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MISCELLANEOUS FARM-RELATED TAX
PROPOSALS

WEDNESDAY, OCTOBER 5, 1994

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

The hearing was convened, pursuant to notice, at 1:06 p.m., in
room SD-406, Dirksen Senate Office Building, Hon. Thomas A.
Daschle, Chairman of the Subcommittee, presiding.

Also present: Senators Conrad and Roth.

OPENING STATEMENT OF HON. THOMAS A. DASCHLE, A. U.S.
SENATOR FROM SOUTH DAKOTA, CHAIRMAN OF THE SUB-
COMMITTEE

Senator DASCHLE. The hearing will come to order. Let me thank
all of those who have agreed to be witnesses today. I want to wel-
come all of you. This hearing is scheduled to be conducted to exam-
ine a number of farm tax bills. We are pleased to have a good num- -
bgi' of witnesses today who can help us better appreciate their
value.

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

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

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

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

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

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

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

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

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

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

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

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

[The letter from Senator Dorgan appears in the appendix.]

Senator Conrad also is a cosponsor of legislation on this issue
that Senator Dorgan and I have introduced, S. 226, and I would
note that he is also interested in this issue.

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

David and Michael, we are very pleased you could be with us this
afternoon. Let me call on David for his comments, and then we will
ask Michael for his. .
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STATEMENT OF HON. DAVID MINGE, A U.S. REPRESENTATIVE
FROM MINNESOTA

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

or the opportunity to testify.

I am here in support of legislation that I introduced in the House
of Representatives which would allow farmers who receive disaster
aid late—that is, in a calendar year that is different than the year
in which the disaster occurred—to carry that income back to the

ear in which they grew the crop. And before I proceed, I would
ike to extend my special th to Hon. Chairman, who has
worked tirelessly with me to try to pass this legislation in Con-
gress.

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

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

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

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

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

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

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

The prepared statement of Congressman Minge appears in the
appendix.]
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Senator DASCHLE. Without objection. We appreciate very much
your testimony this afternoon.

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

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

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

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

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

Senator DASCHLE. Thank you again.

Congressman MINGE. Thank you.

Senator DASCHLE. I would note the arrival of our colleague, Sen-
ator Kohl. Senator Kohl, do you have any comments you wish to
make at this time?

Senator KOHL. I am here to introduce one of your witnesses.

Senator DASCHLE. Are you ready? All right.

We are about to hear the testimony of another colleague of ours
from Delaware, Michael Castle. Michael, again, welcome.

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

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

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

In my view, the key questions before the subcommittee are Con-
gressional intent and fairness. Was the intent of Congress in the
1986 Tax Reform Act, to eliminate the favorable tax treatment for
the few remaining export trading companies? And, was it fair for
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these changes to be made through the regulatory process without
aniy review by Congress?

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

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

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

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

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

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

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

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

Congressman CASTLE. Thank you, Mr. Chairman.

(The prepared statement of Congressman Castle appears in the
appendix.]

enator DASCHLE. Senator Kohl, there is another panel com-
rised of the International Tax Counsel of the U.S. Department of

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

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

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

sues.
I am particularly glad that the committee has decided to include

a discussion of the Family Farm Retirement Act, S. 882, legislation
which I introduced last year.
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I am very pleased that Mr. Jim Karris of Racine County, Wiscon-
sin is here today to testify on behalf of S. 882. Jim is here rep-
resenting the Racine County Farm Bureau.

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

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

Certainly another concern that is facing rural America is the di-

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

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

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

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

Senator KOHL. Thank you.

Senator DASCHLE. Prior to the time we bring that panel up, we
will invite Norm Richter, the Acting International Tax Counsel,
U.S. Department of Treasury, to come to the table. We welcome
you, Norm, and appreciate the excellent job you are doing in this
capacity. We invite you to proceed with your testimony at this
time.
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STATEMENT OF NORMAN B. RICHTER, ACTING INTER-
NATIONAL TAX COUNSEL, U.S. DEPARTMENT OF THE TREAS-
URY, WASHINGTON, DC

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

Senator DASCHLE. Without objection.

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

I will briefly address each of the eight proposals before the com-
mittee, beginning with the one proposal, relating to export trade
corporations, which has not been formally introduced as a bill.

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

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

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

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

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

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

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

We understand that the Hercules Corporation has made several
distributions since the PFIC rules went into effect, and it now
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seeks to have these distributions retroactively treated as tax-free
distributions.

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

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

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

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

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

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

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

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

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

The phrase “from business done with or for patrons” has been in-
texg;reted differently by taxpayers, the courts, and the IRS. In some
IRS rulings or court decisions, the determination has turned on
whether the income is directly related to or facilitates the conduct
of business with patrons.
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This bill would allow cooperatives to elect to treat as patronage-
sourced income any gain or loss from the disposition of assets used
to facilitate the conduct of business done with or for patrons.

