On a personal note, my mother, who is a retired high school

math teacher, did her own tax return every year right up until the

year in which her son put her in a limited partnership.

The brokers and the financial planners who in the past rec-

ommended these investments to their clients have begun to avoid
doing so, because they know that their clients hate the time and
the expense involved in preparing their tax returns if they own one
of these partnerships.
Under the proposal to allow partnerships to elect section 469(k)

treatment, this offensive burden can be removed; and our ability to

raise capital for investments, like low-income housing, will be re-

newed.
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I would like to have Bruce Vincent explain the proposal. I con-
clude by urging you to do ^yhat you can to have this provision and
the partnership simplification provisions contained in H.R. 13 in-

cluded in the package of tax measures you may be considering
soon.

It was suggested earlier that all of these proposals have come
with pluses and minuses. Tax simplification for partnerships must
be the exception. There is no opposition. Even Treasury is not op-
posed to this change. It is revenue positive. We need this.

Mr. Vincent. On behalf of the IPA, I would like to commend the
Chairman of the Ways and Means Committee, Congressman Ros-
tenkowski, Chairman Rangel, Chairman of the subcommittee, as
well as the members of the subcommittee, for taking the time to

review this much-needed change in tax simplification for limited
partners of large nonpublicly traded partnerships.
My name is Bruce H. Vincent and I serve as the chairman of the

Investment Program Association Committee on Legislative and
Regulatory Affairs. The IPA is pleased to be here today to discuss
an important tax simplification initiative. IPA has devoted consid-

erable time and resources to this issue and has worked diligently

with the staffs of the tax writing committees and the Treasury in

conjunction with their review of this proposal. I have prepared for-

mal written testimony that has been submitted for the record. At
this time, I would like to make a few comments on the business
and economic implications of tax simplification.

Historically and prior to 1986, many people invested through lim-
ited partnerships for the tax benefits that were obtained through
such investments. In today's world, investments in limited partner-
ships are driven by economic return and asset allocation strategies
for one's financial portfolio. Large pension funds, insurance compa-
nies, endowments, and foundations employ asset allocation strate-

fies which drive their investment policies and are able to invest in

ifferent asset classes of different industries to provide better over-
all economic return and decreased volatility in their financial port-

folios.

Our firm and other members of the IPA provide investment ex-

pertise in different asset classes and industries that help provide
this for individual investors and small investment entities. We
have found that the complicated tax burden that is currently in

place has both driven the cost up for individual investors and in-

hibited investment in these different areas.
The IPA asks for your support of this tax simplification initiative

for existing and newly formed widely held partnerships and be-
lieves that, in doing so, you will decrease the paperwork burden
and compliance costs for individual investors. This will make these
investors more willing to provide capital for investment elsewhere;
and, more importantly, this tax simplification measure will stimu-
late investment in many industries that are important for the do-
mestic economy.
Thank you.
[The prepared statements follows:]
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I am Steve Hamriclt, Director of Private Investments at PaineWebber where
we originate and sell limited partnerships as investment opportunities for individual and
institutional investors. I am the Chairman of the Investment Program Association, the

national association of organizations raising capital through limited partnerships. We
represent most major program sponsors and the Wall Street firms who distribute these

investments.

Congressman Rangel, thanks for this opportunity to briefly discuss an important

simplification proposal that can jump start capital formation in a number of sectors liice

energy, equipment leasing, real estate and venture capital. Before I introduce Bruce
Vincent who will discuss this proposal, I would like to call your attention to a subsidized

housing development completed on 126th Street in the East Harlem Triangle Urban Renewal
Area of Manhattan. This project was funded in 1981 by a limited partnership that

constructed a 255 unit, 1 1 story apartment building which brought human renewal together

with urban renewal. Over 10,000 families applied to live in this low income housing

project.

The great majority of the capital formation for low and moderate income housing

development such as this project has been achieved through limited partnerships organized

by the members of the IPA.

While the need for more and better housing grows across our nation, I have to tell you that

our ability to raise these funds from investors -- even with special tax credit available to

them for such investment — is seriously undermined by the overly complex tax reporting

burden imposed on them. Simply put, those brokers and financial planners who in the past

recommended these investments to their clients have begun to avoid doing so because they

know that their clients hate the time and expense involved in filing their tax returns if they

own one of these partnerships.

Under the proposal to allow partnerships to elect Section 469(k) treatment, this offensive

burden can be removed and I firmly believe our ability to use the partnership vehicle for

raising capital will be renewed.

I would like to have Bruce Vincent explain the proposal and conclude by urging you to do
all that you can to have this provision and the partnership simplification provisions

contained in H.R. 1 3 included in the final reconciliation package.
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On belialf of tlie IPA, I wish to commend tlie Cliairman of tlie Committee on Ways
and Means, Congressman Rostenkowski, and you, Congressman Rangel as Chairman of the

Subcommittee for making time to review an additional important tax simplification

initiative for limited partners in large partnerships and to seriously consider this much
needed change.

My name is Bruce H. Vincent. I serve as Chairman of the Investment Program
Association's Legislative and Regulatory Affairs Committee. The IPA has devoted

considerable time, energy and resources to an effort to encourage the IRS, the Treasury

Department, and the congressional tax writing committees to seriously consider simplifying

the tax reporting and compliance system for individual limited partners who hold interests

in large, widely-held partnerships.

We are delighted that the IRS, the Treasury and the Congress have recognized the

mutual interest we all have in creating a simpler system under which large partnerships and
limited partners can more successfully attempt to comply with the Federal income tax laws.

We strongly support the simplified reporting rules for large partnerships contained in H.R.

13. We believe the addition of the provision which is the subject of today's hearing is

critical to the success of our joint efforts to simplify and improve the ability of limited

partner investors to comply with the Federal income tax laws.

H.R. 1 3 provides that large partnerships (generally a partnership with at least 250
partners or an electing partnership with more than 100 partners) would be required to

determine taxable income by applying all limitations and other provisions affecting the

computation of taxable income at the partnership rather than the partner level. In addition,

all elections affecting the computation of taxable income or any credit generally would be

required to be made by the partnership.

Each partner would be required to separately take into account his or her respective

distributive share of the following items, determined at the partnership level: (I) taxable

income or loss from passive loss limitation activities; (2) taxable income from other activities

(e.g.,portfolio income or loss); (3) net capital gain or loss; (4) tax-exempt interest; (5) net

alternative minimum tax adjustments; and (6) tax credits.

H.R. 13 codifies these changes to permit large partnerships to compute partnership

income, loss, minimum tax liability, capital gains and losses and tax credits at the

partnership level and to flow through these items to individual limited partners in far

simpler fashion. These proposed changes make it possible to significantly alter and simplify

the form on which this information is transmitted to limited partners. These provisions

have already been approved by the Congress as part of H.R. 1 1 in 1992.

We urge that this general approach be adopted, along with the additional important

provision I will describe this morning.
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To truly achieve a simplified reporting system for millions of limited partners with

small investments in widely-held partnerships, the IPA believes that one additional item

must be added to the large partnership simplification proposals contained in H.R.I 3. The
IPA proposes that existing and newly formed widely-held, non-publicly traded partnerships

be permitted to elect to be subject to Section 469(k) of the Internal Revenue Code of 1986,

as amended.

Section 469(k) requires items of passive or portfolio income or loss, net passive or

portfolio gain or loss, net alternative minimum tax adjustments, tax credits, etc. to be

separately accounted for by publicly traded partnerships. Limited partners with interests in

publicly-traded partnerships may not offset reported losses against their share of similar

income or gain from other partnerships.

To simplify the compliance burden for limited partners holding interests in large,

non-publicly traded partnerships, it is proposed that existing and newlv formed such

partnerships be permitted to elect to be subject to Section 469(k) and thus be permitted to

maintain the record of currently non-deductible passive and portfolio losses for each limited

partner and to report the deduction for passive or portfolio losses properly allocable to

limited partners at such time as the electing partnership has passive or portfolio income
against which to offset such losses or at the time a partner disposes of his entire partnership

interest.

By adding this proposed change to the partnership simplification proposals, the

Congress can help limited partners by reducing unnecessary complexity and at the same
time achieve a small revenue increase for the Treasury. This change would spare the vast

majority of individual limited partners from a totally unnecessary bookkeeping burden and
the cost of annually retaining a tax professional to determine if they may have, at best, a

small, insignificant deductible loss.

Limited partners want a simpler tax regime. They are willing to forego the

possibility of a small tax deduction obtained only after the expenditure of tax preparer fees

barely less than the value of the deduction. The IPA strongly urges your favorable action

on this proposed change.
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Program

SIMPLIFIED FLOW-THROUGH FOR LARGE PARTNERSHIPS

Suspension of Passive Losses at Partnership Level

Present Law

A partnership is generally treated as a conduit for Federal income tax purposes. Each partner

accounts separately for his distributive share of partnership income, gain, loss, deduction or credit.

Limitations affecting the computation of taxable income generally apply at the partner level.

H.R, 1? (Identical tp H.R. 11. aPPrpvg<l t>v Cpngrg?? in 1992)

Large partnerships (generally a partnership with at least 250 partners or an electing

partnership with more than 100 partners) would be required to determine taxable income by applying

all limitations and other provisions affecting the computation of taxable income at the partnership

rather than the partner level. In addition, all elections affecting the computation of taxable income

or any credit generally would be required to be made by the partnership.

Each partner would be required to separately take into account their respective distributive

share of the following items, determined at the partnership level: (1) taxable income or loss from
passive loss limitation activities; (2) taxable income from other activities (e.g.,portfolio income or

loss); (3) net capital gain or loss; (4) tax-exempt interest; (S) net alternative minimum tax adjustments;

and (6) tax credits.

Additional Simolification-Provide An Election at the Partnership Level to Suspend Passive Losses

Vndgr Septign 4(?9fk)

Section 469(k) requires items of passive or portfolio income or loss, net passive or portfolio

gain or loss, net alternative minimum Ux adjustments, tax credits, etc. to be separately accounted for

by publicly traded partnerships. Partners may not offset these amounts against their share of the same
items from other partnerships.

To simplify the compliance burden for limited partners holding interests in large, non-

publicly traded partnerships, it is proposed that existing and newly formed such partnerships be

permitted to elect to be subject to Section 469(k) and thus be permitted to maintain the record of

currently non-deductible passive and portfolio losses for each limited partner and to report the

deduction for such losses properly allocable to limited partners at such time as the electing partnership

has passive or portfolio income against which to offset such losses or until a partner disposes of his

entire partnership interest.

Thus, individual partners could be spared unnecessary complexity and costs for retaining a

tax professional to determine if they have a small, insignificant, deductible loss for a taxable year.
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Mr. HOAGLAND. Gentlemen, would the proposal result in loss to

any partners? In other words, do you have any data showing
whether any taxpayers will be negatively affected by the proposal?
Mr. Hamrick. Our data concludes that limited partners would

forego the current use of some small losses in certain instances if

it were deemed by the general partner to be a change in their best
interests; and further, there would be only a temporary loss sub-
stantially exceeded by the gain from the reduced cost of Federal in-

come tax preparation.
Mr. HOAGLAND. All right.

Mr. Vincent, do you have any thoughts on that issue?
Mr. Vincent. I concur with Mr. Hamrick's response. If you com-

pare the cost of tax return preparation that partnership investors
have to bear as well as the mental anguish that many of the inves-

tors go through, I think they would be quite happy to forego any
loss deductions. I also believe that in many cases these passive
losses cannot be offset against other passive income, and so must
be deferred anyway.
Mr. HoAGLAND. OK. So what sort of overall revenue impact do

you see?
Mr. Hamrick. There is a revenue pickup estimated to be about

$500,000.
Mr. HOAGLAND. Well, gentlemen, Mr. Samuels in his testimony,

as you know, attached an analysis of various proposals; and you
have, I am sure, seen this. The Treasury does not oppose the pro-

posal you are presenting today. And it states, in the application of
section 469(k), large partnerships may facilitate and eliminate the
need for partners to track accumulated passive losses. So they have
given it a favorable response.
Mr. Vincent. We are pleased the Treasury has made that state-

ment.
Mr. HOAGLAND. OK Are there any final observations you might

have?
All right. Thank you for your testimony today.

Let the record reflect that Mr. Kenneth Novack, who was sched-
uled to be part of this panel, had to cancel.

[The prepared statement follows:]
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Mr. Chairman and Members of the Committee:

Thank you for the opportunity to present testimony on

the issue of Subchapter S Corporations. First, I want to commend

you, and the Committee, for your fine work in crafting new

Subchapter S legislation in last year's bill, H.R. 11, which was

vetoed by President Bush. This Committee must make many hard

decisions which affect the lives of every American and I admire

your courage and tenacity as you move forward with tax

legislation this year. The Committee has a fine new member in

Congressman Kopetski from my state, Oregon. He has been a great

addition to our congressional delegation and his hard work,

intelligence and integrity will serve the Ways and Means

Committee well.

I am the President of Schnitzer Investment Corporation,

which is part of a group of business interests owned by several

generations of the Schnitzer family in Portland, Oregon.

Schnitzer Investment Corporation traces its origins to the

formation of Schnitzer Steel Products Company in the 1930' s,

which was formed to engage in the scrap iron and steel business.

Schnitzer Investment Corporation, a real estate development and

management business, was founded by the four Schnitzer brothers.

Our company's real estate division has investments in office

buildings, industrial parks, and apartments — primarily in the

Portland, Oregon; Seattle, Washington; and, San Francisco,
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California metropolitan areas. The industrial operations are

comprised of several million square feet of industrial, office,

and warehouse space at various locations. Both Schnitzer Steel

and Schnitzer Investment Corporation, as well as our Seattle Cold

Storage Division, have grown into successful operations today,

and continue to be owned and operated by members of my family.

My family also has investments in both United States flag and

foreign flag shipping businesses, and retail, industrial and real

estate operations on the island of Guam.

Although not large by Wall Street standards, our

company represents a true American success story, and a major

investment and source of income for my family. The three

surviving brothers now range in age from 69 to 86 years.

Our company elected to be taxed as an S Corporation for

federal income tax purposes as of September 2, 1988. The

founders and their spouses together own 34% of the outstanding

stock of our company. Over the years, they have transferred

stock ownership representing 54% to their 13 children, and 12% to

16 of their 23 grandchildren.

Under current United States income tax rules, an S

Corporation is required to have no more than 35 shareholders. At

the present time, Schnitzer Investment Corporation has a total of

33 shareholders. My family wishes to continue to provide stock

ownership opportunities to all family members. Under current tax

law, however, it is precluded from doing so.

The 13 children of the second generation presently range in

age from 26 to 55 years. Four of those are active in management

of the business. The 2 3 grandchildren currently range in age

from nine months to 34 years old. All but three are under age

25.
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Obviously, the first and second generations are hopeful

that several of the grandchildren will, in the future, take

active roles in the business. The older generations believe that

providing the opportunity for significant stock ownership to all

members of the younger generation is the most important aspect of

developing an interest in the business. Developing such interest

will become critical to the survival of our company as a

Schnitzer family owned and operated business in the decades to

come. Continuation of S Corporation status for income tax

purposes clearly provides the most efficient way to have this

business continue to grow and prosper.

I understand that the 35-shareholder limit is intended

to ensure that the benefits of S status are limited to closely

held businesses and not extended to large, widely held companies.

My family is not alone in wanting to keep ownership of their

business in the family. The limit puts us and many other

businesses across the country in the difficult position of

choosing between losing the benefits of S status, selling a

portion or all of the business, or not leaving shares to some of

the descendants. Each of these choices is undesirable and they

achieve no tax policy benefit. The importance of family-owned

businesses to this country should not be underestimated. At a

time when small businesses are responsible for creating most of

the jobs in this country, tax policy should not penalize families

who want to keep ownership of the business in the family.

There are several ways to solve the 35-shareholder

limit. Last year, thanks to the work of the Ways and Means

Committee and yourself, Mr. Chairman, Congress approved H.R. 11

which included a provision to raise the Subchapter S shareholder

limit from 35 to 50. This legislation, however, was vetoed by

President Bush. This approach would certainly solve my family's

immediate problem and the problem for other family businesses.
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There may also be a broader and more permanent

solution. I understand that Representative Shaw may propose a

bill providing an exception to the 35-shareholder limit. This

exception would apply where all the shares are owned by

descendants (or their spouses) of a common ancestor. Businesses

would qualify for S status no matter how many shareholders they

had so long as all the shareholders were family members. On the

other hand, the corporation could have no outside shareholders.

Family ownership would thus be preserved while the integrity and

original purpose of the 3 5-shareholder rule would remain in tact.

This solution would provide a permanent remedy for the enlarged,

third and fourth generation family situation. The Schnitzer

family enthusiastically supports this approach and would strongly

urge the Committee to consider this proposal as you prepare new

tax legislation.

In closing, I would like to thank you, Mr. Chairman,

and the Committee, for the opportunity to appear before you to

discuss a matter of importance to my family and to family

businesses across the nation.
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Mr. HoAGLAND. Now we will go to the next panel, Panel Number
4, if those of you that are participating in Panel 4 could step for-

ward.
Gentlemen, why don't we begin with Mr. Lovain; and then we

will go to Mr. Harper and Mr. Capon—the two of you are testifying
at the same time—and Mr. Contos; and then Mr. Millett; and fi-

nally, Mr. Girard. OK?
Mr. Lovain.

STATEMENT OF TIMOTHY LOVAIN, CHAIRMAN, TRADE TAXES
GROUP

Mr. Lovain. Thank you, Mr. Chairman. I am Timothy Lovain, I

work with Denny Miller Associates. We represent the Port of Ta-
coma. Wash., but I also chair the Trade Taxes Group, an informal
association of organizations concerned about the recent increase in
counterproductive taxes on trade.

I request that a whitepaper prepared by our group be inserted
in the record after my testimony.

I am testifying today on legislative proposals pertaining to the
harbor maintenance tax on behalf of the following: the American
Association of Port Authorities, the National Industrial Transpor-
tation League, the Polaroid Corp., New England Shippers Advisory
Council, i!^erican Great Lakes Ports, National Grain and Feed As-
sociation, the Bose Corp., the Maritime Department of Massport,
and the Ports of Tacoma and Seattle.

Your subcommittee has asked for testimony on two harbor main-
tenance tax proposals, first, on the concept of suspending collection

of the tax when the trust fund balance reaches a certain threshold
amount—we strongly support that proposal—and second, using the
harbor maintenance tax revenues for NOAA programs—we strong-
ly oppose that proposal.
The harbor maintenance tax was instituted in 1986 as part of the

Water Resources Development Act. It was quite controversial at
the time. People were concerned about its effect on U.S. exports
and U.S. ports. In fact, this committee's report on that bill said the
following: "The tax rate is set at a level which the committee be-
lieves will not cause competitive or economic burdens on the ports
or users. The committee emphasizes that it will very carefully re-

view any future proposed increase or other expansion of this tax."

Despite these concerns, the tax was more than tripled 4 years
later, 1990. And now we have a large and growing surplus. It re-

flects the problem of the burden that this tax imposes on exporters
and on U.S. ports. It is a substantial part of the transportation
costs of many exports. For bulk commodities, a few pennies a ton
can make the difference in a sale, so it is a great burden on U.S.
exports. And it also chases cargo away from U.S. ports to Canadian
ports where no such tax is collected.

So we would like to see a reduction in the tax rate, or a restruc-
turing of the tax; but that is not feasible, given budget constraints.
We do support the idea of capping the Harbor Maintenance Trust

Fund at a reasonable level. Congressman McDermott has cir-

culated a proposal to do that, based on provisions in the Oil Spill

Liability Trust Fund and the Superfund. We understand there are
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some agency concerns about this. We would be happy to consider
changes to that proposal to ensure reasonable implementation.
But we have to get a handle on these taxes, and this proposal

by Congressman McDermott is revenue neutral over the next 5
years.
The Treasury Department, in their testimony, said that one of

the reasons they oppose it is because the excess of the trust fund
balance could be taken care of through diversion to NOAA. That is

not the problem. The problem is the tax burden, and the surplus
merely reflects that tax burden. We oppose any diversion of funds
from the Harbor Maintenance Trust Fund for other purposes, be-

cause it is a trust fund with a designated revenue source for a spe-

cific government program.
Once you start down that slippery slope of using a trust fund for

things unrelated to its purpose, where do you stop? It would simply
cause other agencies to come forward with other bright ideas for

spending the trust fund, and we would just have upward pressure
on the tax rates, not a constraint on the tax rates.

We would also like to point out that there are GATT problems
with the Harbor Maintenance Trust Fund right now because of the
surplus in the trust fund. A cap would help to resolve those GATT
problems; diversion from the trust fund for other purposes would
exacerbate that GATT problem. So we urge you to support a cap
proposal and to oppose a diversion from the trust fund for purposes
unrelated to harbor maintenance.
Thank you.
Mr. HOAGLAND. Thank you, Mr. Lovain.
[The prepared statement follows:]
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Mr. Chairman and Members of the Siibcommittee , I am Timothy
Lovain of Denny Miller Associates. We represent the Port of
Tacoma, Washington and I chair the Trade Taxes Group, an informal
association of organizations concerned about the recent increase in
counterproductive taxes on trade. I request that a white paper
issued by the Trade Taxes Group on our concerns be made part of the
record

.

I am testifying today on legislative proposals pertaining to
the harbor maintenance tax on behalf of: American Association of
Port Authorities, National Industrial Transportation League,
Polaroid Corporation, New England Shippers Advisory Council,
American Great Lakes Ports, National Grain and Feed Association,
Bose Corporation, Maritime Department of Massport and the Ports of
Tacoma and Seattle.

You have asked particularly for testimony regarding two
proposals: "(i) suspending collection of the tax when the trust
fund balance reaches a certain threshold amount, and (ii) using tax
revenues to support nautical charting and marine navigational
safety programs and other activities of the National Oceanic and
Atmospheric Administration." We strongly support the first
proposal and strongly oppose the second proposal.

Overview . The Water Resources Development Act of 1986 imposed
a controversial harbor maintenance tax of 0.04 percent of cargo
value to pay for up to 40 percent of the harbor maintenance
activities of the Army Corps of Engineers. The tax is paid by most
shippers using federal channels and collected by the Customs
Service. The tax was enacted after considerable debate and despite
widespread misgivings about its impact on U.S. exports and U.S.
ports.

In spite of these concerns, in 1990, the Bush Administration
proposed raising the tax rate to 0.125 percent of cargo value to
pay for up to 100 percent of harbor maintenance work (0.115
percent) and for extraneous activities of the National Oceanic and
Atmospheric Administration (NOAA) . Although no hearings were held
on the proposal, the 1990 budget agreement approved the full tax
rate increase but rejected the diversion of trust funds to NOAA.

Harbor Maintenance Trust Fund revenues are increasing faster
than expenditures because of increased trade, stricter enforcement
of the tax, relatively constant Corps harbor maintenance
appropriations and the artificially high harbor maintenance tax
rate set by the 1990 budget agreement. The excess in the Harbor
Maintenance Trust Ftind grew from $72.5 million at the beginning of
FY 1992 to $120.9 million at the beginning of FY 1993 and is
projected to grow to $187.9 million by the beginning of FY 1994.

The Clinton Administration has proposed providing up to $5
million annually from the Trust Fund to the Customs Service to
enhance enforcement of the tax. We support this proposal. One
result of stricter enforcement, however, is that the surplus in the
Trust Fund will grow even faster.
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This growing surplus is especially disturbing because the
harbor maintenance tax harms the competitiveness of U.S. exports
and U.S. ports.

Freight cost is an integral part of a U.S. product's price to
a foreign purchaser. For U.S. bulk commodities in close-margin
international markets, such as grain and coal, just a few pennies
a ton can determine who makes a sale. Federal taxes are an
increasingly large component of the cost of shipping U.S. exports
abroad. A recent GAO study identified 117 federal taxes on trade,
assessed by 12 different federal agencies, with total collections
of $11.9 billion in FY 1991. When Customs duties are excluded, the
harbor maintenance tax is probably the most burdensome and
controversial of all of these taxes.

The harbor maintenance tax also diverts cargo from U.S. ports
to Canadian and Mexican ports where no such tax is collected. U.S.
ports in the Pacific Northwest, Great Lakes region and Northeast
compete directly with nearby Canadian ports. When an average
container ship loads or unloads cargo at a U.S. port, U.S.
exporters, importers or shippers owe about $75,000 in harbor
maintenance taxes; Canada does not impose such a tax. U.S. ports
in California and the Gulf Coast face an increasing challenge from
the incipient Mexican port development program.

When shippers can easily utilize either U.S. or neighboring
foreign ports, the heavy burden of trade taxes, especially the
harbor maintenance tax, make U.S. ports a less attractive option.
The burden of the harbor maintenance tax weighs especially heavy on
northern ports that face Canadian competition but need very little
harbor maintenance.

Trust FTind Cap ; The U.S. trading community would benefit
greatly from a reduction in the harbor maintenance tax rate or a
restructuring of the tax but, in light of current budget
constraints, we are not proposing such changes. Placing a cap on
the balance in the Trust Fund, however, would be an important first
step in controlling the growing surplus in the Trust Fund and in
ameliorating the deleterious effects of the harbor maintenance tax.

Congressman McDermott has circulated a cap proposal based on
provisions in the Hazardous Substance Superfund and the Oil Spill
Liability Trust Fund. It would provide that, if the unobligated
balance in the Harbor Maintenance Trust Fund exceeds $100 million,
the harbor maintenance tax would not be applied during the next
calendar quarter. The Joint Committee on Taxation determined that
the McDermott proposal would not result in a revenue loss within
the current budget window. We commend Congressman McDermott for
his leadership on this issue.

I understand that federal agencies are sympathetic to this
proposal in principle but have suggested that it be modified to
reflect the unique way the Harbor Maintenance Trust Fund operates.
We would be amenable to any alternative proposals that would
accomplish the same purpose of capping the surplus in the Trust
Fund. The harbor maintenance tax should not be used to collect
more money than is needed for harbor maintenance because of its
adverse effects on the competitiveness of U.S. exports and U.S.
ports.

NOAA Diversion ; Any Trust Fund surplus also tempts lawmakers
to use the Trust Fund for extraneous purposes. To do so, however,
would violate the "trust" in the trust fund, negate the "user fee"
principle of the harbor maintenance tax and invite other extraneous
claims on the Trust Fund.
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The Harbor Maintenance Trust Fund surplus has already dravm
the attention of lawmakers interested in funding maritime reform,
dredge disposal sites, and other programs unrelated to harbor
maintenance. The most persistent proposed raid on the Trust Fund,
however, is for NOAA's nautical charting and related programs.

The Bush Administration proposed diverting $45 million from
the Trust Fund for this purpose in 1990 and again in 1992 but was
rebuffed by Congress. The Clinton Administration has picked up
this proposal this year and legislation to authorize this diversion
has been introduced in both the House and Senate.

The Water Resources Development Act created the harbor
maintenance tax and the Harbor Maintenance Trust Fund for the sole
purpose of funding harbor maintenance a designated revenue source
for a specific federal activity. Once that principle is breached,
once you start down the slippery slope of using harbor maintenance
tax revenues for purposes other than harbor maintenance, where do
you stop?

We support improved nautical charts, but they should be
financed from the General Fiand. The Harbor Maintenance Trust Fund
should not be used as a slush fund for every federal activity
related to ships and water.

Once the pernicious precedent of using the Harbor Maintenance
Trust F\ind for purposes other than harbor maintenance is

introduced, other proposals will follow. Pressures will mount, not
for a cap on the harbor maintenance tax, but for an increase to pay
for all the new extraneous progrzuns funded by the Trust Fund. The
burden on the competitiveness of U.S. exports and U.S. ports will
grow and grow.

Please don't start down that treacherous road.

GATT Concerns : The Committee should also examine both of
these legislative proposals in the context of the General Agreement
on Tariffs and Trade (GATT) . The harbor maintenance tax may soon
face a GATT challenge because of the growing surplus in the Trust
Fund, because the federal government is collecting more than it

needs for this designated purpose.

A cap on the Trust Fund would help address this potential GATT
violation. A raid on the Trust Fund for spending unrelated to
harbor maintenance, however, would increase the likelihood of a

GATT challenge.

We urge you to approve a cap on the balance in the Harbor
Maintenance Trust Fund and to reject all proposals to raid the
Trust Fund for purposes vinrelated to harbor maintenance.

Thank you for your attention to our views.
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TRADE TAXES AND U.S. COMPETITIVENESS

A host of heavy new increases in U.S. trade taxes are threatening the international

competitiveness of U.S. exports and U.S. ports. Among the new and/or sharply higher levies

affecting trade are vessel tonnage taxes; harbor maintenance taxes; taxes on fuel for railway,

truck and inland waterway transport; Coast Guard fees; and commodity inspection fees.

The economic damage caused by these mounting taxes outweighs the benefits and in some

cases may actually cause a loss in revenue through cargo diversions and lost sales of U.S.

goods.

Most Americans are unaware of the unprecedented magnitude of the problem now posed

for U.S. trade because of the cumulative effects of the taxes. With virtually no hearings on

the trade impact, Congress adopted a number of the huge tax increases in its rush to raise

revenue during the closing hours before adjournment of the 101st Congress last fall. For

example, as part of the Omnibus Budget Reconciliation Act of 1990, Congress boosted the

harbor maintenance tax by 212 percent, from .04 to .125 percent of cargo value, and hiked

the vessel tonnage tax by 350 percent , from 6 to 27 cents per ton for most ships. These are

taxes on domestic and international trade because the water carriers in most cases pass their

costs on to the commodity shippers. And since 95 percent of U.S. international trade travels

by sea through U.S. ports, they are taxes on almost all U.S. exports .

Exports today are increasingly necessary to the health of America's economy, especially

as we try to pull out of a recession. One out of six U.S. manufacturing jobs can be linked

to exports and more than one-third of major U.S. grain crops are exported. Exports

accounted for 90 percent of U.S. GNP growth last year.

The Administration and Congress recognize that U.S. export growth is essential for

business and jobs, reduction of our excessive trade deficit, and the future of the U.S. in the

global economy, and have called for stepping up U.S. competitiveness. Yet the new trade

taxes cause increased prices for U.S. exports and/or reduced prices paid to U.S. producers.

They have also increased the cost of using U.S. ports, thereby encouraging the diversion of

cargoes from U.S. to foreign ports. Together, these effects mean a decline in U.S.

competitiveness, income and jobs.

Too few people realize that freight cost is an integral part of a U.S. product's price to

a foreign purchaser, and what a difference it can make on closely competitive items. For

U.S. bulk commodities in close-margin international markets, such as grain and coal, just

a few pennies a ton can determine who makes a sale. The new trade taxes have increased

the cost of shipping a ton of wheat by about 30 cents, and a ton of coal by about 47 cents.

U.S. export cargoes are especially impacted by the harbor maintenance tax, which adds

to the comparative tax disadvantage of U.S. ports competing with foreign ports. American
ports in the North Pacific, Great Lakes and North Atlantic ranges engage in intense, direct

competition for cargo with Canadian ports. For instance, when an average container ship

loads or unloads cargo at a U.S. port, U.S. exporters, importers or shippers owe about

$75,000 in harbor maintenance taxes and the carrier owes about $5,400 in vessel toimage

taxes. By comparison with this at least $80,000 for the ship at the U.S. port, Canada has no

national taxes or fees (except for a nominal drug interdiction fee paid by the consignee).

Transshipment of U.S. exports and imports through Canadian ports increased 60 percent

from 1986 to 1988. This trend is likely to grow as much higher U.S. trade taxes affect the

port selections of exporters, importers, shippers and carriers. And for each sale that is lost

to a foreign supplier or diverted to a foreign port, the U.S. Treasury gets no trade tax

revenue at all.
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Ironically, the government itself is paying subsidies to help exports of some U.S. goods,

such as farm commodities, in the face of tough foreign competition. The trade tax increases

apply against most of these same products whose export the government is trying to

promote.

In hurriedly imposing the steep tax increases without hearings on their trade impact.

Congress made little pretense of sticking to previously agreed user fees. The purpose was

to raise revenue: about a half billion dollars annually from the harbor maintenance tax and

$68 million from the vessel tonnage tax. This is on top of more than $12 billion that U.S.

customs already collects from cargoes going through American ports. In actuality, the real

revenue increase from the new taxes may be reduced because of their negative economic

impact, and the income for U.S. exporters of competitive goods certainly will be lessened

because of these taxes.

In sum, the trade taxes are harmful to U.S. export competitiveness. They will cost U.S. Jobs

and business. Their revenueprojections are dubious. The uiulersigned organizations oppose the

continuation of the trend toward greater reliance on trade taxes. Congress and the

Administration should examine the negative effects ofthese taxes and reduce or eliminate them

where impropriate.

Agriculture Ocean Transportation Coalition

American Association of Exporters and Importers

American Association of Port Authorities

American Farm Bureau Federation

American Federation of Grain Millers, Local 118

American Great Lakes Ports

American Institute of Merchant Shipping

American Soybean Association

American Waterway Operators

Anamax Corporation

Association of International Automobile

Manufacturers

Bums International Harbor
Cargill, Inc.

Coal Exporters Association

ConAgra, Inc.

Continental Grain Company
Degussa Corporation U.SA.
Duluth-Superior Marine Association

Foreign Trade Association of Southern California

Guthrie-Hubner, Inc.

Illinois International Port/Chicago

Inland Rivers Ports and Terminals, Inc.

International Mass Retail Association

Leicht Material Handling, Inc.

Louis Dreyfus Corporation

Massachusetts Port Authority

Meehan Seaway Service, Ltd.

Millers National Federation

Minnesota Agri-Growth Coundl
Minnesota Assodation of Wheat Growers
Mitsui Grain Corporation

Motor Vehicle Manufacturers Association

of the U.S.

National Association of Stevedores

National Association of Wheat Growers
National Coal Association

National Com Growers Association

National Customs Brokers & Forwarders

Association of America, Inc.

National Grain and Feed Association

National Grange
National Industrial Transportation League

National Waterways Conference, Inc.

North American Export Grain Association

Philadelphia Regional Port Authority

Port of Cleveland

Port of Corpus Christi

Port of Everett

Port of Green Bay
Port of Houston Authority

Port of Los Angeles

Port of New Orleans

Port of Kalama
Port of Longview
Port of Milwaukee
Port of Portland

Port of Redwood City

Port of Seattle

Port of Tacoma
Seaway Port Authority of Duluth

Shippers for Competitive Ocean Transportation

Svensson Shipping Agency, Inc.

The Port Authority of New York and New Jersey

Toledo-Lucas County Port Authority

Union Equity Cooperative Exchange

U.S. Great Lakes Shipping Associations

Woodhouse Corporation
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Mr. HOAGLAND. Mr. Harper, representing the Association of
American Railroads.

STATEMENT OF EDWm L. HARPER, PRESIDENT AND CHIEF
EXECUTIVE OFFICER, ASSOCIATION OF AMERICAN RAIL-
ROADS
Mr. Harper. Thank you very much, Mr. Chairman. The Associa-

tion of American Railroads strongly opposes proposals to require
freight railroads and their customers to subsidize passenger rail-

road service in this country by sending fuel taxes to an intercity

rail passenger capital improvement trust fund.

The restoration of the financial health and independence of

America's freight railroads has been achieved over the last 20 years
due to the Staggers Act, which partially deregulated the railroads,

and legislation such as the National Rail Passenger Act of 1971,
which eliminated cross-subsidization of passenger losses from
freight revenue. The freight railroads are willing to cooperate with
those interested in promoting rail transportation, but cannot risk

making freight services less cost effective. American freight rail-

roads must raise and invest more than $3 billion a year for their

own infi*astructure expenses.
The industry as a whole already faces a shortfall without having

to finance rail passenger services as well. It would be unfair to ask
freight railroads and their customers, the shippers of grain, coal,

paper, forest products, chemicals, automobiles and a host of other
manufactured products to subsidize intercity passenger service.

The beneficiaries of rail passenger service are the railway pas-
sengers and highway users who benefit from reduced congestion,

not freight railroads and their shippers.
Intercity rail passenger service has many more funding sources

available to them than do the freight railroads. Let me give you
four examples. One, intercity and commuter rail services can de-

pend on Federal, State and in some cases local appropriations. Sec-

ondly, they have available tax-exempt financing. Third, assistance
could be available through the Intermodal Transportation Effi-

ciency Act of 1981; and fourth, potential assistance may be gained
through legislation recently introduced by the administration pro-

moting high-speed rail passenger service in this Nation.
Finally, any discussion of the railroads and taxes should reflect

upon current legislation. Part of the rationale of the tax legislation

crafted by the House and the Senate is to encourage fuel efficiency.

Unfortunately, the net result of the provisions will be to penalize

the most fuel-efficient mode of freight transportation, the railroads,

by asking them to pay 2.5 cents per gallon more toward deficit re-

duction than their major competitors.
Is this fair? Is it good public policy? We believe not, and we ask

your help in remedying this inequity.

Thank you, Mr. Chairman.
Mr. HOAGLAND. Thank you, Mr. Harper.
[The prepared statement follows:]
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STATEMENT OF EDWIN L. HARPER,
PRESIDENT OF ASSOCIATION OF AMERICAN RAILROADS

Mr. Chairman, and Members of the Subcommittee, I am Edwin L. Harper, President and CEO
of the Association of American Railroads (AAR); and I welcome the opportunity to provide the

subcommittee with the perspective of America's freight railroads on the proposal to establish an

Intercity Rail Passenger Capital Improvement Trust Fund with receipts from the "deficit

reduction rate" (federal motor fuel excise tax) paid by freight railroads.

The AAR strongly opposes this proposal because our industry has been indelibly impressed with

the disastrous consequences of previous national practices where the nation's freight railroad

system subsidized passenger service around the country. That era ended with the enactment of

the National Railroad Passenger Act of 1971, and our members do not want to start down that

road again.

We urge the subcommittee to rely on existing funding sources for intercity rail passenger

service, rather than proceeding with a trust fund that depends on the freight rail segment for

funding.

In opposing this proposal, the AAR and its member roads are aware of the public interest in,

and the potential public benefits from rail passenger service. Indeed, the freight railroad

industry shares with rail passenger services many attributes - reduction of congestion, safety,

environmental attractiveness, and energy conservation - that make railroads so appealing today.

The freight railroad industry has worked with various levels of governments and sponsors of

passenger rail service to enable the operation of passenger service. This has included both

Amtrak, the nation's intercity rail passenger service, and numerous commuter operators. Most

recently, the AAR and Amtrak jointly issued a policy statement on high-speed rail service. That

statement, which is attached, outlines the essential principles and conditions to the operation of

high-speed rail on the private freight rail system.

The position of the AAR on this matter is consistent with transportation policy set over the last

two decades, including:

--The Rail Passenger Service Act of 1970, which established AMTRAK, a

government-owned national passenger railroad.' Freight railroads were no longer

required to be in the passenger business, and transferred their passenger

equipment to AMTRAK at that time along with significant cash payments;

-The Staggers Rail Act of 1980, which established for the freight rail industry

the goal of providing a safe and efficient rail transportation system to meet the

needs of interstate commerce and a national defense while earning sufficient

revenues to remain viable in the private sector,' and;

-The Northeast RaU Service Act of 1981, which took Conrail out of the

business of providing commuter rail services in numerous states.'

These legislative actions were designed to relieve freight railroads of the burdens passenger

service placed on them, subsidies so large they were the main reason for the insolvencies of

some railroads.

More recently. Congress passed "The Intermodal Surface Transportation Efficiency Act of

1991." The Association of American Railroads fully endorses the national transportation policy

established by ISTEA, and the need for broad goal-oriented multimodal transportation planning

by all levels of government.

' The Association of American Railroads represents the nation's freight railroad systems, and

AMTRAK. These roads comprise 92% of the route miles operated in the United States and they

carry 90% of the nation's freight.

' 84 Stat. 1327 (1970).

'94 Stat. 1895 (1980).

' 95 Stat. 357 (1981). NERSA was contained in the Budge Reconciliation Act of 1981.
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President Clinton and the Department of Transportation have recently unveiled legislation to

promote the establishment of high-speed rail corridors in this nation, and the AAR is working

with all interested parties to facilitate that objective.

FUEL TAXES AND RAILROADS
Historically, the federal motor fuels excise tax has been considered a "user fee" where highway

users paid the tax, and the receipts were devoted to the Federal Highway Trust Fund. Because

railroads are not users of the highways and because they finance, build, and maintain their own
rail network they rightfully have not been asked to pay this excise tax.

In 1990 Congress deviated from this policy and applied a 2.5 cents-per-gallon federal diesel fuel

excise tax to railroads after imposing a similar tax on highway diesel fuel (trucks) and gasoline.

This 2.5 cents-per-gallon "deficit reduction rate" collected from railroads, truckers, and gasoline-

users does not go the Highway Trust Fund, but to the general fund for deficit reduction

purposes. Under current law this "deficit reduction rate" is due to expire September 30, 1995.

Several proposals have surfaced this year that would in large part return the federal motor fuels

excise tax back into a "user fee." H.R. 2264, the "Omnibus Budget Reconciliation Act of

1993," as reported by the Ways and Means Committee and passed by the House of

Representatives, would not deposit the 2.5 cents-per-gallon component of the 1990 fuels tax

increase paid by highway users to the general fund after September 30, 1995, but would re-

direct it to the Highway Trust Fund - leaving railroads in the inequitable position of having to

pay for deficit reduction, while a major competitor -the trucking industry— would derive

significant and substantial benefit through infrastructure improvements from the Highway Trust

Fund.

WHAT TO DO ABOUT THE RAILROAD "DEnCIT REDUCTION RATE?"
Congress was clear in its intent in 1990 that railroads should only be required to pay a federal

excise tax on diesel fuel in the same amount the trucking industry contributed to deficit

reduction— and that no railroad taxes would be deposited in the Highway Trust Fund. Railroads

are prepared to live with this current law arrangement without change, and in fact that principle

seems to be the basis for the current consideration of a transportation fueb tax in the Senate as

an alternative to the Btu tax.

The freight railroad industry is troubled that the Congress has not properly considered a major

inequity that results from the fact that railroads would be required to pay two deficit reduction

taxes. Confronted with deficit taxes that are nearly 60 percent higher than their competitors,

railroads will be disadvantaged in competing with less friel efficient trucks. One objective of

the new energy tax is to reduce the deficit while encouraging fuel conservation; however, the

legislation unfortunately penalizes the most fuel efficient transportation mode.

The fete of the 1990 "deficit reduction rate" paid by railroads must not be overlooked as

Congress reworks and rewrites the statutes governing motor fuels excise taxes and transportation

taxes.

It is neither feir nor appropriate that the railroad "deficit reduction rate" be deposited in the

Highway Trust Fund. Nor is it appropriate or feir for the railroad "deficit reduction rate" to

be used to fund an "Intercity Rail Passenger Capital Improvement Trust Fund" for the reasons

I have stated. If the Congress adopts a general transportation tax whose proceeds are dedicated

toward deficit reduction, railroads will be part of that deficit reduction effort. At the same time,

as a matter of fundamental fairness, the existing 2.5 cents-per-gallon "deficit reduction rate"

should be allowed to expire as scheduled under current law. Alternately, if the Congress decides

another course must be taken there are a number of ways the energy/transportation tax and flie

"deficit reduction rate" paid by railroads can be coordinated without creating an inequity for

railroads. The AAR would be pleased to work with you toward this end.

Thank you.
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HIGH-SPEED RAIL PASSENGER AND FREIGHT SERVICES:

OPPORTUNITIES FOR PARTNERSHIP

A
Policy Stat«B«nt

of the
Aaerican Railroad Industry

1) Rail transportation offara A»arica significant
economic, environaental and safety benefits, and is a

solution to increasing highway congestion.

2) America's freight railroads are ready to cooperate
in the extension and advance of high-speed rail
passenger service, as well as in other rail passenger
services.

3) There are distinct types of passenger services:
commuter, conventional intercity (AmtraJc) , high-speed
and ultra high-speed. These differences must be
understood because they control the extent to which
rail freight and passenger operations can operate over
the same rights-of-way.

4) In general, ultra high-speed rail service (over 150
miles-per-hour) cannot operate conpatibly on the
freight railroads' rights-of-way. There are fewer
limitations on high-speed service (up to ISO mph) , but
strict safeguards are necessary. Freight railroads
already accommodate conventional Amtrak service and
viable partnership arrangements normally are possible.
The same is true in most commuter areas. Essentially,
partnership possibilities must be examined on a case-
by-case basis.

5) The formation of partnerships among railroads and
sponsors of new passenger rail projects will benefit
the public.

6) The full costs of changes in existing freight rail
operations to accommodate new passenger operations must
be borne by the entity sponsoring the new service.

7) Freight railroads must be indemnified and insured
against any and all financial liability arising from
accidents affecting passenger services.

Association of American Railroads
January 25, 1993
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Mr. HoAGLAND. Mr. Capon, representing the National Associa-
tion of Railroad Passengers.

STATEMENT OF ROSS CAPON, EXECUTIVE DIRECTOR,
NATIONAL ASSOCIATION OF RAILROAD PASSENGERS

Mr. Capon. Thank you, Mr. Chairman. The organizations sup-
porting my testimony include, besides the Sierra Club and the
nine-State rail passenger associations listed in my written state-

ment, the Friends of tne Earth, the Philadelphia-based Clean Air
Council and State rail passenger associations in Arkansas, Dela-
ware, Iowa, Missouri-Kansas, New Jersey and Pennsylvania.
We appear in support of the proposal to authorize deposit of 1

cent on the tax on diesel fuel used by railroads into an Intercity

Rail Passenger Capital Improvement Trust Fund through 1998. I

will discuss separately the need for the trust fund and the funding
issues.

Today, States and localities can leverage Federal dollars for high-
way and aviation investments fairly easily. Indeed, the Federal
Highway Program is so attractive that, primarily due to State and
local expenditures, spending on roads exceeds road-user payments
by $20.5 billion a year, but only a few isolated pockets of Federal
dollars are available to match State and local investments in inter-

city rail passenger improvements, unfortunately, not including the
surface transportation program (STP) of ISTEA. Senate-passed lan-

guage allowed the use of STP funds but did not survive to the Sen-
ate-House conference.
The basic Federal message to States and localities is, if you want

to build roads and airports, we will pay a big share of the cost, usu-
ally 80 percent. If you want better Amtrak service, you are on your
own. This is unfortunate, because when State legislators consider

transportation spending, they want to know how many Federal dol-

lars would be leveraged by a given amount of investment in various
possible transportation projects.

This is also unfortunate in light of the important Federal objec-

tives that would be served by more investment in rail passenger
service. I have listed five on page 2 of my statement: better utiliza-

tion of existing mass transit; better mobility for nondrivers; better

utilization of existing rail infrastructure, reducing pressures for

costly new airports or runways, for example; more reliability in

transportation, because trains are less vulnerable to weather
delays than other modes; and more energy efficiency, since, accord-

ing to Oak Ridge National Laboratory figures, certificated airlines

averaged 1.8 times more energy consumed per passenger mile than
Amtrak in 1990.

President Clinton has committed his administration to develop a
cost-effective program to reduce greenhouse gas emissions to 1990
levels by the year 2000. The freight railroads expect to make a
positive contribution to that effort—consuming less energy in 2000
than in 1990—^but it is going to take expansion of rail passenger
service and improvements in other parts of the economy to meet
the President's goal.

We suggest that perhaps half of any intercity rail passenger
trust fund be available to States, the balance to be controlled by
Amtrak.
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Now let me talk about funding. Obviously, our first choice was
reflected in last year's H.R. 4414, introduced by Representative Al
Swift, which would have earmarked 1 penny of the entire deficit

reduction rate, 2.5 cents, for creation of this fund. That would
eliminate the need to spend any general funds on rail passenger
capital expenses.
The current capital investment in rail passenger service, encom-

passing both Amtrak and the Northeast Corridor Improvement
Project, is about $380 million. Needs have been identified around
the $500 million level.

Perhaps our biggest single disappointment with the new admin-
istration, not unlike Mr. Harper's, was that it quickly endorsed re-

turning the highway portion of the 2.5 cents for Federal deficit re-

duction to the Highway Trust Fund, while the railroads would see
their 2.5 cents continue to go to deficit reduction. The irony is par-
ticularly strong because, as you are aware, the energy efficiency of
the railroads is greater than of the highway modes.
We think the present proposal makes sense, given the impor-

tance of establishing the proposed trust fund and the unlikelihood
that the railroads will be excused from paying this tax. Indeed, we
would favor putting all of the railroads' 2.5 cents into the trust

fund, producing income of about $80 million a year instead of $30
million.

In an ideal world, where it would be possible to turn off a tax,

we would argue for an all-mode transportation trust fund, noting,

similar to Mr. Harper's comment, that effective diversion of the
aero-ticket tsixes to trains would benefit air travelers if the result

is more people on trains and less pressure on congested air facili-

ties.

Back to the real world. A possible compromise with the freight

railroads would be to restrict funds they pay to infrastructure im-
provements with some freight benefits as well as passenger bene-
fits. From our standpoint, the important thing now is to get the
proposed trust fund established. We can work later on ways to bet-

ter fund it.

Thank you very much for your time.
Mr. HOAGLAND. Thank you, Mr. Capon.
[The prepared statement follows:!
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statement of

Ross Capon

Executive Director

National Association of Railroad Passengers

Before the Subcommittee on Select Revenue Measures

Committee on Ways and Means

U. S. House of Representatives

Intercity Rail Passenger Capital Improvement Trust Fund

June 22, 1993

Thank you for this opportunity to present the views of our
non-profit organization. This testimony is also endorsed by the
Sierra Club and by the following independent rail passenger
organizations:

o Train Riders Association of California ("TRAC")
o Illinois Association of Railroad Passengers
o TrainRiders/Northeast (based in Portland, Maine)
o Empire State Passengers Association (NY)

o Ohio Association of Railroad Passengers
o Oregon Association of Railroad Passengers
o Virginia Association of Railway Patrons
o Washington (State) Association of Railroad Passengers
o Wisconsin Association of Railroad Passengers

We support the "proposal to authorize the deposit of 1 cent of
the tax on diesel fuel used by railroads into an Intercity Rail
Passenger Capital Improvement Trust Fund through 1998." What
follows are separate discussions of the need for the trust fund,
and of funding issues.

I. NEED FOR AN INTERCITY RAIL PASSENGER CAPITAL IMPROVEMENT FUND

Today, states and localities can leverage federal dollars for
highway and aviation investments fairly easily. Indeed, the
federal highway program is so attractive that, primarily due to
state and local expenditures, spending on roads exceeds road user
payments by S20.5 billion a year ( Highway Statistics 1991 . U.S.
DOT, Table HF-10)

.

In contrast, only a few isolated pockets of federal dollars
are available to match state/local investments in intercity rail
passenger improvanents. In 1991, we had higher hopes. The
Senate approved language making such investments eligible for
ISTEA Surface Transportation Program funds. This provision fell
in conference, a victim of committee jurisdictional problems in
the House.

ISTEA Section 1010 funds rail/highway grade-crossing work in
designated corridors but only to the tune of $5 million a year.
Pres. Clinton's FY '94 budget includes $96 million for a corridor
assistance program, but this again is limited to a few key
corridors and funding prospects are uncertain—the House
Appropriations Subcommittee on Transportation included nothing
for this in its FY '94 DOT appropriations bill. Sometimes a
state can work out a cost-sharing deal with Amtrak, but further
new deals are unlikely now because Amtrak 's finances are
stretched so taut that Pres. W. Graham Claytor Jr. for the first
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time endorsed a supplemental appropriation for Amtrak. (The
Amtrak Board, including Republican National Chairman Haley
Barbour, wrote to Congress in support of the supplemental.)

However, the basic federal message to states and localities
is: if you want to build roads and airports, we'll pay a big
share of the cost (usually 80%) ; if you want better Amtrak
service, you're on your own.

This is unfortunate, in light of the important federal
objectives that would be served if the federal government truly
encouraged states to invest in improved intercity rail passenger
services. Such investments would mean better:

o utilization of existing public ground transportation
services of all types, since rail generally offers better
linkages with urban transit hubs than do airports;

o mobility for non-drivers—the young, the disabled, and the
elderly—the latter in particular a growing segment of the
population whose growth will become more rapid when the "baby-
boomer" generation hits retirement;

o utilization of existing infrastructure , since, for example,
greater use of underutilized rail lines can reduce pressures for
costly new airports or runways which in any event are
encountering strong opposition due to neighborhood and
environmental concerns;

o reliability for business (and other travelers) as trains,
particularly in corridor service, are far less vulnerable to
weather delays than other modes of transportation; and

o energy efficiency, since Oak Ridge National Laboratory
figures indicate certificated airlines averaged 1.8 times more
energy consumed per passenger-mile than Amtrak in 1990
(Tcanspgrtatipn Energy Pata PppK> table 2.13).

President Clinton has committed his Administration to develop
a cost-effective program to reduce greenhouse gas emissions to
1990 levels by the year 2000. I was privileged to participate
June 10-11 in a "commercial transportation workshop," part of the
White House Conference on Global Climate Change, where the single
best piece of news was a strong indication from freight railroad
industry representatives that their industry will beat the
President's target. (This is consistent with Oak Ridge data,
which shows total railroad energy consumption declining while
ton-miles increase.)

But the O.S. as a whole cannot meet the President's target on
the strength of the rail freight industry's showing, given
expansion of less energy-efficient modes, especially automobiles.
Hence the importance of ranphasizing another energy-efficient
mode—^intercity passenger rail.

Finally, referring again to Amtrak' s difficult financial
situation, any increase in state/local Amtrak-related investments
could be seen as reducing pressure for federal investment in
Amtrak and could help create the strong partnership among
different levels of government evident with the other modes.

Thus we suggest that perhaps half of any intercity rail
passenger trust fund be available to states on a matching-funds
basis, the balance to be controlled by Amtrak.

II. PONDING SODRCES

Obviously our first choice was reflected in last year's H.R.
4414, introduced by Rep. Al Swift (D-WA) , which would have
earmarked one penny of the entire "deficit-reduction 2.5-cents."
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That penny—approximately one billion dollars—would have
eliminated the need to use any general funds on rail passenger
capital expenses.

tin FY '92, federal capital appropriations were S175 mill, for
Amtrak nationwide and $205 mill, for the Northeast Corridor
Improvement Project, with S150 mill, of the latter figure
earmarked for the effort to create Boston-New York three-hour
service by 1997.]

(Amtrak requested S300 mill, in nationwide capital for FY '93

(and received $165 mill.), calling this request "absolutely
essential to the long-term future of Amtrak and our ability to
provide reliable, quality service at less operating cost to the
federal government."]

Perhaps our biggest single disappointment with the new
administration was that it quickly endorsed returning the highway
portion of that 2.5 cents to the Highway Trust Fund, while the
railroads (including, incidentally, Amtrak and commuter
railroads) would see their 2.5 cents continue to go to deficit
reduction.

This was particularly ironic because it was the truck lobby
that roped railroads into the 1990 tax in the first place; now if
the administration gets its way the truckers will be excused from
deficit reduction and the railroads continue to pay. (When asked
at the DOT budget briefing why the railroad tax wasn't simply
dropped, Kathy Collins, DOT's budget expert, said: "It's hard to
turn off a tax.")

We think the present proposal makes sense, given the
importance of establishing the proposed trust fund and the
unlikelihood that the railroads will be excused from paying this
tax. Indeed, we would favor putting all 2.5 cents into the trust
fund, producing income of about $80 million a year instead of $30
million. Beyond that, of course, lies the Senate Finance
Committee's recent proposal of a per-gallon transportation tax

—

or at least the railroad portion of it—which at 4.3 cents would
be about $130 million. Even this sum is less than half the needs
Amtrak has identified.

We recognize the railroad industry's unhappiness with this
approach. Indeed, in an ideal world where it would be possible
to "turn off a tax," we would argue for an all-mode
transportation trust fund noting, for example, that effective
diversion of air ticket taxes to trains would benefit air
travelers if the result is more people on trains and less
pressure on congested air facilities.

Back to the real world. A possible compromise with the
freight railroads would be to restrict funds they pay to
infrastructure improvements with some freight as well as
passenger benefits.

The most important thing now is to get the proposed trust fund
established. We can work later on ways to get more money into
it.
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Mr. HOAGLAND. Mr. Contos.

STATEMENT OF LARRY CONTOS, MEMBER, BOARD OF DIREC-
TORS, NATIONAL GROCERS ASSOCIATION, AND PRESIDENT
AND CHIEF EXECUTIVE OFFICER, PAY LESS SUPER-
MARKETS, INC., ANDERSON, IND.

Mr. Contos. Mr. Chairman and members of the committee, I am
Larry Contos, president and chief executive officer of Pay Less Su-
permarkets in Anderson, Ind. I am accompanied by Tom Wenning
of the National Grocers Association. Pay Less consists of nine full-

service supermarkets, which sell beer and wine.
I also serve as a member of the executive committee of the Na-

tional Grocers Association, on whose behalf I am testifying today.

I am a part-owner of nine Sizzler restaurants, which sell beer
and wine.
The National Grocers Association is a national trade association

representing the interests of independently owned retail and whole-
sale grocers, who comprise the independent sector of the grocery in-

dustry. NGA membership represents the owners and operators of

more than 50,000 stores, including supermarkets, convenience
stores, warehouse stores, and super stores. This sector of the gro-

cery industry accounts for almost half of the $382 billion in grocery

industry resales in the United States.

In 1987, the increase in the special occupational tax, SOT, ad-

versely affected our members, unfairly penalizing them for back
taxes, penalties and interest. In response, NGA, the National Asso-
ciation of Convenience Stores (NACS) and other organizations

formed a coalition for its repeal in 1988. NGA, NACS, and the

other coalition members have testified numerous times in favor of

repeal—at hearings in April of 1991 and as part of a tax simplifica-

tion hearing in July 1991.

I am here today to request your continued support for repeal of

the special occupational tax on alcoholic beverage dealers.

Ever since its enactment, which was without public hearings,

and at the last minute in the 1987 Omnibus Budget Reconciliation

Act, NGA and members of the special occupational tax coalition

have strongly urged prompt and complete repeal of the special oc-

cupational tax. In 1992, the Ways and Means Committee approved
repeal of the SOT. However, H.R. 5649's repeal was narrowly re-

jected by the House, 200-207. The repeal was only rejected by the

House because of the revenue offset's adverse effect on farmers.

Throughout the floor debate, many Members of Congress who
spoke, even those opposing the bill, voiced their support for repeal-

ing this tax, which is imposed upon every business outlet who sells

or dispenses alcoholic beverages.
This year NGA and the occupational tax coalition are joining to

support Representative Mike Kopetski's efforts to repeal the special

occupational tax in the 103d Congress. For a number of reasons the

repeal of the unnecessary and duplicative tax is long overdue.

The tax was passed as a part of the 1987 act without any hear-

ings or opportunity for public examination.
Since 1987 the Bureau of Alcohol, Tobacco and Firearms has

taken the position that the Tax Code does not limit past liability.

As a result, many grocers have unfairly been found liable for back
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taxes, penalties and interest for all the years in which they sold al-

cohol, sometimes for more than a decade.
The General Accounting Office has indicated that the special oc-

cupational taxes are cumbersome and costly for the BATF to ad-
minister and has endorsed repeal. The elimination of the SOT tax
would eliminate the tremendous bureaucracy that is engaged in at-

tempting to collect relatively small amounts of revenue from an es-

timated 550,000 to 750,000 retail establishments nationwide. This
list includes grocery stores, convenience stores, restaurants, hotels,

motels, florists, campground owners, petroleum marketers, commu-
nity service groups and even fraternal organizations. Repeal of the
SOT would automatically eliminate both the mechanical complexity
and record keeping requirements for hundreds of thousands of
businesses.
As it stands today, this tax is the only reason any retailer of alco-

holic beverages ever comes into contact with the BATF. There is no
gap created by eliminating this tax.

In conclusion, Mr. Chairman and members of the committee, on
behalf of the National Grocers Association and other members of
the Special Occupational Tax Coalition, we strongly encourage you
to proceed as expeditiously as possible to repeal this outdated, inef-

ficient and nonessential tax. Thank you for the opportunity to

present our views and work within the democratic process.
Mr. HOAGLAND. Thank you, Mr. Contos.
[The prepared statement follows:]
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TESTIMONY OF

NATIONAL GROCERS ASSOCIATION

PRESENTED BY LARRY CONTOS

PRESIDENT AND CHIEF EXECUTIVE OFFICER

OF PAY LESS SUPER MARKETS, INC. BEFORE

HOUSE WAYS AND MEANS COMMITTEE

SUBCOMMITTEE ON SELECT REVENUE MEASURES

JUNE 22, 1993

Mr. Chairman and members of the committee, I am Larry Contos,
President and Chief Executive Officer of Pay Less Supermarkets,
Inc. in Anderson, Indiana. Pay Less consists of nine full-
service supermarkets which sell beer and wine. I also serve as
a member of the executive committee of the National Grocers
Association, on whose behalf I am testifying today.

The National Grocers Association is a national trade association
representing the interests of independently owned retail and
wholesale grocers who comprise the independent sector of the
grocery industry. The N.G.A. membership represents the owners
and operators of more than 50,000 stores, including supermarkets,
convenience stores, warehouse stores and super stores. This
sector of the grocery industry accounts for almost half of the
$382 billion dollars in grocery industry sales in the United
States.

In 1987, the increase in the Special Occupational Tax (SOT)
adversely affected our members, unfairly penalizing them for back
taxes, penalties and interest. In response, N.G.A. , the National
Association of Convenience Stores (NACS) and other organizations
formed a coalition for its repeal in 1988. N.G.A., NACS and
other coalition members have testified numerous times in favor of
repeal at oversight hearings in April 1991 and as part of tax
simplification hearings in July 1991. I am here today to request
your continued support for repeal of the Special Occupational Tax
on alcoholic beverage dealers.

Ever since its enactment (without public hearings and at the last
minute) under the 1987 Omnibus Budget Reconciliation Act, N.G.A.
and members of the Special Occupational Tax Coalition have
strongly urged prompt and complete repeal of the Special
Occupational Tax. In 1992, the Ways and Means Committee approved
repeal of the SOT. However, H.R. 5649 's repeal was narrowly
rejected by the House of Representatives 200 to 207. Repeal was
only rejected by the House because of the revenue offset's
adverse effect on farmers. Throughout the floor debate, many
members of Congress who spoke (even those opposing the bill)
voiced their support for repealing this tax, which is imposed
upon every business outlet that sells or dispenses alcoholic
beverages.

This year, N.G.A. and the Occupational Tax Coalition are joining
to support Representative Mike Kopetski's efforts to repeal the
Special Occupational Tax in the 103rd Congress. For a number of
reasons, the repeal of this unnecessary and duplicative tax is

long overdue.
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1. The tax was passed as pairt of the 1987 Act without any
hearings or opportvinities for public examination.

2. Since 1987, the Bureau of Alcohol, Tobacco and Firearms
(BATF) has taken the position that the tax code does not limit
past liability. As a result, many grocers have unfairly been
found liable for back taxes, penalties and interests for all the
years in which they sold alcohol, sometimes for more than a

decade.
3. The General Accounting Office has indicated that the

special occupational taxes are cumbersome and costly for the BATF
to administer and has endorsed repeal. The elimination of the
SOT tax would eliminate the tremendous bureaucracy that is

engaged in attempting to collecting relatively small amounts of

revenue from an estimated 550,000 to 750,000 retail
establishments nationwide. This includes grocery stores,
restaurants, hotels and motels, florists, campgrounds owners,
petrolevim marketers, community service groups and even fraternal
organizations, such as the Veterans of Foreign Wars, Knights of
Columbus, the Polish American League, the Elks, and the American
Legion.

4. Even the BATF director, Stephen Higgins, has explained
the inefficiency of this tax by acknowledging that "the SOT is

collected from members of the industry with whom we otherwise
have little or no contact. Retailers are not required to have
federal licenses or permits." Because of this, SOT taxpayers are
difficult to identify, and man-hours are being used in an often
futile attempt to identify unknown taxpayers when they could be
better directed to more significant BATF enforcement endeavors.

5. Repeal of the SOT would automatically eliminate both
mechanical complexity and record keeping requirements for
hundreds of thousands of businesses. As it stands today, this
tax is the only reason any retailer of alcoholic beverage ever
comes into contact with BATF. There is no gap created by
eliminating the tax.

In conclusion, Mr. Chairman and members of the Committee, on
behalf of the National Grocers Association and other members of
the Special Occupational Tax, we strongly encourage you to
proceed as expeditiously as possible to repeal this outdated,
inefficient and non-essential tax. Thank you for the opportunity
to present our views and work within the democratic process.
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Mr. HOAGLAND. Mr. Millett.

STATEMENT OF DAVID G. MILLETT, TAX MANAGER, IRECO
INC., DYNO NOBEL INC., SALT LAKE CITY, UTAH

Mr. Millett. Yes, Mr. Chairman, I would like tx) thank you and
Cong^'essman Goodlatte, sitting to my left, for this opportunity I

have to represent the explosives industry. Explosive handling vehi-
cles which we are discussed in this legislation are designed to safe-

ly and economically manufacture explosives. Explosive ingredients
are stored in separate compartments on these vehicles in a
nonexplosive state. At the blast site these vehicles load and mix the
explosive ingredients into predrilled boreholes. The primary consid-
eration in the design of these vehicles is safety and manufacturing,
not transportation.
The explosive industry is not seeking special treatment, only fair

treatment. The exemption sought in this legislation is the same ex-

emption that has been granted to other industries. The heavy truck
tax is to compensate the government for the additional wear and
tear these vehicles have on public roads. The explosive industry
agrees with this rationale and is paying the excise tax on the chas-
sis portion of these vehicles. This tax averages between $7,000 to

$10,000 per chassis.

As I mentioned, these units are designed to safely and economi-
cally manufacture explosives, not transportation. Therefore, they
will only average between 60,000 to 70,000 miles during the life of

the equipment. In addition, the explosive industry estimates that
70 percent of all explosive handling vehicles operate totally off road
and are never on public roads. When comparing the amount of ex-

cise tax paid on a usage basis, the explosive industry is currently
paying 30 times the amount of Federal excise tax that the trucking
industry is paying. This legislation will directly impact over 240
companies located in 42 States, as well as indirectly impact mining,
construction, and quarrying industries as well as consumers of

products that are acquired or manufactured with the use of explo-

sives. This legislation is required due to a recent Internal Revenue
Service decision to impose this excise tax on the equipment.

Previously the explosive industry has relied on the 1970s court
case in which the IRS decided not to tax explosive handling vehi-

cles and refunded provisional taxes to the manufacturer. Based on
the IRS's decision to apply retroactive tax treatment on this equip-
ment, small businesses that manufacture this equipment that do
not have the resources to pay the back taxes will possibly be forced

out of business.
The explosive industry believes that the revenue impact of this

legislation will be neutral. However, the Joint Committee on Tax-
ation has estimated the revenue impact of this legislation about
$150,000 per year. Based on exemptions under current regulations
and the fact the IRS has not collected this tax for the last 10 years,

it is questionable that there will be any revenue impact related to

this legislation. If the IRS is successful in collecting this tax, the
increased cost of the equipment will encourage the use of alter-

native means of manufacturing explosives and thus jeopardize the
safety features built into explosives handling vehicles.
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For the past 25 years the U.S. manufacturers of this highly spe-

ciahzed equipment have held a dominant position in both domestic
and foreign markets. To impose this tax and apply retroactive

treatment will rob these companies of the necessary working cap-

ital needed to fund further research and development and thus the
loss of U.S. manufacturing jobs. This is not a new issue. This was
proposed as an amendment to H.R. 11 and was passed as part of

the conference report last year. As you know, H.R. 11 was vetoed
by the President.

Despite the exemption this legislation seeks, explosive handling
vehicles will still be subject to excise tax since the FET of $7,000
to $10,000 will continue to be paid on each chassis portion of the
new vehicles. In fact, there is a potential that there may be a loss

of Federal revenues if companies select to refurbish existing older

units rather than purchase new ones.

Finally, this legislation makes economic sense. The current gen-
erations of explosive technology and explosives handling vehicle

technology used throughout the world was developed in the United
States, and the U.S. technology has continued to be the best in the
world. The U.S. manufacturers of this equipment control the do-

mestic market for this equipment and are increasing foreign mar-
ket share every year. Taxing the lifeblood out of these small busi-

nesses that manufacture this specialized equipment could jeopard-
ize our market share in foreign markets and invite foreign competi-
tion.

Last year Congress realized this legislation was good policy and
included it in the tax bill. We ask that history be repeated to pro-

vide fair treatment for these industries that are so vital to the
economy of our country.
Mr. HOAGLAND. Thank you, Mr. Millett.

[The prepared statement and attachments follow:]
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STATEMENT OF IRECO INC./DYNO NOBEL INC.

ZMTRODnCTZON OF LEGZSLATIOM TO EXEMPT EXPLOSIVES
HAMDLZNG VEHICLES FROM FEDEBAL EXCISE TAX

This testimony identifies the key aspects of the legislation to
exempt bulk explosives handling vehicles [EHV] from the federal
excise tax [FET] imposed under Internal Revenue Code 4051, also
known as the "heavy truck tax."

Explosive handling vehicles are designed to safely, and
economically manufacture explosives. Explosives ingredients are
stored in separate compartments on these vehicles in a non-
explosive state. At the blast site these vehicles, mix and load the
explosives ingredients into pre-drilled bore holes. The primary
consideration in the design of these vehicles is safety and
manufacturing, not transportation.

The explosives industry is not seeking special treatment, but only
fair treatment . The exemption sought in this legislation is the
same exemption that has been granted to other industries. The heavy
truck tax is to compensate the government for the additional wear
and tear that these vehicles have on public roads. The explosives
industry agrees with this rational, and is paying the excise tax on
the chassis portion of these vehicles. This tax averages between
$7,000 to $10,000 per chassis. These units are designed to safely
manufacture explosives, not for transportation, and therefore will
only average 60,000 to 70,000 miles during the life of the
equipment. In addition, the explosives industry estimates that 70%
of EHV's operate off-road, and are never on pubic roads. When
comparing the amount of excise tax paid on a usage basis, the
explosives industry is currently paying 30 times the amount of FET
that other industries are paying.

This legislation will directly impact over 240 companies located in
forty two states, as well as indirectly impact mining,
construction, and quarrying industries, as well as consumers of
products that are manufactured or acquired with the use of
explosives. This legislation is required due to a recent Internal
Revenue Service [IRS] decision to impose the excise tax on this
equipment. Previously the explosives industry has relied on a
1970 's court case in which the IRS decided not to tax EHV's and
refunded provisional taxes to the vehicle manufacturer. Based on
the IRS's decision to apply retroactive tax treatment on this
equipment, small businesses that manufacture thii equipment and do
not have the resource to pay back taxes may possibly be forced out
of business. I

The explosives industry believes that the revenue impact of this
legislation would be neutral. However, the Joint Committee on
Taxation has estimated that the revenue impact of this legislation
would be $150,000 per year. Based on exemptions under current
regulations, and the fact that the IRS has not collected this tax,
it is questionable that there will be any revenue impact related to
this legislation. If the IRS is successful in the collection of the
tax, the increased costs of this equipment will encourage the use
of alternative means of manufacturing explosives, and thus
jeopardize the safety features built into EHV's. For the past
twenty years the U.S. manufacturers of this highly specialized
equipment have held a dominant position in both the domestic, and
foreign markets. To impose this tax, and apply retroactive
treatment will rob these companies of the working capital needed to
fund future research, and thus invite foreign competition, and the
loss of U.S. manufacturing jobs.

This is not a new issue. Last year Senator Hatch of Utah offered an
amendment to exempt explosives handling vehicles from FET which was
passed as part of the conference report to H.R. 11. As you are
aware, last years tax bill was vetoed by the President for other
reasons.
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The exemption sought in this legislation is the seune exemption that
has been granted to the cement industry. Under current regulations
the bodies of cement mixers are exempt from the heavy truck tax.
The manufacturing function of a cement mixer, and an EHV is
strikingly similar, (appendix 1) . Cement mixers blend the raw
ingredients water, sand, gravel, and cement to manufacture
concrete. EHV's blend the components of explosives, iunmonium
nitrate, fuel oil, and other trace ingredients to manufacture
explosives. In some instances conventional bowl type cement mixers
are used to manufacture bulk blasting agents. There are modern site
mix cement trucks that like EHV's transport the raw ingredients for
concrete, and then perform the manufacturing process at the job
site. Granting an exemption to the cement industry, and not the
explosives industry is arbitrary, and discriminating.

Based on the rational for current regulations, the explosives
industry has a much stronger case for exemption than the cement
industry. Unlike cement trucks that spend the majority of their
time on public roads, EHV's are designed solely for the preparation
of explosives mixtures used in commercial blasting applications.
These operations are always off-road due to hazards to people and
property caused by vibrations and fly-rock. The explosives industry
estimates that 70% of all EHV's operate totally off-road. The
remaining 30% spend more than half of their time off-road .

There are many different designs of EHV's dependant upon the type
and complexity of the explosives mixtures that they are to
manufacture. Many of the EHV's used in the United States are not
suited for highway use. Due to weight and maneuverfibility
restrictions, nigh operating costs, and limited carrying capacity,
it is not practical to transport product with these vehicles on the
highways. In some instances remote sites, (EHV support sites) are
set-up directly at the mine, or job site, (appendix 2). The raw
ingredients for the explosives are transported to the EHV support
site in large tanker trailers. Like the chassis of the EHV, the
explosives industry pays the excise tax on these tanker trailers.
In preparation for a blasting job the EHV operator will load
compartments in the EHV with the necessary raw ingredients. Only at
the bore hole are these ingredients manufactured into explosives.
EHV's travel an average of 5,000 to 7,000 miles per year. The
majority of an EHV's time is spent in the field manufacturing
explosives. When EHV's are retired from operation they have limited
value and are not suited for transportation functions. Due to the
structural modifications, and the amount of hours that the units
have operated, they could not be refitted for transportation
functions without excessive costs.

The explosives industry has and will continue to pay the excise tax
9n ttlg gh^gsjs portion Oi the EHV, ii is onlv the body or
manMfggtMfinq pgrtion of th^ v^higle that win bg gX^WPt. Based on
a comparison of the heavy truck tax calculated on a usage basis,
the explosives industry is paying 30 time the amount of excise tax
that the trucking industry is currently paying. The reason for the
disparity is the result of the limited miles that these units
operate on public roads. A standard highway tractor will travel in
excess of a million miles on public roads before it is retired from
service, dividing the amount of heavy truck tax paid at the time
the truck was purchased by the total miles traveled, equates to a
tax of less than one cent per mile. In comparison an EHV will
travel less than one hundred thousand miles, seventy percent of
which are off-road. This same calculation for an EHV results in a
tax of about thirty cents per mile, (appendix 3) . The explosives
industry is not asking for an exemption on the chassis portion.
This analysis is only to show the amount of tax we are currently
paying related to other industries. The fact that the trucking
industry is paving less than one cent per mile, and the explosives
industry is paving thirty cents per mile i s once again arbitrary
and discriminating.
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The only reason that Congress must take action on this matter to
enact a specific exemption for explosives handling vehicles is
because the IRS in now starting to pursue the manufacturer of this
specialized equipment for back and present taxes. The industry has
relied on an IRS tax case from the 1970 's in which the IRS decided
not to tax EHV's and returned provisional taxes to the
manufacturer. The IRS is now relying on a 1979 revenue ruling, 79-
191, which held that the mixing units which were attached to a
standard flat bed highway chassis were subject to FET.

The equipment revenue ruling 79-191 addressed was based on a style
of vehicles used 15 years ago and which are no longer in use. The
storage containers on those trucks could be removed, and once
removed the flat bed truck could be used for other purposes. This
is not the case with modern more sophisticated explosives handling
vehicles which have been modified for one singular use-to mix
explosives. In 1991 an IRS technical advice memorandum [TAM] cited
the 1979 ruling as grounds for taxing the current generation of
explosives handling vehicles. However the TAM relied on the 1970-
era vehicle, rather than the modem version.

The explosives industry agrees with the 1979 revenue ruling, as it
pertained to the ecjuipment in question. In meetings with the IRS
the explosives industry has shown the significant differences
between the vehicles addressed in 79-191, and the current design of
these vehicles. Once the body, or manufacturing portion of an EHV
is removed, the chassis is not suited for any other function. The
costs to convert an EHV chassis to a highway vehicle are so great
it would be impractical to do so.

There is even disagreement and uncertainty in the field among IRS
agents as to the taxability of this equipment. In some states IRS
agents have decided the body or mixing equipment is exempt from
FET, while in others, agents are going forward with collection of
taxes, both past and present. This issue illustrates the
uncertainty which exists regarding the taxability of EHV's.

Currently the manufacturer of this specialized ecpjipment is
appealing the determination of the IRS that this equipment is FET
taxable. There is uncertainty as to the outcome of the appeal.
There are several instances where the courts have ruled dual use
vehicles, such as EHV's are not subject to the excise tax.

The IRS has missed the point related to the taxability of this
equipment, and are taking a literal interpretation of the
regulations. The position of the IRS is; if the equipment is
capable of being registered for highway use, it is taxable. This
position is inconsistent with the above mentioned court case where
similar equipment which was fully licensed for highway use was
determined to be tax exempt. Additionally, for ecjuipment to be
legally on the highways in most states it must pass safety
inspections. 20% of EHV's will not pass inspection for highway use,
yet they could legally be registered. In addition, the fact that
70% of these vehicles operate off-road has not been taken into
consideration.

The tax impact related to this legislation is almost negligible.
The explosives industry believes that this legislation will in
actuality be tax neutral. Despite the exemption this legislation
seeks, the EHV will still be subject to excise tax since the FET of
$7,000 to $10,000 will continue to be paid on each chassis portion
of new vehicles. In fact there is a potential that there may be a
loss of federal revenue if companies select to refurbish existing
older units rather that purchase new ones.



As discussed previously, there are companies currently using cement
mixers to manufacture explosives. If additional taxes charged on
EHV's that are not charged on cement mixers this trend will
continue. Cement mixers are capzUsle of manufacturing ANFO, and
other bulk blasting agents however, it does not make economic
sense to force companies to use inferior equipment solely for the
sake of collecting taxes when there is better, and safer equipment
svailahle.

Finally, this legislation makes economic sense. The current
generation of explosives technology, and EHV technology used
through out the world was developed in the United States, and the
U.S. technology continues to be the best in the world. The U.S.
manufacturers of this equipment control the domestic market for
this equipment, and are increasing foreign market share. Taxing the
life blood out of these small businesses that manufacture this
specialized equipment could jeopardize our market share in foreign
markets, and invite foreign competition.

Last year congress realized the this legislation was good policy,
and included it in the tax bill. We ask that history be repeated to
provide fair treatment for these industries that are so vital to
the economy of our country.
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Appendix 1

BODYUSEDTO PROCESS CONCRETE BODY USEDTO PROCESS EXPLOSIVES

Cement mixer bodies are exempt from excise tax. This exemption
should also apply to EHV's since the equipment is similar in design
and function as shown in the above photographs, and EHV's use
public highways much less than cement mixers. Unfair taxation of
EHV's could result in increased use of cement mixers for mixing
explosives which raises serious safety concerns, does not increase
tax revenues, would lead to less research and development of
explosives handling technology, and result in the loss of export
sales and manufacturing jobs.
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FEDERAL EXCISE TAX [FET]
(based on tax/mile)

Appendix 3

Dollars Per Mile

QpET/Mile*

FET/Mile

Highway Tractor EHV Chassis

Based od chassis, aad body

This graph illustrates the disparity in the aunount of excise tax
per mile that the explosives industry is paying compared to the
amount of tax that the trucking industry is paying. These
calculations are based on the eunount of excise tax paid divided by
the average highway miles the vehicle will travel. The reason for
the significant difference is caused by the limited amount of miles
that the explosives handling vehicles, [EHV] send on public roads.
EHV's are designed primarily for safety, and manufacturing
considerations, not transportation. The limited carrying capacity,
and poor maneuverability of these vehicles makes them poorly suited
for highway transportation.

As depicted in the graph the explosives industry is paying
approximately 30 cents per highway mile on the chassis portion of
these vehicles. The industry is not asking for exemption of this
tax, but only asking for an exemption on the body or manufacturing
portion of the vehicle.
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IRECQ Incorporated

Eleventh Floor Crossroads Tower

Sail Lake City, Utah USA 84144 0103

Telephone (801) 364 4800

Telefax (801)328-6452

June 24, 1993

Mr. Charles B. Rangel
Committee on Ways and Means
1105 Longworth, H.O.B.
Washington, DC 20515-6350

Dear Mr. Rangel:

Last Tuesday, June 2 2nd I had the opportunity to testify
before the Sub-Committee on Select Revenue Measurers regarding an
exemption for explosives handling vehicles, [EHV] from Federal
Excise Tax. It was not until after my testimony that I was able to
review Treasury's testimony relating to this exemption. The
Treasury was misstated, and I would like to clarify the explosives
industry's position on the two items in the treasury's testimony.

Based on provisions under existing regulations the explosives
industry believes that EHV's meet the current criteria for
exemption from FET. The reason that we are asking Congress for this
exemption is because the IRS is now pursuing the manufacturers of
this equipment for both current and back FET. In a 1979 revenue
ruling the IRS determined that a different type of equipment used
to manufacture explosives was subject to FET. The equipment
identified in the 1979 ruling has not been used in the U.S. for the
past ten years. When considering the taxability of current EHV's
the IRS only reviewed the 1979 ruling, and did not take into
consideration the differences between the two vehicles.

The treasury also indicated that the "retroactive date is
inappropriate because it rewards noncompliant taxpayers, and
penalizes taxpayers who complied with present tax law." This is
inappropriate since not one of the companies manufacturing EHV's
are currently paying this excise tax. As to the fact that present
law applies to EHV's is the IRS's interpretation of the
regulations, obviously the explosives industry disagrees with this
interpretation. This is a new attempt by the IRS to collect excise
tax on this equipment.

In attempting to collect tax on the manufacturing or body portion
of the EHV, the IRS must first classify the components of these
vehicles as either manufacturing or transportation related. This
is not possible since these functions are mutually dependant. To
separate these functions would be the equivalent of trying to
manufacture concrete without a mixer. In addition the IRS has not
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addressed the fact that 70% of these vehicles do not travel on
public roads, and of the remaining 3 0% that do travel on public
roads, half of their time is spent off-road.

One other item the IRS has not taken into consideration, is the
amount of excise tax the explosives industry is paying compared to
other industries. The excise tax is based on the sales price of the
vehicle, as such the excise tax paid on the chassis portion of an
EHV is equivalent to the tax paid on a highway tractor. EHV's
travel limited miles on public roads, (less than 30,000 miles per
EHV) . Comparing the excise tax on a usage basis, the explosives
industry is paying 30 times the amount of tax paid by the trucking
industry.

I am concerned that if the IRS is successful in their pursuit of
these taxes the largest U.S. manufacturer of EHV's will be forced
out of business. In order to survive in a global explosives market,
it is essential to IRECO that we have the most accurate, and
technologically advanced equipment possible. Forcing this EHV
manufacturer out of business would be devastating to the U.S.
mining, quarrying, and construction industries, not to mention the
loss of U.S. jobs and technology.

I urge you to support this exemption. We are not asking for special
treatment, only fair treatment.

Thank you for the opportunity you gave me to testify, I will be
happy to answer any questions that you may have regarding this
legislation.

Sincerely,

David G. Millett
Tax Manager, IRECO Inc./Dyno Nobel Inc
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Mr. HOAGLAND. Mr. Girard.

STATEMENT OF WILLIAM C. "CHRIS" GIRARD, PRESIDENT AND
CHIEF EXECUTIVE OFFICER, PLAID PANTRIES, BEAVERTON,
OREG., ON BEHALF OF NATIONAL ASSOCIATION OF CONVEN-
IENCE STORES
Mr. Girard. Good afternoon, Mr. Chairman and members of the

committee, my name is Chris Girard, and I am president of Plaid
Pantries, Inc., a 100-store convenience store chain in Portland,
Oreg. I would like to shift back to the topic that the gentleman on
my left was talking about, which is the special occupational tax on
alcohol.

I am here today representing my company and the National As-
sociation of Convenience Stores. Before I begin, Mr. Chairman, I

have a letter here that shows the number of organizations that are
also supporting the repeal of this tax. I would like to enter that in

the record if I could.

Mr. HOAGLAND. Yes.

Mr. Girard. Mr. Chairman, next week I will sign a check from
a relatively small company for $26,000 payable to the U.S. Govern-
ment and, frankly, I don't know why or for what. This bill is due
every year at this time and it goes toward what is known as the
special occupational tax or SOT. But to my knowledge my company
has never been visited by any BATF officer or received any services

at our stores. This money, $26,000, may not seem like a lot to the
committee, but considering that convenience stores have, on aver-
age, a profit margin of only $8,200 annually, this money could be
put to much better use such as reinvestment in the company or

creating jobs.

I am here today to ask the subcommittee to pass a proposal
being sponsored by Congressman Kopetski that would repeal this

inequitable tax. As you know this tax was increased fivefold with-
out notice as a part of the Budget Reconciliation Act of 1987. My
100 Plaid Pantry stores that sell only beer prior to 1987 paid $24
per store. Following the Reconciliation Act that year the price tag
was increased to $250. Clearly, the retail segment, whether it is a
convenience store or a grocery store like my friend next to me, has
been hit hard bv this tax. I suspect that there is an administrative
function funded by this tax that certainly didn't experience any-
where near this type of growth, but that the funds were used to

increase general revenues, revenues not readily visible to the gen-
eral public and which provide no tangible benefits to retailers.

While I am not certain that anyone who pays this tax derives
any direct benefit, it is clear to me that when I compare my bill

to that, say, of a brewery, an entire brewery, the inequity becomes
clear. Only four of my convenience stores pay as much as one en-
tire brewery, an enterprise that derives 100 percent of its income
from the sale of alcohol.

Mr. Chairman, I also want to use this opportunity before your
subcommittee to underscore the precarious financial picture that
small businesses like Plaid Pantries face, and the burden that the
SOT and taxes like it place on us. These taxes come at a time when
small businesses are attempting to deal with escalating health in-

surance costs, tremendous expenses relating to EPA compliance in
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our gasoline installations, potential increase in the minimum wage,
and rising business costs in general.
Why should this be important to your subcommittee? Very sim-

ply, even apparently innocuous taxes such as the SOT can ad-
versely impact many small businesses that are already operating
on the margin of survival. A few minutes ago I mentioned a figure
$8,200. This modest sum is the profit that the average convenience
store made for the entire year of 1992. That is all, Mr. Chairman,
just $8,200. In generating this profit, and this is a key point, the
store required and supported what, to me, is an incredible payroll
of $120,000, including payroll taxes. Social Security and health in-

surance. $87,000 was direct store labor for each individual store
with an additional $32,000 to support the supervisory personnel.
Incidentally, this average store paid over $10,000 in various gov-
ernment taxes, fees and assessments. In other words, it paid
$2,000 more in taxes than the profits of the store.

I am including an addendum in my written remarks showing ex-
amples of the multitude of tax and fee items required just to open
the doors for business. Still, you may say, what is the problem with
a seemingly small $250 tax here and there. $8,200 ought to be able
to cover it. But the problem is that we and all other enterprises
don't have a bunch of identical units out there generating exactly
$8,200. If you look at a sample distribution of typical stores, you
will see a huge variance from the most to the least profitable, typi-

cally over $100,000 profit at the top end down to a number of break
even stores, even a few that are losing a little money. The point
of this data is to focus on the jobs that my business and others gen-
erate and the impact that taxes like the SOT can have, especially
on all those stores operating on the margin of being able to stay
open and compete, or forced to close their doors.

In 1989, Mr. Chairman, when I joined Plaid Pantries, the com-
pany was teetering on the edge of financial ruin. We simply had
too many stores that could not cover all operating costs. The fixed
costs category, which includes the more than $10,000 annually in

taxes that I mentioned, at least contributed to Plaid Pantries hav-
ing to file Chapter 11 bankruptcy. When the dust cleared, we
ended up with 70 fewer stores out of 170. Over a third of the com-
pany was gone, and most devastating, more than 600 people were
out of work. Just think of the social costs associated with these un-
employed workers; unemployment, food stamps, lost revenue to the
State and Federal Government. Former payers into the social in-

surance system are transformed into users of the system.
It is important to note that these lost jobs are not "junk jobs."

I put that in quotes. We have many employees who earn from 25
cents to several dollars above the minimum wage. We hire many
part-time employees who are looking for flexible employment, stu-
dents seeking to defray education costs, retirees looking to keep ac-
tive and make a few dollars on the side. Many of our entry level

employees move up into our company into very well paid manage-
rial positions.

The point, Mr. Chairman, is that the SOT has an effect on jobs.

With 68,000 convenience stores in the United States, probably a
conservative estimate, my industry pays $17 million in this tax
alone. If just 1 percent of these stores on the margin go under due
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to the tax burden of the SOT and similar taxes, we destroy nearly

$60 million in payroll.

In summary, Mr. Chairman, the SOT destroys jobs. It is a bur-

den on small business, and I hope you will repeal it this session

of Congress. Thank you very much.
Mr. HoAGLAND. Thank you, Mr. Girard. Your list of organiza-

tions supporting the repeal will be made part of the record without
objection.

[The prepared statement and attachment follow:]
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STATEMENT OF WILLIAM C. "CHRIS" GIRARD
PRESIDENT AND CEO
PLAID PANTRIES, BEAVERTON OREGON

GOOD AFTERNOON MR. CHAIRMAN AND MEMBERS OF THE COMMITTEE. MY NAME
IS CHRIS GIRARD. AND I AM PRESIDENT OF PLAID PANTRIES, INC. A 100 STORE
CHAIN OF CONVENIENCE STORES BASED IN PORTLAND, OREGON. I AM HERE
TODAY REPRESENTING MY COMPANY AND THE NATIONAL ASSOCIATION OF
CONVENIENCE STORES.

BEFORE I BEGIN MR.CHAIRMAN, I ALSO WOULD LIKE TO GET PERMISSION TO ADD
THIS LETTER FROM ALL GROUPS SUPPORTING REPEAL OF THE S.O.T. TO THE
RECORD.

MR. CHAIRMAN, NEXT WEEK I WILL SIGN A CHECK FOR $26,000 PAYABLE TO THE
U.S. GOVERNMENT. AND, FRANKLY I REALLY DONT KNOW WHY OR FOR WHAT .

THIS BILL IS DUE EVERY YEAR AT THIS TIME AND GOES TOWARDS WHAT IS

KNOWN AS THE SPECL\L OCCUPATIONAL TAX ON ALCOHOL, OR "S.O.T." BUT, TO
MY KNOWLEDGE MY COMPANY HAS NEVER RECEIVED ANY BATE SERVICES NOR
HAVE WE EVER SEEN A BATE OFHCER IN ANY OF OUR STORES.

THIS MONEY - $26,000 - MAY NOT SEEM LIKE A LOT TO THE COMMriTEE, BUT
CONSIDERING THAT CONVENIENCE STORES HAVE, ON AVERAGE, A PROFIT
MARGIN OF ONLY $8,200, THIS MONEY COULD BE PUT TO MUCH BETTER USE,
SUCH AS REINVESTMENT OR CREATING NEW JOBS.

I AM HERE TODAY TO ASK THIS SUBCOMMITTEE TO PASS A PROPOSAL BEING
SPONSORED BY CONGRESSMAN KOPETSKI THAT WOULD REPEAL THIS
INEQUITABLE TAX. AS YOU KNOW, THIS TAX WAS INCREASED FIVE-FOLD,
WITHOUT NOTICE, AS PART OF THE BUDGET RECONCILIATION ACT OF 1987.

MY 100 PLAID PANTRY STORES THAT SELL ONLY BEER, PRIOR TO 1987 PAID $24
PER STORE. FOLLOWING THE RECONCILIATION ACT THAT YEAR, THE PRICE TAG
WAS INCREASED TO $250 PER STORE. CLEARLY, THE RETAIL SEGMENT, WHETHER
ITS A CONVENIENCE STORE, OR LIKE THE GENTLEMAN NEXT TO ME - A GROCERY
STORE -- HAVE BEEN HARD HIT BY THIS TAX.

I SUSPECT THAT IF THERE IS AN ADMINISTRATIVE FUNCTION FUNDED BY THIS
TAX, IT DID NOT EXPERIENCE ANYWHERE NEAR THIS TYPE OF GROWTH, BUT
THAT THE FUNDS WERE USED TO INCREASE GENERAL REVENUES ... REVENUES
THAT ARE NOT READILY VISIBLE TO THE GENERAL PUBLIC AND WHICH PROVIDE
NO TANGIBLE BENEFIT TO RETAILERS.

WHILE FM NOT CERTAIN THAT ANYONE WHO PAYS THIS TAX DERIVES ANY
DIRECT BENEFIT. IT IS CLEAR TO ME THAT WHEN I COMPARE MY BILL TO THAT OF
SAY, A BREWERY, THE INEQUITY OF THE TAX RATE BECOMES CLEAR. ONLY FOUR
OF MY CONVENIENCE STORES PAY AS MUCH AS ONE ENTIRE BREWERY - AN
ENTERPRISE THAT DERIVES 100% OF ITS INCOME FROM THE SALE OF ALCOHOL.

MR. CHAIRMAN I ALSO WANT TO USE THIS OPPORTUNITY BEFORE YOUR
SUBCOMMITTEE TO UNDERSCORE THE PRECARIOUS FINANCIAL PICTURE THAT
SMALL BUSINESSES, LIKE PLAID PANTRIES FACE, AND THE BURDEN THAT THE
S.O.T. AND TAXES LIKE IT PLACE ON US.

THE S.O.T. AND OTHER TAXES COME AT A TIME WHEN SMALL BUSINESSES ARE
ATTEMPTING TO DEAL WITH ESCALATING HEALTH INSURANCE COSTS,
TREMENDOUS EXPENSES RELATING TO EPA COMPLL\NCE AT OUR GASOLINE
INSTALLATIONS, A POTENTIAL INCREASE IN THE MINIMUM WAGE AND RISING
BUSINESS COSTS IN GENERAL.

WHY SHOULD THIS BE IMPORTANT TO YOUR SUBCOMMITTEE? VERY SIMPLY,
EVEN APPARENTLY INNOCUOUS TAXES SUCH AS THE SOT CAN ADVERSELY
IMPACT MANY SMALL BUSINESSES THAT ALREADY ARE OPERATING ON THE
MARGIN OF SURVIVAL.

A FEW MINUTES AGO I MENTIONED THE HGURE OF $8,200. THIS MODEST SUM IS

THE PROFIT THAT THE AVERAGE CONVENIENCE STOREMADE IN 1992. THAT'S ALL
MR. CHAIRMAN - JUST $8,200.

IN GENERATING THIS PROFIT. THE STORE REQUIRED AND SUPPORTED A
RELATIVELY INCREDIBLE PAYROLL HGURE OF $120,000, INCLUDING PAYROLL
TAXES, SOOAL SECURITY AND HEALTH INSURANCE ... $87,000 OF THIS IS DIRECT
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STORE LABOR, WITH AN ADDITIONAL $32,000 IN SUPPORT AND SUPERVISORY
PERSONNEL.

AND, INCIDENTALLY, TfflS AVERAGE STORE PAID OVER $10,000 IN VARIOUS
GOVERNMENT TAXES, FEES AND ASSESSMENTS ... $2,000 MORE THAN IT
GENERATED IN TOTAL PROFITS ! I HAVE INCLUDED AN ADDENDUM IN MY
WRITTEN REMARKS SHOWING EXAMPLES OF THE MULTITUDE OF TAX AND FEE
ITEMS REQUIRED JUST TO OPEN THE DOORS FOR BUSINESS.

STILL, YOU MAY SAYWHAT IS THE PROBLEM WITH A SEEMINGLY SMALL $250 TAX
HERE AND THERE ... $8,200 OUGHT TO BE ABLE TO SUPPORT THIS. BUT THE
PROBLEM IS THAT WE AND ALL OTHER ENTERPRISES DONT HAVE A BUNCH OF
IDENTICAL UNITS OUT THERE GENERATING $8,200.

IF YOU LOOK AT A SAMPLE DISTRIBUTION OF TYPICAL STORES. YOU WILL SEE A
HUGE VARL\NCE FROM THE MOST TO LEAST PROFITABLE. TYPICALLY, OVER A
HUNDRED THOUSAND DOLLARS PROFIT AT THE TOP END, DOWN TO A NUMBER OF
"BREAK-EVEN" STORES OR EVEN A FEW LOSING A LITTLE MONEY.

THE POINT OF THIS DATA IS TO FOCUS ON THE JOBS THAT MY BUSINESS AND
OTHERS GENERATE AND THE IMPACT THAT TAXES LIKE THE SOT, CAN HAVE,
ESPECIALLY ON ALL THOSE STORES OPERATING ON THE MARGIN OF BEING ABLE
TO COMPETE OR FORCED TO CLOSE THEIR DOORS.

IN 1989, MR. CHAIRMAN, WHEN I JOINED PLAID PANTRIES, THE COMPANY WAS
TEETERING ON THE EDGE OF FINANCIAL RUIN -- WE SIMPLY HAD TOO MANY
STORES THAT COULD NOT COVER ALL OPERATING COSTS. THE FIXED COST
CATEGORY WHICH INCLUDES THE MORE THAN $10,000 ANNUALLY IN TAXES
THAT I MENTIONED EARLIER CONTRIBUTED TO PLAID PANTRIES HAVING TO FILE
CHAPTER 1 1 BANKRUPTCY.

WHEN THE DUST CLEARED WE ENDED UP WITH 70 FEWER STORES ... OVER A
THIRD OF THE COMPANY GONE ... AND MOST DEVASTATING ... MORE THAN 600
EMPLOYEES OUT OF WORK JUST THINK OF THE SOCL\L COSTS ASSOCIATED WITH
THESE UNEMPLOYED WORKERS .... UNEMPLOYMENT COMPENSATION, FOOD
STAMPS, AND LOST REVENUE FOR THE STATE AND FEDERAL GOVERNMENT.
FORMER PAYERS INTO THE SOCIAL INSURANCE SYSTEM ARE TRANSFORMED INTO
USERS OF THE SYSTEM.

AND, IT'S IMPORTANT TO NOTE THAT THESE LOST JOBS ARE NOT "JUNK" JOBS. WE
HAVE MANY EMPLOYEES WHO EARN 25 CENTS TO SEVERAL DOLLARS ABOVE THE
MINIMUM WAGE. WE HIRE MANY PART-TIME EMPLOYEES WHO ARE LOOKING FOR
FLEXIBLE EMPLOYMENT, STUDENTS SEEKING TO DEFRAY EDUCATION COSTS,
AND RETIREES LOOKING TO KEEP ACTIVE AND MAKE A FEW DOLLARS. MANY OF
OUR ENTRY LEVEL EMPLOYEES MOVE UP IN OUR COMPANY TO VERY WELL PAID
MANAGERIAL POSITIONS.

THE POINT, MR. CHAIRMAN. IS THAT THE SOT HAS AN EFFECT ON JOBS. WITH
68,000 CONVENIENCE STORES IN THE U.S. - A CONSERVATIVE ESTIMATE ~ MY
INDUSTRY PAYS $17 MILLION IN THIS TAX ALONE. IF JUST ONE PERCENT OF
THESE STORES GO UNDER DUE TO THE HEAVY TAX BURDEN OF THE S.O.T., AND
NO SIMILAR TAXES. WE DESTROY NEARLY $60 MILLION DOLLARS IN PAYROLL.

IN SUMMARY MR. CHAIRMAN THE S.O.T. DESTROYS JOBS. ITS A BURDEN ON
SMALL BUSINESSES AND I HOPE THAT YOU WILL REPEAL IT THIS SESSION OF
CONGRESS.
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TAX AND FEE ITEMS REQUIRED TO OPEN A BUSINESS

ALL LOCATIONS

• Federal Special Stamp Tax

• State Personal Property Tax

• State Real Property Tax

• City Business License

WASHINGTON LOCATIONS

• City Grocery License

• City or County Tobacco License

• County Department of Health Food Service Establishment Permit

(Processed Meat Sellers License)

• County Fire Marshall Fees for Operation of Equipment in

Conjunction with Storage, Handling, Use or Sale of

Flammable/Combustible Liquids

• Air Pollution Control Authority Registration Fee

• Department of Ecology Underground Storage Tank Registration Fee

• State Master License which includes endorsement for.

Cigarette Retailer

Beer Off - Premises

Wine Off - Premises

Shopkeeper
Lottery Retailer

• Business & Occupational Tax

• Litter Tax

OREGON LOCATIONS

• City Business Tax

• City Fire Bureau Hazardous Substance Fee

• State Department of Environmental Quahty Retailer Marketing Fee

to Sell Alcohol Gas

• Department of Environmental Quahty Underground Storage Tank

Permits

• State Board of Pharmacy License

• State Department of Agriculture Food EstabUshment License

• Department of Agriculture Measuring Device Fee for Remote

Readouts

• State Liquor License

• City Endorsement Fee for State Liquor License

• County Endorsement Fee for State Liquor License
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Organizations Supporting RepealOf The

S fecial Occupational TaxOn Alcohol

June 22, 1993

The organizations listed below supfXJrt efforts to repeal the Special Occupational Tax on Alcohol (SOT) on aU

businesses that sell, manufacture, serve, or distribute alcohol beverages.

The SOT is an antiquated form of taxation that is imposed annually by the federal government. Although the

SOT dates back to the civil war, it was not a major issue until the 1987 Budget Reconciliation Bill dramatically

increased the fees for retailers, wholesalers and manufacturers by as much as 1000 percent in some cases.

The increase has fallen particularly hard on many small businesses. Whether it is a "mom and pop" food store, a

family-owned and operated winery, a bed and breakfast inn that offers a complimentary glass of wine, or a

campground or other seasonal facility opened only during certain months, these businesses, which create numer-

ous employment opportunities, are unreasonably burdened by this annual tax.

With the 1991 hike in federal excise taxes on beer, wine and spirits, as well as increases in state taxes, the

continued application of the SOT further diminishes the profitability that businesses depend on for survival.

In fact, the businesses subjea to the SOT already contribute, in a significant way, to both state and federal

revenues through other established tax requirements.

The General Accounting Office has, on numerous occasions, analyzed this issue and concluded that the SOT is

inequitable, cosUy to administer, and should be repealed. Last year, the House Ways and Means Committee

supported a similar repeal proposal sponsored by Representative Robert Matsui (D-CA).

Sincerely,

American Hotel and Motel Association

American Vintners Association

Bed and Breakfast Association of Virginia

Benevolent and Protective Order of Elks

Beer Institute

Distilled Spirits Council of the United States

Florists' Transworid Delivery Association

Food Marketing Institute

Moose Intemational

Natioiul Association of Beverage Retailers

National Association of Chain Dmg Stores

National Association of Convenience Stores

National Association of Retail Druggists

National Beer Wholesalers Association

National Campground Owners Association

National Licensed Beverage Association

National Restaurant Association

National Wine Coalition

The National Club Association

National Council of Chain Restaurants

National Grocers Association

Knights of Pythias

Petioleum Marketers Association of America

Professional Association of Innkeepers International

Society of American Florists

The Wine Institute

Wine and Spirits Wholesalers of America, Inc.



545

Mr. HOAGLAND. Mr. Neal.

Mr. Neal. Thank you, Mr. Chairman. A couple questions for Mr.
Lovain. A number of Massachusetts exporters and officials of the

port authority have indicated to us that the harbor maintenance
tax in its current form hinders their competitiveness in world mar-
kets. Could you lay that out for the members of the subcommittee.
Mr. Lovain. Certainly. It is a substantial part of the transpor-

tation cost for many exporters, for example. There is one company
I know of that deals with precious metals. The harbor maintenance
tax is half of its transportation costs, the harbor maintenance tax

alone. When you deal with bulk commodities, pennies can make a
difference in whether you have a sale or not. A tax of this size on

exports in the competitive international marketplace can make a

great deal of difference to exporters.

Mr. Neal. Could you explain how the tax affects U.S. manufac-
turers who compete in the world markets and those who must im-

port raw materials.

Mr. Lovain. They have the added cost on the raw materials im-

ported. The harbor maintenance tax increases that cost to them,
and then when they export again there is the additional cost of the

harbor maintenance tax on the export of the processed product. All

of these things make it harder to compete against foreign competi-

tors that don't face that kind of charge.

Mr. Neal. I just want to point out for the record, too, that my
district is 100 miles removed from a harbor in Boston, but I do

think it is terribly important to the entire economy of the State of

Massachusetts and indeed to New England. Logan Airport, for ex-

ample, is critical to the success of the entire New England econ-

omy. I think we ought to make sure that is on the record. Thank
you, Mr. Lovain.

Mr. HOAGLAND. Mr. Kopetski.

Mr. Kopetski. Mr. Chairman, Chris Girard is President and
CEO for Plaid Pantries which is an Oregon-based company, located

in Beaverton, Oregon, which is not in my congressional district ei-

ther, but he has brought an old issue to the members of this com-
mittee. Last year the committee unanimously adopted a measure
to repeal the SOTs which was taken up under the suspension cal-

endar. I want to reemphasize a point from Mr. Girard's testimony

about the burden of this tax on small businesses.

As you were saying, a business has to pay $250 per location no

matter what income it receives from the sale or distribution of alco-

hol. According to Oregon's bed and breakfast guild, even if they

give a guest, say, a complimentary glass of Oregon wine, for exam-
ple, they are subjected to the tax; is that not correct?

Mr. Girard. That is correct. That is my understanding.
Mr. Kopetski. So I have heard from a number of constituents

and small businesses, I think people tend to think of this just as,

in terms of large grocery stores or even convenience stores, but it

is anybody is impacted by this at $250 a pop, and yet there is no

benefit received from this tax in terms of government service. It is

pure revenue raising; is that your understanding?
Mr. Girard. That is correct. I literally don't know what the funds

are used for. It is just not part of our routine. We never see, we
never deal with BATE.
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Mr. KoPETSKi. Right. And I don't think BATF ever stops by any
of the Oregon bed and breakfasts, of which there are many in our
State as well, an important part of the tourist industry.
Mr. GiRARD. No, I don't think so.

Mr. KoPETSKi. I hope the subcommittee can look favorably upon
this provision as well. Thank you, Mr. Chairman.
Mr. HOAGLAND. Mr. Payne.
Mr. Payne. I want to welcome our colleague. Bob Goodlatte, here

who represents the district next to mine. He has been a leader on
a number of issues, including the one that Mr. Millett has testified

about here today. Certainly we appreciate Mr. Millett, your testi-

mony, and appreciate the work that Bob has done on this issue. We
appreciate your being here and helping us better understand this

matter. The testimony you have given to us will be very useful as
we build this legislative record. Thank you.
Mr. HOAGLAND. Let me comment that I think we have had excel-

lent testimony today presented by a number of individuals that cer-

tainly have good cases to make with respect to the tax relief. The
burden on grocery stores is quite considerable, and I think I know
all of us have heard from grocery stores from our districts.

I wanted to ask you, Mr. Harper, about this proposal to shift 1

cent of the tax on diesel fuel used by railroads into an intercity rail

passenger capital improvement trust fund. Where do those funds
currently go, Mr. Harper?
Mr. Harper. Those funds are currently used to reduce the defi-

cit, and go into the general fiind.

Mr. HoAGLAND. So they go to the general fund and are dedicated
for deficit reduction?
Mr. Harper. Yes, sir.

Mr. HoAGLAND. So if we shift them into any other fund they are
more likely to be spent, less likely to be applied for deficit reduc-
tion?

Mr. Harper. That would be correct.

Mr. HOAGLAND. Mr. Capon, if this proposal is adopted, your in-

tent would be to spend these ftinds, right?

Mr. Capon. Yes. I should say that I believe the Joint Committee
on Taxation has determined that this proposal is revenue neutral,

the rationale being that the money that is spent out of this fund
would be that much less spent by Amtrak out of general funds.

Mr. HOAGLAND. But your intent and that of supporters of this

proposal would be to spend the money for capital improvement for

intercity rail?

Mr. Capon. That is correct, yes.

Mr. HOAGLAND. Now, I wonder, is there a relationship, Mr.
Capon, between freight railroad, the kind of freight railroad serv-

ices offered by Union Pacific in my district and other railroads and
intercity rail passenger service?

Mr. Capon. Some of the investments related to infrastructure

would have freight benefits, and my written statement includes a
suggestion near the end of page 3—anticipating the railroad indus-
try s concern—that one possible compromise would be to restrict

the investment to those projects that also have freight benefits.

Mr. HOAGLAND. I am just wondering about the connection. I won-
der if we might take Mr. Lovain's harbor maintenance fee maybe
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and apply it, if there is any closer connection between using the
harbor maintenance fee and using a tax on freight railroad for the
purposes that you would like to spend it for.

Mr. Capon. Well, I think the connection is closer between those
rail passenger infrastructure improvements that would have
freight benefits as well than it is to harbor maintenance. Obvi-
ously, our first choice was the Swift proposal of last year.

Mr. HOAGLAND. Mr. Harper, would there be any benefits to the
freight system if these funds were spent on intercity passenger
rail?

Mr. Harper. Basically the answer is, no, there would not be ben-
efits to the fi'eight railroads. As you may recall from my testimony,
I mentioned that the freight railroads got out of the rail passenger
business. At one time the freight railroads were a distinct class of

citizens who supported passenger rail service in the United States

at a cost of approximately $850 million a year in 1993 dollars. That
is an honor we would like to pass on if that is the offer that we
have today to create a new trust fund that basically would dis-

criminate against the freight railroads and their shippers and ask
them to be the ones to make up the funding for the rail passenger
service. We feel strongly that such a proposal is inappropriate.

As a matter of fact, we have nothing against rail passenger serv-

ice and think there are tremendous benefits to be recognized from
rail passenger service, but it is not our business, and we don't see

that we should be discriminated against as a small group of citi-

zens to pay for a service which benefits our society broadly, and in

particular rail passengers and highway users, wno would benefit

from less congestion on our highways.
Mr. HoAGLAND. Wouldn't it be fairer, Mr. Capon, to ask railroad

passengers to pay a user fee to fund these improvements rather
than reaching out into some other industry and assessing them?
Mr. Capon. No, I don't think that is practical because Amtrak

today sets their fares at a level that maximizes their revenue, so

if you were to increase the fare for the purpose of collecting this

tax, if Amtrak marketing has been doing their job correctly, you ac-

tually reduce the revenue intake. The problem we have is that
when we fund transportation from mode-specific funds, what that

means basically is what you see is what you are going to get more
of, and so the highways and aviation remain the dominant modes.
They have the ability to come in under the rules of the game and
just build more highways and airports, and the problem is that
means decisionmakers at the State and local levels are constantly
making decisions in favor of those modes not because they are the

best way to solve a particular problem, but because the well-estab-

lished trust funding mechanisms are in place and make it easy for

them to spend money on those types of projects, and what we are
trying to find is a way to break out of that cycle that keeps the rail

passenger business very small. During the decades when the trans-

portation system was developing, you had major government in-

vestment going into highways and airports while not going into rail

passenger service.

As Mr. Harper said, the rail passenger service was subsidized by
the freight railroads, and you had situations where, for example,
the railroads were paying taxes on their passenger terminals while
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the government was spending public funds on building airports, in-

cluding some of the money that the railroads were paying on their

facilities.

Mr. HoAGLAND. So you are really suggesting that rail passengers
should break into the highway trust fund, aren't you, if you want
an intermodal system? I mean, isn't that
Mr. Capon. Well, I think my statement was that our first choice

was Congressman Swift's bill, H.R. 4414, which would have ear-

marked 1 penny of the entire 2V2 cents going to deficit reduction,

including the railroad portion, but not in what Mr. Harper would
call a discriminatory way. I should say that those railroad pay-

ments are also made by Amtrak and the commuter railroads, albeit

a very small percentage of the total deficit reduction rate.

Mr. HOAGLAND. Mr. Harper.
Mr. Harper. Many of the countries overseas have excellent pas-

senger services, but let me say first I think that Amtrak is a very
well run operation, perhaps collecting more out of the fare box to

cover their operating expenses than any other rail passenger sys-

tem in the world. What other countries do is to pay the operating

deficits in large measure out of general revenues. They recognize

that rail passenger service is an important element of their na-

tional transportation system, and therefore regard it as a general
obligation, as any other expenditure of government would be.

Mr. HoAGLAND. But in any event, Mr. Harper, this could easily

mean less deficit reduction than we have under present law if

these funds were to be transferred, don't you think?

Mr. Harper. Yes, the formation of such a trust fund could well

do that.

Mr. HoAGLAND. Do any other—are there any other questions

from members of the panel?
Mr. Capon. Mr. Chairman, could I make one quick point with re-

gard to Europe. What is also distinctive about the United States

is the use of highway taxes primarily for transportation. In Europe
only about one-quarter to one-third, depending on the country, is

retained for highways.
Mr. HOAGLAND. OK. Thank you, Mr. Capon. Thank you, mem-

bers of the panel.

Mr. Harper, do you have a final comment you wanted to make?
Mr. Harper. I just wanted to express my appreciation for the un-

derstanding that you and some of the other members of your panel

have for this issue of trust funds and the railroads.

Mr. HOAGLAND. Well, it is very difficult, no question. About ev-

erything is underfunded in this country these days, but overall we
have to reduce the deficit, and that is the proposal the President

has brought to us. That has to be our number one goal. Anyway,
appreciate all of you coming and testifying. We are under a vote

now. I think the procedure we will follow, Mr. Kopetski is going to

take over the chairmanship. He has gone to vote and he will be
back shortly. In the meantime if the next panel could come up and
take your places. Thank you for those of you who just completed
your testimony.

If the final panel could come up and take their places, we will

get started on that.
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What we have decided to do is just to recess the hearing for 10

to 15 minutes so we can go vote. Mr. Kopetski will be back shortly

from voting and as soon as he gets back, probably in 5 minutes,

he can resume the hearing. Is that all right? So the committee will

stand in recess until Mr. Kopetski returns and reconvenes the
hearing.

[Recess.]

Mr. Kopetski [presiding]. The subcommittee will return to order.

We have our fifth panel for the day. We have three individuals.

Representing the Navajo Nation, we have Faith Roessel, the execu-

tive director; representing the National Congress of American Indi-

ans. We have Rachel A. Joseph, the interim executive director; and
finally, representing the Savings and Community Bankers of Amer-
ica, we have Edward P. Lorenson, vice chairman, chairman, presi-

dent and CEO of Bristol Savings Bank, Bristol, Conn. First we will

hear from the Navajo Nation, Faith Roessel.

STATEMENT OF FAITH ROESSEL, EXECUTIVE DIRECTOR,
NAVAJO NATION

Ms. Roessel. Hello, Mr. Chairman, thank you for the oppor-

tunity to be here today to testify before this committee. President

Zah of our Nation sends his apologies for not being here. As I am
sure you have heard we have a mystery illness that is striking

members of our Nation as well as others in the Southwest, and he
is tending to that crisis right now. Certainly what that has pointed

out is the huge health deficit that we have and what I am here to

talk about today is the enormous infrastructure deficit that exists

on Indian reservations in terms of employment opportunities and
trying to attract businesses to Indian country.

This morning the committee did hear remarks from Chairman
Richardson of the Subcommittee on Native American Affairs of the

Natural Resources Committee, and it is his bill that we are testify-

ing in support of, H.R. 1325. Chairman Richardson has exerted

leadership in this area, which we appreciate very much, and he is

our own representative from New Mexico. I would also like to ac-

knowledge support of the National Congress of American Indians,

the largest and oldest Indian intertribal organization of 119 tribes.

This just points to the fact that this proposal, H.R. 1325, has wide-

spread support and is something that is of monumental impor-

tance. This is why it is interesting to note that H.R. 1325 was cat-

egorized as a miscellaneous issue, but to us it is by no means that.

It is enormously important to us.

What I have found in my experience in working on the Hill is

that Indian issues many times get categorized under miscellaneous.

If you look at any bill we end up somehow in that category because
no one knows what to do with us, about our unique status, our

unique needs. We are here today to say that we have come up with

this proposal. It is derived from Indian country in terms of two
very important incentives. That is, the employment incentive and
the investment tax incentive.

What I would like to urge upon the committee is that this pro-

posal be treated as a separate proposal from what is now under
consideration under the empowerment zones. Although the admin-
istration has provided comments today to the committee that the
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creation of tax incentives for economically distressed areas, includ-

ing Indian reservations, is addressed in their proposal, and as such
is dealt with, I would have to disagree on behalf of our nation and
other Indian tribal governments. The presumption is there is an
even playing field out there, meaning that the tax incentives are
not an entitlement and as such we believe that you need to create

some extra incentive, a differential to attract businesses on to In-

dian reservations. We do not have so many of the basic necessities

that businesses look to relocate to an area. So, under the current
administration's proposal, we would disagree and say that there
still needs to be this other incentive in legislation that would be
targeted to Indian country and that would have an increased tax
incentive program to attract businesses.
This tax legislation has a proven track record from last year. It

was included in H.R. 11. It has survived Floor votes on the Senate
side and has widespread bipartisan support. Thank you very much.
[The prepared statement follows:]



551

NAVAJO NATION WASHINGTON OFFICE

Subcommittee on Select Revenue Measures "" "™»™" "*• ^^"^ »•

wvr Committee on Ways and Means telephone am ttjom

U.S. House of Representatives facsimile «» r,um

Hearings on Miscellaneous Revenue Issues

TESTIMONY OF FAITH R. ROESSEL
EXECUTIVE DIRECTOR

NAVAJO NATION WASHINGTON OFFICE
ON

INDUN EMPLOYMENT AND INVESTMENT TAX INCENTIVES
TO ADDRESS INDIAN COUNTRY UNEMPLOYMENT

AND INFRASTRUCTURE DEFICIENCIES

My name is Faith Roessel. I serve as Executive Director of the Navajo Nation Wash-

ington Office, and appear today on behalf of President Peterson Zah and the Navajo Na-

tion. With a total land area that is the size of the state of West Virginia, we are the coun-

try's largest and most populous Indian tribe. The Navajo Nation spans three states - Ari-

zona, New Mexico and Utah - and encompasses almost one-third of all American Indian

lands in the Lower-48 states.

Mr. Chairman and Members of the Subcommittee, the Navajo Nation greatly appre-

ciates this opportunity to testify in strong support of the "Indian Employment and Invest-

ment" tax incentives, re-introduced as H.R. 1325 by Chairman Bill Richardson of the Nat-

ural Resources Committee's Subcommittee on Native American Affairs. As President Zah
testified on March 16 before the full Committee, H.R. 1325 contains the identical provisions

which the Senate adopted, the House Conferees accepted, and the 102d Congress enacted

last October as Sections 1131 and 1132 of H.R. 11, the "Revenue Act of 1992" which Presi-

dent Bush vetoed.

INTRODUCTION

President 2Lah regrets that he could not be here today as well. As you may know,

a substantial portion of his time, attention and energy has been directed toward leading our

people through the fears and uncertainty associated with the tragic "mystery illness" that has

afflicted the Navajo Nation and surrounding areas. The Navajo people gratefully thank all

those who have extended their help and prayers, including many Members of the House and

Senate - and especially our caring and attentive delegations from Arizona, New Mexico and

Utah.

It is ironic, though, that it often takes a highly-publicized tragedy before people will

line up to extend a helping hand. In contrast, when we try to focus attention on the daily

tragedy of life on Indian reservations, and to persuade the Congress' tax-writing Committees

of the urgent need for these "Indian Employment and Investment" tax incentives, American

Indians typically find themselves last in line.

These Indian country tax credits were categorized as a "miscellaneous issue" in the

Subcommittee's notice of these hearings, and were just one of 140 different issues listed in

the Subcommittee's press release. Mr. Chairman, I want to assure the Subcommittee that

this "miscellaneous" issue is of monumental importance for hundreds of thousands of

American Indians who struggle to live with dignity on reservations located across 32 states.
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With regard to the other 139 issues, I respectfully ask the Subcommittee to consider

carefully the following question: Is there a single instance among those 139 other issues

where the proponents of that issue share the following circumstances that American Indians

face day-in and day-out in their daily lives?

- AVERAGE INDIAN RESERVATION UNEMPLOYMENT RATE OF 56% NA-
TIONWIDE

-- Perpetual and pervasive poverty (coincidentally 56% live below the poverty line

in the Navajo Nation, which is considered one of America's 'Tjetter off' Indian

tribes)

- Massive infrastructure deficiencies (for example, there are only 2,000 miles of

paved roads on the Navajo Nation, while West Virginia - which is the same size

-- has over 18,000 miles)

~ Substandard housing, with the majority of American Indian reservation homes
lacking running water, or electricity, or telephone service, or all of the above

- Inadequate drinking water systems, solid waste disposal landfills, etc.

- Overall Uving conditions which - right here within the borders of the United

States of America - are far worse on most reservations than currently exist in

many of the Third World countries to which the federal government provides sub-

stantial foreign aid.

This list is endless and these conditions are shared, reservation-by-reservation, by

American Indians living in:

Alabama
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WHY INDIAN COUNTRY CAN, AND SHOULD, BE COVERED BY A SEPARATE
RESERVATION-BASED PROGRAM .

At the outset, it is critical to explain once again the reasons why it is essential that

Indian country be singled out ~ as it was in H.R. 11 -- for a separate program of tax incen-

tives that differs from (and exceeds) incentives made available to promote new investment

and jobs in non-Indian areas of the nation. The absolutely unique problems endemic to in-

vesting in Indian country necessitate a program that distinguishes Indian country and that

provides potential investors/employers a higher level of incentive (Le^ the so-called "Indian

differential") to help overcome those unique obstacles to economic development:

(a) As noted above, THE AVERAGE INDIAN RESERVATION UNEMPLOY-
MENT RATE IS 56% NATIONWIDE. This "incomprehensible" statistic is underscored

by the fact that the full investment tax credit is targeted to reservations where Indian unem-

ployment levels exceed the national average by at least 300% - and that most tribes would

qualify .

(b) Infrastructure deficiencies in Indian country are likewise "incomprehensible."

Roads, telephones, electricity, running water, hospitak, etc., are taken for granted by in-

vestors/employers even in the most distressed inner cities of the United States, but their ab-

sence from large portions of Indian country poses a daunting barrier to tribal leaders' at-

tempts to attract those same potential investors/employers.

(c) These massive infrastructure deficiencies, "double taxation" by the states and re-

lated problems lead to the same result nationwide - Indian reservations in 32 states do not

compete on a level playing field with even the most economicallv-distTessed non-Indian

areas .

(d) Under these circumstances, it is unreasonable to expect that Indian country can

benefit from tax incentives (including "empowerment zones" and "enterprise communities")

that are identical to incentives offered (or targeted) to non-Indian distressed areas as well.

In other words, given the choice, potential investors/employers would in almost all instances

opt to locate in non-Indian areas to avoid the unique difficulties - particularW the higher

non-wage costs caused by the lack of infrastructure - that are inherent in locating on reser-

vations . Rather than helping level the playing field, provision of identical incentives to In-

dian and non-Indian areas would simply preserve the pre-existing unlevel playing field, while

changing only the overall level at which the competition for economic development occurs.

(e) It is for these reasons that Indian country requires a separate, reservation-based

program (Le, a response that fits the problem). Fortunately, the trust responsibilities, treaty

obligations and laws of the United States provide the basis for Congress to do so. Adopting

a separate, reservation-based program for American Indians is consistent with the distinctive

legal and poUtical status of Indian tribes and their govemment-to-govermnent relationship

with the Federal government, and has been upheld by the Supreme Court (MPItPB v-

Mancari. 417 U.S. 535 (1974)).

INDIAN EMPLOYMENT AND INVESTMENT TAX INCENTIVES

Indian Comitry Tax incentives: The Preferred Approach - The "Indian Employment and

Investment" tax incentives contained in H.R. 1325 are identical to those added last year to

H.R. 11 by the Senate, accepted by the House Conferees, and thereafter adopted by the ftiU

Congress in October, 1992. The legislative language is set forth at pages 45 - 53 of the "Con-

ference Report to Accompany H.R. 11" (H.R. Report No. 102-1034, issued October 5,

1992); the Conference Committee's detailed explanation of those Indian country tax incen-

tives can be found at pages 715 -718 and 721 - 725 of the Report

In summary, the Employment Credit provides for a 10% credit to the employer based

on the qualified wages and qualified health insurance costs paid to an Indian. As an added

incentive, a significantly higher employment credit of 30% is offered to reservation em-
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ployers having an Indian workforce of at least 85%. The credit, which is limited to "new
hires" and to those employees who do not receive wages in excess of $30,000, focuses on job

creation and would be allowed only for the first seven years of an Indian's employment.

The Investment Tax Credit is geared specifically to reservations where Indian unem-
ployment levels exceed the national average bv at least 300% . The legislation provides 10%
for personal property, 15% for new construction property and 15% for infrastructure invest-

ment on or near reservations. (If a nationwide investment tax credit and/or employment
credit were to be adopted in 1993, the Indian reservation tax credit percentages would likely

need to be adjusted upward to maintain the so-called "Indian differential," which is absolute-

ly essential in order to help mitigate the unique problems ~ particularly the lack of infra-

structure - that act as disincentives to Indian country investment.) One-half of the specified

credit percentages would be available for qualifying investments on reservations where un-

employment exceeds 150% but does not exceed 300% of the national average.

In response to concerns raised by several Members during Senate consideration of

these measures in 1992, "anti-gaming" restrictions were incorporated in H.R. 11. These pre-

vent both the investment and employment incentives from being used with respect to the

development and/or operation of gaming establishments on Indian reservations.

Most importantly, these incentives would potentially benefit aU of Indian country.

This is the critical difference between these Indian country tax incentives and the alternative

approach proposed earlier this year by the Administration, and accepted by the House, in

providing for just one Indian empowerment zone and five enterprise communities.

Empowerment/Enterprise Zones and Other Pendine Proposals Will Not Help Indian Coun-
hj- The empowerment/enterprise zone provision is woefully inadequate for Indian country.

Again, it is a legislative response that just does not fit the problem.

The limited Indian empowerment/enterprise zone proposal could possibly help six

tribes, but would actually prove counterproductive because it would dash the hopes of the

many other reservations around the country which were not selected as zones, and whose
people would not benefit at alL Thus, for all of those reservations not selected, an Indian

empowerment/enterprise zone approach would leave unabated the pervasive poverty and

high unemployment that have perpetually defined life on those reservations.

Significantly, Mr. Chairman, even those six reservations that might be selected as

zones would be unlikely to benefit First, some of the zone-specific incentives contained in

the Administration's proposal would have httle usefulness in Indian country (e.g.. the low-in-

come housing credit). More importantly, as explained above, due to the lack of infrastruc-

ture, "double taxation" by the states and related problems, Indian reservations simply can-

not compete with even the most economically-distressed inner cities and other non-Indian

communities. In other words, given the choice, new business would in almost all instances

opt to locate in non-Indian areas to avoid the unique difficulties that are inherent in locat-

ing on reservations. Therefore. Indian empowerment/enterprise zones offering the identical

incentives as non-Indian rural zones would remain unable to compete on anvthing close to

a level playing field.

Similarly, it is unreasonable to expect that Indian country can benefit from proposals

for nationwide tax incentives (e.g.. an extended/expanded targeted jobs tax credit) where the

tax incentives offered to Indian country are identical to incentives available in non-Indian

areas as well. Thus, by not recognizing and taking steps to address (Le^ by providing incen-

tives that contain, or constitute, an "Indian differential") Indian country's unique problems,

proposals for nationwide incentives offering identical benefits in Indian and non-Indian

areas would simply preserve the existing unlevel playing field.
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INDIAN COUNTRY TAX INCENTIVES ARE URGENTLY NEEDED

For almost a decade, Chairman Daniel Inouye, Co-Chairman John McCain, Senator

Pete Domenici and other Members of the Senate's Committee on Indian Affairs had sought

tax code amendments to create incentives for new private sector investment in Indian coun-

try. However, little progress was made during that period. As Chairman Inouye noted in

his comments praising Congressional adoption of these tax incentives in H.R. 11, "it has

been a difficult, and I must admit, an often lonely battle to compete with numerous other

interests seeking changes to the tax code before the Finance Committee" and, I might add,

the House Ways and Means Committee.

In 1992, President Zah designated federal tax incentives as one of his administration's

highest legislative priorities. Drawing from bills previously introduced by Chairman Inouye,

Co-Chairman McCain, Senator Domenici and other Indian Committee Members, the Nava-

jo Nation developed the initial legislative language for these particular employment and

investment tax incentive proposals. Thereafter, under the bipartisan leadership of Chairman

Inouye, Co-Chairman McCain, Senator Domenici and Senator Simon of the Indian Affairs

Committee, with the interest and attention of Senators Baucus and Boren of the Finance

Committee, and ultimately with the support of then-Chairman Bentsen and Ranking Mem-
ber Packwood of the Finance Committee, the full Senate adopted the Indian country tax

incentives in lieu of the then-pending Finance Committee bill provisions that would have

created enterprise zones on just ten reservations. Subsequently, the Senate-passed pro-

visions were accepted by the House in Conference, and enacted in the vetoed H.R. 11.

Indian Country Tax Incentives Are Consistent With Ointon Administration Goals - Having

come so far in 1992, Indian country felt reasonably confident that the new Administration

would take the lead in promoting these measures to help address the staggering Indian un-

employment levels and the massive reservation infrastructure deficiencies that exist ~ uni-

formly ~ in Indian country. When President Zah participated in President Clinton's pre-

Inauguration "Economic Summit" in Little Rock, he reviewed the urgent need for Indian

economic development; explained that new investment and jobs in Indian country would

also spill over to provide economic benefits to adjoining non-Indian communities; and

stressed that American Indians are not looking for hand-outs, but only a helping hand.

Frankly, the Administration's failure to include these Indian country tax incentives

in its proposals has been a major disappointment. Regrettably, the inaction to date by the

Administration and the Congress means that, with regard to the adoption of meaningful,

tax-related measures that can potentially help aU reservations, Indian country may once

again be left behind, or left out altogether.

In "putting people first," the federal government could well benefit from giving priori-

ty attention in 1993 to those citizens whom our nation historically has neglected until last

- American Indians. These Indian country tax incentives offer hope throughout all of Indi-

an country that new private sector investment jobs, and infrastructure development may at

last become a reality in some of the most destitute areas of the United States. As a result,

the Indian reservation investment and employment tax incentives enjoy the support of In-

dian tribes across the nation.

Mr. Chairman, these employment and investment incentives respond to a demon-

strated need requiring urgent action. They offer an easy-to-understand, simple-to-adminis-

ter, private sector-oriented approach to Indian country economic development without cre-

ating a new layer of governmental bureaucracy (e^ such as the newly-proposed "Enterprise

Board"). They only cost the federal government if they work; even then, estimated costs are

comparatively modest ($209 million over a five-year period according to the new Joint Com-

mittee on Taxation revenue estimate issued May 3, 1993).

Significantly, the Indian country tax incentives have a proven lepislative track record

and cQotinuHlg bipartisan support in the Congress.
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CONCLUSION

American Indians cannot continue - for yet another generation - to compel our

young people to leave their homes and their families because meaningful employment op-

portunities are lacking in Indian country. Today, these "Indian Employment and Invest-

ment" tax incentives remain as urgently needed as ever before.

Mr. Chairman and Members of the Subcommittee, this is at least the sixth time in

the past sixteen months that the Navajo Nation has testified (and/or submitted a formal

written statement) in support of these Indian country tax credits at scheduled Congressional

hearings. Three of these occasions have been before Ways and Means. I hope that,

somehow, I have convinced this Subcommittee that, with respect to the daily tragedy of

Indian reservation life, we would welcome your lining up to extend a helping hand.

I respectfully request that you exercise the necessary leadership to adopt these same

"Indian Employment and Investment" tax incentives that Congress already passed last

October. Please finish the job m 1993 . so that the Navajo Nation and tribal leaders in 32

states can begin using these tools to attract new jobs and investment, and thereby improve

the lives of their people.

June 22, 1993
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Mr. KOPETSKI. Thank you very much for your testimony, and I

appreciate your staying within the 5 minute rule. You are a true
veteran of Congress.
Ms. Joseph, our colleague, Congressman Brewster, is detained at

another meeting, and sent a message saying that he regrets the
fact that he is not here to give you the glowing introduction that
you have earned, and so we will leave a spot in the record for that
glowing introduction and look forward to your testimony now.

STATEMENT OF RACHEL A. JOSEPH, INTERIM EXECUTIVE
DIRECTOR, NATIONAL CONGRESS OF AMERICAN INDIANS

Ms. Joseph. Thank you, Mr. Chairman, and thank your sub-
committee for the opportunity to testify today.
My name is Rachel Joseph. I am the interim executive director

of the National Congress of American Indians, which is the oldest

and largest national Indian organization representing Indian tribes

and individuals. On behalf of our 119 tribal governments which we
represent, I express strong support for the Indian investment tax
incentives and in particular express support for H.R. 1325, the In-

dian Employment and Investment Act of 1993 as introduced by the
Honorable Bill Richardson.
Decades ago when I was growing up we did not have electricity

or indoor plumbing. However, today deplorable conditions still exist

on Indian reservations, as 20 percent of the Indian homes still do
not have toilets and 50 percent of homes still do not have tele-

phones. 1990 census data indicate that of the total American In-

dian Alaskan native population, the unemployment rate is a little

over 38 percent, and currently on Indian reservations the average
unemployment is 56 percent.
We believe that employment and investment tax incentives pro-

vides us the tools to encourage economic development and invest-

ment to support viable tribal economies which is necessary to ad-
dress and alleviate some of the conditions that we have described.

Without tax incentives there is little incentive for private busi-

nesses to invest in Indian country.
Reservation lands are often located in isolated areas and far from

the center of economic development. Conditions on reservations are
similar to that of manv Third World countries, extreme poverty
and lack of facilities and infrastructure to attract economic develop-
ment. Sewer systems, electricity, passable roads, lack of telephone,
adequate housing and facilities are not readily available.

We have looked at the proposal to create one Indian
empowerment zone and five Indian empowerment communities,
and we recognize that there is some benefit to this proposal, how-
ever, we prefer the approach of H.R. 1325 because of the benefits

that will be available to all of Indian country, definitely more than
the six reservations that would benefit from the empowerment zone
proposal.
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Finally, I want to emphasize that there is great need for Indian
investment tax incentives. Current Federal policy is one that sup-
ports tribal sovereignty and self-determination. To have real self-

determination tribal governments need to be economically self-suf-

ficient. Last year Congress supported Indian employment and in-

vestment tax credits and we respectfully request you to again ap-
prove and support them this year.

Thank you.
[The prepared statement follows:]
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TESTIMONY OF RACHEL A. JOSEPH
OF THE NATIONAL CONGRESS OF AMERICAN INDIANS

I want to thank the subcommittee for its invitation to appear today. My name is Rachel

A. Joseph, and I am the Interim Executive Director of the National Congress of American

Indians. The National Congress of American Indians is the oldest and largest tribal

organization in the United States, and I am pleased to be here on behalf of our membership

which includes 1 19 tribal governments.

Last year, Indian Investment Tax Incentives (The "Indian Employment and Investment"

tax credits enacted by the 102nd Congress in October, 1992 as sections 1 13 1 and 1132 of

H.R. 1 1, the "Revenue Act of 1992.") were passed by Congress only to be vetoed by

President Bush. Today, we again express support for Indian Investment Tax Incentives

and in particular, support of The Indian Employment and Investment Act of 1993, HR
1325.

Today I would like to emphasize three points. The first point is that devastating

economic conditions exist within Indian Country and the need for Indians to have the tools

to create a viable economy. The second point is that the Indian Employment and

Investment Act of 1993 is more responsive to the needs of Indian Country compared to the

proposal to create one Indian "Empowerment 2^ne" and five Indian "Empowerment
Communities." And finally, I want to emphasize that there is great need for Indian

Investment Tax Incentives for all of Indian Country.

POINT I:

Currently, within the boundaries of Indian Country substantial unemployment and

extreme poverty are an everyday part of reservation life. In a significant number of

reservations, the unemployment rate is over 80%. The Racial Statistics Branch of the

Population Division of the United States Bureau of the Census, found in 1990 that, over

38% of the total of reservation and non-reservation American Indians, Eskimos and Aleuts

were unemployed. Another grim statistic of the 1990 census, reveals that one-third of

American Indians, Eskimos and Aleuts living below the poverty line. The teen suicide rate

among Indian teens, is over four times the national average. Sickness and disease is

extensive as well: The Indian Health Service has reported that tuberculosis rates among
Indians exceeds all other ethnic groups by 400%. 93,000 Indian people are homeless or

live in substandard housing. It is important to note that although the United States gives

neariy ten billion dollars every year to foreign countries in an effort to improve basic living

conditions, more than 50% of all Indian homes do not have telephones and over 20% of

Indian homes do not have toilets.

As the Honorable Bill Richardson noted in an April 1993 Commentary in the Los
Angeles Times, if unemployment in a city reaches 20%, a national crisis is immediately

declared. On Indian reservations, unemployment rates have been consistently over 50%.
Congressman Richardson noted that the United States has a federally chartered Overseas

Private Investment Corp. to insure U.S. private investment in unstable nations, but no
program, offering incentives/assistance for private industry, exists within the boundaries

of Indian Country.

Through various treaties and federal law, the federal govemment has promised to

house, feed, educate and provide adequate health care to American Indians in exchange for

virtually all Indian lands, and resources. Today we are again asking for assistance, not in

the form of federal "handouts", but instead through a program which will allow us to create

a viable economy for ourselves.
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Generally, there is little incentive for private, non-Indian economic enterprises to invest

in Indian Country. Reservation lands are most often located in isolated areas, far from

centers of economic development. Additionally, due to the extreme poverty, conditions on

reservations resemble those found in many third-world countries. Sewer systems,

electricity, passable roads, telephones, and adequate shelter are not readily available in

much of Indian Country. Tribes lack many of the facilities that could attract economic

development and investment.

The provision of investment incentives, such as those found in HR 1325, would be an

important tool to support a viable economy. Throughout history, tax incentives have

worked to stimulate stagnant economies because they encourage investment and economic
activity in a particular area.

The National Indian Policy Center noted in a 1991 report, that in this time of recession,

there is aggressive competition among state and local governments, which also are actively

promoting economic development, these governments aggressively compete with each

other and tribal governments for new industry and jobs. The state and local governments

often use investment incentives as tools to create a better economy. By using investment

incentives, state and local governments attract new investments and new economic
opportunities in a way that is unavailable to tribes. The savings allowable through use of

investment incentives, are often a deciding factor for companies' determination of whether
to invest in a particular community.

For Indian tribes, it is extremely difficult to compete for economic development
opportunities and new investment because of lack of infrastructure, and other problems
which I have already described. HR 1325 would allow tribes the ability to use the tools of
investment incentives to attract industry to Indian Country. Tribes desperately need the

ability to offer economic benefits to attract private investment entities.

POINT II:

Related to the second point, I wish to emphasize is that there is greater opportunities in

Indian Employment and Investment Act of 1993 for all Indian Tribes compared to the

proposal to create one Indian "Empowerment Zone" and five Indian "Empowerment
Communities." The tax incentives which are offered within the Indian &nployment and
Investment Act of 1993 allow for immediate reductions in tax liabilities to investors, and
therefore strongly encourages the establishment of new industry on a reservation. The
Investment Tax Credit provisions are specifically geared towards reservations which have
unemployment levels greater than 300% of the national average. H.R. 1325 offers a 10%
credit for personal property, 15% for improvements made to the infrastructure within the

reservation, and 15% for new construction property. On reservations where the

unemployment levels fall between 150% and 300% of the national average, one-half the

specified credit would be available. Companies, attracted by the "dollar-to-dollar" tax

credits, will be far more inclined to move to Indian Country than without such an
investment incentive.

Secondly, the Indian Employment and Investment Act of 1993 would provide

employment for Indian people. The purpose of the Employment Credit provision of the bill

is to increase Indian employment. During the height of the Great Depression, the

unemployment rate for the United States population was between 25 and 30%. Today, the

unemployment rate among Indians is over 30%. Among reservation Indians, the

unemployment rate is over 50%. These unemployment rates are unacceptable.
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The Employment Tax Credit provision will provide crucial assistance. Employers will

have strong incentive to hire Native American workers. The ten percent tax crwlit offered

to employers on the basis of qualified health insurance costs and wages paid to Indian

employees will encourage employing a higher percentage of Indians within the job-force.

An additional incentive would be an employment credit of30% is offered to reservation

employers who have an 85% or greater Indian work force. This "employment credit" is an

incentive for greaterjob creation and Indian employment, within the Indian reservations.

Indian unemployment levels are higher than any other group in the nation. Through the

employment credit provision of the Indian Employment and Investment Act, this serious

unemployment problem is certain to be addressed.

Finally, the Indian Employment and Investment Act is administratively efficient. An
administrative agency will not be needed to implement the Indian &nployment and

Investment Act. The use of tax incentives will allow the economic development policy to

be played out in the private sector. Even in a worst case scenario, in which the

employment and investment incentives did not work, it would not cost the federal

government a significant amount of money. If a bureaucratic system were required to

administer the program, then the costs would be substantial.

In summary, the Indian Employment and Investment Act strongly encourages and

supports new economic development on reservations, it is a strong incentive to provide for

greater Indian employment, and it is administratively efficient. Indian Country economic

development has been frustrated because of several factors. The first of which is lack of

infrastructure. Tribes, economically impoverished do not have the funds to provide

adequate infrastructure improvements. This results in a significant number of unpaved

roads, often made impassable due to rain, snow, or other types of bad weather. The
second factor to consider is the problems tribes face with "double taxation." Often, state

governments will tax non-Indian businesses which are located entirely within Indian

reservations. These businesses are already taxed by the tribal governments. The resulting

"double taxation" is undesirable to many businesses. Tax incentives, such as those found

within H.R. 1325, allowing for higher percentage tax credits than otherwise available to

investors in other targeted areas will "even out the playing field" in Indian and non-Indian

areas. Without these incentives, Indian tribes will continue to face nearly insurmountable

odds in attracting investors to the reservations.

The proposal to create one Indian "&npowerment Zone" and five Indian "Empowerment
Communities" creates an economic empowerment for only six tribes. The proposal does

not even begin to address the chronic economic and employment needs of Indian Country.

The Indian Employment and Investment Act responds to the need of all tribes, the

economic-zoning proposal does not.

POINT III:

Finally, related to point three, I would like to emphasize the great need for Indian

Investment Tax Incentives within the boundaries of Indian Country. Through the 1975

Indian Self-Determination and Education Assistance Act, the ciurent federal policy towards

American Indian Tribal affairs is one which emphasizes Tribal Sovereignty and self-

determination. To have real self-determination. Tribal governments need to be

economically self-sufficient To accomplish this, we need the capability to create a self-

sufficient economy. H.R. 1325 offers employment and investment incentives which
would begin to help us meet our needs and is virtually unavailable under current

conditions.

Last year. Congress supported Indian Employment Investment Tax Credits and we
resf>ectfully request you to again approve and support them this year.
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Mr. KOPETSKI. Ms. Joseph, it is a good thing that we reserved
some time in the record for that glowing introduction because my
colleague Bill Brewster is now here. I recognize Mr. Brewster.
Mr, Brewster. Mr. Chairman, sorry I didn't get here earlier. We

had a bill over in the Health Care Subcommittee and we were talk-

ing about pharmaceutical care and Medicare for the future, and I

think health care is very important to Indian people and all people.
But I appreciate the opportunity to visit just a moment about the
testimony that Ms. Joseph has made. I have cosponsored the bill

she is talking about along with Congressman Bill Richardson, the
Indian Employment and Investment Act. I think that is extremely
important to what we are doing in the whole reconciliation pack-
age, and we proposed this as a substitute for the one particular
portion in there in the administration's bill concerning one Indian
reservation.

We believe this is a far better approach than the one reservation-

type thing. Oklahoma has the largest number of Indian people of

any State in the Nation. We have no reservations. We have Indian
country. It is extremely important that the wording be correct in

what we do in this and that all Indian people have the right to the
approach that we are talking about.
We don't believe that geographic areas or anything else are im-

portant but Indian people are very important, so we would encour-
age the committee to look with favor on this legislation that would
make some changes in the administration's proposal and certainly

appreciate the testimony today of Ms. Joseph.
Thank you.
Mr. KoPETSKi. Thank you, Mr. Brewster. We will now here from

the Savings and Community Bankers of America, Mr. Lorenson.

STATEMENT OF EDWARD P. LORENSON, VICE CHAIRMAN, SAV-
INGS AND COMMUNITY BANKERS OF AMERICA, AND CHAIR-
MAN, PRESIDENT, AND CHIEF EXECUTIVE OFFICER, BRIS-
TOL SAVINGS BANK OF CONNECTICUT
Mr. Lorenson. Mr. Chairman, thank you for the opportunity to

appear today before your subcommittee. My name is Edward P.

Lorenson. I am chairman, president and chief executive officer of
Bristol Savings Bank in Bristol, Conn. I am here today in my ca-

pacity as vice chairman of the Savings and Community Bankers of

America.
The Savings and Community Bankers of America strongly sup-

ports the amendment proposed by Representative Shaw to create

an exemption from the at-risk rules for sales of foreclosed property
by federally insured depository institutions. Many banks and
thrifts are currently trying to work through substantial portfolios

of foreclosure property identified as real estate owned, or REO, on
their balance sheets.

In the best of circumstances this REO would be a drain on the
capital of the institutions and a drag on the real estate values of

their communities. It is inconceivable to me that the tax laws work
to make this bad situation worse by denying buyers of REO tax de-

ductions if the bank or thrift finances a sale itself on a nonrecourse
basis. It is my understanding that the at-risk rules were made ap-
plicable to seller financed real estate sales in 1986 because sales
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prices in such transactions are often inflated to generate tax deduc-
tions.

The at-risk rules prevent abuse by denying the buyer tax deduc-
tions for any expenses in excess of the amount of the down pay-
ment in any recourse financing. The buyer will be denied tax de-
ductions for the basis created oy nonrecourse financing which he
or she would have been entitled to if the property would have been
purchased with financing firom an independent lender.
This is a harsh result oecause buyers in perfectly legitimate real

estate sales are being denied legal tax deductions, but in reality it

is the financial institution selling foreclosure property that are
being punished because they are forced to reduce the selling prices
of their REO to reflect the loss of tax benefits. This reduction in

the amount realized from REO sales reduces the capital of financial
institutions and real estate values in general.
Buyers of foreclosed property typically cannot arrange third

party financing because the property is very risky. Obviously the
bank or thrift had it foreclosed because the previous owner could
not make a go of it.

Consequently, financial institutions have no choice but to finance
the sale of the REO themselves. Representative Shaw's bill would
eliminate this harsh treatment without creating any opportunity
for abuse.
FIRREA in 1989 and FDICIA in 1991 have eliminated any oppor-

tunity for abuse because of massive restructuring of the banking
laws. Federal examiners now scrutinize the REO on the books of
financial institutions very carefully. We are required to have real

estate appraisals done at the time of foreclosures and done annu-
ally.

The four regulators have recently published detailed standards
for lending on real estate and lending standards are specifically in-

tended to eliminate abuses on inflated valuations. There is national
standards for ethical conduct in the training of appraisers. There
are standards with respect to the methodology for appraisal reports
which includes the market income replacement cost and certainly

a coordination of value, and there are also heavy civil penalties
that now can be imposed on appraisers.

It is a very common complaint by regulators as well as financial
institutions that the fear of civil liability is causing appraisals to

come in too low. Mr. Shaw's proposed amendment creates a respon-
sible and reasonable 10 percent down payment requirement and re-

quires that the loan be made on terms that are commercially rea-

sonable and the same terms as those that would be required by an
independent lender.
The fact that the buyer is required to have a real equity stake

in the property will provide assurance that the parties really in-

tend the transfer of ownership. Currently financial institutions are
unable to sell an REO at its true market value because of the tax
detriments imposed on buyers by the at-risk rules. I believe the sit-

uation is not only harmful but unnecessary. We think there are
enough adequate safeguards in the banking law to prevent institu-

tions from inflating the value of foreclosed property, and we urge
your committee to support this proposal.

[The prepared statement follows:]
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STATEMENT OF EDWARD P. LORENSON,
PRESIDENT OF BRISTOL SAVINGS BANK OF CONNECTICUT

Mr. Chairman, thank you for this oi^x>rtunity to ttppeai today before your Subcommittee. My
name is Edward P. Lorenson and I am the Chairman, President, and Chief Executive Officer

of the Bristol Savings Bank of Bristol, Connecticut I am here today in my capacity as the Vice

Chairman of the Savings and Community Bankers of America. Accompanying me is James E.

O'Connor, the SCBA Tax Counsel.

The SCBA is the trade association of the more thiin 2100 member institutions comprising the

savings association and savings bank businesses. The membership includes all types of

institutions — federal and state chartered, stock and mutual.

Description of the Proposed Amendment

I am here today to testify in support of a proposed amendment to the Internal Revenue Code
offered by Rq>resentative Clay Shaw. His prt^osed amendment would create an excq)tion from

the "at-risk" rules of section 465 of the Code for a non-recourse loan made by a federally-

insured dqwsitory institution to finance the sale of real estate acquired by that institution by

foreclosure or by an instrument in lieu of foreclosure. This exertion would be available only

where two conditions are satisfied.

First, the nonrecourse financing must be commercially reasonable and on substantially the same

terms as would be required by an unrelated third-party loider. This condition is intended to be

consistent with the exertion from the at-risk rules created for loans from related parties under

I 465 (b)(6)(D)fii) of the Code.

Second, the buyer must be initially "at risk," ^>art from the exception created by this

amendment, for at least 10% of the purchase price. For this purpose the buyer will be initially

at risk for the cash and the adjusted basis of any property used as a downpayment and any

financing for which he or she is personally liable or for which other property has been pledged.

Description of the At-Risk Rules

The at-risk rules of section 465 limit a taxpayer's "losses* from an activity to the amount that

he or she actually risks losing in the activity through recourse financing, as well a| any cash and

property invested. Section 46S(d) of the Code defines a loss for purposes of the at-risk rules

as the excess of the deductions allowable for the taxable year and allocable to the activity over

the income received or accrued during the year from the activity. In addition, deductions will

be allowed to the extent they are out-of-pocket paymoits. Thus, deductions for such expenses

as taxes, insurance, and, to the extent not financed, interest are unlikely to be affected by the

rules. In many cases, the only deduction affected by the at-risk rules is likely to be for

The at-risk rules apply to individuals, partners in partnerships, estates, trusts, shareholders in

S cotporatioas, pmonal holding companies, and certain closely-held corporations. They were

made applicable afto 1986 to real estate transactions. This extension, like the creation of the

passive loss rules, was a direct attack by the 1986 Tax Reform Act on real estate tax shelters.

An excq)tion is provided to the real estate at-risk rules so that a borrower will be treated as at

risk with req>ect to a nonrecourse real estate loan made by a financial institution. This excq>tion

will not ^»ply, however, where the nrai-recourse loan is made to finance real estate owned by

the lending financial institution itself.

Congress had become aware by 1986 that, in many real estate transactions where seller financing

was provided on a nonrecourse basis, valuations had been inflated to generate tax benefits. In

such transactions there would be either a coneqxHiding offset in the interest rate or, where the

rate was not offset, an intention of the parties that the "buyer" would surrender the collateral

after using the tax benefits of ownoship for some poiod.

Congress recognized a similar potential for abuse where the lender and borrower are related.

Accordingly, the excq)tion for non-recourse financing from financial institutions is also not

available where the financial institution lender and the borrower are related (e.g., the borrower

owns 10% or more of the financial institution.) But in the case of related party real estate

lending, it is actual, rather than potential, abuse that results in the denial of deductions. Where
die idated parties establish that die non-recouise real estate loan is "commercially reasonable*
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and on substantially the same terms as loans made by unrelated persons, the borrower will be

considered at risk with respect to the amount of the loan. The commercial reasonableness of

a non-recourse loan to a related person will not avoid the application of the at-risk r\iles,

however, where the lender is also the seller.

The Impact of the At-Risk Rules

According to the Wall Street Journal (page B4, June 7, 1993), commercial banks alone hold

about $26 billion in foreclosed property and another $33 billion in delinquent property loans.

In very many cases, the demonstrated riskiness of this property means that buyers cannot arrange

financing fix>m third-parties on reasonable terms. (Almost by definition, in the case of

commercial real estate, for at least one prior owner the property has not been viable

economically.)

When financial institutions are forced to finance their foreclosure property sales themselves,

individual and partnership buyers will price the deal to reflect the loss of tax deductions due to

the application of the at-risk rules. Assuming the buyers were to break with commercial custom

and provide recourse financing, the deal would also be priced to reflect the increased risk. Even

the price paid by r^ular corporati(Mis (which are not subject to the at-risk rules) will reflect the

decline in the market value of the foreclosure property created by the at-risk rules. In addition,

the decrease in the value of foreclosure prcqierty created by the at-iisk rules almost certainly has

a generalized impact on real estate values.

To the extent that the market value of their foreclosure property is reduced by the application

of the at-risk rules, there is a direct reduction in the c^tal of financial institutions. Ironically,

the institutions whose ci^ntal c(»iditi(m is most precarious are typically those with the largest

portfolios of foreclosure property. I believe that the at-risk rules are reducing the capital of

financial institutions and, thus, increasing the need for govonment intervention and tateovers.

This reason alone, apart from their apart from their impact on real estate values in general, is

sufRcient reason why the usefiilness of the at-risk rules in preventing tax abuse must be carefully

The At-Risk Rules Are Redundant in the Tax Law.

I believe that there are otho- provisions of the tax law that provide adequate protection against

financial instituticms and sellers, in genoal, inflating the value of their real estate so that the

impact of the at-risk rules on financial institution coital and real estate values is unaccq>table.

The general imputed principal rriles of section 1274 or section 483 should be sufficient to

prevent the most likely abuse - agreements by the buyer and seller to recharacterize interest as

principal.

Under the imputed principal rules, ifa debt instrument issued in exchange for nonpublicly traded

property does not bear adequate stated interest a portion of the principal will be recharacterized

as interest. Interest is tested using either the ai^licable federal rate or 9%, if lower, for all

transactions under section 483 and transactioas involving sella- financing of $2.8 million or less

under section 1274. Under Section 1274, installment obligations are tested using the sqiplicable

federal rates in a statutray method and two alternative proposed regulatory methods.

The imputed interest rules of section 1274 create an administratively convenient method of

assuring that basis has not been overstated in a deferred payment sale by creating a safe harbor.

Basis will not be considered to have been overstated by the parties provided that the deferred

payments bear interest at least equal to the qjplicable fsdcral rate. In effiect, section 1274

pomits the stated or imputed principal amount to be substituted fOT the buyer's basis in the

property in lieu of its fair market value.

Some situations are considered so potentially abusive, however, that imputed principal amount

required to be used is the £air market value. Under the general rule of section 1274 if the stated

principal amount of the debt instrument exceeds the imputed principal amount there will be

insufficient stated interest Section 1274(b)(3) characterizes all nonrecourse financings as

'potentiaUy abusive.* The effect of this characterization is that, «1ienevcr a deferred payment

Side occurs using nonrecourse financing, taxpayers will have to obtain an appraisal or other

reliable estimate of £air maricct value.
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The lequiiement that fair market value be used as the imputed principal amount will expand the

application of section 1274 to cover not only those situations where the inflation of value is

offset by a reduction in interest rate, but also those where the value of the property is inflated

without a reduction of the interest rate because only a transfer of tax benefits is intmded by the

parties. (Recoitly published proposed regulations recognize that where a sufficiently large

downpayment is made there is no danger that the value of the property will be inflated without

a reduction in the intoest rate. Under the proiwsed r^ulations, a 20% downpayment is

required to avoid characterizing a iKmrecourse financing as potentially abusive.)

