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CERTAIN COMMITTEE AMENDMENTS TO H.R. 10612

THURSDAY, JULY 22, 1976

'U.S. Sr=A E,
COMmiTrE oN FNANCE,

Washington, D.C.
The committee met at 8:05 a.m., pursuant to recess, in room 2221,

Dirksen Senate Office Building, Senator Russell B. Long (chairman
of the committee) presiding.

Present: Senators Long, Talmadge, Ribicoff, Byrd, Jr., of Virginia,
Nelson, Gravel, Bentsen, Curtis, Fannin, Hansen, and Dole.

Senator Rmicon (presiding). The committee will be in order.
Our first witness today is Mr. Filer.
Mr. Filer, you may proceed, sir.
[The prepared statement of Mr. John H. Filer follows:]

"STATZMENT or JoHN H. FusLK

SIUMARY

1. Section 1508 of H.R. 10612 allows the filing of consolidated returns by both
life insurance companies and mutual property-casualty insurance companies
with their non-life affiliates, and thus eliminates existing discrimination against
such companies by according them the same consolidation privilege that has
long been enjoyed by industrial companies with non-life affiliates.

2. Through consolidation, section 1508 will permit immediate, rather than
delayed, use of the tax benefits derived from losses that would otherwise shrink
the insurance writing capital base of casualty affiliates. In that way, the provi-
sion will help to preserve the capacity of such companies to write insurance
at precisely the time when the public interest most urgently requires the mainte-
nance and increase in that capacity. It also will eliminate pressures which distort
the investment policies of casualty affiliates to the detriment of capital markets.

3. The amendment has been fully and openly presented to both tax-writing
committees of Congress. It was the subject of a hearing by this Committee in
April of this year, when all interested parties had a full opportunity to present
their views. It has also received favorable comment from the Joint Committee
Staff, the Treasury Department and the Administration.

4. Section 1508 corrects a tax inequity, and helps alleviate a serious social
and economic problem. In its presently modified form, it is a sound provision
which should be retained in the bill.

STATEMENT

Mr. Chairman and members of the committee, my name is John H. Filer. I am
Chairman of the Aetna Life & Casualty Co. of Hartford, Connecticut.

I am appearing today, as I had the privilege of appearing at your hearing
on April 5, 1978, on behalf of an ad hoc group of twelve I stock and mutual life

"'The twelve companies are: Aetna Life & Casualty. Hartford: CNA Financial Corp..
Chleaio : Conneeticut General Life Insurance Compkny. Hartford ; Equitable Life Apsurance
Society of the U.S., New York: Fidelity Mutual Life Insurance Company. Philadelphia:
IDA L fe Inpurance Company. Minneapolis: Metropolitan Life Insurance Company. New
York: Penn Mutual Life Insurance Company. Philadelphia ; Prudential Insurance Company
of America. Newark: Reserve Life Insurance Company, Dallas; State Mutual ifte, aur-
anee Company of America. Worcester: and Travelers Insurance Company. Hartford.

- (445)
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insurance compiles to ur-ge' your support of what is now section 158 of H.R.
10612. Section 1508 eliminates existing discrimnation in the Internal Revenue
Code, by allowing both life insurance companies and mutual property-casualty
insurance companies to file consolidated returns with their non-life affiliates, a
privilege that has long been accorded industrial companies with such affiliates.

As I explained in my prior testimony, the recent severe losses incurred by the
property-casualty insurance industry have dramatically accelerated the erosion
of its surplus position. Since surplus Is the ultimate measure of capacity to insure
risks, the result has been to place severe limits on both new risk assumption and
the renewal of existing coverage by casualty Insurance companies. Consolidation
as contemplated by section 1508 would permit the tax savings attributable to the
losses of a casualty affiliate to be recognized and assigned immediately to the
affiliate, thereby easing its surplus crisis on a current, rather than a delayed,
basis. By permitting immediate recognition of losses, consolidation would also
eliminate present pressures to distort the investment policies of casualty affiliates
in a way that would be detrimental to the capital market for corporate equities
and state and municipal bonds. In short, consolidation will have Its most sig-
nificant effect Whed losses threaten further hrinkage of the capital base of the
casualty industry, and that is precisely the time when the public most urgently
needs insurance capacity to be maintained and increased.

In its present form, section 1508 contains several modifications of the original
proposal with respect to which I previously testified. These include a 50 percent
limit on losses of affiliates that may be offset against life Insurance company
taxable income in any one year, a delayed effective date of January 1, 1978, and
an elective provision. These modifications reflect a careful balancing of various
interests affected by the provision, without detracting from Its overall objectives.
Accordingly, I am pleased to indicate our continued strong support for section
1508 today..

In addition, through this statement I would like to furnish the Committee with
a complete chronology of the genesis of section 1508, so as to dispel any doubts
regarding the full and complete consideration it has received by the Congres-
sional tax-writing committees.

On April 27, 1978, over three years ago, a statement on the subject from coun-
sel for our ad hoe group was filed with the House Ways and Means Committee
and printed in Its Hearings on Tax Reform.

On July 25, 1973, the statement together with lengthy, additional detailed
memoranda were submitted to the Staffs of the Joint Committee on Internal
Revenue Taxation and the Treasury Department for their review and analysis.

House and Senate bills on this subject have been before the Congress since
January, 1975.
., On September 15, 1975, Tax Analysts and Advocates analyzed the proposal in

its publication, Tax Notes.
In February 1976, the proponents of the amendment requested permission to

testify orally at the Senate Finance Committee hearings on tax reform.
In April 1976, 1 appeared before the Committee In support of the provision,

and two groups opposed to the provision filed written testimony with the
Committee.

On May 25, 19'8, the Treasury Department submitted a written report to
Chairman Long, stating it was not opposed to the concept of consolidation em-
bodied In the original proposal.

On May 27, 197, the Finance Committee discussed an4 debated the proposal
as it was presented by Senator Ribloff In open session. Favorable comment was
secured from the Joint Committee Staff. The Treasury Department also restated
its views at that session. The Committee then approved the amendment, with the
modifications I mentioned earlier, on a roll call vote.

On June 15, 1976, after the Committee reported the bill, the Administration
stated that it had "no objection" to section 1508,

It is apparent, therefore, that the amendment has been fully and openly pre-
sented to the tax.writing committees of Congress. It was in fact the subject of
a hearing by this Committee in April of this year, when all interested parties
had a full opportunity to present their views before the Committee reached its
decision to adopt the proposal In its present form and include it in -the pending
bill.

For these reasons, we believe It Is clear that section 1508 has received full and
careful consideration by the Committee. The provision corrects a tax Inequity,
and helps alleviate a serious social and economic problem. We urge its retention
in the bill.
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STATEMENT OF JOHN H. FILER, CHAIRMAN, AETNA LIPE'&
CASUALTY CO., HARTFORD, CONN.

Mr. FILFE!. Mr. Chairman, members .of the committee, my name is
John H. Filer. I am chairman of the Aetna Life & Casualty Co.

With me is Mr. Mortimer Caplin, our counsel.
I am appearing today, as I had the privilege to appear at your hear-

ing on April 5th, on behalf of an adhoc group of twelve stock and
mutual life insurance companies, to urge your support of what is now
section 1508 of H.R.- 10612. Section 1058 eliminates existing discrimi-
nation in the Internal Revenue Code by allowing both life insurance
companies and mutual property-casualty insurance companies to file
consolidated returns with their nonlife affiliates, a privilege that has
long been accorded industrial companies with such affiliates.

I have filed a written statement which I request be put in the record,
and would like to make just a few brief comments in summary.

First, with respect to the chronology of the provision, of the extent
to which this portion of the bill has been considered, it was over 3
years ago that a statement on this subject by counsel for our ad hoc
group was first filed with the Ways and Means Committee and printed
in its hearings on tax reform.

Three years ago, that statement, together with additional detailed
memorandums, were submitted to the staffs of the Joint Committee on
Internal Revenue Taxation and the Treasury Department for their
review and analysis. I

Bills on this subject have been before the Congress since January
1975.

In February of this 'year we requested permission to testify before
this committee. Early in April I did appear before the committee in
support of the provision, and two groups opposed to the provision filed
written testimony with the committee.

And late in May the Treasury Department submitted a written
report to the chairman of the committee, stating that it was not opposed
to the concept of consolidation embodied in the original proposal.

Late in May, this committee, as you know, discussed the proposal
as it was presented by Senator- Ribicoff in open session. And favorable
comment at that time was submitted from the Joint Committee staff.
The Treasury Department also restated its views at that session. The
committee then approved the amendment, with modifications, on a
rollcall vote.

As to the substance of the bill, as I explained in my earlier testimony,
it is the severe losses incurred by the property-casualty insurance
industry in the last year to 18 months that quite dramatically ac-
celerateid the erosion of the surplus position of the entire industry.
Since surplus is the ultimate measure of capacity to insure risks, the
result has been to place severe limits on new risk assumption and the
renewal of existing coverage by casualty insurance companies. Con-
solidation as contemplate by section 1508 would permit a portion of
the tax savings attributable to the losses of a casualty affiliate to be
recognized and assigned immediately to the affiliate, thereby easing its
surplus crisis in part and on a current rather than a delayed basis.

hnshort, consolidation will have its most significant impact when
losses threaten the further shrinkage of the capital base of the casualty
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industry. That is the time that the public most urgently needs insurance
capacity to be maintained and increased.

To summarize, for these reasons, it is clear that Section 1508 has
received full and careful consideration by the committee. The pro-
vision, in our judgment, corrects A tax inequity and helps alleviate'a
serious social and economic problem.

Senator Ranico. Mr. Filer, I regret that you had to come down
from Hartford to testify this morning on a subject to which you
testified quite extensively on April 5th before this very same committee.

For the benefit of those of my colleagues who have characterized this
provision as one adopted at the last minute, without discussion, a
special interest amendment, they could be no further from the truth.

I ask that Mr. Filer's April 5 testimony appear in the record atthis 0111t.[The information referred to follows:]

STATEMENT OF JOHN H. FR, CHAIRMAx, AENA InM & CASUALTY CO.,
ACCOMPANIED BY JOHN J. CREEDON, SENIOR VICE PRESIDENT AND GENERAL COUN-
SEL OF THE METROPOLITAN LIFE INSURANCE CO.; AND MORTIMER CAPLIN OF THE
FIRM, CAPzN & DRYsDALE

Mr. Fn=. Mr. Chairman, I am John Filer, and I am chairman of the Aetna
Life & Casualty Co. of Hartford, Conn.

I am speaking today on behalf of the Aetna and 11 other life insurance com-
panies, large and small stock and mutual, which with their affiliates also write a
variety of other kinds of insurance.

With me today is John Creedon, senior vice president and general counsel of
the Metropolitan Life Insurance Co., and on my left, Mortimer Caplin of the firm
Caplin & Drysdale, a Washington law firm.

I will summarize our position very briefly and ask that our written statement
be made a part of the record.

Senator MONDALE. Very well.
Mr. FiL. We are supporting an amendment to the Code to repeal the present

rule which prevents life insurance companies from joining in consolidated tax
returns with their property-casualty insurance affiliates or other corporate
affiliates.

We believe this amendment, which is reflected in S. 2985 and H.R. 12126, is
necessary for two reasons, (a) because it is sound tax policy which will correct
the discrimination that has existed for 18 years after the historical reasons for
it have disappeared, and (b); because it is sound public policy, which will help to
mitigate the serious social and economic problems which now plague the insur-
ance industry as well as the public.

First with respect to the tax policy issues: Permitting corporations with com-
mon ownership to file consolidated returns is the general rule in our tax system.
Thus, this legislation would not give any special treatment to life insurance
companies. It would give them the same treatment which is available to virtually
every other corporation in the country. Furthermore, consolidation recognizes
business realities. As stated by this committee as long ago as 1918, and I quote:
'The principle of taxing as a business unit what in reality is a business unit
is sound and equitable and convenient both for the taxpayer and to the
Government."

Prior to 1958, life insurance companies were taxed solely on investment income,
excluding capital gains, and this precluded consolidation of life companies with
nonlife companies since the latter were generally taxed on a total income basis.

The 1959 Life Insurance Company Taxation Act adopted a total-income
approach for life company taxation and, therefore, it is now feasible to consolidate
life and nonlife companies, but it is not permitted under specific provisions of
the present Internal Revenue Code,

The principal advantage of consolidation, of course, is that it allows current
losses of one affiliate to be offset against profits of another. This offset is now
permitted for a broad variety of corporations which, like life insurers, are subject
to specialized tax provisions. Thus, other types of corporations can consolidate
with their property-casualty affiliate and it makes no sense to preclude a life
insurance company from doing so as well.
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State statutes normally require separate corporations for life and property-
casualty operations. go, although forced to incorporate separately, these com-
panies actually function as a single business unit being under common ownership
and control They are separate corporately to protect the policyholders from
risks of different types of business. But in many instances they report their
financial results as a single consolidated unit, are served by many of the same
agents, and use the same actuarial, accounting and claims support. Investment
management and overall executive direction are also centralized. So it is clear
that an integrated group such as this is a single business unit and should be
permitted to be taxed under the normal consolidated return rules.

Turning from tax policy to public policy, it seems to us that the public has a
clear stake in this measure.

The insurance industry today is facing a very real capacity shortage in the
property-casualty area. Rising claim costs, largely the product of inflationary
pressures and increased claims-consciousness, have created severe problems. For
the past 2 years most property casualty companies have incurred substantial
losses with resulting reductions of surplus. In fact, the prospect of insolvency
exists for some companies. In any event, the industry as a whole is in a weakened
capital position compared to Just a few years ago.

More and more the public has come to believe that insurance is one of its
basic rights and indeed insurance is often a necessity. Our ability to serve these
insurance needs is the greatest single problem facing the casualty-property
insurance business today. The capacity of a company to write insurance depends
directly on Its surplus. As -elfmi-S costs have risen faster than premium income
increases, surpluses have diminished and therefore so has capacity.

Because of this capacity crisis, insurers are not now fully able to serve the
needs of the country for Insurance coverage. They must control their premium
volume, they must be more stringent in their underwriting, they must insist
on higher deductibles and theymust write shorter term policies, and this is in
fact what they are doing. .

Permitting consolidated returns by the companies will not in and of itself
solve the capacity problem bdt it will help substantially. The tax savings resulting
from any loss would accrue directly to the proprty-casualty companies with a
favorable impact on their capacity.

It seems to us there are other public benefits as well. First of all in the area
of innovation and competition, our changing economy is generating new demands
for insurance coverage. Fairly recent examples are fiduciary liability coverage
under the requirements of ERISA, municipal bond guarantee insurance, some
forms of crop insurance and others. It Is crucial that our private system respond
to needs such as these. By assuring that the losses from the introduction of new
insurance products will be promptly recognized like those of any other new busi-
ness venture, consolidation will help make possible the capacity and creativity
we need from the industry.

Finally, there is the area of investment stability; the property-casualty insur-
ance business is a cyclical one alternating between profits and losses. The fact
that consolidation is barred in the industry today leads to undesirable short-term
swings in investment policy. One example is the switch from stocks to taxable
bonds. Also State and municipal bonds become less attractive, which operates to
the detriment of Government entit n of financing. The amendment would
make possible a more consistent investment policy and help maintain more stable
capital markets, a goal desired by both private and governmental borrowers.

While the impact of the bar to consolidation on the casualty industry Is the
problem that we face today, the issue is a general and continuing one. In other
conceivable circumstances, such as a significant unfavorable shift in mortality,
due for example to a setlous epidemic or disaster, it would well be the life insur-
ance companies, not the casualty companies that are hampered by the ban on
consolidation. We are not looking for short-term tax advantage but a long-term
solution to problems.

In summary, it seems to us the bill corrects a tax inequity; simultaneously it
helps to alleviate a serious social and economic problem. Such a combination is
rare. We deeply hope for your favorable action this year.

Senator MonDALE Thank you very much.
Senator Ribicoff ?
Senator Rulcowr. Mr. Chairman, first I would like to point out that not only Is

Mr. Filer an outstanding Insurance executive, but without question one of the
most public-spirited men in the State of Connecticut, and I am delighted to see you
here with your colleagues, Mr. Filer.

74-712 0-76-pt. 2- 2
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I am just curious, what other business corporations with common ownership In
the United States are prevented from filing consolidated tax returns? I don't recall
any-

Mr. CAPLmN. Senator, I am Mortimer Caplin, representing with our firm, Mr.
Filer, and the ad hoc group of insurance companies.

Consolidation is the norm. Only a handful of corporations are not permitted to
consolidate. They are essentially tax-exempt organizations. For example, tax-
exempt orgnizations, per se, are not permitted to consolidate; a foreign corpora-
tion which is generally not subject to U.S. tax is not permitted to consolidate; nor
are real estate investment trusts which are essentially nontaxable.

And DISC corporations, because again they are essentially nontaxable, cannot.
consolidate with the rest.

But aside from them, you have very disparate companies which are permitted to
consolidate. For example, a cooperative could consolidate. A Western Hemisphere
trading corporation, which Is not categorized as a foreign corporation, could
consolidate.

A bank could consolidate. Natural resources companies could consolidate; per-
sonal holding companies, too. So really what the insurance industry is asking is
that it be given equal treatment and not be artificially carved out.

Senator Rnaoorr. For the record, Mr. Caplin. I would appreciate it if you
would file for the record those corporations with common ownership which are
prevented from filing consolidated returns outside the insurance industry, with a
short explanation of why or the philosophy of why they are prevented from
filing.

Mr. CAWWI. We wll be very happy to do that.
[The Information referred to follows :]

COmRPOATIONS EXCLuDE FROM FLIG CONSoLDATED RzTtRNS

Corporations excluded from filing consolidated returns, other than insurance
companies, are either (1) completely exempt from U.S. tax, (2) foreign or pos-
session corporations which are taxed only on income effectively connected with
the U.S. or U.S. source income; or (8) not subject to tax because they are in
substance treated as "conduits" fo rtheir shareholders (that is, if certain distri-
butions or other rules are met their income is not taxed at the corporate level).
Specifically, the kinds of corporations, other than life insurance companies and
mutual property liability Insurance companies, presently barred by section 1504
(b) from joining in groups filing consolidated returns and the reason for their

exclusion are as follows:
BeclSSd worration. Rationsm for 6000u6o

(1) Corporations exemption from taxation Tax exempt.
under 1501 (charities, unions, social
clubs, etc.).

(2) Foreign corporations ---------------- Tax exempt, except for income ef-
tively connected with the U.S.'

(8) So-called "possessions" corporations, as Tax exempt, except for U.S. source
described In 1 981. Income.

(4) China Trade Corporations ----------- Conduit.
(5) Regulated investment companies (i.e., Do.

mutual funds).
(0) Real estate investment trusts (i.e., Do.

"REITS").
(7) Domestic International sales corpora- Do.

tions (i.e., "DISCs").
I A foreign conloration also acts as a -conduit for its U.S. shareholders for subpart F

income and foreign personnel hold in company income.H.R. 10612 would rtpeal the tax benefits of such entities; If repealed, such corpora-tions would become includable corporations.
Not a single one of the above 7 corporations is taxed on their total Income,

which Is the case for insurance companies since their tax treatment was ex-
tensively revised in 1959 (for life companies) and 1962 (for mutual property-
liability companies).

Senator Rxnxcom. Of course, one of the problems we have, Mr. Filer, Is that
there are many worthwhile requests for different tax treatment, and everybody
is going to ask the question, "What is the revenue impact of this bill? I think in
all fairness I should ask that question. Have you any idea what the revenue
impact of this bill would be?
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Mr. CAPuN. Again, Senator, I would be glad to answer.
The Treasury and the Joint Committee staff are -working together and looking

at that, and we are cooperating with them. We have made an attempt to make
our best possible estimate through circularizing a number of insurance com-
panies. We believe that for 1976 this bill-if it were made effective as drafted,
January 1, 1976--would result In an immediate loss I underscore "immediate"
because I am going to qualify that. In 1976, an immediate loss of $90 million. In
1977, it would be $41 million. In 1978, it would be $44 million.

Now, the reason why I underscore "immediate" is because everyone is
agreed-including the Treasury and thr Joint Committee estimator-that this
is virtually all a matter of timing and that the overwhelming portion of these
figures, the so-called revenue loss figures, will be used up as an offset against
future income. In brief, over 90 percent of these losses will in effect be re-
captured by the companies over a period of time.

Today, they do this by generating taxable income as they see that they have
some revenue losses on the books; among other things, they might acquire
profitable businesses or shift their investment portfolio, Mr. Filer could elabo-
rate on how that is done, to generate income to be used as an offset against the
revenue loses.

This may not be good economics, but it is good tax planning that they are
forced into.

Secondly, so far as this revenue loss is concerned, Senator Mondale has been
doing some very important work in his Budget Committee In connection with
tax expenditures. Now, consolidation is not regarded as a tax expenditure. It Is
a norm. It is a part of taxable income as considered normative. In contrast, tax
expenditures are deviations from the norm-preferences or special treatment.
So again, it is difficult to regard the proposed legislation as creating any sort of
real revenue loss.

Finally, as Mr. Filer pointed out, the industry is looking for a permanent
solution to put it on a parity with all other corporations. We are not looking
for any special benefits. We want to be able to function on a day-to-day basis
without having to make artificial investment decisions or distorted ones. They
are also prepared to have transition rules that would not result in heavy im-
mediate revenue losses-- provisions for phasing Into the legislation, perhaps not
100-percent benefit under the first year, perhaps some fraction of that benefit,
so that this industry could have a long-range permanent solution. We would be
very happy to work on easing any initial impact on the budgetary process.

Senator Rmzoor. I'll have some more questions when my turn comes again.
Senator HANSEN. I have none, so proceed.
Senator MONDALaE Why don't you proceed?
Senator Rmncorr. I am trying to follow this. Now, maybe Mr. Filer or you

could respond.
Mr. CAPtLi. Right.
Senator Ruicovv. But taking the first 8 years and looking to a period we hope

that the casualty companies won't always be a loss-producing part of the Insur-
ance industry. The time could come that a consolidation would bring in more
money to the Treasury than less money. Isn't that true?

Mr. Cazuo. May I respond to that, Senator?
I think you are exactly right. Just to take an illustration. If a company had a

$1 million tax loss which it could offset against income on Its life side, it would
offset it and pay no income tax on the $1 million income on the life side. But If
it had a $2 million profit the next year ,it would pay income-tax on the $2 million
profit. Now, if you did not consolidate, It would have a $1 million tax loss this
year which it would offset against the $2 million profit next and pay income
tax only on $1 million next year. So I think what we are talking about here is
simply a deferral rather than a permanent loss. This is the point Mr. Caplin
made and I think It is a deferral with respect to 90 percent of the figures that
he mentioned.

Senator Roicovr. I have been reading in the press, It is the national press, not
just the Washington press, of GEICO, which must cover many, many people
in this area, and the troubles that casualty companies are suffering.

I think there isn't a Senator who isn't getting letters from his conrtituents
talking about the cancellation of his automobile libility policies.

And, of course, it Is generally known that casualty companies are having
problems. I won't say "are in trouble," but they have all $ot problems.

What are the causes of these problems?
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Mr. Fz a. Two causes, principally. It is terribly difficult in an inherently in-
fiationary economy under the system of insurance that we have had to avoid a
substantial time lag in the achievement of adequacy of rates through the regula-
tory processes of rate filings. You use historical data, and by the time you have
the rate increase approved and put it Into effect as policies renew, it takes 6
months, or 1 year for the premiums to Increase and so there is an inherent lag.
That is one problem.

We have had a change In claims consciousness in this country, the medical
malpractice problems and automobile coverage problems are clear. The poten-
tial of product liability problems, unavailability of coverage, are clear. The pub-
Hc believes it has a "right to reimbursement" and the system is quite costly.
And you have had a very substantial increase in claim costs.

The automobile insurance business had a particularly difficult time because
when wage-price controls came off the small businessman was relieved first.
The body repairman raised his prices. When the prices for automobile crash
parts were increased, they were Increased very substantially. Medical care
costs came out from under controls and a very substantial escalation of Inflation
developed. This system Is Just not able to accommodate to It and, therefore,
1975 really was the worst year in the history of the insurance industry.

Senator RjsicoF. Well, we have a very substantial public interest here, that
if you have a consolidated return some of the more prosperous sides of the in-
surance business would be able to prop up the weak portions of the business,
which are the casualty and automobile insurance segments of the industry.

Mr. Ft. . I think it Is in the public Interest for the market, in the private
sector, for people who need all lines of property-casualty coverage to get it. This
Is one way to help build and maintain the capacity of the property-casualty com-
panies. In our company we don't lose tax-loss carryforwards, we use them up in
a shift in investment policy. If we were able to consolidate,..nder statutory ac-
counting, which is the accounting that determines how much surplus we have
to support our business, we would immediately get an Increase in surplus in our
casualty-property companies through using the tax consolidation mechanism
rather than waiting and using it through the loss carryover provisions through
investment income.

So it would be a very clear direct increase In our surplus and permit us,
frankly, to take more risk than would otherwise be the case.

Senator Rinsowr. Let me ask you: In the past I understand that there was
some concern expressed by some of the small casualty companies-that If this
were done they would be in a bad competitive position. Does that pertain? Is
there an answer to that?

Mr. FiL=. Perhaps I might comment this way, Senator:
Since the bill was first drafted there have been a number of discussions and a

number of changes and a great number of discussions within the industry. Some
opposition that existed has disappeared. Some of the companies that didn't see
any particular benefit and had some question as to the appropriateness of this
bill have decided on a position of neutrality. They are no longer involved. I
think it is fair to say there is much clearer understanding today of the need for
this bill and how the provisions would operate. You can always make the
theoretical argument that this could produce increasing competition and, there-
fore, be difficult for some companies. I happen to believe, however, that some-
thing that does open competition and does increase competition Is in the public
Interest rather than the contrary. But I think to the extent that this makes each
company In the situation where you have a life and nonlife affiliate better able
to compete, I think that Is in the public Interest.

Senator Roiicorn. My feeling is that there is not much problem here when It
comes to the element of fairness to allow this industry to file a consolidated re-
turn the same way that every industry can file a consolidated return.

I was interested in your suggestion, Mr. Caplin, about the recognition of the
revenue loss, which we are all going to struggle with in marking up the tax bill,
one way or another, that there might be a way of phasing this in over a few years.
I wonder if I could suggest--and I make this open suggestion-that the Treasury
and the Joint Committee on Taxation and yourself might meet to see if you could
work out a formula that would be acceptable to the Treasury, the Joint Com-
mittee on Taxation, and your Industry?

I think this is a sound suggestion and since you have made It I would ask
you that yoU try to work this out.

Mr. CaLiN. I think there are some representatives here from the Joint Com-
mittee staff and we would be very happy to work with them and Treasury, too,
on some transition rules.
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Senator Rnixcon'. I think that the Insurance industry in the casualty field
has become so important when we consider, as I understand, the many casualty
companies that are in such serious trouble, and I imagine one of the factors
of having some life companies take over some casualty companies will depend
oq whether they can file a consolidated return or not?

Mr. CAPLiN. Yes, and there is this to be recognized: Today two life companies
can file a consolidated return, and the Internal Revenue Service and Treasury
are working on regulations to Implement that.

But a life and a casualty company cannot file.
Senator RmicoFr. Even though they have the same ownership?
Mr. CAPLIN. Yes. Furthermore, an industrial corporation that controls a cas-

ualty company-there are many of them-can file a consolidated return.
Senator Ruiicorr. I did not know that. In other words--
Mr. CAPLIN. For example, Sears, Roebuck, which owns All State, can file a

consolidated return.
Senator RiBIcovr. Then I think it is very important for the record to have a

list of industrial companies that own a casualty company that can file a con-
solidated return. This is the first I have known that they can file a consolidated
return, but a life company cannot.

Mr. CAPUN. We will be happy to do that.
Senator MONDAX. Very well, that will appear in the record.
Thank you very much.
[The material referred to and the prepared statement of Mr. Filer follows :)

STATEMENT OF JOHN H. FILEIR CHAIRMAN, AETNA Lnm & CASUALTY
SUMMARY OF PRINCIPAL POINTS

1. Elimination of the bar to life insurance companies filing consolidated income
tax returns with property-casualty and other non-life affiliates is both sound tax
policy and sound public policy.
2. Tax policy

A. Life companies and their affiliates, though often forced to incorporate
separately by state law, operate as full integrated economic units. The
consolidation privilege should be available to reflect this business reality.
The privilege is already available to virtually every other type of corpora-
tion, including many with tax rules as specialized and complex as thoce for
life companies.

B. Since 1958, life insurance companies have been taxed on their total
income, so they are fully compatible members of a consolidated group, and
the historical basis for the exclusion no longer exists.

C. Consolidation of life and non-life companies is fully feasible under
general consolidation principles, which treat each member as a distinct
entity, whose separate taxable income is calculated in accordance with
its own method of accounting, subject to adjustment of certain specified
items on consolidation.

3. Public policy
A. The industry faces a severe capacity crisis in the property-casualty

field, aggravated by the inability of a life-company's casualty affiliate to use
losses currently for tax purposes.

B. Consolidation would ease this capacity problem because the tax saving
to the group would be allocated to the property-casualty company experi-
encing the loss, reducing the impact of the loss on its surplus, and thereby
increasing its insuring capacity.

C. Permitting consolidation would also promote innovation in the industry
by assuring prompt recognition of losses on new types of Insurance risks.

D. Investment stability would be promoted.
4. In summary, the measure corrects an unjustifiable tax inequity and simul-

taneously eases a serious economic and social problem. Such a combination is
rare, and repeal of the ban on consolidation should be included in any tax
measure reported by this Coimittee this year.

STATEMENT

My name is John H. Filer. I am Chairmen of the Aetna Life & Casualty. I am
speaking on behalf of an ad hoc group of twelve life insurance companies--large
and small, stock and mutual-that are supporting an amendment to the Code
to repeal the present rule which prevents such companies from Joining in con-
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solidated tax returns with their property-casualty insurance affiliates or other
corporate affiliate.

This amendment, reflected in 8. 298 and H.R. 12126, is necessary-
Because it is sound tax policy, correcting a discrimination that has existed

for 18 years after the historical reasons for it have disappeared, and
Because it is sound public policy, mitigating a serious social and economic

problem now plaguing both the insurance industry and the public.

I. SOUND TAX POLICY

Permitting corporations with common ownership to file consolidated tax re-
turns is the general rule in our tax system. Thus, this legislation would not give
any special treatment to life Insurance companies. It would do no more than
extend to them a privilege which is available to virtually every other corporation
in the country.

Prior to 1968, the Federal income taxation of life insurance companies was
based solely on investment income, and even then excluding certain forms of
investment income, such as capital gains. As a result of the 1969 Life Insurance
Company Taxation Act, which rewrote the law for the taxation of life companies,
the Congress subjected all elements of a life company's income to tax under a
formula designed to measure Its total income on an annual basis. Thus, consoli-
dation of life and nonlife companies is now entirely feasible under the normal
consolidated return rules. Such rules treat each member as a separate and dis-
tinct entity which computes its own separate taxable income in accordance with
its own method of accounting subject to adjustment of certain specified items
upon consolidation."

Under current law, consolidation is permitted for a broad variety of kinds of
corporations. Like Life Insurance companies, many of them are subject to highly
specialized tax provisions, for example, natural resource corporations, banks,
Western Hemisphere Trade corporations, cooperatives, and stock property-
casualty companies. This means that any corporation other than a life (or mutual
property casualty) insurance corporation can acquire or establish a property-
casualty business and can consolidate-the principal advantage being the ability
to offset current profits against current losses. It simply makes no sense to en-
courage this sort of diversification, while setting up an artificial barrier to the
more natural affiliation of life insurance and property-casualty insurance cor-
porations.

Even apart from the issue of discrimination, permitting consolidation by life
companies and their affiliates is good tax policy because it corresponds to eco-
nomic and business reality. The policy underlying consolidated returns was
stated by this Committee as long ago as 1918:' "The principle of taxing as a
business unit what in reality is a business unit is sound and equitable and con-
venient both for the taxpayer and to the government."

From a business viewpoint, it is certainly the case that a life insurance com-
pany and its affiliates are a single "business unit." They report their financial
results to shareholders as a single consolidated unit. The life insurance and the
casualty and other Insurance elements of our companies are served by the same
network of agents. They receive actuarial, accounting, and claims support from
the same staffs, and investment management and overall executive direction are
centralized. It is clear that an integrated wroun Pueb an hix shnnld be taxed as
a single business unit under the normal consolidated return rules,

Because of state regulatory requirements, life insurance operations and prop-
erty-casualty operations normally must be conducted through separate cor-
porations rather than as divisions of a single corporation. In ihort, though
forced to incorporate separately, we function as a business unit, and we think
the case for applying the normal consolidated tax rules is compelling.

A list of the life insurance companies most active to date in supporting the bill Is
attached. The bill would also repeal a similar ban on consolidated filing by mutualcasualty Insurance companies taxed under section 821. Stock casualty Insurance comps-
nies taxed under section 881 have been permitted to file consolidated returns with other
corporations [other than life or mutual casualty) since 1941.OThe many technical and policy reasons supporting the ousted Code amendment are

tscussed In detail In a eerlee of memoranda previously submitted to the Joint Committee
Itaf and the Treasury Department by our attorney. CappUn & Drysdale. With the Com-
mittee's permission our attorneys will submit for the record a single memorandum consoli-
dating the various lecal discussions.

'8. Rep. No. 61?, 65th Cong., 3d ses (1918).
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U. SOUND PUBLIC POLICY

There Is an urgent public. interest in this measure. As this Committee is aware,
these are difficult times for our economy, times which raise real questions about
the ability of our institutions to respond to the challenges we face from infla.
tion, recession, technology and rising social needs. This challenge confronts us
in the insurance industry as well, and this legislation will help us meet the
challenge.
The Coapaoty shortage

The insurance industry today faces a crisis in the property-casualty area.
Rising claims cots, largely the product of inflationary pressures and the in-
creaed scale and frequency of claims, have created severe problems for the
industry. Many property-casualty companies have incurred substantial losses, and
the prospect of near insolvency exists for certain companies.

The shortage of capacity to satisfy the insurance needs of the public is per-
haps the greatest single problem facing the property-casualty insurance busi-
nes& The capacity of a company to write insurance depends on its ability to
cover the risk shifted from the policyholder to the insurance company; this, in
turn, depends ultimately on its surplus. As claims cost rise faster than premium
income increases, underwriting losses develop, surplus is diminished, and so is
capacity. The efforts to maintain or increase capacity can take numerous forms,
such as larger deductibles, more reinsurance abroad with unfavorable balance
of payments effects, cutting back on new customers, cancellation of old cus-
tomers, shorter term policies and renewals, and even refusal to write important
classes of insurance coverage, such as professional malpractice insurance, in
short, the capacity crisis means that insurers are not fully able to serve the
needs of the country for insurance coverage.

Obviously the bar to consolidation is not the source of the capacity.problems,
and permitting consolidated returns by the companies would not solve it entirely.
But it is indisputable that the present bar to consolidate return filing by life
insurance companies contributes to the industry's capacity difficulties;

There is an urgent public interest in this measure. As this Committee is aware,
these are difficult times for our economy, times which raise real questions about
the ability of our institutions to respond to the challenges we face from infla-
tion, recession, technology and rising social needs. This challenge confronts us
in the insurance industry" as well, and this legislafion will help us meet the
challenge

Our amendment would mitigate the problem because the tax saving resulting
from the loss offset privilege permitted by consolidation would accrue directly
to the property-casualty company experiencing the loss, since state regulatory
authorities require that tax benefits be allocated to the particular corporation
within a group whose loss was responsible for the saving. Thus, permitting con-
solidation with a profitable life Insurance company would result in immediate
reflection of the tax benefit in the loss casualty company's surplus, with a con-
commitant favorable effect op its capacity.
Other public benefis

The general public benefits of the change are not limited to capacity, but
Include relief of other current industry problems:

1. Innovation and Oompetitlon.--Our changing economy is generating new de-
mands for insurance coverage. For example, articles have recently appeared In
the Wall Street Journal concerning the potential of "all risk" crop insurance
and product liability protection. It is crucial that our private economic system
respond to these needs. By relieving the pressure on capacity and by enhancing
competition (by assuring that the losses of a new subsidiary can be promptly
recognized like any other new business venture) consolidation will help make
possible the capacity and creativity we need from the industry.