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

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

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

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

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

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

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

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

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

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

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

The seventh proposal before the committee is S. 1691, a bill to
provide certain taxpayers with a tax credit for expenditures for the
purchase of certain pollution control property, as well as for soil
and conservation expenditures made for the primary purpose of
complying with Federal, state or local environmental laws.
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The Administration opposes this proposal. The Administration
does not believe that it is appropriate to provide a tax incentive to
encourage compliance with environmental laws beyond those provi-
sions already in the tax law. -

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

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

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

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

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

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

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

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

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

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

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

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

Mr. RICHTER. Well, I did note that, obviously, one concern was
the restriction of the relief to farmers, but Treasury’s concern does
go beyond that.
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The tax code already provides certain rules that are intended to
address the treatment of pollution control and soil and water con-
servation expenditures properly. For example, Section 175 of the
Internal Revenue Code allows a deduction for soil and water con-
servation expenditures which would otherwise be capitalizable. And
Section 169 allows a 5-year amortization of the cost of pollution
control facilities, even though they may have recovery periods that
might be normally longer. So, the Treasury’s view is that these pro-
visions already seek to address these issues in a generic way.

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

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

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

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

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

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

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

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

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

Senator DASCHLE. Four?

Mr. RICHTER. Four or fewer. And it is not entirely clear whether
) gll of them have the same problem that the Hercules Corporation

as.

Senator DASCHLE. One argument that ETCs make is that the
passive foreign investment company, rules should not be applied to
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them. While it has been argued that the PFIC rules were intended
to be applied narrowly, there is no question that they have been
interpreted broadly to apply to a wide range of companies. Are
there other examples of companies that have had the PFIC rules
applied to them and have sought relief?

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

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

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

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

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

Senator DASCHLE. Well, Norm, I have no further questions.

Let me turn to my colleague and friend from North Dakota for
any opening remarks he might have, and questions directed to you.

Senator CONRAD. Well, first of all, let me thank Senator Daschle

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

Now we have a circumstance in which I think there is a clear
societal interest in cleanup. This time it is in agriculture. And yet
what we are saying to farmers is—you pay the whole cost.
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I am just wondering why the difference. When it involves cor-
porations and Superfund, and a cleanup of those sites, why is it ap-
propriate from the Treasury’s point of view that we recognize a so-
cietal benefit? However, when we come to farmers, and cleanup of
those sites, all of a sudden the societal benefit argument is out the
window.

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

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

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

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

ere.

Mr. RICHTER. As I sit here. [Laughter.)

Well, I have to confess to not beini as familiar with the
Superfund legislation as I would like to be to '%ive your question
a proper answer. I am not entirely sure how different that legisla-
tion is since I have not been working on it.

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

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

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

I would also like to go to the question of the 1984 companies that
made a decision to continue to operate with their export trading

88-740 O - 95 - 2
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companies. I really want to understand what was done with respect
to changing the rules of the game on them. I have not had a chance
to study this in depth, but it does look to me like we changed the
rules of the game on these folks and left them hanging out there.

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

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

] St:ir;ator CoNRAD. Those are the options, basically, that they
aced?

Mr. RICHTER. That is correct.

Senator CONRAD. And then, as I understand it, all but three cor-
orations exited the export sales business and repatriated accumu-
ated trade income tax free to the United States. Is that true?

Three or four companies were in that category?

Mr. RICHTER. I do not know the exact number but——

Senator CONRAD. Small number?

Then, I understand, in 1986, the Tax Code generally ended defer-
ral of taxes on income earned in entities overseas. Is that——

Mr. RICHTER. That is right.

Senator CONRAD. I am trying to get the sequence down correctly.

Mr. RICHTER. That is when the so-called PFIC rules were en-
acted. It did not do end deferral for all entities. It did it for certain
entities that were predominately passive.

Senator CONRAD. And we are again talking about a handful?

Mr. RICHTER. You mean what was done in 1986?

Senator CONRAD. Yes.

Mr. RICHTER. No. The 1986 rules, on the contrary, were drafted
extremely broadly with very few exceptions. They applied to any
foreign corporation with the requisite level of passive assets and in-
come. The test generally sought only to determine what was pre-
dominately passive and what was not.

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

Mr. RICHTER. Yes. They then became subject to these rules—

Senator CONRAD. They became subject to this. So, they were in
a situation in which they made a judgment in 1984—this handful
that continued. The others repatriated? '

Mr. RICHTER. Right.

Senator CONRAD. They brought theirs back tax free.

Now these others—a handful of companies. I do not even know
who they are. Perhaps we could get a list of who they are. But I
do not think it makes so much difference in terms of who they are
as to the principle involved.

They continued on, and then they get caught up in the 1986
rules change that would change their status. So, now they are in
a position—in 1984 they made an election to continue on. Now,
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they are kind of hung out there, it seems to me. They do not have
an option to repatriate on a tax-free basis. Is that correct?

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

Senator CONRAD. Yes.

Mr. RICHTER. So, some may have been caught, some may not
have been caught.

Senator CONRAD. Yes.