I believe that not only is the potential for abuse in nonrecourse financings adequately addressed

by the imputed principal rules of section 1274, but the approach of sectim 1274 is fairer than

that of the at-risk rules. Under the ^iproach of section 1274 taxpayers may be said to be treated

as guilty until they establish their innocence of tax abuse—not an unusual approach in the tax

law. Under the approach of the at-risk rules, however, the guilt or innocence of the buyer is

irrelevant. He or she will be punished by a loss of proper tax deductiois to deter tax abuse that

is not possible anyway.

Adequate Regulatoty Safeguards Are Imposed on Federally-Insured Financial Instituti

In the case of nonrecourse loans made by banks and thrifts to finance foreclosed real estate sales,

I believe that because of recent banking law changes there is no Imger any significant potential

for fiederally-insured dq>ository institutions to engage in the kinds of abuses that Congress was

concerned about when the at-risk rules were made applicable to real estate transactions. The
'Real Estate Lending Standards* recently ad(q)ted by all the fedoal banking regulators (OCC
at 12 CFR Part 34, Federal Res«ave at CFR Part 208, FDIC at 12 CFR Part 365, OTS at 12

CFR Parts 54S and S63) prescribe detailed rules specifically intended to eliminate such abuses

as lending on inflated valuations. These real estate lending standards were mandated by section

304 of the Federal Dq>osit Insurance Corporation Improvement Act of 1991 (FDICIA). In

addition, FDICIA prescribes legal sanctions for officers and directors who engage in such

abusive activities.

Specifically with respect to foreclosure propoty, SAIF-insured thrifts are required to iq^>raise

each parcel at the earlier of an in-substance foreclosure or acquisition and at such times

thereafter as dictated by prudent management policy. (See 12 CFR section 5613.172.) This

appraisal is to be performed by a slate certified or licensed appraiser where the value of the

property exceeds $100,000. Currently, a similar requirement is imposed upon national banks

where the value of the property exceeds the lower of 556 of equity capital or $25,000. (See 12

CFR 7.3025(d) and (g).) A new appnisal or a certification that the property's value did not

decline must be obtained annually thereafter. (See 12 CFR 7.3025(h).)

The Financial Institutions Reform, Recovery and Enforcement Act of 1989 (FIRREA) created

appraisal reforms that required states to establish agencies for qualifying appraisers and testing

them on a continuing basis. The Office of Thrift Supervision published a comprehensve set of

appraisal regulations in 1990 applicable to SAIF-insured thrifts. Undo^ these regulations, all

qipraisals must be written and must comply with a national standard governing the ethical

conduct of appraisers, the process and methodology they employ in develq>ing ai^naisal npatts,

and the norms they must follow in presenting their work. (See 12 CFR 564.1 through 564.8.)

Substantially identical requirements sqiply to BIF-insured banks and thrifts.

Probably the most effective constraint on inflated valuations, howevo-, was the inclusicm by
FIRREA of qipraisers in the tarn 'institution-affiliated party.* As a result of inclusion in this

tenn, any ind^endent or staff sqipraiser who 'knowingly or reddessly participates in any unsafie

or unsound practice which cau^, ot is likdy to cause, toon than a minimal financial loss to,

or a significant adverse effect on, the insured dqx>sitoiy institution' can be subjected to fines

not to exceed $1 million per day. (See 12 USC 1813(u)(4) and 1818(i)(2)(D).) The dvU
penalties to which an appmaa can now be subjected for an inflated a^^naisal (that, in the

hindsight of a regulator, was done knowingly or recklessly) are so dire that it is a vay common
complaint by financial institutions that sq^naisers are too conservative.
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The Proposed Amendment Is Consistent with the Administration's 'Credit Crunch" Initiative

The requirement of a 10% downpayroent makes sense, I believe, for several reasons. It is an

ad^Xation of the current regulatory accounting requirement that a 10% downpayment must be

received before a financial institution can treat foreclosure prtq)erty as having been diq)osed of

and institutions are used to dealing with it.

I note in this req>ect that, in conformity with the Administration's current credit crunch

initiative, the four federal r^ulators of banks and thrifts have pledged to ameliorate the

r^ulatory accounting treatment of foreclosure property because it has been identified as

discouraging institutions from providing financing to pmspecAvt purchasers. The Office of the

Comptroller of the Currency has been the first regulator to implement this pledge by means of

a pn^xxed regulation that would conform the regulatory accounting treatment of foreclosure

pn^wrty for national banks to the GAAP accounting standard which is more flexible. (See

Federal Register. Vol. 58, May 5. 1993, at page 26695.)

While I agree that conforming the r^ulatpry accounting treatment of foreclosure property to

GAAP may be helpful in resolving the credit crunch, the buyer side of the equation must also

be addressed. The tax discrimination against buyers created by the at-risk rules also contributes,

I believe, to the credit crunch. If the capital of financial institutions is being drained because

they must sell foreclosure propoty below maiicet to oifiset the buyers' loss of tax deductions due

to the at-risk rules, the institutions will have less funds to lend.

The 10% Downpayment Rcauiremcnt Bimiiiatcs Abuse Potcatial

To eliminate a potential for abuse, the buyers of the foreclosure property should be required to

make a substantial downpayment If the buyers are at risk of losing at least 10% of the purchase

price, I believe that they would be unlikely to purchase the property with the intention of using

its tax deductions fw some period and then abandoning it.

The Proposed Amendment Should Be Revenue Neutral

My view that the proposed amendment is revenue noitral is based on its 10% downpayment

requirement and the operation of the at-risk rules. Under Oe rules the basis for dq>reciation and

the dqneciation schedule of the property is not affected. The initial amount at risk, as increased

by the income and decreased by the losses from the property, sets a limit on the total amount

of depreciation that can be taken.

Given the current real estate dqireciation schedules, I am told that it could take six or seven or

more years before a buyer who makes a 10% downpayment would have his or her deductions

eliminated by the at-risk rules. If we assume for simplicity that the impact of the at-risk rules

is offset entirely by a reduction in the selling price, it seems af^tarent that most real estate

developers will only invest in prc^>erties with significant rental income to offset the reduced

supplement to cash flow provided by depreciation under today's schedules. The rents will

increase the initial risk amount Another hctoi that will delay the date when the at-risk rules

eliminate deductions is the treatment of rental real estate ownoship as a pa k passive activity

under the passive loss rules.

Given these factors, it seems apparent to me tiiat, in today's real estate market, if a buyer makes

a 10% downpayment, for at least five years his ot her tax deductions will be unaffected by

whether the at-risk rules apply or are repealed. If the proposed amendment appUes only to

transactions entered into in the current year and the buyer is required to risk an amount such that

he or she would not lose any deductions by the ^>plication of the at-risk rules for at least five

years, eliminating altogether the application of the at-risk rules to such transactions should not

lose any revenue under the estimating conventions used to 'score* the budgetary impact of tax

l^islation.

Thank you for tiiis opportunity to testify, Mr. Chairman. I would be hai^y to answer any

questions.
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Mr. Neal [presiding]. Thank you. I painfully served on the Bank-
ing Committee for 4 years before coming over here to Ways and
Means. It is my understanding earlier today that Treasury raised
some questions about the safeguards that you make reference to on
page 5. I helped to craft that legislation, and it was extraordinarily
difficult.

Would you speak specifically to those safeguards as you interpret
them?
Mr. LORENSON. I can tell you exactly what we go through as a

financial institution when we have a foreclosure action we have to

have the property appraised. We have to have, under national
banking laws, you have to have it appraised every year; when you
sell a property you have to have it appraised again. We cannot
book the property as a sale unless there is a 10 percent down pay-
ment.

I know the Treasury has raised some objections because they
don't think there is enough safeguards. We think that not only are
there safeguards, we would suggest and would strongly urge your
consideration to put some of this into this legislation, that we fol-

low the banking laws as they are presently designed to make all

these safeguards for REO property and the sale of REO property.
Mr. Neal. You are confident your industry would be receptive to

those ideas?
Mr. LoRENSON. Very confident. We are dealing with it every day

now. We have to go through those appraisal standards, so there is

no way that any bank or any financial institution can put an in-

flated price on a REO property, not only the examiners but the ex-

ternal auditors that come up with your annual audit statements.
They are checking all this, too.

Mr. Neal. And there is certainly considerable scrutiny of those
activities by other interests as well, right?

Mr. LORENSON. Oh, yes.

Mr. Neal. Mr. Hoagland, who served on the Banking Committee
with me. Mr. Hoagland.
Mr. Hoagland. Mr. Neal, I am interested in Mrs. Roessel's testi-

mony. I have been told, Mrs. Roessel, that the Navajos are not in-

terested in participating in any kind of Indian gaming or any ca-

sino-style Indian gaming; is that right?
Ms. Roessel. The Navajo Nation right now does not have any

gaming activity that they engage in, and the way the Navajo Na-
tion Council is handling that is to observe what is happening. They
have put together a study group just to make sure that someone
is keeping on top of it in terms of what the developments are, but
we don't engage in gaming.
Mr. Hoagland. Well, for your own interests you need to do that

obviously. I think the points that you make in your statement here
as I read through it really underscore what a number of us have
been arguing for quite a while, and that is that the needs of Native
Americans living on reservations are extraordinary and need to be
at the very top of our priority list in terms of achieving economic
development. Mr. Richardson has been supporting the bill, I as-

sume you are here testifying in favor of his legislation?

Ms. Roessel. Yes.
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Mr. HOAGLAND. There are a number of us in the Midwest that
are concerned about the spread of Nevada-style casino gaming
throughout the country, and in the Midwest now, Wisconsin, Min-
nesota, South Dakota, all have major gaming facilities, and I think
a lot of us are worried about the life-style effect that is having not
just on American Indians that live on reservations but also the cus-
tomers of those establishments, and I am so pleased to see that you
are taking the initiative to bring about economic development
which in the long range I think will be much more positive in its

effect on Indian culture and Indian economic development than
would this sort of sudden and what will probably be short-lived in-

terest in casino gaming.
Do you have any reflections on what you all have concluded is

best for the Navajo Nation?
Ms. RoESSEL. Gaming?
Mr. HoAGLAND. Do you have any comparisons? What has your

experience been with respect to the kinds of economic development
that are the most positive?

Ms. RoESSEL. Well, for us what we really need and many other
reservations need are labor-intensive industry to come on to the
reservation. We have in the Navajo Nation 34 to 50 percent unem-
ployment, depending on the season. It would be important to get
industry on to the reservation to help create the infrastructure, the
roads and so forth, which is why the proposal of Congressman
Richardson to us is very important. It does have that incentive for

infrastructure development so that a company would be able to

have the incentive to go out and build a road, to build some of the
basic necessities needed to engage in business.

For Navajo, we are very fortunate because we have extraordinary
natural resources. We have oil, gas, and coal. We experienced the
devastating effects of the uranium industry, which is no longer
there other than abandoned mines. Half of our income is derived
from those energy resources, and obviously those are depletable re-

sources. This is why we are very concerned about having some
other means to attract business on to the reservation, which is why
with the administration's proposal, although we appreciate that In-

dian reservations are designated as one Indian empowerment zone
and five empowered communities, we think that that only is going
to allow six Indian reservations total with having the ability to at-

tract businesses, and have those additional incentives. Yet we have
over 500 Indian tribal governments if you include the Alaskan na-

tive villages. As such, we really need an equal opportunity tax in-

centive. And as President Zah has testified, tribal leaders really

need those tools.

We are not saying that the incentives are a panacea or are one
solution, but we need to try to build up as much as we can to at-

tract businesses. Even though you might have the devastation of

East Los Angeles, you have the devastation that we live in on In-

dian country where we don't have even the basic infrastructure, we
don't have electricity, sanitation, schools and so forth, not even
Federal Express, so

Mr. HoAGLAND. What is your view about using casino gaming as
a means for bringing about the same end?
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Ms. ROESSEL. Well, that is something that our tribe has deferred.
We don't have a position. When I have heard Mr. Zah asked that
question, he says that it is up to the tribal government in terms
of what they think can best meet their circumstances. He has not
wanted to be in a position to say yea or nay as to what he person-
ally feels or to make a judgment on other tribes. He understands
that without viable economic means that may be the only option
for a reservation or tribe. I would obviously have to punt on that.

I don't know, NCAI is here, I am sure they have members of gam-
ing tribes and they may be able to answer or elaborate on that.

Mr. HOAGLAND. Miss Joseph, maybe you could talk a little bit

about your preference, the form of economic development, whether
it be the kind of economic development encouraged by the Richard-
son bill or the kind of economic development allowed by the Indian
Gaming Act of 1988.

Ms. Joseph. Our organization supports tribal sovereignty, and
the rights of tribes to be self-governing and to make determinations
on what is going to happen on their lands and with their people.
Consequently, we are very supportive of those tribes that have pur-
sued the option of gaming as a form of economic development and
used that revenue to meet the social and educational needs of their

community, which they do.

We do, however, recognize that while some tribes engage in gam-
ing, it is not feasible for many tribes because they are located in

rural areas where they are not accessible to large populations. Tax
incentives and encouraging other options and forms of economic de-
velopment really needs to be supported.
Mr. HoAGLAND. You concur in the prohibition in the Richardson

legislation of using any sort of these economic development tools to

advance casino gaming?
Ms. Joseph. We recognize that was a compromise that was made

last year and we do support the legislation as introduced.
Mr. HoAGLAND. OK. Thank you, Mr. Chairman.
Mr. Neal. Thank you, Mr. Hoagland. Is there anything else that

any members of the panel would like to offer?

Well, our purpose for this day having been accomplished, the
hearing will resume on Thursday, June 24, at 10 a.m. in room B-
318, and I thank the panelists for their information they shared
with us today. Thank you.
[Whereupon, at 2:33 p.m., the subcommittee was adjourned, to

reconvene at 10 a.m., Thursday, June 24, 1993.]
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thursday, june 24, 1993

House of Representatives,
Committee on Ways and Means,

Subcommittee on Select Revenue Measures,
Washington, D.C.

The subcommittee met, pursuant to call, at 10:15 a.m., in room
B-318, Raybum House Office Building, Hon. Charles B. Rangel
(chairman of the subcommittee) presiding.

Chairman Rangel. I apologize for the lateness in the start of
this subcommittee. Both Mr, Hancock and I were participating in

another subcommittee of the full committee, but we are here.

And today we meet for the third of several days of hearings that
we are going to have on miscellaneous revenue issues that have
been introduced by Members of the Congress and referred to this

subcommittee by Chairman Rostenkowski.
We intend to hear testimony from a variety of public witnesses,

and they will address a variety of tax proposals from international
business transactions, natural resources, and estate gift issues. All

of these proposals were described in the press release that we is-

sued on June 2 and June 11.

Because there are so many witnesses testifying on these mis-
cellaneous items, we will, by unanimous consent, allow all of the
written statements to be entered into the record in their complete
form. And we are forced once again to ask the witnesses to do a
most difficult task and that is to highlight their testimony and
have it reduced to 5 minutes. This will allow members of the panel,

of course, to ask questions and to clarify some of the issues that
they have.

I now ask whether there are any members of the subcommittee
that would like to make a statement.
Mr. Hancock.
Mr. Hancock. Thank you, Mr. Chairman.
As vou know, there is another hearing going on concerning the

Caribbean Basin. I would like to apologize to the people that are
going to be testifying here because I am going to have to go back
to that other hearing.
We do have the records here, and we are going to review all the

testimony.
I would like to say that anybody, even though I am not going to

be able to stay here, that would like to contact myself or my staff,

are certainly welcome to do so.

Thank you very much.
Chairman Rangel. That is a generous offer.

(571)
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Any other member seeking recognition?
At this point, the Chair asks unanimous consent that a state-

ment be entered by Congressman Matsui at that point in the
record that the subcommittee deals with the foreign tax provisions
and natural resource issues. If there is no objection.

The first panel, foreign tax provisions.

For the Investment Company Institute, we will hear testimony
from the president. Matt Fink.
From Merrill Lynch, we will have the pleasure of revisiting a

dear friend and former professional staff member of the Joint Com-
mittee on Taxation, LaBrenda Garrett Stodghill.

Itel Corp., from the hometown of our chairman, Chicago, James
Knox, senior vice president, general counsel and secretary. On be-
half of the chairman we welcome you once again to Washington.
For Frank Russell Co. and Frank Russell Investment Manage-

ment Co., Tacoma, Wash. Where is Mr. Russell? Fort Lewis, 1948.
Mr. Ege. Yes, sir, it is still there.

Chairman Rangel. Warren C. Thompson, chief tax counsel. He
is with Karl J. Ege, general counsel with the Frank Russell Co.
We will start with Mr. Fink.

STATEMENT OF MATTHEW P. FINK, PRESmENT, INVESTMENT
COMPANY INSTITUTE

Mr. Fink. Thank you, Mr. Chairman.
I am Matthew Fink, president of the Investment Company Insti-

tute, which is the national association of the mutual fund industry.

I am pleased to be here today to testify in strong support of

H.R. 1891, the Investment Competitiveness Act of 1993. The bill

would eliminate very significant obstacles currently faced by U.S.
mutual funds seeking to sell their shares overseas. It would also

enhance the flow of benign capital into the United States. The bill

reflects both good tax policy and good trade policy.

There is a growing recognition around the world about the bene-
fits of investing through mutual funds. As the middle class contin-

ues to grow both in industrialized countries and in developing
countries, the popularity of mutual funds can be expected to grow.

If that growth can be channeled into U.S. funds rather than for-

eign funds, our economy here will benefit. And one benefit derived
from selling U.S. funds abroad is enhanced capital formation that
would result in the United States from the flow of investment dol-

lars into the U.S. securities markets. Hopefully, this inflow could
help maintain low interest rates here and increase the pool of eq-

uity capital needed to expand U.S. businesses.
An increased demand for U.S. mutual fund shares will also in-

crease the demand for mutual fund services provided by American
fund managers, transfer agents, custodians, accountants and other
service providers.

Despite the high quality of U.S. mutual funds, which are the
crown jewel of our securities markets, the ability of U.S. fiinds to

gain effective access to foreign investors has been minimal to date,

and a significant reason for this failure is the current U.S. with-
holding tax which acts as a disincentive for foreign investors to ac-

quire shares of U.S. mutual funds.
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Generally, interest and capital gains paid by U.S. companies to

foreign investors are exempt from U.S. withholding tax. However,
dividends paid to foreign investors are subject to U.S. withholding.
Since the U.S. tax law currently converts interest income and
short-term capital gains realized by mutual funds and paid to in-

vestors into dividend income, these amounts become subject to

withholding when distributed to foreign investors, even though the
underlying source is interest income and capital gain income.
By contrast, U.S. withholding tax is not appRed to interest in-

come and capital gain income received by a foreign investor from
a foreign mutual fund.
This difference in taxation between a U.S. fund and a foreign

fund is a powerful incentive for the foreign investor to invest in for-

eign mutual funds rather than U.S. mutual funds. Unless U.S. mu-
tual funds can offer foreign investors tax treatment comparable to

that offered by foreign mutual funds, U.S. mutual funds will con-
tinue to be unable to attract foreign investors.
The bill before you would permit U.S. funds to flow through to

foreign shareholders the underlying character of both interest in-

come and short-term capital gains income earned by the fund.
Thus, U.S. funds could distribute this interest income and this cap-
ital gain income to foreign investors free of withholding.

I ought to emphasize that the bill would not affect the taxation
of U.S. investors. For American investors, all the existing current
domestic tax law principles would continue to apply as they are
today.

I thank you for the opportunity to testify today, and I would be
happy to answer any questions.
Thank you, Mr. Chairman.
Chairman Rangel. You may concentrate on your last sentence

for a question after we hear the panel.
Mr. Fink. Thank you.
[The prepared statement follows:]
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STATEMENT OF MATTHEW P. FINK,
PRESIDENT OF INVESTMENT COMPANY INSTITUTE

Z. Introduction - H.R. 1891 Should Be Enacted

My name is Matthew P. Fink. I am the President of the
Investment Con^jany Institute, the national association of the
American investment con^jany industry.

I am pleased to be here today to testify in support of H.R.
1891, The Investment Competitiveness Act of 1993. As you know.
Congressman Gibbons introduced this bill following a series of
hearings held in recent years by the Hays and Means Committee to
consider tax law chcinges that would in^jrove the conpetitiveness
of O.S. industries overseas.

In fact, H.R. 1891 not only would eliminate obstacles that
O.S. mutual funds face in the world's increasingly globalized
financial markets. The bill would also provide the additional
benefit of enhancing the flow of foreign capital into the U.S.
capital markets. H.R. 1891 reflects good tax policy and good
trade policy because it will eliminate obstacles to effective
con5>etition by the U.S. fund industry in the global marketplace.
Congressman Gibbons' bill should be enacted.

II. Hutual Fund Sales Are Growino aapidlv Throuohout the World

There is a growing worldwide recognition of the benefits of
mutual fund investing. For exan^jle, since 1987, the growth of
mutual funds in Ccinada has been 279 percent, in Frcmce 212
percent, and in Germany 216 percent. For this same period,
growth in the U.S. fund industry has been approximately 208
percent. The mutual fund markets of Australia, Italy, India,
Mexico and many South American countries have also grown at
remarkable rates. He estimate that mutual fund assets outside
the U.S. now approximately equal the U.S. total of $1.7 trillion.

Numerous factors indicate that the worldwide potential for
further mutual fund growth is substantial. For example, total
mutual fund assets, impressive as they are, currently con5)rise a
relatively small percentage of total world financial assets.^ As
the middle-class population continues to grow in both the
industrialized and the developing countries around the world, the
popularity of mutual funds can be expected to grow.

Along with their growing investment in mutual fvinds, middle-
class investors around the world will increasingly seek global
diversity in investing. Moreover, the obvious conplexities
involved in evaluating worldwide investment opportunities enhance
the desiraibility of naking such investment through professionally
managed portfolios, i.e., ntutual funds.

The sheer size of the global market, including an estimated
320 million people in the Europeein Community countries alone,
suggests that tremendous opportunities exist. So too do recently
published statistics on savings levels in other countries. In
Japan, for exanple, the personal savings rate in 1990 as a
percentage of disposable household income was 14.3 percent,
nearly triple the U.S rate of 5.1 percent.

The Investment Conpaoy Institute's membership includes 4,116 open-end
investment companies ("mutual funds'), 336 closed-end investment companies and
13 sponsors of unit investment trusts. Its mutual fund members have assets of
about $1.6S5 trillion, accounting for approximately 95 percent of total industry
assets, and have over 38 million individual shareholders.

Mutual Fund Pact Book . 33rd Ed. , Investment Ccmpany Institute, at page
66 (1993)

.

^ Financial Systems and Development . World Bank, at page 21 (1989)

.



575

III. Selling U.S. Mutual Funds Abroad Would Benefit the U.S.
Economy

U.S. mutual funds are an ideal vehicle for attracting
foreign investment dollars into the U.S. capital markets.
Foreign investment in the U.S., channelled through U.S. mutual
funds, is a benign source of capital that will not result in
foreign investors acquiring control of U.S. businesses.

A. Increasing Sales of U.S. Funds Abroad Would Expand U.S.
Capital Markets

One significant benefit derived from selling U.S. mutual
funds abroad is the enhanced capital formation that would result
from the inflow of billions of investment dollars into the U.S.
securities markets. This inflow could help maintain low interest
rates, increase the pool of equity capital needed to expand
existing American businesses and promote the creation of new
business ventures.

Foreign investment through U.S. mutual funds has the
distinct advantage of expeinding our capital markets without
leading to foreign control of U.S. businesses. The
diversification requirements which are applicable to U.S. mutual
funds under Subchapter M of the Internal Revenue Code and various
provisions of the federal securities laws effectively limit
foreign control of U.S. businesses through U.S. mutual funds. In
addition, the fundamental investment objectives of most U.S.
funds preclude them from investing to obtain control over
operating con5)anies. Thus, the sale of U.S. funds abroad would
encourage foreign investment in, but not foreign control of, U.S.
businesses.

Recent experience suggests that America's success in
attracting foreign capital may be faltering. Net foreign
purchases of U.S. Government securities totalled $88,806 billion
in 1988 but fell to $74,525 billion four years later. Foreign
ownership of corporate equity in the U.S. has been stagnant for
over four years. Deposits by foreigners in U.S. bcinks have also
remained relatively constant: $733,316 billion at the end of
1990 and an estimated $704,081 billion at the end of March 1993.
Overall, capital inflows into the U.S. in the first quarter of
1993 were, at aui annualized rate of less than $28 billion, only
one eighth of the $206,121 billion recorded in the peaik. year of
1986. Direct investment in the U.S. by foreigners has also
fallen in 1992 to its lowest level since 1983.' Removing the
barriers to the sale of U.S. mutual fiinds abroad would increase
foreign investment in the United States.

B. Increasing Sales of U.S. Funds Abroad Would Increase
the Demand For Ancillary Fund Services Provided By U.S.
Compeuaies

Increasing demamd for U.S. fund shares abroad will increase
the demand for ancillary fund services provided by U.S. fund
managers cmd advisers, transfer agents, custodians, accountants,
attorneys and others located in the U.S. Thus, growth in the
U.S. mutual fund industry will produce a "ripple effect," causing
growth in U.S. fund- related service providers. In contrast,
purchases of foreign mutual funds sponsored by foreign advisers
or other offshore entities will permit foreign service providers
to benefit from the rapidly growing worldwide demand for mutual

All statistics are from Treasury International Capital Reports . Treasury
Department, Office of International Banking and Portfolio Investment (May 26,

1993) .

n.S. Depeurtment of Ccomerce, Bureau of Bconcmic Analysis, Hay 1993.
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funds. By permitting U.S. mutual funds to compete aibroad, the
demand for ancillary fund services provided to U.S. mutual funds
by an array of U.S. entities and individuals will increase.

r7. Chang&B In U.S. Tax Law Are Needed to Enable the U.S. Mutual
Fund Industry to Compete In Foreign Marlcets

A. Foreign Investors Currently Purchase Only Nominal
Amounts of U.S. Mutual Funds

Despite the high quality of the U.S. industry's products and
services and the attractive growth potential in overseas markets,
the ability of U.S. funds to gain effective access to foreign
mutual fund investors has been minimal. This stark contrast
between the U.S. industry's tremendous success in the domestic
marketplace and its experience in foreign markets is a clear sign
that there are impediments to effective international
competition.

The U.S. withholding tax laws, which give foreign investors
a substantial tax disincentive to purchase U.S. mutual funds, are
the focus of our testimony today. We believe that these tax
consequences arise primarily from the application of domestic
principles of taxation that were developed almost 60 years ago
for an industry which, at that time, was marketed only to U.S.
investors. If U.S. funds are to compete effectively in the
increasingly global financial niarkets, we must eliminate the
disincentives to invest in U.S. mutual funds that are created by
U.S. tax law.

B. Sales of U.S. Mutual Funds Abroad Are Disadvantaged by
U.S. Tax Law

Under current U.S. tax law, U.S. funds are disadvantaged by
tax withholding provisions that do not apply to comparable
foreign funds.

Generally, portfolio interest income and any realized
capital gains paid to foreign investors are exempt from U.S.
withholding tax. However, distributions of dividends to foreign
investors are subject to U.S. withholding tax. Under current
U.S. tax law, interest income and short-term capital gains
realized by U.S. funds are converted into "dividend" income when
distributed. Thus, foreign investors who purchase U.S. funds are
subject to U.S. withholding tax on their interest income and
short-term capital gain. By contrast, U.S. withholding tax is
not applied to interest income or capital gains received by a
foreign investor through a foreign mutual fund.

This difference in taxation is a powerful incentive for
foreign investors seeking to purchase mutual funds to favor non-
U.S. funds. Unless U.S. funds can offer foreign investors tax
treatment comparable to that offered by foreign funds, U.S. funds
will continue to be unable to attract foreign investment.

V. H.R. 1891 Would la^rove the International Conpetitiveness of
U.S. Mutual Funds

A. H.R. 1891 Would Provide Comparable Treatment For
Foreign Investors in U.S. Mutual Funds and in Foreign
Mutual Funds

To achieve comparable tax treatment for the foreign investor
choosing between a U.S. or a foreign mutual fund, we urge this

Hhile net sales of long-term stock and bond funds reached $197,006
billion in the U.S. in 1992, sales outside the U.S. were nominal. Foreign
shareholders own less than one-qujirter of one percent of U.S. fund shares.
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Siibcommittee to support enactment of H.R. 1891, The Investment
Competitiveness Act of 1993. This legislation includes
provisions designed to make the tax treatment of foreign
investors in U.S. mutual funds conparable to the tax treatment
afforded to foreign investors in foreign mutual funds, thus
eliminating the con^jetitive disadvantage created for U.S. funds
by existing tax law.

The bill would permit U.S. funds to flow through to all
shareholders the character of the interest income being
distributed. In addition, U.S. funds would be permitted to flow
through to foreign investors the character of einy short-term
capital gains being distributed. Thus, U.S. funds could
distribute to foreign investors interest income and short-term
capital gains free from withholding to the same extent currently
permitted for foreign mutual funds.

B. H.R. 1891 Would Provide Comparable Treatment For
Foreign Direct Investors and Foreign Investors in U.S.
Mutual Funds

A fundamental principle underlying the taxation of U.S.
mutual funds has been to provide tax treatment for the mutual
fund investor con5)arable to that provided to direct investors in
securities. H.R. 1891 is consistent with this principle.

The foreign direct investor in U.S. securities, like the
foreign investor in a foreign mutual fund, is generally not
subject to U.S. withholding tax on either interest or short-term
capital gain. Thus, by flowing through interest and short-term
capital gain to the foreign investor in a U.S. mutual fund free
from withholding, H.R. 1891 would provide the foreign investor in
a U.S. mutual fund with tax treatment con^jarable to that provided
to the foreign direct investor in U.S. securities.

C. Taxation of U.S. Mutual Fund Shareholders Would Not Be
Affegt;gd

It is important to note that none of these provisions would
affect the taxation of U.S. investors in U.S. mutual funds.
Current domestic tax law principles would remain intact for U.S.
investors.

VI. Explanation of Specific Provisions

A. Interest Flow- Through

The Internal Revenue Code imposes a 30 percent withholding
tax on certain distributions of income, including dividends and
some types of interest income, paid to all foreign investors.
The 30 percent withholding rules do not apply, however, to
certain types of interest, including "portfolio interest", which
is generally defined as interest on obligations issued in
registered form after July 18, 1984. In addition, tax treaties
often reduce the withholding rate for both dividends and interest
to a lower rate, such as 15 percent. Many tax treaties further
reduce the withholding rate to zero for interest paid to foreign
investors, without regard to whether the interest qualifies for
the portfolio interest exen5)tion from withholding.

As discussed above, under current law, when a U.S. mutual
fund receives interest income and distributes that income to
shareholders, the distribution is considered dividend income
rather than interest. This "dividend" income is, therefore,
subject to withholding tax when received by a foreign investor,
even if the income would be exempt from withholding if received
by a foreign investor directly or indirectly through a foreign
mutual fund.
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To provide comparable treatment for foreign investors in
U.S. mutual funds with foreign direct investors and foreign
investors in foreign mutual funds, the bill would permit U.S.
funds to treat as interest income exempt from withholding taoc

when distributed the following: (1) interest on obligations
issued in registered form; (2) original issue discount, market
discount, and acquisition discount; and (3) bank deposit
interest

.

In addition, the bill characterizes all interest which flows
through a U.S. mutual fund as interest (rather than as a
dividend) . Thus, foreign investors in U.S. funds who receive
such interest often would not be subject to withholding tax at
the rate applicable to dividends, if the investor is from a
country that has entered into a treaty with the United States.
Instead, the investor could take advantage of any lower tax rate
afforded to interest under the treaty.

The bill appropriately recognizes that a foreign investor
should not be able to invest through a U.S. mutual fund and avoid
the current law restriction that prohibits a foreign investor who
owns at least ten percent of th6 equity of a corporation (a "ten-
percent shareholder") from treating as portfolio interest any
interest received on a bond issued by that corporation. The bill
prohibits this circumvention of the portfolio interest rules by
not exempting from tax interest from a corporation which flows
through a mutual fund to a ten-percent shareholder in that
corporation. This provision thus prevents a foreign investor
who controls a foreign corporation from arreinging to receive the
corporation's profits as portfolio interest not subject to U.S.
withholding rather than as dividends which are taxable.

B. Short-Term Capital Gain Flow- Through

Under present law, short-term and long-term capital gains
realized by foreign investors are generally exen^t from
withholding tax. Because long-term capital gains realized by a
U.S. mutual fund retain their character when distributed to
shareholders as long-term capital gain dividends, foreign
investors in U.S. mutual funds are not subject to withholding tax
on these gains. However, short-term capital gains realized by a
U.S. mutual fund are currently distributed as ordinary income
dividends, and are, therefore, subject to the withholding tax
when distributed to foreign investors.

To provide treatment comparable to that afforded to foreign
direct investors in U.S. securities and to foreign investors in a
foreign mutual fund, the bill would exempt from withholding tcLX

short-term capital gain received by a foreign investor through a
U.S. mutual fund. Moreover, the amount of a fund's short-term
capital gain would be calculated in the same way as every other
investor calculates short-term capital gain, i.e., by subtracting
from the sales proceeds the appropriate cost basis, without any
reduction for expenses. Also, as under present law, amy net
capital loss or net short-term capital loss attributable to
transactions occurring after October 31 of a year would be
treated as arising on the first day of the next taxable year for
purposes of the mutual fund distribution requirements under Code
section 4982.

Given the difficulties that funds would have in ascertaining whether a
mutual fund investor owns 10 percent or more of the equity in a ccnipany in which
the fund invests, the fund's withholding obligation is limited to situations
where it knows of the fund investor's ownership interest in the underlying
conpany.
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C. Estate Tax Exemption

Under current law, foreign direct investors in U.S.
securities have certain U.S. estate tax advantages compared to
foreign investors in U.S. funds. In particular, a foreign direct
investor is not subject to U.S. estate tax on either (1) debt
obligations whose interest is eligible for the portfolio interest
exen5)tion from withholding tax or (2) certain amounts deposited
in banks. For estate tax purposes, these assets are deemed not
to be property within the United States. However, a foreign
investor is subject to U.S. estate tax under current law if these
otherwise exempt assets are held indirectly through a U.S. mutual
fund.

The bill would provide foreign investors in U.S. mutual
fiinds with treatment comparable to the foreign direct investor by
providing that fund shares will be property "not within the
United States" to the extent that the underlying fimd assets
would have been exempt from estate tax if held directly by the
investor. Thus, for exanple, if 50 percent of the underlying
assets would be assets exempt from U.S. estate tax if held
directly by a foreign investor, only 50 percent of the value of a
foreign investor's shares in that fund would be subject to U.S.
estate tax.

VII. Coneluaion

H.R. 1891 would provide the U.S. mutual fiand industry with
the opportunity to market, on a conpetitive basis, a product in
which we are the world's leader. Worldwide consumer acceptance
of mutual funds by a growing middle class has created a strong
potential for selling U.S. mutual funds abroad and attracting
foreign capital into the United States. Enactment of H.R. 1891
will permit the realization of this potential.

On behalf of the Investment Cc«5)any Institute, I would like
to thank the members of this Subcommittee for the opportunity to
testify in support of H.R. 1891. I would be glad to respond to
ciny questions you may have.
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Chairman Rangel. Merrill Lynch, Ms. Stodghill, counsel.

STATEMENT OF LABRENDA GARRETT STODGHILL, COUNSEL,
MERRILL LYNCH & CO., INC.

Ms. Stodghill. Thank you, Mr. Chairman and members of the
committee.

I am LaBrenda Garrett Stodghill, a principal at Liz Robbins As-
sociates. I am here today to testify on behalf of Merrill Lynch and
its affiliates.

Merrill Lynch supports the proposal to amend section 956 of the

code in a way that would eliminate an anomaly that permits con-

trolled foreign corporations to make loans to U.S. corporations but
prevents the making of such loans to noncorporate U.S. persons.

And noncorporate persons would include individuals, partnerships,

trusts and estates.

As you know, Mr. Chairman, section 956 was enacted to prevent
U.S. shareholders from paying themselves disguised tax-free divi-

dends, and this could occur where a controlled foreign corporation

accumulates earnings abroad free of U.S. tax and then makes those
untaxed earnings available to its shareholders by engaging in a
transaction such as making a loan to the U.S. shareholder.

Section 956 prevents this result by treating a controlled foreign

corporation's investment in U.S. property as a deemed dividend to

the U.S. shareholder. An investment in U.S. property would in-

clude the obligation that arises when a loan is made to a U.S. per-

son.

Now, back in the context of the 1976 Tax Reform Act, the Ways
and Means Committee recognized that no untaxed earnings are

made available to a U.S. shareholder when a loan is made to an
unrelated U.S. person. And if you look at the 1976 committee re-

ports, you will see that the discussion is framed entirely in terms
of loans to unrelated U.S. persons. There is no distinction made be-

tween corporate and noncorporate persons.

The statutory language, however, only permits loans to be made
to U.S. corporations. This discontinuity in current law prevents

U.S.-owned companies from competing with their foreign counter-

parts. German or Japanese companies are free to lend into the

United States to noncorporate persons. They not only do not pay
taxes in their home country, they are also outside the reach of sec-

tion 956.
Now this problem in current law should be eliminated, corrected

in any event, but the proposed amendment is made even more nec-

essary by the pending legislation that would exacerbate the prob-

lem under current law. As you know, Treasury proposed a provi-

sion to expand the scope of section 956 and the Ways and Means
Committee included that provision in its budget reconciliation rec-

ommendations.
Now, the Ways and Means Committee did add language to the

Treasury proposal requiring Treasury to study the very issue that

would be addressed by the proposal before the committee today,

and I would respectfully submit that Treasury, having initiated a
proposal to extend the reach of section 956, can reasonably be
charged with having done all of the studying that is needed.
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In Treasury's testimony before this committee, the only concern
identified related to the absence in the proposal of a provision simi-
lar to the rule in current law that prevents a controlled foreign cor-

poration from making a loan to a related domestic corporation.
Merrill Lynch would agree that a comparable limitation should be
added to the proposal. The proposal is intended to provide the same
treatment for loans to noncorporate persons that now applies only
to loans made to corporations.

I want to add that any remaining concerns regarding the scope
of the proposal can be addressed in a way that at least takes care
of the immediate problem faced by U.S.-owned companies that are
prevented from competing effectively with their foreign-owned
counterparts. What we have in mind is limiting the proposal to

cover companies engaged in the business of lending money.
The code already contains several definitions of financial services

entities. An example is the provision limiting foreign tax credits in

section 904 of the code.
That is my testimony, Mr. Chairman, and, again, I thank you for

this opportunity to present Merrill Lynch's views on the need to

eliminate this artificial tax distinction in section 956.
Chairman Rangel. I assume that in your full statement you

have suggested language that addresses Treasury's objection to the
legislation?

Ms. Stodghill. Yes, Mr. Chairman.
Chairman Rangel. OK, we will work with you on that.

[The prepared statement follows:]
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STATEMENT
on

THE PROPOSAL REGARDING THE TREATMENT OF CERTAIN INVESTMENTS
OF CONTROLLED FOREIGN CORPORATIONS IN U.S. PROPERTY

before the
SUBCOMMITTEE ON SELECT REVENUE MEASURES,

COMMITTEE ON WAYS AND MEANS
on behalf of

MERRILL LYNCH & CO., INC. AND ITS AFFILIATES
by

LaBrenda Garrett Stodghill
Principal, Liz Robbins Associates

June 24, 1993

Mr. Chairman and members of the Committee, my name is LaBrenda
Garrett stodghill. I am testifying today on behalf of Merrill
Lynch & Co., Inc. and its affiliates ("Merrill Lynch"). I thank
the Chairman and the Committee for the opportunity to present
Merrill Lynch's views on the proposal that would rationalize the
rule that permits a controlled foreign corporation ("CFG")' to make
loans to unrelated U.S. corporations (under Section 956(b) (2) (F) of
the Code) while the recognition of income is triggered if loans are
made to unrelated noncorporate persons.

The legislative history of Section 956 of the Code does not
explain why this artificial distinction was created. As a result
of current law, U.S. -owned companies suffer a competitive
disadvantage relative to foreign-owned firms that are free to make
loans to noncorporate U.S. persons. The amendment to broaden the
scope of the Section 956 operating rules, which Treasury proposed
and the Ways and Means Committee recently adopted,- exacerbates the
problem under current law. For these reasons, Merrill Lynch would
respectfully reguest that the treatment of loans to unrelated U.S.
corporations be extended to loans to unrelated noncorporate
persons.

Legislative Background

Generally, the U.S. tax on a CFC's profits is deferred until
remitted to a U.S. shareholder in the form of a dividend. Section
956 of the Code was enacted to prevent U.S. shareholders from
circumventing the general rule by obtaining the use of a CFC's
earnings without payment of U.S. tax, through loans and similar
transactions.

As originally drafted. Section 956 treated a CFC's investment
in any "United states property" (including loans to unrelated U.S.
corporations)' as a dividend to its U.S. shareholders. Thus, a CFC
engaged in lending activities was (effectively) prohibited from
conducting its ordinary business with U.S. borrowers.

The anomaly created by the 1976 Tax Act. As part of the 1976
Tax Reform Act, however, the Congress provided exceptions from the
definition of United States property. The legislative history of
the 1976 amendment provides, in part:

'a controlled foreign corporation is any foreign corporation
more than 50 percent of the vote or value of the outstanding shares
of which is owned, directly or indirectly, by U.S. shareholders.
Section 957(a) of the Internal Revenue Code of 1986, as amended
(referred to herein as the "Code").

'See Section 14232 of H.R. 2264, the House version of the
pending Reconciliation Bill.

'Section 956(b) of the Code defines "United States property"
to include tangible property located in the United States, stock of
a domestic corporation, and obligations of a United States person,
inter alia .
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Present law is very broad as to the types of property
which are to be classified as U.S. investments for
purposes of this rule. For example, the acquisition by
the foreign corporation of stock of a domestic
corporation or obligations of a U.S. person (even though
unrelated to the investor) is considered an investment in

U.S. property for purposes of imposing a tax on the
untaxed earnings to the investor's U.S. shareholders.

The committee believes that the present scope of the
provision is too broad.... In the committee's view a

provision which acts to encourage, rather than prevent,
the accumulation of funds offshore should be altered to
minimize any harmful balance of payments impact while not
permitting the U.S. shareholders to use the earnings of
controlled foreign corporations without payment of tax.^

While all of the applicable reports explained the amendment as
applying to U.S. persons (without limiting the exception to U.S.
corporations) the statutory language did not extend the exception
to loans made to noncorporate U.S. persons.^

The discontinuity in current law is best illustrated by the
following examples:

(1) Loans made by a CFC to each of two unrelated U.S.
corporations would not be treated as a deemed dividend,
but a loan made to a partnership formed by the same two
corporations would trigger a deemed dividend.

(2) Similarly, a loan made to an S corporation would not
trigger a deemed dividend, but a loan made to the
shareholders of the S corporation would give rise to a

deemed dividend.

The 1976 legislative history gives no indication of why CFC loans
to noncorporate persons were not provided with similar treatment.*
Certainly, however, loans to noncorporate persons would not provide
a U.S. shareholder any greater use of a CFC's earnings then loans
made to corporations.

The Urgency Created by the Administration's 1993 Tax
Initiative As proposed by the Administration, the Ways & Means
Committee adopted a provision to broaden the scope of the Section
956 "deemed dividend" rules. On its own initiative, the Ways and
Means Committee added statutory language requiring Treasury to
conduct a study of the appropriate tax treatment of investments by
CFCs in obligations of U.S. persons other than corporations.'

If the scope of Section 966 of the Code is to be broadened, I

respectfully submit that the Congress should insure that the

"S. Rep. No. 938, 94th Cong., 2d Sess., 225-226 (1976).

*The exception in Section 956(b)(2)(F) of the Code provides
that "the term "United States property" does not include the stock
or obligations of a domestic corporation which is neither a United
States shareholder (as defined in section 951(b)) of the controlled
foreign corporation, nor a domestic corporation, 25 percent or more
of the total combined voting power of which, immediately after the
acquisition of any stock in such domestic corporation by the
controlled foreign corporation, is owned, or is considered as being
owned, by such United States shareholders in the aggregate."

'significantly, the 1976 legislative history includes the
statement that the adoption of the exception for loans to corporate
persons had little or no revenue impact (see p. 228 of S. Rep.

938) .

' See Section 14232 of the pending Reconciliation Bill.
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operating rules are working by ending the anomalous treatment of
CFC loans to noncorporate U.S. persons.

The Proposal Is Intended to Eliminate the Discontinuity in Current
Law

The proposal before the Committee was intended to extend the
present law treatment of CFC loans to U.S. corporations to loans
made to unrelated noncorporate U.S. persons. In Testimony you
received on June 22, 1993, Treasury noted that the proposal "does
not simply treat loans to noncorporate and corporate U.S. persons
identically," as the proposal would except loans made by a CFC to
a noncorporate U.S. entity that is 25-percent or more owned by 10-
percent U.S. shareholders of the CFC.

While the current statutory language only refers to 25-percent
owned domestic corporations (with no mention of 25-percent owned
noncorporate entities) Merrill Lynch would be happy to work with
this committee to develop a comparable limitation under the
proposal. The basic proposal is simply to remove the current law
anomaly by allowing CFCs to make loans to unrelated U.S.
individuals, partnerships, trusts and estates, without triggering
U.S. tax on the CFCs un-repatriated earnings.

International Competitiveness

In addition to correcting the anomaly described above, this
proposal will also benefit the U.S. economy by removing a needless
tax impediment to the flow of worldwide capital to its most
productive uses, thereby making an additional source of credit
available to U.S. noncorporate borrowers.

The sophistication of U.S. investors and the globalization of
financial markets means that individuals, partnerships, trusts and
estates who had previously only dealt with U.S. lenders are now
seeking funding from around the world. U.S. companies are
expanding overseas to help bring the resources of the international
market to U.S. investors. The effect of the current definition of
United States property is to prevent these companies from
economically competing in this line of business.

So too, the current definition of United States property puts
U.S. companies at a competitive disadvantage relative to foreign
controlled companies which have made substantial inroads on U.S.
financial institutions. Not only can Japanese, German, U.K. and
French companies make loans to U.S. individuals without being
subject to current tax in their own countries, but the deemed
dividend rule of Section 956 has no application.

The United States cannot afford to cede its dominion over the
worldwide capital markets. Thus, anomalous tax impediments such as
the treatment of CFC loans to noncorporate U.S. persons should be
removed

.

Conclusion

Thank you again Mr. Chairman for this opportunity to bring
this matter to the attention of the Committee on Ways & Means. I

along with knowledgeable officers and employees of Merrill Lynch
are available to work with the Committee to address this anomaly in
the Code.
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Chairman Rangel. Mr. Knox.

STATEMENT OF JAMES E. KNOX, SENIOR VICE PRESIDENT,
GENERAL COUNSEL AND SECRETARY, ITEL CORP., CHICAGO,
ILL.

Mr. Knox. Thank you, Mr. Chairman.
Chairman Rangel. Chicago. How are things in Chicago? Are you

from Chicago?
Mr. Knox. I am indeed, sir.

Chairman Rangel. You Hve in Chicago?
Mr. Knox. I do, indeed.
Chairman Rangel. You know the chairman?
Mr. Knox. I do, indeed.
Chairman Rangel. Take as much time as you want.
Mr. Knox. Thank you, Mr. Chairman. I think that concludes my

remarks.
I also know that we have a fine Congressman who is represented

on this committee, and I thank him for being here to show his in-

terest in our matter.
Chairman Rangel. Which one is that?
Mr. Knox. Congressman Reynolds.
Chairman Rangel. Was he referring to you?
Mr. Reynolds. Must have been.
Mr. Knox. I am the senior vice president and general counsel

and secretary of Itel Corp., which is headquartered in Chicago. I

am here today to testify on a proposal to protect foreign financial
service companies from the harsh consequences of the PFIC rules.

As you know, Mr. Chairman, these are the rules that were de-

signed to shut down abusive foreign mutual fund schemes. Itel

holds an interest in a foreign company which, in turn, owns an in-

terest in financial service companies, and these companies are de-

sirous of raising capital, equity capital in the United States.

These financial service companies are regulated as banks in their

foreign countries. They perform exactly the same services as banks
in their foreign countries except they do not take deposits. In short,

they are like many commercial banks are in the United States.

The PFIC rules already recognize that banks should not be sub-

ject to the PFIC rules, and now this committee and the Treasury
Department is preparing to exempt security companies from the
application of the PFIC rules.

If one is going to compare these foreign financial service compa-
nies to banks which are already exempt or to compare them to se-

curity companies which are proposed to be exempt, it is quite clear

that they are much closer to banks than the security companies.
Now, I am not saying that the security company exemption is not

a wise one. I am saying that we also need to recognize that the
world of banking has changed and that today financial service com-
panies compete with banks, perform the same services as banks
and should be treated like banks.

In not providing such an exemption for financial foreign service

companies, we are precluding them fi-om using the U.S. capital

markets to raise equity because of the uncertainty in the minds of

the U.S. investors in how the PFIC rules apply, and the result of

this is an unfair impact on the U.S. capital markets. In support of
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that, NASDAQ, the second largest security market in the world,
has filed a letter with this committee in support of the proposal to

exempt financial service companies fi-om the rules of the PFIC pro-

visions.

I understand that Treasury is reluctant to permit this exemption.
I am puzzled as to why.
Chairman Range L. Administrative problems.
Mr. Knox. Well, the banks are already exempted. This looks like

a bank. It talks like a bank. It quacks like a bank. I don't under-
stand their problem.
Chairman Rangel. That would help if you understood the prob-

lem and assisted us in resolving whatever problems they have.
Mr. Knox. We would love to have that opportunity, Mr. Chair-

man, because we think it is unfair to subject these companies
which compete directly in their home markets with banks to the
disadvantage of being unable to raise capital in the United States.

Chairman Rangel. They have not opposed you on the merits.
Mr. Knox. We think it is unfair to the U.S. capital markets.
Chairman Rangel. They haven't opposed you on the equity.

Mr. Knox. Well, then we will get there with your help.
Chairman Rangel. And with your help.

Mr. Knox. That concludes my statement. Thank you.
[The prepared statement and attachment follow:]
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STATEMENT
on

THE PROPOSAL TO ALLOW FOREIGN CORPORATIONS ENGAGED IN
FINANCING AND CREDIT SERVICES

A PASSIVE FOREIGN INVESTMENT COMPANY
EXCLUSION COMPARABLE TO THAT AVAILABLE TO

BANKING AND INSURANCE ACTIVITIES UNDER CURRENT LAW
before the

SUBCOMMITTEE ON SELECT REVENUE MEASURES,
COMMITTEE ON WAYS AND MEANS

by
James E. Knox

Senior Vice President, General Counsel & Secretary
Itel Corporation

June 24, 1993

Mr. Chairman and members of the Committee, my name is James
Knox. I am Senior Vice President, General Counsel and Secretary of
the Itel Corporation ("Itel") , on behalf of which I am here today.

My testimony addresses the proposal to allow active foreign
financing companies an exclusion from the Passive Foreign
Investment Company (or "PFIC") rules, comparable to the exclusion
for banks and insurance companies under current law.

Itel supports the view that current law should be amended to
place non-U. S. controlled active foreign financing companies
("Active Foreign Financing Companies") on the list of businesses
eligible to receive regulatory relief under Treasury regulations.
There is no question that current law reaches far beyond the scope
of the offshore mutual fund schemes that prompted the Congress to
enact the PFIC rules. I would like to explain that Active Foreign
Financing Companies are even less "passive" than the companies
covered by the proposed exception that has already been agreed to.
In that regard, I will comment on the testimony that Treasury gave
before this subcommittee yesterday. Finally, I would like to focus
your attention on the "trade" implications of the PFIC regime: The
potential application of the PFIC rules to Active Foreign Financing
Companies hinders access to the U.S. equity market, resulting in
the export of this business to foreign markets.

The Basic Policy Underlying the PFIC Rules

When the PFIC rules were enacted in 1986, the Congress
intended to eliminate a tax advantage enjoyed by U.S. taxpayers who
invested in passive assets through foreign mutual funds.' Under
prior law, U.S. investors in foreign mutual funds could avoid
current taxation and reap the benefit of preferential capital gain
rates for the fund's ordinary earnings.- The goal of the PFIC
regime was to put U.S. investors in foreign mutual funds in parity
with U.S. investors in domestic mutual funds.

The definition used by the Congress to determine PFIC status
is a narrow one that looks only to the composition of a

corporation's income and assets.' The Congress recognized,
however, that certain foreign corporations generate "passive

'See "General Explanation of the Tax Reform Act of 1986,"
prepared by the staff of the Joint Committee on Taxation, 1021,
1023 (May 4, 1987) (referred to herein as the "1986 Blue Book").

^See Baldwin, "Games Big People Play," Forbes, Nov. 7, 1983,
p. 88; Marcial, "Big Returns, Small Taxes Attract Investors to
Offshore Mutual Funds," Wall Street Journal, March 26, 1981.

' Under the general rule of Section 1296(a), a foreign
corporation is a PFIC if either (1) 75 percent or more of its gross
income for the taxable year is "passive," or (2) the average
percentage of assets (by value) producing or held for the
production of "passive income" is at least 50 percent.
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income" (such as interest) due to the nature of their business
activities. Thus, the 1986 legislation provided exceptions for the
obvious candidates -- viz. , banking and insurance activities.''

In addition to the statutory rules for banks and insurance
companies, the Statement of Managers in the Conference Report on
the 1986 legislation expressed the expectation that " bona fide
underwriters of securities [would] be excluded from classification
as a PFIC."'' The banking and insurance exceptions, as well as the
Conference Report language regarding underwriters of securities,
evidence a basic policy of excluding corporations holding "passive"
assets as an integral part of an active trade or business.

Unintended Targets of the PFIC Rules

Because the focus in 1986 was on foreign mutual funds,
taxpayers were slow to recognize the breadth of the PFIC
legislation -- that is, the potential application to taxpayers
other than investors in foreign mutual funds.'' Since 1986 it has
become clear that current law is too broad in that it captures
legitimate businesses that are unintended targets of the PFIC
rules.

Consider the example of a foreign corporation engaged in
providing financing and credit-related services (an "Active Foreign
Financing Company") the activities of v;hich are limited to:

(1) making personal, mortgage, industrial, or other loans to
unrelated persons (including companies and individuals);

(2) purchasing, selling, discounting, or negotiating to
unrelated persons notes, drafts, checks, bills of
exchange, or other evidences of indebtedness;

(3) providing charge and credit services, or factoring
receivables obtained in the course of providing such
services, to unrelated persons;

(4) entering into finance leases with unrelated persons;
and

(5) disposing of property used in an activity described
in (1)- (4) to unrelated persons.

Significantly, the activities I have described would not be
considered "passive" for other tax purposes (for example, the
foreign tax credit limitations applicable to domestic financing
companies)

.

•"Under current law (section 1296(b)(2)(A)) "passive income"
does not include any income derived in the active conduct of a

banking business by an institution licensed to do business as a

bank by the United States, or to the extent provided in
regulations, other corporations so engaged. Similarly, "passive
income" does not include any income derived in the active conduct
of an insurance business by a corporation that is predominantly
engaged in such business and would be subject to U.S. tax under the
regime applicable to insurance companies if it were a domestic
corporation

.

'H.R. Rep. No. 841, 99th Cong., 2d Sess. 11-644 (1986)
(referred to as the "1986 Conference Report').

^See. e.g.

.

Stodghill, "Applying PFIC Rules To RICs Can Cause
Double Taxation" The Journal of International Taxation (July/August
1991) 100 (explaining how the PFIC rules penalize investors in
domestic mutual funds, the very taxpayers whom the Congress looked
to as models for the proper treatment of PFIC shareholders)

.
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Consider also that the Active Foreign Financing Company
derives more than 90 percent of its income from persons located in,

and is resident in and subject to the full taxing jurisdiction of,

its country of incorporation, the government of which issues
operating licenses and supervises the business. Further, the
country of incorporation is not a tax haven country and is a full
treaty partner with the United States (including a tax information
exchange agreement that would allow the U.S. Treasury Department to
obtain information necessary to verify the Active Foreign Financing
Company's activities). In addition, the Active Foreign Financing
Company has correspondent relationships with the largest U.S.
companies engaged in similar businesses, and stock in the company
is traded on the only stock exchange in the country of
incorporation

.

Notwithstanding the bona fide business described above, the
Active Foreign Financing Company would risk the potential
application of the PFIC rules if its shares were sold in the United
States.

Impact on U.S. Securities Markets

The potential application of the PFIC rules to Active Foreign
Financing Companies also has the effect of denying these companies
access to U.S. securities markets (and, consequently, denying U.S.
investors investment opportunities)

.

As explained by the NASDAQ Stock Market — which lists the
securities of 4,100 domestic and foreign companies and is the
second largest securities market in the world — this "denial of
access" hobbles U.S. markets in competing with foreign securities
markets for listings of strong foreign companies. Moreover,
uncertainty in the minds of the investing public with respect to
the possible application of the PFIC rules limits the marketability
of shares that are listed on a U.S. market.

For the Record, I have attached to my statement a copy of a

letter from NASDAQ to Chairman Rostenkowski , supporting the
proposal to provide regulatory authority for Treasury to sort out
the circumstances in which Active Financing Companies could be
excluded from the PFIC rules.

An Opportunity To Take Corrective Action in the Pending
Reconciliation Bill

As you know, Mr. Chairman, the Administration recognized that
certain foreign corporations that generate interest income due to
the nature of their business activities should be excluded from the
PFIC rules. The Ways & Means Committee adopted the
Administration's proposal by removing securities dealers from the
PFIC regime,' but no provision was made for Active Foreign
Financing Companies.

Treasury's Testimony Fails to Articulate a Substantive Reason
for excluding Active Foreign Financing Companies from the Relief
Granted to Securities Dealers. In testimony before this

'The Ways & Means Committee restricted the rule for securities
dealers to U.S. shareholders owning at least ten percent of the
voting stock on an individual basis — and more than 50 percent in

the aggregate — of controlled foreign corporations, "to insure
that the exception cannot be used by portfolio investors to avoid
the PFIC rules." WMCP: 103-11, "Fiscal Year 1994 Budget
Reconciliation Recommendations of the Committee on Ways & Means
(May 18, 1993 ) p. 256. I would point out that no similar
limitation applies to banks and insurance companies, and— as
explained below — relative to securities dealers, there is

considerably more overlap between the activities of Active Foreign
Financing Companies and banks.
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subcommittee on June 22, 1993, Treasury's Assistant Secretary for
Tax Policy stated that the proposal to provide regulatory authority
for Active Foreign Financing Companies "raises major administrative
problems." Presumably, this is a reference to the fact that
Treasury is certainly capable of distinguishing between PFICs and
Active Foreign Financing Companies on a case-by-case basis but is
reluctant to take this approach. I respectfully submit that a

reference to "administrative problems" is not a sufficient response
to the substantive unfairness faced by Active Financing Companies.

I am concerned that the subcommittee may have been left with
the impression that the Administration's proposal for securities
dealers — without similar relief for similarly situated companies
— is justifiable on the grounds that securities dealers have a
Subpart F exclusion. Treasury also testified that "the PFIC
provisions eliminate the benefit of deferral for U.S. persons
investing in foreign investment funds, [and that] the current and
proposed PFIC exceptions are intended to permit certain active
businesses to retain deferral, to the extent that the income would
not otherwise be picked up under Subpart F of the Internal Revenue
Code. I would like to "clarify" Treasury's statement regarding the
relationship between the anti-deferral rules of Subpart F and the
proposed exception to the PFIC rules for securities dealers. The
fact is that interest income received by a securities dealer is not
eligible for deferral under Subpart F. Thus, Treasury obviously
concluded that the absence of a Subpart F exception for interest
income should not present a barrier to PFIC relief.

There is no apparent tax policy reason to provide regulatory
relief for certain financial services companies, while excluding
others that bear even a closer resemblance to banks. Regarding
the distinction between securities dealers and other financial
services companies. Treasury's testimony notes that these are "very
difficult lines to draw and [they] think that with the addition of
the proposed exceptions the appropriate lines will have been
drawn." I would like to point out that the line Treasury has drawn
for securities dealers covers financial entities that hold the very
same assets that one would expect an investment fund to hold. By
comparison, with particular regard to the current law exception for
banks, the assets and activities of Active Foreign Financing
Companies bear a much closer resemblance to banks than to
investment funds.

conclusion

I would respectfully request that this subcommittee recommend
that Treasury be provided with whatever authority is deemed
necessary to insure that Active Foreign Financing Companies are
appropriately excluded from the PFIC rules, similar to the current
law rule for banks.
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ATTACHMENT

THE NASDAQ STOCK MARKET NASDAQ
«ASniNCTON ' LOMOOM : Palo ALTO

June 16. 1993

The Honorable Daniel Rostenkowski

United States House of Representatives

Washington. DC. 20515-1305

RE: The Subcommittee on Select Revenue Measures Heannps

on Miscellaneous Tax Issues

Dear Chainnan Rostenkowski:

The Nasdaq Stock Market supports the proposal to modify the Passive

Foreign Investment Company ("PFIC") rules that relate to foreign corporations

actively engaged in the business of financial and credit services (item 15. under the

"Foreign Tax Provisions' section of the June 2. 1993 Press Release). Nasdaq is

the second largest securities market in the world and lists the securities of 4,100

domestic and foreign companies, more than all other U.S. stock markets

combined.

The PFIC rules were enacted as part of the 1986 Tax Reform Act to

respond to abuses on the pan of US mvestors in highly publicized offshore mutual

fund tax shelten. The PFIC rules cover an area much broader than the limited

ofTshorc mutual firnd investment companies that they ongmally targeted and

extend to cover foreign finance corporations in non-tax haven countries that are

actively engaged in the business of financial and credit services.

The goal of the PFIC rules was to put US investors of passive assets

through foreign corporations in parity with US investors in passive assets through

domestic investment companies. The PFIC rules were not intended to apply to a

foreign corporation engaged in the active conduct of a trade or business. The

regime chosen by Congress for determining PFIC stams is narrow m the sense that

It looks only to a corporation's uicome and assets to determine its PFIC status.

This regime, however, results in an overly broad "shotgun' approach with harsh

and unfair consequences to corporations that happen to be engaged in an active

business that generates what is generally considered passive-type income.

This tax treatment results in these companies being unwilling to enter the

US fmancial markets. This unwillingness denies access to excellent foreign

companies to US investors because they can not purchase the companies in US
maiicets. This unwillingness also hobbles US niarkets such as the Nasdaq Stock

Market in competing with foreign securities markets for listings of strong foreign

companies. These companies will thus increasingly look to markets outside the

US to raise equity capital, eroding the primacy of US fmancial markets and the tax

revenue that comes from trading in those markets.

Because we understand there to be no revenue cost to the proposed

regulatory authority to modify the rules, and current regulation extends much

beyond its onginal purposes, eliminates access to US fmancial markets, and

opportunities for US investors, we see little justificanon for the continuation of the

current regulatory scheme. We believe that a narrowly tailored active financing

exception to the PFIC regime would provide access to the US equity capital

markets for many active foreign financing companies while at the same time

preserving the enforcement of the tax policies underlying the PFIC rules •-

preventing income dcfcnal and recharacterization for US persons investing in

pooled investment-type vehicles.
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We therefore request your favorable consideration of the proposal to

modify the Passive Foreign Investment Company rules to provide regulatory

authonty for the exclusion of foreign corporations that are actively engaged in the

business of financial and credit services.

Sincerely,

Richard G. Ketchum

Executive Vice President
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Chairman Rangel. Mr. Fink, Treasury believes that H.R. 1891
could provide better treatment to foreign investors in U.S. mutual
funds than our present treaties provide for U.S. investors in foreign
funds, and that was their major concern.
We have asked Treasury to give their views, as you might sus-

pect, to all of the proposals in front of us, and we would have to
respond to Treasury as we move forward in this legislation. And
you could help, all of you, once you understand what the objections
are, in helping us think through them.
Mr. Fink. Yes, we received notice of their objections, and we

think we have a solution to it. Most of the countries with which
we have income tax treaties have treaties with one another. We
have prepared a matrix which we will show that the problem is

theoretical and not real. But we will be happy to work with Treas-
ury and the subcommittee on resolving it.

Chairman Rangel. I am sorry, Mr. Ege. I overlooked your team.
You may proceed.

STATEMENT OF KARL J. EGE, GENERAL COUNSEL, FRANK
RUSSELL CO., TACOMA, WASH., AND FRANK RUSSELL IN-
VESTMENT MANAGEMENT CO., ACCOMPANIED BY WARREN
THOMPSON, CHIEF TAX COUNSEL
Mr. Ege. Fine. Thank you, Mr. Chairman.
Members of the committee, my name is Karl Ege. I am general

counsel of the Frank Russell Co., a leading global asset consultant
and investment management firm headquartered in Tacoma, Wash.
I am accompanied today by our chief tax counsel, Warren Thomp-
son.

I am here to testify in favor of H.R. 1891, the Investment Com-
petitiveness Act of 1993. In our view, enactment of this legislation
is critical for U.S. mutual funds to become truly competitive invest-
ment products in the global marketplace.
Over the years, Russell has gained a reputation as a premier

global asset consultant. We currently provide investment strategy
consulting on nearly $500 billion of investment assets to over 200
clients worldwide, including the domestic pension plans of Greneral
Motors, IBM, AT&T and Boeing as well as similar institutions
overseas.

Additionally, we serve as investment managers for over $14 bil-

lion of collective investment funds, including mutual funds and
commingled employee benefit plans. We have developed an inter-

national reputation as an innovative leader in the management of
collective investment funds.
Our unique portfolio management technology offers clients a

multistyle, multimanager investment strategy which is designed to

minimize risks, maximize diversity and sustain above-benchmark
yields. This has become increasingly popular to overseas investors,
particularly pension funds and insurance companies.

Also, recently, we have seen increasing activity among individual
retirement plans overseas as governments of those nations, follow-
ing the lead of the United States, are turning to defined contribu-
tion plans as a method of providing funded retirement security for
their citizens.
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Unfortunately, as currently structured, the Internal Revenue
Code creates a disincentive to the purchase of U.S. mutual funds
by these investors overseas. As we have heard today, the up to 30
percent "export tax" which is placed on U.S. mutual funds makes
them noncompetitive. This is particularly true for institutional in-

vestors who often base their decision on yield spreads of just a few
basis points or hundredths of a percent.

Because of the unattractiveness of U.S. mutual funds, foreign in-

vestors have turned with increasing frequency to funds that are
based in tax-favored jurisdictions such as Luxembourg, Ireland,
Bermuda, Cayman Islands and others in order to invest their port-

folios in U.S. securities. One of the principal reasons for this is be-

cause of the withholding tax.

We have polled institutional investors worldwide, and they have
told us that U.S. mutual funds are otherwise high on their list of
investment alternatives. The reasons are obvious.
As Mr. Fink has stated, this industry is the crown jewel of the

American securities industry. We have an unparalleled commit-
ment to investor protection through our securities regulation
scheme for mutual funds. U.S. mutual funds use advanced invest-

ment technology. They have the best accounting and custodial ca-

pabilities and by far the best client-servicing capabilities.

A recent example that faced us illustrates this point.

Last year, we were approached by a Canadian investment insti-

tution to prepare a set of funds for them to sell to their individual
retirement account clients. At first blush, our existing mutual fund,
the $4 billion of mutual funds we had in the United States, ap-
peared to be good candidates. But after review it became clear, be-
cause of withholding tax, that these would not work. So we were
required to set up a clone set of funds in Canada in order to mar-
ket U.S. securities to these accounts.

Those funds became effective in January of this year, and we
have already garnered over $100 million into those Canadian
funds. Even though the funds are invested substantially in U.S. se-

curities, they employ Canadian accounting, custodial, and trustee

recordkeeping services. We pay investment management fees to

Canadian managers, and our Canadian affiliate pays Canadian cor-

porate income tax on its earnings in Canada.
This is but one example of a likely scenario that will play out

over time.

We cannot ignore the fact that some foreign jurisdictions have
actually enacted magnet legislation to attract the fund business to

their countries. A recent example is Ireland, which enacted legisla-

tion which created pure passthrough tax treatment for funds lo-

cated there and then significantly lowered the income tax rate for

fund management companies located in Ireland. This creates a
double incentive to locate the fund's business there.

The success of the U.S. mutual fund industry is recognized by in-

vestors throughout the world. Yet the current tax environment ef-

fectively prevents this industry from exporting its product. If H.R.
1891 is adopted, it will help create a worldwide market for U.S.
mutual funds, thus further encouraging the flow of international

capital into U.S. investments.
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To us, the Frank Russell Co., H.R. 1891 makes sound business
policy and trade sense. We appreciate the opportunity to testify be-

fore the committee, and we look forward to any questions you may
have.

[The prepared statement follows:]
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TESTIMONY OF KARL EGE
FRANK RUSSELL COMPANY

I. INTRODUCTION

My name is Karl Ege and I am General Counsel for the Fnmk Russell Company. The Frank

Russell Company is a privately held company headquartered in Tacoma, Washington. I

appear before the Subcommittee today to testify in favor of H.R. 1891, the Investment

Competitiveness Act of 1993. In our view, enactment of this legislation is critical if the

U.S. mutual fund industry is going to become a truly attractive investment market for global

investors.

Russell is recognized as one of the premiere global money managers and pension consulting

firms in the world, providing investment strategy consulting worldwide to such institutional

investors as GM, IBM, AT&T, XEROX, Boeing, UAL, Unilever, Shell, Monsanto, and

others. Other institutional investment clients include Rolls Royce, Dai-ichi Life, Yasuda Fire

& Marine, Marks & Spenser, and Lend Lease Corporation (Australia).

Russell employs nearly 1,000 people in the United States, and also has offices in Toronto,

London, Zurich, Sydney, and Tokyo. The company serves as investment manager for over

$14 billion of collective investment funds, including mutual funds (otherwise known as

regulated investment companies or "RICs"), common trust funds, commingled employee

benefit funds, and private investment partnerships.

Russell has developed an international reputation as the technology leader for the fund

industry; we sit at the cutting edge of investment technology. Our unique portfolio

management technology provides a multi-style, multi-manager investment strategy to

minimize risk for investors while maximizing diversity.

We have found, in our experience around the world, that the U.S mutual fund industry is the

most technologically advanced in the world. This, in turn, allows it to be the most cost

efficient in delivering its services to clients. The U.S. tax law, however, is creating an

impediment to exploitation of that expertise in world financial markets.

n. CURRENT TAX RULES

The Internal Revenue Code (the "Code") creates such a disincentive by imposing a

withholding tax on fund distributions that does not apply in the case of comparable foreign-

based funds or to direct investments in the United States by foreign investors. In effect, the

Code characterizes interest income and short-term capital gains distributed by a mutual fund

as dividend income. When received by a foreign investor, this dividend income is subject to

a 30 percent withholding tax. Tax treaties may reduce this rate to IS percent or less for

residents of treaty countries.

Interest income

The Deficit Reduction Act of 1984 generally repealed the 30 percent withholding tax for

portfolio interest paid to foreign investors on obligations issued after July 18, 1984. Tax

treaties between the United States and a number of foreign countries also exempt interest

paid to foreign investors from the withholding tax.

• Because interest income is characterized as dividend income when it is

distributed by a RIC, the portfolio interest exonption and reduced treaty

rates do not apply; therefore, such income is subject to withholding tax

when received by foreign investors.
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Short-term capital gains

• A RIC must characterize short-term capital gains as ordinary income

dividends, and such income is subject to withholding tax when received by

foreign investors.

In direct contrast, if a foreigner invests directly in U.S. securities, in a unitrust partnership,

or in a foreign mutual fund, such short-term capital gains income would not be subject to

withholding tax.

Estate tax

A foreign investor is not subject to U.S. estate tax on certain amounts deposited in banks and

debt obligations where the interest is eligible for the portfolio interest exemption from

withholding tax.

• A foreign investor is subject to U.S. estate tax if these otherwise

assets are held indirectly through a RIC.

in. CURRENT U.S. TAX LAW CREATES A MAJOR IMPEDIMENT TO
FOREIGN INVESTORS

Based on its investment manager research, evaluation, and recommendation activities, as well

as on other investment advisory services rendered to large pools of capital worldwide,

Russell is keenly aware of the current practices of global investment managers. Global

institutional investors and the managers who invest the funds for those pools of capital use

U.S. -based mutual funds only sparingly for their pooled investments. One of the principal

they do not use U.S. mutual funds is the withholding tax on dividends and short-term gains.

The U.S. withholding tax provides a disincentive for foreign investors for two reasons — it

effectively imposes an export tax on the U.S. mutual fund industry, making U.S. -based funds

less attractive from a pricing standpoint; and it creates an administrative burden for foreign

institutional investors.

Large, institutional investors have a broad choice of investment vdiicles worldwide. It has

been our experience that these investors will not hesitate to move investment assets wherever

necessary to obtain the highest after-tax yield available at their particular risk-tolerance level.

The U.S. withholding rate of 30 percent reduces yields for U.S. mutual funds to levels below

world market rates, thus creating a substantial impediment to U.S. funds in attracting foreign

investors.

In many cases these foreign investors could be entitled to a refund of the withholding tax

paid. However, the administrative burden and the loss of the use of the fiinds for some time

period (at least six months) outweigh the expected yields. Thus, the foreign investment in

U.S. securities is achieved through other means.

Foreign investors can avoid the withholding tax by investing directly in U.S. securities.

However, our experience is that foreign investors, particularly institutional investors, prefer

to employ highly experienced professional investment managers to diversify their investments

overseas through the use of "pooled" vehicles. Recently, Russell conducteid a survey of its

potential investment clients in Europe. We learned that, in general, those investors prefer a

pooled vehicle such as a mutual fund for their global investment strategies. This is no

surprise. Pooled investments represent the most efficient way to diversify a portfolio across

multiple markets and among several currencies. However, because the Code imposes a tax

penalty in the form of the 30-percent withholding tax, those investors generally go elsewhere

to access the global markets.
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This has resulted in the dramatic increase in institutional funds located in such tax-favored

jurisdictions as Luxembourg, Ireland, Bermuda, and the Cayman Islands. Many of the funds

created in these jurisdictions invest in U.S. securities; foreign-based institutional investors

find these fiinds attractive because their investments are not subject to the U.S. withholding

tax.

IV. HOW THE INVESTMENT COMPETITIVENESS ACT OF 1993 WOULD
WORK

Interest income

The proposal would allow interest income earned by a RIC to flow through to foreign

shareholders as interest income. In general, interest-related dividends would pertain to

interest earned by the domestic RIC from: 1) obligations issued in registered form; 2) short-

term (183 days or less) original issue discount obligations; or 3) bank deposits. Interest-

related dividend distributions generally would be exempt from the withholding tax.

In addition, a RIC could designate distributions as "taxable-interest dividends." These

dividends generally would be treated as interest payments not eligible for exclusion from

withholding but, rather, eligible for treaty withholding rates for interest

Short-term capital pains

The proposal would allow RICs to designate short-term capital gains income as short-term

capi^ gains dividends. Short-term coital gains dividends received by foreign investors

generally would be exempt from the withholding tax.

A foreign investor's shares in a domestically controlled RIC would not be treated as property

within the United States and, therefore would not be subject to U.S. estate tax, in the

proportion that would have been exempt from estate tax if held directly by the investor.

Effective date

The biU would ^)ply to taxable years of RICs beginning after the date of enactment.

V. THE RUSSELL EXPERIENCE

We have found in our discussions with target investors throughout the world that the first

fund of choice for a foreign investor is one based in its own country. The second choice, if

all other things were equal, would be investment in U.S. funds, for the following reasons:

•i The U.S. system of regulation is unparalleled in its commitment to investor

protection.

• The U.S. fund system uses the most advanced investment management

technology, including the best accounting and recordkeeping knowledge and

expertise.

• The U.S. mutual fund industry has by far the best marketing and client

servicing csqnbilities.

Until 1980, U.S.-based institutional investors had very few, if any, investments outside the

United States. Today, these funds invest close to 15 percent of their assets in overseas

equity and dd>t instruments. Similarly, institutional investors in foreign countries, such as
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outside their home country. These investors include insurance companies, banks, trusts,

pension funds, reinsurance pools, central banks, and government entities.

Russell's recent experiences in Canada exemplify this trend, as well as the impact of the

U.S. withholding tax. In 1992, Russell entered into an arrangement to provide a series of

investment funds to be marketed to the individual retirement account market in Canada by a

Canadian brokerage. The U.S. withholding tax made Russell's existing U.S. mutual funds

unattractive investment vehicles for Canadian investors.

Russell was thus forced to create a new Canadian-based family of funds that are essentially

"clones" of existing Russell U.S.-based mutual funds, solely for the purpose of providing a

tax efficient pooled investment vehicle to Canadian investors who wish to invest a substantial

portion of their retirement portfolio in U.S. securities. These funds became fully operable in

January 1993, and have grown to over $100 million (Canadian) in assets in less than six

months.

One reason these funds are so attractive is because, increasingly, foreign investors are

attracted to Russell's "multi-style, multi-management" investment approach. This investment

approach is particularly attractive to investors with a long-term asset/liability management

focus, such as pension funds, individual retirement plans, and insurance pools. In using the

investment technology it has developed over the last 25 years advising some of the world's

largest investment pools, Russell is regarded as being on the cutting edge of the global

investment business. This proprietary technology and "know how" represent a quantum lead

over anything else available in the global market.

Yet, these funds - managed in Canada but invested in the U.S. securities, other foreign

securities, and Canadian securities - employ Canadian accounting, custodial, trustee, and

recordkeeping services and pay investment management fees to selected Canadian investment

managers. Russell's Canadian affiliate pays Canadian corporate income tax on its earnings

from this operation.

If H.R. 1891 had been in place at the time these funds were organized, there would have

been no need for Russell to create this separate set of 'clone* funds in Canada.

It is also worth noting that some foreign jurisdictions have actually enacted "magnet"

legislation in order to attract the pooled investment business to their countries. A recent

example of this trend occurred in Ireland, which enacted legislation creating pure "pass-

through" treatment for funds located there, and significantly lowered the income tax rate for

investment management firms that conduct funds operations in Dublin. Such foreign

legislation thus creates a double incentive to locate fund business off shore.

V. POUCY ISSUES RELATING TO H.R. 1891

Competitive Considerations

U.S. mutual funds, such as those sponsored by the Frank Russell Company, should be placed

on a level playing field with foreign mutual funds. The international funds business is highly

competitive and marked by very narrow profit margins. Often, mere basis points separate

the bidders for institutional investment business. The U.S. fund industry, if it could compete

on level ground with foreign fiinds, would no doubt use its efficiencies, and the contributions

of technology to returns on investment, to great advantage in attracting significant foreign

a^ital. As the U.S. tax law is currently written, however, companies like Frank Russell

cannot compete-the foreign investment dollar is left to a foreign fund, or to the investor to

invest directly in U.S. securities, with little or no benefit in the form of diversification, other

than full use of derivative securities.
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The Frank Rtissell funds, and others like them, are blocked out of the competition for

international investment dollars by virtue of the U.S. tax law.

Neutralitv of Tax Law in Investment Decisions

Investment by foreign investors in U.S. securities may be accomplished in several different

ways: directly, or indirectly, through foreign or U.S. vehicles. The U.S. tax law currratly

favors direct investment or indirect investment through foreign funds. The U.S. tax law

compels a particular form of investment by foreign investors. We do not believe that

^jpropriate tax policy is served by the current tax structure. The tax law should be neutral

with respect to its impact on investment decisions. We believe that such tax neutrality would

permit taxpayers such as the Frank Russell Company to exploit fully the technological and

strategic advantages developed over the years.

Application Qf thg 1984 Act PQlicy

In the Deficit Reduction Act of 1984, Congress exempted from U.S. withholding tax certain

payments to foreign direct investors and exempted investments in the underlying obligations

from U.S. estate tax. Congress enacted these provisions to promote capital formation and

substantial economic growth in the United States. This bill would continue to foster coital

formation and economic growth by providing wider access for U.S. mutual funds to the more

than $1 trillion dollars in foreign investment dollars currently lodged in foreign mutual funds.

VI. IN CONCLUSION

During the last decade, the U.S. mutual fund industry has become one of the most profitable

and growing portions of this country's service economy. U.S. mutual fund assets now total

about $1.7 trillion. It seems natural that such a thriving domestic industry be allowed to

flourish on an international level as well. Yet, the current tax environment prevents this

industry from exporting its product. H.R. 1891 would create a worldwide market for U.S.

mutual fiinds, thus further unleashing the flow of international capital into U.S. investments.

For the Frank Russell Company, H.R. 1891 makes perfect sense, fh>m a business and policy

perspective.
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Chairman Rangel. Before the chair recognizes Mr. Thomas, I

would like to say to this panel as well as those that will testify that
you wouldn't be here if your proposals were not considered to have
merit. And you do know that they are not law because there are
some problems.
And Ms. Stodghill indicated that she knew the problem that the

Treasury had, and it would be helpful to this committee that, not-
withstanding what is in your written statement, if you would ad-
dress that problem. It could save us a lot of time in having to ask
whether you thought about it and whether or not you have any
suggestions.
Ms. Stodghill, of course, has language that would provide some

limitation. Mr. Fink, I assume you would join with Mr. Knox, with
all of his knowledge in the field, and help Treasury to resolve their
administrative problems.
So that, before I ask for questions from the rest of the panel, it

is my pleasure to recognize the distinguished gentleman from Cali-
fornia and veteran senior member of this committee, Mr. Thomas.
Mr. Thomas. Thank you, Mr. Chairman. It is a pleasure to re-

turn to my former subcommittee with the chairman.
And I assume the statement directed at the panel applies to the

members as well, that the offerings that we propose have merit,
but I know they are not without problems.
One of them is revenue, and we have a number of revenue off-

sets. The problem is that it is a moving target, as the chairman
knows. The ones that I thought I could use when the reconciliation
bill left the House have been absorbed to a very good extent by
what went on in the Senate, and they may reappear in conference,
so I am keeping an eye on the revenue sources. But, obviously, ac-
cording to the rules, we will provide revenue for any of the changes
if they are considered to be meritorious enough to be accepted.
One of the changes—and I ask unanimous consent that my writ-

ten testimony be put in the record that I want to focus on is one
that the administration does not oppose, and that is an increase of

the special use valuation limit from $750,000 to $1.5 million. It

hasn't been increased since 1981. It is one of those areas in which
you would hope that there would be some enlightened indexing of
numbers, but since there isn't we have to periodically come back
and make adjustments.
Treasury does oppose my other proposal concerning the unitary

tax in California and the court cases associated with it. Treasury
currently has some discriminatory, in my opinion, treatment of
companies that are located in the United States and have foreign
subsidiaries. They are treated differently than foreign companies
with subsidiaries in the United States. My proposal corrects this

discrimination. We believe it is meritorious and would like to have
you look at it.

The last proposal deals with closely held corporations in the leas-

ing business, which we believe are not treated equitably.
With that, Mr. Chairman, I would like to thank you and the com-

mittee for allowing me to make this presentation in the middle of

hearing testimony about other areas that need to be looked at.

There are a number of inequities currently present in the Tax
Code. If we could connect them, hopefully, we can look forward to
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the day that we can get some stability in the code. Until that time,
I hope you will take a look at some of my suggested changes, Mr.
Chairman. Thank you.

[The prepared statement and attachment follow:]



THE HONORABLE BILL THOMAS
(21st District, California)

Before The Subcommittee on Select Revenue
June 24, 1993

I appreciate this opportunity to explain the proposals on
the Subcommittee's hearing agenda which I have authored. The
Subcommittee has a daunting array of issues in front of it and I

will be pleased to provide as much information as possible in
order to make your assessment of my proposals easy.

One of my growing concerns is about the preservation of farm
land and opportunities for young farmers. To aid in the process,
I introduced H.R. 1411 earlier this year. The bill is simple:
it raises the "special use" valuation limit from $750,000 to $1.5
million per decedent. The Treasury Department has stated that it
does not oppose raising the special use valuation limit and I

hope we will be able to do so.

The estate tax needs to be reexamined if we are serious
about removing impediments to entering the business of farming.
The continuing decline in the number of farms is directly related
to the growing difficulty young farmers have in starting
operations. A recent GAO report shows potential new farms
confront extremely high start-up costs and low returns on
investment. The report cites an example in the livestock
industry where it can take an investment of $1 million to produce
an income of $40,000—a return of about 4% if everything goes
right. For young people trying to decide on a career, that will
not be very attractive unless we make it easier for them to to
assume control of the family business.

Because of the difficulties farm families face in
transferring assets, H.R. 1411 has generated a great deal of
interest. The American Farm Bureau and and California
Cattlemen's Association support the bill. They recognize the
importance of the estate tax in passing farms from generation to
generation. In spite of today's special use valuation and
unified credit, families can see farms broken up for sale so
estate taxes get paid.

Just take a look at some farm values and you'll easily see
why we need to continue adjusting the special use valuation.
Cattlemen value a cow-calf unit at $1,500 and can easily have 300
animals in a heard. If they graze their animals, they need about
$3,000 in land per unit. This means a viable farm operation will
already have over $1.3 million in value before we start looking
at equipment, structures or other assets. Other crops pose the
same problem. An acre of table grapes can be worth $8,000 to
$10,000, pistachios $13,000 and peaches and nectarines $8,000 to
$10,000. Those production-based values, not what a farmer might
receive as urban growth, make property attractive for real estate
development. These are values before we start looking at the
value of equipment and some of that equipment can be extremely
expensive. For example, a four-row cotton picker can cost
between $150,000 and $200,000.

Congress last seriously changed the special use valuation in
1981, raising the valuation from $500,000 to $750,000 and making
a number of other improvements. The explanation for those
changes remains an excellent reason for improving the special use
deduction today: as Joint Committee on Taxation explained it,

the intent was to preserve family farms and other closely-held
businesses by limiting estate tax valuations based on property's
uses, not fair market value. For farm families trying to move
land between generations, this is still an important matter. The
value of land devoted to farming can be significantly less that
the land's value in real estate development.

If we give farm families a higher limit, we can accomplish
two relatively important goals. We can preserve agricultural
lands which create far more attractive habitat for wildlife than
urban areas do. We can keep farm families in agriculture.



Beginning farmers face high entry costs. Increasing the special
use valuation will give families a chance to pass farms between
generations instead of forcing them to sell farm assets to meet
the estate tax burden they may face.

A doubling of the deduction is in line with what has
happened in the economy since the $750,000 level was set in 1981.
Gross Domestic Product is 54% higher today, consumer prices are
56% higher, and labor costs are 44% higher. Unless the special
valuation is increased to reflect changes in our economy and
provide a margin of protection for family farmers, the deduction
will protect less and less property as families try to preserve
their farms in the future.

The bill does not change the rigorous restrictions on using
the valuations. Families would have to keep property in
agricultural use for 10 years. A family member must actually
participate in farming the land; ceasing to use property in
agriculture means the family will have to pay additional estate
taxes. The bill also helps families attempting to keep small
businesses intact because they will also be able to employ the
expanded special use deduction, subject to the same rules they
have to follow today.

Another of my recommendations, allowing renewable energy
credits to be applied to alternative minimum tax liability, falls
in the "natural resources" area. While I am pleased by the
Committee's action in last year's energy bill to make the
geothermal and solar credits permanent and to provide a
production-based credit for wind power, we need to go a bit
further by making these credits fully applicable to alternative
energy investors' alternative minimum tax liability. I have
proposed this adjustment in prior years, and believe it remains a
necessary step.

Contrary to the Treasury Department's assessment of the
renewable credits, there is a very good reason for allowing the
credits to be applied to alternative minimum tax liability: the
credits do not provide the incentives Congress intended.

The alternative minimum tax is not a new problem for the
solar, geothermal and wind industries. When you examine the
testimony of the alternative energy groups, you will find that
the uncertainty of the tax credits' availability and the
alternative minimum tax were among the key factors preventing
them from easily obtaining capital. We have solved one tax
problem but the alternative minimum tax is still a barrier to
renewable energy development.

Without adjustment, the alternative minimum tax problem will
continue to plague these industries. The geothermal industry's
experience, for example, is that the alternative minimum tax is
almost always triggered by investment in geothermal resources.
These can be extremely costly ventures. Even the production-
based wind credit creates this problem. Many wind projects have
such large depreciation expenses that the credits cannot, under
present law, be used until the project is in its tenth year. The
wind industry has found that the alternative minimum tax
discourages potential investment because many potential investors
are already subject to the alternative minimum tax and are
reluctant to add to their burdens.

The best way to resolve this matter is to make the renewable
energy credits fully applicable to taxpayers 's alternative
minimum tax liability. I hope you will join me in making such a
change this year.

I also hope you will join me in supporting H.R. 1410, my
bill to provide U.S. companies competing abroad with a full
deduction for taxes they pay to states. This is not a new matter
for our Committee. In fact, a panel of industry witnesses
testified in favor of my bill in 1991. It was endorsed by
several trade groups, including the National Association of
Manufacturers, U.S. Chamber of Commerce, Chemical Manufacturers
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Association, Pharmaceutical Manufacturers Association, American
Electronics Association, Petroleum Equipment Suppliers
Association, U.S. Council of International Business and the
American Petroleum Institute. The National Governors
Association, Committee on State Taxation of the Council of State
Chambers of Commerce and the Multi-State Tax Commission also
supported the bill. Because this is still a problem for American
firms, and because the current regulations still encourage U.S.
companies to relocate or allocate resources on the basis of tax
rather than economic considerations, I hope you will join me in
passing H.R. 1410 this year.

As some of you will recall, the U.S. Supreme Court has ruled
that states can use formulae that impose a tax on a company's
world wide income under certain conditions. Because of
retroactive regulations adopted by Treasury, these taxes are not,
as a practical matter, fully deductible.

The regulations indirectly limit the deduction of these
taxes by manipulating a company's foreign tax credit limitation.
To prevent foreign taxes from reducing tax on U.S. source income,
the credit is limited to a percentage of a company's pre-foreign
tax credit U.S. tax liability. Essentially, this forces a company
paying state taxes under a world wide income formula to allocate
some of those taxes to its foreign income, producing non-
creditable "excess" foreign tax credits.

These are discriminatory rules, applying only to U.S. firms
with foreign operations. U.S. subsidiaries of foreign companies
get to deduct all such tax payments. U.S. corporations competing
with such firms have an additional cost of doing business because
they are, in effect, unable to fully deduct their state income
taxes. It even affects U.S. companies competing here at home
because corporations operating in "formula" states have higher
after-tax costs than their competitors in other states.

The treatment of these taxes is not even consistent with the
way we treat other kinds of payments. Treasury has adopted a
rule for charitable contributions that ought to be the rule in
the area of state taxes. Charitable donations are deductible
from U.S. income if the donations are to be used here. That
theory ought to apply to state taxes as well, making Treasury's
opposition to my bill difficult to understand. Anyone who has
dealt with a state taxing authority can easily recognize the
importance of making your payments. If a company does not do
that, the state locks its doors and seizes company assets. State
taxes are directly tied to a company's ability to do business,
perhaps more so than charitable contributions. Nevertheless, the
Treasury rules treat some state taxes as "foreign" tax payments.

Companies should not have to allocate capital on the basis
of federal tax rules. H.R. 1410 solves the problems created by
the current rules by providing that all deductions for state and
local corporate income and franchise taxes are allocated to U.S.
source income for foreign tax credit purposes. The legislation
will yield a full deduction for state corporate income taxes. The
bill addresses a competitiveness problem we have thrust on
American companies through the Internal Revenue Code, a problem
we should resolve as soon as possible.

Finally, I hope we can deal with this year the treatment of
closely-held corporations' passive losses from equipment leasing
activities. The treatment of these leasing companies creates
some of the same biases the passive loss rules have caused in the
real estate field. As you have already heard, there appears to
be a simple way to resolve this dilemma.

The passive loss rules effectively prevent closely-held C
corporations from applying their losses to portfolio income.
True, the companies can offset actively earned income with
passive losses, but losses which cannot be used this way must be
capitalized. What the rules create is a competitive disadvantage
for companies that are in the leasing business. Other leasing
firms do not face this situation.
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Publicly-traded C corporations can apply losses from their
leasing businesses to earnings on working capital, allowing them
greater flexibility in pricing their leases and providing them
with some diversification of income sources as a protection
against economic difficulties. The Internal Revenue Code does
not apply the passive loss rules to these firms. The rules thus
discriminate against the closely-held corporation even though its
leasing activities are performed in the sane way leasing
activities are performed by its competitors. The only
distinction I see is that a per se rule treats leasing by
closely-held firms as a passive activity.

What needs to be done is to provide a clear rule that gives
closely-held leasing firms the same tax treatment accorded
publicly-traded firms. One approach already exists: the at-
risk rules applicable to leasing by controlled groups under
section 465. The rules there permit losses to be deducted if the
companies in a group have a certain number of employees,
performed at least five separate leasing transactions and had at
least $1 million in gross receipts from equipment leasing. The
at-risk rules would seem to satisfy any concerns about whether
leasing is being conducted on an active basis.

The passive loss rules were designed to discourage tax-
motivated transactions. In the case of leasing, the result has
been to catch small businesses that are competing with large
businesses through the same activities the larger firms pursue.
The Internal Revenue Code should be amended to recognize that
closely-held C companies are often engaged in active leasing
businesses by removing the passive loss rules current bias
against them.
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STATEMENT OF THE AMERICAN FARM BUREAU FEDERATION
TO THE HOUSE WAYS AND MEANS SUBCOMMITTEE ON

SELECT REVENUE MEASURES
REGARDING H.R 1411

June 24, 1993

The American Farm Bureau Federation, the nation's largest general farm

organization representing over four million member families from every state and

Puerto Rico, is pleased to support the enactment of H.R. 1411, a bill to amend the

Internal Revenue Code of 1986 to double the maximum benefit vmder the special

estate tax valuation rules for certain farm real estate property.

In our 1993 policy developed by the voting delegates at our 74th annual

meeting held in Anaheim, California, in January, we state as foUows:

"We support elimination of the $750,000 ceiling allowed in

determining the existing exemption under Internal Revenue

Code 2032-A for agricultural productive value."

H.R. 1411 would move us substantially closer to our goal of eliminating

the current statutory ceiling of $750,000 by doubling that amount to $1,500,000.

This will allow prime agricultural land to remtin in production and will help ease

the inter-generational transfer of family-owned farms and ranches.

We feel this bill is definitely a step in the right direction, and it should be

enacted promptly.

Thank you for the opportunity to file this statement.
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Chairman Rangel. Congresswoman Johnson had an opening

statement, and by unanimous consent it will be entered into the

record.

[The prepared statement and attachment follow:]
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Stateuent bt The Honorable Nanct L. Johnson
ON Legislation to Provide Relief prom Retroactive
Application of Gift Tax Regulation on Disclaimers

Mr. Chairman, I am here in support of legislation to correct a long-standing
injustice which has resulted from the retroactive application of a federal gift tax
regulation. The regulation Involved was issued in 1958 and deals with the gift tax
treatment of disclaimers.

As the Committee knows, the Intended recipient of an inheritance or other gift

may refuse to accept the interest in the property. Such a refusal is called a disclaimer,

and under state law the property woiild then pass according to the wishes of the
transferor as though the person making the disclaimer had died before the transfer was
initiated. If the disclaimer is qualified for tax purposes, it is not treated as a taxable gift

by the person making the disclaimer, and rightfully so, since the dlsclaimant has not
accepted the property and has not designated where the property should go.

Under decisions of the federal courts before 1958, a disclaimer that was valid

under state law did not result In a taxable gift, and the regulation Issued by the IRS In

1958 did not appear to change this rule. Thus, In the case of a contingent future

interest, a disclaimer made within a "reasonable time" after termination of the
preceding Interest was considered an effective disclaimer ofthe future Interest. The IRS
even issued a private letter ruling confirming this interpretation of the regulation.

However. 14 years after the regulation was Issued, In 1972, the IRS first publicly

announced that It would give it a different Interpretation, contending that a disclaimer

of a pre-1958 contingent future Interest would be free from gift tax only ifmade shortly

after the Initial transfer which created the contingent interest. The IRS position was
rejected by a Federal Court of Appeals, but was ultimately upheld by the Supreme
Court In 1982 (the Jewett case).

What all this means Is that the government changed the rules In the middle of

the game, and further, determined 24 years after the regulation was Issued that the

change should be given retroactive effect. This Is grossly unfair to taxpayers, and the
family of Connecticut resident and former constituent. Page Wodell, Is one of those who
has been so unjustly treated, with particularly harsh results.

In 1937, Page's grandfather died, leaving a will that established a trust with the

Income to be paid to Page's grandmother for life, and at her death the remainder was
to go Page's mother and aunt, but only if they survived. Page's grandmother died In

1970, and Page's mother disclaimed her remainder interest four days later. The IRS
claimed this disclaimer was not made in a 'reasonable time" and thus was a taxable

gift, and Page has sacrificed nearly everything he has, including selling his house, to

pay this tax. (At the same time. Page's aunt disclaimed her interest under the same
will; her case was decided by the Court of Appeals which held against the IRS, before

the Supreme Court decided Jewett . As a result. Page's aunt's disclaimer escaped gift

tax altogether.)

Now under the rule In effect before the 1958 regulation. Page's mother did not

have to disclaim her contingent Interest until some future date when her mother died

and her contingent interest vested. But under the retroactive interpretation given the

1958 regulation by the Supreme Court, the day after the regulation became effective.

It was 20 years too late for Page's mother to have disclaimed; she was required to have
disclaimed her Interest soon after It was created, back In 1937. Thus, the 1958
regulation changed the rules but never gave those who held contingent Interests a grace
period to make a taix-free disclaimer. And it Is even more imfalr because the IRS never
said it viewed the regulation as a change in the rules until 14 years after the regulation

was issued.
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The Ways and Means Committee has consistently avoided such retroactivity

when legislating changes In the tax law. Accordingly, my proposal would correct this

Injustice for the group which has been most unfairly treated by the IRS. those holders

of pre-1958 Interests who made disclaimers before May 22, 1972, when the IRS first

told the pubUc Its poslUon that the 1958 regulaUon changed prior law. The proposal

would provide those disclalmants with the basic fairness they deserve, providing the

grace period the IRS should have given In the 1958 regulaUon.

At this time I would like to submit for the record a detailed technical statement

prepared by Page's counsel.
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Statbbsbnt of K. BIartin Worthy
Before the SuBcoioaTTEE on Select Revenue Measures

House Combhttee on Wats and BIeans
June 24, 1993

My name Is K. Martin Worthy. I eim a lawyer In the firm of Hopkins & Sutter In

Washington, D.C. and have practiced tax law for more than 35 years. I was Chief
Counsel for the IRS for three years and have been Chairman of the Tax Section of the
American Bar Association.

I am presenting this statement in support of legislation which would correct a
serious inequity which has resulted in the retrxHiCtive application of federal gift tax.

The amendment relates to disclaimers of property interests originally created before

1958.

It has been accepted for over fifCy years that a disclaimer or renunciation refusing

to accept a gift or transfer by will is not itself a transfer subject to gift tax if the

disclaimer is valid and properly made. Although until 1976 the Internal Revenue Code
("Code") contained no provisions governing the gift tax effect of disclaimers, in 1958 the
Treasury published a Regulation recognizing this court-established principle. Section

2518 of the Code (the disclaimer provision first adopted in 1976) applies only to

disclaimers of interests created after 1976, so that disclaimers of earlier interests,

including all the interests covered by the proposed amendment, are governed solely by
the 1958 Regulation and case law.

I represent the Estate of Mrs. Helen W. Halbach, who died while a resident of

New Jersey in 1972. Mrs. Halbach's disclaimer is one that would be covered by the
proposed amendment. I believe the following chronology of our case will demonstrate
the unfairness of the situation both for Mrs. Halbach's estate specifically and generally,

for other dlsclaimants who meet the requirements of the proposed legislation.

Mrs. Halbach's father died in 1937, and by his will established a trust with the

income to be pjiid to Mrs. Halbach's mother for life, with the remainder to be divided

later equally between Mrs. Halbach and her sister in the event of their survival of their

mother. Thus, Mrs. Halbach's interest was wholly contingent and would not vest or

become possessory in any sense until after her mother's death.

Mrs. Halbach's mother died on April 14. 1970, and Mrs. Halbach, four days later,

executed a document in which she irrevocably renounced and disclaimed all her right,

title and interest in the one-half share of the trust to which she would otherwise have
been entitled. The bank administering the trust thereupon brought an action in the

New Jersey courts to determine the effect of the disclaimer, and the Chancery court of

New Jersey, in a carefully developed opinion (274 A.2d 614), held in late 1970 that the
disclaimer, having been executed promptly after the death of the life tenant, was
effective to prevent any passage of title to Mrs. Halbach. The Court thus required
distribution of the half Interest in the trust, to which Mrs. Halbach would otherwise
have been entitled, just as if Mrs. Halbach had not survived. Significantly, the Court
noted not only that this was the accepted law of New Jersey, but also that the Court
had been unable to turn up any court decision anywhere that to be effective a
remainderman's renunciation must occur {as the Internal Revenue Service would later

contend) within a reasonable time after learning that a remainder interest had been
created. Thus, the Court concluded that it was sufficient if renunciation occurred
within a reasonable time after termination of any preceding life interest.

As I will discuss, Mrs. Halbach had no reason to believe, when she executed her
disclaimer in 1970, that she had in any way made a transfer of property subject to gift

tax. However, by reason of the Supreme Court's 1982 decision In Jewett v.

Commissioner and the failure of Congress in enacting section 25 18 to deal specifically

with disclaimers of interests created before 1976, Mrs. Halbach's estate is faced with a
gift tax on the value of the trust interest which she disclaimed In 1970, just as if she
had accepted tt and then later voluntarily transferred it to persons ofher own choosing.
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Before the 1958 Regulation the U.S. Courts of Appeals had made it clear that a
disclaimer which was valid and effective under state law did not result In a taxable gift.

(These and other authorities are discussed more fully In the attached "Technical

Analysis.") Although there was some variance In state disclaimer statutes and some
states had no disclaimer statutes at all, It was clear from the authorities (such as Page
on Wlllsl that as a general rule a disclaimer of an Interest was valid under state law If

It was imequivocal, made without prior acceptance, and made within a reasonable time.

Furthermore -- Just eis later held by the New Jersey court in connection with Mrs.

Halbach's disclaimer -- In the case ofan Interest which did not take effect In Immediate
possession, a disclaimer did not have to be made before the termination of the

preceding interest to meet the "reasonable time" requirement.

In the Jewett cjise, however, the Supreme Court held that, under the 1958
Regulation, a disclaimer after 1958 of a pre-1976 interest (Le., one created before the

effective date of section 2518 of the Code) will be recognized as free from gift tax only
if the disclaimer is made shortly after the dlsclalmant obtains knowledge of the

creation ofsuch interest rather than after knowledge of its vesting, as the courts

had previously held. Under this interpretation future Interests must have been
disclaimed soon after their creation, no matter how imlikely or contingent the

possibility that anything would ever be received. This Interpretation of the 1958
Regulation Is clearly contrary to accepted ceise law before 1958 (and contrary to what
many justifiably imderstood the law still to be even after the Regulation was
promulgated In 1958 and until well after Mrs. Halbach executed her disclaimer in

1970). Accordingly, application of the Supreme Court's decision to Mrs. Halbach and
other holders of pre- 1958 contingent Interests Is very unfair. Under existing case law
before the Jewett decision In 1982, they had no reason to disclaim a pre-1958
contingent interest until after they obtained knowledge that the Interest had vested,

even If they had knowledge of the existence of the Interest from Its creation. Yet the

1958 Regulation, as Interpreted by the Supreme Court In Jewett . gave such holders no
opportunity to disclaim their pre-1958 interests without gift tax, since It toas already
too late to do so when the Regulation was promulgated.

It should be emphasized that Mrs. Halbach had no reason to know at the time

of her disclaimer In 1970 that the IRS would claim that such disclaimer was subject to

gift tax. The Supreme Court acknowledged In its opinion In Jewett that it was not

entirely clear even after 1958 whether the Regulation required that the disclaimer be
made upon creation ofa contingent remainder Interest or upon subsequent vesting on
death of the life tenant.

(1) In fact, the position taken by the IRS In the Jewett UtlgaUon with respect

to the meaning ofthe 1958 Regulation Is specifically Inconsistent with the

Service's interpretation of such Regulation In Private Letter Ruling
6612201590A, which was Issued by the Service prior to Mrs. Halbach's
disclaimer in 1970. We have been unable to find why this ruling was not

called to the Supreme Court's attention In Jewett . eind the Court, In

making Its conclusion, mistakenly found that "the Commissioner's
Interpretation of the regulation has been consistent over the years" and
concluded that It was therefore "entitled to respect."

(2) In truth, as acknowledged by counsel for the Commissioner of Internal

Revenue In oral argument on December 1, 198 1, It was not until litigation

In the Tax Court In 1972 that the Service first publicly stated that It

interpreted the Regulation as It now does, as requiring the holder of a
future contingent Interest to disclaim shortly after knowledge of its

creation rather than after knowledge of the termination of the preceding
interest.

(3) That the taxpayer knew or should have known that the Regulation meant
what the Service now claims it means was certainly not obvious to the

United States Court of Appeals for the Eighth Circuit as late as 1973,
when it held that the interpretation now claimed by the Internal Revenue
Service and the Treasury Department was Incorrect. Kelnath v.

Commissioner. 480 F.2d 57. The Eighth Circuit reaffirmed this view In
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1980 in CottreU v. Commissioner. 628 F.2d 1127. holding that Mrs.
Halbach's sister's disclaimer of her idenUcal Interest in the same trust at

the same time was not subject to gift tax. Mrs. Halbach and other
dlsclaimants were simply operating within the law In effect at the time of

their disclaimers - the law as Interpreted In the Kelnath and CottreU

The proposed amendment would correct the injustice of the Supreme Court
decision in the Jewett case, for both estate and gift tax purposes, by providing that a
disclaimer of a pre-1958 interest will be treated as satisfying all requirements of the

Regulation if made before May 22, 1972 and within a reasonable time after the

preceding interest terminates and the disclaimant's Interest vests. The May 22, 1972
date Is the date of the Tzix Court's decision In Kelnath. the case in which the Service

first publicly stated Its contention that, when the Regulation was Issued in 1958, it was
already too late to disclaim eui existing contingent Interest. Thus, the proposed
amendment Is limited to those who were treated most unfairly by the effect of the

Jewett decision -- holders of such Interests who disclaimed before the IRS first made Its

interpretation public in May 1972.

The amendment would allow a grace period of one year after enactment of the

provision for making a refund claim with respect to each of the specified disclaimers,

regardless of the statute of limitations or finality of any prior decision.

In the past the Treasury Department has opposed a similar legislative proposal

because It weis to be "retroactive.' It Is Ironic that they put so much emphasis on
retroactivity of the proposed legislation and do not express the same concern about the

retroactivity ofthe Government's Interpretation ofthe 1958 Regulation, first announced
in 1972, saying that Mrs. Halbach, whose contingent remainder Interest was created

in 1937, should have made her disclaimer 21 years before the 1958 Regulation
in^>osing the new test was issued. Surely, the ex post facto nature of this

Regulation, retroactively changing the rules, without any grace period, as to when a

pre-1958 contingent interest may be disclaimed without gift tax, cries out for

Congressional redress.

Treasury has also opposed a similar amendment on the ground that the rule for

disclaimer of post-1975 Interests under section 2518 Is consistent with the Jewett
Interpretation of the 1958 Regulation for pre- 1976 Interests, that timeliness for both is

gauged from the time the Interest is created. However, the legislative history of the

1976 Act (which adopted section 25 18) Indicates to the contrary that Congress believed

that the Court of Appeals In the Kelnath case stated the proper interpretation of the rule

for pre-1976 interests. See, H. Rept. 94-1380, 66, 1976-3 C.B. 800.

Most recently. Treasury has suggested that the Supreme Court Is scheduled to

decide this Issue in Irvine v. United States . This Is not so. At Issue In the Irvine case

is a different portion of the 1958 regulation. It would be entirely possible for the Court

to affirm the taxpayer's Court of Appeals victory in Irvine without reversing Jewett.

Conversely, enactment of the proposed legislation would not affect the result in Irvine .

In conclusion, it is our contention that It Is only fair and equitable for this

Congress to provide relief to taxpayers who in good faith relied on existing case law and
never had an opportunity to make a timely disclaimer of their pre-1958 contingent

interests, as the Supreme Court has Interpreted the requirements of the 1958
Regulation.

Congressloned relief from the Imposition of the Federal gift tax on the disclaimer

of pre-1958 interests is particularly appealing in the Instant case under a "basic

fairness" test, since my client made the identical disclaimer at the same time as her
sister who has been relieved from such gift tax by the Eighth Circuit.
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Technical Analysis and Background Concerning
Proposal on the Tax Treatment of Disclaimers

OP Certain Remainder Interests

L background

As noted above, although until 1976 the Intemzil Revenue Code of 1954 ("the

Code") contained no provisions governing the gift tax effect of disclaimers, in 1958 the

Treasury published a Regulation recognizing this court-established principle. However,
even under the Regulation, the effectiveness of a disclaimer for federed tax purposes
varied according to applicable state law. By the 1970's It had become apparent to

members of the tax bar and others that a uniform definition of disclaimers would be
desirable for federal tax purposes. See, H. Rept. No. 94-1380, 66, 1976-3 C.B. 735, 800.

In response to the movement for a uniform disclaimer rule. Congress enacted

new section 2518 of the Code in the Tax Refonn Act of 1976. That section generally

requires that a "qualified discl£ilmer" for federal estate and gift tax purposes. I.e., a
disclaimer that does net constitute a taxable gift, be made (a) in writing, (b) before

acceptance of the Interest being disclaimed or any of its benefits, and (c) within 9
months after the later of the date on which the transfer creating the interest Is made or

the day on which the disclalmant attains age 21. Section 2518 was subsequently

amended in 1978 and 1981 to perfect and clarify the uniform rule.

Under present law section 25 18 applies only to disclaimers of Interests created

after December 31, 1976. Thus, the broad class of disclalmants of interests in trusts

created before 1958 remains subject to the law In effect before section 2518 was
enacted, irrespective ofwhen the interests become possessory and when the disclaimers

are made ~ even 40 or 50 or more years from now.

n. reasons for proposed amendment

In Jewett v. Commissioner. 102 S. Ct. 1082 (1982), the Supreme Court of the

United States, Interpreting section 25.25 1 l-l(c). Gift Tax Regs., held that a disclaimer

after 1958 of an interest created before 1977 will be recognized as free from federal gift

tax only if It is made shortly after the initial transfer from which the Interest sought to

be disclaimed eventually emerged. Under this Interpretation, future Interests must
have been disclaimed soon after their creation, no matter how unlikely or contingent

the possibility that anything would ever be received. Such an approach is contrary to

the view, widely held before the Supreme Court decided Jewett . that the 1958
Regulation permits a tax-free disclaimer within a reasonable time after the death of the

preceding life tenant, i.e. after the disclaimed interest becomes present and possessory.

Moreover, as Interpreted by the Supreme Court, the Regulation represents a sharp

departure from the law in effect prior to 1958 under which the effect of such a
disclaimer was generally governed solely by State law. Thus, the application of the

Supreme Court's decision to holders ofinterests created before 1958 is very unfjiir; they

had no reason to disclaim before that time and never had an opportunity to disclaim

without gift tax ~ even "within a re£isonable time" - after the Regulation was
promulgated.

Law Before 1958

Prior to the 1958 Regulation there were few Ccises Involving the federal estate and
gift tax effect of disclaimers. Nevertheless those few cases made clear that disclaimers

which were valid and effective under state law did not result in a taxable gift.

In 1933, the Sixth Circuit decided Brown v. Routzahn . 63 F.2d 914, cert, den.

290 U.S. 641(1933). In Brown decedent's wife died in 1912 and left decedent one-third

of all her property. An April 1920, before any distribution was made, decedent flled

with the proper probate court a renunciation of his right to the third of the estate, and
the court, ordering distribution to the remaining heirs, recognized the renunciation.

However, at decedent's death the Commissioner contended that the value of the
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renounced property should be included In decedent's estate for federal estate tax

purposes as a transfer made in contemplation of death.

In analyzing the issue, the Court of Appeals began from the "obvious" premise
that unless the decedent accepted the gift of one-third of his wife's estate or became
owner of such interest before April 1920, there could be no transfer of such Interest in

contemplation ofdeath within the meaning of the tax statute. The court looked to state

law and found that under Ohio law a rejection of a gift by will made any time before

distribution would be valid and that decedent therefore had never become owner ofthe

property involved. Accordingly, the court concluded that his renunciation of the

property could not be a taxable transfer for federal tax purposes.

There was no indication by the Internal Revenue Service of its Intent not to

follow the Brown decision. No other decision bearing significantly upon the issue arose

until 1952, when the Eighth Circuit decided Hardenbergh v. Commissioner. 198 F.2d

63, cert, den. 344 U.S. 836 (1952). In Hzu-denbergh the tiixpayers attempted to

renounce their Interest in the estate of a decedent who had died Intestate, and the

Internal Revenue Service claimed that the disclaimer constituted a taxable gift. The
Eighth Circuit found that immediately upon the death of the decedent title to the

disclaimants' interests had vested in them by operation ofMirmesota law which neither

disclaimant had the power to prevent, with the result that their subsequent disclaimers

constituted transfers of such interests for federal gift tax purposes. Thus Hardenbergh
reinforced the principle that validity of a disclaimer under state law controlled for

federal estate and gift tax purposes. Indeed, Hardenbergh cited Brown with approval

with respect to disclaimers oftestamentary gifts, carefully distinguishing Brown on the

basis of the testate/intestate law difference. 198 F.2d at 66.

A number ofcommentators during this period recognized the principle that state

law controlled in determining the tax effect of disclaimers. See, e.g., Ekman, "Can A
Transferee Avoid Gift or Estate Tax Liability by Renouncing A 'Transfer By Operation

of Law.'" 11 N.Y.U. Inst, on Fed. Tax'n 527, 532-534 (1953); Sayles, "RenuncIaUons -

Estate and Gift Tax Problems." 1953 S. Cal. Tax Inst. 531. 536-539. There was some
variance in state disclaimer statutes, and some states, in fact, had no disclaimer statute

at all. Nevertheless, as a general rule a disclaimer of an interest was valid imder state

law If it was imequivocal. made without previous acceptance, and made within a
reasonable time. 6 Bowe-Parker. Page on Wills § 49.9, 49.1, 49.8 (1962); 96 C.J.S. §

1151(b), 1151(a) (1957). In the case of an interest which did not take effect In

immediate possession, a disclaimer did not have to be made before the termination of

the preceding interest to meet the "reasonable time" requirement. §££ 6 Bowe-Parker,
Page on WiUs § 49.8 (1962). AJso see. Estate of Page. 74 A.2d 614. 615-616 (N.J.

Super. 1970).

A review of these cases and commentary reveals that prior to 1958 nothing In

federal estate or gift tax law would require the holder of a remainder interest created

by will to disclaim immediately upon the creation of the interest. Generally under state

law the holder could wciit until a reasonable time after the termination of the preceding

interest, and the decided cases Indicated that federal tax consequences ofthe disclaimer

were controlled by state law. Against this historical background, section 25.251 l-l(c),

Gift Tax Regs., was issued in final form on November 15. 1958.

The 1958 RegulaUon

Section 25.25 11- 1(c). Gift Tax Regs., which has not been changed since it was
promiilgated in final form in 1958, provides in pertinent part as follows:

"Where the law governing the administration of the decedent's
estate givesa beneficiary, heir, or next-of-kin a right to completely
and unqualifiedly refuse to accept ownership of property
transferredfrom a decedent (whether the transfer is effected by the

decedent's will or by the law of descent and distribution of Intestate

property), a refusal to accept ownership does not constitute the
making of a gift if the refusal is made within a reasonable time
eifter knowledge ofthe existence ofthe transfer. The refusal must
be unequivocable [sicj and effective under the local law. There can
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be no refusal ofownership ofproperty qfter its acceptance. Where
the local law does not permit such a refusal, any disposition by the

beneficiary, heir or next-of-kin whereby ownership is transferred

gratuitously to another constitutes the making ofa gift by the beneficiary,

heir or next-of-kin. In any case where a refusal is purported to relate to

only a part of the property, the determination of whether or not there has
been a complete and unqualified refusal to accept ownership will depend
on all of the facts and circumstances in each particular case, taking into

account the recognition and eCfectiveness of such a purported refusal

under the local law. In the absence of facts to the contrary, if a person

falls to refuse to accept a transfer to him of ownership of a decedent's

property within a reasonable time Jifter learning of the existence of the

transfer, he will be presumed to have accepted the property. In

illustration. IfBlackacre was devised toA imder the decedent's will (which

also provided that all lapsed legacies and devises shall go to B, the

residuary beneficiary), and under the local law A could refuse to accept

ownership in which case title would be considered as never having passed
to A, A's refusal to accept Blackacre within a reasonable time of learning

of the devise will not constitute the making of a gift by A to B. However,
If a decedent who owned Greenacre died intestate with C and D as his

only heirs, and under local law the heir of an intestate cannot by refusal

to accept, prevent himself from becoming an owner of intestate property,

any gratuitous disposition by C (by whatever term it Is known) whereby
he gives up his ownership of a portion of Greenacre and D acquires the

whole thereof consUtutes the making of a gift by C to D." Emphasis
added.

This version of the Regulation Is somewhat different finom a draft initially

proposed on January 3. 1957, which required a renunciation to be made "within a
reasonable time after knowledge of the existence of the interest" (emphasis added),

rather than after knowledge of the existence of the "tranter," as provided in the final

Regulation. The word "Interest" would clearly include a contingent remainder even
though the creation of that remainder by will did not effect a "transfer" to the

dlsclaimant. Thus, imder the Regulation as originally proposed, the holder ofa future

interest would only have had a reasonable time after the creation of the Interest in

which to disclaim and would not have been permitted to wait imtll the interest became
present and possessory by transfer of the property to him.

On its face, this difference between the proposed and final regulations suggests

that the final Regulation was a rejection of the requirement of the proposed regulation

that a disclaimer of a contingent interest be made within a reasonable time after its

creation rather than a reasonable time after It became possessory. However, in Its

Jewett opinion the Supreme Court considered the change in language 2ind concluded,

based on a Memorandum from the Commissioner of Internal Revenue to the Secretary

of the Treasury, dated October 1. 1958. that the reason for the change was unrelated

to the issue of when a future interest must be disclaimed. With respect to the

disclaimer Regulation, the Memorandum provides in part as follows:

"In what was intended to be the application of the rules In Brown v.

Routzahn (19331 63 F.2d 914, cert, denied 290 U.S. 641, and Hardenbergh
v. Commissioner (1952) 198 F.2d 63. cert, denied 344 U.S. 836. ft was
stated that where title to the property did not vest in the beneficiary or

heir Immediately upon the decedent's death, the renimciation of the

property did not constitute the making of a gift, but that, where title

vested in the beneficiary or heir Inmiediately upon the decedent's death,

the act of the beneficiary or heir In giving up what passed to him from the

decedent constituted the making ofa gift Protests on these provisions

were received. After reviewing these protests, we have reconsidered our
position and now believe that the proper distinction between these two
court cases turns on the question of whether under the applicable State

law a benefici£uy of heir can or cannot refuse to accept ownership of the

property which passed fix>m the decedent. Accordingly, we have revised

paragraph (c) of section 25.2511-1 to reflect this change of position." XIII

Tax Notes 203, July 27. 1981.
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Two things are apparent: (1) Even If It Is assumed that the drafters of the final

Regulation were not Intentionally trying to state a different rule for contingent Interests

than set forth in the proposed regulation, this would not have been apparent to holders

of contingent interests at the time, since the Memorandum was not made public until

June 15, 1981. (2) The Memorandum clearly Indicates that the drafters were trying to

soften the inflexibility of the proposed rules and to provide, instead, that state law
would apply in every situation. And, as previously noted, under the law applicable in

most states, in the case ofan interest which did not take effect in immediate possession,

a disclaimer did not have to be made before the termination of the preceding Interest

to meet the "reasonable time" requirement.

It was not immediately apparent that the 1958 Regulation was intended to make
a change In the Treasury position as to when a valid disclaimer must occur. Although
it specified three requirements not mentioned in Brown - that a disclaimer be
imequlvocal, that it be made before acceptance of the Interest, and that it be made
within a reasonable time of knowledge of the existence of the transfer, the Eighth

Circuit subsequently observed that the conditions in the Regulation were "but a

codification of common law principles applicable to the doctrine of disclaimers."

Keinath v. Commissioner. 480 F.2d 57, 61 (1973).

What taxpayers and the tax bar did not then know was that the IRS would
eventually introduce a new concept by contending that when it said a taxpayer must
disclaim within a reasonable time after "the transfer," It meant In the case of a

contingent Interest, a reasonable time after creation of the Interest rather than a

reasonable time after the interest became possessory. It was in lltigaUon of Keinath v.

Commissioner in the Tax Court In 1972, that the Service first publicly took the position

that the Regulation required the holder of a ftature interest to disclaim shortly after the

interest was created rather than after the termination of the preceding interest. See
statement ofcounsel for the Commissioner of Internal Revenue in oral cirgument before

the U.S. Supreme Court in Jewett v. Commissioner. No. 80-1614. 44-45 (December 1,

1981). This position of the Service was inconsistent with the Brown case, which the

Memorandum indicates was Intended to be embodied in the Regulation, and contrary

to the general principle of state law that disclaimers could be made after termlnaUon
of the preceding life interest.

It now further appears that the position the IRS took in Keinath was also

Inconsistent with Its own position in an earlier private letter ruling (661220 1590A)
dated December 20, 1966. (Although private rulings were confidential at that time,

since 1976 they have been released to the public, and this particular rvdlng was made
open to public inspection on August 28, 1978.) In that ndlng the IRS held that a

taxpayer's proposed disclaimer of a contingent Interest In a trust created 33 years

earlier would not be taxable as a gift. The taxpayer had a present possessory interest

in a portion of the trust from its creation, and on the death of other Ufe tenants without

"Issue" the taxpayer became eligible for additional fractional income Interests. The
Service ruled that ifthe taxpayer executed a disclaimer "within a 'reasonable time' from
the time that she first received notice [by reason of a court decision that the income
interest had vested in her] of her right to the additional Income interest." the

requirements of the RegulaUon would be saUsfled and no gift tax would be due.

Because the taxpayer already held another Interest in the trust from which she had
received income for nearly 30 years, she had obviously long been awau-e of the creation

of the trust 33 years earlier eind of her contingent interests in the addlUonal shares in

the event of survivorship. Thus, the above quoted language of the ruling means that

she had a reasonable period from the Ume she received notice that her additional

contingent income interest had vested or become possessory, even though that Interest

had been created 33 years earlier.

Although this private letter ruling was public when the Jewett case was briefed

and argued before the Supreme Court, the Court was apparently not made aware of the

inconsistent interpretation of the Regulation made by the IRS. In fact, the Court

expressly noted In upholding the Commissioner's interpretation of the Regulation that
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the Service had been consistent in its inteq)retatlons over the years (102 S.Ct. 1090) --

which is simply not so.'

Conclusion

This examination of the federal gift tax law on disclaimers before and after 1958
demonstrates that imder the Brown and Hardenbergh cases the validity of the

disclaimer under state law determined the federal gift tax result. Thus, before 1958 the

holder of a contingent remainder had no reason to disclaim prior to the death of the

preceding life tenant.

After the promulgation of the 1958 Regulation it was not apparent that there had
been any change in the law. First of all, the deletion of language firom the proposed
regulation which required disclaimer "within a reasonable time after knowledge of the

existence of the interest" suggested that a disclaimer could be delayed until

indefeasible vesting. Furthermore, the October 1, 1958, Memorandum from the

Commissioner to the Secretary ofthe Treasury shows that the drafters ofthe Regulation

were trying to follow the existing law of the Brown and Hardenbergh cases. In addition,

the IRS Itself, in Private Ruling 6612201590A, issued December 20, 1966. ruled that

a disclaimer of a contingent future interest would satisfy the Regulation If made after

notice that the interest had vested and become possessory. Indeed, It was not until

litigaUon of the Kelnath case in the Tax Court In 1972, after Mrs. Halbach's 1970
disclailmer, that the IRS first publicly took the position that a defeasible future Interest

must be disclzilmed shortly after Its creation.

Despite these indications of the meaning of the Regulation, the Supreme Court
In Jewett adopted the Corrunlssloner's current contrary interpretation.* Thus, under
the Supreme Court's interpretaUon, the IRS, by promulgating the 1958 RegulaUon,
changed the rules for a taxpayer owning an Interest created before 1958 In the middle
of the game, contrary to any reasonable notion ofJustice or fair play.

In rejecting a similar unfairness argument by the taxpayer In Jewett. the Court

noted that the 1958 Regulation was made well in advzuice of the disclaimers in that

case.* However, what Is Important here Is that the Interests to which the proposed
legislation would apply were created before 1958, not that it was disclaimed after 1958.

The Regulation did not provide a grace period for disclaiimers after It was promulgated,
and as Jewett reads the Regulation, at that point It was already too late. Thus, holders

of pre-1958 interests were unfairly and imjustiflably prevented from ever dlscladming

without incurring a gift tax. Congress recognized this very transition problem when It

made the rules of section 2518 applicable only to disclaimers of Interests created after

1976. See, secUon 2009(e) of the Tax Reform Act of 1976, P.L. 94-455, 90 Stat. 1520.

'Even though section 6110(j) (3) of the Code provides that private rulings

ordinarily "may not be used or cited as precedent," the Supreme Court -- In refusing to

accept the government's Interpretation of a long-standing regulation In Rowan
Companies. Inc. v. United States. 101 S. Ct. 2288, 2296, n. 17 (1981) - has said that

private rulings may be cited as evidence that the Internal Revenue Service has taken

a position Inconsistent with Its present contentions as to the meaning of the law jind

regulations.

*One commentator has criticized the Court's construction of the Regulation as

"visibly flawed." Jewett v. Commissioner: Unforseen Crisis of Disrlaimffrs 14 Loy. L.

Rev. 167, 186 (1982). See also, M. Wolfson, "Disclaimers - A Device Whose Time Has
Come?," 41 N.Y.U. Inst, on Fed. Tax'n 43-1, 43-23 to 43-27 (1983).

'The Court made the puzzling comment that the taxpayer's argument would
have more appeal ifthe disclaimer had been made Immediately after the adoption ofthe
1958 Regulation, rather than 14 years later. 102 S.Ct. 1090. n. 20. The logic of this

statement is difficult to understand if. in fact, the Regulation required disclaimer In

1939 when the disclaimed Interest was created.
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The proposed amendment would correct the tinfalr effect ofJewett on holders of

pre-1958 future interests by providing that their disclaimers will be treated as meeting
all requirements of the Regulation ifmade before May 22, 1972 and within a reasonable
time of vesting of the Interest. As the discussion above shows, the equities weigh
heavily In favor of such relief

Proposed Statutory Language

Transitional Rule for Pre-May 22. 1972*
Disclaimers of Property Interests Created by Gifts. Devises or
Bequests Made before Promulgation of Regulations on
November 15. 1958.

With respect to an Interest In property created by a gift, devise, or

bequest made before November 15, 1958, a disclaimer by a person ofsuch
Interest (In whole or In part) shall not be treated as a transfer for purposes
of chapters 1 1 and 12 of subtitle B of the Internal Revenue Code and shall

be deemed to satisfy all the requirements set forth in Treasury Regulation
Section 25.25 ll-l(c) as In effect at the time the discleilmer was made. If

such disclaimer was made In writing before May 22, 1972, and no later

than a reasonable time after the termination of all Interests In such
property prior to the disclaimed interest. This section shall apply
notwithstanding any law or rule of law (including but not limited to

section 7481 of the Internal Revenue Code of 1986 as amended)
concerning the finality of court decisions or other determinations, barring

multiple suits on one cause of action, or limiting the time when a claim

or suit for refund of tax may be brought, provided that the benefit of this

section is claimed within one year of the date of enactment of this Act.

• This is the date the Tax Court decided Keinath v. Comniissloner. 58 T.C. 352, in

which the Internal Revenue Service for the first time publicly took the position that the

1958 Regulation required a disclfiimer ofa contingent Interest to be made shortly after

creation of the Interest, rather than vesting.)
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Chairman Rangel. It is the chairman's desire to keep the panel
moving during this vote, and so at this time I yield to Mr.
Hoagland.
Mr. Hoagland [presiding]. Mr. Jacobs, do you have any ques-

tions?
Mr. Thompson, do you have a statement to make?
Mr. Thompson. I am here as a technical reference.

Mr. Hoagland. You are here as a shotgun.
Mr. Ege. To answer any technical tax questions that may come

up.
Mr. Hoagland. Mr. Reynolds.
Mr. Reynolds. Thank you, Mr. Chairman.
I would like to ask a quick question to Mr. Knox.
Mr. Knox, it seems that the Treasury wants to support the pas-

sive foreign investment company protection for the securities busi-

ness, but not for the financing business. From my quick overview
of this particular problem, it doesn't seem to make sense to me.
Can you elaborate on that as to why you think that they are not
seeing this the way some of us believe they ought to see it?

Mr. Knox. I think they would concede that, substantively, for-

eign finance companies are more deserving of protection than secu-

rities companies. Their problem, they say, is the difficulty—there

are so manv financial service companies. The problem is defining
what is truly a financial service company and what is not. That is

what they say is their problem.
I might add that the law already exempts banks. And the prob-

lem is that there are lots of different kinds of banks. In fact, if one
were fair about it, financial service companies are banks in every
sense of the word except they do not take in deposits. You cannot
walk in off the street and make a deposit. Other than that, they
are banks. So I believe that if they would simply look at the serv-

ices being performed, they would conclude that banks and financial

service companies are identical and that they would not have any
trouble with phony financial service companies.
These are regulated companies. They are regulated in many in-

stances by the same governmental authority that regulates banks.
I think it would be a very simple matter if they would apply them-
selves to it.

Mr. Reynolds. It seems to me that in the past they have been
willing to do the work to make the distinction when they have had
regulations like, for example, with the Continental Bank in Chi-

cago, which is a bank and is governed by all the regulations, even
though you can't deposit money, you can't go there to get a loan,

but it meets all the standards of a bank. And they have made the
distinction and looked at it as an individual case.

Mr. Knox. Congressman Reynolds, you are exactly right. If the

Continental Bank were incorporated in a foreign country instead of

the United States, it would be subject to the PFIC rules, which
shows how ridiculous this is.

Mr. Reynolds. Thank you, Mr. Chairman.
Mr. Hoagland. Mr. Jacobs, any questions?
Mr. Jacobs. No.
Mr. Hoagland. Mr. Fink, I notice here from the testimony pre-

sented by Les Samuels on Tuesday, I think, that Treasury says,
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with respect to your proposal, quote, do not oppose in part, close

quote. Now, have you seen their writeup here?
Mr. Festk. I assume I have the same writeup. It is labeled num-

ber 2.

Yes, I gather they don't oppose about 90 percent of the proposal.
And I think that where it is a passthrough of portfolio interest, in-

terest that under the U.S. Tax Code is not withheld against when
received by foreigners, the Treasury does not oppose that portion
of a fund's dividends being exempt from withholding when paid
out.

Their objection, I believe, is to a smaller portion that is not com-
ing from portfolio interest, which would be such things as repo in-

terest, interest on bearer bonds, et cetera. And their concern is that
they would like to bargain that change by treaty rather than, as
I understand it, with Tax Code changes.
But I think it misses the point of Mr. Gibbons bill because today

when a foreign investor living in France or the United Kingdom or
Germany or Japan receives nonportfolio interest income directly,

we do not withhold against him. This bill simply would say if a mu-
tual fund earned nonportfolio interest income and paid dividends
to the foreigner, it would not be withheld against.

So while I want to support U.S. treaty negotiations, I think if you
want to make U.S. mutual funds fully competitive overseas—and
Mr. Ege's problem right now is that foreigners won't invest in U.S.
mutual funds—if you want to do that fully, nonportfolio interest in-

come should be included as well as portfolio income.
But I guess the first point is, that the Treasury is 90 or 95 per-

cent in agreement with the Gibbons bill, and it is only on
nonportfolio interest income where the problem exists.

Mr. Ege. That is my understanding as well. I am getting a clari-

fication from Treasury—I am sure the committee and the staff can
as well—that if interest is otherwise taxable if received directly,

and is subject to withholding, this bill does not change that or oth-

erwise make it not subject to withholding by virtue of the bill.

We certainly agree with that. It is the converse we are concerned
about, that gains which would not be subject to withholding if the
funds are invested directly become subject to withholding tax mere-
ly because they are invested via a pooled portfolio. All of us who
invest in mutual funds understand the reason is for diversification,

and it should not be treated differently for tax purposes when it

is pooled. I think that is the principal concern of those of us in the
mutual fund industry, and we share Treasury's concern on that

point.

Mr. HOAGLAND. Let me ask the two of you this. If this committee
were to adopt your proposal to the extent the Treasury does not op-

pose it, would that be worth the effort? Would that be helpful?

Mr. Fink. Well, it is a large part of the loaf, but I am not ready
here today to compromise it, with all due respect.

I think I would rather sit and talk to Treasury because I think
their objection is misplaced. They have already negotiated treaties

with other countries to say that when a foreigner receives

nonportfolio in interest income directly, he doesn't get withheld
against. They simply haven't done it for nonportfolio interest in-

come received through mutual funds.
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I don't see the problem in making the change through the Inter-

nal Revenue Code rather than by treaty. I think we would have to

sit down with Treasury and, depending on those discussions, see
what we could agree on. Like eveiybody else, we would rather have
three-quarters of a loaf than nothing, but I don't think the part
they object to is all that bad.
Mr. HoAGLAND. I would
Mr. Fink. Mr. Ege would kill me if I compromised. He is in the

business.
Mr. Ege. The critical issue here is the short-term capital gains

passthrough as well as the interest passthrough. Current law
makes it almost impossible to sell a U.S. equity fund to a foreign
investor, institutional or otherwise, when what is otherwise short-
term capital gain is turned into dividend income and has a 30 per-
cent withholding tax against it.

Mr. HOAGLAND. I would certainly encourage the two of you to try

to work out something with Treasury. When Treasury comes in op-
posing something as they have in Miss Stodghill's and Mr. Knox's
proposal, it certainly makes it an uphill fight.

What we will do is temporarily recess this hearing until Chair-
man Rangel returns from voting. We have only about 5 minutes
left on the vote so I think I better get over there. When Chairman
Rangel returns, why, we will begin panel two.

[Recess].

Chairman Rangel [presiding]. The chair will resume its hearing
and ask for panel two to come forward: Peter McCloskey, president
of Electronic Industries; Michael Farren, Xerox Corp.; General
James Abrahamson, chairman of the board of Oracle Corp.—and I

have just left Congressman Tom Lantos who wanted to share his
apologies at not being able to introduce you, but he is chairing an-
other meeting in another part of the building—and Steve Keating,
vice president of taxes for Computer Associates out of New York.
We will start with President McCloskey.

STATEMENT OF PETER F. McCLOSKEY, PRESmENT,
ELECTRONIC INDUSTRIES ASSOCIATION

Mr. McCloskey. Thank you, Mr. Chairman.
I am Pete McCloskey, president of the EIA. I am pleased to

present the views of the U.S. electronics industry as well as associ-

ate myself with the views of my copanelists from Xerox, Oracle,
and IBM.

I am going to talk specifically about the 50 percent limitation up
on foreign trade income pertaining to the military sales of foreign
sales corporation (FSCs).
As you know, Mr. Chairman, U.S. manufacturers who establish

a foreign sales corporation are granted a lower effective income tax
rate on profits from export sales. Exporters of military products,
however, have only been eligible for one-half of the tax rate reduc-
tion that is provided for commercial products. We believe this dif-

ferential treatment is both extremely unfair and unwise, and we
urge its immediate change.

It is EIA's view that we are consistent with both U.S. foreign pol-

icy and U.S. arms export control laws, foreign military sales should
be an important part of our industrial base strategy. These sales
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help to sustain the domestic production and employment base, bol-

ster our national balance of trade, promote broader economic goals
and help meet our foreign policy objectives.

The concern of foreign military sales should be monitored by
means other than tax policy, and certainly should not be a reason
to continue a tax policy that in effect limits the enormous benefits
that we gain from selling and coordinating our defense capabilities.
Ultimately, our allies have alternate sources for their legitimate
defense requirements and will go elsewhere for military equipment
denied them by the United States.

Equally important, the U.S. Government retains control over
arms exports under the Arms Export Control Act which assures
that a full review of the proposed sale takes place. The intense
international competition and the need for leverage in a competi-
tive environment begins once the United States is convinced that
the sale is consistent with existing U.S. policy.

In addition, EIA believes it is imperative as a matter of national
security that the United States maintain technological leadership
in defense technology and invest in the next generation of leading
edge weapons systems. Given that it will be almost a decade before
many of these systems can be delivered in quantity, it is vital for
policymakers to look to export sales as a way of maintaining em-
ployment for thousands of skilled defense workers and hundreds of
defense subcontractors.
Moreover, export sales can help hold down costs of future sys-

tems acquisition and provide the United States with warm produc-
tion lines should an unexpected contingency arise.

In the global economy of the 1990s, companies for many nations
are now intense competitors with American companies in every
area of commerce, including the development and manufacture of

the most sophisticated systems of national defense, strategic and
tactical communications, and arms and munitions of every descrip-
tion.

There are virtually no areas where sales of military products can
be made by American companies free of competition from foreign
manufacturers, many of whom are heavily subsidized by their gov-
ernments. Moreover, foreign buyers of military property often exert
significant pressure on U.S. manufacturers to locate their manufac-
turing facilities in the buyer's country.

It is our view that there is no valid economic reason to continue
a tax policy that discriminates against exports of U.S.-made de-
fense products at a time when U.S. defense contractors are facing
intense competition from abroad.
The fundamental unfairness of the rule for military property con-

tained in section 923(a)(5) of the IRS Code which reduces by half
the portion of export income from the sale of military property that
could be considered tax exempt is such that the provision should
be repealed.
Thank you, Mr. Chairman.
Chairman Rangel. Thank you.
[The prepared statement follows:]
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Electronic Industries Association

STATEMENT OF

PETER F. MCCLOSKEY
President

ELECTRONIC INDUSTRIES ASSOCIATION

Concerning Miscellaneous Revenue Provisions

Before The
Committee on Ways & Means

Subcommittee on Select Revenue Measures

Thursday, June 24, 1993

I DMTRODUCnON AND EXECUTIVE SUMMARY

Good morning Mr. Chairman. My name is Peter McCloskey and I am President of the

Electronic Industries Association. I am pleased to present the views of the U.S. electronics

industry to the Subcommittee this morning on the repeal of the 50% limitation upon foreign trade

income pertaining to the military sales of foreign sales corporations (FSCs). In addition, we are

also pleased to offer general comments on the proposal to reduce the depreciation period for

semiconductor manufacturing equipment from 5 to 3 years, the proposal to provide for the use of

200-percent declining balance depreciation for computers for alternative minimum tax purposes,

the proposal to permit companies to allocate all deductions for tax payments made to states to

U.S.-source income, and the proposal to extend the period to which excess foreign tax credits may
be carried forward from 5 to 15 years.

EIA is uniquely positioned to discuss the broad range of tax policy issues affecting our

industry's international competitiveness. As the industry's oldest full service association, EIA is a

vigorous trade organization with a close connection to a membership which represents the entire

spectrum of the U.S. electronics industry from the smallest niche manufacturers to the largest

international corporations. Our members comprise the most dynamic, growing, and forward-

looking sector of the U.S. economy, and because of the nature of the electronics field, we have our

finger on the pulse of the leading manufacturing and export segments within industrial America -

- all key facets in understanding the current trends and future prospects for U.S. competitiveness.

II PRESERVING THE U.S. INDUSTRIAL BASE - ARGUMENTS FOR THE REPEAL
OF SECTION 923(aV5)

Since 1985, U.S. manufacturers who establish a Foreign Sales Corporation (FSC) have been

granted a lower effective income tax rate on profits from export sales. Exporters of military

products, however, have only been eligible for one-half the tax rate reduction that is provided for

commercial products. This restriction on tax benefits for exports of military products is a carryover

from a 1976 amendment to the tax code dealing with Domestic International Sales Corporations,

the predecessor of the FSC. The restriction represented a compromise between the views of some
lawmakers that sales of military products did not warrant a tax incentive because they were not

sold in a competitive marketplace, and those who believed a tax incentive was warranted whenever

the sale was competitive with foreign-manufactured goods.

Where tuusistent with tJ.S. ioiv-ign piliry. international military sales have been pr.u

continue to be an important element of our industrial base stratepy These sales help lo sustain

the domestic production and employment base, bolster our national balance of trade, promote
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broader economic goals, and help meet our national foreign policy objectives. In addition, EIA
believes it is imperative - as a matter of national security - that the U.S. maintain technological

leadership in defense technology and invest in the next generation of leading-edge weapon systems.

Given that it will be almost a decade before many of these systems can be delivered in quantity,

it is vital for policymakers to look to export sales as a way of maintaining employment for

thousands of skilled defense workers and hundreds of defense subcontractors. Moreover, export

sales can help hold down costs of future systems acquisition and provide the U.S. with warm
production lines should unexpected events occur.

In the global economy of the 1990s, companies from many nations are now intense

competitors with American companies in every area of commerce, including the development and

manufacture of the most sophisticated systems of national defense, strategic and tactical

communications, and arms and munitions of every description. There are virtually no areas where

sales of military products can be made by American companies free of competition from foreign

manufacturers, many of whom are heavily subsidized by their governments. Moreover, foreign

buyers of military property often exert significant pressure on U.S. manufacturers to locate their

manufacturing facilities in the buyer's country.

The concerns of foreign military sales should be monitored by means other than tax policy,

and certainly should not be a reason to continue a tax policy that in effect limits the enormous

benefits that we gain form selling and coordinating our defense capabilities. Ultimately, our allies

have alternative sources for their legitimate defense requirements and will go elsewhere for military

equipment denied them by the United States.

As a result, EIA believes that there are compelling reasons for the U.S. to encourage the

export of U.S.-made defense products to friendly nations around the globe. An aggressive program

in this regard will serve U.S. strategic interests and help sustain the U.S. defense industrial base

at a time of declining defense spending. Whatever merit was attached to the original 1976

restriction on tax benefits for sales of military products has been obviated by the intense

competition associated with the post-Cold War global defense marketplace. The U.S. defense

industry will be tested in the years ahead due to significant contraction of its business base resulting

from the end of the Cold War, and due to increasing international competition for sales abroad.

It is our view that there is no valid economic reason to continue a tax policy that

discriminates against exports of U.S.-made defense products at a time when U.S. defense

contractors are facing intense competition from abroad. The special rule for military property

contained in section 923(a)(5) of the Internal Revenue Code, which reduces by half the portion

of export income from the sale of military property that can be considered tax exempt, should be

repealed.

Ill THE SPEED OF CHANGE AS THE COMPETITIVE DIFFERENCE - ARGUMENTS
FOR ENHANCED COST RECOVERY

ELA's support for both the proposed reduction in the depreciation life of semiconductor

manufacturing equipment as well as for the use of 200-percent declining balance depreciation for

computers (for alternative minimum tax purposes) reflects the fact that the rate of change in

technology has both a technical and an economic basis in fact. As more and more product markets

become "commodity" type markets with smaller and smaller profit margins attached to them,

manufacturers increasingly search for new opportunities that provide the potential for greater than

average returns. Global competition, however, assures that no market which yields high margins

will remain without competition for long. Soon after a firm establishes a profitable new niche,

competitors come racing into it and provide cost-conscious customers with alternative products or

services. This, in turn, eventually changes the high-margin, niche market into a lower-profit,

commodity-type market with aggressive price competition.

As a result of this continuous chain of events, our industry finds a tremendous need to

constantly reduce product development and introduction cycle time. This concept, also called "fast

response" or "time-to-market," underscores the fact that the faster a leading-edge technology can

be brought to market, the more economically valuable it becomes to the firm or firms involved in

its development. Not surprisingly, however, while the rapidity of change associated with first-to-
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also frequently serves to obsolete underlying production equipment and/or processes as technology

improves with new market applications.

The spiraling effects of this process are obvious: (1) change can only be expected to

accelerate in the technology marketplace of the next century, (2) speed has become - and will

continue to be - a competitive advantage at both the macro and micro levels of the economy, and

(3) public policy must be cognizant of the implications that stem from the rapid rate of change in

high technology markets. As a result, the economic concept of useful life - upon which

depreciation class lives have been historically based - must constantly be updated to reflect the

fact that the speed to market pressures of today's global economy place unending downward
pressure upon realistic useful lives for high technology manufacturing equipment.

There is another benefit that time to market pressures have created and it is reflected in

the total quality management movement. The U.S. Department of Commerce, which is the agency

that awards the prestigious Malcolm Baldrige National Quality Award, notes in its annual

examination questionnaire that:

"[S]uccess in competitive markets increasingly demand(s] ever shorter

product and service introduction cycles and more rapid response to

customers * * * improvements [in product and service cycle time] are

often accompanied by simultaneous improvements in [product and
service] quality. Hence it is highly beneficial to consider response time

and quality together."

The relationship between speed and quality has become increasingly clear over the past

decade and one-half. The need to rapidly respond to market opportunities means that firms must
identify and execute only upon value-added steps. The economic value of time becomes
exceedingly important under such circumstances and can only be maximized when economic
conditions adequately and accurately reflect the impact of diminishing product cycle time upon
production equipment useful life. As a result, more generous cost recovery proposals ~ including

the proposal to reduce the depreciation period for semiconductor manufacturing equipment from

5 to 3 years and the proposal to provide for the use of 200-percent declining balance depreciation

for computers for alternative minimum tax purposes ~ make increasing economic sense.

rv PROPOSAL TO PERMIT COMPANIES TO ALLOCATE ALL DEDUCTIONS FOR
TAX PAYMENTS MADE TO STATES TO U.S.-SOURCE INCOME

Over the past 15 years, the Internal Revenue Service has, in general, advanced a regulatory

policy which requires an increasingly extensive allocation of state taxes paid by corporations to

foreign source income. Regulations issues in 1991 reinforced this view. This policy has the effect

of lowering the amount of foreign source income against which the foreign tax credit can be

applied and, therefore, lowers the amount of foreign tax credit available to offset U.S. taxes.

The net effect of denying a full deduction for state income taxes is to saddle U.S.

corporations with an additional tax cost of doing business. This is particularly troublesome for

those U.S. companies which compete with foreign corporations in the domestic American market
since foreign firms operating in the United States are usually able to obtain a full credit deduction

for state taxes.

Uirfortunately, this policy appears consistent with other efforts by the Internal Revenue
Service to require the allocation of more and more domestic business expenses (e.g.. research and
development expenses under Section 861-8) to foreign source income and, as such, represents an

increasingly anticompetitive policy to high technology firms operating in world markets. As noted

toward the end of this testimony, EIA believes that federal policymakers must enact domestic

economic policies which help make the United States the world's best place in which to

manufacture. The growing trend toward allocation of domestic expenses and state taxes to foreign

source income runs wholly opposite to creating an optimal domestic, manufacturing-based

employment environment.
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Indeed, in an era of corporate downsizing and tremendous pressures upon corporate cost

structures occasioned by brutal price competition on a global basis, it is clear that when
govenmient increases fixed costs - either directly through the tax code or indirectly through various

social mandates - companies must respond by lowering variable costs. The two most directly

controllable variable costs, unfortunately, are levels of employment and wage rates. To the extent

that foreign source allocation regulations ignore the realities of the global market, they narrow the

ultimate base of taxpayers and thus frustrate the Service's primary goal of enhancing the domestic

revenue base.

Finally, we agree with Senator David Boren's 1990 floor statement concerned legislation he

introduced in the 101st Congress to address this problem.' In it, he noted not only the

competitiveness arguments discussed above, but other problems associated with the issue, including:

"The IRS position inequitably subjects U.S. multinationals to

inconsistent taxing regimes. States, which are constitutionally

prohibited from taxing income attributable to foreign activities, believe

they are taxing income attributable to in-State activities. The U.S.

Supreme Court has affirmed this belief in the face of taxpayer

challenge to States taxes. This IRS position, however, is that States are

taxing foreign source income. U.S. multinationals are caught in the

middle. They are subject to state tax on the grounds the tax is not on

foreign source income. This inconsistent treatment is unjustified and

needs to be resolved."

V PROPOSAL TO EXTEND THE PERIOD TO WHICH EXCESS FOREIGN TAX
CREDITS MAY BE CARRIED FORWARD FROM 5 TO 15 YEARS

Consistent with the comments concerning the allocation of state tax payments, EIA is

concerned with the competitiveness impact of an unrealistically short foreign tax credit carryfoward.

The primary purpose of the foreign tax credit is to prevent or relieve the instance of double

taxation. Any incidence of double taxation would obviously create a direct negative impact upon

cash flow and earnings and, as such, limit the ability of U.S. companies to compete in both foreign

and domestic markets with international competitors unaffected by such provisions. If the U.S.

views the worldwide income of U.S. taxpayers as appropriate for taxation, then recognition of the

need for and policy appropriateness of an effective and meaningful foreign tax credit is obvious.

Indeed, we agree with the 1989 report of the Ad Hoc Tax Electronics Group that:

"From a pure policy perspective, the carryforward provision for a foreign tax credit

should be unlimited sense there is no logical time limit to the need for relief which

a taxpayer would experience, absent the credit. However, carryforward provisions

similar to other Internal Revenue Code provisions would be acceptable for the sake

of administrative simplicity."

In other words, the issue of an unlimited foreign tax credit carryforward is underscored by

the fact that the foreign tax credit is different than many other important incentive-type credits in

the code. The foreign tax credit seeks to alleviate the unfairness associated with double taxation

and, as such, should not be forfeited simply due to the expiration of an arbitrary statutory time

limitation. Nevertheless, the legitimate need for consistency within the code is such that EIA would

support a standardization of the foreign tax credit carryforward consistent with current code

standards for other existing credits.

VI THE ROLE OF THE ELECTRONICS INDUSTRY IN OVERALL VS.
COMPtflTllVENESS

The electronics industry plays a central role in the overall health of the U.S. economy in

today's global economy. In 1992, U.S. sales of electronics products - registering about $285 billion

~ continued to demonstrate the dynamism which led to a compound annual growth rate of 7.7%

over the past decade. In terms of employment, electronics directly employs some 2 million

Americans and is larger than steel, automotive and oil & gas combined.



Indeed, electronics has led the way in bringing our nation's economy fully into the global

marketplace. A number of our largest member companies are well-known and successful global

companies who derive more than half of their total revenues from export sales. Included in this

group are such industry leaders as Intel, Motorola, Boeing and AMP Incorporated. These figures

help underscore the fast-paced nature of the U.S. electronics industry as well as the benefits and
challenges for the U.S. economy stemming from globalization and international competition.

We are pleased to note that our industry has been making strong recent progress. For

example, U.S. electronics exports exceeded $71.6 billion in 1991, a 7% increase over 1990. In

addition, the U.S. is poised to expand its already strong position in key high technology markets

of the future. Among the most promising are U.S. advances in such technologies as flash memory
and digital signal processing.^ In addition, we are greatly encouraged by America's recent

reemergence as the leader in the world semiconductor market.'

During the past few years, the U.S. electronics industry has maintained a competitive

position relative to its overseas rivals. For example. Electronic Business magazine reported the

following at the end of 1991^:

Net Income Return on Return on R&D as Capital Expenditures

(% of sales) Equity Investment % of Sales as % of sales

Asia 32% 10.3% 11% 53% 74%
Europe 2.0% 7.7% 4.3% 5.4% 6.0%
North America 5.0% 1^8% 5.9% 5.5% 7.7%

We reject the claims of American decline in high technology but caution that both the recent

macro-level and individual product-level achievements of the U.S. high technology sector are by

no means guaranteed and that the pressures associated with international competition will remain

intense for the domestic economy.

On the macro level, for example, although U.S. R&D spending continues to lead the world,

Japan and Germany spend about the same fraction of their GNP on R&D and a much larger share

of their GNP on non-defense and/or commercial R&D. Moreover, corporate R&D funding in

Japan and Germany has likewise grown faster over the past decade in these two nations than in

the United States, although it still has not reached U.S. levels in electronics.

All of this means that positioning the U.S. economy for a leading role in the global

marketplace of the next century will require continued private and public sector efforts directed

toward enhancing overall national competitiveness. The Subcommittee's role in this regard cannot

be overstated.

For example, while we believe that government support of judicious measures aimed at

cutting-edge technologies with broad application to multiple industries can clearly be beneficial,

we also believe that such efforts will not alone suffice to advance national competitiveness. The
essential domestic challenge for government is the formulation of policies that will encourage firms

to take the individual private actions required to strengthen American international competitiveness

through improving the rate of productivity and the pace of investment throughout the economy.

Specifically and by way of example, all of the provisions we comment on today qualify in this

regard.

For individual companies, the challenge is one of continued emphasis upon product and

process quality, total customer satisfaction, application-specific product orientation, increasingly

shorter times to market, and employee empowerment. For federal policymakers, the challenge

entails a thorough readjustment of how government relates to industry.

Sustained U.S. success in the international economy over the next several decades means

that, in broad strategic terms, federal policymakers must:

• enact domestic economic policies which help make the United States

the world's best place in which to manufacture,'
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• continue efforts to open markets abroad, and

• avoid restrictions upon globalization by manufacturers who look to add

high-value/high-wage content through processes and activities occurring

within the U.S.

We agree with President Clinton that "the United States must * * * ensure that its tax,

trade, regulatory and procurement policies encourage private sector investment and innovation"

and we look forward to working with the Subcommittee in securing the enactment of policies

consistent with this important goal.

Indeed, as technological prowess becomes increasingly perceived as a symbol of our nation's

competitive strength, interest in policies to promote U.S. success in high technology trade

competitiveness has mounted. This interest has remained keen not only because of the anticipated

employment and trade effects that export-based electronics manufacturing will continue to produce,

but also because of the anticipated technological spillover effects on other U.S. industrial sectors

as well.*

By way of example, we believe that one of the most critical sectors of the electronics

industry is microelectronics.' Semiconductors are at the center of electronics products and are

a major source of innovation in products and processes throughout the economy. The spillover

effects that the broader electronics industry has on the economy as a whole are underscored by

the linkage impacts (i.e., sustained economic benefits in linked activities) that arise in sectors such

as microelectronics when semiconductor chip production generates a cycle in which increased

investment in research & development and capacity leads to increasing chip performance at

decreasing cost. The improved price-performance characteristics in turn deliver improved

price-performance in downstream products like computers, and also generate new markets in new

product areas such as anti-skid braking systems.