2. Investment Stabillty.-The property-casualty Insurance business Is a cyclical
one alternating between profit and loss periods. In order to assure utilization
of the losses within existing carryover periods where consolidation Is barred,
sufficient taxable income must be generated during the applicable loss carryover
periods. This leads to short term swings In investment policy. An example Is
a change from stocks to taxable bonds. Also state and municipal bonds become
less attractive. The amendment would regularize Investment policy and help
maintain more stable capital markets.
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IL OUR GOAL-LOO-TEBM INSURANCE

We see the elimination of the current discrimination against insurance com-
panies as an important long range Improvement of our tax law. The impact of
the bar to consolidation on the casualty element of the industry is the problem
today, but the issue is a general and continuing one: Another round of inflation
could Intensify the problem for the casualty insurance business.

In other conceivable circumstances, e.g., a significant unfavorable shift in
mortality rates, due for example to another influenza epidemic, it could well
be the life insurance companies, not the casualties, that are hampered by the
consolidation bar. This bill will provide some insurance against such results.

In any circumstances, it is clear that harmful and artificial effects will result
from a tax rule which prevents current recognition of the losses of part of an
integrated business unit.

In sum, the bill corrects a tax inequity and simultaneously mitigates a serious
social and economic problem. Such a combination is rate, and we strongly urge
that the proposed measure be included in any tax bill the Committee reports this
year.

AD HoC GouP SuPPoRTING S. 2985

Aetna Life & Casualty, 151 Farmington Avenue, Hartford, Conn. 08115.
CNA Financial Corp., CNA Plaza, Chicago, 111. 60685. -
Connecticut General Life Insurance Co., Hartford, Conn. 06115.
The Equitable Life Assurance Society of the United States, 1285 Avenue of the

Americas, New York, N.Y. 10019.
Fidelity Mutual Life Insurance Co., P.O. Box 7818, Philadelphia, Pa. 19101.
IDS Life Insurance Co., IDS Tower, Minneapolis, Minn. 55402.
Metropolitan Life Insurance Co., 1 Madison Avenue, New York, N.Y& 10010.
Penn Mutual Life Insurance Co., Independence Square, Philadelphia, Pa. 19105.
Prudential Insurance Co. of America, Prudential Plaza, Newark, N.J. 07101.
Reserve Life Insurance Co., 408 South Akard Street, Dallas, Tex. 75203.
State Mutual Life Assurance Co. of America, 440 Lincoln Street, Worcester,

Mass. 01606.
The Travelers Insurance Co., 1 Tower Square, Hartford, Conn. 06115.
Senator Rmircon. Senator Proxmire and Ralph Nader's Tax Coun-

sel called this a logical extension of the rule that permits noninsurance
companies such as ITT to file consolidated returns, and thus offset
casualty insurance losses against other business income.

To further point out just how logical this amendment is, I want to
include in the record at this point a partial list of industrial corpora-
tions with property-liability affiliates which are presently eligible to file
consolidated tax returns.

(The list referred to follows:]
PAMRIAL LIST OF INDUSTRIAL COSPORATIONS WrrH PRoPmY/LTADILrr Arr LTA

POTENTIALLY Amz To FLz CONSOLIDATED INCOME TAX Rrru N8, MAY 14, 1971

1. AWAY, INC.
Agway Insurance Company

2. AHMANSON, H. F., & COMPANY

Mohawk Insurance Company
Stuyvesant Insurance Company
National American Insurance Company
Trans-oceanic Insurance Company
National American Insurance Company of California

8. AMMUCAN 3Z172 COMPANY

Americain Automobile Insurance Company
American Insurance Company
Associated Indemnity Corporation
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Fireman's Fund Insurance Company
National Surety Corporation
Fireman's Fund Insurance Company of Texas
National Surety Corporation of California -

4. AMERICAN FINANCIAL CORPORATION

American Empire Insurance Company
American National Fire Insurance Company
Agricultural Insurance Company
Constellation Reinsurance Company
Great American Insurance Company
American Continental Insurance Company
Republic Indemnity Company of America

5. ANDRSON CLAYTON AND COMPANY

Ranger Insurance Company
Pan American Fire & Casualty Company
Pan American Insurance Company
Pan American Thrift Insurance
Ranger-Allied Underwriters
Ranger County Mutual Insurance Company
Ranger Insurance Company
Ranger Lloyds

6. ARMCO BST CORPORATION

Belefonte Insurance Company
Compass Insurance
General Fire & Casualty Company

1. AVCO CORPORATION
Balboa Insurance Company
Meritplan Insurance CompanyNewport Insurance

8. BALDWIN & LYONS, INCORPORATED

Protective Insurance Company

9. BAUSH AND LOMB INCORPORATED

Softens Insurance Company

10. BENEFICIAL CORPORATION

American Centennial Insurance Company

11. BZRKSHIRE-HATRAWAYt INCORPORATED

Cornhusker Casualty Company
Home & Automobile Insurance Company
Insurance Company of Iowa
Lakeland Fire & Casualty
National Fire & Marine Insurance Company
National Indemnity Company
Texas United Insurance Company

12. BUDOICT INDUSTIES

Transnational Casualty Insurance
Transnational Insurance

i a. err FINANCIAL CORPORATION

North American Accident Insurance Company
North American Company for Property and Casualty Insurance

14. CrrY INVESTING COMPANY

City Insurance Company
Home Insurance Company
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Seaboard Surety Company
Home Indemnity Company

16. CONTINETAL OORPOATION

Boston Old Colony Insurance Company
Buckeye Union Insurance Company
Commercial Insurance Company of Newark
Continental Insurance Company
Fidelity and Casualty Company of New York
Firemen's Insurance Company of Newark
Glens Falls Insurance Company
Kansas City Fire and Marine Insurance Company
London Guarantee and Accident Company of New York
National-Ben Franklin Insurance Company of Illinois
National Reinsurance Corporation
Niagara Fire Insurance Company
Pacific Insurance Company
Phoenix Assurance Company of New York
Seaboard Fire and Marine Insurance Company
First Insurance Company of Hawaii, Limied
Equitable Fire Insurance Company
Tokio Marine and Fire Insurance Company, Limited

16. CONTROL DATA CORPORATION

American Credit Indemnity Company
Calvert Fire Insurance Company
Cavalier Insurance Corporation

1?. DUEM AND COMPANY

John Deere Insurance Company

18. EXXON CORPORATION

Petroleum Casualty Company

19. FORD MOTO& COMPANY

American Road Insurance Company

20. GENERAL .ECTUCo COMPANY

Manhattan Fire and Marine Insurance Company

21. OEZnRAL MOTORS COPORATION

CIM Insurance Corporation
Motors Insurance Corporation

22. OULF AND WESTERN INDUSTS, INCORPORATED

Emmeo Insurance Company
Excell Insurance Company
Providence Washington Insurance Company
Motor Vehicle Casualty Company
Providence Lloyds
Providence Washington Insurance Company
Providence Washington Insurance Company of Alaska
Western Alliance Insurance Company
York Insurance Company

28. HALJ UZ"N COMPANY

Highlands Insurance Company
Highlands Underwriters Insurance Company
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24. INTERNATIONAL RANi

Northeastern Insurance Company of Hartford
United Security Insurance Corporation

25. INTERNATIONAL HARVESTER COMPANY

Harco National Insurance Corporation

26. INTERNATIONAL TELEPHONE AND TELEGRAPH CORPORATION

Hartford Casualty Insurance Company
Hartford Accident and Indemnity Company
Hartford Fire Insurance Company
New England Reinsurance Corporation
New York Underwriters Insurance Company
Twin City Fire Insurance Company
First State Insurance Company
Pacific Insurance Company
Sentinel Insurance Company

27. KATY INDUSTRIES, INCORPORATED

Midland Insurance Company

28. CNA FINANCIAL

American Casualty Company of Reading
Continental Casualty Company
National Fire Insurance Company of Hartford
Valley Forge Insurance Company
Transportation Insurance Company
Transcontinental Insurance Company
CNA Casualty of California
CNA Casualty of Puerto Rico
Columbia Casualty Company
Mid-States Insurance Company

29. MOBIL OIL OO3PORATION

Forum Insurance Company

80. NATIONAL DISTILLERS & CHEMICAL CORPORATION

Elkhorn Insurance Company

81. PENNEY, J. 0. COMPANY, INCORPORATED

Educator & Executive Insurers, Incorporated

82. RELIANCE GROUP, INCORPORATED

Reliance Insurance Company
Commonwealth Land Title Insurance Company of New York

88. SEARS, ROEBUCK AND COMPANY

Allstate Fire Insurance Company
Allstate Insurance Company

84. STANDARD OIL COMPANY (INDIANA)

Imperial Casualty & Indemnity Company
35. TZLEDYNE, INCORPORATED

Argonaut Insurance Company
Argonaut Midwest Insurance Company
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Argonaut Northwest Insurance Company
Security National Insurance Company
Trinity Universal Insurance Company

- Argonaut Southwest Insurance Company
Financial Indemnity Company
Georgia Insurance Company
Great Central Insurance Company
Trinity Universal Insurance Company of Kansas

86. TEXTRON, INCOPOATM

Metropolitan Fire Assurance Corporation
Connecticut Indemnity Company 4,

Security Insurance Company of Hartford
Admiral Insurance
Fire & Casualty Company of Connecticut

aT. TICOS

Pioneer National Title Insurance Company
Title Guarantee Company
Ticor Mortgage Insurance Company

88. TRANSAMERICA CORPORATION

Transamerica Insurance Company
Premier Insurance Company of New York
Automotive Insurance Company
Countrywide Insurance C(mpany
Marathon Insurance Company
Mount Beacon Insurance Company
Olympia Insurance Company
Premier Insurance Company
Riverside Insurance Company
Transamerica Insurance Company
Wolverine Insurance Company

89. WACHOVIA COPORATION

South State Insurance Company
Southeastern Fire Insurance Company

40. WYLY CORPORATION
Gulf Insurance Company

Senator Rmiconr. I also submit for the record Treasury's bill report
of May 25, 1976, and July 20, 1976.

[The reports referred to follow:]
DEPABTMENT OF THE TREASURY,

Wae1Ungfton, D.C., May 25,1976.
Hon. RussLL B. LoNG,
Chairman, Senate Finance Committee,
U.S. Senate,
Waahington, D.C.

DEAR M. CHArMAN: This is in response to your request for the views of this
Department concerning S. 2985, entitled "A BILL To amend section 1504 of the
Internal Revenue Code of 1954, as amended."

This bill would amend the Internal Revenue Code of 1954 to allow Insurance
companies taxable under section 802 (life insurance companies) or section
821 (most non-life mutual insurance companies) to be included in a consolidated
return with other companies. Under present law, life Inqurance companies
may file consolidated returns only with other life insurance companies, and
section 821 companies are effectively precluded from filing any consolidated
returns. The bill would be effective for taxable years beginning on or after
January 1, 1976; however, the provision would be elective before January 1. 1979.

To allow the filing of such consolidated returns, the bill would change the
special tax rates for section 821 companies that file such returns to the normal
corporate rates. The bill would also amend section 843 of the Code to provide
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that an insurance company which Joins in the filing -of a consolidated return may
adopt the taxable Year of the common parent corporation, even though such
year is not a calendar year.

Under a special transitional rule set forth in the bill, loss and credit carry-
overs from, and carrybacks to, pre-1970 years of insurance companies taxable
under section 802 or 8"21 could be applied only as an item of deduction or credit
of such corporations. A similar rule would apply with respect to such carry-
overs and carrybacks of other companies. Further, this transitional rule would
assure that previously existing affiliated groups would not be adversely affected
by the inclusion of a section b02 or 821 company In an affiliated group.

With an effective date of January 1, 19ig, S. 2985 will produce estimated
annual revenue losses of $50 million for fiscal 1976 and the transitional quarter,
$85 million for fiscal 1977, $55 million for fiscal 1978, $70 million for fiscal 1979,
$80 million for fiscal 1980, and $10 million for fiscal 1981. Even if the effective
date is deferred to January 1, 1977, the estimated annual revenue losses will be
$35 million for fiscal 1977, $85 million for fiscal 1978, $95 million for fiscal 1979
and 1980, and $85 million for fiscal 1981.

In view of such revenue losses, the Treasury Department Is opposed to S. 2985.
However, the Treasury Department is not opposed in principle to allowing

life and non-life mutual companies to file consolidated returns with other com-
panies. We believe that the special provisions for taxing such insurance com-
panies do not provide a sufficient basis for excluding them from the groups
of taxpayers afforded this right. Many other types of specially treated corpora-
tions are not precluded from filing such returns, even though they present
similar difficulties in determining the appropriate basis for computing the
affiliated group's consolidated taxable income.

The Office of Management and Budget has advised the Treasury Department
that there is no objection from the standpoint of the Administration's program
to the presentation of this report.

Sincerely yours,
CHARL M. WALKER,

Aee8aant Secretary.

SECTION 1508

CONSOLIDATED RETURNS FOR LIFE AND MUTUAL INSURANCE COMPANIES

July 20, 1976
Administration position

Given the 50 percent limitation, and the postponement of the effective date
to 1978 which reduce the revenue impact of this amendment, the Administration
does not object to this section of the bill.

Senator RIBiCOFF. There have been full and complete reports of the
Treasury. There has been full and complete discussion of this measure
in open session. I reject completely any innuendoes or implications of
any wrongdoing on the part of the Finance Committee.

I have a few questions, Mr. Filer.
When you testified before us in April, I asked you to comment on

the concern expressed by some casualty companies that the adoption
of this provision would place them in a bad competitive position.
This point has been made again at these hearings, although I note
with interest, not through the appearance of any of those who claim
to be directly affected.

I wonder if you would care to comment at this point again.
Mr. FILMR. Yes, I would, Senator.
I would be happy to do so. The critical point is the possible com-

petitive effort would occur only at a time when there are substantial
underwriting losses in the industry. The only time that this bill, for
practical purposes, would impact the industry is when we are in
an underwriting- cycle of severe loss, shrinkage of capital and ability
to expand our business, and it is just at that time that the public really
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does require increasing capacity. At that point in time, which would be
the only 'ane of possible competitive damage to an insurance com-
pany, the public interest really does require that capacity be increased
rather than be concerned about some possible competitive effect on a
particular insurance company.

In any event, that competitive effect would be minimal.
Senator RmiooFF. There also has been a suggestion since this provi-

sion does not take effect until 1978, it is not an urgent provision and
therefore should be subject to further study.

May I point out, its effective date goes into 1978 because of my deep
concern, the Internal Revenue Service, Treasury, members of this com-
mittee, to assure that there would be no revenue loss for next year.

Would you comment on that V
Mr. Fiin. Yes, Senator, I would be glad to.
As my statement indicated, this matter has been before the tax-writ-

ing committees of Congress for over 3 years. We have been trying
for that long to obtain its enactment. Had it been in effect, it would
have been of value to the industry and to the public during this current
severe underwriting downturn.

If the measure is to be useful and effective, it has to be in place before
the next cyclical downturn in this industry. I do not know when it is
coming. History shows that this is a cyclical business. I believe that
the matter has been deferred until an effective date of January 1978
because of revenue considerations. There is no reason for further con-
sideration of the bill because it has been thoroughly explored and
considered.

Senator RmIconF. It has been suggested that the effect of the provi-
sion would be to subsidize startup losses of new casualty companies
entering into the field.

What is your comment on that I
Mr. FnxR. Senator, with respect to the startup losses for any com-

panies that are now starting in the business as the bill is not effective
until January 1978, it would not, for example, have any impact on the
startup losses of the casualty affiliates of the Metropolitan Life In-
surance Co. or Prudential Life Insurance Co.

Second, as for startup losses incurred after 1978, it would simply
place the company in the same position as any other startup casualty
company affiliateI with a nonhfe company. We would have the tax
effect, but so would competitors who would start a casualty company
with an industrial affiliate.

Finally, as more new companies enter the field, as competition and
capacity are strengthened, we believe that is clearly in the public
interest.

Senator RmIcoF. Senator Curtis?
Senator CuRTiS. I just have one question.
Extending the right to file consolidated returns of insurance com-

panies, they will have to meet the same minimum standards to qualify
for the right to file a consolidated return as any other taxpayer; is
that, right

Mr. FioM. That is correct.
Senator Cu rI. That is all.
Mr. CAPLiN. Two life companies can file consolidated returns today.

It's just a life-casualty company gioup that is affected.
Senator CuRTIS. I would like the record to show that.
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Senator DOLE. Was this in the House bill?
Mr. CAPLIN. It was introduced. It was a separate bill in the House.

It was not a part of the reform bill in the first sentence. It was then
brought in by the reform bill on the Senate side, with full hearings,
as Mr. Filer and Senator Ribicoff pointed out.

Senator DOLF. You did have hearings on the House side ?
Mr. CAPLIN. There were no formal hearings. Excuse me, Senator.

I did submit a statement on behalf of the group.
Senator DoLE. Did they take any action on the bill in the House?
Mr. CAPLIN. No.
Senator DoLE. Thank you.
Senator RIBICOFF. Thank you very much.
[The following information was subsequently supplied by Mr.

Caplin :]

SUPPLEMENT TO MR. MORTIMER CAPLIN'S RESPONSE TO SENATOR DOLE'S QUESTION
REGARDINo HoUsE HCNARNOS ON THE LIFE INSURANCE CONSOLIDATION PROPOSAL

As I testified, we submitted a lengthy statement on the subject of life insur-
ance consolidation to the House Ways and Means Committee on April 27, 1973.
Following the submission of our statement, discussions regarding the proposal,
introduced in bill form in both the House and Senate in 1975, were begun with
representatives of the Treasury Department and the Internal Revenue Service,
as well as the Joint Committee Staff. At the time the House was considering the
tax reform bill, the staffs were continuing to analyze the proposal and were
not yet ready to state their views on the subject In the absence of staff advice,
the Ways and Means Committee was not in a position to take the matter
up in time for inclusion in its version of the bill. The staff positions were
ultimately formulated while the bill was pending before the Senate Finance
Committee, and were presented to the Committee on May 27, 176.

Senator IBICOFF. The next witness is Mr. John W. Byrnes.
Mr. BYRmN. To coordinate the testimony and save time, could Mr.

Halvorson and I make one presentation?
Senator RiBicopF. Without objection, both statements will be put

In the record.
Without objection.
[The prepared statement of Mr. John W. Byrnes follows :]

SUMMARY OF TEsTIMONY IN SuPPonT OF SECTION 2101-MoD OATI ON OF TRANSx-
TION RULE FOR SALE OF PROPERTY BY PRIVATE FOUNDATIONS ON BEHALF OF
BADGER METER, INC., MILWAUKEE, WI .

1. Section 2101 of H.R. 10612 does not Involve a gain or loss in revenue. It
relates only to certain regulatory matters affecting private foundations.

2. The Tax Reform Act of 1969 in effect prohibited certain transactions be-
tween a private foundation and its "disqualified persons" (generally, persons
with an economic or managerial Interest in the operation of the foundation).
Among the transactions prohibited by the Act are the sale, exchange or leasing
of property by the foundation to such persons (section 4941).

8. In recognition of the hardship that would result if certain existing leases of
property by a private foundation to a "disqualified person" were immediately
terminated, the Congress provided a transition rule permitting a continuation,
under certain circumstances, of such leases until taxable years beginning after
December 81, 1979. Prior to that date the leases must be terminated.

4. In some cases, such as the property currently leased by the Charles Wright
Foundation to Badger Meter, Inc., a disquallfled person, the property was de-
signed to meet the particular needs of the leasee and the continued use of the
property by Badger Meter, Inc., represents the highest and most economical use
of the property. To sell or lease the property to a third person would only be
possible at a financial sacrifice, while at the same time Badger Meter, Inc. will
not be able to acquire similar property to meet its needs or will be able to do so
only at very substantial additional cost.
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5. As the law presently stands, after December 31, 1979, Badger Meter, Inc.
can no longer continue to rent the property from the Charles Wright Foundation,
nor ean it purchase the property from the Foundation.

6. If due hardship to a foundation and its "disqualified person" is to be avoided
under these circumstances, a transition rule Is needed to permit a sale of the
property to the disqualified person in those cases where the lease qualifies
under the existing transition rule relating to leases and the foundation receives
an amount which equals or exceeds the fair market value of the property.

7. It is believed that the failure to provide such a transition rule in the
Tax Reform Act of 1969 was an oversight. As stated in the Committee Report,
"It appears likely that if this particular point had been presented in 1969,
the Act would have been modified to deal with the situation."

8. Section 2101 of H.R. 10612, Tax Reform Act of 1976, as reported by the
Committee on Finance, provides such a transition rule for those cases where the
sale occurs before January 1, 1978.

STATEMENT SUBMITTED ON BEHALF OF BADGER METER, INc., IN SUPPORT OF MOD-

IFICATION OF TRANSITION RULE FOR SALE OF PROPERTY BY PRIVATE FOUN-
DATIONS

SECTION 2101 OF H.R. 10612, TAX REFORM ACT OF 1976

Background

Badger Meter, Inc. of Milwaukee, Wisconsin, is a substantial contributor to
the Charles W. Wright Foundation, a private foundation, and comes within the
definition of a "disqualified person" under the terms of the Tax Reform Act of
1969.

The manufacturing plant and administrative office of Badger Meter, Inc. is
located in the Village of Brown Deer, Wisconsin. The administrative office was
constructed to meet the needs of Badger Meter by the Charles Wright Founda
tion in 1957 on land acquired from Badger Meter. This land is contiguous (d
some 51 acres of Badger Meter property on which there are 187,000 square feet
of buildings. A part of the administrative building is on land owned by Badger
Meter.

In 1957, a 20-year lease was entered into whereby the Foundation leased the
administrative building and surrounding land to Badger Meter. Subsequently,
Badger Meter, at its own expense, made substantial improvements to the build-
ings and land.

Because of the close integration of the administrative building and other
lease-hold improvements with the manufacturing plant and other facilities of
Badger Meter, the continued use of the property by Badger Meter represents the
highest and most economically feasible use of the proptrty from the standpoint
of both Badger Meter and the Foundation. Subsequent to the enactment of the
Tax Reform Act of 1969, the property was appraised as required by the Act. The
appraisers concluded that the highest and best use of the property is its present
use, that the location of the office layout is not suited to multi-tenant occupancy
and that in all likelihood, another single tenant would not be found because of
the geographic location, existing and planned freeways and public transporta-
tion. They also concluded that the sale of the property to a third party would be
extremely disadvantageous to the Foundation for the same reason.

Tao Reform Act of 1969

The Tax Reform Act of 1969 made substantial changes in the law with respect
to private foundations. Included in the changes was the imposition of taxes and
penalties that in effect prohibit certain transactions between a private founda-
tion and its "disqualified persons" (generally, persons with an economic or
managerial interest in the operation of the foundation). Among the transactions
covered by the prohibitions on such "self-dealing" is the sale or leasing of
property.

Recognizing that the application of the new rules to existing arrangements
would, in certain circumstances, cause unnecessary disruption, the Congress pro-
vided transition rules to cover certain arrangements which had come to the
attention of the Congress.

To cover the case where there was an existing lease between the foundation
and a disqualified person, the law permits a continuation of those leases in
effect on October 9, 1969 until taxable years beginning after December 81, 1979,
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as long as the lease remains at least as favorable to the private foundation as
it would have been between unrelated parties. However, after December 31,
1979, the leasing arrangement must be terminated.

Another transition rule permits a private foundation to sell to disqualified
persons any business holdings that the private foundation was required to dis-
pose of because of the business holdings provision of the Act.

Overlooked in provld!ng transition rules were situations where it would be
advantageous for a foundation which has a lease with a disqualified person to
sell the property to such person. Under the law as it presently stands, the foun-
dation can neither continue to lease the property to the disqualified person after
December 31, 1979, nor can the foundation sell the property to the disqualified
person. The foundation must either find a new tenant or sell the property to a
third person. In some situations, the leased property was designed or so modified
to accommodate the disqualified person's business tMat it would be of little
value to the foundation or anypne else. while the (isqualifled person will incur
..uhstantinl additional cost If It has to acquire other property (which might
not be available at any cost locally). lesss the transition rules are modified to
make allowance for these cases, oth the foundation and the disqualified person
will suffer unnecessary losses.

,Rolution-cction 2101

Section 2101 of II.R. 10012, Tax Reform Act of 1976 as reported by the Com-
mittee on Finance, makes a perfecting amendment to the trilnsition rules to
permit, for a limited period, a private foundation to sell to a disqualified person
property previously leased to such disqualified persons and whieh lease is wlthin
the present transition rule relating to leases to disqualified persons. It provides
that such foundation shall receive for the disposition an amount which equals
or exceeds the fair market value of the property.

The provisions of Section 2101 were unanimously reported to the Iowe of
Representatives by the Ways and Means Committee In the 92nd Congress (II.R.
4.520, Report 92-965), but because of procedural problems, It was not considered
by the House. In the 93rd Congress, the Ways and Means Committee approved
the inclusion of the bill in the so-called Tax Reform Bill of 1974. The Com-
mittee, however, did not conclude its work on the bill and It was not reported
to the House.

The Treasury Department filed reports on the bill In the 92nd and 93rd Con-
gresses raising no objections to the bill.

Similar bills have been introduced In tihe 94th Congrem.R. (I.R. 11118 and H.R.
124-4 by Congressmen Schneebeli and Karth, respectively.)

Because the time during which a private foundation can continue to lease to
a disqualified person is running out, It is Imperative that Congress act at an
early date to avoid severe and unintended penalties being imposed on certain
foundations and their leasees who find themselves In situations similar to that
of Badger Meter. Inc. and the Charles Wright Foundation. Section 2101, as
reported by the Committee on Finance, provides such a transition rule.

STATEMENT OF JOHN W. BYRNES ON BEHALF OF BADGER
METER, INC.

Mr. ByiNF.S. Mr. Chairman, members of the committee, I appear on
behalf of the Badger Meter, Ine. of Milwaukee. Wis., in support of

-section 2101 of the bill that, the committee ha reported.
First I should say there is no ievenue involved. The amendment

addresses itself to the regulatory provisions of the code relating to
foundation and the matter of self-dealing. In the TFax Reform Act of
19M.9. Congress in effect. )rohil)ited certain transactions l)etween twivate
fomundations and what are called disqualified 1)ersons, generally per-
sns with an economic or managerial interest in the ol)eration of the
foundation. Among the transactions prohibited by the act are. the
sale, exchange, or lease of proper iy by the foundation to such a person.

In recognition of the hardship tlhat would result if certain existing
74-712--76--pt. 2-3
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arrangements were all of a sudden terminated, for instance, in the case
of certain leases of property by a private foundation to a disqualified
person, Congress provided a transition rule providing the continuation
of such leases until the taxable year beginning after December 31,
1979.

As to property that was currently leased and under leases that were
in existence prior to 1969, the rule permitted them to continue these
leases. In the Badger Meter situationn, the property here was specifically
designed to meet the needs of this company by the Charles Wright
Foundation, and it has been continued to be so leased by the foundation
under the transition rule.

Now the question is how is that propety to be sold ? The appraisers
have acknowledged that use by Badger Meter, Inc. is the highest
economic use of the property. Who can the foundation sell it to? It
was designed for this tenant.

The law that exists today prevents such a sale.
Mr. Halvorson will comment on the facts in his case.
[The prepared statement of Mr. Newman T. Halvorson, Jr.,

follows:]
STATEMENT OF THE MAY DEPARTMENT_ STORES CO.

SUMMARY OF PRINCIPAL POINTS

1. The May Department Stores Company ("the Company"), and The May
Stores Foundation, Inc. ("the Foundation"), for the reasons set forth in the
Company's written statement dated April 23, 1976, submitted to the Finance ('om-
wittee, favor the enactment of Section 2101 of HR 10612 as reported by the Cou-
mittee. That Wection would modify the transitional rules of the Tax Reform Act
of 1969 for sales of property by private foundations.

2. Under arrangements entered into in 1985, and as permitted by the 1160 Act,
the Company Is leasing from the Foundation certain real property that houses
facilities that are vital to the operation of the Company's Famous-Barr Co. de-
partment store in downtown St. Louis, Missouri. Other private foundations and
disqualified persons around the country have similar arrangements.

8. The 19009 Act imposed broad restrictions on leasing and other "self-dealing"
transactions between private foundations and disqualified persons. To avoid un-
necessary disruptions and hardships with respect to pre-existing arrangements,
various "transitional rules" were included in the Act.

4. Section 2101 of the present bill deals with a situation that falls between
two existing transitional rules. One of those rules perults a "disqualified person"
to lease property from a private foundation. until 179, if the lease was entered
into before the 1909 Act and if the rental paid under the lease is an arm's-length
rental. The other transitional nile permits a private foundation to sell "excess
business holdings" to a disqualified person if the sale price equals or exceeds
the fuir market value of the property being sold.

5. Section 2101 would permit property being leased under the first transitional
nile to be sold to a disqualified person under the safeguards required for sales -
of excess business holdings under the second transitional rule.

6. Both the Finance Committee and the House Ways and Means Committee
(which unanimously approved a similar provision in 1972) have observed
that this provision will benefit charity by helping to preserve aset values for
the private foundations in question and that it would likely have been included
in the 1969 Act if the Congress had been aware of these fact situations at that
time.

STATEMENT

Mr. Chairman and Members of the Committee. my name Ia Newman T. Halvor-
son, Jr. I am a lawyer with the firm of Covington & Burlington, Washington.
D.O., and I am testifying this morning on behalf of The May Department Stores
Company, headquartered in St. Louis, Missouri, in favor of the provisions set
forth in Section 2101 of H.R. 10612 as reported by the Senate Finance Com-
mittee.



467

We appreciate this opportunity to present our views on the proposed modifica-
tion of the transitional rules for sales of property by private foundations. We
have previously submitted to this Committee a written statement dated April
23, 1976, concerning this same subject.

A. Dcacription of the property
The May Department Stores Company (the "Company"), headquartered Ln

St. Louis, Missouri, is a publicly owned corporation that operates 129 depart-
ment and discount stores in major metropolitan markets coast to coast, 58 cata-
log showroom stores in the greater New York area and northern California, and
16 regional shopping centers. Major stores or groups of stores are located in St.
Louis, Chicago, Akron, Cleveland, Youngstown, Denver,- Baltimore, Washington,
D.C. (The Hecht Co.), Los Angeles, San Diego, Pittsburgh, Portland (Oregon),
Hartford, and Jacksonville.

The May Stores Foundation, Inc. (the "Foundation"), is a charitable corlra-
tion, established under New York law In 1945, and is a "private foundation" as
defined in Section 500 of the Internal Revenue Code. It receives charitable con-
tributions from the Company and makes grants primarily for various civic and
educational activities After the enactment of the Tax Reform Act of 19M), the
Company was a "disqualified person," as defined in Section 4946 of the Internal
Revenue Code, with respect to the Foundation.

In 1965, four years prior to the enactment of the Tax Reform Act of 1960, the
Company conveyed to the Foundation, as a charitable contribution, the Com-
pany's entire fee and leasehold interests in certain improved real property north
of and across Locust Street from the Company's Famous-Barr Co. department
store facility in downtown St. Louis. The Company claimed a charitable deduc-
tion for the value of the property interests so conveyed.

Immediately after receiving the property from the Company, the Foundation
leased It back to the Company for an approximate 24-year term ending in 1989.
Under the Company's leases with the Foundation, the property is used, as it had
been previously, to provide vital support services to the department store facility,
such as a receiving, sorting and shipping center for goods involved in the Com-
pany's St. Louis retail department store operations. The support property also
houses the power plant and other utilities for the department store facility and
is connected with the department store facility through a system of underground
tunnels and conveyors.
B. Effect of the 1969 Act and the proposed new transitional rule

The provisions of the Tax Reform Act of 1969 permit the Company's leases
with the Foundation to continue only until December 31, 1979. See Section 101
(1) (2) (0) of the Act (Public Law 91-172). By that date the leases between the
Company and the Foundation will have to be terminated to avoid violation of the
self-dealing rules that were added to the Code by the Tax Reform Act as Section
4941 of the Code.

Although the Tax Reform Act requires that the leases be terminated by 1979.
it does not permit the Company to purchase, at any price, the property previ-
ously conveyed to the Foundation and presently subject to the leases. Thus the
likely effect of present law will be ultimately to deprive the Company of any use
of this vital support property after 1979. In view of the "umbilical cord" rela-
tionship between the property and the Company's adjacent department store, this
could cause a serious disruption for the Company's retail operations in St. Louis.
Nor would this have any offsetting benefit for charity, because the price that any
third party could be expected to pay for this property, uniquely valuable only
to the Company in connection with the operation of its downtown St. Louis de-
partment store facility, would be no greater than the price the Company would
be willing to pay.

There are apparently a number of other foundations and disqualified persons
around the country faced with a similar problem. This was recognized by the
House Ways and Means Committee early in 1972 when It unanimously ap-
proved, without objection by the Treasury Department, an amendment (H.R.
9520) to the transitional rules in the Tax Reform Act. Similar bills have been
Introduced In subsequent Ccmgresses .g., H.R. 1118 and H. 125K4, Introduced
in the 94th Congress by Congressmen Schneebeli and Karth, respectively. The
amendment contemplated by these bills, and by Section 2101 of the present
bill, would permit a private foundation to sell to a disqualified person, for not less
than fair market value, any property being leased by that person under a lease
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described In Section 101(1) (2) (C) of the Tax Reform Act. Although there was no
known opposition to H.R. 9520 in 1972, the bill was never brought to a floor vote
in the House.

The reasons for the legislation are cogently set forth in the House Report which
accompanied 1I.R. 9520 and in the Senate Report accompanying the present bill.
See Ih.R. Rep. 92-905, 92d Cong.. 2d Sess. (1972) (copy attached) and S. Rep.
No. 94-938. 94th Cong., 2d Sess. 591-93 (1970). As both reports Indicate, it these
situations hod been called to the attention of Congress in 19069, Congress, probably
wmld have minimized the resulting hardships with a divestiture rule similar to
the divestiture rule available for the disposition of excess business holdings under
Section 4943 of the Code.
C. Coneluaion

For these reasons, Section 2101 of Ml.R. 10612 represents an important refine-
ment of existing law and it should be retained in the final version of thislegislation.l aII.R. 92-905. 92d Cong., 2d sem.]

MODIFICATION OF TRANSITIONAL RULE FOR SALES OF PROPERTY
BY PRIVATE FOUNI)ATIONS

The Committee on Ways and Means, to whom was referred the bill (I.R.
520) to amend section 101 (i (2) of the Tax Reform Act of 1009, having con-

s;dered the same, report favorably thereon with amendments and recommend
that the bill as amended do pass.

The amendments are as follows:
Page 2, line 4, after "leasing" insert "substantially all of".
Page 2, line 0, strike out "persons" and insert "person".
Page 2, strike out lines 16. 17, and 18, and insert:
"(b) The amendments made by subsection (a) shall apply to dispositions after

the date of the enactment of this Act in taxable years ending after such date."

I. SUMMARY
MER. 9520 makes a perfecting amendment to transitional rules provided In the

Tax Reform Act of 1969 with regard to sales of property by private foundations
to disqualified persons could continue an existing lease through 1979 without vio-
lating the self-dealing rules, if the private foundation had the benefit of any
bargain that might exist in the lease. Also, the 1909 Act permitted a private
foundation to sell to disqualified persons any business holdings that the private
foundations was required to dispose of because of the excess business holding
provisions of that Act.

This bill deals with a situation that falls between these two transitional rules.
It permits a private foundation to sell to a disqualified person (at a price at
least-as high as the fair market price) property substantially all of which is sub-
ject to a lease protected under the present law's transitional rule with regard
to pre-1909 Act leaves.

The committee has reported this bill unanimously and the Treasury Depart-
ment does not object to its enactment.

II. REAsoNiS FOB Tim1 BILL.

The Tax Reform Act of 1969 amended the Internal Revenue Code of 1954 to
impose taxes upon certain transactions between a private foundation and Its
"disqualified persons" (generally, persons with an economic or managerial in-
terest in the operation of that foundation). Among the transactions covered by
these taxes on "self-dealing" are the sale, exchange, or leasing of property (sec.
4941). In order to avoid unnecessary disruption of existing arrangements, how-
ever, the Act provided transitional rules permitting the continuation of any
existing lease (in effect on October 9. 1909) between a foundation and a dlquall-
fled person until 1970, so long as the lease remains at least as favorable to the
private foundation as it would have ben under an arm's-length transaction
between unrelated parties. However, for taxable years beginning after the end of
1979, the leasing arrangements must be terminated (sec. 101(1) (2) (0) of the
Act).