Mr. RICHTER. It depended upon the type of business they had.
But you are right.

Senator CONRAD. I understand that point. Let me just ask this
of you. It just seems to me, in terms of fair treatment, and of treat-
ing people similarly situated in the same way——

r. RICHTER. Yes.

Senator CONRAD. If we give that handful of companies that in
1984 made an election which we provided for them, you can con-
tinue— '

Mr. RICHTER. Yes.

Senator CONRAD. You can continue doing business as you have
been or you can repatriate tax free. Did we give that handful of
compgnies the same option when we changed the rules of the
game

Mr. RICHTER. We did not.

Senator CONRAD. I just say that I find this troubling as a matter
of equity.

Mr. RICHTER. Well, could I put it this way, and see if that affects
your reaction to the equities. When Congress provides a limited
window of time in which a certain benefit could be taken advantage
of—in this case, in 1984, this six-month window is provided for
ETCs——

Senator CONRAD. Yes.

Mr. RICHTER. This was in order to encourage them to convert to
this new entity that was being created in 1984.

If a taxpayer chooses not to take advantage of such an offer by
the Congress, does that somehow implicitly create a guarantee of
the law never being changed in the future in perpetuity, as long
as they exist?

Senator CONRAD. No. But I would say this to you. Remember
how we got onto this in the first place. Believe me, I am someone
who believes we should have ended preferential tax treatment for
foreign sales corporations sooner than we did. Their treatment
turned out to be a mess. I think that is the most fairly stated char-
acterization 1 can give. So, I do not have trouble with the change
in their treatment. I do have a problem just in terms of equitable
treatment and fair treatment. :

We gave com%anies an option in 1984. We said, all right, you can
continue doing business as you were or you can repatriate tax free
at this point. Most people made- that election. Remember that the
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whole reason we established these things was a public purpose of
encouraging exports. Right? :

Mr. RICHTER. That is right. *

Senator CONRAD. That is how we got into this whole thing to
begin with. Unfortunately, we did it in a way that probably was
not as well designed as it should have been.

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

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

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

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

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

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

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

Senator DASCHLE. Senator Roth.

Senator ROTH. Mr. Richter, Senator Conrad has stated my con-
cern very well. I frankly do not understand the policy decision of
the Treasury.

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

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

enator ROTH. And is a foreign sales corporation really the
grandchild of export companies?

Mr. RICHTER. That is correct.

Senator ROTH. Are they intended to serve the same J)urpose?

Mr. RICHTER. As I understand it, they were created to serve the
same purpose.

Senator ROTH. As Senator Conrad has so ably stated, there is an
ineqtf{ity,tan unfairness here. And I do not understand the justifica-
tion for it.

Mr. RICHTER. Well, the policy decision you referred to that the
Treasury made actually was not a policy decision made by the
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Treasury. In 1986, the Congress enacted a new supplemental anti-
deferral regime that is causing the difficulties for some of these ex-
port trading companies that remain.

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

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

Mr. RICHTER. But the statute—

Senator ROTH. Unless you look at it from the point of getting
every dollar we can for taxpayer’s purposes. And I think that is
what is behind it.

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

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

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

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

hank you, Mr. Chairman.

Senator DASCHLE. Thank you, Senator Roth.

Norm, thank you very much. We appreciate your willingness to
come today, and your answers to all the questions.

Our next panel consists of a number of people representing farm
organizations from around the country.

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

If all four witnesses could come to the table at this time, we will
take testimony from the next panel.
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We welcome all of you and appreciate your willingness to come

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

STATEMENT OF BARBARA G. WEBB, ASSOCIATE DIRECTOR,
GOVERNMENT RELATIONS, NATIONAL FARMERS UNION,
WASHINGTON, DC

Ms. WEBB. Thank you, Senator. I appreciate the opportunity to
appear today.

y name is Barbara Webb. As you said, I am the Associate Di-
rector of Government Relations for National Farmers Union. Our
organization has 253,000 farm families that we represent, and we
are very cognizant of the fact that this subcommittee and the full
Finance Committee make decisions that are very important to our
members.

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

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

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

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

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

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

e also suprort S. 226, the estate tax issue dealing with cash
leasing, as well as Senator Dave Durenberger’s legislation, S. 531,
w}'llil":h would increase the Federal estate tax exemption up to $1
million.

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

We have a very strong policy position in favor of the reinstate-
ment of income averaging. Boom and bust cycles in agriculture are
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nothing new, but farmers and ranchers lost the ability, of course,
to use income averaging in 1986. We believe very strongly that re-
instating income averaging would help shield family farm income
from threats that are inﬁ'imposed by weather and by various
marketing opportunities, or lack thereof.

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

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

Senator DASCHLE. Thank you very much, Ms. Webb.

[The prepared statement of Ms. Webb appears in the appendix.]

Senator DASCHLE. Alan Sobba?

STATEMENT OF ALAN C. SOBBA, DIRECTOR, TAX AND TRADE,
NATIONAL CATTLEMEN'’S ASSOCIATION, WASHINGTON, DC

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

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

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

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

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

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

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

And we do also support reinstating of income averaging.