As these markets expand downstream, a substantially increased demand for chips is

generated. Increased user demand occasions expanding investment in chip development and

production which leads to another round of improved price-performance breakthroughs. The cycle

(including its enhanced effects on U.S. employment and trade balances) is repeated. Such has

been the history of the microelectronics industry for over three decades.

Moreover, advances in chip technology depend upon and contribute to continued

technological innovation in physics, chemistry and materials sciences. For example, it is no

coincidence that the advances of the past several years in superconducting materials originated

partly at IBM Research, AT&T Bell Laboratories and Bellcore where the search for sup«rfast

microelectronic switching devices for computer and telecommunications applications motivated

experimentation with superconductivity. The gains from superconductivity will not be confined to

chips or to the larger electronics industry, but will pervasively influence activities ranging from

electricity generation to high-speed transportation - again, underscoring the benefits flowing from

the electronics sector to the rest of U.S. industry as well as the need for national policies which

support its continued growth.

VII CXDNCLUSION.

Thank you, Mr. Chairman, for the opportunity to present our views. I would be pleased to

answer any questions.
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1. See: Statement of Senator David L Boren (D-OK), lOlsl Congress. Cong. Rec. . May 7, 1990 at S5768.

2. See: Gene Bylinsky, "A U.S. Comeback In Electronics', Fortune. April 20, 1992 at 77.

3. See: T.R. Reid, "U.S. Again Leads in Computer Chips', Washington Post. November 20. 1992 at Al.

4. For purposes of comparison and understanding. North America >wis home to 43 of the top 100

international electronics firms surveyed in the study. Of these 43 firms, the article notes that 42 are U.S. firms

and 1 is Canadian. See: Linda Stallmann, The Elearonic Business 100', Electronic Business. November 4,

1991 at 58-59.

5. In The Competitive Advantage of Nations. Harvard economist Michael E. Porter argues, inter aUa,

that the competitive infrastructure created by industrial 'clustering' is one of the penultimate advanuges for

a nation to develop and maintain. "Going against the conventional wisdom that global markets, computer

networks and modem communications have obliterated the Importance of geography in business. Porter says

the evidence is that eye-to-eye contact is more important than ever. The clustering effect, he contends, 'leads

to an entire system. Local universities take notice, specialized programs are created, institutes grow up,

specialized infrastructure happens, local suppliers get interested in investing." To this end. Porter has argued

that the federal government 'can help mainly by promoting the conditions in which clusters flourish. He
supports trade liberalization efforts by Washington and policies, such as capital gains tax incentives, that he

believes encourage investment in growth industries. He also favors policies that ensure vigorous domestic

competition, as well as federal funding of roads and airports, and highly specialized apprenticeships and

training programs with the potential for benefiting particular local industrial clusters.' See: Dan Morgan,

Think Locally, Win Globally", Washington Post. April 5, 1992. See also: Michael E. Porter, The Competitive

Advantage of Nations. (New York. NY: The Free Press. 1990).

6. The electronics industry is tightly linked to many other portions of the U.S. economy. Not only

do the nation's defense industries depend upon electronic technologies but both manufacturing and service

industries ~ ranging from the production of numerically controlled machine tools to banking and insurance -

-use electronic products both directly and indirectly.

These products - which range from CB radios to satellite-based communications systems, carbon resistors

to vastly powerful computers ~ are probably distributed more widely through the rest of the U.S. economy

than the output of any other industry. Because many electronics products serve as inputs into other sectors

of the economy and because they are produced under conditions of increasing returns or declining costs due

to the significant learning curve economies realized in their production, the electronics sector gives rise to

what economists call 'linkage externalities" - increasing private returns in the electronics industry are

accompanied by increasing societal returns in downstream user industries [see discussion infra ).

7. To this end, the ElA Board of Governors established a new Multi-Chip Module (MCM) Division

in 1992 to deal with the broad new concepts of electronic assembly and packaging. This Division will cover

new technologies for raw materials, design manufacturing, test and application. The Division will have the

widest scope of any within EIA and will be a model for future cooperative industrial, scientific, governmental,

and academic growth. For further background on MCM, see also: Bernard Levine, 'Multichip Modules Spark

Systems Debate", Electronic News. November 16, 1992, pp 1,12.
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Chairman Rangel. Mr. Farren.

STATEMENT OF J. MICHAEL FARREN, VICE PRESIDENT OF
EXTERNAL AFFAIRS, XEROX CORP.

Mr. Farren. Thank you, Mr. Chairman and members of the sub-
committee. I am pleased to present testimony on behalf of Xerox
Corp. regarding H.R. 1401, legislation that would remove certain

barriers imposed upon U.S. businesses operating in European Com-
munity member countries.

I am joined this morning by Mr. Russ Okasako, who is vice presi-

dent of taxes for Xerox Corp.
We believe that the EC, the world's largest integrated market, of-

fers enormous opportunities for U.S. businesses to expand their

global operations. For U.S. businesses to have an equal opportunity
to compete with other foreign companies in the EC, however, U.S.
tax and international trade laws must be reconciled with the
emerging new laws and economies of the EC.
Xerox Corp. markets its products in every State and in over 100

countries. Corporate headquarters are located in Connecticut, and
its products are manufactured principally in New York, California
and Oklahoma. Xerox also operates major research and develop-
ment facilities in New York and California.

Xerox and its affiliates have made a significant investment of re-

sources and capital in the EC member countries as a marketing ve-

hicle for products manufactured in the United States.

In the existing environment, Xerox must deal with each of the
12 member countries of the EC individually through separate sub-
sidiaries. Now that trade barriers between EC countries are being
lifted, however, maintenance of this cumbersome corporate struc-

ture no longer makes economic sense.

Responding effectively to the new environment requires restruc-

turing of Xerox's EC operations to operate through a single subsidi-

ary responsible for all aspects of Xerox business in the EC member
countries. Operating costs would be reduced significantly through
the centralization of such functions as warehousing, accounting,
purchasing, cash and currency management, sales and services and
inventory management.
However, this essential restructuring to meet our legitimate

business needs has been delayed due to the current U.S. tax laws
which would effectively penalize the centralized operating subsidi-

ary handling all business in separate EC countries.

The Tax Code's, subpart F, sales and service income rules,

present U.S. multinationals with a paradoxical incentive to main-
tain duplicative subsidiaries in each EC country in which they do
business. These rules impose immediate U.S. taxation—so-called

subpart F penalty—on a foreign subsidiary's income on certain

transactions involving, as an example, a product manufactured in

the United States and sold through its foreign subsidiary to a
consumer in a third country.

U.S. corporations are confronted with a choice between maintain-
ing inefficient and complex corporate structures in each of the EC
countries or losing U.S. tax deferral on their EC source income. In

contrast, the European and Japanese companies, against which
U.S. multinationals must compete, are able to make sound busi-
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ness decisions and reshape their corporate structures to respond to

the new single market without such artificial tax barriers.

The impact of the foreign tax rules for U.S. multinationals oper-

ating in the EC can best be described by analogy to the United
States. If similar rules were in effect in the United States, each
U.S. corporation would be encouraged to establish a self-contained
subsidiary in each State and would have to file and maintain the
appropriate records and documents required by individual States.
Each subsidiary would be constrained from selling products for

consumption or use outside of its State of incorporation, and parent
companies would lose a substantial portion of the cost efficiencies

associated with centralized management and operations.
Under this analogy, U.S. companies would be governed by these

rules while foreign companies could operate far more efficiently as
a single corporation throughout the United States.

U.S. multinationals are at just such a disadvantage in the EC,
as they are effectively denied by their own government the oppor-
tunity available to their foreign competitors to consolidate their Eu-
ropean operations to take advantage of the development of the sin-

gle market.
Imagine the outrage if it was the EC that imposed such a regime

on U.S. multinationals. It would certainly ignite a significant trade
controversy.

H.R. 1401 is the product of 3 years of discussion. We believe that
it would serve to resolve the problems that we are now confronting.

In some instances, the Tax Code is intentionally designed to af-

fect business behavior in a way considered to be supportive of na-
tional economic or social goals. We think 1401 would give us an op-

portunity to achieve the social goals of increasing U.S. exports
overseas and more effectively competing in the EC market.
Chairman Rangel. Thank you.
[The prepared statement follows:]
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STATEMENT OF J. MICHAEL FARREN,
VICE PRESIDENT, EXTERNAL AFFAIRS, XEROX CORP.

Mr. Chainnan and members of the Ways and Means Subcommittee on Select

Revenue Measures, I am pleased to present testimony on behalf of Xerox Corporation

regarding H.R. 1401. This legislation would modify the current subpart F rules of the

Internal Revenue Code to remove certain barriers imposed upon U.S. businesses operating

in the European Community ("EC") member coimtries. We believe that the EC, the world's

largest integrated market, offers enormous opportunities for U.S. businesses to expand their

global operations. For U.S. businesses to have an equal opportunity to compete with other

foreign companies in the EC, however, the U.S. tax and international trade laws must be

reconciled with the emerging new laws and economics of the EC. The enactment of H.R.

1401 would greatly enhance our ability to compete with our foreign competitors in the EC.

We appreciate the opportunity to appear at these hearings and hope that we can

provide some insights into some of the problems that confront U.S. multinational

corporations attempting to take advantage more fully of the opportunities being created in

the EC.

Xerox Corporation ("Xerox") markets its products in every state and in over 100

countries. Its corporate headquarters are located in Connecticut, and its products are

manufactured principally in New York, California, and Oklahoma. Xerox also operates

major research and development facilities in New York and California.

The largest segments of the Xerox business are the development and manufacture

of document processing products and the services related to such products which are

designed to make offices around the world more productive. This business includes

production of copiers, duplicators, electronic printers, electronic typewriters, software as well

as the servicing and supplies related to these products.

Xerox maintains majority ownership, control or management, either directly or

indirectly, of virtually all of its more than 100 subsidiaries. These subsidiaries perform sales,

distribution, manufacturing and service functions primarily in Europe, the Far East, Canada,

Central and South America and the Caribbean. Xerox's operations in these countries are

essential to the absorption of base costs, including research and development investments,

incurred in the United States and to reducing its unit cost of production, thereby better

enabling its products to be competitive in both the United States and in foreign markets.

As we are all aware, the United States has continued over recent years to be

burdened with enormous trade deficits, notwithstanding the increased attention focused on

this issue by Congress, the Administration and the business community. In this context, the

development of the EC single market presents U.S. multinational corporations with a unique

opportunity to develop and expand their markets in the ECs twelve member countries and

also provides companies greater access to the emerging markets in Eastern Europe.

Xerox and its affiliates have made a significant investment of resources and capital

in the EC member countries as a marketing vehicle for products manufactured in the United

States. In the existing environment, Xerox must deal with each of the twelve member
countries of the EC individually through separate subsidiaries. Xerox currently maintains

a separate marketing corporation in each EC member country and operates four separate

manufacturing centers, including distribution oudets for manufactured and imported

products, within the EC. These separate local companies were formed prior to the

enactment of subpart F to develop the markets in the separate EC countries. Now that

these markets have been developed and trade barriers between the EC countries lifted,

however, the maintenance of this cumbersome corporate structure no longer makes

economic sense. The paradox is that U.S. tax laws effectively require that U.S.

multinationals continue to maintain this cumbersome corporate structure.
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Since the mid-1980s, Xerox has been attempting to "rationalize" its European

corporate structure and business operations in response to the development of the EC Single

Market To do so, it is necessary to consolidate its twelve distinct marketing subsidiaries

as well as its four separate manufacturing and distribution subsidiaries. The goal of tiiis

restructuring will be to operate eventually through a single subsidiary responsible for all

aspects of Xerox's business in the EC member countries. Operating costs will be reduced

significantly through the centralization of such functions as warehousing, accounting,

purchasing, cash and ciurency management, sales and services and inventory management
Centralized warehousing and distribution centers will be established to reflect the new EC
economic structure and to respond to the geographic and regional operational requirements

within the EC rather than the artificial political boundaries of the separate member
countries. Thus, Xerox will be able to compete more effectively in the EC market This

essential restructuring to meet our legitimate business needs has been unnecessarily delayed

due to the current U.S. tax laws, specifically, subpart F, which would effectively penalize a

centralized operating subsidiary handling all business in the separate EC countries.

Operating in Europe through separate subsidiaries performing duplicative functions

is both cosUy and unnecessary. Our J^anese and European competitors have already

begun to consolidate their activities in the EC to take advantage of the imified market and

are obtaining a distinct advantage over U.S. companies in efficiency and operating costs.

In contrast U.S. companies have been forced to maintain their inefficient operating

structures or face current U.S. taxation of the earnings of European subsidiaries, regardless

of whether those earnings are repatriated or are reinvested in European operations. It is

imperative that the U.S. government respond to these disincentives by removing the current

barriers of the tax code that prevent the rationalization of these European operations.

Particularly, the definitions of foreign base company sales and services income found in

sections 954(d) and (e) of the Code should be amended to eliminate these obstacles to the

restructuring of European operations.

Current Law Treatment of Subpart F Income

Generally, a U.S. corporation is not taxed on the earnings of its foreign subsidiaries

until those earnings are distributed to the U.S. parent corporation. The tax code, however,

establishes an exception to that general rule by requiring the U.S. parent corporation of a

foreign subsidiary to include in gross income its share of the "subpart F income" earned by

the foreign subsidiary even though tiie income has not yet been distributed to the parent

corporatioa

One type of such subpart F income taxed currenUy in the U.S. is foreign base

company sales income. In general, foreign base company sales income includes income

earned by a foreign subsidiary in a transaction in which (i) a purchase or sale of a product

is made between a U.S.-controUed foreign subsidiary and a related party, (ii) the product

is manufactured outside the subsidiary's country of incorporation, and (iii) the product is

sold for use outside the subsidiary's country of incorporation. Under these rules, income

earned by our U.K. subsidiary on the purchase of a product manufactured in our Webster,

New York plant and sold by the U.K. company to a customer in France would be tainted

subpart F income, and the income on the transaction would be taxable in the United States

even though the income is not distributed to Xerox corporation. If the U.K. company sold

the same product to a customer in the U.K., rather than one in a third country, however,

the income from the transaction would not be taxable as subpart F income in the United

States. The foreign base company services rules operate in a manner similar to the foreign

base company sales rules. Therefore, by establishing a separate subsidiary in each EC
country in which it does business, rather tiian establishing a single consolidated subsidiary,

a U.S. multinational can defer the tax on income received fi'om similar transactions. The
formation and maintenance of such separate subsidiaries, however, results in duplicative

selling, technical and general and administrative expenses. Nevertheless, the foreign base

company rules operate to encoiu'age these inefficient operations.
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Section 9S4(b) (4) of the Internal Revenue Code of 1954 provided an exception to

ciurent taxation under subpart F. Under this exception, a U.S. parent corporation could

avoid current U.S. taxation under subpart F on the income earned by its foreign subsidiary

if it could demonstrate that the avoidance of U.S. tax was not a significant reason for the

creation of the foreign subsidiary or for the completion of the transaction giving rise to the

income. The Tax Reform Act of 1986, however, eliminated tiiis subjective exception, and
the tax code now provides a similar exception (the *high-tax exception") only in cases where

the foreign base company income has been subject to an effective rate of foreign tax greater

than 90 percent of the maximum U.S. corporate tax rate. Although the maximum statutory

tax rate in virtually every EC country is higher than the current maximum U.S. corporate

rate, it is very difficult for a U.S. multinational to predict with any degree of certainty

whether it will qualify for the high-tax exception from year to year. The differences between

the tax rules and accounting methods applicable in foreign countries and the special rules

applicable for purposes of calculating the effective foreign tax rate for subpart F purposes

often can result in a foreign subsidiary not qualifying for tiiis exception in any given year.

Due to the resulting unpredictability as to whether income will be taxable as subpart F
income or wiU qualify for the high-tax exception, many U.S. multinationals have opted for

establishing separate subsidiaries in each of the twelve EC countries allowing them to avoid

subpart F treatment of their foreign base company income.

The subpart F rules were enacted over thirty years ago to address Congress' concern

over U.S. companies' creation of foreign base companies in tax haven jurisdictions. The
primary basis for the new rules was the loss of tax revenue resulting from the artificial

shifting of income by U.S. corporations to foreign subsidiaries created in tax haven

jurisdictions merely to obtain lower tax rates. It is widely accepted that the EC countries

do not qualify as "tax havens." Further, in enacting these rules. Congress did not intend to

impair the competitive position of foreign subsidiaries established to conduct legitimate

income producing activities.

Effect of Subpart F on U.S. Competitiveness in the Single Market

The definitions of foreign base company sales income and foreign base company

services income present U.S. multinationals with a paradoxical incentive to maintain

duplicative subsidiaries in each EC country in which they do business. U.S. corporations are

confronted with the choice between maintaining inefficient and complex corporate structures

in the EC or losing U.S. tax deferral on their EC-source income. In contrast, the European

and Japanese companies against which U.S. multinationals must compete are able to make
sound business decisions and reshape their corporate structures to respond to the new Single

Market without such an artificial tax incentive to develop or continue cosUy operations in

each EC country. If U.S. multinationals continue to be forced to maintain separate

subsidiaries in each member country of the EC to avoid subpart F treatment of income, they

will not benefit to the same extent as their foreign competitors from the dynamic of the EC
single market

The impact of the treatment of subpart F income for U.S. multinationals operating

in the EC can best be described by analogy to the United States. If rules similar to subpart

F were in effect in the United States, each U.S. corporation would be encouraged to

establish a self-contained subsidiary in each state and would have to file and maintain the

appropriate records and documents required by the individual states. Each subsidiary would

be constrained from selling products for consumption or use outside of its state of

incorporation, and parent companies would lose a substantial portion of the cost efficiencies

associated with centralized management and operations. Under this analogy, U.S.

companies would be governed by these rules while foreign companies could operate far

more efficientiy as a single corporation throughout the United States. These foreign

corporations would have significant advantages over their U.S. counterparts. U.S.

multinationals, however, are effectively denied the opportunity available to their foreign

competitors to consolidate their European operations to take advantage of the development

of the single market
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The definitions of foreign base company sales income and foreign base company
services income enacted over 30 years ago were based on the premise that each country

should be treated as a distinct market and that a company's country of incorporation is its

natural business location. The primary purpose and goals of the EC single market, however,

are contrary to this rationale. As a result, these definitions are outdated and
counterproductive. Thus, the current subpart F rules must be amended to recognize the

development of the EC and to permit VS. companies to take advantage of the resulting

business opportunities.

as a Single Country for Subpart F Purposes

Prior Legislative Proposals

In January 1990, the Committee on Ways and Means held hearings to discuss, among
other issues, the implications of the developing EC market on direct U.S. investment in

Europe. At that time, Xerox, along with other organizations, testified to the need for

reform of the subpart F rules to eliminate tiie barriers to competing in the EC that are

discussed above. In February 1990, in response to those calls for reform. Congressman Sam
Gibbons (along with nine other Ways and Means Committee Members) introduced

H.R. 4136, which would have amended the tax code to treat the twelve EC member
countries as one country for purposes of the foreign base company sales and services income

rules.

In response to certain technical concerns raised by the Treasury Department

regarding H.R. 4136, in May 1991 Congressman Gibbons (along with nine other Ways and
Means Committee Members) introduced a modified legislative proposal, H.R. 2277, also

designed to level the playing field for U.S. companies operating in Uie EC. H.R. 2277 would
have alleviated one of the U.S. tax barriers to competing in the EC by lowering from

90 percent to 80 percent the subpart F high-tax exception for controlled foreign subsidiaries

operating in Uie EC. (Companion legislation, S. 1653, was introduced in the Senate by

Senator Daniel P. Moynihan.) While we supported this legislation as a helpful "first step"

toward rationalizing our EC operations, this proposal, if enacted, still would have left intact

many of the uncertainties that exist under the current high-tax exception and still would have

made it difficult for U.S. companies to predict whetiier a single corporation could meet the

high-tax exception with respect to EC-sourced income. Moreover, under this proposal, U.S.

companies would still be forced to track individual sales among the various EC countries

and to maintain elaborate accounting records - records generally not otherwise required to

be kept - to permit them to determine qualification for the high-tax exception.

Current Legislative Proposal

It has become increasingly clear that the general approach of H.R. 4136 of the 101st

Congress is the simplest and most effective approach to removing the tax code's current

barriers to efficient operations in the EC. To allow U.S. multinationals a fair opportunity

to contend with their foreign competitors and to make sound business decisions regarding

tiie streamlining of activities in the EC, subpart F should be amended to treat the EC as one

country for purposes of tiie foreign base company sales and services income rules. This

modification would permit U.S. multinationals to create more efficient European corporate

subsidiary structures without risking the loss of tax deferral on income that has not been

repatriated. As a result, this modification would enhance U.S. companies' competitive

position in the European market and provide them with the same structural options tiiat our

European and Japanese competitors currentiy enjoy.

In March of this year. Congressman Gibbons introduced HJt 1401 to treat tiie

member countries of the EC as a single country for purposes of the foreign base company
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sales and services rules. H.R. 1401 is identical to H.R. 4136, with the exception of one
modification to strengthen the antiabuse provisions of that prior legislation. H.R. 1401

recognizes what is generally accepted to be the case - that the EC member countries are

not tax havens in which U.S. companies can form subsidiaries to shelter income from U.S.

taxation. Importantly, however, this legislation contains sufficient antiabuse provisions to

prevent U.S. companies from avoiding U.S. taxation on income that, due to special

circumstances, may be sheltered fi'om foreign taxation. Specifically, the one-country rule

would not apply to EC countries that impose a maximum statutory tax rate less than

90 percent of the maximum U.S. corporate tax rate. Furthermore, the one-country rule

would not apply in the case of countries that provide tax holidays, preferentied statutory tax

rates or similar special rules to effectively permit U.S.-controlled foreign corporations to

avoid foreign taxation on their earnings. The Treasury Department would be provided with

broad regulatoiy authority to prevent any potential abuses. This proposal has received

growing support from other U.S. companies and trade associations as the opportimities in

the E.C. become more evident.

Under the current foreign base company sales and services income rules, U.S.

companies have been forced to establish otherwise unnecessary subsidiaries in each EC
country to obtain the benefit of deferral from U.S. taxation of the earnings from their

European operations. Consequently, the current rules likely have resulted in a relatively

minor source of U.S. tax revenues. Since many U.S. companies likely will otherwise

continue to maintain separate subsidiaries in each EC country if the subpart F rules are not

modified (and will thereby continue to receive the income deferral), an amendment treating

the EC as a single country should cause only a minimal reduction in U.S. tax revenues. This

amendment, however, would allow U.S. multinationals to make the rational business

decisions regarding their EC subsidiaries that are essential to remaining competitive in the

developing EC market

Summary

To take full advantage of the benefits offered by the unified EC market, U.S.

multinationals must be able to consolidate their EC-country operations and eliminate

current inefficiencies. The U.S. tax laws must be modified now where appropriate to

provide U.S. corporations an opportunity to successfully con^te with their foreign-owned

competitors. European and Japanese businesses have already begim to implement the

necessary corporate structural changes that will allow them to operate more efficiently in

the EC market Our current European corporate structure thus makes little economic sense

in today's environment

The current definitions of foreign base company sales and services income present

an unnecessary obstacle to U.S. corporate planning and management in the EC. No
important policy objective is served by subjecting to current U.S. tax the income of U.S.-

controUed EC-country corporations from sales to and services rendered to customers located

in other EC countries. This treatment is not consistent with subpart Fs original policy goal

- to prevent the use of tax haven subsidiaries to avoid current U.S. taxation - that led to

the enactment of these rules.

H.R. 1401 will permit U.S. businesses to develop and expand their roles in the

developing EC market Accordingly, we strongly support H.R. 1401 and urge Congress to

approve this legislation thereby allowing U.S. companies to make the rational economic

decisions that will enable them to compete in the EC
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Chairman Range L. Greneral Abrahamson.

STATEMENT OF GEN. JAMES A. ABRAHAMSON, CHAIRMAN OF
THE BOARD, ORACLE CORP., REDWOOD SHORES, CALIF., ON
BEHALF OF FSC SOFTWARE COALITION
General Abrahamson. Thank you, sir. Mr. Chairman, I am

James Abrahamson. I am the chairman of the board of Oracle
Corp., and accompanying me today is Steve Keating, who is vice

president of tax for Computer Associates.

Oracle is the third largest computer software company in the
world. We are headquartered in California. Computer Associates,
headquartered in New York, is the second largest computer soft-

ware company.
Oracle and Computer Associates are members of a coalition that

also includes Autodesk, Borland, Cadence, Comshare, Lotus,
Novell, Sybase, WordPerfect, the American Electronics Association,
which includes more than 600 software companies in its member-
ship, and the Information Technology Association of America,
which includes approximately 500 software companies in its mem-
bership.
The coalition that we represent includes both small and large

companies in a business that in this information age is an industry
that is most vital to America's future. Our industry's growth is de-
pendent on our ability to export, and that growth in exports has
resulted in increasing software development jobs in the United
States.
The FSC Software Coalition supports a legislative proposal that

would make clear that exports of software are not denied the for-

eign sales corporation benefits that are available to other exports.
Specifically, the coalition supports a proposal to amend the FSC
rules to make clear that exports of software qualify for FSC bene-
fits even when they are accompanied by a right to reproduce that
software overseas.
Congress enacted the FSC rules in order to assist U.S. exporters

to overcome some of the advantages that foreign governments
grant to their corporations through more beneficial tax systems and
to encourage the growth of U.S. exports. Clearly, Congress wanted
to help the Nation's balance of payments and keep high-paying jobs
in the United States.

However, under a current IRS interpretation of these rules,

many exporters of U.S. software are denied the benefits of the FSC
provisions. The foreign sales corporation legislation allows FSC
benefits to films, tapes, records or similar reproductions.

However, the Treasury has issued temporary regulations that
grant FSC benefits only to the entertainment industry for the ex-

port of master recording tapes that are reproduced overseas. And
they have issued specific regulations which deny the FSC benefits
for computer software that is exported along with the right to re-

produce that software overseas.
The computer software industry exports its products in a manner

that is very similar to that of the entertainment industry. Thus, we
think this is an issue of fairness.

To differentiate the treatment given to the entertainment indus-
try and the computer software industry is not justifiable on tax pol-
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icy grounds. Fairness and consistency would indicate that the same
tax treatment for exports should be accorded to the entertainment
and the computer software industries, and, frankly, we need the

same FSC benefits as many others in order to remain competitive.

The Treasury temporary regulations ignore the fundamental way
in which the computer software industry does its business and ex-

ports its products. Computer software companies regularly license

a master tape of the software to an overseas distributor, or often

to an original equipment manufacturer or to a company called a
value-added reseller. These companies then make reproductions for

end users.
The foreign distributors often must translate the software and

the explanatoiy manuals—that indicate how the software works

—

from English into the local language, or make other minor revi-

sions to comply with local law before the product is reproduced for

the end user.

OEMs, the original equipment manufacturers, sell computers to

end users with the software already installed. The OEM will often

license a master tape of the computer software so that it can install

copies of the software as they sell more computers. The value-

added resellers may sell reproduced software directly or they may
combine it with their own software for sale to the end user. This
is true whether the ultimate user is in the United States or over-

seas.

These transactions are a normal part of our computer software
business. These exports are valid and important exports to the U.S.
economy, and they should not be denied the principal benefit that
U.S. tax law grants to exporters.

The funds obtained by computer software manufacturers from
their exports are available for additional investment in the re-

search and development activities which, in most of our companies
are still located in the United States. The additional research ac-

tivities in the United States result in more high-paying jobs being
created in this country.
We would like Congress to enact a clarification of the FSC rules

which would make clear that the export of software which is ac-

companied by the right to reproduce that software is also eligible

for FSC benefits.

Thank you, Mr. Chairman.
Chairman Rangel. Thank you. General.
[The prepared statement follows:]

74-512 O -94 -22
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STATEMENT
on

TREATMENT OF SOFTWARE LICENSING INCOME EARNED BY A
FOREIGN SALES CORPORATION
scheduled for hearings before the

SUBCOMMITTEE ON SELECT REVENUE MEASURES
of the

HOUSE COMMITTEE ON WAYS AND MEANS
as part of their hearings on

MISCELLANEOUS TAX PROPOSALS
on

June 24, 1993

on behalf of

The FSC Software Coalition

by

General James A. Abrahamson, Chairman of the Board

Oracle Corporation

I am James A. Abrahamson, Chairman of the Board of Oracle Corporation. Accompanying me
today is Steve Keating, Vice President of Tax of Computer Associates. Oracle and Computer

Associates are members of a coalition that also includes Autodesk, Borland, Cadence, Comshare,

Lotus, Novell, Sybase, Wordperfect, the American Electronics Association (which includes more

than 600 software companies in its membership), and the Informaton Technology Association of

America (which includes approximately 500 software companies in its membership). The FSC
Software Coalition supports a legislative proposal that would make clear that exports of software

are not denied the foreign sales corporation (FSC) benefits available to other exports.

Specifically, the coalition supports a proposal to amend the FSC rules to make clear that exports

of software qualify for FSC benefits even when accompanied by a right to reproduce.

President Clinton has emphasized the importance of high technology industries to the fijture

economic strength of the United States. In the 1980's the high technology industry focused on

advancements in hardware. In the past few years, however, attention has turned to software.

Computer software includes both the system software and applications software that enable the

computers to perform faster and more varied functions Today, the United States is the world

leader in software development and employs approximately 400,000 people in the United States

in high-paying software development and servicing jobs To stimulate the creation of more of

these high-paying software industry jobs in the United States, the Commerce Department has

been encouraging software companies to export. The Commerce Department estimates that

every $1 billion of export trade is worth 19,000 domestic jobs.

Unfortunately, the IRS has taken a position in direct conflict with the Admitustration's position to

encourage software companies to export. The tax code, through the FSC rules, currently allows a

benefit for U.S. exporters ofgoods developed in the United States. The Congress enacted the

FSC rules to encourage exports. However, due to a narrow IRS interpretation of the FSC rules,

the export of computer software that is accompanied by a right to reproduce the software is

barred from receiving this export incentive. This interpretation appears to unfairly discriminate

against exports of software since master recording tapes for reprodurtion outside the United

States are not denied FSC benefits; it has the efiect of denying FSC benefits to most software

exporters because it ignores the way the software industry does business and how information

technology is and will be transmitted in the fiiture.

Computer software is an important and growing U.S. export. Congress should clarify that the

FSC rules apply to exports of computer software, whether or not accompanied by a right to

reproduce
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Contributions of the Computer Software Industry

The computer software industry makes significant contributions to the U.S. economy.

1

.

The computer software industry in the United States employs thousands of highly-skilled and

highly-paid computer programmers to develop the computer software that is its product.

These high-wage, high-skilled jobs are the type ofjobs that President Clinton and members of

2. The computer software industry in the United States invests heavily in research and

development to create new products for its markets. This helps both to create new

technologies and advance existing technologies, resulting in the United States being a world

leader in the development of new technologies.

3. The software industry in the United States produces a product that is in high demand both in

the United States and abroad. The demand for U.S. developed software outside the United

States has led to a surge in the exports of U.S. software, which has been actively encouraged

by members of President Clinton's Administration. These exports reduce the trade deficit of

the United States and help expand the markets for American-made goods, resulting in more

high-paying jobs for computer software programmers and others in the United States.

The computer software industry in the United States is currently a world leader in its industry.

However, like other U.S. exporters, the software industry needs the FSC benefits to remain

competitive. The FSC benefits also encourage small and medium-sized software companies to

enter the export market, by helping them to equalize the cost of exporting. However, many

foreign governments have realized the importance of the computer software industry today and in

the future. These foreign governments are actively working to attract computer software

developers to their countries by offering various incentives. If the efforts of these foreign

governments are successful they will:

• take away the high paying jobs of U.S. workers,

• replace the United States as a leader in an important industry in the future, and

• transform an industry that produces a trade surplus for the United States into another industry

the products of which we import fi-om foreign manufacturers.

How the Computer Software Industry Conducts Business

Computer software programmers conduct research and development activities in the United

States for the development of software products. These software programmers are highly-skilled

and highly-paid employees who add significant value to the computer software product. The U.S.

company licenses the software to customers in the United States and in foreign countries.

A U.S. company that markets its computer software usually licenses a master tape of the

computer software to foreign subsidiaries, third party distributors, original equipment

manufacturers (OEMs) and value-added resellers (VARs) The distributors may translate the

software into the language of the local country and reproduce it for license to customers in that

country. In addition, software may be licensed through OEMs who put the software into their

hardware and sell the bundled package of software and hardware. In other cases, software may

be licensed to VARs, who add their own software product to the purchased software and then

reproduce the combined product for sale. These are all important distribution networks for

exports of software and greatly enhance the exports of U.S. software. Because software

programs are constantly evolving, large inventories of software are not maintained. Rather,

distributors, OEMS and VARs often make individual copies of the computer software as needed.

Computer software manufacturers are increasingly entering into "site hcenses" with some of their

larger customers. A site license is the licensing of a master tape of the computer software directly

to the customer. The customer may then make hundreds or thousands of individual copies of the

master tape as required by its various employees and locations. Large foreign companies often

prefer to do business with local corporations (i.e , foreign subsidiaries of U.S. companies). In

these instances, the U.S. company will transfer the master tape of the computer software to a

foreign subsidiary that will enter into the site license with the foreign customer.
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Discussion

In 1971, Congress enacted the Domestic International Sales Corporation (DISC) legislation to

encourage the exportation of U.S. manufactured goods in order to help US companies compete

in overseas markets and so improve the nation's balance of payments. Additionally, by

encouraging the export of U.S. manufactured goods Congress hoped to keep high paying

manufacturing jobs in the United States as well as create new manufacturing jobs. In 1984, the

DISC provisions were replaced by the FSC rules. The FSC rules had the same purpose as the

DISC rules, but eliminated some of the provisions in the DISC rules that our trading partners

found objectionable.

Under the FSC provisions, the export of certain intangibles are not eligible for FSC benefits.

Section 927(a)(2)(B). Specifically excluded are "patents, inventions, models, designs, formulas,

or processes, whether or not patented, copyrights (other than films, tapes, records, or similar

reproductions, for commercial or home use), goodwill, trademarks, trade brands, fi-anchises, or

other like property." This language is identical to the language contained in the DISC statute

written in 1971 (see section 993(c)(2)(B)). Neither the -statute nor the legislative history contain

any language that specifically precludes the application of the DISC or FSC to software. The

legislative history to the FSC provisions provides no explanation of this section of the bill. The

legislative history to the DISC provides only the following explanation of this section of the bill:

Although generally the sale or license of a copyright does not produce qualified export

receipts (since a copyright is generally not export property), the sale or lease of a copyrighted

book, record, or other article does generally produce qualified export receipts. House Report

No. 92-533, 92nd Cong., 1st Sess. 69 (1971), 1972-1 C.B. 498, 535; Senate Report No. 92-

437, 92nd Cong., 1st Sess 102 (1971), 1972-1 C.B. 559, 616.

Treasury regulations interpreting the DISC rely on this legislative history in providing that a

copyrighted article (such as a book) if not accompanied by a right to reproduce it is export

property The regulations also state that a license of a master recording tape for reproduction

outside the United States is qualified export property.

Export property does not include any patent, invention, model, design, formula, or process,

whether or not patented, or any copyright (other than films, tapes, records, or similar

reproductions, for commercial or home use), goodwill, trademark, tradebrand, fi'anchise, or

other like property. Although a copyright such as a-copyright on a book does not constitute

export property, a copyrighted article (such as a book) if not accompanied by a right to

reproduce it is export property if the requirements of this section are otherwise satisfied.

However, a license of a master recording tape for reproduction outside the United States is

not disqualified under this subparagraph fi-om being export property. Reg. § 1 .993-3(f)(3).

The eligibility of computer software for DISC export benefits was first questioned in 1985 when

the IRS National Office was requested to provide technical advice on whether so-called "box top"

or "shrink-wrap" computer software sold or leased outside the United States on a mass market

basis qualified for DISC benefits. In Technical Advice Memorandum 8549003, the IRS stated:

The "films, tapes, records, or similar reproductions" language of section 993(c)(2)(B) is not

limited as to subject matter. Since copyrighted computer software is marked on magnetic

tapes for commercial use, such tapes seem to specifically qualify based on the Code language .

However, it is unclear whether Congress intended this provision to apply to other than

entertainment industry tapes. Based upon the earlier drafts of section 993(c)(2)(B), it could

be argued that Congress intended qualification for only tapes that are like films or records,

i.e., videotapes or musical tapes. See H.R. 18392, 91st Cong., 2d Sess. (1970) and H.R.

18970, 91st Cong. 2d Sess. (1970), in which the proposed version of the parenthetical

exception of finally enacted section 993(c)(2)(B) only applied to films and tapes produced by

the entertainment industry. However, one could also argue that since the finally enacted

provision does not seem to be solely limited to the entertainment industry, such provision

should not be interpreted in a restrictive manner. [Emphasis added].

Without concluding whether computer software on magnetic tape was meant to be within the

parenthetical exception to section 993(c)(2)(B), the IRS concluded that the software in issue was
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products or inventory items.

In a later technical advice memorandum, the IRS more decisively reached the conclusion that the

parenthetical exception in section 993(c)(2)(B) did not seem to be limited to the entertainment

industry, and, therefore, the provision should not be interpreted in a restrictive manner. However,

in ruling that the computer program tapes in this case, which were produced in the United States

and sold or licensed outside the United States on a mass market basis, were qualified property, the

IRS relied on the regulations under the DISC rules, which permitted copyrighted books to qualify

for DISC. (TAM 8652001)

Although it seems clear that computer program tapes qualify as "tapes" under Sections

993(c)(2)(B) and 927(a)(2)(B), the phrase "similar reproductions" also is broad enough to include

the licensing of computer software. This is because the production of a master computer sofhvare

tape, the medium and the manner in which it is reproduced and distributed is very similar to the

manner in which the entertainment industry distributes its product to the market. For example, it

is common for both films and software master tapes to be exported to distributors who will

translate the tape into the local language and reproduce it for distribution in that country.

Furthermore, the direction the technology is taking is that distribution of films, tapes, records,

videos, sofhvare and any other type of digital information will be by electronic impulse rather than

by shipping copies. Thus, the language chosen by Congress for the parenthetical exception was

intended to be broad enough to encompass exports, like computer software, that are exported in

the same manner as films and records.

Despite these IRS opinions and the broad language of the statute, the temporary FSC regulations

issued in 1987, interpreting language identical to that interpreted by these opinions, adopted a

narrow interpretation of the parenthetical exception and denied any FSC benefits for the license of

computer software if the license is accompanied by the right to reproduce the computer software.

The FSC regulations substantially parallel the DISC regulations. However, regulation writers in

1987, now cognizant of the existence of the software industry, decided to specifically address

software in regulations promulgated under FSC. The regulations writers made a determination to

treat mass marketed computer software as a copyrighted article that is eligible for FSC benefits.

They also made a decision not to treat a license of a software program for reproduction outside

the United States like a master recording tape, which is also eligible for FSC benefits. In these

regulations, the IRS effectively narrowed the scope of property eligible for FSC benefits to

exclude a major portion of software exports - licenses of computer software with the right to

reproduce. Temporary Regulation § 1 . 927(a)- lT(f)(3), which defines intangible property that is

excluded fi-om the definition ofFSC export property, states:

Export property does not include any patent, invention, model, design, formula, or process,

whether or not patented, or any copyright (other than films, tapes, records, or similar

reproductions, for commercial or home use), goodwill, trademark, tradebrand, franchise, or

other like property. Although a copyright such as a copyright on a book or computer

software does not constitute export property, a copyrighted article (such as a book or

standardized, mass marketed computer software) if not accompanied by a right to reproduce

for external use is export property if the requirements of this section are otherwise satisfied .

Computer software referred to in the preceding sentence may be on any medium, including,

but not limited to, magnetic tape, punched cards, di§ks, semi-conduaor chips and circuit

boards. A license of a master recording tape for reproduction outside the United States is not

disqualified under this paragraph from being export property Temp Reg. §1.927(a)-lT(f)(3).

[Emphasis Added]

IRS effectively narrowed the scope of property eligible for FSC benefits to exclude a license of

computer software with the right to reproduce.

The narrowing of the definition of export property to exclude computer software licenses that

permit reproduction of the software has no basis in the statute or legislative history to the DISC
or FSC rules, but was based on an administrative decision by the FSC regulation writers at the

IRS that computer program tapes were neither "tapes" nor "similar reproductions" within the

! of the statute Despite the fact that the legislative history provides no basis for limiting
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these terms within section 927(a)(2)(B)'s parenthetical to the entertainment industry, the IRS

regulation writers made a decision to do so. Not only does this ignore the way that software is

exported, it ignores the similarities between the fihn, record and computer software industries.

The future direction, driven by technology, is that digital information, whether it be music, video,

or computer software will all be transmitted in the same way. No logical distinction has ever been

made between the two industries because there is none.

'

Congress' statute, specifically allowing for "similar reproductions" to qualify for DISC and FSC
treatment, recognized the need for the legislation to address developing industries and means of

doing business. The IRS regulations do not. The IRS' position for taking such a narrow view in

their regulations is that computer sofhvare was not specifically mentioned in the FSC statute But

the FSC provision in this area is identical to the DISC provision in this area that was written in

1971 when sofhvare was in its infancy. We believe that the administrative decision not to treat

sofhvare like recordings in the FSC regulations because software was not specifically mentioned

in the 1971 DISC statute or regulations is incorrect.

The software industry is seeking a legislative clarification that exports of sofhvare, whether or not

accompanied by a right to reproduce, are eligible for FSC benefits. We believe this reflects

Congress' original intent in enacting the FSC rules. We do not believe that Congress in enacting

the FSC rules intended to provide a benefit to the entertaiiunent industry but not to the sofhvare

industry, which manufacturers and distributes its product in a similar manner. The industry

believes that the regulations are invalid and will litigate their position, but we believe it will save

both taxpayers and government money if this issue is clarified so that protracted and costly

litigation can be avoided.

Summary

The computer sofhvare industry is important to the economy of the United States today and in the

future. The computer sofhvare industry creates high-paying jobs in the United States, helps the

United States to maintain its position as a world leader in the high technology field and is a large

and growing source ofUS exports, the revenue fi-om which reduces the U.S. trade deficit. The

failure to permit exports of computer sofhvare to qualify for FSC treatment is counterproductive

and inconsistent with the U.S. interest in fostering the continued growth of this industry in the

United States. In addition, there is no tax policy reason for denying exporters of sofhvare the tax

benefits of the FSC rules that are available to other U.S. exporters and in particular the film and

record industries, which operate in a similar manner. There is a need for Congress to clarify the

original intent of the DISC and FSC legislation to encourage U.S. exports, including sofhvare, in

light of the Treasury Department's temporary FSC regulations. Therefore, we respectfully request

that Congress enact legislation which would clarify that the definition ofFSC export property

includes the license of computer sofhvare to foreign distributors and customers with the right to

reproduce.
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Chairman Rangel. Mr. Mattson.

STATEMENT OF ROBERT MATTSON, ASSISTANT TREASURER,
ffiM CORP., ON BEHALF OF COMPUTER & BUSINESS EQUIP-
MENT MANUFACTURERS ASSOCIATION

Mr. Mattson. Thank you, Mr. Chairman and members of the
committee. My name is Bob Mattson. I am assistant treasurer of
IBM, responsible for the company's worldwide tax operations.

I appreciate the opportunity to testify on behalf of the Computer
& Business Equipment Manufacturers Association (CBEMA), about
ways to simplify and improve the effectiveness of the foreign tax
credit.

CBEMA members are the leading providers of information tech-

nology products and services in the areas of computers, business
equipment and telecommunications. CBEMA companies had com-
bined sales of more than $270 billion in 1992, nearly 5 percent of

our Nation's GNP. We employ over 1 million people in the United
States who perform over one-fifth of all U.S. industrial funded re-

search development.
I cannot emphasize enough the fact that more than 50 percent

of CBEMA's U.S. members' revenues are derived from overseas op-
erations. In recent years, the U.S. international tax rules have be-
come much more complex and have caused considerable uncer-
tainty which has resulted in an increase in tax controversies which
often take years if ever to resolve.

Frequent changes in U.S. tax law have created a patchwork sys-

tem of rules resulting in great difficulties for companies to effec-

tively use the foreign tax credit for its original and proper purpose,
to avoid double taxation of foreign income.
While it is probably best to undertake a comprehensive review of

the entire foreign tax area, in the interim we urgently need the
committee to act favorably on three proposals to make the foreign
tax credit more effective now.
Most important is the extension of the existing foreign tax credit

carryover to 15 years. This proposal was included in the foreign in-

come tax rationalization and simplification bill of 1992, and would
allow U.S. companies a better chance to avoid double taxation.

It would alleviate the timing problems caused by the lengthy pe-
riod it takes to resolve double taxation disputes through the com-
petent authority tax treaty process. This problem is particularly
harsh for taxpayers in cyclical industries which experience substan-
tial operating losses in some years.

Since this is only a carryforward proposal, there would be no im-
mediate revenue impact, and the impact in any future year should
not be a significant revenue problem.

Next, we agree with Congressman Thomas that it is important
that the State income tax be allocated solely to U.S. sources. The
proposal to allocate all State and local taxes to U.S. sources is not
only simpler, it is also correct.

The final provision I wish to comment on is the need to increase
the reporting threshold for stock ownership of a foreign corpora-
tion. Section 6046 requires U.S. shareholders to file information re-

turns reporting a 5 percent or more investment in foreign corpora-
tions. Extensive information must be provided on form 5471, con-
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sisting of income statements, balance sheets, costs of goods sold,

taxes paid or accrued, and other information for each and every one
of these entities.

Ironically, this 5 percent investment threshold is not relevant for

any other U.S. tax purpose.
In contrast, there are existing requirements for similar informa-

tion at the 10 percent investment level.

The reporting threshold under 6046 should be raised to 10 per-

cent. The resulting simplification and burden reduction for tax-

payers would not jeopardize either Treasury or IRS informational
interests as confirmed by the Treasury Department's International
Tax Counsel in a May 1992 letter to Senator Baucus.

In addition, we recommend that you add a de minimis dollar ex-

ception based on a foreign investment of no more than $500,000.
Our industry often has to take small equity positions in local dis-

tributors to insure access of our products to the marketplace, and
the paperwork of reporting these small amounts is overly burden-
some.

Finally, I would like to take a moment to give you CBEMA's
views on simplification using IBM as an example.
IBM's compliance with U.S. tax laws covering our foreign oper-

ations is an immense and very costly task. Information request
packages are sent by IBM U.S. to over 120 non-U. S. country com-
panies. This generates over 3,000 separate reports returned to our
tax compliance group in the United States. U.S. tax law requires
our country companies to each prepare 31 different reports with
many hours of labor on their part overseas.

The tax reports from each foreign entity must be examined and
cross-checked to verify accuracy. This information, after months of

work, is manually transferred to IRS tax forms 1118s for foreign

taxes and hundreds of 5471s for each entity. IBM employs 24 tax
professionals plus a number of part-time college students working
over an 8-month period, often requiring overtime, to accomplish
this task for each year, and the IRS will probably expend over
three-person years per year of work reviewing this information.

Unfortunately, at the completion of all this work, we still don't

know whether we got it right. And I can assure you the IRS cannot
deal with the complexity.

It is time to begin to fix this wasteful process, and we urge pas-

sage of these provisions to help achieve this.

Again, thank you for the opportunity to appear before you, and
I would be happy to answer any questions you have.

[The prepared statement and attachment follow:]
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Statement of
Computer and Business Equipment

Manufacturers Association (CBEMA)

Presented by
Robert Mattson

Assistant Treasurer, IBM

Mr. Chairman and members of the Committee, my name is Bob Mattson. I am Assistant

Treasurer of IBM, responsible for the Company's worldwide tax operations. I appreciate

the opportunity to testify on behalf of the Computer and Business Equipment
Manufacturers Association (CBEMA) about ways to simplify and improve the efficiency

of the foreign tax credit

CBEMA members are the leading providers of information technology products and
services in the areas of computers, business equipment and telecommunications.

CBEMA companies had combined sales of more than $270 billion in 1992, nearly 5 % of
our nation's GNP. We employ over 1 million people in the U.S. and do over l/5th of all

U.S. industrial funded research and development.

CBEMA members derive more than 50% of their aggregate revenues from overseas.

Thus, their economic health depends on U.S. policies aimed at facilitating their efforts to

compete internationally. A key to this success is avoiding economic double taxation on
international transactions and on the repatriation of foreign subsidiary earnings. The U.S.
foreign tax credit system has in the past served this purpose quite well. However, in

recent years the international tax rules affecting U.S. companies doing business abroad
have become much more complex and have caused considerable uncertainty. The result

has been an increase in multi-jurisdictional tax controversies which often take many
years, if ever, to resolve. In addition, firequent changes in U.S. tax legislation and
regulations in the foreign area have created a patchwork system of basketing and
allocation rules which create great difficulties for companies to effectively use the foreign

tax credit for its original and proper purpose: to avoid double taxation on foreign income.

While it would be best to undertake a comprehensive review and revision of the entire

foreign tax area, in the interim, we urgently need this Committee to act favorably on these

proposals to make the foreign tax cre^t more effective now.

1. Extend the Existing Foreign Tax Credit Carryforward of Excess Foreign
Taxes to 15 years

This piroposal was included in H.R. 5270, the Foreign Income Tax Rationalization and
Simplification Bill of 1992, so you will already be familiar with the necessity of this

change. Fifteen year carryforwards are found in other sections of the tax code such as

carryforward provisions for net operating losses.

This provision to extend the existing carryforward fi-om 5 to 15 years would allow U.S.
companies a better chance to avoid double taxation. It would alleviate the timing

problems caused by the lengthy period it takes to resolve double taxation disputes

through the competent authority/treaty process. This problem is particularly harsh for

taxpayers in cyclical industries which experience substantial operating losses in some
years. For example, the years 1991 and 1992 were extremely difficult for our ind'i-*n?

and we ask that you provide an effective date for this change beginning January 1, 1991.

Since this is only a carryforward proposal, there would be no immediate revenue impact,

and the annual impact in any future years should not be a significant revenue problem.
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2. AllQcatc State Incomt Taxes to U.S. Sources

States may not tax income which does not have a connection or "nexus" with the State.

Generally, foreign income does not have such a nexus. Yet the IRS has ruled that State

income taxes should be apportioned against foreign source income for purposes of

computing the foreign tax credit. This has the effect of severely limiting the effectiveness

of the foreign tax credit by not allowing it to be used for a portion of foreign source

income that has been taxed abroad.

The present Treasury Regulations require a detailed analysis of how each State's tax base

(determined under State or local law) treats income that for federal purposes would be

foreign source income. This analysis is very costly to administer; it is complex and

results in double taxation since the State taxes so located would not be a valid tax

deduction in any foreign jurisdiction. The proposal to allocate all state and local taxes to

U.S. sources is not only simpler but correct.

Another proposal we comment on is one of simplification where both taxpayer's and the

IRS's cost of compliance would go down without any exposure to the tax base.

3. Increase the Reporting Threshold for Stock Ownership of a Foreign

Corporation

Present law (IRC Section 6046), adopted in 1962, requires U.S. shareholders to file

information returns reporting 5% or greater acquisitions or increases in investment

amounts in foreign corporations, or reductions to an existing investment to under 5%.
Extensive information must be provided on Form 5471 consisting of income statements,

balance sheets, costs of goods sold, taxes paid or accrued. U.S. persons who become
officers also have to file information returns.

Ironically, this 5% investment threshold for filing is not relevant to any other U.S. tax

purpose and creates enormous administrative complexity for taxpayers and the IRS as

weU.

In contrast, there are existing requirements for similar information at the 10% level in the

case of the indirect foreign tax credit We believe that the reporting threshold should be

raised to 10%. The resulting simplification and burden reduction for taxpayers would not

jeopardize either Treasury or IRS informational interests as confirmed by their

International Tax Counsel in a May 1992 letter to Senator Baucus (attached). In addition

to the increase to 10%, we recommend that you also consider adding a de minimus dollar

exception based on an investment of $500,000. Our industry often has to take small

equity positions in local distributors to insure access of our products to the market place,

and the paperwork on reporting these small amounts is quite burdensome.

4. Modify the Current Suhnart F Rules to Encourage Expansion into the

European Community
We also support H.R. 1401 which would remove a major obstacle to effective

competition by U.S. multinational corporations in the emerging unified market of the

European Community (EC). Under H.R. 1401 , the subpart F rules of the Internal

Revenue Code of 1986 would be amended to treat the twelve European Community
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countries as a single country for purposes of deteimining foreign-base company sales and

services income.

Our European and Japanese competitors are streamlining their EC operations to take

advantage of the new unified markets, but under subpart F, U.S. multinationals must

create costiy and duplicative subsidiaries in each European Community country or be

subject to a current U.S. tax on earnings before they are actually repatriated to the U.S.

parent. ITie original purpose of subpart F— to deter U.S. companies from establishing

subsidiaries in tax haven countries merely to avoid U.S. taxation of income— has been

preserved in H.R. 1401, but the obstacles to competition have been removed.

I would like to take a moment to give you CBEMA's views on simplification using IBM
as an example. IBM's compliance with U.S. tax laws covering our foreign operations is

an immense and very costly task. Information request packages are sent by ffiM U.S. to

its over 120 non-U.S. country companies. This generates over 3,000 separate reports

returned to our tax compliance group in the U.S. U.S. tax law requires our country

companies to each prepare 31 different reports. The tax reports from each foreign entity

must be examined and cross-checked to verify accuracy. An elaborate computer software

program with numerous modules is employed to assist our tax accountants in this

enormous effort Finally, this information after months of work is manually transferred

to IRS Tax Forms 1 11 8's for foreign taxes and hundreds of 5471 's for each entity

investment. IBM employs twenty-four tax professionals plus a number of part-time

college students working over an eight month period (often requiring overtime) to

accomplish this task; and the IRS will probably expend over 3-person years of work
reviewing this information.

In addition to these matters, there are two important and non controversial changes

contained in H.R. 13, the Tax Simplification bill, which you introduced earlier this year,

and which were a part of H.R. 1 1 last year: namely (1) extension of the indirect foreign

tax credit to the sixth tier and (2) a grant of regulatory authority to the Treasury

Department to issue regulations allowing foreign taxes paid to be translated at the

average exchange rate for the year of payment CBEMA strongly supports these moves
to further simplification and hopes that at the appropriate time the simplification bill can

be added to the larger budget reconciliation bill.

Mr. Chairman, it is time to begin to fix this wasteful process and we urge passage of these

provisions.

Again, thank you for the opportunity to appear before you. I believe these items will be

very helpful to our industry, and indeed all of the U.S. business community competing in

the international market place. There should not be any appreciable revenue costs to

achieve this simplification and to make the foreign tax credit more efficient.

I Vvould 't>o happy to answer any questions you may have.
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i^^_ 1^^^ ^itftd jBtsm Senate

OOtebMT 30 » 1991

Mr. Orabaa dark
Oii«f
ZntematlenAl SnforoaxMnt Division
Intsmatienal vroqmma ZU
950 L' Enfant Plaza Baath, 8.W. Soob 4409
Vaahington, D.C. 20024

Oaar Kr. Clarkt

Barlier this year Z intreduosd 6. 936, a bill vhioh vefold
substantially rodue* ths coaplsxi^ of the Internal Kevenus Code's
foreign provisions. I aa currently weighing the aarlts of a number of
additional proposals for possible ineluslon in the foreign
slaplifioation paolcage. it would be vary helpful to have the views of
your effioe regarding one of these proposals la particular.
Specifically, I as referring to e proposal whi^i would aaend section
6040 of the Code.

As you know, Section 6046 sets forth reporting reqniresents
applieable to 0.8. corporations in certain situations involving five
percent stock transactions. Any D.s. eorperatlon which has acquired,
directly or indirectly, in one or aore transactions, five percent or
Bore of the value of the outstanding stock of a foreign eorporttiCB,
or which owns as such as five percent of the foreign eerporttien's
stock et the tine of a reorganilation of the foreign eorporatien» or
that disposes of sufficient stock in the foreign corporation to lower
Ita interest to less than five percent anst report the transaction to
the Internal Bevenue Service. This reporting requireaant entails the
eeapletion and eubmission of specified sections of rera 5471.

Qnder the proposed eaendaent to Section C046 being considered, the
five percent threshold would be raised to ten percent. Obviously,
this should result in a substantial decrease In the nuaber of Poras
8471 subaitted to the Service, end would tberafer« allevltte
Qoaplexity for everyone. However, before endorsing this proposal, I
would like to be confident that raising the stock threshold to ten
percent froa five percent as proposed would not be Inconsistent with
the leoitiaate re^iireaents of the Service regarding Inforaatien
reporting in this context. I would appreciate having your views about
the value to your offioe of the reporting inforaation currently
required under the statute in five percent situations, and whether
reising the threshold to ten percent would be epprepriata. Your
attention to this aatter is greatly appreciated.

Sincerely,

/fWK__
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Thtt Ronorabl* Xax Banena
United 6tat*s Senat*
Washington,. D.C. . 20510-5400

Dear Sanater Bauonst

Thank you for your lettar of Ootobar 90, 1»91 to
Crahaa Clark at tha Intamal Ravanua S«rvioa oonoemlng a propea*
•1 to ralsa tha thraabold of atock evnerahip raqulrad for
raporting undar aaction i046 of tha Coda froa fiva parcant to tan
percent. I an responding to your latter becauae it raises issues
of international tax polley. Z an aorry for the extrene delay In
answering your inqpiiry.

As you knov, section 604 6 requires a direct or indirect
shareholder of a foreign corporation to file a roxs.S471 to
report corporate financial infomation both in the year of tbe
acquiaition of. five percent or ttore of the value of the corpo-
ration's shares and in subsequent years if an additional five-
percent block of shares is acq^iired. That aaction also requires
reporting of financial inforsvation in the year that the foreign
corporation is reorganized or the U.S. shareholder disposes of
sufficient number of shares to lover its ownership interest belcv
five percent. Siallar reporting requireaente are iaposed en U.S.
citizens and residents who are officers or directors of sueh
foreign corporations.

The infomation collected under section 6046 is valu-
able for the adainietration of the income tax lavs. In the event
of an audit, it ia essential for the IRS to have basic infoma-
tion about the overall corporate structure of a particular U.S.
taxpayer's foreign operations. Kalaing the reporting threshold
to ten percent « bbwevar« does not appear to jeopardies this
interest, and it would siaplify reporting by U.S. taxpayers
owning ainority interests in foreign subsidiaries. Raising the
threshold Bight also reduce the riak of inadvertent nonconpl ianoe
by ainority shareholders with a less than ten-percent indirect
interest,, who aay have particular difficulty aonitoring these.
investaents. In this regard/ however, Z would note that taxpay-
ers have never ooaplained that they have difficulty aonitoring
their investaenta for purposes of the indirect foreign tax ered
under section 903, which say be available to a U.S. corporate
parent with respect to five-percent inveataent In e second- or
third-tier foreign subsidiary.
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Aooordingly, • proposal to raise the action f04C
reporting thrashold to tan parcant should »a glvan sarleus
considaration bacauaa it ia likaly to achiava soaa siaplificatien
and burdan raduotlon for aona taxpayars without jaoparditiag
•ithar Traasury or ZHS Infomational intarasts.

Philip D/ KorrisoB
Zntamational Tax Counsel
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Chairman Rangel. Are you aware, Mr. Mattson, of any objec-

tions that Treasury would have to your recommendations?
Mr. Mattson. Yes, Obviously, the second recommendation which

Congressman Thomas brought up is to override the Treasury regu-

lation. That has to do with State income taxes being allocated sole-

ly to the United States.

The third provision

Chairman Rangel. They indicate that in their belief that is a
mismatch of expenses and related income.
Mr. Mattson. Well, if you go to the laws of the 50 States—^they

can only tax income within their nexus.
Now, if they decide to use some foreign income as a base, to get

the numbers right, they are not really taxing foreign income, they
are only, again, arguing to tax their base. And, of course, there are
Supreme Court cases now pending in California and eight other

States that put foreign income in their base.

So we have a fundamental argument with the Treasury, and the

States as well. The unitary States argue and have made summa-
tions that say they do not tax foreign income. This is their unique
accounting method. While the other nonunitary States don't tax

foreign income, they don't, either.

They have to take that position because, otherwise, it is unconsti-

tutional. They would be taxing income outside their nexus.
Chairman Rangel. Your proposal to extend the carryover period

for excess foreign taxes, how would this improve the competitive

nature of your business?
Mr. Mattson. Well, number one, most credits are carried for-

ward for 15 years, as are all the business credits, for example, re-

search and development. The AMT credit is an unlisted carryover.

IBM has had some problems in the United States in 1990, 1991,

and 1992; now we find we have problems in Europe. You can't

match those different cycles and cyclical problems and get out from
under lost credits within 5 years. You need a longer period of time.

And we are going through a difficult recovery time, as the whole
industry is right now, and the 5-year period puts us in great jeop-

ardy of losing substantial foreign tax credits.

Chairman Rangel. Thank you.

Mr. McCloskey, the committee has been informed that our trade

policy as relates to foreign competitors is under some type of a re-

view. Are you familiar with that? Are you participating in the prob-

lems being addressed by our current trade policy with U.S. indus-

try and foreign competitors?
Mr. McCloskey. We are in many forms. I am not sure which

particular one you are referring to.

Chairman Rangel. I think the Treasury is supposed to be con-

ducting one. We will give you information on that to see whether
or not any of their recommendations might be helpful to the prob-

lems you presented here.

Also, there is concern about what you have testified—that foreign

military sales be monitored by other means. Do you know what
other means would be available to monitor those?
Mr. McCloskey. Well, they are monitored now by the Arms Ex-

port Control Act and the overall export license process.
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Chairman Rangel. Is that what you were referring to, existing

law?
Mr. McCloskey. Yes. In other words, there is a decision made

as to whether a proposed sale is consistent with U.S. policy or not,.

It is our view that sales that are approved under this process ought
to be as competitive as they can be and shouldn't be distinguished
from comparable commercial sales under the FSC.
Chairman Rangel. Thank you.
Mr. Mattson, I assume that you are supporting Mr. Farren's pro-

posal that we treat the EC—was that included in the closing part
of your testimony?
Mr. Mattson. It was in my testimony. I saw the red light, and

I didn't get a chance to get to it.

Yes. What business needs is flexibility, and that is all it is. Why
should we be straitjacketed to have rules that cause punitive tax
results which don't affect any other foreign corporations?
A large Japanese computer company or copier company wants to

organize their business management as they wish in Europe. U.S.
law prevents this. Those Japanese companies can get the leanest,

most competitive, cost conscious operation they can have, where a
U.S. company just can't.

Chairman Rangel. Mr. Farren, you were suggesting that we
treat the EC as one entity?

Mr. Farren. Yes, Mr. Chairman. For tax purposes, yes.

Chairman Rangel. And is this type of thinking going into Pacific

Rim countries and Latin American countries in dealing with
Mr. Farren. No, Mr. Chairman. This is simply focused on the

European Community, and it is a reflection of the needs arising as
a result of their economic integration.

Chairman Rangel. General Abrahamson, I have been advised
here in writing that Treasury had already testified that they are
moving with an interagency task force reviewing our export pro-
grams. Is your industry participating in that? It is my understand-
ing that they want to make certain that we are competitive and
that there are many more agencies involved other than Treasury
and that they want to get a level playing field. Are you familiar
with that at all?

General Abrahamson. Sir, I am not. The members of our coali-

tion and the industry itself, obviously, would welcome an oppor-
tunity to participate. Nonetheless, I think the issue has been
around for some time. I think it is fairly straightforward, and I

would hope that the task force would not become an excuse just to

delay what is truly urgently needed action at this point.

Chairman Rangel. OK Well, maybe you can make a better judg-
ment when we all find out exactly the area where they are moving
because their position is that it is not just a tax matter that we
have to perfect. They want to make certain that they have an over-
all policy to improve competition. You may be right, but I am ask-
ing you to check with staff so that you would know specifically
what Treasury is talking about.
Mr. Payne.
Mr. Payne. Thank you very much, Mr. Chairman, and thank you

all for your testimony.
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Mr. Mattson, you talked a little bit about simplification and spe-
cifically talked about the fact that there were 24 tax professionals
who were working. I would assume that is just on foreign tax pro-
visions?
Mr. Mattson. That is on the whole foreign-gathering of informa-

tion, preparing of the return, preparing—we have a stack of 5471s
because we have to prepare a whole set of papers on every entity
in which we invest 5 percent or more.

In Italy, for instance, we take hundreds of very small dollar in-

vestments in marketing companies just because it is the way busi-
ness is done there. I have to prepare a report on every one of those.
There is no other reason in the world that that is used for, so we
have to gather all that information. In fact, I have a number of col-

lege co-ops to help us on that, too, plus all the foreign tax credits.

We have to translate every receipt from 120 companies.
In some countries you get tax receipts monthly on every lease.

Every one of those has to be translated. There are terrible foreign
translation rules right now which is what was in H.R. 13 to correct.

We hope that goes forward. You have to translate the language.
I mean, this is just a time consuming—the IRS doesn't know

what the heck to do with this stuff. They don't even know why the
government even requires it. So there is a lot of simplification that
you could do to just get us out of paper burden.
Mr. Payne. As an international corporation I am sure you work

with other countries and their tax laws and tax provisions as well.

Are there other models, other systems that you are familiar with
that would be worthwhile for us to take a look at as ones that are
more streamlined, work better? Would you comment on value-
added taxes and what a concept like that might mean in terms of
streamlining or simplification?
Mr. Mattson. Well, there are value-added taxes in Europe and

aroimd the world. We deal with them outside the United States.
They are simple to deal with.

It is not so much that the corporate income tax in the United
States is the problem. It is the detail in the Tax Code, the technical
intricacies, the straitjacket rules that interfere with sound business
decisions, the paper load.

The 1986 act was a nightmare for American corporations. I

mean, the hundreds if not thousands of pages that you have to deal
with on forms and requirements are just a terrible burden. No
country in the world would look at our audit trail. IBM today is

still in the midst of 1985 and 1986 audits.

We have major companies outside the United States—we have a
$8 billion company in Japan. They finished a 1991 audit, and they
have just as strict rules as we have but nothing like the technical
complexity.
The first thing that has to happen is the IRS has to learn what

the rules are. They can't cope with them.
I think Commissioner Richardson, if she hasn't been up here,

should be invited here to talk about that.

We have to start on simplification. We can't wait until the whole
thing is in one package. And we have offered four or five sugges-
tions as just a beginner. And we think those are first steps. And
H.R. 13 is great to start, we think. We compliment you on it.
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Mr. Payne. Thank you very much. I appreciate that additional

information.
Thank you, Mr. Chairman.
Chairman Rangel. Mr. Hoagland.
Mr. Hoagland. General Abrahamson, first, let me notice, as the

chairman did, that there does appear to be an interagency task
force underway. And it is tough for us, I think, isn't it, Mr. Chair-

man, to advance matters that are not approved by Treasury?
Chairman Rangel. It is even tougher when the industry is un-

aware of the task force.

General Abrahamson. Perhaps the Treasury should publicize

their task forces better.

Chairman Rangel. Well, that is exactly what I meant. General,

and we are going to encourage them not only to do it but encourage
you perhaps to help us to get the information out to the industry.

General Abrahamson. Thank you, sir.

Chairman Rangel. Because, as Congressman Hoagland said, we
like to believe that our tax policy is catching up with our national
policy. And if you are not familiar with what is going on, then it

doesn't help us, and it certainly doesn't help the industry.

General Abrahamson. Thank you, Mr. Chairman.
Mr. McCloskey. Mr. Chairman, I think there is an important

point that needs to be made here. There are things that other coun-
tries do that create an unlevel playing field for U.S. companies, but
there are also a number of things that we do to ourselves in the
Tax Code that harm the competitiveness of our companies and in-

dustries.

Both in the instance the General is talking about and the in-

stance I am talking about, we find that the burdens we're trying

to overcome aren't imposed by foreign countries. Rather, they are
barriers created here at home that artificially and detrimentally

distinguish between different types of commerce.
In the case of software, it is hard to understand why FSC bene-

fits should be extended to the entertainment industry for the ex-

port of master recording tapes used to reproduce various forms of

entertainment overseas but not to software companies for software
which is exported along with the right to reproduce it overseas.

Similarly, Mr. Chairman, I find it hard to justify a different appli-

cation of the FSC to military and commercial products, especially

since so many products have a plain commercial use as well.

We are not even just talking about military products, we are

talking about products that could be used as military products but
also have a plain commercial use. We are saying that the commer-
cial use, because it is also capable of being used as a military prod-

uct, disqualified it from the FSC. That is something we do to our-

selves.

Chairman Rangel. I understand what you are saying. But what
Mr. Hoagland is saying is that Treasury advised us that they were
taking a look at all of the factors that make us less competitive,
and, of course, they cannot do this unless you share with them the
problems that you are facing with competitors. And so we had
falsely assumed that they were reviewing other issues that impede
your competition rather than just the area of taxes.
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If they haven't invited you to come and to talk, then you can rest
assured, if nothing else occurs from this hearing, that we will see
that the parties involved meet with Treasury and the other agen-
cies to see that we improve the level of the field.

Mr. McCloskey. I presume they are referring to and participat-
ing in both the special trade representative and the Commerce De-
partment initiatives on trade negotiations, but these don't cover
this other aspect of what we do to ourselves.
Chairman Rangel. I yield back.
Mr. HoAGLAND. It just seems to me, Mr. Chairman, that the next

20 years there is going to be enormous worldwide competition to

attract capital to various countries, and we need to simplify and
modernize our trade laws, number one, so they are—I mean our
tax laws—so they are consistent with our trade policies. And, num-
ber two, so we can maximize our ability to retain American capital
and not chase it overseas.

I think, Mr. Chairman, there is a lot we can do in this committee
to push Treasury along. Because the quicker we can get their inter-
agency task force expanded to include all the areas that need to be
included and to appoint a recommendation, the quicker we can act
on that.

Mr. Mattson, your testimony—I can tell from your dialog with
Mr. Payne and certainly my reaction to it—I think we would like

to do as much as we can to accomplish those goals. It is hard to

figure out exactly how to do it. If you have any thoughts about
that, too, that would be helpful.

General Abrahamson, do you have any revenue loss estimates
that are connected with your proposal?

General Abrahamson. The official revenue estimate, I believe, is

being worked within the Joint Committee on Taxation, and we
don't have the benefit of that.

Informally, we believe that it is large enough to have a signifi-

cant impact on many of the software companies, but even while
recognizing the revenue problem the Nation has, I don't believe it

is so large that it would have a substantial impact on the national
revenues.
We have an informal estimate that indicates that it is less than

$50 million over 5 years, but at this point that is only our estimate.
It is not a Joint Tax Committee estimate.
Mr. HoAGLAND. Let me just say in closing, Mr. Chairman, that

we are—we constantly hear severe criticisms about the state of our
international tax policies, and I think we need to work together as
effectively as we can to get those modernized.
Mr. Mattson, your testimony today has certainly been helpful.
Thank you, Mr. Chairman.
Chairman Rangel. Thank you for all of the members for this

very informative information.

We now invite panel number three. Congressman Jefferson is

trying to get over here. He wanted so badly to introduce Martin
Hyman, who is the president of the Overseas Shipholding Group,
who is with Donald Moorhead and Alex Trostoff, both counsel. And
this is the Overseas Shipholding Group in New York and the Inter-
national Shipholding Corp. of New Orleans.
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Mr. Jefferson is here, and he can far more eloquently make the
introduction of his friend, Mr. Hjrman. The chair yields to Mr. Jef-

ferson of New Orleans.

Mr. Jefferson. Thank you very much, Mr. Chairman.
Members of the committee, I want to make a brief remark here

before
Chairman Rangel. Please, those that are leaving try to leave

quietly. We are trying to move on with the hearing. Will those in

the hearing room please take their conversations in the hallway.
The gentleman from New Orleans may proceed.

Mr. Jefferson. Thank you, Mr. Chairman.
I am sorry. I was trying to find out a little something here from

my staff.

I appreciate the opportunity to introduce the panel that will

speak today on the need to reverse a decision made by this Con-
gress in 1986 that is applicable to subpart F, shipping income
earned by subsidiaries of U.S. companies on the foreign flag oper-

ations.

Mr. Chairman, as you know, we are trying to straighten out
some problems in the bill we just passed, the reconciliation bill, to

make this Tax Code make some sense and have it be consistent in

every area where it has an application to make a consistent appli-

cation wherever we are dealing with the treatment of foreign-

source income.
You notice today the administration has tried to deal with this

foreign source income problem by saying that unless the income is

repatriated to the country it isn't taxed. The whole proposal here
is to bring the U.S.-controlled flagships within that general policy.

Under current law, Mr. Chairman, U.S.-owned foreign shipping
companies are taxed on their foreign-source shipping income even
though the income is not repatriated to the United States, but
rather is invested in foreign businesses. That generally is inconsist-

ent with how we treat other active foreign-source business income
and the testimony today is going to reveal how that has worked
against our interests.

What has happened is, instead of forcing U.S.-controlled foreign

flagships to operate under U.S. flags, it has forced them into ar-

rangements with foreign-controlled operations, driving down our
tax revenues and the number of U.S.-flag carriers. That is the

problem we are trying to fix.

So in my own district there are three of the seven or so still sur-

viving U.S. -flag carrier operations, and we are privileged in my dis-

trict to have them there, and we want to keep them there and
strengthen them. But, beyond that, we want the policy to be con-

sistent.

So in any event, panel three, Mr. Chairman. I am here to intro-

duce Morton Hyman, who is the president of the Overseas
Shipholding Group who will give the testimony this morning. He
is accompanied by Donald Moorhead, counsel of the Overseas
Shipholding Group, and Alex Trostorff, who is the counsel for the
International Shipholding Corp., which is located in my district.

[The prepared statement follows:]
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The U.S. Government has historically relied on foreign-flag vessels owned by foreign

subsidiaries of U.S. corporations to meet our nation's sealift requirements in times of war
or other national emergency. The U.S.-controUed foreign flag fleet, commonly referred to

as the EUSC fleet, has been a vital source of economic support to U.S. parent companies

which operate both U.S. flag and foreign flag fleets. The economic viability of those U.S.

companies was jeopardized in 1986 when Congress repealed the "reinvestment rule"

applicable to Subpart F shipping income earned by subsidiaries of U.S. companies on their

foreign flag shipping operations. As a result of that sudden change in the law, the U.S.-

controUed foreign flag fleet plummeted from 420 ships in 1986 to only 324 vessels in 1992.

This, of course, has had a serious adverse impact on the ability of the United States to meet
its essential defense sealift requirements.

Generally, the Internal Revenue Code does not impose a tax on the income of

foreign subsidiaries of U.S. corporations unless that income is repatriated. Until 1986, that

result could be obtained with respect to shipping income of foreign subsidiaries of U.S.

companies that owned EUSC vessels so long as that income was reinvested in foreign

shipping operations of that company. After the repeal of that rule in 1986, shipping income
of U.S.-controlled foreign-flag vessels became subject to U.S. tax in the year earned,

irrespective ofwhether that income is repatriated to the United States. This departure from

pre-1986 law has resulted in a materially greater tax burden on EUSC vessel owners, and
thus their ability to compete in international markets has been significantly undermined.

Without reversion to the pre-1986 tax law, the strategic EUSC fleet will continue to decline

with corresponding revenue losses to the Treasury.

My proposal would restore the pre-1986 tax deferral rule for foreign shipping income

of subsidiaries of U.S. parent companies which also own and operate a U.S. flag fleet,

provided the foreign shipping income is reinvested in shipping operations. This proposal

would eliminate U.S. tax discrimination against merchant vessels controlled by U.S.

companies. Reinstatement of the pre-1986 rule is also essential to the business reality that

shipping income must be continually reinvested to assure economic viability. Moreover,

reversal of the disastrous post-1986 vessel decline is critically important to our national

security.

This proposal is consistent with the Administration's proposals on the treatment of

foreign source income. It would simply condition tax deferral on the reinvestment of

shipping income in shipping operations of the U.S.-controlled subsidiary.

Thank you, Mr. Chairman, for giving me the opportunity to present this statement

to the Subcommittee.
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Chairman Rangel. Mr. Jefferson, I have been in the Congress
for 23 years, and I have yet to hear a more informative introduc-
tion of a witness. That was very well done.
Mr. Hyman, you may proceed if there is anything left.

STATEMENT OF MORTON P. HYMAN, PRESmENT, OVERSEAS
SHIPHOLDING GROUP, INC., NEW YORK, N.Y., ALSO ON BE-
HALF OF INTERNATIONAL SHIPHOLDING CORP., NEW ORLE-
ANS, LA., AND OMI CORP., NEW YORK, N.Y.

Mr. Hyman. Well, Mr. Chairman, Mr. Jefferson has not only
been very kind in his welcoming remarks, but he has been very elo-

quent in stating our position. Since the Congressman did say I

would testify, I would like to go ahead if I may.
Chairman Rangel. Of course.

Mr. Hyman. Thank you. Mr. Chairman, I appear on behalf of a
coalition of U.S. -flag shipping companies composed of International
Shipholding Corp., OMI, and my company. Overseas Shipholding
Group (OSG). OSG is engaged in the ocean transportation of liquid

and dry bulk cargoes in both the domestic and worldwide markets.
We own and operate nearly 1 million deadweight tons of U.S. -flag
vessels. In addition, we have a substantial presence in the foreign
trades.

OMI, which like OSG is headquartered in New York, also has a
substantial U.S. flag and foreign flag presence in the liquid and dry
bulk trades.

ISC, based in New Orleans, is engaged through its subsidiaries
in ocean and inland waterbome freight transportation throughout
the world.
Mr. Chairman, I am here today to respectfully urge Congress to

undo a 1986 change in longstanding tax policy, a change that se-

verely and inequitably penalizes U.S. shipowners and undermines
their ability to compete in international markets.

Specifically, the 1986 repeal of the shipping operations reinvest-

ment rule contained in the subpart F provisions of the code sub-
jects shipping income earned by foreign subsidiaries of U.S. cor-

porations to current U.S. taxation, even though the income is rein-

vested in ships and even though it is not repatriated to the United
States.

President Clinton, in his tax proposals which have been passed
by this House, would maintain the general policy that income of a
controlled foreign subsidiary of a U.S. corporation will not be taxed
when the controlled foreign corporation reinvests its earnings in its

trade or business abroad. This has been the rule for more than half
a century, and this is true today for General Motors, Xerox, Procter
& Gamble and almost every other U.S. business.
Other than passive income and services the only exceptions to

this general rule are certain kinds of oil and gas industry income
and, since 1986, shipping. As a result, the status of the United
States as a world shipping power has declined significantly.

Since 1986, while the world bulk fleet has grown from 460 mil-

lion deadweight tons to over 500 million deadweight tons, the U.S.-
owned foreign-flag fleet has declined by a third. The U.S.-owned
foreign-flag transportation fleet is now only 5 percent, one-third
smaller than it was 7 years ago, and, absent restoration of the sub-
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part F exemption, that proportion will continue to drop. This trend
will only be reversed by eliminating the 1986 tax change.
Not only has the 1986 tax change created an inequity for U.S.

shipowners in relation to other U.S. taxpayers, it has also created
an insurmountable and discriminatory burden for U.S. owners as
they seek to compete in international markets. Greece, Hong Kong,
the Netherlands, the Philippines, Taiwan, Italy, Korea, Denmark,
France and, most recently and significantly, Canada all afford their
ship-owning nationals the very deferral of taxation that the United
States abandoned in 1986. if^Jid Japan manages to subsidize and
protect its industries, including shipping, in many and perhaps
even more subtle ways.
The international bulk shipping markets are highly competitive,

with a large number of shipowners facing a large number of
charterers. Charter rates are determined by overall market forces.

Shipowners cannot charge or reasonably expect to receive a higher
charter rate simply because their operating or capital costs are
higher than their competitors. The cost of current taxes on
unrepatriated foreign earnings cannot be passed on to our cus-

tomers.
Additionally, and importantly, our industry is highly capital in-

tensive. We must continuously reinvest a significant percentage of

our earnings in ships in order to maintain a safe, modem, eco-

logically sound, and competitive fleet.

Since these earnings became subject to current tax in 1986, U.S.
shipowners have had only 66 cents on the dollar available for rein-

vestment, compared to $1 for our foreign competitors. The response
of U.S. owners has been predictable. They have been selling ves-

sels, and they have entered into joint ventures giving foreign own-
ers the majority interest and majority control.

Surely, I believe, we would all agree that maintaining a strong
U.S.-owned fleet is a matter of national concern.
Mr. Chairman, we do not seek a special tax concession. We are

not asking for protection against the rigors of international com-
petition. We ask only to be put on an equal footing with other U.S.
taxpayers and with non-U.S. owners of foreign flag vessels.

To summarize, Mr. Chairman, repeal of the reinvestment rule in

1986 was a fundamental tax law change that reversed more than
a half century of U.S. tax policy and since has had and will con-
tinue to have a severe adverse effect on our ability to compete in

international markets. We, therefore, respectfully urge you to re-

port legislation consistent with the House-passed tax bill to restore

the shipping operations reinvestment rule for companies with a
qualified U.S.-flag fleet.

I thank you very much, Mr. Chairman.
Chairman Rangel. Thank you, Mr. Hyman.
[The prepared statement follows:]
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Introduction and

I am Morton P. Hyman, President of Overseas Shipholding
Group, Inc. ("OSG"). I am appearing on behalf of a coalition of
U.S. flag shipping companies comprised of International
Shipholding Corporation ("ISC"), OMI Corp. ("OMI"), and my
company.

OSG, a Delaware corporation listed on the New York Stock
Exchange and headquartered in New York, is engaged in the ocean
transportation of liquid and dry bulk cargoes in both domestic
and worldwide markets. We are the largest independent owner of
unsubsidized U.S. flag bulk tonnage; we own over 10% of the
entire unsubsidized U.S. flag fleet. We also have a substantial
presence in the foreign trades. OSG charters its ships to
commercial shippers and to U.S. and foreign governmental agencies
for the carriage of bulk commodities, principally petroleum and
related products, grain, coal, and iron ore.

ISC, a Delaware corporation listed on the New York Stock
Exchange with headquarters in New Orleans, Louisiana, is engaged
through its subsidiaries in ocean and inland waterborne freight
transportation throughout the world. ISC's fleet consists of
LASH (Lighter Aboard SHip) vessels, car carrier, roll-on/roll-off
vessels and similar liner-type vessels.

OMI Corp. , a Delaware corporation also listed on the New
York Stock Exchange and headquartered in New York, is engaged in
the ocean transportation of liquid and dry bulk cargoes in both
domestic and worldwide markets. OMI charters its vessels to
commercial shippers and to U.S. and foreign governmental agencies
for the carriage of crude oil, petroleum products, chemicals,
liquefied natural gas, grain, and other dry bulk commodities.

In 1986, Congress adopted a new tax rule that severely
penalized U.S. shipowners and undermines their ability to compete
in international markets. Specifically, the repeal of the
shipping operations reinvestment rule contained in the "Subpart
F" provisions of the Internal Revenue Code (the "Code") subjects



663

shipping income earned by foreign subsidiaries of U.S.
corporations to current U.S. taxation. This represented a
departure from the general U.S. tax rules applicable to
international subsidiaries of U.S. corporations. Given the
capital intensive and highly competitive nature of the
international bulk shipping trades, current taxation places
materially greater tax burdens on U.S. shipowners than are
imposed on our principal competitors.

This tax change has had a measurable effect on the vitality
of the U.S. -owned international shipping fleet, which has
declined substantially. Moreover, the pace of that decline is
likely to accelerate over time. Since 1986, the U.S. -owned
foreign flag bulk fleet has declined from 36 million deadweight
tons ("dwt") to 26 million dwt , while the world bulk fleet has
grown from 462 million dwt to 502 million dwt as of the end of
1991 (the most current data). The U.S. -owned foreign-flag
portion of the world bulk fleet now is only 5%, one-third smaller
than in 1986.

OSG, OMI, and ISC respectfully urge Congress to restore the
shipping operations reinvestment rule for shipping companies that
operate both U.S. and foreign flag fleets. Restoration of the
reinvestment rule would place these enterprises on the same tax
footing as other U.S. multinational corporations engaged in
active, capital-intensive businesses around the globe as well as
our primary foreign competitors.

Restoration of the reinvestment rule would be fully
consistent with the Clinton Administration's proposal to permit
deferral of tax for foreign earnings reinvested in an active
business. Under the Administration's tax proposals—as passed by
the House of Representatives—any U.S. shareholder of a
controlled foreign corporation will have to include in income a
specified amount of the foreign corporation's undistributed
income when such corporation has an excess amount of passive
assets. Conversely, no current inclusion of income will be
required when the controlled foreign corporation invests its
earnings in its particular trade or business. Similarly, the
proposed Subpart F reinvestment rule is predicated on the same
policy of allowing deferral when earnings are used in the active
trade or business of a controlled foreign corporation. We
therefore respectfully urge the Committee to report legislation
consistent with the House-passed tax bill to restore the shipping
operations reinvestment rule for companies with a qualified U.S.
flag fleet.

The Competitive Environment and Taxation of Shipping

A. Shipping Operations of OSG, OMI and ISC .

OSG, OMI, and ISC operate in both worldwide and domestic
markets. We believe that ownership of a diversified fleet, with
vessels of different flags, types and sizes, provides operating
flexibility and permits maximum usefulness of vessels. For a
variety of business reasons, each of our vessels is owned by a
separate corporate subsidiary, many of which are organized in
foreign countries.

OSG's U.S. flag bulk fleet consists of 16 vessels
aggregating approximately one million deadweight tons. ISC's
U.S. flag fleet consists of 16 vessels as well. OMI's U.S. flag
fleet consists of 19 vessels, 16 of which it owns and 3 of which
it charters, for a total of approximately 740,000 dwt. All three
companies operate substantial fleets in the foreign trades as
well.
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By law, U.S. coastwise and noncontiguous shipping is
primarily reserved for U.S. flag vessels built here without
subsidies and operated without them. The preference trades,
primarily grain shipments to foreign governments, employ both
subsidized and unsubsidized vessels. OSG's U.S. flag vessels,
for example, are employed in the Alaskan oil trade and other
domestic petroleum trades, by the U.S. government, in the
transportation of motor vehicles and for transporting dry bulk
cargo, primarily under P.L. 480. The domestic trade is very
competitive, and is principally affected by the levels of
domestic crude oil production and oil imports, the volume of oil
refining, and the government's requirements for military and
grain shipments.

Competition in the foreign bulk shipping markets also is
extremely keen. Demand generally is dependent upon international
economic conditions, as well as on world oil production and
consumption, steel production and grain shipments. Charter rates
are determined by market forces and are highly sensitive to
changes in supply or demand. Any change in costs, including
taxes, can have a direct and adverse impact if it is borne by
some but not all carriers.

The economic viability of the international flag fleet has
special importance to shipowners operating in both domestic and
international trades. For them, income from the international
flag fleet provides support for the U.S. flag fleet when domestic
markets are under pressure.

B. Taxation of O.S. -Cent rolled Shipping Income .

Under tax principles of long-standing application, the
United States generally does not tax the income earned abroad by
separately incorporated controlled foreign subsidiaries of U.S.
corporations until such income is repatriated (e.g., as a
dividend by the foreign subsidiaries to the U.S. parent
corporation). The "Subpart F" provisions of the Code are an
exception to this general tax principle and only apply current
taxation to narrowly defined types of income. Under the Subpart
F exception, which was first enacted in 1962, the principal U.S.
shareholders of a U.S. -controlled foreign corporation ("CFC") are
taxed on the "Subpart F income" of the CFC in the year such
foreign income is earned. Subpart F treats such income as if it
had been paid by the CFC as a current dividend to those U.S.
shareholders whether or not such income is then (or ever) in fact
repatriated. If Subpart F income is repatriated by the CFC in a
subsequent year, it is classified as "previously taxed" and is
not subject to what would otherwise be a second U.S. tax.

From 1962 until the enactment of the Tax Reduction Act of
1975, foreign shipping income was not classified as Subpart F
income. Therefore, in accordance with the generally applicable
U.S. tax principle of deferral, the income attributable to the
foreign operations of the effectively U.S. -controlled foreign
flag (EUSC) fleet continued to be subject to U.S. tax only when
and to the extent it was actually or constructively repatriated
to the United States. i/ In the Tax Reduction Act of 1975,
Congress redesignated the foreign shipping income of a CFC as
Subpart F income, but provided that such foreign shipping income
would not be subject to the basic Subpart F current taxation rule
if and to the extent such income was reinvested by the CFC in its
foreign shipping operations. When the 1975 legislation was

1/ "Effectively U.S. -controlled" foreign flag vessels are
typically owned by foreign subsidiaries of U.S.
corporations and are generally flagged under the laws of
"open registry" countries that permit the United States to
exercise control over the vessels in time of war or other
national emergency.
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enacted, the "reinvestment rule" was acknowledged to be necessary
given the capital intensive nature of the foreign shipping
business and the importance to the nation of a viable U.S. -owned
maritime fleet.

In 1974, the House Ways and Means Committee in connection
with an earlier proposal to significantly expand the scope of the
Subpart F exception, stated:

The interests of the United States are best
served if we have a significant U.S. -owned
maritime fleet. To assume and maintain this
status, large amounts of capital are
necessary. Further, many U.S. investors in
foreign shipping corporations find their
investments in such corporations 'locked in'
by the corporation's financing arrangements
and its need to retain amounts for repair
and maintenance. If the present exclusions
for shipping income were simply terminated
and such income was treated as effectively
distributed to U.S. shareholders, the
foreign corporation's ability to meet these
obligations would be jeopardized.

H.R. Rep. No. 1502, 93rd Cong., 2d Sess. 106 (1974).

Consequently, notwithstanding the redesignation of foreign
shipping income as Subpart F income in 1975, for all practical
purposes the general U.S. tax principle of deferral continued to
apply to the foreign income of the CFC which was attributable to
EDSC fleet operations where such income was reinvested in those
foreign shipping operations.

The repeal of the reinvestment rule (and the resulting
elimination of tax deferral) in the Tax Reform Act of 1986 was a
fundamental tax law change that reversed more than half a century
of U.S. tax policy. As explained below, the 1986 Act has had

—

and will continue to have—a severe adverse effect on the long-
term viability of the EUSC fleet. Moreover, repeal does not
conform to the tax policies of other key countries; it was not
needed to protect the U.S. flag merchant marine fleet from
deterioration; it is not in the national interest; and it is not
sound tax policy.

Severe Adverse Effects of the 1986 Act

The international shipping business is capital intensive
and highly competitive. The capital intensive nature of the
business requires an almost continual reinvestment of a high
percentage of income to remain economically viable. The
acceleration of the timing of U.S. taxation, resulting from
repeal of the reinvestment rule, imposes a substantially higher
cost of capital on the EUSC fleet (i.e., reinvestments must be
financed for the first time with after-tax dollars). This is
particularly significant because most "home countries" of the
international flag vessels with which the EUSC fleet competes do
not impose current taxes on the unrepatriated income of
international shipping subsidiaries.

The following countries do not impose a comparable current
tax on unrepatriated foreign shipping income: Greece, Hong Kong,
the Netherlands, the Philippines, Taiwan, Italy, Korea, Denmark,
and France. Under the tax laws of the United Kingdom, tax
deferral is permitted with respect to 50 percent of unrepatriated
foreign shipping income. While other countries (including Japan
and Germany) have adopted tax regimes similar to Subpart F, their
use of particular organizational structures, availability of tax



and non-tax concessions, or other arrangements significantly
reduce the impact of such taxes.-' Significantly, approximately
two years ago Canada liberalized the taxation of foreign shipping
earnings of foreign corporations. This change was intended to
attract to Canada the owners of Hong Kong-based shipping
companies, and also to encourage those owners of foreign shipping
operations that had relocated to other countries (and other
shipping companies) to establish bases in Canada. (See Journal
of Commerce , February 22, 1991.)

U.S. investors in the EUSC fleet effectively now pay a
"premium" on investments in that fleet because those investments
must be made with after-tax dollars, while a substantial portion
of their foreign-controlled competitors still invest with pre-tax
dollars. Over time, these premiums on investments in the EUSC
fleet would require EUSC vessels to command higher charter rates
than their competition in order to maintain overall rates of
return that are comparable to those earned by their foreign-
controlled competitors. To the extent such comparatively higher
charter income cannot be obtained—and it will be virtually
impossible to do so on a continual basis— the overall economic
posture of the EUSC fleet will continue to be eroded. As a
consequence of the 1986 legislation, owners of the EUSC fleet are
being forced to adopt measures that will further erode the U.S.
maritime industry.

The responses to the 1986 legislation include using joint
ventures with foreign persons or other techniques to avoid the
majority U.S. ownership that will trigger the application of the
Subpart F exception, or relocating to another country, such as
Canada. As these or other similar options are pursued in
response to the 1986 legislation, there is an increased
likelihood that a well-maintained EUSC fleet, both in terms of
numbers of vessels and their state of repair, will be unavailable
for requisition by the United States when the need arises.
Indeed, these results have already begun to materialize. Few new
tankers have been registered in the EUSC fleet since 1986, and
majority ownership of some EUSC vessels has been transferred to
foreign interests so that the vessel-owning foreign corporation
will not be classified as a "controlled foreign corporation" for
purposes of the Subpart F exception. (See Fairplay , Page 10,
February 8, 1990.

)

IV.

National Security Issues

The competitive viability of the EUSC fleet is a matter of
national concern. The EUSC fleet has been deemed by the defense
authorities to be a national security asset in times of war or
other national emergency.

The National Sealift Policy, signed by the President on
October 5, 1989, as National Security Directive 28, states in
part:

Sealift is essential both to executing this
country's forward defense strategy and to
maintaining a wartime economy. . . . The
United States' national sealift objective is
to ensure that sufficient military and civil
maritime resources will be available to meet
defense deployment, and essential economic
requirements in support of our national
security strategy.

2/ The information with respect to tax regimes of other
countries is based in part on a November 1990 study
conducted by Ernst & Young for OSG.
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The experience with Desert Shield and Desert Storm vividly
demonstrates the continued importance of our sealift capability
even as the Cold War has ended. Restoration of the reinvestment
rule for dual-flag operators will help ensure the viability of
the EUSC fleet and advance the country's sealift policy.

Restoration of the Shipping Reinvestment Rule

In light of the severe adverse consequences to the EUSC
fleet of the 1986 repeal of the Subpart F reinvestment rule (and
the importance of the EUSC fleet to the nation). Congress should
restore the reinvestment rule for companies operating a qualified
U.S. flag fleet.

Restoration of the reinvestment rule would not constitute a
special tax break or insulate companies like ISC, OMI , and OSG
from the rigors of international competition. The deferral of
U.S. tax on unrepatriated earnings is the general norm of U.S.
tax policy, as just reaffirmed by the Committee in adopting its
budget reconciliation bill. The current inclusion rule of
Subpart F is the exception to the historic principle of
deferral. The income from the EUSC fleet, with its substantial
required investment in tangible assets, differs from other types
of income covered by the Subpart F exception. Restoration of the
reinvestment rule would be consistent with the general scheme of
U.S. taxation applicable to the active business operations of
many other U.S. controlled foreign corporations. Restoration of
the reinvestment rule also is consistent with the policy of the
Clinton Administration to continue to permit deferral where
foreign earnings are reinvested in an active foreign business.

Moreover, the reinvestment rule is necessary to promote
cross-border tax equality between the U.S. owners of the EUSC
fleet and many of the foreign owners of the foreign vessels with
which the EUSC fleet competes. In short, from a tax policy
perspective, restoration of the reinvestment rule would simply
give the affected U.S. owners of foreign shipping corporations
parallel treatment with the U.S. owners of many other types of
controlled foreign corporations and with major foreign-based
shipping competitors.

For the reasons set forth in this statement. Congress
should reinstate the reinvestment rule for shipping income earned
abroad by U.S. operators of dual flag fleets. Healthy EUSC
operations can provide a source of financial strength to weather
difficult market conditions by the U.S. merchant marine industry;
and the health of both is critically important to the national
interest.
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Chairman Rangel. Mr. McPherson.

STATEMENT OF DOUGLAS C. McPHERSON, CHAIRMAN, TAX
COMMITTEE, AEROSPACE INDUSTRIES ASSOCIATION, AND
STAFF VICE PRESIDENT FOR TAXES, GENERAL DYNAMICS
CORP.

Mr. McPherson. Yes, sir.

Mr. Chairman and members of the subcommittee, thank you for

providing me the opportunity to appear today.

I would also like to thank Congressman Ben Cardin for introduc-
ing this proposal.
My name is Douglas McPherson, and I am staff vice president

for taxes for General Dynamics Corp., and also chairman of the tax
committee for the Aerospace Industries Association and am appear-
ing on their behalf.

AIA is the trade association representing the Nation's manufac-
turers of commercial, military and business aircraft, helicopters,

aircraft engines, missiles, spacecraft and related components and
equipment.
Aerospace is one of the strongest exporting industries in the

United States. It produced a $31 billion positive balance of trade
in 1992. For every $1 billion of exports, 20,000 direct jobs are cre-

ated or maintained and 17,000 indirect jobs are maintained. The
industry is very labor intensive and relies on highly technical man-
ufacturing skills.

My specific reason for being here is to request that section

923(a)(5) of the code be repealed. That section prevents aerospace
and defense companies from competing as effectively as they could
in foreign markets by reducing the benefits available to companies
that sell military goods abroad!
This section is also inconsistent with tho purposes of pending leg-

islation to encourage economic recovery.
It might be helpful to briefly review the historical context in

which section 923(a)(5) was enacted. As you know, the foreign sales

corporation had a predecessor called the Domestic International
Sales Corporation, and that was enacted in 1971 for the purpose
of stimulating exports by granting a Federal income tax to promote
U.S. firms engaging in exporting through domestic corporations.

Until 1976 military property received the same benefit of the for-

eign sales corporation under the DISC corporation that other prop-
erty did.

However, shortly after its inception, DISC provisions became the
subject of a dispute between the United States and other signato-

ries of GATT. In part as a response to these criticisms, Congress
reduced the DISC benefits in the Tax Reform Act of 1976. In par-
ticular, DISC benefits for military products were cut back by half
so that we now receive only one-half the benefits that every other
property does.

In that regard, the House originally proposed to terminate all

DISC benefits for military property unless they were to be used
solely for nonmilitary purposes. The Senate, however, rec-

ommended that all DISC benefits be terminated for military prop-
erty unless it was determined that the property was competitive
witn foreign manufactured property.
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The joint committee finally reached a compromise and permitted
the DISC benefits for military property to qualify for one-half of
those benefits provided to all other property.
Of course, military property is broadly defined. However, the

DISC dispute remained, particularly with the European Economic
Community. And, in response to these concerns, Congress enacted
the foreign sales corporation provisions in 1984. As a result, the 50
percent limit on military property was merely carried over and be-
came section 923(a)(5).

The brief history of section 923(a)(5) indicates that the only rea-
son the provision was enacted was that military products were not
sold in a competitive market. This may have been true some 17
years ago, but it is clearly not today. U.S. aerospace companies and
other defense companies compete directly with foreign manufactur-
ers, many of which are subsidized by the governments or even com-
pete directly with foreign governments themselves.
Three examples come quickly to mind: First, General Dynamics

from the United States, GIAT industries from France, and the
Krauss-Maffei—excuse my German interpretation—Wehrtechnik
from Germany are competing for a $1.6 billion contract to build 200
tanks for the Swedish Army.

Second, McDonnell Douglas and Lockheed are competing with
OFEMA, which is the French-owned industry in Russia, for the
$800 million sale of jet fighters to Malaysia.

Third, U.S. and foreign competitors, including Russian and Euro-
pean firms, are vying to win a $3.7 billion helicopter contract from
Britain and a $1 billion contract from the Netherlands.
These are mere examples and it should be strongly noted that

the only military property sold, as we stated earlier, is that sanc-
tioned by the U.S. State Department under the strict controls of
the Arms Export Control Act.

As cuts are made in the U.S. defense budget, it is almost impera-
tive that aerospace companies turn their attention to foreign mar-
kets. These export sales retain or increase employment in the Unit-
ed States.

As I previously indicated, $1 billion of export sales retains 20,000
direct jobs and 17,000 indirect jobs, retaining employees on a pay-
roll causes them to pay taxes or at the very least keeps them off

the unemployment rolls.

Also, by allocating certain costs to export sales, it reduces the
cost from sales to the United States.

Finally, by permitting U.S. companies to supply military prod-
ucts to n)reign countries, it helps us to retain an influence over the
use of that equipment.

Further, the purchaser is more likely to rely on us for training,

spare parts and upgrades.
In view of the above, the AIA recommends that Internal Revenue

Code section 923(a)(5) be repealed.
I would like to thank you for the opportunity to appear and

would be happy to answer any questions.
[The prepared statement follows:!
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STATKMENT OF DODGLA3 C. MCPHKRSOII. CKMERAL DYMMaCS CORP.
OM BKHMJ OF KKROSVMZK IMDOSTRIKS A380CIXTIOM

BKTORK THE COIOI,IIT1I OH WUfS * MKMIS

J0» 2<, 1993

Introduction

Mr. Chairman and members of the subcommittee, thank you for
providing me the opportunity to appear before you today.

My name is Douglas McPherson. I am Chairman of the AIA Tax
Matters Committee and I am appearing today on behalf of the
Aerospace Industries Association. AIA is the trade association
representing the nations' s manufacturers of commercial, military,
and business aircraft, helicopter, aircraft engines, missiles,
spacecraft, and related components and equipment.

The aeropace industry is one of the strongest exporting
industries in the United States. It produced a $31 billion
positive balance of trade in 1992, and is highly labor intensive
and relies on highly technical manufacturing skills. For every $1
billion in aerospace sales, 20,000 direct and 17,000 indirect jobs
are created.

I am here, to discuss a provision of the Internal
Revenue Code that prevents aerospace companies from competing as
effectively as they could in foreign markets. Specifically, I am
referring to Internal Revenue Code section 923(a) (5), which reduces
the benefits available to companies that sell military goods abroad
to 50 percent of the benefits available to other exporters. This
provision is inconsistent with the purposes of the pending
legislation to encourage economic recovery and should be repealed.

Hxatory of T«» Law

Code section 923(a) (5) is part of the Foreign Sales
Corporation or "FSC" provisions. To understand why Code section
923(a)(5) should be repealed, it is helpful to review
briefly the historical context in which the FSC provisions were
enacted. The genesis of the FSC was the Domestic International
Sales Corporation or "DISC".

Congress enacted the DISC provisions in 1971 to stimulate
exports and grant a Federal income tax deferral opportunity to
United States firms engaged in exporting through domestic
corporations. H.R. Rept . No. 533, 92d Cong., 1st Sess. 58 (1971).
The advantage of exporting goods through a DISC was that a DISC was
not subject to federal income tax on its earnings. Instead, the
DISC'S parent company was taxed each year on part of the DISC'S
earnings as if the parent company had received a dividend from the
DISC. The DISC'S remaining earnings were not taxed until actually
distributed to the parent company. Until 1976, up to 50 percent
of the DISC'S annual export profits could be deferred in this
manner, including profits from the sale of military products.

Almost since its inception, however, the DISC program was the
subject of a dispute between the United States and other
signatories of the General Agreement on Tariffs and Trade ("GATT")

.

Some countries contended that the DISC provisions essentially
created an illegal export subsidy that violated the GATT.

In part as a response to these criticisms. Congress reduced
DISC benefits in the Tax Reform Act of 1976. First, Congress
changed the tax rules in such a way that less than 25 percent,
rather than 50 percent, of a corporations earnings from exports
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could be deferred from U.S. taxation. Second, DISC benefits for the
sale of military products were cut back. The House originally
proposed to terminate all DISC benefits for military sales, except
if the products were to be used solely for nonmilitary purposes.
The Senate recommended that all DISC benefits be terminated for
military sales unless it was determined that the property was
competitive with foreign-manufactured property.

The compromise reached by the Joint Committee was that DISC
benefits would be terminated for 50 percent of military sales
(whether or not competitive) made after October 2, 1975. H.R.
Rept. 1515, 94th Cong, 2d Sess. 473 (1976). "Military property"
for this purpose was defined very broadly to include any property
listed in the munitions list published pursuant to the Military
Security Act of 1954 and now contained in 22 U.S.C. S 2778.
Military property includes any article that is inherently military
in character without regard to its intended use such as,
communications satellites and their components, launch vehicles,
and many aircraft and their components.

The DISC dispute remained a serious irritant in U.S. trade
relations with other countries, particularly the European
Economic Community. Thus, the United States informed the GATT
Council in October 1982, that it would propose to Congress
legislation that would address the concerns of its trading partners
over the DISC program. In March 1983, the Administration announced
the general elements of an alternative to the DISC program.
Legislation on the proposed alternative was introduced in Congress
on August 4, 1983, to replace DISC'S (with limited exceptions) with
Foreign Sales Corporations. The FSC provisions were signed into
law on July 18, 1984, as part of the Deficit Reduction Act of 1984.

The FSC provisions are similar to the DISC provisions in that
they were designed to encourage exports by allowing exporters to
exempt a percentage of e.xport income from taxation. FSC benefits
are provided for property manufactured or produced in the United
States. The exemption on the sale of military goods, again, is
half the amount otherwise allowed for other types of property. The
legislative history makes it clear that this special rule for
military property was simply a carryover from the DISC
provisions. H. Rept. 861, 98th Cong., 2d Sess. 976 (1984).

B*a«ons for Change

To Summarize, this brief review of the history of Code section
923(a) (5) indicates that the only reason the provision was enacted
was the premise that military products were not sold in a
competitive market. While this may have been true 17 years ago
when U.S. military technology was superior that of other
countries, today the international market environment has changed
drastically. U.S. aerospace companies compete directly with
foreign manufacturers, many of which are subsidized by their
governments, or even directly with foreign governments.

For example, on June 1, 1993, three companies submitted
competitive bids for a $1.6 billion contract to build 200 tanks for
the Swedish Army: General Dynamics from the U.S., GIAT Industries
from France, and Krauss-Maffei Wehrtechnik from Germany. U.S.
manufacturers McDonnell Douglas and General Dynamics are competing
with OFEMA, the French owned defense industry as well as with the
Russia for the $800 million sale of the jet fighters to Malaysia.
U.S. and foreign competitors are also vying to win a $3.7 billion
helicopter contract from Britain and a $1 billion helicopter
contract from the Netherlands. As cuts are made to the U.S.
defense budget, it becomes increasingly important for aerospace
companies to turn their attention to foreign markets in order to

74-51 2 O - 94 - P.-?
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retain or increase employment in the U.S. and to preserve the
skills and facilities necessary for a viable defense industrial
base. Failure to retain this highly skilled work force would
impair the industry's ability to develop the next generation of
leading-edge weapon systems and could cause the D.S. to lose its
technological preeminence.

The repeal of Code section 923(a)(5) would put aerospace
companies in a more level playing field with other competitors, not
only with respect to military products, but also with respect to
commercial products. This is because companies that have
developed skills and expertise by producing goods for military use
are most likely to use that skill and expertise in commercial
markets by developing new uses for military products or close
derivatives from those products. Since the FSC provisions rely on
a definition of military products that focuses upon the source of
the product's development and its potential use, but not upon the
actual intended use, almost all products currently produced by the
aerospace industry will be subject to the 50 percent FSC limitation
under current law even if these products or close derivatives are
exported for strictly commercial purposes.

I want to emphasize at this point, that the repeal of section
923(a)(5) will not result in the loss of control by the U.S.
Government over the export of property that has potential military
application. Whether a product with potential military use could
be exported would remain subject to the Arms Export
Control Act 22 U.S.C. S 2778, 22 C.F.R. 120-128. The full FSC
export incentive would be provided only on military-product exports
approved by the State Department.

Moreover, when a U.S. company supplies military equipment, it

usually continues to have an influence over the use of the
equipment. For example, the purchaser may be dependent on the U.S.
manufacturer for training, spare parts, and upgrades. Particularly
in a developing country, the U.S. manufacturer may even be
responsible for maintaining operations. If necessary, U.S. support
quickly could be reduced in response to changing circumstances.

The AIA recommends that Internal Revenue Code section 923 (a)

(5) be repealed.

I would like to thank you for the opportunity to appear before
you today and stand ready to answer any questions.
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Chairman Rangel. Let me thank this panel. It has been very in-

formative. And certainly Bill Jefferson and Congressman Cardin
will be working very closely with the committee to see whether or

not we can correct the inequities that exist in both of these areas
of the law.
Thank you for taking time to be with us.

The fourth panel—and at this point is where we will insert the

remarks of Congressman Matsui.
[The prepared statement follows:]
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STATEMENT OF HONORABLE ROBERT T. MATSUI
MEMBER OF CONGRESS

STATE OF CALIFORNIA - DISTRICT 5

RE: INTEREST ALLOCATION

Mr. MATSOI: Mr. Speaker, today we are considering legislation
to correct an unintended effect of the foreign tax credit limitation
interest allocation rules enacted in the Tax Reform Act of 1986.
This corrective legislation has been considered by Congress almost
annually since the 1986 Act took effect; most recently, a proposal
was included in the 1992 bipartisan tax bill H.R. 5270, the Foreign
Income Tax Rationalization and Simplification Act of 1992, introduced
by Chairman Rostenkowski and Rep. Gradison. Both the House and the
Senate passed amendments substantially similar to the proposed
amendment in 1987. However, the part of the 1987 bill that included
this and other unrelated provisions was dropped in Conference as part
of a procedural agreement to speed up enactment of the 1987 Act. It
is past time for this problem with the interest allocation rules to
be fixed.

BACKGROUND

In the 1986 Act, Congress adopted section 864(e) of the Internal
Revenue Code, which generally provides that when allocating and
apportioning deductions for purposes of computing foreign source
taxable income, interest expense must be attributed to all the
activities and property of a U.S. affiliated group, not simply the
company that incurred the borrowing. Congress had concluded that the
fungibility of money justified treating all affiliated companies as
one economic unit for purposes of allocating interest expense. Under
this provision, total U.S. affiliated group interest expense is
allocated to foreign source income based on the ratio of foreign
assets to total assets of the group. In enacting section 864(e),
Congress specifically intended to prevent U.S. taxpayers from
manipulating the location of borrowing within the affiliated group to
a company without foreign source income, thereby reducing foreign
source interest expense and increasing the foreign tax credit
limitation.

In enacting section 864 (e) , Congress created an exception to the
consolidated group rule for certain regulated financial institutions.
This exception, found in section 864(e) (5), was adopted to avoid the
distortion that otherwise would occur when a single affiliated group
includes both nonfinancial businesses and banking businesses.
Nonfinancial businesses typically are less highly leveraged than
financial businesses, because the marketplace will accept much
greater leverage for a financial entity with liquid assets. Without
such an exception, the allocation of interest expense of the U.S.
regulated financial institution to nonfinancial enterprises would
distort the taxpayer's foreign tax credit limitation.
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For example, assume that a U.S. affiliated group consisted of a
bank and a manufacturing business. Assume the bank operates wholly
within the U.S., with $200 of assets, $30 of gross income and $20 of
interest expense. The manufacturing business has $100 of assets in
the U.S. and $100 of assets outside the U.S. The manufacturing
business earns $20 of gross income, with $4 of interest expense. If
the general rule for allocating interest expense applied to this
group — that is, if Congress had failed to enact the exception in
section 864(e)(5) — the total $24 of interest expense of the group
would have been allocated pro rata to the assets of the group. The
manufacturing business would have been allocated $12 of interest
cost, and half of that cost ($6) would have reduced foreign source
taxable income from the manufacturing business even though that
amount of interest expense exceeded the total interest expense
economically attributable to the manufacturing business.

This precise problem exists today for any affiliated group that
includes a financial business that is not a regulated bank, and
therefore does not qualify for the section 864(e)(5) exception. In
such a case, the interest expense of the highly leveraged financial
business is allocated and apportioned in significant part to the
lightly leveraged manufacturing business. The result is a distortion
in determining the U.S. source taxable income and the foreign source
taxable income of the businesses.

PROPOSAL

The proposal being considered today, which is identical to the
provision in H.R. 5270 with two clarifications, would provide that an
affiliated group that includes a corporation predominantly engaged in
financial services operations would treat the financial services
corporation separately for purposes of the interest allocation rules.
The proposal includes anti-abuse rules to ensure that the financial*
business and the nonfinancial business are operated separately and
this rule is not used to undermine the Congressional intent behind
the 1986 Act.

As I stated before, this provision was included in H.R. 5270,
introduced in 1997 by Chairman Rostenkowski and Rep. Gradison. The
only differences between that proposal and the one being discussed
today are two changes to clarify the operation of the provision.
First, this proposal clarifies that the term "related persons" does
not encompass persons who purchase goods from the affiliated group
but do not obtain financing for those same goods. Second, the
proposal states that the anti-abuse rule for certain loans between
financial members and nonfinancial members of the group does not
apply to loans that bear interest at a rate at least equal to the
applicable Federal
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rate as determined under Section 1274(d) of the Code, a provision
designed to approximate a market interest rate. This clarification
is necessary to prevent a double allocation of interest expense.

I understand the purpose of the interest allocation rules in
section 864(e) that Congress enacted as part of the 1986 Act, and I

support the intent of those rules. It is my hope however, that we
can better address the situation where an affiliated group of
companies includes both highly leveraged financial business and
lightly leveraged nonfinancial companies so as not to distort the
computation of net income of both the financial businesses and the
nonfinancial businesses.
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Chairman Rangel. What I would suggest is that we will recess

until one of the members returns from the vote and then we will

assume with the fourth panel.

That would be Tom Remar of WMX Technology & Services;

Bartow Shaw, Forest Industries Council on Taxation, chairman;
Virginia Lazenby, Independent Petroleum Association; Mary Beth
Zimmerman, Alliance to Save Energy; and Scott Sklar from Solar
Energy Industries.

So when one of the members returns from this vote we will re-

sume the hearing.
[Recess].

Mr. Payne [presiding]. I would like to welcome the fourth panel.

I understand you have already been introduced, and so Mr. Remar,
if you would proceed, all of your statements will be put into the

record.

STATEMENT OF TOM REMAR, GROUP DIRECTOR FOR ENERGY
SYSTEMS, WMX TECHNOLOGY & SERVICES, OAK BROOK, ILL.

Mr. Remar. Very good, sir. Thank you very much.
My name is Tom Remar. I am the director of energy systems for

one of the Waste Management Inc.'s operating groups.

My job for Waste Management is to build and operate power
plants, the type of power plants that pull naturally occurring land-

fill gas from landfills and use it as fuel to power turbines and en-

gines to generate electricity. It is an interesting, challenging job,

and we have developed the technology to the point where our
plants operate very reliably on this unusual fuel that is landfill

gas.

These plants can operate for decades. We are now building a
plant in Des Moines, Iowa, that we plan to operate for 50 years.

I have found that the best way to manage these plants is to im-

plement systems that will enable them to operate reliably every
day, year after year. The way to do that is to give them to the
young people that operate these facilities, literally give them the
plants.

I may develop these projects and get them built, but these oper-

ating facilities belong to them. They make the operating decisions,

the technical decisions, the business decisions. They operate the
business, and this sytem has worked out very well.

There is only one thing that is missing in this approach, and it

causes us some very real headaches. It is described in the prepared
remarks that we have previously distributed to you. It is called the

third party sale rule at section 29, IRS Tax Code.
The operating-type people can run these turbines and engines.

They can maintain the health and productivity of this fuel-produc-

ing well field. They can feed electricity into the utility grids. There
are many things that are necessary for running a real time power
plant business, except they cannot sell the electricity.

The final step to close this loop, to be able to run this as a real

business, is to get paid for what you are doing. The third party sale

rule requires that the power plant belong to an unrelated third

party, and you as an operator become a contract operator for this

third party.
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What we are simply asking is that the IRS Code be changed to

simply recognize this reality. There should be no tax revenue im-
pact on this at all. We are not asking for any more money. We are
simply asking that the needless red tape go away so we can do the
job that we are doing today a little bit better.

What we have done is prepare some testimony that has been pre-

viously given to you, and if vou have any questions on that or any
remarks I have made, I would be more than happy to address them
at this point in time.

Mr. Payne. Thank you very much.
[The prepared statement follows:]
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STATEMENT OF
TOM REMAR, GROUP DIRECTOR — ENERGY SYSTEMS

WASTE MANAGEMENT, INC. ~ MIDWEST
OAKBROOK, ILLINOIS

HEARING ON MISCELLANEOUS REVENXrai ISSUES

SUBCOMMITTEE ON SELECT REVENUE MEASURES
COMMITTEE ON WAYS AND MEANS

U.S. HOUSE OF REPRESENTATIVES

JUNE 24, 1993

Mr. Chairman, I appreciate the opportimity to testify today.
I am the Group Director for Energy Systems for Waste Management.

Most people know our company for our expertise In handling
municipal wastes and other types of wastes and pollutants. But we
are also an energy company. We have developed the expertise to
capture and use the gas that Is produced from the blomass — which
Is decomposing organic material — In landfills. Our company Is
the leading producer of landfill gas in the country, with 26
facilities operating around the country and a numl>er of other
facilities planned.

The capture of gas from landfills contributes to the country's
energy supplies, while also serving the environmental purpose of
preventing the gas from seeping into the atmosphere. The EPA has
long promoted, and continues to promote, the environmental benefits
of recovering landfill gas.

The sale of gas produced from blomass qualifies for the
federal tax credit for nonconventlonal fuels — the section 29
credit. To encourage the capture and use of landfill gas. Congress
extended the credit for that fuel, as well as for several other
fuels, in last year's Energy Policy Act. The credit will apply to
gas produced from landfill gas facilities that are put in service
through 1996.

The reason I am here today is to discuss one of the minor
requirements of section 29 which, we believe, creates an
unnecessary administrative burden for companies like ours. Section
29 requires companies to sell nonconventlonal fuel to an unrelated
person to qualify for the credit. In other words, under current
law, companies that produce nonconventlonal fuel cannot claim the
credit if they use the fuel themselves; they have to sell the fuel
to someone else.

For most applications of section 29, this rule doesn't cause
a problem. Most of the gas that qualifies for section 29 comes
from standard wells drilled in the ground (in formations like
Devonian shale, coal seams, and tight sands). In those cases, the
owner of the well simply enters the gas into a pipeline, where the
gas is sold to an unrelated person in the ordinary course of
business.

But the rule does create a problem with landfill gas. The
reason is this: landfill gas is best used on site to generate
electricity. Landfill gas normally is not sold into a pipeline.

Why is this? For one thing, there may not Jjg a pipeline near
a landfill gas facility. You can't sell gas into a pipeline unless
there is a pipeline. By contrast, when energy companies develop a
typical natural gas field, the installation of a pipeline gathering
system is a standard part of the development; the large gas volumes
warrant that expense. The typical solitary. Isolated, landfill, by
contrast, does not justify the expense of constructing a pipeline
of any significant length.
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In addition, the gas from a landfill typically has a lower Btu
content than natural gas. So even if there is a pipeline in the
area, the owner of the gas cannot sell the gas into it without
"conditioning" the gas to raise its Btu content — which is
generally too expensive to consider.

In a nutshell, when our company produces landfill gas we have
to identify a local use for it. Sometimes, we can sell the gas to
a nearby factory for use as boiler fuel. That use of the gas does
not run afoul of the unrelated person rule, but it is a relatively
rare situation; there has to be a nearby factory that wants the
gas. More commonly, we use the gas on site to generate
electricity. That means we have to install a generating facility
on the landfill site.

It is the use of landfill gas on site to generate electricity
that causes the problem I am addressing today. In the absence of
the unrelated person sale rule, our procedure would simply be to
purchase generating equipment, install it on the landfill site, and
use it to generate electricity with the gas that we produce. That
would be straightforward. But that would run afoul of the
unrelated person sale rule and we would lose the section 29 credit.
As a practical matter, without the credit, few landfill gas
projects would be economically feasible. (Either landfill gas
would be uncollected or, if collected, would be flared off by the
landfill operator)

.

To avoid losing the credit, we are forced to fashion an
arrangement that meJces no business sense, but that complies with
the unrelated person sale rule. Specifically, we have to arrange
for an unrelated person to own the generating facilities on our
landfill site. We sell the gas to that unrelated person and
thereby qualify for the credit. In our actual projects, the
unrelated person is a joint venture in which our company has a non-
controlling interest. We employ this arrangement in every project
in which we use the gas to generate power. This is the standard
practice in the industry for companies that are using landfill gas
instead of flaring it off and wasting it.

For us, it is just a needless administrative burden to have to
bring a third party into our projects. There is no savings at all
to the Treasury — we get the same tax credit whether or not we
have a third party. The only effect of the requirement is to
create red tape.

To avoid the red tape, we are suggesting that Congress amend
section 29 to allow companies to dispense with the unrelated person
sale requirement if they produce landfill gas (or synthetic gas
from coal — which also has the problem) and use the gas on site to
generate power for sale to unrelated persons. Companies that
produce the gas would measure it with standard metering methods —
just as they do when they sell the gas to an unrelated person. The
credit would be the same as if the gas were sold.

We have attempted to determine what the purpose of the
unrelated person sale rule was when section 29 was enacted in 1980.
The legislative history does not reveal the purpose. Some
speculate that the purpose was to provide the IRS with an audit
trail of the amount of gas that qualifies for the credit. If that
was the case, then our suggestion that the gas be required to be
metered should fill the same purpose.

FMrthermore, the requirement that the electricity be sold to
an unrelated person would mean that the IRS could, as an audit
check, compare the zunount of electricity produced with the amount
of gas produced. Variations in the ratio between the two amounts
could suggest a problem that the IRS should examine.

It is noteworthy that the new section 45 tax credit — which
applies to the sale of electricity produced from biomass —
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contains no rule requiring tne blomass to be sold to an unrelated
person. Just as we are suggesting, the only requirement is that
the electricity be sold to an unrelated person. The difference is
that the section 45 credit applies to the electricity and not to
the fuel. If necessary, it would probably be possible to turn the
section 29 credit into an electricity credit on a case-by-case
basis.

We understand that the Joint Tax Conunittee staff has estimated
that our proposed amendment would lose a modest £unount of revenue
over the next five years. As I have explained, for our company,
the amendment will not result in any tax saving. Tax saving is not
our goal. We will be working with the Joint Tax Committee staff to
see what can be done to shape the amendment to ensure that the
revenue loss is as close to zero as possible.

Lastly, Mr. Chairman, as indicated above, the unrelated person
sale rule is an issue not only with respect to landfill gas, but
also with respect to coal gasification — another activity that
qualifies under section 29. Like landfill gas, synthetic gas from
coal normally has a lower Btu content than natural gas; its best
use, too, is to generate power on site. 0\ur company is working
closely with companies involved in coal gasification on this
amendment. Like our company, those companies are not seeking a tax
reduction, but are seeking merely to avoid the unnecessary red tape
of structuring a coal gasification project as a sale of gas between
unrelated persons.

Once again, Mr. Chairman, I appreciate the opportunity to
appear today. I would be pleased to answer any questions that the
subcommittee may have on this issue.
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Mr. Payne. Our next witness is wath the Forest Industries Coun-
cil on Taxation, Mr. Shaw.

STATEMENT OF BARTOW S. SHAW, JR., CHAIRMAN, FOREST
INDUSTRIES COUNCIL ON TAXATION

Mr. Shaw. Mr. Chairman, thank you very much.
My name is Bartow Shaw. I am president of the forestry firm of

Shaw, McLeod, Belser & Hurlbutt, in Sumter, S.C.

I am also the chairman of the Forest Industries Council on Tax-
ation, the national trade association which represents the forest in-

dustry and the nonindustrial timberland owners on all Federal for-

estry tax issues.

In addition, I am a member of the board of directors of the Amer-
ican Forest & Paper Association, the national trade association of

the paper and forestry industry.

I wish to thank you for giving me the opportunity to testify be-

fore the subcommittee today on legislation which is vitally impor-

tant to tree growers throughout the Nation, H.R. 960, the Reforest-

ation Tax Act of 1993, referred to as the RTA.
I submit this statement on behalf of the 32 organizations endors-

ing the RTA. These organizations are listed on our written report,

and they include the American Forests & Paper Association, the

Forest Farmers Association in Atlanta, the Southeastern Lumber
Manufacturing Association, the Wilderness Society, the Natural
Resources Defense Counsel, the Oregon Small Wood Landowners
and numerous State and regional forestry organizations also sup-

port this bill.

The Tax Reform Act of 1986 eliminated the existing differential

for capital gains, creating an economic hardship for timber growers.

While the lower regular rates of tax reform have proven beneficial,

the loss of a capital gains differential is having an adverse effect

on an economically fragile resource. Without a capital gains dif-

ferential, the already constrained timber resource will not attract

sufficient capital to keep up with the increasing demand.
Timber growing requires heavy front-end expenditures, long-term

carrying charges, high risks of weather, disease, insects and fire,

uninsurable for all practical purposes.

Rates of return are historically low compared to alternative in-

vestments. With capital literally locked in the ground during the

growing cycle, timber growing does not enjoy market liquidity as

trees cannot normally be economically harvested before maturity.

America's forests are the most productive forest lands in the

world because of the huge timber growing investments that have
been made to increase productivity. Without a capital gains dif-

ferential, investments in growing long-term timber crops are de-

clining. And for each year there is an inadequate reforestation and
less effective timber management, that year's lost planting is lost

forever. A tree cannot be planted retroactively.

The consequences of the decreased flow of capital investment in

timber is likely to mean that lands currently owned will be less

well-managed, forest research will decline, pressure will mount to

harvest forests prior to the economic maturity, planting activity

will decrease and marginal land will go out of production. In some
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cases, timber land will be replaced with agricultural crops or real

estate developmeiits.
Forest landowners from large industrial to small private land-

owners are located in nearly every section of the Nation. They are
almost 7 million strong and own 350 million acres of woodlands,
encompassing more than 72 percent of all commercial forests.

Original investment decisions by those landowners were based on
the capital gains treatment of their income, a provision in the code
literally for decades.

In 1986, the rug was pulled out unexpectedly for many timber
growers ready to harvest that had made long-term investments.
This imposed a higher tax at ordinary rates and without the possi-

bility of averaging their income even though economic cir-

cumstances forced them to receive in some cases a lifetime's gain
on their timber in 1 year. Now many landowners are rethinking
plans to reforest which could cause severe shortages.

In order to discourage investments in so-called abusive tax shel-

ters, Congress enacted passive activity loss rules, section 469 of the
Internal Revenue Code, as part of the Tax Reform Act of 1986.
Under these rules, if a taxpayer owning an interest in a trade or
business does not materially participate in the business, limitations
are imposed on a current deductibility of the business losses.

Under IRS regulations, the tests which generally apply to small
tree growers requires that the taxpayer devote at least 500 hours
per year to this tree growing business. The other tests generally
applicable to tree farmers requires a minimum of 100 hours of per-
sonal work before the taxpayer can hope to qualify and then only
if other appropriate facts exist.

A typical small timber owner normally performs all of the tasks
and makes all of the decisions necessary to manage a tree growing
business while bearing all of the risks of loss.

Managing a small tree farm tvpically does not require 500 hours
per year of the owner's time and in many cases not even 100 hours
per year. Thus, many owners simply cannot satisfy the artificial

hourly requirements and become subject to the passive loss rule.

The unanticipated application of the passive activity loss antitax
shelter rules to small tree growers has proven to be a deterrent to

efficient timber practices, and owners are reluctant to make what
is tantamount to annual nondeductible capital expenditures.
There is no reason to apply the antitax shelter rules to small tree

farmers. Timber growing is not a tax shelter. All expenditures rep-

resent hard currency outlays. Leveraging is unavailable because of

the substantial amount of uninsurable risks. There are no current
depreciation deductions.
We believe some narrow, reasonable tax incentives are needed to

encourage more active management of existing private timberlands
and the growth of the private timber base.
The major provisions of the Reforestation Tax Act are:

Number one, partial inflation adjustment. Upon the sale of tim-
ber, the gain would be reduced by 3 percent for every year the tim-
ber was held. This provision is restricted so that the reduction in

stumpage value cannot reduce the gain by more than 50 percent.

The second provision is the passive loss rule. This section clari-

fies when an individual owner would be able to deduct normal op-
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erating expenses pertaining to management of their tree lots. It

was included in H.R. 11 which passed the House and Senate last

year.
Number three was the reforestation tax credit. This provision

simply updates existing laws by doubling the expenditure limit

from $10,000 to $20,000 and indexing this amount for inflation.

And, number four, the reforestation amortization. This provision

also updates existing law by doubling the limit to $20,000 and in-

dexing it to inflation and reducing the 7-year amortization period

to 5 years.

The original bill was estimated to have a revenue loss of $1.15

billion over 5 years. In order to reduce this revenue loss and to in-

sure that Federal dollars that now promote log exports are used to

encourage continued reforestation on private lands, we propose the

following modifications to our bill:

Number one, inflation adjustment. The maximum qualified per-

centage would be lowered from 50 to 30 percent. The adjustment
would be allowed at a rate of 2 percent for each year the asset is

held rather than 3 percent. Thus, the maximum adjustment would
require a 15-year holding period.

Minimum holding period is the second point. The taxpayer would
be required to hold the asset for a minimum of 5 years before any
inflation adjustment would be allowed.

And, third, the elimination of tax benefits for log exports. Provi-

sions fi!"om Congressman Pete Stark's bill, H.R. 1542, would be
added to our bill. These provisions repeal tax incentives for exports

of raw softwood logs.

In this regard, we note that the Senate version of the reconcili-

ation bill, H.R. 2141, contains the companion measure to the Stark
bill, S. 894. We strenuously oppose the use of this revenue for defi-

cit reduction.
The revenue fi'om S. 894 is being extracted from the forest prod-

ucts industry. It should be used to produce more jobs and increase

domestic timber production. In effect, it should be used to offset

revenue loss of the RTA that we have addressed here today, a bill

which is designed to encourage increased reforestation, thereby
promoting an increase in domestic jobs within the timber industry.

These revisions will also accomplish one of the goals set forth by
President Clinton at the Forest Summit where he stated he would
propose the elimination of current tax subsidies for log exports in

order to promote domestic production, increase the domestic timber
supply and increase domestic jobs. The revised Reforestation Tax
Act satisfies the President's objectives.

We commend Congressmen Mike Kopetski and Ron Wyden for

developing and introducing this very important piece of legislation,

the Reforestation Tax Act of 1993, and for their efforts in cham-
pioning the causes of tree farmers throughout the Nation.
Mr. Chairman, this concludes my remarks. I would be glad to an-

swer any questions. Thank you very much for your time.

[The prepared statement and attachment follow:]
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STATEMENT 07 BARTOW 8. SHAW, JR.

CHAZRMAH

FOREST ZNDDSTRZES COUNCIL ON TAXATION

SOBCOMMITTES ON SELECT REVENUE MEASURES

COMMITTEE ON WAYS AND MEANS

UNITED STATES HOUSE OF REPRESENTATIVES

JUNE 24, 1993

Mr. Chairman, my name is Bartow S. Shaw, Jr. I am President
of the firm of Shaw, McLeod, Belser & Hurlbutt of Sumter, South
Carolina. I am also the Chairman of the Forest Industries Council
on Taxation, the national trade association which represents the
forestry industry on all federal forestry tax issues. In
addition, I am a memiser of the Board of Directors of the American
Forest and Paper Association, the national trade association of
the paper and forestry industry. I wish to thank you for
providing me the opportunity to testify before the Subcommittee
today on legislation which is vitally important to tree growers
throughout the nation, H.R. 960, the Reforestation Tax Act of
1993 (the "RTA"). I submit this statement on behalf of the
thirty-two organizations listed on the attached page which have
endorsed the RTA.

CAPITAL GAINS AND TIMBER

* A substantial capital gains tax differential is essential
for long-term timber growing investments, and is critical to
attracting sufficient capital to ensure long-term supply.

The Tax reform Act of 1986 eliminated the existing
differential for capital gains, creating an economic hardship for
timber growers. While the lower regular rates of tax reform have
proven beneficial, the loss of a capital gains differential is
having an adverse effect on an already economically fragile
resource. Without a capital gains differential, the already
constrained timber resource will not attract sufficient capital
to keep up with the increasing demand.

* A capital gains differential is an economically sound method
for providing fair taxation of timber income.

Timber growing requires heavy front-end expenditures, long-
term carrying charges, high risks of weather, disease, insects
and fire — all uninsurable. Rates of return are historically low
compared to alternative investments, with capital literally
locked in the ground during the growing cycle. Timber growing
does not enjoy market liquidity as trees cannot normally be
economically harvested before maturity.

* The capital gains provisions of the Tax Code proved to be an
effective mechanism for Increased production and Improved
forest management.

Since its enactment in 1944, capital gains treatment for
timber dispositions has resulted in impressive gains in planting
and productivity. Today, in spite of increased harvests to meet
consumer needs, there is actually more growing stock than in
1944. Capital gains played an important role in achieving that
result.

America's forests are the most productive forest lands in
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the world because of the huge timber growing investments that
have been made to increase productivity. Without a capital gains
differential, investments in growing long-term timber crops are
declining. And for every year that there is inadequate
reforestation and less effective timber management, that year's
lost planting is lost forever — a tr«« cannot ba plantad
ratroactivaly.

* Tha growing and managamant of tiabar crops is a uniqua
aconomic antarprisa.

Congress long ago saw the need to provide fair and equitable
taxation to those who had the enterprise and vision to invest in
the long-term potential, but inherently uncertain, gains from
timber growing. It takes 30 to 75 years to grow timber used in
the manufacture of lumber and plywood, and 15 to 30 years to grow
timber used for pulpwood. That is why federal tax treatment for
timber growing is particularly important for forest landowners
who furnish the nation's timber resource.

* Thera ara a multituda of banafits provided to sociaty by
sound forest managamant practices — practices enhanced by a
climate of fair taxation as owners manage for optimum
productivity.

These practices serve to significantly enhance the overall
environmental quality of our forests and their surrounding
communities. Our professionally managed forests provide vital
wildlife enhancement, water quality, a hedge for soil erosion,
provide for recreational needs and create aesthetic beauty.

In fact, we are now learning more fully the critical role
being played by reforestation in the effort to combat the so-
called "greenhouse effect", while at the same time the land is
growing trees for future wood supply. Landowners are committed to
sound environmental stewardship of our forest land. But without
the corresponding fair economic environment necessary to grow
trees over the long run, represented in part by capital gains,
the potential for deterioration in those management practices
increases.

* Tha aconomic impact of the loss of capital gains is savara
now, but tha long-term negative consequences will be even
greater.

The consequences of the decreased flow of capital investment
in timber is likely to mean that lands currently owned will be
less well managed, forest research will decline, pressure will
mount to harvest forests prior to economic maturity, planting
activity will decrease and marginal land will go out of
production. In some cases, timberland will be replaced with
annual agricultural crops or real estate developments.

All of these fallouts will result in fewer jobs and
hurt many small, rural communities. And, of course, a more
limited timber supply will lead to higher prices and
significantly greater pressure to harvest timber from public
lands at a time when more public lands are already being
withdrawn from harvesting for a variety of reasons.

Forest landowners — from large industrial to small
private — are located in nearly every section of the nation.
They are almost seven million strong and own 350 million acres of
woodlands, encompassing more than 72 percent of all commercial
forests. Original investment decisions by those landowners were
based on the capital gains treatment of their income, a provision
in the Code literally for decades. In 1986, the rug was pulled
out unexpectedly for many timber growers ready to harvest,
imposing a higher tax at ordinary rates — and without the
possibility of averaging their income even though economic
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circumstances forced them to receive, in some cases, a lifetime'
gain on their timber in one year. Now, many landowners are
rethinking plans to reforest which could cause severe shortages
in the future.

MODIFICATION TO THE MATERIAL PARTICIPATION TESTS FOR
SMALL TREE GROWERS UNDER PASSIVE ACTIVITY LOSS RULES

In order to discourage investments in alleged "abusive" tax
shelters. Congress enacted passive activity loss rules (Sec. 469,
I.R.C.) as part of the Tax Reform Act of 1986.
Under these rules, if a taxpayer, owning an interest in a trade
or business, does not "materially participate" in the business,
limitations are imposed on the current deductibility of his or
her share of the business losses.

The losses can only be currently offset against income from
other trades or businesses in which the taxpayer also does not
materially participate. However, the losses may eventually be
offset against any gain realized when the taxpayer disposes of
his or her entire interest in the business.

IRS regulations provide that taxpayers are treated as
material participants if they can meet one of several tests. Each
test requires that the taxpayer must devote a minimum number of
hours to the business in order to qualify. The test which
generally applies to small tree growers requires that the
taxpayer devote at least 500 hours per year to the tree growing
business. The other test generally applicable to tree farmers
requires a minimum of 100 hours of personal work before the
taxpayer can even hope to qualify and then only if other
"appropriate facts and circumstances" are present.

Should tree growers be required to work 500 hours or 100
hours or any other arbitrarily determined number of hours to
qualify as a "material participant".

A typical small timber owner normally performs all of the
tasks and makes all of the decisions necessary to manage the
tree-growing business while bearing all the risks of loss. Yet,
managing a small tree farm typically does not require 500 hours
per year of the owner's time, and in many cases, not even 100
hours per year. Thus, many owners simply cannot satisfy the
artificial hourly requirements and become subject to the passive
loss rules.

Efficient timber management requires periodic expenditures
notwithstanding the fact that there may be 15 to 25 or even 50
year intervals between tree harvests. Moreover, even in years
when no direct management expenditures are incurred, indirect
expenses such as property tax payments are required. With little
or no income in the years between harvests, small timber owners'
expenditures become passive losses deductible many, many years in
the future, severely impacting the owners 'already modest cash
flow.

The unanticipated application of the passive activity loss
anti-tax shelter rules to small tree growers has proven to be a
deterrent to efficient timber practices in that owners are
reluctant to make what is tantamount to annual nondeductible
capital expenditures. There is no reason to apply the anti-tax
shelter rules to small tree farmers. Timber growing is not a tax
shelter. All expenditures represent hard currency outlays.
Leveraging is unavailable because of the substantial amount of
uninsurable risks. And, there are no current depreciation
deductions.

We must create a self-sustaining resource of trees to ensure
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raw materials for timber workers' jobs as well as provide a
continuing supply of reasonably affordable building materials for
consumers. And it is increasingly obvious that our most reliable
source could be the millions of acres of privately owned forest
lands. The RTA introduced on February 19, 1993, will create
reasonable tax incentives to increase reforestation and enhance
timber management on private land. The legislation currently has
37 co-sponsors.

Timber farming is a long-term, high-risk venture, subject to
the vicissitudes of disease, fire and a highly unpredictable
marketplace. In some regions, tree farmers must wait 75 years
from the planting of a seedling to the harvest of a mature tree.
These landowners suffered a severe setback with the 1986 Tax
Reform Act in the loss of the capital gains differential and
passive loss rule changes which, in many cases, ended their
ability to deduct normal business expenses.

We believe some narrow, reasonable tax Incentives are needed
to encourage more active management of existing private
timberlands, and the growth of the private timber base.

THE REFORESTATION TAX ACT OF 1993

ijor provisions of the RTA as originally Introduced

1. PARTIAL INFLATION ADJUSTMENT:

Upon the sale of tiiober, for purposes of determining
Section 631 gain, the gain would be reduced by three percent for
every year the timber was held. This provision is restricted so
that the reduction in stumpage value cannot reduce the gain by
more than 50 percent. While this provision would not compensate
fully for the negative tax impact of inflation, it would provide
a significant Incentive for those tree farmers who hold their
investment for a long period of time.

2. PASSIVE LOSS RULES:

This provision clarifies when individual owners, or
principals in partnerships, would be able to deduct normal
operating expenses pertaining to management of their treelots.
This would be achieved through a new set of "material
participation" criteria correcting what we believe to be an
unintended result of the 1986 reforms. This provision was
Included in H.R. 11 which passed both Houses of Congress last
year.

3. REFORESTATION TAX CREDIT:

This provision simply updates existing laws by doubling
the expenditure limit from $10,000 to $20,000 and indexing this
amount for Inflation.

4. REFORESTATION AMORTIZATION:

This provision also updates existing law by doubling the
limit to $20,000, Indexing it to inflation and reducing the
seven-year amortization period to five years.

The original bill was estimated to have a revenue loss of
$1.15 billion over five years. In order to reduce the bill's
revenue loss and to Insure that federal dollars that now promote
log exports are used to encourage continued reforestation of
private lands, we propose the following modifications to our
original bill:



1. INFLATION ADJUSTMENT:

The maximum qualified percentage would be lowered from 50
percent to 30 percent. The adjustment would be allowed at a rate
of 2 percent for each year the asset is held. Thus, the maximum
adjustment would require a 15 year holding period.

2. MINIHDM HOLDING PERIOD:

A taxpayer would be required to hold the asset for a
minimum of 5 years before any inflation adjustment would be
allowed. However, the taxpayer would be accruing a 2 percent per
year adjustment during this minimum holding period.

3. ELIMINATION OF TAX BENEFITS FOR LOG EXPORTS:

Provisions from Congressman Pete Stark's, H.R. 1542, would
be added to our bill. These provisions repeal the availabilty of
foreign sales corporations and domestic international sales
corporations for exports of raw softwood logs as well as change
the title passage and deferral of foreign source income rules for
log exports. In this regard, we note that the Senate version of
the Reconciliation Bill, H.R. 2141, contains the provisions of
the companion measure to the Stark bill, S.894. We strenuously
oppose the use of this revenue for deficit reduction. The revenue
from S. 894 is being extracted from the forest products industry.
It should be used to produce more jobs and increase domestic
timber production. In effect, it should be used to offset the
revenue loss of the RTA, a bill which is designed to encourage
increased reforestation, thereby promoting an increase in
domestic jobs within the timber industry.

According to the Joint Committee on Taxation, the reduction
in the maximum qualified percentage from 50 to 30 percent and the
addition of the provisions from H.R. 1542 will reduce the revenue
loss of the RTA to $434 million over five years. We believe the
additional modifications suggested herein will result in a
revenue neutral bill.

This bill is a key element in maintaining private forest
land in a productive posture. Fair tax treatment will help insure
that timber growers do not convert their lands to other, non-
forest uses.

The revisions to our legislation would also accomplish one
of the goals set forth by President Clinton at the April Forest
Summit. The President indicated that he would propose the
elimination of current tax subsidies for log exports in order to
promote domestic production, increase the domestice timber supply
and increase domestic jobs. The revised Reforestation Tax Act
satisfies the President's objectives.

We commend Congressmen Mike Kopetski (0-OR) and Ron Wyden
(D-OR) for developing and introducing this very important piece
of legislation, the Reforestation Tax Act of 1993, and for their
efforts in championing the cause of tree farmers throughout the
nation.



LIST OF COSPONSORING ORGANIZATIONS FOR RTA

American Forest and Paper Association
Forest Industries Council on Taxation
Forest Farmers Association
Southern Forest Products Association
Southeastern Lumber Manufacturers Association
Maine Forest Products Council
Small Woodland Owners Association of Maine
Arkansas Forestry Asssociation
Southern State Foresters
Georgia Forestry Association
Louisiana Forestry Association
North Carolina Forestry Associaiton
South Carolina Forestry Association
Mississippi Forestry Association
Texas Forestry Association
Virginia Forestry Association
American Pulpwood Association
National Association of State Foresters
Hardwood Manufacturing Association
National Hardwood Lumber Association
Hardwood Research Council
Hardwood Forest Foundation
Alabama Forestry Commission
Stewards of Family Farms, Ranches and Forests
The wilderness Society
The National Woodland Owners Association
The Oregon Small Woodlands Association
The Washington Farm Forestry Association
1,000 Friends of Oregon
The Idaho Forest Owners Association
The Forest Landowners of California
The Natural Resources Defense Council

Total: 32
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Chairman Rangel [presiding]. Ms. Lazenby.

STATEMENT OF VIRGINIA LAZENBY, VICE CHAIR OF THE
CRUDE OIL POLICY COMMITTEE, INDEPENDENT PETRO-
LEUM ASSOCIATION OF AMERICA; CHAIRMAN, BRETAGNE
CORP., NASHVILLE, TENN.; AND PRESIDENT, NATIONAL
STRIPPER WELL ASSOCIATION

Ms. Lazenby. Yes. Good afternoon.
My name is Virginia Lazenby. I am here on behalf of independ-

ent oil and gas producers, the Independent Petroleum Association
of America and as president of the National Stripper Well Associa-
tion. I want to encourage Congress to make tax law changes that
will preserve and enhance production from marginal wells and that
will stimulate investments in new drilling.

H.R. 1024 and the proposal we have outlined in our written testi-

mony will achieve those goals. There is no question about whether
we need to stimulate the domestic oil and natural gas industry.
The Department of Energy is coordinating a multiagency task force

to arrive at options for doing just that, stimulating the domestic in-

dustry.
What independent producers have told the Energy Department

and our testimony today is that the Tax Code is the most efficient

and effective way to preserve and expand the domestic oil and nat-
ural gas industry.

Let's look at marginal oil and gas production in this country.

Marginal wells produce $7 billion a year in revenue, represent
more than 15 percent of domestic oil production and provide more
than 100,000 jobs. They are a resource worth preserving, but gov-
ernment action is needed.

Oil production is at its lowest level since 1960. No wonder the
trade deficit is dominated by oil imports. Fifty-three percent of the
1992 trade deficit, some $45 billion, was oil imports. The loss of

marginal production would add $7 billion annually to the trade def-

icit. In April alone U.S. oil production fell 5 percent or 360,000 bar-
rels per day.

U.S. production is 6.9 million barrels per day. Imports are 8.6

million barrels per day. The increase in imports, 25 percent over
last year for oil and 50 percent over last year for gas, is not from
increased demand but from deteriorating domestic supplies. Those
deteriorating domestic supplies are marginal producers going out of

business.
H.R. 1024 and the proposal we have put before you both will en-

hance production of oil and gas from marginal properties by help-
ing marginal producers raise capital.

Why do marginal producers need help raising capital? It is an
understatement to say that the capital markets are not wild about
small U.S. oil and gas producers. Price uncertainty and increasing
regulatory costs simply make investment in marginal production
too risky for most investors, and at current prices internally gen-
erated cash flow is insufficient to fund replacements and additions

to reserves.

Oil and gas are declining assets. If you don't replace reserves you
go out of business.
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Parenthetically, Mr. Chairman, we are very encouraged by your
sensitivity to capital needs as evidenced by your Rangel-Wallop ini-

tiative.

There are many marginal wells in the State of New York and,
indeed, in the rest of Appalachia. Just as we must preserve the
productive capacity of existing wells, the Nation must also encour-
age investment in drilling for new wells.

Last year, drilling for domestic natural gas and crude oil hit the
lowest level since records were kept beginning in the 1940s, and
1993 looks no better. Both government agencies and private ana-
lysts have estimated that 500 to 600 rigs need to be drilling for

natural gas to meet projected consumption, but only about 300 gas
rigs are drilling right now.
The proposals will certainly make a difference for my company,

which operates in Kentucky. I operate marginal primary production
and marginal water floods. We have used gas for enhanced recov-

ery. We have remediated or plugged over 375 wells under EPA
guidelines.

We generate a significant amount of our own electricity from cas-

ing head gas to reduce operating expenses, and we have reserves
that could be developed in an environmentally safe manner if we
could get the capital to develop them. If we can't get the capital,

we will not be able to add reserves, and the decline curve will cross

over the cost curve, and that will mean lost jobs, lost consumers,
lost taxpayers.
My employees are tough people. They have been through hard

times with very few raises and far between, but they are survivors.

They give me the will to keep fighting.

I am here today to try to save a future for my employees, for all

the employees of all the marginal oil and gas producers in the
United States, a worthy goal and one I am proud to champion.
Thank you, Mr. Chairman.
Chairman Rangel, Thank you, Ms. Lazenby.
Ms. Lazenby. You asked earlier for us to address—I understand

that the Treasury Department has opposed this legislation,

and
Chairman Rangel. Yes, but I was really hoping that those issues

might be addressed within the 5 minutes, but it probably will come
up.
Ms. Lazenby. OK
[The prepared statement and attachment follow:]
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Independent Petroleum flmJ I Association of America

Statement by

Virginia Lazenby
on behalf of the

Independent Petroleum Association of America
before the

Committee on Ways and Means
Subcommittee on Select Revenue Measures

United States House of Representatives

June 24, 1993

MR. CHAIRMAN AND MEMBERS OF THE COMMITTEE:

I am Virginia Lazenby. I am from Nashville, Tennessee and Chairman of

Bretagne Corporation, a production company with marginal wells operating principally

in Kentucky. I appear today on behalf of the Independent Petroleum Association of

America, where I serve as the Vice Chair of the Crude Oil Policy Committee. I also

am the president of the National Stripper Well Association.

I am pleased to provide views on H.R. 1024, introduced by Congressmen Milce

Andrews of Texas and Bill Brewster of Oklahoma. I also want to address the need

for changes in tax policy affecting domestic natural gas and oil production and to

restate our concerns about tax provisions included in pending deficit reduction

legislation.

The focus of H.R. 1024, the Energy Independence, Infrastructure, and

Investment Act of 1993, is to maintain and enhance existing domestic natural gas and

oil production, especially from economicaUy marginal wells, and to encourage

investment in new drilling. Without these or similar changes in tax policy, I am
concerned that our nation will grow ever more dependent on imported crude oil as

more domestic wells are plugged and abandoned, their resources effectively lost

forever.

Our domestic natural gas and oil wells constitute a national security resource.

Every barrel of oil and every cubic foot of natural gas produced in the United States

creates wealth, jobs and tax revenues at every level of government. Unfortunately,

our nation is rapidly losing much of its ability to domestically produce the country's

primary sources of energy — oil and natural gas, which account for about 65 percent

of total energy consumption in the United States.

IMPORT DEPENDENCE CLIMBS. Consumption of natural gas and crude oU in tne

United States, by all official estimates, will continue to rise well into the future. In

1992, our demand for crude oil was almost 18 million barrels per day and 46% of this

demand was supplied by foreign oil imports. If current trends continue, the U.S.

could be importing 17 million barrels of petroleum each day by the year 2010. This

year, the U.S. is projected to import as tnuch or more oil as wg did in 1977. the pgak

year for oil imports.

We have the domestic natural gas resources oil resources to significantly reduce
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future foreign oil imports, but these resources will not be discovered and produced so

long as this country ignores the fact that the OPEC member governments have more

say over U.S. energy economics than the government of the United States, so long as

our government sits idly by while every other nation with energy resource potential

provides inducements to oil and natural gas investments.

Independent producers, who currently produce about 60 percent of domestic

natural gas and about 40 percent of domestic oil, are eager for economic conditions

which would allow us to increase domestically produced supplies of natural gas and

oU.

MARGINAL WELLS. The nation operated slightly more than 875,000 oil and

natural gas wells in 1992, according to World Oil. About two-thirds of those wells

are oil wells, or about 595,000 wells. Of that total, nearly 78 percent of the nation's

oil wells are stripper wells, with an average production per well in 1991 of 2.2 barrels

per day.

Marginal wells - defined as those wells that daily produce less than 15 barrels

of oil and 90 thousand cubic feet of gas - are essential to our domestic energy supply.

They provide approximately 20 percent of domestic oil production in the lower 48

states. These high-cost marginal wells collectively produce more oil than we import

from Saudi Arabia. Many stripper wells are already uneconomic to operate.

Producers continue to operate these wells in hopes of higher future prices, but too

often are economically forced to abandon the producing property before the mineral

deposit has been exhausted. Stripper wells, which represent over 15% of domestic

proved reserves, have been abandoned at rate of over 17,000 wells per year for each

of the past 10 years. Once these wells are abandoned their production and proved

reserves are permanently lost, and our foreign energy dependency grows.

Congress must adopt measures that improve the economics of investment in this

vital segment of our domestic energy supplies, and H.R. 1024 would be an important

step in that direction. Let me point out, as the attached map clearly shows, that the

greatest beneficiaries of changes in tax policy affecting marginal wells are states not

traditionally viewed as "oil producing states."

There are more than 460,000 domestic stripper oil wells in the country.

Oklahoma, well known as an oil producing state, has over 73,000 of these wells. But

the remaining 390,000 producing stripper wells exist in 27 other states, including New
York (3,453 stripper wells), California (25,312 stripper wells), Illinois (34,319

stripper wells) and Kentucky (19,000 stripper wells).

DOMESTIC DRILLING. Just as we must preserve the productive capacity of

existing wells, the nation must also encourage investment in drilling for new wells.

Last year, drilling for domestic natural gas and crude oil hit the lowest level

since records were kept beginning in the 1940s, and 1993 looks no better. Although

the first six weeks of 1993 saw the number of drilling rigs operating elevated

producers qualified wells for the expiring non-conventional i\ieis tax credit, since then

the weekly rig counts has fallen below last year's corresponding weekly count. For

most of 1993, the year-to-date rotary rig count has declined every week, and currently

stands at 674, substantially below 1992's annual average of 721. Even though drilling

has risen slightly in the last few weeks as natural gas prices rebounded from a 15-year

low and gas supply and demand moved closer into balance, it is not inconceivable that

a new record low for drilling could be set this year.

H.R. 1024 is intended to spur new drilling, as well as improving the economic

life of existing production. The IPAA supports the goals of this proposal; at the same

time we have continued to explore alternative approaches to achieve the goals of H.R.
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proposal for existing marginal wells and new drilling, based on the approach used

under the Non-conventional Fuels Tax Credit, as follows:

ELEMENTS OF THE PROPOSAL

I. NEWLY DRILLED WELLS would be eUgible for a tax credit, based on

production, as follows:

a) Newly drilled natural gas wells would receive a $0.50 per Mcf tax credit for

the first 2Q Mcf per day. Natural gas production in excess of 90 Mcf per day

will receive a tax credit equal to $0. 10 for each Mcf of such additional

production per day.

b) Oil wells drilled in producing properties which produce an annual per well

average of 25 barrels of oil per day or less would receive a production tax

credit of $1.55 for each of the first 2 barrels of oil produced per well per day.

The annual average production would be determined after considering the

production from the newly drilled well.

c) Oil wells drilled in nonproducing properties which produce an annual per well

average of 25 barrels of oil per day or less, would receive a production tax

credit of $1.55 for each of the first 15 barrels of oil produced per well per day.

n. EXISTING STRIPPER WELLS. Existing oil and/or natural gas wells which on
the date of enactment or subsequently qualify as a Stripper Well property would
receive a production tax credit in the following amounts:

a) Oil: $1 .53 for each barrel of daily production up to 3 barrel per day

maximum.

b) Natural Gas: $0,268 per mcf of daily production up to 18 mcf per day

ffl. OTHER CHARACTERISTICS
• Effective for production after June 1, 1994. The rate of the tax credit would be

phased-in by one-third each year between 1994 and 1996, and indexed for

inflation thereafter.

• Available to carry back 3 years (but not to a year which precedes the enactment

date) and carry forward 15 years.

• Creditable against regular tax and alternative minimum tax, but not refundable.

• Available to working interest owners only. The credit would not be allowable

for interests held by nonworking interest royalty owners, or royalty interests

held by nonprofit organizations such as governments, universities or Indian

tribes, etc.

• Workovers and recompletions earn the new well credit on the incremental

production.

• Only wells operating at their most efficient flow rate would qualify for the tax

credit. Otherwise qualifying stripper wells operating at reduced production

rates in accordance with state regulation will not be disqualified.