Cases have been brought to your committee's attention In which a private foun-
dation is leasing to a disqualified person property of a nature which Is peculiarly
suited to the use of that person. In these cases, the value of the property to the
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disqualified person is greater than that to any other person. Since under present
law such a leasing arrangement must be terminated not later than the end of tile
last taxable year beginning in 1979, and the property cannot be sold to the dis-
qualified person by the private foundation, the foundation probably would be put
in the position of being forced to dispose of its property to unrelated persons
for less than the value of that property to disqualified persons.

Another transitional rule provided in the 1909 Act permits a private foundation
to sell excess business holdings to a disqualified person, so long as the sales price
equals of exceeds the fair market value of the property being sold. However, this
rule applies only to business holdings, and not to passive investments, including
passive leases (sec. 101 (1) (2) (B) of the Act).

This particular combination of circumstances regarding the sale of leased prop-
arty was not brought to the attention of Congress when it was considering the
Tax Reform Act of 1909. In effect. the sale-of-leased-property situation happens
to fall between the above-noted existing transitional rules. It appears likely that
It this particular point had been presented in 1900, the Act would have been
modified to (teal with the situation. Accordingly, your committee's bill mini-
miles this hardship by the addition of a new transitional rule.

III. EXPLANATION OF PROVISION

The bill amends the transitional rules applicable to the private foundation
provisions of the Tax Reform Act of 1909 by adding a new transitional rule to
deal with the sale of property by a private foundation to a disqualified person.
Under this rule, a private foundation may sell, exchange, or otherwise dispose of
property (other than by lease) to a disqualified person it, at the time of the dis-
lmsition, the foundation is leasing substantially all of that property under a lease
subject to the 1979 lease transitional rule described above, and the foundation
receives in return an amount which equals or exceeds the fair market value of
the property. In computing the fair market value of the property, no diminution
of that value is to result from the fact that the property is subject to any lease
to disqualified persons.

in order to qualify for the provisions of the bill, the sale, exchange, or other
disposition must occur before January 1, 1975.

The bill applies to dispositions occurring after tile date of enactment in taxable
years ending after that date.

IV. CosTs OF CARRYING OUT THE BILL AND 'OTE OF TIE COMMITTEE IN REPORTING
THE BILL

In compliance with clause 7 of rule XIIT of the Rules of the House of Represen-
tatives, the following statement Is niade relative to the effect of the revenues of
this bill. Your committee estimates that this bill will have no effect, or at most
les q than $100,000, oil the revenues. The Treasury Department agrees with tills
statement.

In compliance with clause 27(b) of nile XI of the Rules of the House of Repre-
sentatives, the following statement is made relative to the vote by the committee
on the motion to report the bill. The bill was ordered reported unanimously, by
voice vote.

V. CHANGES IN EXISTING LAW MADE BY TIlE BILL, AS REPO!'rED

In compliance with clause 3 of rule XIII of the Rules of the House of Represen-
tatives, changes in existing law made by the bill, as reported, are shown as
follows (existing law proposed to be omitted is enclosed in black brackets, new
matter is printed in italic, existing law in which no change is proposed is shown -
in romnan) :

TAX REFORM ACT OF 1969

TITLE I-TAX EXEMPT ORGANIZATIONS

Subtitle A-Private Foundations
6.X

See. 101. Private Foundatione.
t € 4t .4
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(1) SAVINGS PROvISIoNS.-
(1) Rmmuc s- TO INTERNAL REVENUE CODE PRoviios.-Except as other-

wise expressly provided, references in the following paragraphs of this sub-
section are to sections of the Internal Revenue Code of 1954 as amended
by this section.

(2) SEmCxoN 4941.-Section 4641 shall not apply to-
(A) any transaction between a private foundation and a corporation

which is a disqualified person (as defined in section 4946), pursuant to
the terms of securities of such corporation in existence at the time
acquired by the foundation, if such securities were acquired by the
foundation before May 27, 1969;

(B) the sale. exchange. or other disposition of property which is
owned by a private foundation on May 26, 1969 (or which is acquired by
a private foundation under the terms of a trust which was Irrevocable
on May 26. 1969. or under the terms of a will executed on or before such
date. which are iln effect on such date and at all times thereafter), to a
disqualified person. if such foundation Is required to dispose of such
property in order not to be liable for tax under section 4943 (relating
to taxes on excess business holdings) applied, in the case of a disposi-
tion before January 1, 1975. without taking section 4943(c) (4) into
account and it receives In return an amount which equals or exceeds the
fair market value of such property at the time of such disposition or at
the time a contract for such disposition was previously executed in a-
transaction which would not constitute a prohibited transaction (within
the meaning of section 503(b) or the corresponding provisions of prior
law) :

(C) the leasing of property or the lending of money or other extension
of credit between a disqualified person and a private foundation pursu-
ant to a binding contract In effect on October 9, 1969 (or pursuant to
renewals of such a contract), until taxable years beginning after De-
cember 81, 19T9. if such leasing or lending (or other extension of credit)
remains at least as favorable as an arm's-length transaction with an
unrelated party and If the execution of such contract was not at the
time of such execution a prohibited transaction (within the meaning of
section 503(b) or the corresponding provisions of prior law);

(D) the use of goods. services, or facilities which are shared by a pri-
vate foundation and a disqualified person until taxable years beginning
after December 81, 1979. If such use is pursuant to an arrangement In
effect before October 9, 1969, and such arrangement was not a prohibited
transaction (within the meaning of section 506(b) or the corresponding
provisions of prior law) at the time it was made and would not be a
prohibited transaction it such section continued to apply; [and]

(D) the use of property in which a private foundation and a disquali-
fied person have a Joint or common Interest, If the interests of both in
such property were acquired before October 9, 196.1; and

(F) the sale, exchange. or other disposition (other than by lease) of
property which is owned by a private foundation to a disqualified person
if: () such foundation is leasing substantially all of such property under
a lease to which subparagraph& (C) applies: (it) the disposition to such
disquaoied person occurs before January 1, 1975; and (fit) such foun-
dation receives in return for the disposition to such disqualified person
an amount which equals or exceeds the fair market value of such prop.
erly at the time of the disposition or at the time a contract for the
disposition was previously ezreouted in a translation which would not
constitute a prohibited transaction (wthis the meaning of section
503(b) or the corresponding provisions of prior law).

STATEMENT OP NEWMAN T. HALVORSON, JR., SPECIAL COUNSEL
FOR THE MAY DEPARTMENT STORES CO.

,Mr. HALVORSON. My client is the May department Stores Co. In their
case the foundation owns the property right across the street in down-
town St. Louis. The property owned by the foundation houses the
Support facilities, the powerplant, and other facilities and is connected
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with the department store through an elaborate system of underground
systems and conveyors.

This arrangement, this leasing arrangement was entered into in
1965,4 years before the Tax Reform Act.

Mr. BYnNES. In the case of Badger Meter these are the administra-
tive offices, research facilities contiguous to tie manufacturing facility,
and overlapping onto some of the property that is owned by Badger
Meter itself.

Senator Curws. What is the remedy that applies to this property
under the proposed legislation?

Mr. BYRNES. What the amendment would permit is an arm's length
sale as long as it is at fair value or in excess, a sale to a disqualified
person where it was under a lease that was continued in accordance
with the transition rule for leases. They are occupying the property
now, perfectly legal under the transition rule provided in 1969. But
come December 31, 1979, they cannot continue to lease, nor can they
buy it. Section 2101 provides such a transition rule.

I should say that the House passed this provision in 1972. It got
tied up with procedural problems with other bills, some of the same
0)roblems that exist today in terms of private bills, individual bills
dealing with specific problems of not great general application. We
Re advised there are at least four or five foundations and principal

benefactors in the same situation as Badger Meter, Inc. and the May
Department Stores Co.

It has been approved by the Treasury since 1972. This approach was
recommended by the staff of the Joint Committee on Internal
Taxation.

Mr. HALVORSON. We might point out, there is a provision in the
Employee Retirement Security Act of 1974, closely analogous to this.
Under that provision, a plan is allowed to lease property to the em-
ployer under circumstances very similar to what we are proposing
here.

This is something that was in the committee report. This was over-
looked in 1969. Had it been brought to the attention of Congress, the
feeling was it probably would be included as an additional transi-
tional rule.

Mr. Bymnrs. That is all, Mr. Chairman.
Senator Rmicor. I have no questions.
Are there any other questionsI
Thank you, gentlemen.
The next witness is Mr. Townsend Hoopes and Mr. Edwin Cohen.
[The prepared statement of Mr. Townsend Hoopes follows:]

STATEMENT O THE ASSOCIATION or AMERICAN PUBLISHERS AND THiE AD HOC

COMMITTEE FOR EQUITABLE TAX TREATMENT or THE PUBLISHING INDUSTRY

SUMMARY or PRINCIPAL POINTS
1. The publishing Industry of the United States strongly supports Section 1305

of H.R. 10612.
2. Section 1306 prevents retroactive application of Revenue Ruling 73-396

which purports to require publishers to capitalize prepublication expenditures
directly attributable to development of textbooks and teaching aids.

3. A comprehensive survey establishes that such capitalization would be con.
trary to a long-standing and substantially uniform practice of deduction pre-
viously accepted by the Internal Revenue Service.
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4. Deduction of these amounts Is directly comparable to the deduction of re-
search and development expenses allowed to other industries.

5. The impact of Revenue Ruling 73--895 would fall most heavily on educa-
tional publications, which should not be subjected to additional burdens.

6. Section 1306 does no more than preserve the status quo unless and until the
Treasury Department adopts new rules through the Regulation process, which
affords interested parties an opportunity to be heard.

7. No revenue loss is involved since prior law Is preserved.
& For the foregoing reasons, Section 1305 which was approved by the Com-

mittee on Ways and Means and passed by the House of Representatives, should
be adopted by this Committee and the Senate.

STATEMENT
I. Introduction

The Association of American Publishers, a not-for-profit trade association,
represents publishers of 80 to 85 percent of the general books, textbooks and
educational materials produced In the United States. The Ad Hoc Committee for
Equitable Tax Treatment of the Publishing Industry represents Harcourt, Brace,
Jovanovich, Inc.; Macmillan, Inc.; W. W. Norton, Inc.; and G. P. Putnam's Sons
as well as all members of the Association of American Publishers. The Ad Hoe
Committee thus represents publishers of approximately 0 percent of the books
published In the United States.

The Association of American Publishers and the Ad Hoc Committee file this
statement In support of Section 1305 of H.R. 10612, which in substantially Its
present form was contained In the bill as passed by the House of Representatives
and was approved by the Finance Committee during its open mark-up session on
May 27, 1976.

Section 1805 will prevent the unfair retroactive application of Revenue Ruling
73-305 by permitting publishers to continue their customary treatment of pre-
publication expenditures without regard to that ruling until Treatsury decides
that these consistent practices should be changed. Any change would be through
prospective regulations Issued with notice of proposed rule-making, thus providing
the public an opportunity to comment formally.

The prepublication expenditures affected by Section 1305 are those paid or
Incurred in connection with the taxpayer's trade or business of publishing or
writing for the writing, editing, compiling, illustrating. designing or other devel-
opment or improvement of a book, teaching aid or similar product. These pre-
publation expenditures are the equivalent for the publishing industry of the
research and development expenses of other industries which Section 174 of the
Code allows to be deducted currently.

Section 1305 is identical to the provision in the House bill, except for clarifying
technical changes and Its extension to cover professional authors.
IL' ecd for legigatio

The need for the proposed legislation arises from the Internal Revenue Service's
pronouncement In Revenue Ruling 73-395 on September 24, 1973, that publishers
could not currently deduct expenditures incurred in writing, editing, design and
art work, which-were directly attributable to the development of textbooks and
teaching aids. The ruling held that such costs must be capitalized, and amortized
over the useful life of the copyright of the book for which such expenditures were
made. unless the taxpayer were able to provide a shorter useful life for the book.

Although the ruling affected the entire publishing industry. It was Issued
without prior notice and opportunity for industry comment. The publishers'
accounting practices for these costs have, In many cases, been consistently
followed for more than 50 years, have been approved by competent, reputable
accounting firms, and have, until recently, been approved by IRS audit personnel
either tacitly by not raising the is&suesor explicitly by dropping the issue after
It was raised.

TIe extent to which the ruling would alter the dominant industry methods of
-accounting was clearly revealed by a recent Ad Hoc Committee survey of the tax
treatment of prepublication expenditures. The segments of the industry covered
by the Ad Hoe Committee survey included some forty publishers of elementary
and secondary school textbooks, college textbooks, technical, scientific, medical
and business books and subscription reference books (primarily encyclopedias).
Publishers of these types of books represent over 50 percent of the total publish-
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Ing industry sales, and are those which have been most directly affected by the
IRS ruling. The companies which responded to the Ad Hoe Committee survey
account for some 83 percent of the dollar sales of the publishers in the surveyed
segments of the publishing industry. A detailed analysis of this survey was given
several months ago to the Joint Committee Staff, to the Finance Committee Staff
and to the Treasury and the Internal Revenue Service.

The Ad Hoe Committee survey showed that there has been a substantially
uniform practice among publishers of currently expensing all "editorial" and
"production" expenditures (primarily art, design, purchasing and administrative
functions), with the possible exception of expenditures for editorial and produc-
tion work performed under contract by outsiders. Approximately one-sixth of the
responding publishers indicated they employ some method of deferral for outside
editorial and production costs. With respect to "plant" costs (primarily outside
artwork, composition, negatives and plates), about one-third of the responding
companies have currently expensed those amounts, and about two-thirds of them
have written the amounts into Inventory or amortized them over i number of
years. The substantial uniformity of publishers expensing prepublication expendi-
tures, particularly editorial and production costs, as revealed by the survey,
underscores the inequity of the sudden reversal of IRS audit practice by its
issuance of Revenue Ruling 73-395.

The results of this survey demonstrate that the compulsory retroactive change
attempted to be imposed by Revenue Ruling 73-395 affects a large segment of the
industry. Over one-third of the responding companies reported that the IRS has
challenged the company's income tax accounting for one or more categories of
prelblication expenditures. Since many companies still have back years open for
audit, the number of companies directly affected could be far greater if Section
1305 is not enacted. Thus, this is clearly an industry-wide problem.

The costs which the ruling asserts to be not currently deductible are the
publishing Industry's equivalent of the research and development expenditures
that are paid or incurred by other business taxpayers in the creation of new
products.' They Include salaries and fees paid to employees and consultants who
design, edit, Illustrate, compile and revise the books and teaching aids published
by the industry. Like any other industry which must develop and market its own
products, the publishing industry's development expenditures are a normal and
recurring cost of doing business. Many of these expenditures in any event should
be deductible under Section 102 as ordinary and necessary business expenses, In
enacting Section 174 as part of the 1954 Code, Congress Intended to eliminate
controversy as to whether a particular expenditure for research, product develop-
mnent and the like is or is not covered by Section 162. Nonetheless, the ruling
arbitrarily singles out and excludes the publishing industry from expensing
these amounts, and thereby increasing the cost and discouraging the development
of publishing textbooks, reference works and teaching aids, thereby penalizing
school systems, students and every American who reads.

Because it represents such an abrupt change in tax a'-ounting practices, the
ruling has created considerable confusion in the publishing industry, posing
questions as to potential retroactive tax liability for amounts spent on hooks al-
ready published and creating uncertainty as to the proper handling of tile costs
of lublications to be undertaken in the future. Since the promulgation of the rul-
ings, IRS auditing agents have proposed disallowing deductions previously con-
sistently taken by a number of publishers in their development of new books.
However, it appears that no two audits have resulted in selection of the same ex-
penses for capitalization or an equivalent amortization treatment of items cap-
italized. Indeed, in each case to date in which the ruling has been invoked on
audit, it has been applied in markedly different ways. Tile impact of the ruling
on a publisher now seems to depenl( greatly upon tile location of the IRS office
responsible for the audit.

Despite the longstanding practice of current deduction of prepublication costs
shared by most of the publishing industry, the IRS insisted that the ruling re-
versing that pmertice be applied retroactively. On February 11 of this year, despite
earlier votes by the House and by the Senate Finance Committee approving leg-

, Compare Revenue Procedure 69-21, 1969-2 Cum. Bull. 303 in which the IRS ruled
that the costs of developing computer software in many respects so closely resemblerefarch and experimental expenditures within the purview of Section 174 as to warrant
accounting treatment similar to that accorded under Section 174.
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islation to end the retroactivity, the IRS National Office instructed a field office
to proceed with enforcement of retroactive tax assessments under the ruling. A
subsequent IRS press release of March 11, 1976, which announced the suspension
of audit and appellate activity under the ruling pending the completion of a
project to re-examine the matter, does not obviate the need for prompt enact-
ment of this legislation, since the IRS has given the Industry no assurance that
it will alter its insistence on the retroactive application of the tax rules announced
in the ruling.
III. Legislative solution

Section 1305 merely provides a "do-not-disturb" rule to preserve the status quo
for the period before a long-run solution is put into effect. Under this legislation,
for the period before regulations for the future go into effect, a taxpayer is al-
lowed to treat his prepublication expenditures in the manner in which he con-
sistently treated them before the Issuance of Revenue RuUng 73-395.

The publishing industry will continue its co-operation with the Joint Treasury-
IRS Task Force that Is studying the problem and attempting to develop a
permanent administrative solution to be applied prospectively. However, if the
Task Force is unable to devise an adequate administrative solution, the industry
will be forced to seek a permanent resolution of the problem by means of addi-
tional legislation.
IV. 'Revenue effect

No revenue loss will result from enactment of the stop-gap legislation. Rather,
the legislation will prevent the IRS from retroactively producing tax revenues
by administrative action from a source never intended by Congress. The House
Ways and Means Committee report to the House on the legislation as passed
by the House in December, 1975, stated that no revenue loss will result. and the
Finance Committee Report on I.R. 10612 (p. 405) confirms that little or no
revenue loss is involved.
V. Status of the legislation

The Association of American Publishers and the Ad Hoc Committee requested
the opportunity to testify on this subject before the House Ways and Means
Committee in July, 1975, in its hearings on tax legislation that became H.R.
10612, but were not called to testify. In lieu of oral testimony, a statement in
support of H.R. 8736 (identical to'S. 2340) was filed, and appears in the printed
transcript of the Ways and Means hearings on the subject of tax reform (com-
mencing on page 839). The Committee on Ways and Means did not adopt a
permanent solution to the problem, but in Its open mark-up sessions in October
1975 did approve the stop-gap do-not-disturb provision which was paused by the
House on December 4, 1975, as Section 1306 of H.R. 10612.

The Association and the Ad Hoe Committee made written request to testify
before the Finance Committee In connection with its public hearings on H.R.
10612, but were not called to testify. Accordingly, they filed with the Finance
Committee a written statement dated April 23, 1976, In support of this provision.
The statement was referred to in the Staff pamphlet dated April 30, 1970, sum-
marizing statements that had been submitted (p. 32).

The provision was considered by the Finance Committee in an open mark-up
session on May 27, 1970, and was approved with technical clarifying changes and
an extension to cover professional authors.

Thus Section 1305 has been under public consideration and discussion approxi-
mately a year, statements in support of It have been filed In hearings before both
Committees and it has received the approval of both Committees in open mark-up
sessions.
V1. Conclusion

For the reasons stated above it is respectfully submitted on behalf of the pub-
lishing industry that Section 1305 as previously approved by the Committee on
Finance, at least as It applies to publishers, should be enacted.
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STATEMENT OF TOWNSEND HOPES, PRESIDENT, ASSOCIATION OF
AMERICAN PUBLISHERS, INC., AND MEMBER, AD HOC COMMIT.
TEE FOR EQUITABLE TAX TREATMENT OF THE PUBLISHING
INDUSTRY, ACCOMPANIED BY DARRELL PETERSON, CHAIRMAN
OF THE BOARD, SCOTT FORESMAN CO., AND CHAIRMAN, AD HOC
COMMITTEE FOR EQUITABLE TREATMENT OF THE PUBLISHING
INDUSTRY, AND EDWIN S. COHEN, SPECIAL COUNSEL FOR THE
ASSOCIATION OF AMERICAN PUBLISHERS, INC., AND THE AD
HOC COMMITTEE FOR EQUITABLE TAX TREATMENT OF THE
PUBLISHING INDUSTRY

Mr. HooPFS. My name is Townsend Hoopes. I am the president of
the Association of American Publishers. Accompanying me, on my
right, Darrell Peterson, chairman of the board of Scott Foresman
and also chairman of the ad hoc committee for Equitable Tax Treat-
ment of the Publishing Industry; and on illy left, Edwin S. Cohen,
special counsel for both organizations.

The association and the ad hoc committee represent publishers of
80 to 85 percent of the general books, textbooks and educational ma-
terials published in this country.

We urge the committee to reaffirm its earlier approval of section
1305 of H.R. 10612, which was approved by the Committee on Ways
and Means, and passed by the House of Representatives.

We filed with this committee on April 23, 19796, a written statement
in support of this section and filed a similar statement in connection
with this hearing.

Section 1305 will prevent the unfair retroactive application of Rev-
enue Ruling 73-395 that announced, without prior opportunity for the
industry to be heard, that publishers must capitalize rather than cut-
rently deduct expenditures in writing, editing, design and art work
directly attributed to the development of textbooks and teaching aids.

The sole effect of this section is to preserve the status quo by per-
mitting publishers and authors to continue their customary treatment
of expenditures until new regulations are issued.

Congress should enact section 1305 for the following reasons: With-
out any prior notice or opportunity for industry comment, the IRS
ruling abruptly reversed, on a retroactive basis, industrywide tax
accounting practices that have been approved through decades of IRS
audit practice. An ad hoc committee survey of tile tax treatme'it ac-
corded prepublication expenditures by educationaI textbook publish-
ers, which is that segment of the industry most affected by the ruling,
demonstrates that c-urrently deducting most prepublishing ex pendi-
thres has been a substantially uniform practice throughout the in-
dustry.
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The ad hoe committee survey also demonstrated that the ruling
poses an industrywide rather tharn a one-company problem. Over one-
third of the companies responding to the survey indicated that IRS
challenged the accounting in one category.

Many additional companies with back years still open for audit
would 'e challenged if retroactive application of the ling is per-
mitted. The impact falls most heavily on educational publications who
should not be subjected to additional )urdens.

We emphasize, Mr. Chairman, that the legislative reversal of the
retroactive feature of the ruling involves no revenue loss. It will merely
prevent the IRS from producing additional unanticipated tax revenue
by overturning prior practice.

Publishers are not seeking a special subsidy or tax incentive. The
legislative remedy they seek here is preservation bf the status quo as it,
has long existed, and that is equal treatment with the research and
development expenses of other industries until such time that it is
determined that v change should be made.

Any change should he approached by the isuance of prospective
regulations, advance notice of hearings, and an opportunity for the
industry to present its views to the Treasury. if necessary, to the
Congress.

Thank you, Mr. Chai rman.
The CITAIRMAN. Tlank you very much, sir.
The next witness will be 'Mr. Irwin Karl), counsel of the Authors

League of America.
r'Fhe prepared statement of Mr. Irwin Karp follows:]

STATEMENT OF TlE At'TitORS LEAGUE OF ANMERICA

(By Irvin Karp, Counsel)

Mr. ('harmnan and Members of the Meeting: My name is Irwin Karp. I am
Counsel for The Authors League of America, the national society of professional
writers. I respectfully request that this statement by Ti Authors League be
included in the record of the Committee's hearings on H.R. 10012.

This statement concerns the tax treatment of research, travel and similar
expenses incurred by professional authors in gathering information. preparing
and writing books and other literary works. As the Courts have ruled, these
are ordinary and necessary expenses of the professional author's trade anti
business of writing which lie Is entitled to deduct in the !year they are incurred.
However, a 1973 Ruling by the Internal Revenue Service disputes that right.
Section 1306 (H.R. 10612) would suspend application of the Ruling to profes-
sional authors, and to publishers.

The Authors League respectfully urge.,q that Section 1306 be approved by
the Committee on Finance and adopted by the Senate. We .should stress that
the Section does not grant profes.9ional authors new rights. On the contrary, it
pjreserves rights which the Courts have held they possess.

BACKGROUND

In 1971, a District Court opinion reaffirmed the right of professional anthors
to currently deduct research and similar expenses incurred by then in preparing
and writing books and other literary works. Stern v. United RStte*. 1971-1
USTC 86.419 (Par. 9375). Professional authors had long followed this practice.
Courts upheld it.

The IRS did not appeal the Stern decision. Instead, it Issued Rev. fUil.
73-3i, contending that these "prepublieation expenses" could not he currently
deducted by publishers, and had to Ie depreciated over a period of years. The
Rifling concludes with a refusal by the IRS to follow the Stern decision and
has been applied to authors.
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Sec. 1306 of the House Tax Reform Bill, also submitted as an amendment by
Senator Bentsen, suspended application of the Ruling with respect to publishers.
Professional authors were not protected by the Section, although the Ruling
is aimed at a decision that correctly upheld their right to deduct these expenses
in the year Incurred.

Your Committee amended Section 1306 to also apply it to authors engaged in
the trade or business of writing. The Authors League had, on April 20, 1976,
submitted a statement to the Committee urging that amendment. It should be
noted that Section 1300, as thus amended, would apply only to professional
authors, i.e. those engaged in "the trade or business of writing"; this criterion
is often applied by the IRS and the courts in distinguishing professional authors
from amateurs under various sections of the Internal Revenue Code.

A recent "News Release" by the IRS announces it will "suspend audit and
appellate activity with respect to cases in which the deductibility of these pre-
publication expenses is an issue" pending completion of a "project" which may
lead to new regulations or additional rulings. However, the release is limited to
publishers. And it leaves professional authors completely in the dark as to the
iposition the IRS -would take if they continued to currently deduct research,
travel and similar expenses, as the Courts have ruled they are entitled to do.

REASONS FOR ADOPTING SECTION 1300

(i) In the case of novels, histories, biographies and other books of general
interest, it is the self-employed author, not the publisher, who pays the travel,
research and other expenses incurred in gathering information and material for
a book. As the Court indicated, in Stern v. U.S., these expenditures are not non-
deductible expenditures for the improvement of a capital asset (which must be
depreciated). On the contrary, ruled the Court,

(these) expeilses were ordinary* and necessary expenses of carrying on plain-
tiff's business of a writer and hence are deductible under 20 U.S.C. 162(a).
See Doggett v. Burtt (65 F 2d 191) ; Brook8 v. .I.R. (274 F.2d 96.)

Traveling to conduct interviews, consulting research sources 4nd similar pre-
paratory work dre as much part of the process of writing a book as are putting
the words down on paper. The expenses of doing this work are ordinary business
expenses.

(i) It is totally inconsistent to rule that these ordinary business expenses
must be capitalized and depreciated. Sec. 1221(3) of the Internal Revenue Code
prohibits authors from treating their literary, dramatic and musical works as
"capital assets." In this and other sections, authors are held to be persons who
earn "ordinary income" by their personal efforts. As this Committee stated in
regard to Sec. 401(c) (2) (C), "Income from an author's writing.., Is (so)
clearly a result of his individual efforts."

(iii) An author must pay his research and travel expenses as they are in-
curred. And he does not have the financial resources to spread their deduction
over a period of years through depreciation. If he cannot deduct them in full
in the year they are Incurred, he suffers a much harder financial blow than a
publishing corporation. Moreover, these prepublication expenses usually are
incurred during the same period that the author receives compensation from
the publisher (in the form of an "advance") from which he pays these expenses.
This compensation is fully taxable to the author at the time of its receilpt.

We thank the Committee for the opportunity to submit this statement.

STATEMENT OF IRWIN KARP, COUNSEL, THE AUTHORS LEAGUE
OF AMERICA

Mr. KAnP. Mr. Chairman, I am here on behalf of the Authors
League, which is a national society of professional writers, who urge
the Committee on Finance to reaffi i and approve section 1305.

Mr. Hoopes has described the purpose of the section. I should point
out briefly that this committee amended that section to apply to
authors as well as writers. The reason for that is that the ruling which
has led to this problem for both publishers and professional allthos
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was actually triggered by a decision of the district court in California
which affirmed in 1971 the longstanding practice and right of authors
engaged in the business of writing to deduct expenses engaged in
research in preparation of books on a current basis.

In that case, the court actually addressed the very pioblem which
gave rise to the ruling, stating that one of the issues that remained
to be considered was whether the expenses claimed should be treated
as deductible business expenses or an uncapital expenditure for im-
pro'enient of capital assets.

The court, on the basis of longstanding precedent, held that in the
case of professional authors the expenses involved were indeed ordin-
ary and necessary current business expenses and not capitalizable
expenses.

Following the decision, the Internal Revenue Service decided not
to appeal: instead issued this ruling. Although the ruling is couched
in terms applicable to publishers, it concludes with a very flat state-
ment that the Internal Revenue Service would not follow the Stern
case that dealt primarily and solely with the right of professional
authors to deduct thew expenses.

As we point out both in the statement we filed with the committee
in April and our present statement, there is absolutely no basis in the
law for the ruling as it applies to authors.

I might note very briefly that the Internal Revenue Code is replete
with sections that prohibit authors from ever treating a literary work
they create as a capital asset---section 1221. section 1231 and others.
In other words, throughout the Code the author is treated as an in-
dividual who earns his income by his effols and labor. When we come
to the expenses incurred in carrying out that type of work and earning
that income, we are told by the Service we are now creating a capital
asset and must capitalize and amortize the expenses.

We think that position is wrong and the courts happen to agree with
us. but with the ruling isued, our only recourse was to ask the Senate
and the House to give us this relief.

We urge the committee to include section 1305.
The CII1AIR31A;. Thank you very much, sir.
Next we will hear from Mr. Kenneth Wahlberg, persident of In-

vestors Svndicate of America.
I see that Mr. Wahlberg is not here. Then we will hear from Dr.

N. J. Rogers on behalf of Texas State Optical Co.
[The prepared statement of Dr. N. J. Rogers follows :]

SUMMARY OF PRINCIPAL POINTS OF TESTIMONY OF DR. N. JAY Rooms, PARTNER,
TxAS STATZ OPTICAL CO. (TS3O)

1. ". O is a partnership for the practice of optometry and sale of eyeglasses
and frames with approximately 128 outlets, some of which have been sold, and
some owned In partnership with managing optometrists.

2. T8O advertises its services and provides low cost eye-care.
3. General advertising and small size of outlets dictates certain controls be.

ing imposed which have resulted In adverse tax impact.
4. 1000 franchise transfertax law directed at fast food outlets dictates ordinary

Income treatment for income from transfers of franchise, trademarks, and trade
names. rather than capital gains.

5. Contrary to almost invariable practice, the law failed to consider binding
contracts entered Into prior to the date of enactment based on previous law.

6. The Committee on Finance passed an equitable grandfather clause amend-
ment which we support applying to transfers of professional practices.
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7. Another part of the amendment adopted closes off capital gains treatment
of a franchise transfer to a partnership and then the sale of a partnership In-
terest, thereby otherwise circumventing 1969 franchise tax provision.

TEsTIMoNY or Di. N. JAY RooERs

Thank you, Mr. Chairman, for allowing me the opportunity to express my views
on section 1811 of H.R. 10612, relating to the transfer of certain franchises. My
name Is Dr. N. Jay Rogers tnd I am a partner in the firm of Texas State Optical
(TSO), a partnership which operates in Texas and Louisiana. TSO is owned by
myself and my brother. We started our optometry practice in 198, and have, over
the years, opened approximately 128 outlets, usually also connected with the
sale of eyeglasses and eye frames. From about 1944 to the present we sold ap-
proximately 60 of these outlets. We operate 89 others in partnership with the
optometrists who operate the offices, and own the other 29 outright.

Over the years, we have been able to provide to our customers inexpensive but
quality eye care, eyeglasses, and prescriptions. In fact, because of the way we
operate, we have been able to furnish these glasses and prescriptions at a price
which is significantly below what would be charged in most other areas of the
country. One of the methods we use in providing this is to have an extensive
program of advertising. This program obviously benefits all of the outlets in the
advertising area, with the result that we must require all outlets to participate
In the advertising. We were innovators in the advertising of eyeglasses and eye
frames, something which the Federal Trade Commission has recently adopted
as one of its recommended policies. However, because of our advertising opera.
tion, and the small size of our outlets which dictate certain controls being Im-
lmsed for good business purposes, we have been adversely affected by a tax pro-
vision which was adopted by the Congress in 1969 and which became effective
the following year.

Prior to 1970, if someone transferred a franchise, trademark, or trade name
to another person, the character of any gain recognized on the transaction would
be subject to the normal tax rules. Under these rules, some situations would give
rise to ordinary income treatment and others would result in capital gains treat-
ment. In 1969, Congress adopted a provision aimed at the fast food industry
which became effective in 1970 which mandated ordinary income treatment for
all of these transfers. In doing so, however, it failed to take into account that
taxpayers might have already entered into binding contracts and would be
caught in this amendment. As you know, Congress generally "grandfathers" bind-
ing contract situations when they adopt rules which change the tax law. Because
this was not done for this change, the economics of our transactions covered by
these contracts were significantly and adversely affected. They obviously had
been negotiated under the prior law, which we believe in our situation would
have given rise to capital gains treatment. Instead, because of the law change,
we now find ourselves having binding contracts with prices which presume capital
gains treatment but which now may result in ordinary income treatment. Most
of these contracts were not entered into in 1970 or subsequent years but in 1968
or earlier years.

When our accountants called this situation to our attention, we gave con-
siderable thought to whether or not to petition the Congress, as is our constitu.
tional right, to consider our situation, and decided to ask for the adoption of an
equitable grandfather clause which would take Into consideration that certain
binding contracts had been entered Into before 1970. We rejected an approach
which we felt equitable, after consultation with the congressional staffs, that
would have excluded all professional practices from these rules which were
originally adopted because of abuses in the fast food franchise area. Obviously,
when this provision was first adopted nobody thought that professional practices
ard businemes connected thereto would be swept under this provision. In order
to correct this inequity which we pointed out, the Committee on Finance adopted
a provision which grandfathered those contracts entered into before 1970, which
were entered Into with employees or partners of the transferor, and which In-
volved the transfer of a franchise, trademark, or trade name which was con-
nected with a business in which a professional practice Is involved. It is my
opinion that this is a very sound approach. These tests cover those situations
which Congress found deserved attention but at the same time are restrictive
enough so that they do not cover situations which, If brought to the attention of
Congress, would be considered inequitable.
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The Committee also adopted as part of this section a reform provision which
has the effect of denying taxpayers a method of avoiding the ordinary iflctme
treatment provided under the franchise rules. It is possible under present law
for taxpayers to transfer a franchise, trademark, or trade name to a partnership
and then sell the partnership interest and receive capital gains therefrom. rather
than deriving ordinary Income if this sale had been made directly to the pur-
chaser. TSO has opinion of counsel that certain of our transactions would ahzo
be covered by this provision. We recognize that Congres.s may want to close this
avenue of avoiding the franchise rules, and accept the committee's decision on
this point. We would, however, like to point out that the effect of this entire
provision is to drive the price of these outlets up for very small entrepreneurs who
are trying to establish a business. Furthermore, we might also point out that
these rnleA were originally developed for problems which had arisen In the fast
food franchise area and nobody at the time thought they covered the sale of a
professional practice.

Because of situations like this, it Is our opinion that the Committee on Finance
is doing a commendable Job in reviewing Iroad based legislation subsequent to
itt enactment In order to determine if the legislation should be changed to cover
situations that were not covered under the original draft or to exclude equitable
situations which should not have been covered but which were because of the
breadth of the statute.

On my behalf and for my brother, I wish to state we seek no unfair tax ad-
vantage, but we respectfully ask what Is wrong with our requesting that an obvi-
ous legislative oversight be corrected by the addition of a binding contracts
clanse, a ptovlslon common to almost every tax law change.

STATEMENT OF N. 1. ROGERS, PARTNER, TEXAS-STATE OPTICAL CO.

Mr. Ioflmns. My name is Dr. N. J. Rogers. I am a partner in the
Texas State Optical Co., a partnership that operates in Texas, New
Mexico, and Louisiana.

Over the years we have opened 128 optometry offices that dispense
oye glasses and contact lenses. Since 1944 we have sold approximately
60 of these outlets. We operate 39 others in partnership with the
optometrists who operate the offices, and we own the other 29 outright.

We have been able to provide to our customers and patients high
quality eye care, eyeglasses and prescriptions at prices significantly
below what would be charged in most other areas of the country. We
were innovators in optical advertising, something which the FTC re-
cently adopted as a recommended policy.