We appreciate the opportunity to testify, and will be happy to an-
swer questions.

Senator DASCHLE. Thank you very much.

Our next witness is Mr. {/IcDavxd. Mr. McDavid, thank you for
joining us. We will take your testimony at this time.

STATEMENT OF J. GARY McDAVID, McDERMOTT, WILL AND
EMERY, ON BEHALF OF THE NATIONAL COUNCIL OF FARM-
ER COOPERATIVES, WASHINGTON, DC

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

My name is Gary Mcgavid. I serve as the Chairman of the Sub-
committee on Tax Legislation for the National Council of Farmer
Cooperatives, on whose behalf I appear here today.

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

Senator DASCHLE. Without objection.
diJ[('Iihe prepared statement of Mr. McDavid appears in the appen-

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

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

ode.

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

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

. 545 is very important to us for two particular reasons. First,
we think that the rules need to be set out in advance. Cooperatives
are required to distribute their income within eight and one-half
months of the close of the taxable year. If they fail to calculate
their patronage sourced income properly, and make a proper dis-
tribution within the 8%2-month period, they will lose the patronage
dividend deduction. We need to know how gains and losses on the
sale of these assets are going to be treated, and we think the rules
should be clear.

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

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

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

Thank you very much, Mr. Chairman.

Before I yield the microphone, I do have another matter. I have
been asked to submit a written statement on the valuation of farm
gzoperty for estate tax purposes under 2032A. The statement has

en prepared by my law firm, and I would like to submit it for
the record as well. :

Senator DASCHLE. Without objection.
di)[c'I]‘he additional statement of Mr. McDavid appears in the appen-

Mr. McDAvID. Thank you.

Senator DASCHLE. Jim Harris. Thank you for coming, Jim.
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STATEMENT OF JIM HARRIS, CHAIRMAN, NATIONAL, STATE
AND LOCAL LEGISLATIVE AFFAIRS COMMITTEE, RACINE
COUNTY FARM BUREAU, UNION GROVE, W1

Mr. HARRIS. Thank you, Mr. Chairman. I appreciate the oppor-
tunity to appear in front of you again, as we cfid 2 years ago for
Senator Kasten.

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

S. 882 is ve?' similar to a bill cosponsored by Senator Kohl in
1991, which did obtain 46 votes in the Senate. For brevity, the bill
may be referred to as FFRA, standing for Farmers Ranch Retire-
ment Account, in this presentation.

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

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

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

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

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

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

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

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

Thus, the farmer retires with a slim to none retirement. Yet the
Government demands their pint of blood through the capital gains
area of the farm sale. The typical annual retirement package avail-
able to a State of Wisconsin employee—and I am speaking of my
wife, who makes roughly $10 to §12 an hour—is a $3,000 per year
employer- paid retirement fund, a retirement account, a pension.
Then she can put in, or the State puts in, $2,300 for their share
of her Social Security. For the self-employed farmer, he pays this
himself. Plus, she can put in $7,600 annually into a 401(k)-type
plan. Three of her last 4 years she works there, she can double that
amount to make up for the years when she had hardships such as
a kid in school, college, bought a house, bought a car, and had an
operation. We need that same provision for the farmer. She has
employer-paid health and, if I was to work there, I could benefit
by the same benefits that she can. That would give us a going
away party out of the State of Wisconsin with accounts worth close
to $1 million. The $500,000 limit of the farm FFRA bill costs
$63.80 per month per farm couple, while the $2,000 IRA bills that
people usually refer to as nothing but pocket change, cost $333.32
per month.

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

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

eriod of time that a farmer is asking sympathy for a one-half mil-
ion dollars lifetime IRA.

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

So, Mr. Chairman, I will tell you, I got a considerably better
rice than that when [ was going to the Korean conflict back in the
ate 1940’s, early 1950’s. Ang for many years after that, I could still

mail a first-class letter for three cents.

Now, if we were to fair list the price of corn, we would multiply
that three cents by 10, and instea(f of looking at $1.92, I should be
looking at $19.2(: from a bushel of corn.

I believe I have said enough, so I will cut it off.

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

Senator DASCHLE. Well, thank you very much. You have said a
good deal. That was a very good demonstration.

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

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

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

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

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

Thank you very much, Mr. Chairman.

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

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

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

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

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

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

The means test is that it has to be an item or product used in
your occupation. So, if it is8 not something that is used in your occu-
pation, take the money from that and rotate it in this. So the cow,
the chicken, the combine, the farm qualifies by your means test.

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

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

Senator DASCHLE. Thank you very much, Mr. Harris.

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

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

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

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

Mr. McDAVID. You raise a very good question.

This legislation will focus attention on the way the particular
asset has been used. If the asset has been used during its tenure
with the cooperative to facilitate its patronage business, the gain
on the sale of that asset would be eligible to be treated as patron-
age sourced. '

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

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

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

Senator DASCHLE. That is my point.