Stripper wells which have increased their efficient production through work-

over expenditures to levels in excess of the stripper well rate will be allowed to

retain eligibility for the tax credit for production up to the stripper well limits.

(Qualification would continue under provisions similar to the newly drilled well

Umitations.)

Existing Section 29 wells not be eligible for the marginal well production tax

credit, until the existing Section 29 tax credit expires.

Properties producing both oil and natural gas, a conversion ratio of 6 Mcf per

barrel of oil would be used to calculate equivalent oil production, and eligibility

would be determined by adding barrels of oil produced to the oil-equivalent of

gas produced from each well.

NATURAL GAS DRILLING. The tax proposals outlined above will attract new
capital and new drilling activity to all geographic regions of the domestic industry. It

is needed. For the first time in several years, the industry needs to increase natural

gas drilling levels to meet demand. Government agencies and private analysts have

estimated that 500-600 rigs need to be drilling for natural gas to meet projected

consumption. Only 298 gas rigs were drilling the week of May 7, 1993.

Equally important, the production-based credit will give a signal to domestic

producers that their industry's contributions are viewed as necessary to achieve the

administration's energy independence and economic recovery goals. It will also signal

that the health of the domestic oil and gas industry is important to this administration

and that the industry is not being singled out for the economic penalties which are

inherent in all energy taxes.

REVENUE OFFSET. The revenue offset proposed by H.R. 1024 to pay for

production and drilling tax changes could be used for the proposal outlined above.

H.R. 1024 proposes an increase in fees on imported oil and petroleum products.

While this is a preferred revenue offset from IPAA's perspective, the proposal for

increased in fees on imported gasoline, advocated by domestic independent refiners, is

also acceptable to IPAA if used to provide tax policy changes for domestic production

and drilling.

ADMINISTRATION'S POSITION. Mr. Chairman, I would like to respond to the

statement by Assistant Treasury Secretary Leslie Samuels opposing the proposed

changes in energy tax policy. The IPAA believes that Mr. Samuels is not only wrong

in his assessment of recent tax law changes affecting marginal wells, but that his

statement, to the extent that it relies on energy policy grounds, is at odds with intent

of the Administration's initiative (being coordinated by the Department of Energy) to

find ways to stimulate the domestic oil and natural gas industry. With Mr. Samuels'

statement, the Administration appears to be sending out conflicting signals about the

need to increase domestic oil and natural gas exploration and production.

While changes affecting marginal properties were made in recent tax

i.„ - .
'• is inaccurate to describe those changes are "substantial." For instance,

changes were made recendy in percentage depletion, the tax provision providing for

capital recovery from mineral deposit leasehold expenditures, that increased the rate of

percentage depletion for marginal properties to 19 percent and eliminated percentage

depletion as a preference item under the alternative minimum tax. Unfortunately,

these changes in percentage depletion look better in the tax code than on producers tax

returns.

While stripper wells are eligible for percentage depletion rate of 19 percent.
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due to the net income limitation, the tax benefit to producers can be eliminated

altogether and, on average, produces a percentage depletion rate as low as 2 percent.

In other words, because most stripper wells are operated at a loss or generate very

little income, they are denied the tax deductions properly allowed to other oil and gas

properties, principally because of the net income limitation. To the extent that the net

income limitation denies substantial regular tax benefit to independent producers fi-om

percentage depletion, the recent elimination of the AMT preference is practically

inconsequential. At the time the changes were made in percentage depletion for

marginal wells, IPAA urged Congress to also repeal the net income limitation to make
those changes effectual. The repeal of the net income limitation is sorely needed to

give meaning to previous congressional action and, as for as maintaining and

enhancing existing production is concerned, is one of the most important aspects of

H.R. 1024.

Changes were also recently made in the AMT preference treatment of

intangible drilling costs, the expenditures made during the drilling phase of an oil and

natural gas producer's operations. These costs represent the ordinary and necessary

business expenditures made by the petroleum industry. The allowance of a current tax

deduction merely provides the petroleum industry with equitable tax treatment with

other industries. This change has no impact on stripper wells. Stripper wells are

older, existing properties which have already borne their drilling costs.

Let me also reiterate IPAA's views on proposed energy taxes. Our testimony

on April 20th before the full Ways and Means Committee centered on the

Administration's proposed BTU tax; even with the changes made by the Committee,

enactment of the BTU tax will have adverse economic impacts on the domestic oil and

natural gas industry, impacts that will not be felt by foreign energy suppliers. This

disparity justifies an increase in fees on imported oil and petroleum products, as well

as provisions to preserve production from U.S. marginal wells and encourage new
drilling. H.R. 1024 combines these initiatives.

Marginal wells will be particularly hard hit by the BTU tax. For example, the

vast majority of stripper wells operate on artificial lift, and most use electricity for

that purpose. In some cases, the costs of electricity alone is more than 50 percent of

all production costs.

Even without the BTU tax, domestic independent producers are going to be hit

hard by the tax increases on small businesses. The vast majority of independents

operate as proprietorships, partnership or Subchapter S Corporations that pay taxes at

the personal tax rate.

The increase in the top marginal rate to 36% on taxable income above

$140,000 ($115,000 for singles), combined with the 10% surtax on taxable income in

excess of $250,000 and the repeal of the ceiling for the 2.9% Medicare payroll tax

added to the phase-out of personal exemptions and itemized deductions, yield a

marginal tax rate of 44.5 percent for a self-employed individual with taxable income
_•,. -^^r^ ooo who has 4 exemptions and itemized deductions.

These tax provisions will hit capital intensive businesses like ours especially

hard. At a time when the typical natural gas well costs $506,000 to drill, government

plans to increase its take by more than one-third of any income above $250,000. For

independents, who have to get most of their drilling funds from internally generated

cq>ital, the personal tax increases are going to be devastating.





Chairman Rangel. Ms. Zimmerman, Alliance to Save Energy.

STATEMENT OF MARY BETH ZIMMERMAN, ECONOMIST,
ALLIANCE TO SAVE ENERGY

Ms. Zimmerman. Mr, Chairman, thank you.
My name is Mary Beth Zimmerman. I am an economist with the

Alliance to Save Energy, which is a nonprofit coalition dedicated to

increasing investment in energy efficiency. I appreciate the oppor-
tunity to be here this morning.

I am focusing today on a bill recently introduced by Congressman
McDermott, H.R. 2026, as an example of how tax policy can better
reflect our Nation's energy and environmental goals. I will be sub-
mitting a letter endorsing this bill by the Natural Resources De-
fense Council, Friends of the Earth, and the Alliance for the record.

Many of the provisions in our current Tax Code help shape the
way we use energy in the United States. The Alliance to Save En-
ergy recently published an analysis of both tax- and program-
related Federal energy subsidies available in 1989. I stress that we
do not regard the individual subsidies included in this analysis as
necessarily bad, but we do believe that the overall pattern of sub-
sidies influences our Nation's energy policies and choices.

The Federal Government provides a minimum of $20 billion in

energy-related subsidies. Valued at market rates these subsidies
are worth up to $36 billion.

Tax policy is a major component of the subsidy picture. Between
$7.5 and $18 billion in subsidies were provided to the energy sector

through the Tax Code in 1989. Many of the capital-related sub-
sidies were phased out under the 1986 Tax Reform Act, but the re-

sidual impacts have been large.

Eighty-five to ninety percent of these tax breaks are attributable

to conventional fuels overall, as opposed to some 15 percent attrib-

utable to nonconventional energy, including energy efficiency.

About two-thirds can be attributed to fossil fuel production con-

sumption and electricity generation.
Only 2 to 4 percent of all tax-related subsidies were available

—

were utilized by energy efficiency investments. These disparities

are so large that an embedded advantage for conventional energy
resources is clear.

These Tax Code biases hamper competitiveness, energy security

and the environment. The energy choices available to us in the fu-

ture depend upon whether we facilitate the development of new
and clean domestic energy options today. The world market for en-

ergy efficient products and clean energy resources will grow enor-

mously over the next several decades.
Energy efficient products and renewable energy technologies are

resources we can produce at home. They can help us both reduce
our trade deficit by reducing the need for imported oil and through
their export potential.

In a study undertaken by the Alliance to Save Energy, the Amer-
ican Gas Association, and the Solar Energy Industries Association,

we found that cost-effective energy investments would create a net
addition of up to 152,000 jobs by the year 2000 and 365,000 new
jobs by the year 2010.
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Unfortunately, countries do not compete with old technologies.

The financial disincentives for emerging energy options imbeded in

our Tax Code jeopardizes our Nation s chances of developing a

strong, competitive new domestic energy industry.

The Tax Code also subsidizes polluting and environmentally
risky energy sources over cleaner alternatives. Fossil fuels account

for about two-thirds of all tax subsidies, including fossil-generated

electricity. Within the fossil sector, coal and oil are more heavily

subsidized than is natural gas. These subsidies work at cross pur-

poses to our Federal clean air and water goals, including achieve-

ment of carbon dioxide emission goals. Our tax policy can reflect

strong energy and environmental goals.

The subsidy picture described above calls for two major re-

sponses. First, we must change the existing subsidy landscape with

a leveling of the playing field our first priority. Second, new tax

proposals should be evaluated in light of the overall subsidy picture

rather than in isolation. In both cases, the energy and environ-

mental impacts should be weighed explicitly.

Sound energy policy requires that the Tax Code foster the devel-

opment of new, clean domestic energy industries, including energy
efficiency industries. Unfortunately, the prevalence of subsidies

throughout this century means that even a level playing field may
not be very level. Targeted benefits for emerging energy resources

should be designed to both help overcome the generic barriers to

any new sector, such as the lack of sufficient R&D, as well as lin-

gering barriers created by the historic subsidy of traditional energy
supplies.

Sound environmental policy requires that the environmental
costs be taken into account in subsidy choices and that our Tax
Code encourages a shift toward cleaner energy resources. Current
subsidies to heavily polluting energy resources send exactly the

wrong market signal and need to be eliminated. Our assessment of

environmental impacts need not be perfect to move us in this direc-

tion, but the change in incentives should be decisive.

Let me stress that these changes do not require us to pick indi-

vidual winners and losers in energy markets, merely to open en-

ergy markets to new opportunities and possibilities. Indeed, reduc-

ing the biases that already exist in our Tax Code is an important
step away from government-selected energy favorites.

H.R. 2026 begins the critical process of changing the way we look

at tax policy. It offers concrete steps toward a balanced and for-

ward-looking energy subsidy picture. The package sends a clear

message that tax choices should be made in light of the overall pat-

tern of energy subsidies. The effect of this package as a whole is

to shift Federal tax incentives toward newer and cleaner energy op-

tions.

Thank you.
[The prepared statement and letter referred to follow:]
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STATEMENT OF MARY BETH ZIMMERMAN,
ECONOMIST, THE ALLIANCE TO SAVE ENERGY

Mr. Chainnan, Members of the Subcommittee:

My name is Mary Beth Zimmerman and I am an economist with the Alliance to Save Energy, a

non-profit coalition of government, industry, consumer and environmental leaders dedicated to

increasing investment in energy efficiency. I very much appreciate the opportunity to testify

before the Ways and Means Subcommimttee on Select Revenues. I focus today on a bill

recently introduced by Congressman McDermott's bill, H.R. 2026, as an example of how tax

policy can better reflect our nation's energy and environmental goals.

Tax Policy is Energy Policy

It is time for a change in the way we view tax policy. Many of the provisions in our current

tax code, and many of the provisions that regularly come before this Committee, help shape the

way we use energy in the United States. This is true not only of the provisions that provide

special tax treatment for specific energy sectors, such as oil and gas produaion, but for

provisions that benefit related sectors of the economy, such as transportation and agriculture,

and those that broadly benefit capital investment.

Markets do work and tax subsidies which make it less expensive to produce and consume

energy promote energy consumption, and foster waste and inefficiency. As a result, our

federal tax policy must be viewed as a critical component of our nation's energy and

environmental policy. As a whole, the current tax code obstructs the development of new

domestic energy markets which can contribute to improved competitiveness, energy security,

and environmental well being. I am here today to discuss principles we can use to change the

tax code in ways which promote a strong energy and environmental future. H.R. 2026 is an

example of this new approach to tax policy. I am optimistic that as the role of fiscal policy in

our enviroimiental well being becomes better understood, the impetus for reform will grow.

Federal Energy Tax Subsidies

The Alliance to Save Energy recently published a landmark study of federal energy subsidies.'

The rqwrt, authored by Douglas Koplow, examined bodi tax and program-related subsidies

available in 1989 and is die most comprehensive picture available of federal energy market

interventions. We considered both direct subsidies to specific energy sources, and general

subsidies to housing, capital, or other investments which are extensively used in the energy

sector. We even estimate the portion of the mortgage interest deduction attributable to energy

efficiency investments financed through home mortgages. I stress that we do not regard the

individual subsidies included in this analysis as necessarily "bad"; but we do believe that the

overall pattern of subsidies influences our nation's energy policies and choices.

There is no free market in energy. The federal government provides a minimum of $20 billion

in energy-related subsidies. Valued at market rates, these subsidies are worth up to $36

billion. These numbers are certainly large enough to affect our nation's energy choices. Of

this $36 billion, $35 billion in benefits accrued to energy supplies; only $1 billion benefitted

energy efficiency improvements. Conventional energy resources - oil, gas, coal, nuclear, and

hydroelectric power - received eight and one-half dollars worth of subsidies for every one

dollar received by all emerging energy resources combined - from wind to fusion power, from

energy efficiency to biomass. We define subsidies as government-provided goods or services,

including risk-bearing, that otherwise would have had to be purchased in the market, as well as

reductions in tax burdens compared to the standard treatment for a similar activity.

Subsidy bases remain even when we adjust subsidy estimates for market share. Whereas the

direct use of fossil iiiels, for instance, receives 20 to 25 cents per million Btus in subsidies,

end use energy efficiency receives about 6 cents. The difference is even larger when we look

at the subsidies attribut^le to electricity consumption; for fossil fuels, these range from about

$1 to $1.40 per million Btus. The subsidies associated with fission power are about $5.80 per

million Btus. Electricity subsidies include subsidies to the production of energy used for

electricity generation and subsidies to electricity generation per se. They also account for the

feet that about three Btus of energy input are required for every Bm of electricity consumed.

'Douglas N. Koplow, Federal Energy Subsidies: Energy, Environmental, and Fiscal Impaas,' Alliance

to Save Energy, Washington, DC, 1993.
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Tax policy is a major component of this subsidy picture.

Our analysis suggests that between $7.7 to $18.1 billion in subsidies were provided to the

energy sector through the tax code in 1989. This estimate is based in part on Joint Tax

Committee and U.S. Treasury scoring of specific tax provisions, as well as our own

calculations regarding capital investments in energy supply and energy efficiency during the

We distinguished between energy provisions which are specifically related to the energy sector,

about 30* of the total; those provided to capital investment overall, about 65% of the total;

and those related to non-energy sectors of the economy, accounting for about 5%. The bulk of

the capital-related subsidies were phased-out under the 1986 Tax Reform Act — the investmetit

tax credit and accelerated d^reciation in particular - but their prior availability continues to

affect energy markets through long-lived capital choices.

The bias towards conventional energy sources identified above remains when we look

specifically at tax-related subsidies. 85% to 90% are attributable to conventional fuels

overall, as opposed to some 15% attributable to non-conventional energy, including energy

efficiency. About two-thirds can be attributed to fossil fuel production, consumption, and

electricity generation.

These percentages change fhjm year to year as the tax code and level of activity in energy

markets change. Nonetheless, the disparities are so large that an embedded advantage for

conventional energy resources is clear.

This bias results in large part fi-om a factor we might refer to as "subsidy creep.' Our

conventional energy sources have had decades to accrue subsidies. Many of these provisions

were sound at the time they were adopted, but the original rationale for the subsidy may have

long since evaporated. Each subsidy, unfortunately, triggers a game of "catch up" as other

portions of the energy market try to level the playing field. The net result over time is a

ratcheting up of the playing field overall.

The good news is that the 1986 Tax Reform Act and other measures have helped lower the

overall level of subsidies. We estimate that if 1993 legislative provisions were applicable in

1989, subsidy levels would be as much as $3.5 billion lower, or about $30 billion overall.

Unfortunately, subsidies continue to be added back into the mix. The oil and gas minimum tax

relief included in the Energy Policy Act of 1992, for instance, adds some $ 170 million in new

energy subsidies. Subsidy creep and biases are much more likely to continue when iiKlividual

tax breaks are proposed and considered in isolation, without reference to die overall picture of

energy subsidies.

Tax Code Biases Hamper Competitiveness, Energy Security and the

Environment

The energy choices available to us in the future depend upon whether we facilitate the

development of new and clean domestic energy options today. Energy efficiency and

renewable energy resources can improve our competitiveness, energy security, and

environment. Although they both are used today, their full potential - and benefits to our

economy and environment - will remain untapped as long as federal subsidies fovor

conventional energy sources and encourage increased energy consumption.

Competitiveness

A growing world-wide focus on, and commitment to, environmental quality has generated

increased interest in clean and efficient eoergy options. This interest coincides with rapidly

growing demand for energy - electricity in particular - in much of the developing world. The

market for energy efficient products and clean energy resources will grow enormously over the

next several decades. A recent Alliance to Save Energy analysis estimated the market for

energy efficient industrial equipment at $20 billion in eastern Europe alone.^ Counties such as

^Mark Hopkins, 'Business Opportunities in Eastern Europe for Energy-Efficient Industrial ProducU,"

January 1992.
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Thailand are already loolcing to the United States for successful models of implementing energy

efficiency improvements.

The good news is that energy efTicient products and renewable energy technologies are energy

resources we can produce in the United States. They can help us reduce our trade deficit both

by reducing the need for imported oil and through their export potential. In addition, cost-

effective efficiency improvements lower the cost of manufacturing, freeing up dollars for new
investments and making domestically produced products more competitive.

Changing the way we use energy can create jobs as well. Energy efficiency and renewable

energy production are more labor intensive than the production of conventional energy

resources. In a study undertaken by the Alliance to Save Energy, the American Gas
Association, and the Solar Energy Industries Association,^ we found that cost-effeaive energy

investments would create a net addition of 83,000 to 152,000 jobs by 2000 and 176,000 to

365,000 new jobs by 2010. These gains are before taking account of the export opportunities

for these new industries.

Unfortunately, countries do not compete with old technologies and countries which support

conventional over emerging industries are likely to lose out in an increasingly competitive and

international energy market. The financial disincentives for emerging energy options

imbedded in our tax code jeopardizes our nation's chances of developing a strong, competitive

new domestic energy i

Energy security

We import some 40% of the oil consumed in the United States, at a cost of over $40 billion a

year. Unfortunately, inqwrts are expeaed to rise steadily in the decades ahead, from 7.17

million banels per day (mmb/d) in 1990 to over 12 mmb/d in 2010.* Policies that encourage

temporary surges in domestic production, or reduce the cost of developing marginal reserves

cannot overcome the faa that the large, low-cost sources of oil are located outside the United

States. Unfortuiutely, as energy subsidies encourage increased consumption, they hasten the

move towards increasing dependence on imported supplies. The real keys to improved energy

security are a reduced overall dq>aidence on fuels and increased diversity in energy supplies.

Energy efficiency and renewable energy offier both.

Environment

Not all conventional energy sources are heavily polluting; nor are all emerging resources non-

polluting. Even when we take this caveat into account, however, the tax code subsidizes

polluting and environmental risky energy sources over cleaner emerging alternatives. FossQ

fiids account for about half of all tax subsidies in dieir production and direct consumption;

Ifaey rise to two-thirds of all subsidies if fossil-generated electricity is included. Witfain the

fossil sector, coal and oil are more heavily subsidized than is natural gas. These subsidies

work at cross-purposes to our federal clean air and water goals, including efforts to achieve

carbon dioxide emissions goals. Nuclear power accounts for roughly anodier one-fifth of our

tax subsidies.

In sharp contrast, wind, solar, geothermal, and non-ethanol biomass account for only 3% to

4% of all tax subsidies; energy efficiency for another 2% to 4%. Our cleanest fuels are being

competing with a large disadvantage on the tax subsidy front.

The market signals generated by government-provided subsidies should roughly reflect the

environmental costs and benefits of different energy futures. The current subsidy mix provides

exactly the opposite set of signals.

Tax Policy that Reflects Strong Energy and Environmental Goals

^An AUenuaive Energy Future, April 1992.

*DOE/EIA, Annual Energy Outlook. 1993, Jaou«ry 1993.

74-512 O -94 -24
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The subsidy picture described above calls for two major responses. First, we must change the

existing subsidy landscape, with a leveling of the playing field the first priority in this regard.

Second, new tax proposals should be evaluated in light of the overall subsidy picture, rather

than in isolation. In both cases, the energy and environmental impacts should be weighed

explicidy.

Sound energy policy requires that the tax code foster the development of new, domestic energy

industries, including energy efficiency industries. Dollars spent on conventional energy

sources are lost opportunities for our energy future since they raises the threshold for new

competing energy resources. Eliminating subsidies to conventional energy resources helps

remove the hurdles to rapid development of competitive emerging energy resources.

Unfortunately, the prevalence of subsidies throughout this century means that even a level

playing field may not be very level. Targeted benefits for emerging energy resources should

be designed to both help overcome the generic barriers to any new sector - such as lack of

sufficient R&D - as well as lingering barriers created by the historic subsidy of traditional

energy supplies.

Sound environmental policy requires that environmental costs be taken into account in subsidy

choices, and that our tax code encourages a shift towards cleaner energy resources. Certainly,

current subsidies to heavily polluting energy resources send exactly the wrong market signal

and need to be eliminated. Our assessment of environmental impacts need not be perfect to

move us in this direction, but the change in incentives should be decisive.

Let me stress that these changes do not require us to pick individual winners and losers in

energy markets, merely to open energy markets to new opportunities and possibilities. Indeed,

reducing the biases that already exist in our tax code is an important step away from

government-selected energy favorites.

Acting on Energy and Environmental Goals

H.R. 2026 begins the critical process of changing the way we look at tax policy. It offers

concrete steps towards a balanced and forward-looking energy subsidy picture. Proposals for

eliminating and reducing existing subsidies to conventional energy sources are balanced with

targeted opportunities for an expanded role for energy efficiency and renewable energy

resources in our energy markets. The package sends the clear message that tax choices should

be made in light of the overall pattern of energy subsidies. The effect of this package as a

whole is to shift federal tax incentives towards newer and cleaner energy options.

Providing new subsidies is always less painftil in the short run than eliminating old subsidies.

Yet it is clear from the picture of federal energy subsidies described above that no real

progress can be made in moving our country towards a new, more competitive energy future

without addressing the preponderance of subsidies accrtiing directly or indirectly to

conventional energy resources. Reducing subsidies to conventional and polluting energy

sources is a win-win combination of fiscal prudence and energy and environmental progress.

World energy markets will not wait. We need to begin now to make fundamental changes in

our energy tax subsidy picture, and to ensure continued progress towards a balanced and

forward-looking energy tax picture. This change should take the form of specific efforts to

reduce existing energy subsidies as well as a new approach to all new tax proposals, one which

explicitly takes its energy and environmental impacts into account. If we follow this approach,

the next study of federal energy subsidies will reveal a very differem pattern, and the growth

of new energy efficiency and renewable energy markets will underscore the results.

Again, let me thank you for the opportunity to address the Subcommittee.
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ALLIANCE TO SAVE ENERGY * FRIENDS OF THE EARTH
NATURAL RESOURCES DEFENSE COUNCIL

June 25, 1993

Honorable Jim McDermott

1707 Longworth House Office Building

U.S. House of Representatives

Washington, D.C. 20515

Dear Representative McDermott:

We would like to commend you for developing The Renewables and Energy Efficiency

Incentives Act of 1993 (H.R. 2026). The bill represents a coherent effon to reform our nation's tax

code by rejecting the current practice of subsiding mature, polluting energy sources at the expense of

efficiency and clean, emerging technologies. This legislation will push the nation in a new direction,

toward a future which values environmental quality and economic vitality.

We are grateful for your past support of environmentally friendly tax measures, particularly

your efforts last year in the Ways and Means Committee to include a package of environmentally

friendly tax measures in the National Energy Policy Act H.R. 2026 is a natural outgrowth of those

earlier efforts to rationalize policy for development of energy efficiency and renewable energy sources

while eliminating subsidies for dirty and dangerous sources.

As you know, the tax code powerfully influences the investment and research decisions made

by companies and individuals. By removing obsolete subsidies for conventional energy sources, H.R.

2026 will reduce a major obstacle to developing cleaner energy alternatives. In addition, providing

targeted incentives for emerging technologies is good policy to improve our country's economic

competitiveness in the emerging global markets and to assure that future growth will not exact a high

cost in environmental degradation.

Once again, we thank you for your efforts in this crucial area. We look forward to working

closely wdth you to advance your legislation.

Sincerely,

^MhitonkoiL
Dawn Erlandson

Director, Tax Policy Project

FRIENDS OF THE EARTH

On behalf of:

Dan Lashof Mary Beth Zimmerman

Senior Scientist Senior Program Manager

NATURAL RESOURCES DEFENSE ALLIANCE TO SAVE ENERGY
COUNCIL
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Chairman Rangel. Mr. Sklar.

STATEMENT OF SCOTT SKLAR, EXECUTIVE DIRECTOR, SOLAR
ENERGY INDUSTRIES ASSOCIATION

Mr. Sklar. Thank you, Mr. Chairman.
The Solar Energy Industries Association is the trade association

of the photovoltaics and solar thermal manufacturers and compo-
nent suppliers.

I want to start oflF by thanking this subcommittee and the full

committee for extending the solar business credits last year. On a
personal note I want to say this New York City bom and raised
and now Virginia resident lost most of his hair due to last-minute
extensions on this issue, and I am glad I don't have to face that
anymore.
On the solar side, we have 60 utilities working with our industry

to scale up manufacturing to procure photovoltaic solar electric

technology in cost-effective applications. We have had three manu-
facturing facilities upgraded in 1992 in California, Maryland and
the State of Washington. We have two more being built in 1993 in

California and Norfolk, Va., and we have five more in 1994-95, in

large part, due to the work of this committee supporting invest-

ments in this kind of high-technology industry.
On the solar steam side and electric side, we have a consortia of

utilities upgrading the Solar One plant, the first base load plant
that can produce steam to make electricity day or night, rain or
shine, and we expect 10 facilities like this in this decade. Solar dish
engine technology, a new kind of solar driven engine, and solar
trough technology will start being deployed again in this decade.

Solar water heating sales are bullish and mostly going into the
institutional building sector, and extending the business credit will

move it into the commercial sector.

I want to point out in the last page of my testimony we have a
chart showing jobs related to making solar equipment versus mak-
ing automobiles, and you will find the same components, materials
and skills are required in both industries. And I think that, as the
statistics that Mary Beth Zimmerman of the Alliance quoted from
our joint study, 350,000 plus jobs is a GM-sized set of industries
that is worth your attention.

So with all this good news, why are we here? We want two minor
technical corrections in the energy policy act.

One, utilities are excluded from getting the investment tax cred-
it. A commercial enterprise can get it. An independent private
power producer who supplies power to a utility can get it. But with
solar, unlike many of the other renewables, most of our technology
will be defused and used by the utility industry, and we need them
to be partners in this.

There is no policy reason for this. This is a quirk. We would like

it fixed.

In addition, the investment tax credit can be used for solar water
heating, and it can be used for electricity production, but it can't
be used for steam. Steam is a major market, so we would just like

to make sure that the Congress isn't saying which markets. It

ought to be just promoting solar. There is no reason for that, ei-

ther.
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In regard to H.R. 2026 that was introduced by the esteemed and
great Representative McDermott, he had put two great provisions
in there for solar energy: Limited AMT reHef, which, obviously, we
support. And this is not to be greedy, frankly. This is because we
are marginally profitable, and until we can build new manufactur-
ing and build deployment, we can't take advantage of some of these
tax incentives without it.

And the second one is a change in the solar property definition
which allows that solar equipment that at least provides 51 percent
of the energy can receive the credit. There was an arbitrary 75 per-
cent figure.

What these changes will do is just further drive our industry

—

and I would like to note that right now the international markets
have been driving our industry. Two billion people around the
world don't have access to electricity. Renewable energy and solar
in particular is one of the least-cost solutions to do it.

The United States leads technologically. One of our companies
that will be building a pilot plant in 1996, Cummins Engine—

I

brought a picture. This is the solar-driven engine I am talking
about. A pilot facility is in the plans to build 50 of these in 1996,
and by the end of this decade it will be in the hundreds. You can
use solar during the day and natural gas or biogas at night, and
this is a very versatile technology in areas of the world that don't
have access to electricity or this kind of technology.
And I would like to conclude that this committee and the Con-

gress has really been a supporter of this industry. We need some
minor fine tuning, but it will drive lots of jobs, keep the U.S. com-
petitive edge. And if we don't build our markets domestically, we
will not be able to dominate the multibillion dollar markets at the
end of this decade for our technologies. And thanks for the time.

[The prepared statement and attachment follow:]
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STATEMENT OF SCOTT SKLAR,
EXECUTIVE DIRECrOR, SOLAR ENERGY INDUSTRIES ASSOCIATION

INTRODUCTION

The Solar Energy Industries Association (SEIA), the national trade organization of

the photovoltaics and solar thermal manufacturers and component suppliers,

wishes to thank the House Ways and Means Committee for extending the business

investment tax credit for solar applications. The extension of the 10 percent

commercial credit, absent any expiration date, was essential to show clear,

consistent federal support for solar energy investments.

While this credit has been and continues to be highly beneficial to our industry, it

needs strengthening. The Renewables and Energy Efficiency Incentives Act of

1993 represents a good beginning to this process. But SEIA urges the Committee
to adopt three simple but important technical modifications to the existing tax code
to render it more useful and equitable to the solar energy industries.

The tax credit has already attracted capital to our industries. Sales for solar water
heating have grown over 15 percent annually. The utility industry is now forming

a collaborative called "Solar HjO" to aggregate markets for solar water heating.

This Important exercise will allow industry to attract the private capital needed to

scale-up manufacturing and thus reduce costs, allowing the further expansion of

commercial markets. This year, one solar [water heating system] manufacturer has

scaled-up and automated its plant; others are planning to follow suit in the near

future.

A newly formed, 63-member utility consortium -- in concert with a collaborative

known as "PV For Utilities" (comprised of key players from the utility, regulatory,

PV industry, government, and consumer groups) - has embarked on a mission to

create a 50 megawatt-per-year market for photovoltaics, using staged

procurements and sequential purchases of already cost-effective applications. In

1 992, two of the largest photovoltaic manufacturers scaled-up and automated

their manufacturing facilities, and two other manufacturers have announced new
automated facilities in 1993. The technical amendments we seek today would

ensure the construction of at least five new automated facilities in the United

States by 1995.

Solar thermal technologies are also on the cusp of new commercial activities. A
consortium led by Southern California Edison is upgrading and converting the 10

megawatt solar central receiver in Barstow, California with new stretched-

membrane heliostats (mirrors) and a molten salt storage system. Once the Solar

Two prototype is validated, several utilities are planning to order the first baseload

solar generating technology which will be able to produce electricity, rain or shine,

night or day. Another solar thermal technology, the dish-engine system, where a

reflective dish concentrates solar energy to power an external combustion engine,

is nearing commercialization. The smaller of these systems ~ a 7-kilowatt system

designed for remote power applications - is being demonstrated successfully in

states all over the country, including Pennsylvania. Several major utilities have

also committed to cost-sharing a joint ventures program to test and validate a

larger, 25-kllowatt dish-engine system capable of delivering utility-grade power.

Three U.S. engine companies, Cummins, Detroit Diesel, and Westinghouse, are in a

race towards pilot production facilities for this technology in the late 1 990s.

Finally, the most proven solar thermal technology, the parabolic trough, is used to

produce 385 megawatts of power in Southern California at five generating plants

as well as to produce process heat for numerous facilities in western states. A
new industry consortium is forming to market and deploy a new generation of
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these technologies.

For the U.S. solar Industry to scale-up manufacturing and to substantially penetrate

the U.S. energy oiarkets, it must forge a long-term partnership with the utility

sector. SEIA has three suggestions to ensure that U.S. tax policy promotes this

strategic alliance:

• Allow utilities to utilize the existing 1 percent solar business energy

tax credit.

• Broaden the definition of solar property to include "dual use"

equipment that is at least 51 percent solar, and equipment which

produces steam for industrial processes.

• Treat the U.S. solar industry equitably with other domestic energy

producers by providing partial relief from the alternate minimum tax"

(AMT).

These technical corrections will strengthen and focus the solar incentives already

passed, and will provide more equity to the now biased federal subsidies for

conventional and more entrenched domestic energy industries.

Each of our three proposed changes are described in detail below.

1). EXTEND ELIGIBILITY FOR THE SOLAR BUSINESS TAX CREDIT TO UTILITIES

Currently, the solar business energy tax credit extends eligibility to commercial

users, private power, and independent power producers, but qqI to private utilities.

To exclude utilities from the business energy tax credit for solar energy is

inconsistent with other incentives promoting renewable energy technologies.

Under the Energy Policy Act, eligibility for a 1 .5-cents-per-kilowatt-hour tax credit

is extended to investor-owned utilities that produce power using wind and closed-

loop biomass. In addition, public utilities are eligible to receive a production

incentive payment, also at the rate of 1 .5 cents per kilowatt-hour of energy

produced using renewable energy, for which the Administration has proposed a

funding level of $2 million for FY 1994.

Extending the tax credit to utilities is a key ingredient in the set of market

conditions needed for solar energy diffuse rapidly within the utility sector, and

should be included in H.R. 2026. Since it is unlikely that the solar energy industry

can mature and grow to its full market potential without the participation of

utilities, this amendment to the tax code is one of the highest priorities of the solar

energy industry. Extending eligibility of this tax credit to utilities would be strongly

supported by the Edison Electric Institute, the American Gas Association, and the

utility collaboratives formed to increase deployment of solar energy mentioned

above.

2). BROADEN THE DEFINITION OF QUALIFYING SOLAR PROPERTY
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The definition of qualified solar property should be modified in two ways:

First, it should allow the credit to be claimed for the solar portion of "dual use"

equipment (such as hybrid systems which use solar energy combined with another

energy source to produce energy) for which solar power contributes at least 51

percent of the overall energy produced. Section 104 of H.R. 2026 accomplishes

this change by including specific statutory language in section 48 of the tax code.

While the existing current tax code does not directly address this issue, the current

definition of solar property relies on statutory language pertaining to steam-to-

electric trough technology in the Public Utility Regulatory Policies Act (PURPA).

Qualified property excludes "dual use* equipment which derives less than 75
percent of its energy from solar energy. Many solar systems which use a back-up

energy source are currently excluded from eligibility because of this restriction.

Extending the definition to systems that are predominantly solar is only logical, in

that it equally treats all solar commercial heat and electric applications. This

definition Insures that the credit can be used only for the solar property installed as

per the original intent.

Second, the definition of solar property should explicitly include equipment that

produces steam, such as for industrial process or industrial process preheat. This

correction is not included in H.R. 2026. Solar equipment that produces hot water

for such processes is currently eligible. We believe the interpretation of the

definition to exclude non-electric steam-producing equipment is mistaken and

should be corrected to allow eligibility for a group of solar process heat

technologies for which there is a growing market demand.

The industry believes these technical corrections will clear perceived impediments

to use solar technologies in the industrial process heat and steam applications, as

well as clarify allowable solar technologies in hybrid applications.

3). ALTERNATIVE MINIMUM TAX RELIEF

Two issues need to be addressed regarding Alternative Minimum Tax (AMT) relief:

First, the Congress approved AMT relief for domestic oil and gas producers. Our

emerging industries, who are also domestic energy producers and who must

compete with conventional Industries, are once again placed in a competitive

disadvantage.

Second, our industries are less than fifteen years old and are predominantly small

businesses. Existing solar incentives are important but still do not adequately

compensate for our marginal profitability and our current situation in which an

exceedingly high share of income is focussed towards R&D and marketing.

The AMT provisions embodied in the Renewables and Energy Efficiency Incentives

Act of 1993 are exactly what our industry believes is fair and adequate. The

partial AMT relief provides equity between domestic energy producers, yet still

embodies the basic principle of the need of a minimum corporate tax.
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CONCLUSION

The U.S. solar Industry Is on the growth curve. Overseas sales for photovoltalcs

have topped 60 percent In 1992, but the only way U.S. can dominate the potential

multl-bllllon dollar global markets for sustainable energy Is by building our markets

domestically. Solar water heating has dropped In costs and increased in reliability

with solar water heating systems now certified by the Solar Rating and

Certification Corporation (SRCC), the non-profit entity supported by the U.S.

Department of Energy and State Energy Offices. Concentrated solar technologies,

including central receiver, dish engine, and trough technologies are all poised to

increase market penetration In the 1 990's to provide energy for industrial process

heat and pre-heat, peak power and baseload electricity.

Our industries thank the Committee for its support and hope that the technical

issues we raised can be addressed positively and forthrlghtly In this session of

Congress.
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ChairmEin Rangel. Mr. Payne.
Mr. Payne. Thank you very much, Mr. Chairman.
Mr. Shaw, I was very interested in your testimony. I have a lot

of timber in my district. Mr. Kopetski intended to be here, but he
has been detained and has not yet come back.
You mention in your testimony that many woodlot owners are re-

evaluating the use of their land and are converting it to other uses.

Could you provide the committee with some data on how much
timberland is now being converted to other uses?
Mr. Shaw. Well, it continues to be a significant amount each

year. Specific numbers I don't have with me in my information
here, but, basically, we are doing more on small acreage is what
it boils down to, through research and so forth. And a lot of it has
shifted to companies that have a vested interest in developing
those resources for manufacturing purposes.

The small private landowner is the one that has geared back be-

cause of loss of incentives, and that is basically where the largest

loss is occurring.

Mr. Payne. I think you mentioned 72 percent of all the commer-
cial timberland is owned by small
Mr. Shaw. Right, by independent, nonpublic agencies,

nonagency, nonpublic land. That would include corporate land also.

Mr. Payne. So that is all private corporation?
Mr. Shaw. Right. Most areas in our region in the south, that

translates into—of the three-fourths of the land base that is owned
by nonpublic entities, approximately two-thirds of that is owned by
nonindustrial owners. That is just a general, overall overview of

the south.

Mr. Payne. It is my own observation that timberlands are being
converted, and we need to understand that from a public policy

perspective as we look down the road. If there is information that

you might provide the committee
Mr. Shaw. I would be happy to.

Mr. Payne [continuing]. We would appreciate that very much.
[The following was subsequently received:]
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BARTOW S. SHAW. JR.

FRANK A, McLEOD. Ill

Roy e. Belser

Boris Hurlsutt

Paul e. klapthor

Shaw, McLeod, Belser and Hurlbutt, incorporated

Forest Resource Consultants

407 N. Pike Road E. • Post Office Box 487

Sumter, South Carolina 29151

803-773-5461

FAX 803-773-4248

July 14, 1993

WALTERBORO OmCE
250 BELLS HIGHWAY
P,0 DRAWER 770

WALTERBORO, SC 29488

803.541-2507

FAX 803.549.1719

OEOROETOVyN OFFICE

117 SCREVEN STREET
P O. Box 2287

GEORGETOWN. SC 29442

803-527.1814

FAX 803.527.1614

Ms. Janice Mays, Chief Counsel
Committee on Ways and Means
U.S. House of Representatives
1102 Longworth House Office Building
Washington, DC 20515

FAX: 1-202-225-2610

Dear Ms. Mays:

In response to questions by Representatives Payne and Kopetski
during my testifying on behalf of H.R. 960 on June 24, I refer
to a recent compilation of data by the U.S. Forest Service
showing the timberland area in the United States for the years
1992, 1987, 1977, 1962, and 1952.

In 1987, the first year affected by the Tax Reform Act of 1986,
farmer-owned timberland in the United States was 95,791,000
acres. In 1992, the farmer-owned timberland acreage was
82,484,000 acres, a 13.9 percent drop from 1987.

I will be pleased to elaborate on the report and provide
additional information if needed. However, as I understood the
questions, this should provide the information requested.
Thank you for the opportunity to provide this support for our
position.

Yours very truly,

Bartow S. Shaw, Jr.
BSSjr/pmb

cc: Mr. Phil Ufholz
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Mr. Payne. Ms. Zimmerman and Mr. Sklar, I wanted to just

comment on my great and esteemed colleague Mr. McDermott's
bill.

I, too, am very interested in using renewable sources. I do have
some concerns about how this might be paid for.

I have received some correspondence from a number of organiza-

tions very concerned about section 302, which would eliminate the

ability of publicly owned utilities to issue tax-exempt bonds for con-

struction, upgrading, maintenance, and operation of energy facili-

ties which use coal, oil, and nuclear fuel.

These organizations are ones such as the American Public Gas
Association, Public Power Association, American Public Works As-
sociation, the Council of Infrastructure Financing Authorities, the

Government Finance Officers Association, National Association of

Counties, National Association of State Auditors and Comptrollers
and Treasurers, National Association of State Treasurers, National
Association of Towns and Townships, National Governors Associa-
tion, National League of Cities, National School Boards Associa-

tion, and, additionally, on section 303, which I know a little more
about, the National Rural Electric Cooperative Association. Section

303 calls for the repeal of the tax-exempt status of rural electric

cooperatives.
In the economic package that we are now working on, the rural

electric cooperatives have already been affected to the extent that

the subsidy for their loans has been reduced and in many cases

eliminated.
So, while I support the concept that we need to find ways to pro-

vide some incentives for what it is that you are attempting to do,

I do have concerns about sections 302 and 303 and would like to

enter these letters into the record if I might.
Chairman Rangel. Without objection.

[The information follows:]
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AIRPORTS COUNCIL INTERNATIONAL -- NORTH AMERICA
AMERICAN PUBLIC GAS ASSOCIATION

AMERICAN PUBLIC POWER ASSOCIATION
AMERICAN PUBLIC WORKS ASSOCIATION

COUNCIL OF INFRASTRUCTURE FINANCING AUTHORITIES
EDUCATION FINANCE COUNCIL

GOVERNMENT FINANCE OFFICERS ASSOCIATION
NATIONAL ASSOCIATION OF COUNTIES

NATIONAL ASSOCIATION OF STATE AUDITORS. COMPTROLLERS & TREASURERS
NATIONAL ASSOCIATION OF STATE TREASURERS

NATIONAL ASSOCIATION OF TOWNS AND TOWNSHIPS
NATIONAL GOVERNORS ASSOCIATION

NATIONAL LEAGUE OF CITIES
NATIONAL SCHOOL BOARDS ASSOCIATION

June 23, 1993

Honorable Dan Rostenkowski
U.S. House of Representatives
2111 Rayburn House Office Building
Washington, D.C. 20515

Dear Congressman Rostenkowski

,

We, the above organizations representing state and local
governments and their officials, are writing to express our
opposition to Section 302 of H.R. 2026, the Renewables and Energy
Efficiency Incentives Act of 1993, introduced by Congressman Jim
McDermott (D-WA) . Section 302 strikes a serious blow to state and
local autonomy by eliminating the ability of publicly owned
electric utilities to issue tax-exempt bonds for construction,
upgrading, maintenance and operation of energy facilities which use
coal, oil or nuclear fuel. We understand the House Ways and Means
Committee has scheduled a hearing for June 24 on this issue.

Congressman McDermott proposes to place restrictions on tax-exempt
bonds as a revenue offset for tax incentives for renewable energy
sources and conservation measures. While promoting renewable
energy and energy conservation is a noble objective, the bill's
impact on energy policy would be far outweighed by what amounts to
a significant policy change in the tax treatment of state and local
municipal bonds. Section 302 of the bill represents yet another
attempt to limit the kinds of governmental functions which may
qualify for tax-exemption.

Tax-exempt financing has traditionally been extended to all
activities undertaken by state and local governments, so long as
the facilities are owned and operated by the qovemwent and
benefits are provided to all citizens. Restricting the issuance of
tax-exempt bonds by state and local governments will significantly
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increase the cost of providing public facilities, particularly
infrastructure facilities. State and local governments are
ultimately responsible for providing these public services,
therefore, decisions about these public facilities are best left at
the state and local levels.

There is simply no justification for distinguishing between
electricity service and other state and locally owned services for
which governmental bonds are issued. Thus, if it can be argued
that public power should not be allowed to issue tax-exempt bonds
for coal, oil, and nuclear powered facilities (because the federal
government does not want to promote this type of energy
generation), what is to prevent the same argument from applying to
the issuance of tax-exempt bonds for schools that are heated by
oil, or mass transit systems that utilize gasoline powered buses?

Although each of our organizations fully support the goals of
energy efficiency and conservation, the means by which the
McDermott bill achieves these ends would seriously compromise the
historical sovereignty of states while providing, at best, a

marginal change in the use of coal, oil and nuclear fuel for energy
production and a minimal amount of additional federal revenues.

We urge you to oppose section 302 of H.R. 2026 the Renewables and

Energy Efficiency Incentives Act of 1993.
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National Rural Electric

Cooperative Association

Wulmiflai. D.C 20036-ltS3

Tdcphone: (202) (S7-950O

Statement of

Bob Bergland

Executive Vice President

National Rural Electric Cooperative Association

for the Record of

U. S. House of Representatives

Committee on Ways and Means
Subcommittee on Select Revenue Measures

Regarding H.R. 2026,

The Renewables and Energy Efficiency Incentives Act of 1993

June 24, 1993

EXECUTIVE SUMMARY: H.R. 2026, the Renewables and Energy Efficiency

Incentives Act of 1993, Section 303, calls for the repeal of tax exempt status for rural

electric cooperatives. Rural electric cooperatives currently qualify for tax exemption

under Section 501(c)(12) of the Internal Revenue Code of 1986. Their exemption is

based on the way cooperatives are organized, not on what services they provide. The

Internal Revenue Service administers very strict tests to determine tax exempt status of a

cooperative under Section 501(c)(12) including democratic control, operation at cost,

return of capital credits based on margins and a severely limited amount of activity

conducted with noimiembers of a cooperative. The exemption under 501(c)(12) is

granted on a case-by-case basis and has decades of case law behind it The Nation2d

Rural Electric Cooperative Association must oppose H.R. 2026 as long as Section 303

addressing rural electric cooperatives remains in the bill.
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Mr. Chairman, distinguished members of the Subcommittee, my name is Bob Bergland

and I am executive vice president of the National Rural Electric Cooperative Association

(>fRECA). I submit this statement for the hearing record on behalf of the nation's

approximately 1,000 not-for-profit, consumer-owned rural electric systems that provide

central station electric service to more than 25 million people in 46 states.

Rural electric lines span 70 percent of the nation's land mass to serve 10 percent of the

nation's population. These rural electric systems continue to face the traditional

obstacles that make serving rural areas difficult — rugged terrain, harsh weather and

distance.

Another obstacle is rate disparity. Seventy percent of rural electric systems have higher

rates than their neighboring utilities. Part of that rate disparity is attributable to the

higher per-consumer investment in plant necessary to serve in rural areas. In addition,

niral electric systems serve primarily residential loads — two-thirds residential as

compared to two-thirds commercial and industrial loads served by investor-owned and

municipally-owned utilities.

Rural electric systems are consumer-owned, and organized as not-for-profit cooperatives.

Everyone who receives service is a member-owner of the rural electric system, and, in the

event that revenues exceed expenses, those excess revenues are returned to consumers in

the form of capital credits. There is no profit.

Because of the way they are organized, rural electric systems qualify for tax exemption

under Section 501(c)(12) of the Internal Revenue Code. To qualify for this exemption,

rural electric systems must undergo rigorous examination by the Internal Revenue Service

(IRS).

Qualification for this exemption is based on several factors. First, the organization must

be democratically controlled. Typically, this requirement is met through the principle of

one-member, one-vote. Rural electric cooperatives meet this prerequisite, as every

consumer has the right to vote in board elections and in other matters concerning the

affsiirs of the cooperative. As well, co-ops must operate at cost, and must return capital

credits based on margins. Finally, organizations that qualify for 501(c)(12) exemption

must conduct a large majority of their business with members: the IRS places severe

restrictions on how much business a cooperative may conduct with nonmembers.

Cooperatives must annually prove that 85 percent or more of their business is conducted

with members.

The exemption under Section 501(c)(12) is granted on a case-by-case basis, and has

decades of case law standing it. TTie system of regulation, statute and case law which

underpins rural electric systems' tax exemption works because it ensures that not-for-

profit cooperatives are subject to oversight by the IRS, Congress and the courts. The
current system provides a level of certainty which allows prudent business planning by

cooperatives for their members.
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H.R. 2026, the Renewables and Energy EfBciency Incentives Act of 1993, contains a

number of incentives which would seem to promote the use of renewable resources and

the wise use of energy.

Rural electric cooperatives are committed to the wise use of energy, and many rural

electric systems utilize integrated resource planning to achieve reliable, affordable electric

service in rural areas. For example, cooperatives in at least four Western states

(Colorado, Wyoming, Nebraska and Kansas) are using or investigating the use of

photovoltaic cells to provide power to remote locations for use in livestock watering

facilities, television signal repeaters, electric fencing and static protection for pipelines.

In addition, one generation and transmission cooperative, Tri-State G&T Association,

Inc. of Denver, Colorado, is in negotiations on a joint ventiu-e which would construct a 60

to 70 megawatt wind farm in Wyoming, from which Tri-State would receive 10 megawatts

of power.

However, H.R. 2026 also contains a provision, in Section 303, that is based apparently on

a misunderstanding of rural electric cooperative operations and has no bearing on the

cost to the federal government of rural electrification.

Rural electric systems, like all electric utilities, receive federal assistance. However, that

federal assistance comes in the form of loans from the Rural Electrification

Administration (REA), an agency of the United States Department of Agriculture, not

from provisions of the Internal Revenue Code. Hence, the federal cost of the rural

electric program comes from an annual appropriation to cover the difference between

the cost of money to the government and the rate at which it is loaned to rural electric

borrowers. The Subcommittee on Agriculture of the House Committee on

Appropriations recently approved an appropriation for rural electric direct loans of $61

million which would fund a loan level of $725 million. That cost is a reduction from the

Fiscal Year 1993 appropriation of $117 million in subsidy cost due to changes drafted by

the House Committee on Agriculture and approved by the fuU House of Representatives

in the budget reconciliation bill.

As a result of President Clinton's call for deficit reduction, the rural electric cooperatives

have agreed to the changes included the House-passed version of budget reconciliation

which would restructure the REA lending program and reduce the federal assistance to

rural electric borrowers. We fully expect the full Senate to approve similar cuts in its

version of budget reconciliation. We agreed to these changes in order to target

government assistance to the neediest of cooperative systems. Furthermore, we agreed

to these cuts in the full knowledge that none of the subsidies provided to other segments

of the electric utility industry were facing punitive changes in budget reconciliation.

The revocation of tax-exempt status in Section 303 of H.R. 2026 would not affect federal

revenues because not-for-profit cooperatives by definition have no profit to tax.

However, revocation of 501(c)(12) would "upset the applecart" of statute, regulation and

case law, imposing additional accounting burdens on rural electric systems, their

consumer-members and additional oversight burdens on the IRS.
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Furthermore, we have serious doubts about the efficacy of providing "energy conservation

and renewable energy incentives" only to investor-owned utilities and their customers

while curtailing the ability of consumer-owned power systems (whether municipally- or
cooperatively-owned) and their consumers to exercise similar incentives.

NRECA must vigorously oppose H.R. 2026 as long as Section 303, addressing rural

electric cooperatives, remains in the bill. We further urge your opposition to the

inclusion of Section 303 as a revenue offset for the tax incentives embodied in H.R. 2026.

Section 303 is not energy-related tax policy; it deals with the structural organization of

businesses. As such it is an inappropriate addition to the incentives in H.R. 2026.

I will be happy to respond to any questions members of the Subcommittee may have.
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Mr. Payne. I just wanted to state my concern about this bill, and
if you have any comment on that I would appreciate it.

Ms. Zimmerman. One comment, actually. One of the paragraphs
I eliminated, running out of time, dealt with the fact that it is, of

course, always easier to provide new subsidies than to eliminate
old subsidies, but that it is clear from the picture that I described
of Federal energy subsidies that real progress is going to have to

involve reducing subsidies and eliminating subsidies that are al-

ready in place. I think that is something we need to face up to.

Mr. Sklar. I don't want to put any words in the mouth of the
great and esteemed Congressman from the State of Washington,
but I believe the intent of that title was, as Mary Beth Zimmerman
said, was to basically show that there are subsidies that throw the
market toward conventional energy, and I think it was to highlight
that more than anything else.

From my industry's point of view—my association's point of view,

we consider the utilities sector, rural co-ops, investor-owned utili-

ties and public power to be our strategic partners and the other re-

newable technologies as well. And from running a trade association

the many years I have and being a married man I learned it is a
lot easier to get things you want using carrots than sticks.

And I expect that the appropriate role here was to highlight the
bias in the Tax Code, but I think the goal really is to allow the util-

ities sector to make right choices. And so what we are really look-

ing for is to not punish utilities in any way shape or form but to

encourage them to make some risks on environmentally sound
technology. So that is how we would prefer to take a look at that.

Mr. Payne. I agree with and applaud that goal. I hope that it

would be possible for all these organizations to work together to ac-

complish it.

Mr. Sklar. It is the solar industry's intent to do that.

Mr. Payne. Thank you very much.
Thank you, Mr. Chairman.
Chairman Rangel. The Chair recognizes the great and esteemed

Congressman
Mr. KOPETSKI. Thank you, Mr. Chairman.
Chairman Rangel. From Washington. I am terribly sorry. We

have more than one great and esteemed member of this committee,
but the first great and esteemed member will be Congressman
McDermott.
Mr. McDermott. Thank you, Mr. Chairman.
I would like to read—or put a statement in the record because

last year the Ways and Means Committee added to the National
Energy Policy Act several provisions encouraging the use of renew-
able energy, energy efficiency, mass transit and alternative fuels.

These provisions enjoyed bipartisan support and were widely ac-

claimed as some of the most progressive steps taken in the act in

the direction of new and sustainable energy.
Last winter, I invited several energy experts, some of whom are

testifying here today and are somewhat flowery in their comments,
to discuss with my staflF how to build on last year's accomplish-
ment. The consensus of the group was that energy efficiency and
renewable energy technologies were poised to play a vital role in

this country's economic energy future. Before such a change can
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happen, the United States needs to change its Tax Code which
strongly favors investment in conventional and polluting fuels.

It is really out of that effort that a discussion paper came, which
I will distribute soon to the members of the committee, and
H.R. 2026, a bill which is in this hearing today.

I would like to comment on section 302 since it has come up,
which repeals tax-exempt financing for the construction of electric

fenerating facilities fueled bv coal, petroleum and nuclear power,
'his provision was not intended to affect the upgrade, maintenance

or operation of existing facilities.

I have invited the American Public Power Association on several
such occasions to sit down with my staff to address the concern in

this area. Seattle City Light, which is my own public utility, so I

have no interest in offending public utilities, has indicated its de-

sire to work on this provision. I hope that others will join.

Last year, I helped secure an expansion of tax-exempt financing
to allow public utility districts in Washington State to improve fish

passage on their hydroelectric dams, and I am a supporter with
Rich Neal on the $15 million private use restriction on public
power bonds in this session, so I am a strong supporter of munici-
pal finance. But I think that we do need to look at the code and
see how the code drives energy choices in this country.

[The prepared statement follows:]
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Statemqit for the Record
hy Rep. Jim McDermott (D-WA)
^«giTfrfnininittee on Select Wyypn^g^

Jime 24. 1993

STATEMENT

Last year, the Ways and Means Committee added to the National

Energy Policy Act several provisions encouraging the use of renewable
energy, energy efHciency, mass transit, and ^temative ftiels. These
provisions enjoyed bipartisan support, and were widely acclaimed as some
of the most progressive steps taken in the Act in the direction of a new
and sustainable energy future.

Last winter, I invited several energy experts, some of whom are

testifying before you today, to discuss with my staff how to build on last

year's accomplishment. The consensus of the group was that energy
efficiency and renewable energy technologies were poised to play a vital

role in this country's economic and energy future. Before such a change
can happen, however, the U.S. needs to alter a tax code which strongly

favors investment in conventional and polluting fuels. Out of that e^ort
grew a discussion paper which I will distritute soon to all members of the

Committee, and H.R. 2026, the Renewables and Energy Efficiency

Incentives Act of 1993, a bill before the Committee in today's hearing. I

look forward to working with the Committee and other members of
Congress in accomplishing this transformation of the tax code.

Before closing, I would like to comment on Section 302 of my
legislation, which repeals tax exempt financing for the construction of

electric generating facilities fueled by coal, petroleum, or nuclear power.
This provision is not intended to affect the upgrade, maintenance, or

operation of existing facilities. I have invited the American Public Power
Association on several occasions to sit down with my staff to address its

concern in this area. Seattle City Light has indicated its desire to work on
this provision and I hope others will join us.

Last year I helped secure an expansion of tax exempt financing to

allow public utility districts in Washington State to improve fish passage
on their hydroelectric dams. This year, I am a cosponsor of legislation

introduced by Congressman Neal which repeals the $15 million private use
restriction on public power bonds.

Although I am a strong supporter of municipal tax exempt financing,

I differ with my colleagues in public power when they argue that the

federal government has no right to restrict the usage of this tax subsidy.

A recent study found that, from 1980 - 1989, nearly 90 percent of capital
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spending resulting from public power bond issues benefitted the coal and
nuclear industries. By comparison, the combined total for wind, solar,

and energy efficiency amounted to less than 1 percent of all public power
bond issues, (emily—from marybeth's report, verify the figures with her.

a total in dollars might add to it here.)

Finally, Section 302 raises no new revenue. Joint tax estimates that

any revenue freed up by the restrictions in section 302 would be used by
municipalities for other purposes. Under my bill, public utilities can
continue to build coal and nuclear plants, but investors must pay the full

cost of these facilities. Any revenues saved by this provision, will then be
available to municipalities to spend as they choose, on low-income housing,
environmental cleanup, new port facilities, or perhaps, on energy
efficiency and renewable energy, (leave Seattle City Light out. we have
no letter in hand, they serve us better not dragged too far into the middle
of this.)

Federal tax policy plays a key role in shaping investment
decisions, and without a change in the tax code, our enei^ future will

look much like our energy past. A few logical changes to the tax code will

help ensure that we simultaneously achieve two of our most important
national goals: a healthy environment and a vibrant economy.
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June 23, 1993

The following organizations support H. R. 784, "The Energy EflBciency and Conservation Act of

1993," which was introduced by Congressman McDermott. We urge the House to include H. R.

784 in an appropriate legislative vehicle.

Energy efficiency is a critical resource for meeting America's future energy needs at minimum cost

and with minimum environmental impact. Congress recognized this last year when it largely

exempted energy efficiency rd)ates from taxation in H. R. 776, "The Comprehensive National

Energy Policy Act."

H. R. 784 continues the policy established in H. R. 776. It ensures that the cost ofthis energy

resource is not arbitrarily increased by clarifying that it is our national tax policy to allow utilities

to expense, not capitalize, expenditures for utility energy efficiency programs.

The Alliance to Save Energy

American Gas Association

Cincinnati Gas and Electric

Consolidated Edison Company

Duke Power

Duquesne Light Company

Edison Electric Institute

JTie Empire District Electric Company

Entergy Services

Jersey Central Power & Light

Long Island Lighting Company
Metropolitan Edison

Montana Power

NARUC
New England Electric Service

New York State Electric and Gas

Niagara Mohawk Power Company

Northern States Power Company
Oklahoma Gas & Electric Company
Pacific Gas and Electric Company
PacifiCorp

Penelec

Portland General Electric Company

PSI Energy, Inc.

Puget Sound Power and Light Conq)any

St. Joseph Light & Power

San Di^o Gas and Electric Company
Southern California Edison Con^ai^
Texas Utilities Services, Inc.

Union Electric Company
United Illuminating Company

Washington Water Power

Wisconsin Electric Powct Onqiany
Wisconsin Public Service Corporation

*The companies in italics have been added since letters were sent to members ofthe House Ways and

Means Committee
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ALUANCE TO SAVE ENERGY * FRIENDS OF THE EARTH
NATURAL RESOURCES DEFENSE COUNCIL

June 25. 1993

Honorable Tun McDermott
1707 Longworth House Office Building

U.S. House of Representatives

Washington, D.C 20515

Dear Representative McDermott:

We would like to commend you for developing The Renewables and Energy Efficiency

Incentives Act of 1993 (H.R. 2026). The bill represents a coherent effort to reform our nation's tax

code by rejecting the current practice of subsiding mature, polluting enagy sources at the expense of

efficiency and clean, emerging technologies. This legislation will push the nation in a new direction,

toward a future which values environmental quality and economic vitality.

We are grateful for your past support of environmentally friendly tax measures, particularly

your efforts last year in the Ways and Means Committee to include a paclcage of environmentally

friendly tax measures in the National Energy Policy Act H.R. 2026 is a natural outgrowth of those

eaiiier efforts to rationalize policy for development of energy efficiency and renewable energy sources

while eliminating subsidies for dirty and dangerous sources.

As you know, the tax code powerfully influences the investment and research decisions made
by companies and individuals. By removing obsolete subsidies for conventional energy sources, H.R.

2026 will reduce a major obstacle to developing cleaner energy alternatives. In addition, providing

targeted incentives for emerging technologies is good policy to improve our country's economic

competitiveness in the emerging global markets and to assure that future growth will not exact a high

cost in environmental degradation.

Once again, we thank you for your efforts in this crucial area. We look forward to woildng

closely with you to advance your legislation.

Sincerely,

"W^tWifewi
Dawn Erlandson

Director, Tax Policy Project

FRIENDS OF THE EARTH

On behalf of:

Dan Lashof Mary Beth Zimmerman
Senior Scientist Senior Program Manager
NATURAL RESOURCES DEFENSE ALUANCE TO SAVE ENERGY

COUNCIL
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Mr. McDermott. I would like to ask just one question of Ms.
Zimmerman if the chairman would give me a moment.
Everyone asks for—anyone who asks for subsidies assures us it

will create jobs. How can you create jobs bv removing subsidies?
Ms. Zimmerman. Very good question. The key here is productiv-

ity and, in particular, productivity gains that are possible and
available by allowing new and emerging industries to compete in

the open market.
Productivity gains—^when we promote—when we remove the bar-

riers to the commercialization of energy efficiency, renewable en-

ergv resources, we do two things. One is we improve productivity
and manufacturing with industries using less energy and using it

more effectively. TTiat promotes our products overall, makes our in-

dustry more competitive overall.

Secondly, the energy efficiency and renewable energy industries

are more labor intensive than many of the energy supply indus-
tries, and this allows the creation of—a net job creation as these
industries emerge. It simply puts us at a more competitive advan-
tage when we allow the industries to compete on an equal footing

in the marketplace.
Mr. McDermott. How can we be sure that the general tax provi-

sions, when you put them in, will not go to the old industries rath-

er than things that you want to do? How do you do that in a gen-
eral tax provision?
Ms. Zimmerman. I think it is something that we need to be care-

ful about because the tax provision can affect energy choices even
if it doesn't have energy in the title or the text.

Provisions that make capital investment cheaper overall are used
very extensively in the energy supply sector, and that means our
taxpayer dollars are being used to help make it cheaper to produce
conventional energy resources. And so the language of the provi-

sions has to carefully stipulate which capital investments are eligi-

ble for that kind of treatment.
Chairman Rangel. The Chair will recess. Did you vote?
Mr. Hoagland. I did.

Chairman Rangel. Very good. Then, Mr. Kopetski, we have got
7 minutes to vote. It is your decision as to whether or not you want
to inquire at this time, but, meanwhile, Mr. Hoagland will chair
while we go vote.

Mr. Kopetski. Thank you.
Chairman Rangel. Before I leave, Mr. Brewster, by unanimous

consent, will enter his statement in the record for this panel as will

Congressman Matsui without objection.

[The prepared statements follow:]
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statement of Mr. Brewster (OK)

Mr. Chairman, I want to welcome Ms. Lazenby to the Committee. I

appreciate her coming here from Tennessee to share her expertise

with us.

I also want to express my strong support for the legislative

agenda of the Independent Petroleum Association of America.

Along with my colleagues, Mr. Jefferson and Mr. Andrews, I have

co-sponsored legislation to provide incentives to encourage

domestic oil and gas exploration and production. A healthy

domestic oil and gas industry is vital to our national security.

Mr. Chairman, I urge you and all of our colleagues to review

carefully Ms. Lazenby 's proposals and join me in supporting them.
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STATEMENT OF THE HONORABLE ROBERT T. MATS
MEMBER OF CONGRESS

FIFTH DISTRICT, CALIFORNIA
REGARDING ENERGY CONSERVATION REBATES

June 24, 1993

Mr. Chairman: last year this Committee reaffirmed its commitment
to energy conservation by adding language to the Energy Policy
Act of 1992 to provide residential customers with an exclusion
from gross income for the value of any subsidy provided by an
electric utility for the purchase or installation of energy
efficiency equipment. Conservation rebate programs are a popular
and proven means of advancing the use of energy conservation
products. The action taken by this Committee revised and
expanded the conservation rebate program originally authorized
under the National Energy Conservation Policy Act, which expired
on June 30, 1989.

The new rebate program has a broader scope than the original
and applies to rebates for air conditioners, refrigerators, and
many other energy efficiency measures. However, the program has
a gap that I believe must be addressed. The old exclusion
expired in June 1989; the exclusion applies to rebates issued
after 1992. Thus, residential customers that received utility
rebates or subsidies from July 1, 1989 to December 21, 1992 must
include the value of those subsidies in their calculation of
gross income.

This has come as a surprise to a number of residential rate
payers in my district and elsewhere in the nation. For certain
customers, the economic impact of this is substantial and — I

fear — could undermine the intent of this Committee by proving
to be a disincentive to participation in future rebate programs.

Therefore, today I am proposing that the Committee approve a
narrow amendment to the provisions we adopted last year to make
retroactive to June 30, 1989 the exclusion from taxable income
for energy conservation rebates and subsidies. I think my
colleagues will agree that this simple change will close the gap
in the program and help ensure the success of utility energy
conservation programs.

The Joint Tax Committee has recently provided me with an
estimate of the cost of this proposal. I intend that the cost of
this proposal is fully covered by an appropriate offset. Thank
you.
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Mr. KOPETSKI. Mr. Chairman, I have about 2 or 3 minutes of
questions for Mr. Shaw, then I will have to leave and vote quickly
and come back. This way, I think the panel will be finished, and
we can move to the next panel, unless you have questions, of
course. I am trying to dig myself out of a hole that you missed that
I did—did do to myself here. I am trjdng to be accommodating and
timely.
Mr. Shaw, you are from the southeast?
Mr. Shaw. That is correct.

Mr. KOPETSKI. I am from the northwest. I guess it is important
to note that the reforestation issue isn't just localized to the north-
west, is that correct?
Mr. Shaw. Absolutely. It is a national issue.

Mr. KOPETSKI. What State do you live in?

Mr. Shaw. South Carolina.
Mr. KOPETSKI. Do they have a Forest Practices Act?
Mr. Shaw. They do. Voluntary.
Mr. KOPETSKI. It is all voluntary so there is no requirement that

you, by State law, reforest the lands?
Mr. Shaw. That is correct.

Mr. KoPETSKi. And Mr. Payne was asking about trying to find

some empirical data to show that we are losing some of these
lands?
Mr. Shaw. That is correct.

Mr. KOPETSKI. Do you think there are any studies done out
there?
Mr. Shaw. That data is available. It escapes me. Six months ago,

I could have given it to you off the top of my head, but I don't have
it with me.
Mr. KOPETSKI. Could you furnish that to the committee staff?

Mr. Shaw. I would be happy to.

Mr. KoPETSKi. Have you heard of the spotted owl?
Mr. Shaw. A little of it.

Mr. KOPETSKI. You don't have any?
Mr. Shaw. We have the redheaded woodpecker.
Mr. KOPETSKI. Do they just land on public lands?
Mr. Shaw. No, they have difficulties discerning which is which.
Mr. KOPETSKI. On private lands as well?
Mr. Shaw. That is correct.

Mr. KOPETSKI. This is a Federal law, the Endangered Species
Act?

Mr. Shaw. That is correct.

Mr. KOPETSKI. So you have the situation where people have been
growing trees on their own land, their private property, and all of

a sudden a little critter comes along and wants to make babies, and
so you can't cut down.
Mr. Shaw. That is right.

Mr. KOPETSKI. You can't cut down your trees, can you?
Mr. Shaw. That is correct.

Mr. KoPETSKi. In fact, it becomes very restricted in terms of how
you can use that land?

Mr. Shaw. That is correct.

Mr. KoPETSKi. Is this not another incentive to walk away from
the timber industry?
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Mr. Shaw. There are quite a few incentives. That creates a dif-

ficulty, that is correct.

Mr. KOPETSKI. What has happened to the price of lumber in the
last 6 months?
Mr. Shaw. Well, it has been on a roller coaster. It has gone up

and down and continues to go up and mostly up.
Mr. KOPETSKI. Mostly up.
Mr. Shaw. There have been some adjustments down, but mostly

up.
Mr. KOPETSKI. So is it safe to say if you want to build a house

it costs a heck of a lot more?
Mr. Shaw. That is right.

Mr. KOPETSKI. Just because of the price of lumber?
Mr. Shaw. That is correct.

Mr. KoPETSKi. A significant difference?
Mr. Shaw. Significant.

Mr. KOPETSKI. Does this include public housing projects or single
family dwellings?
Mr. Shaw. Right.
Mr. KOPETSKI. Everything.
This has been very nelpful. I think it is important that the com-

mittee understand that this is a national issue that we are talking
about, that this directly impacts the price of houses, and that all

of this isn't within the control—in fact, there has been adverse im-
pact by the Federal Government, you know, good or bad. Regard-
less of what you think of the Endangered Species Act and endan-
gered species, it is having an impact on private landowners.
Mr. Shaw. That is correct.

Mr. KOPETSKI. Thank you.
Thank you, Mr. Chairman.
Mr. Shaw. I would like to add, Mr. Kopetski, that—I think you

weren't here—we feel like you are great and honorable for intro-

ducing that bill, so I will clarify that issue. We thank you and Con-
gressman Wyden for introducing H.R. 960, and we support it

strongly.

Mr. Kopetski. Thank you very much. I will be sure to tell Mr.
Rangel that.

Mr. HOAGLAND [presiding]. Are there any other comments any
panelists would like to make?
Ms. Lazenby. I would like to make a comment about the mar-

ginal properties, marginal stripper properties, producing properties.

We made a proposal, H.R. 1024—the Independent Petroleum As-
sociation has made a proposal about which I testified earlier, and
the administration on Tuesdav through Secretary—Assistant Sec-
retary Leslie Samuels opposed the proposal. And I would just like

to make a comment on the rationale for that opposition.
We believe they just don't understand marginal production, and

we are also a bit confused because President Clinton, in written re-

sponses to questions, has made statements that he understood the
arguments of those in the domestic oil and gas business who be-
lieve we should not shut any marginal wells which are still produc-
ing oil but may not be economically feasible to keep operating.

President Clinton said, I would certainly consider various solu-

tions to the problems, including tax credits. And yet the Treasury
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Department comes out—they make the statement that marginal
properties were provided substantial tax advantages in recent tax
legislation.

The industry did receive some tax advantages, but I am talking
about marginal producing properties. Most of these properties pro-

duced very little or no taxable income. Thus, the net income limita-

tion which still exists produces a percentage depletion allowance
for many stripper wells that is about 2 percent.

In addition, the net income limit—I mean, the net income limita-

tion produces no regular tax benefits, so the removal of the alter-

native minimum tax has no benefit, so we have not received signifi-

cant benefits, marginal producers.
In addition, he states that we have seen no evidence that tax li-

ability is currently acting as a barrier to production on these prop-
erties. That simply is not true. It is not a question of tax liability.

We don't have much tax liability.

What we need is a tax policy that creates economic incentive
much like some of the other people who have been testifying here
today. A production tax credit would allow us to raise capital, to

add reserves and to keep jobs from being lost and to keep imported
oil from increasing.

So that is what we are asking for. And Secretary O'Leary has
been traveling around the country saying that she wants to work
with the industry and to develop policies and tax policies. She defi-

nitely said it was on the table.

So we are a little confused at Treasury's statement, and I think
we can provide you with additional information, if needed, to do
that. And I would just also like to say that in our statement it is

a revenue neutral, so our proposal would be revenue neutral.

Mr. HOAGLAND. OK. Well, thank you, Ms. Lazenby.
I appreciate all of you coming and testifying today. This will con-

clude panel number four.

Mr. HoAGLAND. And now let me invite those members of panel
five to the table.

Gentlemen, I think we would like to get this underway as quickly
as we can. Why don't we begin with Mr. Smith, Anthony Smith,
Assistant Controller with Southern California Edison.
Do I understand, Mr. Smith, you are testifying on behalf of the

Natural Resources Defense Council as well?
Mr. Smith. Yes.
Mr. HoAGLAND. And the other groups that are listed here at the

beginning of your statement?
Mr. Smith. That is correct.

Mr. HOAGLAND. So Southern California Edison is testifying on
behalf of the Natural Resources Defense Council, Alliance to Save
Energy as well as itself on this issue?
Mr. Smith. Yes.
Mr. HOAGLAND. That has to be a first.

STATEMENT OF ANTHONY L. SMITH, DIRECTOR OF TAXES,
SOUTHERN CALIFORNIA EDISON CO., ALSO ON BEHALF OF
26 OTHER UTILITY AND INTERESTED ORGANIZATIONS
Mr. Smith. OK, thank you.
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Mr. Chairman and members of the subcommittee, my name is

Tony Smith, and I am director of taxes for Southern CaHfomia Edi-
son Co., which is located in Rosemead, CaHf.

I am here today on behalf of my company and 21 other major
electric and gas utilities, as well as the Natural Resources Defense
Council, Alliance to Save Energy, and the National Association of
Utility Regulatory Commissioners. I am also testifying on behalf of

the Edison Electric Institute and the American Gas Association,
which are trade associations representing electric and gas utilities

throughout the Nation.
These electric and gas utility regulators and environmental

groups are united in their support of H.R. 784, the Energy Effi-

ciency and Conservation Act of 1993, which was introduced by Con-
gressman McDermott. This bill will affirm longstanding tax policy
and resolve a current controversy concerning the tax status of con-
servation program expenditures as described in more detail in my
written testimony.
Ever since our industry began these programs in the 1960s, utili-

ties have deducted energy conservation expenditures in the year in-

curred, consistent with longstanding tax policy. Many companies
are now facing selective pressure from IRS agents to capitalize

these expenditures and, imless the law is clarified to prevent this

unfair pressure, our Nation's electric and gas utilities will be forced
to curtail these programs which are an effective means of achieving
energy efficiency and conservation.
Environmental and consumer groups, State utility regulators and

industry alike, recognize that energy conservation programs are a
vital way to promote energy conservation, more efficient use of ex-

isting energy resources and improve the quality of our environ-
ment.
The utility companies listed in our written testimony, as well as

himdreds of other electric and gas utilities, have dedicated consid-
erable funds for conservation programs and services. These pro-

grams assist customers in achieving more efficient use of existing

energy resources. Conservation expenditures include energy effi-

ciency audits, education programs which promote efficient use of
energy, insulation and weatherization materials, and subsidies and
rebates paid to utility customers for installation of efficient light-

ing, appliances and other energy efficient products.
It should be noted that the energy efficient products purchased

in conjunction with these programs are owned by customers and
not utilities.

Until recently, the tax law was clear that utilities could deduct
the full cost of energy conservation expenditures in the year in-

curred as ordinary and necessary business expense. In fact, in 1991
the IRS specifically addressed tne tax treatment of these expendi-
tures and concluded that energy conservation expenditures are cur-
rently deductible.

In spite of this history, some IRS auditors have recently at-

tempted to disallow current deductions for these expenditures
based on the stretched interpretation of case law involving entirely

different matters. These auditors have asserted that such expendi-
tures must be capitalized and recovered over an extended number
of years.
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These efforts are clearly inconsistent with the current law. Fur-
ther, this attempt at changing longstanding tax policy works
against our Nation's energy policy by jeopardizing these conserva-
tion programs.

If this interpretation is allowed to stand, the cost of energy con-
servation programs will be unfairly and dramatically increased.
The increased costs of these programs will cause utilities and regu-
lators to curtail conservation program contributions in order to
avoid passing on the increased tax costs to utility customers.

H.R. 784 would put a stop to this developing IRS audit practice.

The bill clarifies and makes explicit longstanding tax policy.

The Tax Code amendment includes a clear rule stating that utili-

ties may continue to deduct the full cost of energy conservation ex-

Eenditures in the year incurred. If enacted, the legislation would
elp ensure that utilities are able to maintain their commitment to

fund conservation programs that reduce customer bills and improve
the environment and stabilize our country's overall energy use.
Passage of this bill would send a clear message that sound tax pol-

icy is not at odds with our Nation's energy and environmental poli-

cies.

Before I close, I would like to comment on a portion of the testi-

mony of the American Public Power Association. I understand that
in their testimony they made a statement about how they failed to

see why a 13-year retroactive provision encourages energy con-
servation.

H.R. 784 is a clarification of existing law. Utilities have relied on
this law and have based rates charged to utility customers on this

understanding. It would be unfair and punitive to allow the IRS to

retroactively tax utilities on a recently contrived interpretation of
the law. The 1980 effective date is required to assure tnat utilities

are not unfairly and unequitably penalized and to resolve the issue
quickly through a clarification of the law rather than through pro-
tracted litigation which could extend for years.
Mr. Chairman, on behalf of environmental and consumer groups,

utility commissions and industry alike, I urge you to adopt H.R.
784 at the earliest possible opportunity.
Thank you and the entire subcommittee for holding this hearing

and for the opportunity to express our opinions here today. I would
be pleased to answer any questions that you may have.
Mr. HoAGLAND. Thank you, Mr. Smith.
[The prepared statement follows:]

74-51 2 O - 94 - 25
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TastlBony of

NATORAL RE800RCES DEFENSE COONCIL
ALLIANCE TO SAVE ENERGY

NATIONAL ASSOCIATION OF REGULATORY UTILITY COMMISSIONERS
BOSTON EDISON COMPANY

CENTRAL MAINE POWER COMPANY
COMMONWEALTH EDISON COMPANY
CONSOLIDATED EDISON COMPANY

ENTERGY SERVICES, INC.
LONG ISLAND LIGHTING COMPANY

MONTANA POWER COMPANY
NEW ENGLAND ELECTRIC SYSTEM

NEW YORK STATE ELECTRIC & GAS CORPORATION
NORTHEAST UTILITIES

NORTHERN STATES POWER COMPANY
OKLAHOMA GAS « ELECTRIC COMPANY
PACIFIC GAS It ELECTRIC COMPANY

PACIFICORP
PORTLAND GENERAL ELECTRIC COMPANY
PUGET SOUND POWER t LIGHT COMPANY
SAN DIEGO GAS S ELECTRIC COMPANY

SOUTHERN CALIFORNIA EDISON COMPANY
TEXAS UTILITIES SERVICES, INC.
UNITED ILLUMINATING COMPANY

WASHINGTON WATER POWER COMPANY
WISCONSIN ELECTRIC POWER COMPANY

EDISON ELECTRIC INSTITUTE
AMERICAN GAS ASSOCIATION

by Anthony L. Smith
Director of Taxes

Southern California Edison Company
Rosemead, CA

Before the

SUBCOMMITTEE ON SELECT REVENUE MEASURES
COMMITTEE ON WAYS AND MEANS

UNITED STATES HOUSE OF REPRESENTATIVES

June 24, 1993

Chairman Rangel and Members of the Subcommittee on Select
Revenue Measures, my name is Anthony L. Smith, and I am the
Director of Taxes for Southern California Edison Company ("SCE")
of Rosemead, California. I am here today on behalf of my
company, and the 26 utilities and interested organizations listed
above from all over the United States.

We appreciate the opportunity to submit testimony concerning
H.R. 784, the Energy Efficiency and Conservation Act of 1993 (the
"Bill"). The Bill would affirm longstanding tax policy which
allows utilities to deduct the full cost of their energy
conservation expenditures in the year incurred and, therefore,
would help ensure that our nation's electric and gas utility
companies can continue their efforts to promote energy efficiency
and conservation.

Environmental and consumer groups, state utility regulators,
and industry alike generally recognize energy conservation as an
option for assisting customers in using enerqry more efficiently,
improving the environment, and reducing consumer costs.
Companies such as ours expend considerable funds for conservation
programs and services designed to assist customers in utilizing
energy more efficiently. Any products purchased in conjunction
with these programs are owned by the customers. Examples of
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conservation expenditures include: energy efficiency audits;
education programs promoting efficient use of energy, insulation
and weatherization materials; and subsidies and rebates for
installation of efficient lighting, appliances and other energy
efficient products.

Since these energy conservation programs were initiated in
the early 1960s, electric and gas utilities have deducted these
expenditures in the year incurred for tax purposes. As recently
as 1991, the IRS reinforced this policy, concluding in a
Technical Advice Memorandum that energy conservation expenditures
are allowable as a current deduction. See TAN 9128010 (March 29,
1991)

.

Some IRS auditors, however, have recently attempted to
modify this longstanding policy by disallowing current deductions
for energy conservation expenditures and directing that these
expenditures be recovered over a number of years. We provide
below a more detailed synopsis of the recent confusion regarding
the tax treatment of energy conservation expenditures and why the
IRS efforts to require capitalization of conservation
expenditures are not only clearly inconsistent with current law
but also contrary to our Nation's energy policy. We also discuss
why a legislative reaffirmation of the longstanding tax treatment
of energy conservation expenditures is warranted.

THe (irwfQt <?9ntli<f% Of tB^»gpr»tftti9»

Under section 162 of the Internal Revenue Code of 1986, as
amended (the "Code") , taxpayers may t20ce a deduction for "all the
ordinary and necessary expenses paid or incxirred during the
taxable year in carrying on a trade or business." Code section
263(a) disallows a deduction for "[a]ny zunount paid out for new
buildings or permanent improvements or betterments made to
increase the value of any property or estate."

Many courts have focused on whether expenditures like
conservation expenses should be considered section 162
deductions. It is clear that in determining whether a payment is
a capital expenditure or a deductible expense, the courts must
review the facts. $<?ythlap<a PQValty Cgffpanv V. Vnit^g ?t^t^s,
582 F.2d 604, 609 (Ct. CI. 1978), cert, denied . 441 U.S. 905
(1978); Manufag^urgfg Hanover Trust Cqmpany v. Vnitg<a States > 3i2
F.2d 785, 788-789 (Ct. CI. 1963), cert, denied . 375 U.S. 880
(1963); United States v. Times Mirror Comoanv. 231 F.2d 876, 879
(9th Cir. 1956) . The cost of acquiring or constructing
buildings, equipment, machinery, fixtures, or other items that
have a useful life extending substantially beyond the taxable
year are considered capital expenditures. See Treas. Reg. S
1.263(a)-2(a) . Having a useful life extending beyond the taxable
year remains a "prominent, if not predominant" characteristic of
a capital expenditure, g^ligipan v, (;Qffinissi9n?r> 796 F.2d 116,
119 (5th cir. 1986)

.

A recent line of cases has confused the issue of how to
determine if an expenditure is capital. The Supreme Court held
in 1971 that a payment, which creates or enhances what is
essentially a separate and distinct asset, constitutes a capital
expenditure if it has an ascertainable value. T^nmiffff ioner v.

Lihco;n giving? » ;<9an Asspgj^tipn, 403 u.s. 345, 354 (i97i).

Some IRS agents have suggested that Lincoln Savings and its
progeny support a position that conservation expenditures create
a "separate and distinct asset", namely, the right to receive
"whatever benefits" accrue from these progreuns. Under this
position, the value of the purported "asset" is equal to the
delayed or avoided cost of new generating plants or purchase of
power displaced through conservation of energy.
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In order to reach this position, certain IRS agents have
focused on the fact that if the energy conservation progreuns were
not in place, utilities would be obliged to incur costs by adding
generating capacity. This position is an oversimplification
because additional generating capacity required to service
customers in fact results in more income to the utility from
generated electricity. Further, capital expenditures and
financing expenses incurred by a regulated utility to add new
generating capacity contribute to the utility's regulatory
capital and are included in the utility's ratebase on which it is
entitled to an investment return from its ratepayers. To the
extent conservation displaces the need to add new generating
capacity, future utility income is usually diminished.

More recently, interpretations of the Supreme Court's
decision in Indopco. Inc. v

, C?mini ssioner . 112 S. Ct. 1039
(1992) , have created additional confusion as to how to determine
if an expenditure is capital. In Indopco . the Court held that a
corporate taxpayer was required to capitalize certain investment
banking fees and other acquisition-related expenses incurred in
connection with its acquisition by another company, where the
transaction produced significant benefits to the taxpayer that
extended beyond the tax year at issue. Some IRS agents have
interpreted Indopco to argue that utility conservation expenses
have benefits that will extend into future years and, therefore,
should be capitalized.

This arg\unent is predicated on an interpretation of Indopco
that would require capitalization of any expenditure that creates
a "substantial future benefit that is not incidental." Such an
interpretation is misguided. Unless a company acts contrary to
its own interests, every expenditure creates some type of
benefit. If Indopco were read to apply to all expenditures that
create any "future benefit" to a taxpayer, numerous different
expenditures that have historically been deductible would now be
required to be capitalized, such as advertising.

IRS officials have indicated in public statements that
Indopco does not modify existing law or establish a bright-line
test for determining when various expenditures should be
capitalized and when they should be deducted. Moreover, the IRS
has ruled that there are instances in which a "future benefit"
exists, but to which Indopco may not be properly applied. See
Rev. Rul. 92-80, 1992-39 I.R.B. 7. Clearly, this indicates that
Indopco was not intended to create a new basis for disallowance
of business expenses. IRS agents should not be permitted to
claim the existence of a spectral "future benefit" to utilities
and shift the burden to the tzucpayer to prove that this "future
benefit" does not extend beyond the current taxable year.

Also, even if one were to assume, for purposes of argument,
that expenditures must be capitalized in all instances in which
some future benefit exists, the Code still does not require
utility companies to capitalize conservation expenditures. Such
expenses do not necessarily provide a current or a future benefit
to utilities or their shareholders. "Future benefits" from a
utility company's conservation programs concededly exist,
including the maintenance of lower costs to customers; however,
those benefits generally accrue to a utility company's customers
and not to its shareholders.

Any purported "benefits" to utilities are uneven, temporary,
experimental, subject to customer operations and management, and
subject to change as markets for energy efficiency products and
services are transformed over time and, thus, do not meet the
criteria for capitalization. For example, it is the customer who
makes the decision to purchase and operate the conservation
measure. The utility does not have any control over the lasting
effect of conservation progreun expenditures made on behalf of its
customers

.
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In addition, it has been a well established tax policy to
allow current deductions for expenditures incurred to reduce
current costs. From the utility's perspective, conservation
expenditures reduce current costs in two principal ways: they
reduce total energy production, and they result in more efficient
use of existing generating resources. This reduction in cost of
production is transferred to customers in the form of lower
utility bills.

The fact that some utilities may be required by their
regulatory commissions to defer recovery of conservation expenses
and are allowed to earn a return for ratemaking purposes does not
preclude a current deduction for tax purposes. The IRS has
consistently held that regulatory recovery of utility costs, with
or without a return, does not create an asset for tax purposes.
Rate regulation is designed to provide a service to customers at
a reasonable cost, while assuring the financial health of the
utility. See Rev. Rul. 87-117, 1987-2 C.B. 61. In particular,
deferred recovery mechanisms are designed by regulators to spread
the rate recovery of conservation expenditures over an extended
period for the benefit of ratepayers, and do not change the
character of the underlying expense for tax purposes.

A Legislative Solution is Needed to Clarify Existing Law

The current confusion concerning the state of law applicable
to conservation expenditures creates uncertainty which threatens
the viability of conservation progreuns. Unless the Code is
clarified, IRS agents will be encouraged to challenge the
deduction of energy conservation program expenditures which will
unfairly and unwisely increase the after tax cost of these
programs, resulting in higher costs to utility customers and
curtailment of conservation activity. The current situation
leads to substantial uncertainty, increases conservation costs
and causes a hesitancy to engage in progreuns which are in the
best interests of the customers, the environment and national
energy policy. Utilities could also face back tax liabilities
for deductions taken in previous years through reliance on well-
established tax principles.

Furthermore, the status quo would penalize utilities and
customers for conducting conservation programs that are mandated
by regulatory commissions and would be at cross-purposes with our
Nation's energy policy. The Energy Policy Act of 1992 ("EPAct")
and its predecessors, including the landmark Clean Air Act,
established energy efficiency and environmental preservation as
matters of federal government policy. The EPAct sets out an
energy policy designed to meet future energy requirements for the
Nation. Among other provisions, this legislation encourages
increased emphasis on conservation and alternative energy
resources. Energy efficiency programs in existence before the
EPAct represented a significant dedication of resources on the
part of electric utilities toward conservation goals. In
addition, the Bill would conform the Code to the current
Administration's public policy agenda.

H.R. 784 would put a stop to the developing IRS audit
practice. It clarifies and makes explicit longstanding tax
policy allowing utilities to continue deducting the full cost of
energy conservation expenditures in the year incurred and
maintaining commitments to progreuns that reduce customer bills,
improve the environment, and stabilize our country's overall
energy use. The Bill reaffirms existing law and sends a message
that sound tax policy is not at odds with our Nation's energy and
environmental policies. To do otherwise would increase the cost
of conservation expenditures so that many programs would be
uneconomical and our customers would be the losers, as well as
the environment.
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Mr. Chairman, on behalf of environmental and consumer
groups, utility commissions, and industry alike, I urge you to
adopt H.R. 784 at the earliest possible opportunity. Thank you
and the entire Subcommittee for holding this hearing and for the
opportunity to express our opinions here today. I would be
pleased to answer any questions you may have.
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Mr. HOAGLAND. Mr. Vaughn.

STATEMENT OF ERIC VAUGHN, PRESmENT AND CHIEF
EXECUTIVE OFFICER, RENEWABLE FUELS ASSOCIATION

Mr. Vaughn. Thank you, Mr. Chairman.
On behalf of the Renewable Fuels Association, the national trade

association for the domestic ethanol industry, I want to thank you
and the other members of this committee for the opportunity to be
here today to testify or offer testimony in support of at least two
of the key provisions of H.R. 2026.

My name is Eric Vaughn, and I am the president and chief exec-

utive officer of the Renewable Fuels Association. We represent over

75 companies across the country manufacturing fuel grade ethanol.

Virtually all of those companies are manufacturing ethanol today
from grain, almost all of that from com.
On behalf of the members of the Renewable Fuels Association, I

want to express my support for Congressman McDermott's legisla-

tive initiative, the Renewables and Energy Efficiency Act of 1993.

We ought to be doing as much as we possibly can to support, pro-

mote, to develop our alternative renewable energy resources. Un-
fortunately, our estimation of this initiative is that, if it passed in

its presentation, we would actually see a decline in the level of pro-

duction and use of renewable alternative energy resources, pri-

marily because of the principal funding mechanism employed.
The intent of the initiative could not be clearer. However, the

outcome, if the tax incentive made available today for ethanol
blended products should be reduced, would be to substantially un-

dermine and undercut the domestic ethanol industry.

Two years ago, the House Ways and Means Committee actively

supported and worked to promote the extension of that tax incen-

tive. On the basis of that extension, many new plants were built

and operational.
Congressman Hoagland's own State of Nebraska just announced

the largest single new ethanol production facility in the country in

5 vears. Cargill has announced plans for over a 100 million gallon

ethanol production facility in Blair, Nebr. But the development po-

tential of the domestic ethanol industry and the exciting opportuni-

ties afforded from the extension of that incentive just 2 years ago
are also being experienced in the Caribbean basin.

Just before coming down here today to testify before this es-

teemed panel, I sat and listened to the House Ways and Means
Committee's Subcommittee on Trade discuss and debate various

Caribbean basin initiatives. There are over 72 million gallons of

ethanol production in the Caribbean basin, built and operated to

produce ethanol for domestic U.S. utilization.

In the State of New York we are building facilities to make etha-

nol out of waste paper. In fact, just earlier today an RFP was is-

sued by the Sanitation Department of the State of New York to

offer contract opportunities for the processing of over 1,600 tons a

day of waste paper into fuel grade ethanol.

The opportunities are incredibly exciting. The potential for this

industry is only just recently becoming a reality with the passage

of the clean air laws and the dramatic increase in utilization of

these fuels.
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To change this important tax incentive opportunity at this criti-

cal moment in the industry's development would be an unbeliev-

ably destructive move. We would estimate that virtually every eth-

anol production facility in America and the Caribbean basin would
cease to operate.
These facilities cannot manufacture the alternative fuels in com-

petition with oil-based, petroleum-based, and in many cases im-

port-based alternative fuels in this marketplace, but that is chang-
ing. This industry is developing and is investing its resources to as-

sure enhanced production and market development opportunities

into the next decade.
We estimate that with technological changes, new feed stock op-

portunities and energy efficiency developments we can see the day
when ethanol will compete effectively with all oxygenated fuels. In

fact, the U.S. Department of Agriculture has estimated that by the

year 2000 ethanol plants will operate in a financially stable and
technologically advanced way to work in concert with the industry

without the need for subsidies. That is a very optimistic goal and
objective, but one that we are committed to working toward.

The Department of Agriculture's Economic Research Service re-

cently issued a report that suggested precisely what the ethanol in-

dustry needs to compete. The ERS report also discusses what the

oil companies need to take advantage of the ethanol tax incentive

because, ultimately, this is a tax incentive available only to oil com-
panies, those companies who choose to blend and manufacture an
ethanol blended product.
Mr. Chairman, at this critical time in the domestic ethanol in-

dustry's development we would find it unbelievably ironic and very
destructive for the ethanol tax incentive to be reduced as proposed
by this legislative proposal.

I would like to conclude with a statement, actually a letter to

Congressman Dick Durbin from the President of the United States

recently. He said, and I quote the President:

Our Nation's policy toward ethanol has suffered from a lack of decisiveness in

past years. The on-again, off-again nature of this policy has limited our ability to

create an infrastructure capable of integrating ethanol into the array of fuels avail-

able. A policy should be established that looks forward and looks to the long term,

thereby providing certainty to our farmers, our refiners and our distributors

President Clinton couldn't be more accurate on this point. He is

absolutely on target. We are faced with enormous opportunities

and feel that we can ftilfill those opportunities with the incentive

structure in place and keeping it in place and keeping it oper-

ational.

I thank you very much for the opportunity to be here. I look for-

ward to answering any of your questions. Thank you.

Mr. KOPETSKI [presiding]. Thank you, Mr. Vaughn.
[The prepared statement and attachment follow:]
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Testimony of

Eric Vaughn
President and Chief Executive Officer

Renewable Fuels Association

Before the

Committee on Ways and Means
Subcommittee on Select Revenue Measures

Regarding

H.R. 2026, the Renewables and Energy Efficiency Act of 1993

Washington, D.C.

June 24, 1993

On behalf of the members of the Renewable Fuels Association,
the national trade association for the domestic ethanol industry,
I would like to express my appreciation to the Chairman, and the
Members of the Subcommittee, for this opportunity to present
testimony on H.R. 2026, the Renewables and Energy Efficiency Act
of 1993. The goal of H.R. 2026, i.e., making wind and solar
energy more competitive by extending and expanding tax incentives
for their use, is commendable. This country needs to do
everything possible to encourage the increased production and use
of domestically-produced renewable energy. We are therefore very
concerned by the bill's funding mechanism which, if enacted,
could result in a smaller percentage of this country's energy
needs being satisfied by renewables, not more.

In order to fulfill the clear intent of H.R. 2026, we would
respectfully suggest the following modifications. First, the
provision contained in Section 301 to reduce the federal excise
tax exemption for ethanol from 5.4 cents to 3.5 cents per gallon
should be deleted. If enacted, this provision would drive a
stake through the heart of the domestic ethanol industry,
stopping all expansion plans, closing existing facilities, and
preventing this industry from becoming the vital alternative
mobile fuel source this Committee intended when it extended the
tax incentive program for ethanol blends just two and a half
years ago. If necessary, other acceptable revenue options should
be found.

Second, we would urge the Subcommittee to amend H.R. 2026 to
include similar renewable energy tax incentives included in the
Renewable Fuels Incentives Act of 1993, S. 465, introduced this
year by Senator Tom Daschle. In short, S. 465 has three basic
provisions. First, it allows the alcohol fuel blender credit to
offset the alternative minimum tax (AMT) . Second, it provides a
tax credit for biodiesel fuels. Finally, the bill would
partially repeal the requirement under IRS Code section 87 that
the blender credit be included in gross income.

With these two modifications, H.R. 2026 would receive the
strong and enthusiastic support of the Renewable Fuels
Association, and would go a long way toward reducing our nation's
growing dependence on imported energy while increasing U.S.
economic and environmental security.
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BACKGROUND

The United States fuel ethanol industry has a current
operational production capacity of over 1.2 billion gallons per
year. More than 40 ethanol manufacturing facilities located in
20 states are operating today. Domestic ethanol producers have
invested over $2.5 billion in private sector resources to
construct modern and efficient ethanol production facilities.

In 1992 alone, approximately one billion gallons of ethanol
were produced from more than 400 million bushels of grain. As a
direct result of ethanol production, it is estimated that farm
income increased $750 million, federal farm program costs were
reduced by nearly $600 million, and crude oil imports fell by 42
million barrels.

Today, ethanol/gasoline blend sales represent over 8
percent of all motor fuels sold in the U.S. While ethanol was
originally used as a gasoline extender, capable of stretching
tight gasoline supplies, ethanol is currently marketed as a high
quality octane booster capable of improving automobile
performance by adding 3 octane points with every 10% ethanol
blend. Ethanol blends are approved under the warranties of all
19 domestic and foreign automobile manufacturers marketing
vehicles in the U.S. In fact, in recent years auto manufacturers
such as General Motors and Chrysler have recommended the use of
oxygenated fuels because of their clean air benefits.

In recent years, the remarkable growth of the ethanol
industry has been directly related to its increasing use as a
weapon against air pollution for the nation's 90 carbon monoxide
and ozone non-attainment cities. Ethanol has a number of air
quality benefits. First, because the oxygen content of an
ethanol blend is almost twice that of other oxygenated fuels, its
ability to reduce CO levels is greater than any alternative
oxygenated fuel. The use of ethanol blends will reduce motor
vehicle emissions of CO by 25 - 30 percent. Ethanol blends will
also reduce emissions of exhaust hydrocarbons and carbon dioxide
emissions. In addition, recent analysis indicates that ethanol
blended fuels can reduce the formation of urban ozone. Finally,
ethanol is an effective and safe replacement for dangerous
aromatic octane enhancers in gasolines today.

The 1990 Clean Air Act Amendments require the use of
oxygenates such as ethanol in all CO non-attainment areas and
severe ozone non-attainment areas that use reformulated
gasolines. EPA has concluded that the use of oxygenates in these
fuels will dramatically reduce mobile source pollution. The
result of these provisions will be tremendous marketplace
opportunities for ethanol, and a dramatic improvement in air
quality.

In the future, we expect ethanol may also be marketed as an
ether based oxygenate - ethyl tertiary butyl ether (ETBE) . ETBE
has the potential of opening major new markets for ethanol
because it can be blended at refineries and shipped through
common carrier pipelines. In addition, ETBE can actually reduce
the volatility of the base gasolines with which it is blended.
While ETBE is only available commercially on a very limited basis
for testing purposes, it promises to be a valuable supplemental
market to 10% ethanol blends and a natural competitor to the
ether based oxygenates available today - methyl tertiary butyl
ether (MTBE) and tertiary amyl methyl ether (TAME)

.

ETHANOL' S ROLE IN U.S. PUBLIC POLICY

The ethanol blending industry makes major contributions not
only to the environment, but also to American agriculture,
balance of trade, and energy security in a manner that cannot be
rivaled by other oxygenates.
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The Environment. The addition of oxygen to gasoline
significantly reduces exhaust emissions. As a result,
"oxygenates" — such as ethanol and its principal alternative,
methyl tertiary butyl ether ("MTBE") — play a vital part in the
implementation of the Clean Air Act's oxygenated gasoline and
reformulated fuels programs.

The oxygenated gasoline program requires the use of gasoline
with a minimum oxygen content in certain urban areas as a means
of reducing carbon monoxide ("CO") emissions. EPA has recently
announced that the first season of operation of the oxygenated
gasoline program was a resounding success:

[T]he new, oxygenated fuel program ... has resulted in
sharp declines of harmful carbon monoxide
emissions. .. [P]reliminary air quality monitoring data
. . . show only two days when the carbon monoxide health
standard was exceeded as compared to 43 days the year
before, a 95 percent reduction in the number of days
exceeding the standard.^

The reformulated gasoline program will also depend on
oxygenates to reduce the exhaust component of volatile organic
compound emissions ("VOCs") and toxic emissions. Projected
supplies of alternative oxygenates are insufficient to meet the
demands of the two programs. In the absence of the ethanol
industry, it is therefore very unlikely that sufficient
oxygenates would be available to meet the requirements of both
programs.

Moreover, ethanol can be an important weapon in the response
to global warming. The production of ethanol consumes carbon
dioxide and yields oxygen to the atmosphere, recycling
atmospheric carbon, whereas the use of other oxygenates such as
MTBE releases fossil fuel carbon, thereby actually adding to the
atmospheric load of heat-trapping gasses. Ethanol also emits 35
percent less carbon dioxide for the same amount of fuel energy,
decreasing greenhouse gas effects. ^ Overall, ethanol can
significantly reduce carbon dioxide emissions attributable to
motor vehicle fuels.

Agriculture. Since 1979, approximately 2 billion bushels of
corn have been used to produce more than 5 billion gallons of
high-quality, high-performance fuel ethanol. Thus, for more than
a dozen years, ethanol has been expanding economic growth in our
rural communities; reducing government farm program costs; and,
creating highly nutritious food and feed co-products for our
agricultural sector and the American consumer.

More than 90 percent of the ethanol used in motor vehicle
fuel is produced from corn, with one bushel of corn yielding
approximately two and one-half gallons of ethanol. The continued
use of ethanol from 1990 through 1998 would reduce farm subsidies
by $1 billion dollars per year, and would increase farm output by
$2.5 billion per year by the year 2000. ^ These developments
would create more than 1 million jobs and net the Federal budget
between $3.9 and $4.8 billion. At least half of other oxygenates
will be imported, and fail to provide these cost benefits.

^ EPA Notes to Correspondents, March 11, 1993.

2 "Greenhouse Gas Emissions from Corn-Based Ethanol
Production and Vehicle Use," Acurex Project 6586, Acurex
Corporation, June 1990.

3 U.S. Government Accounting Office, Alcohol Fuels;
Impacts from Increased Use of Ethanol Blended Fuels, July, 1990.
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Balance of Trade. The growing trade deficit is one of the
major public policy problems confronting our nation. The
development of a viable domestic fuel ethanol industry has been
one of the few positive factors improving the U.S. balance of
trade. Recent statistics show dramatic and continuing increases
in the amount of imported crude oil. As stated by the Senate
Committee on Energy and Natural Resources:

Under business as usual, the United States, dependent
on imports for 42 percent of its oil in 1990, is headed
for levels of dependence of 60 to 75 percent in the
next two decades.*

Ethanol production and use reduces the outflow of funds
caused by these imports by displacing the crude oil. It has been
reported that the use of ethanol-enhanced fuel reduces the U.S.
annual oil import bill by almost $1 billion. In contrast, over
half of the alternative oxygenates to ethanol are imported.

In addition, because only the starch of corn is used to
produce ethanol, the corn proteins, vitamins, and minerals are
salvaged from the process and concentrated in a residual product
that can be used for a variety of purposes, including export of
protein feed, protein gluten meal, and edible corn oil, further
decreasing the U.S. balance of payments.

Energy Security. The displacement of foreign crude oil and
oxygenates also serves the nation's efforts to achieve energy
independence. As discussed by the U.S. Senate Committee on
Energy and Natural Resources:

Increased dependence on oil imports means,
inevitably, increased dependence on the nations of the
Persian Gulf. The potential for economic disruption
and war in the event of interruptions in Persian Gulf
supplies will increase. . . .

If the projected United States dependence on
Persian Gulf oil materializes, not only will the
probability of economic disruption and war increase,
but policies available to the United States to deal
with political turmoil in the world, including the
Mideast, will be affected.

^

The use of domestically produced ethanol, however, means a
gallon for gallon reduction in dependence on foreign oil.
According to the Congressional Research Service:

[I]t is widely agreed among petroleum economists that
virtually all of any decrease in U.S. refinery input of
crude oil or in petroleum product end-use comes at the
expense of imported petroleum. Thus, while it would be
difficult to track and estimate, it can be assumed that
any net reduction in petroleum use as a result of the
combined effects of price change and the replacement of
gasoline by alcohol would ultimately result in a
barrel-for-barrel decrease in imports of crude oil or
of gasoline.^

Further, much of imported MTBE will be imported from OPEC
countries. MTBE is manufactured from natural gas. In the

S. Rep. No. 72, 102nd Cong., 1st Sess. (1991) at 201.

S. Rep. No. 72, 102d Cong., 1st Sess. at 204.

° "Analysis of Possible Effects of H.R. 2031, Legislation
Mandating Use of Ethanol and Methanol in Gasoline", Congressional
Research Service, November 1987, at 44.
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aftermath of the Gulf War, to Increase dependence upon natural
gas supplies in the Middle East is an undesirable option.

ETHANOL TAX INCENTIVE PROGRAM

In 1990, the Congress voted overwhelmingly to extend the
existing federal tax incentive program through the end of the
decade, to allow the fledgling domestic ethanol industry to
mature, and to promote the economic, environmental, and energy
security benefits cited above.

Prior to Congressional consideration of the Omnibus Budget
Reconciliation bill in 1990, which included provisions of H.R.
3906, the Energy and Environmental Security Act of 1990 to extend
ethanol tax incentives, the U.S. General Accounting Office (GAO)
released a report on the agricultural and budgetary impacts of
the ethanol tax incentive program. The GAO Report verified
conclusions reached by several previous industry and government
studies which stated that the federal alcohol fuel tax incentive
program actually saves the government monies in reduced farm
program costs and increased rural income.

The GAO concluded that with more ethanol produced, the
demand for and price of corn would increase, causing fewer
farmers to participate in farm support programs, fewer farmers to
default on their commodity loans, and decrease deficiency
payments and acreage diversion program payments. The report
showed reductions in federal outlays from farm support programs
that would average about $900 million and $1.4 billion per year,
respectively, under a low-growth and high-growth scenario.
According to GAO, "the cumulative outlay reductions over the 8-

year period would total about $7.4 billion and $11.4 billion,
respectively."

Importantly, both GAO's growth simulations assumed
significant reductions in target prices over the eight year
period. GAO ran a separate simulation of its high-growth model,
however, using target prices fixed at their 1990 level. That
scenario showed farm program reductions averaging about $3.5
billion per year with cumulative reductions totalling more than
$28 billion!

Acknowledging that continuation of the excise tax exemption
for ethanol-blended fuels was necessary to stimulate the growth
and development in the industry necessary to meet the increased
ethanol production assumed in both the low-growth and high-growth
scenarios, GAO also calculated projected losses to the government
resulting from reduced gasoline excise tax revenues. Based on a
simple calculation of projected gallons less the exemption, GAO
estimated that the low-growth and high-growth simulations would
further reduce tax revenue by an annual average of $440 million
and $813 million, respectively.

GAO concluded, however, that the average net impact to the
federal government resulting from the federal ethanol program
would be a savings of between $460 million and $610 million.
Over the eight year period, the government would save between
$3.7 billion and $4.7 billion.

In addition to a net savings to the government, the GAO
Report concluded that the increased demand for corn used in the
production of ethanol would increase farm income substantially.
Under the high-growth scenario, more than 1.3 billion bushels of
corn wold be processed into 3.3 billion gallons of ethanol, 8

million tons of protein-rich corn gluten feed for poultry, and
more than 1.9 million tons of gluten meal used to feed dairy
cows. As a result of this added-value for corn, the average corn
prices over the low and high growth simulation periods increased
about 12 cents and 22 cents per bushel, respectively.
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In short, the ethanol tax incentives create jobs, open new
markets for feed grains that are by-products of the ethanol
production process, reduce dangerous emissions of carbon monoxide
and ozone, decrease our dependence on imported oil, and save
money for the federal government.

H.R. 2026, THE RENEWABLES AND ENERGY EFFICIENCY
INCENTIVES ACT OF 1993

As noted above, the Renewable Fuels Association strongly
supports the increased use of all renewable energy resources. As
such, we support the intent of H.R. 2026, but we believe if
passed in its current form, H.R. 2026 will actually result in
less renewable energy being used, not more. This will occur
because one of the funding mechanisms contained in Title III
would dramatically reduce the current tax incentive for
domestically produced renewable ethanol.

Currently, there are plans for more than a billion gallons
of increased ethanol production capacity in various stages of
development. (See attached list of U.S. Ethanol Facilities in
the Planning Stage.) Announcements of increased production
capacity are being made with increasing frequency. Just last
week, Cargill announced a decision to proceed with a 100 million
gallon facility in Blair, Nebraska, which would make that company
the second largest ethanol producer in the country. In addition,
significant investment and development has occurred in the
Caribbean Basin as a direct result of this Committee's efforts
two years ago to assure production from this region may enter the
U.S. market duty-free. Finally, Department of Energy research
has made great strides in making the production of ethanol from
cellulose possible in the very near term. One such facility has
been planned for Great Falls, New York.

While not all of these proposed facilities may ever come to
fruition, they reflect the tremendous potential for growth in the
domestic ethanol industry and the opportunity for economic
stimulus across rural America with ethanol produced from grain,
throughout the CBI region with ethanol produced from sugar cane,
and in our nation's cities as ethanol is produced from municipal
solid waste.

Importantly, the viability of each of these proposed new
plants and existing facilities is dependent upon the continuation
of the current excise tax structure. Reducing the current
incentive by more than a third (5.4 cents to 3.5 cents per
gallon) would eliminate ethanol as a competitive oxygenate,
threatening the implementation of Clean Air Act programs,
increasing our dependence on imported energy, worsening our
balance of trade, and devastating many rural economies.

As a result, the Section 301 provision to reduce the ethanol
tax incentive must be dropped. The current ethanol tax incentive
has proven itself to be an extremely cost-effective means of
expanding the use of renewable energy resources. To abrogate
that incentive now, after having extended it just two years ago,
would be particularly ironic given the intent of this
legislation, and shortsighted in any event.

The bill could be further improved by expanding its scope
beyond renewable solar, wind and geothermal to include renewable
fuels such as ethanol and its derivatives. Senator Tom Daschle
has introduced S. 465, the Renewable Fuels Incentives Act of
1993. The intent of this legislation is to assure that the
existing tax incentives for ethanol are usable for its
derivatives such as ETBE and to create a new incentive for
biodiesel.

Specifically, S. 465 allows the alcohol fuel blender credit
to offset the alternative minimum tax (AMT) . This provision was
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included in the Senate version of the energy bill which passed
last year. Second, it applies the existing blenders credit to
biodiesel fuels, defined as a liquid derived from biological
materials (other than alcohol) for use in compression ignition
engines. Finally, the bill would partially repeal the
requirement under IRS Code section 87 that the blender credit be
included in gross income. These provisions would greatly expand
the market opportunities for renewable ethanol into markets where
imported methanol, produced by mideast oil refiners from flared
natural gas, has retained a significant economic advantage.

It is important to note that we believe the proposed changes
can be accommodated without the need for additional revenues.
While we have not been privy to the cost or revenue estimates of
the various provisions included in H.R. 2026, we believe that
sufficient revenues should exist from the other revenue increases
included in Title III to justify the modifications to the bill
which we have suggested. If this is not the case, we would be
glad to work with the Members of the Subcommittee to identify
other appropriate revenue offsets.

CONCIAJSION

In a letter to Congressman Dick Durbin in January discussing
his support for expanded market opportunities for ethanol, then
President-elect Clinton observed:

Our nation's policy toward ethanol has suffered from a
lack of decisiveness in past years. The "on-again,
off-again" nature of this policy has limited our
ability to create an infrastructure capable of
integrating ethanol into the array of fuels available.
A policy should be established that looks to the long-
term, thereby providing certainty to our farmers,
refiners and distributors.

President Clinton's observation is absolutely on target in
describing the challenge which has faced the domestic ethanol
industry in the past, and his words are instructive to this
Subcommittee as it considers measures to increase the use of
renewables. This is a critical time in the development of the
domestic ethanol industry, and approving a measure which reduces
the current incentive would send a potentially irrevocable "off-
again" signal to the industry. We do not believe that is the
intent of this Congress, this Subcommittee, or this bill, and we
would be pleased to work with the Members of the Subcommittee and
staff to fulfill the promise of H.R. 2026 — the increased
production and use of renewable energy.

Thank you.
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n.S. ETHANOL FACILITIES IN PLANNING STAGE

Currently, there are plans for more than a billion gallons of
increased ethanol production capacity in various stages of
development. While not all of these may ever come to fruition,
they reflect the tremendous potential for growth in the domestic
ethanol industry. In total, there are 52 different projects
underway in 22 different states.

State Type Number Potential Capacity

Arkansas
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Mr. KOPETSKI. We will hear from Mr. Gary Elliott, president of

the National Wood Energy Association. Grood afternoon.

STATEMENT OF GARY ELLIOTT, PRESIDENT, NATIONAL WOOD
ENERGY ASSOCIATION

Mr. Elliott. Thank you for this opportunity to testify.

The National Wood Energy Association, known as NWEA, is a
trade association of the direct combustion biomass industry, whose
members include equipment manufacturers, project developers, ma-
terial handling, equipment suppliers and dealers, woodlot owners
and electric utilities.

NWEA urges the Ways and Means Committee to expand the 1.5

cent biomass production tax credit established in the Energy Policy

Act of 1992 to include biomass that is harvested on a sustainable
basis and pure wood wastes. Unless pure wood wastes, agricultural

residues, and forest products are eligible for the production credit,

the economics will not permit sustainable crops because waste feed-

stocks will remain less expensive. Therefore, NWEA urges the ex-

pansion of the definition so that waste feedstocks will be used, and
that will open the way for sustainable grown biomass.
Biomass contributes more electric and thermal energy than any

other renewable except hydropower. Yet the Federal Government's
policies and programs do not reflect the importance of biomass's
contribution to our energy mix. The Energy Policy Act of 1992 ex-

cludes biomass energy derived from wood waste, forest and agricul-

tural residues from qualifying for the 1.5 cent biomass production
credit. As over 98 percent of all biomass electricity is generated
from waste, particularly wood waste, these exclusions make the
production credit all but useless for the biomass industry.

The following correction to the Energy Policy Act Section 45 will

allow the tax credit to be used as it was intended, by including bio-

mass that is harvested on a sustainable basis, not purely grown:
Closed loop biomass includes all growing matter harvested on a

sustainable basis in compliance with State and local government
regulations incorporating timber harvested via sustainable forest-

management practices, forest residues, waste wood and agricul-

tural residues. Biomass-electric facilities using mixed wastes, mu-
nicipal solid wastes, tires or the harvesting of old growth forests,

defined as wood stands more than 35 years old, in no case will be
eligible for the production credit.

Although some facilities take advantage of stored energy found
in these byproducts, their exclusion from the tax credit obstructs

the growth of the industry. This obstruction represents a most un-
fortunate short-sightedness. At a time when we are trying to re-

duce United States demand for expensive, potentially insecure for-

eign energy and when the need for new job-creating industries is

high, we cannot afford to ignore the opportunity that biomass rep-

resents.

The biomass energy industry creates jobs directly as well as indi-

rectly, giving a boost to a number of related industries through a
ripple effect. Three studies performed with the Department of En-
ergy's Regional Biomass Energy Program all support this view, and
if the results of these analyses are extrapolated to the United
States as a whole, it is estimated that using biomass for energy
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would produce several billion dollars in income annually and help

to sustain hundreds of thousands of industrial wood jobs.

These benefits, when looking at the economic impact of both resi-

dential and industrial wood combustion, total 414,000 new jobs and
$8.3 million of new income across the country.
Expanding the biomass production tax credit would allow the

credit to do what it was meant to do in the first place, which is

to jump-start an industry with many environmental and economic
benefits. Looking at the big picture, it becomes obvious that ex-

panding the credit to include biomass energy from waste wood and
forest and agricultural residues would pay back handsomely. It

would significantly decrease pressure on our rapidly filling land-

fills, prevent pollution and provide secure jobs.

Equally important, it would pave the way for the development of

a biomass industry based on sustainable crops, which will not hap-
pen until the reserves of waste are depleted.

In conclusion, a sustainable biomass program would multiply the

benefits already being provided by the current biomass industry.

Since new growth in industries such as forestry and logging would
be involved, job creation would spiral upward. Depending on the
assumptions and programs, the U.S. biomass industry can create

up to 350,000 jobs within the next 20 years alone. The potential to

create wealth in areas of the country previously locked out of the
possibility of real economic growth is astounding.
The United States has been the industrial and technological

leader of the world for decades. In the current increasingly com-
petitive world market it is essential that we do not pass over prom-
ising emerging industries simply because they are new and dif-

ferent. A growing biomass industry will be a shot in the arm for

the economy, not to mention its many environmental benefits that

will protect Americans' health and ensure that our children have
the resources necessary to maintain this country's position of lead-

ership. Thank you.
Mr. KOPETSKI. Thank you, Mr. Elliott.

[The prepared statement follows:]
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STATEMENT OF GARY ELLIOTT, VICE PRESIDENT,

NATIONAL WOOD ENERGY ASSOQATION

INTRODUCTION

The National Wood Energy Association (NWEA) Is the trade association of the direct

combustion blomass Industry whose members include equipment manufacturers, project

developers, material handling, equipment and dealers, wood lot owners, and electric

utilities. NWEA urges the Ways and Means Committee to expand the 1 .5 cent blomass

production tax credit established in the Energy Policy Act of 1 992 to include blomass that

is harvested on a sustainable basis and pure wood wastes. Unless pure wood wastes,

agricultural residues, and forest products are eligible for the production credit, the

economics will not permit sustainable crops because waste feedstocks are less expensive.

Therefore, NWEA urges the expansion of the definition so waste feedstocks will be used

up, opening the way for sustainable grown blomass.

In 1 992, the use of wood energy and other blomass energy resources to produce electricity

resulted In a net impact of more than $1.8 billion in personal and corporate Income

throughout the United States. More than 66,000 jobs are presently being supported by this

income. By the year 2010, the economic benefits are anticipated to triple as advanced

blomass power technologies and energy crops are commercialized.

According to a 1992 DOE study, "Electricity from Blomass", sustainable blomass crops

could easily provide over 10 quads, or over 10%, of U.S. energy demand. Moreover, a

sustainable blomass program reduces the impact of carbon emissions from other industries;

a full-blown program has the potential to sequester nearly 50% of our carbon emissions.

An energy technology that reduces rather than increases carbon emissions, produces

domestic jobs, and provides clean, reliable energy!

Blomass power production has come to a crossroads In the 1990s and is poised for

significant growth. It can directly create a substantial jump in the employment market

directly, and because blomass production Is evenly dispersed geographically It keeps energy

dollars spent within the community, boosting the economy. Contrast this recycling of

income within local communities to the export of money to foreign oil-producing countries

that our dependence on conventional fuels has all but institutidnalized. Expanding this

credit would revitalize communities by providing them with a way to help themselves.

In the many regions of the country where the cost of blomass power is competitive with

fossil fuels, blomass power is clearly the preferable option. Blomass is safer for the

environment than conventional fossil fuels because It does not increase carbon dioxide

emissions into the atmosphere, causing changes in our global climate. At the same time,

utilizing blomass power decreases waste dumping in our nation's landfills. With so many
unique advantages and opportunities for blomass power, the United States must push this

technology to the forefront In the overall energy picture.

REQUEST

Blomass contributes more electric and thermal energy than any other renewable except

hydropower. Yet the federal government's policies and programs do not reflect the

importance of biomass's contribution to our energy mix. The Energy Policy Act of 1992

excludes blomass energy derived from wood waste, forest and agricultural residues from

qualifying for the 1.5 cent blomass production credit. As over 98% of all biomass

electricity is generated from waste, particularly wood waste, these exclusions make the

production credit all but useless for the U.S. biomass industry.

The following correction to the Energy Policy Act Section 45 will allow the tax credit to be

used as it was intended, by including biomass that is harvested on a sustainable basis, not

purely "grown":

Closed loop blomass includes all growing maner harvested on a sustainable basis in

compliance with state and local government regulations incorporating timber harvested via

sustainable forest-management practices, forest residues, wastewood and agricultural

residues. Biomass-electric facilities using mixed wastes, municipal solid wastes. tifgS Of
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the harvesting of old growth forests (wood stands of more than 35 years are used) in no
case will be eligible for the oroduction credit.

Agricultural residues and wood wastes are often seen as garbage and thrown away. Wood
wastes account for nearly one-third of U.S. landfills, and unless combusted properly, the

feedstocks degrade, contributing to overall carbon and methane emissions as well as to

groundwater contamination. These so-called wastes represent a valuable source of energy,

as can be seen by the fact that the vast majority of the 3500 megawatts of electricity

produced by the U.S. direct-combustion biomass industry is fueled by wastewood and
agricultural residues. These wastes, if allowed to degrade, continue to create immense
environmental problems.

Although some facilities take advantage of the stored energy found in these by-products,

their exclusion from the tax credit obstructs the growth of this industry. This obstruction

represents a most unfortunate short-sightedness. At a time when we are trying to reduce

U.S. demand for expensive, potentially insecure foreign energy and when the need for new
job-creating industries is high, we cannot afford to ignore the opportunity biqmass
represents.

The biomass industry creates jobs directly as well as indirectly giving a boost to a number
of related industries through a ripple effect. Three studies performed within DOE's Regional

Biomass Energy Program all supported this view, and if the results of these analyses are

extrapolated to the U.S. as a whole, it is estimated that using biomass energy would
produce several billion dollars in income annually and help to sustain hundreds of thousands

of jobs. These benefits, when looking at the economic impact of both residential and
industrial wood combustion, totalled 142,696 new jobs and $2,703 million in new income
in the Southeast; 1 13,583 jobs and $2,142 million in the Great Lakes region; 46,093 jobs

and $875 million in the West; 22,060 jobs and $421 million in the Northwest; and 89,854
jobs and $2,131 million in the Northeast. This totals up to be 414,286 new jobs and
$8,272 million in new income across the country.

A study completed by Meridian Corporation and Antares Group for DOE's Biomass Power
Program echoes the positive impact biomass power can have for the U.S. economy. If

technology continues to be commercialized, by the year 2010 283,838 Americans will be

employed by the biomass industry and the annual net income for the industry will be

$6,163 million. Biomass is a meeting grounds for the interrelated goals of job creation,

industrial efficiency, assurance of a reliable and secure source of energy, and environmental

protection.

Expanding the biomass production tax credit would allow the credit to do what it was
meant to do in the first place, which is to jump-start an industry with many environmental

and economic benefits. Looking at the big picture, it becomes obvious that expanding the

credit to include biomass energy from wastewood and forest and agricultural residues

would pay back handsomely. It would significantly decrease pressure on our rapidly filling

landfills, prevent pollution, and provide secure jobs. Equally importantly, it would pave the

way for the development of a biomass industry based on sustainable crops- which will not

happen until the reserves of wastes are depleted.
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A sustainable biomass program would multiply the benefits of the current biomass industry.

Since new industries such as forestry and logging would be involved, job creation would
spiral upwards. Depending on the assumptions and programs, the U.S. biomass industry

can create 100,000 to 350,000 jobs within the next 20 years alone. The potential to

create wealth in areas of the country previously locked out of the possibility of real

economic grovrth is astonishing.

The United States has been the industrial and technological leader of the world for decades.
In the current Increasingly competitive world market, it Is essential that we not pass over
promising emerging industries simply because they are new and different. A growing
biomass industry will be a shot in the arm for the economy, not to mention its many
environmental benefits that will protect Americans' health and ensure that our children have
the resources necessary to maintain this country's position of leadership.
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Mr. KoPETSKl. Now we will hear from Michael Marvin, director

of governmental and public affairs for the American Wind Energy
Association.

STATEMENT OF MICHAEL L. MARVIN, DIRECTOR OF GOVERN-
MENTAL AND PUBLIC AFFAIRS, AMERICAN WIND ENERGY
ASSOCIATION

Mr. Marvin. Thank you, Mr. Chairman.
I appreciate the chance to discuss some of the key issues sur-

rounding implementation of the section 45 energy production cred-

its which the Ways and Means Committee incluaed as part of title

19 to last year's Energy Policy Act.

Included as an attachment to my written testimony is a financial

spread sheet that shows the crux of our problem. As a result of the
more intensive up-front capital costs of wind projects and other re-

newable energy projects, independent project developers are realiz-

ing the production credit is of limited value because of the AMT sit-

uation in which they find themselves. Because of the high financ-

ing costs and the depreciation schedule, a project developer must
wait until at least the 11th year of a project's life to use the first

year of the production credits enacted last year, thus reducing the
value of the credit by a minimum of one-third.

Since the stated objective of the credit when it was passed was
to serve as a contemporaneous price floor, the inability to use the

credit until 10 years after it is earned fails to provide the intended
price support. The problem can be addressed if the section 45 en-

ergy production credit can offset the alternative minimum tax.

Full scale AMT relief has been suggested by Representative Bill

Thomas of the committee. Representative McDermott, in H.R.
2026, has suggested 25 percent relief from AMT for users of section

45 or 48 credits.

AMT relief would accomplish several objectives. First, it would
help to fulfill this committee's stated objectives of increased elec-

tricity generation by wind energy.
Second, it would comport with President Clinton's support for

using the Tax Code to encourage investment in renewable energy.

Third, it would assist in meeting the commitment made by Presi-

dent Clinton to return to 1990 levels of greenhouse gas emissions
by the year 2000.

Fourth, it would place wind developers on a more even footing

with its oil and gas competitors.
And, finally, it would generate jobs. Studies show that wind en-

ergy creates more jobs per unit of energy than any other technology
available today.
Chairman Rangel earlier this morning asked that we provide

comments on Treasury's position. On Tuesday, Treasury stated
that it did oppose full AMT relief for section 45 and 48 credit users
on the grounds that it would accord those credits more favorable

treatment than other tax credits and thereby weaken the purpose
of the AMT.

In response, let me note that the foreign tax credit is allowed to

offset AMT, and many investment tax credits under the 1986 Teix

Reform Act were allowed to offset 25 percent of the AMT. Further,
the investment tax credit which President Clinton himself proposed
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that ultimately was not included as part of the reconciliation provi-

sion also would have been allowed to offset the AMT.
In line with these precedents, we are proposing that section 45

production credit for wind be allowed to offset a limited amount of
the AMT.
With regard to Treasury's second concern, even with a partial off-

set a taxpayer still would be required to pay significant alternative
minimum tax on his economic income. This partial offset requested
is even more modest than the complete exemption Congress pro-

vided to independent oil and gas producers for depletion allowances
and intangible drilling expense deductions as tax preference items,
also included as part of title 19 of the Energy Policy Act.

Congress recognized similar issues facing the Nation's oil and gas
producers. Capital intensiveness, combined with the somewhat
risky nature of exploration, justified the AMT granted to independ-
ents last year. Wind energy development, with its capital intensive-

ness and generally risky nature as a "new technology," is finding
obstacles similar to and in many cases even larger than the oil and
gas independents.

I also want to briefly mention another key provision in title 1 of
Representative McDermott's legislation. Currently, all wind sys-

tems, regardless of size, are included in the production credit of

section 45. Most small turbines are sold for ranching and farming
activities in the United States, displacing diesel generators, and, in

some cases, displacing electricity.

We would request that these turbines be included as part of sec-

tion 48 business tax credits and specifically excluded from the pro-

duction tax credit to ensure no double-dipping. We would estimate
a maximum revenue loss of about $2 million over 5 years, signifi-

cantly different than what the joint committee has offered, but we
are working with them to work on similar assumptions.

U.S. wind companies are small entrepreneurial companies that
face a wealth of obstacles in a real market, in an electricity market
that is dominated by natural gas and by coal. And tax policy does
help to determine energy policy, Mr. Chairman.
While we understand the difficult fiscal situation in which we as

a country and which this committee specifically finds itself, we ask
only that new, nonfiiel—using technologies such as wind be treated
equitably with its larger fossil fuel energy brethren.
Thank you for your time.

Mr. KOPETSKI. Thank you, Mr. Marvin.
[The prepared statement and attachments follow:]
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Statement of Michael L. Marvin

Director of Governmental and Public Affairs

The American Wind Energy Association

Submitted to the Subcommittee on Select Revenue Measures
Committee on Ways and Means

United States House of Representatives

June 24, 1993

The attached comments are submitted on behalf of the American Wind Energy Association,

a trade association of wind energy equipment manufacturers, service providers, project

developers, academicians, utilities and individuals interested in wind energy development. The
Association is located at 777 North Capitol Street, N.E., Suite 805, Washington, D.C. 20002,
telephone 202-408-8988.

The attached comments make the following points:

1

.

As part of the Energy Policy Act of 1 992, Congress enacted the

section 45 production credit to encourage wind and closed-loop

biomass development by providing a price floor for electricity

generated from these energy resources.

2. The congressional objective is not being achieved because:

a. The alternative minimum tax prevents the

production credit from being used until the

eleventh through the twenty-fourth year of a wind

project.

1

.

This results in a one-third decrease

in value of the credits earned in the

initial 10 years of the project.

2. This also prevents the credit from

serving as a contemporaneous price

support for the project.

b. The confusion over the section 45 eligibility of a

project under an operations contract is also

deterring investors.

c. While the section 45 production credit has created

investment interest in utility wind projects which

use large turbines, it has not stimulated similar

interest in small turbines for use in ranch and farm

operations.

For these reasons, the American Wind Energy Association urges: (1) adoption of alternative

minimum tax relief which would allow the use of the section 45 production credit against the

alternative minimum tax, (2) clarification of section 45 as to the qualification of projects under

an operations contract, and (3) extension of the present section 48 energy investment credit

to include investments in small wind turbines.
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I. BACKGROUND.

Congress in the Energy Policy Act of 1 992, Public Law 1 02-486, intended to increase the use
of renewable energy resources in the electric sector as well as promote additional competition
in wholesale electricity power markets. As Congress noted at the time, renewable energy
developers are typically small firms, and development is hampered by the high, up-front

project costs as well as by high interest rates required by lenders who are unfamiliar with the
technology. House Report 102-474, Part 1, pages 138, 145-146 (March 30, 1992), and
Senate Report 102-72, pages 209-210 (June 5, 1992).

The tax code at that time already provided incentives for conventional oil and gas production

as well as for oil produced from shale and tar sands and gas produced from geopressured
brine, Devonian shale, coal seams, and tight formation. It also provided incentives for solar

and geothermal energy investments. To continue and expand these pre-existing provisions,

the Ways and Means Committee made permanent the tax credit for solar and geothermal
investments and enacted alternative minimum tax relief for the oil and gas industry.

Congress additionally sought to open commercial markets for other, non-solar/geothermal
renewable energy project development. In this regard, the Ways and Means ComnTittee
included in the Energy Policy Act of 1992 a production credit for electricity produced from
wind and closed-loop biomass resources. The committee thus added section 45 of the tax

code. The committee explained the purpose of this new credit in this manner:

The committee believes that the development and utilization of certain

renewable energy sources should be encouraged through the tax laws. A
production-type credit is believed to target exactly the activity that the

committee seeks to subsidize (the production of electricity using specified

renewable energy sources). The credit is intended to enhance the development
of technology to utilize the specified renewable energy sources and to promote
competition between renewable energy sources and conventional energy
sources. The committee believes that if the national average price of electricity

is sufficiently high, the need for a tax subsidy is reduced. Accordingly, the tax

credit will be phased out in the event that the price of electricity generated from
these sources is sufficiently high. The credit is scheduled to sunset after June
30, 1999, to provide the committee with the opportunity to assess the

effectiveness of the credit in encouraging the utilization of renewable energy
sources.

House Report 102-474, Part 6, page 42, 102d Congress, 2d Session. The Senate Finance

Committee adopted the House amendment with the same objective. Congressional Record,

Daily Edition, June 18, 1992, page S 8486.

II. PROBLEMS WITH THE PRODUCTION CREDIT.

Due to revenue constraints. Congress postponed the effective date of the section 45 credit

for wind electric generation projects until the end of 1 993. Developers, however, have begun
to negotiate the construction of facilities in anticipation of the effective date. In these

discussions, two problems - involving the alternative minimum tax and the uncertainty of a

project's qualification under an operations contract ~ have arisen which impair the utilization

of the production credit. In addition, while the production credit has stimulated investment

Interest in large-size wind turbines, it has not fostered comparable interest in small-size wind
turbines. These problems are explained below.

A. Alternative Minimum Tax.

In the Tax Reform Act of 1986, Congress enacted the present alternative minimum tax to

insure that any taxpayer with substantial economic income could not avoid significant tax

liability. Congress believed that the exclusions, deductions, and credits in the tax code
provided incentives to reach worthy goals, but they became counterproductive when
taxpayers used them to avoid nearly all tax liability. It was politically intolerable that high-

income individuals and highly profitable corporations not pay taxes. Thus, if a taxpayer's

economic income exceeded regular taxable income, an alternative 20 percent tax for

corporations and 24 percent for individuals was levied on economic income as a minimum tax

liability.
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The unforeseen effect of the alternative minimum tax on section 45 credit users, however,

has been to prevent contemporaneous use of the production credit and to diminish by one-

third the value of the credit when finally utilized. Wind projects, in the initial 10 years of

operations, do not generate sufficient taxable income to utilize the section 45 production

credit. The projects' gross income chiefly covers operational costs and amortization of the

loan; the remaining income is virtually offset by depreciation deductions. The production

credit could be utilized to offset other corporate earnings, but the production credit cannot be

used to reduce the net alternative minimum tax.

As this subcommittee is well aware, the majority of corporate taxpayers are subject to the

alternative minimum tax and this situation has created a disincentive for investment in certain

property. That disincentive is certainly evident in the wind electric generation industry,

because of: (1) the high up-front capital cost required for wind projects; (2) the inability to

use the production credit against the alternative minimum tax; and (3) the lack of

contemporaneous price support from the credit due to the alternative minimum tax deferral

of the credit.

The attached spreadsheet analysis (Case 1 ) of a stand-alone wind project shows that the

alternative minimum tax restrictions prevent the production credit from being used until the

project's eleventh year. The production credits are not fully utilized until the twenty-fourth

year of the project. Assuming a four percent annual inflation factor, we conclude that the

value of the production credit is at least one-third less than the Ways and Means Committee

had projected when it adopted the credit last year. Specifically, $1 of the production credit

which is earned in 1 994 cannot be used until the year 2004. At that time, the SI credit will

be worth 66 cents, because of the decrease in the credit's value over the 10 year period ~

between the time the credit is earned in the project's first year and the time the credit is used

in the eleventh year of the project. Moreover, the production credit is not providing a

contemporaneous price support for commercialization which the Ways and Means Committee

intended when it adopted section 45.

The need to modify the alternative minimum tax so as to remove the investment disincentive

is generally acknowledged. The Clinton Administration has proposed, and the Ways and

Means Committee has included in its budget reconciliation recommendations, a modification

of the alternative minimum tax recovery period. Under this modification, the depreciation

recovery period for purposes of the regular tax would also control for purposes of the

alternative minimum tax. But, as the attached spreadsheet (Case 2) shows, this modification

does not address the problem caused by deferral of the production credit. Even with the

proposed depreciation modification, the taxpayer in a stand-alone wind project still cannot

utilize the credit until the eleventh year. The purpose of the credit is again frustrated by the

diminished value of the credit and the lack of contemporaneous price support.

The solar and geothermal industries share this problem under the section 48 solar and

geothermal investment credit. These industries have proposed that the section 48 geothermal

and solar credit be allowed to offset 100 percent of the alternative minimum tax. If this

subcommittee and the full Ways and Means Committee are inclined to favor this approach,

the American Wind Energy Association requests that this relief also be extended to taxpayers

under the section 45 production credit as well.

As an alternative, the association requests the subcommittee to consider the approach taken

by Representative Jim McDermott in section 101 of his bill H.R. 2026, and as requested by

Congressman Bill Thomas. This approach would maintain the underlying objective of the

alternative minimum tax, while still implementing the incentives for renewable energy

development. Aside from the credit for foreign taxes, other credits cannot reduce the

alternative minimum tax. But Congress in the 1 986 Tax Reform Act created an exception for

the investment credit. The investment credit could offset up to 25 percent of the alternative

minimum tax for corporate taxpayers. The repeal of the investment credit in 1 986 and its

limited extension for transition property effectively ends this offset. Nonetheless, this does

establish a precedent which the Clinton Administration followed in its own investment tax

credit proposal.

In line with this precedent, the American Wind Energy Association proposes that corporate

taxpayers be allowed to claim a similar offset for the section 45 production credit to provide

a measure of relief. By limiting the maximum relief to 25 percent, the basic congressional

concern to insure that taxpayers with economic income not avoid taxes is still met. This
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proposal to permit a reduction of the alternative minimum tax up to 25 percent is less

favorable than the foreign tax credit approach; and the proposed offset for energy tax credits,

together with the existing foreign tax credit, cannot reduce the minimum tax liability by more
than 90 percent. But the partial reduction of the minimum tax would allow the wind and
closed-loop biomass production credit to encourage renewable energy development. Such a

measure would allow taxpayers in a stand-alone project to utilize the production credit sooner;
it would also allow corporations to use the credit sooner against other sources of income.

B. Clarification of Elioibilitv Under an Operations Contract.

Under section 45, a taxpayer who owns a qualified wind generation facility and who produces
and sells the power generated at the facility may claim the production credit. The conference
explanation requires the taxpayer to both own and operate the facility. The conference report

on the Energy Policy Act of 1992 explains;

[lln order to claim the credit, a taxpayer must own the facility and sell the
electricity produced by that facility to an unrelated party. Accordingly, a public

utility which owns and operates a qualified facility would be able to claim the
credit to the extent that the utility ultimately sells the electricity generated to

unrelated parties.

Independent power production projects are usually owned by a partnership of corporate

investors which will employ experienced companies to manage the project and maintain the

equipment. A windfarm developer typically will enter into a power sales contract with a
utility, build the windfarm, and sell it to a partnership comprised of other corporations. The
developer will also assign a portion of the power sales contract to the partnership to cover the

electricity produced at the windfarm. To manage its windfarm, the partnership will contract

with an entity often related to the developer.

The management contract requires the manager, among other duties, to operate the windfarm
on behalf of the partnership; collect, account for, and remit payments to the partnership; and
monitor and record power production and sales. The manager typically receives a percentage
of gross revenues (about one percent) as compensation. The partnership remains liable for

personal property taxes, insurance premiums, and any personal injury or property damage at

the windfarm. The partnership will indemnify the manager except for liability caused by the

manager's own recklessness or willful conduct.

In addition to contracting for management services, the partnership will contract for

maintenance services. The maintenance contract requires repair, preventive maintenance, and
periodic overhaul of the windfarm. The maintenance contractor is compensated with a

percentage of the gross revenues (generally around five percent) and is responsible for

providing labor, parts, and equipment. The partnership, however, is responsible for the cost

of replacing any turbine or equipment which is damaged beyond repair or which is destroyed.

Windfarms have been in operation for a sufficiently long period so that companies unrelated

to any developer have been created to provide management as well as maintenance services.

Thus, the windfarm owners now have the option to contract with unrelated third parties to

manage and maintain the facilities.

The Federal Energy Regulatory Commission, for purposes of the Public Utility Holding

Company Act (PUHCA), has held that such operations and maintenance contracts constitute

an agency relationship. An operator under an operations contract is the agent of the facility

owner. Pursuant to the PUHCA amendments enacted in the Er;ergy Policy Act of 1 992, the

commission modified its regulations to exempt an operator of an eligible facility under PUHCA.
The commission explained the practice of operations and maintenance contractors in this

manner:

While the operator will be responsible for day-to-day operations, these

agreements typically provide that the owner/seller will direct or control the

services provided by the operator. In other words, the operator in effect is an

agent of the owner/seller because the owner/seller, at a minimum, directs the

activities of the operator.
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Under PUHCA, if the operator were not engaged in the business ot owning and/or operating

eligible facilities and selling electric energy at wholesale, the operator could not qualify for

exempt wholesale generator status: in this event, the operator would be subject to heavy

regulation as a utility. To interpret PUHCA in this way, the commission stated, would

frustrate the 1992 congressional amendments which intended to promote competition in

electric generation through partial deregulation of exempt wholesale generators. To
implement the congressional intent, the commission therefore amended its regulation to

extend the exempt wholesale generator status to the operator of a facility under an O&IVI

agreement. See the Federal Energy Regulatory Commission Order No. 550-A, 58 Federal

Register 21250. at 21254 (April 20, 1993).

The Federal Energy Regulatory Commission acknowledged that this issue has "significant and

recurring impact on the development" of exempt wholesale generators. The commission

therefore resolved the issue with respect to PUHCA. But this issue has not yet been resolved

for the Internal Revenue Code. In view of the importance of this issue to the industry and the

importance to the development of renewable energy commercialization, the American Wind
Energy Association urges this subcommittee to clarify that a taxpayer who owns a wind

project and operates it through an agent under an operations contract, still meets the

operations requirement for the production credit.

C. Extending 10 Percent Solar and Geothermal Credit to Small Wind Turbines.

The existing section 48 credit provides a 10 percent business investment credit only for solar

and geothermal equipment. In contrast, the existing section 45 production credit applies to

close-loop biomass equipment and wind turbines which generate power for sale.

Consequently, when wind-generated electricity is not sold to an outside party, no tax

incentive is provided for wind equipment which is used in the taxpayer's own business. Thus

no encouragement is offered for farmers and ranchers who use wind turbines to generate

power for agricultural operations and not for sale to others. Generally, small wind turbines

are used in such applications.

It is proposed that the existing 10 percent solar and geothermal energy credit be extended to

small wind turbines (of 50 kilowatt or less rated generation capacity) used in a taxpayer's

trade or business, provided the equipment is not primarily used to generate electricity for sale

to another party. To prevent a taxpayer from getting both an energy credit and the production

credit, the American Wind Energy Association proposes that section 48 prohibit double

dipping of energy tax credits. Our best analysis shows that, given the size of the current

small wind turbine industry, and assuming a 25 percent annual growth (which has not been

experienced since the early 1980s), the revenue loss to the Treasury will be $1.35 million'

over five years, as follows:

Year 1
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Comparison of Regular Tax and Alternate Minimum Tax Impact

On a Windfarm Project

Assumptions

1

.

30 megawatt windfarm

2. $33.00,000.00 total project cost

a. $29,750,000 in wind equipment depreciated as 5-year property

b. $3,300,000 in land improvements depreciated as 1 0-year property

$24,750,000 (75% of cost) debt financed

1 5 years at 8% with levelized payments

$8,250,000 equity

5. January 1 , 1994 placenn-service date

6. $800,000 annual operating costs ($1994)

80,000,000 annual kilowatt hours production and sale

6 cents per kilowatt hour sale price ($1994)

4% general inflation for adjustment of

b. kilowatt hour sale price

c. 1 .5 cent production credit

(adjusted to nearest .1 cent)
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Mr. KoPETSKi. We have from Geothermal Resources Association,

the chairman, Thomas Hinrichs.

STATEMENT OF THOMAS C. fflNRICHS, CHAIRMAN, GEO-
THERMAL RESOURCES ASSOCIATION, AND VICE PRESIDENT,
MAGMA POWER CO., SAN DBEGO, CALIF.

Mr. Hinrichs. Mr. Chairman and members of the subcommittee,
I also want to thank you for the opportunity to testify before you
today on legislation which would permit the renewable energy in-

vestment tax credits presently available to businesses as offsets to

the regular tax to be applied against the alternative minimum tax.

My name is Thomas Hinrichs, and I am vice president of the

Magma Power Co., and I wish I could take credit for bringing some
San Diego weather to Washington. It has just been lovely. Our op-

erations are totally dedicated to geothermal development.
Today, however, I am testifying as chairman of the Geothermal

Resources Association. The GRA consists of 15 members involved

in the development of geothermal resources. We focus on issues of

interest to geothermal development, and, of course, a major issue

is the ability to utilize the recently extended tax credits for geo-

thermal property.

It is, therefore, not surprising that we support legislation which
would provide for the application of the tax credits against the
AMT, which is almost always triggered in the cases of companies
involved in geothermal development. We are a highly capital-inten-

sive industry.
Prior to commenting with more specificity on AMT relief, how-

ever, I would like to put geothermal resources in perspective. Put
succinctly, the geothermal resource has significant potential as a
secure energy source from the national security standpoint and is

compatible with the environment.
Geothermal energy is environmentally benign, a fact which is of

particular importance in an era of global warming stemming from
excessive carbon emissions and air pollution caused by other harm-
ful pollutants being emitted into the atmosphere.
A state of the art flash steam geothermal plant emits a small

percentage of pollutants discharged by fossil fuel plants and emits

none of the pollutants causing smog and acid rain. Binary plants

such as those operating in California and Nevada produce essen-

tially no air emissions of any kind. Moreover, geothermal has sig-

nificant potential which could be realized if appropriate incentives

are available.

At present, only approximately 2,800 megawatts have been de-

veloped, with some estimates placed at no more than 10 percent of

the clearly identified resource and a minuscule portion of the pre-

dicted range of geothermal potential. However, 2,800 megawatts of

development makes a difference in meeting our energy needs, for

each 100 megawatt plant can support the energy needs of a com-
munity of 100,000.
Most recently, growth in the geothermal area has been restricted

by four major factors:

One, oil and gas prices have been low, and since, in effect, renew-
ables generating electricity compete with oil and to an even greater
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extent with gas, the present investment and development potential

has been limited.

Two, favorable contracts with utilities as promoted by States,

particularly in California, the so-called standard offer contracts

were unavailable, and there are no comparable incentives for re-

newables.
Three, the major Federal tax incentive, geothermal energy tax

credit, had in the past few years been in jeopardy on several occa-

sions, and the short-term extensions which followed precluded the

tax credits from being considered in long-range planning, invest-

ment or development of geothermal resources.

And, four, even thougn the credit was available, the benefits of

the geothermal tax credit have been limited because of restrictions

preventing its use against AMT.
Mr. HiNRiCHS. Now, we hold out some hope for resurgence of geo-

thermal development. First, natural gas prices, although still low,

have been increasing which, in turn, will make renewables more
attractive.

Second, while favorable contracts are still a thing of the past,

several States, in developing additional power needs, have specified

certain set-asides or allotments for renewables. For example, it is

expected that California utilities will put out to bid up to 300
megawatts of new sources of power generation by renewables to be
placed in service in the 1997 to 1999 period. Yesterday the Califor-

nia Public Utilities Commission acted on a decision to direct the

utilities to start that process on August 4.

Third, the tax credits for solar and geothermal property were
made permanent as part of the Energy Policy Act of 1992. We
thank this subcommittee and the full Ways and Means Committee
for your efforts in this regard.

This leaves a fourth and final remaining impediment—the inabil-

ity of geothermal developers to apply the tax credits against the

AMT and hence make practical use of intended incentives. New
sources of electrical generation are being acquired through a bid-

ding process. If the inability to applv tax credits against the AMT
was corrected by legislation, it would result in lower and newer en-

ergy prices being put forward in this bidding process.

H.R. 2026 introduced by Congressman McDermott, provides that

tax credits could be applied up to 25 percent of the AMT. While we
think the bill is a fine start, we urge that full utilization of the tax

credits be permitted as we understand is provided in the other

member proposal introduced by Congressman Thomas, relating to

AMT for renewables listed in the subcommittee's press release of

June 2, 1993. Full utilization is a catalyst needed spur renewable
development.
Thank you very much for the opportunity to express our views.

Mr. KOPETSKI. Thank you, Mr. Hinrichs.

[The prepared statement follows:]



768

STATEMENT OF THOMAS C. HINRICHS
ON BEHALF OF THE GEOTHERMAL RESOURCES ADMINISTRATION

Mr. Chairman and Members of the Committee, I want to thank
you for the opportunity to testify before you today on
legislation which would permit the renewable energy investment
tax credits ("tax credits") presently available to businesses as
offsets to their regular tax, to also be applied against the
alternative minimum tax ("AMT").

My name is Thomas C. Hinrichs and I am Vice President of
Magma Power Co., whose operations are totally dedicated to
geothermal development. Today, however, I am testifying as the
Chairman of the Geothermal Resources Association ("GRA") . The
GRA consists of 15 members involved in the development of
geothermal resources. We focus on issues of interest to
geothermal development and, of course, a major issue is the
ability to utilize the recently extended tax credits for
geothermal property. It is therefore not surprising that we
support legislation which would provide for application of the
tax credits against the AMT, which is almost always triggered in
the case of companies involved in geothermal development.

Prior to commenting with more specificity on AMT relief,
however, I would like to put geothermal resources in perspective.
Put succinctly, the geothermal resource has significant
potential, is a secure energy source from a national security
standpoint, and is compatible with the environment.

Geothermal energy is environmentally benign, a fact which is

of particular importance in an era of global warming stemming
from excessive carbon emissions and air pollution caused by other
harmful pollutants being emitted into the atmosphere. A state-
of-the-art flash steam geothermal plant emits a small percentage
of pollutants discharged by fossil fuel plants and emits none of
the pollutants causing smog and acid rain. Binary plants such as
those operating in California and Nevada produce essentially no
air emissions of any kind.

Moreover, geothermal has significant potential, which could
be realized if appropriate incentives are available. At present,
only approximately 2,800 megawatts have been developed which some
estimates place at no more than 10% of the clearly identified
resource and a minuscule portion of the predicted range of
geothermal potential. However, 2,800 megawatts of development
makes a difference in meeting our energy needs, for each 100
megawatt plant can support the energy needs of a community of

100,000.

Most recently, growth in the geothermal area has been
restricted by four major factors: (1) oil and gas prices have
been low and since, in effect, renewables generating electricity
compete with oil and, to even a greater degree with gas, the
present investment and development potential has been limited;

(2) favorable contracts with utilities as promoted by states,
particularly in California — the so-called "standard offer"
contracts — were unavailable and there were no comparable
incentives for renewables; (3) the major federal tax incentive ~
the geothermal energy tax credit — had, in the past few years,
been in jeopardy on several occasions and the short-term
extensions which followed precluded the tax credits from being
considered in the long-range planning, investment, or development
of geothermal resources; and (4) even though the credit was
available, the benefits of the geothermal tax credit have been
limited because of restrictions preventing its use against the
AMT.

Now, we hold out some hope for a resurgence of geothermal
development. First, natural gas prices, although still low, have
been increasing which, in turn, will make renewables more
attractive. Second, while favorable contacts are still a thing
of the past, several states, in developing additional power
needs, have specified certain "set-asides" or allotments for
renewables. For example, it is expected that California
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utilities will put out to bid up to 300 megawatts of new sources
of power generated by renewables to be placed in service in the
1997-99 period. Third, the tax credits for solar and geothermal
property were made permanent as part of the Energy Policy Act of
1992. We thank this Subcommittee and the full Ways and Means
Committee for your efforts in this regard. This leaves the
fourth and final remaining impediment — the inability of
geothermal developers to apply the tax credits against the AMT
and hence make practical use of the intended incentive. New
sources of electric generation are being acquired through a
bidding process. If the inability to apply tax credits against
the AHT was corrected by legislation, it would result in lower
renewable energy prices being put forward in the bidding process.

H.R. 2026, introduced by Congressman McDermott, provides
that the tax credits could be applied against up to 25 percent of
the AMT. While we think the bill is a fine start, we urge that
full utilization of the tax credits be permitted as we understand
is provided in the other Member proposal, introduced by
Congressman Thomas, relating to AMT for renewables listed in the
Subcommittee's press release of June 2, 1993. Full utilization
is the catalyst needed to spur renewable development.

Ironically, twice in the last three years the oil and gas
industries have received relief from the AMT in tax legislation.
Coupled with other tax breaks enjoyed by the oil and gas
industries, renewables remain some distance from reaching the
proverbial "level playing field."

Permitting the tax credits to be applied against both the
regular tax and the AMT will enable renewable projects to compete
with conventional fossil fuels in the bidding for new utility
projects. And such successful bidding will result in the twin
national benefits of energy independence and environmental
enhancement

.

The tax credits can be the single-most effective federal
progrcUB to promote renewable energy, stimulating investments and
enabling the technology to develop and improve. With the tax
credits extended, the geothermal industry will be able to compete
in the bidding process for new plants, continue technology
development and bring new environmentally beneficial projects on
line, provided it can, in fact, fully utilize the tax credits.
Thus, we strongly urge this Subcommittee and the Congress to
support the full utilization of the energy tax credits against
the AMT.

Thank you for permitting me to present the views of the GRA.
I would be pleased to answer any questions you might have.
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STATEMENT OF STEPHEN F. JOHNSON, EXECUTIVE
DIRECTOR, WASHINGTON PUBLIC UTILITY DISTRICTS'
ASSOCIATION, ON BEHALF OF AMERICAN PUBLIC POWER
ASSOCIATION

Mr, KoPETSKi. From the great State of Washington, where we
have a very esteemed member on this panel, is Stephen Johnson,
who is from the Washington PubHc UtiHty District Association.

Welcome, Mr. Johnson.
Mr. Johnson. Thank you.

Good afternoon, Mr. Chairman, members of the subcommittee. I

am Stephen Johnson, executive director of the Washington Public

Utilities District Association. The public utility districts provide

electricity on a not-for-profit basis to 1.5 million people in the State

of Washington. I am appearing today on behalf of the American
Public Power Association, a national service organization, rep-

resenting more than 1,750 consumer-owned electric utilities

throughout the United States as well as the PUD Association.

The focus of my testimony is H.R. 2026, the Renewables and En-
ergy Efficiency Incentives Act of 1993 and particularly section 302,

title 3 of that bill. As is apparent from its title, H.R. 2026 is de-

signed to encourage energy efficiency and the production and use
of renewable energy. We share this goal.

The Oak Ridge National Laboratory's report for the years 1989-
91, reports public power saved more energy at less cost than pri-

vate utilities. Public power has an excellent record in the pro-

motion of energy efficiency and renewable resources.

My own organization created a new joint operating agency called

the Conservation and Renewable Energy System to finance and de-

velop these resources. Theirs is the first joint operating agency of

this type in the Nation. By the way, Oregon is organizing the sec-

ond with our assistance through the League of Oregon Cities.

What 2026 does is use the Tax Code to promote energy efficiency

and renewable energy sources. Titles 1 and 2 provide tax incentives

to private utilities to develop these resources. I don't intend to ad-

dress at length those provisions, but since it has been mentioned,
the 13-year retroactive deduction for conservation investments may
be a necessary perfection in the Tax Code. However, as an incen-

tive, it won't create 1 more kilowatt hour of energy reaching back
and making those payments, and perhaps ought to stand alone and
be separate from those provisions.

Our main concerns, however, are with title 3, section 302, which
finances these incentives by taking away from public power the use
of tax-exempt financing for coal, oil, and nuclear plants.