However, because of our advertising and certain policy controls im-
posed for good business purposes, we have been adversely affected by
a tax provision adopted in 1969.

This provision, aimed at the fast food industry, mandated ordinary
income treatment for such franchise transfers. In doing so, however.
Congress failed to consider that taxpayers might have already entered
into binding contracts that might be caught under this amendment.

As you know, Congress generally grandfathers binding contract.
situations. The economics of our transactions covered by these con-
tracts were significantly and adversely affected. They obviously were
negotiated under prior law, which in our situation would have given
capital gains treatment.

Instead. we now find ourselves having binding sales contracts with
prices which presume capital gains treatment but which now may re-
sult in ordinary income treatment. These contracts were entered into
prior to 1970 when the change became effective.

Obviously when this provision was first adopted. nobody thought
that professional practices would be covered. In order to correct this
inequity that we pointed out, the Committee on Finance adopted a
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provision that grandfathered those contracts entered into before 1970,
that were entered into with employees or partners of the transferor,
that involved the transfer of the trade name that was connected with a
professionals practice.

This is a very sound approach to a situation Congress found de-
Selrved attention, but was restrictive enough not to cover inequitable
situations.

I was surprised that Treasury said that adoption of section 1311
would reinstate the uncertainty of prior law for our company. Ap-
parently Treasury, and the so-called public interest groups which
endorse Treasury s views, are unaware that in the Turnoff case in 1968,
the Tax Court interpreted a contract involving Texas State Optical,
and the contracts issued today, and found that the payments made
by the purchaser were not dehictible. As a corollary, it was clear that
we had sold capital assets.

Treasury's comment also assumed that the contracts we entered into
prior to 1970 were not binding. These contracts were binding on us.
''he only way we could avoid them would be under such extraordinary
circumstances such as if the purchaser became an alcoholic or a drug
addict, which never happened, by the way.

It is true that some purchasers are former employees, and were not
bound under these contracts to the same degree as my brother and I,
but this was done for their protection. Even the "so-called public
interest, spokesmen agreed. And an exception that grandfathers later
sales made tender contracts binding in 1969 may be warranted and may
be even retroactive enactment of one 6 years iter is defensible.

We agree with this conclusion and believe enactment of this par-
ticular amendment is not only defensible but necessary to correct an
inequity. As indicated, the comments of critics of this amendment not
requiring a binding contract are inapplicable to our situation. As for
the amendment being defective because it also covers the transfer of a
business relating to a professional practice, my answer to that is that
this is a part of the practice of optometry.

As for section 1811--should Istop here I
The CITAmMAN. I suggest you submit the rest of your statement.
Senator Domr. Mr. Chairman I
The CHAnIMAx. Yes.
Senator DomZ. Have you discussed your differences with Treasury?
M'r. Roor .s. We are in the process of doing that at the present time

on some of these contracts.
Senator DoL Treasury should present any view they have before

we finish.
The CIIAIRMAN. -Yes.
Thank you very much.
Next we will call Mr. Robert Juliano, legislative representative on

behalf of the Hotel and Restaurant Association.
[The prepared statement of Mr. Robert Juliano follows :]

STATEMENT OF TIlE AMERIcAN H&EL AN', [OYEL ASSOCIATION AND THE NATIONAL

RESTAURANT ASSOCIATION

SUMMARY

1. The amendment In Committee Bill Sectlon 1812: Clarification of an Em-
ployer's Duty to Keep Records and to Report Tips, does uot bestow any tax bene-

74-712-76-pt. 2-4
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fit on any employer or employee; nor does it free employers from reporting tip
income received by their employees.

2. In enacting the 1966 amendments to the Internal Revenue Code, Congress
decided that the only practical way to determine actual tip income for tax pur-
ioses was to require the employee who receives the tips to report the amount re-
cpived to his employer. Section 6053 was added to the Code in 1906 for this
purpose.

3. Congress also recognized the common practice of tip splitting and tip pool-
ing and determined that only tips received by an employee in Ibis own behalf would
constitute wages or income to that employee. Any portion of a tip which an em-
ployee splits or gives to a tip pool is income to the ultimate recipient As a result
of this determination, section 6061 of the Code was amended in 1965 to provide
that an employer's report of tip income on Form W-2 "shall include only" that tip
income reported by the employee of his employer.

4. The legislative history of the 1966 amendments shows that Congress was
fully aware of the practices and customs of tipped employees, and was deeply
concerned that employers reporting and record-keeping requirements be minimal.

5. For neArly a decade employers and employees have followed these proce-
dures as prescribed in the law and as clearly intended by Congress.

0. The need to reaffirm and clarify Congress' intention to limit the employer's
tip Income, record-keeping, and reporting burdens to only that tip income re-
ported by the employee arises from the IRS ruling that would require employers
to keep a record of all charge tips passed over to each employee and to reflect
the total amount on the Form W-2, whether or not this amount had been reported
by the employee.

'. Compliance with this ruling would be inconsistent with the law and Con-
gressional Intent; would Impose a new and extensive record-keeping and report-
Ing burden on employers; would unjustifiably impugn the honesty of many
thousands of tipped employees; and would create a source of conflict between
employer and employee.

Mr. Chairman and members of the Committee: The National Restaurant As-
sociation and the American Hotel and Motel Association are the principal trade
associations In the foodservice and hotel-motel industries. We both have the firm
support of our large nationwide membership in urging the enactment of Com-
nittee Bill Section 1812: Clarification of an Employer's Duty to Keep Records

and to Report Tips (sec. 1812 of the bill and sees. 6001 and 6061 of the Code.)
At the outset it should be noted that this amendment does not bestow any tax

benefit on any employer or employee; nor does it free employers from reporting
tip Income received by their employees. The amendment simply states the intent
of ('ongress as reflected by the legislative history surrounding the 1965 amend.
ments to the Internal Revenue Code.

The need for this clarifying amendment arose in this way. From the Inception
of the tax laws in 1917 until 1966, employers were not involved in reporting on
or ivithholding taxes related to tip income. employeess were merely required
to report their tips and to pay taxes thereon-an a calendar year basis. In 1965.
however. Congress changed all this by making employers responsible for In-
Plllux tip Income on employees' earnings reports (Form WV-2) and for with-
holding income and social security taxes thereon. The legislative history demon-
strates that Congress did not do this lightly. It spent several years studying and
planning the administrative provisions governing the taxation and reporting of
tip income. These provisions reflect the Congressional concern to minimize to the
maximum degree possible the burdens placed on employers ik reporting and
withholding taxes on tip income.

In establishing the employer's responsibility to report and withhold taxes on
tip Income. Congress confronted and resolved troublesome issues, two of which
arp e4peciallv Important here. The first of these arose because of the pervasive
prartlee of tip pooling and tip splitting among tipped employees In the restaurant
and hotel-motel Industries. Congress recognized these practices and determined
that the tax burden should fall upon the ultimate recipient of the tip.

Only tips reclved by an employee on his own behalf and not on behalf
of another employee constitute wages. Thus. where employees practice tip
snlitting. the ultimate recipient of the tip (or portion therenf) is the em-
ployee who Is receiving the tips as wages. [H.R. Rep. No. 213, 89th Cong.,
l'at se.". 219 f1065).]

Recngnizing the nature of the tipping transaction, a second principal Issue was
how does the employer determine the amount of tip Income on which to report
and withhold taxes? Congress concluded that :

The only equitable way of counting tip ... (would be] on the basis of actual
amounts of tips received and that the only practical way to get this informal.
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tion [would be] to require employees to report their tips to the employer.
[ II.R. Rep. No. 218, 89th Cong., 2d sess. 96 (1965).]

Following this logic, Congress added a new section 6053 to the Code which re-
quires employees to report tips received on their own behalf by the 10th day
after the month In which they are received. Section 318 of Public Law 89-97
effected corresponding changes to the income tax withholding provisions (see-
thins 3401 et segui), the social security tax withholding provisions (sections 3101
et sequl), and the general reporting provisions (section 6051) of the Internal
Revenue Code to make reporting and withholding of social security and income
taxes on tip income "applicable only to such tips as are Included In a written
statement furnished to the employer pursuant to section 6008(a)." Finally, Con-
gress amended section 6051 of the Internal Revenue Code to similarly limit the
amount of tips to be shown on the annual statements which employers prepared
for employees to reflect income and withholding during the year (Form W-2).
As amended In 1965, section 6051 provides:

In the case of tips received by an employee In the course of his employ-
ment, the amounts required to be shown... shall include only such lps as
aie included In statements furnished to the cmploycr pousuant to section
6053(e). (Emphasis added.]

We see no reason to burden the Committee with an extended expedition
through the Code and Treasury Department Regulations to establish that under
the Code and the regulations the Form W-2 constitutes the only report of wages,
compensation, remuneration, and income paid to employees which is required to
be made by an employer. This is not disputed. As you are all aware, copies of the
Form W-2 are supplied for IRS and to the employee for his records. -

For nearly a decade after the enactment of the 1965 amendments to the In-
ternal Revenue Code, employers followed the prescription of section 6051 and
withheld taxes on and reported only that tip income reported by their employees.
Then, in 1975, without any change In the law, IRS issued a ruling (Rev. Rul.
75-400) which required the employer to keep a record of all charge tips which
he pays over to an individual employee and to report the sum total of those
charge tips on that employee's Form W-2. This sum total of charge Ups was to be
reported to IRS whether or not the tips had been reported by the employee and
without regard to the Identity of ultimate recipients of the tip through tip
splitting and pooling arrangements. We contested this ruling wlh IRS, without
success. Our contention was and is that the ruling is inconsistent with the intent
of Congress when it enacted the amendment to section 6051 of the Internal Rev-
enue Code in 1965 which requires that the amount to be reported as tips "shall
include only such tips are are included in statements furnished to the employer
pursuant to section 00(a)." We were and are now also deeply concerned that,
due to the practice of tip splitting and tip pooling, assigning the entire charge
tip to an individual employee will require the employer to knowingly make a
false Inaccurate report. That such reports will result in conflicts between the
employer and his employees and in an unjustifiable reflection upon the honesty of
our industries' employees are also disturbing probabilities. While the Com-
mittee was considering an amendment to clarify this matter, IRS issued a new
revenue ruling (Rev. Rul. 76-281) which, while more detailed than its prede-
ceaser, continues the same burdensome requirement.

As we understand it, the Internal Revenue Service finds Its authority to cir-
cumvent section 6051 of the Code In section 0041. Section 6041 provides that,

All persons engaged in a trade or business and making payment in the
course of such trade or business to another person, of rent, salaries, wages,
premiums, annuities, compensations, remuneration, emoluments, or other
fixed determinable gains, profits, and income * * * of $600 or more In any
taxable year, .0 * shall render a true and accurate return to the Secretary
or his delegate * * * setting forth the amount of such gains, profits, and
income, and the name and address of the recipient of such payment.

We believe that section 6061 of the Code and the legislative history of the
1905 amendments make it eminently clear that Congress intended to limit an
employer's obligation to report tip income to, "only such tips as are Included in
statements furnished to the employer pursuant to section 6053 (a)." and that
section 0041 does not apply. We base this conclusion on the following facts:

a. The entire legislative history of the 1965 amendments as it relates to taxing
and reporting tip Income reflects a thorough understanding by Congress of the
practices and customs of tipped employees and a deep concern for the account-
ing problems these amendments would present to employers. This concern was
reflected in the House Committee Report in these words,
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The employee would be required to report to his employer In writing the
amount of tips received and the employer would report employees' tips along
with the employees' regular wages * * * A provision is included under which
the Secretary of the Treasury or his delegate Is authorized to issue regula-
tions under which the employer will be permitted to gear these new report-
ing procedures into his usual payroll. It is the understanding of your Com-
mittee that regulations will be issued along these lines to the end that the
procedures required of the employer with respect to this reporting require-
ment will be minimal. [House Report No. 1548, 88th Cong., 2d sess. 11 (1004)
(Emphasis added.) ]

b. One cannot argue that Congress did not anticipate or have knowledge of
charge tips ai opposed to tips received directly from the customer, for the House
Committee Report specifically refers to charge tips in these words,

The employee would be required to report to his employer in writing the
amount of tips received and the employer would report the employee's tips
along with the employee's regular wages. The employee's report to his
employer would include tips paid to him through the employer as well as
tho.wc received directly from customers of the employer. (House of Repre-
sentatives Report No. 312, 89th Cong., 1st sess. (March 29, 19065) (Emphasis
supplied.) I

c. As mentioned above, Congress clearly established that "only tips received
by an employee on ils own behalf and not on behalf of another employee coustl-
tute wages." Yet, IRS relies upon section 004 to require employers to keep inde-
pendent records of charge tips paid directly to each employee and to reflect this
amount on the Form W-2, even though in most cases a portion of that amount will
not fall within the terms of the salaries, wages, compensatipn, and remuneration
to which C041 applies. We should also note that fhe transfer by the employer to
the employee of the amount designated by the customer on the charge slip does
not constitute a "payment" by the employer within the meaning of section 6041
any more than a meaf charged on a credit card account constitutes a sale of the
meal to the company Issuing the credit card. The employer is nothing more than
a conduit through which the payment passes from the customer to the employee,
Just as a bank is a conduit when it cashes a check.

d. Section 6041 upon which the ItS relies makes no mention of tip income.
Since section 6041 preeded section 6053 and the 1065 amendment to section 0051
limiting the employer's reporting obligation to that tip income reported by the
employee under section 0053, the more recent and specific requirements of sec-
tions 6061 andO6053 clearly supersede the earlier general requirements of section
6041. Further it is abundantly clear from the legislative history that Congress
was concerned that the employer's record keeping and reporting obligations not
become burdensome and that it was fully aware of the problems posed by tip
splitting and pooling. Congress did not intend that the employer be saddled with
a reporting and record keeping burden of the nature which IRS now seeks to
impose. It was the intent of Congress that sections 6051 and 8063 control the
matter of reporting tip income.

The amendment in Committee Bill Section 1312 will serve to reinforce and
clarify the plain intent of Congress when It passed the 1965 amendments and
preclude the imposition of a requirement which Is unduly burdensome and ex-
pensive for employers; creates a source of conflict between employer and em-
ployee; and unjustifiably calls into question the honesty of many thousands of
tipped employees.

We respectfully urge the Committee to reaffirm its adoption of Oommittee Bill
Section 1812.

STTTEMNT OF ItROBERT E. JULTANO. LTOISLAT1'Vz REPRSENTATIVF, HoTn, &
RESTAURANT EUPWTMS & BARTE"WERS INTEINATIONAL UNIoNi, AFL-CIO

Mr. Chairman, in behalf of our general- president, Edward T. Hanley. and the
500,000 members we are proud to represent, we are gratified at the opportunity
to appear before your Committee to discuss a matter of vital importance to oar
international union.

First of all. we would like to extend our thanks to the Committee for their
thorough deliberation of the tip Income issue which culminated In a clarifying
amendment being overwhelming adopted on May 27, 1078. The merits of this issue
today are as strong as they were when this Committee adopted the aforemen-
tioned amendment. I- am pleased to appear today in behalf of a Union which
represents R half-million members, approximately 25 percent of whom are classi-
fled as tipped employees. We also realse our appearance in this matter will
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assist thousands and thousands of tipped employees who are not part of the
organized labor movement. Our members, as well as the working people of
America, are in fact our "Special Interest."

Mr. Chairman, tipped employees have been coverei under the Fair Labor
Standards Act siJce 1966. The system created by the Congress heretofore has
been fair. It required the employee to keep track of his own tips, report them to
the employer in writing, and be taxed and subjected to withholding oil them as
so reported.

Last year, the Internal Revenue Service promulgated Revenue Ruling 75-400,
which was subsequently superseded in May, 1976, by Revenue Ruling 76-231.
Unless there has been a change In our constitutional process that I am unaware
of, we are laboring under the impression that Congress is the legislative branch
of the government and is supposed to create laws, and the Internal Revenue Serv-
ice Is part of the Executive Branch of government which is supposed to Imple-
ment the laws. There has not been a change regarding the area of tipped income
since the Fair Labor Standards Act of 1196 covered tipped employees for the
first time. The Legislative intent and the legislation itself is clear. Revenue
Ruling 75-400 and subsequently 76-231 apparently make no effort to take into
account existing law. The clarifying amendment which your Committee over-
whelmingly adopted on May 27, wisely reiterates the law as written by the
Congress of the United States.

Due to the Revenue Ruling. Mr. Chairman, there was another unfortunate
development which occurred. In many cities our members are on a checkoff
system, which means that by signing a form they authorize the employer to
deduct union dues from their payroll check, and these monies are forwarded to
the union. A matter such as this is spelled out in a duly negotiated collective
bargaining agreement between labor and management. We received word from
our local union in Minneapolis, that due to the Revenue Ruling our members
received payroll checks which were so low, and some which were even blank.
that the employer could not deduct union dues and was telling the union that
they would have to go to the member directly and get the union dues themselves.
So a further consequence of these Revenue Rulings has been in some instances to
abrogate a collective bargaining agreement which has been duly and legally
negotiated between labor and management. Again, here we have an intrusion
into the sacrosanct area of collective bargaining agreements by an agency of
the Executive Branch with no regard for existing law or any negative conse-
quences that might be engendered.

When H.R. 6675 was passed in 1965 specifically covering the taxation and
reporting of tip Income, the whole subject was treated and the legislative history
from that time, makes it clear that the reporting burden should properly be on
the employee. Thp legislative history included the following statement:

"4 $ * *the only equitable way of computing tips toward benefits Is on the bals
of actual amounts of tips received and that-the only practical way to get this
information is to require employees to report their tips to the employer."

With this in mind Mr. Chairman, we sincerely believe that there is no basis
for the recent ruling of the Internal Revenue Service regarding the handling of
tipped Income. It is our strong feeling that the Committee wisely adopted, after
very thorough debate, the clarifying amendment on May 27, 1976. We appear
here today in behalf of all of our gratuity employees and all others affected by
thls matter and urge strongly that the Committee adhere to the amendment
which they adopted by an overwhelming vote and Is now a part of IhR. 10612.

STATEMENTS OF ROBERT JULIANA, LEGISLATIVE REPRESENTA-
TIVE, ON BEHALF OF THE HOTEL & RESTAURANT EMPLOYEES
& BARTENDERS INTERNATIONAL UNION, AFL IO; AND RICH-
ARD BENEFIELD, GENERAL MANAGER OF THE MAGEE HOTEL,
BLOOMSBURG, PA., ON BEHALF OF THE AMERICAN HOTEL &
MOTEL ASSOCIATION AND THE NATIONAL RESTAURANT ASSO-
CIATION, ACCOMPANIED BY ALBERT McDERMOTT, AMERICAN
HOTEL & MOTEL ASSOCIATION, AND ROBERT NEVILLE, NA-
TIONAL RESTAURANT ASSOCIATION

Mr. Jum.%N-o. I would like to ask your permission that my testimony
be part. of the record, and I have a few comments.
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Our members as well as all of the other working people of Ameri-
ca are in fact special interest. Congress is legislative branch and the
IRS is part of the executive branch. There has been no change re-
garding declaration of tip income since 1966. So the IRS apparently
takes the position that they can write new legislation and are oblivious
to the current law and legislative intent which is very clear.

Not only would our gratuity people have to be bookkeepers with the
new revenue ruling, but the paperwork involved would place a burden
on all businesses, both large and small.

I)ue to Revenue Ruling 75-400 that was superseded May 1976 by
Revenue Ruling 76-231, major problems have arisen. One of the more
prominent is most of our collective bargaining rules have a checkoff
system. Our members have received minimal paychecks, and in some
cases, blank payroll checks. Management has then told the union to go
ahead and collect the dues themselves. So now the IRS with its sup-
posedly helpful and innocuous ruling has abrogated duly negotiated
collective bargaining agreements arrived at under the auspices of the
Taft-Hartley Act.

Mr. Alexander of the IRS Commission testified two days ago:
I think, too, that It can be seriously questioned whether the patchwork legisla-

tion that results from reversing specific ruling of the Service results In the kind
of broad legislative overview that Congress perhaps should be giving questions
of this sort.

Apparently Commissioner Alexander questions the wisdom and
authority of your committee. Mr. Chairman, since you saw fit to de-
liberate this matter thoroughly and passed a clarifying amendment on
M)fay 27, 1976 that reiterates the intent of Congress. If Mr. Alexander
is overly concerned about the role of the legislative branch and its
lack of ability, might we suggest that he resign from office and run
for either the Senate or the House, wherever he is domiciled.

Commissioner Alexander further stated: "Failure to report income
from tips is a chronic and persistent compliance problem." The Com-
missioner assumes, again, 'conservatively, the noncompliance in the
tipped area is 35 percent."

I greatly resent the fact, even though the language is euphemistic,
that, he is calling my members crooks.

When Mr. Alexander testified before this distinguished committee
a few months ago, his presentation indicated that Revenue Ruling

75-400 would mean an accrual of approximately $5 million to the
Treasury. In his presentation 2 days ago, he came up with some
new form of higher mathematics that indicated that the failure
to allow a full implementation of Revenue Ruling '16-231 would be a
loss of $100 million.

Perhaps Commissioner Alexaider wants to attribute this gross
exaggeration of figures to the inflation rate or some other ethereal
form of mathematics because we wonder how a figure could change
so dramatically in 2 months.

I was amused to see that the Commissioner quoted a preliminary
decision of a court case involving the ruling. The judge said of the new
IRS ruling that it is "drafted with such well-crafted obscurity as to
conceal its intended meaning from ordinary citizens with the posible
exception of those whose life work is the interpretation of Internal
Revenue regulations.
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Mr. Chairman, we feel that the facts are simple and clear. The
subject of declaration of tipped income has been the same since 1966.
The committee adopted the clarifying amendment on May 27. We
appear here on behalf of all our gratuity employees and all other
workers affected by this matter and urge strongly that the committee
adhere to the amendment that they adopted by an overwhelming vote
and is now part of H.R. 10612.

The CHAtMAV,. Thank you very much.
Do you have additional statements? I assure you I will personally

read all your statements. I intend to continue to support your posi-
tion.

Thank you very much. I suggest you submit the other statement.
I assure you we will make ful-us6 of them.

Mr. JULIANO. Thank you very much.
Tie CHAIRMAN. Next we will call Senator James Allen, one of our

most effective lawmakers. He has so far almost 100 percent batting
average on his amendments in the Senate on tax measures.

[The prepared statement of Senator Allen follows:]

SUMMARY OF STATEMENT SUBMITTED BY SENATOR JAMES B. ALLEN OF ALABAMA

I urge the adoption of Section 1308 of the Senate version of the Tax Reform
Act which amends Section 543 (a) of the Internal Revenue Code.

1. Under Section 543(a) (6) of the Internal Revenue Code rents received by
a corporation from a 25 percent or more shareholder for the use of corporate
property is treated as personal holding company income unless its other personal
holding company income is 10 percent or less of its gross income.

2. The Internal Revenue Service has taken the position that payments received
for the lease of intangible property to a shareholder are royalties under Section
543(a) (1) rather than rents under Section 543(a) (0).

3. There should be no distinction between tangible and intangible properties
leased to a shareholder where they are part of an integral group of business
assets used by the shareholder in an active trade or business.

4. This provision retroactively corrects the statute to allow similar treatment
for tangible and intangible assets leased to a shareholder for use in his business.
It does not however, allow shareholder rents to be used to shelter other lnIssive
income and preserves the intent of the personal holding company provisions.

5. Retroactive relief is even more Justified for this provision than when the
Congress granted similar retroactive relief in 1950 and 1955.

STATEMENT SUBMTrFED BY SENATOR JAMES B. ALLEN OF ALABAMA -

Mr. Chairman, I wish to thank the Committee for giving me an opportunity
of appearing before it in support of Section 1308 of the Committee bill. This pro-
vision Is the same as S. 3288 which Senator Sparkman and I introduced last
April as an amendment of Section 543(a) of the Internal Revenue Code.

The purpose of this provision Is to correct what I believe is an unintended-
result occasioned by the personal holding company provisions dealing with
rental payments by shareholders to their corporations. Specifically, the problem
Involves the treatment of payments received for leasing Intangible property as
royalties under Section 543(a) (1) rather than shareholder rents under Section
543(a) (6).

The problem was first presented to me through a company in my home state
of Alabama whose stock is owned by two trusts. The Company owns and leases
to several partnerships assets used by each partnership in the business of making
and selling a soft drink product within a specified area. The two trusts own a
majority of the partnership interests of each partnership, and three individuals
own the minority partnership interests. The assets used by these partnerships
consist of land and buildings, machinery and equipment, automobiles, delivery
equipment and coolers, and the eerolsive right to make and sell the product wvith-
In eueh epecifted area. The reason for this manner of operating the business of
that in 1984 ownership of all of the assets, tangible and intangible, used in the
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business was transferred to the Company in order to conserve and preserve
title to these assets in a continuing entity, thereby insulating these assets from
the'death of, or other changes in. the partners of the partnerships.

The Internal Revenue Service has taken the position that the Company was
a personal holding company on the grounds that a substantial portion of the
payments to the Company from the partnerships should be treated as royalties
under section 543(a) (1) of the Code rather than as compensation for the use
of corporate property under section 543(a) (6). The Internal Revenue Service
takes the position that the payment for the exclusive right to make and sell
the product is a royalty.

Section 543(a) (0) of the Code provides that amounts received as compen-
sation for tile use of, or right to use, property of the corporation, where 25 per-
cent or more of its stock is owned by an individual entitled to usie the property,
constitutes personal holding company income, unless its other personal holding
company income (excluding rents under section 543(a) (2)) is 10 percent or
less of its ordinary gross income. That is, payments for the use of corporate
property by its shareholders will not constitute personal holding company in.
come unless these payments are used to shelter passive income in excess of 10
percent of the corporation's ordinary gross income. Since the portion of the
payments from the partnerships which are treated by the Service as income
(i.e., the royalties) under section 543(a) (1) was greater than 10 percent of
the ordinary gross income, all of the pmyments from the partnerships constituted
personal holding company income under sections 543(a) (1) and 543(a) (6).

The Company had no other personal holding company income other than
a minor amount of interest income in several years amounting to far less
than 10 percent of its ordinary gross income for any such year.

Thus, the Company has not been used to shelter passive investment income
since practically all of Its income comes from the payment for use of business
properties-i.e., those in connection with the manufacture and sale of the prod-
uct. Nevertheless, it has been unwittingly trapped into personal holding com-
pany status because. although all of the income which it receives from the
partnerships is for the use of assets comprising a single business, some of this
income is treated unfairly as income under section 543(a) (1) hither than as
compensation for the use of corporate property under section 643(a) (6).

The statute should be amended to provide that all of such payments should
be treated as compensation for the use of corporate property under section
543(a) (6), so that such payments will constitute personal holding company
Income only if these payments are used to shelter substantial amounts of other
passive investment income. The legislative history of section 543(a) (6) clearly
demonstrates that rents from stockholders for the use of property in legitimate
business enterprises are not intended to be classified .as personal holding con-
pany income unless these rents are used to shelter other passive investment
income.

In the past Con press has provided retroactive relief under a similar set of
circumstance. Prior to the Revenue Act of 1050. personal holding company in-
come included dmounts received for the use of corporate property by 25 percent
shareholders. By 1950 tile attention of the Finance Committee had been called
to examples "where, through a set of fortuitous circumstances, corporations lve
become closely held and also have rented most of their assets for use in the
operation of businesses to the Individunls holding the stock of the companies.
Thus. unwittingly the corporations have become personal holding companies
and subject to the penalty tax." S. Rept. No. 2375, .1st Cong. 2nd Sess. (1950),
(.5. To take care of this problem. section 223 of the Revenue Act of 1950 pro-
vided for the elimination of rents for the use of a corporation's property by its
shareholders from the category of personal holding company income, where tile
property is used "in the operation of a bonn fide commercial, industrial, or
mining enterprise." This provision applied retroactively to taxable years ending
after 1945 nnd before 1950. In 1955, tile application of this relief provision
was extended again retroactively to years before 1934, in recognition of the fact
that the Internal Revenue Code of 1954 provided relief from this problem for
years beginning with 1954. See H. Rept. 1,353, 84th Cong., 1st ses.,. (1955). 19.5. -2
O.. 844.

The 1954 ( eo relieved this problem by exempting shareholder rents from
personal holding company income unless the corporation has other personal
holding company income in excpss of 10 percent of its ordinary gross income.
Thus, the basic purpose of section 543(n) (6) is to prevent payments from share-
holders to corporations from sheltering outside passive investment income. See
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S. Rept. No. 1622, 83d Cong., 2nd seas. (10M), 74, where in connection with
section M4(a) (0) the Finance Committee stated that "in the absence of ap-
preciable amounts of other investment income, rental income received from
shareholders does not constitute a tax avoidance problem."

The continued concern of Congress since 1950 for exempting from personal
holding company income payments for the use (of corporate property by share-
holders in their active business clearly should cover situations, like the instant
case, where the assets of the corporation used in the shareholders' business
consist of Intangible, as well as tangible. property. Such a corporation is no
more the "incorporated lcketbook" at which the personal holding company
provisions are aimed than a corporation whose assets happen not to include
intangible rights necessary for the business, and such corporation should not
bw trapped into personal holding company status in the absence of the prescribed
amount of outside Investment income.

It is important to note that this amendment will apply only where the in-
tangible assets are part of an integral group of business assets consisting of
tangible and intangible assets, and will not apply where the corporation
merely licenses an intangible as.set. Also. the amendment leaves undisturbed
and preser-cs the existing prohibition against using payments from sharehold-
ers for the use of business assets to shelter substantial amounts of outside
investment Income. The amendment also insures that rents and royalties which
are described under section 543(a) (6) and are excluded from personal holding
company income under that section will be excluded from sections 543(a) (1)
and i-43 (a) (2).

Since the purl'se of this amendment is to relieve the unintended hardship
of section ;43(a) (6) on a taxpayer who unwittingly became trapped into per-
sonal holding company status this amendment should be made retroactive in
a manner similar to what we (lid in 1950 and 1953. Actually there is more
Justification for retroactive relief here than in the previous cases since here we
are correcting a situation not intended by the statute while before we merely
granted relief from a clear statutory provision.

The Treasury voiced no objection to this amendment in its Administrative
Position dealing with this bill dated June 15. 1976. However. apparently be-
cause of the recent publicity surrounding this and other amendments, the Treas-
ury now attempts to criticize the amendment by claiming that the favorable
treatment for rents should not apply to passive income such as royalties. But
this claim Is specious, since it is clear that the amendment covers only the
limited situation of payments for intangible property which is leased along
with tangible property for use in a single active business, in which case the
payment for the intangible property should be treated the same as the pay-
ment for the tangible property. This situation does not allow circumvention
of the personal holding company provisions, as would exist in the case of the
mere receipt of royalties by a corporation existinig to hold title to inatngible
assets. The Treasury has confused this latter situation with the one covered
lby the amendment. since the lease of an integrated business consisting of tan-
gible and intangible property does not constitute a technique for avoiding the
personal holding company provisions.

This same confusion underlies the Treasury's claim that it is inappropriate
to permit individuals to accumulate royAlty income in their corporation. Where
an integrated business consisting of Intangible and tangible property is leased,
the payment for the intangible property cannot be characterized as passive
income, as in the case of mere royalty payments received by a corporation for
the use of intangible property alone. The payments for the integrated business
should, as in the case of rents under present law, be free from personal holding
company taint.

While it is true that the amendment does not provide relief for payments from
nonshareholders for intangible assets leased along with tangible assets in an
integrated business, such relief is fully warranted and should be provide in
future legislation.

STATEMENT OF HON. TAMES B. ALLEN, A U.S. SENATOR FROM THE
STATE OF ALABAMA

Senator ALLEN. Thank you, Mr. Chairman and members of the
committee.
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I appreciate this opportunity to appear before the Committee on
Finance in support of section 1"308 of the committee bill dealing with
personal holding company income. This provision is the same provision
as found in S. 3288, introduced earlier in the session by Senator Spark-
man and me, and the same provision was introduced by us in a separate
bill in 1972. The committee did not act on it at that time. It is not a
provision that is just now coming to the attention of the committee be-
cause the original bill reached the committee back in 1972. And I ask
the committee to consider this bill during its deliberations on the
present tax bill.

Our bill was made a part of the committee bill by adopting S. 3288.
Essentially, this provision relieves an unintended hardship under
section 543(a) (6) of the Internal Revenue ("ode on taxpayers who have
unwittingly become subject to the personal holding, company tax.
As the chairman and members of the committee know, the personal
holding tax is a 7 percent tax that is imposed

Senator HANSE.N. Seventy?
Senator ALLEN. Seven percent tax over and above other taxes. It is

penal and punitive and confiscatory, so corporations, of course, seek
to avoid coming under the provisions of the holding company tax
law.

Tnder the present tax law, a corporation can lease its property to a
25 percent shareholder without the rental income being considered to
be personal holding company income so long as no more than 10
percent of its other income is personal holding company income. The
theory behind this provision is that rents received from a 25 percent
shareholder for the use of corporate property in a legitimate business
enterprise should not be personal holding company income unless those
rents are used to shelter other passive investment income. In other
words, rent of a corporation of its property or assets to a 25 percent
shareholder in the corporation is not to be considered personal holding
company income unless the corporation has personal holding company
income in excess of 10 percent of its gross income.

The Internal Revenue Service, however, has taken the technical
position that where the rented property consists of both tangible and
intangible assets, any payments which relate to the intangible property
are audited under section 543(a) (1) rather than rentals under section
543 (a) (6). Consequently, where the rents attributable to the intangible
property are more than 10 percent of the corporation's gross income it
falls into the personal holding company classification even though the
company has not been used to shelter passive investment income.

In other words, if more than 10 percent is personal holding company
income, then all of these rents become personal holding company
income.

This problem was first brought to my attention and to Senator
Sparkman's attention by one of our constituents in Alabama who
is involved with a company that owns assets used in the bottling of a
soft drink beverage and also has the exclusive right to sell the beverage
within a specified area. For good business reasons the company decided
to rent all of its physical assets along with the exclusive right to bottle
the beverage to partnerships consisting of the corporations' share-
holders. The partnerships then conducted the business of bottling and
selling the beverage.

Inder section 543(a) (6), this arrangement appeared to be perfectly
proper so as not to create personal holding company income, even
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though the lessees of the property owned more than 25 percent of the
stock of the corporation. As previously pointed out, this section of
the code precludes personal holding company income status for rentals
received froma 25-percentshareholder so long as there is no more than
10 percent passive income in the corporation. Since the corporation of
which I speak hid little or no income other than the rentals received
for the assets leased to its shareholders, there appeared to be no
problem, especially since section 543 (a) (6) makes no distinction be-
tween tangible and intangible property.

The CHAIRMAN. Senator, we have a 5-minute rule here. I have to call
it on all of us, including our Senators on the committee.

I read your statement and you made a very fine case. I want to
assure you I expect to support your position.

Senator ALLFNq. I thank the chairman.
The CHAIRMAN. I hope that your 100-percent, batting average on

these amendments will hold up.
Senator ALLZN. Thank you, Mr. Chairman. If I had a 100-percent

batting average it is because I followed the recommendations of the
chairman, I nught say.

Senator TALmmAE. Mr. Chairman, Senator Allen, is it not a fact
that Congress has granted similar relief in similar hardship cases on
several occasions?

Senator ALLEN. Yes, sir, that is true. They did it in 1950 and they did
it again in 1955. The question-is, if the chairman will indulge me, in
1971 even though the law haid beenof-the books since 1954, the Internal
Revenue Service ruled that intangible property, that is a franchise,
could not be included along with other property that was being leased.

They then popped the taxpayers with as many back years of this
punitive tax that the law allowed. It creates a tremendous hardship.
Treasury found that this will have a negligible effect on the revenue of
the Government.

As far as I know, there is only one small, town bottler that is in-
volved, a relatively small one.

The CHAIUMAN. Senator, I take it that you agree with my view. If
someone is being done an injustice, even if it is a single citizen, the
(overnment should consider his plea.

Senator Auzr;. That is exactly right. I do submit my written
statement. I thank the chairman.

The CHAIRMAN. Next we will hear from Mr. Daniel Davis, vice
president of First National Bank of Dallas.

[The prepared statement of Mr. Daniel M. Davis follows :]
A3E.RICAN BANKERS ASSOCIArlON 3MMORANDUM ON MIsCELLwANOUS PgOVxSIONS

1. Tax-Exempt Annuity Contracts (Sec. 1505 of the Committee bill) :
Section 1505 of the Committee bill would add closed-end mutual funds to

(pIen-end mutual funds as permissible investments under section 403(b) of the
Code whereby certain tax-exempt employers may purchase tax-sheltered annuities
for their employees. The ABA believes that just as the distinction between
open-end and closed-end funds was found Irrelevant for purposes of 403(b)
investment, likewise the exclusion of deposit accounts (savings accounts, certifi-
cates of deposit and time-open accounts) is inappropriate.