Mr. McDAvID. Yes.

Senator DASCHLE. Right.

Mr. McDAvID. Yes, in most instances they would.

Senator DASCHLE. So, in other words, in every instance where
they do—we think in most cases they would—that situation would
then warrant the applicability of pass-through treatment?

Mr. McDAvID. Yes.

Senator DASCHLE. I guess that then begs the question. Is there
a situation that would not allow for the access to this provision?
Could there be a particular case where you would not have a situa-
tion where tax treatment would apply as proposed?

Mr. McDAVID. No. I cannot think of anything.

Senator DASCHLE. Thank you, Mr. McDavid.

Alan Sobba, obviously there are situations we have experienced
in years where floods have had a devastating impact on crops. I
think the perception is that floods are not as detrimental to live-
stock as droughts are. Certainly the law currently reflects that.
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I think, for the record, it would be helpful for you to share with
us, if you can, the degree to which floods are similar to droughts
in loss of livestock. It is not always possible, is it, to move livestock
out of harm’s way as floods come? Did we not also experience a
substantial degree of loss along riverbeds in particular?

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

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

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

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

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

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

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

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

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

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

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

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

We particularly addressed the farm income situation. I know
that one member from Oklahoma, which is my home State, got up
and stated that he agreed that farmers are the premiere environ-
mentalists. They live on the land. They drink the water. They want
to pass it on in a good state to future generations. But when you

et down to the situation of whether to build a terrace or feed your
damily, you have certain lifestyle issues that sometimes take prece-
ence.

This would give farmers in such situations a better ability to
comf)ly with the regulations that are imposed on them, that they
really want to accomplish on their operations anyway.

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

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

Mr. Harris?

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

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

An individual who miillmt have been working for the Federal min-
imum wage since 1951, his check at this .uime would be $525 in So-
cial Security. Now when we get back to the estate tax exemﬁtion——-
and, of course, my agent and I are interested in that—I have a
?)tpr)’r’ here that says, “Why Lena Quits Milking Cows When Ole

ies”.
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Mr. and Mrs. Farmer Oleson are retiring due to their advanced
age and health.

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

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

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

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

Thank you.

Senator DASCHLE. Mr. Harris, thank you very much.

Senator Roth, do you have any questions?

Senator ROTH. No questions, Mr. Chairman.

Senator DASCHLE. [ thank all the panel members. We appreciate
your coming this afternoon.

Our fin anel is comprised of two people—Thomas G. Tegeas,
Senior Vice President for Administration for Hercules, and Robert
Woodbury, the Vice President of Kollmorgen Corporation. If those
witnesses will come forth, we will take their testimony at this time.

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

STATEMENT OF THOMAS G. TEPAS, SENIOR VICE PRESIDENT
FOR ADMINISTRATION, HERCULES, INC., WILMINGTON, DE,
ACCOMPANIED BY BRUCE W. JESTER, DIRECTOR OF TAXES
AND ASSISTANT TREASURER, HERCULES, INC., AND J.D.
KNOX (RETIRED), FORMER ASSISTANT TREASURER, HERCU-
LES INC.

Mr. TEPAS. Mr. Chairman, my name is Thomas Tepas. I am the
Senior Vice President for Administration at Hercules, Inc. I am
joined at this table by Mr. Jim Knox, who was formerly Assistant

easurer for the Corporation. He retired earlier this year.

I want to thank you and the other members of the committee for
the opportunity to testify on a matter of fairness and equity for my
ﬁorln any and its nearly 13,000 employees, and over 3,000 share-

olders.

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

Senator DASCHLE. Without objection.

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

Mr. TEPAS. Thank you, Mr. Chairman.

By way of background, as ({ou may know, Hercules is a world-
wide diversified chemical and aerospace company. Since 1970, we
have used our wholly-owned foreign subsidiary, Hercules Inter-

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

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

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

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

ee to the United States.

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

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

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

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

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

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

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

Accordingly, acting with caution as to the potential and signifi-
cant tax liabilities, including interest and penalties inherent in the
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PFIC rules, HINTCO reluctantly distributed the retained earnings
of Hercules, Inc. in 1990 and 1991, including in part those earnings
accumulated through December, 1986.

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

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

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

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

After all, when Congress decided to sgeciﬁcally authorize con-
tinuance of the ETC program in 1971 and again in 1984, it was a
(llgggixi:te act, forthright and specific, unlike the provisions of the

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

Senator DASCHLE. Thank you, Mr. Tepas.

Mr. Woodbury? Y

STATEMENT OF ROBERT W. WOODBURY, VICE PRESIDENT,
KOLLMORGEN CORP., WALTHAM, MA, ACCOMPANIED BY JO-
g%PH H. NEWBERG, ESQUIRE, COUNSEL TO KOLLMORGEN

RP.