Our specific concerns with section 302 are: One, that it is incon-

sistent with the principles of federalism in that it dictates to local

governments how they will serve their citizens. Tax-exempt financ-

ing has traditionally been extended to all activities undertaken by
State and local governments, so as long as the facilities are owned
and operated by the government and the benefits are provided to

all citizens.

State and local governments are responsible for providing public

services, therefore, decisions about these public facilities are best
left to the State and local officials.
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Second, section 302 also raises questions of fairness in providing
benefits to private power at the expense of public power, while less

than 10 percent of coal oil and nuclear facilities are owned by pub-
lic systems is about 7 percent. More than 80 percent are owned by
private utilities.

So you are going to a very small segment of the industry to get
the money to fund incentives in a very large segment of the indus-
try.

Third, section 302 presents a host of practical and administrative
problems as well. For instance, the financing of dual-fuel facilities,

almost all gas-fired combustion turbines have standby oil, a very
necessary part of their operation. The financing of environmental
improvements to existing plants in the original draft of this bill is

not provided for scrubbers on coal plants and such.

But beyond that, this makes judgments about new technologies
and may discourage those that have significant environmental ben-
efits. For example, Energy Daily reports this week on the success
of a new coal gas-fired fuel cell, an investment which section 302
would not allow with tax-exempt financing. So 302 is flawed in at-

tempting to determine for local governments how they meet their

environmental and energy needs.
It is similar in a way to the 1978 Fuel Use Act, which restricted

the use of natural gas for electric generation. It turns out that was
a mistake. Should Congress make these decisions or should they be
made on the local level, using sound planning principles, like inte-

grated resource planning, something that American Public Power
Association has pioneered in, where all resources are weighed
against each other. We made some serious mistakes in the past,

where we bet on one resource or some authority designated one re-

source as the resource that we ought to generate electricity with.

I don't think we want to repeat that mistake.
In conclusion, we support the goals of H.R. 2026, increased use

of energy efficiency and renewables are clearly in the national in-

terests but these goals cannot be achieved without taking into ac-

count the relative roles of the Federal local and State Govern-
ments, as well as questions of fundamental fairness among sectors

of the industry. Section 302 fails these tests and should not be en-

dorsed by this committee.
Thank you, Mr. Chairman. I appreciate your indulgence.
Mr. KOPETSKI. Thank you Mr. Johnson.
[The prepared statement and attachments follow:]
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statement of
Stephen F, Johnson, Executive Director

Washington Public Utility Districts' Association
Presented on Behalf of

American Public Power Association
Before the

Committee on Ways and Means
Subcomaittee on Select Revenue Matters

June 24, 1993

Mr. Chairman, members of the subcommittee, I am Stephen F. Johnson,

executive director of the Washington Public Utility Districts'

Association. The public utility districts in Washington provide
electricity to more than 1.5 million people. My association is an

affiliate member of the American Public Power Association, and I serve

as a member of APPA's Advisory Committee. APPA is the national

service organization representing more than 1,750 local publicly owned

electric utilities throughout the United States. Collectively, public

power systems provide electric service to one of every seven

Americans. I am appearing today on behalf of both APPA and the

Washington Public Utility Districts' Association. The focus of my

testimony today is H.R. 2026, the "Renewables and Energy Efficiency

Incentives Act of 1993," and particularly section 302 of that bill.

As is apparent from the title, H.R. 2026 is designed to encourage
energy efficiency and the production and use of renewable energy. The

sponsor of this legislation. Rep. Jim McDermott (D. WA) is a tireless

advocate for energy efficiency and renewable energy. Both the

Washington PUD Association and APPA share Rep. McDermott's enthusiasm

and commitment to wise use of energy and advocacy of technology to

increase the use of renewable energy resources. Indeed, public power

has a laudable record in this regard.

For example, APPA has long backed the concept of integrated resource

planning, i.e. examination of the spectrum of possibilities from

demand-side management to cogeneration and employment of solar, wind,

biomass, geothermal and hydropower. Oak Ridge National Laboratory

reported recently on the effects and costs of electric utility
demand-side management programs from 1989 to 1991. The lab pointed
out: "The investor-owned utilities (lOUs) spent a larger percentage of

their revenues, on average, than did the public utilities (which

include federal, state, municipal, and cooperative utilities). On the

other hand, the publics reported larger percentage reductions in

demand and energy than did the lOUs." In other words, public power
saved proportionately more energy at less expense than private power
companies.

Many publicly owned electric utilities are involved in the use of

renewable resources to produce power, including a major wind project
underway in the state of Washington, plus hydroelectric projects such

as those operated by Seattle City Light. APPA was instrumental in

putting together a new industry-wide Utility Photovoltaic Group
dedicated to advancing solar production of electricity, and the

Association is a partner in the Solar Hot Water Utility Interest

Group, which is encouraging utility support for solar hot water
installations.

The Washington PUD Association and its members also have a solid
record in support of energy conservation, efficiency and the
development of renewable energy sources. Since 1989 PUDs have

committed to engage in least cost/integrated resource planning, making
conservation and renewable resources our highest priorities.
Recently, the Washington PUDs established a new Joint Operating Agency
exclusively to finance and develop conservation and renewable energy
resources for PUDs and municipalities.

The Conservation and Renewable Energy System (CARES) is the first
joint operating agency of its kind in the nation and is currently
developing a 27 megawatt wind farm near Goldendale, Washington and
financing extensive energy efficiency programs together with the
Bonneville Power Administration.
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It should be clear from these examples that we share Rep. McOermott's
goals. However, H.R. 2026 proposes to use the Internal Revenue Code
as the sole means of advancing these goals. Public power systems are
not-for-profit enterprises of state and local governments and are
exempt from paying federal income taxes. Thus, none of the tax
incentives provided in titles I or II of H.R. 2026 would be of any
benefit to public power. For this reason, we are not well situated to
judge their effectiveness in promoting these goals. (We do note that
one particular provision, section 202 relating to deductions for
energy conservation expenditures by investor-owned utilities, is

retroactive to 1980. He question whether this 13-year retroactive
provision is necessary to promote future energy conservation
expenditures.)

Our concern with this legislation, however, is not based on the
incentives it provides, but on how they would be financed. While
Titles I and II are carrots used to encourage certain energy
efficiency and renewable energy investments. Title III is the stick.
It is intended to discourage certain energy investments through
changes in the Internal Revenue Code, and use money saved from these
changes to fund the incentive programs in the first two titles.

One of these changes, section 302, would repeal of the tax-exempt
status of bonds used to finance certain electric generating
facilities, specifically those facilities using nuclear, coal, oil and
other petroleum products. We strongly oppose this section of the
legislation. This provision is inconsistent with principles of
federalism that have, for the most part, guided Congress in setting
the ground rules for tax-exempt bond financing. It is unfair to
local, publicly owned electric utilities. As a "stick" to alter
behavior, it will have at best only marginal effect when considered in

the context of the overall national energy picture. It will alter the
competitive balance between public and private power. And, if

implemented, it will create practical and administrative problems.

Federalism and Tax-Exempt Financing

Traditionally tax-exempt financing has been permitted for all

activities undertaken by a state or local governmental entity so long
as the facilities financed with tax-exempt bonds are owned and
operated by that entity and the benefits of the facility are provided
to all of its citizens. Section 302 of H.R. 2026 rejects this
approach. It would make tax exempt financing of state and local
governments -- entities acting on behalf of their constituents and
providing public services to their constituents -- contingent on
whether the activity to be undertaken had received a Congressional
stamp of approval. Such intrusive action by the Congress is totally
inconsistent with the principles of federalism.

Under our federal system, responsibility is shared between federal,
state and local governments. One of the most outstanding attributes
of this form of government is the preservation of the rights of each
of these governments to act on behalf of its own constituents without
undue interference. One form of interference is federal taxation of

interest on debt instruments of state and local governments. For
decades, the courts considered such taxation unconstitutional. While
the courts have recently rejected the constitutional underpinnings of
such tax immunity, the principal continues to make sense.

Decisions made by state and local governments regarding what services
they will provide to their citizens and what facilities they will
construct, own and operate, should be left to those state and local

governments. They should not be skewed by Congressional
determinations of what activities a majority of the members of

Congress at any particular point in time conclude may be funded
through tax-exempt bonds and what may not. Congress cannot possibly
have the wisdom to know what is in the best interest of the citizens
of the more than 80,000 governmental jurisdictions throughout the
country. Part of the genius of our federalist system lies in the
recognition of this fact. If Congress begins to micro-manage the
economy in the fashion of a centralized economic planner, it will
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limit the flexibility of state and local governments. And when
Congress makes the wrong choice, the effects of centralized economic
planning will be felt throughout the entire economy.

This encroachment on the principle of federalism lies at the very
heart of our objection to section 302. That section would have
Congress reach into the decision -making process of local public power
systems, guiding the energy policy choices of local governments in a

way that may seem appropriate this week but may be totally
inappropriate next week or next year. And of course there is no

reason to stop at energy policy. Following the precedent of section
302, Congress could set policy in a broad range of other areas from
transit to schools. It is no more appropriate for Congress to

micro-manage local communities in the manner proposed in section 302
of H.R. 2026 than it would be for Congress to determine that public
transit systems may not use tax-exempt bonds to finance mass transit
vehicles powered by internal combustion gasoline powered engines or

that local school districts may not use tax-exempt bonds to finance
public school heating systems fueled by petroleum products.

Fairness

Section 302 in juxtaposition to incentives provided in Titles I and II

raises questions of fairness. Titles I and II provide tax incentives
to private, for profit entities including investor-owned utilities.
However, nothing in Titles I and II benefit public power systems.
Nevertheless, the Title I and II programs are paid for in large part

by the elimination of tax exempt financing now available to public
power systems. Thus, stripped to its most basic form, private power
companies gain while public power systems and their consumer owners
lose.

This equation of private gain and public loss might be based on the
assumption that only public power systems receive benefits under the
tax code. If that were the case, then one way to pay for tax
incentives available to private power would be to take away benefits
from public power. But the assumption is not correct. As is clear
from the attached article, private power companies have enjoyed and
continue to enjoy enormous benefits under the tax code. (Another
benefit not noted in the article is the ability of investor-owned
utilities to tag the U.S. Treasury for a substantial portion of failed
projects. The most recent example of this is the tax write-off
provided Long Island Lighting Company for its failed investment in the
Shoreham Nuclear Project.)

While some of these benefits, for example the investment tax credit,

no longer exist, they continue to receive substantial benefits from
accelerated depreciation schedules (i.e. schedules that bear no

relationship to the useful life of the facility being depreciated).
Investor-owned utilities are currently holding $57.3 billion in

accelerated depreciation accounts. In essence, these funds are simply
interest free loans from the U.S. Treasury. The legislation does not

propose to reduce or eliminate this lOU subsidy, a large part of which
goes to finance coal, petroleum, and nuclear power generation. We

would suggest that it would be far more equitable to reduce this
subsidy and use funds saved to pay for the other subsidies that would
be made available to the lOUs by H.R. 2026.

Energy Investment Decisions

An alternative explanation for the intent of section 302 is that it is

designed to prevent any tax benefits from flowing to investments in

nuclear, coal and oil generation facilities. By eliminating these
benefits, presumably utility behavior would be altered -- that is,

utilities will invest in facilities that do not use these disfavored
fuels.

If that is the rationale for section 302, it badly misses the mark.
For the most part, the proposal targets facilities built by issuers of

tax-exempt bonds, i.e., public power. (The proposal would eliminate
tax-exempt financing under the "local furnishing" provision of the
Code as well. That provision benefits a handful of investor owned
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utilities.) Over 80 percent of the nation's conventional steam
generating capacity -- most of which is fueled by coal, oil and other
petroleum products -- are owned by investor-owned utilities, while
less than ten percent are owned by public power systems. And over 90
percent of the nation's nuclear generating capacity is owned by
private systems, while only 4 percent is owned by public power. It is

also ironic that collectively, public power systems rely more heavily
on natural-gas fueled facilities and hydroelectric projects than do
investor owned utilities. (The attached chart shows the generation
capacity of the electric utility industry and the various segments of
the industry.)

Whether the provision will alter public power's investment decisions
is unclear. What is clear is that it will increase public power's
cost of capital and thereby increase public power's costs. Assuming
section 302 does shape energy policy choices of public power, based on
the figures above and the fact that public power serves only 15

percent of the population, the energy policy decisions of the largest
segment of the industry will not be affected in the least.

Clearly, if the desire is to affect utility behavior, it would make
far more sense to reduce the tax code benefits that flow to investor
owned utilities, then use the funds from altering those programs to
finance the lOU incentives contained in Titles I and II of H.R. 2026.

Practical and Adwinistrative Problews

The proposal raises a number of serious practical and administrative
problems. For example, how would a public power system finance a dual
fuel (coal and gas) facility? What about a coal gas generation unit?
In fact, if even a very small percentage of an issue is used on a

facility that uses one of the disfavored fuel sources, the entire bond
issue would be taxable. This would be the case even if most of the
bond proceeds were targeted for energy conservation or a renewable
energy facility.

Refurbishment, repowering and refinancing of existing plants would
also be subject to the limitations of section 302 of H.R. 2026.
Consumers have saved hundreds of millions of dollars by refinancing
high cost debt with lower cost debt. As we read this provision, tax
exempt bonds would not be available to refinance debt of existing
coal, oil, petroleum products and nuclear fuel plants. In such cases,
the provision will not affect future energy choices, it will simply
make power from existing facilities more expensive.

Further, the provision applies across the board, regardless of the
availability, or lack thereof, of alternative sources of power. The
provision may have minimal effect on a region rich in hydropower or
one having access to natural gas. But there are regions in which
neither energy source is readily available. Energy conservation and
renewables might not be capable of meeting electricity demand. Coal
may be the only available resource. Is it sound energy policy or in

the interest of consumers to deny state and local governments the use
of tax-exempt bonds to develop certain types of facilities when their
power supply needs can be met only by those types of facilities?

Coapetitive Balance

Section 302 would not "level the playing field" in financing costs
between public and private utilities as some have suggested. Instead,
it will have the opposite effect -- altering the competitive balance
between public and private power in this country. The proposal takes
away low cost financing capability of consumer owned electric
utilities while giving new financing advantage to lOUs. Further, even
if the provision were to equalize the cost of capital for public
systems and lOUs, they could take advantage of other tax code
provisions such as accelerated depreciation to obtain financial
benefits not available to not-for-profit and hence non-taxable public
power systems.
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Developnent of New Technologies

Some of the best prospects for technologies that will give us economic
energy and environmental enhancement involve use of coal, which
represents our largest domestic fuel for power production. They
include fluidized bed combustion, integrated gasification-combined
cycle, and fuel cells.

On Tuesday, June 22, The Energy Daily reported on advances in the
molten carbonate fuel cell. A stack of molten carbonate fuel cells
reached 50 percent efficiency during a 10 day trial run. As stated in

The Energy Daily, "the trial run adds credence to the fuel cell
industry's claims of substantially higher efficiency levels in tandem
with minimal environmental damage." The same article notes that
Energy Research Corp., the developer of the fuel cell, is working on a

combined cycle project that will incorporate a 2.5 MW molten carbonate
fuel cell plant that will be powered by coal gas. Assuming this
technology becomes commercial, section 302 would prevent public power
systems from financing such fuel cells through the issuance of tax
exempt bonds. Again, it would be ironic if public power, a leader in

the nationwide effort to commercialize fuel cells in large part
because of their environmental benefits, could not finance such
projects using tax exempt bonds.

Section 303

I would also like to note our objection to section 303 of H.R. 2026.
That section would eliminate the tax exempt status of rural electric
cooperatives. Rural electric cooperatives, like public power systems,
operate on a not-for-profit basis. Since taxes are imposed on
profits, there would seem to be little gain to the U.S. Treasury from
changing the tax status of these cooperatives. It is not clear what
specific energy policy would be advanced from the enactment of this
section.

Conclusion

APPA and the Washington PUD Association support the goals of H.R.
2026. Increased use of renewable energy resources, including
hydropower, and ensuring efficient use of existing facilities and
resources, are clearly in our national interest. But these goals
cannot be accomplished solely through the tax code. Indeed, an entire
Congress was spent on developing and refining our national energy
policy to set up various programs to advance energy efficiency and
renewable resources. Nor can these goals be achieved without taking
into consideration other important policies such as the relative roles
of the federal government and state and local governments within our
federalist system and questions of fundamental fairness among sectors
of the industry. Section 302 fails these tests and should not be
endorsed by this Committee.
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Subsidy
DEBATE
A narrow look at utilityfinancing

could cripple competition.

by John KeUy

To grasp an idea correcdy, it is usually necessary to

grasp it as a whole. This notion seenu to have no

standing in the debate over the relative tax status of

public and private power systems. And ignoring it

has produced a series ofeconomically perverse federal policies

affecting the nation's electric power industry. These policies

are the result ofa narrow focus on federal revenue losses from

tax-exempt, public purpose financing; the failure to acknowl-

edge the sizeable tax subsidies private systems continue to

receive; and a general lack ofknowledge ofthe economic and

institutional impediments that stifle competition in the elec-

tric power industry.

A report prepared for the American Public Power Associa-

tion by consultant Alan P. Laskin provides estimates of the

multibillion dollar federal tax subsidies investor-owned utili-

ties have received from their use of the accelerated depreda-

tion and investment tax credit provisions of the federal tax

code. Laskin estimated that for the years 19S4 through 1986,

lOU revenues could have been reduced by S56.9 billion had

the benefits of these subsidy provisions been passed through

to ratepayers. This means electric rates of lOU customers

could have been reduced an average of 3.5 percent per year

during the 23-year period.

The Laskin report was commissioned to impress upon
policymakers that tax preferences to lOUs exist and to

highlight the magnitude ofthese preferences, notwithstand-

ing changes brought about by the Tax Reform ha of 1986.

The report also demonstrates the inconsistency and inequity

ofnarrowly focusing on public power's access to tax-exempt

financing.

In each of the past two years Congress enaaed legislation

that weakened the competitive position of public power in

particular and competition in the electric power industry in

general. The Tax Reform Aa of 1986 imposed costly re-

quirements on public power systems, severely restricting

opportunities to share ownership and benefits of power

plants with private utilities. The 1986 law also imposed

restrictions on advance refunding and arbitrage earnings for

tax-exempt bonds. In 1987, a provision of the Omnibus
Budget Reconciliation Aa barred use of tax-exempt financ-

ing for purchase ofelectric output facilities unless the financ-

ing fell under state ceilings for private purpose bonds. The
1987 restriction applies to public power systems established

after Oct. 13, 1987, and it erects a costly barrier to creation

ofnew public power systems. In addition. Congress in 1986
revoked public power's preference in hydro reliccnsing,

thereby eliminating competition for licenses on established

hydro projects.

Currendy the Federal Energy Regulatory Commission is,

in the name of competition, proposing, in one of three

proposed rule makings, to restria public power from com-

peting in bulk power supply bidding programs.

These congressional and regulatory actions do not take

cognizance of the substantial federal tax benefits and cco-

18 Jiily-Augus 1988
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Accumulated

Deferred

Tax Benefits For

Private Utilities

1953-1986

nomic power en-

joyed by the naoon

investor-owned utilibes and

the detrimental effect these ac-

tions will have on competidon in the

industry.

Revenues Exceed $120 Billion

A cursory look at lOU financial and operating data

j

reveals their substantial economic power. In 1986 lOU retail

revenues exceeded SI20 billion and represented 79 percent

of all retail revenues in the industry. lOU retail kWh sales

I

accounted for 77 percent ofall retail kWh sales in the industry.

And lOU retail revenues were almost seven times those of

public power systems. The relative economic influence of

lOUs is even greater in certain states and regions. Individual

lOUs possess financial and public relations resources that

dwarfthose oflocal communines that currendy provide their

i owTi electric service or desire to do so in the ftiture.

j

Public power, with 13 percent of the industry's revenues

^ and 15 percent of kWh sales, is the major competitor to

i investor-owned systems. By severely restricting public

;

power's access to tax-exempt financing while allowing lOUs

j

to continue to benefit mightily fitjm the federal tax system,

I

Congress is legislating compennon out ofthe electric power

I

industn-. Many policymakers are uncridcally accepting the

j

self-serving arguments of the largest and most powerful

sector of the electric

power industry while

summarily—and

cases arbitrarily—dismissing the

legitimate interests of public power.

lOUs are protected fiwm vigorous compe-

ddon by economic and institutional barriers,

and benefit handsomely fiom federal tax subsidies.

These important and obvious facts have been ignored in

recent years, and the result has been economically perverse

legislative and regulatory policies.

Which Segment Favored?

In his report, Accelerated Depreciation and the Inveitment

Tax Credit: How Big is the Subsidy for Imeoor-Owned
Utilities?,Alan Laskin noted that at the center ofalmost every

policy debate on the electric utility industry is the question of

which sector—public, private or cooperative—receives more
fevorable government treatment. Laskin focused on the

benefits received b>' lOUs from their use of the accelerated

depredation and investment tax credit (ITC) provisions of

the federal tax code. The ITC was repealed by the Tax
Reform Aa of 1986, but utilities still benefit from deferred

credits earned in pre%ious years. These provisions have been

particulariy favorable to lOUs because of the capital-inten-

sive nature ofthe electric power industry. The main questions

Laskin addressed were: "How big a subsidy have these two
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for tbe pri-

vate utility industn-" and "What would

lOU revenue requirements have looked

like if accelerated depredation and in-

vestment tax credits had not been avail-

able?" He answered the questions by

assuming that the benefits of the subsi-

dies had been passed through to lOU
ratepayers.

Laskin defined a subsidy as the differ-

ence between the price of a

good or service with and with-

out some preferential govern-

ment policy. Consequently, it is

not sufficient to simply look at

the amount of deferred taxes

foregone by the federal Treas-

ury to determine the size of a

subsidy; it is necessary to look at

the impact on prices ofeliminat-

ing a subsidy. In doing this,

however, other important vari-

ables should be held constant.

The two variables Laskin holds

constant are the utilides' net

income and cash flow. Elimi-

nating the subsidy would have a

significant secondary efiea on

cash flow, which would be re-

fleaed in the price ofelectricity.

The benefits lOUs derive

fi^m accelerated depredabon

and rrC come in the form of reduced

and deferred tax liabilities. The acceler-

ated depredation provision of the fed-

eral tax code allows them to coUea

estimated fiiture tax expenses fi'om

ratepayers in current periods. The esti-

mated amounc of future-year taxes

—

taxes collected bom ratepayen but not

paid to the federal Treasury—are re-

ferred to as deferred taxes. The deferred

taxes irom accelerated depredabon are

treated as current period expenses and

accumulate in a deferred income tax

account. At the end of 1986 lOUs had

S39.6 billion in this accoiut.

For federal income tax purposes, a

A the end of1986

investor-owned systems

would have had to replace

$56.6 billion. This amount

is, in effect, an interest-

free loan they enjoyed

from their use of

deferred taxes.

the rrC were normalized so that a pro

rata share of the credit was passed

through to ratepayers each year over the

Uves of the lOUs' assets for which the

credit was received rather than in the

year the benefit was recdved."

lOUs still benefit fi-om the repealed

provision because the accumulated

deferred ITC amounts on their books

are returned to ratepayers gradually

over the lives ofspecific assets. At

the end of1986 there was $17.0

billion in this account.

In addition, pri\-ate power

companies continue to benefit

from the unamortized invest-

ment tax credit because the)' are

allowed to cam a rate of return

on them. This benefit will last for

decades, predicted the Narionai

Assodation of Regulatory Util-

ity Commissioners. "With the

demise of the ITC, one is

tempted to think the problem

has been removed," NARUC
said. "Such is not the case."

utility was allowed to deduct fixjm its

current tax biU a percentage of the cost

of certain capital assets acquired or put

into service in a given year.

"For ratemaking purposes, how-

ever," Laskin noted, "the tax benefits of

Ratepayers Provide $8.1 Billion

Laskin made an initial estimate

ofthe lOU subsidyftom acceler-

ated depredation and ITCs by

calculating the impaa on their

revenues if these benefits were flowed

through to lOU ratepayers. For ex-

ample, for 1986 deferred taxes totaled

%7.7 billion—$6.9 billion fi^m acceler-

ated depreciation and $800 million

fiwm ITCs. Laskin estimated it would

Resistance to a dozen effort to bring public power to Chicago was the impetus for the 1987 law restricting use of tax-

exempt financing to acquire dectric utility fikdlities of private companies. But die debate that propelled passage ofthe 1987

financing restricnons ignored subsidies to investor-owned utilides.

The economic perversity of the 1987 restriction is readily apparent from a comparison of the electric rates ofCommon-
wealth Edison Co., the lOU serving Chicago, and other utilities. In 1986 Commonwealth Edison's average residennal rate

was 10.6 cents per kWh. Average residential rates were 7.5 cents per kWh for all other private power companies in Illinois

and 6.6 cents for public systems in Illinois. These and lurional average rates are summarized here:

Commonwealth Edison 10.6 Private systems, nadonal 7.7

Private systems, Illinois 7.5

Public systems, national 5.9

Public systems, Illinois 6.6

It should not be surprising that many dtizens in Chicago are dissatisfied with Commonwealth Edison's performance and

want a change. The 1987 restriction, under the pretext of providing a more comperitive emironment, weakened the

competitive threat to Commonwealth Edison—a utility with an electric rate that is 61 percent higher than its public power

compedtors in the state and 41 percent higher than the average for other private systems in Illinois.

In a competitive market these disparines would vanish in short order. But in a market dominated b)' an lOU with substan-

tial economic and political power, the disparides persist. It would seem that the persistent disparines would at least raise

doubts, if not provide convincing evidence, that effective comperirion is absent. D
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cost udlibes S900 million in financing

costs ifthdr $7.7 billion ofdeferred tax

benefits were flowed through to

ratepayers. However, this added cost

would be more than ofiet by SI.

3

billion in lower utility revenue require-

ments resulting fi'om lower before-tax

income. After accounting for these ef-

fects, private companies could have

reduced dhticr rates by a net amount

of S8.1 billion while maintain-

ing the same net income and

cash flow as before the flow-

through to ratepayers of the

deferred tax benefits.

; The accumulated subsidy for

;

the 1954- 1986 period is calcu-

I

latcd by totaling the individual

I

aiuiual estimates. Accumulated

;
deferred taxes total $56.6 bil-

lion, and the total amount of

additional financing costs are

$7.2 billion. For these years,

j
revenues could have been re-

duced by S7.5 billion because
' of lower taxes resulting fi'om

lower beforc-tax income. The
' net subsidv for these years is

$56.9 billion.

claim that public power rates would be

higher if public power did not have

access to tax-exempt financing. While

this is true, it is inconea to conclude

that public power has an unfair advan-

tage over investor-owned systems.

Moreover, it is un&ir to focus on ttiis

circumstance affecting public power

rates while ignoring the obvious faa

that the rates oflOUs would be higher

M,

Debate's Tenor Uneven

Another approach to quantify-

ing the benefit to investor-

owned sj-stcms of the deferred

tax provisions ofthe federal tax

code is to focus on the amount

their financing costs would increase if

they did not have the use ofthe accumu-

lated deferred taxes from accelerated

depreciation and ITCs. For example,

the deferred tax dollars could just as

easily have been paid to the federal

Treasury, as would have happened in

the absence of the deferred tax provi-

sions of the tax code. This approach

would result in a different subsidy esti-

mate. At the end of 1986 investor-

owned systems would have had to re-

place S56.6 billion. This amount is, in

effect, an interest-fi^c loan they enjoy

firem their use of deferred taxes. Esti-

madng the lOU subsidy fiom this per-

spective is particularly useful in the

continuing debate over the relative tax

benefits public and private power re-

ceive because it highlights the uneven

tenor of the debate.

lOU representatives continually

any policymakers

are uncritically accepting

the self-serving arguments

ofthe largest and most

powerful sector ofthe

electric power industry while

summarily—and in some

cases arbitrarily—dismissing

the legitimate interests

ofpublic power.

ifthey did not enjoy billions ofdollars of

interest-fiee capital fiom their use ofthe

deferred tax provisions ofthe federal tax

code.

Taxes Never Paid

lOUs had the use of approximately

$52.8 billion in interest-firee capital

available to them during 1986 to fi-

nance their operations. If they were to

raise $52.8 billion in debt and equity

markets, it would have cost them ap-

proximately $6.2 billion. This is a con-

servative estimate based on the cost of

capital figure of 1 1 .7 percent for 1986

in the Laskin report. Tlie $6.2 billion in

increased financing costs would have

raised the rates of lOUs by approxi-

mately 4 percent in 1986. The industry

itself estimated that its financing costs

would have increased by $6 billion in

1984 if it were deprived of the use of

$34 billion in deferred taxes.

A more popular approach used to es-

timate fiKleral tax subsidies is to focus

on the revenue loss to the Treasury re-

sulting bom federal tax preferences.

These losses are commonly referred to

as tax expenditures. Using this ap-

proach, the subsidies to lOUs fiom

accelerated depredation and ITCs can

be estimated fiT>m the deferred tax ac-

counts of the utilities' financial

statements: $7.7 billion for

1986, and S56.6 billion for the

1954-1986 period. These

amounts were the starting point

ofthe Laskin methodology, and

are close to his final estimates.

The tax expenditures approach

and the Laskin approach yield

similar estimates because each

measures the same concept.

Although 10Us would argue

that deferred taxes are paid, this

is true only in a nominal sense.

Deferred taxes do eventually

come due, but they are typically

more than o£et by new, higher

defi:rred taxes. To see this one

need only examine the annual

balance sheeu oflOUs. Ifthese

taxes were being paid, there

would be litde or no accumula-

tion in the deferred tax accounts

of investor-owned systems. At

the end of 1954, the first year ac-

celerated depredation was al-

lowed, lOUs accumulated $134 mil-

lion in deferred taxes. By the end of

1986 this deferred tax account grew to

$39.6 billion—ahnost 300 times what

it had been in 1954. ITC deferrals

began in 1962 and totaled $35 million.

By the end of 1986 this deferred tax

account grew to $17 billion—486
times its 1962 value.

Although the estimate ofthe federal

tax subsidy to lOUs will vary depending

upon the particular assumption used,

two important charaaeristics of the

subsidy estinutes do not change: (1)

the magnitude—several billions ofdol-

lars per year, and (2) the significant

relative impact on the revenue require-

ments of investor-owned systems. D

John Keliy itJirtctorcfcamomiaand re-

search for the American Public Power
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U.S. Electric Utility Generating Capacity, 1991
NAMEPLATE CAPACITY IN KILOWAHS NUMBERS REFIiCT JOINT OWNERSHIP AND INCLUDE PUERTO RiCC
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Mr. KOPETSKI. Questions from the committee.
Mr. Hoagland, any inquiry?
Mr. Hoagland. Yes.

Mr. Smith, I am curious as to why in seeking revenue to fund
H.R. 2026, all of you in title 3 appear to be reaching into the pock-
ets of public power, if I understand Mr. Johnson's testimony cor-

rectly. I mean, is there—is that the only way to fund it, was that
the reason?
Mr. Smith. No, is this on—I believe that is not the case at all.

As indicated, I am testifying with respect to H.R. 784, that doesn't
include the provisions that were discussed in respect to H.R. 2026.
As I understand it, Mr. McDermott has other revenue sources

that he is recommending that deal with the issue of funding H.R.
784. I believe it is Mr. Stark's proposal to accelerate the collection

of taxes on HCFCs and other ozone-depleting substances, which
provides more than enough revenue to pay for the revenue esti-

mate, which I understand is about $230 million for a 5-year period.

That estimate was made by the Joint Tax Committee staff.

Mr. Hoagland. Does Southern California Edison endorse title 3,

or can you do without title 3? I am new to that legislation and new
to these issues. I don't understand why title 3 was included, I

guess.
Mr. Smith. We are not testifying on that bill. As I indicated be-

fore, I am here today representing a number of utilities, regulators
and environmental groups. And while we are all united on the posi-

tion with respect to H.R. 784, we are not necessarily united on all

the provisions of 2026, I am not testifying on that bill here today.
Mr. Hoagland. OK.
Mr. Payne. Would the gentleman yield?

Mr. Hoagland. Yes.
Mr. Payne. During the last panel I put into the record a state-

ment from a number of institutions, organizations including the
American Public Power Association, the National Governors Asso-
ciation, and others, who had some concerns about H.R. 2026 as a
result of the financing mechanism. I think that what was stated in

that letter is very similar to what Mr. Johnson has stated in his
testimony.
Mr. Hoagland. Are there any panelists who would feel com-

fortable explaining the relationship between title 3 and the rest of
the bill?

Mr. Marvin. If I could. Congressman Hoagland, I think it is im-
portant to point out for the record that while AWEA does not take
a position on title 3, section 302 specifically, it is important to point
out for the record that it does not raise revenue. It is revenue neu-
tral.

Those bonds would go toward other uses, whether they be schools
or other facilities. I think that the bottom line is Congressman
McDermott has gone through a lengthy process in analyzing the
Federal Energy Tax Code and how it relates to energy decisions in

the country.
What he has done is made a determination based upon studies

offered by the Alliance to Save Energy and others, that there is a
fundamental inequity with respect to the demand side, and then
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with respect to nonfuel—using supply sources such as wind, solar,
and geothermal.
What Congressman McDermott did, in effect, is to attempt to ad-

dress all of the woes that he saw in one bill. It is very clear that
just one subsection of title 3, more than pays for the rest of the bill.

Its goal was not necessarily to solely be self-fmancing. Its goal, and
it is clear today that it has succeeded in that, is to ask and have
answered a number of questions about fundamental issues dealing
with energy policy. I think we have shown that Mr. McDermott has
excelled in that particular goal.

Mr. Vaughn. Mr. Hoagland, if I could tiy to address that as well.
The domestic ethanol industry views this as not only a serious
threat but a serious misunderstanding of the tax incentive struc-
ture that has been in place for ethanol that was recently extended
by this committee; the relationship that tax incentive has to our
agricultural plans, our agricultural spending.
This committee, in fact, acted to extend the tax incentive for eth-

anol just 2 years, on the basis of one of the most exhaustive eco-
nomic, econometric models ever done by the Wharton School of Eco-
nomics, that the Federal Government saves approximately $1.50 to

$2 for every dollar that goes out in an ethanol incentive. This year
alone, saving some $460 million.

Congressman McDermott did not talk to the domestic ethanol in-

dustry about funding his proposals for geothermal and wind and
solar by taking the ethanol industry out of business. It is not only
inequitable. It is wrong.
There are ways in wnich you can restructure the energy tax sub-

sidies in very dramatic and very effective fashion. This would be
both dramatic and both effective and unbelievably destructive to
probably the most efficient use of a tax subsidy that this Congress,
this committee has acted upon in making commitments and prom-
ises, not only domestically, like Blair, Neb., to build a plant, but
to facilities all across the Caribbean Basin, when it was promised
that the gates would be open for import to this country, that tax
subsidy would be available to them to recoup their costs in building
those facilities.

We would like to work with the Congressman to expand and de-
velop those resources, but it makes absolutely no sense to tear
down one renewable domestic energy resource in order to promote
the development of others.
Mr. KOPETSKI. Mr. Neal may inquire.
Mr. Neal. Thank you, Mr. Chairman.
I just want to note that I think Mr. McDermott's position is in

the right direction. And his efforts particularly to encourage energy
efficiency and the use of renewables are pleasing to me. 1 am also
delighted he is a cosponsor of legislation that I have offered here
to lift the cap on tax-exempt bonds.

I also, in my former life as mayor of Springfield, am a big be-
liever of municipal financing. In many instances, that is the only
way it could be done. That opportunity is not available. If that in-

centive is not offered, those projects never get off the ground.
By and large, I am enthusiastic about Mr. McDermott's approach

with some modifications. I also want to thank him because he has
agreed to work with me to hammer out a pretty good package.
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Mr. KOPETSKI, Mr. Payne may inquire.

Mr. Payne. Thank you, Mr. Chairman.
I don't have any questions. I just wanted to reiterate a statement

that I made in the last panel. I think in terms of encouraging new
renewable sources of energy, I certainly applaud the concept.
However, I have some real concerns about sections 302 and 303

because of their funding provisions and because of the legislative

changes they require.

I have no further questions, but I did want to reiterate my con-
cern and to say that I put two letters into the record, one that I

mentioned to my colleague, Mr. Hoagland and a second from the
National Rural Electric Cooperatives' chairman, Bob Bergland, who
expressed some grave concerns about the change in the tax-exempt
status for electric cooperatives.
Thank you.
Mr. KoPETSKl. Mr. Smith, what role do tax considerations play

in deciding whether to make conservation expenditures? How sig-

nificant?

Mr. Smith. It plays a very significant role. It can increase the
cost dramatically. If you look at a comparable item, in terms of

what the cost impact might be, it would be the change in law that
took place several years back with respect to the contribution in

aid of construction. That item used to be tax exempt for utilities

and it was made taxable; that increased the cost that utilities

charged customers for the contribution in aid of construction by be-

tween 25 and 30 percent. I believe that a similar percentage in-

crease could be attributable to the increased costs that would be re-

quired for the revenue requirement for conservation expenditures,
also.

Mr. KOPETSKI. One conservation approach that many compa-
nies—and I know maybe some of those in the forest products are
moving maybe not fast enough because it is expensive—is cogen-
eration, which is an area where there was now wasted energy, if

you will, that goes up in steam to build $100 million facilities on
site, to capture that steam, drive turbines power the plant, and sell

it to the local PUD or power grid. Because of the cost of the oil and
energies today, it seems that there is a marketplace incentive to do
that.

How necessary is it to add a tax credit on to provide that incen-

tive?

Mr. Smith. Is your question directed to conservation expendi-
tures?
Mr. KoPETSKi. This could be viewed as a conservation expendi-

ture; would it not?
Mr. Smith. No. It would not be a conservation expenditure. What

we refer to as conservation expenditures and what H.R. 784 ad-

dresses are expenditures incurred by utilities to provide services

and products for customers to help them to conserve energy. The
utility doesn't own or have any ownership interest in the expendi-
tures we are talking about.
Mr. KOPETSKI. For that measure, we are talking about wrapping

water heaters?
Mr. Smith. Yes. Advertising to provide information to consumers

on how to conserve energy, energy efficient products, subsidies for
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them to purchase energy eflficient refrigerators. What we call en-
ergy audits, where we send in utility employees or contract with
outside agencies to come in and consult with businesses and resi-

dential customers on how they can save energy by installing energy
eflficient lighting and by getting rid of the old freezer in the garage
that consumes large amounts of electricity and other measures.
Mr. KoPETSKi. We have already done that a lot in the Northwest.

I mean, that doesn't happen in other parts of the country?
Mr. Smith. Actually, I think in all parts of the country, even in

the Northwest, and on the West Coast where our utility is located,

that there is more activity taking place there than in other regions
in the United States. I think even in those areas, it is generally
viewed by utilities and regulators alike, that there are more oppor-
tunities for conservation and that we have just scratched the sur-

face and there is still a tremendous potential to save energy
through conservation, as well as use energy more efficiently.

Mr. KoPETSKi. We just, at least the House voted a new kind of

tax, the Btu tax. Have you heard that one? Doesn't that provide the
incentive for individual customers to weatherize and get into the
ener^ conservation business in and of itself? I mean, this is a con-
trollable tax to some extent.

Mr. Smith. To the extent that you increase the price of energy,
I would agree that it has some—that there is some elasticity in de-
mand for electricity, that it would motivate people to conserve en-

ergy.

Mr. KOPETSKI. OK. Mr. Marvin, now, I kind of struggled, at least

this country struggled with the fact that people ought to pay taxes
that make money in this country. It is OK. We want them to make
money and we also want them to pay taxes to help out the govern-
ment a little bit and defend this country.
Mr. Marvin. I don't like where you are going with this.

Mr. KOPETSKI. Don't you think
Mr. Neal. Mr. Chairman, that is a modest way of explaining it.

Mr. KoPETSKi. Well, I am not esteemed. See, if I was esteemed,
I would have a better way. The Treasury Department has testified

in opposition to permitting the energy credits to offset the AMT,
partly on the grounds it would undermine the goal of everybody
paying some taxes; how do you respond to this?

Mr. Marvin. Well, I tried to respond to that in part of my oral

statement. My written statement was submitted prior to the Treas-
ury's position being made public.

I think the most important thing is we understand Treasury's op-

position to full-scale, 100-percent exemption from the alternate
minimum tax. I think it undermines the fundamental precept of
the 1986 Tax Reform Act. And if this committee is going in that
direction, so be it.

I suspect it will not be the American Wind Energy Association
that pushes the Ways and Means Committee in one direction or

the other. We have advocated partial, 25 percent, a partial relief

from the alternative minimum tax to make sure that the fun-

damental goals of the AMT system are met, and that is that all

taxpayers with economic incomes at least make a contribution. We
would be more than happy if the committee were to decide that
each and all of our competitors in the electricity generation field
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were to pay their full AMT tax. I think it would perhaps weaken
our argument somewhat.
We find ourselves chasing a rather elusive playing field. And I

apologize, I swore I would not use that phrase during my testimony
today, but it is a rather dynamic playing field, as we attempt to

chase what clearly is the most cost-effective source of electricity

generation, that being natural gas, and then we find ourselves
looking uphill because of new credits given to gas. That was the
goal of the Production Tax Credit, tax equity which was actually

put forth as part of President Bush's Department of Energy's Natu-
ral Energy Strategy. They recommended that a two-cent per kilo-

watt-hour production tax credit would level that proverbial playing
field.

The Ways and Means Committee decided that a IV2 cent produc-
tion credit would be appropriate, and we very much appreciate
that. Simultaneously, the committee granted relief from AMT for

independent oil and gas producers, with respect to intangible drill-

ing costs and depletion allowances.
We find ourselves in this inequitable position of chasing a mov-

ing target. We find ourselves in a lot of similar situations, in a
sense we are veiy new and, thus, we cannot attract capital without
some sort of an incentive. We are "risky." We are small. All of the
things that traditional capital markets despise. So we find our-
selves as a new technology struggling to get over that hump of not
being called "risky" anymore. And one of the ways we can do that
is to fully utilize the production credit, which the Ways and Means
Committee offered up as part of title 19, and we are finding we
simply can't use it right now.
Mr. KOPETSKI. Thank you.
Further questions, Mr. Hoagland?
Mr. Hoagland. Yes.
Mr. Chairman, this is obviously an exceedingly complex area. I

had hoped we could set aside some time and learn more about it.

These gentleman all come from organizations with very good rep-

utations.

Southern California Edison has done some remarkable things in

its geographical area to conserve and to generate power also

through alternate means. Three of you have come clear across the
country in order to give us your thoughts about this, and we recog-

nize how important it is and we are going to have to do a lot of
work to get up to speed.
One of the great reforms that Senator George Norris brought to

Nebraska, Senator George Norris was responsible for four constitu-

tional amendments and four major statutory schemes TVB, the
Federal Reserve and he also brought public power to Nebraska,
and we are all public, so that is something else that has to be fully

understood, is if these provisions would somehow change the laws
with respect to public power, it would be important to know why
and what the basis of that is.

But anyway, I just think all of us appreciate the time and energy
you have all put into your statements and the interest you are
showing in this subject.

Thank you.
Mr. KOPETSKI. Further questions?
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Let me just say, Mr. Hoagland, that there are parts of Oregon
that didn't get electricity until the mid-1950s and later, because of

REA and some of these great programs.
Mr. Marvin. But a large portion of eastern Oregon was powered

by windmills at the time.
Mr. KoPETSKi. That is right. We got a lot of wind.
I thank each member of panel. That was a very good discussion

and it is going to help us make these vital decisions.

Mr. KOPETSKI. We are going to move to one of the more interest-

ing areas of tax law, I find, and that is the estate tax issues with
the next panel.

I think Mr. Payne is going to be chairing.

Mr. Payne [presiding]. Is Mr. Ray here?
Would vou join us on this panel, since we can combine these last

two panels into one.

Before I introduce this panel, with my colleagues' indulgence, I

would like to make a statement concerning this panel. This is a
combined panel of panels 6 and 7. Five of the six members are here
regarding a proposal to exclude from the gross estate value of land
subject to permanent conservation easement. Rural land in this

country today, which contributes so much to both the beauty of our
natural surroundings, and the quality of our environment, is being
developed at a rate of about 1 million acres per year. That means
that we lose about 4 square miles of rural land every day in Amer-
ica.

The problems of rural land conservation are acute, particularly

in areas that surround metropolitan areas and certain of our na-
tional parks and wilderness areas. There are a number of ways
that this could be addressed.
One is through regulation which many would find difficult and

objectionable. Another is through public purchase of land which, in

many cases, has worked well, but is extremely expensive. And the
third, which is what the five of the six witnesses are here to talk

about today, is an incentive, a new incentive to encourage the vol-

untary and permanent conservation of land which is now under de-

velopment and pressure. The bill is the Rural Land Conservation
Act of 1993, H.R. 2031, which I recently introduced with a number
of my colleagues.
On our panel today, we are pleased to have Mr. Phillip Metzger,

who is the senior legislative counsel in the New York State Office

of Federal Affairs. This office represents Governor Cuomo and the

agencies of the State of New York.
Mr. Metzger is formerly with the Interior Department. And our

chairman, Mr. Rangel, expressed his regret that he could not be
here to welcome you himself but he did have a conflict. He sends
his regards and thanks you for being here.

We nave Mr. Robert Bloch, who is fi-om my district. Rob is a resi-

dent of Albemarle County. He is a farmer there, a farm that is 470
acres, which are owned by his grandmother. He has a beef cattle

operation. He has a master's in business administration and he
makes his living farming. He will face a crisis concerning estate

taxes, which he will talk to us about in a few minutes.
We have Mr. Maitland Sharpe, who is the president of the Izaak

Walton League. Mr. Sharpe's organization has 54,000 members na-
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tionwide, and promotes means and opportunities for educating the
public to conserve, maintain, protect, and restore the soil, forest,

water, air, and other natural resources of the United States, and
promotes the enjoyment and wholesome utilization of these re-

sources as well.

We also have Mr. Edward Thompson, Jr., director of public policy

for the American Farmland Trust. He is formerly the chief counsel
for AFT. The AFT has 21,000 members nationwide and works to

stop the loss of productive farmland and to promote farming prac-
tices that lead to a healthy environment. Its action-oriented pro-
gram includes public education, technical assistance in policy de-
velopment, and direct farmland protection projects.

And we have Mr. Robert Lange who is a farmer as well. Bob is

the fellow who convinced Dick Schulze, our former colleague, no
longer in Congress or a member of the Ways and Means Commit-
tee, that there was a problem and got him started on this Open
Space Preservation Act. He also farms his grandmother's farm,
which is located outside of Philadelphia. It now has a fair market
value of over $40,000 per acre, I understand. And he fears losing
his place as well, if his family has to pay estate taxes.

Now our sixth panelist is Mr. Cecil Ray, who is here representing
the State Bar of Texas, the Section of Taxation, and is here to talk
about a different issue and that is the treatment of retirement ben-
efits under community property laws. All of your statements will

be entered into the record.
Mr. Metzger, if you would proceed as you wish.

STATEMENT OF PHILIP C. METZGER, SENIOR LEGISLATIVE
COUNSEL, NEW YORK STATE OFFICE OF FEDERAL AFFAIRS
Mr. Metzger. Thank you.
I am Philip C. Metzger, senior legislative counsel for the New

York State Office of Federal Affairs. I appreciate your kind wel-
come and the opportunity to present New York State's views on the
Rural Land Conservation Act of 1993.

New York State has been at the forefront of natural resource
conservation for more than a century. Our State Constitution's For-
ever Wild Provision for Adirondack Park predates the Federal Wil-
derness Act by more than seven decades. Recently, as well, we
have worked to continue this commitment by traditional protection
programs, by developing innovative public-private partnerships to

safeguard the natural qualities and economic vitality of working
landscapes like the Hudson River Valley Greenway and by putting,

since 1986 alone, over $200 million of our people's funds into buy-
ing lands for conservation. That is the per capita equivalent of the
Federal Government putting nearly $2.75 billion into land acquisi-

tion.

So New Yorkers have proven we are willing to carry our share
of the land conservation burden, but because we have done so. New
York, like many other States, has little public money left for those
purposes. We now must increasingly depend on collaboration with
land trusts and both of us must increasingly rely on private land-
owners' commitment to conservation and their charitable instincts.

The Rural Land Conservation Act would substantially help us in

this effort by clearing a wider and more expeditious path for chari-
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table donations of qualified permanent conservation easements.
That is a worthy objective, which New York State endorses, and we
urge Congress to enact.

New York State's interest in conservation easements specifically

is substantial. Our Department of Environmental Conservation has
had an active program of easement acquisition focused on Adiron-
dack Park. In a period of less than a decade, in which easements
in gross could be created in New York State, that is since 1983, the
total acreage of State and land trust easement holdings has
reached over 125,000 acres statewide, somewhat less than three
quarters of which were purchased by the State.

Land trusts total many more easements in number than the
State, mostly covering agricultural properties and the scenic Hud-
son Valley and Eastern Long Island. Though of much less acreage
than the State's purchased holdings, these land trust easements re-

main strategically located and help rural communities shape their

own economic destinies by retaining a critical mass of operating
farmland or timber land. Now that New York State has virtually

no funds for easement purposes, it is even more important to pro-

vide incentives for landowners to donate permanent easements.
From the experiences of our own agencies and discussions with

land trust personnel, we are confident that many more land owners
in New York State would be willing to donate permanent conserva-
tion easements to governments or land trusts, if they knew that by
doing so they would render the remaining interests free of estate
taxes so long as the land remained in their family. The bill does
assure that if an owner retains any development rights, which the
IRS requires be consistent with qualifications on easements, those
rights will remain subject to estate taxes but only when they are
disposed of, giving the original owner the revenue with which to

pay the tax.

Reasonable questions asked about this bill reallv boil down to a
fundamental one: Will the public get a sufficient benefit to justify

foregoing the revenue this legislation would cost?

We believe the answer is emphatically yes. Before donors of land
interests are eligible for the estate tax exemption or deferral, they
must have donated an easement which passes the extensive and
rigorous scrutiny of the IRS and its lengthy and detailed regula-
tions on qualified conservation easements. So the same guarantee
of public benefit that applied to the original easement donation ap-
plies equally to this estate tax treatment.
We do appreciate the concern voiced that some owners would

gain this tax benefit who don't need it. If that might be true in a
few cases, that is not a reason to deny the benefit to the many who
want to but cannot afford to preserve their land without it. The
bottom line must be, what benefit does the public obtain from the
legislation?

The fact of public benefit is assured by the IRS regulations. What
this legislation would do is significantly expand the extent of that
public benefit.

In conclusion, it is not an exaggeration to say that this legisla-

tion presents a historical opportunity comparable to the creation of

the great national parks and forests created during the 1930s, par-
ticularly in the Eastern United States. Though that was a time of
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even greater fiscal stringency for the Nation, it was also perhaps
the last moment in our history when land prices made it thinkable
or possible to create those vast reservations. Surely we are all

grateful that the government had the courage and foresight to

leave all of us this priceless legacy.

Today, New York State's Open Space Conservation plan identi-

fies dozens of valuable properties threatened with development,
which we now lack the means to protect. Most States across Amer-
ica face similar dilemmas. If we can't repeat the conservation

achievements of the 1930s today, this legislation does offer us a
chance to leave our legacy for future generations—to protect some
of the open spaces and distinctive economic life of rural America
while we still can.

Thank you for this opportimity.
Mr. PAY^fE. Thank you very much, Mr. Metzger.
[The prepared statement follows:]
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STATEMENT OF PHILIP C. METZGER
ON BEHALF OF THE STATE OF NEW YORK

I am Philip C. Metzger, Senior Legislative Counsel in the New
York state Office of Federal Affairs. The Office in located here
in Washington, D.C., and represents Governor Mario M. Cuomo and the
agencies of the State of New York.

I appreciate the opportunity to present New York State's views
on H.R. 2031, the Rural Land Conservation Act of 1993, introduced
by Representative L.F. Payne of Virginia. This bill would exclude
from federal estate taxation qualified land interests subject to
a permanent conservation easement, and would defer eligible
remaining development rights from estate taxation until those
rights are disposed of to a subsequent owner.

The people of New York State have a particular interest in
this legislation, because for more than a century, we've been at
the forefront of natural resources conservation. Our State
Constitution contains a "forever wild" provision protecting public
lands in the Adirondack Park, a provision that predates the federal
Wilderness Act by more than seven decades.

In recent years, we have worked to continue this commitment
by protecting open space, wetlands and other sensitive habitats,
and prospective wilderness and wild forest lands in the Catskills
as well as the Adirondacks; and by developing innovative public-
private partnerships to safeguard "working landscapes" like the
Hudson River Valley Greenway, which include family farms and
timberlands which remain a vital part of our State's economy.

This legislation would greatly advance the State's unabated
efforts to achieve these important conservation objectives. Since
1986 alone. New York State has put over $200 million of our
people's funds into acquisition of conservation lands. That's the
per capita equivalent of the federal government putting nearly two
and three-quarter billion dollars into land acquisition. So you
can see, we in New York State have borne a sizeable share of the
land conservation burden recently, as we have for many years.

But having done so. New York — like many other states — has
little public money left for these purposes. We are increasingly
dependent on our collaboration with the private, not-for-profit
land conservation community — land trusts — which are effectively
and professionally advancing this work throughout New York. And,
both the State and our land trusts must increasingly rely upon the
commitment to conservation and the charitable instincts of private
land owners.

The Rural Land Conservation Act would eliminate the serious
obstacles that current federal estate taxes place in the path of
charitable donations of qualified, permanent conservation
easements, and would thereby clear a much wider and more
expeditious path for land protection. That's a worthy objective,
which New York State endorses and we urge Congress to embrace.

New York State's interest in conservation easements is
substantial. Since 1983, when we revised our state law to permit
the creation and holding of easements in gross, the Department of
Environmental Conservation (DEC) in particular has been closely
involved in the creation, recordation and holding of easements.
The relevant state statute — Article 49, Title 3 of the
Environmental Conservation law — requires that all conservation
easements, regardless of their holder, must be filed with DEC. So
DEC is our clearinghouse for information about conservation
easements, which our law states can only be held by State and local
governments and qualified, non-profit conservation organizations
with 501 (c) (3) status.

Finally, DEC itself directly acquires and holds conservation
easements obtained by gift or purchase. We have had an especially
active program of easement acquisition in Adirondack Park. DEC'S
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holdings total 106,613 acres contained in 44 easements, 9 of which
were obtained by gift (16,783 acres) and 35 of which (89,830 acres)
were purchased for $32,798,991. Additional easements comprising
relatively small total acreage are held by the Office of Parks,
Recreation and Historic Preservation, mostly in historic structures
and properties.

Land trust easement holdings that have been registered total
16,902 acres in 198 easements, though not all are registered yet.
Most of these land trust easements cover agricultural properties
in three counties: about 4000 acres in Dutchess County and 3000
acres in Columbia County, both in the scenic Hudson Valley, and
7000 acres in Suffolk County, covering farmlands and Pine Barrens
of Eastern Long Island. Another 2000 acres are in the Adirondacks.

When the State buys easements, the cash flow generated has
enabled hard-pressed owners of timberland or farmland to stay in
operation, sustaining the local economy, while the open space
character of the land, and public access to or around it, are
protected forever. Again, now that New York State has virtually
no funds for easement purchases, it is even more important to
provide incentives for land owners to make charitable donations of
permanent easements.

This legislation would create incentives which are applicable
to the situations of more and different landowners. Many owners,
as other witnesses on this panel are discussing, have relatively
little taxable income, and thus can't reap the full tax benefit of
an easement donation. In fact, donating an easement would deprive
them of the only asset they have to pay estate taxes and still
enable their families to stay on the land.

From the experiences of our own agencies and discussions with
land trust personnel, we are confident that many more landowners
in New York State would be willing to donate permanent conservation
easements to governments or land trusts if they knew that, by doing
so, they would render the remaining interests free of estate taxes
so long as the land remained in their family. The bill does assure
that any development rights retained, which the Internal Revenue
Service requires be consistent with the qualification of the
easement, will remain subject to estate taxes — but only when they
are disposed of, giving the original owner the revenue with which
to pay the tax.

Some who have reviewed this bill properly ask a number of
questions which boil down to a fundamental one: will the public
get a sufficient benefit to justify foregoing this revenue? We
believe the answer is, emphatically, yes. Before owners of land
interests are eligible for the estate tax exemption or deferral,
they must have donated an easement which passes the extensive and
rigorous scrutiny of the IRS and its lengthy and detailed
regulations on qualified conservation easements. So the same
guarantee of public benefit that applied to the original easement
donation applies equally to this estate tax treatment.

And that analysis applies to a related question: does the
deferral of estate taxes on retained development rights amount to
a subsidy of holding costs for land speculation that will destroy
the public benefit from the easement? The answer must be no.
Under its current regulations, IRS should not approve the donation
of any conservation easement which allows the donor to retain an
amount of development rights which could prevent the achievement
of the conservation purpose of the easement. Deferral serves the
same objective for these interests that exemption does: it
prevents the forced sale of a land interest which is subject to a

conservation easement in order to pay the estate taxes on the
interest. Moreover, it is consistent with the general principle
that capital gains aren't taxed until they are realized on
disposition. In the case of a cash-poor family farmer or
timberland owner, disposition of the development right is the event
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which assures that the seller has the resources, within the bounds
of the transaction, to pay the applicable taxes.

Lastly, we understand the concern voiced that some owners
would gain this tax benefit who don't need it. If that might be
true in some cases, it is not unique to this issue and, most
importantly, it is not a reason to deny the benefit to the many who
want to but cannot afford to preserve their land without it.

The bottom line must be, what benefit does the public obtain
from the legislation? The fact of public benefit is assured by the
existing IRS regulatory structure. What this legislation would do
is significantly expand the extent of that public benefit.

I'd like to conclude by offering a sense of historical context
for the great opportunity that this legislation presents. During
the 1930's, America was as hard-pressed fiscally as it's ever been.
Yet we found the resources to buy millions of acres of land for
national parks and forests throughout the country, and particularly
in the Eastern U.S., at perhaps the last moment in our history when
land prices made it thinkable or possible to do so.

Today, six decades later, we seem unable to find the resources
to protect even the relatively few scraps of unprotected, truly
wild land near our big cities, though our far larger population
today exerts far greater recreational pressure on the lands that
are protected, and though our national wealth is far greater.

Today, the one thing we can do is find the means to protect
simultaneously some of the open spaces and the economic vitality
of rural America. New York State's Open Space Conservation Plan
contains dozens of valuable properties threatened with development,
and which we now lack the means to protect. These lands, and
others like them all across America, embody the very image of where
we came from and who we are as a nation. Like the Shenandoahs and
Great Smokies of the 1930' s, or the Bear Mountains and Harriman
Parks in New York State, this may be the last moment in our history
when we can protect so much. New York State strongly supports
enactment of this bill, because it gives you the means to leave a
priceless legacy which we cannot secure in any other way, and for
which future generations will be truly grateful.
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STATEMENT OF ROBERT A. BLOCH, MANAGER, CLOVER HILL
FARM, GORDONSVILLE, VA.

Mr. Payne. Mr. Bloch.
Mr. Bloch. Thank you, Mr. Chairman.
This is an awkward moment for me because I am uncomfortable

asking for favors. I believe in discovering or inventing private sec-

tor solutions to problems, if at all possible. However, after years of
frustration with this government-caused problem, I feel that only
government can provide remedy.
My grandfather bought Clover Hill Farm in 1946, which contains

about 470 acres. At that time, it was just a farm, pretty far from
the small town called Charlottesville. Its gently rolling topography
and naturally fertile soils made it an ideal grazing farm, and in

time, we had one of the better cattle herds in Virginia.

In those days, farmland in our area was bought and sold for its

production value, much as farmland still is in most of the country.
Into the early 1960s, farmers were still able to purchase land for

less than $100 an acre. However, in the late 1960s, town became
city and land values began to spiral upward to where now, barely
two decades later, our farmland is now assessed at over $4,000 an
acre.

This involuntary, speculative inflation will be our ruin. We man-
age Clover Hill as a working farm, not as speculative investment.
My grandmother owns the farm and would love for the family to

be able to continue operating after she is gone. And here is where
you come in. We will likely be forced off our land solely because of
Federal estate and gift taxes.

The IRS requires that in an estate be valued at highest and best
use. Our assessment is based purely on other's speculations and
our family cannot control that. We raise commodities. We cannot
raise our prices to cover escalating land values.

Our farm assets are probably worth 80 percent of grandma's es-

tate, which would be in the 55 percent bracket. Since about 75 per-

cent of the farm's value is attributable to the land valuation, it is

obvious that the farm will have to go to pay the taxes. Even the
2032A provision of the estate Tax Code would not provide enough
relief to make enough difference to keep us in business.
My family is committed to the conservation of this land and we

have carefully considered placing it under a permanent conserva-
tion easement so that it will remain a farm. However, our income
is not great enough us for to obtain any meaningful income savings
by making such a donation and the possibility of facing a substan-
tial estate tax in spite of the restrictions imposed by the easement
has made us shy away from taking such a step with the law as it

is written now.
Believe me, we have pursued strategies, and some of them are

quite costly, to try to avoid this predicament. Yet the land values
are accelerating too quickly. I doubt that we can remain in busi-

ness without relief such as is proposed in this bill to exempt land
from the estate and gift taxes if it is subject to a permanent con-
servation easement.
Why should you do this and what is in it for the country?
Employment. Through good times and bad, our little place has

provided a livelihood to at least three taxpaying, hard-working
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families. We have also done our share of equipment and supply
purchasing.

Inventory. Clover Hill will always be in the national inventory of
farmland. In these times, when it is all too easy to sell out, you
will know our acreage would be available to grow food. We cur-
rently raise over 50 tons of beef per year and some timber.

Wildlife. Clover Hill feeds three herds of whitetail deer, two
flocks of wild turkeys, innumerable fox, rabbit, raccoon, wandering
bears, and abundant birds of all types. It is also a stopover for Can-
ada geese.

Recreation. At least 100 nonfamily individuals enjov the recre-

ation opportunities on our farm annually. These include hikers,
mountain bicyclists, archeologists, hunters, equestrians and an oc-

casional Cub Scout fishing picnic. Most of this would disappear
were Clover Hill developed.

I manage our place to provide all the above benefits to our com-
munity while providing a livelihood for my family. This is accom-
plished without receiving government money and while actually
paying taxes in the process.

With what the IRS would leave us, we would have to fire every-
body then quit. Why should it be the tax policy of this country to

ruin a sound, socially beneficial enterprise such as ours? The cur-

rent Tax Code serves to rid the American economy of its productive
entrepreneurs.
Mr. Chairman, we would all benefit from the pact this proposed

bill could create between us. Local urban and suburban citizens

would be assured of enjoying the serene benefits of nearby, pro-

tected open space, at no ongoing government cost.

This solution to my predicament would be a positive environ-
mental benefit for your constituents and their heirs. And I don't be-
lieve you can find more responsible resource management any-
where at such a low price.

Thank you.
Mr. Payne. Thank you very much, Mr. Bloch.
[The prepared statement follows:]
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Statement of Robert A. Bloch, a full-time family farmer
on behalf of himself

To the Subcommittee on Select Revenue Measures of

The Ways and Means Conunittee

June 24, 1993

Regarding: A proposal to exclude from a gross estate the value of land subject to a
permanent conservation easement.

Members of the Committee:

This is an awkward moment for me. I am uncomfortable asking for favors. I

believe in discovering or inventing private sector solutions to problems if at all

possible. However, after years of frustration with this government-caused
problem, I feel that only government can provide remedy.

My Grandfather bought Clover Hill Farm in 1946 which contains about 470 acres.

At that time it was just a farm, pretty far from a small town called

Charlottesville. Its gently rolling topography and naturally fertile soils made it

an ideal grazing farm and in time we had one of the better cattle herds in

Virginia.

In those days farmland in our area was bought and sold for its production value,

much as farmland still is in most of the country. Into the early '60's farmers
were still able to pvirchase land for less than $100 an acre. However, in the late

1960's, town became city and land values began to spiral upward to where now,
barely two decades later, our farmland is now assessed at over $4,000 per acre.

This involuntary, speculative inflation is our ruin. We manage Clover Hill as a

working farm-not as speculative investment. My grandmother owns the farm
and would love for the family to be able to continue operating it after she's gone.

Here's where you come in. We will likely be forced off our land solely because of

Federal Estate and Gift Taxes.

The IRS requires that an Estate be valued at "highest and best" use. Our
assessment is based purely on others' speculations and our family cannot control

that. We raise commodities. We cannot raise our prices to cover escalating land
values.

Our farm assets are probably worth 80% of Grandma's estate, which would be in

the 55% bracket. Since about 75% of the farm's value is attributable to the land

valuation it's obvious that the farm will have to go to pay the taxes. Even the 2032-

A provision of the Estate Tax Code would not provide enough relief to make
enough difference to keep us in business.

My family is committed to the conservation of this land and we have carefully

considered placing it imder a permanent conservation easement so that it will

remain a farm. However, our income is not great enough for us to obtain any
meaningful income tax savings by making such a donation, and the possibility of

facing a substantial estate tax in spite of the restrictions imposed by the easement
has made us shy away from taking such a step with the law written as it is now.

Believe me, we have pursued strategies, some quite costly, to try to avoid this

predicament, yet the land values are accelerating too quickly. I doubt that we can
remain in business without relief such as is proposed in this bill to exempt land

from Estate and Gift taxes if it is subject to a permanent Conservation Easement.

Why should you do this and what's in it for the Country?

1. EMPLOYMENT: Through good times and bad our little place has provided a
livelihood to at least 3 taxpajdng, hard-working families. We have also done
our sh£ire of equipment and supply purchasing.
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2. INVENTORY: Clover Hill would always be in the national inventory of

farmland. In these times when it's all too easy to sell out you will know that

our acreage would be available to grow food. We currently raise over 50 tons

of beef per year, and some timber.

3. WILDLIFE: Clover Hill feeds 3 herds of whitetail deer, 2 flocks of wild

turkeys, innumerable fox, rabbit, raccoon, wandering bears, etc. and
abimdant birds of all types. It is also a stopover for Canada geese.

4. RECREATION: At least 100 non-family individuals enjoy the recreation

opportunities on our farm annually. These include hikers, mountain
bicyclists, Eirchaeologists, hunters, equestrians, and the occasional Cub
Scout fishing picnic. Most of this would disappear were Clover Hill

developed.

I manage our place to provide all the above benefits to our community while

providing a livelihood for my family. This is accomplished without receiving

government money, and while actually paying taxes in the process.

With what the IRS would leave us, we would have to fire everybody then quit. Why
should it be the tax policy of this country to ruin a sound, socially beneficial

enterprise such as ours? The current tax code serves to rid the American
economy of its productive entrepreneurs.

Ladies and Gentlemen, we would all benefit from the pact this proposed bill could

create between us. Local urban and suburban citizens would be assured of

enjoying the serene benefits of nearby, protected open space at no on-going
government cost. This solution to my predicament would be a positive

environmental benefit for your constituents and their heirs. And I don't believe

you can find more responsible resource management anywhere for such a low
price.
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STATEMENT OF MAITLAND SHARPE, EXECUTIVE DIRECTOR,
IZAAK WALTON LEAGUE OF AMERICA

Mr. Payne. Mr. Sharpe.
Mr. Sharpe. Thank you, Mr. Chairman.
My name is Maitland Sharpe. I am the executive director of the

Izaak Walton League of America. It is a great pleasure to be here
today and have this opportunity to testify on behalf of the members
of the league.
The Izaak Walton League of America strongly supports your bill

H.R. 2031, the proposed Rural Land Conservation Act. The league
is a 50,000-member conservation organization built primarily of

local chapters located in towns, rural areas, and small cities scat-

tered throughout America.
All too often lacking access to public lands and waters, league

members hunt, fish, hike and picnic and otherwise enjoy rec-

reational activities frequently on the privately owned farms and
forests surrounding those towns and cities. Our members from
across the country report that favorite fishing and hunting areas
are disappearing at increasing rates as America's farms and wood-
lands are converted to various forms of urban sprawl and develop-
ment.
Many members of the league live in rural America. Some are

farmers. Many come from farm families. Our members were thus
sympathetic with the plight of the many family farmers who are
all too likely to find that estate tax liabilities force them to sell or
subdivide the family farm in order to meet their Federal tax bur-
dens.
This proposal as you noted, Mr. Chairman, was initially framed

to help address the dilemma that the Federal estate tax proposes
to these land-poor farm families. We believe this bill although nar-

rowed in geographic scope will provide significant benefits to fami-
lies across the country who want to keep their lands and their fam-
ilies in farming activities across the generations.

By helping to keep lands in working farms and resisting the
pressure for subdivision, this bill would help maintain the economic
and social fabric of rural life, and at the same time, benefiting
many of our members. It would provide widespread public benefits

in the form of open space and improved wildlife and fisheries habi-
tat.

The members of the Izaak Walton League are by and large not
people of means. They are not wealthy by any stretch of the imagi-
nation. Like other Americans of modest means, they are sensitive

to measures that channel disproportionate benefits to the wealthy,
but, in our view, this bill does not raise that specter. It does not
properly suffer from that objection. This is not a rich man's bill.

Mr. Chairman, you, as I understand it, have made it quite clear

that your proposal is to meet the costs of this measure by making
a slight increase in the top marginal rate of the estate tax. It is

true that some of those donating conservation easements under
this bill will be wealthv and some of the financial benefits will

flow—will thus flow to the wealthy, but all of the costs will be cov-

ered by the wealthy. Thus, this objection, too, seems to be without
merit.
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Since the league was formed in the early 1920s, my organization

has worked hard to preserve and protect America's outdoor re-

sources. We promoted the establishment of public parks, recreation

areas, wildlife refuges, wilderness areas.

The league was the original proponent and one of the most active

supporters of the Land and Water Conservation Fund which has
channeled billions of dollars into the protection of the public land
recreation resources.
But now in the 1990s, we find that everv day brings new evi-

dence that public acquisition efforts are falling behind the need.

And given the Nation's current budget problems, we see very little

hope that this situation is going to be reversed in the foreseeable

future.
H.R. 2031, in our view, offers, as Mr. Metzger noted, an historic

opportunity, an opportunity for an innovative and long-overdue al-

ternative to public expenditures for the protection of important nat-

ural resource lands. It opens a new door to public-private coopera-

tion. It would provide for the first time a tax incentive for natural

resource protection designed to appeal to people of modest incomes.

Thus, we certainly urge this subcommittee to act favorably on
your bill, Mr. Chairman, H.R. 2031.

Thank you. Thank you for the opportunity to testify.

Mr. Payne. Thank you very much, Mr. Sharpe.
[The prepared statement follows:]
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statement of Maitland Sharpe, Executive Director,
Izaak Walton League of America

to the
Select Revenue Measures Subcommittee of the

Ways and Means Committee
June 24, 1993

The Izaak Walton League of America strongly supports H.R. 2031,
the proposed "Rural Land Conservation Act of 1993." The League is a
nationwide, 50,000-member conservation organization built primarily
of local chapters located in towns and small cities scattered
throughout rural America.

All too often lacking access to public lands and waters. League
members fish and hunt and enjoy other recreational activities on the
privately-owned farms and forests surrounding those towns and cities.
Our members across the nation report with anguish that favorite
fishing and hunting areas are disappearing at increasing rates as
America's farms and woodlots are converted to various forms of urban
sprawl

.

Since 1922, the Izaak Walton League has worked diligently to
preserve and protect America ' s outdoor resources . We have promoted
the establishment of public parks and recreation areas at local,
state, and national levels. The League was one of the earliest and
most active proponents of the Land and Water Conservation Fund.

Now, in the 1990 's, every day brings new evidence that public
acquisition efforts are falling ever behind the need. And given the
Nation's budget problems, we see little hope for improvement.

H.R. 2031, in our view, offers an innovative and long-overdue
alternative to public expenditures for the protection of important
natural resource lands. It would open a new door to public/private
cooperation. It would provide—for the first time—a tax incentive
for natural resource protection designed to appeal to people of
modest incomes.

The Izaak Walton League is dismayed that the Clinton
Administration has decided to oppose enactment of H.R. 2031. This
decision is another example of failure to deliver on campaign oratory
about environmental conservation. Enactment of H.R. 2031 would be
true "change." Instead, the Administration offers us the status quo.

We urge this Subcommittee to act favorably on H.R. 2031.

laliona] Office: 1401 Wilson Boulevard Level B Arlington. Virginia 22209-2318 Phone (703) 528-1818

1
Office; 5701 Normandale Road Suite 210 Minneapolis, Minnesota 55424 Photie (612) 922-1608
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STATEMENT OF EDWARD THOMPSON, JR., DIRECTOR OF
PUBLIC POLICY, AMERICAN FARMLAND TRUST

Mr. Payne. Mr. Thompson.
Mr. Thompson. Thank you, Mr. Chairman.
On behalf of the American Farmland Trust, the Nation's leading

advocate of farmland protection, we appreciate this opportunity to

be here on this important matter. AFT supports H.R. 2031 because
we believe America does need more incentives to enable land-
owners to protect our Nation's strategic farmland.

It is not a well-known fact, but 56 percent of all the U.S. agricul-

tural production comes from counties that are within commuting
distance of cities, a majority that includes about 87 percent of all

the fresh fruits and vegetables. Much of the land located near our
cities is the very best that America has.

It is prime and unique land, where the cities started as farm
market centers. These lands contribute about $75 billion worth of

agricultural production to this country every year and it is in this

area where conflicts between agricultural and suburban sprawl are
growing rampant, not only forcing farmers out of business but also

consuming this irreplaceable resource.
Part of the problem, in our view, is the tax system and in par-

ticular the estate taxes which are indeed forcing farmers of all

types out of business, having to sell their land for development that
creates more sprawl, putting pressure on additional farmers.

I have been advising farm families for AFT for quite a few years
now, about how to use the estate taxes to hold on to their land, and
I can tell you that the incentive in the code today is inadequate to

that task in many, many critical cases.

Special use valuation, as you heard here today, applies to only

a fraction, as a practical matter, of the farmland in the country
today, and the conservation easement deduction that now exists is

a very poor incentive to "the land-poor" farmers with very low in-

comes.
On the other hand, the Federal Tax Code contains trillions of

dollars of incentives to development and infrastructure for develop-
ment regardless of the importance of this land for food production.
This contributes mightily to suburban sprawl that is putting pres-

sure onto these folks and it contributes to the inflation of land val-

ues which is then taxed and causes a problem with the farmers we
have here today.

H.R. 2031 would help level the playing field in Federal tax policy

as it affects the use of farmland in this country and would give

farm families a greater incentive, and more of a choice, to keep
land in agricultural production for the benefit of the Nation.

I would like to mention a couple of other things, if I could. One
is the revenue cost of this bill. I understand that it has been esti-

mated at about $5 billion.

I did a little calculation based on the 500,000 acres under con-

servation easement that have been concluded in all of the history

of conservation. If that were worth the very large sum of $2,000 an
acre, the total value of all that land would only be $1 billion and
even if it were all taxed at the top marginal estate tax rate, the
tax cost would be only one-half of $1 billion.
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Now, we expect this bill to provide a boost for conservation ease-

ments. But we don't think it is sufficient to result in a tenfold in-

crease within 5 years the acreage that has been put under ease-
ment in all of history. We would urge that the $5 billion estimate
be reexamined because we feel it is far too high. And, as I said,

the public benefit of this would be really tremendous.
The final thing I would like to comment on is section 5 of the

bill which attempts to remedy a couple of IRS rulings that, in my
view, have had an absolutely disastrous effect on families trying to

keep hold of their land and preserve it for future generations. And
we would urge your consideration of this, which would have vir-

tually no revenue cost, regardless of what happens to the rest of

the bill.

Thank you again for this chance to testify. I will be happy to an-
swer any questions you have.
Mr, Payne. Thank you very much, Mr. Thompson.
[The prepared statement and an attachment follow:]
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Testimony of Edward Thompson, Jr.

Director of Public Policy

American Farmland Trust

on tlie

Rural Land Conservation Act (H.R. 2031)

Before the Subcommittee on Select Revenue Matters

Ways and Means Committee

U.S. House of Representatives

June 23, 1993

Mr. Chairman and members of the Subcommittee, I am Edward Thompson, Jr.,

Director of Public Policy for the American Farmland Trust I am an attorney with about

20 years of experience in land conservation. I thank you on behalf of AFT for the

opportunity to testify on H.R. 2031.

AFT is a national, nonprofit, membership organization working to keep the nation's

best farmland in agriculture. We support the Rural Land Conservation Act because it

would help achieve that end at reasonable public cost

The need to protect America's farmland has never been greater. USDA estimates

that 2 million acres of farmland are lost each year to urbanization. (USDA, Second

Resource Appraisal. 1987, at 3-11) This wouldn't be a problem except that much of it is

the wrong land -- "prime" farmland that by definition produces the highest crop yields with

the lowest production costs and fewest environmental impacts. This land, along with so-

called "unique" farmlands which are the only domestic source of fruits and vegetables, is

located disproportionately near our cities, many of which started as farm market centers.

A nearly-completed AFT study shows that 56 percent of all U.S. agricultural

production - and 86 percent of fruit and vegetables - comes from urban-influenced

counties. (American Farmland Trust "Farming on the Edge," based on U.S. Census of

Agriculture, 1987) This distinct and important part of our agricultural system is being

debilitated by haphazard, inefficient development — known as "urban sprawl" ~ that not only

consumes the best farmland, but also sets the stage for conflicts between agriculture and

urban land uses.

In northeastern Illinois, for example, while population grew 4 percent during the

1980's, the built-up area grew 46 percent [Northeast Illinois Planning Commission, 1992]

Meanwhile, a scientific survey of farmers in that area by Northern Illinois University

Professor Dick Esseks found that 40 percent of them have suffered economic losses due to

conflicts like tampering with farm equipment livestock predation, and excessive regulations

on normal fanning practices due to the proximity of subdivisions. (Esseks, 1983)

The federal tax code has a powerful influence on the use of farmland. Despite

reforms first adopted in 1976, federal estate taxes are still forcing farm families to sell land

for development that often ends up as "sprawl." Conservation organizations have been

trying to help farmers cope, using existing estate planning techniques ("Estate Tax Squeeze,"

American Farmland. Summer 1992, at 8; S. Small, Preserving Familv Lands^ but in many
cases it is not enough.

For example, the rules for §2032A special use valuation of agricultural land are so

strict that only a fraction of farmers qualify. (E. Thompson, "Conservation Easements:

Preserving American Farmland," Probate & Property. November-December 1992, at 12.)

And the currently available deduction for conservation easements also falls short It simply

does not offer enough relief to save some of the nation's most strategic farmland, for

example, the unique fruit and vegetable lands in California and Florida, in Massachusetts'

Pioneer Valley, Oregon's Willamette and Washington's Puget Sound area. The same is true

for scenic landscapes and wildlife habitat adjacent to national parks and refuges that have

increasingly become magnets for retirement and second home development These lands

are under tremendous development pressure and their value has been greatly inflated.

While this may be fine for those who want to sell out, it is disastrous for those who want

to keep the land in agriculture for the long-term benefit of the nation. And, of course, that
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is a result we want to promote, at least for those farmlands that are critical to U.S.

agricultural capacity.

The problem facing farm families who want to protect the land is exacerbated by the

billions - probably trillions - of dollars in federal tax subsidies that go to urban

development and its infrastructure. These inducements are made available regardless of the

worth of the land for food production, and are capitalized into land values, so that estate

taxes practically compel the development of that land. What is worse, the low density,

inefficient development promoted by these unqualified subsidies, tends to increase the local

property tax burden as well. Because "sprawl" costs more to service than compact, orderly

urban growth.

This whole area of tax policy needs re-examination. But meanwhile, H.R. 2031

would begin to level the playing field. The relief offered by this bill is appropriately

qualified to assure that its public benefit justifies the tax cost Land not subject to

significant development pressure is excluded, as are retained development rights. And the

conservation purposes test of §170, relating to qualified easements, further narrows its scope

to the most critical resource lands and assures consistency with local land use prerogatives.

The revenue cost estimate for this bill, which I understand to be $5 billion over 5

years, is surprising high. There are only about 500 thousand acres now under private

easements across the U.S. If this were worth an average of $2,000 per acre restricted to

farming - and that's ahnost certainly high when you average large acreages of low Western

values into it - the total value of the land would come to only $1 billion. Even if this were

all taxed at the highest estate rate, and it wouldn't be, the total revenue cost of all

conservation easements to date would only be around $500 million. So the cost estimate

would have to reflect anticipated easement donations in a five-year period amounting to 10

times as much acreage as has been done in history to this point We would expect H.R.

2031 to give a boost to conservation easements, but not that big a boost. With all due

respect, the revenue estimate needs to be re-examined.

Sections 5 of the bill is especially important, regardless of what is done with the rest

of its provisions. This section would reverse a couple IRS rulings that set saving family

farms and conserving prime lands at odds in a way that Congress surely did not intend.

What these rulings do is prevent a family from donating or selling a conservation easement

to protect farmland, if the land is subject to §2032A special use valuation, by treating the

easement as a "disposition" of property that triggers estate tax recapture. (PLRs 8731001,

894001 1) This result is inconsistent with other IRS rulings that, in the context of special use

valuation, approve of the transfer of easements for pipelines, subsurface mining and soil

conservation purposes under USDA's Conservation Reserve Program. (PLR 9035007, Rev.

Rul. 88-78, PLR 8729037) It inhibits the protection of strategic farmland at that critical

point in time when it has changed hands and the new owners are deciding its future. And
it is grossly unfair to those families who want to protect their land for all future generations,

but couldn't pass it to the present generation without availing themselves of special use

valuation — results which are entirely consistent with each other. Whatever you do, please

don't take a pass on this needed reform.

In conclusion, AFT supports passage of H.R. 2031 as a much-needed measure to

help bring balance to the tax code's treatment of farmland, enabling farm families to protect

strategic American food-producing resources in the face of tremendous development

pressure that too often leads to costly, inefficient urban sprawl.

Thank you for your interest and attention. I will be happy to try to answer your



Conservation Easements:

Preserving American
Farmland

By Edward Thompson Jr.

Rural landowTiers, regardless of

whether they are commercial

farmers, often are faced with

'significant estate tax burdens.

Inflation has increased the value of

rural land near cities and resorts be-

yond the point where many estates

can afford to pay the tax without sell-

ing all or part of the farm or going

even more deeply into debt. This

has contributed to the annual loss of

a million or more acres of American

farmland, much of it on the metro-

politan fringe where nearly 30% of

all domestic farm production now
occurs. This decline in farmland also

diminishes scenic open space and

wildlife habitat—both increasingly

valuable to society—in areas where

they are most critically needed.

Although this pressure on agri-

cultural resources is an imf)ending

problem for national policymakers, it

is of more immediate concern to those

landowners and their families who do
not want to sell their farms. Traditional

estate planning techniques can help

ease the tax burden on "land poor"

farm families. But even techniques

specifically aimed at keeping farms in

the family, such as "special use" valua-

tion of farmland, have limitations that

often frustrate their intended purpose.

See 26 U.S.C. § 2032A. For this reason,

professional advisors and landowTiers

have become increasingly interested in

"conservation easements" as an inno-

vative planning tool for farm estates.

Conservation
Easements Defined

Cor\servation easements are

restrictive covenants or servitudes

running with the land that limit

development and other uses of the

subject property that would be in

consistent with protecting its agricul-

tural capacity, open character, scenic

or natural features. Conser\'ation

easements typically are created by
a landowner granting a deed to a

government agency or nonprofit

conservation orgaruzation like the

American Farmland Trust. The
grantee assumes resf)onsibility for

enforcing the restrictions for the

duration of the easement, which

may be a term of years or in perpetu-

ity. Only jjerpetual easements may
qualify for federal income tax benefits

and, arguably, estate tax reductions.

The specific limitations imposed

by easements can and should be

adapted to the characteristics of the

land and the conser\'ation purposes

to be served. For example, an ease-

ment designed to keep the land open

for agricultural production should

not allow residential or commercial

development to cover prime soils,

break up large fields or otherwise

interfere with the use of modem
farm equipment or agrichemicals.

Easements that are aimed at preser\'-

ing scenic vistas or fragile wildlife

habitat usually impose stricter limits

on buildings as well as on agricultural

ojjerations. All rights not specifically

relinquished are retained by the

landowners, including the right

of quiet enjoyment (public access

need not be permitted) and the right

to sell, bequeath or otherwise transfer

the land.

Federal Tax Policy

Federal tax policy favors the

granting of qualifying conservation

easements by permitting the value of

property interest thus transferred to

be deducted as a charitable contribu-

tion for both income and estate and

gift tax purposes. 26 U5.C. §§ 170(h)

and 2055(a). The basic qualification

for easements that protect open

space for agricultural use is that they

"serve a clearly delineated govern-

mental conservation policy and
yield a sigruficanf public benefit." 26

U.S.C. § 170(h)(4)(A)(iii); Treas. Reg.

§ 1.170A-14. Many jurisdictions have

adopted pxjlicies to protect farmland

from inappropriate development

American Faimland Trust, American

Farmland, Summer 1991, at 8.

The value of conser\'ation ease-

ments—and thus the amount of the

permitted income tax deduction

—

is determined by appraisal of the

land before and after restrictions are

impposed. Because the value of the

property attributable to a conservation

easement can be excluded from the

taxable estate of the grantor or the

grantor's successors, conser\'ation

easements can be an important estate

plarming tool.

November/December 1992



"Federal tax policyfavors the granting of qualifying

conservation easements by permitting the value

ofproperty interest thus transferred to he deducted

as a charitable contribution for both income

and estate and gift tax purposes.

"

Special Use Limitations

Since 1976, federal tax law has

promoted the survival of family

farms by permitting farmland to be

"specially \alued" at its generally

lower agricultural resource value

rather than for its "highest and best

use" in qualifj'ing estates. But the

evolution of farming during the

past 15 years has confined the us

efuJness of special use valuation

as a planning tool for avoiding

the breakup or sale of farms out

of agricultural use.

For example, to qualify for special

use valuation, the law requires that

farmland not be cash rented to other

farmers, even though 42% of Ameri-

can farmland is now leased. Similarly,

farm assets must comprise at least

half of an estate to qualify for special

use valuation, although the land thus

disqualified may be a vital part of

the farming operation of family farm

tenants. The maximum amount by

which a farm estate may be reduced

by special use valuation has been

$750,000 since 1973, even though

inflation has caused the value of

many farms to escalate well beyond

this figure. The ceiling would now
be $1,035 million if indexed for infla-

tion. To take advantage of special

use valuation, heirs must continue

the family farming operation and

may not sell the land for 10 years

under penalty of tax recapture,

even though the land may be sold

to another farm fanrvily. And sf>ecial

use valuation does not apply to

federal gift taxation at all.

The Conservation
Alternative

Many limitations of special use

valuation can be overcome through

the use of a conser\'ation easement

created by inter vi\os gift or bequest.

An easement can reduce the value

of farmland in a decedent's estate

without any dollar limitation, regard-

less of whether the land is leased to

another farm operator or whether

the decedent had nonfarm assets.

In contrast to special use valuation,

continued family participation in

agriculture is not required, nor will

subsequent sale of the land result in

a recapture. Only those with a pre-

sent interest in the land (including

secured creditors) must consent to the

granting of a conser\ation easement,

while all heirs who inherit an interest

in the land must agree to special use

election. AH of these advantages of

conservation easements make them

an attractive estate planning alterna-

tive. Easements do result in jjerpetual

restrictions on land use. But most

easements contain a "safety valve"

clause permitting their extinguish-

ment if surrounding conditions so

change that their conser\'ation pur-

pose can no longer be achie\ed.

Consistent with the spirit of the

perfietuity requirement, IRS rules

require that a percentage of any sub-

sequent sales proceeds, equivalent

to the easement value, must go to the

grantee to be applied to similar con-

servation purposes.

Conservation easements are an

even more attractive estate planning

alternative when landowners can

receive cash payments in exchange

for granting them. More than a dozen

states (Maine, New Hampshire, Ver-

mont, Massachusetts, Rhode Island,

Connecticut, New Jersey, Pennsylva-

nia, Maryland, Delaware, Wisconsin,

North Carolina and California) have

scxaUed "purchase of development

rights" or PDR programs that offer

this option to qualified farmers.

Qualiications usually focus on the

quality of the soil and the likelihood

of development. Because of the reces-

sion, funding for easement purchases

has become tight in some states, so

competition among landowners can

be keen. The terms of government-

purchased easements are less nego-

tiable than those donated to private

organizatiorw, but their restrictions

on land use are generally limited to

keeping the land open, rather than

telling fjeople how to farm.

The sale of a conservation ease-

ment is yet another source of liquidity

that can be used for a wide variety of

estate planning and settlement pur-

poses, including the purchase of life

insurance and the payment of taxes.

One common use of PDR proceeds

in farm estate planning is to provide

. for children or other heirs who will

not inherit the farm itself. This avoids

having to split farm property into

smaller parcels that individually

would be uneconomical to farm

and difficult to keep together under

multiple ownership. Another poten-

tial option just opened up by the

IRS (PLR 92150049, April 10, 1992)

would be to arrange a like-kind

Probate & Property
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exchange of a consenation easement

for other in\ estment property' that

would then acquire a stepped-up

basis in the estate. Ordinarily, the sale

of development rights results in capi-

tal gain after a reduction in the basis

of the subject property.

Special Use and
Easements Together?

Special use valuation and conser-

vation easements have similar and

complementary public purposes.

There is no inconsistency between

preventing the breakup of family

farms and preserving farmland for

perpetual agricultural use. It would

appear that where estate planning

would achieve both purposes, a

farm family should be able to take

advantage of the tax incentives associ-

ated with each. This is at best only

partially true.

In two recent rulings, the IRS as

a practical matter has foreclosed the

possibility of donating or selling a

cor\servation easement during the 10

year pericxi after sp>ecial use valuation

has been elected. (PLRs 8731001 and

8940011). Both easement transactions

had been deemed a "disposition" of

an interest in farm property that trig-

gers a recapture of estate taxes abated

under § 2032A. This result is inconsis-

tent with other IRS rulings on the

transfer of similar interests in land

such as a pipeline easement (PLR

9035007), subsurface mineral rights

(Rev. Rul. 88-78), and the right to

pUmt certain crops on highly erosive

land under the USDA Conservation

Reserve Program (PLR 8729037), all

of which ha\e been deemed not to

be § 2032A dispositions. And it tends

to frustrate congressional intent in

adopting § 170(h) incentives for con-

servation easements, while doing

little or nothing to further the purpose

of § 2032A special use valuation or to

enhance federal re\enue. Easement

sales are subject to capital gains tax,

which will be higher if a § 2032A elec-

tion has been made because heirs do
not receive a stepped-up basis in the

land. 26 U.S.C. § 1014(a)(3)). A bill

pending in Congress, H.R. 4201,

would reverse the IRS rulings. The

IRS has not ruled on whether a pre-

existing conser\'ation easement would

preclude special use valuation of the

subject land, though in such cases

the value of the land for estate tax

purposes would already have been

substantially reduced, making the

election less important.

Conclusion

Conservation easements can be

an important estate planning tool for

keeping farmland in family hands.

A conservation easement is an esf)e-

cially attractive alternative for those

who cannot qualify for special use

valuation, achieving similar personal

and public pxjlicy objecti\es. Yet, there

is a clear need to reconcile the tax code

provisions that respecti\ely encourage

conservation easements and fa\'or

farruly farms. One possible approach

may he to allo\v a "consen-ation elec-

tion" as an option under § 2032A. In

lieu of sahsf)ing the myriad other

requirements tor special use valuation

—many of which are no longer closely

related to the purpose of maintaining

land in farming—landowners could

elect to qualif\' bv granting conserva-

tion easements that achieve this

purfKJse. The re\enue impact would

be marginal because estate taxes

could be reduced by a comparable

amount either way. The value of

farmland restricted by easement

approximates its special use value

in most cases, .•^nd the current confu-

sion surrounding the relationship of

the two well-intended tax incentives

would be eliminated.

Edward Thompson Jr. is

Vice-President for Public Policy at

the American Farmland Trust in

Washington, DC.
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Anvone who has planted a

garden knows how uncer-

tain farming can be. How
soon will the ground dr\

out so you can plant? Will

there be a late frost^ How much rain

will we get this week? Will the crops be

infested by bugs? How should you con-

trol them? What about those weeds?

Come harvest, will there be enough to

feed the famiK and take to market?

As if the uncertainties facing agricul-

ture weren't enough, an increasing num-

ber of family farmers now face a new

worry: Will the next generation be able

to inherit the farm without a crushing

estate tax burden^ Can they afford to

take on more debt to finance what they

owe the go\ernnient? What kind of

pressure will that put on them to use

their land's resources be\ond capacity,

causing soil erosion and water pollution?

Will the family ultimately have to sell off

all or part of its heritage—and con-

tribute to suburban sprawl—just to sat-

isfy Uncle Sam?

The estate tax squeeze on family

farms has worsened in recent years

because of the convergence of several

trends. The average age of the nation's

fanners is now 58 and continues to rise.

Inflation has caused the value of farm-

land to escalate, especially near cities,

where a quarter of all prime U.S. farm-

land is located and most of its fresh

fruits and vegetables are grown. Unlike

income tax rates, which declined during

the past decade, federal estate taxes

have remained high, starting at 37 per-

cent and reaching 55 percent in the top

bracket. Many farmers are "land poor,"

having little cash or other liquid assets

with which to pay estate taxes and siz-

able debts that inhibit their ability to

borrow.

The net result is that more farm fami-

lies are subject to higher estate taxes but

lack the means to pay them. This seems

to be one factor contributing to the

increasing concentration of farm owner-

ship into fewer hands. It also may be

setting the stage for an unprecedented

sell-off of farms in some of the nation's

most crucial food-producing areas.

Old Medicine
Since 1976. the federal tax code has

provided relief for family fanners, allow-

ing them to have their farmland

assessed at its agricultural use value

rather than "highest and best" develop-

ment value. (Some, of course, disagree

that development is the best use for

fertile farmland.) This was intended to

cut family farmers' tax bills and pre-

vent forced farm sales. But the law has

become antiquated as a result of a

decade and a half of change in U.S.

agriculture.

Due to inflation, the ceiling on

estate-tax reductions is now far too low

to help even moderate-size farms. Tax

relief is completely unavailable to

those who cash rent their land to other

farmers, despite the fact that rented

land now encompasses more than 40

percent of the nation's fannland.

Even worse, the law as interpreted

by the Internal Revenue Service (IRS)

discourages the protection of agricul-

tural resources—a central feature of

U.S. farm policy encouraged by

another provision of tax law—by
requiring repayment of estate taxes on

"highest and best" use value if the fam-

ily donates a conservation easement to

prevent all future development of the

land. The old medicine is no longer

effective and, in the case of the IRS

easement interpretation, can even be

harmful to the health of American agri-

culture.

AFT in the Field
In recent months, .\FT has begun to

conduct a series of workshops on farm

estate planning. Two sessions, co-spon-

sored by Cornell Cooperative

Extension, were held in March in

Columbia and Ulster counties in New
York's Hudson X'alley. .\nother was put

on in May in cooperation with the

Osceola Land Trust in Kissimmee,

Florida, and soon there will be a work-

shop in Georgia. .\II were well-

attended by local farmers, v\ho heard

not only about traditional techniques

for reducing estate taxes but also about

conservation-oriented alternatives Hke

easements.

The highlight of AFT's estate plan-

ning workshop is a computer-gener-

ated comparison of the taxes before

and after the application of tax-reduc-

ing techniques on tvpical local farms.

.\n informational profile of local farms.

including acreage, value of land and

buildings, equipment, crop and livestock

inventory and so forth, is obtained in

advance of the workshops from local

appraisers and agncultural advisers and

is then fed into the computer program

AFT has written expressly for this pur-

pose. This tA\ comparison helps farmers

in the local area understand exactly how

conservation-oriented estate planning

can benefit them.

On the Policy Front
AFT is also working with interested

policv makers on changes in the estate

tax laws to help farmers, especially those

interested in conservation. For instance.

Rep. Peter Kostmayer of Pennsylvania

was concerned enough about the poten-

tial effects of estate ta\ pavbacks on con-

servation easement donors that he asked

AFT to draft legislation to reverse the

IRS's interpretation of current law. H.R.

2401 would help Mary Stoltzfus (see

sidebar) bv making it clear that the

donation of a conservation easement

does not require farmers to pay back

estate taxes foregone as a result of agri-

cultural use assessment.

Another approach to estate tax relief

for conserv ation-minded landowners has

been taken bv Rep. Richard Schulze of

Pennsylvania.' His bill, H.R. 2149, would

exempt from federal estate taxes the

entire value of almost any kind of

resource land that has been put under a

conservation easement—farms, forests,

wetlands, wildlife habitat, open space

—

provided that it meets cunent IRS qual-

ifications. This could be of tremendous

help to familv farmers and almost cer-

tainly would encourage land conserva-

tion, if the legislation's technical

problems can be resolved.

Other legislators, such as Sen. David

Pryor of .Arkansas, are investigating the

need for even broader reforms in the

farm estate-tax system. .Among the

changes being suggested by farm organi-

zations is increasing the amount by

which agricultural-use assessment can

reduce taxable estates (now $750,000) to

keep up with inflation or eliminating the

ceiling entirely in exchange for a longer

"holding" period, such as 30 years rather

than the cunent 10 years.

(continued on pa^e 11)
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mt^lmff
Inflation's Impact in California

Nobody knows exactly how inan\-

farms are threatened b\- estate taxes,

but the nation's largest agricultural

state could be an indication.

In 1978, the average \alue of farms

(land, buildings and equipment

only—not including livestock or

crops) in IS of California's 57 coun-

ties exceeded the 8600,000 maximum
that individuals can pass to their heirs

without taxation. By 19S7. the value

of the average farm had risen to that

le\ei in 28 counties.

Only two California counties in

1978 had an average farm value

exceeding the SI 2 million that a

farm couple can bequeath without

estate tax By 1987, five counties

exceeded this maximum.

Source: USDA, 1978 and 1987

Census ofAgriculture

D Value of average farm exceeds SI.2 million "couples" exemption

D Value of average farm exceeds 8600,000 "individual" exemption

AMERICAN FARMLAND Summer 1992



810

The Case of the Lancaster County Farm Widow

Mary Stoltzfus' wanted to create a

lasting memorial to her late husband

Aaron* bv donating a conservation

easement over their farm to a

Lancaster County, Pennsylvania,

farmland presenation group. But the

IRS had Afferent ideas.

When Aaron died, his executor

took advantage of the "special use"

provision of the federal tax code,

reducing the tax bill so that the farm

would not ha\e to be sold. Under the

law, thi$ resulted in an IRS lien on

the property so that, if the land were

sold or othenWse disposed of within

10 years, the taxes foregone could be

paid back. The repa\ment pro\ision

is designed to ensure the land will

remain in farming as the law

intended.

When Stoltzfus consulted her

attorney about donating the ease-

ment—which would forever prevent

development of the farm—he

advised her to check with the IRS

because fewer than 10 \ears had

passed since her husband's death.

With assistance from the .\merican

Farmland Trust (AFT), Stoltzfus'

attorney asked for a ruling that the

easement donation uas not a "dispo-

sition" of the property that would

require the back taxes to be repaid.

Because the land would remain in

agriculture, AFT argued, and a sepa-

rate provision of the tax code permits

an income-tax deduction to encour-

age the donation of conservation

easements, public policy would be

ser\'ed bv ruling in Stoltzfus' favor.

"No dice," said the IRS, interpret-

ing two sections of the tax code

—

both aimed at preserving family

farms and farmland—to achieve

exactly the opposite effect. Thus,

Stoltzfus is not permitted to create a

perpetual conservation legacy in

memory' of her late husband. At least

not until she dies.

With all the difficulties and uncer-

tainty now posed by federal estate tax

law, long-term stewardship of the

land takes a back seat to getting the

farm, intact, into the hands of the

next generation. This has prompted

the American Farmland Trust to

mount a campaign to educate farm

families about estate planning and to

promote changes in federal tax polic)'

to help them create a conservation

legacy, not just for their immediate

heirs, but for all future generations of

Americans.

(continuedfrom page 9)

AFT has suggested that an attractive

alternative to making families hold onto

the land for any period of time would be

allowing them to make a "conservation

election," putting an easement on the

land to ensure it would forever remain

av-ailable for agricultural use. This would

be consistent with national agricultural

policy, which in the past 10 years has

seen a shift of pa)Tnents and other incen-

tives away from stimulating production

and toward resource consen-ation.

As AFT President Ralph Grossi

explained, "The nation's farmers are

becoming better land stewards all the

time. The last three Farm Bills have

played a role in this, and it's time the fed-

eral tax system does so as well. Few
changes would be more welcome than

one that encourages conservation while

prex'enting the breakup of family farms."

—Edward Thompson ]r. has been gen-

eral counsel of the American Farmland

Trust since 19S1.
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Mr. Payne. We have been called to vote.

If we could take a 10-minute recess and we will resume in 10
minutes.
Thank you.
[Recess.]
Mr. Payne. If we could continue the hearing.
Our next witness is Mr. Bob Lange.

STATEMENT OF ROBERT T. LANGE, FARMER, MALVERN, PA.

Mr. Lange. Thank you very much.
My name is Robert Lange, I am a full-time farmer. I have a fam-

ily farm that is located outside of Malvern, Pa. It is currently
owned by my grandmother who is 92 years old.

I farm strawberries, which you can see. For the last 27 days, we
have been picking strawberries on 6 acres. This morning I woke up,
tried to get you some to sample down here, and that is all I could
find, so we picked them pretty clean. Anyway, there are some fa-

miliar faces out there, they can help themselves afterward.
Our farm is located 24 miles west of Philadelphia. A lot of advan-

tages, a lot of disadvantages. The main disadvantage being located
near an urban area is the value of land.

Currently, farmland in Pennsylvania may be worth $2,000 to

$4,000. Land near urban areas can go from $20 to $40 thousand.
In our case, it is $40,000 fair market value.

If you have a 200-acre farm assessed at $40,000, you have an $8
million estate. You take your deductions that you can use under
current law, and that estate goes down to $6.5 million, and then
we are expected to come up with 55 percent of $6.5 million.

We can't do it. We have to sell our farm. It seems to me very un-
fair that we are forced into this sale that otherwise would not hap-
pen. When reality hit back in 1988, I went to my Congressman,
then Congressman Schulze. He came out to the farm, listened to

our problem, and within a year legislation was introduced. And I

recognize several faces in here that I have dealt with over the last

5 years lobbying for the bill.

I am a farmer, not a lobbyist, but I have to do two things some-
times, and the bill never got out of House Ways and Means Com-
mittee. It was voted on last year and just barely lost.

The fortunate thing was that you decided that this was a bill

worthy of pursuing and have taken it on, put some modifications
in it, and, hopefully, we can get this accomplished. The bottom line

with this bill, it is going to preserve the integrity of your farm, the
continuity of your farm, it is going to give farmers, such as myself,
a piece of mind, if you will, that what I am doing and how we are
keeping our farm up, we will be able to pass it down to the next
generation.
There is very little incentive if I put every cent I make back into

our farm knowing we are going to have to sell a large portion of
it to pay estate taxes. So I am really looking for some legislation

that would give me piece of mind that we can keep it, keep it in

our family, keep it being productive agriculturally, and it would
just be nice to see an idea transformed into legislation that would
accomplish saving farmland and benefit farmers throughout the
country.
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I just wanted to have a very brief testimony. If you have any
questions, I am wilHng to answer them.
This is something near and dear to me. Without this legisla-

tion—we have done everything we can under current law. We have
done easements, we have paid gift taxes, getting the ground out of
the estate, paying the gift tax at 28 percent as opposed to 55 per-

cent; we have done trusts. We have done everything under the law
that we can do now, and this bill is what will be the final link that
we can preserve our whole farm. And this bill, I might add, is only
for people that are genuinely concerned about saving their farm.

It is not for somebody that is wanting to make a quick buck or

anything like that. This is something that you give up in perpetu-
ity, that is a long time. We are willing to do that. We just want
the opportunity to keep the farm and keep it in the family and
keep my livelihood going.

Thank you.
Mr. PAY^fE. Thank you very much, Mr. Lange.
Those are some very good looking strawberries there.

[The prepared statement follows:]



813

My name is Robert Lange. I an a full-time farmer. I have been
farming our family farm since 1985. Our farm is located 24 miles
west of Philadelphia. Currently, my Grandmother is the owner of
Willisbrook Farm which has been in our fzuonily since 1896.

The farm's proximity to Philadelphia has advantages and
disadvantages. The major disadvantage is that farmland near urban
areas appreciates greatly in value. Typical farmland values range
from $2,000.00 per acre to $4,000.00 per acre. However farmland
located near urban areas might have a real estate value or fair
market value of $20,000.00 to $40,000.00 per acre. When the owner
of the farm dies, the Federal Estate Tax is based on the "fair
market" value of the farm and not the farm value. This poses huge
problems to farm families for the transfer of the farm to the next
generation who want to continue to use the farm for agricultural
purposes. It is such a problem, typically that the faunily ends up
selling off large portions of their farm just to pay off the
Federal Estate Tax.

There is something very wrong when the Federal Estate Tax forces a
farm family to sell off its farmland just to satisfy that tax. It
is a forced sale that would not happen otherwise to families that
want to continue to use the land for agricultural purposes.

This problem was brought to former Congressman Richard Schulze and
he introduced legislation addressing this inequity. Mr. Schulze
visited our farm in 1988. He listened to our problem and
introduced the legislation to alleviate the forced sale of
farmland. The legislation never got passed the House Ways and
Means Committee.

Fortunately, Congressman Payne saw the need to re-introduce this
bill with modifications so that family farms could survive the
excessive Estate Taxes. This bill would provide another choice for
estate teuc planning which currently has limited options. It would
help the farm families who want to preserve their farmland.
Congressman Payne's bill - HR-2031 The Rural Land Conservation Act
of 1993 would save untold acres of farmland from forced sale just
to satisfy the Federal Estate Tax.

This bill would preserve the integrity and continuity of family
farm operations throughout the United States. It would give peace
of mind to farmers such as myself, knowing our heritage could be
preserved and passed down to the next generation. Finally, it
would be gratifying to see an idea transformed into legislation
that could accomplish the goal of preserving farmland.

Robert T. Lange
Willisbrook Farm
Malvern, Pennsylvania 19355
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STATEMENT OF CECIL A. RAY, JR., STATE BAR OF TEXAS,
SECTION OF TAXATION

Mr. Payne. Mr. Ray.
Mr. Ray. Yes, sir, my name is Cecil Ray, I am from Dallas, Tex.

I have practiced law there since 1961.
My practice has been concentrated in employee benefit plans, es-

tate planning, estate and gift taxes and the like.

This statement addresses employee retirement plan issues. It is

in support of some technical corrections to the estate and gift tax
laws, and transfer tax laws as well. These corrections are needed
by our community property residents, both taxpayers and their ad-
visers, so that we can know the consequences of acts taken by tax-

payers in this estate planning setting.

In the 1980s, substantial amendments were made to the Internal
Revenue Code related to transfer taxes. We had an unlimited mari-
tal deduction, we had generation skipping transfer, et cetera, and
on and on. There were certain exclusions in the estate gift tax rules

that were repealed in 1984 and 1986.
The purpose of their repeal was to treat qualified employee plans

and nonqualified employee plans the same equally for estate and
gift tax purposes. It was intended, according to the committee re-

ports, that the 1986 Act would have an addition to the unlimited
marital deduction that would prevent current taxation on transfers
between spouses of interest in their plans.

The repeal provisions of the estate and gift tax laws had accom-
plished equality for qualified and nonqualified plans and the par-
ticipants. Some effort was made to implement this goal, a section

2056(b)(7)(C) was added to the code, but more technical corrections
are needed, we think, to complete the task that was begun.

Until the marital deduction is made clearly available and other
technical corrections are added to the code, the residents of the

States that have for years been a part of the community property
system are not being given the same and equal treatment as resi-

dents of other States. The unequal treatment results because trans-

fer taxation of a community property interest in a plan is uncertain
since the repeal of these exclusions.

It is not fair and equal to allow a possible transfer tax to be im-
posed on the community property residents because of certain

events. These events, such as the death of a nonparticipant spouse,
are not events that enable the plan to pay out money which is

being taxed.
This doesn't occur in other States. It only occurs in a community

property State, unless we have a marital deduction clearly in place.

Several technical corrections are needed. It should be made clear,

for example, that there is no transfer tax consequence when a
nonparticipant spouse consents to certain employee actions under
a retirement plan, such as his waiver of a spousal annuity for her
benefit where he receives a larger retirement income. That
shouldn't be a tax event, but it could be under the way the present
rules work.

It should be clear that no estate tax is imposed when a
nonparticipant spouse dies before the surviving spouse—who is an
employee and a participant—retires. Her death, long before he re-

tires and before the plan pays out money, should not subject her
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estate or his estate—for example, the nonparticipant spouse could
be a he or a she—to a tax at that time.
My written statement contains several proposed amendments

that address these issues as technical corrections and simplifica-

tion. It is believed that there is no revenue loss in any of these
amendments, since everyone I discussed this with thinks that this
is the way a law ought to work anyway. But we are just not sure
that it does work this way, and we need certainty in an estate
planning situation.

In my remaining moments, I want to explain how some of these
technical corrections will work in a general way. It is difficult for
community property lawyers to fully advise their clients in an area
of tax law where we are not certain of the rules. But it is important
to understand that in a community property State, unlike other
States, the interest that a spouse has in the plan accruing during
marriage is property. In other States and in community property
State, as well, the Retirement Equity Act imposed spousal annuity
protection, but that is over and above, it overlays the community
property system, and so until we understand that there is a dis-

tinct property interest, we don't appreciate quite as well how there
could be a transfer of that property interest when certain events
occur that don't occur in another State.

I hope that—and I know that the Section of Taxation of the State
Bar of Texas, and I am sure similar organizations of the State of
California and the other community property States, would be de-
lighted to have the opportunity to work with the committee, the
staff, in working out some technical corrections which we think
would simplify the law and make our life and everyone's life a little

easier.

Thank you, sir.

[The prepared statement follows:]
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Cecil A. Ray, Jr. June 24, 1993

Attorney at Law Hearing on Nfiscellaneous Revenue Issues

5949 Sherry Ln, Subconunittee on Select Revenue
Suite 1635 Measures

Dallas, Texas 75225-8012 Committee on Ways and Means
214-739-1713 United States House of Representatives

Proposed amendment to transfer-tax provisions of the Internal Revenue Code of 1986

relating to spousal annuities under the Retirement Equity Act and non-participant spouses

in community-property states

Code
SecHons: Gift Tax: §2503(0; new §2517; and new §2518(d)

Estate Tax: new §2039(c) and (d); new §205ti(e); and new
§2044(d)

Chapter XIII

-generation skipping: new §2611(c), (d) & (e)

Chapter XIV: new §2702(e)

My name is Cecil A. Ray, Jr., of Dallas, Texas. I am an attorney, a sole practitioner.

Since 1961 my practice has been concentrated in employee benefit and compensation issues

and, to a lesser extent, in estate planning, trusts and estates. My testimony is in support of

proposed legislation that I have drafted containing technical corrections needed by residents

of community-property states with respect to employee plans and the non-participant

spouse's community-property interest in such plans. The most pressing of the issues

involves the need to clarify that the estate-tax marital deduction is available when the non-

participant spouse predeceases the participant spouse in a community-property state,

especially where such death occurs prior to the retirement of the participant spouse under

the employee benefit plan. I have also prepared some proposed technical corrections to

related issues which, I think do nothing more than clarify what most of us think is (or

should be) the result under existing law.

The repeal of certain provisions of the Internal Revenue Code of 1986 ("Code") left

open to question the proper interpretation of certain parts of the transfer-tax provisions of

the Code and how they apply to the non-participant spouse in a community-property state.

The absence of guidance on all of these issuer, make it extremely difficult to provide clients

with adequate counsel and advise. The directors of the State Bar of Texas has authorized

the Taxation Section of the State Bar of Texas to support these proposals, for statutory

guidance. I am representing the Taxation Section in presenting this testimony.

Texas, along with California, Louisiana, New Mexico, Arizona, Nevada, Washington,

and Idaho have historically been community-property states. While the community-property
laws of these states differ, they have a common ancestor, which is the civil law systems of

Spain and France. The English common law prevails in these eight states, as it does in the

other states, but these eight states have systems of jurisprudence that reflect the community
property heritage. For example, trusts are a creature of the English common law but the

law of trusts has been adapted to the community-property system. Employee benefit plans

qualified, under the Code have, since World War TL, been required to use a trust for

funding but the scope of the community-property interest of the non-participant spouse

(husband or wife of the employee) in such plans has not been clearly delineated, i.e.. The
enactment of ERISA in 1974, with its pre-emption clause, has caused many of us to wonder
if the community-property laws have been preempted insofar as they relate to employee
benefit plans that are subject to ERISA This is not an easy question. Some of the

community-property states, have a public policy and statutory or constitutional prohibition

against alimony. To preempt the community-property interest of the husband or wife in the

employee benefit plan would result in an unintended shifting of the balance of economic
wealth as between the participant spouse and non-participant spouse in these community-
property states. Of course, a final answer must await some future decision of the United
States Supreme Court
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My testimony addresses proposed amendments to Subtitle B of Title I of the Code
that are needed to correct unequal transfer-tax treatment of certain residents of community-

property states. These persons, collectively, are referred to herein as a non-participant

spouse ("NFS"). A MPS is an individual whose spouse is covered by a pension, profit

sharing, or similar plan which is qualified under Code §401(a), even though it is not defined,

under Title I of ERISA, as an employee benefit plan, (for example, a plan that only covers

self-employed individuals and their spouses). In addition, a NPS includes a person whose
spouse is the individual that owns an IRA or SEP account This statement contrasts the

situation of a NPS residing in a community-property state (referred to as "a community-

property NPS") with a NPS residing in a state that has aot adopted the community-property

system (referred to as "a common-law NPS").

The legislative proposal addresses the fact that a common-law NPS currently receives

more favorable transfer-tax treatment, in certain instances, than does the community-

property NPS. It also addresses problems that participants might incur when electing to

waive spousal annuities mandated by the Retirement Equity Act ("REA").

CURRENT LAW AND REASONS FOR NEEDED CHANGES

The Tax Reform Act of 1986 (TRA 86") completed a task that Congress first

undertook in 1984. TRA 86 equalized the transfer taxation of qualified and non-qualified

plans. To accomplish this. Congress deemed it necessary to repeal the estate-tax exclusion,

formerly contained in Code §2039(c), with respect to interests in qualified plans upon the

participant's death and the similar exclusion, formerly contained in Code §2039(d),

excluding, on the prior death of a NPS, on the interest in the qualified plan attributable to

community-property laws.

The Senate Finance Committee Report, in 1986, also indicated that the interest of

any NPS was eligible for the unlimited marital deduction under a clarification made byTRA
86 to the marital deduction provisions of the Code. No such clarification was made then,

or in subsequent acts, which, in all cases, would alleviate the incidence of transfer taxation

upon the death of a NPS in a community-property state prior to receipt of the values on

which such taxation was imposed. Consequently, while the transfer taxation of qualified and

non-qualified plans was equalized, the transfer-tax treatment of a NPS in common-law and

community-property jurisdictions became unequal.

The now-repealed, estate-tax exclusion for participants had been added to the Code
in 1954 by §2039(c). That provision excluded the decedent's interest in a qualified plan

from the estate tax. The now-repealed, estate tax exclusion for an interest in a plan

attributable to community-property laws upon the prior death of a NPS (added to the Code
in 1972 by P. L. 92-580) had extended the estate-tax exclusion to the community-property

NPS. This estate-tax exclusion for the community interest of the NPS reversed the position

of the Internal Revenue Service taken in Rev. Rul. 67-278, 1967-2 C.B. 323 and in several

private letter rulings, see e.g., PLR 670131159A (Januaiy 31, 1967), 7109090110A
(September 9, 1971), and 7833016 (May 16, 1978).

The Tax Reform Act of 1976 further amended the Code to add a gift tax provision,

§25 17(c), which has also been repealed. Code §25 17(c) was necessary to reverse Rev. RuL
75-240, 1975-1 C.B. 315. The Service had ruled that a NPS incurred a gift tax upon the

death of the participant spouse when the community-property interest of a NPS in the

qualified plan passed to the participant's designated beneficiary if the beneficiary was
someone other than the NPS. In PLR 8334001 (May 17, 1985), the Service acknowledged

that the enactment of Code §2517(c) prevented a taxable transfer by the NPS of his or her

community-property interest in the plan in such a situation.

After these additions to the Code, and untfl the effective date of amendments made
in 1984 and 1986, transfer-tax consequences were not incurred when the NPS predeceased

the participant or upon the participant's irrevocable designation of a third person to receive

the community-property interest of the NPS in a qualified plan. Therefore, a conununity-

property NPS was treated equally with a common-law NPS. The Code never provided

exclusions from its transfer-tax provisions to either the NPS or to the participant spouse for

the interest such spouse might have in a non-qualified plan. Since a common-law NPS, did
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not have a taxable properly interest in either a qualified or non-qualified plan, such

individuals needed no similar exclusion from transfer taxes.

Increased protection for the NPS was an objective of REA in 1984. The provisions

of REA accomplished two desired aspects of this objective. First, it protected the NPS in

divorce situations, particularly during the time that die other spouse is a participant in an

ERISA employee pension benefit plan. It also protected the NPS at the participant's

retirement or upon the participant's death prior to retirement REA amended ERISA and

the Code to accomplish these ends by mandating that the plan provide mandatory spousal

annuities for the benefit of the NPS unless waived by the participant and consented to by

the NPS. Committee reports accompanying REA indicated that the additional protection

of mandatory spousal annuities was intended to provide greater equity for the NPS and to

take into account the economic partnership comprised of the participant and NPS. An
"economic partnership" sounds very much like the principles underlying the community-

property system and may have led some members or staff to believe that, insofar as benefit

plans were concerned, the community-property NPS and the common-law NPS would enjoy

equal protection and identical tax treatment with respect to interests in ERISA plans after

REA.

Although additional protection was afforded to the common-law NPS under REA's
spousal annuity provisions, REA did not place a common-law NPS on parity with a

community-property NPS with respect to protection of their respective interests in ERISA
plans. The reason for the remaining difference results from the difference in the

community-property rights of the NPS and the spousal annuity rights of a common-law NPS.
A common-law NPS has never been deemed to have an interest in a qualified plan that was

subject to transfer taxation upon its waiver or upon the NPS's death prior to the

participant's death. In a community-property state, the NPS had an interest that attracted

transfer taxation in those situations.

The REA amendments provided this new protection by requiring plans subject to

Title I of ERISA or plans qualified under Code §401(a), or both, to provide (i) a spousal

annuity upon the participant's retirement in an amount equal to at least 50% of the annuity

for the joint lives of the spouses and (ii) a pre-retirement spousal annuity in case of the

participant's death prior to retirement Such annuities must be provided to the NPS, absent

waiver by the participant in accordance with regulations and consent by the NPS to the

waiver.

Such spousal annuities are not identical to the NPS's community-property interest

in the plan. Absent preemption by ERISA, the NPS's community-property interest is

transferrable, at least to the participant during the participant's lifetime, by the NPS at

death, and is subject to the state law provisions regarding descent and distribution at the

death of the NPS. ERISA's preemption provision and anti-alienation provision probably

prevent the ERISA plan from honoring any such transfer prior to the participant's death

or retirement It may also prevent the transfer by the NPS of his or her community interest,

whether before or after the participant's retirement, at least Insofor as the plan Is

concerned, during joint lives of the parties or at the death of the NPS. The ERISA pre-

emption and anti-alienation provisions do not clearly preclude a probate court, with

jurisdiction over the NPS's estate, from requiring the participant, as opposed to the plan

Itself, from complying with the NPS's last will and testament or with the laws of descent and
distribution, with respect to the NPS's community interest in the plan, as, if and when the

participant receives a distribution of the interest in the plan nevertheless, the answers to

these questions are not clear at present

With respect to transfer taxation, the community-property NPS must find an
exemption from estate taxation, gift taxation, generation skipping transfer taxation and from
Chapter 14 transfers for the community-property interest in the plan. In addition, it is

totally unclear as to how the separate-property or community-property interests in the plan

(as defined by state law) are allocated or marshalled so as to fund the spousal annuity. In

other words, to which kind of interest in the plan does such annuity attach for purposes of

computing the transfer tax? The state law characterization of plan interests as community
or separate property and the REA spousal annuities are not required to be co-extensive,

one with the other.
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For example, assume that the value of the NPS's spousal annuity is greater

than the community-property interest of the NFS because the marriage

occurred late in the working life of the participant How should the

community and separate property of the parties be allocated for transfer-tax

purposes, in such a case, with respect to the funding of the NPS's spousal

annuity?

In a common-law state, a NFS does not have a property interest in the plan under

state law. Consequently, a common-law MPS is not treated as a transferror for gift-tax

purposes by consenting to the participant's waiver of the spousal annuity protection. A
community-property NPS's consent to a waiver of spousal annuities may be treated as a

transfer of a community-property interest in the plan, now that Code §25 17(c) has been

repealed.

Code §2503(f), by its precise terms, only applies to the participant's waiver of spousal

annuities. It stotes that the waiver is not a transfer subject to gift taxation. It does not

apply to the NPS's acquisition of a spousal annuity nor to the community-property NPS's

consent to the participant's waiver of such annuity. Moreover, it does not apply to the

NPS's community-property interest Consequently, the NPS's transfer of a community-

property interest in the plan upon consent to a participant's waiver or upon an irrevocable

election of an alternative form of payout is not addressed by Code §2503(f).

Upon the effective date of a joint and survivor annuity (either by the participant's

irrevocable action or retirement without electing another form of payout), the community-

property NPS should be protected from gift tax by the marital deduction provisions of Code

§2523.

Upon the death of a community-property NPS, before the participant spouse, the

NPS's interest in the plan is no longer exempt from transfer taxation by reason of explicit

statutory exclusions because of their repeal. An attempt to utilize the marital deduction

presents at least three problems.

First, existing Code §2056(c) and the regulations thereunder do not clearly describe

how the deceased NPS's community-property interest in the plan passes to the surviving

spouse (the participant). This is especially a problem when the NPS's death occurs prior

to the participant's retirement date. The plan provisions are usuflly silent on this issue.

Without an amendment to Code §2056, it is not clear that the participant spouse receives

any interest from the NFS due to ERISA and its anti-alienation and preemption clause.

Secondly, the NPS's community interest in the plan is taxable in the NPS's estate

under Code §2033, not under Code §2039(a), at least where death occurs prior to

retirement of the participant Consequently the joint ownership provisions of the

regulations are not helpful. They require taxation in the prior estate by reason of Code
§2039(a).

Finally, Code §2056(b)(7)(C) provides that the interest of the surviving participant

spouse will be characterized as a QTIP so long as only the surviving souse lias the right to

receive payments before his or her death. Since the NPS's community-property interest is

not includible in the NPS's estate under Code §2039(a) but under Code §2033, this section

does not apply. Perhaps after retirement has begun, with the form of payment as a joint

and survivor annuity. Code §2056(b)(7)(c) would protect the NPS who predeceases the

participant spouse. For many a NPS, who die prior to the participant's retirement date, no
deduction seems available under the marital deduction provisions.

EXPLANA-nON OF PROPOSED CHANGES TO LAW

Plan, as used in this description of the legislation, includes IRAs and SEPs.

PROPOSED AMENDMENT TO CODE §2056

The proposed amendment to Code §2056 and §2044 enable taxpayers to know for

sure that the marital deduction is available upon the prior death of the NPS in a
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community-property state. Unless the will of the MPS purports to dispose of the

community-property interest in the plan by a direct reference to it, the statute deems it to

pass to the surviving participant spouse under circumstances that qualify it for a QTIP
marital deduction. If the surviving spouse (the participant), during his or her lifetime,

disposes of the interest (such as in the case of a joint and survivor annuity with a second

spouse), then the deferred estate tax is collected out of each payment made by the plan.

Add a new subsection (e) to section 20S6 to read as follows:

1 "(e) Certain ANNumr Interests Created by Communitv Property

2 LAWS.~In the case of an employee on whose behalf contributions or payments were

3 made by his employer or former employer under a trust or plan described in

4 subparagraph (1) or (2), or toward the purchase of a contract described in paragraph

5 (3), or made by an individual or his employer to his individual retirement account

6 or annuity, or simplified employee pension, as defined by the provisions of section

7 408, if the spouse of such employee predeceases him, then, notwithstanding the

8 provisions of this section or of any other provision of law, the value of any interest

9 of such spouse in such trust, plan, contract, account, or annuity shall be considered

10 as passing from the decedent to the employee unless the will of such decedent by

11 express reference to such trust, plan, contract, account, or annuity provides

12 otherwise, to the extent such interest-

13 (i) is attributable to such contributions or payments, and,

14 (ii) arises solely by reason of such qiouse's community property interest in

15 such trust, plan, contract, account, or annuity under the ommiunity property laws of

16 a State.

17 The interest of a decedent spouse which is described in this subsection-

18 (A) shall be treated as a qualifying income interest for life,

19 and

20 (B) the executor shall be treated as having made an election

21 under subsection 2056(b)(7) with req>ect to such interest unless the

22 executor otherwise elects on the return of tax imposed by section 2001.

23 A decedent's interest in a plan, trust, or contract is entitled to the deduction

24 provided for in this subsection if it is described below.

25 (1) An employee's trust (or under a contract purchased by an employee's

26 trust) forming part of a pension, stock bonus, or profit-sharing plan which, at the
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27 time of the decedent's separation from employment (whether by death or otherwise),

28 or at the time of termination of the plan if earlier, met the requirements of section

29 401(a);

30 (2) A retirement annuity contract purchased by an employer (and not by

31 an employer's trust) pursuant to a plan which at the time decedent's separation from

32 employment (by death or otherwise), or at the time of termination of the plan if

33 earlier, was a plan described in section 403(a); and

34 (3) A retirement annuity contract purchased for an employer by an

35 employer which is an organization referred to in section 170(b)(l)(A)(ii) or (iv) or

36 which is a religious organization (other than a trust), and which is exempt from tax

37 under section 501(a), or which is a plan or governmental unit described in section

38 818(a)(6)."

PROPOSED AMENDMENT TO CODE §2044

Add a new subsection (d) to section 2044 to read as follows:

1 "(d) CERTAIN Annuity IhrreRESTsQiEATED BY CoMMUhOTYProperty Laws.-

2 This section applies to any interest in a plan, trust, or contract if a deduction was

3 allowed with respect to the transfer to the decedent under section 2056 by reason of

4 subsection (e) if such interest is not described below. If any person other than the

5 decedent has a right to receive payments during the decedent's lifetime, then

6 payments from such plan, trust, or contract shall be taxed at 20% until an amount

equal to the tax postponed by such deduction is paid."

PROPOSED AMENDMENT TO CODE fi 2039(d)

The proposed amendment to Code §2039(d) insures that a NPS in a community-

property jurisdiction will not be deemed to have made a taxable transfer at the participant's

death where the participant disposes of community interest of the NPS. This relief is only

available for IRAs and SEPs, government and church plans and other plans exempt from

the requirement of complying with REA's spousal annuity provisions in sections 401(a)(ll)

and 417. If the plan in fact requires spousal consent to a waiver of spousal annuities, the

NPS has exercised sufficient control to justify a transfer-tax at the participant's death in

certain instances.

Add new subsection 2039(d) to read as follows:

1 "(d) Disposition of Certain Interests in Retirement Plans or

2 ACCOUNTS~For purposes of this subtitle-
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3 (1) General RULE--In the case of a decedent (who is or was an employee

4 or other person who made or on whose behalf contributions or payments were made

5 under an eligible retirement plan to which this subsection applies), a transfer of

6 benefits attributable to such eligible retirement plan by such decedent shaU not be

7 considered as a transfer by the spouse of such decedent to the extent that the value

8 of any interest of such spouse in such eligible retirement plan arises solely by reason

9 of such spouse's community property interest in such eligible retirement plan under

10 the laws of the State. A transfer of any amount of such spouse's ccnnmunity property

11 interest in such eligible retirement plan by such decedent to an individual other than

12 such spouse will, to the extent of such transfer, result in such ommunity property

13 interest being included in the decedent's gross estate.

14 (2) EUGIBLE REnREMENT PLANS TO WHICH THIS SUBSECTION APPUES-

15 This subsection shall apply to -

16 (A) any trust, plan, or contract which at the time of the employee's or

17 other person's death or other termination of employment, or if earlier, at the

18 time of termination of the plan-

19 (i) formed a part of a plan which met the requirements of

20 section 401(a). or

21 (ii) was purchased pursuant to a plan described in section

22 403(a), or

23 (B) a retirement annuity contract purchased by an employer which is-

24 (i) an organization referred to in clause (ii) or (vi) of section

25 170(b)(1)(A), or

26 (ii) a religious organization (other than a trust) exempt from

27 taxation under section 501(a), or

28 (iii) a plan or governmental unit described in section 818(a)(6),

29 or

30 (C) an individual retirement account or individual retirement annuity

31 or simplified employee pension described in section 408, provided that the

32 contributions thereto are deductible under section 219 or that amounts held
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33 therein are attributable to one or more rollover contributions from a trust,

34 plan, or contract described in subparagraph (A) or (B).

35 This subsection (d)(2) shall apply only to a trust, plan, or contract that either is

36 exempt from the provisions of sections 401(a)(ll) and 417 by reason of being

37 described in subsection 411(e) or does not in fact comply with sections 401(8)(11)

38 and 417. Subparagraph (C) shall not apply to that portion of the value of the

39 amount held in such an account, annuity, or simplified employee pension which bears

40 the same ratio to the total vahie of such amount as the amount of the total value

41 which is not allowable as a deduction under section 219 or as a roOover contribution

42 described in subparagraph (C)."

PROPOSED AMENDMENT TO CODE § 2503

The proposed amendments to Code §2S03(f) provides that neither the acquisition of

nor consent to a waiver of a spousal annuity results in a transfer for purposes of tax under

Subtitle B. The participant spouse in a common-law, as well as in a community-property,

state needs transfer-tax exclusions upon the acquisition and the waiver of the spousal

annuity. The acquisition of spousal annuities results in greater value being irrevocably

acquired by the NPS upon payout under the plan. Waiver of the spousal annuity will result

in a lesser value being paid to the participant during his or her life so that a greater value

will be available for the NPS upon the participant's death. The community-property NPS
needs the protection from estate and gift taxation when the NPS consents to the participant

spouse's waiver of the spousal annuity. In such event, the NPS is relinquishing some

spousal annuity protection and part of that protection is funded by the NPS's community-

property interest in the plan. See proposed amendments to sections 2039(c), 2611(d), and

2702(e)(1), below, which make conforming changes and cross references to section 2S03(f).

These proposed conforming amendments provide that no transfer occurs for federal

transfer-tax purposes, where the non-participant spouse acquires a REA spousal annuity,

the participant spouse waives the spousal annuity or the non-participant spouse consents to

the participant spouse's waiver of the spousal annuity.

Change section 2503(f) to read as follows:

1 "(f) Certain Pension RiGHTS~If any spouse of a plan participant acquires,

2 or any participant waives, before the death of such participant, any survivor benefit,

3 or right to such benefit, under section 401(a)(ll) or 417, or any non-participant

4 spouse consents to such a participant's waiver of such benefit or right to such benefit,

5 such waiver or consent to such waiver shall not be treated as a transfer of property

6 by gift for purposes of this subtitle."

PROPOSED AMENDMENT TO CODE § 2518

The proposed amendment to §2518 clarifies that the disclaimer by a q>ouse of an
interest in the plan is not a transfer for transfer-tax purposes. This approach is consistent

with the one taken by section 2046. Conforming changes are proposed below to sections

2611(e) and 2702(e)(2) with respect to disclaimers.
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Add a new sub-section (d) to section 2518 to read as follows:

1 "(d) Disclaimer of Certain Retirement Beneftts-K any individual

2 refuses in writing before or after the death of

3 (i) a participant covered by a plan which meets the requirements of section

4 401(a),

5 (ii) an individual that is treated as the owner of an individual retirement

6 account described in section 408(a) or individual retirement annuity described

7 in section 408(b), or

8 (iii) an individual that is covered by a simpUfied employee pension described

9 in section 408(k).

10 to accept an interest in such plan, account, annuity or pension or any right to take

11 from such individual's spouse any c<Hnmunity property interest in such plan, account,

12 annuity or pension such refusal shaU be treated as a qualified disclaimer provided

13 such written refusal complies with the requirements of paragraphs (2) and (3) of

14 subsection (b)."

OTHER AND CONFORMING CHANGES

The proposed amendment to section 2039(c) and to section 2517 conforms the estate

and gift tax provisions to these changes as does the proposed amendments to sections

2611(c) and 2702(e)(3). It was not intended to cause transfer taxation or generation

skipping transfers or gifts under §2702 when a participant waives the REA spousal annuity

or when the NPS in a community-property state consents to the waiver and thereby allows

some part of the NPS's community interest in the plan to be paid for the benefit of the

participant. These technical correction to the Code seem justified and needed to allovy

taxpayers and their advisors to correctly apply the provisions of the Code to proposed

actions dealing with REA spousal annuities.

PROPOSED AMENDMENT TO CODE § 2039(c)

Add new subsection 2039(c) to read as follows:

1 "(c) Certain Pension RiGHTS-For provisions relating to the effect of

2 certain acquisitions of, and consent to waivers of survivor benefits under sections

3 401(a)(ll) or 417 for purposes of this chapter, see section 2503(f)."

4 PROPOSED AMENDMENT TO §2517

5 A new section 2517 is added to the Code to read as follows:

1 "SEC. 2517 DISPOSITION OF CERTAIN INTERESTS IN EMPLOYEE

2 BENEHT PLANS AND ACCOUNTS



3 For provisions relating to the effect of a disposition of a non-participant

4 spouse's community property interest in a certain retirement plans or accounts for

5 purposes of this chapter, see section 2039."

PROPOSED AMENDMENT TO CODE § 2611

Add new subsection 2611(c), (d), and (e) all to read as follows:

1 "(c) Disposition of Certain Interests in Employee Benefit Plansand

2 AccX)UNTS--For provisions relating to the effect of a disposition of a non-participant

3 spouse's community property interest in a certain retirement plans or accounts for

4 purposes of this chapter, see section 2039.

5 (d) Certain Pension RiGHTS-For provisions relating to the effect of certain

6 acquisitions ot andconsentstowaiversof survivorbenefitsundersections401(a)(ll)

7 or 417 for purposes of this chapter, see section 2503(f).

8 (e) Disclaimer OF CertainRetirement BENEFiTS~For provisions relating

9 to the effect of a qualified disclaimer for purposes of this chapter, see section 2518."

PROPOSED AMENDMENT TO CODE § 2702

Add a new subsection (e) to section 2702 to read as follows:

1 "(e)(1) Certain Pension RiGHTS-For provisions relating to the effect of

2 certain acquisitions of, and consents to waivers of survivor benefits under sections

3 401(a)(ll) or 417 for purposes of this chapter, see section 2503(f).

4 (2) Disclaimer ofCertain Retirement BENEFrre-Forprovisions relating

5 to the effect of a qualified disclaimer for purposes of this chapter, see section 2518.

6 (3) Disposition OF Certain Interests IN EMPLOYEE BENEFIT PuvNS AND

7 AccouNTS~For provisions relating to the effect of a disposition of a non-participant

8 spouse's community property interest in a certain retirement plans or accounts for

9 purposes of this chapter, see section 2039."

In Conclusion, I and members of the State Bar of Texas' Taxation Section would

welcome the opportunity of working with the tax-writing staff to come up with technical

corrections that will make the transfer taxation issues relating to community property

interests in qualified plans more workable. Other approaches to this end may have

substantial merit, but each solution should be crafted, I believe, not only to protect the

revenue, but also to make the tax advisor's task understandable and to the maximum extent

possible intuitive. Approaches that depend on the preemption by ERISA of conununity

property should be avoided as should approaches that conflict with state laws related to

dispositions of property at death.
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Mr. Payne. Thank you, Mr. Ray.
Is it possible tx) devise a solution to the problems you have de-

scribed in community property States with a single set of rules or
will it be necessary to have some sort of exceptions that will accom-
modate each State?
Mr. Ray. No, I think one set of rules should cover everything.
Mr. Brennan, who is not here, I know he has worked on an ap-

proach to this but it is very similar to what I have proposed, and
I think one set of rules which would be some slight amendments
to the law that would cover both community property residents and
others will work. It will work for both—the other States and the
eight States or the more than eight States now that have commu-
nity property.

Mr. Payne. I just have one question for any of the other panel-
ists, and it has to do with the Treasury Department. They were
here earlier this week and testified that they were opposed to H.R.
2031 because they contend that this proposal would invite abuse
and that the current law, the deduction under current law for the
donation of charitable easements is a sufficient incentive to have
people make those decisions.

I would invite any or all of you to comment on the Treasury's po-
sition.

Mr. Metzger.
Mr. Metzger. Well, as far as the potential for abuse, really the

principal safeguards against that are in the Internal Revenue Serv-
ice's own hands now and their implementation of the regulations
governing the original donation deduction, in that they have to

make extensive determinations of public benefit and valuation, and
so forth, and to the extent there are any problems, that is the point
at which they would be unearthed.

In other words, this is really an accent, simply a continuation of
the initial transaction in which the extent and substance of the
public benefit are determined, and as to the need for any additional
incentives to donate, certainly the gentlemen who testified here
from their own personal experiences on the farmlands are ample
witness to the inadequacy of the present incentives.

Mr. Payne. So you are saying the law as it exists already pro-

hibits the abuse that the Treasury is concerned about?
Mr. Metzger. They have—they certainly should be, it certainly

should be in the regulations, and if they see in its extension to this

provision any further potential for abuse, they can certainly have
modification of the regulations to cover that. I don't really see
where that would come from, given the very rigorous scrutiny that
these transactions already undergo.
Mr. Payne. Mr. Sharpe, did you have a comment?
Mr. Sharpe. Yes, I agree with that answer. It makes me wonder

how close and careful a look the Treasury has taken at this bill to

this point, in fact. The other piece, aspect of the Treasury Depart-
ment's objection to the bill makes me wonder the same thing actu-
ally. It seems to me that what we have been saying here and what
we know from long and bitter experience is that the estate tax pro-

visions of the Federal tax law have widespread pernicious influ-

ences on land use in this country. They force lands out of large
units, they force fragmentation into smaller units, they force lands
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out of family farms into subdivisions, they force lands that are pro-

viding a net benefit to the county tax rolls into the opposite situa-

tion as development is stimulated and the land holdings are frag-

mented, and each of these things has widespread public detriments
in terms of loss of open space values, loss of wildlife, loss of water-
shed and fisheries values, loss of recreation opportunities, and so

forth.

We know—what you have proposed here standing on the shoul-
ders of Mr. Schulze is a bill that would—a modest bill that would
begin to remedy some of those situations and the precise geo-
graphic situations in which development pressures are most severe
and therefore the problem is at its worst. The experience of people
in rural America, the experience of the farmers who have testified

on this panel clearly shows that the incentives for conservation, do-
nation of conservation easements under existing law and the effect

on their ability to keep the land in farming use and to transfer the
farm unit as a whole economic unit to the next generation and the
next generation, is simply insufficient.

These are not effective remedies. If they were, these gentlemen
would not be here. They would be on their farms where I am sure
they would prefer to be today. So it seems to me that the Treasury
Department's objections are simply misplaced, no more no less.

Mr. Payne. Any other comments?
Mr. Bloch. I just want to second that, that the reduction that

we could currently get now is probably not enough to allow us to

keep the farm, that whatever appraisal we could possibly get after

an estate, we don't know how long people are going to live. They
might live a very long time, and we hope so, and the value of the
estate lessened by whatever medical bills pile up in the meantime
just may not be enough that we can keep the farm. So I second the
gentleman's sentiments. And as far as the Treasury is concerned,
I don't believe that the Bureau of Land Management could feed as
many deer, turkey, quail, everything else and take the Cub Scouts
fishing as cheaply as I can and pay taxes while I am doing it.

Mr. Payne. Thank you.
Mr. Lange, I think you commented already in your testimony.
As I conclude, I would like to just make one comment on some-

thing Mr. Thompson had said earlier, and that has to do with the
revenue estimate of what this bill will cost. Last year a revenue es-

timate was done that suggested that this bill would cost $300 mil-

lion over 5 years.

We looked at that, we decided that we needed to refine that. This
bill is a somewhat narrower focus than the bill last year, in an at-

tempt to reduce the revenue estimate. We were shocked when we
got the most recent revenue estimate that said indeed this would
cost now $5 billion over 5 years for a bill that is smaller in scope
than the one last year that cost $300 million over 5 years. So we
are continuing to work with the Joint Tax Committee and others
to determine the methodology and to get the right answer. And I

think Mr. Thompson indicated a computation that would suggest,
as the rough calculations we have done, that the order of mag-
nitude of the estimate is clearly far more than it should be, and
we would hope to remedy that.
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I want tx> thank all of you very much for being here. What you
have said today will be an important part of the record as we pro-

ceed on these pieces of legislation. And I thank you for spending
your time in coming here to give this information to us.

This subcommittee will recess until Tuesday, June 29, at 11,

when we take testimony on tax issues affecting the health and
safety of inner-city residents and other miscellaneous health tax-re-

lated issues.

[Whereupon, at 2:40 p.m., the hearing was adjourned, to recon-

vene at 11 a.m., Tuesday, June 29, 1993.]



MISCELLANEOUS REVENUE ISSUES

TUESDAY, JULY 13, 1993

House of Representatives,
Committee on Ways and Means,

Subcommittee on Select Revenue Measures,
Washington, D.C.

The subcommittee met, pursuant to call, at 11:20 a.m., in room
B-318, Raybum House Office Building, Hon. Andy Jacobs, Jr., pre-
siding.

Mr. Jacobs. We will convene the hearing of the Select Plevenue
Measures Subcommittee.

[By subsequent unanimous consent, the opening statement of
Chairman Rangel follows:]

Opening Statement of Hon. Charles B. Rangel, Chairman, Subcommittee on
Select Revenue Measures

Good morning. The Subcommittee on Select Revenue Measures meets this morn-
ing for the fourth of several days of hearings on miscellaneous revenue proposals.
The subcommittee today will receive testimony from public witnesses on revenue

proposals described in the press release of June 2, 1993, relating to housing, tax-
exempt bonds, individual, and compliance issues.

Because of the large number of witnesses who are scheduled to testify today, and
so that there may be time for members to ask miestions, I must ask that witnesses
limit their oral testimony to 5 minutes. I realize that you cannot make all your
points in 5 minutes, but be assured that your complete written testimony has been
made available to the subcommittee members for review and will be entered into

the record.

Mr. Jacobs. We are very honored to have a newcomer before us,

Dan Rostenkowski of Iowa—^no, Illinois.

Mayor, you are very welcome and I am sure you know you are
very honored to have our leader alongside you.
You may have help somewhere along the line.

Chairman Rostenkowski. Thank you very much, Mr. Chairman.
I am pleased to be a participant in this particular legislative pro-

fram. I remember earlier this year we talked about what we could
with respect to the provisions that were in H.R. 11, and I under-

stand that this is the last of a series of hearings that you are con-
ducting with respect to the spending process that we are going
through.

I heard Mayor Daley on other occasions discuss the bill that is

presently before you. As a matter of fact, he did that quite effec-

tively at an Illinois delegation luncheon about a month and a half
ago. I know that there are certainly meritorious provisions that
would create positive use of lands inside of urban areas and this

is probably the answer to what could probably help redevelop inner
cities.

(829)
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I know that the cost question is also always a problem. We are
here talking about cutbacks in Federal spending and yet this meas-
ure that the mayor will address is something that I can certainly

see helping in urban areas.

And so, as you pointed out, Mr. Jacobs, I happened to meet the
mayor in the hall and knew that he had some enlightening testi-

mony to share with this subcommittee. So it is really a pleasure
for me to introduce Richard M. Daley, who brings the Government
a sincere effort with respect to trying to cut costs and serve the
taxpayers.

I have lived in Chicago all my life and have been for a long time
associated with the Daley family and I am proud today of this

young man because I remember 35 years ago he was just a little

boy.
Mr. Jacobs. I'll bet his father is very proud of this young man.
Chairman RosTENKOWSKi. It is my pleasure, Mr. Jacobs, to intro-

duce to this committee the Honorable Richard M. Daley, mayor of

the city of Chicago, who is the number one citizen in our commu-
nity.

Mr. Mayor.

STATEMENT OF HON. RICHARD M. DALEY, MAYOR,
CHICAGO, nx.

Mr. Jacobs. Mr. Mayor, we are very honored to have you here.

Please proceed in your own fashion.

Mr. Daley. Thank you veiy much, Mr. Chairman. Thank you.
Congressman Rostenkowski, mr that introduction. It is important
for me to be here this morning, not only for Chicago, but also for

small towns and communities of any size across the coimtry deal-

ing with the industrial problems that we have faced over the years.

It is important to note that we have lost in this country over 10
million industrial jobs since 1960. Unfortunately, millions of acres
of farmland and wilderness have been consumed by runaway devel-

opment, while prime urban property, suburban and rural industrial

sites, are being abandoned everyday.
America can no longer be a throwaway society. The concept of re-

cycling applies not only to bottles, cans and newspapers, but also

to land infrastructure in communities. It applies, as well, to the
people who worked in factories for decades before they were shut
down. Many of them have lost their livelihood in the prime of their

working years. Many cannot afford to relocate to new job sites and
do not have the skills to transfer to new jobs.

This bill, H.R. 2340, attempts to address the bleak reality of
America's industrial decline and the impact this decline has had on
our environment and our people. I describe this land as the waste-
lands of America. Nothing would ever happen to these wastelands,
not only in large urban areas like ours, but in the rural—in the
suburban areas as well.

Just 6 weeks ago, Congressman Mel Reynolds and I announced
this proposal at a site of a former International Harvester factory
in Chicago. As it now stands, this site will not attract a new tenant
because of its environmental problems that will cost over $1 million

to correct. The International Harvester site is one of more than a
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dozen large, abandoned, polluted industrial sites in Chicago and
there are hundreds of smaller ones.
The problems include asbestos filled rubble, underground storage

tanks, and hazardous waste. It is too expensive for the city to clean
these sites and return them to productive use. The Federal
Superfund process cannot possibly do it either, and private compa-
nies will not pay for it when they can get cleaner sites elsewhere
outside the urban area.
This is one of the reasons why the Chicago area is unable to re-

place some of the 330,000 manufacturing jobs we have lost since
1960. It is the same story in once thriving industrial communities
throughout America, whether large or smaller cities. Unless we
find a way to clean up these sites, more jobs will leave the facton'
towns and cities of America. Some of those jobs will go abroaa,
while others will seek out undeveloped areas, resulting in unsightly
inefficient sprawl, increasing automobile traffic and, of course,
more pollution. Left behind will be unusable wastelands.

I describe them as neglected infrastructure surrounding the fac-

tories and workers without the skills or opportunities to rebound,
the harsh reminders of a throwaway societv which we can no
longer afford to be. The proposal I have developed with Congress-
man Reynolds establishes an environmental tax credit for compa-
nies that agree to revitalize abandoned industrial properties.
Under the proposal, companies can get a tax cremt of up to 25

percent of the cost of the cleanup. This legislation seeks a modest
annual credit of $75 million nationwide during the 5-year life of the
program. The program would apply to three categories: Large
cities, medium cities, and small towns or rural areas.

It establishes a series of conditions before a city or town is ap-
proved for the program. Number one, the community must show
extensive manufacturing job loss since 1970; two, it must have a
high number of contaminated sites; and three, it must demonstrate
a significant local commitment to addressing the problem of con-
taminated industrial sites.

And once a community has been selected, the site must also meet
four additional criteria: One, the site must have been improductive
for at least a year; two, it must be shown that without this pro-
gram, redevelopment would be unlikely; three, correspondingly, it

must be shown that with the program there is a strong likelihood
of redevelopment that will create jobs; and finally, remediation and
redevelopment will have to be completed within a reasonable pe-
riod of time.

Under the program, the city of Chicago will be eligible for about
$6 million in Federal tax credits. This $6 million in Federal credits
could leverage $24 million in private funds, which is enough to re-

store a dozen or more major industrial sites in the first year of this

program.
Tne bill also authorizes jurisdictions to issue tax-exempt "envi-

ronmental remediation bonds" to help pay for site acquisition and
cleanups. It also requires a local contribution that can take the
form of grants, loans, tax abatements, donation of property and
other forms of financial assistance.

It further requires the developers to redevelop the site for com-
mercial, I underline that, commercial, and industrial use to create

74-51 2 O - 94 - 28
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jobs. They must provide jobs or the tax credits would not be grant-
ed. The essential virtue of the bill is that it does not throw tax dol-

lars at the problem.
Instead, it uses the Federal tax system to enlist the private sec-

tor in the cause of job creation and environmental cleanup. It

trades $375 million in tax credits in the future for $1.5 billion in

private sector investment over the next 5 years. By using the tax
system instead of direct subsidies or grants, we are getting the pri-

vate sector involved without bureaucratic interference or excessive
oversight.
This way government is the catalyst for economic development

instead of the cash cow. By creating a partnership among the pri-

vate sector, local governments, and the Federal Government this

bill distributes the burden of the cleanup costs. It also builds on
our common interest in keeping good, solid manufacturing jobs in

our cities and towns across America instead of simply driving them
to new locations, or even worse, out of this country.

If the program is a success, it could be renewed, expanded after

5 years. If it doesn't work, I think we can try something else. One
way or the other we must do something soon to recycle these prop-
erties and to restore them to productive use. We must do more to

keep good jobs in America, to make America attractive for invest-
ments.
The city of Chicago has already begun this process and the initial

results are positive. Today on the north side of the city of Chicago
we are working to clean up a former industrial site. We are cur-

rently in contact with several companies that want to buy the site

and build new factories.

Before we went there, no one would ever touch it. Now, we will

probably put it out to bid. They will be competing for the site. The
sale and the price of the land won't be the only bonus. The property
will also go back on the tax rolls. There will be new jobs, and one
thing we need more of in this economy is jobs.

The President called for an international job creation summit fol-

lowing the economic conference in Tokyo. This is one idea that
should be considered and here is another example of how it can
work.
On Chicago's southeast side, seven manufacturers set up shop on

the site of a former steel mill. The city helped arrange financing,

the private companies made an investment and today over 600 peo-
ple are working in good jobs—jobs that can support their families.

These are two examples that show what can be done with our
limited resources, but we cannot do it alone. In partnership with
the Federal Government and the private sector we can expand this

program in Chicago and throughout America. I think this bill is a
good first step.

In doing so, we can help cities and towns retain the type of jobs
that preserve and strengthen the middle class and broaden the tax
base. We will be helping the business community grow and expand
right here in America. We will be extending the usual life of an in-

dustrial infrastructure which is now being wasted as it sits idle.

We will be improving the environment for our children and their

children. I think we can share all these common goals.
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With me is Commissioner Valerie Jarrett of the Department of

Economic Development of the city of Chicago and Henry Hender-
son, commissioner of the city's Department of Environment. We
worked very closely on this bill. From my experience as a mayor,
all of us, any elected official, as we travel throughout America and
comb the wastelands, I don t know what we are going to do with
these properties.

For example, in our city, an old tool and dye factory will close

and put a fence around it that will say do not enter. They will not

sell it, no one will buv it, because they are afraid to look into the

ground. Once you look into the ground and open it up, you have
the legal liability to clean it up. And so when we have someone
who would like to reinvest in the city or in a smaller town or a
community with this type of land, they would never look at it, with
few exceptions, and we have a couple of exceptions in the city of

Chicago. I appreciate any support you may give to this legislation.

Mr. Jacobs. Thank you, Mr. Mayor.
[The prepared statement follows:]



834

TESTIMONY OF MRVOR RICHARD M. DHLEV. CITV OF CHICAGO.
IN SUPPORT OF H.R. 2540. THE ENUIRONMENTRL

REMEDIATION TRH CREDIT ACT OF 1995

Thank you Mr. Chairman for the opportunity to testify

before this Subcommittee in support of H.R. 2340, the

Enuironmental Remediation Tan Credit Act of 1993.

I am Richard M. Daley, Mayor of the City of Chicayo.

Together uiith Representatiue Mel Aeynolds, uie haue deueloped
the proposal contained in H.R. 2340. H.R. 2340 prouides major
incentiues for cleaning up and redeueloping contaminated
industrial properties through tan prouisions and local

gouernment contributions. I am seeking this committee's
support of this critical legislation.

Cleaning up contaminated sites and returning them to

productiue use poses a uening problem for gouernment at all

leuels. This Is a problem 1 haue grappled with since I haue been
in office. The costs of enuironmental remediation are

prohibitiuely enpensiue for state and local gouernments;
moreouer, the Federal superfund cannot begin to couer all the

sites that require clean up. Gouernment programs ujill not, by

themselues, solue this problem.

Ultimately, for sustained redeuelopment to occur these
sites must be made economically attractiue to the priuate

sector. Unfortunately, the potential large costs in cleaning up

contaminated industrial sites has discouraged the priuate sector

from purchasing and deueloping these properties. Rs a result,

sites remain uacant with no hope of clean up in the future.

It is my uiem that modest modifications to the federal toK

code, along uiith local assistance, are the simplest and least

bureaucratic way to encourage direct priuate sector
inuoluement in cleaning and redeueloping contaminated
industrial properties.

The City of Chicago is one of many communities in the

United States with numerous contaminated sites that could

benefit from H.R 2340. The city is actiuely working to identify

financing and incentiues to redeuelop contaminated property in

the city.

To cite Just a couple of eKamples of our problem:

• R siK acre site in an industrial area is abandoned and
long delinquent in its property tawes. It is a site for fly-

dumping and uiolent crime. On it is a uacant, multi-story

building constructed with asbestos materials. Deneath
the land are a number of underground storage tanks.

H.R. 2340 would make it feasible to redeuelop the

property and return it to the tOK rolls; and

• fl 20 acre site that, too, is a target of fly-dumping and
other illegal actiuities. Abandoned buildings and
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enuironmental contamination are present on the
property. Industrial users in the area enpressed
interest in the property, but that interest uianed in the

face of eKpected high costs for enuironmental
remediation. In this instance H.R. 2340 mould help make
the difference in rendering the redeuelopment of the
property economically uiable for a new owner.

H.R. 2340 establishes a pilot program to clean up and
redeuelop contaminated Industrial properties across the
country. The bill prouides a two prong taK incentiue: toK credits

and taK enempt financing to attract the priuate sector to

redeuelop a site for commercial or industrial use. H.R. 2340
mould not affect current enuironmental lauis.

The program mould be undertaken in a cross section of

communities: four large cities, 20 medium cities, and small

cities and rural areas in fiue states. The selection mould be
based on a simple formula eualuating manufacturing job loss

betmeen 1970 and 1990; local commitment in remediating
contaminated industrial sites; and the Jurisdiction's share of

contaminated sites as measured in the federally deueloped
Comprehensiue Enuironmental Response, Compensation, and
Liability Information System list.

Selected communities mould be able to allocate a non-
refundable taK credit to participating businesses not responsible

for the condition of the property. The taK credit mould be
allomed in annual installments ouer a fiue year period. To

control costs, there is a national cap on the taK credit of $75
million per year. The three categories mould share equally in the

national annual taK allocation.