The tax-exempt employer making contributions for 403(b) purposes should
have the choice of investment in deposits of banks, savings and loans, and
credit unions which often offer a more stable and reliable source of retirement
benefits than might be true of mutual funds. Long term deposit accounts may
earn Interest at annual rates of 7.5% and above.
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Federal depository inlititutions offer the additional assurance of federally.
backed insurance up to $40,000 as do state insured banks.

2. Swap Funds (June 11 Committee Action) :
The Finance Committee of June 11 regarding the treatment of so-called "swap

funds" appears intended to parallel the House approved bill on this subject,
H.R. 11920. Assuming that the Finance Committee would in fact track the
House language, the Association wishes to point up one result, apparently unin-
tended, which would be totally inappropriate.

The House lull makes clear that the beneficiaries of a trust should not be
allowed to obtain tax-free diversification of portfolio stocks through an exchange
for an interest in a common trust fund. The language of the bill would seem to
make the merger of common trusts funds, typically occurring subsequent to bank
mergers, subject to taxation. Such common trust fund mergers are totally beyond-
the control of tru4.t beneficiaries and their purpose is in no way to achieve tax-
free diversification. Rather their purpose is to achieve efficiency of operation
and a reduction in costs. The investment interest of the trust remains basically
unchanged. The bill should make clear that such mergers are not taxable events.

3. Extension of Study Reduction and Cash or Deferred Profit-Sharing Plans
(Sec. 1507 of the Committee bill) :

A large number of employees, in banking and other industries, could be
adversely affected if the current freeze of section 2006 of the Employee
Retirement Income Security Act expires without an orderly resolution of tax
treatment of salary reduction and cash-deferred profit-sharing plans.

The Association strongly supports the proposed extension of time to complete
the study contemplated by ERISA section 2000 since it is virtually impossible to
do so prior to the present January 1, 1077 deadline.

4. Extension of Time to Confrom Charitable Remainder Trusts for Estate
Tax Purposes (Section 2104 of the Committee bill) :

Section 2104 of the Committee bill would amend Code Section 2055(e) (3) to
extend ,or two years the time by which the governing Instrument of a charitable
remainder trust may be amended so as to allow the remainder Interest to qualify
for the estate tax charitable contribution deduction. The complexities of the
1969 Tax Reform Act relative to charitable remainder trusts dictate such time
extension to insure fairness to the taxpayers.

The American Bankers Association urges approval of this extension.

AMERICANI BANKERS ASSOCIATION.
Washington, D.C., December 15, 1975.

Re proposed regulation I 1.613A.
COMMISSIONER OF INTERNAL REVENUE,
Washilngton, D.C.
(Attention: CC :LR :T).

DEAR MR. CoMMISIosER: The following comments are submitted on behalf of
the American Bankers Association regarding the above-captioned regulation
published in the Federal Register of October 17. 1975 at pages 48691 through
48696. The deadline for comments on the proposed regulation has been extended
from November 17. 1975 to December 17. 1975.

Section 613A continues the availability of percentage depletion under section
613 to small producers (including a trust) subject to certain limitations. One of
these limitations is that a transferr" (other than a "transfer at death") of the
producing oil and gas interest ha.4 not been made after December 31, 1974.
Proposed regulation I 1.613A-7(n) states:

Trastfer. The term 'transfer' means any change in legal or equitahle
ownership by sale, exchange. gift, lease. sublease, assignment, contract, a
change in the membership of a partnership or the beneficiaries of a truct,
or otlber disposition (including any contribution to or any distribution by
a corporation, partnership. or trust). However. the term does not include
a transfer of property at death (includfn a distribution by an estate) nor
an exchange to which section 351 applies (until the tentative quantity
determined under the table contained in section 613A(c)(3)(1i) ceases
to be allocated under section 61RA(c)(8) between the transfernr and
transferee). A transfer it deemed to occur on the day on which a bindina
contract to transfer such property is executed, or. if no such contract
is executed, on the day on which the document which causes title to the
property to pass is executed.
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We believe that for the reasons set forth below this definition, as applied
to trusts and their beneficiaries, is both uncertain in operation and too expansive
in scope.

REVOCA BLE TRUSTS

The first sentence of proposed I 1.613A-7(u) refers to "any change in legal
* * * ownership by" certain stated events, including a "gift" or "other disposi-
lion." In the past there have been a significant number of cases where member
banks have acted as trustee. of fully revocable trusts consisting In whole or in
part of oil and gas interests. A revocable trust isnot an independent income tax
entity and is ignored for income tax purposes. All income received by the trust
is considered as income received directly by the grantor. An important non-tax
reason exists for the creation of such a trust--probate costs at the grantor's death
(including the expense of ancillary administration for oil and gas interests) that
would be incurred if the interest formed a part of his probate (testamentary)
estate are avoided. If the interest were a part of the grantor's probate estate,
the transfer at death exception would be applied.

The placing of oil and gas interests it a revocable trust after December 31,
1974 Is not a "transfer" after that date for purposes of section 613A because, as
a result of the second sentence of proposed § 1.013-7 (o), there is no "transferee".
However. tinder the proposed regulations, a distribution from the trust at
the grantor's death is not specifically covered by the transfer at death exception.
We recommended that the second sentence of the proposed regulation e amended
to provide:

However, the term does not include a transfer of property at death (includ-
Ing a distribution by an estate or by a trust which teas fully rerocable, at
death) nor an exchange to which section 351 applies (until the tentative
quantity determined under the table contained in 'ection 613(c) (3) (1)
ceases to be allocated under section 613A(c) (8) between the transferor
and transferee). (underscored words added)

CHANGE IN BENEFICIARIES

The first sentence of prolNpsed I 1.613A-7(n) also refers to "any change In
e * * equitable ownership by * * a change in the beneficiaries of a trust".
These words may be interpreted to result In a "transfer" when any event (other
than perhaps death) causes a change in the trust beneficiaries. For example.
consider a trust which directs that Income be paid to A for 10 years and there-
after to B for his life with the principal to be distributed to B's issue who
survive him, per stirpcs. Does a "transfer" take place at the expiration of the
10 year period when A ceases to be a beneficiary? Does a "transfer" take place
upon the birth of a child of B during the trust term? These questions should
be answered in the negative. Our difficulties with the proposed language could
be overcome by eliminating the words "or the beneficiaries of a trust" In tile
first sentence of proposed I 1.613A-7(n). We believe consideration should also
be given to eliminating the words "legal or equitable" in this sentence which
tend to create uncertainty In application.

TRANSFER AT DEATH

The December 31, 1974 transfer rule does not apply to a "transfer at death".
The proposed definition of "transfer" does not give a clear explanation as to the
scope of this exception. To illustrate, in the example discussed in the preceding
paragraph the trust terminates at the death of B and the trust property is
distributed to B's then living issue, per stirpes. Is the transfer at death exception
applicable? The regulations should answer this question, which is important
because the death of a beneficiary is the most frequent even causing a trust to
terminate.

ACQUISMIION BY ESTATE

In some cases an estate will acquire after the decedent's death oil and as
properties which turn out to be producing and then distribute the properties to-
the beneflearies, which may include one or more trusts. This case differs from the
the beneficiaries, which may Include one or more trusts. This ease differs from the
death exception clearly applies to tile latter case, but arguably does not apply
to porperty acquired after death. Nevertheless, since the beneficial Interests In
the estate take effect at death there should be no "transfer" of any such Interest
when distributions are made. One way or another, the regulations should provide
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that property acquired by an estate after a decedent's death is not deemed to be
transferred for purposes of section 613A when distributed by the estate.

PRIUXISTINO TRUSTS -

The intent of the December 31, 1974 transfer rule is to prevent the intentional
creation of multiple "small producers" by post-1974 transfers.- See Statement
of Senator Cranston on page 84260 of the Congressional Record of March 18,
1975. This cannot occur with respect to oil and gas property held in an irrevocable
trust on December 81, 1974 where the distribution from the trust to a bene-
ficiary occurs as a result of a mandatory provision rather than the exercise
of a discretionary power. The application of the December 31, 1974 transfer rule
to a mandatory distribution would be unfair and amount to retroactive leglisla-
tlion. We suggest the addition of the following new sentence to the proposed
regulations I 1.613A-T(n) :

A distribution from a trust which was irrevocable on December 31, 1974
of property held in the trust on such date shall be deemed a "transfer" only
it made pursuant to the exercise of a discretionary power.

In the normal property law context the "transfer" takes place when the trust
Is created.

Respectfully submitted.
RosxTw L BEVAN,

Associate Federal Legislatkve Counael.
RICHARD B. COVEY,

Special (Jouneel, American Baskers Aasocfat ion.

STATEMENT Or DANIEL M. DAVIS ON BEHALF OF TilE AMERICAN BANKERS
AssociATION

Mr. Chairman and Members of the Committee: My name is Daniel M. Davis.
I am a Vice President of The First National Bank in Dallas. I am accompanied
by Robert L. Bevan, an Associate Federal Legislatlve C'ounsel of the American
Bankers Association. The American Bankers Asociation is an association (emn-
imsed of about 14,000 banks or some 96% of the banks in the country. Approxi-
mately 4,000 of the banks exercise fiduciary powers serving their customers as
trustees and executors. Thus, the Association Is keenly interested in any changes
in the tax laws affecting trusts and estates.

The list of subjects to be con idered at these hearings Includes Section 1317
of II.R. 10612 which is now before the Senate. This Section contains needed
amendments to section 613A of the 19r4 Cole which was enacted as part of
the Tax Reduction Act of 1975. The ABA Is particularly concerned with the
amendments proposed in submection (b) of Section 1317, which relates to trusts.
We strongly support these amendments, which do nothing more tharn (lre
Inequities In our tax law, but also recommend for reasons I will nrention that
additional action be taken by your Committee to cure other Inequities.

Section 613A eliminates the percentage depletion deduction for oil and gas
produced on or after January 1, 1975 subject to certain exceptions whih iInclude
a so-called- "small Independent producer" exemption. It order to prevent frac-
tionalization of Interests and the multiple use of the exemption, section 013A
(c) (9) provides that the exemption is not available "in the cae of a transfer
* . . after December 31, 1974 of an interest (including an interest in a part-
nership or trust) in any proven oil or gas property" except "a transfer of
property at death" or a transfer in a section 351 exchange. This provision Is
uncertain in scope and if applied literally produces inequitable results in the
case of "transfers" of oil and gas Interests by trusts and estates.

Section 613A(d) Is even worse. It provides that the depletion deduction for
small independent producers cannot exceed 65% of the taxpayer's "taxable
income" for the year Involved computed without regard to depletion and certain
other items. The use of "taxable Income" Is inappropriate for a trust because
in arriving at this amount distributions to beneficiaries under sections 651 and
061 are deducted. The law of many states requires a trust to add an amount
equal to the depletion deduction to principal. In such cases the trust would.
before the enactment of section 618A(d). have had no "taxable Income" because
the deduction would have offset the retained Income. Under section 618A(d).
the trust will now have to pay a tax as a result of a disallowance of 85% of
the depletion deduction. To disallow a part of the deduction and to produce a
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tax at the trust level without adding back the section 851 and 601 deductions
is grossly unfair.

During December 1975 the ABA filed comments with the Commissioner of
Internal Revenue on the proposed regulations to section 613A dealing with some
of its defects. A copy of these comments is filed with this statement. No mention
was made of section 613A(d) because of our belief that its inadequacy as to
trusts could only be solved by amending the statute.

The amendments recommended by Section 1317 to section 613A(c) (9) and
section 613A(d) would alleviate some of the inequities referred to above by
providing that in applying section 613A(d) to a trust the 65% limitation would
be computed before taking into account any deduction for distributions under
sections 651 or 661, and by amending section 613A(c)(9) to provide that a
change of beneficiaries of a trust by reason of the "death, birth, or adoption of
any beneficiary if the transferor was a beneficiary or is a lineal descendant of
the grantor or any other beneficiary". The change in section 613A(c) (9) is too
narrow and does not solve other problems that exist in applying the "transfer"
rule to trust and estate dispositions and which are referred to in our comments
on the proposed regulations to section 613A.

We urge your Committee to approve additional changes in this section -which
will solve all of the problems referred to in our comments filed with the Com-
missioner. We note that the report of the Finance Committee on H.R. 10012
states that the transfer rule was not Intended to apply to "some cases of transfers
which occur by operation of law". This Intenit should certainly exempt transfers
from pre-existing trusts from the scope of 013A (c) (9).

Mr. Chairman, we also submit witi. this statement a memorandum on the
following provisions of H.R. 10012, as reported:

1. Tax-Exempt Annuity Contrp eta (Section 150).
2. Swap Funds (June 11 Committee action).
3. Extension of Study of Sa'ary Reduction and Cash or Deferred Profit-

Sharing Plans (Section 1507).
4. Extension of Time to Co~aform Charitable Remainder Trusts for Estate

Tax Purposes (Section 2104).

STATEMENT OF DANIEL I(. DAVIS, VICE PRESIDENT, THE FIRST
NATIONAL BANK, DALL &S, TEX., ACCOMPANIED BY ROBERT L.
BEVAN, ASSOCIATED FT&DERAL LEGISLATIVE COUNSEL, AMERI-
CAN BANKERS ASSOCIATION

.fr. DA vs. Mr. Chairman and members of the committee, my
name is )aniel Davis. I a.n a vice president of the First Nationil
Bank in Dallas. I am accompanied by Mr. Robert L. Bevan, an asso-
ciate Federal legislative counsel of the American Bankers Association.
The American Bankers Association is an association composed of
about 14,000 banks or some 96 percent of the banks in the country.
Approximately 4,000 of the banks exercise fiduciary powers serving
their customers as trustees and executors. Thus, the Association is
keenly interested in any changes in the tax laws affecting trusts and
estates.

The list of subjects to be considered at these hearings includes sec-
tion 1317 of I.R. 10612 which is now before the Senate. This section
contains needed amendments to section 013(a) of the 1954 code which
was enacted as part rit the Tax Reduction Act of 1975. The ABA is
pariticularly concerned with the amendments proposed in subsection
(b) of section 1317, which relates to trusts. We strongly support these
amendments, which do nothing more than cure inequities in our tax
law, but also recommend for reasons I will mention that additional
action be taken by your committee to cure other inequities.

Section 613(a) eliminates the percentage depletion deduction for
oil and gas produced on or after January 1, 1975, subject to certain
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exceptions which include a so-called small independent producer ex-
emption. In order to prevent fractionalization of interests and the
irul tiple use of exemption, section 613A(c) (9) provides that the
exemption is not available "in the case of a transfer after December 31,
1974, of an interest-including an interest in a partnership or tnst-
in any proven oil or gas property" Pxcept "a transfer of propert.at
death or a transfer in a section , exchange. This provision is
uncertain in scope and if applied literally produces inequitable results
in the case of transfers of oil and gas interests by trusts and estates.

Section 61:3A(d) is even worse. It provides that tile depletion deduc- be
tion for small independent producers cannot exceed 65 percent of the
taxpayer's taxable income for the year involved computed without
regard! to depletion and certain other items. 'rhe use of taxable income
is inapplpriate for a trust because in arriving at this amount dis-
trilutons to beneficiaries under section 651 and 661 are deducted.

The CHA,\MNX. Thank you very much for a very fine statement. I
assure oil that I wili real the rest of it. I understand what you are
taIking about.

Senator I)oL,. Mr. Chairman.
h'lle ChAIRMA N. Senator Dole.

Senator Doi,.. The chairman may recall there was a certain amount
of publicity over these rather minor technical amendments. I am
h'lppY to have the testimony. There was never an, question about the
nmeidment except in the publication. They were not offered for any
single purpose. I am pleased to know there are many beneficiaries. I am
not sure who they may he.

It. wasnt an intended result.. If somebody is born in a class or by
adoption, they should not be denied the depletion allowance. It
should be called a transfer. It is a very technical thing. IRS and Treas-
ury approved it, and by advice of the staff and others, it was offered.

I think you covered it pretty well in your testimony. We apltciate
it.

'The CHAIRMAN. Incidentally, the people who drafted that. are here
in this room. They inform me that that about which you are coni-
plaining was an inadvertent error in diaftinig a floor amendment
that had to be a broad amendment d(eveloled for Senator Cranston
on the floor.

Senator Cranston understands that. I am sure you are aware of
the fact there has been a lot of publicity that the amendment was my
idea. I frankly did not know the problem existed. You are talking
about. a proposed Treasury regulation insofar as the beneficiaries of
the t rust are concerned, is that not right?

Mrr. DAxvIs. Yes, sir.
Thie CHAIRMAN. Thank you very much, gentlemen.
Next we will call Mr. Carl Sebits, Kansas Independent Gas and Oil

. s.soiation.
['lh prepared statement of Mr. Carl Sebits follows:]

STATEMENT OF CARL W. SiFTS, INDFPg.NDENT OIL AND GAS OPERATOR

Summary of principal points
1. 'ertains to "Retailer Exclusion" provision.
2. Pertains to Exception to Transfer Rule for Beneficiaries of Trusts.
My name Is Cirl W. Sefilta and my office Is In Wichita, Kansas. I am a manag-

Ing partner of Pickrell Drilling C)mpany and I appear today in that capacity
and is Chairman of the Tsix Committee of the Independent Petroleum Assocla.
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tion of America. I am also a member of the Executive Committee of that
association.

RETAILER EXCLUSION

Pickrell Drilling Company is an exploration and oil and gas production com-
pany with nearly all of Its operations iii the state of Kansas. Our company op-
erates two rotary drilling rigs continuously, in a search for oil and gas, and
also operates approximately 3000 barrels daily oil production. The comlptny
operates about 20 million cubic feet of gas per day.

For-itiany years a small group of investors has participated with us In our
exploration program as a part of their diversified husliess investment programs.
They and we are quite naturally concerned about tax measures which would
make exploration Investment less attractive and this statement bears more
specifically upon the "retailer exclusion" provision in the new tax proposals
which would deny percentage depletion to a taxpayer who Is classified as a
"retailer" of oil or gas or products derived from oil or gas.

One of our investor-partlclpants in our exploration program is a large grease
manufacturer. and although nearly all of his sales are at the wholes:ale level,
sojne small lart of his sales would classify as retail sales of grease and related
lulorikant pr~wucts.

Still another of our investor-lartlcipants Is an owner-operator of retail stores
handling western wear clothing and related Items. Many of the Items which he
sfot'ks and retails are manufactured from petroleum chemical derivatives, such
as imlyester suits and dress materials, and other retail Items which have as their
ba,,e material some kind of petroleum derived source. In fact it would be quite
difficult 'for most retailers of general merchandise to avoid handling and selling
products which did not in some way have their origin In petroleum derivatives,
since petroleum chemicals have become so predominantly used in almost the
('ni i re gamiut of consumer products manufacturing.

Still another of our investor-participants owns and either operates or leases
out to lessees on P particllation basis several retail gasoline filling stations, as
a part of his diversified business Investment program. Whereas this man's opera-
tions could nor in any way be compared to a major integrated oil company, the
narrowness if definition of the "retailer excluded" provision would undoubtedly
Iorevent this investor from the deduction of percentage depletion.

Each of the previously described Investors has Informed our company that in
the event that a too-narrow Interpretation of a "retailer" le.,ens the feasibility
of Investing in oil and gas exploration, since we all recognize it as a high-risk
venture, then It is qaiple lK)ssible that they will withdraw from our program and
in turn we will ie forced to decrease the scope of our exploration effort. In time
this coul result in a complete shut-down of this program.

A provision exempting a taxpayer whose annual grom receipts from the retail
sale of oil or gas or products derived therefrom would not exceed $5 million for
the taxable year would surely be most helpful. It would eliminate a too-narrow
definition of the "retailer excluded" provision and assure the above described
Investors that they could continue to spend their dollars In a search for more
11 and gas production within the United States. We and our investor-lartlel-

Pants are Indeed hopeful that such an amendment will be given favorable con-
sideration.

EXCEPTION TO TRANSFER RULE FOR BENEFICIARIES OF TRUSTS

The Committee on Finance of the United States Senate has added an addi-
tional exception to tile transfer rule contained in paragraph (9) of Section 013A
ic) of the Internal Revenue Code. This additional exception expands tle ex-
ception provided by present law for transfers of oil and gas property at death.
The new provision extends the exception to changes of beneficiaries of a trust
if the change occurs by reason of the death, birth, or adoption of any beneficiary
provided the transferee was a beneficiary of the trust prior to the event or is a
lineal descendant of the grantor or any other beneficiary.

Such transfers by reason of death, birth or adoption obviously are not the
type of transfers which the statute sought to prevent to avoid a proliferation of
proven oil and gas reserves which when )rodlild are eligible for percentage
-depletion. This exception Is considered necessary to clarify the normal transfer
of beneficial Interests in trusts (as opposed to the sale of oil and gas property)
to Intended beneficiaries and to insure that the right to percentage depletion of
property In the trust will continue to be enjoyed by the beneficiaries thereof.

T4-712-76---pt. 2-5
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STATEMENT OF CARL SEBITS, KANSAS INDEPENDENT GAS & OIL
ASSOCIATION, ACCOMPANIED BY DONALD P. SCHNACKE

Mr. SEBITS. Mr. Chairman and gentlemen, my. name is Carl W. Seb-
its. My office is in Wichita, Kans. I am a managing partner of Pickrell
Drilling Co., and I appear today in that capacity and as chairman of
the Tax Committee of the Independent Petroleum Association of
America. And I am also a inember of the executive committee of that
association.

I am a vice president and member of the executive committee of the
Kansas Indepetident Oil & (las Association. On my left is Mr. I)o
Schnacke, who is executive vice president.

I am here to give testimony pertaining to two points, two amend-
ments that are being considered by the Senate Finance Committee, one
being the retailer exclusion provision; the other pertaining to the ex-
ception to transfer rule for beneficiaries of trusts and the 65-percent
lep4letion limitation.

i our exploration effort we have investment participants who by
reason of some peculiarity in their investment program could be de-
prived of statutory depletion because of some small retail operation
in their business. We have an investment participant who owns and
operates or leases out on a participation basis three filling stations,
service stations who might, by this provision, be deprived of statutory
depletion. We have an associate whto owns a business building-with
a parking garage as a part of that building, and with a gasoline pump
purely for the convenience of his tenants and parking customers.

We certainly have felt as long as there was a provision that did re-
tain depletion for small producers, that it was inconsistent to deprive
that kind of person of his depletion allowance, and certainly we then
feel that this amendment that the Finance Committee is considering,
that would exclude those people unless they had $5 million or more of
oil and gas sales or products derived therefrom, certainly we hope
that the committee will give that favorable consideration.

The other matter is a matter of actually the transfer rule and an ex-
pansion of that rule so that the exception provided by the present law
for transfers of oil and gas property, at best. would also then consider
death, birth, or adoption of any beneficiary. We feel that this is an
expansion that came up when the application of that part of the law
became evident.

We are certainly in favor of that consideration of the amendment.
As to the 65-percent limitation on depletion as it applies to aitrust,

again we feel that this was an excellent amendment that was needed.
Just, the mechanics of filing an income tax return on a trust could serve
to deprive the trust and its beneficiaries of depletion that we surely
feel could not have been the intention of our tax laws.

In my mind. the creation and administration of a trust is a very
worthwhile and honorable effort. Very often it is a matter of financial
climbing for a family. even the surviving widow or children who could
ho minor children, and it. would seem to me that the very last person,
the beneficiary or taxpayer that should be deprived o,* ilepletion is a
truRt beneficiary.

Again we know that this provision is anything I.,t legislation di-
rected at any one person or group of persons. There are thousands of
trusts in our society. We see it as a very worthwhile effort, and we do
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appreciate the fact that the Senate Finance Committee considers such
an amendment. We hope that they consider it favorably.

'1'he CHAIRMMA. Thank you very much.
Senator DIAOi. I just want to make the point again that Mr. Sebits

has. The ridiculously unintended effect was. if you had an interest in
a gas station, you lost the depletion allowance. It was never intended,
it was a very technical'amendient. W1 ith the help of stair, which I ap-
l)reciate very much, I think we have solved it. The Treasury Depart-
ment frankly, I think, was looking for some solution. Also, your con-
ments with reference to the trusts I think are accurate, and dealing
with the technical amendment. The result was never intended. It is
corrected by the technical amendment.

As the Ohairman has said many times, as long as the amendment
is proper. the Senator from Kansas will try to get it adopted, even if
it, is defeated, as long as I help my constituents.

Tho CHAIRMA N. Thank you very much.
Next we will hear from Mr. John E. Chapoton, Jr., on behalf of

Domestic Wildcatters Association & Small Producers for Energy In-
dependence.

[The prepared statement of Mr. John E. Chapoton, Jr. follows:]

JOHN E. CIHAPOTON--4TMMARY OF STATEMENT

The Tax Reduction Act of 1975 repealed the percentage depletion deduction
for oil and gas. One exception retained the deduction for a limited quantity of
domestic production under a "small producer exemption." The small producer
exemption provisions, contained in new section 613A of the Internal Revenue
Code, were adopted by Senate floor amendment and thus did not receive the
careful attention usually afforded Internal Revenue Code provisions through the
committee process. As a result many technical defects and Inequities have been
found in this new section. This Committee's adoption of section 1317 of H.R.
10612 corrects the most glaring errors of section 613A.

The attached statement makes the following points:
1. Bulk sales of oil and gas.-The exclusion of bulk sales to industrial and

commercial users from the term retail sales implements the Intent of Congress
in adopting section 613A(c), gives effect to the common usage of the term re-
tail sales. and will prevent Inefficient realignment of direct producer-industrial
consumer sales.

2. Retail sales in ea'cess of $5,000,00.-The limitation of prohibited retail ac-
tivities to those exceeding $5,000,000 in gross receipts is consistent with the
Congressional purpose of adopting the small producer exemption and will resolve
ambi uous factual situations which would otherwise Invite needless controversy
and litigation.

I. Transfers of interests in trusts.-Exempting certain transfers of beneficial
interests in trusts from the possible loss of the small producer exemption Is
clearly necessary and desirable. It Is submitted, however, that a 'more general
exemption from the transfer rule of section 613A(e) (9) is necessary to remove
the arbitrary and inequitable results which flow from the strait-Jacket approach
of the present provision (a suggested statutory draft is attached as Exhibit B).

4. 6.5 percent limitation in the case of trueta.-Applying the 65% of taxable in-
come limitation to trusts before the deduction for distributions to beneficiaries Is
necessary to make the statutory scheme for taxation of trusts and their benefi-
ciaries work correctly. This amendment should be broadened to cover estates
as well.

5. Partnership basis rules--It Is necessary to correct technical deficiencies
relating to the computation of depletion and basis with respect to oil and gas
properties In the case of a partnership and Its partners.

STATEMENT OF JOHN E. CHAPOTON, HOUSTON, Tzx., ON BEHALF OF TIlE DOMESTIC
WILDCATTEB5 AsSoCLATION

My name Is John E. Chapoton. I am an attorney in Houston, Texas. I am ap-
pearing on behalf of the Domestic Wildcatters Association, an association com-
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posed of more than 30 Independent explorers and producers of oil and natural
gas in Texas and Louisiana.

I am here today to testify with respect to certain provisions in section 1317
of H.R. 10012, the Tex Reform Bill of 1976. as reported to the Senate by this
Committee on June 10, 1976. Section 1317 of IR. 10612 makes certain changes.
mostly technical. in section 613A of the Internal Revenue Code ("Code"), which
was enacted by the Congress as a part of the Tax Reduction Act of 1975 enacted
In March 1975.

BACKGROUND

By the enactment of section 013A of the Code the Tax Reduction Act of 1975
repealed the percentage depletion deduction for oil and gas effective January 1.
1975. It did not, however, affect the percentage depletion deduction allowed all
other minerals under the Code. Two exceptions were provided in section 613A.
One permits the continuance of the percentage depletion deduction at the old
2 percent rate and under the pre-1975 rules for (I) natural gas sold under a
fixed contrat in effect on February 1. 1975, and (i) natural gas produced and
sold before July 1. 1976. while subject to federal price regulation. This natural
gas exemption is not the subject of my testimony today.

The s-cond exemption, referred to generally as the "small producer exemption."
retains the percentage depletion deduction on a limited amount of domestic oil
and gas production at a diminishing depletion rate. The maximum amount of
production eligible for percentage depletion under the small producer exemption is
2,000 barrels average daily production of crude oil or its Btu equivalent in cubic
feet of gas (established at a 1 :6000 ratio in the legislation), for 1975 and phases
down to 1,000 barrels of oil per day or 6 million cubic feet of gas per day for 1980
and thereafter. The percentage depletion rate for production which is eligible
under the small producer exemption Is retained at 22 percent through 1980
and then Is phawed down to a permanent rate of 15 percent for 1984 and
later years. Production resulting from secondary and tertiary processes is treated
differently under the legislation only by retaining the 22-percent through
1983 (however, the total amount of production eligible for depletion under
the small producer exemption is not increased). In 1984 and later years secondary
and tertiary production is subject to the same 15-percent rate as primary
production.

The percentage depletion deduction allowed a taxpayer under the small
producer exemption is subject to a ceiling equal to 65 percent of the taxpayer's
taxable income for the year, computed without regard to the depletion deduc-
tin taken under the smAll producer exemption and without regard to any
net operating loss or capital loss carrybacks to the taxable year.

In addition, no depletion deduction is allowed a taxpayer, even though he may
otherwise qualify, with respect to production from his interest in an oil or
gas property if his interest in the property was transferred after 1974 and
the property was provene" at ,-he time of the transfer.

Finally. a taxpayer is not allowed any depletion deduction under the small
producer exenmtlon during any period for which such taxpayer or a related
person is classified as a retailer of oil or gas, or any product derived there froi
or engages in the refining of crude oil-(if the refinery runs of the taxpayer and
such related person exceed 50,000 barrels on any day during the taxable year).

AIBIOUITIES IN THE 1975 LEGISLATION

The computation of percentage depletion under the small producer exemption
introduced many new rules and concepts into the computation of percentage
depletion for oil and gas. In many instances the new- rules are simply not set
forth in sufficient detail in new section 613A of the Code. In other instances, new
and in precise terms, such ns "retail outlet," the meaning of a "related person"
In this context, and the definition of a "proven property," are utilized in the lels.
lation. Many of these problems could have been solved by the prompt promulga-
tion of reasonable Interpertative regulations by the Treasury Department. How-
ever, this administrative clarification has not been forthcoming. The Treasury
Department published very abbreviated proposed regulations on October 17, 1975,
and although a hearing was held on the proposed regulations in January 1970,
no final regulations have been issued to date.

What is worse, the abbreviated proposed rules evidenced an inclination on
the part of the administrator to follow the cold statutory language to totally
illogical results, clearly inconsistent in many instances witb the purposes of the
small producer exemption as indicated by its legislative history. This was par-
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ticularly evident in the provisions of the proposed regulations defining a retailer.
The proposed regulations would have found a "retail outlet" to exist, for
example, by reason of direct bulk sales of natural gas from the wellhead to
an industrial consumer. As another example an independent producer could be
denied a percentage depletion deduction in toto by reason of relatively small
retail sales of oil products resulting from a business activity totally unrelated
to the taxpayer's oil or gas production business. Although the Treasury Depart-
ment indicated informally some inclination to temper the most absurd results
flowing from its proposed rules, it has failed to do so in the nine months which
have elapsed since the publication of the proposed regulations.

Section 1317 of H.R. 10612 handles many of these problems in a logical
manner, giving effect to the obvious intent of Congress in adopting the small
producer exemption.

SECTION 1317 (A) -RETAILER EXCLUSION

Exclusion of bulk sales front the definition of retail sales.-As discussed
earlier, the small producer exemption is denied if the taxpayer, directly or
through a related person, operates a retail outlet which sells oil or natural gas
or any product derived therefrom. In the Treasury Department's regulations pro-
posed under section 613A, bulk sales of oil or natural gas, or products derived
therefrom, would be considered retail sales if made to an enduser of the item.
For example, a direct sale of natural gas by a producer from the wellhead to an
electric utility for use as fuel for its furnaces would constitute a retail sale. The
proposed regulations went on to provide that if such retail sales constituted more
than 5 percent of the gross receipts from the "place" where such sales are made,
then such place constitutes a retail outlet operated by the producer, resulting in
the loss of percentage depletion on all of that producer's oil and gas production,
wherever located and to whomever sold. The proposed regulations added a per-
plexing rule that bulk sales to industrial or commercial users would be dis-
regarded in making this 5 percent computation if such sales accounted for less
than 25 percent of the taxpayer's gross receipts derived from all sales of oil or
natural gas, or products derived therefrom, during the taxable year. The -purpose
or logic of this 25 percent rule, which could cause the existence of the "retail
outlet" to be dependent on the taxpayer's total production from other fields, was
never adequately explained.

The proposed regulation definition of retail outlet was clearly inconsistent with
the common usage of that term and would most assuredly Impede the Congres-
sional Intent of making the small producer exemption available to normal in-
dependent producers who operate no service stations for the retail distribution
of their production. Moreover, because of the devastating impact of classification
as a retailer (causing the loss of the entire percentage depletion deduction on all
of the producer's domestic oil and gas Income), such a nonsensical rule would
result in wholesale realignment of sales arrangements to avoid direct sales to
industrial and commercial users. The result would be the economically unneces-
sary Insertion of a middleman 'with somewhat higher costs to the industrial con-
sumer and eventually higher costs to the customers who use its product. Moreover,
the proposed Treasury rule would frustrate the policy of the Federal Power
Commission, adopted in its Order No. 5.53 dated August 28, 1975, to encourage
direct interstate sales of natural gas to industrial consumers.

This Committee's amendment would correct this situation by providing that
bulk shies of oil and natural gas and products derived therefrom to commercial
or industrial users shall not be considered in determining whether a producer is
a retailer. This is a proper clarification of the 1975 legislation.

It is my understanding from public statements by Treasury Department officials
that the Treasury Department had already decided its inclusion of such bulk
sales within the definition of retail sales was erroneous. Nonetheless, a clarifica-
tion of the law is clearly desirable in view of the Treasury's proposed rules and
the absence of final corrective regulations. It Is obviously desirable to prevent
further inefficient and Inflationary realignment of sales arrangements between
Independent procedures and commercial and Industrial users.

Limitation of prohibited retail activities to those having combined tpxoa
receipts etceeding $5,00,O00.-The retailer exclusion from the small producer
exemption contained in section 613A would literally apply to a producer if he
sells "oil or natural gas, or any product derived from oil or natural gas" directly
through a retail outlet operated by the taxpayer, or indirectly through a retail
outlet operated by a related person. It Is clear from the legislative history that the
intent of the retailer exclusion was to deny a percentage depletion deduction
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under the small producer exemption to oil and gas producers who are large
integrated producers carrying on both production and marketing (and/or refin-
ing) activities. (Attached as Exhibit A are excerpts from the Senate floor debate
of the small producer exemption indicating this Congressional intent.) It is
difficult to interpret the statutory language in such a way as to limit its applica-
tion to major integrated businesses, but it is obvious that some rule of reason must
be utilized in applying its provisions in order to prevent totally nonsensical
results.

Under the small producer exemption a taxpayer is a related person to another
entity if he owns a 5 percent or more interest in that entity. Thus numerous
independent producers became alarmed after the passage of the Tax Reductton
Act of 1975 that they might be denied the small producer exemption by reson of
interests in other 'businesses, perhaps as only passive investments, that operate
retail establishments involving the sale of oil or gas products. For example, the
ownership of a 5 percent interest in a clothing store by an independent producer
could technically result in denial of the small producer exemption to -him if the
clothing store sold at retail synthetic materials derived from oil and gas products.
The lack of any connection whatsoever between the taxpayer's production activity
and the retail sales in question are technically irrelevant under the small producer
exemption.

The Treasury Department in its proposed regulations attempted to limit the
scope of the potential absurdities flowing from this statutory scheme by defining
the term "any product derived from oil or natural gas" to include only "gasoline,
kerosene, distillates (including Number 2 fuel oil), refined lubricating oils,
diesel fuel, methane, butane, propane, and similar products which are recovered
from petroleum refineries or field facilities." If this rule is adopted in the final
regulations it would serve to prevent senseless results where synthetic materials
or other secondary oil and gas products are sold at retail. It would not, however,
be of any assistance to an Independent producer who owns a small interest in a
retail establishment which sells primary products derived from oil or natural gas
such as machine oil, kerosene or other items, even though there Is no connection
whatsoever between such retail activity and the taxpayer's production activity
and even though the quantity of retail sales is de minimis In relationship to the
taxpayer's oil and gas production income.