Mr. WOODBURY. Mr. Chairman, my name is Robert Woodbury. 1
am Vice President and Controller of Kollmorgen Corporation. I am
here today to request equitable treatment for my company,
Kollmorgen Corporation, and to support other corporations which,
}:iﬁ:e Kollmorgen, had the rules changed on them in the middle of

e game.

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

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

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

Kollmorgen continued to actively operate its ETC and was doing
8o on April 20, 1990 when the Chief of Staff of the Joint Tax Com-
mittee publicly proposed the elimination of the ETC regime as a
sinvn‘g}iﬁcation measure.

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

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

Certainly, fair relief is warranted, and is not an unreasonable

rice to ask where the taxpayer has relied on Congressional laws
in conducting its export activities, has played by all the applicable
rules, and, in the absence of such relief, will have suffered a tax
disadvantaﬁe not suffered by its competitors who took advantage of
the prior relief rules.

In sum, we do not believe it is fair or equitable to deny relief to
Kollmorgen, where it had no basis in 1984 to conclude that the
Congressionally-mandated and twice- protected ETC regime would
lose its viability in the future. Kollmorgen, therefore, joins with
Hercules in requesting the ability to repatriate its export trade in-
come tax free.
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By way of example, legislative relief that would fairly address
the foregoing inequities might include the following elements:

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

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

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

you.

Senator DASCHLE. Thank you, Mr. Woodbury, for your statement.

Could either one of you elaborate as to why a company would
have chosen to operate as an ETC rather than go to a FSC in 1984
when that opportunity presented itself? What were the factors that
one would have weighed in coming to this decision?

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

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

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

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

Mr. KNoX. Tax advantage, Senator, in what respect?

Senator DASCHLE. Was there a decision based upon cir-
cumstances at that time, that the tax advantages of an ETC out-
weighed the advantages of an FSC?

r. KNOX. In our judgment, it did. A certain element of our in-
come—financing of third-party business, dealin% with thircl-farty
business—would not have been subject to this FSC proposal. We
would have had to pay tax on it currently, as contrasted by the
ETC rules where we had a 100 percent deferral on that income.
Deferral certainly had more value to us than the partial exemption
of FSC given the nature of our business.
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Senator DASCHLE. Is there a way to quantify that value?

Mr. KNOX. I think that the partial exemption, of roughly 70 per-
cent of the income in a FSC, contrasted to 100 percent of the in-
come earnead in a deferral situation.

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

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

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

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

Senator DASCHLE. The gentleman representing Kollmorgen?

Mr. WOODBURY. Gentlemen, this is Joe Newberg, Tax Counsel for
Kollmorgen.

Mr. TEPAS. And, lastly, at the end of the table is Jim Knox, for-
merly Assistant Treasurer for the firm.

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

Senator DASCHLE. No significant benefit?

Mr. JESTER. No. That is correct.

Senator DASCHLE. How would you define significant?

Mr. JESTER. I would define it conversely as insignificant in that
the benefit was the time value of the tax payment that was made
2 years later, the time value of that money.

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

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

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

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

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

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

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

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

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

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

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

Mr. KNOX. Another aspect, not so much on the foreign tax cred-
its, Senator, but you had inquired about the distributions that Her-
cules made in 1990 and 1991. A lot of that was precipitated by the
interpretation of the PFIC rules that would have effectively denied
the deferral to Hercules going out in the future. The price of that
deferral, if we continued to defer under the PFIC rules, was very
onerous if we took it out over that time horizon. As any business
such as ours looks down the road for future planning, that price
would have been terribly high.
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I think we had a number that went out about 20 years. You were
looking at somethiniin the range of a 98 percent effective tax rate
on the earnings of the company if we deferred. Caution said to us
that we had better make tﬁe d‘:
what we had to do.

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

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

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

at?

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

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

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

In 1986, what came along in the PFIC was a rather broad and
ﬁmeral statutory provision. It did not address ETCs specifically.

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

stribution and proceed ahead with
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_ I'The prepared statement of Mr. Woodbury appears in the appen-
[FUS
Senator DASCHLE. Senator Roth?

Senator ROTH. Thank you, Mr. Chairman and gentlemen, wel-
come. It is nice to have you here today.

Going along the line of questioning by the Chairman, I expect all
you gentlemen agree and understand that any rules or laws can be
changed by Congress. But the problem here was that the change
that came about was not specific, but as a result of a general provi-
sion provided in 1986. In other words, as you have already testi-
fied, 18 it correct that the export trading companies were specifi-
calkl authorized? Is that correct?

[All responded yes.]

Senator ROTH. And, in 1984, dyou were given three choices. I
want to make sure I understand. You were given three choices.
One of them was to continue the export trading corporation. There
was no indication then that the rules were going to be changed as
to deferral. Is that correct?

Mr. TEPAS. That is correct. Right.

Senator ROTH. Mr. Woodbury?

Mr. WooDBURY. That is correct.

Senator ROTH. So, when the general rule came in 1986 on pas-
sive activities, was there any evidence of any type that it was going
to le{)pl to export trading companies that you are aware of?

r. KNOX. None that we could see, Senator.