The amount of the taK credit allocated to each project
mould be capped at 25 percent of the total clean up costs as

determined by a certified enuironmental audit; homeuer, in the
euent the actual clean up cost is less than the cost specified in

the audit, the amount of the taK credit mould be reduced
accordingly. Enuironmental remediation mould be conducted in

accordance mith an U. S. Enuironmental Protection Rgency
approued plan. To ensure compliance, the first year the taK

credit is auailable to the toKpayer mould be the first year after
completion of the clean up.

Specific sites eligible for a taK credit mould be limited to

sites designated by the state or local allocating agency. Rll

designated sites mould be selected on four minimum criteria:

• mithout this program redeuelopment of the site is

unlikely;

• the site has been unproductiue for at least one year
before participation in the program;

• there is a strong likelihood of industrial or commercial
redeuelopment of the site that mill create jobs; and
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• remediation and redeuelopment are likely to be
completed uiithin a reasonable period of time.

The taK credit helps to make it more economical for a

deueloper to clean up and redeuelop contaminated property.

UJhile this incentiue offsets a portion of the remediation costs, it

does not completely eliminate the substantial competitiue
disaduantaye for a contaminated parcel of land, as compared to

an equiualent parcel that is not contaminated.

Rn additional incentiue for clean up of contaminated
properties is prouided by makiny it possible to acquire the
property and pay for clean up with taK enempt financiny. The
taK eKempt bonds, "Enuironmental Remediation Bonds", could be
issued to assist in the financiny and clean up of selected sites.

The bonds uiould be subject to eKisting uolume caps. Rt least 60
percent of the proceeds uiould haue to be used for remediation
eKpenses. The portion of the proceeds used for acquisition could

not eKceed the appraised ualue of the property as cleaned up,

less the cost of remediation.

RIony uiith the taK prouisions, local contributions also uiill

prouide incentiues to attract the priuate sector to redeuelop
contaminated industrial properties. R participatiny city or state

must haue an established program that ujould contribute to the

enuironmental remediation of a selected site. The local

participation may take the form of yrants, loans, property or

income taK abatement, contributions by another non-federal
ayency, priuate party contribution, donation of property, or

other direct or indirect financial assistance. R rural area or

small community may utilize the state program to satisfy the
local contribution requirement, so long as the state agrees to

such a commitment.

H.R. 2340 mould prouide numerous major aduantages to the

public, including:

• It ujould help clean up and return to productiuity sites

that currently might neuer be cleaned up, prouiding jobs
and taK reuenue for state and local gouernments and
their residents.

• It would promote priuate sector inuoluement in clean up
efforts, lessening the need for gouernment funding of
enuironmental remediation.

• It mould reuiue deuelopment where eKisting,
underutilized infrastructure can be used, rather than
being forced to undeueloped areas where significant

eKpenditures must be made to construct new highways,
transit, and other infrastructure.

• It would help reuerse the trend of increasing urban
sprawl, and curb the consumption of open lands.

Without these taK incentiues, contaminated properties will

remain polluted and unproductiue for an indefinite period of



837

time. The economic base of communities mill remain impaired,
mhile the need for new growth uuill push urban areas euer
outward.

H.R. 2340 directly inuolues the priuate sector and would
lead not only to clean up but to actual industrial or commercial
reuse of the property. This legislation also helps to promote
more efficient use of OKisting infrastructure. lUith the ability to

offset remediation costs, many of these sites will be
reclaimable. This bill would be a cost effectiue and a successful
tool in leueraging priuate financing to remediate these
properties. The City of Chicago urges Congress to enact H.R.

2340.

Rgain thank you for the opportunity to testify in support of
H.R. 2340.
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Mr. Jacobs. Mr. Hancock.
Mr. Hancock. I don't have any questions, Mr. Chairmgin. Thank

you.
Mr. Jacobs. It is a great idea. Admiral Halsey was quoted as

saying it is better to know than to be ignorant, and it is better to

build than to destroy. That came to mind during your testimony,
Mr. Mayor, and sometimes—obviously, the advantage of what you
propose is the word you use, the leverage.
During the 1980s there were certain Kinds of leveraged activities

that I do not admire. Most of us I hope do not. This is the kind
that I think everybody should admire.
Mr. Reynolds, did you
Mr. Reynolds. I just want to say, thank you, Mr. Chairman, and

thank you, Mr. Mayor. This is a very important piece of legislation

as far as helping the cities and cleaning up some sites around our
city. As the mayor points out, what are we going to do with these
sites if we don't find some way of cleaning them up?

I want to urge my colleagues to be in support of this.

Thank you very much.
Mr. Jacobs. Mr. Hoagland.
Mr. Hoagland. Let me just say, mayor, that there is a trade

subcommittee hearing going on simultaneously and many of us
would like to have been here to hear your testimony. I look forward
to reviewing it and that of your colleague sitting with you at the
table today.

So thank you. Thank you, Mr. Chairman.
Mr. Daley. With me, Mr. Chairman, is Jim Martell, an indus-

trial developer in the city of Chicago, and Charles Bartsch, senior

policy analyst for the Northeast Midwest Institute. Jim has a real

experience about these sites. As I travel throughout our city, I see
half a block or 8 square blocks of abandoned property, and vou can
go to any city, large or small, and you see the same thing. The frus-

tration is that Superfund is not going to do it.

My view as a mayor is to work more with the private sector and
not just government alone. The key is working together with the
private sector if you are going to try to solve these issues that af-

fect especially the city that I am in.

Mr. Jacobs. Somehow I suspect you may have heard your father

say that from time to time.

Mr. Daley. I think so.

Mr. Jacobs. Mr. Martell.

STATEMENT OF JAMES G. MARTELL, SENIOR VICE PRESIDENT
FOR INDUSTRIAL DEVELOPMENT, PRIME GROUP, INC.,

CHICAGO, ILL.

Mr. Martell. Jim. Thank you, Mr. Jacobs, for the opportunity
to testify. I appreciate speaking on behalf of the great city of Chi-

cago and Mayor Daley and Congressman Reynolds in support of

bill H.R. 2340.
I am the senior vice president of the Prime Group, a private de-

velopment firm that is based in Chicago with development offices

and interests throughout the United States and also Western Eu-
rope. My principal function with the Prime Group is managing the
industrial development activities that we embark on, focusing our
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primary attention on the redevelopment of urban industrial

projects throughout the United States, having completed a number
of projects in the city of Chicago, northwest Indiana, Michigan,
New Jersey, New York, and embarking on a pipeline of projects in

other cities around the country.

The revitalization and the reuse of industrial sites is very impor-
tant to the vitality £ind the health and well-being of the cities,

urban centers that we are very so proud of. But it is also very im-
portant to the manufacturing community. The major trena and
change in job development is not with the major Fortune 500 com-
panies any longer.

The job creation is through small private manufacturing concerns
and assembly firms that are growing as offshoots of these major
companies.

It is very important for them to have facilities that are cost effec-

tive and can benefit them because of their location. They need to

have a labor source. They need to be close to their markets. They
need to have infrastructure in place. Infrastructure comes in many
forms. It comes in the form of utilities, transportation links, ship-

ping, truck, rail, and as we know, the growth of intermodal, which
is the change in transfer of goods and services among all three, but
also they need education and training facilities that provide the on-

going training, upgrading of the labor force.

In addition, they neea to be close to their raw materials. They
need to be close to their market, and most of all, all this has to

be cost effective.

We have recently completed a project in the citv of Chicago.
Without the support and assistance of the city and tneir economic
development department, it would not have enjoyed the success
that it has. This was an abandoned former U.S. Steel facility on
the southeast side of Chicago. The facility fortunately was not bur-

dened with a tremendous amount of environmental concerns, but
I think the success and the demand for facilities within the city of

Chicago is the important story here.

With the help of economic incentives, enterprise zones, industrial

revenue bonds, we converted 1.0001 million square feet of aban-
doned facility into homes for seven new companies employing over

600 people. The story here is that companies do want to locate in

urban centers if they can find suitable facilities and if they can find

them at a cost effective occupancy cost, and that was the story.

We leased over 1 million square feet of space and within 1 year's

period of time have all those businesses up and occupied and man-
ufacturing goods and services. This facility met all the criteria, as

I outlined earlier, utilities, transportation links, educational facili-

ties, close to the raw materials, within 25 minutes of downtown
Chicago, and provided a below market occupancy cost compared to

moving out to a green field site and replacing these facilities in the
suburbs.
The obstacles standing in front of successful development and re-

development are tremendous: the permitting process, the zoning
process, et cetera. Developing a green field site today in suburban
Chicago or anywhere probably takes up to 2 or 3 years and a series

of 40 to 50 permits. Being able to take an infill site and develop
that site within the city of Chicago, within any urban city, meets
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the test of time and can go much quicker and faster because it is

already zoned. There is the infrastructure in place. The employees
are there. There is not the relocation of all those goods and serv-

ices.

Unfortunately, one of the major barriers is environmental. Envi-
ronmental concerns impede the flow of capital, impede the willing-

ness of business to relocate and assume someone else's liabilities.

No one wants to touch the environmental issue with the proverbial
10-foot pole.

Business today spends too much time on environmental issues,

solving their own problems going forward. They do not want to

solve somebody else's problems and take on the historical liabil-

ities.

What we think H.R. 2340 does is convert those Habilities into as-

sets. We can take those facilities, those sites and with the tax cred-

its and the environmental bond, use those dollars to clean up these
sites and turn that into an asset.

Mr. Jacobs. Thank you, sir.

STATEMENT OF CHARLES BARTSCH, SENIOR POLICY
ANALYST, NORTHEAST MIDWEST INSTITUTE

Mr. Jacobs. Mr. Bartsch.
Mr. Bartsch. Well, thank you for the opportunity to testify

about H.R. 2340 and financial incentives to promote the reuse of

industrial sites that have been contaminated.
My name is Charles Bartsch and I am senior economic develop-

ment policy analyst at the Northeast Midwest Institute. The insti-

tute and the Northeast Midwest Coalition began working on the
issue of industrial site reuse difficulties in 1991 as we realized its

severity and potentially devastating impact on long established
communities all over the country that have a history of manufac-
turing. In fact the organization's first significant efforts took place

in Chicago, working with city officials there, Ted Wysocky and Ken
Due and others. The institute did a cost-cutting analysis of the
reuse issue which culminated in the report entitled, "New Life for

our Buildings, Confronting Environmental and Economic Issues to

Industrial Reuse," and last January the coalition convened a fact-

finding forum in Chicago cochairea by Representative William Li-

pinski and Peter Viscloslcy.

The convergence of the needs, issues and opportunities of eco-

nomic development and environment as reflected in H.R. 2340
comes at a critical time for old industrial areas all across the Na-
tion, which as Mayor Daley has pointed out have lost 10 million

manufacturing jobs since 1960 in response to changing markets,
production tecnnologies and a shift in the Nation's economic base.

Yet many of the manufacturing sites which once housed these

jobs now lying abandoned or underused could be productively re-

used. These properties have the potential to house emerging tech-

nologies and manufacturing processes if they are rehabilitated. But
the obstacles to their revitalization are daunting. Even if these
sites have only small amounts of contamination, clean up adds sig-

nificantly to the cost of a redevelopment project.

Depending on the extent and tvpe of contamination, cleanup
costs can often exceed $50,000 and can quite commonly reach $1
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million or more. These expenses are not easily recovered, which
places these sites and facilities at a tremendous disadvantage with
green field locations.

Financing is a critical issue. There is a great need for targeted
financial incentives to break the financing logam which has sty-

mied reuse to help level the economic playinglield between brown
field and green field sites. I am pleased that H.R. 2340 focuses on
the financing component of reuse.

Public/private financial incentives are essential if the site reuse
process is to go forward in a meaningful way in the Nation's old
industrial cities. The complicated procedural and legal steps of test-

ing, acquiring, cleaning and reusing industrial sites can be expen-
sive and time consuming, and incentives like the tax credits and
bond financing proposed in H.R. 2340 can help attract the nec-
essary private capital for cleanup and preparation of these sites

and facilities for structural renovations and for other necessary in-

vestments.
In a 1992 study based on reuse projects in 15 cities called, "Revi-

talization of Contaminated Industrial Sites," we at the institute

concluded that achievement of industrial reuse on a large scale will

involve the Federal Cxovemment in formulating a strategy that ad-
dresses the concerns of developers and investors in an environ-
mentally responsible way.

Financial incentives are needed to encourage private companies
to clean up contaminated buildings and invest new capital in them.
Really the reuse issue boils down to one of simple dollars and
cents. A manufacturer can acquire an untouched green field site

probably in a new industrial park far fi'om the central city zind

build a facility there to really suit his own purposes with minimal
fuss.

Or that same manufacturer can acquire a previously used site in

an old, largely abandoned, central city industrial district. The lat-

ter site, which is almost assuredly contaminated, is probably avail-

able to the manufacturer at little or no cost. However, the manu-
facturer will spend time and money having it tested to find out ex-

actly what substances it contains, spend considerable time and
money cleaning it up and getting it ready to build on, spend many
more months pleading with the banker to lend on it, spend more
time and money providing additional documentation and monitor-
ing, and probably spend the rest of his natural life worrying about
whether or not some as yet undetected contamination will surface
undermining the value of the property and bringing with it poten-
tial costly liability claims.

In many areas, in fact, site preparation costs for longtime indus-
trial sites in inner city areas typically run four times or more per
acre the cost of the same size site in an urban industrial park. In
short, the economic disadvantage of old industrial sites is signifi-

cant. If the Federal Government intends to promote urban recovery
and stimulate redevelopment and job generation in cities and pro-

vide a climate for private investment in manufacturing, it must
offer financial incentives like those in H.R. 2340 to make old indus-

trial sites economically competitive with newly established ones.

To reiterate a key point made by Mayor Daley, ultimately for

sustained redevelopment to occur, these sites must be made eco-
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nomically attractive to the private sector. The community and peo-

ple advantages of the tax credits and tax-exempt environmental re-

mediation bonds contained in H.R. 2340 have been well stated by
the mayor and I concur with them.

Basically they would allow government to assume its traditional

role as catalyst in the economic development process and give it the
tools to establish productive reuse partnerships with the private

sector to deal with the very serious economic development problem.
I would like to commend Mayor Daley in representing the grounds
for developing this approach to promote the reuse of old industrial

sites. It can be a powerful weapon and a broad arsenal needed to

attack the problems impeding site reuse and achieve the level of

reuse all of us would like to see in Chicago and other industrial

areas across the country.
Thank you.
Mr. Jacobs. Thank you, Mr. Bartsch.

[The prepared statement follows:]
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STATEMENT OF CHARLES BARTSCH
OF THE NORTHEAST MTOWEST INSTITUTE

FINANCING INDUSTRIAL SITE REUSE PROJECTS:
THE ENVIRONMENTAL REMEDIATION TAX CREDIT ACT OF 1993 (H.R. 2340)

Thank you for the opportunity to testify about H.R. 23'*0 and financial
incentives to promote the reuse of contaminated industrial sites.

I am Charles Bartsch, senior economic development policy analyst at the
Northeast-Midwest Institute. The Institute and the Northeast-Midwest
Congressional Coalition began working on the issue of industrial site reuse in

1991. as we realized its severity and potentially devastating impact on
long-established communities with a history of manufacturing. Members of
Congress, state officials, and local leaders recognized the need to get
abandoned industrial properties back to productive use as part of a strategy to
maintain business activity and job levels. In fact, the organizations' first
significant efforts took place in Chicago. Working with city officials, Ted
Wysocki and CANDO, and others, the Institute undertook a cross-cutting analysis
of the reuse issue which culminated in a report entitled New Life for Old
Buildings: Confronting Environmental and Economic Issues to Industrial Reuse .

Last January, the Coalition convened a fact-finding forum in Chicago,
co-chaired by Rep. William Lipinski and Rep. Peter Visclosky; a second forum is
scheduled for next Monday in Cleveland.

Framing the Issue

The convergence of the needs, issues, and opportunities of economic
development and environment, as reflected in H.R. 23'tO and other Congressional
initiatives, comes at a critical time for the Northeast-Midwest region. The
revitalization and reuse of industrial sites is extremely important for the
region, which has lost nearly 1.8 million manufacturing jobs since 1975 in
response to changing markets, production technologies, and a shift in the
nation's economic base. Yet many of the manufacturing sites which once housed
these jobs, now lying abandoned or underused, could be productively reused.
These properties have the potential to house emerging technologies and
manufacturing processes if they are rehabilitated. Their adaptation to new
uses could restore not only the buildings and their environment but also the
jobs and vitality of the communities sourrounding them. Many of these sites
are centrally located, and their reuse can take advantage of existing
infrastructure systems and reduce suburban sprawl.

But the obstacles to their revitalization are daunting. Even if these
sites have only small amounts of contamination, cleanup adds significantly to
the cost of a redevelopment project. Depending on the extent and type of
contamination, cleanup costs often exceed $50,000 and can reach $1 million or
more. And these expenses are not easily recovered, placing these sites and
facilities at a tremendous disadvantage with greenfield locations.

Impediments to Industrial Site Reuse and the Role of H.R. 23'JO

Over the past three years, we at the Institute--working in conjunction
with the Congressional Coalition—have examined how the presence of
contamination hinders the reuse of old, industrial properties and how these
problems might be addressed. We have mapped out four factors that deter reuse
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and tried to outline policies that could bring the disparate economic
development and environmental interests together to work in a way that
encourages site cleanup and allows reuse activity to go forward. Briefly,
these four factors are:

1) need to clarify liabilities so that a new generation of "innocent
landowner" defense can take hold and a new generation of "secured
creditors exemptions" can emerge to address the problems banks fear and
developers face when considering old industrial sites for
redevelopment

;

2) need for a clear, recognized, and expedited process for voluntary
cleanups, which are needed if site reuse is to be viable as a community
revitalization strategy on a more extensive scale;

3) need for broadly accepted cleanup standards and guidance that take into
account variations between residential, commercial, and industrial uses
and recognize that old manufacturing properties can remain industrial
in their next use (in other words, recognize local land use decisions
like those Chicago officials have made with their Planned Manufacturing
Districts); and

k) need for targeted financial incentives for site reuse to break the

financing logjam which has stymied reuse, to help level the economic
playing field between brownfield and greenfield locations, and to

attract the necessary private and public funds necessary to get
projects off the ground.

H.R. 23^0 focuses on this last critical issue, financing. Public-sector
financial incentives are essential if the site reuse process is to go forward
in a meaningful way in the nation's old industrial cities. The complicated
procedural and legal steps of testing, acquiring, cleaning, and reusing older
industrial sites can be expensive and time-consuming. Incentives like the tax

credits and bond financing proposed in H.R. 23^0 can help attract the necessary
private capital for cleanup and preparation of sites and facilities, structural
renovations, and other necessary investments.

In a 1992 study beised on reuse projects in I5 cities, Revival of
Contaminated Industrial Sites , we at the Institute concluded that:

"Achievement of industrial reuse on a large scale will involve the federal
government in formulating a strategy that addressed the concerns of developers
and investors in an environmentally responsible way. . .Financial incentives are
needed to encourage private companies to clean up contaminated buildings and
invest new capital."

The reuse issue boils down to one of simple dollars and cents. A

manufacturer can acquire an untouched greenfield site, probably in a new
industrial park far from the central city, and likely build a facility to suit
with minimal fuss. Or, that same manufacturer can acquire a previously used
site in an old, largely abandoned central city industrial district. The latter
site, almost assuredly contaminated, is probably available at little or no

cost. However, the manufacturer will then spend time and money having it

tested to find out exactly what substances it contains, spend considerable time

and money cleaning it up and getting it ready to build on, spend more months

pleading with a banker to lend on it, spend more time and money on providing
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additional documentation and monitoring, and spend the rest of his natural life

worrying whether some as yet undetected contamination will surface, undermining

the value of the property and possibly bringing with it potentially costly
liabililty claims. In many areas, in fact, site preparation costs for

long-time industrial sites in inner city areas typically run four times or more

per acre more than a site of the same size in a new exurban industrial park.

In addition, the ongoing uncertainty of costs related to detection and cleanup

of contamination complicate the financial picture of these operations even
more.

In short, the economic disadvantage of old industrial sites is

significant. If the federal government intends to promote urban recovery,

stimulate redevelopment and job generation in cities, and provide a climate for

private investment in manufacturing, it must offer financial incentives to make
old industrial sites economically competitive with newly established ones. To

reiterate a key point made by Mayor Daley: "Ultimately, for sustained
redevelopment to occur, these sites must be made economically attractive to the

private sector."

Private developers and investors, even if interested in acquiring an old

property, are often thwarted by lenders concerned about devaluation of

collateral and the effects of cleanup costs on a project's viability. Cleanup

requires resources that many firms lack. In practice, ti^tened lending
practices have led to de-facto redlining of older industrial sites in many
areas. And without financing, private reuse projects can not go forward even

if their proponents want to.

The community and people advantages of the tax credits and tax-exempt
environmental remediation bonds proposed in H.R. 2340 have been well-stated by
Mayor Daley and others, and I concur with them. They would allow government to

assume its traditional role of catalyst in the economic development process,

and give it the tools to establish productive reuse partnerships with the

private sector to deal with this very serious economic development problem.

IV. Conclusion

I would like to commend Mayor Daley and Rep. Reynolds for developing this

approach to promote the reuse of old industrial sites. It can be a powerful

weapon in the broad arsenal needed to attack the problems impeding site reuse

and achieve the level of reuse that all of us would like to see in Chicago and

in other older industrial cities across the country.

Thank you for the opportunity to testify.
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Mr. Jacobs. I have a substitution of engineers on the track, the

Indiana, New York express.

Chairman Rangel [presiding]. Let me apologize to this panel

and I hope that Mayor Daley would assure Chairman Rostenkow-
ski that I did get here in time to at least greet you.

I want to thank you. Mayor Daley, for all that you are doing as

it relates to keeping the urban agenda on the map. There are so

many people who are hostage to it. The work that you have done
on the so-called empowerment zones as well as enterprise zones

and the fact that you have constantly been able to point out to our
President and the Congress demonstrates how important it is that

we invest in human resources in order to prevent the great ex-

penses that we have accumulated as a result of decades of neglect

in causing our prisons, our hospitals, and our streets to be filled

with the powerless.

So let me thank you. I apologize to the other two members of the

panel for not being here and yield to my colleague, Mr. Hancock
for any questions.

Mr. Hancock. I don't have any questions.

Chairman Rangel. Mr. Jacobs.

Mr. Jacobs. I wanted to ask Mr. Bartsch, have you any statistics

on the number of sites related to this legislation that there might
be throughout the United States?

Mr. Bartsch. There is no really good number available because
there is no really good reporting requirement for sites that may be
contaminated that the owners just choose not to do anything with
for whatever reason. But the General Accounting Office has sug-

gested that as many as 500,000 sites across the country could have
contamination that would really impede their reuse. I think this is

just a good first step.

Mr. Daley. In the west side of the city of Chicago, where we had
the old tool and dye industry, much property has been abandoned.
You will never sell it. You would never ever buy the property be-

cause you don't know what is in the ground. They have storage

tanks they have had over the years—^you know, for 50 or 60 years,

this company had put things in the soil that no one knows about.

So what they do is fence it in and no one reports it because it

is abandoned property. As you fly over a city or take a train

through a city or go through a river town, you will see a piece of

property, an abandoned factory. No one in his right mind is going

to purchase it because of the cost of cleanup. It is multiplying.

Mr. Jacobs. That leads to my next question. That is, if there are

a half million sites throughout the United States, there has already

been a revenue estimate about this legislation, one wonders what
number of sites the estimate relates to.

Mr. Daley. I think this is a limited proposal that deals with

some large urban areas and some smaller towns and rural areas

on a 4- or 5-year commitment. The bill is really job creation and
economic development.
Mr. Jacobs. It really becomes, I think you suggested in your tes-

timony, Mr. Mayor, it really becomes something like a pilot project.

Mr. Daley. Right.
Mr. Jacobs. Find out. In theory it sounds like cake.
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Mr. Daley. At the mayors* conference we had a coalition of may-
ors from the smallest city to medium cities and large cities who
really looked at this bill because you go to any city and they have
just lost a factory, 200 or 300 people, and they have lost tax reve-
nue, they lost jobs, and no one is going to purchase the property.
It is just abandoned.
And so we have a coalition of mayors all across the country.
Mr. Jacobs. I have two questions of Mr. Martell. Do you know,

your name seems unusual. Are you aware there is an Arlene
Martell who is one of the top network commercial singers in the
United States? Are you honored to know that, sir?

Mr. Martell. I am, thank you.
Mr. Jacobs. The two questions are, first, you cited an estimated

3 years for establishment of a new plant in suburbia and by com-
parison there would be less time through this system. How much
less time would you estimate for the record?
Mr. Martell. We went from about 12 months to 14 months in

developing the Chicago Enterprise Center, as we call it, and taking
basically an abandoned factory and turning it into 600 jobs, be-
cause the property is zoned and the facility—^the basic infrastruc-
ture is there and it is just a matter of adding the components that
the market demands to make that space tenantable.
Mr. Jacobs. That is good to have on the record. You know the

Treasury Department objects, and I think the gravamen of the ob-

jection is what they call complexity. You are in the business. Let's

hear something about that.

Mr. Martell. About complexity?
Mr. Jacobs. Complexity. They object to it because they say it

would be too complex for businesses to bite.

Mr. Martell. In terms of the performance of this bill

Mr. Jacobs. Yes, establishing the criteria necessary to be eligi-

ble, so on.

Mr. Martell. I think the establishment is pretty obvious actu-
ally. If you were to tour most major cities, I think it becomes read-
ily available what is abandoned, and the reason that it is aban-
doned is some form of obsolescence and environmental problem.

I think you can verv readily identify qualified projects within a
community knowing the city of Chicago and knowing some of the
projects the mayor has identified. Yesterday I was meeting with a
firm in Boston that has a contaminated site in Phoenix. They are
all over.

So I think that we have already had many of them identified by
the EPA and Illinois EPA and different State organizations know
what some of the more contaminated sites. Then the private sector
will also bring those forward as we identify projects.

We are working with the department currently on another
project in the city where we are assembling some land and there
is some contamination, and we need assistance to solve those prob-
lems. So I think identifying projects is the least of our concerns. I

think having the incentives to clean up those sites and make them
competitive is really where this bill lies and where it is going to

do its job.

Mr. Jacobs. With all due respect to our friends at Treasury, we
have a political saying in Indiana, if they are going to be against
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the thing, they can always find a reason, and I wanted that re-

sponse on the record.
Mr. Chairman, I yield back.
Chairman Rangel. Thank you. And let me take this time to once

again thank the panel for its testimony.
Mr. Daley, Thank you, Mr. Chairman.
Mr. Martell, Thank you, Mr. Chairman.
Chairman Rangel. Mr. Reynolds.
Mr. Reynolds. I just wanted to make one point, Mr. Chairman.

That was, as far as sites around the city, there are lots of sites like

that. On the south side of Chicago in my district we have several
that have just gone on, and on, and on, and we must do something
to revitalize these sites.

Thank you, Mr. Chairman.
Chairman Rangel. Is anyone else seeking recognition?
Mr. Jefferson.

Mr. Jefferson. No, sir.

Chairman Rangel. Then thank you once again.

Mr. Daley. Thank you, Mr. Chairman.
Chairman Rangel. Mr. Reynolds will then be the next witness.
Mr. Jefferson, do you have an item you wanted to get on the

agenda?
Mr. Jefferson. Yes, sir. I will come see you.
Thank you.
[By subsequent unanimous consent, the statements of Represent-

atives Ford, Johnson, and Matsui were inserted at this point in the
record:]
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TESTIMONY OF CONGRESSMAN HAROLD FORD
BEFORE THE

COMMITTEE ON WAYS AND MEANS
SUBCOMMITTEE ON SELECT REVENUE MEASURES

July 13, 1993

A PROPOSAL TO REVITALIZE THE ECONOMICALLY DISTRESSED CENTRAL
BUSINESS DISTRICTS (CBDs) IN MEMPHIS, TN AND SIMILARLY SITUATED

CITIES THROUGH THE RESTORATION OF THE
HISTORIC REHABILITATION TAX CREDIT

Mr. Chairman, Members of the Subcommittee, I want to thank you for the opportunity to

appear before you and provide testimony on an important legislative initiative under

consideration. I have proposed an urban tool for the revitalization of central business

districts that fall in economically distressed areas of our cities. Through the restoration of

the historic rehabilitation tax credit, we can stimulate job creation, private investment,

tourism and a renewed interest in the historic heritage of our cities.

Given the present budget situation, we must target tax incentives to the historic preservation

of projects in our cities. The purpose of the legislation would be to provide relief from the

changes in the 1986 Tax Code which made it impossible for the program to be effective.

As you know, the tax credit was subject to the passive loss rules whereby the credit was

reduced and taxpayers with incomes above a certain level were unable to take advantage

of the credit.

The revival of the historic rehabilitation tax credit, which had heretofore been one of the

most effective tools for the infusion of capital into our urban centers, would have a

significant impact on the development of our cities. Since it was first enacted in 1978, $16

billion in private investment was directed into 25,000 preservation projects.

Like other proposals, I propose the raising of the allowable credit from $7,000 to $20,000

and eliminate the income cap. This would dramatically increase the pool of investors and

the amount they invest, which would in turn create jobs, affordable housing and a return to

economic vitality. Unlike other proposals, my proposal is aimed at the revitalization of the

central business districts in economically distressed areas. Specifically, the proposal would

apply to eight districts that either cross or abut Main Street in Memphis, TN, an area that

has been placed on the National Trust for Historic Preservation Register. The credit would

be a powerful vehicle for generating quality jobs, which as most of us know, are virtually

nonexistent.

Investment in our inner cities and historic central business districts through the restoration

of the historic rehabilitation tax credit will have a direct effect on creating jobs in the Ninth

Congressional District and other districts. If the central business district of an economically

distressed area has buildings designated as historic sites or has buildings falling within an

area designated as an historic site, eligibility for the tax credit would attach.

It has been noted that for $1 billion dollars the government spends for highway construction,

52,000 jobs are created. An analyses based on the Department of Commerce data projects

found that if this same money was used for the historic rehabilitation tax credit, 175,000 jobs

would be produced. With President Clinton's endorsement of a jobs summit to be held in

the fall, we can all do our part by helping to create jobs in our districts.
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BEFORE THE SUBCOMMITTEE ON SELECT REVENUES

JULY 13, 1993

Good morning, Mr. Chairman and colleagues. I appreciate the

opportunity to appear once again on behalf of my Connecticut

constituents. Today, I raise an issue that Z unsuccessfully offered

during the full Committee's reconciliation markup that would help

the unemployed. In my state, unfortunately, the number of folks out

of work is painfully high; and, with defense conversion only

proceeding in fits and starts, may get worse before it gets better.

Under current law, those receiving unemployment compensation

pay federal taxes on that income either quarterly or on the

following April 15. There is no mechanism for automatic withholding

of federal income taxes from unemployment insurance [UI] checks.

My proposal, which is completely voluntary, would allow UI

recipients to elect withholding at the 15% rate and is designed to

address at least two troublesome situations in this area.

First, many people are unaware that UI benefits are taxable

income. Though I do not dispute the tax treatment of these

benefits, I believe it imperative that we acknowledge the lack of

information in the population at large and give people the option to

have taxes withheld from their UI checks.
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Second - and this is readily apparent in Connecticut and most

other states - two-earner families are the rule, not the exception.

Thus, when an unemployed spouse is collecting UI, he or she is

incurring a joint liability that may not only be unexpected but also

hard to meet the following April.

Mr. Chairman, this is a sensible amendment to the code that

gives UI recipients a useful choice. It allows those people who

exercise the withholding option the opportunity to meet their

federal obligations in a timely manner and avoid unpleasant

surprises. I hope the Committee will see fit to approve this

language

.

Thank you again for the opportunity to testify this morning.
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Statement of

The Honorable Robert T. Matsui
before the

House Ways and Means Subcommittee on Select Revenue Measures
July 13, 1993

Good morning, Mr. Chairman and members of the subcommittee. I have
introduced legislation (H.R. 2022) which would make two important changes in

the tax code that are critical to the health and continued viability of colleges and
universities across the nation. This bill would modify the characterization under
current law of bonds issued by independent colleges and imiversities as "private

activity" bonds. The bill would also remove the $150 million limit on the amoimt
of non-hospital tax-exempt bonds that a nonprofit organization could have
outstanding at any one time.

The 1986 decision to recharacterize tax-exempt bonds issued by private

nonprofit colleges and universities as "private activity" bonds has significant tax

policy implications, and is deeply troubling. The congressional ambivalence about
this modification was apparent, when, in the conference report to the 1986 Act,

the conferees wrote that they:

recognize that section 501(cX3) organizations typically perform

functions which governments would otherwise have to xmdertake.

The use of the term private activity bond to classify the obligations of

section 501(c)(3) organizations in the IRS in 1986 in no way connotes

any absence of public purposes associated with their issuance.

Unfortunately, the classification of bonds issued by independent colleges

and universities as "private activity" bonds does connote a lack of public purpose

for several reasons. This characterization draws a sharp and inappropriate

distinction between private nonprofit colleges and universities and their public

counterparts, and it equates bonds issued by colleges and universities with profit-

making ventures. The equality between public and private higher education with

regard to pubUc-purpose mission requires equal access to tax-exempt financing.

In addition to the recharacterization of these bonds, the second significant

feature of this legislation is the eUmination of the $150 million limit on the

amovmt of non-hospital tax-exempt bonds from which a 501(c)(3) organization may
benefit. This special limit, imposed by the 1986 Act, has precluded access to tax-

exempt financing for a number of outstanding independent colleges and
universities across the country. In addition, the $150 million limit addresses a

congressional objective that was addressed and achieved by other tax rules

contained in the 1986 Act.

The House version of the Tax Reform Act of 1986 contained this $150
million limit as a "wealth test" on independent colleges and universities



854

benefitting fi-om tax-exempt bonds. The suggestion that independent colleges and
universities be subject to a wealth test to prevent arbitraging likely arose from the

historical practice of these institutions of maintaining endowments as a funding

source to ensure their continued ability to operate. The earnings from an

endowment are, in effect, substantially similar to the annual appropriations

received by governmental colleges and universities. Nonetheless, the existence of

endowments gave rise to the perception that private colleges and universities were
involved in economic arbitrage.

This committee, when determining tax policy, has always attempted to treat

similarly situated individuals or groups similarly. Unfortimately, this $150
million limit fails this test. It imposes different rules on independent colleges and
universities than their public coimterparts, despite the fact that both public and
independent institutions have identical public purpose missions. The cap also

imposes limitations on vastly different types of institutions, which were in jill

likelihood not intended when the rule was drafted. Large institutions without

similarly large endowments are restricted in their access to capital, all by virtue of

the fact that they have significant facilities needs.

Perhaps even more disconcerting is the impact that this limit has had on
smaller institutions. These institutions traditionally have not required a sufficient

amount of capital to justify the significant costs of issuing their own tax-exempt

bonds. However, in a number of states, these smaller institutions have been able

to participate in pooled financings. In these types of arrangements, a larger

institution serves as the primary issuer, and is able to absorb a significant share

of the initial costs of issuing the obligation. These smaller institutions are then

able to "pool" their limited resources with the resources of the larger institution

and gain access to the tax-exempt bond market. The $150 million limit, since it

precludes many of the larger institutions from entering the tax-exempt bond
market, also precludes smaller colleges and universities from obtaining the benefit

of tax-exempt financing which Congress has historically granted all 501(c)(3)

organizations, regardless of size.

It is also important to recognize that other changes made by the 1986 Act

have made the $150 million limit imnecessary. The 1986 Act included a niunber

of modifications to tax-exempt bond rules for 501(cX3) organizations, including

arbitrage rebate requirements, as well as bond maturity, hedge bond, and
advanced refunding restrictions. These changes, as well as the public approval

requirements enacted in the Tax Equity and Fiscal Responsibility Act of 1982,

render the $150 million limit obsolete.

Mr. Chairman, member of the subcommittee, I hope we can move this

legislation expeditiously. Thank you for considering it.
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STATEMENT BY
THE HONORABLE ROBERT T. MATSDI

CALIFORNIA, FIFTH DISTRICT
REGARDING AN AMENDMENT TO ALLOW STANFORD tJNIVERSITY

TO USE ALREADY ISSUED TAX-EXEMPT BONDS FOR EARTHQUAKE RECOVERY

July X3, 1993

The 1986 Tax Reform Act contained language permitting
Stanford University to issue up to $105 million in tax-exempt
bonds, notwithstanding the $150 million cap the Act imposed on
the issuance of such bonds by private universities. The language
in the Act specified that the bonds were to be for the
construction and renovation of student housing and research
facilities on the campus.

I am today requesting an amendment to permit Stanford to use
a portion of the proceeds of those bonds, approximately $50
million, to help the university recover from the severe damage it
suffered in the 1989 Loma Prieta Earthquake. That earthquake,
which hit the Bay Area weeks after the bonds were sold, caused
well over $100 million in damage to the campus. Over 200
structures on the campus were damaged, and over twenty major
buildings were closed as unsafe for occupancy as a result of the
earthquake. Many of these buildings—including the main library
—remain closed.

Because of the significant financial and capital pressures
created by the earthquake and the need to accelerate its seismic
bracing program, the university has been forced to postpone
previously planned projects so that it can devote its resources
to repairing damaged buildings and to structurally strengthening
others. The university simply cannot afford to undertake the
projects for which the original bonds were issued, but it badly
needs capital to help finance its recovery from the earthquake.

Examples of projects which might be financed from the bond
proceeds if the proposed amendment is accepted include the repair
of buildings that were damaged in the earthquake, the
construction of new facilities to accommodate departments that
were displaced by the earthquake, and the structural bracing of
buildings that were not damaged in the earthquake. The proposed
amendment would also exempt the bonds used for earthquake
projects from TEFRA notice and hearing requirements contained in
section 147 (f) of the Internal Revenue Code, since these
requirements can only be fulfilled before the bonds are issued.

I would like to stress that this amendment will cost the
federal government nothing. The bonds have already been issued.
This amendment will merely allow Stanford to use tax-exempt bonds
that have already been issued to help finance its recovery from a
major earthquake. I urge that the following amendment be
enacted.
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Proposed Amendment:

(A) Subparagraph (J)* of paragraph (33) of Section 1317 of
the Tax Reform Act of 1986 is amended to read as follows:

(J) (1) Proceeds of an issue are described in this
subparagraph if

—

(i) the issue is issued on behalf of a
university for which the founding grant was
signed on November 11, 1885, and

(ii) such proceeds are to be used for a Near
West Campus Redevelopment Project; a Student
Housing Project; renovation, repair,
construction, reconstruction or acquisition
undertaken or made as a result of an
earthquake; and/or seismic bracing.

The aggregate face amount of bonds to which this
subparagraph applies shall not exceed $105,000,000.

(B) Bonds the proceeds of which are to be used for the
purposes specified in clause (ii) of subparagraph (J) (1) of
paragraph (33) of Section 1317 of the TAx Reform Act of 1986
as amended in (A) hereof shall be deemed to comply with the
provisions of SEction 147(f) of the Internal Revenue Code.

Thank you for your consideration of this amendment.
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Chairman Rangel. Mr. Reynolds, we welcome your testimony.
You may proceed in the manner that you feel most comfortable.

STATEMENT OF HON. MEL REYNOLDS, A REPRESENTATIVE IN
CONGRESS FROM THE STATE OF ILLINOIS

Mr. Reynolds. Thank you, Mr. Chairman. Mr. Chairman, distin-

guished Members of the subcommittee, thank you for providing me
the opportunity to testify before you this morning.

I come before you today to urge support of H.R. 494, which pro-

vides certain limited tax benefits to our men and women serving
as part of Operation Restore Hope in Somalia. The legislation has
generated bipartisan support.

I visited Somalia in December of 1992 and met many men and
women of our armed forces who were bringing relief to the people
of Somalia. In my discussions with them about their work, many
of them raised the difference in how they were taxed on their pay
while serving in Somalia as compared to when they served in the
Persian Gulf as part of Operation Desert Storm.
They told me that Operation Desert Storm was declared a com-

bat zone by then President Bush, while Operation Restore Hope
had not been.
A Presidential declaration of a combat zone carries certain tax

benefits to those members of the armed forces serving directly in

or in support of that zone. The area in Operation Restore Hope has
never been declared a combat zone by President Bush or President
Clinton.
Therefore the soldiers serving in Somalia incur a tax burden that

they otherwise would not were the area of operation in Somalia de-

clared a combat zone.
Specifically, a presidential declaration of a combat zone triggers

the following benefits in the Tax Code. Section 112, exclusion of

combat pay from calculation of gross income; Section 692(a), for-

giveness of income taxes in the case of combat-related death; Sec-
tion 2201, forgiveness of estate taxes in the case of combat-related
death; Section 7508, postponement of a filing deadline for taxes;

and Section 3401(a)(1), exemption of combat pay from income tax
withholding.
According to the Joint Tax Committee's estimate, enactment of

this modest legislation would cost $31 million over 5 years, with all

the cost projected to occur in the first year.

H.R. 494 seeks to provide our soldiers with nothing more and
nothing less than that accorded our soldiers in the Persian Gulf
The issue here is one of equality of treatment and fairness. While
understanding the underlying differences between Operation Re-
store Hope and Operation Desert Storm, there are many common
factors and similar situations faced by the soldiers.

It is because of the common elements of the two operations that
I believe those who serve in Somalia should receive similar tax
treatment.
There is precedent for some form of legislative relief. The Ways

and Means Committee approved, and the Congress enacted a provi-

sion in the 102d Congress to extend the period of time for soldiers

in the Persian Gulf to file their taxes. No other remedial legislation
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was necessary at that time due to the designation of the area of

operation in the Persian Gulf as a combat zone.
If we are to treat our soldiers in Somalia in the same way that

we have treated soldiers in other operations, we need to enact this

legislation.

Clearly, Mr. Chairman, the men and women of our armed forces

who serve in Somalia face the same type of danger as these same
men and women faced in the Persian Gulf, yet because of a tech-
nicality, their tax burden is quite different. Absent a presidential
declaration of Somalia as a combat zone, the soldiers who serve
there will face a greater tax burden than they faced in the Persian
Gulf
Mr. Chairman, this legislation is very straightforward and is the

least we can do for the men and women of our armed forces who
face danger every day while bringing hope and relief to the people
of Somalia.

I thank the Chairman.
Chairman Rangel, Thank you.
Is your bill restricted to just providing tax benefits to these vet-

erans?
Mr. Reynolds. Yes.
Chairman Rangel. These soldiers?

Mr. Reynolds. Yes, it is. It is the soldiers serving in Somalia
and those serving in support of
Chairman Rangel. But you don't declare them as being declared

for all purposes as being combat soldiers?

Mr. Reynolds. No, I do not. It just as relates to

Chairman Rangel. What distinction do you make between giving
them partial benefits and not being declared as combat soldiers?

Mr. Reynolds. What we wanted to do was give them the exact
same benefits that were given to the soldiers that fought in Oper-
ation Desert Storm.
Chairman Rangel. Operation Desert Storm, was that restricted

to just tax benefits and no educational or medical? Because gen-
erallv speaking, combat soldiers receive more benefits than just tax
breaks.
Do you have the support of any of the veterans' associations? Be-

cause you are walking in a very delicate and sensitive area among
veterans.
Mr. Reynolds. They have called us and quite frankly have

voiced their support. We have had many senior Members as well
sign on as cosponsors of this legislation.

Quite frankly, I have gotten letters from some of the soldiers I

met in Somalia thanking us for putting this forward. They don't

feel that it is fair that they should be under the same kind of
threat of life and not receive the same tax benefits.

Chairman Rangel. I wasn't really talking about the bene-
ficiaries. I was talking about these old line veterans.
Mr. Reynolds. Organizations? We have gotten nothing but a

positive response from them.
Chairman Rangel. Very good. Now, it is my understanding that

this bill would not terminate the benefits except by executive
order?
Mr. Reynolds. Yes.
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Chairman Rangel. Why would you not have an expiration date
so that the costs can be better determined?
Mr. Reynolds. We just—^as I said, we wanted to basically have

it the same way as the soldiers in Desert Storm. By the wav, Sonny
Montgomery is one of mv cosponsors of this legislation who is, as
you know. Chairman of the Veterans Affairs Committee.
Chairman Rangel. I don't think he would go too far without the

veterans' organizations.
Mr. Reynolds. I don't think so either.

Chairman Rangel. Mr. Jefferson?
Mr. Jefferson. No, sir, I don't have smything.
Chairman Rangel. Let me thank you for tne outstanding con-

tribution that you are making. I think that to a spouse or child

who loses someone in Somalia that the pain is there as if they lost

them in Panama or in the Persian Gulf, and we will see what we
can do with the bill.

Thank you for your testimony.
Mr. Reynolds. Thank you, Mr. Chairman.
Chairman Rangel. Mr. Charles E.—is that E.? Charles E. Schu-

mer, MC, New York. The Honorable—I so apologize. The Honorable
Charles E. Schumer.
Thank you for gracing this room and this committee with your

presence, your intellect and the contribution that I know you are
going to make as we look through these miscellaneous pieces of leg-

islation.

Your statement is going to be entered into the record in its en-
tirety by unanimous consent and you may read the statement and
then give another statement or you may just bypass the written
statement and just give your oral statement.

STATEMENT OF HON. CHARLES E. SCHUMER, A REPRESENTA-
TIVE IN CONGRESS FROM THE STATE OF NEW YORK
Mr. SCHUMER. Three or four statements?
Chairman Rangel. You may give a combination of both state-

ments.
Mr. Schumer. Thank you very much, Mr. Chairman. I will try

to summarize my statement and then give several other statements
on extraneous issues, maybe the spotted owl or a few other issues
that I care to grace the committee with.

Chairman I^ngel. Whatever you talk about.
Mr. Schumer. What I am really here to testify about today is in

strong support of legislation to prevent the imposition of a particu-

larly unfair and onerous tax on housing co-ops. The IRS has taken
the position that Section 277 of the code, a section that Congress
never intended to apply to housing co-ops, allows taxes to be levied
on cooperative income which is functionally tied to the provision of
the housing.
Now, this subcommittee has measures before it which clarify that

277 of the code doesn't apply to housing co-ops. One of these meas-
ures, I might add, Mr. Chairman, is H.R. 1908 introduced by a very
well-known, powerful, erudite person in the Congress.
Chairman Rangel. Who is that?
Mr. Schumer. I think it is Charles B., is it B. Rangel? Yes,

and
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Chairman Rangel. I don't think you have to go any further real-

ly.

Mr. ScHUMER. I know you have played a leading role in this. I

have introduced H.R. 537, a bill shghtly different than 1908 but
having much of the original wisdom contained in 1908 and it seeks
the identical goal.

I don't have to tell you, Mr. Chairman, in New York co-ops are
very important to us, especially to low- and middle-income Ameri-
cans, and they have been devastated by this law. Trump Village,

for instance, which is in my district, you have to have an income
below $20,000. About 55 percent of the households in Trump Vil-

lage are over 60 years of age. Of that number, 75 percent are 75
vears of age and yet the IRS is claiming under 277 that Trump Vil-

lage owes $3 million in back taxes alone.

This is due to the fact that the Mitchell-Lama housing regula-
tions require Trump Village to build up a reserve fund in order to

pay for the repairs needed for the aging building. So in order to

pay the sum, because they had to buila up the reserve, they are
now taxing them because they had to build up reserve. Trump Vil-

lage co-operators would have to pay double the carrying charges
now paid, and the carrying charges now for these people are very
high.

So I don't know how many of the seniors and others living in

Trump Village will be able to come up with that kind of money. I

just give that as an example in my district, which I know is re-

peated in yours and districts throughout the country. This position
of the IRS is even more inequitable when the original intent of 277
is considered.
When it passed in 1969 it was intended to apply to membership

organizations like country clubs, which had a large amount of
nonmembership income that was going untaxed. 277 was properly
intended to prevent the country clubs from sheltering taxable in-

come. But when in 1990 the IRS decided that since housing co-ops

were technically membership organizations, of course they are the
housing, they are the roofs over people's heads, so it is not the
same kind of discretionary organization. They basically said that
housing co-ops should be treated like country clubs.

I know I don't have to tell you, but maybe to some of the other
Members that are not aware, in many parts of the country and in

our city, these are working people who are scratching out a living

where they live, and now to tax them as if this income is the same
as somebody who joined a country club and had this other income
is very, very unfair.

I would also urge one other thing. That is that whatever legisla-

tion we do, repeal the damage the IRS has done in previous years
as well as the prospective change. As I mentioned, they would have
to pay $3 million, I know that many other co-ops would have to pay
even more if it wasn't done retroactively.

With that, I would just submit my written statement into the
record. I will waive the right to expostulate on all these other is-

sues which are right on my mind at the moment. I thank the com-
mittee very much for hearing us and letting us make our pleas on
legislation that is very important to us.

[The prepared statement follows:]
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Chairman and Members of the Subcoounittee:

I am here to testify before you today in strong support of

legislation to prevent the imposition of a particularly unfair and

onerous tax on housing cooperatives. The Internal Revenue Service

has taken the position that Section 277 of the Internal Revenue

Code - a section that Congress never intended to apply to housing

cooperatives - allows taxes to be levied on housing cooperative

income which is functionally tied to the provision of housing. This
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subcommittee has before it measures which clarify that Section 277

of the Internal Revenue Code does not apply to housing cooperatives.

One of these measures is H.R. 1908, introduced by the Chairman of

this Subcommittee who has played the lead role in including this

proposal in the tax bills of past sessions. I have also introduced

H.R. 537, a bill which is slightly different than H.R. 1908, but

seeks the identical goal of correcting this mistaken I.R.S.

position.

In New York, as well as in many communities throughout this

nation, housing cooperatives make up a significant portion of the

affordable housing available to low and middle income Americans.

Our government, on a federal, state and local level, has long

recognized this basic fact and has encouraged the development of

cooperative housing through a wide variety of housing programs.

The I.R.S. has now jeopardized the financial stability of a good

number of these housing cooperatives by misinterpreting Section 277

in a way that demands millions of dollars from housing cooperatives

that are struggling to remain viable in a difficult real estate

market

.

In recent years, the I.R.S. has taken the position that

interest income on reserve funds and revenue from laundry and

parking facilities for the use of building residents should be

subject to taxation under Section 277 - despite the fact that such

housing cooperatives have no "net income" when the expenses of

operating the cooperative are taken into account.
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The I.R.S. position makes no sense. In fact, many of the

cooperatives with large reserve funds are state-regulated low and

middle income coops that by law must maintain large reserves for

emergency repairs. According to state laws, the more repairs the

housing coop needs, the larger the reserve that must be maintained

for the anticipated expenses for repairs. In this situation, the

I.R.S. would tax the interest on this reserve fund, despite the fact

that this housing coop is actually in poor financial shape. A

similar housing cooperative in good repair would maintain a minimal

reserve fund and go untaxed.

A practical example of the inequitable burden caused by the

I.R.S. position is represented by the plight of Trump Village, a

1,600 unit state-regulated housing cooperative in my congressional

district in New York. To qualify for an apartment in Trump Village,

a family must have an income below $20,000. 55% of the heads of

household in Trump Village are over 60 years of age. Of this

number, 75% are more than 75 years of age. The I.R.S. claims that

under Section 277, Trump Village cooperators owe 3 million dollars

through tax year 1986 alone. This is due to the fact that New York

State Mitchell-Lama Housing regulations required Trump Village to

build up- a reserve fund in order to pay for the extensive repairs

needed by the aging buildings. In order to pay this sura. Trump

Village would have to double the carrying charges paid by residents.

I don't know how many of the seniors and others living on limited

incomes in Trump Village will be able to come up with that kind of

money

.

74-51 2 O - 94 - 29
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The I.R.S. position is even more inequitcible when the original

intent of Section 277 is considered. When Section 277 passed

Congress in 1969, it was intended to apply to membership

organizations like country clvibs, which had a large amount of non-

membership income which was going untaxed. Section 277 was properly

intended to prevent country clubs from sheltering taxable income.

However, in 1990, the I.R.S. decided that since housing cooperatives

were technically membership organizations, they too should be

svibject to Section 277 - effectively deciding that housing coops

should be treated like country clvibs!

I urge the Subcommittee to act to pass legislation which will

make very clear the fact that Section 277 does not apply to housing

cooperatives and never was intended to apply to housing

cooperatives. As such it is critical that any measure considered

have an effective date which is retroactive. Only legislation which

is retroactive will address the unfair burden the I.R.S. has placed

on Trump Village and many other housing cooperatives. And only

legislation which is retroactive will clearly demonstrate that this

is not a measure intended to create a new tax break - it is a

measure which will correct an I.R.S. misinterpretation of Section

277. Simply said, this legislation will demonstrate that Congress

knows the difference between housing cooperatives and country clubs.
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Chairman Rangel. Well, let me thank you for the leadership
that you provided in this area.

Generally speaking, the IRS frowns on retroactivity. Clearly
where the intent of Congress was not to penalize homeowners, it

would seem to me that if you are talking about equity and fairness,
that it not only be prospective, but retroactive to remove the fears
and the harms that have beset people whose major investment is

in a co-op. The fact is this particular constituency is so important
to a city that finds its tax base dwindling and many of these people
are the anchors of our great cities.

So it is very important that you, I, and others work with the
Chairman of the Senate Finance Committee, who is fully aware
and cooperative with us in this effort. I hope that you and I can
return home saying that we have removed this inequity and this
fear that so many of our constituents have.
So let me thank you for your support and your leadership in this

area.
Mr. ScHUMER. Thank you, Mr. Chairman. I appreciate it.

Chairman Rangel. Mr. Hefley. Joel Hefley, Colorado. Congress-
man, you are delivering this statement from the lieutenant gov-
ernor and the statement will be entered into the record.
You can give your testimony or you can read the statement or

proceed in the manner that you feel most comfortable.

STATEMENT OF HON. C. MICHAEL CALLIHAN, LIEUTENANT
GOVERNOR OF COLORADO; AND CHAIRMAN, AEROSPACE
STATES ASSOCIATION, AS PRESENTED BY HON. JOEL
HEFLEY, A REPRESENTATIVE IN CONGRESS FROM THE
STATE OF COLORADO
Mr. Hefley. Thank you, Mr. Chairman. I am pinch hitting today

for the lieutenant governor of Colorado, Michael Callahan, who is

also the chairman of the Aerospace States Association, and Lieu-
tenant Grovemor Callahan who regrets that he can not personally
be here todav on a matter of great importance to our mutual con-
stituents and to other interested persons across the United States.
On behalf of myself and Lieutenant Grovemor Callahan and the

Aerospace States Association, and as Governor-appointed delegates
from 33 States, we thank you and the committee for the oppor-
timity to be here todav to discuss the importance of tax-exempt sta-

tus for spaceport bonds.
The Aerospace States Association works to retain and enhance

employment opportunities in our domestic aerospace industry. I

think today you will receive testimony from the States of Alaska,
California, Florida and New Mexico. I think their interest in this
subject is very obvious, but less immediately obvious, perhaps, are
the interests of States such as Colorado, Alabama, Wisconsin, Ari-
zona, Pennsylvania, Utah and Tennessee, States without a space
laimch capability and yet a very deep interest in this subject of
space.

Our home State of Colorado is one example. We are home to a
vast array of space infrastructure, including NORAD, the Air Force
Space Command, the U.S. Space Grant Consortium and the U.S.
Space Foundation, the National Oceanic and Atmospheric Adminis-
tration and numerous others.



Some 80 percent of America's commercial launch vehicles are
manufactured in part in Colorado by Martin Marietta and McDon-
nell Douglas. About 45 percent of our people are employed in aero-

space and related high-tech fields, which is the largest segment of

our manufacturing base. Without a strong modem and competitive
American launch capability, it is fair to say that all of Colorado's

space assets and the high-quality career building jobs they rep-

resent are threatened. This goes for many of these other States I

mentioned as well.

In the post-Cold War environment, many of the traditional users

of America's space program, such as the military, are downsizing.
We look for growth in the commercial space sector to take up the

slack. The commercial space transportation industry delivers pri-

vately owned and operated satellites and other cargo to and from
space.
This industry depends on public spaceport infrastructure for its

operation. The commercial space transportation industry is recog-

nized by the Department of Transportation as an integral element
of our Nation's comprehensive transportation system. As such,

space transportation deserves equal treatment by the Federal Gov-
ernment for the development and maintenance of infrastructure re-

quired for its operation.

Providing tax-exempt status to spaceport bonds would give them
treatment equal to seaport and airport bonds and to enable the

continued commercialization of the space transportation industry.

In 1992, U.S. commercial launch vehicle sales reached $400 mil-

lion. These launch vehicles serve, among others, the impressive
U.S. commercial communication satellite industry which had $1
billion in sales in 1992. Commercial space operations in the face of

increasing stiff international competition continue to show a posi-

tive trade balance.
Based on current Federal policies and law, including the Com-

mercial Space Launch Act, the commercial launch industry is posi-

tioned to launch an increasing percentage of military and NASA
payloads. State governments and private industry are ready to in-

vest significant moneys in spaceport infrastructure development
and improvements, but they require and deserve the same incen-

tives that make investment in other transportation infi-astructure

attractive.

Presently Florida, California, Alaska, and New Mexico have ex-

isting or proposed spaceport sites. They will benefit directly from
granting of tax-exempt status for bonds used to build or remrbish
launch facilities, but equally important is the benefit to the

nonlaunch States which also will be directly affected.

States like Colorado host industries involved in the manufacture,
as I indicated earlier. That is why the Aerospace States Association

at its Jirne meeting here in Washington, D.C., unanimously passed
a resolution in support of tax-exempt status for spaceport bonds
and that is why we are giving testimony here today.

Tax-exempt status is an appropriate way and means to

incentivize investment in our space infrastructure. It is in line with
the Clinton administration call for public/private partnerships to

stimulate economies at the State and local levels. It will send a
positive message to the private sector here and serve notice to our
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foreign competition, which is heavily subsidized, that America is

ready to reclaim its preeminent position in space.
We can build our existing commercial launch infrastructure,

which is badly outmoded, and construct new launch and recovery
facilities with these fimds. To be state of the art in space requires
state of the art financing on the ground.
Tax-exempt spaceport bonds is a critically important first step.

On behalf of its 33 member States, the Aerospace States Associa-
tion respectfully urges the House Ways and Means Committee to

support tax-exempt status for spaceport bonds.
I want to thank you again, Mr. Chairman, and members of the

committee for letting me stand in for this group to try to get their
message across to this important committee.
Chairman Rangel. Thank you, Mr. Hefley.
[The prepared statement follows:]



STATEMENT OF
C. MICHAEL CALLIHAN

LIEUTENT^T GOVERNOR OF COLORADO
CHAIRMAN, AEROSPACE STATES ASSOCIATION

Introduction by Rep. Joel Heflev

Mr. Chairman and Members of the Subcommittee, I am pleased to

appear today on behalf of Michael Callihan, Lieutenant Governor of

Colorado and Chairman of the Aerospace States Association. Lt

.

Governor Callihan regrets that he could not appear personally on
the matter of great importance to our mutual constituents and other
interested persons across the United States.

Statement

On behalf of myself, Lt. Governor Callihan, and the Aerospace
States Association (ASA) and its governor- appointed delegates from
33 states, we thank you for the opportunity to address the
Subcommittee on the importance of tax-exempt status for spaceport
bonds

.

The Aerospace States Association works to retain and enhance
employment opportunities in our domestic aerospace industry and
supports educational initiatives in the fields of math and science.
We view the aerospace sector as a key element of our industrial
base and as a crucial component in this country's competitive
posture in the global marketplace. Furthermore, it is the arena
where the brightest engineering students at our universities will
find employment and build quality careers in service to their
communities and their country.

Today, you will receive testimony from the states of Alaska,
California, Florida, and New Mexico, states whose interest in this
legislation will be obvious to you. Less immediately obvious,
perhaps, are the interests of states such as Colorado, Alabama,
Wisconsin, Arizona, Pennsylvania, Utah and Tennessee, states
without space launch capability.

Our home state of Colorado is one example. We are home to a vast
array of space infrastructure, including NORAD, Air Force Space
Command, the Colorado Space Grant Consortium, the U.S. Space
Foundation, NOAA, and numerous others. Some eighty (80%) percent
of America's commercial launch vehicles are manufactured in part in
Colorado by Martin Marietta and McDonnel Douglas. Fully five (5%)

percent of our people are employed in aerospace and related high-
tech fields, the largest segment of our manufacturing base.

Without a strong, modern and competitive American launch
capability, it is fair to say that all of Colorado's space assets
and the high quality, career building jobs they represent are
threatened.

In the post Cold War environment, many of the traditional users of
America's space program, such as the military, are downsizing. We
look for growth in the commercial space sector to take up the
slack. The commercial space transportation industry delivers
privately owned and operated satellites and other cargo to and from
space. This industry depends on public spaceport infrastructure
for its operation.

The commercial space transportation industry is recognized by the
Department of Transportation as an integral element of our nation's
comprehensive transportation system. As such, space transportation
deserves equal treatment by the Federal Government for the
development and maintenance of infrastructure required for its
operation. Providing tax-exempt status to spaceport bonds would
give them treatment equal to seaport and airport bonds, and would
enable the continued commercialization of the space transportation
industry.



In 1992, U.S. commercial launch vehicle sales reached $400 million.
These launch vehicles serve among others the impressive U.S.
commercial communications satellite industry, which had $1 billion
in sales in 1992. Commercial space operations, in the face of
increasingly stiff international competition, continue to show a
positive trade balance.

Based on current Federal policies and law (including the Commercial
Space Launch Act) , the commercial launch industry is positioned to
launch an increasing percentage of military and NASA payloads.
State governments and private industry are ready to invest
significant monies in spaceport infrastructure development and
improvements, but they require and deserve the same incentives that
make investment in other transportation infrastructure attractive.

Presently, Florida, California, Alaska and New Mexico have existing
or proposed spaceport sites and they will benefit directly from the
granting of tax exempt status for bonds used to build or refurbish
launch facilities. But equally important is the benefit to the
non- launch states, which also will be directly affected. States
like Colorado host industries involved in the manufacture and
testing of launch vehicles and their components, or the manufacture
of satellites and other payloads. Without a strong U.S. launch
industry, these states would experience a significant loss of
industry and jobs.

That is why the Aerospace States Association, at its June meeting
here in Washington, D.C., unanimously passed a resolution in
support of tax exempt status for spaceport bonds. And that is why
we are giving testimony here today.

Tax exempt status is an appropriate way and means to incentivise
investment in our space infrastructure. It is in line with the
Clinton Administration call for public-private partnerships to
stimulate economies at the state and local levels. It will send a
positive message to the private sector here and serve notice to our
foreign competition, which is heavily subsidized, that America is
ready to reclaim its preeminent position in space.

We can rebuild our existing commercial launch infrastructure, which
is badly outmoded, and construct new launch and recovery facilities
with these funds. To be state of the art in space requires state
of the art financing on the ground. Tax exempt spaceport bonds is
a critically important first step.

On behalf of its 33 member states, the Aerospace States Association
respectfully urges the House Ways and Means Committee to support
tax exempt status for spaceport bonds.

Thank you again for the chance to share our views on this subject.
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Chairman Rangel. Are you sajdng that the group and you be-

lieve that the spaceport or the launch industry is being unfairly

treated by our current tax policy?

Mr. Hefley, Well, yes, Mr. Chairman. We have tax-exempt air-

port bonds. We have tax-exempt seaport bonds. We don't have tax-

exempt bonds for the space launch industry, partially because the

commercial space launch industry is a very new industry, even
though we have been in space for quite a number of years.

I was talking to a group just the other day that was talking

about putting up a satellite and thev are going to have it launched
by Guatemala. It is a company in this country, but they are going

to Guatemala to get the launch done. I don't think we want that.

I think we would like those jobs and that launch capability here
in the United States, but in order to get that, we are—I think we
are going to have to give them incentives.

Chairman Rangel. And the case can be made that the industry

actually needs this incentive and it is not just something that we
are giving politically to one industry or one part of the country.

Mr. Hefley. No, I think that is absolutely

Chairman Rangel. I mean, can it be proven that we are not com-
petitive unless we are able to give a little help to this young indus-

try?
Mr. Hefley. Yes, Mr. Chairman, I believe it can.

Chairman Rangel. Mr. Hancock.
Mr. Hancock. Thank you. I just have one question on this. When

you mention the seaport and airport bonds, are these normally gov-

ernmental operations? Are the seaports and airports, in other

words, owned by the government with the tax-exempt bonds?
Mr. Hefley. Well, yes, these are tax-exempt bonds.

Mr. Hancock. I know they are tax-exempt bonds, but the space-

ports, is that a private sector operation or is it government loca-

tions that we are talking about here?
Mr. Hefley. I think it could probably be any. So far it has been

government, but I think it could be private, yes.

Mr. Hancock. I think if you want to do it for government, you
ought to be willing to do it for the private sector. They do it any-

way.
Thank you.
Chairman Rangel. Mr. Kopetski.
Mr. Kopetskl Thank you, Mr. Chairman.
Mr. Hefley, just two quick questions. One, do you know the cost

impact of this provision?

Mr. Hefley. I am sorry, I don't, Mr. Kopetski. I don't know.
Mr. Kopetskl Do you have a funding source for it to replace the

revenue?
Mr. Hefley. No, I do not have a funding source to replace the

revenue. The point is we are getting no revenue at the present

time, so it is not matter that we are taking revenue that is already

existing. We would be taking, I shall suppose, theoretical revenue,

but I think it is theoretical because I don't think we can get that

revenue anyway because these spaceports won't be built.

Mr. Kopetskl You are saying no bonds will be issued unless the

industry gets this exemption.
Mr. Hefley. I believe that is the case. Yes, I do.
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Mr. KoPETSKi. Thank you.
Thank you, Mr. Chairman.
Chairman Rangel. Thanks so much, Congressman.
Congressman Ted Strickland, Ohio. We welcome your testimony

and contribution. Your entire statement will be entered into the
record without objection.

STATEMENT OF HON. TED STRICKLAND, A REPRESENTATIVE
IN CONGRESS FROM THE STATE OF OHIO

Mr. Strickland. Thank you, Mr. Chairman and members of the
subcommittee for allowing me to testify before you today.

I have a written testimony which I will not read, but I would like

to take iust a few moments to highlight and summarize what I

would like to communicate to you. H.R. 2111, which I introduced
on May 12, 1993, would create new private sector jobs. It would do
so by adjusting the current capital limitation in the small issue in-

dustrial development bond program from $10 million to $20 mil-
lion.

My bill is national in scope, but the need to adjust the cap was
underscored by a startup companv in my district which purchased
an idle factory in a small town that was experiencing 8.5 percent
unemployment. I am sure manv Members of this subcommittee
have similar idle factories located in their districts as well.

This particular facility was purchased and renovated with IDBs,
a total of $9.2 billion, representing roughly a 2 to 1 match between
tax-exempt bonds and private capital. Now, this business literally

"took off. It doubled its employment in the first quarter and grew
by 500 percent in the first year. New jobs went from 73 to 445. The
business is ready to create still more jobs, but has run into a prob-
lem with the capital limitation cap.

Under the existing tax law, the maximum that can be put into

any IDB financed facilitv within 3 years before or after its opening
is $10 million. That includes both private capital as well as IDBs.
Since this business has already spent almost $10 million to open,
the capital limitation prevents it from simply spending additional
private capital to expand the factory, buy new machinery, and cre-

ate still more jobs.

The capital limitations are designed to encourage IDBs for small-

to medium-sized projects, and not merely as "icing on the cake" of

huge projects that would be funded through private capital sources
anyway. Now, while I support the theory behind the capital limita-

tion, it has not been adjusted since 1978, and I believe it is time
to do so.

My bill would accomplish that goal in a responsible fashion. It

would raise the cap to a total of $20 million, but the additional $10
million would have to come from private capital sources, sources

that would be fully taxable. It would allow those additional private

capital sources to be spent only afler the project was up and func-

tioning. And it would not alter the existing State by State caps.

This proposal has already been supported by the House of Rep-
resentatives. In 1992 the provision was passed by the Senate as
part of H.R. 11 and it was adopted by the House and Senate con-

ferees. Unfortunately, as you know, President Bush vetoed that
measure.
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I urge the Ways and Means Committee to approve this change

once again, either as part of the pending conference on reconcili-

ation, which contains an extension of the IDB program, or in subse-

quent tax legislation reported by the committee.

Thank you, Mr. Chairman.
Chairman Rangel. Thank you.

[The prepared statement follows:]
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TESTIMONY OP THE

HONORABLE TED STRICKLAND OF OHIO

BEFORE THE SELECT REVENUE MEASURES SUBCOMMITTEE

'^ OF THE

HOUSE WAYS AND MEANS COMMITTEE

ON

H.R. 2111

July 13, 1993

Mr. Chairman, Members of the Subcommittee, I appreciate the
opportunity to appear before you today in support of H.R. 2111,
legislation which I introduced on May 12, 1993. My bill has been
referred to the Ways and Means Committee, and I strongly urge you to
adopt it as a means of creating new jobs and opportunities in the
private sector of our economy.

My bill would adjust the current capital limitation on small
issue industrial development bonds (IDBs) from $10 million to $20
million so as to allow more private capital to be used in the
financing of IDB projects. This modest adjustment in the IDB capital
cap will help create permanent private sector jobs in our economy
while at the same time preserving, and actually expanding, the amount
of private capital used in IDB- financed projects.

My bill is national in scope, Mr. Chairman, but the need to
adjust the current IDB capital limitation cap was brought to my
attention when an employer in my District faced a "problem" - - they
were wildly successful in using IDBs to stimulate new jobs and growth.

This company purchased an idle factory facility in a town in my
District where the unemployment rate was 8.5%. The company used a
total of $9.2 million in Ohio Enterprise (IDB) bonds. Of this amount,
$6.5 million were public bonds and $2.7 million came from private
capital sources. When the factory reopened in January of 1992, it
employed 73 workers. Two months later, employment at the factory more
than doubled to 193 workers. After two other expansions, a total of
445 workers were employed at this facility by February of this year.

At that point, the facility found itself at capacity and could
not expand further without spending additional capital for building
and equipment. This employer was ready and willing immediately to
spend its private capital to expand the factory, Mr. Chairman. In
doing so, it would create additional jobs -- more than the 445 already
created in just one year of operation. Unfortunately, that is where
the capital limitation tax cap came into play, making such an
immediate, straightforward expansion difficult, if not almost
impossible.

The tax code includes in Section 144(a) (4) (A) a limitation on
capital expenditures used in IDB financing. The limitation is
currently set at $10 million for all capital expenditure used --

whether it be public expenditures financed through bonds or private
capital used in conjunction with such bonds. This limitation, which
has not been adjusted since 1978, was designed to apply to all
expenditures made three years before, as well as three years after,
the initial bond offering.
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This capital limitation prevented this Buccessful company in my
District from simply putting additional private capital into expanding
the facility and creating new jobs. Any alternative available is a
convoluted and complicated one which does not make the most efficient
use of capital resources.

As I understand, the capital expenditure limit is designed to
prevent the use of IDBs as mere "icing on the cake" on much larger,
conventionally- financed projects. By initially restricting the size
of any project financed by IDBs, Congress wanted to insure that only
small to medium sized projects would receive IDB financing. This is a
goal 1 support, Mr. Chairman, but the current capital limitation works
to penalize unfairly IDB- financed businesses that are successful. A
company which wants to put its own money into expanding jobs and
opportunity in a community should not be delayed from doing so. I

firmly believe it is now time to adjust the operation of the capital
limitation cap.

My bill, H.R. 2111, would do so in a responsible and targeted
fashion, Mr. Chairman. It would raise the cap for private capital by
an additional $10 million to a total of $20 million. My bill would
not change the maximum amount of public funds allowed in each IDB
project - no more than $10 million per project. The additional $10
million in private capital would also apply to expenditures made after
the original bond offering, in order to insure the funds were
available for expansion purposes only. The additional private capital
would, of course, be taxable to the U.S. Treasury. Finally, my bill
would not alter the existing total bond activity caps set on a state-
by-state basis.

If adopted, my bill would simply allow successful IDB- financed
projects to continue to grow and produce jobs without being
artificially limited by the current $10 million cap on capital
expenditures.

This job-expansion concept is not radical, Mr. Chairman. This
proposal was passed last year by the other body as part of H.R. 11,
and was adopted by the Conferees of this Committee as a means of
aiding distressed economic areas. Unfortunately, as you know Mr.
Chairman, President Bush vetoed the bill, and thus this provision did
not become law.

At the time it was considered last year, the Joint Tax Committee
assigned this provision a small revenue loss of $21 million over five
years. On April 29th of this year, I requested an updated estimate
from Mr. Gutman. While not final, I understand that the Joint
Committee has informed Senator Glenn's office that last year's
estimate is still a good working number.

I strongly urge the Ways and Means Committee to adopt this
proposal again, Mr. Chairman, either as part of the pending Conference
on H.R. 2264, or as part of any supplemental bill or bills to be
reported from this Committee. It is a modest, but important, way to
use a public-private partnership to encourage the creation of

permanent private sector jobs with taxable private sector money.

I look forward to working with you, Mr. Chairman, and the Members
of the Subcommittee, to enact this reform bill.
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Chairman Rangel. Mr. Kopetski.
Mr. Kopetski. No questions.
Chairman Rangel. Does your legislation restrict the removal of

the cap only in distressed economic areas?
Mr. Strickland. No, sir, it does not. It would be generally appli-

cable.

Chairman Rangel. Do you know by removing the present cap
and substituting your language how much this would cost?

Mr. Strickland. We have asked for an estimate from the Joint
Tax Committee. Last year they estimated that at $21 million over
a 5-year period of time. We have asked for updated information
and have been told that that $21 million is certainly near what any
updated figure would be, although they haven't done a final analy-
sis.

Chairman Rangel. Could you state what support you have for

this legislation? Are there other Members that have signed onto
this?

Mr. Strickland. Yes. Quite frankly I have not sought cosponsors
at this point. I will proceed to do that. But the Governor of Ohio
and other entities have expressed interest. I know of no opposition
to the proposal that I have been able to identify.

Chairman Rangel. Well, it will be helpful to the committee to

know what support in a very positive way we have for this since

it doesn't really cost that much, but we will have to weigh whether
or not this is an isolated case in your hometown, or whether this

is a national problem that we can correct to create more jobs.

Mr. Strickland. Sure.
Mr. Chairman, the impact of H.R. 2111 will be national in scope.

Mr. Coyne, Mr. Matsui, and Mr. Kopetski have signed on as co-

sponsors of this bill. In addition, this bill is strongly supported by
the Council of Development Finance Agencies, which represents
over 100 State and local government finance agencies in 38 States,
has submitted testimony to that effect.

Chairman Rangel. Thank you.
We will go now to panel two. And from my home down is Com-

missioner Aponte here, one of our outstanding public servants from
the State of New York representing the National Council of State
Housing Agencies. He is the commissioner of the New York State
Division of Housing and Community Renewal.
Also on this panel is the Association of Local Housing Finance

Agencies. It will be represented by Stephen Leeper, who is the
treasurer and also director of the Housing Urban Redevelopment
Authority of Pittsburgh.

We also have the National Association of Home Builders. We
have Mr. Peace, who will be representing the president, J. Roger
Glunt, and on this panel will be the Council for Rural Housing and
Development. Pamela Borton is the chairperson and past president,

and she will testify. She is also the president of the Southwind
Management Services in Clearwater, Fla.

All of the witnesses by unanimous consent will have their full

statement entered into the record. You may proceed by reading it,

or by highlighting it, or by giving information or testimony in addi-

tion to it. We will start with Commissioner Aponte. We welcome
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you to the Ways and Means Committee and, as a New Yorker, we
thank you for the great job you are doing for our State.

STATEMENT OF ANGELO J. APONTE, COMMISSIONER, NEW
YORK STATE DIVISION OF HOUSING AND COMMUNITY RE-
NEWAL, ON BEHALF OF NATIONAL COUNCIL OF STATE
HOUSING AGENCIES
Mr. Aponte. Thank you very much, Mr. Chairman. To speed up

a little bit, I will highlight some of the important portions of my
full testimony.

I would like to thank you for this opportunity to testify in enthu-
siastic support of proposals to amend the mortgage revenue bond
and the low-income housing tax credit programs to make them bet-

ter able to address the housing needs of lower income families and
to respond to testimony on those issues offered by the Treasury.
As you know, I am Angelo Aponte, director of housing for the

State of New York, and I am testifying this morning on behalf of

the National Council of State Housing Agencies whose members
are the State housing finance agencies which finance affordable

housing in the entire country.
HFAs have issued over $74 billion in MRBs to finance the home

purchases of more than 1.5 million low- and moderate-income fami-
lies and $26.8 billion in bonds to finance over 500,000 rental apart-

ments for such families.

NCSHA's members also allocate the tax credit in every state,

helping to finance since 1987 over 500,000 apartments for families

with incomes at 60 percent or less of their area's median income.
NCSHA is the principal collector and repository of data under the

tax credit program, sharing this data with Congress, HUD, the

Treasury, and the public, and we greatly appreciate the Ways and
Means Committee's efforts to make the MRB and tax credit pro-

grams permanent. Both programs have virtually been shut down
since their authorization expired on June 30, 1992, over 1 year ago.

We thank you also for including permanent MRB and tax credit

extensions in the House-passed budget reconciliation bill. The Sen-
ate bill, however, provides a permanent tax credit extension and an
MRB extension of less than 12 months through next June. Though
described as a 24-month extension, 12 months are retroactive, a
meaningless provision for most States.

That brief extension effectively assures another jarring, lengthy
and potentially lethal disruption of the MRB program because Con-
gress will not pass another tax bill by next July and may not con-

sider one at all next year.
MRBs provide mortgages to more than 130,000 lower income,

first-time home buyers every year and account for one of every 12

mortgages made to first-time buyers and most of the mortgages for

buyers at the bottom of the home ownership ladder who need the
most help.

In the last decade, MRBs have been extended seven times and
now is the time to make this proven program permanent. I am sub-
mitting the full text of my testimony for the record, but I would
like to highlight the importance of two programmatic issues that
have been submitted to the subcommittee.
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First, as to the MRB extension. In New York, we have employed
MRBs for affordable housing throiigh the State's mortgage insur-
ance agency, SONYMA, to benefit first-time home buyers to the ex-

tent of $3 billion, assisting more than 49,000 families in being able
to achieve their dream of home ownership.
The program works, has been highly effective and needs to be

permanently extended. But one of the restrictions of the program
is very counterproductive and makes little sense. I am speaking of
the present restriction requiring that a two- to four-family home be
occupied by the owner and the residence be occupied for at least

5 years prior to the execution of the mortgage.
In New York, Herculean efforts are being made to reclaim vast

neighborhoods. Brownsville in Brooklyn, Melrose and Claremont in

the Bronx, and Bradhurst in Harlem are vivid examples where
working class families are trying to reclaim the neighborhoods
which have suffered devastation in the past.

The model best suited for this situation is a two-family residence
where the income from the rental unit justifies the debt service ca-

pability of the owner.
Employees of my own agency earning about 60 percent of median

income have struggled to move out of public housing projects and
to buy one of these townhouses or two-family units. Instead they
found themselves ineligible for the favorable rates and programs of-

fered under a SONYMA mortgage solely for the reason that their
intended purchase was newly constructed.
These aspirants to the American dream of home ownership are

precisely the people for whom MRBs are intended and we should
remove this barrier.

Second, tax credits should also be made permanent to protect the
stability of the market for production of affordable housing. Unlike
some other areas of the country, in New York we cannot produce
stand-alone tax credit projects. We must couple tax credits with
other public subsidies to make feasible projects where typically a
family earning only 60 percent of median income or less can barely
meet the current maintenance and operating expenses of the unit.

With all of the long lead time elements of any real estate project

and the social and political issues of siting low-income housing, the
pipeline for development of these projects needs to have the secu-
rity of knowing that a key element in the financing plan will be
there at the end of the road.

New York has, since the early 1980s, dedicated more than $7 bil-

lion to direct capital subsidy of these types of low-income housing
programs and given the long-term nature of housing capital and
the constant realities of State budget imperatives, however, bor-

rowing for such programs is a fact of life. When tne State issues

debt to finance the balance of the capital costs of a project after

using the tax-credit syndication proceeds, the State pays the inter-

est.

To maximize the value of the tax credits, taxable financing is

now employed, with the result that the State's limited resources
are available to produce fewer units of housing. We are proud that
from the program's inception in 1987 we have used every single

available dollar of allocated tax credit, both from the original allo-

cation and the subsequent national pool, and we agree with the



878

Treasury that careful scrutiny and underwriting of each proiect

must be done to assure that none of these precious subsidy dollars

are wasted.
We underwrite every project with great care and attention to de-

tail and at each of the mandated three underwritings, we stretch
the development budget to keep it as lean as possible so the next
project can be built. Perhaps the Treasury is looking at the process
from their end of the telescope, but layering review and concern
about oversubsidization is precisely what we do all the time.

The methodology that the State uses to come up with the rest
of the necessary capital should not be restricted by precluding the
use of up to the full 70 percent credit in combination with the tax-

exempt bonds.
In a similar case, when the issue of matching obligation was

raised in the context of the HOME program, an opinion was ob-

tained from HUD that the New York program of issuing score
bonds would not disqualify the match. HUD recognized that how
my State met its obligations was an internal matter and did not
affect the intent of the program, and I believe that the same prin-

ciples should apply here.
Thank you.
[The prepared statement follows:]
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Testimony in Support of Amendments to the
Mortgage Revenue Bond and

Low Income Housing Tax Credit Programs

July 13. 1993
Subcommittee on Select Revenue Measures

House Committee on Ways and Means

An^elo J. Aponte. Commissioner
New York State Division of Housing and Commtmity Renewal

on behalf of the
National Council of State Housing Agencies

Enact Amendments to Make the MRB and Tax Credit
Programs More Effective

Mr. Chairman, Representative Hancock (R-MO). and members
of the Subcommittee, thank you for this opportunity to testify in
enthusiastic support of proposals to amend the Mortgage Revenue
Bond (MRB) and Low Income Housing Tax Credit (Tax Credit)
programs to make them better able to address the housing needs of
lower Income families.

We greatly appreciate the efforts of the Ways and Means
Committee to make the MRB and Tax Credit programs permanent.
Both programs have been virtually shut down since their
authorization expired June 30. 1992. over one year ago. Each
passing month, production of nearly 10.000 low income apartments
is lost or delayed, and thousands of low income families lose the
chance to rent or own safe and affordable housing. Thousands of Jobs
and millions of dollars in tax revenues, wages, and other economic
activity generated by these programs are draining away.

Thank you for including permanent MRB and Tax Credit
extensions In the House-passed Budget Reconciliation Bill. The
Senate bill, however, provides a permanent Tax Credit extension, but
less than a 12-month MRB extension, through next June. (Though
described as a 24-month extension, 12 months are retroactive, a
meaningless provision for most states.) That brief extension
effectively assures another Jarring, lengthy, and potentially lethal

disruption of the MRB program, because Congress will not pass
another tax bill by next July and may not consider one at all next
year.

In floor action on the budget reconciliation bill, however, the

Senate spoke strongly and unanimously In favor of a permanent MRB
program when It adopted a "Sense of the Senate" resolution urging

the acceptance of a permanent MRB extension in conference. Since

then, over 50 senators - Democrats and Republicans - have signed a

letter to Chairman Moynihan and the other Senate conferees urging

them to support a permanent MRB extension in conference.

The MRB program deserves a permanent extension. It is the

most heavily cosponsored legislation in either house. An
unprecedented 90 percent of the 102nd Congress (490
Representatives and Senators) cosponsored legislation to msike MRBs
permanent. Identical legislation introduced in the 103rd Congress

has captured the support of a majority of both houses and their tax

committees in less than five months.

According to the Joint Tax Committee's estimates, the Senate

bill already invests $550 million for the practical one-year MRB
extension. The Joint Committee estimates that a permanent MRB
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extension would cost only about $350 million more than the short-
term extension included in the Senate bill. If Congress accepts a
one-year extension of the MRB program with an intention to renew it

again next year, it will be misrepresenting its actual cost In this bill

which is supposed to set fiscal policy for another five years.

MRBs provide mortgages to more than 130,000 lower-income
first-time homebuyers every year, and account for one of every twelve
mortgages made to first-time buyers and most of the mortgages for
buyers at the bottom of the homeownershlp ladder who need the
most help. The National Council of State Housing Agencies (NCSHA)
reports that MRB homebuyer incomes in 1992 averaged $28,500.
less than 74 percent of the national median, compared to $42,300
for the average conventional first-time homebuyer and $49,800 for
all conventional homebuyers. The average purchase prtce of an MRB
home was $64,270. compared to $100,200 for first-time conventional
homes and $131,300 for all conventional homes.

The new homes financed with MRB loans in 1992 produced
27.000 Jobs and generated over $750 million in wages and tax
revenues. The National Association of Home Builders estimates that if

MRBs are not extended, as many as 37.000 Jobs will be lost in 1993
and 63.000 each year thereaifter.

In the last decade. MRBs have been extended seven times. Now
is the time to make this proven program permanent. We strongly
urge you to hold firm and insist on the permanent MRB extension
that you passed, the President has asked for. and the Congress
adopted in the vetoed urban aid tax bill last fall.

I am Angelo J. Aponte. Commissioner of the New York State
Division of Housing and Community Renewal. I am testifying this
morning on behalf of NCSHA. NCSHA's members are state-chartered,
housing finance institutions which finance affordable housing in 48
states, the District of Columbia, Puerto Rico, and the Virgin Islands.
State Housing Finance Agencies (HFAs) have issued over $74 billion

in MRBs to finance the home purchases of more than 1.5 million
lower income families. HFAs have also issued $26.3 billion in bonds
to finance over 500,000 rental apartments for such families.

NCSHA's member state housing agencies also allocate the Tax
Credit in every state, and the U.S. terrttortes. Since 1987. these
agencies have helped finance over 500,000 apartments for families
with Incomes at 60 percent or less of their area's median income
using the Tax Credit. NCSHA Is the principal collector and
repository of data on the Tax Credit program, gathering information
firom its member agencies through annual surveys and sharing this

data with Congress. HUD, the Treasury, and the public.

In 34 states. HFAs administer nearly $500 million in new
federal HOME Investment Partnership (HOME) funds to support a
wide range of affordable housing pro-ams for families who earn 80
percent or less of their area's median income. HFAs collectively

administer more than 600 affordable housing programs ranging from
homeless to homeownershlp initiatives.

Refinements to the MRB ProPram Should be Considered

Making the MRB program permanent is NCSHA's first priority.

However, there are aspects of the MRB program that raise rates paid

by MRB homebuyers and restrict low Income families from
participaUng in the program without any compensating gain to the

federal government. Congress should consider these issues in

connection with the budget reconciliation process.
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Permit MRB Financing of Two-Family Newlv Constructed Homes

MRB financing for two to four family residences i? currently
permitted if one of the units is occupied by the owner and the
residence was occupied at least five years prior to execution of the
mortgage. This precludes the financing of two to four family newly
constructed homes.

Duplex homes are common in mzmy older cities where scarce
land, high construction costs, and high property values make multi-
unit homes a more cost effective choice for lower Income families. In
addition, duplexes are an important low-cost option in poor rural
areas. We recommend that the MRB program be amended to permit
MRB financing for the purchase of newly constructed two-family
homes.

The State of New York Mortgage Agency (SONYMA) has
reviewed its data on all MRB mortgages on existing two-family homes
financed In the downstate New York area for the past three years.
SONYMA found that the average purchase price of a two-family home
was only 20 percent greater than that of single fzunily homes in the
same areas, while the Incomes of two-family home purchasers were,
on average, five percent less than single family homebuyers.
SONYMA's data supports the assertion that two family homes are
more economical per family housed and that the rental Income from
the second unit is taken Into consideration when the bank
underwrites the mortgage. Without that additional Income, these
families could not afford to purchase their own home even with MRB
financing.

We believe that the Income earned by the MRB borrower and
the rental unit tenants is modest and necessary to support the
mortgage. However, if the Committee requires further assurance
that such borrowers are not earning windfall profits, the amendment
could be structured to allow MRB financing of new two-family homes
only In targeted areas or enterprise zones. Targeted areas are census
tracts In which 70 percent or more of the families are classified as
low Income (below 80 percent of area median income). It is likely

that renters In these areas would have Incomes well below the MRB
program limit which would not support rents that result in a windfall

to the MRB borrower.

In New York City alone, the New York Housing Partnership has
sponsored the development of over 1.000 new two-family homes.
These homes will be lost to lower income families unless they can be
financed with MRBs.

In recent testimony before the Subcommittee, the Treasury
withheld support for this amendment, stating that, "residential

projects with more than one dwelling should be subject to the rules

and subsidy programs designed for multlfamlly housing." MRB
financing Is permitted under current law for existing one to four

family houses. We believe that extending this treatment to newly
constructed homes Is consistent with current law and beneficial

because It will provide both ownership opportunities for lower

Income families and affordable rental housing In a cost-efficient

manner. Financing two-unit rental housing with multlfamlly bonds
would not provide the homeownershlp opportunity for lower income
fjunllles that this provision would provide.
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Increase the Limit on MRB-Flnanced Home Imnrnvement Loans

The current limit of $15,000 Imposed In 1981 on MRB home
Improvement loans no longer reflects today's cost of undertaking
home Improvements. Since 1981. the U.S. Department of Commerce
estimates that the cost of residential rehabilitation has Increased
approximately 31 percent. Recognizing that its own limit was too
low, the Federal Housing Administration (FHA) raised the maximum
on its Title I insured home improvement loans from $17,500 to
$25,000.

The MRB home Improvement loan limit should be raised at
least to the new FHA limit of $25,000. adjusted upwards for two to
four family homes, and indexed for inflation in the future. MRB
home improvement loans help lower income families maintain their
homes and preserve the existing housing stock. These loans are
limited by law to upgrades in the basic llvability. utility, or energy
efficiency of the property.

The Treasury withheld support for this provision because It

believes that such a change should be considered in the context of a
general review of the program. As this Subcommittee is aware, the
Congress has regularly reviewed the MRB program and has made
signfficant adjustments to it over the past decade. In its most recent
review last year, the Congress determined to make the MRB program
permanent but was not able to act on programmatic changes in the
context of the urban aid tax bill that carried its permanent extension.
This and the other changes we have recommended should not be
delayed any longer. We urge you to include them in the Budget
Reconciliation bill.

A^mstmcnt m Private AcUvlty Volwnc Cap

Congress should consider the growing restraints the private
activity cap imposes on the MRB program. The present state-by-

state volume cap on the issuance of private activity bonds, including
MRBs. is the greater of $50 per capita or $150 million armually. This
cap was imposed in 1988 and has not been adjusted for inflation

since, making it worth 20 percent less in 1993 dollars. Many states,

including those where the majority of Americans actually live,

exhaust their cap every year and still barely begin to meet the many
needs, including housing, which compete for it.

NCSHA proposes at a minimum that the cap be expanded at

least enough to account for InilaUon over the last five years and be
indexed for Inflation In future years.

Although not included In the list of proposals before the

Subcommittee at this time, the following MRB programmaUc changes
were passed by Congress last year but are not included in either the

House or Senate budget reconciliation bill this year. We urge the
Subcormnittee to request their consideration in conference.

Extend First-time Buver Status to Holders of "Contracts for Deed"

The three-year rule (first-time homebuyer rule) should not be
applied to very low Income families (annual Incomes below 50
percent of median Indexed for Inflation) who have previously

purchased land under a "contract of deed." A contract of deed is a
seller-financed contract for the sale of land under which legal title

does not pass to the buyer until the final payment is made and for

which the penalty for nonpayment is forfeiture of the land rather

than Judicial foreclosure. The amendment should also allow these

very low income families to refinance the land costs in the MRB
mortgage.
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Clarify Treatment of Resale Price Control and Subsidy Lien ProPrams

Both state and local HFAs administer programs in which
agency and other state and local funds are used to further reduce the
cost of an MRB mortgage (for example, second mortgages to finance
closing costs). An amendment is necessary to clarify that
subordinate mortgage loans or grants used to finance downpayment
and closing cost assistance do not constitute an ownership Interest
on the part of the lien-holder, the state or local government which
made them.

Ri>fln>.ni>^fit»i tn titf Tut rir^HIt Prnf«it», jt^hould be Considered

The success of the Tax Credit is due in large part to the
important Improyements Congress has made to the program since
1987. NCSHA's members are grateful to haye had the opportunity to

help this Committee design these changes. These Improvements,
along with fine-tuning by HFAs of their Tax Credit programs and
increased competition among developers for Tax Credits, have
resulted In a more efficient program which Is Increasingly responsive
to the priority low Income housing needs of the states.

HFAs have effectively implemented the Congressional mandate
in the 1989 Tax Act to evaluate proposed projects to assure that each
receives the minimum amount of Tax Credit needed for feasibility

and long-term viability as a low income housing development. This
evaluation considers all sources and amounts of financing, including
other federal, state, or local subsidies and syndication proceeds.
State allocation plans ensure that the Tax Credit is allocated In

accordance with states' priority housing needs. In addition, HFAs
now monitor Tax Credit projects for comphance with the program's
low income occupancy requirements.

As with MRBs. a permanent Tax Credit extension must be our
first priority. However, there are some program changes that the
Subcommittee should consider.

A(^)ust the Carryforward Rule So It Works As Congress Intended

Each state receives an annual Tax Credit allocation of $1.25
per resident ("per capita" credits). In the 1990 Tax Act, states were
given the authority to carry forward their unused per capita and
returned (reallocated to the state from projects that do not go
forward) Tax Credits for allocation In the next calendar yeair. Any
Tax Credits carried forward but not used by the end of the second
year are lost to the national pool and redistributed to qualified states.

Qualified states are those which use all their available credit in the

prior year. Before the carryforward provision was enacted, states

were required to use all per capita and returned credits within the

calendar year or lose them. There was no national pool.

The purpose of the carryforward change was to give states 24
months to allocate their per capita and returned Tax Credits and
remove the "use It or lose it" pressure states felt at year-end.

However, due to the way the provision was drafted, states must use

all of their per capita and returned Tax Credits before they can
allocate carryforward or pool credits. The provision of the 1990 Act

which requires this ordering of Tax Credit allocation is commonly
referred to as the "stacking rule.

"

The pracUcal effect of the stacking rule Is that states must
allocate an amount equivailent to their combined per capita and
returned credits to avoid the loss of carryforward credits to the

national pool or pool credits from the program altogether. If a state
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allocates less than the sum of Its per capita and returned credits. Its

carryforward to the next year would be reduced by the difference
between that amount and the total allocated. To avoid this loss of
credit, states must allocate all of their per capita and returned
credits and thus forfeit the opportunity to carry forward unused per
capita and returned credits for one year as Congress Intended. This
effectively creates an every-other-year carryforward and does not
give states the full 24 months to allocate their per capita and
returned credits that Congress Intended. The Tax Credit should be
amended to allow states to allocate their carryforward or pool credits
first.

Last year. Congress recognized that the stacking rule does not
work when it effectively reversed It, with the Treasury's support, in

tax legislation vetoed by the President. Because the stacking rule
was not corrected last year. 28 states lost over $41 million in Tax
Credits. $23 million of which were lost permanently from the
program. This serious situation only underscores that the stacking
rule does not work.

We are somewhat confused by Treasury's apparent reversal of

its position on this issue. The Treasury Incorrectly asserted In Its

testimony before the Subcommittee that the proposed stacking rule

change would significantly reduce the flow of credit to the national
pool and allow for an unlimited carryover of unused authority. This
provision would amend the law to reflect Congress' original intent
that a state be allowed to carry over an amount up to its annual
allocation for an additional 12 months. Although a reduced national
pool is likely In the first year after such a provision is enacted, the
provision does not change the relative demand for credit authority
among states £md therefore will not effect the pool distribution
significantly in the long term.

We ask you again this year to amend the Tax Credit program to

allow states 24 months to allocate per capita and returned credits as
Congress Intended when It authorized the carryforward provision In

the 1990 Tax Act.

Permit Use of the 70 Percent Credit With Tax-Exempt Bond Proceeds

We are grateful to the House, and you especially Mr. Chairman.
for including a provision In the House-passed Reconciliation bill that

would allow the use of up to the full Tax Credit with proceeds of the

HOME program, a federal housing block grant to states and
localities. We urge you to hold that position in conference with the

Senate and to expand that provision to Include tax-exempt bond
proceeds.

Under current law. Tax Credit projects utilizing tax-exempt
bond proceeds are limited to the 30 percent, rather than the 70
percent, present value credit. This limit was included in the original

Tax Credit statute before states were required by the 1990 Tax Act to

underwrite Tax Credit projects to ensure that they receive only the

amount of subsidy necessary to their feasibility and long-term

viability. States should now be allowed to determine the appropriate

amount of credit to allocate with tax-exempt bonds through proven

underwriting practices Just as they make this determination for other

projects.

There is no basis for Treasury's assertion that the combination

of these subsidies could lead to oversubsidlzation of housing projects.

In fact Congress demonstrated its confidence in the states' ability to

control against oversubsidlzation through sound underwriting when
last year it delegated to them responsibility for conducting the HUD
subsidy layering review process for Tax Credit projects which receive

HUD subsidies.
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The ability to use Tax Credits with tax-exempt bond proceeds Is

particularly Important today because of the "credit crunch."
Developers, both nonprofit and for profit, are finding It Increasingly
difficult to secure mortgage financing for Tax Credit projects. Use of
up to the full Tax Credit In combination with tax-exempt bond
financed mortgages and other federzil subsidies can help alleviate this
problem.

Allow for de minimis Exception for National Pool Quallflraflnn

States may not qualify for allocations from the national pool of
unused Tax Credits unless they exhaust all of their available credit in
the preceding year. However, undetected accounting errors, credits
returned very late in the year, or amounts of credit too small to
allocate to a project could prevent a state from participating In the
pool despite their best efforts to allocate all of their available credit.
The Treasury should be authorized to grant national pool
qualification to states which do not allocate a de minimis amount of
their total credit. Although the proposal before the Subcommittee
does not define what would constitute a de minimis amount, we
would be pleased to work with the Subcommittee and Treasury to
make such a determination.

Prohibit Discrimination Against Subsldv Holders

To ensure that prospective tenants holding Section 8 subsidies
are not refused units in privately-owned low Income housing projects,
most federal housing programs carry a prohibition on discrimination
against certificate and voucher holders. The Tax Credit program
should be amended to prohibit discrimination against holders of
rental subsidies.

Implement Fair Housing Requirements

Some have questioned whether Tax Credit projects are housing
minority tenants. We have no data that suggests they are not.

However, we believe that Tax Credit projects should be subject to the
same fair housing requirements as other assisted housing.

The Tax Credit program should be amended to require that Tax
Credit project owners certify that their developments are
administered in conformity with Title VI of the Civil Rights Act of

1964 and the Fair Housing Act. In addition, state allocating agencies
should require owners to develop Affirmative Fair Housing Marketing
Plans In accordance with related HUD regulations.

Although not within the scope of the proposals before the
Subcommittee, some have suggested additional modifications to the
Tax Credit program such as targeting the program to very low
Income families and extending the low Income use restrictions on Tax
Credit projects. While we share these concerns that long-term
affordable housing for households in greatest need should be a
priority, further restrictions on the Tax Credit program without the

assurance of the additional subsidies necessary to meet those
restrictions would be counterproductive.

The Tax Credit was not designed to provide a deep enough
subsidy to serve the lowest Income households without additional

subsidies. On Its own. the Tax Credit Is designed to finance projects

in which 20 percent of the units serve households at 50 percent of

median Income or less or projects in which 40 percent of the units

serve households at 60 percent of median or less. Nonetheless In

1989. Congress mandated that state Tax Credit allocaUng agencies

"'give preference to projects serving the lowest Income tenants"



(Section 42(m)(l)(B)(ii)). and through the use of state resources and
other federal subsidies, states have gone far beyond the targeting in
the law. Virtually every Tax Credit project financed today has 100
percent of its units serving households below 60 percent of median
income, and many units are serving families well below that level.

States do their best to meet that mandate within the
constraints of the depth of the Tax Credit subsidy. Last year, the
Florida State Auditor General conducted a survey of the state's Tax
Credit projects. The report shows that the median Income of a Tax
Credit household In the state of Florida was $9,360. 26 percent of
the states' median income. Households with children had an annual
median Income of $8,363. Overall. 90 percent of the households
residing In Tax Credit units had incomes below $17,950. 50 percent
of the state's median Income.

States like Florida achieve these results because they can
combine the Tax Credit with state funds and additional federal
subsidies, such as Section 8 rental assistance. Many states cannot
provide the same level of assistance. There is no guarantee that
Section 8. a direct federal appropriation, will be available for every
Tax Credit household vrho requires it. In fact, the House has passed a
budget resolution which will freeze domestic discretionary spending
for the next five years, making It even more difficult to provide rental
assistance for new households. Until sufficient subsidies are
available to augment the Tax Credit program, deeper Income
targeting will simply cause fewer units to be produced.

We have similar concerns about a proposal to extend the low
Income use restrictions on Tax Credit projects. Under current law,

most projects must remain affordable for 30 years. As with Income
targeting. Congress has required states to "give preference to projects

serving qualified tenants for the longest periods" (Section
42(m)(l)(B)(U)) and many states have gone b^ond what Is required by
statute. For example. California now requires 55-year low Income
use on its Tax Credit projects, and for New York projects which
combine Tax Credits with the state's "Turnkey" program, a 99-year
low Income use restriction is required. In order to encourage
developers to build projects with such long-term affordability

covenants, states must offer Incentives beyond the allocation of Tax
Credits. Without the assurance of additional subsidies, mandating
longer-term affordability is meaningless.

rimngftt ft TP»ffiB 'td the Tax Credit Are Leas Effective If the

Erflgmat Art Wot MtAn Pcrminftnt

In the end. Mr. Chairman. programmaUc changes to these

critical housing finance programs will only be effective if Congress
accords the MRB and Tax Credit programs the status they have
earned as a permanent part of the Tax Code. We look forward to

working with the Committee on any changes necessary to make the

MRB and Tax Credit programs work as efficiently as possible to

provide decent, affordable housing for low Income American families

who need It.

Thank you for the opportunity to testify today.
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Chairman Rangel. Thank you, Mr. Commissioner.
Mr. Leeper.

STATEMENT OF STEPHEN G. LEEPER, TREASURER, ASSOCIA-
TION OF LOCAL HOUSING FINANCE AGENCIES, AND DIREC-
TOR OF HOUSING, URBAN REDEVELOPMENT AUTHORITY OF
PITTSBURGH, PA.

Mr. Leeper. Thank you.
The Association of Local Housing Finance Agencies appreciates

the opportunity to testify before the subcommittee this afternoon
on several revenue proposals pertaining to housing and tax-exempt
bonds. I am Stephen Leeper, director of housing for the city of

Pittsburgh and I am also the treasurer of ALHFA.
By way of backgroimd, ALHFA is a nonprofit national associa-

tion of professionals in the field of affordable housing finance. Its

members are city and county government agencies that finance
from a variety of sources, including general Tax Code incentives,

homeownership and rental housing opportimities for low- and mod-
erate-income households. Among our members are the housing fi-

nance agencies from Chicago, San Francisco, Los Angeles, Pitts-

burgh, where I am from, and Dade County, Fla.

ALHFA's purpose is to serve its members as an advocate before
Congress and the executive branch on affordable housing policy is-

sues, and through educational activities, to enhance the ability of

our local housing finance agencies to implement responsible and
professionally administered affordable housing programs.
At the outset, Mr. Chairman, I wish to extend ALHFA's appre-

ciation to you and your colleagues for your support of permanent
extensions of MRBs, mortgage credit certificates, and the low-
income housing tax credits. These programs, which expired on June
30, 1992, are obviously veiy critical to the creation of decent hous-
ing for low- and moderate-income people and essential tools for ad-
dressing redevelopment and the elimination of blighted conditions

in our urban areas.

We urge you and your House colleagues, who are conferees on
H.R. 2264, to ensure that the Conference Committee makes both
programs permanent, while also retaining the House-passed provi-

sion allowing the use of the 70-percent present-value tax credit

with the HOME Investment Partnership funds.
There are a number of miscellaneous housing and tax-exempt

bond proposals before the subcommittee about which ALHFA wish-
es to comment. The written testimony submitted by ALHFA clearly

outlines our comments on each of these proposals. However, in the
interest of time, I would just like to address three of these propos-
als.

The first is the proposal to increase the current law limit for

MRB-financed home improvement loans. Under current law, Mort-
gage Revenue Bond proceeds may be used to finance home im-
provements of up to $15,000. This proposal would increase the ceil-

ing to $25,000. This current ceiling has been in place since the
early 1970s and does not reflect the mcrease in rehabilitation costs,

particularly for older homes.
The increase would also make the MRB Home Improvement

Loan Program ceiling consistent with the ceiling on the Federal
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Housing Administration's Home Improvement Insurance Program,
which would be appropriate since both programs are often used to-

gether. This proposal is significant to the city of Pittsburgh where
over 75 percent of our housing stock is over 50 years old.

The city's redevelopment authority has put a lot of emphasis on
its home improvement programs over the last 15 years, during
which time we financed over 13,000 loans valued at over $90 mil-
lion. Due to the $15,000 cap, the redevelopment authority in many
instances utilizes its scarce CDBG and HOME fiinds to offset the
difference between the cost of the needed improvements and the
maximum loan amount of $15,000.

In addition, many of our elderly homeowners have to forgo im-
provements because the borrowing limit is in place. Presently,
these programs have an average loan amount of $17,000 and serve
households with an average income of $17,800. Over 53 percent of
our households have incomes below $12,000 a year. This proposed
increase in the home improvement loan cap would enable Pitts-

burgh and other urban areas to redirect precious resources and to

expand the residential redevelopment programs.
The second provision I would like to address is allowing the use

of the 70-percent present-value, low-income tax credit with tax-ex-

empt bonds. In 1989 Congress amended the Tax Code to permit the
full 70-percent present-value credit with Federal CDBG funds. If

the House provision which addresses the use of credit and Federal
HOME funds prevails in conference on H.R. 2264, the full 70 per-
cent value credit will be permitted.
ALHFA strongly supports and believes that Congress should

complete the process by extending the treatment it has provided
CDBG funds to HOME funds and tax-exempt bonds. Removing the
current penalty which reduces the credit to 30-percent present
value when HOME or bond proceeds are used would directly assist

local housing finance agencies, particularly those that function in

inner-city neighborhoods.
This would not only add to the stock of low-income housing, but

it would also create a positive housing environment for low-income
households who are its occupants. Present law would ensure that
a combination of credit and tax- exempt bonds would not result in

oversubsidizing as allocating agencies would be required to provide
only the amount necessary to achieve project feasibility. In Pitts-

burgh, as is the case in most urban areas, the cost associated with
substantial renovating or constructing new rental housing is con-
siderable.

Environmental contamination—and we heard the mayor from the
city of Chicago talk about industrial sites—in many of our cities at
residential sites that have the same contamination resulting from
asbestos and lead-based paint, deteriorated public infrastructure,

and in some instances, relocation, all add to the cost of rental hous-
ing. Local and State governments, in an effort to stimulate invest-

ment, provide considerable financial assistance to the developer of

rental housing.
The equity provided by the low-income tax credit in and of itself

does not provide the necessary financial assistance to make these
rental developments feasible. Depending on the number of low-in-

come housing units in a development, the low-income credit pro-
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vides between 25 to 45 percent of the total development costs.

Many rental developments that serve low-income households with
special needs are unable to carry any conventional debt whatso-
ever. Developments of this nature require State and local govern-
ments to provide subsidies totaling nearly 60 percent of the total

project costs.

Mr. Chairman, it is imperative that more flexibility be built into

the code to enable the State and local governments to structure fi-

nancing plans that maximize all funding mechanisms available to

them. The use of the low-income tax credit with tax-exempt bonds
and HOME funds would permit State and local governments to ob-
tain greater benefit fi'om their subsidy dollars.

Finally, there is a proposal permitting tax credits for units occu-
pied by those between 60 percent of the median income up to 110
percent of the median income as long as each such unit is offset

by another unit occupied by a household of 40 percent or less of the
area median. We believe it adds a level of complexity to the pro-
gram which we do not believe is appropriate.
As an alternative, ALHFA does support legislation that would

further economically integrate our rental developments in urban
areas. This could be accomplished by allowing a 30-percent value
credit for units that are occupied by households with incomes be-
tween 60 and 80 percent of the area median.
This would provide developers with a greater incentive to develop

affordable rental housing for low-income renters. In addition, it

would further promote the economic integration of our neighbor-
hoods which is essential to the further residential and commercial
viability of our inner-city communities.
Thank you for the opportunity to present our views.
Chairman Rangel. Thank you.
[The prepared statement follows:!
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STATEMENT OF STEPHEN G. LEEPER,
DIRECTOR OF HOUSING FOR THE

URBAN REDEVELOPMENT AUTHORITY OF PITTSBURGH

Mr. Chairman and Members of the Subcommittee:

The Association of Local Housing Finance Agencies (ALHFA) appreciates the opportunity

to testify before the Subcommittee this morning on several revenue proposals pertaining to

housing and tax-exempt bonds. I am Stephen G. Leeper, Director of Housing for the

Urban Redevelopment Authority of Pittsburgh and ALHFA Treasurer.

By way of background, ALHFA is a nonprofit national association of professionals in the

field of affordable housing finance. Its members are city and coimty government agencies

which finance, from a variety of sources including federal tax code incentives,

homeownership and rental housing opportvmities for low- and moderate-income

households. Among our members are the New York City Housing Development

Corporation, the City of Chicago Department of Housing, the City of Los Angeles

Department of Housing Preservation and Production, the San Francisco Mayor's Office of

Housing, the Dade County, Fla., Housing Finance Authority, my own agency, and many,

many more. ALHFA 's purpose is to serve its members as an advocate before Congress and

the Executive Branch on affordable housing policy issues and, through educational

activities, to enhance the abihty of local housing finance agencies to implement responsible

and professionally administered affordable housing programs.

At the outset, Mr. Chairman, I wish to extend ALHFA's appreciation to you and your

colleagues for your support for permanent extensions of the Mortgage Revenue

Bond/Mortgage Credit Certificate and Low-Income Housing Tax Credit programs. These

programs, which expired last June 30th, are absolutely critical to the creation of decent

housing for low- and moderate-income people and are essential tools for addressing the

growing problem of blighted conditions and disinvestment in our urban neighborhoods.

We urge you and your House colleagues who are conferees on H.R. 2264, the Omnibus

Budget Reconcihation bill, to ensure that the Conference Committee makes both programs

permanent, while also retaining the House-passed provision allowing use of the 70 percent

present-value Tax Credit with HOME Investment Partnership funds.

There are a number of miscellaneous housing and tax-exempt bond proposals before the

Subcommittee about which ALHFA wishes to comment:

Tax-Exempt Bond Proposals

• Increasing the Current Law Limit on MRB-Financed Home Improvement Loans -

Under current law Mortgage Revenue Bond proceeds may be used to finance home
improvements of up to $15,000. This proposal would increase the ceiling to $25,000. The

current ceiling has been in place since the early 1970s and does not reflect the increase in

rehabihtation costs, particularly for older homes, since then. This increase would also

make the MRB home improvement loan program ceiling consistent with the ceiling on the

Federal Housing Administration's home improvement insurance program, which would be

appropriate since the two programs are often used together. ALHFA strongly supports this

• Allowing MRB Proceeds to be Used for Purchases of New Two-family Houses in

Certain Distressed Areas - Under current bw MRBs may be used to finance new single

family homes, but not two-family homes. They may also be used to acquire existing

property of up to fotir units. H.R. 1913, introduced by Rep. Serrano, would permit MRB
financing of newly constructed two-family homes in targeted areas or in any economic

development or enterprise zone under federal or state law. ALHFA supports this proposal,

but believes that it should be expanded to as many as four units, the same as for existing

housing. In New York City, for example, the costs of land and construction make two-to-

four family housing more economically feasible than single-family homes. By expanding

homeownership opportunities this change would also free up rental housing for other low-

and moderate- income households in need of such housing.
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We see no difference between allowing MRBs for existing two to four family homes and

not permitting them for new two to four family homes, particularly since their permitted

use for new two to four family housing would create jobs.

While this proposal is not the subject of today's hearing because it was included in H.R. 11,

last year's urban aid tax bill, we want to reiterate ALHFA's strong support for a proposal

which clarifies that shared appreciation/subsidy hen second mortgage programs used in

tandem with MRBs do not constitute an ownership interest on the part of the issuer, are

excluded from the acquisition cost limits of the program, and have no effect on the

"effective rate of interest" on first mortgage loans financed from an MRS issue. This is a

technical change intended to clarify a grey area of the law in order to ensure that second

mortgage programs can be used with MRBs. We urge the Subcormnittee to again approve

this proposal.

• Increasing the Bank Deductibility Limit from $10 Million to $20 Million - This

proposal was one of those formulated by the Anthony Commission on Pubhc Finance. It

would broaden the market for tax-exempt bonds, including housing bonds, and lower the

borrowing costs of state and local governments, while providing additional capital for

community reinvestment. ALHFA supports this proposal.

Low-Income Housing Tax Credit Proposals

• Deep Rent Skewing - This proposal would allow multifamily housing projects

developed with Low-Income Housing Tax Credits allocated before 1989 to use the same

rent skewing between market rate rents and rents on the set-aside units that is permitted for

projects to which credits were allocated after 1989, i.e., a 2 to 1 rather than a 3 to 1 ratio.

ALHFA supports this change, which is included in the Senate-passed version of H.R. 2264,

as a matter of equity. Two types of projects would be affected by it: those that elected rent

skewing under the three-times rule but which are now having financial difficulty because of

a declining real estate market, and those that did not elect rent skewing because they could

not then meet the three-times rule but which could do so now.

• Carryforward - This proposal would treat credits carried forward from previous

years as used before current-year credits. ALHFA supports this proposal which basically is

"last in, first out." The carryforward provision under current law requires that the current

year allocation of credits be used before carryforward credits may be used. Thus, if a

housing credit ^ency is imable to allocate all of its credit authority in a given year it will

not be able to allocate its carryforward authority and it will lose it to the national pool.

Since the carryforward provision is intended to protect credit agencies from losing credit

authority in instances in which they are unable to fully allocate, they should not be

penaUzed as they are imder current law.

• Allowing Use of the 70 Percent Present Value Credit with Tax-Exempt Bonds - In

1989 Congress amended the Tax Code to permit the full 70 percent present value credit

with federal Community Development Block Grant funds (91 percent in high cost areas).

If the House provision dealing with tte credit and federal HOME funds prevails in

Conference on H.R. 2264, the full 70 percent present value credit will be permitted with

these funds. ALHFA strongly believes that Congress should complete the process by

extending the treatment it has provided to CDBG funds to HOME funds and to tax-

exempt bonds. Removing the current law penalty which reduces the credit to 30 percent

present value when HOME or bond proceeds are used would directly assist local housing

finance agencies, particularly those which function in innercity neighborhoods, to stimulate

the production of a significant amount of new, mixed-income housing. This would not

only add to the stock of low-income housing, but it would also create a positive housing

environment for the low-income households who are its occupants. Present law would

ensure that a combination of the credit and tax-exempt bonds would not result in over-

subsidizing a project, as allocating agencies would be required to provide only the amount

necessary to achieve project feasibihty.
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• Permitting Tax Credits for Units Occupied by Those Between 60 Percent of the

Median Income Up to 110 Percent of Median Income as Long As Each Such Unit is Offset

By Another Unit Occupied By a Household at 40 percent of Median or Less - ALHFA
strongly supports efforts to promote mixed income housing. However, this proposal adds a

level of complexity to the program which we do not believe is appropriate. ALHFA
supports the targeting requirements of current law. We also would supjKin additional

credits, perhaps at 30-percent present value, for units occupied by households between 60

and 80 percent of area median income. However, to require a corresponding number of

units at 40 percent of median income or below would jeopardize the financial feasibility of

the project and preclude economic integration of residential housing projects in innercity

neighborhoods.

• Providing Treasury with Authority to Waive Penalties For De Minimis Errors in

the Apphcation of Occupancy Requirements - ALHFA supports this useful modification to

current law in instances where there are inadvertent errors which can be corrected rather

than triggering a recapture of credits. It is included in the Senate-passed version of H.R.

2264.

• Providing Treasury with Authority to Waive the Aimual Requirement for Tenant

Income Recertification for Buildings Entirely Occupied by Low-Income Tenants - ALHFA
suppons this useful modification of current law as it will reduce the administrative burden

of project owners and credit allocation agencies who monitor recertification compliance. It

is included in the Senate-passed version of H.R. 2264.

In addition to the changes to the tax credit program which are before the Committee we

would also like to add ALHFA 's voice of support to several technical changes included in

the Senate-passed version of H.R. 2264 and urge the House Conferees to include them in

the Conference version of that legislation:

• reqviiring the housing credit agency to consider the reasonableness of the

development and operational costs of a project as an additional factor in m aking its

determination of the amount of credit to allocate to a project. We would caution,

however, that a reasonableness test must take into accoimt the higher cost of

constructing housing in "high cost" areas;

• allowing units occupied by full-time students to qualify for the tax credit if the full-

time students are a single parent and his or her minor children and none of the

tenants is a dependent of a third party. The amendment would also codify the

present-law exception regarding married students filing joint returns (which

continues to apply to all buildings placed in service since original enactment of the

credit in 1986);

• allowing an irrevocable election by the owner of a low-income building placed in

service before 1990 to use either apartment size or family size in determining

maTifniinn allowable rent. The election would be available only to taxpayers who

enter into a compliance monitoring agreement with a housing credit agency.

Further, the election wotild apply only with respect to tenants first occupying any

unit in the building after the date of the election and must be made within 180 days

after the date of enaament;

• prohibiting the denial of admission to a low-income tax credit project because the

prospective tenant holds a Section 8 certificate or voucher; no owner could

terminate tenancy or refuse to renew a lease except for serious or repeated violations

of the lease terms or for other good cause; would apply fair housing laws to tax-

credit supported housing;

Thank you for the oppornmity to present ALHFA 's views.
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Chairman Rangel. Mr. Peace.

STATEMENT OF ROGER GLUNT, PRESffiENT, NATIONAL ASSO-
CIATION OF HOME BUILDERS, AS PRESENTED BY J. LEON
PEACE, JR., TAX COUNSEL
Mr. Peace. Thank you, Mr. Chairman, members of the sub-

committee. My name is J. Leon Peace, Jr. I am tax counsel for the
National Association of Home Builders. I apologize that Mr. Glunt
is unavailable to testify here today, but he has been called away
to another appointment.
On behalf of the National Association of Home Builders and its

160,000 members, Mr. Chairman, I congratulate you for calling

this hearing and appreciate the opportunity to appear here today.
My comments will address several of the proposals pertaining to

the low-income housing tax credit and the rehabilitation tax credit,

as well as the Mortgage Revenue Bond Program.
At the outset, Mr. Chairman, I would like to point out that the

National Association of Home Builders supports the House, as op-

posed to the Senate, version of the budget reconciliation bill in part
because of its provision for the permanent extension of both the
low-income housing tax credit and the Mortgage Revenue Bond
Program. It has long been our policy that these programs are
equally important to meeting the need for affordable housing.
More efficient use of tax credits for low-income housing and reha-

bilitation, as well as the MRB programs, will help meet the grow-
ing need for affordable housing. In this regard, we are concerned
with the correction of a flaw in the current language with respect
to the so-called "stacking rule" of the low-income tax credit.

The stacking rules create an unmanageable problem in that a
State that fails to use all its current year authority by year end
will lose any prior year authority to the national pool, in effect, giv-

ing that State only 1 year of tax credit authority where Congress
clearly intended to give 2.

In 1992, this problem caused a premature shift of tax credit au-
thority for over 5,000 low-income housing units from States to

other States and deprived nearly 7,000 low-income families of need-
ed affordable rental housing. This year, 37 States stand to lose tax
credit authority for about 28,000 units to the national pool. An-
other 8,500 low-income families in eight States stand to lose need-
ed affordable rental housing entirely. NAHB supports the proposal
to stack credit authority carried forward from the previous year be-

fore the current year's per capita credit authority.

Due to the credit crunch, permanent debt financing for all forms
of multifamily housing production, including debt for tax credit

projects, has been in very short supply.

Conventional lenders are often most reluctant to lend to multi-

family projects that involve tax credits because these projects typi-

cally involve complex, multiparty fingincing arrangements. By al-

lowing for the full 9 percent tax credit to be made available to

projects financed with tax-exempt bonds and other below-market
Federal loans. Congress would enable housing finance agencies and
other lenders to get back into the business of providing permanent
financing for tax credit projects.
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While there may be some concern that such a change would re-

sult in too rich a subsidy, we would argue to the contrary. The
State credit agencies are already charged with the responsibility of

allocating the credit in amounts limited to those which make the
proiect feasible. This would merely provide them with one more
tool to use in developing sound projects. NAHB urges that these
provisions be enacted this year to prevent the further loss of much
needed affordable rental units.

The MRB program has been one of the most effective programs
in addressing the affordable homeownership problem for first-time

buyers. However, the current $15,000 limit on the size of qualified

home improvement loans limits the abilitv of moderate-income tax-

payers, to whom the program is targeted, to capitalize on the eq-

uity in their homes. NAHB supports the proposal to increase the
maximize size of qualified home improvement loans under the
MRB program from $15,000 to $25,000.
Another substantive point that must be addressed is the recap-

ture provision enacted in 1990. The provision not only discourages
participation in the program, it is so onerous as to defeat the pur-
pose of the program. Without the use of the accumulated equity,

many homeowners cannot continue on the ladder of homeowner-
ship. Moreover, the impact of carrying such homes and inventory
can be devastating to the builder and causes administrative dif-

ficulties for State housing agencies.

Finally, we would like to thank Representative Barbara Kennelly
for introducing H.R. 1406. We commend her for her unwavering
support for affordable housing and for eliminating tax impediments
to its creation,

NAHB believes that the amount of rehabilitation credit that indi-

vidual investors can utilize under the "passive loss" rules should be
increased. We understand that there is a possibility that absent
such change there will not be sufficient investor equity to fund all

projects which will be produced under the program. Although we
would prefer to see a complete repeal of the $25,000 loss limitation

with respect to the low-income housing tax credit and the rehabili-

tation tax credit, we urge the passage of 1406 as a step in the right

direction. NAHB urges the passage of these proposals as soon as
possible.

Mr. Chairman, that concludes my remarks. I would be delighted
to answer any questions you have on my statement.
Chairman Rangel. Thank you, Mr. Peace.
[The prepared statement follows:]
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STATEMENT OF THE NATIONAL ASSOCIATION OF

HOMEBUILDERS

before the

SUBCOMMITTEE ON SELECT REVENUE MEASURES

HOUSE COMMITTEE ON WAYS AMD HEAHS

July 13, 1993

Mr. Chairman, members of the Sxibcommittee:
Ky name is Roger Glunt . I am a home builder from Turtle

Creek, Pennsylvania and am President of the National Association of
Home Builders. On behalf of the National Association of Home
Builders (NAHB) and its 160,000 members, I congratulate you for
holding this hearing and appreciate the opportunity to appear here
today. My testimony will address several of the miscellaneous
revenue proposals before you during this series of hearings which
directly impact housing production. Specifically, I will address
the proposals with respect to the modification of the Low- income
Housing Tax Credit (LIHTC) , Rehabilitation Tax Credit, and Mortgage
Revenue Bond (MRBs) programs, Contributions-in-Aid-of -Construction
(CIAC) , and Export of Unprocessed Timber.

In the past few years, while the country experienced a
recession, the housing industry suffered through a de facto
depression. The destabilization of real estate and a "credit
crunch" transformed the housing segment from a source of economic
growth to a source of economic stagnation.

The housing industry has traditionally led the U.S. economy
out of recessions. It has done so seven times since World War II.
Last year, however, while single family home building experienced
some improvements, the housing recovery was modest by historical
standards, and the lack of vigor in the housing recovery was a
factor in the very limited recovery in the overall economy.
Housing continues to lag behind past recoveries and real estate
values continue to suffer. We believe that federal tax policy must
contain initiatives that will remedy the weakness in the housing
industry. In any event, federal tax policy should not exacerbate
the weakened condition of the industry. We further believe there
will be no sustained economic recovery without a recovery in the
housing industry.

Multifawii Iv Rental Dpmand
Dem^tnd Growth

The multifetmily housing picture is less than encouraging.

Each year through the 1990s, an additional 350,000 multifamily
units will be needed to accommodate an increased number of
households and to replace existing units removed from the housing
stock. Approximately 300,000 multifamily units will probably be
needed in buildings with 5 or more units with the balance in 2 to
4 unit buildings. Most of the growth in the demand for multifamily
rentals will be among moderate-, low and very-low income
households.

The demand for additional multifamily rental housing is the
sum' of the projected growth in multifamily renter households, the
projected demand for units to replace the number that are lost on
net from the available stock, and changes in the number of vacant
units needed to accommodate household growth.

74-512 0-94-30
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Meeting the Dep"'"'^

The Joint Center for Housing Studies of Harvard University
study of the State of the Nation's Housing in 1991 concluded that
"today's level of multifamily starts is well below that required to
accommodate even modest projected increases in renter households--
let alone allow for replacement of units demolished or otherwise
removed from the inventory." Demand for multifamily housing is
about 350,000 units per year and the level of multifamily starts in
1991 is only half that number^.

Although there is currently an excess supply of vacant units
in certain regions, net additions to the rental stock from changes
in the existing stock and new construction will almost certainly
not be sufficient to meet the future demand for multifamily housing
unless steps are taken soon to encourage new construction. An
undersupply of multifamily rentals will cause rental markets to
tighten, rents to rise, and housing cost burdens on the poor to
increase. A lack of affordable rental housing could lower the rate
of household formations. Some who might otherwise form renter
households may be forced to double up with other families, remain
in their parents' homes, and, in the worst case, end up homeless.

Since the Tax Reform Act of 1986, multifamily production has
plummeted and except for units built under the LIHTC, what little
production that has been taking place has been targeted towards
middle- and upper- income renters. In 1985, 56 percent of all
multifamily completions rented for less than $450, but by 1989 only
19 percent were so rented. This has contributed to an annual
average net loss of 324,000 multifamily rentals with rents under
$450 between 1985 and 1989' . The loss of these units has meant
greater hardships for low- income renters and has reduced the flow
of existing moderate -income units into the low- income stock.

Virtually all of the limited volume of multifamily rental
construction since 1986 that has been intended for low and moderate
income families has been supported by the low income tax credit
program - - the only remaining tax incentive for production of
affordable rental housing.

Sinale-Famllv And Homeownership Statistics

In the single- family area, homeownership rates among young
families have fallen. The decline in homeownership began in 1980
and continued through 1989 before reversing itself slightly in
1990. The 1990 homeownership rate of 64.1 percent remains well
below the 65.6 percent of 1980. The most dramatic drop in the
homeownership rate during that period has been among young families
who typically are first -time buyers.

The Harvard Joint Center for Housing Studies 1992 report,
"State of the Nation's Housing," found that high costs continue to
limit access to homeownership for many potential first -time buyers.
Only those age 65 and over have shown any increase in homeownership
rates since 1980. Much of that shift is attributable to changes in
the distribution of income. The share of income flowing to young
families has fallen despite the greater number of young families
with two earners in the labor force.

The demand for single- family homes should be strong during the
1990s. Single- family starts should not be affected by the expected
slowdown in household growth relative to past decades because
changes in the age structure of the population will favor higher
rates of homeownership, and greater demamd for single-family homes.

MtiH-i-PaiiUlY Statigt:i<?p

Our analysis indicates the LIHTC supports the construction or
rehabilitation of about 130,000 low income rental units each year
including 60,000 to 70,000 new units. The LIHTC is responsible for
more than one- third of all 1992 multifamily starts, nearly half of
all rental multifamily starts, and virtually all the new rental
units availcUale to households with incomes under $15,000*.
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Assuming the permanent extension of the LIHTC, tax credit
assisted units will probably account for about eighteen percent of
all multifamily completions and one quarter of multifamily rental
completions over the remainder of the decade. More importantly,
tax credit assisted units would account for as much as 93 percent
of all low- income multifamily rentals completed in the 1990s.
Under the current program, the credit obtains 70% usage. It is
axiomatic that, to obtain the maximum amount of usage per dollar,
the program must be made easier to use.

Low- Income Housing Tax Credit- -State Credit Authority Limitation:
Stacking Rule

The Code provides for the use of the total amount of annual
credit authority for a state (state housing credit ceiling) . This
ceiling is equal to the population component (typically $1.25 per
capita) plus unused authority from the previous year, plus credit
authority from the national pool. States are allowed two years to
allocate their per capita authority. The national pool consists of
authority that sates did not use in the allocated time frame. The
pool is distributed to states based on population. To be eligible
for national pool authority, states must have used all of their
authority for the prior year. In practice, therefore, the annual
authority for a state is the population component plus either the
unused authority from the previous year or the national pool
authority.

Under the order of use, or "stacking rules", the population
component must be used first before previous year authority or
national pool authority. At the end of the year, the unused
population component may be carried over to the next year for use
in the state; the unused previous year authority for a state , if
any, goes to the national pool for use in other states; and the
unused national pool authority is returned to Treasury.

The stacking rules create an unmanageable problem in that a
state that fails to use all of its current year authority by year
end will lose any unused previous year authority to the national
pool, in effect giving that state only one year of tax credit
authority where Congress clearly intended to give two.

In 1992, the stacking rule problem caused the premature shift
of tax credit authority for over 5,000 low income housing units
from some states to others and deprived nearly 7,000 low income
families of needed-af fordable rental housing. The need for remedy
of this problem is immediate. Thirty-seven states stand to lose
tax credit authority for about 28,000 units to the national pool in
1993. Another 8,500 low income families in eight states stand to
lose needed affordable rental housing.

The legislative history with respect to the carryover rule
clearly indicates that it was Congressional intent to allow states
a two year period within which to use tax credit authority. NAHB
urges the implementation of this proposal as soon as possible to
prevent the loss of sorely needed affordable housing.

Low- Income Housing Tax Credit- -Projects Financed by Tax-Exeiq>t
Bonds

Like all multifamily projects, tax credit assisted projects
depend on the availability of debt financing. Due to the credit
crunch, permanent debt financing for all forms of multifamily
housing production, including that for tax credit projects, has
been in very short supply. Conventional lenders are often most
reluctant to lend to multifamily projects that involve tax credits
because these projects typically involve complex multi-party
financing arrangements. Congress is in a iinique position to help
solve this problem. By allowing for the full nine percent tax
credit to be made available to projects financed with tax-exempt
bonds and other below market federal loans. Congress would enable
housing finance agencies and other lenders to get back into the
business of providing permanent financing for tax credit projects.
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While there may be some concern that such a change would
result in too rich a subsidy, we would argue to the contrary. The
state credit agencies are already charged with the responsibility
of allocating the credit in amounts limited to those which make the
project feasible. This would merely provide them with one more
tool to use in developing sound projects. Moreover, the cost of
such a change would be minimal . Both the LIHTC program and the
tax-exempt bond program are already accounted for, hence, their
combined use would have little, if any, revenue impact.

NAHB urges the implementation of this proposal.

Treatment of Rehabilitation Tax Credit Under the Passive Loss Rules
(H.R. 1406)

We would like to thank Rep. Barbara Kennelly (D-CT) for
introducing H.R. 1406, which bill would repeal the adjusted gross
income phaseout for rehabilitation credits under the passive loss
rules and would increase the $25,000 deduction equivalent amount to
$65,000. We commend Rep. Kennelly for her unwavering support for
affordable housing and eliminating tax impediments to its creation.

NAHB believes that the amount of rehabilitation credit (and
LIHTC) individual investors can utilize under the passive loss
rules should be increased. We understand that there is a
possibility that, absent such change, there will not be sufficient
investor equity to fund all the projects which will be produced
under the program. Although NAHB would prefer to see a complete
repeal of the $25,000 loss limitation with respect to the low
income housing tax credit and the rehabilitation tax credit, we
urge the passage of H.R. 1406 as a step in the right direction.

Mortgage Revenue Bonds

The MRB program has been one of the most effective programs in
addressing the affordable homeownership problem. More importantly,
the MRB prograim addresses the problem at minimal expense . The
current $15,000 limit on the size of the qualified home improvement
loans limits the ability of moderate income taxpayers, to whom the
program is targeted, to capitalize on the equity in their homes.

Another substantive point that must be addressed is the
recapture provision enacted in 1990. The provision not only
discourages participation in the program but is so onerous as to
defeat the purpose of the program. By way of example, one builder
has informed us that he has been unable to sell much needed
affordable homes, which he built in reliance on the prospective
purchasers being able to utilize MRBs, because of buyer fear of the
recapture provisions. Without the use of their accumulated equity,
many homeowners cannot continue on the ladder of homeownership.
Moreover, the impact of carrying such homes in inventory can be
devastating to the builder and causes administrative difficulties
for the state housing agencies.

NAHB urges you to increase the maximxam size of qualified home
improvement loan under the MRB program. We also encourage your re-
examination of the recapture provision.

Treatment of Contributions in Aid of Construction (CIAC)

CIACs are payments that a utility requires from a new customer
to compensate the utility for the cost of equipment that the
utility must buy to serve that customer. The changes to CIAC made
by the Tax Reform Act of 1986 worsened the affordable housing
problem. Prior to the 1986 Act, the Internal Revenue Code Section
118(a) excluded from gross income any contribution to the capital
of a corporation. In order to be treated as a contribution to
capital, an amount paid to a corporation had to be motivated either
by donative intent, or a belief that the contributor would somehow
be advantaged by the enlargement of the capital of the corporation.
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Specifically, Code Sec. 118(b) provided that a corporate regulated
public utility that provides electric energy, gas, water, or sewage
disposal services could treat contributions received in aid of
construction as nontaxable contributions to capital.

Several requirements had to be met in order for a payment to
a utility to be treated as a CIAC under Code Sec. 118 (b) : First,
the money or other property transferred to the utility had to be an
contribution in aid of construction; Second, any money received had
to be spent for the intended purpose of the contribution within a
specified period of time; Third, the CIAC could not be included in
the utilities rate base or rates allowable with respect to a CIAC.
Finally, property purchased with such a contribution had no
depreciable tax basis and was not eligible for the investment tax
credit.

Over the years, a substantial body of case law developed legal
and financial theories for the non- taxation of CIAC. Specifically,
in Liberty Light and Power Company . 4 B.T.A. 155 (1926); acq. VI-1
C.B. 4 (1927) , it was determined that contributions of utility
lines future users were a contribution of capital and not
prepayments for services. This rule controlled until the 1970'

s

when the Supreme Court ruled, in U.S. v. Chicago. Burlington &
Ouincy Railroad Co. . 412 U.S. 401 (1973), that the value of the
property received was income if it could be traced to the provision
of specific quantifiable services.

Initial Congressional response to the erosion of the capital
contribution concept was displayed in both the Tax Reform Act of
1976 and the Revenue Act of 1978, wherein specific language
provided that CIAC made to water and sewage companies (1976 Act)

,

as well as gas and electric utilities (1978 Act) were non-taxable.

The 1986 Act repealed Section 118(b) to require corporate
regulated public utilities to report as an item of gross income
cash or the value of any property received to provide services to
the person transferring the cash or property. Congress believed
that such contributions represented prepayments for services. As
a result, CIAC received after 1986 are taxable to the utilities in
the year of receipt. Utilities have increased, or "grossed up" the
amount of the CIAC they require to compensate for the tax. The
term "grossed up" refers to the series of mathematical calculations
required to determine the amount of money needed to offset the tax
liability. The "gross up" represents the taxes paid on the
contribution plus -the tax on the tax, adding up to 70 percent to
the builder/developers' cost.

Most public utilities prohibit the inclusion of the cost of
the added liability in the rate base. If this were allowed, the
cost would be spread to all consumers. The utilities simply
consider the increased tax liability as an increase in the cost of
adding new customers. As a result, most utilities charge the
builder/developers, who are frequently the customers in these
cases, a fee for transferring capital CIAC that is ecpaivalent to
the tax. Builders must pass these costs on to the buyer. As a
result, the price of housing has risen as much as $1,000 - $2,000
per xinit, thereby ma]ting housing unaffordable for many Americans.
Worse, the cost to the buyer is generally greater than the tax
because the builder must borrow these funds during the development
stages but does not recoup them until sale. Accordingly, home
costs are increased by a multiple of the "gross up" to compensate
for time and risk to the lender.

The CIAC tax has had an uneven national intact, depending upon
whether the particular area is served by a regulated public utility
or tax-exempt municipal or county utility, or the method of
determining the "gross up". The methods differ between states,
types of utilities and individual corporations. However there are
two basic categories: the full gross up and net present value gross
up.



900

Full Gross Up

The full gross up has the most devastating impact on builders.
It involves collecting the full amount of the federal and local
taxes on the CIAC, plus the full amount of taxes due on the tax
payment. The formula used is ((Tax Rate / 1-Tax Rate)) x CIAC.
With a 34% federal tax rate and a 6.5% state/local tax rate this
would result in a gross up to cover the tax on CIAC of 62%. Under
the full gross up method the contributor is not given credit for
the depreciation benefits that the utility will be able to take in
future years.

Net Present Value Gross Up

The net present value gross up is based on the idea that the
additional charge imposed on the builders should reflect the future
depreciation. This method puts the utility at some risk because
changes in tax rates can cause lower (or higher) than expected
depreciation benefits over the tax life of the contribution. In
the event of loss, it may be absorbed by shareholders or be passed
on to the ratepayer, depending on state public utility commission
regulations.

Present value of future depreciation depends on which discount
rate is to be used. Suggestions include government bond rates, the
utilities rate of return from their last filing plus a risk
premium. By way of example, assuming a 20 year taxable life for a
CIAC, a 34% federal tax rate, and a 6.5% state/local tax as used
above, the net present value method results in a gross up of
roughly 23%, based on a discount rate of 17%. A higher rate of
return would result in a larger gross up collected, and vice versa.

Each Congressional session since the imposition of the tax on
CIACs, legislation has been introduced which would have repealed
the CIAC tax. In this regard, we would like thank Rep. Bob Matsui
(D-CA) for his tireless efforts in sponsoring legislation which
would restore Internal Revenue Code section 118 (b) exempting CIAC
from gross income. This session. Rep. Matsui has introduced H.R.
846.

According to Joint Tax Committee estimates, repeal of the tax
will cost $108 million over a five year period. To offset this
cost, H.R. 846 provides for the extension of the depreciable life
of water utility property from 20 to 25 years under the straight

-

line depreciation -method, generating revenue of $140 million over
the same period.

While NAHB would prefer to see the tax on CIAC completely
repealed, this proposed change will help to bring down home prices,
and make housing more affordable throughout the country.

Log Exports

In 1992, timber growers exported more than 3 billion board
feet of raw logs, more than half of which went to Japan. From
October 1992 through March 1993, lumber prices more than doubled,
adding as much as $5,000 to the cost of a new home, thereby
severely impacting housing affordability in this country.

At a time when Northwest mills are closing due to a lack of

timber to process, and a severe dropoff in timber supply is having
a dramatic effect on the price of lumber, it is not in our nation's
best interest to maintain a tax subsidy for log exporters. We
would like to express our appreciation to Rep. Peter DeFazio (D-OR)

for introduction of his bill, H.R. 1997 to eliminate the tax
incentives for raw log exporters and Rep. Mike Kopetski (D-OR) for
his support of eliminating such tax incentives. We would hope the
Members could work together to get a bill to address this important
issue this year.
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The President's plan announced on July 1, provides for
eliminating tax incentives for raw log exporters and provides for
increased domestic processing. Moreover, the Senate version of the
Budget reconciliation bill eliminating such tax advantages lends
further support to our position that this issue should be given
prime consideration during this legislative session. The changes
proposed in H.R. 1997 will promote en^Jloyment in the lumber
industry, help to bring down lumber prices, and thereby make
housing more affordable throughout the country.

COKCLPSION :

The National Association of Home Builders urges the passage of
these proposals as soon as possible. This concludes my remarks.
I would be glad to answer any questions you have about my
statement

.

END NOTES

Total housing production in the 1990s will average 1.5 million housing units.

The source of demand will be comprised of 1.16 million additional households
per year, .13 million more unit to maintain vacancies, and .21 million

replacement units for removals.

2. The Future ofHome Building - 1992 to 1994 and Beyond, National Association

of Home Builders, 1992, p. 9.

3. The Future ofHome Building - 1992 to 1994 and Beyond, National Association

of Home Builders, 1992, p. 184.

Approximately 65,000 LIHTC units were started in 1992, compared to

1 70,000 units in buildings with 2 or more units of which 1 29,000 were offered

for rent. Incomes below $15,000 are capable of paying $375 per month in

gross rent (including utilities) which is below the return necessary for an
average market rate unit.
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Chairman Rangel. Ms. Borton.

STATEMENT OF PAMELA K. BORTON, CHAIRPERSON AND
PAST PRESIDENT, COUNCIL FOR RURAL HOUSING AND DE-
VELOPMENT, AND PRESIDENT, SOUTHWIND MANAGEMENT
COMPANY, CLEARWATER, FLA.

Ms. Borton. Thank you, Mr. Chairman, members of the sub-
committee. I want to thank you for the opportunity to testify at
this hearing.
As you indicated, my name is Pam Borton and I am currently

Chair and past president of the Council for Rural Housing and De-
velopment. I am also president of Southwind Management Services
which is a property management firm based in Clearwater, Fla.

The firm specializes in the management of low-income housing pro-
grams, most notably those properties that are financed througn the
Farmers Home Administration 515 Rural Rental Housing Program.
As a matter of background, the Council for Rural Housing and

Development is made up of over 350 developers, financiers, and
managers of projects under the Farmers Home Administration's
515 program. Our membership also includes 22 State-affiliated

member associations. It is on behalf of the Council for Rural Hous-
ing Development that I speak today.

Mr. Chairman, although I do understand that the purpose of to-

day's hearing is to address certain specific housing issues as they
relate to the low-income housing tax credit, I think that we would
be remiss if we did not thank you personally for your outstanding
leadership in preserving and improving the tax credit.

I have had the pleasure of speaking before you in the past and
have listened to your affirmation of how much the credit has done
to housing in your district. You have toured some of your commu-
nities, and they really have been an asset. We want to encourage
you to go ahead and make this tax credit permanent, which, of
course, is currently in both budget reconciliation bills.

But as important as the extension of the tax credit is, there are
some other issues that relate to the tax credit that I would like to

take a moment to address today. And I would like to follow those
comments by some other issues that are not currently on the agen-
da of the taix credit issues before the committee but that we believe
are equally important and should find some dialog somewhere
down the road.

In 1990, Congress passed legislation to make full-time students
eligible for occupancy in a tax credit unit when they are the head
of the household and receive Aid to Families with Dependent Chil-

dren, or AFDC. It seems contrary to this committee's agenda, as
well as that of the current administration, to make the collection

of welfare benefits a condition of housing.
I know as a practitioner of property management, it is very dif-

ficult for me to explain to a rejected low-income applicant who is

a full-time student and is independent and out on his own, that he
is not eligible, and yet I am permitted to accept the low-income,
single-parent AFDC recipient.

You know, the whole purpose, I believe, of low-income housing is

to encourage upward economic mobility. By making welfare pay-
ments a condition of housing for some, while others are out there
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trying to make it on their own and are being rejected for that af-

fordable housing, is just a terrible inequity.
We would encourage that the conference committee on the budg-

et reconciliation bill also be urged to look at the full-time student
issue for some redress because of the inequities that are created.
One of the other issues was already, I think, admirably ad-

dressed today by Congressman Schumer, which is the relief on tax-
ation on reserves. I would encourage there be thought given, how-
ever, not to limit this just to co-ops, but extend it to all low-income
housing.
We have heard from Mayor Daley om abandoned industrial sites.

We are going to experience that with housing as well if we continue
to penalize good stewardship, which is the creation of those re-

serves, through the current taxation laws that apply to the re-

serves.

We are encouraging a change in that part of the tax law, except
for when the reserves, of course, are actually used, and then we un-
derstand that the interest earned on the reserves should be treated
as taxable income.
There has also been comment today about the preservation of the

historic properties by converting them into low-income housing tax
credit properties. We would urge that there be consideration given
to lifting the $200,000 to $250,000 phaseout for the investors that
are permitted to invest in the historic rehab.
We believe that this is extremely important, otherwise you are

sending a signal that the historic rehab properties don't deserve
the same or equal credit as other tax credit properties. This actu-
ally may discourage the preservation of some of the historic rehab
because the developer knows he is not going to get investors, who
are going to want to buy into the deal, simply because of the limi-

tations on the income cap.

On community service facilities, which is one of the other issues
before the committee, we believe that the proposal to include ineli-

gible basis, the cost associated with community service facilities, as
contained in Senate bill 487, introduced by Senators Mitchell and
Danforth, would be useful as an addition to Section 42. However,
we seriously question one aspect of that legislation, which would
restrict this provision only to qualified census tracts. We don't un-
derstand that provision.

We believe that if it is important enough to consider the cost
basis of community facilities for tax-credit properties' viability, we
should look at all tax credit properties, not just those in census
tract areas.

Some of the other issues which we support are the proposal to

permit Treasury waivers. As a property manager, I would really

encourage consideration of this.

It is very easy for inadvertent and the small arithmetic errors to

occur. They can be corrected down the road.
We would like the Treasury Department to be permitted to waive

penalties for these type of de minimis errors. We think that they
should be given that discretion as it is extremely important to the
actual practice of the tax credit program.
With respect to waiver of annual recertifications on 100-percent

low-income buildings that are assisted only by the tax credits, we
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don't believe there is any reason to recertify those incomes since
there is actually no penalty upon either the developer, the owner,
or the tenant, and it would eliminate a lot of paperwork burden
and unnecessary and costly procedures.
One of the most important issues that we are facing as an orga-

nization particularly deals with Farmers Home 515 and the dis-

crepancy that we currently have between the basic rents that we
are required to charge by the lending agencv and the maximum tax
credit rents that are allowable. We would like, and have spoken be-
fore this committee in the past on that particular issue, that there
be some attention to redress there.

What occurs is, in essence, if 30 percent of a tenant's adjusted
monthly income translates into $275, and the Farmers Home basic
rent is $250, for tax credit projects that were allocated credits in

1987, 1988 and 1989, the owners or developers of those properties
are actually faced with buying down that $25 difference since the
Federal agencv that has financed them does require that we remit
the entire dollar amount. So we would encourage consideration of
changing that.

Chairman Rangel. Ms. Borton, we have run out of time here.
Ms. Borton. I do want to thank you for giving us an opportunity

to present these issues before the committee today.
Thank you.
[The prepared statement follows:]
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STATEMENT OF PAMELA K. BORTON
COUNCIL FOR RURAL HOUSING AND DEVELOPMENT

Mr. Chairman and Members of the Subcommittee, thank you for
this opportunity to testify at this hearing. My name is
Pamela K. Borton and I appear today on behalf of the Council for
Rural Housing and Development of which I am Chairperson and Past
President. I am also President of Southwind Management Company,
a real estate property management firm specializing in the
management of low-income rental properties and particularly,
those assisted under the Farmers Home Administration Section 515
rural rental housing program.

As a matter of background, the Council is an organization of
over 350 developers, financiers and managers of properties under
the Farmers Home Section 515 program. Our membership also
includes 22 af filiated-member state associations.

Mr. Chairman, although I understand this hearing concerns
certain specific housing Issues, most of which relate to the Low-
Income Housing Teuc Credit, we would be remiss if we did not thank
you for your years of outstanding leadership in preserving and
improving the Tax Credit. We know you will be doing all you can
to assure that the Tax Credit is made permanent in conjunction
with the upcoming Conference Committee deliberations. As you
know, both the House and Senate provided for permanent extensions
in their Budget Reconciliation bills. While the issues being
discussed today are significant, they all pale in importance to a
permanent extension of the Tax Credit.

I would like now to proceed to a discussion of several of
the issues before the Subcommittee.

ELIGIBILITY OF SINGLE PARENTS WHO ARE
FOLL-TIME STUDENTS FOR THE LIHC

In 1990, Congress passed legislation to make full time
students eligible for occupancy in a T«uc Credit unit when they
are the head of the household and receive Aid to Families with
Dependent Children (AFDC) . This was a very important program
change as it enabled many previously ineligible households to
become eligible for Tax Credit housing. Unfortunately, there are
still families being turned away from housing because they do not
collect AFDC and therefore do not fall into this narrow window of
eligibility. We believe low income tenants should be encouraged
to attend school and so long as they are single and not the
dependent of a third party emd fall into the eligible income
definition, they should not be denied residency. We note that
the Senate Budget Reconciliation bill contains this provision and
we urge its adoption by the Conference Committee.

RELIEF ON TAXATION OF RESERVES

The proposal to provide relief to co-ops from tax on
interest on reasonable reserves and from other income sources
should be expanded to provide relief from all re<iuired reserves
maintained by all owners (not just co-ops) , particularly where
the reserve amounts revert to the agency requiring the reserves
upon termination of the agency's assistance or mortgage.
Moreover, reserves In such cases cannot be utilized without the
agency's consent. Thus, under present law, reserves and interest
thereon which are eventually paid over to the agency and which
are tightly controlled by agency requirements are nonetheless
taxable Income to the owner. Except when the reserves are
actually used by an owner, the reserves and interest earned on
reserves held by all otmers should not be treated as tzucable
income

.
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REMOVAL OF THE $200,000 INCOME LIMIT FOR HISTORIC
REHABILITATION TAX CREDITS USED IN CONJUNCTION WITH THE LIHC

Those wishing to preserve historic properties by converting
them into low-income housing Tax Credit properties are
discouraged from doing so by an anomaly in the existing law. In
1989, the Congress repealed a provision that had prohibited
investors with incomes of over $200, 000-$250, 000 from utilizing
some or all of the low- income credit. However, it left in place
a similar provision with respect to the historic rehabilitation
credit. Most pxiblicly offered partnerships which invest in low-
income credit properties have a number of investors whose incomes
are more than $200,000 and who are thus unable to utilize
historic credits. The result is that these investment
partnerships are not particularly interested in historic
credit/ low- income housing credit projects. Those developing such
projects, knowing that many of their potential investors will be
uninterested in historic credits, have no incentive to attempt to
preserve these properties' historic features by utilizing the
historic credit. There is no reason to maintain this distinction
between credits; at a minimum, the $200, 000-$250, 000 income
phase-out rule should be repealed for properties which are
eligible for and receive both the historic and low-income
credits.

COMMUNITY SERVICE FACILITIES

We believe that the proposal to include in eligible basis
the costs associated with community service facilities, as
contained in S.487, introduced by Senators Mitchell and Danforth,
would be a useful addition to Section 42. However, we seriously
question one aspect of that legislation, which would restrict
this provision only to qualified census tracts. If the Congress
determines that allowing the basis associated with community
service facilities (such as day care centers) to be included in
eligible basis, there is no rationale for only permitting this
treatment in qualified census tracts. Such facilities may be
just as important amd useful to the overall success of a property
in areas outside of qualified census tracts. We suggest
eliminating this restriction if this legislation is passed by the
Congress

.

LIHC CARRYFORWARD ROLE

Mr. Chairman, we understand that this provision is a very
high priority of the Housing Credit Agencies, which have done a

superb job of administering the Tax Credit. We are very
supportive of this proposal and would defer to our friends at the
National Council of State Housing Agencies for detailed comments
on this issue.

PROPOSALS TO PERMIT TREASURY WAIVERS

We support the proposals that would allow the Treasury
Department to waive penalties for de minimis errors in the
application of tenant occupancy requirements and to waive annual
recertifications of tenant incomes in 100% low-income buildings.
With respect to the former proposal, we believe it is fair and
sensible. As you are aware, the LIHC program is very
complicated. As a property manager with a great deal of
experience in this area, I believe my company is very proficient
in following and applying the LIHC rules. However, inadvertent
de minimis errors can occur, given the complexity of the program
amd human nature, and Treasury should be given discretion to
waive penalties under these limited circumstances.

With respect to the latter proposal, we believe that it will
reduce unnecessary paperwork. Many projects, particularly those
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assisted by HUD and FmHA, have separate annual recordkeeping
requirements which are necessary to determine subsidy levels.
However, in 100% low-income buildings only assisted by the Tax
Credit, there is no reason to recertify incomes of existing
tenants because no penalties are applied to the owners or tenants
even if incomes increase beyond the limits (provided new tenants
meet the income limitations) . Thus, the only necessary
verification should occur upon initial occupancy; thereafter,
recertifications amount to costly and unnecessary paperwork.

USE OF TAX-EXEMPT FINANCING
WITH THE 70 PERCENT TAX CREDIT

As the Stibcommittee is well aware, despite recent drops in
interest rates, there continues to be a "credit crunch"
throughout the country. Nowhere is it felt as severely as in the
low-income housing sector. Developers, both non-profit and for-
profit, unanimously agree that finding mortgage financing has
become the single greatest impediment to the development of
affordable housing. Savings and Loans and commercial banks are
reluctant to lend on any real estate; loaning for low-income
housing is virtually unthinkable (with the exception of the
Federal Home Loan Banks' Affordeible Housing Program, which can
meet only a fraction of the overall need) . With the demise of
the FHA coinsurance progreim and the implementation of
restrictions by HUD on Tax Credit properties, FHA-insured
financing has ceased to address the need.

The Congress could help address this situation by allowing
the use of the 70 percent credit with financing provided by tax-
exempt bond proceeds. Under present law, the use of tax-exempt
bonds restricts a project to the 30 percent credit and has
resulted in very little utilization of such bonds in credit
eligible projects because, quite simply, the "numbers" do not
work. If this restriction were removed or modified, bond
financed credit properties would become feasible and such
financing could begin to fill a very critical need for mortgage
debt.

USE OF THE LIHC BY BUYER OR
SELLER IN YEAR OF TRANSFER

Although we have not examined legislation dealing with the
use of the Tax Credit during the year a project is disposed, we
assume that this issue arises from the statement in the General
Explanation of the Tax Reform Act of 1986 (the "Blue Book"T that
in the year of a recapture event, no credit is allowable for the
teucpayer subject to recapture. As discussed below, we do not
believe recapture should occur simply because of the transfer of
a property in compliemce with the Tax Credit rules or a
partnership Interest therein. Accordingly, both the buyer and
seller of a property should be able to use the Tax Credit pro-
rated, as under present law, by application of a mid-month
convention for the month of transfer.

OTHER PROPOSALS

Mr. Chairman, we would also like to include for the record a
brief discussion of other issues which are important to our

Need to Modify Rent Rules

In 1989 the Congress changed the manner by which rents were
determined by requiring that rents be figured on the basis of the
n\unber of bedrooms in a iinlt, not by the number of occupants.
This change was fairer for both tenants and owners and provided
predictability when underwriting Tax Credit projects. However,
the change was made only for projects receiving allocations in
1990 and thereafter.
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A persistent problem for owners and managers of these
properties is the confusion caused by the different rent rules
which apply for projects depending on when they received an
allocation. These new rules, which Congress determined to be
more appropriate, should be applied to projects which received
1987-1989 credit allocations. In order to assure that no tenant
would be burdened by this change, this change should be effected
only upon the vacancy of a unit. We are pleased that the
Committee included this amendment in its version of H.R. 11 last
year and that the Senate included it in its version of the Budget
Reconciliation bill. We hope the conference will adopt this
important provision.