Section 1317(a) of H.R. 10612 as adopted by this Committee would resolve
these very troublesome questions by providing that the retailer exclusion has no
application unless the combined gross receipts for the taxable year of all retail
outlets taken into acocunt under the retailer exclusion do not exceed $5,000,000.
This change would clearly remove the absurd result which could flow from de
minimis and remote sales of primary products of oil or natural gas. It would also
prevent potential litigation with respect to the Congressional intent and would
provide taxpayers with needed certainty. It would, at the same time, preserve
intact the original Congressional Intent of denying the small producer exemption
to producers who are integrated and operate significant marketing activities. In
this regard it is consistent with the denial of the small producer exemption to
refiners (which denial Is not affected by the Committee's action) which applies
only if the refinery runs of the taxpayer and the related person exceed 50,000
barrels on any day during the taxable year.

SECTION 1817 (8)-THE TRANSFER RULE

New section 613A contains a provision designed to prevent transfers of produc-
Ing oil and gas properties for the purpose of enlarging the total oil and gas income
which comes within the quantity limitations of the small producer exemption.
Subsection (e) (9) of section 613A provides that percentage depletion under the
small producer exemption is denied with respect to a taxpayer's interest in an
oil or gas property if that interest was transferred after December 81, 1974, and
the property was a proven property at the date of the transfer. This rule- applies
to beneficial interests In oil or gas properties held in s partnership or trust as wpil
as direct ownership interests. Two types of transfers are exempted from the
apl)lication of this rule. The first is the transfer of a property at death. The
second is a tax-free transfer to a controlled corporation but only if following this
transfer the transferor and the transferee are required to share one small pro-
ducer exemption under the other provisions of section 613A I limiting related
taxpayers to a single, common small producer exemption.

I The so-called 'aggregation" provisions are contained In section 613A(c) (8).
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The obvious purpose of the transfer rule, as stated in this Committee's report
on H.R. 10612 (at page 425), is to prevent a proliferation of the amount of
proven oil and gas reserves that might be eligible for percentage depletion under
the small producer exemption. It was thought that absent such a transfer rule,
producers holding production In excess of the quantity of production qualifying
under the small producer exemption would transfer producing properties to other
taxpayers who were still under their quantity limitations in order to qualify the
production income from the transferred property tnder the small producer ex-
emption of the transferee. In reality his fear was probably not realistic since
the transfer of a producing property in a commercial transaction will normally
result in a high cost basis to the transferee with the result that cost depletion
would be more advantageous than percentage depletion to the transferee. Thus
he would have no desire to claim percentage depletion under the small producer
exemption with respect to income from the transferred property. In the case
of gratuitous transfers where no increase in basis would result, the attribution
rules requiring related parties to share a single small produm-r exemption would
generally be applicable to prevent a proliferation of the amount of production
qualifying under the small producer exemption.

This transfer rule, or perhaps more correctly. described as an "anti-transfer
rule" has caused considerable difficulty in normal financial planning in the oil
and gas industry. For example, the difficulty of determinIng when a property
is considered proven under this rule raises serious concerns whether a property
which is the subject of a "farmout" arrfingenient might be ineligible for per-
centage depletion." If the small producer exemption iF lost by reason of a farmout,
the economic benefits of this financing technique, through which a large per-
centage of exploratory wells are drilled in this country, would be drastically
altered.

By the same token, estate planning by independent producers holding oil and
gas properties is severely hampered by the transfer rule even tWough the trans-
feree would ordinarily be a taxpayer who must share a single independent
producer exemption with the transferor under the aggregation provision of
section 613A (c) (8) mentioned earlier.

The proposed Treasury regulations provide rules which would solve some of
these problems. For example, the proposed regulations state that a transfer
is deemed to occur on the day on which a binding contract to make the transfer
is executed, or If no such contract is executed, on the day on which the document
which causes title to the property to piusS is executed. This seems to be a correct
rule. if the property was not proven on the date the original rig-hts and obliga-
tions of the parties to make the transfer came into existence, then there is no
opportunity for proliferation of the small producer exemption as long as those
rights and obligations are not changed after the property Is proven.

The amendment adopted by this Committee In 11.R. 10612 would add a third
exception to the anti-transfer rule. This exception would exclude from pro-
hibited transfers any change of beneficiaries of a trust by reason of the death,
loirth or adoption of any beneficiary but only if the transferee was already a bene-
ficiary of the trust or was a lineal descendant of the grantor of the trust or
a lineal descendant of another heneelary of the trust. The result which would
be reached by this amendment is very obviously desirable. It would be tragic if
a change in beneficiaries of a ti-ust could result in loss of the small producer
exemption to the new beneficiary where that change occurred by reason of a
death. birth or adoption of a beneficiary.

I ant concerned, however, about the effect an amendment of such limited
scope might have on the Treasury's ability to Lashion a general rule of reason
for applying the transfer prohibition. As stated earlier, It seems quite reasonable
to provide, as the proposed regulations do, that a transfer is deemed to occur
on the date on which the document which causes title to the property to pass
is executed. In the case of a trust, if an oil or gas property was not proven on
the date it was transferred into the trust, then later transfers of beneficial
Interests mandated under the original provisions in the trust agreement pre-
dating the date the property became proven should relate back to the date of the
instrument requiring such transfers to be made. This does not offer an oppor-

I A f~rmont is a traditional method of sharing the tremendous financial risks Involved
In drilling exploratory oil and gas wells. It usually Involves transfer of an Interest In thenil nr rss property to the persons who invest the money to drill the exploratory well with a
retransfer of a smaller Interest to the original owner when the exploration well has pald
uit the initial costs from production.
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tunity for proliferation of the small producer exemption since such transfers
could have clearly been effected on the date the instrument was executed as
the property was not then proven.

It is submitted that the Committee should consider broadening tile exemip-
tions from the transfer rule to prevent the arbitrary results which flow from
the straight-jacket approach of the present statutory provision. This could easily
be accomplished by providing that the transfer rule will not be applied to cause
loss of percentage depletion to the transferee of a proven oil or gas property if
*at the time of the transferor consents to a reduction of the maxiinuu
quantity of his remaining production which will qualify under the small pro-
ducer exemption. To the extent of the reduction agreed to by the transferor,
the transferee would be allowed depletion under the small producer exemption
with respect to the transferred property (provided he was not otherwise dis-
qualified to utilize the small producer exemption). I have prepared a draft which
is attached to my testimony as Exhibit B which would effect this elective proce-
dure. It would cause some recordkeeping problems, but they would not he sub-
stantially greater than the problems caused under present law. This approach
would temper the inhibiting approach of the present transfer rule, and would at
the same time absolutely prohibit proliferation of the small producer exemption
since the transferor would automatically reduce his maximum production eligible
under the small producer exemption by the amount allowed the transferee. 'The
transferor would, however, be allowed to increase his production qualifying foi.
the small producer exemption hack up to the maximumn allowed by law by
further exploration activity on his part or by acquisitions in which his transferor
elected under this provision.

COMPUTATION OF TIE 65-PERCENT LIMITATION IN TIlE CASE OF TRUSTS

The 65 percent of taxable income limit on the depletion deduction allowed
under the small producer exemption does not work correctly in the case of trusts
and estates which establish a depletion reserve out of production income before
distributions to beneficiaries are made. The taxable income of a trust or estate
is the amount retained by the-fiduciary after distributions to beneficiaries.
However, in general the depletion deduction is allocated to the fiduciary to the
extent he elects to, or Is required to (under state law or the governing instru-
ment). allocate production income to corpus. Thus there may be no depletion
deduction allocable to the beneficiaries. In such an instance if most or all of
the remaining income of the trust or estate is distributed to the beneficiaries.
the trust or estate will have little or no taxable income and thus the 65-percent
of taxable income limit, when imposed at the trust or estate level, will result
in the denial of a portion of the depletion deduction to the fiduciary.3

As an example, If a trustee had $100,000 of oil and gas income (and no other
income) and the governing instrument was silent, tinder the laws of the State of
Texas the trustee would lbe required to allocate 271/% of the income, or $27,500,
to corpus. The balance of $72,500 would be distributed to beneficiaries, leaving the
trustee with taxable income of $27,500 less whatever depletion deduction is allow-
able. Under pre-1975 law the depletion deduction would be 22% of $100,000 (the
total mineral income) or $22.000. If the 65% limit were applied after the deduc-
tion for distributions to beneficiaries, as is required under the 1975 legislation,
the depletion deduction would be limited to 65% of the taxable income ($27,500),
or $17,875. Thus $4.125 of tihe depletion deduction would not he allowed to either
the trust or the beneficiaries. This obviously defeats the scheme of taxation under
subchapter 3 of the Internal Revenue Code where all income is to be taxed, and
all deductions are to be available, either to the trust or to the beneficiary.

The provision adopted by this Committee in section 1317(b) of H.R. 10612
would solve this problem quite simply by applying the 6.1 percent of taxable In-
come limitation at the trust level before the deduction for any distributions to
beneficiaries, rather than after such deduction. Thus in the example Just given,
the 65 percent limit would be 65 percent of $100.000. or $65,000. and the full deple-
tion deduction of $22,000 would be allowed to the trust. This is the correct result
since the depletion deduction does not have the effect in such a case of reducing

2 in addition. It may be technically Impomlble to detrm'ne taxable Ineome of a trnQt or
Ptte in silch cases. Taxable Income I dependent in thewa! caaes unon the nmomint of the
MIS-nercent limit which determines the amount of the depletion deduction. The f05-pprcent
limit cannot be computed- until the deduction for distributions Is determined. nd the
deduction for distributions cannot be determined until taxable Income Is computed.
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the taxable income to zero. The deduction allowed the trust for distributions to
beneficiaries is allowed because the amount distributed is taxable to the bene-
flcidaries. Thus all of the income would be taxable, and aU of the deductions would
be allowed, either to the trust or to the beneficiaries under the CommiVee's
approach.

While the solution adopted by this Committee is clearly sound, it is respect-
fully submitted that the rules should be also made applicable to estates. The
problem is not as likely to occur in the case of an estate since in the usual case
fiduciaries of an estate have more flexibility in determining what portion of the
estate's income shall be retained and what portion shall be distributed to the
estate's beneficiaries. However, where large income distributions are required by
the will or are otherwise desirable, such distributions should not cause the loss
(if a portion fo the percentage depletion deduction.

SECTION 1317 (C)-PARTNERSIHIP RULES UNDER SECTION 613A OF THE TAX RFDUUrION
ACT OF 1975

Section 613A provides that percentage depletion under the small producer
exemption Is to be computed at the partner level rather than by the partnership.
Since the law was silent with respect to depletion otherwise allowable to the
partnership, it was not clear whether cost depletion or any depletion fo. natural
gas (under the exemption for regulated or fixed contract gas provided in the 1975
amendment) would be computed by the partnership or the partner. Moreover,
virtually insoluble technical problems are raised with respect to the basis of an
oil or gas property In the hands of the partnership since the depletion claimed
by each partner under the small prdoucer exemption would affect the partner.
ship's basis without tile partnership necessarily having the information to make
tile correct computation tof its basis. This would cause difficulty, for example, in
determining gain or loss on the sale of a partnership oil or gas property.

The Committee's amendment resolves these problems by providing that the
partnership basis in oil or gas properties is allocated to the partners propor-
tionately. Each partner would then be required to maintain an individual basis
account and compute his own allowance for either percentage or cost depletion
with respect to his proportionate part of any oil or gas properties held by the
partnership. In addition, it was intended by the Committee that each partner will
separately compute gain or loss on the proceeds from the sale or exchange of an
oil or gas property.

It appears that the Committee's solution is a satisfactory one to a difficult tech-
ijical problem caused by the 1975 law.

--- EXHIBIT A

Exccrpts from Senate Floor Dcbates on Section 613A of the Internal Rcenue
Code (enacted by Public Law 94-12).

Excerpts from debate on the Senate bill, March 18, 1975:
[Senator BENTSEN.) What we are talking about here again is trying to save the

independent oil producer, to see that he does not become an endangered species,
and try to save him at a level where he is a true competitor for the major oil
companies.

The major is in tMe poitton-to pass the increased cost of production down-
stream. He can pas them on to the refiners and to his retail outlets. The Inde-
pendent is not In the position to do that. (84271).

[Senator PFARsox.] I do not believe that retention of the depletion allowance
for the major Integrated oil companies is any longer necessary or desirable. On
tile other hand, I am convinced that keeping the depletion allowance for the in-
dependent unintegrated producers Is definitely in the national Interest.

The fact of the matter is that the industry is made up of two very different
types of operation. The majors and the independents operate under different
economic conditions and different rules. And it would be a great mistake, it
seems to me in rewriting the Tax Code if we would fall to note this difference
and take actions which would penalize tile independents because we want to
close a tax loophole that the major oil companies no longer need.

Mr. President, the pnijor integrated oil companies, through their refineries and
retail outlets and other sources of capital, simply do not need the depletion allow-
ance to finance new exploration and development efforts. But the Independents
do. (84277)
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[Senator LoNe.J Now, for the big ten companies, and mind you, Mr. President,
these are the companies that we would propose to deny depletion allowance,
these are the ones the Cranston Amendment would take It from. (84279)

The [the major integrated oil companies) can make it back under their filling
stations and their marketing operations. They have all kinds of places where they
can make it back. A lot of it they can make back on the independent's oil, their
competitor.

Excerpt from floor delmte on the Conference Bill, March 26. 1975:
[Senator BAYR.] "First and foremost, after many years of trying, we were suc-

cessful In passing a measure to eliminate the percentage oil depletion allowance
for the large, integrated oil companies. This provislov which for decades has
permitted the oil companies to pay little or no taxes, did not belong in our tax
code, and its repeal was one of the most significant victories for tax reform that
I have seen since being elected to the Senate.

I would note that the Senate bill did allow Independent producers to take per-
centage depletion on their first 2,000 barrels per (lay. It Is the small independents
who find the bulk of the oil in this country, and there is a real need for special
treatment for them in order that they may attract the high risk capital needed
for increased exploration and to permit them to retire debt incurred prior to this
time. The cOmplete elimination of percentage depletion for the independents
would destroy them and serve to increase the grip of the major oil companies in
the energy market. I am very pleased that the conference report retains a special
exemption for these small Independent producers whose efforts are vastly needed
in the face of our current energy problems." Congre."lonal Record, March 296,
1975, p. 85256.

[EXHIBIT B]

AMENDMENT

Sze. -. Depletion allowance changes to encourage production by independent
producers.

Allowance of Depletion to Independent Transferees. Section 613A(c) (0) of
the Internal Revenue Code of 1954 (relating to limitations on percentage de-
pletion in the case of oil and gas wells) is amended-

(1) By striking out "in" in subparagraph (A) and in-ierting in lieu thereof,
"Except as provided in subparagraph (B) and (C) in", and

(2) By adding at the end thereof the following new subparagraph:
"(C) If subsection (c) otherwise applies to both a transferor and transferee,

subparagraph (A) shall not apply in the case of a transfer of an interest in any
proven oil or gas property. if, at the time of such transfer, the transferor coni-
sents, in such manner as may be provided under regulations prescribed by the
Secretary or his delegate, to a reduction in his depletable oil quantity. Beginning
with the year of transfer, the effect of the consent described in the preceding
sentence is as follows:

(i) the transferor shall reduce his tentative quantity of depletable oil for
eac!h year (as fet forth in paragraph 3(B)) in an amount equal to the

rnmountof reduction to which he consented; and
(11) the transferee shall be allowed to take Into account, for purposes

of determining his average daily production of domestic crude oil and do-
mestlc natural gas, the production from the transferred property to the
extent of the amount to which the transferor has consented.

"Provided, however, that a transferor who reduces his tentative quantity of
depletable oil pursuant to clause (I) above shall be allowed in any year subse-
quent to the transfer to increase his tentative quantity of depletable oil up to
the applicable amounts set forth in paragraph 3(B) by the amount of his average
daily production in such year from any oil or gas property that was not a proven
oil or gas property at the time of the transfer under which the transferor's
tentative quantity of depletable oil was reduced, and from any oil or gas property
acquired by him in a subsequent transfer to which this subparagraph applies."

STATEMENT OF JOHN E. CHAPOTON, JR., ON BEHALF OF DOMESTIC
WILDCATTERS ASSOCIATION AND SMALL PRODUCERS FOR EN-
ERGY INDEPENDENCE

Mr. CIJAPOTON. Thank you. My name is John Chapoton. I am an
attorney in Houston, Tex., representing Domestic Wildcatters As-
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sociation, a group of independent producers located in Houston in
Texas and Louisiana.

My statement will also represent the views of the Small Producers
for Energy Independence, similarly headquartered in Kansas. -

My purpose is to testify ol section 1317, also of the bill. II.R. 10612,
that makes amendments. mostly technical, in section 0'13A of the code.
As already has been mentioned, and as you well know, section 613A
was adopted as part of the Tax Reduction Act of 1975, repealing the
percentage depletion for oil and gas with the exception of obtaining
a limited amount of depletion on a limited amount of production for
independent producers in the so-called small producers exemption.

Section 613A was adopted by a floor amendment without the oppor-
tunity for detailed drafting and analysis as usually given through

-tile committee process, and as a result, from a technical standpoint
in some cases from an equitable standpoint, the section has several
errors. Your amendments correct the most glaring of these errors.

I might mention, I think most of the amendments adopted by this
committee would have been taken care of one way or the other through
the Treasury's regulations. The Treasury, however, in 15 months since
this legislation passed, has only Iwoposed regulations, a very abbrevi-
ated set of regulations proposed in October 1975. They covered some
of these problems, but they have not covered all of them. There was
some question about just how far the Treasury thought it could go, so
these amendments were certainly appropriate.

Four specific revisions in section 1317 I want to mention. The first
one already has been mentioned, the exclusion or the treatment. of
retailers, specifically the exclusion of bulk sales to industrial and
commercial consumers adopted by this committee. Under the small
producer exemption of section 613A, percentage depletion is denied
to a taxpayer who directly or indirectly through a related person op-
erates a retail outlet for the sale of oil or natural gas. The general
usage of the term "retail sales" does not include large quantity Qales
pursuant to one contract covering a substantial period of tim'ie. All
dictionary definitions oa retail sales define it in terms of small quan-
tity sales to the general public.

I'he proposed Treasury regulations have gone quite far and would
have included bulk sales at the wellhead to be retail sales with the
possible result that a producer of natural gas who made a direct sale
to an industrial consumer could be considered a retailer, and therefore
could be considered to be operating a retail outlet. I suy)pose, at the
wellhead and could lose percentage depletion on all of his production
to whomever sold and wherever located.

This committee's amendment would alter that result and exclude
bulk sales from the definition of retail sales, and certainly it was a
desirable result.

Also, in connection with retail sales, the committee adopted an ex-
ception for smaller retail sales, excluding altogether retailers who
have gross sales of less than $5 million a year. This took care of a very
difficult technical problem whereby any small amount of sales at the
retail level, oil or natural gas, could result in the denial of percentage
depletion of the producer who did that directly or had a lower than
5-percent investment in an activity that made retail sales.

We heard about, cases where an oil and gas producer might have 5
percent interest or small interest in a dress shop that would sell syn-
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thetic materials produced from oil and gas therefore, technically,
would be related to a party who would be considered an operator of a
retail outlet for the sale of oil or natural gas products.

There are many such absurd examples. The Treasury regulation
evidently would have gone and carried these absurdities to their ulti-
mate extreme. In no sense is such a producer integrated. In no sense
does he operate both a producing and marketing function. Several
solutions were put forward and discussed with the staff at. the Treas-
ury on this problem. This committee's solution, of course, is to exclude
mles of more than $5 million, which is certainly a reasonable result.

The CI.IRMAN. I want to ask you one question with regard to the
65-percent limitation, and its applicat ions to trusts.

Is that a problem that exists with regard to a considerable numlwr
of people around this country or just one or two?

M'. CIHAPTON. That, is a problem that exists in every State where
oil and gas production is made. It is a lrobletm that we had seen early
in the legislation and had submitted comments on it to the Treasury
Department in consideration of the proposed legislation, pointing out
the legislation simply did not work from a technical standpoint, and
technically it, wouldbe impossible to compute the amount, distribute
tle income of the trusts dependent upon the percentage depletion of
the trusts, and would be dependent. upon the depletion deduction of
the trust. You could not compute depletion until you computed the
amount of distribution. You could not compute the amount of distri-
bution until you computed depletion.

The CHAIRMAN. Let, me ask you something else. You were once a tax
legislative counsel in Treasury, is that correct -

Mr. CHAPOTON. Yes, sir.
The CHAIRMAN. Would you mind explaining in general terms why

it is that we sometimes need to have what has been described here as
special interest, amendments, to correct an inequitable situation or a
situation involving a relatively small number of taxpayers compared
to an amendment that may affect many millions?

Mr. CIHAPOTON. I would be happy to. It is a situation, of course,
that. hs existed, I am sure, since the Internal Revenue Code was
adopted. In an economic society as complex as ours, the Internal
Revenue Code is necessarily complex. Treasury and your committee's
very able staff work very *closely together. and try to reach proper
technical results and reach proper. equitable results in adopting pro-
visions. They seek views from anybody throughout the country as to
how a secific provision will affect certain business enterprises and
r'ertain individuals. TTnfortunatelv, views do not. always come in on
time. For various reasons people do not understand what a provision
miftlit do.

Once, it is published, and more publicity is released, and technically
it is interpreted by the Treasury, or simply bv tax attorneys around
the cointrv in a certain manner. then a business or group of busi-
nesses that will be several affected. certainly any reasonable interpre-
tationi of the law would have to conclude that Congre. could not have
intmuded that result.

Then those taxpayers ordinarily seek advice of leqal counsel who
in tiurn seek advice of the Treasury Dearthaent whether this was in-
tended to exclude. In all cases of which I am familiar, the taxuavers
involved. what the concern is, if it is a reasonable position, ordinarily
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they get a sympathetic hearing, which is certainly what I thought the
governmentt was supposed to (to for its citizens. In such cases it is true
that there are often relatively few taxpayers involved because, if
there had been a great number of taxpayers involved, the problem
would not have occurred in the first place.

Senator I)o.:. Mr. Chairman.
rhe CHAIRMAN. Senator )ole.
Senator DOLE. You mentioned these were not integrated companies.

That is important. Senator Kennedy and the public interest groups-
presumably working out of the same office-have implied that the
large integrated companies are going to get this big tax windfall if
we did these things.[ may say to the credit of the public citizen, they
do not find anything wrong with these amendments. They just felt
they should have been ventilated.

I do not have any quarrel with that. I am happy to have your
testimony. It is very helpful.

Mr. CI APOTO-. These amendments actually have been ventilated
through a staff discussion, both our staff and your staff for over a
year.

The ('HAIRM.AN. I an pleased to hear from someone who knows
something of the genesis of these provisions about which you testified.

Let me just ask you this. Have you and I ever before discussed this
problem of all these trusts?

Mr. CIIA OTON. No, sir, we have not.
The CHII MAN. One reason is that I did not know it existed until

a week ago. Since that time, one would get the impression I was the
only person that did know it existed. It was merely a proposed Treas-
ury regulation to deal with the situation you are talking about, where
a taxpayer finds he is adversely affected by a proposed Treasury regula-
tion, and he talks to somebody who is competent, like the witness
sitting before us, and they say, well, this certainly could never have
been intended. This gives us a ridiculous result.

What could be done about this
Sometimes the way the statute is worded, even though it. was a

manifest error, the only way it can be corrected is for someone to
bring it to the attention of Congress. is that right?

Mr. CnAPM'rON. That is right. If it is impossible to correct with
reasonably interpreted regulations, it has to be brought to Congress.

T]e (IC 'AIRMA-.%. Thank you very much.
Next we will call Mr. Harold Scoggins, counsel, Independent

Petroleum Association of America.
[The prepared statement of "Mr. Jones follows:]

STATEMENT BY A. V. JONES, JR., PRESIDENT, INDEPENDENT PETROLEUM

ASSOCIATION Or AMzECA

SUMMARY

I. Independent producers account for most of the exploratory drilling for new
crude !. and natural gas reserves In the United States.

2. Actions previously taken by Congress have severely hampered the ability
of independents to generate sufficient capital for necessary exploration and
drilling activities.

3. The Slenate Committee on Finance has recognized some of the counterpro-
ductive features' of i)reviously-adopted legislation.
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4. The Committee's proposed changes to the independent producer exemption
to the repeal of percentage depletion contained In the Tax Reduction Act of 1975
are a step in the right direction.

5. Even if the bill as reported by the Senate Committee on Finance is adopted
without substantial change, independent producers will still be confronted with
serious obstacles in attracting and retaining the necessary capital for explora-
tion and drilling activities.

STATEMENT

My name is A. V. Jones, Jr., an independent oil and natural gas producer of
Albany, Texas. As President of the Independent 1'etroleum Asociation of
America, I appear here today representing 4,000 independent oil and natural gas
producers from every producing area of the United States who have a vital in-
terest In the subject of these hearings.

We appreciate this opportunity to present testimony concerning those provi-
sons or the bill previously adopted by the Committee. On March 25, 1976, we
presented detailed testimony setting forth the basic facts which must be con-
sidered in evaluating the impact of any changes in the tax treatment of producers
of crude oil and natural gas. At that time we recommended several specific ac-
tions particularly with regard to intangible drilling costs and percentage deple-
tion which are absolutely essential if independent producer-who account for the
bulk of exploratory drilling-are to be able to generate the capital necessary
to continue their efforts at finding new supplies of crude oil and natural gas.

We commend the Committee for adopting several of our basic recommenda-
tions and would urge the full Senate to accept the Committee's recommendations.
If the Committee bill is adopted, domestic producers will still be confronted
with many serious obstacles in attracting and retaining the necessary capital, but
some of the more severe unintended limitations arising from adoption of the Tax
Reduction Act of 1975 will have been corrected.

We strongly support the amendments set forth in Sec. 1317 of the Committee
bill. They will do much to alleviate the unduly harsh application of Code Section
618A. We do suggest, however, that in Sec. 1317 on page 829 at lines 10 and 17 of
the Committee bill, the word "governmental" should be inserted in the parenthet-
ical expression concerning bulk sales to commercial or industrial users.

Turning to specific provisions contained in the Committee bill, we wish to
commend the Committee for recognizing several deficiencies in the partial exemp-
tion of independent producers from the repeal of percentage depletion enacted by
Congress last year. Since the adoption of the 1975 Act, it has been our under-
standing (confirmed by a review of the legislative history and after detailed
discussions with most members of Congress) that with regard to percentage
depletion in the case of oil t.nd gas wells, It was the intent to retain percentage
depletion for independent producers who rely primarily on the sale of crude oil
and natural gas at the wellhead for their major source of income. However, the
exemption for Indeiw-ndent producers contains several overly broad provisions
which to a considerable extent negate the intended exemption. These provisions
have been of even more concern to independent producers because the 1975 Act
was made applicable retroactively to January 1, 1975 and therefore applied to
many transactions entered into in good faith which would not have been under-
taken had the parties known of the provisions of the Act.

Perhaps the overly broad application of some of the provisions of the 1975 Act
can best be illustrated by specific example:

Example 1: Assume that Producer "A" Is an independent producer engaged In
no business other than exploration for and production of crude oil and natural
gas. Producer "A," during 1975. had an average daily production of 50 barrels of
oil and would seemingly be a classic example of the type of Individual for whom
the independent producer exemption was Intended. However, Producer "A", like
many independents, operates 24 hours a day. seven days a week. and for the sake
of convenience and efficiency, maintains a gasoline storage tank and pump at his
place of business to service his trucks and other vehicles necessary to the opera-
tion of his business. Producer "A" has, for many years as a matter of courtesy and
convenience to his employees, permitted them to fill their personal automobiles
with gasoline from his pump, charging them only his actual cost for the itsoline.
Under tbe "Retallers Eeluded" provisions of paragraph two of Section 618A (d)
of the 1975 Act, Producer "A" may be defined as a "retailer" and as much be
Ineligible for percentage depletion on his income derived from oil and gas
production.

Example 2: Producer "B" also would appear to be within the classic definition
of independent producer because he has for many years been engaged full time In
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the business of exploration for and production of crude oil and natural gas, and
during 1975 had an average daily production of 120 barrels per day. However,
Producer "B" is the owner of a ten percent interest in the offlc building In which
his offices are located and the parking garage which is a part of the building has
a retail gasoline pump for the convenience of parking patrons. Under the provi.
siens of the 1975 Act, Producer "B" may find himself classified as a "retailer"
and thus be ineligible for percentage depletion on his oil and gas production
income.

These examples are just a small indication of how far-reaching the limitations
within the independent producer and royalty owner exemption are when taken
from the abstract and applied to actual situations within the industry. Other
examples of unnecessarily broad application of many of the other provisions
could be given, but will be omitted for the sake of brevity.

A substantial number of producers who could not be considered as anything
other than "llndependents" under any common sense meaning of that term will
not be eligible for percentage depletion because of these unforeseen limitations in
the present independent producer exemption. We therefore support the Commuit-
tee's amendments to the "Retailers Excluded" provisloi of Sec. 613A of the Code.

We support the Committee's amendment which would not penalize an independ-
ent producer who may have some financial Interest in activity outside the
United States. Certainly It we are to maximize domestic exploration and de-
velopment, it makes no sense to reduce the exploration and drilling capital which
would otherwise be available to a domestic independent producer. The real loss
in such case Is suffered by domestic consumers. Coupling this. provision with a
prohibition against exporting domestic crude oil and natural gas prodvictlon is
of further benefit to domestic consumers.

In our previous testimony to the Committee, in testimony and comments sub-
mitted to the Internal Revenue Service. and in numerous contacts by Individual
producers with members of Congress. the unnecessarily burdensome application
of these provisions has been pointed out and numerous suggestions made for
changes. We have repeatedly indicated that the intent of the legislation denying
percentage depletion for integrated producers could be adequately accomplished
without penalizing many independent producers.

The Committee's proposed amendment to the transfer rule set lbrtb on page 880
of the Committee bill is In keeping with the spirit of recommendations made not
only by IPAA, but numerous accounting groups and many individual producers.
This Committee amendment will do much to alleviate undue hardship which
would result from the denial of percentage depletion to producers who bad In
all good faith created trusts for estate planning or other purposes before the
enactment of the 1975 Act. Certainly It does not In any way seem equitable to
penalize taxpayers who would otherwise be eligible for percentage depletion
merely because the legal title to the producing property Is held ,in trust. The
IPAA and many other industry representatives have recommended more exten-
sive revision of the transfer rule than adopted by the Committee, blit the Com-
mittee amendment is a substantial step In the right direction.

In 1969, Congress removed approximately $600 million from the domestic
petroleum industry through the substantial reduction of percentage depletion.
In 1975, the virtual repeal of percentage depletion effectively removed more than
$2 billion that otherwise would have been available for exploration and develop-
ment. Congress, through adoption of the Energy Policy and Conservation Act of
1975, has reduced by another $3 billion the revenues which would otherWise have
been available this year for domestic exploration and drilling activity. As stated
before. these actions already have been reflected in a substantial downturn In
domestic drilling activity. As demonstrated by the Ture Ecopomic Analysis
which we previously furnished to the Committee, these actions are having sub-
stantial adverse effects on the general economy, particularly with regard to emh-
ployment and reduction in gross national product, as well as a negative impact
on tax revenues.

It iw essential It we are to reverse our ever-increasing dependency on foreign
crude oil and maintain our economic viability that we provide the domestic
petroleum industry with every possible incentive to maximize domestic explora-
tion and drilling activity. Consequently, we commend this Committee for the
steps It has taken to minimize the negative impact of previously adopted adverse
legislation. We urge the full Senate and Congress to recognize the necessity of
these actions.

1I'ank you.
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STATEMENT OF HAROLD B. SCOGGINS, JR., COUNSEL, INDEPENDENT
PETROLEUM ASSOCIATION OF AMERICA

Mr. SooooIzs. Thank you, Mr. Chairman and members of the com-
mittee. We are prepared to submit our statement that I will sum-
marize. I will ask our entire statement be included in the record. As a
matter of fact, I think I will just deviate from our statement on this
totally in view of some of the questions that have come out here.

I would say we do represent over 4,000 independent producers of
crude oil and natural gas who operate in every producing area of the
United States. We have been advocating some of these changes that are
included in the committee bill for over a year. since the Tax Reduction
Act of 1975 was adopted. We have advocated these changes nublicly
and openly, and the idea that they are only a small group of people
involved just does not hold with the facts.

As I say, we represent over 4,000 members, who in turn represent
several thousand partners and investors and independent oil and gas
operations. Many of them are affected by some of the provisions in
the Independent Producer Exemption Act after last year, that no one
understood at the time would have the impact that they did.

Perhaps one or two examples might be helpful in addition to those
you already had. Many independent producers operate in remote areas.
They operate 24 hours a day, 7 days a week. Consequently a lot of them
as a matter of convenience and almost necessity, maintain a gasoline
storage tank and a gas pump to service their own vehicles that they
use in their business. A lot of them as a matter of courtesy to their
employees allow their employees to fill their personal automobiles
with gasoline from the company-operated pump.

Under the independent producer exemption, they could Ie r lasified
as a retailer and lose their eligibility for a percentage depletion. I do
not think anyone ever intended for independents like that to be denied
percentage depletion under the provisions of the act adopted last
year.

We strongly support the amendments that are contained in the
committee bill to correct some of these anomalies. We have advocated
several other changes that unfortunately the committee did not see
fit to adopt, but we do verystrongly want to emphasize that these. are
broad general applications;. They have been discussed among industry
representatives, among associations such as ours. Many accounting
groups have advocated the changes which have been made:

Ve have set forth our objections and our suggested changes in
comments to the Treasury Department and in correspondence to this
committee. Whoever intimated that these were narrow, special interest.
provisions did not do their homework and did not check into what
the facts were.

Senator Do.E. They were not interested in the facts.
Mr. ScooiNs. We would urge the committee to steadfastly stand

behind the provisions that already have been adopted as amendments
to the 1975 act, and which are incorporated as part of the committee
bill now on the floor. Several of these provisions have already been
debated and considered on the floor of the Senate as part of considera-
tion of this bill. We think that it is extremely important for the full
Senate and full Congress to adopt these amendments.
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Independent producers are already operating under extremely severe
restrictions on their ability to generate the capital necessary to expand
their exploration and drilling activities. This is at a time when our
imports of crude oil are increasing, our consumption of gasoline and
other products is increasing. We are becoming more dependent on
foreign oil. We ought to be doing everything possible to encourage
investment in domestic exploration and development. Some of these
provisions that the committee adopted will help to some degree to
enable independent producers to generate the capital they so aesper-
ately need.The CHAIRM~N. Thank you very much.

Next we will call Mr. Robert Belfer, president of Belco Petroleum
Cor

r[The prepared statement of Mr. Robert Belfer follows:]

SUMMARY OF PRINCIPAL POINTS CONCERNING FOREIGN RETAIL ACTIVITY AND
ScTiozo0 613A OF THE INTERNAL REvENUE CODE

1. Belco Petroleum Corporation is an Independent company engaged In the
production of oil and gas in the United States and abroad.

2. Belco's sole retail activity in petroleum products Is in the State of Israel and
Belco does not engage in such retail activity in the United States. Belco's opera-
tions In Israel are In no way connected to Its oil and gas activities in the U.S.

3. The Tax Reduction Act of 1975 preserved the depletion allowance for
domestic oil and gas production for Independents who were not retailers. How-
ever, this Act failed to state that what was meant was domestic, and not foreign.
retail operations. Discussions with staff of the Senate Finance Committee and
the Senate sponsors of the amendments creating the independents' depletion
allowance show no intent to deprive a company such as Belco of depletion due
solely to foreign retailing. Moreover, no one familiar with the situation has
suggested that ,elco should be so deprived.

4. Accordingly, Belco believes that Section 1317 of the Tax Reform Act of
1976 which restores depletion to Belco Is a clearcut of remedying legislative
oversight.