Senator ROTH. None whatsoever?

Mr. KNOX. No.

Senator ROTH. So that, in a sense, the rules were changed by the
Executive Branch, by the Treasury. Is that correct?

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

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

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

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

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

Mr. WOODBURY. Absolutely, yes.

Senator ROTH. Now let me ask Mr. Tepas. You mentioned in
our statement that HINTCO distributed accumulated export trade
income in 1990 and 1991. Is this not inconsistent with the choice
Herc';xles made in 1984 to continue HINTCO’s export trade busi-
ness
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Mr. TEPAS. I do not think so. Ideally, HINTCO would have re-
tained these earnings and continued in its efforts to create exports
for the U.S. economy.

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

Mr. JESTER. Senator, if I may add to that, I think, as was men-
tioned earlier, if we had not distributed those funds at that point,
and had waited for 156 to 20 years, then the effective tax rate on
those earnings would have approached 95 to 98 percent. So we
really had no other choice. Senator Roth. You had no real choice?

Mr. JESTER. Right.

Senator ROTH. But Treasury contends, in the case of Hercules,
that you are seeking retroactive relief. Do you agree with that?

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

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

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

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

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

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

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

Senator Roth. Thank you, Mr. Chairman.

Senator DASCHLE. Well, thank you, Senator Roth. Gentlemen,
thank you very much for your answers. The hearing record will re-
main open for five Ieﬁislative days for any additional comment.

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

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






APPENDIX

ADDITIONAL MATERIAL SUBMITTED

. PREPARED STATEMENT OF MICHAEL N. CASTLE
Chairman Daschle, Senator Hatch and members of the subcommittee, I appreciate

the opportunity to appear before you today. I am very pleased the subcommittee has
&gxr::fo to review the issue of how export trading eou':paniec. known as ETCs, are

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

Ia my view, the key questions before the subcommittee are congressional intent
and fairness. Di Congress intend for the 1986 Tax Reform Act to eliminate the fa-
vorable tax treatment for the few remaining export trading companies? And was it
galr c?r theag changes to be made through the regulatory process without any review

y Longress

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

However, when implementing the 1986 Act, the Treasury Department, in 1988,
established new rules for Passive Foreign Investment Companies (PFICS) which
also included export trading companies like Hercules Company, HINTCO. Prior to
this action by the Treasury Department, whenever Congress had modified the law
:g this t;tubjm’ it had always given existing ETCS the option to protect or change

eir status.

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

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

PREPARED STATEMENT OF JIM HARRIS

I wish to thank you, Senator Daschle, for the opportunity to testify on behalf of
the American farmers. We strongly endorse Senator Kohl's Bill S 882 titled “Family
Farm Tax Relief and Savings Act of 1993” and other similar bills that have been

resented by members of congress. 8 882 is very similar to a bill co-sponsored by
nator Kohl in 1991 which attained 45 votes in the Senate.?

For lmavi%ﬁ the bill be referred to as “F-RA,” standing for FARMERS
RANCH MENT ACCOUNT in this g\resentation.

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

1. The capital gains tax revisions of '86 and

18imilar house bills, Costello HR 1142, Sensenbrenner HR 1747.
(41)
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2. The oversight or failure of Congress to recognize that the farm investment
unit more than satisfies the intent and criteria for investment of funds required
of the IRA concept. .

LIMITS—There are definitely limits to F-RA. A few follow:

1. Full time farmer for minimum of 5 years to qualify.

2. Maximum of 10.080/60year of farming per spouse.

3. Maximum of $600,000 lifetime contnibution limit per farm couple.

4. One's ability to-pay—I lost about $30,000 the last three years on the farm
and had no significant charges for interest or depreciation because of the good
farm economy of the 70%.

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

The bill is unique in that it neither advantages or disadvantages any farm region,
product or activity. It will provide great incentive for substantial long term invest-
ment commitment to rural America. Also to the farm unit because the farmer can,
without reservation, devote all assets to the farm development, keeping his retire-
ment funds at home! (not Texas S&L's or South Africa gold mines.)

The bill recognizes the need of the special farming (tenant farming) situations
which hold little or no real estate but have large investments in crops, animals, ma-
chinery, etc. To date most long term tax advantages have been targeted at real es-
tate holdings not working assets.

Object:

Treat a portion of the family farm assets as a 'selﬁdirecled' IRA with income tax
deferral, rollover and make-up privileges comparable to those granted to other tax
payers’ self-directed IRA’s.

'ACT—Farming is an extremely capital intensive Profesaion—occu ation. Long
term growth and success of a family farm requires all of the farmer's capital re-
sources. One dollar of farmer income yields $.10 to kitchen, $.90 to bank to borrow
$10 more for farm operations and expansion leaving nothing to invest in IRA'S or
si%tiﬁcant social securit{.

'ACT—White/blue collar workers and other professionals, make large incomes
that rCe'ﬂuire little capital outla(.

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

nds, etc.