In addition, under the Section 515 rural rental housing
program, the Farmers Home Administration requires the collection
of rents which are the higher of the (i) "basic rent" (based on
payment of the FmHA 1% interest rate note, the required operating
and maintenance expenses, and an 8% return on the owner's 3%
equity in the project) or (ii) 30% of the tenant's adjusted
income

.

A problem occurs when the Tax Credit allowable rents are
lower than the FmHA calculated rents. (This problem takes place
if there is a decrease in median incomes, which has occurred in
over 15% of the country in 1993 or if the tenant's income rises.)
In such cases, the owner must make up the difference between the
allowed Tax Credit rent and the required FmHA rent. Rental
assistance (RA) , the FmHA svibsidy which makes up the difference
between 3 0% of a tenant's income and the FmHA calculated required
basic rent, does not count towards a tenant's actual rental
payment for purposes of the Tax Credit; i.e., the owner is

permitted to collect RA in addition to the tenant's payment (if

the tenant payment is within Tax Credit limits) . However, RA is
not always available. In addition, where 30% of an RA tenant's
income is more than the Tax Credit restricted rent, the owner
must make up the difference between the Tax Credit rent and 30%
of the resident's income (up to the point where the rental
assistance kicks in)

.

In 1990, Congress addressed a portion of this issue,
effective for properties receiving Tax Credit allocations after
1990. The Code now permits the owner to collect from the tenant
the sunovmt abo-vs the "basic" rent to the extent that the owner
must pay that eunoiint as "overage" to FmHA, even if the tenant's
payment exceeds the otherwise applicable Tax Credit rent. We
strongly believe that this rule should be made effective for
properties receiving pre-1991 allocations. Moreover, if the Tax
Credit rent falls below the basic rent, due to a decrease in area
median income, the existing provision (even for post-1990
properties) does not allow the owner to collect from the tenant
the difference between the Taut Credit rent and basic rent. The
owner is required to make up that difference. For example, if
the Tax. Credit rent is $250 per month, and the basic rent is
$275, the owner must pay FmHA $25. which cfuinot be collected from
the tenant because of the existing Tax Credit limit. As another
example, if the Tax Credit rent is $250, basic rent $275 and 30%
of the tenant's income equals $290, present law would permit the
owner to collect an additional $15 from the tenant ($290 minus
$275) because that must be paid as overage to FmHA, but the owner
would be required to pay $25 ($275 minus $250) out of its own
pocket because only amounts over the basic rent are considered
overage but FmHA requires payment of the full amount (basic rent
and overage)

.

We propose that commencing after the first year of the
credit period, owners should be allowed to collect the full FmHA
required rents without being in violation of the Tax Credit
requirements. By allowing this to occur only beginning in the
second year, Congress would ensure that properties were renting
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to Taix Credit eligible residents at Tax Credit restricted rents
when they are initially placed in service. This change would
also help simplify the needlessly complicated Interplay between
the Tax Credit and PmHA rent rules.

Need for Additional Sources of Equity Capital

There are certain restrictions now in the Code which hinder
the raising of equity financing for Tax Credit eligible
properties. If left unchanged, these provisions could jeopardize
our future ability to raise sufficient capital to finance all the
housing that will receive the Credit. Of course, the enactment
of a permanent extension would have a very positive impact on our
ability to raise funds. However, we believe that the Congress
could further help the situation in two important ways.

First, the Congress should pass legislation which would
modify the passive loss rules to allow the use of approximately
$20,000 in low- income emd rehabilitation credits against taxes on
non-passive Income. A number of Investors have told equity
syndlcators that they would welcome the opportunity to Invest
more capital in credit projects but for the limit of
approximately $7,000 in credit usable against taxes on non-
passive Income. Furthermore, other higher income individuals
have said that a $7,000 credit is just not worth the time and
energy it takes to understand the Investment.

Most in the equity capital Industry are finding It
increasingly difficult to locate individual investors interested
in this program. The present limit makes it impossible to
attract many individuals who have already invested and it
discourages other higher income investors. Raising the limit to
approximately $20,000 would free up this badly needed capital and
would help assure a steady flow of equity to credit eligible
projects in coming years.

However, raising the limit alone is not sufficient. Even
more Importantly, the Code should be amended to permit the credit
to be used against the Alternative Minimum Tax.

He have examined an analysis concerning the impact on Low-
Income Housing Tax Credit investment of the current Alternative
Mlnlm\im Tax ("AMT") as well as the revised AMT proposed by the
Clinton Administration and embodied in the pending Budget
Reconciliation legislation.

The analysis demonstrates that, except for very wealthy
taxpayers, because of current or proposed AMT restrictions,
virtually no investors are able to fully utilize $7,000 in Low-
Income Housing Credits which would otherwise be availeible under
the special exception to the passive loss rules for such Credits.
(Code Section 469(1) allows a $25,000 deduction equivalent
against Income from any source for Low Income Housing and
Rehabilitation Credits, which equates to $7,750 in Credits at the
31% bracket and $7,000 at the 28% bracket.) As the analysis
demonstrates, under present law, because of AMT limits, taxpayers
are unable to utilize currently as much as $4,509 of the $7,000
they would have had otherwise available. Similarly, under the
proposed rates, up to $4,109 could not be taken.

The analysis is based on hypothetical taxpayers and makes
certain assumptions as to Income and deduction amounts. While
the hypothetical will not, of course, be appliciUDle to all
taxpayers, we believe that it represents a fairly typical case
and that almost all taxpayers will be severely limited in the
amount of credits that can be utilized because of the AMT.

This situation creates at least three problems. First, by
limiting the amount of T(uc Credits which individuals can utilize,
the anount of capital which new investors will contribute is
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greatly reduced. The result is that less equity is available for
projects being developed and less units are produced. Second,
those who have already invested once and who may be very pleased
with their decision are unlikely to invest additional funds
because of the AMT. Third, existing investors, who believed that
Congress would not again retroactively deny their benefits, have
seen their Tax Credit utilization substantially eroded since the
AMT rate was increased in 1990. It is not only unfair to
penalize investors in this manner, but word of their frustration
makes it even more difficult to raise capital from other
investors.

We are proposing that a limited amount of Low-Income Housing
emd Historic Rehabilitation Credits be usable against the
Alternative Minimum Tjuc. Specifically, we suggest that
individuals be allowed to use these Credits to reduce AMT
liability by up to 25 percent, to a maximiim of $20,000.

Alternative to Recapture Bonds

The posting of a bond to avoid recapture of the Tax Credit
contained in Section 42 (j) (6) has not proved workable in
practice. To our knowledge, there are no companies which are
issuing such bonds, despite the repeated attempts by owners of
Tax Credit projects to obtain them. Without an alternative
mechanism, an owner or investor which transfers its interest,
where the property still remains in compliance , will suffer
recapture of prior credits taken.

The most practical solution would be to treat all
partnerships as if they were subject to the rule in Section
42(j)(5), the "large" partnership rule. Moreover, the
disposition of more than a fifty percent interest in the capital
and profits in a twelve month period should not be treated in a
different manner than the disposition of a less than fifty
percent interest. We do not believe that a transfer of a
property which is otherwise in compliance or a partnership
interest should trigger recapture.

The result of this amendment will put the risk of recapture
in the event of future noncompliance on the partners of the
partnership which then owns the property, and on the new partner
that purchases an old partner's interest. It lis the partnership
and then new partner that is in control of the property and can
best keep the property in compliance. Moreover, if there is a
greater risk which the new partner now bears, this can be a
factor in the price to be paid for the partnership interest.

We would further propose that the seller of the property or
the selling partner remain secondarily liable for payment of the
recapture in the event that the buyer or new partner is unable to
pay the recapture.

Thank you for the opportunity to provide this testimony. We
would be happy to answer any questions or provide you with any
additional information.
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Chairman Rangel. Let me thank the entire panel. And I do hope
that you might consider iust listing and forwarding to my office

those legislative changes that you think could improve our housing
laws.

We do have contact with people that serve on banking and other
committees to see how we can improve the bill and try to work
with each other. So we will hold on to your testimony. But if you
could just list those areas that changes in the law could improve
the package, that ultimately the Congress would give you various
agencies to work with, it will help us and serve as a guide for us.

So we want to thank you for the contribution you made today.
Also, I want to thank you for working with our committee as we
try to fashion this legislation—the legislation in the manner which
would allow you to do your jobs better and provide the shelter for

people who so sorely need them.
[The following was subsequently received:]
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1993 Legislative and Regulatory Program
Association of Local Housing Finance Agencies

The members of the Association of I.x>ca] Housing Finance Agencies represent those

local governments which have been most successful in pioneering new approaches to the

delivery of affordable homeownership and rental housing for low- and moderate-income

households in their respective communities. What was necessity during the Reagan and
Bush Administrations can become an opportunity for partnership with the Clinton

Administration and the new Congress. The recommendations outlined below, including

tax code provisions as well as authorization and appropriations legislation, are based on
the need for adequate funding of federal housing programs if such programs are to be

effective in expanding housing opportunities and contributing to economic growth. The
recommendations also reflect awareness of the continuing budget problems and the need

to effectively utilize federal funding, leverage the private sector, and promote community
and economic development.

Although Congress twice passed legislation to extend the June 30, 1992, "sunset" on the

authority of housing finance agencies to issue tax-exempt Mortgage Revenue
Bonds/Mortgage Credit Certificates (MRBs/MCQ) and allocate Lx)w-Income Housing

Tax Credits (LIHTCs), both bills were vetoed by the President. Permanent extension of

both programs is thus unfinished business. Congress, however, did pass and the

President signed legislation reauthorizing the HOME and Community Development

Block Grant programs, containing many of the changes recommended by ALHFA.
Congress also passed legislation providing FY 1993 funding for the HOME and CDBG
programs.

With a new Administration taking office, led by a President committed to focusing on

domestic policy, plus a new Congress, there is likely to be a receptive ear to ALHFA's
legislative and regulatory recommendations set forth below.

Legislative Recommendations

TAX CODE PROVISIONS

* Recommend that the President immediately ask Congress as its highest priority to

pass legislation permanently extending the authority to issue tax-exempt Mortgage

Revenue Bonds/Mortgage Credit Certificates and allocate Low-Income Housing

Tax Credits, and that the President sign legislation immediately. Authority for

these programs expired on June 30, 1992; without them, urgently needed

affordable housing cannot be financed.

• Recommend that Congress improve the workability of tax code incentives used to

help stimulate provision of affordable housing by:
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HOME AND CDBG AUTHORIZATION ISSUES

* Recommend that Congress increase the flexibility and workability of the HOME
and CDBG programs by:

Replacing the two-tiered non-federal matching requirement with a uniform

match of 25 percent, coupled with full credit for project-based, publicly

issued single and multifamily debt used for HOME eligible projects. Such
debt represents a real commitment of resources on the part of the issuing

entity, no less so than other forms of match such as cash contributions.

Modifying the automatic match waiver to eliminate the phased reduction.

Communities should be able to qualify for a complete waiver if they meet
either of two distress criteria: poverty or per capita income.

Making several revisions to the use of HOME and CDBG funds for

administrative costs:

1. Clarifying that the 10 percent annual allowance for program
administration applies to 100 percent of FY 1992 funds and years

thereafter and remains available until expended; and

2. Conforming the treatment of activity delivery costs under the

HOME program to that of the CDBG program, Le., allowing them
to be charged to the eligible activity with which they are associated.

Conforming HOME's definition of Single Room Occupancy projects to that

used in other federal programs such as the McKinney Homeless and
Shelter Plus Care programs, thus allowing it to be used with funds from

those programs.

Modifying the Community Housing Development Organization (CHDO)
set-aside to make a broader range of nonprofit housing development

organizations ehgible for funding, enabling participating jurisdictions to

spend more time on developing these organizations' capacity to produce

and manage housing and less on seeking out groups that meet narrow

eligibility requirements.

Modifying the CDBG eligible activity "housing services" by removing the

requirement that they be subject to the administrative cap. Several of

these activities, such as housing counseling, are not administrative activities,

but housing-related services. Others, such as loan servicing, are

administrative activities which are properly considered activity delivery costs

of eligible activities and would not otherwise be subject to the cap.
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Modifying the CDBG program to increase from eight to twelve units the

threshold for triggering Davis-Bacon prevailing wage rate requirements in

order to conform it to HOME.

Authorizing a loan guarantee program similar to the Section 108 program
under CDBG. This would enable participating jurisdiction to draw against

future entitlements in order to undertake large scale rental projects.

These recommendations are intended to make the HOME pro-am more relevant to local

communities. Given the present local government budget shortfalls, the current match

requirement will impede the utilization of the HOME pro-am. The underlying principle

should be to leverage local and private investment, and this can be accomplished through

more flexible match requirements. With limited budget resources it makes no sense to restrict

the use ofHOME [and CDBG] as financing reserves. More flexible usage in this respect

would serve to expand the impact of these limited funds, while facilitating private investment

in affordable housing.

APPROPRIATIONS

* Urge the President to propose, and the Congress to pass, an economic stimulus

FY 1993 supplemental appropriation of:

$1.1 billion for HOME to bring it to its authorized level of $2.1 billion; and

$2 bUhon for CDBG.

* Recommend that Congress approve an FY 1994 funding level of $2.1 billion for

the HOME program, the full authorization level.

* Recommend that Congress approve an FY 1994 funding level of $5 [$4.2] billion

for the CDBG program.

OTHER HOUSING AUTHORIZATION ISSUES

* Recommend that Congress restore FHA's staffing level to its pre-Reagan

Administration days to carry out the single and multifamily insurance programs.

* Recommend that Congress authorize Fannie Mae to create a secondary market

for purchasing construction loans for single-family housing (something savings and

loan institutions did before their collapse), with the federal government providing

a guarantee for a fixed amount of loss protection. A portion of the homes
constructed must be set-aside for homebuyers meeting the eligibility requirements

of the MRB program.
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* Recommend that Congress increase from 15 percent to 30 percent the amount of

Section 8 rental assistance which can be project-based. This income stream would
facilitate obtaining debt financing to increase the stock of affordable housing.

* Recommend that Congress amend the GSE legislation to permit Farmie Mae to

receive credit toward meeting the 30 percent armual housing goal for purchasing

loans on multifamily housing projects which meet the pre-1986 Tax Act targeting

requirements (Le., at least 20 percent of the units set-aside for those at 80 percent

of median income or less) as long as the regulatory agreement is extended for an

additional 10 years. Currently, credit is given only to mortgage purchases where
the targeting is 20 percent at 50 percent of median or 40 percent at 60 percent of

median income.

* Recommend that Congress directly address the credit crisis by modifying

FIRREA's multifamily risk-based capital standards applicable to lending

institutions, treating multifamily loans for projects of 36 units or more which meet
the targeting requirements of the Low-Income Housing Tax Credit the same as

single-family loans rather than 100 percent higher (Le., 8 percent rather than 4

percent), so that lenders can resume making multifamily mortgage loans for low-

and moderate-income housing.

* Recommend that Congress rewrite the HOPE I, II, and III programs and
consolidate them into a single funding source, with a uniform 25 percent non-

federal match, available to pubUc housing authorities, managers of subsidized

housing projects, nonprofits, resident management corporations, and local

governments to develop homeownership programs for their tenants without

dictating program design or forcing the sale of units from the public housing or

assisted housing stock.

The federal government can do much to encourage, or stifle, private financing of affordable

housing. FIRREA, adopted in the midst of the massive savings and loan crisis, both

mandates investment in affordable housing, and at the same time inhibits such investment.

Reform of the currently unfocused regulatory constraints on even prudent lending as well as

positive federal credit support, can contribute to a reinvigoration of investment in affordable

housing without entailing large budget expenditures.

Regulatory Recommendations

* Urge HUD to increase the flexibility and reduce the regulatory burden for the

HOME Program by:

Eliminating the regulatory provisions which require communities to seek a

waiver of the 203(b) cost limit on the use of HOME funds for

homeownership or rehabilitation, permitting them instead to use the 95

percent of average area purchase price limitation permitted by statute.
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Removing the penalty which reduces the value of the Low-Income Housing
Tax Credit from 9 percent to 4 percent when used with HOME funds or

tax-exempt bonds, as there is ample safeguard under current law to prevent

over-subsidization of a project. Most rental housing projects require

multiple subsidy sources; the current reduction is arbitrary.

Qarifying that shared appreciation/subsidy lien second mortgage programs

used in tandem with MRBs do not constitute an ownership interest on the

part of the issuer, are excluded from the acquisition cost limits of the

program, and have no effect on the "effective rate of interest" on first

mortgage loans financed from an MRB issue.

Increasing the ceiling on MRB-financed home improvement loans from

$15,000 to $25,000 in order to make it consistent with the limitation in the

FHA home improvement insurance program and to reflect the increased

cost of improving older homes since this limit was put in place.

Redefining the term "target area" in the MRB program (wherein higher

income limits are permitted) to include census tracts where 50 percent of

the households have incomes below 90 percent of the area median (rather

than the 70 below 80 currently). This will promote neighborhood stability

by permitting moderate- and middle-income households to locate or remain

in central cities.

Extending the 42-month origination period for MRB-financed loans to 60

months to allow more time to originate these very labor-intensive loans.

Permitting MRBs to finance new construction of up to four units, with

current law targeting applying to occupants of all the units financed.

Eliminating the Alternative Minimum Tax from tax-exempt single and

multifamily housing bonds. The tax does not raise revenue, and it adds an

average of 25 basis points in additional cost to issuers.

Restoring the deductibility of carrying costs of bank purchases of tax-

exempt bonds when the proceeds of such bonds are utilized to fund

mortgages in census tracts where at least 50 percent of the households have

incomes below 90 percent of the median income.

Tax-exempt mortgage bond financing has been the main tool utilized by local and state

housing finance agencies in financing low- and moderate-income housing and fostering

partnerships with the private and nonprofit sectors. The recommendations made here would

continue the availability of this tool for ownership housing, extend the tax credit as an
investment incentive for rental housing, and strengthen the capability ofMRBs to assist in

inner city investment.
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Eliminating the regulatory requirement that a construction financing

commitment be in place before land is acquired with HOME funds for a

HOME-assisted project.

Extending from six months to twelve months the regulatory requirement

prohibiting the lending of HOME funds for projects which caimot be under

construction within that time frame.

Clarifying that, in the event that a project which a participating jurisdiction

funds falls out of compliariCe with the requirements of HOME, the

jurisdiction shall first seek to return the projept to compliance, then if

necessary make reasonable efforts to see th^t the project developer repays

the HOME subsidy; but in the event th^ tKe developer cannot, the

jurisdiction shall not be required to'l^p^ay such subsidy to its HOME trust

fund or to HUD. ^,

Urge HUD to expeditiously implement the multifamily mortgage insurance risk

sharing program between FHA and state and local housing finance agencies,

authorized by the Housing and Community Development Act of 1992, and ensure

that local agencies have maximum opportunity to participate.

Adopted by the ALHFA Board, January 28, 1993
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Chairman Rangel. Panel three is Harry K Schwartz, director of
public policy, National Trust for Historic Preservation; Nellie
Longsworth, president, Preservation Action; Terry Lewis, presi-

dent. National Assistant Management Association; and John Hood,
vice president, Volunteers of America.
Your entire statements, of course, as with other witnesses, will

be entered into the record by imanimous consent. You can high-
light or take your 5 minutes in any manner that you think you feel

comfortable with in presenting your views to the committee.
We will start off with Harry Schwartz.

STATEMENT OF HARRY K. SCHWARTZ, DHIECTOR, CENTER
FOR PRESERVATION POLICY STUDIES, NATIONAL TRUST
FOR HISTORIC PRESERVATION
Mr. Schwartz. Mr. Chairman, thank you very much.
It is an honor to be able to present testimony before this distin-

guished subcommittee on behalf of the National Trust for Historic
Preservation. As I am sure the panel knows, the National Trust
was chartered by an Act of Congress. It is a private nonprofit orga-
nization, with 250,000 members.
Mr. Chairman, I have a statement signed by 34 organizations in

support of H.R. 1406, which I would like to have also included in

the record along with our prepared statement, if I may?
Chairman Rangel. Without objection.

Mr. Schwartz. Thank you very much, sir.

We are here today because of our commitment to saving Ameri-
ca's cities. We believe that the goals of our urban policy should in-

clude preserving the heritage and values of America's older cities

and maintaining the investment we have made in our older cities

and neighborhoods.
These goals are not new. They are, in fact, word for word, the

goals set forth in the National Urban Policy promulgated by the
Carter administration in 1978.
Mr. Chairman, we do not need to reformulate our goals and we

do not need to reinvent the tools to achieve them. They exist. We
have used them before and they have worked. They can, and they
must, be made to work again.
One of the most successful tools has been the Historic Rehabilita-

tion Tax Credit. This program has channeled over $16 billion in

private investment into the rehabilitation of older and historic

buildings since it was initiated in 1978.
This IS not an elitist program. It is a program which has helped

to save cities, to provide affordable housing, and to create jobs.

It has given us Union Station in Washington, D.C., but it has
also given us a revitalized warehouse district in New Orleans and
has helped rescue an abandoned paper mill, which was a haven for

drug users and arsonists, in Appleton, Wis.
It has provided over 21,000 units of housing in historic buildings.

It has helped change the face of our cities and it has helped make
our communities more livable.

All of us know that the one essential ingredient of any program
to save our cities is jobs. We have to create jobs with dignity, jobs
with a future, not just jobs as hamburger flippers. And once again,
the rehab credit provides the answer.
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Invest a billion public dollars in highway construction and you
get 52,000 jobs. Invest a billion dollars in the rehab tax credit and
you get 175,000 jobs. And these are skilled jobs which can provide

satisfying and remunerative careers for inner-city residents.

I think that many Members of this body would admit that Con-
gress went too far in 1986 when it subjected the rehab tax credit

to the "passive loss" rules and the income caps. I do not believe

that Congress intended to eviscerate this very successful program
so that the level of investment generated in 1992 was down to 20
percent of the 1985 level.

H.R. 1406 was introduced to get the program up and running
again. It would treat all investors alike by deleting the income test.

And although it would not remove the "passive loss" restrictions

entirely, it would permit an individual taxpayer to take up to

$20,000 per year in tax benefits instead of approximately $7,000 as

permitted by present law.
Mr. Chairman, this credit is not just about bricks and mortar, al-

though it will help to renew our neighborhoods and revive our
downtowns £md main streets. It is not just about jobs and economic
stimulus, although it will create many jobs, quality jobs, and will

help revive our flagging economy.
It is about community pride and heritage. It reflects our national

commitment to the preservation of our diverse culture through the
protection and restoration of treasured places, treasured in our in-

dividual, personal memories, and treasured in our shared history.

The past is part of us. We owe it to our children and our chil-

dren's children to do what we can to save it. What we can do, and
what we urge you to do, is to approve H.R. 1406.

Thank you very much, sir.

Chairman Rangel. Thank you, Mr. Schwartz.
[The prepared statement and attachment follow:]
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Statement of

Harry K. Scbwarts
Director

Center for Preservation Policy Studies
National Trust for Historic Preservation

before tbe
Subcommittee on Select Revenue Measures

Committee on Ways and Means
United States House of Representatives

July 13, 1993

Mr. Chairman, I am pleased to have this opportunity to
testify on behalf of the National Trust for Historic Preservation
in support of H.R. 1406, the Community Revitalization Tax Act of
1993. The National Trust is a private non-profit organization
with a quarter of a million members chartered by Act of Congress
in 1949. Its mission is to foster an appreciation of the diverse
character and meaning of our American cultural heritage and to
preserve and revitalize the livability of our communities by
leading the nation in saving America's historic environments.

We are here today because of our commitment to saving
America's cities. We believe that the goals of our urban policy
should include preserving the heritage and values of America's
older cities, and maintaining the enormous investment that we
have made, in both the public and private sectors, in older
cities and their neighborhoods.

These goals are not new. They are, in fact, word for word,
the goals set forth in the National Urban Policy promulgated by
the Carter Administration in 1978.

Not only have we already formulated the goals of our urban
policy; we have also designed some of the key tools needed to
achieve those goals. One of the nost successful has been the
Historic Rehabilitation Tax Credit.

First enacted in 1978, this credit has channelled over $16
billion in private investment into over 25,000 preservation
projects. These range in scale from Union Station, in
Washington, D.C, to the Fox River Mills— a mixed use project
what was once a derelict paper mill in Appleton, Wisconsin— to
the Rosa True School, an eight-unit low/moderate income rental
project in a historic school building in Portland, Maine.

The 1986 Changes in the Credit

Unfortunately, changes in the Federal Income Tax Code
enacted in 1986 have eviscerated this highly successful program.
These changes subjected the Historic Rehabilitation Tax Credit to
the "passive loss" rules, providing an annual allowance per
individual taxpayer of only approximately $7,000 from the passive
loss limitations. In addition, the 1986 changes made the credit
unavailable to those individual taxpayers with the greatest
financial capacity to make use of them: those with adjusted
gross incomes over $250,000.
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since 1986, use of the Historic Rehabilitation Tax Credit
has dropped off dramatically. In 1985, estimated investment in
historic rehab tax credit projects was $2.4 billion; in 1992, in
was $491 million, representing an 80 percent drop.

How H.R. 1406 Would Help

H.R. 1406 would correct the damaging changes made in the
credit in 1986 in two important ways: it would completely remove
the income cap, permitting all taxpayers to participate in the
program without regard to their income; and it could increase the
amount of tax benefit an individual taxpayer could use without
being subject to the passive loss rules in any year from $7,000
to $20,000. We believe that these changes would revitalize the
credit, and encourage the flow of private investment capital into
neighborhood and historic preservation and renewal projects.

Restoring the Historic Rehabilitation Tax Credit in this way
would provide a stimulus to our sluggish economy, conserve
precious resources in community infrastructure, create large
numbers of quality jobs for the federal dollars invested, expand
our supply of badly-needed affordable housing, revitalize
neighborhoods and address the most urgent need of the urban
agenda— the need to give hope to inner city residents.

Let me address, briefly, each of these benefits that would
flow from a revived historic rehab credit.

Immediate Economic Stimulus

Restoration of the Historic Rehabilitation Tax Credit will
have an immediate beneficial economic impact. It will not
require new implementing regulations or other governmental
actions to take effect. Once the legislation is enacted,
businessmen will immediately begin to raise capital for an
existing backlog of rehabilitation projects and move quickly to
hire workers to begin work on these projects.

Create More and Better Jobs for the Federal Dollar

According to Congressional sources, every $1 billion spent
on highway construction generates 52,000 jobs. But because
rehabilitation is very labor intensive and because of the five-
to-one leverage yielded by the 20 percent rehab tax credit, an
analysis of Commerce Department data shows that every $1 billion
invested in Historic Rehabilitation Tax Credits yields 175,000
jobs. In addition, an analysis of Department of Commerce data
shows that every $1 million invested in rehabilitation creates
five more construction jobs, and, because of the multiplier
effect of the additional construction jobs, three more permanent
jobs than the same amount invested in new construction. The
higher number of jobs created is a direct result of the higher
portion of total expenditures going to labor. Moreover, this
kind of work offers job-training opportunities for unemployed
young people, gives them a stake in the community and provides
them with a chance to develop long-term, high-earning skills.

Orban Revltallsation

Because most of the properties eligible for the Historic
Rehabilitation Tax Credit are located in urban areas, restoration
of the credit will necessarily target resources to urban
revitalization. During the 19S0's, the rehabilitation of older
and historic structures became a central element in many
communities' overall economic development strategies. A 1987
study by the National League of Cities asked economic development
professionals to identify which cities were most successful in
economic development. Of the twenty cities named, fifteen were
also among the most active in using the rehabilitation tax
credits. Surveyed four years later by the National Trust for
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Historic Preservation, 94 percent of those sane economic
development officials identified the 1986 changes in the tax code
as the major reason for the decline in rehabilitation activity in
their conununities.

Affordable Housing

Historic preservation has a strong track record in providing
affordable housing. Over 21,000 units of low- and moderate-
income housing have been created in historic rehabilitation
projects since 1977, according to a National Park Service report.
While the 1986 Tax Act has greatly reduced the amount of
rehabilitation activity, housing has consistently remained the
most common use of historic projects nationwide.

Conserving Resources

Historic preservation conserves resources. A recent Rutgers
University study found that preserving cities and containing
sprawl could save the State of New Jersey about $1.3 billion in
capital infrastructure costs and 30,000 acres of prime farmland
by the year 2010. This is consistent with studies assembled by
the Urban Land Institute that indicated that such sprawl had
lifetime costs of 40 percent to 400 percent greater than compact
development. By reviving cities and avoiding sprawl,
preservation reduces automobile commuting, enhances air quality
and saves workers commuting time. It also conserves our nation's
heritage of farmland, forests, wetlands, historic battlefields,
scenic vistas and recreation areas that are being consumed while
our built environment is subject to abandonment and decay.

Small Business Development

Small businesses have been active beneficiaries of the
Historic Rehabilitation Tax Credit. IRS data show that this has
been in large part a "mom and pop" program. Between 1982 and
1986, 31 percent of all tax credit projects were done by
individuals with adjusted gross incomes of less than $30,000; 50
percent had incomes of less than $50,000. Furthermore, 48
percent of historic reheibilitation projects totalled less than
$100,000; 80 percent less than $500,000. Equally important,
contractors performing work on these projects have tended to be
small entrepreneurs and craftsmen.

Building Community Spirit

When a neighborhood is saved and renewed, instead of left to
deteriorate, its residents develop pride in the community. This
has happened in the historic, largely black, Springfield
neighborhood in Jacksonville, Florida. Local residents have
restored old houses and revived faltering businesses. Notably,
there was a 39 percent decrease in violent crime reported in one
year following these improvements.

Mr. Chairman, the time for action on our urban agenda is
now, and the path is clear. In H.R. 1406 and its Senate
companion bill, we have at hand a key component of a successful
urban strategy— one that has worked in the past, and can work
again. Its support is bipartisan and broad; seventy-nine members
of both bodies. Democrats and Republicans alike, have joined as
cosponsors. We urge that you report it favorably, and that you
press forward to achieve its enactment in the current session.
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Joint Statement in Support of H.R. 1406.
The Community Revitalization Tax Act of 1993

We support restoration of the Historic Rehabilitation Tax
Credit.

First enacted in 1978, this credit has been one of our most
effective and successful urban revitalization tools. It has
channelled over $16 billion in private investment into some
25,000 preservation projects. Over 21,000 units of affordable
housing have been created in historic rehabilitation projects.
By conserving and reusing older buildings, the credit has helped
to reduce energy consumption and pollution, giving new life to
older neighborhoods and downtowns and preserving open space.

Unfortunately, changes in the tax code enacted in 1986 have
crippled this vital program. The amount of investment generated
by the credit in 1992 was one-fifth of its 1985 level.

Legislation to rectify this situation has been introduced
with broad cosponsorship in both the House of Representatives and
the Senate. Both H.R. 14 06, introduced by Representatives
Kennelly, Shaw, Andrews, Matsui and Gephardt, and S. 895,
introduced by Senators Pryor, Danforth and Boren, would
reactivate the Historic Rehabilitation Tax Credit.

Passage of this legislation can help create badly needed
jobs, revitalize our communities and preserve our priceless
heritage. We urge its prompt enactment.
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TESTIMONY OF HARRY K. SCHWARTZ, DIRECTOR, CENTER FOR PRESERVATION
POLICY STUDIES, NATIONAL TRUST FOR HISTORIC PRESERVATION

We are here today because of our commitment to saving
America's cities. We believe that the goals of our urban policy
should include preserving the heritage and values of America's
older cities, and maintaining the investment we have made in our
older cities and neighborhoods.

These goals are not new. They are, in fact, word for word,
the goals set forth in the National Urban Policy promulgated by
the Carter Administration in 1978.

Mr. Chairman, we do not need to reformulate our goals, and
we do not need to reinvent the tools to achieve them. They
exist. We have used them before, and they have worked. They can
and must be made to work again.

One of the most successful tools has been the Historic
Rehabilitation Tax Credit. This program has channelled over $16
billion in private investment into the rehabilitation of older
and historic buildings since it was initiated in 1978.

This is not an elitist program. It is a program which has
helped to save cities, provide affordable housing and create
jobs. It has given us Union Station in Washington, D.C., but it
has also given us a revitalized warehouse district in New Orleans
and helped rescue an abandoned paper mill— a haven for drug
users and arsonists— in Appleton, Wisconsin. It has provided
21,000 units of affordable housing in historic buildings. It has
helped change the face of our cities. And it has helped make our
communities more liveable.

All of us know that the one essential ingredient of any
program to save our cities is jobs. We have to create jobs with
dignity, jobs with a future— not just jobs as hamburger
flippers. And once again, the rehab credit provides the answer.
Invest a billion public dollars in highway construction and you
get 52,000 jobs. Invest a billion dollars in the rehab tax
credit and you get 175,000 jobs. And these are skilled jobs
which can provide satisfying and remunerative careers for inner
city residents.

I think that many members of this body would admit that
Congress went too far in 1986 when it subjected the rehab tax
credit to the "passive loss" rules and the income caps. I do not
believe that Congress intended to eviscerate this very successful
program, so that the level of investment generated in 1992 was
down to 29 percent of the 1985 level.

H.R. 1406 was introduced to get the program up and running
again. It would treat all investors alike by deleting the income
test. And although it would not remove the "passive loss"
restrictions entirely, it would permit an individual taxpayer to

74-512 O -94 -31
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take up to $20,000 per year in tax benefits, instead of
approximately $7,000 as permitted by present law.

Mr. Chairman, this credit is not just about bricks and
mortar, although it will help renew our neighborhoods and revive
our downtowns and main streets. It is not just about jobs and
economic stimulus, although it will create many jobs—quality
jobs— and will help revive our flagging economy.

It is about community pride and heritage. It reflects our
national commitment to the preservation of our diverse culture
through the protection and restoration of treasured places

—

treasured in our individual, personal memories, and treasured in
our shared history.

The past is part of us. We owe it to children, and our
children's children, to do what we can to save it. What we can
do — what we urge you to do — is approve H.R. 1406.
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Chairman Rangel. Ms. Longsworth.

STATEMENT OF NELLIE L. LONGSWORTH, PRESmENT,
PRESERVATION ACTION

Ms. Longsworth. Thank you very much, Mr. Chairman. It is an
honor to be here today.

I am Nellie Longsworth, president of Preservation Action, the na-
tional grassroots lobby for historic preservation and neighborhood
conservation. We represent over 1,000 historic preservation organi-
zations, corporations and people concerned throughout the Nation,
most of whom are professionals in the field.

Preservation professionals perceive their responsibility as broad-
er than the operation of historic museums and assistance to the
owners of historic houses. I should add that many were anxious to
be a Preservation Action's witness today, including Laurie
Beckelman from the New York Landmarks Commission. Since this

was the commission's meeting day, she was not able to do it.

For 30 years, preservationists have rallied to protest a bias in
the Federal Government that favors new construction over the re-

habilitation of existing structures. The bias has shown up in the
Tax Code, in agency regulations—we have just learned of one that
requires a higher income level for tenants in existing structures to

qualify for assistance than those in new housing—and in proposals
such as enterprise zones and empowerment zones, which among
their incentives does not specifically mention preservation/rehab for

preferential tax treatment.
My personal involvement in preservation dates to 1976 and in-

cludes advocacy for the 1981 Economic Recovery Act Rehab Credit
Program and the fight to spare the rehab credits from the 1986 Tax
Reform Act. I was present at a memorable hearing in 1985 when
Chairman Rostenkowski, familiar with the historic credit in his
own Chicago district, said about the credit: "If it ain't broke, don't
fix it."

Well, "it got broke." It got broke by actions taken in 1986 to close
shelters in the Tax Code through restrictions in the use of the "pas-
sive loss" rules. In short, one of our Nation's most successful revi-

talization tools was eviscerated by passive loss rule changes and no
longer attracts developers and contractors to the tough jobs of revi-

talizing our urban centers.

Developers who were doing historic rehab in the mid-1980s in

blighted neighborhoods have not left the field. They have gone to

the suburbs building malls, schools and market-rate housing.
Preservation Action is here today to testify in support of H.R.

1406 and its provisions. The rationale of these provisions is to at-

tract private investors back into downtown as an option for their
investment.
The increase in up-front credit is needed to attract money for the

debt side of financing. Many agree that equity, particularly when
the rehab credit is used in conjunction with the low-income housing
credit, is not a problem. But they confirm that the ability to fill the
gap between equity and debt is the hard part and often it is the
ottom line which will encourage a developer to forgo an inner-city

project. A removal of income caps will increase the equity capital
available for private investor.
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Harry has talked about jobs. That is very important. H.R. 1406

is needed to get on with tne rehabilitation needs of a tremendous
supply of underutilized and abandoned historic buildings existing

in every older town and city throughout the Nation. They are lo-

cated where infrastructure is already in place.

This infrastructure fact is important. Where it exists, it elimi-

nates the cost of constructing and maintaining new roads, sewers

and schools that will not be a cost to the developer, but will be paid

for by State and local governments, who, in turn, will pass the

costs on to the taxpayer. The improvement that returns safe and
decent living conditions to the central city will save untold farm-

land and temper conditions which have led to spiraled and unbri-

dled development.
Some legislators have suggested in light of the current and hope-

fully temporary budget crisis, we reduce revenue loss from our pro-

visions by placing income restrictions on credit use, to include only

National Registered districts that fall into census tracts where in-

come is 80 percent of median area income. Some have called to

limit the historic rehab credit use to affordable housing only. The
preservation community, through Preservation Action's network, is

studying such ideas to measure their impact on small town main
street programs as to whether they would still be able to take ben-

efit from this.

I have included a number of suggestions that have been brought
to the attention of our organization and want it noted on the record

that these suggestions are not official positions. However, I would
like to end my testimony by turning to a report from Shlaes & Co.,

that was done in 1986, and it was done about the State of Illinois.

I know that Illinois is a State that this committee often likes to

hear about. From 1981 to 1984 the tax credits were used in a total

of 141 certified rehabilitation projects in the State of Illinois. These
projects created 16,106 jobs, and they represented total private in-

vestment of $323 million. The effect on the Illinois gross output
was $1,124,000, and the State tax revenues generated were $29
million local tax, $32 milHon just by the use of these credits. I

would like to put the report in your hands for the record because
one of the conclusions is that when we include the tax of sale of

property, personal income tax and corporate tax, the tax loss to the

Federal Treasury is about 12 cents on the dollar, not the full 100

cents.

I thank you very much for this opportunity to testify.

[The prepared statement and attachment follow:]
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BEFORE THE SUBCOMMITTEE ON SELECT REVENUE MEASURES
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Mr. Chairman and members of the Committee:

I am Nellie L. Longsworth, President of Preservation Action, the national grassroots lobby

for historic preservation and neighborhood conservation. Preservation Action represents over 1,000

historic preservation professionals throughout the nation, many of whom are the directors of local

preservation organizations in cities of all sizes, ranging from New York to Savannah, GA and

including rural communities such as Georgetown, CO. All perceive their responsibility as broader

than the operation of historic museums and assistance to the owners of historic houses. I should add

that many were anxious to be Preservation Action's witness today but were unable to juggle

schedules on just a week's notice of this hearing.

For thirty years, preservationists have rallied to protest a bias in the federal government that

favors new construction over the rehabilitation of existing structures. The bias has shown up in the

Tax Code, in agency regulations (some of which require a higher income level for tenants in

existing structures to qualify for assistance than those in new housing) and in proposals such as

Enterprise Zones which, among its goodies, does not specifically mention preservation/rehab for

preferential tax treatment.

The bias is exacerbated by a widely held perception among public officials that preservation

costs are much higher than new construction. In cases where new construction undertaken on a lot

beyond the city taxing authority is compared to acquisition of a building in inner city, the total costs

per square foot will support the new construction argument. However, if acquisition costs are

removed from the equation, preservation is generally less costly than new construction.

Infrastructure should be taken into account, where appropriate, as a secondary requirement and cost

factor of new construction.

The first breakthrough in the battle for incentives to attract investors to the rehab of historic

buildings came in the 1976 Tax Reform Act. The amortization incentive became a 25% tax credit

in the 1981 Economic Recovery Act, a credit that supported the rehab of historic structures that met

the certification standards of the Secretary of Interior.

Preservation professionals saw a great opportunity in 1981 and, in conjunction with

developers and contractors, began the task of revitalizing historic neighborhoods and commercial

districts within the urban core for residents of all income levels. The preservation professional has

since been a front line player on the local level, uniting preservation goals with the programs of

local community development and housing authorities, with state and local building codes, and with

the maze of regulations that control financing and lending policies.

The preservation community has always shared a commitment to affordable housing and it is

often the preservationist who can envision the conversion of vacant, blighted commercial buildings -

abandoned schools, warehouses, industrial sites - into viable answers for local housing needs. With

almost two decades of experience with tax incentives under our belts, we can attest that the reversal

of a neighborhood or section of main street requires a community wide approach and is most

successful when private investment is reinforced by local government commitment to areas such as

street improvement and CDBG assistance. The private sector initiates the "ripple effect" while the

local government's involvement can target the work to the area of greatest need.

Historic rehab is a very complicated venture with a high degree of unpredictability. Many
areas of our downtowns are historic and stable but there are also areas that are blighted and crime

ridden, straining the limited resources of the community. There are many unknowns in bringing

these communities "back"...unknowns that range from predicting the structural condition of

buildings (a factor such as previous fire damage that only becomes apparent after restoration has



begun) to the ability/inability to get financing from the banking community to changing

demographics and population shifts to current zoning restrictions. Without a strong historic

rehabilitation incentive, many viable projects will go unfunded and the area will continue to

deteriorate as many have done since 1986.

There are some very positive "knowns" that will regenerate investor confidence if the credits

receive favorable treatment from this Congress this year. The credits were widely used during the

late '70's and early '80's and have produced some significant statistics: $15 billion in private

investment put 23,000 underused and abandoned structures back on the tax rolls. 120,000 housing

units were created of which 21,600 were low and moderate income units.

My personal involvement in preservation dates to 1976 and includes advocacy of the 1981

Economic Recovery Act rehab credit program and the fight to spare the rehab credits from the axe

of the 1986 Tax Reform Act. I was present at a memorable hearing in 1985 when Chairman

Rostenkowski, familiar with historic rehab credit use in his own Chicago district, said about the

historic credit, "If it ain't broke, don't fix it".

Well, "it got broke" - by actions taken in 1986 to close shelters in the tax code through

restrictions in the use of the passive loss rules. Within 6 years, the National Park Service has

accumulated data that show an 80% decline in the use of the historic credit, - from $2.4 billion in

private investment in FY 85 to $418 million in FY 92. In short, one of our nation's most successful

urban revitalization tools has been eviscerated by the passive loss rules and no longer attracts

developers and contractors to the tough job in our urban centers. Developers who were doing

historic rehab in the mid-'80's in blighted urban neighborhoods have not left the field, they've gone

back to the suburbs, building malls, schools and market rate housing.

Preservation Action is here today to testify in support of HR 1406 and its provisions to:

• Raise the taxable income to $65,000, allowing an individual investor to take ©$20,000

credit annually as opposed to the @$7,000 allowed under current law, and

• Eliminate the income caps imposed by passive loss rules.

The rationale for both these proposals is to attract private investors back into downtown as an

option for investment. The increase in "up front" credit is needed to attract money for the debt side

of financing. Many agree that equity, particularly when the rehab credit is used in conjunction with

the low income credit, is not a problem. They further confirm that the ability to fill the "gap"

between equity and debt is the hard part and the bottom line confirm whether developers will

undertake a historic rehab or forego it. The removal of income caps will increase the equity capital

available from private investors.

Preservation Action is keenly aware of the budget constraints that face the committee as well

as the entire Congress at this time and would like to put another "spin" on HR 1406. HR 1406 is a

"jobs bill," creating jobs and stimulating economic recovery in areas of the city and small towns that

most need assistance. For each $1 billion invested in historic rehab, 175,000 jobs are created, more

than three times the number of jobs created by highway programs. Historic rehab is more labor

intensive than new construction and provides a training ground in the neighborhood for unemployed

young people and those displaced from other careers to learn skills that are needed and valued on a

long-term basis. In 1984, a study done by Shlaes & Co. in Illinois noted that new taxes generated

from construction, materials, employment, and increased tax base actually reduced the loss to the

Federal Treasury to $.12 per dollar of claimed tax credit.

HR 1406 is needed to get on with the rehabilitation needs of a tremendous supply of

underutilized and abandoned historic buildings extant in every older town and city throughout the

nation. They are located where infrastructure is in already place. This infrastructure fact is

important - when it exists, it eliminates the costs of constructing and maintaining new roads, sewers

and schools that will not be costs to the developer but will undertaken by state and local

governments which in turn will pass on the costs to the taxpayer. The improvement that returns

safe and decent living conditions to central city will save untold farmland and temper conditions

which have led to sprawl and unbridled development.
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Some members of Congress suggest that we look to programs in HUD to do the

revitalization job. We answer that the rehab tax credit program is one of the most efficient

programs in the federal government, operating with minimal federal administrative overhead. The
required certification process is handled by a partnership between state historic preservation offices

and National Park Service personnel in 5 regional offices and many have suggested that this process

be streamlined even further.

Some legislators have suggested that, in light of the current, and hopefully temporary,

budgetary crisis, we reduce revenue loss by placing income restrictions on credit use to include

only National Register districts that fall into census tracts where income is 80% of median area

income. Some call for a further limitation that the rehab credit be limited to affordable housing

only. The preservation community through Preservation Action's nationwide network is studying

the ideas to measure the impact on small town main streets should such a requirement be

temporarily enacted.

Since there is no prospect of tax legislation on the Committee's agenda until fall.

Preservation Action and its members look forward to working with the Committee and staff to

investigate an even wider range of possibilities to get our inner cities back on the tax rolls.

Some suggestions that have been brought to our attention but are not the official position of

the organization include:

• When the rehab credits are used with low income housing credits for affordable housing,

eliminate the basis reduction, eliminate effect of passive loss rules completely and increase

rehab credit to 25%.

• Change the substantial rehabilitation threshold from 100% of adjusted basis to a lower

percentage, i.e. 50%. (This will eliminate additional and unnecessary costs of total rehab

incurred just to fulfill this requirement.)

• Relax the 35% limit on non-profit and public use of the rehabilitated structures.

• In hardship cases where the interior of a historic building cannot be retained for housing

or a use needed by the community and where the alternative to rehab is demolition, require

the exterior only to meet the Secretary's Standards and limit the allowable credit to 10%
total.

• Adjust Alternative Minimum Tax to lessen the effect on the individual investor.

• Develop a National Affordable Housing Policy that unites rehab tax credits, agency

programs and Enterprise Zone proposals.

Preservation Action would like to make it very clear that we are going on record today to

support the changes proposed in HR 1406 at this time. The suggestions to reduce the universe of

rehab credit use are in the spirit of responding to national needs while under very tight fiscal

restrictions. We look forward to the time when we will have convinced all members of this body of

the "rightness" of the historic rehab credits as a national revitalization tool. A trip down the main

streets of historic districts in Hartford, in Pittsburgh, in Portland, in Macon, in Seattle, in fact, on

Main Streets in every member's district is a reminder that the private sector can be a powerful

partner in making our older cities our best cities.
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The Department of Conservation estimates that on average
approximately 85% of all the buildings in National Register and
locally designated districts in Illinois contribute to the
historic'character of the district. Approximately 25% to 3C% of
all structures within Illinois historic districts are subject to
the allowance for depreciation. The percentage of depreciable
structures in Cook County is estimated to be slightly higher,
35%, and slightly lower, 20% in downstate counties.

Although all buildings individually listed on the National
Register of Historic Places are automatically significant, only a
small percentage, 41% in Cook County and 25% downstate, are
depreciable. There are 65 depreciable properties within Cook
County and 101 properties downstate.

The number of contributing structures in locally designated
historic districts is higher than in National Register
districts. Locally designated districts also have a higher
percentage of depreciable properties than is typical of National
Register districts, and we estimate that 50% of the structures in
already certified local districts are depreciable.

Our best estimate is that there are about 7,900 buildings in
Illinois that can currently take advantage of the 25% investment
tax credit for rehabilitation, plus an additional 2,375
depreciable buildings in potential future National Register
nominations. There are thus about 10,275 combined current and
future structures qualifying for the 25% investment tax credit.

NUMBER OF PROJECTS AND TOTAL REHABILITATION EXPENDITURES TO DATE

Since the advent of special investment tax credits for the
rehabilitation of historic buildings in 1981, the Illinois
Department of Conservation has reviewed and given final
certification to 141 projects involving a total estimated
rehabilitation expenditure of $323.4 million.

Approximately 85% of the total statewide expenditure, or i275.3
million, has occurred in Cook County. Of this, $274.0 million
have been in the City of Chicago. Other counties benefiting
substantially from the rehabilitation tax incentives include
Peoria, $11.4 million or 3.5% of the total; Kane County, over
^8.0 million, or 2.5%; Jo Daviess County, more than $7.9 million,
or 2.5%; Sangamon County, $7.7 million, or 2.4%; and Adams
County, $5.8 million, or 1.8%.
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ECONOMIC IMPACT OF CERTIFIED REHABILITATION

Gross Output

Using standard multipliers compiled by the Bureau of Economic
Analysis to measure the total impact of construction expenditures
on specific SMSAs within Illinois, we judge the appropriate
multiplier applicable to total rehabilitation expenditure to be
3.477. The $323.4 million spend on rehabilitation projects
results in an estimated total change in gross output of at least
$1,100 million.

Increased Earnings

Using the multiplier compiled by the Bureau of Economic Analysis
to measure the ratio of earnings and gross output, we estimate
that the $323.4 million spent on certified rehabilitation
projects has resulted in a $324.97 million increase in earnings
within Illinois. These increased earnings, in turn, spur

additional spending and create additional tax receipts for the

Illinois treasury.

Employment Effects

Based upon "standard construction industry ratios between
construction expenditures and jobs created, we estimate that at

least 15,103 ]obs have been created as a result of the

expenditure en certified rehabilitation projects in the state.
Because rehabilitation work is more labor intensive, however,

than the average construction industry job, we believe it

appropriate to increase the direct construction multiplier by

33%, or 3.1 jobs per $1.0 million in rehabilitation expenditure.
This means there have been 16,106 jobs created in Illinois since
1978 as a result of certified rehabilitation of historic
buildings. By contrast, it has taken only two full-time jobs in

the Department of Conservation to administer the program.

State of Illinois Taxes

Certified rehabilitation of historic buildings in Illinois has
had a substantial positive effect on State of Illinois taxes.
Total state level taxes generated by $323.4 million in certified
rehabilitation expenditures in Illinois are estimated as follows;
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Personal Income Taxes $ 8,680,000
Corporate Income Taxes 318,500
Unemployment Taxes 6,060,000
Sales Taxes 14, 280,000

Total $29,338,500

County and Local Taxes

County and local governments have also benefited from the
additional sales taxes and property taxes generated by certified
rehabilitation of historic structures in Illinois. We estimate
the total local sales taxes generated as follows:

Chicago $7,431,600
Cook County Outside Chicago 24,400
Other RTA Counties 97,250
Other "Counties " 287, 600

Total $7,840,850

Completed rehabilitation projects generate significant local
property taxes every year. We estimate those local property tax
revenues generated annually as follows:

Adams County $ 141,254
Alexander County 629
Carroll County 3,239
Champaign County 2,186
Cook County 23,132,703
DuPage County 7,078
Hancock County 2,486
Jo Daviess 305,876
Kane County 233,321
Lake County 7,665
Livingston County 3,528
Logan County 1,370
Madison County 1,491
Morgan County 2,558
McLean County 4,675
Ogle County 1,151
Peoria County 163,267
St. Clair County 6,072
Sangamon County 190,106
Tazewell County 80,865
Will County 3.327
Winnebago County 127, 389

Total $24,422,640
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Total State and Local Benefits

The benefits we have found may be summarized as follows:

Total Certified Rehabilitation Projects 141

Total Rehabilitation Expenditures i 323.42 million

Total Change in Illinois Gross Output $1,124.46 million

Total Change in Illinois Earnings $ 324.97 million

Total Number of Jobs Created 16,106

State Tax Revenue Generated

Personal Income Taxes $ 8.68 million
Corporate Income Taxes i 0.32 million
Unemployment Taxes i 6.06 million
State Sales Taxes J 14.28 million
Total State Taxes 1 29.34 million

Local Taxes

Total Sales Taxes $ 7.84 million
Total Property Taxes J 24.42 million
Total Local Taxes '$ 32.26 million

RESULTS OF THE DEVELOPERS SURVEY

Shlaes & Co. sent questionnaires to the 103 developers in the
State of Illinois who have started certified rehabilitation
projects after the advent of a 25% investment tax credit in

1981. The survey questions and responses of the developers were
as follows:

How would you rate the importance of the 25% investment tax
credit in making your project feasible?

Number of % of Total
Response Responses Who Responded

Very important 77

Important 8 15

Slightly important 3 6

Not important 1 2
52 100
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. FEDERAL INCOME TAXES AND CERTIFIED REHABILITATION IN ILLINOIS

Certified rehabilitation projects return virtually all of the
investment tax credit to the federal Treasury in the form of
taxes paid later because of sale o£ the projects and because of
taxes on gross earnings generated by the rehabilitation.

When a typical eight year holding period is considered, every one
million dollars in investment tax credits eventually result in a
repayment to the federal government of $153,333 (15.3%) in taxes.
At a discount rate of 13,0%, the present value of that eventual
payment is $57,665.

That amount of tax credits or earnings generate $760,000 in
individual federal income tax payments.

Every four million dollars in rehabilitation expenditure — or
one million dollars in investment tax credit — therefore produce
$17,088 in additional corporate income taxes paid by the
construction industry to the federal government.

Total earnir.gs in Illinois ger.erated by rehabilitation affect
corporations in sectors other than the construction industry.
Every four million dollars in rehab expenditures — or one
million dollars in tax credits — produce an additional $18,403
for corporations in sectors other than the construction industry.

Therefore the investment tax credit is virtually offset by total
federal income taxes generated by its use, summarized as follows:

Tax at sale of property $153,333
Personal income taxes 780,000
Corporate income taxes 35, 491
Total $968,824

Even when the income taxes returned to the federal government at
sale of the property are discounted to present value, the total
tax loss to the federal Treasury is only about $127,000, or 12.7%
of the tax credit.
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Chairman Rangel. Mr. Hood.

STATEMENT OF JOHN A. HOOD, VICE PRESIDENT, VOLUN-
TEERS OF AMERICA, ON BEHALF OF THE NATIONAL AS-
SISTED HOUSING MANAGEMENT ASSOCIATION

Mr. Hood. Mr. Chairman, my name is John Hood. I am testify-

ing today on behalf of the National Assisted Housing Management
Association. NAHMA represents the professional managers of pri-

vately owned, federally assisted housing.
I, myself, oversee management of over 10,000 low- and moderate-

income housing units through Volunteers of America, with its

headquarters in Louisiana.
NAHMA believes that the proposal listed in the subcommittee's

June 2 press release for a low-income housing preservation deduc-
tion is a very creative and effective way to address the problem of

the Nation's aging stock of existing low-income housing. The pro-

posal would allow future purchasers of eligible low-income projects

to depreciate the project under a straight-line, 15-year schedule,

and to deduct losses from the project against nonpassive income, as

in the case of the low-income housing tax credits. NAHMA hopes
that the committee will seriously consider this proposal along with
one I will mention shortly.

Mr. Chairman, it is widely recognized that there is a critical na-
tional shortage of affordable housing assistance. At the same time
as the need is growing, the stock of already existing low-income
housing has been getting older.

All the projects built under the HUD 221(d)(3) and 236 programs
are over 25 years old, and many are older. The Section 8 program,
which replaced these earlier programs, dates to 1974, and many of

these projects are beginning to age as well.

Members of NAHMA work as property managers every day with
HUD and the owners to ensure affordable, safe, sanitary and de-

cent housing to every project assisted by these programs. Yet we
face increasingly severe problems managing these aging projects.

They need capital to improve such things as roofs, heating sys-

tems, windows, and floors. In many cases the existing owners do
not have the resources needed to preserve these projects and the
current owners of these projects are prevented from selling to own-
ers with additional capital by the existing tax they would have to

pay on their paper gain.

Without a program to address the capital needs of this inventory,

much of it is at risk. Yet to date the existing programs have not
helped.
The appropriations bill the House passed a few weeks ago cut the

administration's request for the flexible subsidy programs almost
in half, to $35.75 million. Congress passed ELIHPA and LIHPRHA
to prevent prepayment of mortgages on many of these projects. But
they only apply to projects with a certain equity value that have
a realistic option of converting market rate projects.

Finally, the low-income housing tax credit as currently designed
has not made a significant contribution to preserving existing low-
income projects. The limited size of the credit program in each
State and the predisposition to encourage the construction of new
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low-income housing has left little room thus far for using the tax
credits to preserve low-income units.

NAHMA is already on record in support of changes designed to

enhance the preservation role of the credit. The proposed changes
to the tax law would make it more attractive for existing owners
to take in new partners who have raised additional private capital

through the use of the low-income tax credit.

The proposal will allocate to the additional investors all of the
tax benefits of the credit. It will protect the existing owners from
having to pay taxes on the paper gain attributed to them when
their ownership interest is diluted by the addition of new partners.
We continue to strongly support this idea and want to work with

vou in securing its adoption. Additional measures are necessary,
however, to address all those cases where new investors are unable
or unwilling to obtain tax credits and to enter into joint ownership
with the existing investors.

In these circumstances, the proposed housing preservation deduc-
tion, which is the subject of these hearings, provides an innovative
way to provide a new incentive to investors to invest in and im-
prove the existing low-income housing stock. This deduction would
provide just enough boost to the currently depressed values of

these projects to permit current investors to sell these projects

without suffering an out-of-pocket loss. HUD would exercise its reg-

ulatory powers over the sale of all these projects to ensure that the
ownership will benefit the project and the tenants.

The targeting requirements governing the age and type of
projects eligible for the deduction would ensure that the program
benefits, only the aging stock of existing low-income projects. At
the same time, the expense of the new deduction to the Treasury
would be offset by the capital gains tax paid by the seller.

The Joint Tax Committee estimates that the proposal would onlv
cost Treasury over 5 years between $56 and $157 million in total,

depending on the exact terms of the provision.

Mr. Chairman, we therefore hope the committee will move
promptly to consider and approve both the housing preservation de-

duction and the changes described to permit existing owners to

take in new investors.

Thank you.
[The prepared statement follows:]
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Statement of Mr. John A. Hood

on Behalf of the

National Assisted Housing Management Association

Subcommittee on Select Revenue Measures

Committee on Ways and Means

July 13, 1993

Mr. Chairman my name is John A. Hood. I am testifying today
on behalf of the National Assisted Housing Management
Association. NAHMA represents the professional managers of
privately owned, federally assisted housing. I myself am Vice
President of a non-profit orgemization. Volunteers of America,
and President of its affiliate, the VOA National Housing
Corporation. In the latter capacity I oversee meuiagement of over
60 low euid moderate income housing con^lexes, with a total of
over 10,000 units. We appreciate the opportunity to testify on
proposals that would promote the preservation of existing low-
income housing. The condition of much of the nation's existing
stock of assisted housing is a serious problem, and we con^liment
this subcommittee on its decision to consider this in^jortant
issue as part of these hearings.

The Pressing Need to Preserve Existing Low- Income Housing.

Let me first briefly summarize the problem. Today it is
widely recognized that there is a critical national shortage of
affordable housing. For example, according to the National
Housing Task Force, between the middle 1970s and the middle 1980s
there was a decrease of 2.5 million units in the available number
of affordeJale units renting for less than $250 a month. A 1992
Harvard study estimated that there were 4.1 million units of HUD
or privately owned, publicly assisted units, while there are 13.8
million households eligible to receive HUD- funded housing
assistance.

At the same time that the need for additional assisted
housing grows, the stock of already existing low- income housing
has been getting older.

According to figures provided by HUD, for exaii5)le, there are
some 561,428 remaining projects assisted under either the old
Section 221(d) (3) Below Market Interest Rate program or the
Section 236 program. These two programs date from the 1960s.
The Section 221(d) (3) program was suspended in 1968, and the
Section 236 progreim was suspended in 1976. Thus, all the
projects built under these programs are now over 15 years old,
and many are over 30 years old.

There are also a number of existing low- income housing
projects originally built with HUD assistance under the olJ
Section 221(d) (3) Market rate program. This program, which
originated in the 1950s, was suspended in 1968. As a result,
most of these projects are at least 25 years old, and many are
older. Finally, since 1974 the major HUD program for promoting
new construction for low- income tenants has been the Section 8

program, often fincuiced under the Section 221(d) (4) insurance
program. By now, many of these projects are beginning to age as
well.

Altogether, according to HUD figures there are some 8,562
projects built under the Section 221(d)(3), Section 236, and
Section 221(d) (4) programs that are at least 10 years and which
are still serving at least a majority of low- income tenants. In
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total, these projects contain some 854,980 units. Located in
every state of the country, these low- income projects represent a
valuable national resource. They provide decent housing to
tenants who otherwise could not afford decent housing.

Members of NAHMA work as property managers every day with
HUD and the owners to ensure affordeible, safe and sanitary
housing to every tenant in these projects. Yet we face
increasingly severe problems managing these aging projects. The
current owners of many of these projects purchased the projects
in the early 1980s. Increasingly these projects now need capital
iit^rovements such as new roofs, heating systems, windows, auid

flooring.

Our assessment was confirmed earlier this year by the
Administration in its February report A Vision of Change for
America . In this explanation of its economic recovery plan, the
Administration called generally for additional funding to "repair
and restore the nation's stock of assisted rental housing, most
of which is 20 to 30 years old. Many units are in deteriorated
buildings. Many operators of buildings are also financially
troubled.

"

While the need is great, in many cases the existing owners
do not have the resources, or in some cases perhaps even the
incentive, to preserve these projects. The market value of many
of the properties has fallen significantly, fueled by the far-
reaching cheuiges made in 1986 in the tsnc laws and by the
projects' increasing age. Either now, or in a few years, many of
the projects will be fully depreciated. Additional debt
financing to fund improvements is difficult to obtain, and in any
event would likely lead to increased rents, smd the need for
additional federal funding for rental assistance.

In the past, low- income projects in need of additional
capital could and frequently would be sold to new investors, who
would raise additional capital to purchase and rehaibilitate the
projects. It is no longer possible as a practical matter to do
so under current market conditions. This is because the current
investors in the property would owe considerable taxes upon sale.
The depreciated teuc base for the projects would subject the
owners to a significant "paper gain." This gain will
substantially exceed the cash the owners can get for the
projects. As a result, a sale would likely result in out-of-
pocket losses to the investors. Few, if any, investors are
interested in selling under these circumstances.

Yet, without the necessary tools to address the capital
needs of this inventory, much of it will be at risk. Living
conditions for the tenants may gradually deteriorate, while HUD
has neither the personnel nor the resources to effectively
monitor the asset. If the federal government does not act to
preserve this existing housing, Congress will be faced with the
far higher expense of building new low- income housing to replace
the stock that has been lost.

Any Federal Response to the Problem To Date .

Although the problem is clear, there are relatively few
federal programs to address the problem. Those that exist have
been largely underfunded, or have proven to date to have little
applicability to the problem.

For example, HUD's flexible subsidy program was originally
designed to help owners of aging low- income projects to maintain
their projects. The program has been very seriously underfunded
in past years, however. For FY '94 the Administration requested
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$65.7 million, but the appropriation bill approved by the House
on July 1 provides only $35.75 million.

Another tool for helping to preserve existing low- income
housing is HUD's Section 8 Loan Management Set Aside program.
But this program too has been slashed. The House-passed version
of the HXJD appropriation bill for FY' 94 reduced this program from
approximately 6,000 units to slightly more than 4,000 units.

Neither the Emergency Low- Income Housing Preservation Act of
1987 (ELIHPA) , nor the Low-Income Housing Preservation and
Resident Homeownership Act of 1990 (LIHPRHA) offers an answer to
the needs of most of the projects. These laws were passed in
response to Congressional concerns that some owners would prepay
their HUD mortgages on Section 221(d) (3) and Section 236 projects
at least 20 years old, and offer them to the general public at
market rates out of reach of low- income tenants. ELIHPA and
LIHPRHA only are available to those projects that have a
realistic chance to prepay their mortgages after 20 years, and to
convert to market rate projects. Many of the projects in the
existing stock either may not prepay until 40 years, or they
simply are not commercially viable projects for whom conversion
is a realistic option. In any event, the equity value of many of
the projects is so low that they could not qualify for incentives
and assistance under the terms of ELIHPA or LIHPRHA.

Finally, as a practical matter the low- income housing tax
credit as currently designed has not made a significant
contribution to preserving existing low- income projects. As this
Committee is aware, the credit has been practically the only
program available to help increase the supply of low- income
housing. Virtually all of the low- income housing built in the
last few years has been built with credits. The limited size of
the credit program in each state, and a predisposition to
encourage the construction of new low- income housing has left
little room thus far for using the credit to preserve existing
low- income units.

In the absence of an existing programmatic solution to the
problem, a number of proposals have been made for new ways to
address the problem. This includes proposals to forgive the
existing owners the taxes otherwise due if the current owners
sell to a certain category of new buyers. Another approach would
be to radically expand the funds available to HUD to directly
assist these aging properties. Experience indicates that neither
of these approaches is a practical solution given current
budgetary restraints

.

Practical Solutions to the Problem Do Exist .

The need to preserve the existing low- income housing stock
is too serious a problem to defer any longer. We therefore urge
this Committee to consider new approaches that use the tax code
in innovative ways to provide, with little or no adverse
consequences to the Treasury, new incentives to investors to
invest in, and improve, the existing low- income units.

NAHMA previously testified be<=ore the Ways and Means
Committee on March 23 in support of a proposal that would permit
existing owners to take in new partners with additional private
capital raised through use of the low- income housing tax credit.
The proposal would allocate to the additional investors all of
the tax benefits of the credits. It also would protect the
existing owners from having to pay tcixes on the "paper gains"
attributed to them when their ownership interest is diluted by
the addition of the new partners. We continue to strongly
support this idea, and want to work with you in securing its
adoption.
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This approach is useful when the existing owners wish to
retain a reduced interest in the project, and when the existing
project is allocated some of the state's tax credits. It would
not, however, address all those cases where credits are not
available to the project, or when the existing owners want to
sell their entire interest to new investors with new capital,
rather than attempt to share ownership with the new investors.

NAHMA therefore hopes this Committee will also seriously
consider the proposal listed in your June 2 press release for a
housing preservation deduction to assist in the rehabilitation of
certain privately- owned low- income housing.

The proposed housing preservation deduction would allow
future purchasers of eligible low- income projects to depreciate
the project over 15 years (straight line) , and the individual
investor will be able to deduct losses from the project against
non-passive income, as in the case of the low- income housing tax
credit. To be eligible, the project will have to be at least 10
years old, and insured or assisted under either (i) the Section
221(d) (3) Below Market Interest Rate program, (ii) the Section
221(d)(3) Market Rate program, (iii) Section 236, or (iv) Section
221(d) (4). In all these cases, at least 50% of the projects'
units must be occupied by tenants with incomes that are less than
80% of the area median gross income. In the case of the Section
221d) (4) and Section 221(d) (3) Market Rate programs, at least 50%
of the units must also be receiving Section 8 rental assistance.
These requirements will ensure that the projects are truly
serving the needy. Failure to continue to satisfy these income
standards would result in the loss of the deduction. The
purchaser will also have to agree to expend at least 10% of the
purchase price of the building on rehabilitation work (or more if
required by HUD at the time of the purchase)

.

The housing preservation deduction will not be available to
the current owners of the project, and the investors in the
entity currently owning the project will be required to pay
capital gains taxes upon sale of the project. No project may
participate in the program if it is also receiving benefits under
the low- income housing tax credit, the Low- Income Housing
Preservation and Resident Homeownership Act of 1990, or the
Emergency Low- Income Housing Preservation Act of 1987.
Properties that are a part of a like-kind exchange, or sold to
related parties will not be eligible for the deduction. The
provision would be permanent, so that it would continue to apply
to any subsequent resale and purchase of the property. The
benefits provided the new owner in the form of deductions would
be recaptured by the Treasury when the property is subsequently
resold.

The deduction would make it possible to replace the current
owners of the projects with new owners who would have the private
capital and the motivation to maintain the property for the
tenants. And at the same time, HUD could exercise its regulatory
powers to ensure that sales only took place when it was to the
benefit of the project and its tenants.

The housing preservation deduction could encourage the sale
and rehabilitation of projects with little or no cost to the
Treasury. This is because the expense of the tax benefits
availcible to the new owners would be offset by the capital gains
taxes paid by the seller, and because the tax benefits provided
the new owners would be recaptured when the property is resold.

I understand that the Joint Taix committee has in fact
estimated that the proposal would only cost the Treasury a total
over 5 years of between $56 million and $157 million, depending
on the exact terms of the provision.
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This approach, and the one I previously mentioned that would
modify the low- income tax credit, are complementary. They both
can mcike substantial contributions to preserving the existing
low- income housing stock.

In short Mr. Chairman, there is a serious need to preserve
the aging stock of privately- owned assisted housing stock. This
will never happen without some assistance from the federal
government, since otherwise there is little incentive for private
investors to invest in assisted housing. The low- income housing
tax credit is one such effort. It has been effective in
encouraging through the tax code private investment in new low-
income housing, but it has not yet been of any great help to
existing housing. Our proposal previously outlined by NAHMA
President Charles Wilkins in another hearing before the Ways and
Means committee will address this matter. Other relief from the
tax laws especially designed to aid existing housing is also
needed, however. The low- income housing preservation deduction
that is the subject of this hearing offers one very creative and
effective way to address this problem. We hope the Committee
will move promptly to explore and approve both proposals.
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Chairman Rangel. President Lewis, good to see you again. Wel-
come to the committee.

STATEMENT OF TERRY LEWIS, PRESIDENT, NATIONAL
ASSOCIATION OF HOUSING COOPERATIVES

Ms. Lewis. Thank vou, Mr. Rangel.
It is a pleasure to be here and it is a pleasure to speak on behalf

of a bill that you know well, H.R. 1908, which you have introduced
to clarify section 277 of the Internal Revenue Code does not apply
to housing co-ops.

I have substantial written information in my statement. I would
like also to submit the written statement of Russell Nota, the presi-

dent and chief executive officer of the National Cooperative Busi-
ness Association
Chairman Rangel. Without objection.

Ms. Lewis [continuing]. In support of our statement.
What I would like to do today is essentially summarize my writ-

ten statement and expand on the excellent remarks of Mr. Schu-
mer.
You know, housing cooperatives are the oldest form of multifam-

ily resident ownership in this country. Long before there was ever
a condominium, people got together to form a corporation to own
multifamily housing and then to lease it back to themselves as
shareholders in that corporation. That is what a housing coopera-
tive is, and I know you know that very well.

Half of the housing cooperatives in this coimtry are in the New
York City area, but tne other half are scattered around the country
in every urban and many rural locations.

You had the opportunity about a week and a half ago to speak
before a board meeting of the National Association of Housing Co-
operatives. I asked the people who were not from the New York
City area to stand up and most of the people in the room did so.

Housing cooperatives are recognized by the Federal Government
as an excellent purveyor of affordable housing. Housing coopera-
tives have been assisted through FHA mortgages.
Housing cooperatives have been formed under the 221(d)(3) and

236 program, and housing cooperatives exist outside of any Fed-
eral, State or local assistance, insurance or subsidy program. They
do a better job of providing affordable housing than any other form
of ownership.

In 1971 a study by the Federal Government indicated clearly
that housing cooperatives defaulted less under the 221(d)(3) pro-

gram than either for-profit rental housing or nonprofit-owned hous-
ing.

In the 213 program, rental housing has substantial defaults. The
co-ops under the 213 program get a rebate on their insurance pre-

mium every year.
Recently a study was done comparing rental housing managed by

the same managing agent as cooperatively owned housing. In every
case there was a significant cost savings in the cooperatively owned
housing.
Why is that? There is nothing more important than cost savings

to the residents of cooperative housing. They own that building.

They don't pay a profit to anybody.
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Now, cooperative housing, along with other forms of cooperative
ownership, has been taxed comprehensively under subchapter T of
the code, since before the 1954 Tax Code.
Your bill simply codifies what NAHC has argued for many years

is existing law. It includes the protections that case law have added
to the statutes against any form of tax shelter by codifying Farm
Service Cooperative v. Commissioner.
This is a provision that is regarded as important by the Office

of Greneral Counsel at Treasury. On that basis, it also goes ahead
to specify the treatment that we believe existing law would accord
under subchapter T in certain repeated situations that have been
the object of IRS scrutiny under 277.

Our position has been vindicated between the time this statutory
language was drafted and now by a decision called Landmark, Inc.

V. the United States, in which the Court of Claims held that 277
did not apply to housing cooperatives. There was not a housing co-

operative involved—and has mentioned the Farm Service Coopera-
tive as a substantial reason why 277 ought not to be imposed after

the fact on cooperatives under these circumstances. Given that
your bill simply codifies what we believe to be existing law, the ret-

roactive provisions in your bill are very important.
Trump Village Three, which Mr. Schumer spoke so compellingly

about, is low- and moderate-income, and state Mitchell-Lama. Of
those elderly persons, it is estimated that currently about 10 per-

cent are on some form of assistance.

If the IRS succeeds in imposing that 3 million dollars' worth of
penalties, the increase in carrying charges that will have to be
charged to those people will mean that at least three times as
many, and perhaps as many as six times as many, of those elderly
residents will have to go on assistance in order to be able to remain
in their units. That is not a result that I believe you would approve
of and I don't believe that is a result that the Congress would ap-
prove of
Thank you very much.
[The prepared statement follows:]
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Committee on Ways and Means

U. S. House of Representatives

July 13, 1993

Mr. Chairman and Members of the Subcommittee:

Today, I am pleased to testify before you in support of H.R. 1908, a bill introduced by

Chairman Rangel to clarify that Section 277 of the Internal Revenue Code does not apply to

housing cooperatives. H.R. 1908 will also clarify how certain income of a housing cooperative

is to be taxed under subchapter T of the Code. These provisions will promote tax fairness and

erase a serious threat to the viability of much of our country's stock of affordable, cooperatively-

owned housing.

In cities large and small across this nation, cooperatives provide affordable housing to their

resident-owners through efficient, cost-based opoation. The federal government has fostered

this affordable housing through FHA-insured mortgages and through assistance under a wide

variety of housing programs designed to aid low- and moderate-income families. State and local

governments have added their own support through a variety of funding strategies.

Some of these cooperatives go beyond providing affordable housing to their current resident-

owners by controlling resale prices and thus retaining affordability to a target population of low-

and moderate-income potential purchasers.

All of these cooperatives are threatened by a recent practice of the IRS which seeks to break

apan the cooperative enterprise, and separately tax sources of income which, though functionally

tied to the provision of housing, would, when set apan, have few or no offsetting deductions.

Here is just one example: when cooperatives accumulate reserves to replace worn-out roofs,

furnaces and water-heaters (as they are required to do when they are financed by FHA-insured

mortgages) and prudently invest those reserves in federally-insured CD's or savings accounts (as

they are also required to do under FHA regulation), that interest income would be set apart and

subject - without deductions - to taxation at the highest corporate rate.

This punitive result is based on an IRS position with dubious legislative foundation - an anempt

to apply section 277 of the Code, adopted in 1969 to deal with non-exempt country clubs and

the like ~ to cooperative housing corporations.

By its own terms, §277 applies to 'a social ciub or other membership organization*. As the

U.S. Court of Claims held in ^.andmarK, ''m;. v. U.S. . it does nQ{ apply to "corporations doing

business on a cooperative basis" (including, per Park Place v. Commia.«tinner . 57 T.C. 767

(1972), "cooperative housing corporations' as defined in IRC §216), which are the subject of

comprehensive tax treatment under subchapter T of the Code.

The legislative history of §277's 1969 enactment strongly denies its applicability to cooperauves.

While the House Report referred to "cooperatives'' as potentially falling under §277, the Senate

and Conference Reporu dropped all reference to cooperatives. The Senate Finance Committee
decided that the tax treatment of cooperatives was to be extensively studied and that a legislative

proposal should be developed after the study. The revenue estimates accompanying the Soiate

Finance Committee Report on §277 show no revenue impacts on cooperatives.

The Senate floor ddtate is conclusive. SenaUM- Ribicoff proposed an amendment to tax the

income of cooperatives from activities unrelated to their basic marketing and purchasing

functions. As reported in 1 15 Cong. Rcc. (December 4, 1969), he stated:

Regrettably, the Senate bill has deleted even those weak amendments dealing with
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cooperative taxes contained in the bill passed by the House of Representatives.

The Finance Committee has also imposed a lax on the unrelated activities of

social clubs, fraternal organizations, and even churches. Where these

organizations have extended their activities into fields outside the scope of tax

exemption, the income from these activities will be taxed at regular corporate

rates.

It is hard to justify a bill which taxes the unrelatedfunctions of these groups yet

has ignored the same type of activities of cooperatives, (at 37063, emphasis

added)

After debate, including a stttcment by Senator Talmadge pointing out that, under subchapter T.

nonexempt cooperatives were already subject to tax on their nonpatronage earnings (at 37061 -

37062), the Senate voted 81-1 1 against Senator Ribicoff s amendment.

It doesn't seem likely that the Senate voted and debated without purpose.

In support of its position, the IRS ignores this legislative history and points to the 1976

legislative history of §528 (relating to the taxation of condominium associations), which contains

a gratuitous remark suggesting that §277 applies to housing cooperatives.

It is black letter law that statements of a subsequent Congress are without authority as to the

legislative intent of an earlier Congress (See. e.g.. Rolling Rock Country Club v. U.S. . 785

F,2d 93 (3d Cir., 1986)). Even were that not the case, the Conference Report for the 1989

Budget Reconciliation Act demolishes any inference raised by the 1976 legislative history of

§528. The House version contained a provision (not found m either the Senate version or the

final bill) amending the tax treatment of cooperative housing corporations upon dissolution. The

Ways and Means Committee Report had included, by way of explanation, a reference to a Tax

Court case (Concord Consumer Housing Cooperative v. Commissioner. 89 T.C. 105 (1987))

applying §277 to a housing entity which it expressly declined to consider either a "cooperative

housing corporation" under IRC §216 or a "corporation doing business on a cooperative basis"

under subchapter T. The Conference Report sutes the following, with regard to the reference

to Concord Consvp^gTs:

In this case, both parties assumed that section 277 applied and no issue regarding

its application was raised. The Tax Court did not determine whether the taxpayer

was a section 216 housing cooperative. The Tax Court thus did not specifically

reach the issue whether section 277 applies to a section 216 housing cooperative.

The conferees wish to make clear that no inference one wav or the other is

intended bv reference to ^hi^
pfln'yi''a'' CT'T (emphasis added)

While H.R. 1908 will clearly solve the problem, it is the litigating position taken by the IRS,

not existing law , which makes it necessary. Housing cooperatives are doing their best to battle

the IRS in the Courts, where resolution may take ten to fifteen years. In the meantime, the IRS

has proposed deficiencies and added penalties which are forcing numerous individual

cooperatives to choose between substantial and unfair over-payments or expensive litigation.

Either choice is costly, and thus a threat to the precious stock of affordable housing which this

Congress has fought so hard to defend.

H.R. 1908 eliminates the threat, both proq)ectively and retroactively, by making it clear that a

cooperative housing corporation is not subject to section 277, by codifying the applicability of

subchapter T of the Code, which comprehensively deals with the taxation of cooperative entities,

to housing cooperatives (the holding in Park Place , supra.) and by going on to eliminate the need

for further costly litigation by specifying appropriate tax treatment in certain frequently-

encountered situations. To the greatest extent possible, the bill attempts to codify what the

National Association of Housing Cooperatives believes and has argued for many years i ^ existing

law. To a large extent (the case did not present an opportunity to test all of our arguments), our

position has been vindicated by the U. S. Court of Claims in Landmark. Inc. v. U.S. . supra..

Viewed in this light, the Bill's retroactivity is amply justified.
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Chaimuui Rangel's bill reaches for ftimess and the dimination of uncertainty by codifying what

can objectively be considered to be existing law. While it eliminates the threat of over-taxation,

you can rest assured that it will not create any loop-holes or inappropriate tax advantages. It

contains a specific restriction against the set-off of losses related to the provision of housing

against unrelated income. This provision effectively codifies Farm Service Cooperative v

Commissioner . 619 F.2d 718. 725 (8th Cir. 1980), rev'g. in part 70 T.C. 145 (1978). which

is viewed as an important clarification by the IRS.

In prospective form, this bill has twice been included by Congress in revenue measures which,

for unrelated reasons, were vetoed by former President Bush.

I know that each of you is concerned with tax &iniess and that many of you have shown special

concern for protecting affordable housing. This bill strives for both, and deserves your utmost

support.
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Chairman Rangel. Thank you.
I agree with you. If we are clarifying the law and we find that

there has been an inequity in the terms of existing law, retroactive
certainly should be the equitable thing to do. We are having a
problem, of course, with Treasury, and perhaps the other body, as
they resist any legislation being retroactive.

I can see where the liability is retroactive, that there should be
an inequity objection, but certainly not in removing the liability

that should not have existed in the first place.

So I want to thank you for the leadership that you and your na-
tional association have provided in this area, because it helps when
it doesn't appear to be a New York problem.
As relates to the tax credits for preservation, I personally have

offered and supported tax credits in the code to do what it ap-
peared as though our country was not prepared to do. But I really

don't think that it is equitable to use the Tax Code to provide a
social good when basically we are providing shelters and opportuni-
ties for the veiy wealthy to get a benefit. And whether it is tar-

geted jobs credit or it is low-income housing credit, or whether it

is preserving our national heritage, these things which a nation
should do because it is the right thing to do, we find ourselves re-

warding people as investors rather than as patriots.

How would you respond to that, Mr. Schwartz?
Mr. Schwartz. Mr. Chairman, what we find is that the credit

tends to be used in the inner cities to help revive neighborhoods
that are distressed, that the credit tends to be used to provide
housing for low-income people
Chairman Rangel. Mr. Schwartz, the credit tends to do that be-

cause the law targets it to these areas. But it is not that the inves-

tor cares where it is being used; is it? I mean, we don't find people
who want to help the poor, so therefore they are going to invest.

I have never thought that that was being used in order to get
people to take advantage of the bill.

Mr. Schwartz. I would say, Mr. Chairman, this is a direct ana-
log to the low-income housing credit. In many cases the investors

who provide the equity capital to build those low-income units, they
don't particularly have a social objective in mind. They are trying

to realize a return on their equity and yet they are achieving a so-

cial purpose, which is providing housing for low-income people.

Chairman Rangel. Mr. Schwartz, if the objective was not as you
stated it, I would not be supporting these credits. I am just asking
whether or not, in your opinion, we should continue the credit

route and just give up on our Government and in not doing what
is right and equitable, and that is to protect our heritage.

I just sometimes get annoyed that it takes rich investors in order
for our government to do the right thing.

Mr. Schwartz. Well, it is a frustration to us, too, Mr. Chairman.
Chairman Rangel. You would prefer that it would be done in the

grants and other ways rather than through incentives to people to

not pay their just taxes?
Mr. Schwartz. I think our experience has been that it takes a

measure of financial incentive to make these preservation projects

happen, and unfortunately that is the case.
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Chairman Rangel. I am embarrassed because I came here to re-

form the tax law and it looks like I am providing more credits and
loopholes than most of the Members on the committee, but we will

keep doing it until we get it right.

Yes, ma am, Ms. Longsworth.
Ms. Longsworth. One of the things that should be noted is that

the rehab credits are a very low administrative overhead program.
For instance, in the State of Illinois, when I talked about 323 mil-
lion dollars' worth of investment, the certification was done by two
full-time employees in the State of Illinois. So we offer something
where the private investor really has an opportunity to help our
cities and doesn't have to go through layers and layers of bureauc-
racy. It has been very effective because of that.

Historic rehab has to meet the Secretary of Interior's standards,
standards for qualification of the building and for rehab. We feel

that is important because it limits the universe of properties that
are eligible. Many of those properties are abandoned schools in

neighborhoods that could meet the needs of the elderly or families
rather than being fenced up.

When I heard witnesses talk about industrial factories being
fenced up because of toxic waste, I decided it is just as bad to have
a major building abandoned in the center of a neighborhood as it

is to have an industrial site, and we feel that the rehab credits

have been successful in reversing this national problem.
Chairman Rangel. But you are not suggesting that the govern-

ment could not direct that funds be directed in the same way. I

mean, it is not the generosity of the investor that allows the area
to be rehabilitated, or targeted. I mean, any bureaucrat could say,
save that and rehabilitate this, and this is what our government
is prepared to share with you in doing it.

I mean, if we have a system here where—we have just gone
through a tax reform and we are just about to undo all of those
things that we have done because government won't do it, so we
give incentives to people to do what government won't do.

I am a part of the conspiracy, so I am not being critical. I just
hope that there would be more people that would be prepared to

pay a little more in taxes so government can do the right thing
rather than have a handful of people, relatively speaking, in terms
of taxpayers, pay less than their share of taxes in order to do the
right thing by communities and national heritage, and building
low-income housing and providing jobs.

It just seems to me that is not the way it should be, because if

we do that, we could just have the rich pay no taxes and just in-

vest. And we know that capital formation is essential if we are
going to have an economy that is lubricated enough so that even
the poor will be in a position to pay some taxes rather than be un-
employed.
So I just hope that we don't give up on the Government in every

area so that we have to rely on tax shelters. That complicates the
system to such an extent that you find middle-income people that
can't afford to take the risk, as low as it might be, for investment,
paying higher taxes than those people that know how to best invest
and avoid liability. I still haven't given up on tax reform.
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Thank you so much for the contribution that you have made. We
will continue to support these projects until we can find a way to

do it better.

OK, panel 4, Public Securities Association, R. Fenn Putman, vice
chairman, also executive vice president and managing director of
the Municipal Finance Department, Lehman Bros., New York;
National Council of Health Facilities Finance Authorities, Roy A.
Pentilla, who is also executive director, Michigan State Hospital,
Financing Authority, Lansing, Mich.; South Carolina Research Au-
thority, Columbia, S.C, Dr. Robert Henderson, director; and the
National League of Cities, Aurel M. Amdt, general manager, Le-
high Pennsylvania Authority, Allentown, Pa.
Your entire statements will be entered into the record by unani-

mous consent. You may proceed with the time allotted in any man-
ner that you want.
We will start off with the Public Securities Association, Mr.

Putman.

STATEMENT OF R. FENN PUTMAN, VICE CHAIRMAN, PUBLIC
SECURITIES ASSOCIATION, AND MANAGING DIRECTOR, PUB-
LIC FINANCE DEPARTMENT, LEHMAN BROS., INC., NEW
YORK, N.Y.

Mr. Putman. Thank you, Mr. Chairman, and good afternoon. My
name is Fenn Putman. I am the managing director in the Public
Finance Department at the investment banking firm of Lehman
Bros. I speak to you this afternoon as vice chairman of the Public
Securities Association, the PSA. It is the international trade orga-
nization of banks and securities firms that underwrite and trade
municipal securities, U.S. Government and agency securities, mort-
gage-backed securities and money market instruments, totaling
over some $7 trillion. PSA membership accounts for about 95 per-
cent of the Nation's municipal market activity.

PSA commends you, Mr. Chairman, for your leadership on many
issues which PSA strongly advocates, particularly empowerment
zones, the low-income housing tax credits and mortgage revenue
bonds.
We also commend you and this subcommittee for holding this

hearing and I am grateful for this opportunity to participate.
The public finance department of Lehman Bros, is responsible for

structuring and bringing to market the bond offerings of State and
local governments and governmental authorities around the Na-
tion. Virtually every day we work with States and localities to fi-

nance the construction of everything from hospitals and bridges to

airports, sewer systems, highways, educational facilities, and low-
income nousing projects.

Since investors in tax-exempt securities issued to pay for these
programs are willing to accept yields below those on taxable securi-

ties. State and local governments are able to borrow money at the
lowest possible cost through the mimicipal bond market. Therefore,
the tax-exempt feature of most municipal securities is a critically

important form of Federal assistance and encouragement for State
and local governments to invest in capital projects.

In April, PSA submitted written testimony to this subcommittee
on the tax-exempt bond provisions contained in the President's tax
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and budget package. Our written statement discusses a broader
range of these issues before the subcommittee today and contains
much greater detail than time allows me to cover here. Largely as

a result of the provisions contained in the Tax Reform Act of 1986,
the tax-exempt bond market over the past 6 years has become ex-

cessively dependent on the individual investors as a source of de-

mand.
A significant result of the act has been the dramatic loss of com-

mercial bank demand for most municipals. Banks now participate

primarily in the market for bonds issued by veiy small commu-
nities that sell $10 million or less per year.

Communities that qualify as issuers of so-called bank-qualified
bonds enjoy the ability to issue securities with yields significantly

below those offered by communities that do not qualify. Raising the
annual issuance limit for bank-qualified bonds from $10 to $25 mil-

lion as contained in H.R. 2171, a bill proposed by Congressman
John Lewis, would extend the interest rate benefits of bank deduct-
ibility to a wider group of small communities and would provide
small issuers with greater latitude in planning their financial ac-

tivities. We support H.R. 2171 and urge its quick enactment.
Another measure before the subcommittee would maximize the

usefulness of tax-exempt bonds to nonprofit organizations. Cur-
rently, the Tax Code imposes many restrictions on the ability of

these 501(c)(3)s to use tax-exempt financing.

The most significant restriction is the $150 million limitation on
the amount of tax-exempt bonds that nonhospital 501(c)(3) organi-

zations can have outstanding at any one time.

Legislation introduced recently by Congressman Matsui, H.R.
2022, would redefine bonds issued by 501(c)(3) organizations as
public purpose bonds and lift the restrictions that now apply to the
issuance of 501(c)(3) bonds, including the $150 million outstanding
limit. The provision would allow nonprofit organizations in need of
large amounts of capital, including private, research-intensive col-

leges £ind universities, to take advantage of the same financing
tools available to public institutions. PSA supports Congressman
Matsui's proposal.

One of the most significant limitations on tax-exempt bond issu-

ance, known as the unified volume cap, restricts the annual volume
of so-called private-activity bonds that can be issued by each State.

Among the projects that must vie for financing under the cap are
mortgage-revenue bonds, small-issue industrial development bonds,
and a variety of infrastructure projects involving public-private

partnerships.
It is public-private partnerships that have been looked to in re-

cent years to fill the void created by reduced governmental re-

sources. President Clinton's economic policies call for encouraging
such partnerships. In recent years, inflation has eroded the value
of the volume caps and prevented the vast array of projects needed
by States and localities from being built.

Exempting public uses from private-activity bonds and statewide
volume caps, or at least indexing the volume caps to inflation,

would greatly enhance the ability of public-private partnerships to

address investment needs.
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The final tax-exempt proposal I wish to address today would im-
prove the ability of States and localities to leverage Federal funds
provided under the State revolving loan fund program. The most
popular structure for leveraging waste-water revolving funds is

where a State reserves all or a portion of the Federal Government's
contribution as a reserve against State bond issues. The proceeds
of the bond issue, which can be as large as three to four times the
size of the reserve, are lent to communities. However, the reserve
fiind must be treated as bond proceeds for the purpose of invest-

ment yield under tax-exempt bond arbitrage rules. This means that
States must restrict the yield that they earn on the investment of
these reserves even though the funds do not result from proceeds
of a bond issue.

One way to encourage States to leverage their Federal contribu-
tions to a greater extent and to expand indirectly the size of the
revolving funds would be to allow imrestricted investment of re-

serves that back revolving fund bonds. The proposal before the sub-
committee would, to an extent, accomplish this goal.

The municipal market is now a very effective and efficient mar-
ketplace, free of the abusive situations that motivated many of the
changes in 1986. Now the municipal bond market stands ready to

help the Federal, State and local governments finance much needed
public investment.
There seems to be an agreement that our Nation's transportation

and environmental infrastructure needs attention. Through proper
targeting, the Tax Code can be modified to utilize fiilly the cost-ef-

fectiveness of the tax-exempt municipal bond market as a tool in

meeting these policy goals.

Thank you, Mr. Chairman.
[The prepared statement follows:]
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Thank you, Mr. Chairman, and good morning. My name is Fenn Putman. I am a managing

director in the public finance department at the investment banking firm of Lehman Brothers,

Inc. I speak to you this morning in my capacity as Vice-Chairman of the Public Securities

Association (PSA). PSA is the international trade organization of banks and securities firms

that underwrite and trade municipal securities, U.S. Government and agency securities,

mortgage-backed securities and money-market instruments. PSA's membership accounts for

about 95 percent of the nation's municipal market activity. PSA commends you, Mr.

Chairman, for holding this hearing, and we are grateful for the opportunity to participate.

The public finance department at Lehman Brothers is responsible for structuring and bringing

to market the bond offerings of state and local governments and governmental authorities

around the nation. Virtually every day we work with states and localities to finance the

construction of everything from hospitals and bridges to airports, sewer systems, highways and

low-income housing projects. Municipal bond financing plays a vital role in making possible

hundreds of billions of dollars of public investment every year, and helps pay for the water we
drink, the roads on which we drive and the schools in which we educate our children. With

that in mind, I would like to speak to you this morning on a few of the many proposals before

this Subcommittee related to the tax-exempt municipal bond market.

I am very encouraged to see so many proposals before the Subcommittee that address the use

of tax-exempt financing for a wide variety of targeted purposes. The tax-exempt feature of

most municipal securities is the most important form of federal assistance and encouragement

for state and local governments to invest in capital projects. When cooperation among federal,

state and local governments and the private sector in financing public projects is warranted and

justified, expanding the use of bonds is one of the most efficient ways to provide federal

assistance. It is from this perspective that PSA approaches many of the proposals before the

Subcommittee this morning.

In April, PSA submitted written testimony to this Subcommittee on the tax-exempt bond

provisions contained in the President's tax and budget package, and on several other

recommended proposals which would serve the President's policy goals. In this statement, we
address the miscellaneous tax-exempt bond proposals before the Subcommittee today.

Bank Purchases of Municipal Bonds

Over the past six years, the tax-exempt municipal bond market has become excessively

dependent on individual investors as a source of demand, largely as a result of provisions
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contained in the Tax Reform Act of 1986. One significant result of that Act has been the

substantial loss of commercial bank demand for most municipals. Banks now invest only in

the market for bonds issued by very small communities that sell $10 million or less per year.

Raising the annual limit would extend the benefits of bank demand to a broader group of small

communities. Legislation introduced recently by Congressman John Lewis, H.R. 2171, would

raise the limit to $25 million. > The same recommendation was made in the 1989 report of the

Anthony Commission on Public Finance, a panel chaired by former Congressman Beryl

Anthony. As Governor of Arkansas, President Clinton was a member of the Anthony

Commission, and he endorsed the Commission's recommendations. A similar proposal on

bank-qualified bonds was included in H.R. 11, passed last year by the 102nd Congress. In

testimony before this Subcommittee recently. Assistant Treasury Secretary Samuels stated that

the Clinton Administration does not oppose raising the limit to $20 million.

The Tax Reform Act of 1986 (TRA) influenced municipal finance by shifting the incentives

facing potential investors in bonds. The most immediate effect of the TRA with respect to

demand involved commercial banks. Prior to the TRA, commercial banks were allowed to

deduct 80 percent of their interest costs associated with holding tax-exempt bonds. The

bottom-line earnings attributes of municipal bonds made them an efficient tool for bank asset

management. Accordingly, banks were active players in the bond market. By the end of 1985,

banks held $231 billion worth of all municipal bonds outstanding, or 35 percent.

The TRA, however, eliminated the ability of banks to deduct interest costs associated with

carrying tax-exempt securities for all but a small class of municipal bonds. Congress took this

action to ensure that commercial banks could not eliminate their income tax liability. PSA
does not quarrel with the underlying premise of this policy goal. Rather, we are concerned

about the impact that loss of bank deductibility has had on the composition of demand for

municipal bonds, and by extension, what these demand changes portend for the future cost of

borrowing for state and local issuers.

As a result of the 1986 Act, banks have steadily reduced their holdings of bonds. By the end

of 1992, banks held less than $98 billion worth of bonds, amounting to a reduction of $133

billion since 1985. This reduction was accomplished through both the selling of investments

purchased prior to the 1986 Act, or the calling or maturing of those bonds. Consequently,

commercial banks as a group no longer strengthen the bond market, but weaken it, since by

selling bonds they add more supply to the market. In fact, banks undoubtedly would be selling

at a greater rate but for the fact that their holdings in 1986 were grandfathered from the loss of

bank deductibility.

Although it is difficult to quantify precisely, the loss of bank demand has certainly kept

municipal yields higher than they otherwise would have been. One can get an idea of the

importance of bank demand by examining the one sector of bonds that banks are allowed to

purchase with deductibility. In 1986, Congress decided to support the market for bonds issued

by small cities and towns by allowing banks to deduct 80 percent of the cost of carrying public

purpose^ (non-private activity) bonds issued by communities that issue $10 million or less in

such bonds annually. Congressional policy goals have been served well by this provision.

Although disinvesting in the municipal market as a whole, banks have remained active in the

market for bonds issued by small communities (so-called "bank qualified" bonds).

Communities that qualify as issuers of bank-qualified bonds enjoy a yield advantage over

similar communities that do not qualify. This advantage varies widely depending on market

'item nine of the tax-exempt bond proposals contained in the Subcommittee's Press Release #4 dated June 2, 1993

proposes raising the bank-qualified bond limit to $20 million.

^ The Internal Revenue Code distinguishes between bonds issued for purely public uses and bonds issues for

projects with a significant element of private participation. The Code defines "private-activity" bonds as issues

where ten percent or more of the bond proceeds are used by a private entity and ten percent or more of the debt

service is secured by a private entity. In general, private-activity bonds caimot be lax-exempt. However, tax-

exempt private-activity bonds are permitted for certain specific types of projects and facilities, subject to volume

caps and other restrictions.
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conditions, but is currently somewhere in the neighborhood of 20 to 30 basis points (0.20 to

0.30 percentage points) and has been as high as 40 basis points in 1992. In other words, small

issuers are able to finance their public needs more economically because the "bank-qualified"

provision stimulates bank investment. In 1989 approximately $11.5 billion in bank-qualified

securities were issued, resulting in an interest cost savings of between $173 million and $228

million for those issuers over the lives of their issues.

PSA recommends raising the annual issuance limit for bank qualified bonds from $10 million

to $25 million, as contained in Congressman Lewis' bill. Raising the limit would extend the

interest rate benefit of bank deductibility to a wider group of small communities and would

provide current small issuers with greater latitude in planning their financing activities.

Bonds Issued by 501(c)(3) Organizations

Under current law, private entities generally cannot issue tax-exempt securities. However, an

exception is provided for certain types of private-activity bonds, including bonds issued by tax-

exempt, 501(c)(3) organizations. In order to curb the issuance of such securities, the Tax

Code prohibits non-hospital 501(c)(3)s from having more than $150 million of bonds

outstanding at one time. The Code also classifies 501(c)(3) bonds generally as private-activity

bonds, and hence imposes on them certain restrictions that are not applicable to governmental

municipal bonds. The limitations on 501(c)(3) bonds, and especially the $150 million

outstanding provision, have been particularly restrictive for private, non-profit colleges and

universities, who are heavily capital-dependent, especially with regard to research facilities.

Legislation introduced recently by Congressman Robert Matsui, H.R. 2022, would redefine

bonds issued by 501(c)(3) organizations as public purpose (non-private-activity) bonds and lift

the restrictions that now apply to the issuance of 501(c)(3) bonds, including the $150 million

outstanding limit. ^ H.R. 11, passed by Congress last year, would have had the same effect.

Assistant Secretary Samuels stated recently before this Subcommittee that the Administration

does not oppose this proposal.

Private-activity bonds are generally subject to certain issuance restrictions and limitations on

investment. Bonds issued by 501(c)(3) organizations are subject to some of the restrictions,

but exempt from others. For example, 501(c)(3) bonds are exempt from the annual unified

volume cap restriction that limits the issuance of other allowable private-activity bonds.

Interest earned on 501(c)(3) bonds also is not subject to the individual alternative minimum
tax. However, certain restrictions do apply to 501(c)(3) bonds. For example, private-activity

bonds, including 501(c)(3) bonds, cannot be advance refunded. In addition, the portion of

bond proceeds that may be used to pay for the cost of issuing private-activity bonds, including

501(c)(3) bonds, is limited to two percent of the amount of the issue which, in current market

conditions, is not a limitation. The most significant restriction is a $150 million limit on the

amount of tax-exempt bonds that a non-hospital 501(c)(3) organization can have outstanding at

one time. The volume restriction is most acute for private, not-for-profit colleges and

universities.

The $150 million outstanding limit was imposed by Congress in 1986 to restrict the tax-exempt

borrowing of large, well-endowed, private, non-profit colleges and universities. However, the

limit is becoming increasingly restrictive for smaller educational institutions. Although it is

especially problematic for institutions with an emphasis on research, where significant

investment in buildings and equipment is required, it also applies to borrowing for whatever

capital investment may be needed by any private, not-for-profit college or university. No
similar restriction exists for public colleges and universities. Public institutions are permitted

to issue whatever volume of tax-exempt debt they can support.

Because the $150 million limit is becoming increasingly restrictive for smaller educational

institutions, and because the limit puts private institutions at a disadvantage to public

^ This provision is identical to item 13 of the tax-exempt bond proposals contained m the Subcommittee's Press

Release #4 dated June 2, 1993.
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institutions with respect to their ability to borrow funds as cost effectively as possible, the PSA
strongly supports H.R. 2022 and urges its quick enactment.

A second proposal before the Subcommittee would amend the bank deductibility rules for

bonds issued by 501(c)(3) organizations.'* Under current law, 501(c)(3) bonds are eligible for

bank investment, subject to the $10 million per year issuance limit per issuer. Because many

501(c)(3) institutions that borrow in the tax-exempt market often issue bonds through a state or

local agency or authority — and the authority's annual issuance exceeds $10 million — this

limitation effectively prohibits bank investment in the bonds issued by many small, tax-exempt

organizations, and raises the cost of financing for many worthwhile projects. Under the

Subcommittee proposal, the bank deductibility limit for 501(c)(3) organizations would be

lowered from $10 million to $5 million annually, but would be applied at the borrower, rather

than the issuer, level.

Non-profit entities, including hospitals, schools, colleges, nursing homes and religious and

civic organizations, are responsible for a wide variety of worthwhile community projects, such

as low-income housing projects and educational and health-care facilities, projects worthy of

federal encouragement and assistance. For this reason, and because small 501(c)(3) borrowers

tend to have a more difficult time raising capital than larger entities, PSA feels it is appropriate

and desirable to encourage bank investment in bonds issued by small 501(c)(3) organizations.

Such a proposal is also consistent with a proposal made by the Anthony Commission to apply

the bank deductibility limit at the borrower level, rather than at the issuer level, for all small

bond issues. We support applying the small issuer limit at the borrower level.

State Bond Volume Caps

Private-activity tax-exempt bonds, which include mortgage-revenue bonds (MRBs) and small-

issue industrial development bonds (IDBs) as well as bonds issued to finance various

environmental infrastructure facilities and low-income housing projects, among other uses, are

collectively subject to state private-activity bond volume caps. It is necessary for project

developers to compete with each other for cap allocation in order to obtain tax-exempt

financing. Moreover, since the current cap was imposed in 1986, its amount has never been

indexed for inflation. Many worthwhile projects never get financed because of volume cap

limitations. The problem is particularly acute in large, populous states.

The Tax Reform Act of 1986 imposed a number of limitations on the issuance of tax-exempt

bonds by states and localities. One of these limitations, known as the unified volume cap,

restricted the annual volume of so-called "private-activity" bonds that can be issued by each

state. It is public-private partnerships that have been looked to in recent years to fill the void

created by reduced governmental resources. President Clinton's economic policies call for

encouraging such partnerships. Among the projects financed under the cap are mortgage-

revenue bonds (MRBs), small-issue industrial development bonds (IDBs), and a variety of

infrastructure projects involving public-private partnerships. In 1986, the cap was set at the

greater of $75 per capita or $250 million per state. Beginning in 1988, the cap was lowered to

the greater of $50 per capita or $150 million. In recent years, a number of states have begun

to exhaust their annual volume caps and have been forced to postpone or cancel investment

projects involving private activity because tax-exempt financing could not be secured.

Since 1988, inflation has eroded the value of states' volume caps. In real terms, the value of

volume caps actually decreases each year. In constant 1988 dollars, the current cap is about

$41.25 per capita or $120.8 million, not $50 per capita or $150 million. Without any

conscious federal policy decision, the value of state volume caps has fallen by nearly 20

percent in just five years. Under current law, inflation will continue to erode their value, and

fewer and fewer projects will be able to be financed.

* See item eight of the tax-exempt bond proposals contained in the Subcommittee's Press Release #4 dated June 2,

1993.
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The original decision by Congress in 1986 to reduce the cap beginning in 1988 was based on

the assumption that states' authority to issue MRBs and IDBs would expire at the end of 1987.

In fact, because these programs have proven cost effective and successful, they have been

extended several times since then, but the volume cap has not been restored to its 1987 level.

The erosion of states' abilities to issue private-activity bonds has caused a number of states to

exhaust their cap. In 1992, for example, private-activity issuance in five states totaled at least

90 percent of the states' caps. In 37 states, private-activity issuance plus allocated volume that

makes up the carryforward allowancetotaled at least 90 percent of the cap.' Data on eight

states' 1992 volume cap allocations are not yet available. However, 1992 was an unusual year

because the authority to issue MRBs and IDBs expired on June 30, 1992.

Thus far in 1993, there appears to be slightly less pressure on the state volume caps. This is

attributed to two identifiable reasons. First, because of the historically low interest rates,

issuers' primary focus in the last six months has been to reduce the cost of existing debt and

refund outstanding issues. This has actually reduced new money volume for public and private

activity bonds. This downward pressure on new money volume has also been caused by

increased difficulty on the part of issuers to identify sufficient revenue to support new projects.

Secondly, the lapse of the MRB and small-issue IDB programs has caused issuers to delay

allocations of volume cap because there is an anticipation that these programs will be

reauthorized.

Earlier this year, the House, with the President's support, approved a permanent extension for

MRB and small-issue IDB programs. If those programs had been in place for all of 1992,

more states would have exhausted their caps. In 1991, private activity bond issuance in 13

states totaled at least 90 percent of volume cap. In 37 states, private-activity issuance plus

allocated volume that makes up the carryforward allowance totaled at least 90 percent of the

cap.

Limitations on bond issuance caused by volume caps could frustrate Congress' and the

Administration's policy efforts where tax-exempt bonds are employed. For example, MRBs
and IDBs — the authority for which would be extended in the President's plan — require

volume cap allocation. Portions of bond issues from the enterprise and empowerment zones

proposed by the President and passed recently by the House would count toward the volume

caps. It is also clear that this committee believed that the volume caps frustrated the ability of

this nation to develop and employ high-speed rail technology when it included in the Budget

Reconciliation Act a provision exempting high-speed rail bonds from the state volume caps

earlier this year.

There are several options that Congress could undertake to address the issue of volume caps.

The most targeted approach would be to permit certain types of projects to be financed with

tax-exempt securities outside of state volume caps. Many categories of projects, such as solid

and hazardous waste disposal projects, wastewater treatment and collection facilities,

community development and certain multifamily rental housing projects, and transportation

facilities, represent essentially public uses of tax-exempt securities regardless of whether states

or localities solicit private participation in providing the associated services. The most widely

discussed means of legislating such a change is to define in the Tax Code a new classification

of tax-exempt securities known as "public-activity" bonds, which would encompass the above

uses of proceeds. In general, public-activity bonds could be issued without restriction

regardless of the level of private participation as their underlying benefit would be directed to

the public at large. PSA recommends such an approach in exempting public uses of private-

activity bonds from state-wide volume caps. At the very least, the volume caps should be

indexed for inflation to ensure the borrowing capacities of states do not erode over time. A
third alternative would be to allow states to share unused cap allocation with other states that

'if states do not use their entire cap in a given year, they may designate the remaining cap authority for specific

uses in future years. This so-called carryforward allowance must be used within three years. It is important to

consider carryforward allowance when examining volume cap usage because many sutes, knowing that planned

fiiture projects will require substantial cap allocation, reserve cap allocation as carryforward to be combined with

annual volume cap in fiiture years.
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exhaust their cap.^ However, this approach presumably would involve significant

administrative burdens.

Tax-exempt Financing for Public Power Authorities

At a hearing last month, the Subcommittee heard testimony on H.R. 2026, the Renewable and

Energy Efficiency Incentives Act of 1993 introduced earlier this year by Congressman Jim

McDermott.'' PSA commends the creative efforts of Congressman McDermott in drafting

legislation to provide tax incentives for the development of clean, efficient and renewable

energy resources and to promote energy conservation. H.R. 2026 contains tax provisions

which would encourage the development and use of new and promising energy technologies,

such as solar, wind and geothermal. However, there is one provision of the bill to which PSA

strongly objects.

As a means to offset partially the revenue-losing provisions stated above, and as a means to

discourage the use of older energy technologies. Section 302 of H.R. 2026 contains a

provision which would restrict the ability of municipal power authorities to continue to provide

low-cost power to their customers. The bill would eliminate the ability of public power

providers to issue tax-exempt bonds to finance new coal, oil or nuclear energy facilities.

Although it might appear that such a provision would encourage providers to invest in newer

technologies, in fact, the ultimate result would be higher electricity costs for millions of

Americans and a distortion in the electricity market favoring investor-owned utilities over

municipal providers.

Many public power systems are dependent on older technologies to provide service to their

customers due to geographic or economic conditions. Alternative energy technologies are

simply not readily available to many municipal providers. Sanctioning municipal providers for

not investing in renewable energy sources creates hardships for the customers of such facilities

and places public power utilities at a disadvantage to investor-owned utilities, who would not

be sanctioned under the bill. It is also not clear whether refurbishment for efficiency or

environmental purposes of an existing facility would qualify as "new" investment and hence

whether such activity would qualify for tax-exempt financing under the bill. If the bill

prohibited tax-exempt financing for the refurbishment of existing facilities, it would prove

particularly troublesome for public power entities. It is also unclear whether Section 302

would apply to refundings of outstanding high-interest rate debt. If it did, such a prohibition

could result in tens of millions of dollars of unnecessarily high interest payments for public

power authorities, especially given the current environment of historically low interest rates.

Section 302 of the bill also represents a dangerous legislative precedent in limiting the use of

tax-exempt bonds for public purposes. The federal tax code contains a number of restrictions

on tax-exempt finance where the ultimate beneficiary of the tax-exemption is a private entity.

Traditionally, however. Congress has wisely chosen not to limit the use of tax-exempt finance

for purely public projects such as schools, roads, parks, public buildings and public power

facilities. Restricting the ability of local governments to finance municipal power systems

through the tax-exempt market would represent a significant policy shift away from federal

support for financing public capital investment. PSA is vehemently opposed to any such

change in federal policy. On the contrary, strong arguments can be made that policies

fostering greater partnership and cooperation among various levels of government in financing

public investment are economically beneficial and warranted. PSA has long advocated such

policies.

Again, PSA commends Congressman McDermott' s goals of encouraging greater investment in

cleaner and more efficient renewable energy technologies. However, we oppose Section 302

* See item 20 of the tax-exempt bond proposals contamed in the Subcommittee's Press Release #4 dated June 2,

1993.

' See item five of the natural resources proposals contamed in the Subcommittee's Press Release #4 dated June 2,

1993.



of H.R. 2026. Restricting the ability of municipal power entities to use tax-exempt bonds to

finance their capital investment would hurt the ability of public power providers to supply their

customers with low-cost electricity. Also, because Section 302 would impose a tax-code

restriction on public power utilities and not on investor-owned utilities, it would distort the

market in favor of investor-owned providers. Finally, in limiting the use of tax-exempt debt

for purely public investment, the provision would represent a significant federal policy shift

away from support for state and local public investment and would create a troublesome

legislative precedent. For these reasons, PSA opposes the provision. However, we look

forward to working with Congressman McDermott to identify policy alternatives which would

accomplish the goals of H.R. 2026 without limiting the ability of state and local governments

to use tax-exempt bonds.

Also before the Subcommittee is a proposal by Congressman Richard Neal that would ease

financing restrictions on power output facilities.' Under current law, if more than ten percent

or $15 million of a bond issue benefits a private party involved with a public power output

facility, the bonds issued are considered private activity bonds. Congressman Neal's bill

would repeal the $15 million limit and permit greater financing flexibility in the provision of

public power output services. PSA supports this provision and its goals of establishing

equitable treatment for public power output facilities.

Tax-exempt Bonds and Revolving Funds

One proposal before the Subcommittee would exempt from municipal bond arbitrage rules

bond proceeds used to supply the minimum required state match for federal revolving fund

programs. Revolving funds are an excellent way to foster partnerships among federal, state

and local levels of government. They also represent a means to leverage scarce federal

contributions for state and local projects. The Environmental Protection Agency's (EPA's)

wastewater treatment revolving fund program is very popular and has been successful in

providing low-cost sources of funds for local communities to finance sewer systems. Many
states use tax-exempt finance to provide the matching portion of the wastewater revolving fund

capitalization or as a means of aggressively leveraging the federal contribution.

The most popular structure for leveraging wastewater revolving funds is where a state reserves

all or a portion of the federal government's contribution as a reserve against a state bond issue.

The proceeds of the bond issue, which can be as large as three to four times the size of the

reserve, are then lent to communities. The cash reserve allows a state to obtain a higher rating

on the bond issue than it otherwise would, thereby reducing financing costs to communities

that benefit from the program. This form of leveraging is a model for Federal, state and local

partnerships in this, an era of very limited governmental resources.

The principal limitation faced by states under this structure involves investment of the reserve

funds. Generally, the reserve fund must be treated as bond proceeds for the purpose of

investment yield under the tax-exempt bond arbitrage rules in Section 148 of the Internal

Revenue Code. This means that states must restrict the yield that they earn on the investment

of their reserves, even though the funds do not result from the proceeds of a bond issue. One
way to encourage states to leverage their federal contributions to a greater extent and to expand

indirectly the size of revolving funds would be to allow unrestricted investment of reserves that

back revolving fund bonds. The proposal before the Subcommittee would, to an extent,

accomplish this goal. Limiting the proposal to proceeds not in excess of the minimum
required matching amount, as the proposal does, would reduce the revenue cost to the federal

government and would serve to prevent arbitrage-motivated abusive transactions. PSA
strongly supports the proposal.

Other Tax-exempt Bond Provisions

In addition to the proposals outlined above, the Subcommittee is considering numerous other

proposals related to tax-exempt finance. The proposals generally fall into one of three

^See item 19 of the tax-exempt bond proposals conuined in the Sucommittee's Press Release #4, dated June 2,

1993.
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categories. Some focus on expanding the use of tax-exempt finance for targeted types of

projects where there is significant participation of private entities in cooperation with state and

local governments. A second group of proposals are designed to provide additional federal

assistance for targeted groups that benefit from tax-exempt finance. A third group are

designed to simplify or streamline the Tax Code as it relates to tax-exempt finance.

Among the first group of items before the Subcommittee are proposals to permit tax-exempt

financing for spaceports; allow volunteer fire departments to borrow in the tax-exempt market

to purchase ambulances and other equipment; allow Stanford University to use bond proceeds

for a project to "earthquake-prooP campus buildings; permit tax-exempt financing outside of

private-activity rules for basic research facilities owned by governments or 501(c)(3)

organizations; allow the city of Kenosha, Wisconsin to use tax-exempt finance for certain

redevelopment projects; expand tax-exempt finance for certain output facilities; allow tax-

exempt finance for ground transportation projects associated with airports, docks or wharves;

and permit tax-exempt bond issuance for the clean-up of contaminated industrial sites.

Included in the second category of Subcommittee items are proposals to expand the use of

veterans' mortgage bonds for veterans of Desert Storm and others; to expand the use of MRBs
for two-family homes in distressed areas, for cooperative housing, and for larger home
improvement projects than under current law; to expand the private-loan test rule for certain

housing bonds; and a transition rule for state student loan agencies with tax-exempt student

loan bonds outstanding that may be adversely affected by the student loan reform proposals in

the reconciliation bill.

For proposals such as the two groups described above, the principal policy question is whether

a federal subsidy — or an additional federal subsidy, in the case of areas where tax-exempt

finance is already allowed — is justified at all. Once Congress decides that federal

involvement is justified and warranted, the question becomes whether a direct subsidy — a

cash payment, for example — is desirable over an indirect tax subsidy, such as the use of tax-

exempt finance. Strong arguments can be made that in many cases, tax-exempt bonds are the

most effective and efficient way to provide federal assistance.

Municipal bonds have many important features. First, bonds allow state and local

governments to pay for big-ticket projects over time as they are used. Second, because states

and localities can issue bonds without any direct federal approval, decision-making for

individual projects can be concentrated at the local level, where the needs and priorities of

states and communities are best known. Third, the market mechanism associated with

municipal bond issues ensures that only creditworthy projects get financed. After all, it is

ultimately investors in municipal bonds who decide whether projects are financially

sustainable.

The most important feature of municipal bonds, however, is that interest paid to investors by

state and local governments is exempt from federal taxation. Because investors who buy

municipal securities know that their interest income will not be taxed by the federal

government, nor, in most cases, state government, they are willing to accept a lower yield on

their investments. The tax-exemption reduces the interest rates paid by states and localities

and permits issuers to finance projects more cost-effectively. The foregone federal revenue

associated with tax-exemption represents a form of federal assistance for state and local

governments. Because the amount of financing that results from tax-exemption exceeds the

amount of foregone federal revenue associated with tax-exemption, municipal bonds permit

federal policy-makers to leverage the federal contribution to state and local public investment.

For these reasons, municipal bonds are often the best mechanism available to provide federal

assistance to capital projects undertaken by state and local governments in cooperation with the

private sector. The first two categories of proposals should be evaluated in that light.

The third group of proposals before the Subcommittee involves simplification or clarification

of existing tax-exempt bond provisions of the Tax Code. The first of these would apply the

two-year construction period arbitrage exemption for certain bonds issued after the TRA of

1986 and before the 1989 budget reconciliation act, when the exception was enacted. This
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provision would potentially save issuers whose bonds are affected millions of dollars in

arbitrage rebate costs. However, PSA has no formal position on this proposal.

The second provision would increase the percentage of private benefit permitted for

governmental bonds. PSA is supportive of proposals which would improve the ability of states

and localities to engage in public-private partnerships in fmancing infrastructure and other

projects that have public benefit. While PSA feels the current ten percent rule is overly

restrictive, the "public activity" bond described above meets the same policy goal in a more

targeted manner.

The third and final provision in this category would extend the one-year "issue period" for

projects that qualify for IDB financing if and when the IDB program is renewed. In his

testimony before this Subcommittee, Assistant Secretary Samuels stated that this proposal

represents "a sensible change" for facilities placed in service after June 30, 1993 because "the

failure to extend the statutory sunset date has caused projects to fail to qualify" for IDB
financing. For the same reason, PSA supports the proposal.

Other Issues

In addition to the tax-exempt bond provisions discussed above, this Subcommittee also has a

proposal before it that would facilitate the creation of financial asset securitization trusts

(FASITs). The bill, H.R. 2065, seeks to promote the establishment of pools of credit from the

securitization of loans, trade receivables and other financial instruments in the same way that

real estate mortgage investment conduit (REMIC) structures have provided pools of credit

from the securitization of residential mortgages.

Securitization creates market liquidity, expands credit availability, and decreases the reliance

of borrowers on bank credit. Securities resulting from FASIT legislation would be in demand

by investors seeking structures tailored to their individual needs. PSA supports Congressman

Hoagland's FASIT bill and his policy goal of widening access to credit, and urges its timely

enactment.

Conclusion

The United States public finance system is undoubtedly a valuable tool for states and localities

to use in paying for the nation's infrastructure needs. The municipal bond market permits

states and localities to leverage scarce federal resources to a high degree. It is important that

the policies being considered by this Subcommittee treat all institutions (e.g. non-profit

colleges and universities and public power facilities) fairly vis a vis their public or private

counterparts. Also, inflation should not be allowed to inhibit the ability of state governments

to meet public needs through their responsible allocation of state volume caps.

The municipal market is now a very efficient marketplace, free of the abusive situations that

motivated many of the changes in 1986. Now the municipal market stands ready to help the

federal, state, and local governments finance much needed public investment. There seems to

be agreement that our nation's transportation and environmental infrastructure need attention.

Through proper targeting, the tax code can be modified to utilize fully the cost-effectiveness of

the tax-exempt municipal bond market as a tool in meeting these policy goals.
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Chairman Rangel. Thank you, Mr. Putman.
Ron Pentilla.

STATEMENT OF ROY A. PENTILLA, EXECUTIVE DIRECTOR,
MICfflGAN STATE HOSPITAL FINANCE AUTHORITY, AND
MICHIGAN HIGHER EDUCATION FACILmES AUTHORITY,
LANSING, MICH., ON BEHALF OF THE NATIONAL COUNCIL
OF HEALTH FACILITIES FINANCE AUTHORITIES
Mr. Pentilla. Thank you, Mr. Chairman.
My name is Roy Pentilla. I am the executive director of the

Michigan State Hospital Finance Authority, and the Michigan
Higher Education Facilities Authority in Lansing. I want to thank
you for the opportunity to appear before vou todfay to discuss how
current tax laws impact our ability to help reduce the cost of pro-

viding capital for health care providers through tax-exempt bond fi-

nancing.
I am also here to represent the National Council of Health Facili-

ties Finance Authorities. The council was formed for the purpose
of promoting the common interest of governmental issuing authori-
ties like ourselves, which provide tax-exempt capital financing re-

sources for not-for-profit hospitals and health care facilities.

There are 23 members of our council. The council focuses its ef-

forts on issues which directly affect tax-exempt bond financing for

health care facilities.

The council has issued over 55 billion dollars' worth of health
care bonds. As principal providers of capital for such facilities, the
council recognizes its role in America's health care system.
The Hospital Finance Authority issues bonds in Michigan for

health care facilities and the Higher Education Facilities Authoritv
issues bonds for private, not-for-profit colleges in Michigan. The ad-
ministration of the authorities is a 13-person staff" with assistance
from health care and investment and legal advisers.

We have issued about 4 billion dollars' worth of tax-exempt
bonds. We expect to issue about $400 million this year. However,
despite this volume, like many of our council members, we find it

not possible to provide capital for some of America's neediest bor-

rowers, the primary health care providers, the frontline of health
care delivery in our States.

I am here to seek your support for a change in bank deductibility
rule by adoption of activities which we believe will provide a better
point of access to the capital markets for small institutions needing
assistance, help borrowers reduce expenses and reduce the risk of

bond default, and help reduce the level of revenue loss for the U.S.
Government resulting from the inability to generate significant re-

duction in the cost of health care delivery.

We offer three strategies to do this. We feel that reducing de-
faults on nonrated bonds will lower the interest rates on the pro-

ceeds raised through bonds, and will lower the size of borrowings
because of reduced bond issuance costs.

As you know, the Internal Revenue Code allows 501(c)(3) health
care institutions access to the capital markets on a t£ix-exempt
basis. This reduces the borrowing substantially for our health care
institutions.
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For example, the rates on our variable rate bonds are between
2 and 3 percent now; and our fixed rate bonds are about 5 to 6 per-

cent. Thus for small, weak institutions, access to the tax-exempt
market is very important in making the projects feasible for the
health care institutions.

However, unfortunately the current law restricts bank deductibil-

ity to the smaller issuers and we as large issuers cannot use the
bank deductibility feature for our small health care clients. Histori-

cally, banks have always been the purchasers of the small tax-ex-

empt bond issues. However, if the small hospital tries to get financ-

ing through a large authority, the code prohibits that because the
test applies to the issuer, and we as an issuer always issue more
than $10 milHon.
However, if the test was applied to borrowers, well, then we

would be able to accommodate the smaller borrowers. Another im-

portant piece of information was prepared by a report bv Kenny
S&P Information Services that noted over a 11-year period that 98
rated bonds and 628 nonrated bonds defaulted for approximately
$8 billion. Approximately 76 percent of these bonds were for health
care and industrial development bonds.

Further, almost 90 percent of all the nonrated defaults were less

than $10 million. Finally, nonrated bonds issued to finance health
care projects defaulted the quickest, within 43 months.
We believe this series of facts reflects a problem which exists be-

cause of the current tax law, specifically that health care bonds of

less than $10 million are financed as a one-shot activity rather
than a part of a formally structured, closely regulated pro-

grammatic approach. This is true because statewide issuers like

ourselves are unable to provide the financing for these smaller bor-

rowers.
We, therefore, seek your support for an alternative proposal,

namely to change the current bank deductibility firom an issuer

test to a borrower test. States, like ourselves and other members
of our council, have the expertise to provide the people power and
the expertise to provide the capital and help the small issuers.

The local issuers lack the expertise. Ninety-five percent of the de-

faults have been from local issuers rather than state issuers.

In summary, we feel that the solution is to provide the test on
a borrower basis and not an issuer basis. We all need your help to

correct the current situation by providing a low cost financing op-

tion for small health care institutions in Michigan.
There are other issues we would put on the table but given the

time, we would limit it to this particular one. The council remains
committed to providing access to capital for this vital segment of

health care providers. The council is ready and eager to assist the

committee to formulate a viable solution to the problem.
Thank you for the opportunity to be here today.

[The prepared statement follows:]
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TESTIMONY OF ROY A PENTILLA
MICHIGAN STATE HOSPITAL FINANCE AUTHORITY, AND
MICHIGAN HIGHER EDUCATION FACILITIES AUTHORITY

Mr. Chairman, Members of the Committee, my name is Roy Pentilla and I am
Executive Director of the Michigan State Hospital Finance Authority and Michigan Higher

Education Facilities Authority (MSHFA and MHEFA). I want to thank you for the

opportunity to appear before you today to discuss how current tax law impacts on our

ability to help reduce the cost of providing capital for health care providers through tax-

exempt financing. I am also here to represent the National Council of Health Facilities

Finance Authorities ("NCHFFA" or "Council") which was incorporated In 1987 for the

general purpose of promoting the common interests of the governmental Issuing

Authorities which provide a tax-exempt capital financing resource for not-for-profit

hospitals and health care facilities.

The Council currently consists of twenty-three members representing Health Care

Finance Authorities in the following jurisdictions.

Arizona Colorado Connecticut

Idaho Illinois Indiana

Louisiana Maine Maryland

Massachusetts Michigan Missouri

Montana New Hampshire New Jersey

New York North Carolina Philadelphia

Rhode Island South Dakota Vermont

Washington Wisconsin

The mission of the NCHFFA is to preserve, promote and enhance the common
interests and effectiveness of member Authorities through communication, education and

advocacy.

The Council focuses its efforts on issues which directly influence the availability of

or access to tax-exempt financing for health care facilities. In doing so, the Council

recognizes that it represents the member authorities which are the tax-exempt bond

issuers and does not represent specific hospitals or health care institutions. The

NCHFFA members have issued over $55 billion of health care bonds.

The MSHFA assists hospitals to obtain financing for health care facilities. In many

cases this is accomplished by the issuance of tax-exempt bonds and notes. MHEFA Is

charged with the responsibility to issue tax-exempt bonds for Michigan private not-for-

profit colleges.

The administration of the Authorities is the responsibility of a full-time professional

staff with the assistance of a highly qualified team of health care, investment and legal

advisors.

MSHFA maintains excellent, full-time relationships with bond rating agencies, the

State Department of Public Health, the Municipal Finance Division and the Department

of Treasury, which assists a hospital in receiving the necessary approvals needed to

complete a financing.



MSHFA also works closely with hospital administrators, legal counsel, auditors and
feasibility consultants to determine the most appropriate method of financing for a

hospital.

MSHFA is an established agency of the Michigan Treasury Department but it

exercises its statutory functions independently of the State Treasurer.

MSHFA has issued in excess of $4 billion in tax-exempt bonds, with an expectation

that we will issue in excess of $400 million in the next year. However, despite this

significant volume we do not find it possible to provide capital access for some of the

most important and neediest borrowers - the primary care health providers. This is the

front line of health care delivery in many of our rural and urban areas. I am here today

to seek your support for a change in the bank deductibility rule by adoption of activities

which we believe will: (1) provide a better point of access to the capital markets for small

institutions needing assistance; (2) help borrowers to reduce expenses and the risk of

bond defaults; and (3) help reduce the level of revenue loss for the US Government
resulting from an inability to generate a significant reduction in the cost of health care

delivery. I am here to offer strategies which can immediately serve to reduce the health

care costs in three respects: reduction in defaults of non-rated bonds, lower the interest

rate on proceeds raised through the issuance of tax-exempt bonds, and lower the size

of borrowings because of reduced bond issuance costs.

Health Care Borrowers and the Tax-Exempt Bond Market

As you know, the IRS code presently gives 501(c)(3) health care institutions

access to the capital markets on a federal tax-exempt basis. This access substantially

reduces costs of borrowing, which are eventually included in health care charges that are

passed along to consumers and the health care reimbursement system. For borrowers,

tax-exempt financing generally represents the lowest cost of capital. Thus, tor smaller

and financially weaker institutions, access to tax-exempt financing can often be the

determinative factor in making a project financially feasible.

501(c)(3) institutions do not have direct access to the tax-exempt markets, but

engage a governmental bond issuer like the Authority to act as a conduit on their behalf

in the borrowing process. Unfortunately, current tax law restrictions on bank deductibility

limit the ability of larger conduit issuers like the Authority to provide the most cost-

effective financing for the many small 501(c)(3) borrowers who come to us with smaller

projects.

The Role of Banks in the Small Tax-Exempt Market

Private placements with bank lenders represent often the only affordable financing

option for small tax-exempt issues because the issuance costs associated with a public

tax-exempt issue in an amount less than $5 million are generally too costly to be

affordable to small health care borrowers. For these smaller issues, private placement

of the debt with banks affords substantial cost savings. While a health care institution

should never limit its search for capital to just bank financing, a thorough review of all

options may indicate that this is ihe best or possibly only financing option available.
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Thus, access to this bank lender market can often mean the difference between a timely,

successful project, and having to delay delivery of necessary services.

Non-Rated Bond Defaults

In a 1 993 report prepared by the Kenny S&P Evaluations Services and Kenny S&P
Information Services it was noted that from January 1 , 1 980 to December 31 , 1 991 , there

were 98 rated and 628 non-rated municipal bond defaults totalling approximately $8.63

billion in defaulted principal amount. Approximately 76% of all non-rated defaults by

dollar volume were on health care bonds (e .g. hospitals, retirement facilities, nursing

homes) and industrial development bonds (e.g. hotels, factories, office buildings).

However, health care bonds alone comprised approximately 46% of the total dollar

volume of non-rated defaults. Further, almost 90% of all the non-rated defaults occurred

on issues that were less than $10 million in size. Finally, non-rated bonds issued to

finance health care projects went into default at a rate that was amongst the fastest of

all non-rated defaults (43.75 months).

We believe that this appalling series of facts is reflective of a systemic problem

which exists because of current tax law. Specifically, most of the health care financings

in a principal amount of less than $10 million are financed as a "one shot" activity rather

than as part of a formally structured, closely regulated programmatic approach. This is

true because of the inability of large statewide issuers like our Authorities to provide cost-

effective access to capital markets for small borrowers.

Currently tax laws regarding bank eligibility for small bond issues preclude many
of Michigan's smaller health care institutions and colleges from placing tax-exempt bonds

with bank lenders because current law restricts such placements to small issuers - those

which issue less than $10 million of bonds per year. This inability to use banks to

purchase the tax-exempt obligations of small borrowers forces these borrowers to pay

higher borrowing costs which, in turn, contributes to a higher rate of defaults for such

facilities. We appreciate the inclusion of a provision in last year's H.R. 11 to raise the

current limit on bank deductibility from $10 million to $25 million per issuer. This change,

however does not adequately address the problem faced by issuers seeking to issue

small tax-exempt obligations to benefit small borrowers because it still places limitations

on such placements by issuer , rather than by borrower . This restriction limits state-wide

issuers like our Authorities from making low-cost tax-exempt financing available to the

many small health care institutions that could benefit from new borrowing. We are

therefore seeking your support for an alternative proposal - namely to change the current

bank eligibility from a issuer test to a borrower test . We believe this change would (1)

allow the Agency to better provide financing for small institutions needing assistance, (2)

help borrowers to reduce expenses and the risk of bond defaults; and (3) possibly lose

less revenue for the Government than the proposal embodied in HR 1 1.

The Problem with Present Tax Laws Governing Bank Deductibility

Bank lenders are usually only interested in purchasing tax-exempt bonds which,

under the new 1986 tax act, are deemed to be "bank eligible" (i.e., bonds for which the

carrying costs are deductible). Eligibility is based upon whether the issuer reasonably
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expects to issue less than $10 million in tax-exempt bonds in that year. If the answer is

yes, then "small issuers" can issue "bank eligible" bonds. Unfortunately, each year state-

wide issuers like us will always issue more than the allowed limit of $10 million (or $25
million in HR 11) because the state-wide issuers issue obligations for many borrowers,

large and small within the state. (Last year alone, for example, we issued over $500
million dollars in health care bonds.) Therefore, a hospital in Michigan that needs to

borrow less than $5 million must either pay the increased costs of a public issuance

(where that is even possible) or else use a small local issuer that will issue less than $10
million in that year (assuming such an issuer is even available.) The latter option

prevents borrowers from taking advantage of the significant benefits of using a state-wide

issuer.

State issuers like us and our council members possess the expertise needed to

evaluate the availability of potential projects and design tax-exempt offerings which meet
industry standards for safety and soundness. They have a staff of qualified finance

experts who can assist in selecting the appropriate financing option, negotiate covenants

and confirm pricing for each financing. They can also standardize the financing process

with a high level of quality, making sure that small borrowers and projects receive good
representation. State issuers can also do one financing for all projects a borrower may
have within the state, thereby reducing financing costs. By applying the test to borrowers

which are included in pools we would extend the advantage of pool financings to more
smaller hospitals and colleges. These issuers are also knowledgeable about new
financing techniques which they in turn offer their constituent borrowers, and remain

involved with projects when problems develop after a financing is completed.

Many local issuers lack such expertise, with potentially harmful consequences for

the borrower and the investing public. In the case of health care bonds, 95% of defaulted

loans - by both number of issues and dollars issues ~ have been issued by local, rather

than state-wide issuers. Moreover, in urban areas a qualified local issuer does not exist

because the locality itself is likely to issue over the $10 million limit.

If a 501(c)(3) health care institution reasonably expects to issue less than the

requisite dollar amount of tax-exempt bonds in the year of issuance, then its bonds

should also be bank eligible regardless of the conduit issuers' activity on behalf of other

unrelated borrowers in that same year. To penalize small health care institutions for

using a large conduit issuer these borrowers are deprived of using the best or only plan

of finance available ~ direct bank lending.

The following subgroups of Michigan 501(c)(3) borrowers are particularly affected

by this problem:

1. Health care institutions in larger urban areas where other capital needs by

the city or special local authorities exceed the threshold for bank eligibility.

2. Health care institutions in smaller communities where the bonds could be

bank eligible but where the city wishes to keep the capacity for its future

capital needs.
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3. Health care institutions wishing to use MSHFA as a conduit issuer for a

bank eligible financing, but are precluded from doing so because of the

volume of MSHFA's annual debt issuance.

The Solution

As it relates to conduit financings on behalf of 501(c)(3) health care borrowers,

bank eligibility of tax-exempt bonds should only require a small borrower test - not a

small issuer test. This change will greatly improve the access to capital for smaller health

care institutions and small private not-for-profit colleges with small capital projects by

making tax-exempt financing available to all on an equal basis. More timely financings

(often at a lower cost) will be completed, balance sheets will be improved and long-term

creditworthiness of these institutions will improve. If Congress wants to assist small

501(c)(3) borrowers, this is an ideal clarification to be made.

We believe this material describes the problems and inequities that current law has

created regarding bank eligibility to purchase bonds issued for small health care

institutions in Michigan and our members states. We all need your help to correct the

current situation by providing a low-cost financing option for small health care institutions

in Michigan. We recognize that there are other issues, such as the limitation on advance
refundings, and the definition of a health care institution that could also contribute to a

reduction in the cost of health care throughout the country. We welcome the opportunity

to address these and other related issues at a future date. Thank you for the opportunity

to appear before you today.
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Chairman Rangel, Thank you.
Mr. Henderson.

STATEMENT OF ROBERT E. HENDERSON, PHJ)., DHIECTOR,
SOUTH CAROLINA RESEARCH AUTHORITY, COLUMBIA, S.C.

Mr. Henderson. Mr. Chairman, I am Dr. Robert Henderson and
I currently serve as the director of the South CaroHna Research
Authority. I very much appreciate the opportunity to appear before

the Subcommittee on Select Revenue Measures in order to express

the urgent need to clarify the tax treatment of private activity

bonds in relation to certain types of research and development fa-

cilities.

More specifically, I am requesting the subcommittee's consider-

ation of an amendment to section 141(b)(6) of the Internal Revenue
Code that codifies cooperative research exception to the private

business use found in the legislative history of section 141. Cur-
rently, this exception provides that cooperative research agree-

ments between universities and nongovernmental entities are not
considered a private business use if they meet certain require-

ments.
Thus, research facilities that conduct activities falling within the

exception could be financed with tax-exempt bonds. The amend-
ment that I am calling for would seek to provide similar treatment
for facilities owned by a State or local government, or by a section

501(c)(3) organization, and would be consistent with the National
Cooperative Research and Development Act of 1984.

Mr. Chairman, for the record I am providing a draft of this pro-

posed amendment. This amendment would lead to a much needed
refining and strengthening of a longstanding Federal policy of pro-

moting collaborative research between U.S. companies, imiver-

sities, and other centers of research and development.
In addition, this amendment will provide such benefits at a mini-

mal cost to the Treasury, according to the recent Joint Committee
on Taxation estimates.
Mr. Chairman, over the entirety of my professional career I have

been intimately involved in research and development from an in-

dustrial perspective. Prior to accepting my present position, I

served as cofounder and president of Technology Development
Corp.

In addition, I held the position of president of the Indianapolis

Center for Advanced Research, as well as director of research for

the Allison Division of General Motors. Over the years, I have wit-

nessed an important transformation in terms of the way U.S. in-

dustry views R&D. Emerging from World War II, the United States

was £m unrivaled industrial giant that also enjoyed unhindered ac-

cess to the largest, most lucrative market in the world, our own.
As a result, R&D was viewed as a matter of luxury for the big-

gest and most profitable companies, rather than as a necessity

across our manirfacturing base. As we are all aware, such days are

gone forever.

The United States no longer holds a position of prominence as an
unrivaled industrial leader. The revitalization of Japan and West-
em Europe, the homogenization of markets through the blurring of

national boundaries, and the increase of air cargo as a means to
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mitigate geographic advantages, have created an intense multi-
national competition for markets both at home and abroad.

All these factors have led to a reevaluation of the need for ad-
vanced research and development as a means of better positioning
U.S. manufacturers for intense global competition. My message is

simple. The driving factor behina the wealtn and economic stability

our Nation has enjoyed during the past 100 years has been directly

tied to a strong industrial base.
If the nation as a whole hopes to continue to derive benefits from

that industrial base, our emphasis and resources in the area of
R&D must be enhanced. Consequently, we must look for every op-
portunity to create incentives that will lead to technology innova-
tion.

I believe that our new President expressed a keen recognition of
this trend through his announcement of an enhanced Federal tech-
nology policy on February 22 of this year. In this announcement.
President Clinton outlined a strategy for greater government in-

volvement in the field of research and development in order to

strengthen America's industrial competitiveness, as well as to cre-

ate higher skilled and higher wage jobs for American workers.
Mr. Chairman, I believe the adoption of this proposed amend-

ment will assist in accomplishing this worthy goal. By clarifying

the definition of private business use contained in the legislative
history of section 141, we will enable a wider array of qualified
R&D facilities to be financed with tax-exempt bonds.

Essentially, Confess will be eliminating an unnecessary tax in-

equity that IS provmg detrimental to the ftrmation and stability of
research entities sponsored by State and local governments or non-
profit organizations. A failure to accurately address this inequity
will only send confusing and contradictory signals to all interested
parties at a time when Washington is attempting to boost the Na-
tion's competitiveness by encouraging the formation of as many
nonfederally sponsored research organizations as possible.

In addition, we will enable U.S. companies to access R&D exper-
tise housed in a facility operated by a State or local government,
or a 501(c)(3) organization at a reduced cost. Most importantly, we
will be sending a significant message to industry and the R&D
communitv that the Federal Government is seriously attempting to

produce the most conducive environment possible for sound re-

search and development in this country.
For the reasons stated above, I strongly urge that such an

amendment be fiilly considered and adopted as part of any overall

tax measure approved by the full House Ways and Means Commit-
tee.

Thank you again very much for this opportunity to appear before
your subcommittee.
Thank you, Mr. Chairman.
[The prepared statement and attachment follow:]
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Robert E. Henderson, Ph.D.

Director, South Carolina Research Authority

Testimony before the House Ways & Means Subcommittee on Select Revenue
Measures

July 13,1993

Mr. Chairman:

I am Dr. Robert Henderson and I currently serve as Director of the South Carolina

Research Authority. 1 very much appreciate the opportunity to appear before the

subcommittee on Select Revenue Measures, in order to express the urgent need to

clarify the tax treatment of private activity bonds in relation to certain types of

research and development facilities.

More specifically, I am requesting the Subcommittee's consideration of an

amendment to section 141(b)(6) of die Internal Revenue Code that codifies the

"cooperative research" exception to the "private business use" found in the

legislative history of section 141. Currently, this exception provides that

cooperative research agreements, between universities and non-governmental

entities, are not considered a private business use if diey meet certain

requirements. Thus, research facilities tiiat conduct activities falling within the

exception could be financed with tax-exempt bonds. The amendment 1 am calling

for would seek to provide similar treatment for facilities owned by a state or local

government, or by a section 501(c)(3) organization and would be consistent with

the National Cooperative Research and Development Act of 1984. Mr. Chairman,

for the record I am providing a draft ofmy proposed amendment.

This amendment would lead to a much needed refming and strengthening of a

long-standing federal policy of promoting collaborative research between U.S.

companies, universities, and otiier centers of research and development. In

addition, this amendment will provide such benefits at a minimal cost to the

Treasury, according to recent Joint Committee on Taxation estimates.

Mr. Chairman, over the entirety of my professional career, 1 have been intimately

involved in research and development from an industrial perspective. Prior to

accepting my position at the South Carolina Research Authority, I served as co-

founder and President of Technology Development Corporation. In addition, I

held the position of President of the Indianapolis Center for Advanced Research,

Inc., as well as Director of Research for the Allison Division of General Motors.

Over the years, 1 have witnessed an important transformation in terms of the way
U.S. industry views R&D. Emerging fi-om World War II, the United States was an

unrivaled industrial giant that also enjoyed unhindered access to the largest most

lucrative market in the worid ~ our own. As a result, R&D was viewed as a

matter of luxury for the biggest and most profitable companies, rather than as a

necessity across our manufacturing base. As we are all aware, such days are gone

forever. The United States no longer holds a position of prominence as an

unrivaled industrial leader. The revitalization of Japan and Western Europe, the

homogenization of markets through the blurring of national boundaries, and the

increase of air cargo, as a means to mitigate geographic advantages, have created

an intense multi-national competition for markets both at home and abroad. All of

these factors have lead to a re-evaluation of the need for advanced research and

development as a means of better positioning U.S. manufacturers for intense

global competition.

My message is simple: the driving factor behind the wealth and economic stability

our nation has enjoyed during the past 100 years has been directly tied to a strong

industrial base. If the nation as a whole hopes to continue to derive benefits from
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that industrial base, our emphasis and resources in the area ofR&D must be

enhanced. Consequently, we must look for every opportunity to create incentives

that will lead to technology innovation.

I believe that our new President expressed a keen recognition of this trend through

his announcement of an enhanced federal technology policy on February 22 of this

year. In this announcement. President Clinton outlined a strategy for greater

govenunent involvement in the field of research and development in order to

strengthen America's industrial competitiveness, as well as to create higher skilled

and higher wage jobs for American workers.

Mr. Chairman, I believe the adoption of this proposed amendment will assist in

accomplishing this worthy goal. By clarifying the defmition of "private business

use" contained in the legislative history of section 141, we will enable a wider

array of qualified R&D facilities to be fmanced with tax-exempt bonds.

Essentially, Congress will be eliminating an unnecessary tax inequity that is

proving detrimental to the formation and stability of research entities sponsored by

state and local governments, or non-profit organizations. A failure to accurately

address this inequity will only send confusing and contradictory signals to all

interested parties at a time when Washington is attempting to boost the nation's

competitiveness by encouraging the formation of as many non-federally sponsored

research organizations as possible. In addition, we will enable U.S. companies to

access R&D expertise housed in a facility operated by a state or local government,

or a 501(c)(3) organization at a reduced cost. Most importantly, we will be

sending a significant message to industry and the R&D community that the federal

government is seriously attempting to produce the most conducive environment

possible for sound research and development in this country.

For the reasons stated above, I strongly urge that such an amendment be fiilly

considered and adopted as part of any overall tax measure approved by the full

House Ways and Means Committee.

Thank you again for this opportunity to appear before your subcommittee.
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AN AMENDMENT

To the Internal Revenue Code of 1986 to clarify the treatment of
bonds used to finance certain govemmentally owned
research and development facilities for purposes of
determining the limitations on private business use

(a) In General.—Subsection (b)(6) of section 141 of

the Internal Revenue Code of 1986 (defining private busi-

ness use) is amended by adding at the end thereof the fol-

lowing new subparagraph:

"(C) Clarification of cooperative re-

search ARRANGEMENTS,—

"(i) In general.—Research and de-

velopment activities at govemmentally

owned facilities conducted pursuant to co-

operative research and development agree-

ments between governmental units and

nongovernmental persons shall not be

taken into account under subparagraph (A),

if—

"(I) no nongovernmental person

participating in the cooperative re-

search and development agreement is

entitled to preferential use of any

product of the research and develop-

ment activities (including any patent

or license), and

"(H) the research and develop-

ment activities have general applica-

tion as opposed to an application to a

particular product for the purpose of

commercial exploitation on a preferen-

tial basis by the nongovernmental

person.
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Subclause (I) shall not apply if such non-

govemmenial person has a non-exclusive

royalty-free license to use such product,

purchases the license or other right to use

such product at a competitive price deter-

mined at the time the product is available,

or obtains ilie results of research and de-

velopment activities otherwise disseminated

to the public on a nondiscriminatory basis,

"(ii) Research and development ac-

tivities. —For purposes of clause (i), the

term research and development activities'

means atiy activities in the areas of health,

environment, engineering, manufacturing

and other technology, artificial intelligence,

computer science, or the traditional sci-

ences involving 1 or more of the following

purposes:

"G) Theoretical analysis, experi-

mentation, or systematic study of phe-

nomena or observable facts.

"(II) Development or testing of

basic engineering techniques.

"(lU) Extension of investigative

findings or theory of a scientific or

:
technical nature into practical applica-

tion for experimental production and

testing of models, prototypes, equip-

, mem, materials, and processes.

"(TV) Collection, exchange, and

analysis of research infoirnation.

"(iii) Governmeotally owned fa-

CIUTTES.—For purposes of clause (i), facili-

ties owned by 501(c)(3) organizations shall

be treated as govemmentally owned."

(b) Effective Date.—^The amendment made by this

section shall apply to bonds issued after the date of the

enactment of the Tax Reform Act of 1986.
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Chairman Rangel. Thank you, Dr. Henderson.
Mr. Arndt.

STATEMENT OF AUREL M. ARNDT, GENERAL MANAGER, LE-
HIGH COUNTY AUTHORmr, ALLENTOWN, PA. ON BEHALF OF
NATIONAL LEAGUE OF CITIES, ET AL
Mr. Arndt. Grood morning, Mr. Chairman. My name is Aurel

Arndt. I am general manager of Lehigh County Authority, which
is located in Allentown, Pa., and which provides water and waste-
water services to 13 municipalities in our county. It is my pleasure
to present this testimony on behalf of the coalition of State and
local government officials interested in the preservation of tax-ex-
empt financing.

We look forward to working with you on these items on today's
agenda and we strongly encourage and support the development of
a long-term investment bill that will include other tax-exempt bond
f)rovisions that are critical to infrastructure and other State and
ocal capital financing needs.
In addition to the four focal points of my testimony today, we

also want to encourage you to adopt H.R. 13, the Tax Simplification
Act of 1993, which contains tax-exempt bond provisions which are
supported by State and local government officials. We recommend
one clarification related to the definition of investment type prop-
erty, which we will provide to committee staff.

The first point I would like to address is the current bank de-
ductibility limit. Current law permits banks to take an interest

—

80 percent interest deduction for bonds issued by small govern-
mental issuers and small 501(c)(3) issuers.

Such bonds are eligible for the bank interest deduction if the is-

suer does not issue more than $10 million on an annual basis.

Prior to 1986, this deduction was available for all bonds held in a
bank's portfolio.

Traditionally, banks have been major purchasers of tax-exempt
bonds. In 1985, banks held 35 percent of the total outstanding tax-

exempt debt; at year-end 1992, their holdings were only 8.5 per-
cent. That reduced role threatens greater market volatility, less li-

quidity, and higher borrowing costs.

Increasing the bank interest deduction limit from $10 million to

$20 million will provide relief for a large number of issuers that ac-

count for only a small percentage of the total volume of tax-exempt
bonds. If the limit is increased, small issuer borrowing costs will

be reduced because governments will no longer have to pay higher
interest rates to attract bank capital.

This change would also—should also be supported because it will

reduce the amount of tax-exempt debt issued; it will provide more
stability to the municipal bond market; it will encourage bank in-

vestments in municipal bonds, which I would note are one of the
least risky investment options available to banks; it will promote
bank investments in local communities; and it will promote better
management of local debt issuance.
Our organizations also support a provision to extend the bank in-

terest deduction to bonds issued by a statewide authority, or as
part of a bond pool for small issuers. It is notable that in 1992 the
House and Senate passed legislation that contained an increase in
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the bank interest deduction. Also in 1992, the Senate provided for

the exception for statewide authorities.

Finally, we support amending the small issuer arbitrage rebate
exception provision in H.R. 13 to $20 million. This small-issuer
limit should be $20 million in the interest of simplicity and consist-

ency in the Tax Code. And we believe that the eligibility require-
ments for both exceptions should be comparable, providing the
small-issuer benefit to both taxing and nontaxing governmental en-
tities.

Second, I would address the issue of private use. The Federal
Tax Code impedes the financing of true governmental projects, in-

appropriately classifies some publicly owned and operated facilities

as private activities, and prohibits financing in which appropriate
private use of the facilities being financed can materially assist in

the efficiency of providing the public service.

This occurs because of the rules that have been set forth to dis-

tinguish a governmental bond from a private activity bond. Private
activity bonds are defined as securities issued by State and local

governments where more than 10 percent of the facility being fi-

nanced is for a business use and more than 10 percent of the debt
service on the bonds is derived from the payments from private
users.

In general, the law provides that private activity bonds are tax-

able, but the Tax Code enumerates certain private activities that
are eligible for tax-exempt financing. The present law creates pri-

vate activity situations in cases where rents and other charges are
levied, including those related to governmentally owned and oper-

ated infrastructure facilities.

My testimony contains two examples, which I will leave to the
written record. While there are several possible options to address
this situation, we believe that modifying the present law definition

to increase the 10 percent private benefit test is the most limited

approach. But it is an important first step.

This change is desirable because it does not permit abusive
transactions for tax-exempt financing for privately owned facilities;

it promotes economical arrangements; and it does not create an un-
fettered right of State and local governments to pass the benefits

of tax-exempt financing to projects not serving a public purpose.
In a related matter, I would also note that there is a $15 million

limitation on tax-exempt public output bonds. Those related to fa-

cilities where you have publicly owned electric and gas facilities.

In these instances, we believe that that limitation is not sup-
ported by a public policy justification. It is discriminatory and it

encourages practices that are not economically sound.
Finally, in addressing the matter of volume caps, in recent years

volume cap limitations have precluded the financing of necessary
and worthwhile projects in many States. Beginning in 1988, these
caps were lowered to the greater of $50 per capita or $150 million.

This reduction was based on the incorrect assumption that
MRBs, mortgage revenue bonds, and IDB, small issue industrial

development bonds, would expire at the end of 1987. Our organiza-
tions believe that the best way to solve this volume cap limitation
is to index the caps for inflation retroactive to 1988.
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The volume cap limits have never been adiusted for inflation, or
to reflect the continuation of the MRB and IDB programs. This
problem does not solve the volume cap problem, it merely takes
some of the pressure off and provides a mechanism for the volume
cap to keep pace with rising costs and increased needs.

Finally, Mr. Chairman, 1 would again express my gratitude for

the opportunity to address this committee. I must also point out,

however, that there is no proposed legislation to address a very,
very significant problem to the tax-exempt bond community, and
that is the issue of arbitrage, relief from the arbitrage rebate re-

quirement.
Thank you.
[The prepared statement follows:]
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Introduction

Mr. Chairman and members of the Subcommittee, my name is Aurel
M. Amdt. I £un the General Manager of Lehigh County Authority in
Allentown, Pennsylvania. The authority is a governmental entity
that provides water and wastewater service to thirteen
municipalities in Lehigh County. It is my pleasure to present this
testimony on behalf of a coalition of state and local government
officials interested in the preservation of tax-exempt financing.
We look forward to working with you on the items on today's agenda
and we strongly encourage and support the development of a long-
term investment bill that will include other tax-exempt bond
provisions that are critical to infrastructure and other state and
local capital financing needs.

We urge you to include in any future tax legislation the items
identified in this testimony. We also encourage the adoption of
H.R. 13, the Tax Simplification Act of 1993, which contains tax-
exempt bond provisions that are supported by state and local
government officials. One clarification is recommended in that
bill having to do with the definition of investment-type property,
which we will provide to committee staff.

Item 9; Increase the Current Law Bank Deductibility Limit

Current law permits banks to take an 80 percent interest
deduction for bonds issued by small governmental issuers and small
501(c)(3) issuers. Bonds issued by such issuers are eligible for
the bank interest deduction if the issuer does not issue more than
$10 million in volume on an annual basis. Prior to 1986, this
deduction was available for all bonds held in the banks'
portfolios.

Traditionally, banks have been major purchasers of tax-exempt
bonds. However, they are no longer because of the 1986 changes in
the bank interest deduction. In 1985 banks were invested in 35
percent of total outstanding tax-exempt debt; at year-end 1992,
they held only 8.5 percent. Their reduced role in the tax-exempt
market threatens greater market volatility, less liquidity and
higher borrowing costs.

Increasing the bank interest deduction exception annual limit
from $10 million to $20 million will provide relief for a large
number of issuers that account for only a small percentage of total
volume in the municipal market. If the bank interest deduction
limit is increased, small-issuer borrowing costs will be reduced.
These governments will no longer have to pay higher interest rates
to attract bank capital. This change also should be supported
because it will

o reduce the amount of tax-exempt debt issued because of
lower interest rates on the bonds sold to the banks,

o provide more stability to the municipal bond market by
eliminating excessive dependence on individual investors,

o encourage bank investments in municipal bonds which are
one of the least risky bank investment options,

o promote bank investments in local communities, and

o promote better management of local debt issuance because
small issuers will be able to issue $20 million every
other year rather than having to issue $10 million
annually.