FooN RrrAu, AcTIVITY AND SEcrxoN 613A OF THE INTERNAL RcvENurE CODE

These comments are submitted on behalf of Belco Petroleum Corporation. Belco
is an-independent company engaged in exploration and production of oil and gas
primarily in the Gulf Coast and Rocky Mountain areas. It produces approxi-
mately 6,000 barrels of oil per day (much of which is being recovered by secondary
methods) and 70,000 mcf of gas a day in the United States. Belco does not engage
In any retail activities In the United States and has no refinery caimcity or
pipelines. Belco has foreign oil operations in Canada, Peru and Israel and a coal
operation in the United States. Bolco through Sonol has also engaged, without
success, in oil exploration in Israel, drilling five dry holes on shore and six dry
holes off shore over the last five years with two deep tests in progress for this
year. Belco is and has been for a number of years the chief foreign exploration
company in Israel.

Belco submits the following comments with respect to the proposed amendment
to Section 613A of the Internal Revenue Code ("Code") contained in Section
1317 of the Tax Reform Bill of 1970 (H.R. 10612).

The Tax Reduction Act of 1075, while denying the benefits of the depletion
allowance to the major integrated oil companies, sought to preserve some of the
Incentives afforded by those benefits through the exemption for independent pro-
ducers embodied in section 613A(c) of'the Code.

"A taxpayer's foreign retail activities should not result In the loss of domestic
depletion under the independent producers exemption."

Belco Is the only sizable American petroleum company operating in Israel. Its
Israeli subsidiary, Sonol Israel, Ltd. ("Sonol") markets refined products through
retail outlets in Israel and is the seventh largest corporation In that country.
Sonol does not have any refinery capacity. The marketing of petroleum products
in Israel is strictly cost regulated by the Fuel Authority of the Israeli government
which owns the only refineries in the country.

74-712-76--pt. 2-6
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The exemption of independent producers from the repeal of percentage deple-
tion for oil and gas allows depletion for limited quantities of domestic crude oil
and domestic natural gas. The term "domestic" Is defined In the statute as
referring to production from an oil or gas well located in the United States or
in a possession of the United States. Subsection 613A(d) (2) of the Code denies
the independent producers exemption to any taxpayer who sells oil or natural gas,
or any product derived therefrom, through a retail outlet operated by the tax-
payer or a related person, but falls to repeat the word, "domestic," In relation
to such retail sale. Nowhere does the record suggest, nor have discussions with
anyone involved in drafting this legislation suggest, any reason why the word,
"domestic," was left out. The reasonable Inference Is that the possibility of an
independent producer having foreign retail sales, but not having domestic retail
sales, was not considered.

Belco Is apparently the only company in this unusual posture. Therefore, It is
not surprising that this matter did not cross the minds of those drifting this
legislation on the floor of the Senate. Had there been Committee hearings on the
Independent producers exemption containing the present language, Belco would
certainly have called its unusual circumstances to the attention of the Committee.
However, since Belco was not afforded such an opportunity at that time, it has
been forced to embark upon an effort to correct this legislative oversight.
\ In short, Belco solely because of its ownership of Israeli marketing outlets
will be deprived of Its depletion allowance absent the adoption of Sectlon 1317
of the Committee Bill. Section 1317 Is required to insure that the operation of re-
tail outlets located outside of the United States will not result In the loss of
incentive depletion with respect to domestic production of crude oil and natural
gas under the independent producer exemption. As Senators Kennedy acid Hol-
lings observed In their ,tatement to this Committee when considering the
Tax Reform Act of 1975:

"Most of the major oil companies are vertically integrated firms. They have an
unfair competitive advatage, since they do not care which stage in the produc-
tion of petroleum products generates their basic profits. In fact, the top 20 In-
tegrated now control 94% of known domestic oil reserves. In effect, the Integrated
firms are selling crude oil to themselves at artificially high prices, and thereby
driving independent refiners and manufacturers out of business."

Beleo does not possess any such attributes of integration. Belco does not market
any of Its domestic production through Its Israeli outlets and, therefore, cannot
shift its profits along a chain of distribution. But for Belco's Israeli marketing
operations, Belco would qualify for the independent exemption.

Belco is apparently the only American company qualifying as an independent
producer which has foreign retail outlets. To exclude Belco from the Independent
producers exemption due to Its Israeli operations would be not only Illogical
and contrary to the overall statutory scheme, but also would have the extremely
unfortunate result of placing an economic penalty on Belco's retail activities in
I.mrael. This penalty could cause Belco to withdraw from Israel or to dispose of its
retail operations there, both of which would be undesirable from the standpoint of
the Israeli government and would obviously be an unintended consequence of the
Tax Reduction Act of 1975.

CONCLUSION

Section 1317 of the proposed Bill states that retail outlets operated in foreign
countries, where domestic production Is not related to the foreign retail activity.
will not exclude a taxpayer from the benefit of the independent exemption. Belco
believes that this remedial section Is required to prevent the Inequity resulting
from the hurried consideration and passage of the depletion provisions of the
Tax Reduction Act of 1975.

Very truly yours, RELCo PrrfOurM COau,.,

STATEMENT OF ROBERT BELFER, PRESIDENT, BELCO PETROLEUM
CORP.

Mr. BEMR,. Thank yon, Mr. Chairman and members. I am the
president of Belco Petroleum Co. I am appearing here in connection
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with section 1317. I very much appreciate the chance of appearing here
in order to be able to tell our story.

The Tax Reduction Act of 1975 addressed itself to percentage deple-
tion relating to oil and gas. As Senator Pearson said concerning that
act, "I do not believe that retention of the depletion allowance for'the
major integrated oil companies is any longer necessary or desirable.
On the other hand, I am convinced that keeping the depletion allow-
ance for the independent, unintegrated producers is definitely in the
national interest." -

What are the facts concerning Belco? Belco is an independent oil
and gas producer. We do not engage in any marketing or refining in
the United States. However, we (o engage in the marketing of petro-
leum products, under close Government regulations, in the State of
Israel. We find ourselves in t.he situation where section 613A(c), which
preserved the depletion alowance for independents, specifically relates
to domestically produced oil, domestically produced gas, but when
part (d) was drafted, which excluded the retailers, the word "domes-
tic" was left out.

Senator Kennedy, who I know has appeared before this committee,
was quoted as sayin g,"in cases where special interest provisions have
merit, it is because they are designed to alleviate an unintended hard-
ship caused by the application of the general tax law to a particular
situation."

I would suggest that Belco is a classic instance of such a matter. We
do not question the general law, taking away depletion allowance for
integrated companies. In no functional sense is Belco an integrated
company. Rather, because of the drafting of the language, we find our-
selves in the role of an unintended victim.

We can very well understand why the Congress did not recognize
the situation since our research has shown that Belco is unique in the
industry. In fact, if I did not know of the existence of Belco, I could
hardly dream myself that a company exists that is engaged in foreign
retailing but not domestic.

The purpose of section 1317 is to merely restore Belco's competitive
position to that enjoyed by other independent oil and gas producers in
the United States. I suggest that it would be a tribute to the legislative
process of the United States if it would recognize the legitimate griev-
ances of its citizens, no matter how narrow the application.

Thank you.
The CHAIRMAN. Thank you very much, sir.
Senator DOLE. Mr. Chairman.
The CHAPMAN. Yes.
Senator DOLE,. How large is your operation in Israel?
Mr. BELFER. We have close to 100 service stations in the State of

Israel. The profit-margins of our entire business in Israel is regulated
by the Government and for reasons that probably do not need to be
stated'l, Israel has particular problems in attmcting foreign capital.

Senator Doi . Somehow your amendment got into my amendment.
I havo already been given credit for it in the press, but I have never

heard of it.
Mr. BELFER. Senator, I share your puzzlement as to wh. ou-were

good enough to introduce it. I could only conclude that it was logi-
cally appropriate% since the members of the congressional staff had
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reviewed both amendments and since they both relate to the retailers'
exclusion, that for the purposes of drafting, they were struggling with
the same paragraph. We appear as the last sentence in a paragraph
that otherwise contains the so-called minimum rule relating to retail
sales.

We appreciate your taking us on as excess baggage that I trust you
will feel is well justified.

Senator DoLE. I just wanted to make the record clear, I never dis-
cussed this amendment with anyone from Belco. 1 am happy to meet
you today.

The CHAIRMAN. I hope the Senator from Kansas will not completely
divest himself of the credit. to which he is entitled for helping Israel
with its problems.

Senator DOL. I think I am ready to come out for the amendment.
Senator HANSEN. Mr. Chairman, Mr. Belfer has some operations in

my State of Wyoming. He is a very valued citizen insofar as the way he
is regarded by the State of Wyoming. I was prepared to introduce
this amendment. It occurred to me that the facts of this case clearly
warranted the sort of specific individualized legislation to which you
referred in the comments made by Senator Kennedy. I was prepared to
do that. It was only because Senator Dole. who complains of the senior
system, in which case I happen to outrank him, butl he (lid get ahead
of me.

The CHAIRMAN. I suppose that I can complete the record bv stating
that. Mr. Larry Woodworth, who is the very talented, terribly hard
working chief'of staff of the Joint Committee, was asked during the
course of the sessions to prepare an amendment that would take care
of some of these unintended hardships, and having prepared the
amendment. to cure what he helped create to begin with, he was well
aware of what they were., so he prepared the amendments so they in-
cluded you. That just goes to show how sometimes what we are trying
to take care of in every little situation. we sometimes do more good
than would appear on the face of it.

It is also part of the problem because one of the biggest loopholes
in the tax law that ever occurred was a provision that included one
of the Driscoll heirs ,1p in Philadelphia. Most of the people who were
making more than $1 million and not paving their taxes, had come
under that, provision where they would dedicate all of their income to
the Catholic Ch,,rch or some other ch.aritable organization. So a law
for ,. Philadelphia nun created a huge loophole.

Thank you very much.
Senator BYRD. What is the price of gasoline at the pumps in Israel

today I
Mr. BE.TER. Approximately $2 a gallon. The price has been rapidly

increasing because Israel continually evaluates its currency. The
price has been reduced and jacked up again.

Senator 3yrn. When I was last there, I recall the price was $1.50. It
is about $2 now?

Mr. BF.JrFR. That is correct, Senator.
Senator Bmnr). Thank you.
The (IrA.A'r %w. Thank you very much, sir.
Next Ww il) call Mr. Edward X. Healy, president, National Aaso-

e Ci~oti'A'f iktpr Ooihpaiiiea.
[The prepared statement of Mr. Edward Healy follows :1
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TESTIMONY OF MBR. EDWARD HEALY, PRESIDENT, NATIONAL AssocIATION OF
WATER COMPANIES

SUMMARY

1. 20% of the water comlmnies in America are investor-owned.
2. For over 50 years the IRS and courts have allowed these companies to treat

contributions in aid of construction as contributions to capital.
3. A recent IRS ruling changes this long-standing treatment; the IRS now

considers contributions in aid of construction as income.
4. Effect will either drastically raise taxes of water companies, halt expansion of

water service, or cause general rate increases.
5. The Finance Committee adopted an amendment reinstating, with stringent

safeguards, the previous treatment of these, contributions as contributions to
capital.

6. The amendment is supported by the National Association of Regulatory
Utility Commissioners.

7. The amendment is carefuly drawn to prevent abuses; the utilities will not be
able to include contributed property in their rate base, take depreciation on it,
or take the investment credit on such contributed property.

8. The amendment applies to the most capital intensive utilities, water and sewer
companies, who need it the most.

STATEMENT

Mr. Chairman, and members of the Committee, I am Fdward Healy, President
of the National Association of Water Companles, the organization representing
most of the investor-owned water utilities in the U.S. An amendment adopted
during your consideration of H.R, 106"i2 relates to the 20% of the water com-
panies in this country which are investor-owned, with the remaining 80%
owned by municipalities and other governmental units. This 80% owned by
governments is obviously exempt from any taxation by the Federal Government
and is also in direct competition in many situations with the investor-owned
water utilities which pay the regular corporate tax on any income they might
have.

For over 50 years, investor-owned water utilities have treated the receipt of
( contributions in aid of construction as contributions to capital, not as income.
This longstanding interpretation of the tax law was repeatedly affirmed by the
courts and acquiesced in by the IRS. However, in 1975, the IRS abruptly reversed
this longstanding Interpretation, so that it now appears that these contributions
may be treated as income to the water utilities. Since these contributions are an
integral part of the providing of water service, this change (which particularly
harms the smaller but expanding water utilities) has the effect of either sig-
nificantly raising the taxes of investor-owned water utilities or halting the
expansion of water service. To avoid curtailing any expansion of service, the
water utilities would have to dramatically increase these contributions or secure
a general rate increase affecting all their customers in order to recoup the tax
Increase.

To cnrrect this problem the Committee on Finance adopted at I 1322. p. 839
nf the Tax Reform Bill, an amendment to 118 of the Code providing that these
contributions in aid of construction made to a water or sewer utility be treated
aq contributions to capital, the same manner in which they have been treated
for over .50 years. This amendment was advocated by the National Association
of Revulatory Utility commissioners before this Committee in order to prevent
the utility rate Increases, housing cost increases, and building moratoriums
that could result from the IRS' reversal of its interpretation.

This orovislon does not provide a new tax break; it merely reaffirms a 50 year
01d policy thnt these regulated utilities have come to rely upon and base their
operations around.

The Committee amendment Is carefully drawn in order to prevent abuse by
denying any depreciation on contributed property, by requiring that the property
not be included in its rate base. and by denying the investment credit on con-
trihuted prnerty. The reason why the technical staffs of Coneresq renrtlly
rpenmmended adoption of this provision is that it simply prevents the bunching
(of ineomp in a given year. Questions concerning this amendment apparently arise
from failure to perceive thp need for the amendment, the stringent safeguards
in-luded in its nrovisions. and the adverse impact on consumers that will occur
it the amendment is not adopted forthwith.
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Mr. Chairman, I want to point out that this change in law imposed by the
Internal Revenue Service has created a situation where many investor-owned
water utilities will have to significantly increase their revenues in order to just
pay for the increase in taxes. One company in Alaska, for instance. would have
to increase revenues well over 100% in order to just pay for this tax increase.
Obviously,. such a company has only a limited number of options available to
it. It could ask for a general rate increase which probably would not be granted
since the Utility Commission would say that these costs are attributable to only
new customers, it could ask for an increase in contributions by the amount of
the new taxes, or it could refuse to take new customers. Any of these alternatives
are going to be inflationary and clearly detrimental to the customers of the coni-
pmny, the continued financial well-being of the company itself, and the economy
of the area of Alaska served by this company.

Mr. Chairman, we believe that the water and the sewer comlxpnies to which
the Committee directed its amendment, have a very meritorious case and have
the most serious problem among the utilities with this change in interpretation
of the tax law by the IRS. Considering the low rate of return for water'and
sewer companies, we are the most capital intensive of the utilities. This is another
reason why this amendment is so crucial to us and why we need this reiistate-
ment of prior law.

Mr. Chairman, and members of the committee, thank you for this opportunity
to appear before you and give you our views on § 1322.

STATEMENT OF EDWARD R. HEALY, PRESIDENT, NATIONAL
ASSOCIATION OF WATER COMPANIES

Mr. H.LY. Mr. Chairman, and members of the committee. an
amendment adopted during your consideration of H.R. 10612 relates
to the 20 percent. of the water companies in this country which are
investor-owned, with the remaining 80 percent owned by'municipali-
ties and other governmental units. This 80 percent owned by govern-
ments is ob',iously exempt from any taxation by the Federal G4overn-
ment and is also in direct competition in any situations with the
investor-owned water utilities which pay the regular corporate tax on
anv income they might have.

For over 50 years, investor-owned water utilities have treated the
receipt of contributions in aid of construction as contributions to capi-
tal, not as income. This longstanding interpretation of the tax law was
repeatedly affirmed bv the courts and acu-iesced in by the IRS. How-
ever, in 1975, the IRS abruptly reversed this longstanding interpre-
tation, so that, it now apnears that these contributions may be treated
as income to the water utilities. Since these contributions are an integral
part of the providing of water service, this change, which particularly
harms the smaller but expanding water utilities, has the effect of either
significantly raising the taxes of investnr-owned water utilities or
halting the expansion of water service. To avoid curtailing any ex-
pansion of service, the water utilities would have to dramatically
increase these contributions or secure a general rate increase affecting
all their customers in order to recoup the tax increase.

To correct this problem the committee on finance adopted at section
13'2-2, page 839 of the tax reform bill. an amendment to section 118
of the code providing that tese contributions in aid of construction
made to a water or sewer utility be treated as contributions to capital,
the same manner in which they have been treated for over 50 years.
This amendment was advocated by the National Association of Reg-
ulatorv Utility (onmissioners before this committee in order to pre-
vent the utility rate increases, housing cost increases, and building
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moratoriums that could result from the IRS reversal of its interpre-
tation.

This provision does not provide a new-ta:k break; it merely reaffirms
a 50-year-old policy that these regulated utilities have come to rely
upon and base their operations around.

The committee amendment is carefuly drawn in order to prevent
abuse by denying any depreciation on contributed property, by re-
quiring that the property not be included in its rate base, and by deny-
ing the investment credit on contributed property. The reason why the
technical staffs of Congress readily recommended adoption of this
provision is that it simply prevents the bunching of income in a given
year. Questions concerning this amendment apparently arise from
failure to perceive the need for the amendment, the stringent safe-
guards included in its provisions, and the adverse impact on consumers
that will occur if the amendment is not adopted forthwith.

Mr. Chairman. I want to point out that this change in law iml)osed
by the Internal Revenue Service has created a situation where many
investor-owned water utilities will have to significantly increase their
revenues in order to just pay for the increase in taxes. One company
in Alaska, for instance, would have to increase revenues well over 100
percent in order to just pay for this tax increase. Obvious-'. such a
company has only a limited number of options available to it: It could
ask for a general rate increase which probably would not be granted
since theUtility Commission would say that these costs are attributable
only to new customers, it could ask for an increase in contributions by
the. amount of the new taxis, or it could refuse to take new customers.

The CHAIRMAN. Thank you very much. We will put your entire
statement in the record.

Next we will call-
Senator Ctrs. Could I ask one question?
The ChAIRMAN. Yes.
Senator CuRrIs. Do you have any objection to extending this provi-

sion of the bill to other utilities?
Mr. HEALY. I have no objection.
The CIAIRMATX. Next we will hear from Mr. W. Reid Thompson,

chairman of the board and president. of Potomac Electric Power Co.
[The prepared statement of Mr. Thompson follows:]

STATEMENT OF W. REID TuOMPSON. CITAIRMAN OF THE BOARD ANDt PRESIDENT OF
POTOMAC ELECTRIC POWER COMPANY, ON BFIIALF OF EDISON ELECTRIC INSTI-
TUTE

SUMMARY
We support the actions of the Senate Committee on Finance in adopting-
(1) Section 2001 dealing with residential ingulation credits
(2) Section 2002 dealing with credits for the installation of residential beat

pumpm and solar or geothermal energy equipment and
(3) Section 2003 dealing with the business insulation credit
Mr. Chairman: I am appearing on behalf of the Edison Electric Institute. the

principal national association of the investor owned electric utility industry. The
Institute's member commnles serve approximately 99% of the customers served
by the nation's investor owned electric tillity industry.

I have previously filed a statement dealing with three technical provisions if the
Finance Committee's Bill, the most important being section 1322 dealing with
contributions to capital in aid of construction. The following comments supple-
ment this statement and endorse the provisions of the Finance Committee's Bill
dealing with certain energy-related matters.
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These energy related provisions will make an important contribution to the
national goals of fuel conservation and efficient use of our energy resources. By
conserving fuel and reducing the financing requirements of the capital intensive
electric utility industry through load growth control and reduction, these meas-
ures will be of material importance In progress towards national energy goals.

The provisions of Section 2001, 2002 and 2003 relating to insulation credits and
credits for the installation of heat pumps and other energy conserving equipment
will contribute to the long run success of our energy program, to easing the
financing burdens of electric utilities and to curbing necessary increases in the
utility bills of their customers.

Many electric utilities have adopted or are studying adoption of programs to
encourage their customers to install energy-saving insulation, storm windows and
heat pumps. The advantages of both are obvious and consistent with national
energy goals. Adequate Insulation equipment will effectively conserve all fuel
sources. The heat pump. which now is proven as an effective and highly efficient
source of space heating and cooling, at an efficiency level which is 30 to 50%
greater than that of electric furnaces or resistance heating, will allow substitution
of electric energy, which can be produced from non-petroleum sources, for scarce
petroleum.

The expanded use of adequate insulation, heat pumps and other energy efficient
devices will not only conserve fuel but will assist in utility load management pro-
grams which are of critical importance. Over time these programs will contribute
to a managed and reduced rate of growth in demand for electricity which in turn
will reduce capital requirements to construct generating and other facilities. The
electric utility Industry, which has encountered serious difficulties in competing
for capital to meet its construction requirements, can through effective load
management programs reduce construction requirements, ease cash and financing
burdens and limit the need for utility rate Increases.
STATEMENT ON PROVISIONS OF H.R. 10612 OF PARTICULAR INTEREST TO THE INVESTOR-

OWNED ELECTRIC UTILITY INDUSTRY

SUMMARY
We support the actions of the Senate Commission on Finance in adopting:
(1) section 802, dealing with refunds of unutilized investment tax credits;

and
(2) section 80W, as it relates to expiring investment tax credits.
Section 1322, dealing with contributions to capital of regulated public utilities

In aid of construction, should be amended to include contributions to capital of
electric utilities. We would support section 1322 if so amended. No revenue loss
would result from bringing electric utilities within the provisions of section 1322,
since contributions in aid of construction have not heretofore been treated as tax-
able income. For over 50 years electric utilities have treated contributions in aid of
construction as offsets to the capital costs of the facilities acquired with the con-
tributions. with confirmation by the courts and acquiescence to by the Internal
Revenue Service. Section 1322 should by statute specifically give recognition to
this treatment.

STATEMENT

Mr. Chairman: I am appearing before you today on behalf of the Edison Elec-
tric Institute, the principal national association of the investor-owned electric
utility industry. The Institute's member companies serve approximately 99 per.
cent of the customers served by the nation's Investor-owned electric utility
Industry.

Three provisions of the Finance Committee's bill are of particular Interest to
members of our industry. They are:

Section 902. dealing with refunds of unutilized Investment tax credits.
Section 03. as It relates to expiring Investment tax credits.
Section 1322. dealing with contributions to capital of regulated public utilities

In aid to construction.
I should like to discuss first section 1322, the provision of most Immediate

Interest to us.
The electric utility Industry endorses the Intent of section 1322 but urges that

it be amended so as to include the electric utility industry in its coverage.
No revenue loss would result from brining electric utilities within the provi-

,ion4 of section 1322. since contributions in aid of constnctlon have not hereto-
fore been treated Rs taxable income.
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For over 50 years, electric utilities have treated the receipt of a contribution in
aid of construction as an offset to the capital cost of the facility acquired with
the contribution. The treatment has been repeatedly confirmed by the courts
and until 1975 acquiesced to by the Internal Revenue Service. However, in 1975
the Tax Court (State Farm Road Corp., 65 T.C. - . No. 19) and the Internal
Revenue Service (Revenue Ruling 75--557, 1M75-2 C.B. 33) reversed this long-
standing position with respect to certain contributions to sewer companies and
water companies, respectively, and the Internal Revenue Service has indicated
that it will apply these interpretations broadly to contributions ta capital of
electric and other utilities. Section 1322 removes; the problem created by the above
interpretations for only water and sewer companies.

Contributions in aid of construction to electric utilities are contributions in
cash or other property received from its customers to defray all or a portion of
specific construction costs. Contributions are received for construction of plant
facilities which normally would not be built with the utility's own funds be-
cause the revenue to be earned would not justify the investment. If the utility
were to construct such facilities without the benefit of the contributions in aid
of construction, the cost thereof would, in effect, be borne in part by customers
other than those receiving service from the facilities.

A utility is compelled by contract or regulatory requirements to use contribu-
tions for construction of facilities for which the contributions are received.
Rules of the Federal Power Commission and of most state regulatory agencies
require that the contributions be credited to a plant account. The property, or
the portion thereof, constructed with such contributions, having no net cost to
the electric utility, is executed from the rate base, with the result that the utility
cannot earn on it.

No investment tax credit is taken or depreciation deducted for Federal income
tax purposes with respect. to such property. Clearly, no tax "loophole" or "gini-
mick" exists with respect to the exclusion from taxable income of such reim-
bursenients.

Amounts received by an electric utility as contributions in aid of construction
may be used only for the purposes for which the contributions are intended. For
taxable income to be realized, the contributions should be received under a claim
of right without restriction as to use. These contributions are received with a
complete restriction as to use. They act as a reimbursement for captial costs. In-
asmuch as regulatory commissions impose continuing restrictions upon the use,
enjoyment and disposition of these contributions, the receipt of such contribu-
tions by electric utilities should not be regarded as taxable income.

'If the utility is required to pay Federal income taxes on each dollar collected
as a contribution in aid of construction, it must, of necessity, file for increased
rate tariffs to recognize its increased revenue requirements. If the rate tariffs
are not increased, additional cash and financing burdens will be placed on those
electric utilities continuing to provide such construction at a time when they are
already confronted with great difficulty in financing construction of new facili-
ties. This is contrary to current Congressional and Administration policies of en-
couraging electric utility cash generation for necessary plant additions as a key
element in solving the nation's energy problems.

The taxability of contributions in aid of construction was the subject of a
thorough and prolonged study by the Internal Revenue Service in 1958. It was
concluded that the treatment of excluding customers' contributions from taxable
income is correct and this policy was announced in Revenue Ruling 5S-555. 1K)8-2
C.B. 25. For the reasons stated above, we urge that this legislation be amended
and enacted to make it clear that no change in this long standing practice be
made.* We understand that considerations with respect to contributions in aid of
construction for gas transmission and distribution properties are similar and
should be treated similarly to properties of an electric utility.

In conclusion, I wish to advise further the electric utility industry strongly sup-
ports the actions of the Finance Committee in adopting sections 802 and 803 of
the Bill. The Finance Committee is to be commended for reporting out these two
provisions which expand on the concept of the use of investment credits.

'Section 802, which provides for refunds of unutilized investment tax credits
commencing in 1984 for qualified investments made after 1975, is a sound provi-
sion which will serve to make certain that the credit accomplishes its purpose of
stimulating investment. Without such a provision, the credit will at times fall In

*Revenue Ruling 75-557 specifically rerokes Revenue Ruling 58-555.
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its purpose and will be of no benefit to ,taxpayers that most need assistance in
meeting their capital requirements. Long-range planning for capital expendi-
tures. which is critical to our industry, may proceed with greater assurance with
this change in law.

Section 803 provides that investment credits which would otherwise expire as
carry-overs In 1976 may be carried over for two additional years, to 1977 and
1978. This provision is of limited application to our indsutry; however, It is im-
portant as it will provide assistance to those companies which may be in the most
need of help.

STATEMENT OF W. REID THOMPSON, CHAIRMAN OF THE BOARD
AND PRESIDENT, POTOMAC ELECTRIC POWER CO., ON BEHALF
OF EDISON ELECTRIC INSTITUTE

Mr. TIromPsoN. I represent today the Edison Electric Institute, a
trade organization for investor-owned power companies. With your
indulgence I would like to comment briefly on the six sections of the
pending bill. The first two relate to the investment tax section, sections
802 and 803. We support those sections and urge this committee to keep
those in the bill. They are important. If the intent of the investment
tax credit is to be extended to those companies who would be in most
need of it but would not be able to use it, because of the dire circum-
stances they would find themselves in. We endorse those sections.

Second, I would like to comment briefly about sections 2001, 2002,
and 2003, relating to credits for installation, the installation of heat
pumps, solar devices and the like in residential premises; also section
2003, in business premises.

We think those sections are very important to assist in meeting the
national goal of conservation of energy, to assist also, in the case of
heat pumps, in the case of installation, and cutdown on the use of
the scarce oil resources, and in the case of heat pumps, Mr. Chairman
and gentlemen, to the extent that heat pumps are installed as a result
of these incentives, it would provide for the use of electricity that could
be generated from other sources than scarce foreign oil.

For that power industry, the improvement of load factor that would
result from the installation of these-devices would have a substantial
effect in the long run on our capital requirements. We strongly sup-
port those sections .001. 2002. and 2003.

Mr. Chairman, in the remaining time I would like to comment on
section 1322 that was just spoken about by Mr. Healy from the water
company.

We would endorse everything Mr. Healy said and say it applies in
full force to the electric power industry, and urge this committee to ex-
pand the provisions of section 1322 beyond the present inclusion of
water and sewer companies, to also include the electric power industry.

I would like to make these comments about that provision. What w'e
are dealing with here, Mr. chairman . if the electric power industry
is included in thiq provision to provide the contributions in aid of
construction would not 'he treated as income. We Pre not dealinir with a
revenue loss in a true sense because it has never ben so treated in the

_past 50 wvars when rulings were first, issued by the IRS exempting such
permits from rei',pnues.

We are nnt talking about a revenue loss in present. revenues of the

T,'nsur". WP are tolkinir, only about a ,rosnective loss if in fact the
IRS ruling is applied to the electric power industry, would be in
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effect the enactment by the IRS of a new tax on the electric power in-
dustry costing upward of $100 million a year from this industry.

This is at a time when you and the members of this committee have
been laborinT with the problems confronting the electric power in-
dustry and t ile acquisition of capital. This is the means whereby some
capital is generated internally and limits the need for the costly ex-
ternal generation of capital so hard to come by today.

We point out, too, Mr. Chairman, as said by the previous speaker,
the present method of dealing with contributions and aid does not pro-
vide for depreciation on facilities bought with those contributions.
There is no investment tax credit with respect to them, so there is no
tax loophole in the sense that the word is often used.

Rather, in the uniform system of accounts of the Federal Power
Commission, these credits are treated as a reduction of the capital
costs of the utilities. Also, Mr. Chairman, they must be used for
specific purposes, acquisition of specific facilities for which the con-
tributions are made. They are not available for the general corporate
purposes of the utility, as you expect income of a utility to be.

Finally, a significant point is a good deal of these contributions are
made by governmental agencies; highways are often heavily involved
in contributions because of relocation of facilities. In the case of my
own company. some $50 million of contributions will be made to a
relatively small company in the District of Columbia because of Metro
construction requiring the relocation of our facilities. Those contribu-
tions could in no logical sense be treated as income for this utility.'

So we wouhl urge this committee to extend the provisions of sec-
tion 1322 to include the electric power industry. If it is not done, Mr.
Citairman, we. have facing us in the coming year a new tax enacted by
the Internal Revenue Service for which rates must be increased for
all of our customers, to cover the. specific items built for the benefit of
those who made. the contributions.

So we respectfully urge this committee to expand that provision.
Senator CtRns. Do you have any objection to including all utilities

within the proposal?
Mr. Tjto3nsoN. No. I do not. I think it is logical.
The CHAIRM AN. How much capital is the electric utility industry

going to need, and how much can you presently predict under existing
circumstances will be needed during the next 10 or 15 years?

Mr. Tno.tso.. In the next 10 years or'so, Mr. Chairman, we will
need up to $300 billion.

The CImI R3fnx. $300 billion? To do what you predict will be
neededl.

Mr. TiioM.tmoN. Yes, sir.
The CIHAIRMAN'. How much do you think von will raise right now?
Mr. TitrPson.. The question of capital formation is the paramount

problem facing the electric utility industry. We hope in some fashion
or another that circumstances will permit us to raise it all. Under the
present. conditions facing thp industry, we cannot, Mr. Chairman, gen-
Prate internally more than 40 percent; 60 percent of those funds would
li vo to oome from external sources.

The CIAJMAN. How much of it do you confidently predict that
you could raise right now?
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Mr. TiioMpsoN. Mr. Chairman, we have great problems in conlfi-
dently predicting the raising of all those funds. It is a problem that
is addressed by this committee, by the administration, by people all
over the country, of where capital funds are coming from. Only if the
electric industry becomes strong and viable financially in vs )ect to
its earnings and interest requirements will we raise those funds. It must
come from the private capital markets, from the savings of the Ameri-
can people.

We will require at least 15 percent of the savings of the American
people over the next 10-year period if we are going to meet the
service requirements of our customers with the facilities that are
needed.

This measu-re that I am addressing here will be a blow in the oppo-
site direction to impede the raising ofthat capital.

The CHAIRMAN.. Thank you.
Senator CuRTis. One brief question.
If this section of the bill is not enacted into law, will it result in

higher ratk.s for consumers?
Mr. Tio '1,soM.. It. must necessarily do so. Senator Curtis, or if

higher rates are not enacted, it will result in a lower rate of return
that further impedes capital raising.

The CIHAIRMn . TIhank you very much. sir.
Next we will hear from Mr. Richard Rosnn on behalf 9f the Ameri-

can Gas Association, accompanied by Mr. I)avid W. Richmond.
[The prepared statement of Mr. Richard A. Rosan follows:]

STATEMENT OF RICHARD A. ROSA' ON BEHALF OF THE AMERICAN GAS AssOCIATION

SUMMARY

For almost fifty years. contribution in aid of construction to regulated public
utilities have been excluded from income as contributions to capital. Recently.
the Internal Revenue Service cast doubt on the continuance of this treatment
for traditionally excluded types of contributions in aid of construction, such as
contributions to gas utilities by governmental units in connection with gam line
relocations required by road relocation and urban renewal projects and contri-
butions by ciustomers relating to line extensions.

The denial of capital contribution treatment to these traditionally excluded
types of contributions In aid of construction (which do not include normal
customer connection fees) would have a serious, adverse impact on gas utilities,
but more important on gas customers In terms of higher rates.

We urge the Committee to continue by statute the long-standine exclusion of
contributions In aid of construction to regulated gas utilities. This will involve
no revenue loss since such contributions are not now and never have been
subject to tax.

STATEMENT

Mr. Chairman, I am appearing before you today on behalf of the American
Gas Association (A.G.A.) in support of 1 1322 of the Tax Reform Act of 1976 and
of an amendment to that section. The A.G.A. Is composed of more than 300
member companies, Including both gas distribution and gas transmission com-
panles. A.O.A. member companies serve approximately 93 percent of the 43
million.homes, businesses, and Industrial facilities In the 50 states using natural
gas. including some 160.000,000 of our population.

Under present law, contributions to the capital of a corporation, whether or
not contributed by a shareholder, are not includible In the gross Income of the
corporation. This rule has been applied for almost fifty years to regulated public
utilities which traditionally have obtained significant amounts of the canital
for the construction of facilities through contributions In aid of construction.
By a recent administartive ruling, however, the Internal Revenue Service has
cast doubt on whether these contributions may he excluded from grosQ incomA.
The current proposal seeks to continue by legislation the long-standing rule
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that contributions to regulated utilities in aid of construction are not includible
in gross income.

On December 4, 1975, the Internal Revenue Service, without advance notice
and the opportunity for public comment, announced the issuance of Rev. Rul.
75-557 which would include in income a "connection fee" charged the customer
by regulated public utilities. We are concerned that the Ruling will be applied
broadly to reach other contributions in aid of construction. In the case of gas
utilities these include contributions by governmental units relating to the reloca-
tion of gas pipelines, both distribution and transmission, required by road reloca-
tion projects and urban renewal projects, and contributions by customers relating
to line extensions.

The Service has cited as its sole authority for including customer contributions
In the income of public utilities, a Supreme Court case which pertains to govern-
ment subsidies paid to a railroad for certain signals and crossing facilities even
though the case deals only with the issue of depreciable basis under the Internal
Revenue Code of 1939 (which issue was statutorily resolved in the 154 Code)
and the Court expressly stated that the qualification of subsidies as income
'is an issue not raised in this case, and we intimate no opinion with respect to it".

U.S. v. Chicago, Burlington & Quincy Railroad Co., 412 U.S. 401, 37 L.Ed.2d-30,
93 S.Ct. 2169 (1973).

The issuance of the administrative ruling by the Internal Revenue Service
porten(18 a change in almost 50 years of consistent administrative practice whereby
contributions to public utilities in aid of construction have been excluded from
gross income. The ruling challenges this 50-year practice notwithstanding that-

(1) The Service has long acquiesced In many court decisions holding such
contributions to be excludable from the income of regulated utilities. (Since
the contributions are excluded from income, they are not included in the
basis for depreciation deductions.) .

(2) The Service considered the problem carefully in the late 1950's, con-
cluded that such contributions should continue to be excluded and published
Rev. Rul. 58-555, 1958-2 C.B. 25, to that effect.

(3) In a letter dated May 20, 1960, the Commissioner of Internal Revenue
told the A.G.A. that the Service had again "studied the problem thoroughly"
and had decided that "no change will be made in its position" and "the matter
is therefore concluded".