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

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

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

A very tiny fraction of the S&L fiasco cost would permanentlly endow a responsible
{;arm F-RA program!! iculture is a most essential “PUBLIC UTILITY” and it’s

ealth must be regarded as vital to society. Farmer’s ca‘pital is invested locally—
not Texas S&L's or South Africa—giving a local return of 6 to 1, creating locai tax
base and jobs.

This in resolution form was passed, or in process by many farm organizations.

The typical annual retirement ;)ack e available of $10/hr. to $12/hr. Wisconsin
state employees (my wife's) is (1) $3,000/yr. employer c{mid retirement; (2) $2,300
employer paid S.S. (7.66% vs. 156.3%); (3) $7,600 shared or self paid 401K (with a
$22,600 hardshy) make up privilege); (4) $2,000 self paid IRA; TOTAL $14,800. (5)
+ employer paid health insurance (6) + equal spouse’s IRA account. The $500,000
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limit of Farm F-RA bills cost $63.80 per month, per farm couple, while the $2,000
I}I?zbs‘%l; 8?).0‘ $333.32 per month (5 times F-RA cost) per couple and achieve a value
of $2,608,000.

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

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

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

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

WHY LENA QUITS MILKING COWS WHEN OLE DIES

Mr. and Mrs. Farmer Oleson are retiring due to their advanced age and health.

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

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

Now, if Mr. Oleson would have been real considerate of the lovely Lena, he would
have passed on by March 30th. Then Lena would have to waltz alone through her
golden years. Alone with $100,000.00 where the two of them together have but

658,000.00. Does this make sense? LET'S DO F-RA!!

*Ole & Lena story not in original {sstimony.

DISCUSSION OF THE SIMPLE LINEAR GRAPH #1

When one reviews Curve #1 of graph I we see that an annual deposit of $1000.00
(1/2 of an IRA) deposited at a monthly rate of $1000/12 months or $83.33/month
frows to $652,170.00 in 50 years. A deposit of $766/year—one F-RA equivalent
$63.80 per month) deposited menthly at 8% *1 compounded monthly interest
achieves our $500,000 goal. Since we may have a working couple and each contrib-
uting to full $2,000 IRA'S ($4,000 total—Curve III), then the combination would
grow to $600,000 in 2 mere 30 years, not 50 as specified in F-RA bill. The data is
repeated on semi-log scale graph paper (graph 2 pf. 11) which compresses the huge
account totals to a scale of which they can be visualized.
20‘1—Farmera have commonly paid 12 to 18% interest on their loans for the last
ears.
ow consider my brother John Harris—a Case I-H Tenneco employee of 31 years
and is 69 years old. He has a company package of:

I. 401K—The company and he each contribute 8% of his sal-

ary—Input value approximately ...........cccceovirenincccinniinne $12,000/yr
II. TRA—8$2,000 (8elf paid) .....coocvervneciririnneieereererer e sasenes 2,000
1II. Company paid retirement plan—Retirement.
AL BEB BT oot e b ea b Per month 1,600
At AR B2 ... e e e Per month 2,600
IV. Social Security 1/2 pd by Co. ...cccoorviininircirrcceereiess Approx.Jyr. 3,200

(Expected monthly retirement check—$1100 per mo.)
V. Deluxe Company paid health insurance throughout working
and retirement years (and the government don’t even want
ours to be deductible.) ..ot $8,000/yr.

This package is worth many, many millions of dollars compared to the pittance
of the cost of F-RA'S $383.00 per year per spouse.
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“$500,000 OF FARX ASS ' '
1Y B ROLUED OVEN INTG TaE PARMERS TAX RQUALITY, Recine co. Fera becers
FARKERS RETIRENENT ACCOUNT, SAVINGS AND ¥ational & State Affe:
ALL TAXES DEFLRRED UNTIL RETIRENENT SECURITY BILLS ;:::A‘;::":"“ sa1e2
PUNDS WITEDRAWN" UNDER PROPOSED €14-078-168)
BSILLS 8882, ER1142 & ER1747
1-1=94¢
RACINE COUNTY FARMBUREAU ,,,.¢is..0

*FARMERS HAVE NOTORIOUSLY LITTLE S8OCIAL SECURITY COVERAGE" ¢1

FRA = PARNERS RETIARMENT ACCOUNT

Allovs a farm ocouple to gloeo a1l prooceeds from m' sale of qualified fere
assets up to maximun of $30,000 per farm couple for sach (ull year of tarming
into & tax deferred IRA, lifetine maximum of $300,000.

Instesd of paying capital gains tax or ordinary imcoms tax on the pmn‘a
at the tise of the farwm asset sale, the farmer wvould only pay taxes on tae
ABOUAt Of Boney dravm out of the aCOCUAt each year.

Typically farsers and ranchers pour nost of their annual incose deck inte
the operation, lesving little or no soney to silt avay into retiremsat
accounta. Ths public has pension/retiresent acoounts vith esployer
participation. Thelr 4019, Keoughs, Sep IRAe are paid vith pre-tax
dollar