Our organizations also support a provision to extend the bank
interest deduction to bonds issued by a statewide authority or as
part of a bond pool for small issuers. In 1992, the House and
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Senate passed legislation that contained an increase in the bemk
interest deduction. In 1992, the Senate provided the exception for
statewide authorities.

Finally, we support amending the small-issuer arbitrage rebate
exception provision in H.R. 13 to $20 million. Both small-issuer
limits should be $20 million in the interest of simplicity and
consistency in the tax code. And, we believe that the eligibility
requirements for both exceptions should be comparable, providing
the small-issuer benefit to both taxing and nontaxing governmental
entities.

Item 16; Private Benefit for Governmental Bonds

The federal tax code impedes the financing of true
governmental projects, inappropriately classifies some publicly
owned and operated facilities as "private activities" and prohibits
financings in which appropriate private use of the facilities being
financed can materially assist in the efficiency of providing
public services. This occurs because of the rules that have been
set forth to distinguish a "governmental" bond from a "private-
activity" bond.

Private-activity bonds are defined as securities issued by
state and local governments where more than 10 percent of the
facility being financed by the bonds is for a business use
(business-use test) and more than 10 percent of the debt service
on the bonds is derived from payments from private users (security-
interest test) . In general, the law provides that private-activity
bonds are taxable, but the federal tax code enumerates certain
private activities that are eligible for tax-exempt financing.

The present law definition sweeps into the private-activity
bond category those bonds issued to finance facilities whose cost
is charged to users in the form of rents and other user charges.
This includes bonds for public facilities, including govemmentally
owned and operated infrastructure facilities. Let me illustrate
the problems created by the present law with two examples.

Example 1 ; If a government wanted to rent out surplus office
space in a government office building to a private firm and
that space exceeded 10 percent of the total available space
in the building and the rent received from the private tenants
secured more than 10 percent of the outstanding debt, the
bonds issued to finance the government office building would
not be eligible for tax exemption. The private use would
result in the bonds being categorized as private-activity
bonds. However, since government office buildings are not on
the list of private-activity bonds eligible for tax-exempt
financing, the bonds would not qualify for tax exemption.

Example 2 : If a government issues bonds to finance the
expansion of the public sewer system and one occupant of an
industrial park in the city will be using 11 percent of the
extension's capacity and pays an amount equal to 11 percent
of the debt service on the bonds, the entire bond issue will
be categorized as a private activity. These bonds are
eligible to be issued on a tax-exempt basis because "sewers"
are a purpose for which private-activity tax-exempt financing
is permitted. However, the bonds would be subject to the
state volume cap because only certain private-activity bonds
issued for exempt facilities are not subject to the cap. And,
they would carry a higher interest rate because the are
subject to the alternative minimum tax.
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There are several possible options for dealing with the bond
definition problem. Modifying the present law definition to
increase the 10 percent private benefit test is the most limited
approach, but it is an important first step. This change is
desireible because it

o does not permit abusive transactions or permit tax-exempt
financing for privately owned facilities,

o promotes economical arrangements where issuers realize
supplemental revenues to augment the tax-exempt purpose
of the facility, and

o does not suggest an unfettered right of state and local
governments to pass the benefits of tax-exempt financing
to projects not serving a public purpose.

The purpose of the proposed change is to provide governmental
issuers with additional opportunities to enter into public-private
partnerships in the use and operation of governmental facilities.
In addition, the change reduces the compliance costs that have been
incurred since the enactment of the 1986 tax law to ensure that
incidental private use does not jeopardize the availability of tax-
exempt financing for a project.

We would note that the proposed elimination of the five
percent unrelated and disproportionate use test in H.R. 13 is an
important complement to this provision.

Item 19: Repeal the $15 Million Limitation on Tax-Exempt Public
Output Bonds

In addition to the 1986 reduction of the private-use
limitation from 25 percent to 10 percent, the federal tax code also
provides that for certain output facilities—public power and
public natural gas generation and transmission facilities—the
private-use limit is the lesser of 10 percent or $15 million.

Private-use restrictions limiting the benefits availeible to
private parties from publicly financed facilities are based on
sound and appropriate public policy considerations. However, the
restrictions should apply equally to all govemmentally financed
and operated facilities.

The special $15 million private-use restriction that applies
only to publicly owned electric and gas facilities is not supported
by any public policy justification. It may force local govexmments
that provide generating and transmitting facilities to have their
surplus capacity sit idle rather than having it sold to others in
order to avoid the private-use limitation. This provision should
be repealed because it is discriminatory and it encourages
practices that are not economically sound.

Item 20; Volume Caps

In recent years, volume cap limitations have precluded the
financing of necessary and worthwhile projects in many states. In
1986, statewide volume caps were set at the greater of $75 per
capita or $250 million. Beginning in 1988, the caps were lowered
to the greater of $50 per capita or $150 million. This reduction
was based on the incorrect assumption that state and local
governments' authority to issue Mortgage Revenue Bonds (MRBs) and
Small-Issue Industrial Development Bonds (IDBs) would expire at the
end of 1987.



Our organizations believe that the best way to solve volume
cap limitation problems is to index the caps for inflation,
retroactive to 1988. The volume cap limits have never been
adjusted for inflation or to reflect the continuation of the MRB
and IDB programs. The proposed change does not solve the volume
cap problem, it merely takes some of the pressure off and provides
a mechanism for the volume cap to keep pace with rising
construction costs and increased financing needs. This change will
ensxire financing for necessary facilities that will produce jobs
and needed housing and will finance environmental clean-up.

Mr. Chairman and members of the subcommittee, I appreciate
this opportunity to address certain bond provisions. I must point
out that there is no proposed legislation to address a very
significant tax-exempt bond problem. Our organizations strongly
support relief from the arbitrage rebate requirement.
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Chairman Rangel. Let me thank this panel for some well
thought out proposals and certainly some very popular proposals.
Under the rules we are working now, the House Members of Ways
and Means and the Senate Finance Committee could not attach
anything to the President's bill. And so therefore the Chairman of
the House Ways and Means Committee, Mr. Rostenkowski, thought
that we could hold hearings on miscellaneous provisions that were
not allowed in the President's budget. If we could pay for them,
then we could report out some of these things in a separate bill.

Most of the items that you are talking about are costly.

Have any of you considered how to pay for these provisions? We
have to come up with the funds to pay for these provisions. And
so naturally politics being what it is, the most popular ones that
cost the least are the ones that we might put on the suspension cal-

endar. But given the costs—I understand yours, Mr. Henderson, is

retroactive? What theory of research and development would retro-

activity be useful?

Mr. Henderson. Let me answer your question. This is a clari-

fication of definition of the research and development. So that there
have been some cases where R&D programs have gone ahead and
have not been allowed tax-exempt status.

Insofar as I am concerned, we could get this clarification

through, I think you could do without the retroactive nature of it.

But when you clarify something, there is going to be some inequity
in the past based upon the fact that there has been a lack of clarity

on the part of the IRS with respect to the definition of research and
development. That is what I am saying, that this is a clarification

in terms of the definition of research and development.
Chairman Rangel. We don't have any—not that I think that citi-

zens should have to come with revenue raisers if they come here
with equity, but I just would want you to know, that is the problem
that we face. We are going to have to hurt somebody in order to

raise the money.
Mr. Arndt. Mr. Chair, in response to your question, for instance

the issue of bank deductibility, there is a consequence, a cost side

which the public ultimately does bear in the fact that the lack of
the bank deductibility does result in higher interest rates on those
issues that do not qualify for that type of financing.
Chairman Rangel. I wish we had the luxury of scoring things

like that, but we just have to project how manv people would take
advantage of this deductibility and a possible loss of revenue. But
anyway, I think that is our problem. But I would want you to know
that that is an additional burden we carry.

Mr. PuTMAN. Mr. Chairman, I would also like to state that the
PSA historically has very strongly supported deficit reduction. And
particularly as it includes revenue raisers.

So we would be more than happy to work with the committee to

search out those revenue raisers to offset some of these things.

However, I would like to point out that the issues that we have
raised have made a very efficient market more efficient by
leveraging limited dollars that the Federal Government has avail-

able to implement many of its own programs that it has requested
of State and local governments to do.
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So we believe that we have enhanced local government's ability

to support these programs on much smaller revenues. For example,
the revolving funds take a significantly lower percentage of Federal
support for waste-water treatment as compared with 75 percent
under the old 208 program.
So we think we have made a very efficient use of these. I think

one of the things that has to be addressed is what are the priorities

of this country and how do we address them on a State and local

government basis, particularly as it relates to the environment,
education, and the inner cities and how we rebuild it and make
transportation efficient. So we think we have done something in

that regard.
Chairman Rangel. If the right and moral thing could be scored,

it would make our job much easier. But your problem is going to

be when you pick out those savings that you think are best for the
Nation, that there is somebody that is going to believe that the
country can't live without them.
You are not thinking about low-income housing credits, are you?
Mr. PUTMAN. No, sir. No, sir, definitely not, sir.

Chairman Rangel. OK. Let me thank this panel.
I have to go vote and the committee will resume in 10 minutes.
[Recess.]

Mr. KoPETSKi [presiding]. The subcommittee will return to order.

On our fifth panel today, we have Mr. Donald Smith, the execu-
tive director of the Western Commercial Space Center from
Lompoc, Calif; Edward O'Connor, executive director of the Space-
port Florida Authority; and Jon A. Mangis, director, Oregon De-
partment of Veterans' Affairs.

Well, we have Jon here. Jon, you get more time. In the interest
of time I would like to introduce Mr. Mangis. He is here to testify

on the qualified veterans mortgage bond issue. It is H.R. 1289
which I and other members of the subcommittee have introduced.
The bill would cost about $2 million over the 5-year period as-

suming a bond volume cap at $300 million per State. I think there
are ways to refine this so that the cost impact is lower.

But Mr. Mangis comes from the great State of Oregon. He is the
director of our Department of Veterans Affairs. He himself is a vet-

eran, having served in the Vietnam conflict.

After returning from the service, he completed his education and
joined the Oregon Department of Veterans' Affairs. He worked for

over two decades on issues that affect those who have served in our
armed forces.

As a director, he has succeeded in making the department more
efficient and cost-effective. We had some very difficult times in Or-
egon and Mr. Mangis was instrumental in helping us help lead the
legislature in the State out of some very difficult problems.

I welcome you, Jon, to the hearing today and look forward to

your testimony.
We do have the 5-minute rule here. Applies to everybody, it

seems, including Members, so we are all being treated equally. If

you would like to begin your testimony.
Before we do that, my colleague from Florida, Mr. Bacchus, is

here, and I think he wanted to make some introductory remarks
as well.
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Welcome, Jim.

STATEMENT OF HON. JIM BACCHUS, A REPRESENTATIVE IN
CONGRESS FROM THE STATE OF FLORIDA

Mr. Bacchus. Thank you, Mr. Chairman. And may I take this
opportunity to thank you pubHcly for your strong support of the
space program and the space station which is important not just
to my district, but to our entire country, as you well know.

I am here today to introduce a friend and colleague of mine who
shares our interest in the future of the space program and espe-
cially in the development of commercial spaces in industry to bene-
fit all of this country. Throughout our Nation's history, the Federal
Government has had the foresight to encourage the development of

emerging means of commerce such as railroads, seaports and air-

ports. I am here today in the hope that we can convince you to

think of spaceports in the same way as you do these other means
of transportation.

I believe we must view launchpads and rockets as the 21st cen-
tury equivalents of railroads and trains, highways and automobiles,
airports and airplanes, ports £md steam liners. At minimal cost to

the Government, but to the great benefit of the commercial space
industry, we can provide bonds issued for the construction of space
infrastructure with the same tax-exempt status we grant currently
to similar airport and seaport bonds.
As members of this panel will tell you, such tax-exempt treat-

ment is vital to the modernization of our outmoded space transpor-
tation infrastructure and the survival of the launch industry in a
more competitive environment. A decade ago, Mr. Chairman, we
had 90 percent of the commercial market in world space. Today we
have the world lead, but only 30 percent of the market.
The bill that we are asking for, the exemption we are asking for,

is probably one of the least expensive that you will hear about in
the testimony before this subcommittee. The cost to the Govern-
ment would be $19 million over 5 years. And that is million with
an "M." This is something that would certainly benefit my State,

but it would benefit many, many other States as well.

There are 33 States in the national association in favor of this

bill. They have endorsed this unanimously. We have representa-
tives from several States here today. To testify on behalf of this is

a true pioneer in the commercial development of space, Mr. Ed-
ward O'Connor, who is the executive director of the Spaceport Flor-

ida Authority, which is the first State agency in the country cre-

ated to encourage space enterprise.

This is something in which the State of Florida and the tax-

payers of Florida have invested their own dollars, and, of course,

private dollars are invested as well. Mr. O'Connor's expertise stems
from 30 years of experience in the area of space, including 25 years
in the Federal Government

—

a key role in the aftermath of the
Challenger accident, I might add—3 years in the commercial space
industry, and 2 years in State government. I am sure you will find

his testimony enlightening and1 thank you for your time.

Mr. KOPETSKI. Thank you, Jim. I should say as well that the rea-

son that I am so supportive is because you are a great teacher. And
I recognize the value of exploring space for all of our Nation, in
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fact, the entire planet, and clearly your work in this has been no-

ticed on the floor and within the halls. The fact that we have a via-

ble space program is due to your efforts and I certainly appreciate
it. -Ajid I know our great grandchildren, as well.

Mr. Bacchus. Thank you, Mike.
Mr. KOPETSKI. But I am going to go to my constituent first.

Mr. Bacchus. I would certainly advise that, Mike.
Mr. KoPETSKi. Thank you. Jon, welcome.

STATEMENT OF JON A. MANGIS, DIRECTOR, OREGON
DEPARTMENT OF VETERANS' AFFAIRS

Mr. Mangis. Thank you, sir.

For the record my name is Jon Mangis, and I am the director of
veterans affairs for the State of Oregon. Today I appear before you
on behalf of the veterans living in the States of Alaska, California,

Texas, Wisconsin, and my home State of Oregon. I am here to sup-
port H.R. 1289 amendments that seek the authorization to issue
qualified veteran mortgage bonds.

Prior to the 1984 Tax Reform Act, each of those provided low-in-

terest mortgage loans to veterans residing within their boundaries.
The Oregon ^^teran Loan Program began with the encouragement
from the U.S. Congress as a thank you to those brave men and
women serving this Nation during World War II. It was to be a
short-lived program, but America went to Korea, and Oregonians
amended their constitution to make these men and women eligible

for State veteran home loans.

Then it was Vietnam, and Oregonians again voted to change
their constitution to make Vietnam veterans eligible. Then came
1984, and Congress legislated tax reform, stating that any qualified
veteran must have entered the service prior to 1977 or they cannot
benefit firom the proceeds of qualified veteran mortgage bonds.
But American servicemen and women did not go away in 1977.

Americans went to Central America, Grenada, Lebanon, and 2
years ago the Middle East. Today we have sent Americans to So-
malia and Macedonia, and I don't know where they will be sent in

the future. Americans, including Oregonians, have died in the serv-

ice for this great Nation since 1976, yet according to paragraph 4,

section 143(1) of the code, these men and women are not veterans.
Your colleagues in the House of Representatives and the United
States Senate amended 38 U.S.C, establishing veteran status for

post-Vietnam veterans.
Yet if you live in Oregon, Alaska, California, Texas or Wisconsin,

you are not considered a veteran because of a Tax Code provision

that limits veteran status to those who served prior to 1977. The
Oregon program, and I am sure the other State veteran loan pro-

grams, are questioned daily on why a post-Vietnam veteran cannot
obtain a State veteran home loan, a fact only recently made worse
when Congress extended Federal VA home loan eligibility to re-

serve military and naval forces.

The Oregon program has provided a major economic impact in

my home State by providing low-interest loans to our veterans.
During Desert Storm, our Oregon legislative assembly was ready
to submit legislation to Oregon voters to extend eligibility to post-
Vietnam veterans, until I asked them to table it. I explained that
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until the United States Congress changed their ehgibility status
and the code, their actions would only create more confusion and
hard feelings among Oregon veterans.

Historically, individual States have provided recognition for their
veterans since the very beginning of this country. Five States cre-

ated veteran home loan programs, all in existence prior to 1984.
Most of these programs were created with the encouragement of
your colleagues in 1943, 1944 and 1945, as they worked on a GI
Bill of rights. Almost every State in this Nation responded with a
variety of programs, but for us it was a State veteran home loan.

These programs are important to the economic well-being of the
five States. Through the process of building, sale, and purchase of
single-family residences, they generate millions of taxable dollars

to the State and Federal Treasury, a fact generally not taken into
consideration by congressional stadff when they do their revenue es-

timates. I am here today to ask you, one, to eliminate the require-
ments of 143(1)(4), paragraph A, to allow veterans who served after
January 1, 1977, to be eligible to obtain mortgage loan financing
from qualified veteran mortgage bonds.
And two, to eliminate the 30-year requirement to allow veterans

to apply for financing more than 30 years after leaving active serv-

ice. As the immediate past president of the National Association of
State Directors of Veterans Affairs, I ask for their support in this

issue; and many of the committee members here, or who were here
today, probably received letters from their home States.

Today we have a national resolution supporting these changes by
the American Legion, the AmVets, Disabled Ajiierican Veterans,
and this year at the national convention we will receive supporting
resolutions from the Veterans of Foreign Wars of the United
States, and the Vietnam Veterans of America. Other organizations
taking the issue under consideration are the Paralyzed Veterans of
America, the Military Order of the Purple Heart, and the Marine
Corps League.

I have provided written testimony and attached to the testimony
is a copy of H.R. 1289 introduced by Congressman Kopetski, and
also some of the history of the primary tax Taw requirements affect-

ing qualified veteran mortgage bonds. I appreciate your willingness

to listen to me and hopefully I can answer any questions that you
might have.
Thank you.
[The prepared statement and attachment follow:]

74-512 O -94 -33
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STATEMENT OF

JON A. MANGIS, DIRECTOR
OREGON DEPARTMENT OF VETERANS' AFFAIRS

STATE OF OREGON

BEFORE THE

SUBCOMMITTEE ON SELECT REVENUE MEASURES
COMMITTEE ON WAYS & MEANS

WITH RESPECT TO

LEGISLATION AFFECTING QUALIFIED VETERAN MORTGAGE BONDS

WASHINGTON, D.C. JULY 13, 1993

MR. CHAIRMAN AND MEMBERS OF THE COAAMinEE:

On behalf of the veterans of the State's of Alaska, California, Texas,

Wisconsin and Oregon I wish to thank you for inviting me to participate in

today's important legislative hearing.

The issue that I address is that of eligibility to participate in State Veterans

Home Loan programs funded through the proceeds of the sale of Qualified

Veteran Mortgage Bonds.

Historically, this Nation and its many States have always provided for

veterans disabled in service to their country and for their widows, their orphans.

During and shortly after World War II the U.S. Congress was working on

the G.I. Bill of Rights -- and all of you ore familiar with that, and the benefits

that this Nation reaped by making education available to millions of returning

service men and women.

At the same time the federal government encouraged the many states to

come up with their own 'welcome home' to those who served. And they did.

States created and executed numerous programs that have helped

"veterans -- right up to the present: State war bonuses; state education and

apprenticeship programs; counseling; conservatorship, veteran (soldier) homes,

etc.

Some states went so far as to create STATE VETERAN HOME LOAN
programs. All to assist the veteran obtain low cost housing financing - all

somewhat different in construction; all, today, manage their programs within the

guidelines for Qualified Veteran Mortgage Bonds outlined in Internal Revenue

Code of 1986.

Section 143(l)(4) of the Infernal Revenue Code of 1986 defines

'Qualified Veterans' as those who entered active duty prior to January 1 , 1977.



It also requires that the 'Qualified Veteran' use his/her entitlement within

30 years of date of separation from active duty.

The obove restrictions placed in the 'Code' in the Tax Reform Act of

1 984, must have assumed that Vietnam was the lost conflict that American men
end women would be sent to by their government.

Unfortunately, we hove seen these men and women sent to Latin

America, Grenada, Lebanon, end thousands upon thousands were sent to fight

in Desert Storm.

I remember the rush of patriotism that enveloped this country when the

mobilization began, and the sympathetic rush of pro military and veteran

legislation introduced to support these men and women.

I also remember how quickly that support went away when that action

was over and all veteran legislation was placed on the back burner.

And today, Americans are in Somalia and Macedonia.

If the United States never sent any Americans into foreign conflicts, I

would have no problem supporting the cut off date of January 1 , 1 977. But

today, I submit these restrictions are totally unfair to the thousands of veterans

who served after Vietnam.

In 1990, I asked the five states who are authorized to issue Qualified

Veteran Mortgage Bonds to meet in San Francisco. I told them that we must

stop acting individually on what we ask our Congress to do to help our

programs and that we must, as a group, prioritize our needs. We did and the

top two issues that affect our programs equally are the issues I speak of today:

A. Eliminate the requirement of Section 143(I)(4)(A) so as to allow

veterans who commenced service on active duty on or after January

1, 1977 (Post '76 veterans) to be eligible to obtain mortgage-loan

financing from proceeds of tax exempt Qualified Veteran Mortgage
Bonds.

B. Eliminate the requirement of Section 143(I)(4)(B) -- (the 30-year

requirement), to allow veterans to apply for financing more than 30
years after leaving active service.

There are, obviously, more "wishes" -- but we as a group said that the

provisions above were the most important to the veterans of our states.

Legislotion was introduced in the 101st Congress to address these issues,

but died with the cease fire of Desert Storm.

We continued to work. I asked Congressman Mike Kopetski from

Oregon if he would help us. After many discussions, he introduced H.R. 1 289.

Individually, and as a group of five states, we oppreciote his assistonce

and encourogement. We went to work to try to obtain cosponsors for

H.R. 1289. To date, we hove 33 cosponsors. We will get more.
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As a group, we met again in January and April 1 993. We wanted to

develop possible alternatives that would reduce or eliminate any revenue loss to

the Department of Treasury. I believe that the Joint Committee has our

proposals through Congressman Kopetski's office.

We are hoping for favorable consideration from you regarding changes

to the "Code" that we ore discussing today (Section 143(I)(4)(A) and (B).

We are often told that you cannot get anything from Congress that

includes a revenue loss. I hove yet to understand why only a loss is computed

and is not offset by revenue gains. Our program causes housing to be built

and houses to sell on the market with the tax exempt dollars becoming taxable

income to those who receive these dollars as wages, for service and supplies,

etc.

As the immediate past president of the National Association of State

Directors of Veterans Affairs I enlisted the support of my associates in other

states to contact their Congressional delegations and ask for their support for

H.R.I 289. And they did. It was unselfish support on their port because their

states had nothing to gain. I wont to publicly thank them. I hope you received

one of their letters of support for these changes.

I also have supporting national resolutions from the American Legion; the

American Veterans of World War II, Korea and Vietnam (AMVETS); The

Disabled American Veterans; and Military Order of the Purple Heart. This year

we will obtain national resolutions from the Veterans of Foreign Wars of the

United States and the Vietnam Veterans of America.

. I urge you to support these changes to Qualified Veteran Mortgage

Bonds in the some spirit that your colleagues of 1 944 and 1 945 caused these

programs to be created. When we as a Nation learn to live in a society that

does not put Americans in conflict; then these programs will ultimately die on

their own.

I wish to thank you for your consideration and allowing me an

opportunity to appear on behalf of veterans from Alaska, California, Texas,

Wisconsin and my home state of Oregon.

I will be pleased to answer any questions.
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103d congress
1st Session H.R. 1289

To amend the Internal Revenue Code of 1986 with respect to the eligibility

of veterans for mortgage revenue bond financing.

IN THE HOUSE OF REPRESENTATIVES

March 10, 1993

Mr. KOPETSKI (for himself, Mr. Seksenbrekker, Mr. Stark, Mr. Young
of Alaska, Mr. Rohrabacher, Mr. Wydek, Ms. FURSE, Mr. DePazio,

Mr. Wilson, Mr. de la Garza, Mr. Gonzalez, Mr. Frost, Mr. Good-

lino, Mr. Tejeda, Mr. Edwards of Texas, Mr. Chapjian, Mr.

Sarpalius, Ms. E.B. Johnson of Texas, Mr. Bryant, Mr. Coleman,
and Mr. McHale) introduce the follo^ving bill; which was referred to

the Committee on Ways and Means

A BILL
To amend the Internal Revenue Code of 1986 with respect

to the eUgibility of veterans for mortgage revenue bond

financing.

1 Beit enacted by the Senate and House ofRepresentor

2 tives ofthe United States ofAmerica in Congress assernbled,

3 That (a) paragraph (4) of section 143(1) of the Internal

4 Revenue Code of 1986 (defimng qualified veteran) is

5 amended to read as follows:

6 "(4) QuAiiiFiED VETERAN.—For puiposes of

7 this subsection, the term 'qoalified veteran' means
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2

1 any veteran who meets such requirements as may be

2 imposed by tlie State law pursuant to wliich quah-

3 fied veterans' mortgage bonds are issued."

4 (b) The amendment made by subsection (a) shall

5 apply to obligations issued after the date of the enactment

6 of this Act.

O

•HB 1289 IH
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History of Primary Federal Tax Law Requirements/

Changes Affecting Qualified Veterans' Mortgage Bonds

Description Primary Requirements/Changes

Mortgage Subsidy Bond Tax Act of 1980
(Section 103A)

* Bonds must be in registered form.

* No Advance Refunding of Mortgage
Subsidy Bonds permincd.

* No refinancings of existing mortgage
loans pennitted.

* Bonds must be General Obligations of
the State.

* "Substantially all" (90%) of the Bond
proceeds must be used to provide
residences to veterans.

Tax Reform Act of 1 •k-k Definition of "Qualified Veteran"
provided.

*• Eligibility must be used prior to 30
years from date of separation from
active service.

* Establishment of Federal Bond Issuance

Cap.

* State Veteran Program needed to be in

existence prior to June 22, 1984.

Temp. Reg. 1.103 A-2 Informational Reporting Requirements
to be filed with the IRS.

Tax Reform Act of 1986 * 95% or more of the net proceeds must be
used to provide residences to veterans.

* Pennitted yield on veteran loans reduced
from 1.5% to 1.125%.

* No yield on "nonpurpose" investments

can be retained above the yield of the

bonds (rebate to Federal Government or
borrowers).

1989 Tax Exempt Bond Arbitrage Regulations

1990-1992 Unsuccessful attempts at Congressional

Law Changes (101st & 102nd Congress)

* Specifies methodology for computing
rebates (future value calculations).

S. 777 and H.R.I 250 opened eligibility

criteria to the authority of the individual

States.

1993 -H.R. 1289
(Attachment H.R.I 289)

** Current • speaks to definition of
qualified veteran and 30-year rule.
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Mr. KoPETSKi. Thank you, Jon. Your entire statement will be
made a part of the record.

Before we go to the questions, I want to hear from the remaining
members of the panel,

Mr. O'Connor, welcome.

STATEMENT OF EDWARD A- O'CONNOR, JR^ EXECUTIVE
DIRECTOR, SPACEPORT FLORIDA AUTHORITY

Mr. O'Connor. Thank you, Mr. Chair. It is a pleasure to be able

to speak to you today about an issue I think is very important, not

only to the State of Florida, but also to the Nation. I represent the

Spaceport Florida Authority as executive director. The Spaceport
Florida Authority is a State agency established in the same man-
ner that you would establish an airport authority.

My organization was established 3 years ago in recognition that

we were losing a good portion of our commercial space program to

overseas providers of launch services. The trend was exceedingly

bad.
In the early years of our space program, the United States was

clearly the leader. It was providing launch services for the commer-
cial marketplace. The early communication satellites that were
launched and supported worldwide, developed a network of tele-

vision, radio, telecommunication services. Those launches were
based on U.S. technology.

Several years ago, though, we made a conscious decision in this

country that we were going to help other nations with technolo©^.

We engaged in a considerable amount of technology transfer to the

Europeans and they developed a European space agency and they

went and developed a launch site in French Guiana where they

have produced a tremendous number of launches. Launches from
French Guiana now exceed the number of commercial launches we
have in this country.

We provided this technology assistance with no expectation of a

payback, but there was, I believe, an expectation on the part of our

country that we would continue to invest in our commercial space

efforts here in the United States. Following the Challenger acci-

dent, executive directives were issued saying that we would no
longer support commercial space efforts with the orbiter fleet and
through NASA commercial space activity. In turn, such efforts

were devolved to the Air Force and they were given this effort as

an ancillary duty to support, in addition to their normal military

launch activity.

The Air Force has done a tremendous job in supporting those ac-

tivities, but with the decreasing Defense Department budgets, we
now see an agency that, although tasked with providing some of

these commercial services, is unable to make the basic investment
in infrastructure that is required. I would like to relate to you just

a little personal experience on this issue.

When I first started in the Air Force in 1962, it was at Cape Ca-
naveral Air Force station, launching rockets. I can go out there to-

morrow, next week, the week after, and I will see the very same
equipment being utilized in 1993 to support commercial launch ac-

tivities, block houses that have sand bags surrounding them be-

cause there has been no basic investment made in those facilities.
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The Air Force has done an admirable job of trying to assure we
have access to space, but it is not the most cost-effective and effi-

cient access.

When you are looking at commercial activities, cost and efficiency

become paramount issues. Working with industry, we have deter-
mined that private industry is not currently willing to invest to-

gether with State government in the same manner that they would
invest with new airports or for new runways for existing airports.

Tax-exempt bonds will provide an incentive, provide a mechanism,
an understood mechanism to the investment community, for mak-
ing fundamental investment in our launch infrastructure.
There are very few sites in the United States that can sponsor

and support commercial launches. However, the great majority of
the country is directly affected by commercial space launch activity.

As evidenced in earlier testimony, representatives from 33 States
have appointed by their Governors to the aerospace States Associa-
tion. They looked at investment opportunities and mechanisms and
have recommended that tax-exempt status be provided to space-
ports.

The revenue estimate from the Joint Tax Committee for this ac-

tivity is $19 million over 5 years, a fairly modest investment. The
estimate is based on bonds that are not even issued todav and
therefore these are really a deferral of new revenues, not a loss of
existing revenues. We feel that with this modest investment we can
improve the launch sites and in turn the rest of the States will

profit because that way we will have places from which to launch
spacecraft and satellites.

I don't believe anyone doubts that space represents a part of our
national transportation network at this time, and we can expect to

see our technologies, our satellites, our communication systems,
our navigation systems, proliferate if we provide access to space.

Yet several major manufacturers, such as Motorola's iridium
launch systems—77 satellites to be launched for communication

—

now look overseas for potential launch sites. Hughes, producing
some of our best communication satellites, went to Russia and
China, and soon may look to the Japanese because of the limita-

tions in our launch facilities in this country.

State government has expressed itself by establishing spaceports,

patterned on airports, and are looking forward to being part of a
developing national infrastructure which will support commercial
space activity. We need to be launching from this country, develop-
ing a better technology base so we can transition our jobs in this

country from the defense sector to peaceful pursuits using commer-
cial space as one of the avenues for improving transportation and
overall economic well-being.

The State of Florida is looking at 55,000 jobs disappearing be-

cause of the base closures. Spaceport activities can help augment
and offset some of these losses. We express our deep interest in

your support in considering favorably our tax-exempt bond request.

[The prepared statement follows:]
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TESTIMONY OF EDWARD A. O'CONNOR, JR.

SPACEPORT FLORIDA AUTHORITY

Mr. Chairman and members of the subcommittee, I thank you for the
opportunity to appear before you on behalf of the State of
Florida and Spaceport Florida Authority.

The Spaceport Florida Authority was created by Florida's Governor
and Legislature to provide a unified direction for space- related
economic growth and educational development, to ensure a stable
and dynamic economic climate, to attract and maintain space-
related businesses and programs suitable to the state, and to
further the coordination and development of Florida's space
industry.

The Spaceport Authority is a public corporation and political
subdivision of state government. It was created as the sole
regulator of commercial spaceports in the state, and is
responsible for ensuring, through active cooperation with federal
agencies, the space industry, and academia, that a supportive
environment exists in Florida for the growth and continued
development of space enterprise, including launch activities,
other space business, research, and education. All non-shuttle
launch complexes on Cape Canaveral are included within the
Spaceport Authority's state- legislated territory.

The Spaceport Florida Authority Act (Chapter 331, Florida
Statutes) extends state sales and use tax exemptions for
commercial launch vehicles, fuels, and payloads, and empowers the
Spaceport Authority to issue bonds to finance the development of
space-related projects. These are the nation's first municipal
space bonds, and they may provide an attractive alternative for
financing costly space programs, including infrastructure, launch
support facilities, launch vehicles, ground stations, payloads,
orbiting platforms, and other spaceflight hardware.

Bonds issued by the Spaceport Authority, and all instruments
securing the bonds, are exempt from taxation by the state or any
local government. Through separate federal legislation, the
Spaceport Authority is seeking to attain tax exempt status for
bonds which finance the development of elements necessary to the
operation of a spaceport- -the same exemption currently extended
to bonds used for airports or seaports.

With its focused charter and broad powers, the Spaceport
Authority is capable of bringing together the resources, funding,
and planning efforts of industry, government (both state and
federal), and academia to maintain and improve our nation's
capabilities to access space, and bolster the competitive
position of the domestic commercial launch industry.

I am pleased to present the views of the state of Florida on the
spaceport tax proposal that is one of the subjects of these
hearings. The proposal benefits many states. I am here with
other state representatives and elected officials to request that
you support tax-exempt financing of spaceports. This legislation
to amend the Internal Revenue Code of 1986 to treat spaceports
like airports is an important means of accomplishing the
objectives of the Commercial Space Launch Act. We must maintain
our competitiveness in the commercial launch industry to preserve
our leadership position in other space industry sectors. Our
nation's commercial space launch industry needs support because
it faces increasing competition from Europe, China, Japan, India,
Australia and the former Soviet Union. These governments fully
appreciate the strategic and economic advantages provided by
developing their own launch systems.
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PART ONE

For the past few years the U.S. commercial space industry has
been going through a difficult transition. While the industry
was built around, and continues to serve, federal agency needs,
its relationship with the federal government often inhibits the
pursuit and conduct of purely commercial business. While this
statement simplifies the complex and necessary systems of
oversight between government and industry, there is much that can
be changed by government to further the development of this
strategically important business sector.

The needs of U.S. space business can be served through proactive
support from both state and federal governments. Being profit-
motivated in an extremely competitive and costly industry, space
companies are remarkably sensitive to the business environment
that state and federal governments create. Technical assistance,
tax policies, insurance requirements, and access to
infrastructure all can have an immediate impact on the industry's
ability to respond to market needs, and to react to market
fluctuations.

The future of international space industry will be driven by a
commercial demand for a presence in space by high technology
businesses for their products, services, and research needs.
Those nations able to provide low cost, reliable access to and
from the marketplace/laboratory of space will control an industry
destined to grow and mature well into the next century.

We must maintain our nation's leadership in space by encouraging,
supporting, and improving commercial space transportation
capability. To compete against other nations, which are clearly
increasing their long-term emphasis on space technology and
transportation, we must provide for sufficient modernization of
infrastructure required to support our current stable of
expendable launch vehicles.

The states have grown to recognize the importance of space and
aerospace industry as being one of the last high technology areas
where the U.S. has maintained an international leadership role.
Like Florida, they also realize that the industry is in jeopardy
of future dominance by our foreign competitors. Together with
Florida, over 33 states are now involved in the Aerospace States
Association (ASA) , which is an organization of state delegates
devoted to forming joint aerospace -related economic and
educational programs and strategies, and supporting mutually
beneficial aerospace policies and legislation in Washington.

PART TWO

Florida has taken several steps to improve the space industry
environment by increasing university involvement, providing tax
incentives and financing assistance, and creating an advocacy
organization specifically to assist space enterprise. The
federal government has also taken steps to encourage space
industry by developing space policies and legislation which
encourage its agencies to procure commercial services and
hardware when feasible.
In keeping with the intent of these federal policies, Florida is
supporting various other initiatives in Washington aimed at
encouraging space enterprise. As noted, the amendment would make
spaceport facilities eligible for tax exempt bond financing to
the same extent as other transportation facilities, such as
airports, docks and wharves. The description of a "spaceport" is
very similar to an airport. A spaceport includes facilities
directly related and essential to servicing a spacecraft,
enabling spacecraft to take off or land, and transferring
passengers or space cargo to or from the craft. The facilities
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must be located at, or in close proximity to the launch site to
perform these functions. To be eligible, the spaceport
facilities must be owned by a governmental unit.

PART THREE

There is an immediate and growing need for improvement and
modernization of our nation's existing space transportation
infrastructure and capabilities. Although Cape Canaveral is
perceived by many to exemplify the state-of-the-art in U.S.
technology, today's commercial launch operators are increasingly
concerned about their ability to meet launch commitments due to
near- obsolete support infrastructure and equipment. This
legislation will allow investments in developing and improving
our commercial space infrastructure. We will be able to provide
cost effective, reliable transportation to space. Without such
access to space, we will lose out in the marketplace and lose an
industry in which we have led the world. We strongly support the
proposed amendment to the Internal Revenue Code of 19 86 for the
tax- exemption of spaceport bonds, and urge you to support such
legislation.

The Spaceport Authority has committed to establishing a more
competitive environment where space businesses have:

* Easy and economical access to launch and launch -support
facilities.

* Enhanced capabilities for infrastructure and systems
modernization.

* Access to facilities for payload development and
preparation.

* Access to financial assistance and alternatives for
infrastructure development.

* A mechanism for forming partnership arrangements with
government and universities.

* An experienced pool of engineers, scientists, and other
support personnel

.

* Easy access to universities and research centers.
* Access to business incubators for small and entrepreneurial

space-related firms.
* Strong support from federal, state, and local governments.
* Assistance and support for safety and environmental issues.
* An advocacy organization dedicated to providing support and

assistance to space industry.

Together with industry, universities, and the federal government,
the Spaceport Authority hopes to form lasting partnerships to
satisfy our mutual needs, and increase our effectiveness in the
world marketplace through teamwork and innovation.

As you may know, the cost of a single medium- class commercial
launch is in the range of $45-70 million. That means the loss of
a single commercial launch to an international competitor is a
loss of $45-70 million to our nation's gross national product.
It also means a loss of approximately 400 U.S. high tech jobs and
a further imbalance of international trade in a segment of our
nation's economy that has long been a leader in exports.

There are two pieces of good news. First, the international
market for space transportation is expected to expand
dramatically between the years 1994 and 2000. During that time,
the U.S. satellite industry is currently projecting the need to
launch more than 300 satellites. Although a smaller number of
launches is actually expected to occur, the U.S. space
transportation capability must be pushed beyond its current
limits to meet this demand. The alternative is a continued
erosion of U.S. market share.
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The State Governments and Industry are now willing to work with
the Federal Government to turn the tide and reclaim the nation's
market share in the international space transportation industry.
No longer is it necessary for the Federal Government to continue
its full funding of the infrastructure that is necessary to
support our nation's space transportation system.

Instead, State Governments - - including the State of Florida - -

are willing to share the burden by investing in space
transportation infrastructure. The reason that State Governments
are willing to make this investment is to keep and to create
high-paying, high tech jobs.

Because our nation's space launch capability is out of date and
costly to maintain, the U.S. and its states will lose both
revenue and jobs to our international competitors unless we begin
immediately to modernize. State Governments, including the State
of Florida, have already begun to invest in the nation's space
transportation capability. During the past three years, Florida
has invested more than $3 million in programs aimed at improving
U.S. competitiveness in space transportation. And other states,
such as Virginia, Alaska, California, New Mexico, and Hawaii are
making similar investments. But the States cannot continue to do
so without the Federal Government as a partner.

Industry has also begun to invest in our nation's space
transportation system. For example, Minnesota's Honeywell
corporation has made a $90 million investment in avionics systems
to be used in existing and new launch vehicles. Thiokol
Corporation of Utah has invested more than $40 million to develop
a new rocket motor, the Castor 120. Other companies like Orbital
Sciences Corporation, EER, American Rocket Company, International
Microspace and others have also invested millions to enter the
U.S. space transportation industry.

This proposed legislation is an action that will directly benefit
the several states in which space transportation infrastructure
is or may be located -- including Florida, Virginia, New Mexico,
Alaska, and California. Depending on developments in launch
technology and system performance, other states, including Texas,
Hawaii, Alabama, Mississippi and Arizona may establish launch
sites at some point in the future and are, therefore, strong
supporters of this legislation. It is an action that will also
benefit the states in which no infrastructure is located, but in
which space transportation hardware is built -- including
Michigan, Minnesota, Texas, Colorado, and Utah.

In part because of our aging infrastructure, U.S. satellite
manufacturers increasingly turn to foreign launchers to transport
their products to orbit. Growing numbers are petitioning for
permission to use Chinese and Russian rockets.

Lastly, this proposed legislation will greatly assist us in
upgrading our country's commercial space infrastructure at a
minimal cost to the federal government. The current revenue
estimate puts the cost of this measure at only $19 million over
five years

.

A 1992 National Research Council study called From Earth to
Orbit. An Assessment of Transportation Options found that most
U.S. launch facilities "are in a deteriorated condition,
particularly on the East Coast, and pose the potential for safety
problems and schedule slips." These safety problems and schedule
slips put a large cost burden on commercial launch companies that
are trying to offer a competitively priced service. With regard
to launch system improvements, the study concluded that "no other
space-related innovation would offer the country as much of a
gain in capability as inexpensively and as quickly."
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Scheduling Coironercial Operations at National Ranges , a report
prepared by USDOT's Office of Commercial Space Transportation in
1989, found that "limitations in the physical plant at the
[launch] ranges would continue to present a problem for the
competitiveness of commercial users."

The National Space Launch Strategy (released in 1991) encourages
state "investment and participation in the development and
improvement of U.S. launch systems and facilities." The Strategy
also encourages "the development and growth of U.S. private
sector space transportation capabilities which can compete
internationally. "

Florida and several other states recognize the importance of
maintaining a cost-effective means for U.S. access to space.
Commercial space is a $4.7 billion industry in the U.S. It
represents thousands of jobs and is one of the few industries
where our nation has remained dominant. Cost-effective
transportation to (and from) orbit is a prerequisite to the
continued growth of all other sectors of the space industry.

In closing, we want to join together with the Federal Government
to implement our program of infrastructure improvement. We ask
for your full support for this tax exemption. It simply would
allow states' spaceports to be eligible for exempt facility bond
financing to the same extent as airports. As in the case of
airports, the facilities must be owned by a governmental unit to
be eligible for financing.

Let me again emphasize that this proposal will assist other
states, including New Mexico, Alaska, Hawaii, Virginia,
Mississippi, Texas, Utah, Alabama, and California who are
contemplating or implementing specific space transportation
infrastructure projects. These states and their programs would
directly benefit from such a tax exemption program. Still other
states, where launch vehicles, satellites and other components
are manufactured, will receive an indirect benefit. Partly
because of our infrastructure problems, our nation's launch sites
have become chokepoints for space industry growth. If we can
launch more rockets at less cost, then more satellites and
rockets can be built, and more research and development can be
conducted.

I thank you, Mr. Chairman and Subcommittee members, for the
opportunity to speak to you today about this important issue.
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Mr. KoPETSKi. Thank you very much for your testimony and your
complete statement will be made a part of the record.
Mr. Donald Smith is an executive director of the Western Com-

mercial Space Center from Lompoc, Calif Welcome.

STATEMENT OF DONALD DAVID SMITH, EXECUTIVE
DIRECTOR, WESTERN COMMERCIAL SPACE CENTER

Mr. Smith. Thank you, Mr. Chairman, for allowing me to speak
in support of tax exemption for spaceport bonds. I too have a de-
tailed written testimony that I would like to siibmit for the record
and with your permission I will provide you with a short oral sum-
mary.

I am Donald D. Smith, the executive director of Western Com-
mercial Space Center, a nonprofit California corporation dedicated
to developing a commercial spaceport at Vandenberg Air Force
Base on the California central coast, and to promoting the creation
of high-tech commercial space jobs throughout California.
As I am sure you are aware, California was the last to feel the

effects of the current economic recession, but it is now the hardest
hit with the loss of high-tech aerospace jobs approaching 200,000.
This loss is expected to increase with the declining defense budget.
The development of a commercial spaceport at Vandenberg has

a dual benefit for the United States. First, it will replace lost de-
fense jobs at the lowest cost of conversion; and second, through
dual use of existing launch and support facilities, help sustain our
vital national security infrastructure.
The U.S. Grovemment has invested billions of taxpayer dollars in

two primary space launch sites, at Cape Canaveral in Florida and
at Vandenberg Air Force Base in California, because they provide
complementary, not competitive capabilities. If you want a space
vehicle to go to the moon, explore the solar system, or be placed
in a geostationary orbit, you would most likely launch to the east
out of Florida.

To best view the earth, detect the weather, see the sun 24 hours
a day, or cover the earth with a low Earth orbit constellation of
communication or navigation satellites, you would launch to the
south out of California's spaceport. What is a spaceport worth in

terms of jobs and economic impact? I have two examples based
upon Vandenberg Air Force Base.
The first involves the decline in high-tech jobs. From 16,000 peo-

gle employed in 1986 to the present 9,000 employed at Vanden-
erg, the loss of 7,000 primary jobs has a ripple effect in the sur-

rounding community of 150,000 people, thus doubling or tripling

the overall loss. To turn this around, we must provide a commer-
cial spaceport capability.

As the Los Angeles International Airport grew from the bean
fields of the 1920s, through legislative actions including tax-exempt
bonds, so too must the growth of the Vandenberg commercial
spaceport be supported by tax-exempt financing.

The second example which illustrates the economic impact the
Vandenberg spaceport has on the U.S. economy occurred in August
1991, when Motorola Satellite Communications Co. notified both
McDonnell Douglas and the Air Force that its iridium satellite sys-

tem of 66 satellites would not be launched from Vandenberg be-
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cause of the too burdensome California regulatory and tax environ-
ment. This decision virtually eliminated U.S. launch vehicle compa-
nies from bidding on the $500 million in launches that are involved
in the project and assured the French rocket company,
Arianespace, of an additional half-billion dollars to add to its

present $4 billion launch backlog.
Our organization was successful in having Motorola rescind this

decision within 6 months through the combined efforts of city,

county, and State governments, the U.S. Air Force, and 35 out of
the then 45 California Congressmen. Today, McDonnell Douglas is

negotiating with Motorola for these launches, having won the com-
petition with Arianespace.
However, Arianespace still has 60 percent of the world's commer-

cial space launch market. If Motorola is successful in raising $3.3
billion in foreign capital markets for their iridium implementation,
an additional $1.5 billion will be spent in the United States for

high-tech systems such as the 66 satellites. This $2 billion of
nontaxpayer dollars invested in the United States is an example of

but one of five satellite systems presently being developed by pri-

vate companies.
However, if the launch vehicle business is lost to overseas com-

petition such as France, Russia, and China, the satellite manufac-
turing business will soon follow. Low-cost commercial spaceports
are vital to this new frontier industry.
The success in returning the Motorola business to California en-

ergized both Governor Wilson and the State legislature. Three bills

have just passed the assembly and are waiting Senate action which
support the California commercial spaceport.
A.B. 279 designates the Western Commercial Space Center as

the California spaceport authority.

A.B. 485 establishes a commercial space office in the California
Department of Transportation and designates the Western Com-
mercial Space Center as the official recipient of commercial space
grants.

A.B. 1313, Speaker Willie Brown's bill, removes the State sales
tax from all products and services launched from Vandenberg's
commercial spaceport.
Governor Wilson signed the California State budget early on July

1, just a couple of days ago, and released a statement identifying

$300,000 in this very austere budget for the Western Commercial
Space Center to develop the California space launch capability. I

strongly urge you to approve Federal tax-exempt status for space-
port bond issues. This will create jobs in California and throughout
the United States.
Thank you. I will be happy to answer any questions you have

about California spaceport development.
[The prepared statement follows:]
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STATEMENT OF
DONALD DAVID SMITH
EXECUTIVE DIRECTOR

WESTERN COMMERCIAL SPACE CENTER

Statement

Mr. Chairman, thank you for allowing me to testify in support of
the proposed amendment to the Internal Revenue Code to clarify
that publicly -owned commercial spaceports are eligible for exempt
facility bond financing to the same extent as airports and
seaports. I am Donald D. Smith, Executive Director of the
Western Commercial Space Center. Our community -based
organization is a non-profit California corporation dedicated to
developing the commercial space capabilities at Vandenburg Air
Force Base and throughout the State of California.

As I am sure you are aware, California is somewhat unique among
the states, both in terms of geography and demographics. In the
case of the 1990-1992 economic recession, while California was
the last to experience the downturn, our state was hit harder and
longer than all other states.

Thus, I am here today not only because the development of
Vandenburg Air Force Base as a commercial spaceport makes
economic sense from an existing assets utilization point of view,
but also because the development of Vandenburg as the Western
Commercial Space Center will mean jobs -- jobs for Californians,
and jobs for America's emerging technology companies.

Mr. Chairman, before discussing the demonstrated economic benefit
that the Western Commercial Space Center will bring to
California, I think the Subcommittee would find it helpful if I

were to briefly discuss the technical reasons that the $30
billion federal investment in launch facilities at Vandenburg
should be utilized for a Western Spaceport.

As you may know, vehicles launched from California quite
literally fly in a different direction than do vehicles launched
from other spaceports. We launch to the South and normally orbit
over or near the North and South Poles in what is generally
referred to as a high inclination or polar orbit. If you want to
go to the moon, visit the solar system or go into a geostationary
orbit (where the old style communications satellites are placed)
you will normally launch to the East out of Florida. However, if
you want to view the Earth, detect the weather, have 24 hours a
day sunshine on your spacecraft or cover the entire earth with a
low earth orbit satellite communications system, then you would
launch to the South out of California's spaceport.

What does all the above mean to your Committee? It means that
California's spaceport is not a duplication of Florida's, but is
complementary to it.

Mr. Chairman, I am here specifically to ask that you consider
extending to California and to the other commercial space centers
around the country, the same tax-exempt bond status previously
granted to America's seaports and to our nation's airports when
they were on the leading edge of American technological
development in the 1920 's and 1930' s.

As an example of what I mean, I need only point out the
experience of Los Angeles International Airport. In the 1920 's,
Los Angeles International Airport ("LAX") was a large collection
of bean fields. Today, it is the hub of a number of airports, in
the L.A. metropolitan area, primarily as a result of numerous
legislative actions, including the granting of tax free bond
financing. In the 1990 's, we need the same tax free financing to
develop the dual use capability of the military launch
infrastructure in Florida and California.
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Mr. Chairman, what is a spaceport worth to our community? It

will mean high tech, high paying jobs to the people living around
Vandenburg Air Force Base, an area with a population of over
150,000 people. The Vandenburg facility employed 16,000 people
in 1986 and today employs about 9,000, a loss of 7,000 primary
jobs which normally impact the community at the ratio of two or
three to one in secondary jobs, thus doubling or tripling the
overall job loss.

In terms of economic impact on the U.S. economy, in 1992
approximately $400 million in commercial space launch vehicle
sales were reported by American companies. In that same year,
over $500 million in future commercial launch vehicle sales were
prevented from going to the French company Arianespace, which
presently has a sales backlog of $4 billion and 60% of the world
commercial launch vehicle market.

Mr. Chairman, the threat to America's commercial spaceport future
is upon us. For example, in 1991, Motorola Communication
Satellite Company notified both McDonnell Douglas and the Air
Force at Vandenburg that due to California's existing regulatory
and tax environment, the company would no longer consider
Vandenburg as a viable alternative to the French polar launch
site in French Guiana. This decision by Motorola assures the
French launch company, Arianespace, of winning a major portion of
Motorola's Iridium Communication Satellite program's launch
requirements. With 66 satellites in Motorola's initial plan and
including future maintenance and replacements, the Motorola
decision will result in at least 10 launches at $50 million per
launch for the French company. Thus, a half billion dollars
worth of booster business will be lost to America.

California's spaceport group at Vandenburg has organized an
effort to have Motorola reverse its decision on California and
choose the Vandenburg Spaceport as its primary facility. I am
pleased to tell you that through a series of actions by local
organizations, cities, county and state governments, the U.S. Air
Force and 35 Members of the California Congressional Delegation,
Motorola has reversed its decision and has notified Governor
Wilson that Vandenburg would be their preferred launch site.
Today, Motorola is negotiating with McDonnell Douglas on the
number of boosters and their cost.

If Motorola is able to raise the reported $3.3 billion in capital
requirements for the Iridium System, not only will the U.S.
receive $0.5 billion in booster business but over $1.2 billion in
satellite manufacturing business which Lockheed Corporation has a
contract to provide. Thus, over $2 billion of non- taxpayer funds
will flow into the U.S. high tech space industry from just this
one program alone. There are five other U.S. companies
developing similar low earth orbit ("LEO") systems which should
bring in an additional billion dollars to this burgeoning
industry. U.S. spaceports are vital to the development of these
programs in the U.S.; if the booster industry goes overseas, the
satellite industry will soon follow.

As a result of the effort to return Motorola's business to
California, both the California legislature and the Governor's
office have taken steps to develop Vandenburg as a commercial
spaceport. California state legislative bill AB 279, which will
designate the Western Commercial Space Center as the California
Spaceport Authority, recently passed the Assembly on a unanimous
70 to vote, and is awaiting Senate Committee action. Bill AB
485, which will create a spaceport office in the California
Department of Transportation and direct the appropriated federal
and state space grant funds to the Western Commercial Space
Center, also has passed the Assembly and the first Senate
Committee with unanimous approval. Speaker of the Assembly
Willie Brown's Bill AB 1313, which removes the state sales tax
from all space products and services launched from Vandenburg, is
awaiting final Assembly passage. Governor Wilson's press release
upon signing the California State Budget early in the morning of
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July 1, 1993, states "Governor Pete Wilson today signed the
Budget Bill (SB 80) that includes $400,000 in funding for the
nonprofit Western Commercial Space Center (WCSC) .... The funds
represent a commitment by government to work in cooperation with
the aerospace industry to maximize existing U.S. launch and
federal launch facilities that could support commercial space
activities and enhance California's competitiveness." In
addition, both Governor Wilson and Assembly Speaker Willie Brown,
in a bipartisan effort, have written letters to NASA
Administrator Dan Goldin endorsing our efforts to bring
commercial space business to California.

I strongly urge you to approve federal tax exempt status for
spaceport bond issues. With such a tax exempt status, private
investment will flow into America's spaceport programs. As a
result, jobs will be created and retained by America and our
country will be able to maintain its lead in a vital 21st Century
industry.

Thank you and I will be happy to answer any questions you might
have about California's spaceport efforts.
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Mr. KoPETSKi. Thank you for your testimony.
Before we move to the questions let me ask unanimous consent

for the following requests. To include in the record at appropriate
points Chmrman Rangel's opening statement, Mr. Ford's state-

ment, Mrs. Johnson's statement, and Mr. Matsui's statements.
Without objection, so ordered.
Mr. Mangis, simply stated, the existing rule in the U.S. Code

makes younger veterans ineligible to borrow from our State's pro-
gram; is that correct?

Mr. Mangis. Mr. Chairman, yes, if you assume an individual is

18 years old when they enlisted in the service, the average age
would be about 34. From our point of view, the individual who
needs the assistance obtaining home finance, the average Vietnam
veteran is in their 40s today. Some of us are older.

Mr. KoPETSKi. Well, this certainly makes sense. Is it true that
the principal reason that there are only five States that have these
veterans housing bond programs is due to the fact that back in

1984 the law was changed to preclude States that didn't already
have a program from starting one?
Mr. Mangis. That is one of the reasons, sir. If the programs

weren't in effect prior to June 22, 1984, they could no longer par-
ticipate in the qualified veteran mortgage bonds. Another reason
might be that to participate in this program they have to be a gen-
eral obligation of the State. And a State may not wish to place its

credit behind this type of a program. Five States have.
Mr. KOPETSKI. And so the five States that do, including Oregon,

of course, didn't have anything to do with the other 45 not having
a program?
Mr. Mangis. No, nothing. Matter of fact, I still get inquiries from

other States on how they would implement this type of a program.
And I just send them a copy of the code.

Mr. KOPETSKI. Right. As you know, the Treasury has testified

that it does not support expanding the qualified veterans mortgage
bond program because it applies only to veterans in these five

States, ^^^at are your thoughts on this limitation? Do you think it

should be expanded, do you think it should remain the same, or
should it be excluded or deleted from the code?
Mr. Mangis. I think, this being my personal viewpoint, perhaps

for the other five States, but as long as the United States continues
to put people in uniform, then the States that have this program
in effect should be allowed to provide housing for these individuals

as a thank you for that service to their country.
Mr. KoPETSKl. There is currently a mortgage revenue bond pro-

gram available for first-time home buyers who meet certain income
requirements. Do you have any sense as to whether veterans in Or-
egon generally would be eligible for financing under that program?

Is that program failing to meet the needs of all or at least veter-

ans in some manner?
Mr. Mangis. Mr. Chairman, those programs that use private ac-

tivity, bond cap, operate within the State to provide housing that
meets certain needs. Some of those are low-income housing or mul-
tifamily housing. Our program has no restrictions on income, pro-

vides housing l^nefits or financing to individuals based on honor-
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able service. And so you can be any age or you can be in any in-

come level.

Ml . KOPETSKI. So some of these veterans may have too high an
income to qualify for these other housing bond programs?
Mr. Mangis. Yes, sir.

Mr. KOPETSKI. But maybe not high enough to quite get there yet
to be able to go to the commercial market.
Mr. Mangis. That is true.

Mr. KOPETSKI. OK. Thank you. I think Mr. Shaw has some ques-
tions.

Mr. Shaw. Yes, I do, Mr. Chairman. I would like to direct my
comments to Mr. Donald Smith, and particularly Edward O'Con-
nor, who is the executive director of the Spaceport of Florida Au-
thority. In introducing him, I think it is important to note we hear
so much about rocket scientists and what you have to be and not
have to be as far as a rocket scientist to understand such things.

Well, we do have a genuine rocket scientist that is here.
Mr. KOPETSKI. I always wanted to meet the guy.
Mr. Shaw. You got him. And that is an earned degree, I under-

stand. And I sav that with tongue in cheek, but it is the truth.

So I think that certainly speaks very nighly of his testimony,
which must be taken at face value. This is an extremely important
issue to this country's commercial space transportation industry.
The tax-exempt status for spaceports facility bonds, this proposal

which I have earlier introduced as a bill, will enable the United
States to develop the infrastructure necessary for a competitive
commercial space launch industry. This applies not only to space-
ports themselves, but to the providers of launch services, and com-
panies which manufacture and test launch vehicles and their com-
ponents, as well as satellites and other payloads.
The proposed amendment clarifies that spaceports are eligible for

exempt facility bond financing to the same extent as publicly
owned airports, docks and wharves. This signal of Federal support
is vital to the survival of the U.S. commercial space industry and
our effort to maintain our competitiveness in the international
marketplace.
Our Nation's newly completed commercial space launch industry

faces increasing government-sponsored or subsidized competition
from Europe, China, Japan, India, Australia, and, of course, the
former Soviet Union. The U.S. share of this market is in serious

decline. Foreign competition is capturing an increasing share of the
international space launch industry in part because of the outdated
condition or unavailability of low-cost U.S. facilities.

With the help of this amendment, and at an extremely low cost

to the Federal Government, we can begin to rebuild our existing in-

frastructure as well as construct new launch and recovery facilities.

To achieve the state of the art in space requires state of the art

financing on the ground. The revenue figure that has been attrib-

uted to my bill is the same as the amendment; over 5 years its

amounts to $19 million. That is for the entire 5-year period.

As you know, the scoring unfortunately doesn't take into consid-

eration other things that would happen. I would certainly guess
that the moneys would save the Federal Government in the explo-

ration of space would far exceed the $19 million which in the Fed-
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eral sense is not that substantial, particularly when you look at
this as only what it costs in revenue for the exemption from tax-
ation of these particular bonds.
The tremendous amount of investment that this envisions in the

space industry is quite substantial. This is a very important
amendment and I would certainly urge the committee to include it

as a part of any type of tax bill which is going to come out of these
hearings.

I thank you, Mr. Chairman.
Mr. KoPETSKi. You are welcome. Did you have any specific ques-

tions at this time?
Mr. Shaw. No.
Mr. KOPETSKI. OK. Mr. Hoagland.
Mr. Hoagland. Let me, Mr. Chairman, just briefly ask Mr.

Smith if this Federal tax-exempt status were granted for a space-
port bond issues, would that be all the Federal support necessary
to operate the California and Florida projects?
Mr. Smith. Bond revenues wouldn't be used for operations. When

you say operating the spaceport, those are different sets of funds.
The bond revenues would be used to build the infrastructure for a
facility specifically for commercial users. Presently, Vandenberg
has the largest launch infrastructure of any free world spaceport,
unbeknownst to most people in the United States. It also has the
largest number of orbital launches conducted there.

Mr. Hoagland. Would Federal funds be needed to underwrite
other aspects of the operation?
Mr. Smith. It is the intent of the Air Force to develop dual use

of some of their facilities. However, this would not support many
of our commercial space requirements. As an example. Orbital
Science Corp. has a Pegasus vehicle which they fly under the wing
of a B-17 and under me belly of an L-1011. They would like to

have a hangar built for this project and the U.S. Government
would not build them that hangar. That would be done under some
type of bonding arrangement.
Mr. Hoagland, Mr. O'Connor.
Mr. O'Connor. I would like to comment, if I might. Under the

Commercial Space Launch Act, which was passed several years
ago, a requirement exists under law that commercial launches be
self-supporting, so there would be no other Federal money to sup-
port the operations of a spaceport. As £in example in Florida or
California, if you put a new facility on the Federal reservation, it

would have separate electric meters, it would have separate water
meters.

All the Federal services provided to that facility would be billed

to the facility and in turn picked up by the commercial-user com-
munity. This is a process that is already in being used right now
on the launch ranges and would would continue under that same
requirement.
Mr. Hoagland. So it would be operated and funded completely

independent of Federal dollars other than those lost by this tax ex-

penditure?
Mr. O'Connor. That is right, it would be handled in the same

way that you would rent a hangar or use a runway at a commercial
airport. A commercial customer would come to a State agency with
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a valid project that would augment our space launch capability in

the commercial marketplace.
They would give a partial guarantee for the bonds through reve-

nue. The State then in turn would issue a tax-exempt bond as is

done with an airport-type bond. And in turn that would be used to

finance the facility.

Mr. HOAGLAND. And what is the estimated revenue loss of this
proposal?
Mr. O'Connor. $19 million over a 5-year period.

Mr. HOAGLAND. Mr. Smith, do you have
Mr. Smith. I had one comment. What we are trying to do in Cali-

fornia is develop a Los Angeles International Airport type space-
port. Anyone who would use those facilities would pay their fair

share of cost, just like Continental or American Airlines paying
user fees at LAX. The same thing would happen to McDonnell
Douglas, General Dynamics, Lockheed, and all the rest who would
use the spaceport launch facilities.

Mr. HOAGLAND. Thank you.
Thank you, Mr, Chairman.
Mr. KOPETSKI [presiding]. Mr. Payne may inquire.

Mr. Payne. No questions.

Mr. KOPETSKI. Let me follow up with a couple of questions. How
many spaceports are currently—are on the planning boards out in

our Nation, Mr. Smith or O'Connor?
Mr. Smith. We know of about five, I believe. Presently there are

two in existence and there are three others that are semi-space-
ports. Wallops Island in Virginia, and then there is White Sands
Launching Range in New Mexico and Athenia Launching Range in

Utah.
Of course, there have been launches out of Texas—Matagorda Is-

land—and Alaska and Hawaii are both thinking of putting in

spaceports. There are fairly significant funding requirements for

developing those spaceports if we get a single stage to orbit or a
vehicle is eventually developed, then any State would have access
directly to space from a spaceport.

Mr. KoPETSKi. How long does it take to build one of these?
Mr. Smith. Well, I started in 1959 at Vandenberg and it had

been in existence for 2 years then and, of course, that is the age
of our infrastructure out there, 35-year-old launch facilities. It

could be done in 5 to 10 years, I would expect.

Mr. O'Connor. Quick follow up on that. If you look to the De-
partment of Transportation which has done studies of the commer-
cial marketplace showing the slow evolution of the marketplace,
the Department would say that over the next 5- to 10-year period,

which is a conservative forecast for this t3T)e of technology, that we
have the potential for doubling or possibly tripling the number of

launch activities.

If you separate that into how many launch sites are required,
there are probably at most three viable spaceports in the financial

sense. We feel that the marketplace, because spaceport authorities

will look to the commercial launch companies to be the revenue
source for their bonds, will probably self-limit itself to approxi-
mately three locations for the near term.
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Hopefully though in the long term, beyond the 10-year horizon,

we could see more space activities occur which could enrich the en-
vironment.
Mr. Shaw. Mr. Chairman.
Mr. KoPETSKi. Mr. Shaw.
Mr. Shaw. Yield to me for 1 second because there is an impor-

tant point here that I would like to make. It could very well be ar-

gued that the spaceport is indeed an airport.

The problem that you get into when you are looking at the opin-

ion of counsel on a municipal type bond issue is that the lawyers
won't sign off on this approach because they understand that tradi-

tionally this could be called in and it could create a problem.
So the argument could be made that all we are doing is making

a clarification of existing law. In order to be safe, we wanted to go
back and to file this as a separate amendment to this bill so that
we would have the revenue projections and everything else. But the
argument certainly could be made that the law is already in that
state.

Mr. KOPETSKI. How much, therefore, would a spaceport cost or
how much bonding—how large bonds would one sell to build one
of these?
Mr. O'Connor. Right now we are working with the U.S. Navy on

a launch complex down in Florida for conversion to commercial use
and our cost estimate right now is for the first phase of conversion
to cost roughly $5 million.

Mr. KOPETSKI. That is conversion of an existing site?

Mr. O'Connor. Conversion of an existing site. Predominantly
that is what is going to occur. If you look at Vandenberg, if you
look at Florida, if you look at Wallops Island, look at Utah, even
New Mexico as a potential launch site, we have existing Federal re-

sources there that are underutilized, but there is no Federal pro-

gram to augment them to support the commercial industry.
So what we are looking at as the predominant financing role will

be the augmentation of existing facilities and conversion of facili-

ties.

Mr. KOPETSKI. And how much—I mean, does the $5 million mean
that you would be able to sell a launch?
Mr. O'Connor. At a cost of $5 million in Florida we would have

one particular complex that would let us do the launch. If you
looked at starting from ground zero, going from a clean piece of
sand, or to an abandoned launch site, as an example at Cape Ca-
naveral, we are probably talking about $25 million to do a complete
facility for the small launch vehicles.

The types of spaceports we are talking about would not launch
the big things like the space shuttle or the large Air Force Titans.

That type of spaceport would cost millions and millions of dollars.

We are talking about much smaller spaceport facilities to launch
the small, new, innovative systems that are coming out of the hori-

zon and that have already been invested in by private industry to

reduce the cost of launches. It is basically providing launch pads
for the smaller systems so private industry can use them.
Mr. KoPETSKl. So what size, for this one in particular, what size

of bonds then would you be asking?
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Mr. O'Connor. The first bonds we would probably go looking for
as far as on site facilities would probably be in the order of $25
million.

Mr. KOPETSKI. I thought phase one was only $5 million.
Mr. O'Connor. That is for phase one. That is almost too small

to issue a bond for. The State of Florida already has done quite a
bit of funding internally for the spaceport.
We are doing part of that right now and we are looking at par-

ticipation with other Federal agencies to bring that project about.
When we look though at the next phase, which is the true aug-

mentation, pure commercial stand-alone capability, we would an-
ticipate about $25 million. That is also supported by a Department
of Transportation study that was completed in January of this year
that says to add a launch facility for commercial purposes is about
a $25 million cost.

Mr. KOPETSKI. What would be the term of the bonds?
Mr. O'Connor. The term of the bonds in all likelihood would be

something in the order of 10 to 15 years. It seems that is the tech-
nology life of the project, and also is the appropriate financial hori-
zon.

Mr. KOPETSKI. Why won't a combination or syndicate of people
in this area, whether it is construction or whether it is in tele-

communications, put together the moneys themselves to have a pri-

vate venture here in the United States?
Mr. O'Connor. One of the difficulties with a private venture in

many respects is—if you look at the limited launch sites we have
in the United States, you have to have a large area around you
that is completely clear because of the dangers incident with the
launch activity. There are very few places where you can launch.
Therefore we have a natural limitation because of geography

where you can do that.

From the State of Florida perspective, we feel it is good public
policy that the launch facility be held in neutral hands and run like

an airport, which in effect is the organizer of the consortia. We
would work with several launch companies that are participating
by backing the bonds for a launch site that satisfies all their needs.
Mr. Smith. Could I give an example of that problem? Hawaii has

been trying for the past 3 years to develop a spaceport and they
have asked various private companies to come in and evaluate the
potential. Bechtel Corp., one of the largest construction companies
in the world, and Martin Marietta Corp. individually were asked
to come in.

They evaluated the cost of developing the facility, which was
somewhere between $1 and $5 billion and made the determination
that they would never recover their initial investment in develop-
ing a project on Hawaii, so they have walked away fi*om that
project.

Mr. KoPETSKl. Thank you. Further questions from the commit-
tee?

I want to thank each of you. Your testimony has been very en-
lightening. Jon, we will see you at home.
Panel six, we have from the National Constructors Association,

Michael Martello, chairman of the tax committee. In his other life



1016

he is the assistant controller and manager of taxes, Bechtel Con-
struction Co., San Francisco.
Also from the Associated General Contractors of America, Robert

J. Desjardins, chairman, Tax and Fiscal Affairs Committee, and he
is also executive vice president and treasurer, Cianbro Corp., Pitts-

field, Maine.
From the Student Loan Interest Deduction Restoration Coalition,

Paul Jung—I hope I pronounce that correctly—second year medical
student. University of Maryland at Baltimore, and from the Amer-
ican Land Title Association, Irving Morgenroth, member. Govern-
ment Affairs Committee, and he is also general counsel and execu-
tive vice president of the Land Insurance Title Co. in Philadelphia,
which is located in the great State of Pennsylvania, I am told. Wel-
come.
We have this unique 5-minute rule and so all of your statements

will be placed in the record in their entirety and we appreciate
about a 5-minute summary of your testimony. Let's begin with Mr.
Martello.
Mr. Cardin. Mr. Chairman, before you begin, could I just take

this opportunity to welcome Mr. Jung to the committee? He is a
constituent of mine in Baltimore who came to my attention when
I was interested in the deductibilitv of interest on student loans.

Mr. Jung presented to me a firsthand example of a person who
has really been trapped by our current system. He is a medical stu-

dent at the University of Maryland, second year, who will accumu-
late around 70,000 dollars' worth of debt. He is interested in going
into preventive health care, a field that we desperately need, which
will require a couple more years of training after that.

The amount of debt that he will accumulate in school will carry
significant interest costs which, as you know, is not currently de-

ductible. It was because of the impression he made on me when he
was in my office that I followed through on this legislation, and
also welcomed him to come to Washington to show us firsthand a
person who has been caught by the current situation.

So I just really wanted to welcome him to the committee.
Mr. KoPETSKi. Mr. Cardin, the State of Maryland has taken

some very innovative measures in the whole arena of health care.

Why don't we begin with Mr. Jung so that we can capture this

testimony.

STATEMENT OF PAUL JUNG, SECOND YEAR MEDICAL
STUDENT, UNIVERSITY OF MARYLAND AT BALTIMORE, ON
BEHALF OF STUDENT LOAN INTEREST DEDUCTION
RESTORATION COALITION

Mr. Jung. Good afternoon, my name is Paul Jung. I am pleased
to have the opportunity to speak on behalf of many thousands of

students represented by the Student Loan Interest Deduction Res-
toration Coalition.

I am a second year student at the University of Maryland School
of Medicine. On behalf of many individuals like me with significant

student loans, I ask you to restore the tax benefit for educational
debts.

I plan to enter a career in public health and preventive medicine.
Board certification in this field requires a 3-year residency. During
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my residency, I will be paying off a $90,000 debt while making
$20,000 per year.
My monthly payments will be approximately $1,000 £ind cumu-

lative interest in my first repayment vear will be $7,000 or 35 per-
cent of my resident s salary. This makes me really, really nervous.
When I finish my residency, I hope to work for the Federal Gov-

ernment and make approximately $40,000 a year. Thus, as a prac-
ticing physician, my debt burden will have a significant impact on
my finances.

My situation is not unique. I have made a conscious decision to
enter preventive medicine, a low-paying field. Many classmates of
mine begin medical school with the intent of entering primary care;
however, as their debt levels increase, they get just as nervous as
I am and choose to enter higher paying specialties. I am not speak-
ing only for health profession students, but for all students and
their parents. There has been increasing reliance on loans to fi-

nance higher education because grants and scholarships have not
kept up with demand. I could only afford medical school with loans
and for many other students and parents, a loan is the only way
to finance higher education. Our coalition members have examples
about the impact of indebtedness in a number of fields.

One example is a single mother in her 30s who will need to bor-
row at least $25,000 to complete her undergraduate degree at a
public university. This will have an impact on her postgraduation
career and future education plans. The indebtedness problem is

compounded when lower- and middle-income parents attempt to

send several children to college at the same time.
This is especially a problem for parents who do not own a home

or have sufficient equity in their home to take advantage of the
home equitv deduction for student loans.

This problem is also a concern for minorities, especially those
seeking doctoral and health professions degrees. One university re-

ports their minority student debt levels are 50 percent higher than
average.

I believe that the bill introduced by Congressmen Cardin and
Running would be a significant help to students and parents
throughout the country. H.R. 1667 would provide a choice between
an interest deduction or credit for student loan repayments. The
potential benefit from the bill may not seem significant in terms of
the numbers you are accustomed to seeing, but in my situation a
deduction would be at least the equivalent of saving a month's rent
and would probably save me over $1,200 in the first year when I

finish my residency and begin working in public health.

Right now that is about 10 months' worth of groceries for me.
H.R. 1667 is a reasonable, targeted approach that would provide
this benefit for the first 4 years of loan repayment only. It is spe-
cifically targeted to middle and lower income taxpayers and would
also help parents who borrow to finance a dependent's education.
A deduction insures that this benefit would provide the greatest

assistance to those taxpayers with the highest debt. A tax credit

would help nonitemizers.
H.R. 1667 builds upon legislation that passed Confess in 1992

but was vetoed, and it will help support the Nation s investment
in higher education. I would like to point out that the Cardin-
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Bunning bill would complement the National Service and Direct
Student Loan proposals offered by the Clinton administration and
now being considered in Congress.

Favorable tax treatment for student loans is important to eco-

nomic revitalization and will immediately encourage investment in

higher education and in our most important resource: People.

I want to thank the subcommittee for the opportunity to appear
today and I will be pleased to respond to any questions you may
have.
Mr. KOPETSKI. Thank you for your testimony.
[The prepared statement follows:]
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TESTIMONY OF PAUL JUNG
STUDENT LOAN INTEREST DEDUCTION RESTORATION COALITION

Introduction

The Student Loan Interest Deduction Restoration Coalition (SLIDRC) consists of 31 national

education and health related groups concerned about growing student indebtedness and its

impact on access to higher education and post-graduation career choices. Restoring a student

loan interest deduction/credit would be a critical step the government could take to assist

individuals with high student loan debt. This would especially help middle income families

who have to borrow to Tmance higher education because they do not qualify for grants. We
respectfully request that Congress include some type of student loan interest deduction/credit

in tax legislation being considered this year, as would be provided in H.R. 1667 and S. 271.

SLIDRC represents thousands of students nationwide struggling with increasing student debt

burdens. The examples below describe some of their specific situations.

Examples of Student Debt Situations

* Paul Jung, who is presenting oral testimony for SLIDRC, is a second-year medical

student at the University of Maryland at Baltimore. He is also coordinator of the

American Medical Student Association's Legislative Affairs Standing Committee.

Upon graduation, he expects to owe approximately $70,000 in student loans, which

translates into payments averaging $800 per month - approximately $5600 of interest

in the first year of repayment (assuming an interest rate of 8%). Mr. Jung plans to

enter a career in public health/preventive medicine. In this field, Board certification

requires a 2-year residency and a Master's degree in Public Health. He expects to

incur an additional $20,000 in debt to receive his Master's degree. As Mr. Jung plans

his career in public health, he also sees other classmates with similar high debt

weighing options of higher paying specialties or lower-paying primary care careers.

Their debt burden is a serious consideration for decisions about career plans.

* A recent bachelor's degree recipient who testified before the subcommittee in 1990

is typical of students who would benefit from favorable tax treatment of student

indebtedness. Her father, a farmer, was in debt due to the failing farm economy, but

the value of his farm and land disqualified her from scholarship programs available at

her school. As a result, she borrowed neariy $16,000 for educational expenses.

However, considering a likely $15,000 to $30,000 in additional borrowing needed to

pursue an advanced degree, this potential burden combined with the absence of a tax

benefit deterred her from applying.

* A student delayed the start of undergraduate training due to concerns about

indebtedness. This is a typical concern for students who do not qualify for grant

assistance. While she worked long hours to put herself through school, she still

accumulated educational debt. Concern with debt will also be a factor in her decision

about seeking additional training.



1020

* A graduate student completing a doctoral degree in the sciences expects to graduate

with approximately $60,000 in debt, and hopes to enter a faculty position where
starting salary may be as low as $25,000 (which is not unusual for academics).

* A dental student at a private university expects to graduate with $100,000 in debt.

His parents were both retired, and he had to finance this education entirely from

student loans rather than grants. This student is entering the U.S. Navy as a dentist,

but will find it difficult to make ends meet on the low military starting pay combined
with high student loan debt.

* A married couple expects to have $100,000 in combined higher education debt. The
wife is completing a law degree and wants to work in public interest law. Tlie

husband is completing a doctoral degree in english. They worry that it will be

difficult for them to pursue these goals given this level of debt. They also worry

about "passing on the American dream" to their children when the time comes to

finance their children's educational costs.

Background

The 1986 Tax Reform Act phased out the deduction for "consumer" interest over a 5-year

period, to discourage over-reliance on credit. Unfortunately, educational loans were also

included, even though they are investments in education rather than discretionary consumer

borrowing. SLIDRC believes that borrowing for higher education is an investment in human
capital which should be treated like other capital investment. Loans used to finance an

education contribute to the economic strength of this country in a significant manner.

Current law permits interest deductions for educational expenses paid for through home equity

loans. This is not an option for most of the student population, and some families, who either

do not own a home or do not have sufficient home equity and therefore cannot benefit from

this deduction.

Elimination of the student loan interest deduction especially hurts those students who come

from families where there is little or no excess cash to contribute to the student's education,

as well as students who are financially independent and not receiving parental support for

pursuing a degree.

In recent years there has been increasing reliance on loans to finance a higher education, as

grants and scholarships have not kept pace with student needs. For many, a loan is the only

means to finance a higher education. Most students have been willing to incur this debt

because they see it as an investment in their future financial security and in their potential for

social contribution. Loans have dramatically increased from 39% of all federal student aid 20
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years ago to 65% in 1990. Among other factors, reductions in public support for stale

universities combined with shortfalls in the Pell Grant program has led to increased student

borrowing.

Recent estimates are that average graduating debt for undergraduates in public four year

programs is over $630(), and is over $9500 for private four year programs. Such debt may
discourage entry into higher education. A recent study by the Educational Testing Service

found that high .school seniors who were concerned about borrowing for their education were

more likely to delay college, choose lower-priced schools, or not go at all.

Debt is growing for graduate students due to reductions in teaching and research fellowships

and stipends. Debts of over $100,000 for health professions students are not unusual. Such

debt is a significant burden in the years immediately after graduation. The growing debt

burden for students may discourage the pursuit of advanced uegrees, especially for

disadvantaged and minority students. Such debt may also discourage graduates from taking

lower-paying public service, teaching, and research positions.

A few speciFic examples of increasing graduate and professional school debt burdens arc

provided below:

Graduate Students (doctoral candidates)-- In 1988, of tho.se with student debt, 37%
owed $IO,(X)0 or more. By 1991, 42.5% of those with student debt owed $10,000 or

more. This was even more dramatic in the social science field (41% with over

$I5,(KX) debt) and for minorities in the social sciences (50% of all 1991 African-

American and Hispanic doctoral recipients in the social sciences had over $10,000 in

debt).

Medical Students - The median debt at private medical schools rose from $20,(KK) in

1981-82 to almost $70,000 in 1991-92. At public medical schools this figure was

$18,000 in 1981-82, and increased to about $45,000 in 1991-92. In 1984, median

minority medical student indebtedness was $27,262. By 1990 this had increa.sed to

$50,038. Osteopathic medical student average debt is $79,800, and for

underrepresented minorities this figure is $88,600.

Podiatric Medicine- The national average graduating debt is between $70,000 to

$100,000 (a New York Podiatric medical college reports that 90% of their graduates

have debt above $100,000).

Law Students - A recent study found a 270-300% increase in tuition over the past 10

years. This study found that 1989 graduating debt was clo.se to $40,000 at selected

private schools, and $20,000 at selected public schools. This represents a dramatic

increase in student loan debt over the past 10 years.
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Dental Sluclents- Average graduating debt in 1981 was $22,100, compared to

$36,3(K) in 1985. $43,300 in 1989, and $55,550 in 1992 (with almost one half

graduating with debt over $50,000). One private dental school in California reports

average 1992 graduating indebtedness of $110,000.

Health professions graduates with high debt may be deterred from careers in primary care as

well as careers in a community or public health setting. In recent years anecdotal evidence

suggested this was becoming a factor as debt increased. A recent study of medical students

found that debt was a more important factor in surgical or specialty choice for students with

debt of $75,000 or more (Kassebaum and Szenas, "Relationship between Indebtedness and the

Specialty Choices of Graduating Medical Students" 67 Academic Medicine 700 (1992)).

We are particularly concerned with the impact of indebtedness on low income and minority

students. A February, 1990 study, "The Impact of Increased Loan Utilization Among Low
Family Income Students" (Thomas G. Mortenson, American College Testing Program Student

Financial Aid Research Report Series No. 90-1), found that the greatest growth in

indebtedness in recent years was among the poorest students. This is based on data from the

Pennsylvania Higher Education Assistance Agency and the national College Freshman Norms
Survey published by tlie American Council on Fducation and UCLA. Recent studies of

medical and dental students revealed higher levels of debt for minority students. 20 percent

of minority medical students now graduate with debt above $75.0(X). In 1992, average debt

for Hispanic dental school graduates was $58,973, and was $57,817 for African-American

students (this is compared to an average debt of $53,474 for white students).

Since the fonnation of SLIDRC in 1989, we have not been alone in advocating a restoration

of this benefit. In addition to several legal commentators', most recently this issue was

supported in the final report of the National Commission on Responsibilities for Financing

Postsecondary Education entitled "Making College Affordable Again".

Importance of a Student Loan Interest Deduction

The interest deduction is especially important for heavily indebted students in the first years

after graduation when earnings are low and interest makes up a greater portion of loan

repayment. Student loans are generally repaid over ten to twenty-five years, so that the

further a student is from graduation, the less interest there will be to deduct at presumably the

same lime an individual's earnings are increasing.

e.g. Argrcti, "Tax Treatment of Higher Education Expenditures: An Unfair Investment

Disincentive", 41 Syracu.sc Law Review 621 (1990); "Note- Section 163 : Interest Paid on Educational

Indebtedness- Past. Present, and Future" 43 Tax Lawyer 1007 (1990); Phillips and Hatfield, "Uncle Sam
Gets the Gold Mine- Students Get the Shaft: Federal Tax Treatment of Student Loan Indebtedness", 15

Seton Hall Legislation Journal 249 (1991).
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The potential individual benefit depends on the level of indebtedness. SLIDRC has estimated

there may be between a $100 and $2500 yearly benefit from a student loan interest deduction.

In the ca.se of our witness, Mr. Jung, let us assume he has no further borrowing and that he

begins work in a public health position with a salary of $35,(K)0 (adjusted gross income-AGI).

He would expect to save over $500 in taxes in his first year of loan repayment, which is

probably equivalent to one month's rent.' For a student in a similar situation with higher

debt ($90,000- a level of debt that Mr. Jung may ultimately reach if he fulfills his career

plans), the estimated first year tax savings would be at least $1200. This is probably equal to

six months of grocery bills, and in this example the first year interest would exceed 22% of

adjusted gross income.

SLIDRC believes that the loss of this deduction is significant, especially for students who
accumulate large educational debt. We believe that many individuals with high debt will

choo.se to itemize their deductions if a student loan interest deduction were available.

Although the standard deduction has increased in recent years, in many cases of high debt

yearly student loan interest payments alone will exceed the standard deduction amount. For

example, it is estimated that $5500 in first year interest results from $52,000 borrowed at

1 1%; this exceeds the 1992 individual standard deduction of $36(X). Also, the ability to

deduct stale and local taxes would be factored into a decision about whether to itemize. Data

for 1989 (the most recent year that complete data has been compiled) shows that 30.4% of

taxpayers with AGI between $25,0(X) and $30,0(X), 44.4% of taxpayers with AGI between

$30,000 and $40,000, and 63.1% of taxpayers with AGI between $40,000 and $50,0(X) itemize

deductions. It is likely that such individuals with high student loan debt would take

advantage of the deduction option if it were available.

While restoring the student loan interest deduction is not the only solution to the growing

debt problem, nor the only factor affecting career choices, it will help to make loan

repayment more reasonable and allow the graduate his or her full choice of career options.

This means entry into fields such as public health, primary care, teaching, and research where

earning potential is substantially reduced. Many Deans and Financial Aid Administrators

have observed how students have altered their career choices, and ruled out certain options,

based on the level of debt they will incur. Students and parents understand the concept of an

interest deduction, and how it will help them with loan repayments. A dean of a professional

school reported the reservations by a student's parents when they realized that the educational

debt was going to be larger than the mortgage on the family house.

In most cases of students and parents with significant higher education debt, it will make

sense for them to itemize and thereby achieve greater tax savings from an interest deduction.

'This conservative estimate measures tax savings from an itemized student loan interest deduction

as compared to taking a standard deduction of $3600 in 1992. The other assumption is that Mr. Jung

will file as single taxpayer and will have no other itemized deductions.

74-512 O -94 -34
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This is particularly true for parents who have several dependent children attending college at

the same time. SLIDRC believes that it is essential to have a student loan interest deduction

as part of any student debt assistance tax proposal, so that those with the highest debt will be

assisted in a meaningful way. However, in order to assist students and parents without

sufficient debt to itemize, the legislation supported by SLIDRC also allows the taxpayer an

option of choosing a credit for education loan interest. The taxpayer who itemizes can deduct

the full amount of qualified higher education interest for the eligible year. The taxpayer who
does not itemize can choose the credit, which would be equal to 15% of higher education

loan interest, capped at $300 annually.

Description of Legislation in 1992 and 1993

Members of this Committee can help those recent graduates with high debt by passing current

legislation to restore a student loan interest deduction. SLIDRC endorses H.R. 1667 and S.

271, legislation that would provide taxpayers with student loan debt a choice between a

deduction or a credit for student loan interest in the initial years of loan repayment. H.R.

1667 was introduced by Representatives Cardin and Bunning on April 2, 1993. Senators

Boren and Grassley introduced S. 271 on February 2, 1993.

These bills stem from proposals that were considered in Congress last year. Various forms of

this legislation were part of a House, Senate, and Conference tax bill (vetoed) in 1992.' A
summary of this activity is provided below:

In its FY 1993 budget proposal, the Bush Administration proposed to restore a student

loan interest deduction for all loan repayments made on or after July 1, 1992, with no

income or time limitation, at an estimated cost of $3.6 billion over 5 years.

On February 27, 1992, the 1 louse of Representatives approved tax legislation that

included a higher education loan tax credit proposal, at an estimated cost of $400

million over 5 years. This would have provided a tax credit equal to 15% of higher

education loan interest, but the total credit could not exceed $300 per year (it would

have increased to $5(X) per year for those whose annual interest exceeded 10% of

AGI). Independent students would have received the benefit for the first 5 years

(whether or not consecutive) of loan repayment during which they were not at least a

half-time student. Parents would have received the benefit for the period their child

was at least a half-time student, and the cap would have been applied separately to

interest paid for each child in school. The credit would have been phased out for

independent students between $30,000 - $55,0(X) AGI for individual returns, and

'Bills endorsed by the coalition in the 102nd Congress were S. 2160, introduced by Senators

Grassley and Borcn, and H.R. 747, which was introduced by Congressman Schubf.
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$50,(XX) - $75,000 AGI for joint returns. Phase-out ranges for parents were $45,000 -

$70,(XX) AGI individual, and $75,000 - $100,000 AGI joint. The credit would have

taken effect for interest paid after December 31, 1991, which would have covered

loans borrowed before that date.

On March 13, 1992 the Senate approved tax legislation that included S. 2160, the

Boren Grassley student loan interest deduction/credit proposal, at an estimated cost of

$800 million over 5 years. Tliis would have provided taxpayers with a choice of a full

interest deduction, or a credit (capped at $300) for those who do not itemize. The
benefit would have extended for the first 4 years of repayment, without income

limitations. It would have applied to all loans entering repayment after December 31,

1991.

The final student loan interest provision in the Conference tax bill (vetoed by the

President on March 20, 1992) was a credit only benefit that would have allowed a

taxpayer who borrowed for higher education expenses to receive a tax credit equal to

25% of annual student loan interest, capped at $400 annually (note: for parents this

cap would have applied separately to each child who was a student, as in the original

Mouse bill). The credit benefit would have been pha.sed out between $40,000 -

$65,000 AGI for individuals, and $60,000 - $85,000 AGI for joint returns. The credit

would have been allowed for interest paid that was allocable to the first 48 months

that interest accrued on the loan, and it would have applied to all loans entering

repayment after December 31, 1991. The estimated revenue loss was $479 million

over 5 years.

An interest deduction option is more beneficial for high debt borrowers, and thus more

proportionately targeted bated on need. In cases of high debt, tax savings from a deduction

would be much greater than $400. A credit-only provision without a deduction option is a

relatively Hat benefit, and not as useful for high debt graduates as an interest deduction. For

example, an independent student with $100,000 debt and $40,(X)0 AGI would have received a

$300-400 tax savings from the tax credit proposals in 1992, as compared to an estimated

$21(X) in lax savings from an interest deduction. A credit-only provision capped at a certain

level is unfair to students with greater debt; the 1992 conference provision would provide the

equivalent benefit to independent students owing $10,000 as well as those owing $1(X),000.

We hope Congress will maintain its commitment to helping students by passing H.R.

1667/S.271 during the 103rd Congress. Congressional activity in 1992 acknowledged the

desirability of reinstating a lax benefit, even if on a more limited basis than was available

before the Tax Reform Act of 1986. On behalf of student groups and other organizations

representing thousands of students and parents, SLIDRC is once again recommending this

measure be implemented in a manner sensitive to minimizing revenue loss to the treasury

while helping borrowers with the most need. This is refiected in provisions of H.R. 1667 and

S. 271. Further, these bills address all of the concerns raised over proposals considered last

year, as described below:
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a. Credit/Deduction Option

Issues had been raised concerning the benefit for non-itemizers who have student loan debt.

While a tax credit would assist those who do not itemize, in order to reach high debt students

and offer an equivalent benefit to the student loan interest deduction, the credit would have to

extend to at least $2000 per year to offer similar relief to students with $100,000 debt. II. R.

1667 and S. 271 resolve the issue of itemizers and non-itemizers as these bills would provide

an option to take either a credit or a deduction. H.R. 1667 would allow parents to take the

appropriate benefit depending on their level of debt, and use the benefit for each of the loans

they may take out for their children.

b. Targeted to critical repayment years

The benefit would last for the first 4 years that repayment of interest is required (although it

does not necessarily have to be taken in consecutive years), starting when loans go into

repayment. This recognizes the difficult period in which earnings are lowest and interest

makes up a higher portion of the loan repayment amount. This provides needed assistance to

lower and middle income taxpayers. While SLIDRC would like to have deductions available

for the entire term of student loans, we view this four year limitation as a reasonable

approach to reduce the revenue loss from an unlimited deduction.

c. Mouse bill provides further targeting through income limits

In order to further target the assistance, H.R. 1667 would phase-out the benefit over certain

ranges of AGI: $40,000 - $5.'>,000 for individual returns, $60,000 - $90,000 for joint returns

($30,000 - $45,000 for married individuals filing separately). While SLIDRC wants to ensure

that all middle income families will be assisted by this provision and recognizes that principal

and interest on these student loans can consume much of student/family income, we can

accept these income limits as an option to reduce the cost of the legislation.

d. Technical differences between bills can be resolved

The bills have some technical differences than can be resolved in conference. S. 271

provides for an effective date for interest payments after July I, 1993 for anyone within the

first four years of repayment on their student loan. H.R. 1667 provides the benefit for loans

entering repayment after December 31, 1993. Thus, the Hou.se bill would only cover those

who begin repayment after the effective date, while the Senate approach would include those

who began repayment before the effective date and are still within their first four years of

repayment. SLIDRC supports an effective date that will help as many current graduates

striiggling with high debt as possible, but given the current fiscal constraints we are willing to

accept the provisions in these bills. H.R. 1667 provides that parents can claim the benefit so

long as the child they borrowed for is still claimed as a dependent (subject to the four year
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limilation), while S. 271 provides that parents can receive this benefit so long as they are

claiming a dependent who is also at least a part time student (this is also subject to the four

year limitation).

Consistency with President's National Service and Student Loan Reform Proposals

While SLIDRC is pleased with the Administration's support of investment in education, we
believe the student loan interest deduction/credit is necessary to complement the new

proposals concerning national service and student loan reform. In its testimony before the

subcommittee, the Administration did not oppose or support H.R. 1667, but noted that "the

Administration has proposed comprehensive reform of the student loan system, which is

currently under consideration by Congress." We would like to see H.R. 1667 be a part of

Congressional efforts to implement the Administration's effort to make higher education more

available and affordable to students. II.R. 1667 compliments, not duplicates, these efforts.

National Service's Purpose is More Limited

The national service proposal, while important, will not solve the problem of indebtedness

and its impact on current graduates and those graduating during the next few years. Even if

fully funded, it would assist only 150,000 out of the estimated 3.6 million participants in the

federally guaranteed student loan programs. Further, proposed grants or loan forgiveness

totalling $10,000 would not eliminate borrowing needs for students with high debt. The

program also would not directly assist parents who are borrowing for their children's

education.

An interest deduction/credit for all recent graduates will help to provide broad-based relief

that is complimentary to the new national service effort.

Direct Lending' s Income Contingent Repayment Option is not a Substitute for a Tax Benefit

The Administration's proposed income contingent repayment option in the student loan

reform proposal has the potential to alleviate burdens for those with high student debts.

However, it does not eliminate the need for tax assistance. The legislation being considered

in the House and Senate is more limited than the Administration proposal because:

(a) the Senate bill would only authorize a pilot direct loan demonstration program

initially; and

(b) both the Senate and House bills would not allow current borrowers and others not

participating in direct lending to be eligible for the income contingent repayment

option.
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This means it is likely that many graduates over the next several years will not benefit from
income contingent repayment. Further, even if all borrowers had this option, the exact terms

are not known, as they will be developed in regulations. Therefore, it is unclear the extent

that students would be helped under this new option, or whether they would choose to take

advantage of this type of repayment plan. Further, parents would not be able to take

advantage of the income contingent repayment plan option.

The student loan interest deduction/credit would go to work immediately to support this

important investment in people. The deduction/credit proposal provides a comprehensive

approach to support students and families, complimentary to these other important

Administration proposals.

Conclusion

SLIDRC urges that Congress reaffirm its recognition of and commitment to providing this

benefit to students and parents by passing student loan interest deduction/credit legislation

(11.R. 1667) in 1993. Restoring the deduction is a valid and cost-effective method for the

government to encourage investment in higher education. By restoring the student loan

interest deduction, the government acknowledges not only the costs incurred in making this

investment, but the contribution higher education makes to society at large. Today, when

technologic and scientific training is critical to our world competitiveness and as we strive to

become more productive as a nation, the need to invest in higher education becomes even

more important to the economic future of our country. This is also the type of middle and

lower income tax relief and economic incentive that encourages investment in our most

important resource: people.

We believe tliat restoration of a student loan interest deduction/credit is consistent with the

desire of President Clinton and the Congress to provide economic relief as well as to enhance

the productivity of our nation.

Attachment: List of SLIDRC Organizations
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student Loan Interest Deduction Restoration Coalition

Member Organizations

as of 6/93

Academy of General Dentistry

American Association of Colleges of Nursing

American Association of Colleges of Osteopathic Medicine

American Association of Colleges of Osteopathic Medicine-

Council of Student Council Presidents

American Association of Colleges of Pharmacy

American Association of Colleges of Pediatric Medicine

American Association of Dental Schools

American Association of University Professors

American Bar Association- Section of Legal Education and Admission to the

American Council on Education

American Dental Association

American Medical Student Association

American Medical Women's Association

American Osteopathic Association

American Pediatric Medical Association

American Pediatric Medical Students Association

American Student Assistance

American Student Dental Association

American University of Beirut

Association of American Law Schools

Association of American Medical Colleges

Association of American Veterinary Medical Colleges

Association of Jesuit Colleges and Universities

Committee on Interns and Residents

Education Funding Services, Inc.

Law School Admission Council

National Association for Public Interest Law

National Association of Advisors for the Health Professions

National Association of Graduate and Professional Students

Student Osteopathic Medical Association

United States Student Association
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Mr. KOPETSKI. I am pleased to hear that you are going into pre-

ventive medicine and I know you will be a great advocate in any
community you decide to select.

Why don't we finish the testimony and then we will take ques-

tions. Go down to the table.

Mr. Desjardins.

STATEMENT OF ROBERT J. DESJARDINS, CHAIRMAN, TAX AND
FISCAL AFFAIRS COMMITTEE, ASSOCIATED GENERAL CON-
TRACTORS OF AMERICA, AND EXECUTIVE VICE PRESIDENT
AND TREASURER, CIANBRO CORP^ PITTSFIELD, MAINE

Mr. Desjardins. Good afternoon, my name is Robert J.

Desjardins and I am executive vice president and treasurer of

Cianbro Corp. of Pittsfield, Maine. Cianbro Corp. is one of the larg-

er construction companies currently building projects in the North-

east and Mid-Atlantic States.

I also serve as chairman of the Tax and Fiscal Affairs Committee
of the Associated General Contractors of America and I am before

you today in that capacity.

AGC is a national trade association comprised of more than
33,000 firms, including 8,000 of America's leading general contract-

ing companies. On behalf of AGC, I welcome the opportunity to tes-

tify on the new 1-year rule relating to temporary travel expenses
under Internal Revenue Code section 162(a)(2).

AGC believes that the 1-year rule creates a number of reporting

as well as filing hardships for both the employee and the employer,

contains ambiguous language, was poorly drafted, and will com-
plicate employer/employee relations and increase costs due to lack

of any phasein period.

The new 1-year rule on travel expenses creates a number of re-

porting and filing problems as well as other hardships for both the

employer and the employee. This is particularly true in the con-

struction industry where a number of factors make the prediction

of personnel requirements extremely uncertain.

The change suddenly rewrites the rules for living expenses in-

curred on a temporary job away from home. The new law reclassi-

fies many assignments from temporary to indefinite for tax pur-

poses. Once an assignment is expected to exceed 1 year, all reim-

bursements must be included in the employee's wages.
However, it is very difficult to predict the length of a temporary

assignment in the construction industry. Although in my own com-
pany our philosophy is to hire employees from an area local to the

project, it may be necessary for us to temporarily assign employees
with special skills, such as equipment operators, welders and mill-

wrights to the projects if people with these skills are not imme-
diately available.

Once we find people with these skills in a local area, then the

temporarily assigned employees are returned to their home area.

We cannot predict how much time this will require. The senior

management staff required for a project are always long-term
Cianbro personnel. These people travel from project to project.

If some members of the senior management staff are not avail-

able from the immediate local area, then we temporarily assign

people from other areas until local management staff become avail-
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able from another project. Again, the length of these assignments
is very difficult to predict.

One thing that I can predict is that our assumptions will often-

times be wrong. Many personnel whose temporary assignment is

expected to be less than a year will be extended to more than a
year due to unforeseen circumstances.

Similarly, many personnel whose temporary assignment is ex-

pected to last beyond a year will be shortened to less than a year
due to, again, unforeseen circumstances.
How do we handle these changes? Do we force our employees to

amend their previous tax returns? How do we handle two more
temporary assignments within 1 year? It is practically impossible
for construction companies such as Cianbro to comply with this

new law when regulations are not yet written.

The effect of this change is severe and has already burdened the

construction industry with greater paperwork and recordkeeping
requirements. In addition to the income tax assessed on reimburse-
ments to employees to cover temporary living expenses for assign-

ments in excess of 1 year, the amounts included in wages are sub-

ject to FICA and FUTA taxes.

Further, because these assignments are often for the employer's

convenience, many employers will now be pressed to gross up their

employment wages for the additional tax the employee must pay.

In other words, they must make their employees whole for the tax

due on the reimbursements now included in their wages.
The responsibility for paying the income tax will fall not on the

employee, but rather on the employer. For contracts that we al-

ready have in place, it will be impossible for contractors to pass
this additional cost on to the client.

In conclusion, the new 1-year rule's impact is substantial and
will grow over time. The 1-year rule is the result of an 11th hour
search for revenue offsets to pay for conservation incentives in the

Energy Policy Act of 1992.

The provision passed into law without benefit of congressional in-

quiry and hearings and without any regard for the restrictive ef-

fects on the ability of construction companies to work freely any-

where in the Nation using employees in the most efficient manner
possible. The unfortunate fact remains that a tax is being assessed

on a transaction which results in no economic gain for the recipi-

ent.

AGC's recommendations are as follows: First: exempt all con-

struction workers from Section 1938 of the Energy Policy Act of

1992. Second: alternately, change the 1-year requirement back to

2 years or at the least to 18 months. This will ease the burden on
an industry already strapped with an unemployment rate twice the

national average. And third: provide that all construction workers
and employees, including engineers, supervisory staff, management
personnel and others given temporary assignments are included

and would remain eligible, subject to a facts and circumstances

test, for the travel expense deduction.

The description prepared by the Joint Tax Committee in its pub-

lication, "Description of Miscellaneous Tax Provisions," is too nar-
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I thank you for the opportunity to testify before you today and
I would be pleased to answer any questions at the appropriate
time.
Mr. KOPETSKI. Thank, Mr. Desjardins.
[The prepared statement follows:]
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TESTIMONY OF ROBERT J. DESJARDINS
ASSOCIATED GENERAL CONTRACTORS OF AMERICA

Good afternoon. My name is Robert J. Desjardins and I am the Executive
Vice President and Treasurer of Cianbro Corporation of Pittsfield, Maine. Cianbro
Corporation is one of the larger construction companies currently building projects in

the Northeast and Mid-Atlantic states. I also serve as Chairman of the Tax and
Fiscal Affairs Committee of the Associated General Contractors of America and I am
before you today in that capacity.

The Associated General Contractors of America (AGC) is a national trade

association comprised of more than 33,000 firms, including 8,000 of America's leading

general contracting companies. They are engaged in the construction of the nation's

commercial buildings, shopping centers, factories, warehouses, highways, bridges,

tunnels, airports, water works facilities, multi-family housing projects and site

preparation/utilities installation for housing development. Many AGC member firms

compete for work in many different states and localities, adding the value of vigorous

competition to construction projects in these markets.

On behalf of AGC, I welcome the opportunity to testify on the new one-year

rule relating to "temporary" travel expenses under Internal Revenue Code Section 162

(a)(2). AGC believes the new one-year rule:

• creates a number of reporting as well as filing hardships for both the

employee and the employer,

• contains ambiguous language, was poorly drafted, and

• will complicate employer/employee relations and increase costs due to

the lack of any phase-in period.

AGC respectfully requests that Congress modify Section 1938 of the Energy
Policy Act of 1992 so that it does not apply to workers in the construction industry.

Alternately, AGC urges Congress to change the requirement back to two years, or at

the least, to eighteen months. Specifically, AGC requests that the Chairman continue

to include the following proposal among the miscellaneous tax provisions currently

being considered:

"A proposal to modify section 1938 of the Energy Policy Act of

1992 to allow (subject to a facts and circumstances test) the

deductibility of travel expenses incurred away from home by construction

workers if the work project lasts longer than one year, but not longer

than 24 months; alternately, to provide that section 1938 of that Act

does not apply to workers in the construction industry."

Should Congress choose to extend the deduction period for travel expenses,

AGC suggests that aU construction workers and employees on temporary assignment

remain eligible for the travel expense deduction. Narrowly limiting which
construction employees are eligible for the deduction to just "craft workers," for

example, is unrealistic and impractical.

Background

The Energy Policy Act of 1992 contained a small provision, included at the

eleventh hour as a revenue raiser, which has greatly handicapped the manner in which
construction firms, including Cianbro Corporation, conduct business. Quite frequently,

projects that involve "temporary" travel last beyond the shorter and more arbitrary 12

month period allowed by the recent Congressional change to Internal Revenue Code
Section 162.

In Section 1938 in the Energy Act of 1992, Congress eliminated the prior

longstanding rule which generally allowed deductions to employees whose assignments

were expected to last, and
actually did last, more than one, but less than two years. Congress has restricted the

ability of the construction industry to employ certain workers on projects involving

extended periods of travel, generally lasting more than 12 months.
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Language contained in the Committee report says, "the new law treats a

taxpayer's employment away from home in a single location as indefinite rather than

temporary if it exceeds one year. Thus, no deduction would be permitted for travel

expenses paid or incurred in connection with such employment. As under prior law,

if a taxpayer's employment away from home in a single location lasts for less than

one year, whether such employment was temporary or indefinite would be determined

on the basis of facts and circumstances."

In its description of the provision, the Joint Committee on Taxation (JCT)
{see, Description of Miscellaneous Tax Proposals (JCS-8-93), June 16, 1993} severely

limited the category of individuals who would not be covered by the change. The
JCT description reads, "In the case of taxpayers who are non-clerical and non-

management employees in the construction industry, prior law would apply"; that is,

the only construction workers to which the changes made by Section 1938 of the

Energy Policy Act of 1992 would not apply are "craft workers."

It is AGCs belief that the Joint Tax Committee too narrowly limited its

description, and, in fact, should broaden the description to include other construction

industry employees, including associated professionals such as engineers, supervisory

staff and management who also need to travel and stay on location — and not just

craft workers.

Creates New Reporting and Filing Hardships

The new one year rule on travel expenses creates a number of reporting and
filing problems as well as other hardships for both the employer and the employee.

This is particularly true in the construction industry where a number of factors make
the prediction of personnel requirements extremely uncertain. The change suddenly

rewrites the rules for living expenses incurred on a temporary job away from home.
The new law reclassifies many assignments from "temporary" to "indefinite" for tax

purposes.

Because IRS rules say living expenses may only be deducted while on
temporary assignment, this new rule makes some previously deductible expenses

nondeductible. Further, because employer reimbursements of these expenses may only

be excluded from the employee's wage if they would be deductible by the employee,
any reimbursements of these now non-deductible expenses must be included in the

employee's W-2. Employers are now required to treat as wages any reimbursements
they make to employees to cover temporary living expenses for assignments in excess

of a year.

The effect of this change is severe and has already burdened the construction

industry with greater paperwork and recordkeeping requirements. In addition to the

income tax assessed on reimbursements to employees to cover temporary living

expenses for assignments in excess of one year, the amounts included in wages are

subject to PICA and FUTA taxes. Further, because these assignments are often for

the employer's convenience, many employers will now be pressed to "gross up" their

employment wages for the additional tax the employee must pay. In other words,

they must make their employees whole for the tax due on the reimbursements now
included in their wages. The responsibility for paying the income taxes will fall, not

on the employee, but rather on the employer.

Ambiguous Language of the New Rule

Another issue arises from the ambiguity of the language as it applies to an
individual's "employment away from home in a single location" for one year or more.
This language raises the question of whether an away from home stay at two or more
locations is also covered by the new rule. It would seem that if an employee is

assigned to one project for eleven months and then is reassigned to second project in

another location for eleven more months, the employee would not be subject to the

new rule as the assignments in both locales meets the less-than-one-year requirement.

Similar issues arise when an employee frequently returns home, or shuttles between
job locations.
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No Phase-In Period

Once an assignment is expected to exceed one year, all reimbursements after

that point must be included in the employee's wages. Employers could even
conceivably be required to include all reimbursements made in the calendar year in

which the assignment exceeds one year (including those made during any of the first

twelve months before the assignment was extended) in the employee's W-2, because
during that reporting period they no longer reasonably believed that the assignment

would last less than one year.

The effective date of the new law also raises an issue as it relates to

employees away from home at the end of 1992. The new law is effective for costs

paid or incurred after December 31, 1992. For instance, if an assignment began on
March 1, 1992 and was expected to last until September 1, 1993, the new rule would
apply to travel expenses paid or incurred in 1993, but not in 1992. Companies will

need to carefully consider whether to recall employees who are already on temporary

assignment, since their expenses incurred after December 31, 1992 will no longer be
deductible if the assignment extends beyond one year. Also, it is next to impossible

for companies to comply when the regulations are not yet written.

Some Examples Why AGC Opposes the New One-Year Rule

The experience of my own company, Cianbro Corporation with roughly 1400

employees, illustrates many of the problems which stem from the new one-year rule

and are typical of AGC member companies. The following points fairly represent the

basis of our opposition to the new one-year rule and the need to revise or return to

the old rule.

1) The average time span of Cianbro's jobs are from one to two years.

2) Cianbro Corporation has projects in the following states: Maine, New
Hampshire, Vermont, Massachusetts, Connecticut, New York, New
Jersey, Maryland, Virginia, and the District of Columbia.

3) Generally, Cianbro employees are hired in the general vicinity of the

project-in other words, locally, although some management personnel

and individuals with special skills may be temporarily transferred for the

life of the project or a portion thereof.

4) Personal concerns of employees on travel (versus moving) including: the

time required to sell a home and the potential loss of equity from the

sale of property; children in school; health and other considerations of

family; the difference in living costs between their home and the project

area, etc.

5) Factors affecting the decision to go on travel and the length of an

assignment for our personnel temporarily transferred to other locations

include:

a) the local availability (or lack) of skilled employees

b) unforeseen project conditions, i.e. weather

c) change orders to the contract

d) additional work in the area

6) Often the length of assignment is not known for reasons listed above. If

the length of the assignment changes from twelve months or under, to

over one year and the change spans more than one taxable year, living

allowances which were not taxable when paid are recharacterized as

being, suddenly, taxable. The employee will then be in the position of

filing amended tax returns (federal and state) for the previous year.
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This is not only costly and time consuming for the employee, but adds

to the complexity and additional stress of being away from home. The
employer must also file amended W-2's and federal and state payroll tax

returns.

The nature of the construction industry, based on Cianbro's experience,

is such that oftentimes, local companies for a variety of reasons are

unable to bid on partictilar projects, dictating the need for outside

contractors to come into the process. Travel expenses and the need for

a longer period of time than twelve months to be temporarily away are

necessary to the continued growth and good health of construction

companies.

Conclusion

The new one-year rule's impact is substantial and will grow over time. The
one-year rule is the result of an eleventh hour search for revenue offsets to pay for

"conservation incentives" in the Energy Policy Act of 1992. The provision passed into

law without benefit of Congressional inquiry and hearings and without any regard for

the restrictive effects on the ability of construction companies to work freely anywhere

in the nation using employees in the most efficient manner possible. The unfortunate

fact remains that a tax is being assessed on a transaction which results in no

economic gain for the recipient.

AGC Recommendations

1) Exempt all construction worlters from Section 1938 of the Energy Policy

Act of 1992.

2) Alternately, change the one-year requirement back to two years, or at the

least, to eighteen months. This will ease the burden on an industry

already strapped with an unemployment rate twice the national average.

3) Provide that all construction workers and employees, including

engineers, supervisory staff, management personnel and others given

temporary assignments are included and would remain eligible, subject

to a facts and circumstances test, for the travel expense deduction. The
description prepared by the Joint Tax Committee in its publication,

Description of Miscellaneous Tax Provisions, is too narrow.

Thank you for this opportunity to testify.
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Statement of Hon. Bill Brewoter, a Representative in Congress From the
State op Oklahoma

in support of clarification of sec. 6045(EX3) REAL ESTATE REPORTING COMPLL\NCE

I am pleased to see Mr. Morgenroth testifying on behalf of the American Land
Tile Association on the issues of 1099-S reporting. As you know, many companies
send 1099s to the Internal Revenue Service. It has come to my attention from my
constituents that there is a problem with cost distribution for 1099-S real estate
reporting because of language currently in the Internal Revenue Code. I would like

the Subcommittee to note that this problem is a nationwide problem that is not re-

stricted simply to Pennsylvania.
We all hope that all parties who are required to send information to the Internal

Revenue Service do so. In general, Congress recognizes that businesses incur costs

associated with this compliance, and allows these businesses to recover their costs.

However, there is currently some confusion as to the compliance costs associated
with 1099--S reporting. Mr. Morgenroth points out that members of a particular in-

dustry which is regulated at the state level are now unfairly penalized because of
confiision regarding the separate charge prohibition in the statute and their need
to provide documentation of costs to state regulators. Unregulated settlement serv-

ice providers, on the other hand, would not encounter these problems. I believe that
clarifying this matter will provide additional incentives for compliance. At a mini-

mum, this clarification will rectify an unreasonable situation.

Consequently, I hope to see enactment of this provision.

Mr. KoPETSKi. Mr. Morgenroth.

STATEMENT OF IRVmG MORGENROTH, MEMBER, GOVERN-
MENT AFFAIRS COMMITTEE, AMERICAN LAND TITLE ASSO-
CIATION, AND EXECUTIVE VICE PRESIDENT AND GENERAL
COUNSEL COMMONWEALTH LAND INSURANCE TITLE CO^
PHILADELPHIA, PA.

Mr. Morgenroth. Thank you, Mr. Chairman and members of

the committee. My name is Irving Morgenroth. I am executive vice

president and general counsel of Commonwealth Land Title Insur-

ance Co.
I am testifying here today on behalf of the American Land Title

Association where I serve on the Government Affairs Committee.
We are here today in support of the clarification of Section

6045(e)(3) of the Internal Revenue Code regarding the treatment of

the title insurance industry's cost of 1099-S compliance reporting.

This clarification is necessary to eliminate a possible ambiguity
which arises when title insurers submit fees for closing services to

State regulators for review.
While Section 6045(e)(3) prohibits a separate charge for 1099-S

reporting, the regulatory process may compel a specific reference to

the cost of compliance in order to justify the fee of which it is a
component part.

Persons responsible for residential real estate closings are

deemed real estate reporting persons under the applicable provi-

sions of the Internal Revenue Code. As of January 1987, such per-

sons were required to provide certain information to the IRS, such
as the gross proceeds firom the transaction.

Effective January, 1993 real property tax proration amounts are

also to be provided. There is a substantial amount of work involved

in the preparation of the required form. In addition, the form must
be delivered to the seller and submitted to the IRS. This may re-

quire reporting by electronic media for real estate reporting per-

sons with a high volume of settlements.
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The fee for closing services is intended to compensate real estate
reporting persons for supervising and providing services for real es-

tate transactions. These services include such elements as provid-
ing the facility at which closings take place, preparing necessary
documents, accepting funds to pay off a mortgage and issuing
checks through an escrow account.
Compliance with 1099-S reporting represents an additional cost

factor which affects the adequacy of these fees.

Lawyers and/or brokers who are responsible for real estate re-

porting are able to recover the costs of compliance by charging fees

which, although incorporating the expenses of 1099-5 reporting, do
not call attention to such inclusion.

The fees of title insurance companies often must be submitted to

the scrutiny of State insurance department regulation. This re-

quires that they call attention to the inclusion of a cost factor for

1099-S reporting in order to obtain approval for a fee adjustment.
When this occurs, it may form the basis for an allegation that Sec-
tion 6045(e)(3) has been violated in that such special consideration
of the cost of 1099-S reporting constitutes a prohibited separate
charge.
Such an allegation has in fact been made in a recent lawsuit in

Pennsylvania in which my company, among others, has been
named as a defendant. Thus, while the existing statutory language
appears clear on its face, regulated providers of real estate closing

services may be facing substzmtial litigation costs in the absence of

language clarifying the intention of Section 6045(e)(3).

It is ironic to contemplate the possibility that a regulated 1099-
S reporter, such as a title insurance company, should be prohibited
from including in its fee a charge for real estate reporting because
the method by which the fee was determined considered the cost

of reporting with particularity.

Carried to its logical conclusion, that position discourages regu-
lated providers from competing. It leaves the closing service mar-
ketplace to unregulated providers who may charge the consumer
whatever the traffic will bear as long as the prohibited charge for

real estate reporting is not specifically mentioned.
A similar provision to this was included in the Section 7616 of

H.R. 11, the Revenue Act of 1992, which unfortunately was vetoed
by President Bush. However, the provision remains necessary to

clarify the ability of title companies and agents to include costs as-

sociated with 1099-S reporting requirements within their fees. We
view this as a technical correction.

Therefore, we hope that this would be considered as clarification

of existing law and applied retroactively to the date of enactment
of Section 6045(e)(3). The provision has no revenue effect and is

truly a technical change. We urge its adoption and would be happy
to answer any questions.
Mr. KoPETSKi. Thank you for your testimony.
[The prepared statement follows:]
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TESTIMONY OF IRVING MORGENROTH
AMERICAN LAND TITLE ASSOCIATION

Mr. Chairman, members of the Committee, my name is Irving Morgenroth, I am Executive
Vice President and General Counsel of Commonwealth Land Title Company, the oldest title

insurance company in the world. I am testifying on behalf of the American Land Title

Association* where I serve on the Govemment Affairs Committee. I have experience with one
of the issues before the Committee, a clarification of Sec. 6045(e)(3) of the Intemal Revenue
Code regarding the treatment of the title insurance industry's costs of 1099-S compliance
reporting. I am accompanied by Ann vom Eigen, Legislative Counsel of the American Land Titie

Association.

We are testifying in support of a provision similar to that included in Sec. 761 6 of the

Conference Report on HR 1 1 , the "Revenue Act of 1992" (H. Rpt. 102-1034), which was vetoed

by President Bush. This provision is necessary to clarify the ability of real estate reporting

persons to include costs associated with the regulatory burden imposed by the reporting

requirement within their fees. The provision has no revenue effect, and is a technical change.

Specifically, this provision would revise current Section 6045(e)(3) as follows: (new language in

boid)

(3) Prohibition of Separate Charge For Filing Retum- It shall be unlawful for any real estate

reporting person to separately charge any customer for complying with any requirement of

paragraph (1). Nothing in this paragraph shali be construed to prohibit the real estate

reporting person from taking into account its costs of complying with such requirement in

establishing its charge (other than a separate charge for complying with such requirement)

to any customer for performing services in the case of a real estate transaction.

A brief summary describing the need for this amendment is delineated below. A
legislative history and description of current IRS reporting requirements on real estate

ti-ansactions is also provided. In addition, general background on the particular role of the titie

insurance industry in real estate reporting is included.

The statutory language requiring change has created particular problems in the state of

Pennsylvania because of the conflict between providing information necessary to justify cost

recovery charges to state regulators, and problems interpreting the Federal statute.

Consequently, a synopsis of Pennsylvania fee and charge filing requirements, and litigation

involving that requirement is also described.

Summary

Section 6045(e)(3) requires clarification for several reasons. Depending upon the

settlement practice in a given area of the country, titie insurance companies and their agents,

attorneys, brokers, or other participants, supervise and provide services for closing residential

raal estate ti-ansactions. These sen/ices may include such elements as providing facilities at

which closings take place, preparing necessary documents, accepting settlement funds in

escrow, paying off existing encumbrances and disbursing proceeds. The person responsible

for a closing is required to report certain information about the transaction to the IRS. This

requires the preparation of a form report (1 099-S) for submission to IRS and delivery to the seller

and may involve the preparation of data in a sophisticated electronic format.

In 1988, Congress enacted a prohibition against separate charges for compliance with

1099-S reporting requirements. We understand that action to reflect a concem that a direct link

between a separate charge on a settlement statement and the reporting requirement could

constitute a deterrence to compliance. In so doing. Congress did not direct that the cost of such

compliance could not be a factor in the establishment of charges for relevant services.

It is obvious, and appropriate, that, in determining fees, the persons providing such

services take into account, among other expense factors, the cost of complying with Federal real

estate reporting requirements. To the extent that this process is not othenwise affected by

regulations, Uie expense attributable to 1099-S reporting is an invisible component, even if it is

used to justify a fee increase wholly*disproportionate to the cost of compliance.

•The American Land Title Association membership is composed of 2,000 title insurance

companies, their agents, independent abstracters and attorneys who search, examine, and

insure land titles to protect owners and mortgage lenders against losses from defects in tities.

These firms and individuals employ neariy 100,000 individuals and operate in every county in

the country.
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However, many states regulate title insurance rates and charges by requiring that they

be filed with state insurance commissioners for review and\or approval. These regulations can

be very far-reaching, extending not only to premium rates, but to specific fees such as settlement

charges. If any fee is to be increased to reflect additional expense, insurers are often required

to justify the increase by enumerating included cost factors.

Unfortunately, this procedure, itself a device for consumer protection, can be readily

misinterpreted to infer that the fee for a particular closing service, determined in accordance with

applicable regulation violates the prohibition of Sec. 6045(e)(3) because the cost of compliance

with the reporting requirement was an enumerated component in the regulatory review process.

In Pennsylvania, that inference has already been proffered in an enterprising lawsuit in

which my company, among others, has been named as a defendant.' While the existing

statutory language appears clear on its face, regulated providers of real estate closing services

may be facing substantial litigation costs in the absence of language clarifying the intention of

Sec. 6045(e)(3).

In so far as we view this as a technical con-ection, we would hope that this would be
interpreted as a clarification of existing law and therefore apply retroactively to date of enactment

of Sec. 6045(e)(3). The clarifying language was offered by Senators Bentsen, Specter, Dixon,

and Wofford, as Roor Amendment No. 3230, to Sec. 3006 of Senate-reported HR 11, "The

Revenue Act of 1992,' and adopted on September 26, 1992. That language was also retained

as Sec. 761 6 of the Conference Report on HR 1 1 , H. Rpt. 1 02-1 034, which was vetoed by

President Bush. Unfortunately, this clarification would have been effective only upon date of

enactment. As mentioned before, however, we believe it is important to apply such a clarification

retroactively.

Current Law and Legislative Historv of the 1099-S Reporting Requirement

The Tax Reform Act of 1986 (Sec 1521. P.L 99-514; I.R.C. Sec. 6045(e)) requires that

persons responsible for closing residential real estate transactions report gross proceeds and

other information from such transactions to the Internal Revenue Service. The primary obligation

for such reporting is placed upon the person (including any attomey or title company)
responsible for closing the transaction. Failing such compliance, the mortgage lender, the

seller's broker, the buyer's broker, or such other person designated in the applicable regulations,

in that order of priority, may become responsible as the 'real estate reporting person."

The Service issued temporary regulations (§ 1.6045-3T) implementing this provision

applicable for transactions from January 1 , 1 987 to December 30, 1 990 inclusive.

The Technical and Miscellaneous Revenue Act of 1988 (P.L- 100-647) included a provision

(Sec. 1015(e)(2)(A), I.R.C. Sec. 6045(e)(3)), prohibiting a separate charge for the preparation of

Form 1099-S in connection with a closing. That law became effective in November, 1988.

Rnal regulations were issued in December, 1990 (55 F.R. No. 240, 51 282, December 13,

1990). The regulations require the real estate reporting person to supply the seller in such

transaction with a Form 1099-S, indicating the substance of Information fumished to the Intemal

Revenue Service.

An additional information reporting requirement requiring real estate reporting persons

to report real property tax proration amounts, to the IRS was included in Sec. 1939 of the

"Energy Policy Act of 1992." (P.L.- 102-486). These real property tax proration amounts are an

adjustment made at the time of a real estate closing, to take into account a net payment made
by the buyer to the seller of a property to compensate the seller for real property tax payments

already made for the time when the buyer will be in possession of a property. The IRS issued

interim guidance on this provision in January, 1993. (Notice 93-4, 1993-4 I.R.B. 7, January 25,

1993.)

'. Burns et al. v. Commonwealth Land Title Insurance Company, et al. . D.C.(Eastem District

of Pennsylvania), C.A. No 91-1812
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Though clarification of I.R.C. Sec. 6045(e)(3) regarding the separate charge was agreed
to by Congress as Sec. 761 6 of the Conference Report on HR 1 1 , "The Revenue Act of 1 992,"

President Bush vetoed the bill. Therefore, it remains necessary to establish that while 6045(e)(3)
prohibits separate charges for 1099-S filings, it does not prohibit combined charges or other
means of recovering compliance costs.

Title Insurance and Real Estate Reporting

The primary function of title insurance companies and agents is the issuance of title

insurance. For a one-time premium at the real estate closing, title insurance will identify title

problems found in a search of public records, pay valid claims, and pay for defending against
an attack on title as Insured. Title insurance premium rates cover these comprehensive
searches, and the probability that litigation and other costs leading to losses may arise. These
rates have traditionally been set by pooling risks and establishing a premium schedule which
depends on the value of the property, in effect the principal at risk, and the nature of the interest

to be insured. Title insurance companies or agents who provide services beyond writing

insurance, e.g.; perform real estate closings, are also likely to charge fees for particular services

associated with the transaction, e.g., settlement fees, escrow fees, and/or disbursement fees.

Like other insurance products regulated by the states, premium rates are regulated at the state

level. Also, settlement service fees are often regulated at the state level, and are covered by
federal and state consumer disclosure laws.

Title insurance companies and their agents are often real estate reporting person and
responsible for compliance with Sec. 6045(e). In order to recoup the cost of such compliance,

these entities must obtain regulatory approval through a procedure which compels that the

expense of 1 099-S reporting be disclosed as a specific factor in the calculation of the proposed
charge. Unless the costs of real estate reporting are to burden the financial condition of title

insurers, the very process by which fees and charges are regulated causes substantial confusion

in the light of the prohibition contained by Sec. 6045(e)(3). Pennsylvania is an excellent example
of this problem.

Pennsvlvania Rate Regulation

In Pennsylvania, the person responsible for a closing is a title insurance company, an
agent for a title insurance company, or an attomey. In about 1960, the title insurance industry

in Pennsylvania set up and, in compliance with state law, had approved, a disbursement fee

which included nominal charges based on the number of disbursement items. Accordingly, after

enactment of the 1986 Tax Reform Act, in eariv 1987 . title insurance companies filed proposals

with the Pennsylvania Department of Insurance to add an additional item to the disbursement

charge. This filing requirement is specified under Pennsylvania law (40 P.S. 910-37).

Companies and agents proposed to increase the per transaction charge to cover additional costs

for filing Forms 1099-S, such as revising closing procedures, employing computer programming
and computer system specialists, and arranging for a separate operation to produce required

forms and tapes. A copy of one company's justification for those charges, which was filed with

the Pennsylvania Department of Insurance in eariy 1987, is available for Committee review if

desired. These charges became effective during 1987. in compliance with statutory

requirements.

Subseouent to the adoption by the industry of these disbursement charges. Section

6045(e)(3) was promulgated in the Technical Corrections Act of 1988, which became effective

in late 1988 . As noted above, that provision prohibits a separate charge for the preparation of

Form 1099-S in connection with a closing. There is now a dispute about the precise meaning

of Sec. 6045(e)(3). It is being argued that this provision can not be interpreted to allow the cost

of real estate reporting to be recovered as one of the items under a combined charge for related

Pennsvlvania Utigaton

In March. 1990 a class action suit was filed against Commonwealth, and other title

insurance companies and agents in Pennsylvaniei, alleging that the defendants were charging

and collecting a fee in violation of the federal statute. This matter has been under litigation in

both state and Federal courts, primarily on jurisdictional grounds, although it should be noted

that the District Court has agreed with the defendants that "the term separately charge must be

given its litered interpretation*.
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We are unaware of any additional instances where private parties believe they have

authority to enforce the Internal Revenue Code. We hope that the Subcommittee considers that

the cun-ent litigation is obviously financially burdensome, and that proliferation of this type of

action on a national level, covering the 5 to 7 million annual real estate transactions would
present a financially devastating picture. This litigation is one precedent-setting instance which
supports the need for clarifying language.

Consumer Protection Issues

The Real Estate Settlement Procedures Act (12 U.S.C. Sec. 601 et seq.) has focused
public attention on settiement costs with significant disclosure rules that require all charges by

providers of settlement services, whether imposed on the buyer or seller, to be 'conspicuously

and clearly" itemized in the HUt>1 settlement statement. Also prospective homebuyers are

fumished with information regarding the range of charges made by local providers to assist them
in "shopping" for settiement sen/ices.

In addition, a variety of state consumer protection laws exist to eliminate egregious or

fraudulent practices, but, in the last analysis, market pressures and competition among providers

of closing sen/ices tend to offer the only real protection to tiie homebuyer.

However, as in every business, increases in cost tend to ti-igger price increases. If tiie

provider is not regulated, e.g. lawyers and brokers fees, market factors may not be enough to

prevent the escalation of the market price to a point well in excess of the increased costs. In

many areas, titie insurance companies and their agents, by competing in the marketplace serve

as a brake to price escalation because of tiie scmtiny to which all of their fees are subjected by

state regulators.

No one argues that 1 099-S reporting does not impose additional costs on providers who
must comply, although the extent of the cost increase may vary witii local settlement practice

and the volume of the provider. These costs can become more significant if a provider is

required to report by electi-onic media. It would also be unreasone^ile to suggest tiiat the fees

of a real estate reporting person should not reflect all of the expenses of operation, including

1 099-S reporting.

It is ironic to contemplate the possibility that a regulated 1 099-S reporter, such as a titie

insurance company, should be prohibited from including, in its fee, a charge for real estate

reporting because the method by which the fee was determined considered the cost of reporting

with particularity. Canied to its logical conclusion that position discourages regulated providers

from competing and leaves the closing sen/ice marketplace to unregulated providers who may
charge the consumer whatever the ti-affic will bear as long as tiie prohibited charge for real

estate reporting is not specifically mentioned.

Conclusion

In conclusion, we hope the Committee sees tiie need to clarify the ability of real estate

reporting persons to include information reporting costs within overall fees. We appreciate tiie

Committee's attention to this matter, and would be happy to respond to any questions.
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Mr. KOPETSKI. We will hear from Mr. Martello.

STATEMENT OF MICHAEL E. MARTELLO, CHAIRMAN, TAX
COMMITTEE, NATIONAL CONSTRUCTION ASSOCIATION, AND
ASSISTANT CONTROLLER AND MANAGER OF TAXES, BECH-
TEL CONSTRUCTION COMPANY, SAN FRANCISCO, CALIF.

Mr. Martello. Mr. Chairman and members of the committee,
my name is Michael Martello. I am the assistant controller and
manager of taxes for Bechtel Construction Co. in San Francisco.

I appear before you today in my capacity as chairman of the tax
committee for the National Constructors Association. On behalf of
NCA, I am pleased to have the opportunity to testify before this
subcommittee today on the deductibility of expenses incurred by
construction workers while on temporary assignment. This is a sig-

nificant issue for my company as well as other members of NCA,
Given that there was no opportimity for comment last year on

this provision, we are very pleased that the subcommittee is exam-
ining the impact of Section 1938 of the Energy Policy Act of 1992
on the construction industry.
NCA is comprised of many of the Nation's foremost firms en-

gaged in the design, engineering and construction of major indus-
trial, commercial and process facilities worldwide. NCA member
companies collectively place thousands of professional, technical
and clerical skilled craftsmen on temporary assignments around
the world. These employees include construction managers, safety

experts, engineers, accountants and other support staff.

Mr. Chairman, my testimony today will focus on the impact of
this legislation, particularly its retroactive application to assign-
ments begun before 1993 and also on proposals also to modify this

provision. Specifically, NCA believes that the new 1-year rule fails

to recognize the importance of work force mobility in the construc-
tion industiy and it creates an administrative burden for the pro-

fessionals who staff the projects.

It also unfairly provides no transition period for projects staffed
under prior law, and includes ambiguous language which is dif-

ficult for both the employers and the employees to interpret in the
absence of congressional clarification or, in the alternative, IRS in-

terpretation.

Finally, it will impede recruitment, further complicate work site

scheduling, and impose financial hardships on employees and/or
their employers.
Some background on the construction industry may help improve

the understanding of the unique impact of this provision. Unlike
other industries where employment is relatively stable and employ-
ees report to work at the same fixed location for the most of their

working careers, construction employers have no control over
where a particular facility will be located.

In many instances, work sites are located in remote and obscure
areas or in areas where technical and skilled manpower is either
unavailable or in short supply. There are many different short-term
phases of any one particular construction project that require em-
ployees to work away from their tax home and where permanent
relocation is not economically feasible. These phases include start-
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up, initial procurement, plant modifications, and expansions and
pipeline construction.

Staffing these projects with personnel who have the needed tech-

nical and managerial experience is crucial to fulfilling the contrac-

tual obligations that a construction company has to its client.

There are many times when projects are delayed for unantici-

pated or uncontrollable reasons. For example, projects are typically

delayed due to adverse weather conditions, equipment failure,

project scope chgmges, delays in materials delivery, lack of financ-

ing to complete the work, unforeseen environmental and occupa-
tional hazards, and acts of God, such as Hurricane Andrew and
floods like we are currently experiencing in the Midwest, which
will obviously delay himdreds of construction projects. The new law
as written makes no allowances for these circumstances.
NCA would also like to stress today that the retroactive applica-

tion of Section 1938 to assignments, which began in 1992 and con-

tinued into 1993, is a particularly unfair and burdensome interpre-

tation of the statutory language which we believe merits review
and revision.

NCA hopes that the Treasury Department will adopt reasonable
transition rules to alleviate the burden created by this provision.

However, NCA believes that Congress should take the affirmative

steps necessary to remedy this hardship. We urge the subcommit-
tee to take action to ensure that prior law applies to assignments
that were begun in 1992.

My formal written statement contains some examples of the
practical effect of the change to Section 162 that will demonstrate
the reasons for our companies' concerns. Two companies reported
that they have at the present approximately 300 employees on tem-
porary assignment for more than 1 year, 'rtiey estimate the cost of

this law change will range from $1.5 to $4.3 million per year.

Construction employers have not been afforded the opportunity
to incorporate the cost of additional employment taxes into fixed

price contracts or choose alternative staffing methods to offset the

negative impact of Section 1938. Some transition period or special

provisions for the construction industry are badly needed and clear-

ly justified.

NCA fully supports an extension of the 12-month period to 18
months or an exemption for all construction employees. The de-

scription of a proposal conveyed by the Joint Tax Committee's staff

set forth two alternatives for consideration, that prior law would
apply to nonclerical and nonmanagement employees or an 18-

month period would be applicable to the construction industry.

We believe the description in the first proposal should be broad-
ened to include all engineers, technicians, supervisors and project

managers who happen to be needed at the job site.

In summary, NCA believes that Section 1938 is extremely injuri-

ous to the construction industry. Maintaining a pool of qualified,

highly mobile personnel is critical to our international competitive-

ness. In addition, it is critical to maintaining the health and vital-

ity of one of our Nation's most valuable assets.

Much work needs to be done to rebuild our Nation's infrastruc-

ture, clean up hazardous waste sites, rebuild defense bases for ci-

vilian use and better equip U.S. industry for the competitive chal-
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lenges of the 21st century. Future construction needs, both of pri-

vate industry and Federal and State Grovemments, will not be well
served by tax provisions which impede mobility and increase costs.

So, on behalf of NCA, I thank the subcommittee again for afford-

ing us the opportunity to share our concerns. We look forward to

working with the subcommittee and would be happy to provide you
with any additional information on how this provision affects our
industry.
Mr. KOPETSKI. Thank you, Mr. Martello.

[The prepared statement follows:]
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TESTIMONY OF MICHAEL E. MARTELLO
NATIONAL CONSTRUCTORS ASSOCIATION

The National Constructors Association is pleased to have the
opportunity to testify before the subcommittee today on the
deductibility of travel expenses incurred by construction workers
while on temporary assignment. Given that there was no
opportunity for comment last year on this provision that so
gravely affects our industry, we are very pleased that the
subcommittee is examining the impact on the construction industry
of Section 1938 of the Energy Policy Act of 1992, as it amends IRC
Section 162(a) (2)

.

NCA is comprised of many of the nation's foremost firms
engaged in the design, engineering and construction of major
industrial, commercial and process facilities worldwide. In 1992,
NCA member companies collectively placed thousands of
professional, technical, clerical and skilled craftsmen on
temporary assignments around the world to meet the ever-changing
demands of the engineering-construction market. These employees
include construction managers, safety experts, engineers,
accountants and other support staff.

NCA's testimony today will focus on the impact of this
legislation as written, particularly its retroactive application
to assignments begun during 1992, and will also comment on
proposals to modify the provision. Specifically, NCA believes the
new one-year rule as enacted:

• Falls to recognize the importance of workforce mobility
in the construction industry;

• Creates an administrative burden for the professionals
who staff projects;

• Unfairly provides no transition period for projects
staffed under prior law;

• Includes ambiguous language which is difficult for both
employers and employees to interpret in the absence of
congressional clarification or IRS interpretation;

• Will impede recruitment, further complicate worksite
scheduling and impose financial hardships on employees
and/or their employers.

THE NATURE OF THE CONSTRUCTION INDUSTRY

Some background on the construction industry may help Improve
understanding of the unique impact of this provision on the
industry. Unlike other industries where employment is relatively
stable and employees report to work at the same fixed location for
the majority of their working careers, construction employers have
no control over where a facility will be located. In many
instances, worksites are located in remote and obscure areas, or
in areas where technical and skilled manpower is either
unavailable or in short supply. This requires employers to import
labor from other areas and reassign "home office" personnel to
these projects.

As the subcommittee considers the importance of allowing an
amendment to Section 1938 to deal with the unique problems of
construction workers, it is important to understand why temporary
assignments are critical to the industry. There are many
different phases of any one construction project that require
employees to work away from their home office where permanent
relocation is not economically feasible, such as start-up, initial
procurement, plant modifications and expansions, and pipeline
construction. Many of these phases are of limited and unknown
duration, depending on the nature of the project. Staffing these
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projects with personnel who have the needed technical and
managerial experience Is crucial to fulfilling the contractual
obligation a construction company has to its client.

To further complicate the estimation of how long these
temporary assignments will last, there are many times when
projects are delayed for unanticipated or uncontrollable reasons.
For example, projects are typically delayed due to poor weather
conditions; equipment failure; owner changes and/or deceleration
orders; delays in materials delivery; lack of financing to
complete work; unforeseen environmental and occupational hazards;
earthquakes, hurricanes and other acts of God. Under the new law,
any one of these instances could cause an employee to lose the
deduction of travel expenses during his entire assignment if
circumstances beyond his control forced him to stay at the project
beyond a 12-month period. In most cases, assignments are only
extended because it would be too costly to replace the employee or
when a replacement would further disrupt the project schedule.

IMPACT ON CRAFT WORKERS

We have examined the economic effects of the amendments to
IRS Section 162(a)(2) on specific NCA company operations and have
provided some examples of the impact in this testimony. However,
our examination focuses entirely on the impact on our companies'
direct hire employees and does not quantify the impact on the
thousands of skilled craftsmen which union companies such as NCA
member companies recruit for temporary employment. NCA companies
used approximately 130,000 skilled union craftsmen in 1992. Some
of this workforce would definitely have received temporary
assignment expenses because of their work away from home. The
nature of the Industry is that these workers would be brought in
for assignments lasting from a few months to one year as the needs
of the project dictate. We cannot estimate the impact of the
changes in Section 162 on the availability of these workers or the
costs of utilizing them, but we can speculate that the change will
disrupt recruitment and may necessitate a review of per diem
policies as set forth in union agreements.

MOBILITY AND JOB CREATION

Limiting the deductibility of travel expenses while away from
home to a 12-month period severely restricts the mobility of the
construction workforce at a time when sluggish economic growth
dictates that every effort should be made to create new jobs.
Section 1938 clearly has a disproportionate impact on the
construction industry. And it is important to note that the
employees affected by this law change are generally not highly-
compensated employees, but are part of the skilled critical
workforce that is the backbone of the industry.

RETROACTIVE EFFECT

In addition to the unique Impact on the construction
Industry, NCA would like to stress today that the retroactive
application of Section 1938 to assignments which began in 1992 and
continued into 1993 is a particularly unfair and burdensome
Interpretation of the statutory language which we believe merits
review and revision. NCA was particularly disappointed that
recent guidance on regulations to be implemented by the Treasury
Department (IRS Notice 93-29) stated that travel expenses paid or
Incurred in 1993 while away from home for more than one year are
non-deductible even if such period began in 1992. In letters to
Judith Dunn, Deputy Tax Legislative Counsel, and the IRS, NCA
stressed that this interpretation fails to take into account that
many construction contracts are obtained under lump sum terms and
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staffed in accordance with rules in effect prior to January 1,

1993. We hope the Treasury Department will adopt reasonable
transition rules to alleviate the burden created by this
provision, which was enacted without warning and was clearly not
intended to correct any deficiency in the law. However, NCA
believes that Congress should consider the increased hardship
imposed on construction employees who are more heavily burdened by
this provision than persons in any other profession and should
take the affirmative steps necessary to remedy this hardship.

We urge the subcommittee to take action to ensure that prior
law applies to assignments begun in 1992.

ECONOMIC IMPLICATIONS OF THE NEW ONE-YEAR RULE

To substantiate the need to remedy the changes to Section
162, several NCA companies have offered information regarding
temporary assignments which helps to illustrate the practical and
economic implications of Section 1938:

• At any given time, one company has approximately 1,500
employees on temporary assignments. As of May 1993, 306
of those employees were on temporary assignments which
began prior to 1993 and are scheduled to last between 12
and 24 months. Grandfathering rules should be provided
for such assignments since the employees, employer and
clients all made commitments prior to the law change,
relying on the then existing law.

• The average temporary assignment cost for travel to and
from the site, lodging, meals and incidentals is
approximately $1,750 per month per employee. If the
employee is reimbursed his or her costs, but not
"grossed up" for tax, the employee's additional tax cost
due to the change in law is approximately $700 per
month. If the employee is "grossed up", the additional
cost to the employer is $1,166 per month. On an annual
basis, this is an $8,400 cost to the employee or $14,000
additional cost to the employer, per employee .

• If this company is to keep its 306 employees whole for
duplicate living expenses incurred while on temporary
assignment of more than 1 year but less than 2 years, it
will cost approximately $4.3 million per year. This is
a "no value added cost" of providing construction
services.

• On project A, there were approximately 35 engineers
initially assigned to a client's project for a period of
12 months or less. The design completion was
unexpectedly extended by the client who required that
three of the key engineers be retained on the client's
project to support their efforts for an additional three
months in 1993. Under a retroactive application of the
law, the additional tax cost to each employee would be
$10,500, or an effective tax at a confiscatory rate of
200% on the $5,2 50 of living expenses provided for the
additional three months. If the employee is to be kept
whole, the employer's additional cost per employee would
be $17,500 or an effective tax rate of 333% . Surely,
this can't be the result intended by the Ways and Means
Committee or its Senate Finance counterpart when this
provision was adopted.

• Another company stated that, assuming a tax bracket of
28%, an average per diem of $40, a monthly car allowance
of $400, a monthly home visit allowance of $500, the
employee would be expected to absorb approximately $600
for each month of an extended temporary assignment. In
addition to this monthly amount, there would be a one-



1049

time demobilization cost (shipment of belongings, lease
cancellation, travel expenses) for which an employee
would be expected to absorb anywhere from $500 - $1,300.

Of the 200 employees this company reported to be
currently on temporary assignment, 18 of them (9%) are
nearing the 12-month arbitrary cut-off. Under the new
temporary assignment provision, these 18 employees would
bear a total cost of approximately $10,800 per month,
plus the one-time demobilization costs equal to $9,000 -

$23,000. Assuming an average assignment extension of 3

months, the total tax liability would equal $41,400 -

$55,400. If the company opted to gross up the
expenditures for the employees, the cost to the company
would approach $85,000.

At the beginning of January, 1993, one company had 300
employees on temporary assignment for a peri6d of over
one year; 215 of these employees were on two major
projects. Using a per diem rate of $45 per day (paid by
that company in that area) , 7 days a week, and a 30% tax
rate, the cost of this law change to the 300 employees
would total $1.5 million or $5,000 per employee.

An alternative cost to the company which is difficult to
calculate, but nevertheless real, results from the
increased recruitment costs and/or decreased
productivity which could be expected to follow
implementation of this provision. It will be
increasingly difficult to entice people to take jobs
where they are separated from their families,
considering the increased taxes which they will would
have to pay for the privilege of working these
assignments. Severe delays or work disruptions could
result from having to rely exclusively on the local pool
of workers which may be less qualified and available in
insufficient numbers to meet the project needs.

NCA^S RECOMMENDATIONS

Construction employers have not been afforded the opportunity
to incorporate the cost of additional employment taxes into fixed
price contracts or choose alternative staffing methods to offset
the negative impact of Section 1938. Some transition period or
special provisions for the construction industry are badly needed
and clearly justified.

NCA fully supports an 18-month period or construction
employee exemption. A description of proposals conveyed by the
Joint Tax Committee staff (JCS-8-93) on June 16, 1993, set forth
two alternatives for consideration: 1) that prior law would apply
to non-clerical and non-management employees, or 2) an 18-month
period would be applicable to the construction industry only. We
believe the description in the first proposal should be broadened
to include engineers, technicians, supervisors and project
managers who are needed at the job site.

CONCLUSION

In summary, NCA believes that Section 1938 as enacted is
extremely injurious to the construction industry. Maintaining a
pool of qualified, highly mobile personnel is critical to our
international competitiveness. In addition, it is critical to
maintaining the health and vitality of one of our nation's most
valuable assets. Much work needs to be done to rebuild our
nation's infrastructure, cleanup of hazardous waste sites, rebuild
defense bases for civilian use, and better equip U.S. industry for
the competitive challenges of the 21st century. Future
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construction needs, both of private Industry and federal and state
governments, will not be well served by tax provisions which
impede mobility and increase costs.

NCA has asked the IRS to consider exceptions to the statutory
deadlines provided in Section 1938 where acts of God or other
uncontrollable circumstances have extended assignments, and hopes
that the IRS will adopt fair and workable regulations. However,
NCA believes that congressional action is both necessary and
warranted to prevent the law from harming one of our nation's most
vital industries.

On behalf of NCA, I thank the subcommittee again for
affording us the opportunity to share our concerns. We look
forward to working with the subcommittee and would be happy to
provide you with any additional information on how this provision
affects our industry.
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Mr. KOPETSKI. We will go to the questions now. I want to say to

Mr. Jung that I am a cosponsor of Congressman Cardin's piece of
legislation, and although we do have a fine medical school in the
State of Oregon, I am a cosponsor because some Oregon State Uni-
versity veterinary students pointed out this legislation and sug-
gested I get on the bill. So it is not just medical students, but dogs
and cats and cow doctors as well.

Mr. Cardin.
Mr. Cardin. We are going to look for some schools in Virginia

and get Mr. Payne as a Member on the bill.

Thank you, Mr. Chairman.
Mr. Jung, again, I appreciate your testimony. You mentioned in

your statement and you mentioned also in your oral presentation
about the February 1990 study on "Impact of Increased Loan Utili-

zation Among Low Family Income Students," and that—I guess it

is not surprising, but I guess the conclusion is that lower income
people will graduate from colleges with higher debt than higher in-

come people.

Mr. Jung. Yes, because they have less money to pay for college

or medical school or anything. They take out more loans and so

when they graduate, they have more loans to pay off.

Mr. Cardin. The impact of this legislation will really help those
who are most in need. The lower income people will benefit more
because they have larger debt and more interest charges.
Mr. Jung. Yes.
Mr. Cardin. And they have a more difficult time paying back

those loans and have the interest for a longer period of time?
Mr. Jung. Yes. They have the most loans and this deduction will

help them the most.
Mr. Cardin. As has been pointed out, this bill applies beyond

just medical schools, but while I have you here, I must ask this one
question. Medical students today are graduating with larger and
larger debt.

In your case it is going to be somewhere between $70,000 to

$90,000. If you go on into primary health care, it is even more ex-

of the training you are going
the fact that the interest on that debt will not be deductible. You
pensive, some of the training you are going to need, the large debt.

have to use your afler-tax income to do it.

Is it affecting medical students' decisions as to what field of med-
icine that they will actually enter into? May they go into a field

that they would prefer not to in order to be in a better position to

repay those loans?
Mr. Jung. Many of my friends in medical school, when we first

started, we were all interested in going into primary care, public

health, that sort of thing. But as we go through school and we get

periodic reminders of how much we owe and how much we have
to take out in loans next year, and we see upper classmen graduat-
ing and going into high paying specialties and paying off their

loans 1 year after entering private practice, it is pretty obvious to

us that it is a lot easier to go into a higher paying specialty to pay
off everything than to go into primary care, and some of my friends

have made that choice.

Mr. Cardin. Well, I want to congratulate you not only for being
here, but for sticking to your convictions and sticking with primary
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health care. We need you in that field and I encourage you to con-

tinue in those efforts.

Mr. Jung. Thank you, sir.

Mr. KoPETSKl. Mr. Payne may inquire.

Mr. Payne. Thank you very much, Mr. Chairman.
Mr. Jung, I too want to commend you for considering primary

health. One of the institutions in my district is the University of

Virginia and the University of Virginia Medical School. That school

is now looking at ways that it can graduate 50 percent of their phy-
sicians as primary care physicians by the year 2000.
So we are very interested in that from a public policy perspective

and admire you very much for that and, Ben, I will look at your
bill. I haven't had an opportunity to do that yet, but thank you
very much for calling that to my attention.

I just had a couple of questions for Mr. Desjardins and Mr.
Martello. Could you tell me how many people in your firm are at

any one time are traveling or in a temporary residency status?
Mr. Desjardins. Sure. We have approximately 1,400 employees

and it does vary from time to time, but approximately 200 of those
would be on temporary travel, eligible for per diem because of a
temporary assignment away from home.
Mr. Payne. What about Bechtel?
Mr. Martello. We have about 1,500 employees on temporary as-

signment at any point in time and there are about 300 who would
be negatively impacted by shortening the period to 1 year.

Mr. Payne. So you are saying not only are they traveling at any
one time, but they would be affected by the 1-year rule?

Mr. Martello. Oh, yes.

Mr. Payne. 300 of your 1,500 employees?
Mr. Martello. That is right.

Mr. Payne. Do you have any idea how many people might be af-

fected by this in the construction industry?
Mr. Desjardins. I certainly do not have that information with

me today, but I am sure we would be willing to put something to-

gether and provide it to the subcommittee.
Mr. Payne. If that would be possible for the committee, I would

appreciate it. What actions do you foresee if this rule continues?
Would you change the way that you do business in order to accom-
modate this rule?
Mr. Martello. We might develop some very inefficient proce-

dures like bringing people back after 11 months and sending other
people out there. This would be very inefficient, but those are the
kind of things we might consider if we can't get reimbursed from
our clients for extending any particular person's assignment be-

yond the 12-month period.

Mr. Desjardins. I would agree with that. I think the first ap-

proach would be to find ways to keep the assignment less than 12
months. It is difficult now because of the retroactive nature of the

law. It goes back to the prior year.

Short of that, I think we would have to look at, for those people
that we can't keep under 12 months, passing that as an additional

cost on to the clients. All of the contracts we have under way now
have no provision whereby we can pass that additional cost on to

the client. Therefore that cost comes out of our bottom line, our
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company's bottom line, but in the future I see that increasing the
cost of construction to those companies that have people that trav-
el.

Mr, Payne. You both mentioned that one of the solutions for
dealing with this would be to change the 12 months to 18 months.
Would that largely solve the problem?
Mr. Martello. I think that would go a long way.
Mr. Desjardins. It certainly would. Of course, our first choice is

to leave it at the 24 months. 18 months would certainly help.
Mr. Payne. Well, I think it is unfortunate that there never was

an opportunity for you to testify before this became law. I am
pleased you are here today.

I think your testimony will be very helpful to the committee and
I look forward to continuing to look at this issue as we move for-

ward with this legislation.

Thank you, Mr. Chairman.
Mr. KoPETSKi. Let me ask, are there other industries that—not

just the construction industry—where there is this kind of mobility
involved here? Should we limit this kind of an exception to the con-
struction industry?
Mr. Martello. I don't know that we should limit it necessarily,

but I know we are probably the most negatively impacted by this.

I had heard about the nurses as well, but as you can see, the con-
struction industry is the only group represented here today.
Mr. KOPETSKI. Do you think there are any particular problems

that IRS may have in deciding who is a construction industry and
who isn't and have you thought of any possible ways they could
minimize these kinds of problems?
Mr. Martello. Construction is construction. I don't know. I

guess a business could try to define itself as construction, but
Mr. KOPETSKI. Until you get to the IRS and then they tend to

have different definitions. Let me give you an example. You are
building a highway and you put in the landscaping. Is that con-

struction or is it landscaping? If we sat down and thought about
it, I am sure we will get into all kinds of examples of where we
draw the line.

Mr. Desjardins. You could get into some gray areas. I think one
of the suggestions was to either increase the time from the 12

months bade to 18 or 24.

I guess my understanding is that would applv to all people who
travel, not just construction. I am sure that would be broader based
than just construction.

Mr. KOPETSKI. Under the prior law it was more than just the

time period. There were particular facts and circumstances that

had to be met. Is your testimony that you want just the time or

you want those time and circumstances?
Mr. Desjardins. The facts and circumstances test has been fine

in the past.

Mr. Martello. Existing law has worked fine because it is subjec-

tive, based on the particular facts and circumstances, not just an
arbitrary time period cutoff.

Mr. KOPETSKI. OK, thank you. Do you have any questions?

Mr. Payne. Nothing further.
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Mr. KoPETSKi. Let me ask Mr. Morgenroth, your testimony indi-

cates that the consumers have sued certain land title agencies, in-

cluding your own, over the imposition of a charge for the required
tax reporting.
Approximately how much do you currently charge per trans-

action for such reporting?
Mr. Morgenroth. Well, in point of fact, we don't charge sepa-

rately for such reporting, but in fixing a fee for the general services

which incorporate the reporting, a number of companies went to

the State regulator in Pennsylvania and in consideration of that
process justified their fee by explaining that part of that cost was
approximately a $7.50 cost for that particular aspect of the service.

As a result of that, that was determined by some claimants to

be a separate charge, although it is simply an itemized thing that
is required to be done in connection with the very process of rate-

making in the State regulatory process.

Mr. KoPETSKl. If there is any kind of magnetic media, if you are
required to report on magnetic media?
Mr. Morgenroth. If you exceed a threshold of volume, I believe

it is something like 250 cases a year.
Mr. KoPETSKi. I see. Well, I don't see anybody else that has any

questions here and so I am going to adjourn the hearing.

[Whereupon, at 3:25 p.m., the hearing was adjourned.]
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