(4) The Federal Power Commission and many state regulatory commis-
sions require the investments made with such contributions to be excluded
from the utility's rate base and therefore no return thereon is earned and
included in charges to customers.

The effect of the anticipated administrative change of concern may be demon-
strated in an example by assuming that an urban renewal program will require
the expenditure of $4,000,000 for relocation of gas distribution lines, or a road
relocation program will require the expenditure of $4,000,000 for relocation of
gas transmission lines. This capital expenditure of $4,000,000 will be contributed
by a governmental agency. If this amount is included in gross income, the gas
utility must raisL at least an additional $2,000,000 to pay the tax and must
charge the customers not only this tax but also a reasonable rate of return.

The additional $2,000,000 cannot be reflected in customer rates without a new
rate determination. Thus, if this increase in income taxes becomes a stockholder
burden [decreases return on equity] and decreases the overall rate of return, it
will remain so until another rate determination. This lag in recovery of cost
decreases the utility's earnings and adversely affects its ability to furnish other
needed public service projects. When the regulatory commission adds the in-
creased tax to cost of service, it becomes a burden to be passed on to customers.
As a rule of thumb, tile annual cost of capital in rates is about 20 percent.
Thus the $2,000,000 of taxes will cost the ratepayers a minimum of $400,000
additional in their rates.

It is thus clear that any major change In the income tax treatment of any
item of deduction or exclusion which will result In increased income taxes for
regulated public utilities is an extremely serious matter. As public utilities
operate under a regulatory philosophy of earning a return sufficient to maintain
financial integrity and to enable the utilities to attract the capital necessary
for the proper discharge of their public duties, the lost of tax deductions or
exclusions previously used to reduce customer rates immediately becomes tile
stockholders' burden and reduces the net income of the utilities dollar for dollar
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by the amount of the tax increase. This will trigger scores of applications and
filings with regulatory agencies for immediate rate relief.

While we have no way of determining the exact amounts, it is obvious the
rate increases would total millions of dollars and would add to the inflationary
spiral. A recent informal survey of 22 natural gas companies indicates that in
a single typical year, receipts of contributions in aid of construction totaled
approxmiately $25,000,000. These companies are. of course, only a small segment
of the total industry. For the entire natural gas industry, the amounts would
probably exceed $125,000,000. Exposure in other regulated public utility indus-
tries would likewise be very heavy.

It should be noted that an increase in customer rates tends to hit tht low
income groups the hardest; on the other hand, if rate adjustments are iot
quickly forthcoming, the financial structures of the utilities themselves can be
adversely affected, thereby further compounding the difficulties in development
of gas supply.

Section 1322 of the bill would continue the prior, long-standing rule and
provide that contributions in aid of construction would not be included in the
gross income of regulated water and sewage disposal companies. We urge the
Committee to extend the proposal to those contributions in aid of construction
of gas distribution and gas transmission companies which traditionally have
been excluded from income by the industry. These principally involve ccntribu-
tions by governmental units for gas line relocations in connection with urban
renewal and road relocations and contributions by customers in connection with
gas line extensions. They do not include normal customer connection fees and
other service fees, which as a general practice have been included in Income by
the industry.

It has been suggested that this would result in an unacceptable revenue loss.
This is not so because the government is not now collecting and never has
collected taxes on contributions in aid of construction of regulated public
utilities. To forego the-ollection of new taxes is not a revenue lo88.

If these contributions become taxable, the utility must charge its customers
$2 for every $1 needed for construction-$1 for actual construction and $1 to
pay the tax. This further increase in customer bills would be most unfortunate.

Since there is no compelling need for the anticipated administrative change,
we urge the Committee to continue by statute the long-standing rule of excluding
contributions in aid of construction to regulated gas utilities. This can be
done by enlarging f 1322 of the bill to include gas distribution and gas trans-
mission companies. We also support the extension of § 1322 to electric utilities
since it Is our understanding that the practices of, and potential problems con-
fronting, te, electric and gas utilities in this regard are essentially the same.

STATEMENT OF D4VID W. ROSAN ON BEHALF OF THE AMERICAN
GAS ASSOCIATION, ACCOMPANIED BY DAVID W. RICHMOND

Mr. ROSAN. Good morning, Senators. I appreciate this opportunity
to come and support Senator Curtis' amendment to section 1322 of
your bill. I endorse heartily everything that has been said by Mr.
Thompson before, and by Mr. Healy for the water companies.

I am somewhat shocked that the Treasury Department, in appear-
ing before this group, this committee, has suggested a potential for a
staggering loss of revenue. The fact is, as has been pointed out forcibly
by the other two speakers, Treasury has never received revenue for
capital contributions in the sense that we are talking about, so that
there is no loss of revenue.

What this IRS ruling does, and the threat to the gas industry is
that it would necessitate increasing rates. It would necessitate raising
capital in order to pay the taxes, and the consumer .has to pay it, so
that we are here today, we are talkiniz for 40 million homeowners.
business establishments, and industrial facilities that use natural gas
because these people would have to pay the tax.

That is what we are talking about. That is why this amendment,
Senator Curtis, is so important.
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Senator Cuwris. May I ask you this? This has considerable appli-
cation throughout a small transaction sometimes. I live in an area
that has a great deal of irrigation. We pump that water with natural
gas. A line is run out of certain areas and the individual farmer makes
a contribution to laying the pipe, so that his hand can be reached.

Mr. RosAN. That is correct.
Senator CURTIS. Under past practice, that is handled in such a way

that it lust lessens the amount of your capital needs, is that not right .
Mr. JioSAN. It lessens the capital that has to be raised by the par-

ticular utility.
Senator GURTis. Taxwise it is just treated as the installation cost.
Mr. RosAN. That is right.
Senator CURTIS. If we treat that as the Treasury has proposed, the

farmer who makes the contribution will have to pay a higher rate
ultimately.

Mr. RosA~N. That is right.
Senator CURTIS That is all, Mr. Chairman.
Mr. RoSAN. I would like to point out, one of the growing places

where capital contributions are going to be made are in connection
with these expensive facilities in offshore Louisiana and the Gulf of
Mexico and probably in the Atlantic and Pacific. There the pipeline
is putting in a facility and another pipeline says, when you enlarge
that facility just a bit, would you haul some gas for us, and we say
to them, yes we will enlarge it, put in more compression or make it a
42-inch line instead of 40 inch, but you have to contribute the addi-
tional capital that is needed to pay for that enlargement, and this is
going on every day today. If we have to pay a tax on those con-
tributions, it is just going to be staggering. A $10 million contribution
has to be a $20 million contribution in order to pay the tax.

We are talking about a very significant effect on the gas industry
and on the consumer if this legislation is not enacted. We talked about
this road relocation that Mr. Thompson talked about. This is going
on all over the country. In the case of my company- alone, this year
we are going to receive over $4 million of relocation money. We would
have to pay a tax of $2 million on that if this IRS ruling is not clarified
by this legislation.

For this reason, we are very hopeful that this committee and the
Senate and the House will adopt Senator Curtis' amendment in section
1322.

Thank you very much.
The CrTIA1FA:. Thank you very much.
Next we will hear from Mr. David MacCallan, chairman of the

board and chief executive officer of Adams Express Co. and Petro-
leum Corp. of America, and director of Association of Closed-End
Investment Companies.

[The prepared statement of Mr. David MacCallan follows:]

STATEMENT OF THIE ASSOCIATION OF CwOsED-END INVESTMENT COMPANIES

8UMMARYY

1. The purpose of Section 1505 Is to eliminate the present discriminatory
treatment of custodial accounts for employees of tax-exempt organizations and
public school systems created by Subparagraph (C) of Section 403(b) (7) of the
Internal Revenue Code of 1954, as amended. That discrimination results from
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the unjustified limitation (if investments by such custodial accounts to stock of
"open-end" investment companies (commonly called mutual funds), rather than
all regulated investment companies, including "closed-end" investment companies.

2. Section 1505 would permit custodial accounts for employees of tax-exempt
organizations and public school systems to invest in all regulated Investment
companies, Including closed-end investment companies. Thus, custodial accounts
would be able to enjoy the same investment opportunities as do all other types
of tax-qualified pension fluids, including other custodial accounts. Section 1505
removes the present discrimination by deleting the provision "and which issues
only redeemable stock" from the definition of a "regulated investment company"
in Section 403(b) (7) (C) of the Internal Revenue Code of 1954, as amended.

3. The principal difference between mutual funds and closed-end Investment
companies is that mutual fund shares are redeemable at their prevailing value
by the issuer, whereas the shares of closed-end investment companies are trad d
on established securities markets, such as the New York and American Stock
Exchanges, In the same manner as stock of most other publicly held companies.
Except for this difference, closed-end investment companies and mutual funds
are substantially similar.

4. There is no basis for any suggestion that mutual funds as a group are any
more or less suitable Investments for such custodial accounts than closed-end
Investment companies. Both closed-end investment companies and mutual funds
offer investors the opportunity of professional management of diversified invest-
iment portfolios. Both are engaged in competition for the same investment dol-
lars and provide the same retirement benefits. To interfere with the competi-
tire forces In the allocation of those investment dollars through discriminatory
tax treatment in Section 403(b) (7) is inconsistent with the basic precepts
of equal tax treatment generally accorded all regulated investment companies
throughout the rest of the Internal Revenue Code and the Pension Reform Act.

STATEMENT

Mr. chairman and Members of the Committee, my name is W. )avid Mac-
Callan. I am Chairman of the Board and Chief Executive Officer of Adams Ex-
pre." Company and Petroleum Corporation of America which, despite their
names, are closed-end Investment companies registered with the Securities and
Exchange Commission under the Investment Company Act of 1940. I am also
a director of the Association of Closed-End Investment Companies. I am acconi-
panied by Carl Frischhlng, Senior Vice President and General Counsel of Ameri-
can General Capital Management, Inc. of Houston, Texas. American General
is investment advisor to American General Bond Fund, Inc., a closed-end invest-
ment company which is a member of the Association of Closed-End Investment
Companies. The Association appreciates this opportunity to present its views
concerning Section 1505 of H.R. 10612, the Tax Reform Act of 1970.

The Association of Closed-End Investment Companies is the national associa-
tion. of the United States closed-end Investment company industry. The Aqsocla-
tion's membership includes 23 companies representing approximately $4 billion in
assets and over 400,000 shareholders.
Pnrpose and effect of section 1505

The purpose of Section 1505 is to eliminate the present discriminatory treat-
ment of custodial accounts for employees of tax-exempt organizations and public
school systeans created by Subparagraph (C) of Section 403(b) (7) of the Inter-
nal Revenue Code of 1954, as amended. That discrimination results from the
unjustified limitation of Investments by such custodial accounts to stock of "open-
end" Investment companies (commonly called mutual funds), rather than all
regulated Investment companies. Including "closed-end" Investment companies.

A custodial account holds pension funds for the benefit of employees. Section
1505 would permit custodial accounts for employees of tax-exempt organiza-
toti. nd imhl1i school systems to invest in all regulated Investment companies,
inluding closed-end investment companies. Thus. custodial accounts woiild le
able to enjoy the same investment opportunities as do all other typos of tax-
(tulaified pension funds, including other custodial accounts. Section 1505 achieves
this result by deleting the provision "aid which issues only redeemable stock"
from the definition of a "regulated Investment company" In Section 403(b)(7)
(C) of the Internal Revenue Code of 1964, as amended.
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Reasons for section 1505
With only one single exception, the definition of regulated investment com-

panies in the Pension Reform Act broadly includes all types of regulated
investment companies, including both mutual funds and closed-end investment
companies. The single exception, however, precludes custodial accounts of tax-
exempt organizations and public school systems from investing in the stock
of closed-end investment companies. Such a prohibition Is without justification,
and, indeed, no reason for such discrimination is expressed in the legislative
history dealing with the Pension Reform Act.

The principal difference between mutual funds and closed-end investment com-
panies is that mutual fund shares are redeemable at their underlying net value
bythe issuer, whereas the shares of closed-end investment companies are traded
on established securities markets, such as the New York and American Stock
Exchanges, in the same manner as stock of most other publicly held com-
panies. Except for this difference, closed-end investment companies and mutual
fund are substantially similar.

Closed-end investment companies provide investors the same degree and kind
of professional management and Investment diversification as do mutual funds.

Closed-end investment companies are subject to the same regulatory super-
vision by the Securities and Exchange Commission as mutual funds.

Tax-qualified closed-end investment companies must satisfy the same require-
ments and adhere to the same rules as tax-qualified mutual funds.

Closed-end investment companies provide investors with the same retirement
benefits as mutual funds by providing stock redemption plans similar to those
offered by mutual funds.
Coiielusion

Section 403(b) (7) of the Internal Revenue Code of 1154, as amended, Is de-
signed to permit the establishment of custodial accounts to provide retirement
Ilenefits for employees of certain organizations. The only justification for pre-
cluding such accounts from investing in the stock of closed-end investment
companies must be based upon Investment suitability. We submit that there is no
lisis for any suggestion that mutual funds as a group are any more or less suit-
able investments for such custodial accounts than closed-end investment com-
panies. Both closed-end investment companies and mutual funds offer investors
the opportunity of professional management of diversified divestment portfolios.
Both are engaged in competition for the same investment dollars and provide
the same retirement benefits. To interfere with the competitive forces In the
allocation of those investment dollars through discriminatory tax treatment in
Section 403(b) (7) is inconsistent with the basic precepts of equal tax treatment
generally accorded all regulated investment companies throughout the rest of
the Internal Revenue Code and the Pension Reform Act. Such an inconsistency
should not be perpetuated. Consequently, we submit that Section 1{50 should
be adopted into law.

STATEMENT OF W. DAVID MacCALLAN, CHAIRMAN OF THE BOARD
AND CHIMP EXECUTIVE OFFICER, ADAMS EXPRESS CO. AnD PE-
TROLEUM CORP. OF AMERICA, AND DIRECTOR, ASSOCIATION OF
CLOSED-END INVESTMENT COMPANIES

Mfr. MACCALrAN. ?*fr. Chairman, members of the committee, my
name is David MacCallan. I am chairman of the board and chief ex-
ecutive officer of the Adams Express Co. and Petroleum Corp. of
America. These are two closed-end investment companies registered
with the Securities and Exchange Commission under the Investment
Company Act of 1940. I am here in my capacity as director of the
A ociation of Closed-End Investment COr panies.

I expected to have with me today Mr. Carl Frischling. ITnfortu-
nately he was unable to get, here. Mr. Frischling is senior vice president
andl general counsel to American General Capital Management Co.
His firm is investment adviser to a bond fund that is organized as a
closed-end fund, and an internal member of the association. The as-

74-712-7--pt. 2-7
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sociation is the National Organization of Closed-End Companies; has
.23 members, and manages .$4billion for the benefit of 400,000 stock-
holders. You can see, With an average holding of $10,000 apiece, they
-are essentially small stockholders.

The association is pleased to be here today to talkabout section 1505
of the act. Section 1505 appears to be a relatively small amendment.
but, it affects quite a broad segment of the population. 'We were very
impressed with the attention given to it by the Joint Committee staff.
It is designed to correct an inequity that we think is unwarranted, that
derives from the wording in section 403(b) (7) (c) of the Internal
Revenue COode of 1954. This section restricts the investment of custo-
.dial funds belonging to employees of tax-exempt organizations, and
of public school systems, to share in open-And investment companies,
commonly called mutual funds.

We believe that the type of management and the degree of regula-
tion which is undergone by the closed-end companies renders their
-shares a sitable investment. The essential difference between an open-
end company and a closed-end company is that closed-end companies
do not redeem their shares themselves. Their shares are traded on
established securities markets such as the New York Stock Exchange,
American Stock Exchange, and otherwise the differences are
negligible.

This is an amendment that does not involve any revenue loss to the
Treasury at all. The association would be very pleased if the com-
mittee would support it, and we thank you for the opportunity to
appear here today.

The Cu z;. Thank you very much, sir.
Next we will hear from Mr. Blake T. Newton, president of thp,

American Council of Life Insurance.
[The prepared statement.of Mr. Blake T. Newton follows:]

STATE)AT OF THzE AMw c.& .CourNcu OF INaURANC PUSLNTED BY
BLA418 W. EWTIoN, sTL

SUMMARY

I. Continousm country branches of domestic insuranme compatles.--Ihe
American Council of Life Insurance supports section 1043 of H.R. 10612 (as re-
ported 'by the Committee) wbich would provide tax neutrality in the case of
'United States life insi.rAiJce- ojnpany-oDerattns in .cQntjguoL. couUtries.

i1. Pe fui u invwtments ig segreqated asset a w"cInt of life itsura"ce
eonpotdes--The Council proposed .ttlisprevision (section I06 of H.R. 10612. A.
reported by the Committee)"ad vres that it be retaineil in the bill. It would
clarify the tax treatment of qualified pension contracts with reserves based on
life insurance company segregated asset accounts.

11. H.R. 10 ptas.-This amendment, which would correct a conflict between
two provisions affecting the allowable pension contributions by self-employed
individuals, was sponsored by the Council. It is urged that the Committee con-
tinue to recommend Its inclusion in H.R. 10612.

STATEMENT

My name is Blake T. Newton. Jr.. and I am Pr.esideut f thke Amerian Council
of Life Insurance. I am acompanied by Mr. William B. Harman. Jr., Execu-
tive Vice President of the Council.

The Council has a membership of 435 life insurance companies which. In the
aggregate, have 90 percent of the life insurance in force In the United States and
hold 99 percent of tjhe awets of insured penslon plans.

My testimony will cover three of the provisions listed in the Committee's Press
Release, dated July 8, 1976. Following my statement, Mr. Harman and I will be
happy to attempt to answer any questions the Committee may have. ,
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I. contiguous eountry brqWches of domestof insurance cotpznle (section 1048

of N.R. J0619, as repWried by tke commtee)

Section 1043 of H.R. 10612 amends the Internal Revenue Code to remove the
tax impediments to United States life insurance company operations in con.
tiguous countries Involving mutual or participating business. This section was
initially added to the bill by the Ways and Means Committee and was In the bill
as passed by the House. It was discussed by yotir Committee in its mark-up
sessions and the provisions of the House bill, with a minor amendment, were
adopted.

For reasons I will discuss, the Council supports the amendments contained in
section 1043. My statement here today parallels the views set forth in our
statement filed with the Committee on April 10, 1976.

Most of the foreign operations of domestic life insurance companies are In
Canada, where U.S. companies have been doing business since around the
beginning of the century. At present, Canadian branch life insurance operations
are subject to a U.S. income tax that currently exceeds the comparable Cana-
dian taxes payable by non-U.S. life Insurance companies. Incorporation of
branch operations is generally not a viable alternative for mutual companies.

This U.S. tax treatment of Canadian branch life insurance operations is
inequitable because it has the effect of taxing foreign source income of nonresi.
dents. This is because the income that is taxed is essentially generated by Cana-
dian capital (derived from the premiums paid by Canadian policyholders),
Investment and underwriting experience, and such Income inures to the bene-
fit of Canadian policyholders. In these circumstances the burden of the higher
U.S. tax inevitably falls on the Canadian policyholders. •

Moreover, the added cost to V.a, companies (as compared to foreign Insurers)
resulting from the U.S. tax places these companies at a competitive disadvantage.
This is particularly acute In the pension market. In this regard, the U.S. com-
panies' share of the Canadian market has steadily declined over a period of time.

In evaluating the tax status of Canadian branch life Insurance operations, it is
important to note that such operations are not analogous to the branch or sub-
sidiary operations of other types of U.S. businesses. This is because, under the
concept of the mutual or partfcipating insurance policy ald the branch accounting
required by the amendment, the income of the Canadian life insurance branch
operations is dedicated to the Canadian customers, rather than intended' for the
eventual use of the company's U.S. operations.

The objective of Section 1043 is to remove the Inequities described above by
providing tax neutrality in the case of a U.S. life Insurance company's branch
operations In contiguous countries. IP this regard, the Internal Revenue Code
would be amended to exclude from the computation of a mutual life insurance
company's taxable income all of the items relating to contracts insring risks
in connection with the lives or health of residents of contiguous countries
through branches In those countries.

As I Indicated, the Council supports this provision.
1I. Pension fund investments in segregated asset accounts of life inturasme

companies section n 1056 of H.R. 1061?, as reported by the committee)
This section would amend the Internal Revenue Code to clarify the tax treat-

ment of qualified pension contracts with reserves based on life insurance company
segregated asset accounts. The Council, which proposed this amendment, urges
that it be retained in the bill. In this regard, I would note that about 120 life
insurance companies presently maintain segregated asset accounts which include
qualified plan funds.

I would now like to explain the background and nature of the amendment In
more detail, My testimony parallels the substance of a letter, dated April 22, 1976,
which we wrote to Senator Long for inclusion in the record of the Comnlttee's
hearings on H.R. 10612.

ife Insuranuce companies are a major funding medium for qualified pension
and profitsharing plans. They issue contracts funding retirement benefits for
individual retirement accounts, small businesses, major corporations and Taft-
Hartley plans. These types of plans are also fui)ded through tax-exempt trusts In
which plan assets are managed by banks and investment advisors.

One form of life insurance company pension funding Is through contracts with
reserves baped on segregated awet accounts. rhese contracts are used where the
coxktra-holder wishes to participate directly in the investment experience of
a segregated pool of investments
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In 1959 and 1962, Congress enacted provisions in the life insurance company
income tax structure designed, in part, to exclude from tax income earned by
life insurance companies on segregated asset account reserves held for qualified
pension funds-thereby taxing life insurance company segregated asset accounts
on a basis similar to that applied to banks and other pension funding agencies.

Under present law, one of the requirements that must be satisfied to qualify for
-this segregated asset account treatment is that the life insurance company must
issue a "contract which provides for the payment of annuities". (Section 801(g)
(1) (B) (i).) This requirement has raised many questions of interpretation and
has spawned protracted discussions and disagreements with the IRS over the
exact nature of various contract provisions. For example, in several private
rulings and in two published rulings, the Internal Revenue Service has taken
the position that a contract does not qualify under this provision unless it con-
tains permanent annuity purchase rate guarantees with respect to all separate
account funds held under the contract. In fact, a qualified plan may wish to
self-insure, either wholly (by not providing for annuity purchases at all) or
during the active life of the employee, or to share the insurance risk with the life
insurance company. Nevertheless, under the IRS position, the life insurance com-
pany may not issue a separate account contract to such a pension plan without
inserting a rigid form of annuity purchase rate guarantees.

We believe that the type of annuity features, if any, included in life insurance
-company contracts should be left to the contracting parties and not dictated by
the tax laws. In this regard, the presence or absence of such features would seem
-clearly irrelevant as a matter of tax policy. As long as the reserves the insurance
-company hold in the separate account are dedicated to a qualified plan, no tax
should be imposed with respect to them.

Section 1506 would reflect this policy by removing the requirement In section
*SO1 (g) that a qualified plan contract "must provide for the payment of annuities"
in order for the underlying separate account to qualify for taxation as a segre-
gated asset account. Moreover, it would make clear that such a contract need
not be held in trust.

The revenue effect from this amendment would be negligible. This is because
the tax disadvantages to a separate account and its customers of failing to
qualify for taxation under section 801 (g) would be so great as to preclude their
use of any significant extent.
III. H.R. 10 plan (page 8 of the press release announcing provisions approved by

the committee on June 11, 1976)
This amendment would correct a conflict between two provisions in the In-

ternal Revenue Code that has developed because of an IRS interpretation. The
problem relates to the contributions that may be made by a self-employed in-
dividual to his firm's pension or profit-sharing plan. The amendment was pro-
posed by the Council on behalf of the more than 240 of our members that under-
write H.R. 10 plans. It would allow self-employed individuals who contribute
to over 80.000 II.R. 10 plans to maintain these plans without fear that they will
be disqualified. This would be done without any revenue loss. We urge that the
Committee continue to recommend its Inclusion in H.R. 10612.

I would now like to explain the problem and nature of the amendment in
more detail.

Since 1962, self-employed persons have been allowed to use level premium in-
surance contracts to fund-their H.R. 10 plans even where, because of fluctuating
income, the contract premiums may be greater in certain years than the allowable
contributions Under the H.R. 10 limitations. Under these provisions, an owner-
employee may contribute the contract premiums to his II.R. 10 plan, where the
premiums are based on his average earnings for the previous 3-year period. The
owner employee's deductions are based on his current Income, however, and not
his 3-year average income. Thus, the 3-year averaging rule does not allow any
increased tax deductions. It merely allows self-employed people to keep In force
their insurance contracts in years when their incomes fluctuate. This provision
was carried over in section 401(e) of the Code as amended by ERISA.

Recently proposed IRS regulations would provide that the new general limita-
tions' on contributions, -contained in section 415 of the Internal Revenue Code
(as added by ,RISA), are to override this three-year averaging provision. (Pro-
posed regulations 1.401(e)-4(a).) Under this interpretation, the payment of the
level premium would disqualify the plan if, in any year, it exceeded 25 percent
of the self-employed individual's earnings. If allowed to stand, this rule, would
severely limit the usefulness of the averaging provision-and, thus, level pre-
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mum insurance contracts-without affecting, in any manner, the amount actually
deductible. We do not believe this result was intended by the enactment of ERISA.

To remove this conflict and, in our opinion, clarify the original intent of Con-
gress, the amendment would revise section 415 to provide that a level premium
which meets the conditions of the 3-year averaging provision in section 401 (e)
is not to be considered to violate the 25 percent limitation under section 415.
This provision would not be available in uny year In which the owner-employee
is an active participant in any defined benefit plan established in the same trade-
or business or by any other trade or business that he controls. It also would not-
be available If any current additions were made to his account under any defined&
contribution plan under the same, or any controlled, trade or business.

There will be no revenue gain or loss from this provision since the amount
of tax deductible contributions, and tax-deferred earnings, will not be affected.

I appreciate this opportunity to express the Council's views on these Important
amendments and will be happy, along with Mr. Harman, to attempt to answer
any questions you may have.

STATEMENT OF BLAKE T. NEWTON, JR., PRESIDENT, AMERICAN
COUNCIL OF LIFE INSURANCE, ACCOMPANIED BY WILLIAM B.
HARMAN, JR., EXECUTIVE VICE PRESIDENT, AMERICAN COUN-
CIL OF LIFE INSURANCE

Mr. NEWTON.. Mr. Chairman, gentleman of the committee, my name
is Blake T. Newton, Jr., and I am president of the American Council
of Life Insurance. I anvaccompanied by Mr. William B. Harman, Jr.,
executive vice president of the council.

Our council has a membership of 435 life insurance companies which
in the aggregate have 90 percent of the life insurance in force in the
United States and hold 99 percent of the assets of insured pension
plans.

My testimony will cover three of the provisions listed in the coin-
mittee's press release, dated July 8, 1976. Following my statement, Mr.
Hlarman and I will be happy to attempt to answer any questions the
Committee may have.

Section 1043 of H.R. 10612 amends the Internal Revenue Code to
.remove the tax impediments to U.S. life insurance company operations
in contiguous countries involving mutual or participating business.
This section was initially added to the bill by the Ways and-Means
Committee and was in the bill as passed by the House. It was discussed
by your committee in its markip sessions and the provisions of the
Itouse bill, with a minor amendment, were adopted.

My prepared statement discusses the background and reasons for
the amendments in some detail. It parallels the views set foith in our
statement filed with the committee on April 16, 1976.

The second provision, seetion T4 of I-I.R. 10612, would clarify the
tax treatment of qualified pension contracts with reserves based on life
insurance company segregated asset accounts. Essentially it. would re-
move the necessity for including certain annuity features in pension
contracts utilizing separate accounts where the contract holder does
not desire or intend to use them.

The council supports this amendment and urges that it be retained
in the bill. One hundred and twenty life insurance companies presently
maintain segregated asset accounts that include qualified plan funds.

This amendment involves no revenue loss. The Treasury Depart-
ment has stated that it has no objection to the amendment. We under-
stand that the staff of the Joint Committee also has no objection.
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Moreover, to our knowledge, no objection has been raised by any
'other person.

Again, my prepared statement discusses the background details of
"the amendment. It parallels the substance of the letter dated April 26,
1976. And we hope that the chairman will include it in the committee
hearings on H.R. 16102.

The third provision approved by the committee on June 11 would
correct a conflict between two provisions of the Internal Revenue Code
relating to contributions that may be made by a self-employed individ-
ual to his firm's pension or proft-sharing plan. If not corrected, the
IRS interpretation would jeopardize the tax qualification of more than
80,000 H.P. 10 plans utilizing level premium insurance contracts.

Although there is no issue of increased tax deduction on deferrals
in bonds, the amendment was proposed by the council on behalf of the
more than 240 of our members who underwrite H.R. 10 plans. We urge
that the committee continue to r6commend its inclusion in H.R. 10612.

As I indicated, this amendment has no revenue implications. It has
not been objected to by the Treasury Department, the staff of the Joint
Committee, or to our'knowledge, by any other persons.

In summary, therefore, the'three provisions I discussed are non-
controversial as far as we know. The beneficiaries represent a broad
spectrum of possible stockholders, and we urge its adoption.

The CIIATIINMAN. Thank you.
Next we, will call Mr. Carroll J. Savage on 1elhalf of Eastman Kodak

Co. and Xerox Cor., accompanied by Mr. Herman E. Biegel,
Profit Sharing Council of America, and Mt. Edwin S. Cohen, Irving
Trust Co.

[The prepared statement of Mr. Carroll J. Savage follows:]

STATEMENT OF CARROLL J. SAVAGE, HERMAN C. BIEGEL AND IDWIN S. COHEN

RUM MARY

1. Section 1507 would extend for two years the time for Congtress to study so-
called "salary reduction," "cash or deferred profit sharing" and "cafeteria" plans.
'The study period. provided for in Section 2006 of FRISA, will otherwise expire on
December 31. 1976.

2. This Issue relates to the tax treatment of the employees participating in the
plans of 100 oir more companies, many of which have been In effect for over
15 years. It does not involve any tax consequences for the employers.

8. The staff of the Joint Committee on Internal Revenue Taxation Is work-
Ing on a permanent solution to this problem. but it appears that there will he
Insufficient time remaining this year for completion of this study and enactment
of a permanent solution.

4. Unless the ttme for this study Is extended, the tax treatment of over
100.000 employees will be thrown Into question beginning January 1. 197T.
Section 1507 Is merely a technical amendment continuing the status quo pend-
ing formulation and enactment of a permanent Ablution.

STATEMENT "

Section 1.507 of H.R. 10612 would extend the existing tat treatment of so-
called "salary reduction", "ciish or deferred profit sharing" and "cafeteria"
plans, presently set forth In Section 2006 of the Employee Retirement Income
Security Act of 1974 ("ERISA"), from December 31, 1970, until December 31,
107R, pending further Congrestional study of these plans.

Section 2006 of IIISA was added by' the Hoane-t4nate Conference Commit-
tee lh 1174 t6 proved# time for Congress to ktudy the question of the appropriate
tax treatment of employees covered by tbest types of plans. which involves the
Issue of Whether and under what circumsftanceA employer contributions applied
to a qualified profit sharing plan or to certain nontaxable fringe benefits should
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nevertheless be taxed currently to- the participant because of a prior right
which the particijant had to receive the contribution in cash or another taxable
forth, even though he had irrevocably elected. not to exercise that right.

This issue relates solely to the tax conseqUeices for employs, participants
and does not have any tax implicatibs for ehiployers. Well over 100,000' em-
ployees of more than 100' companies, many of which have had these plans in
effect for fifteen years or more, are affected. It Is a tax matter which is riot
involved In any way with those portions of ERISA falling under the jurisdic-
tion of other committees.

Under existing practice, employees are not currently taxed on employer con-
tributions to qualified profit sharing plans or cafeteria plans. Hbwever, in 1972,.
the Treasury proposed regulations which would have made employer contribu-
tions to salary reduction plans taxable, and'discussion of that proposal called into
the question the status of contributions to cash or deferred profit sharing and
cafeteria plans.

Tile approach taken by the Conference Committee in Section 2006 of ERISA
was to provide that employees covered, by plans in: effect on June 2T, 1974, are
to continue to be taxed, uftder prior rules through December 31, 19TO, but such
treatment is not available to participants in, new plans established during the,
period. H0RISA provides that the regulations proposed in 1972 are to be dis.
regarded' and no further regulations are to be issued prior to January 1, 19T7,
the date by which Congres expected it would have adequately reviewed the mat-
ter and enacted legIslhtion.

In the absence of the enactment of Section 1507, the tax treatment of'the large'
number of employee participants in existing plans would be thrown into ques-
tion beginning January 1. 1977. Moreover, although this issue does not have any
tax iinplications for employers, the employers would be faced with most diffi-
cult decisions in designing plan changes by December 31, 1,076 withoilt knowing'
what permanent rules the Congress wishes to prescribe when it' completes its
study.

Tie undersigned attorneys, representing numerous employers affected, have
had extensive discussions for, some months with the staff of the Joint Commit-
tee on Interal Revenue Taxation concerning, a permanent legislative splution.
While we believe much progress has been' made;,.it became apparent by Mhy 1976
that with the heavy load of tax tneasureg'pending both in the House and'Senate
it was unlikely that the Congressional staff study' could be completed in, the
present Congress id time to uleet tle present December 31, 1976 expiration date.

Accordingly, it seemed prudent for the Congress to extend the present' expira-
tion date until TDbeember 31, 1918 to permit tile completion of the stttdy aud ai
permia~net solution to lVe reached In- the next Cofigress. The' Finanee Committee'
approved tis in adopting Section, 1f7 on May 27, ,17. Senate Rep. No. 94-
938, dated June 10, 1976, states (p. 453) thisCommittee's conclusion that "it is
not possible to study adequately the questions inVolved in order to enact perma-
nent legislation [on this subject]' prior to the January-1 .1977 end of the tem-
porary freeze of' the status qkio provided for in section 2006 of ERISAV" The
Treasury Department has publicly stated: that it has no objection to this
extension.

For these reasons, we urge the Finance Committee to retain Section 1507
in H.R. 10612.

STATMENT OF CARROLL J. SAVAGE UN 3EHALF OF RASTMAN
Z0DAlt' CO. AftD XEROX CORP., ACCOMPAM D I BY t MAI*, E.'
BIEGL, PROFIT SHARING COUNCIL OF AMERICA, AN O W1DWI S.
COHEN) IRVING TRUST CO.

Mr. SAvAo. I am Carroll Savage, representing, Eastman Kodak.
Co. and' Xerox Corp. In accordance with'the chairman's request my
statement will be a consolidation of the statements of several witnesses
who requested'to testify on section 1507 of, your bill.

On my left is: Mr. Herman, E. Biegel who is counsel to the Profit'
Sharing" Council of America. Oft my right is Mt. Edwin S. Cohen of
the law firm of Covington & Burling, representihg Irving Thust' C.

.Mr. Chairman, section 2006-of the Employee Retirement Security
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Act of 1974 provided for a, congressional study of the tax treatment of
certain kinds of employee benefit plans involving employee elections.
These kinds of plans are variously referred to as salary reduction
plans, cash deferred or profit-sharing plans cafeteria plans. Pending
completion of a congressional study callea for by section 2006, the
statute provided for a freeze of the legal status quo plans which were
in existence at that time and continue to operate under the Iong-estab-
lished IRS rules under which-they previously operated. No plans of
this type can be established during this freeze period.

ERISA provided that this freezing of the status quo would expire
at the end of 1976.

Prior to that a congressional study was to be completed and a perma-
nent solution was to be enacted. The staff of the Joint Committee on
Internal Revenue Taxation is working on a permanent solution to
this problem for presentation to this committee. Because of the large
number of tax issues that are before the staff and the committee at
this time, it has become apparent that it will not be possible to derive
and enact a permanent solution before the freeze expires at the end of
this year.

Section 1507 of your bill is merely a technical amendment that would
make a substitution of the dates, and section 2006 of ERISA and
operate to extend the freeze period and congressional study period for
another 2 years until the end of 1978.

I want to stress that the issues here do not involve any tax con-
sequences for the corporate employers. These issues relate entirely
to the tax treatment of the individual plan participants.

We believe there are well over 100,000 such participants, and well
over 100 plans, some of which have been in effect under published
IRS guidelines for over 15 years.

These plans involve advance employee elections, highly complex,
technical computer programing, SEC registration in many cases,
and other complexities. A permanent solution must be well known in
advance of its effective date to provide the necessary leadtime to per-
mit an orderly changeover to the rules that may be imposed.

Therefore, unless enactment of a permanent solution is likely by
early next year, a 2-year extension until the end of 1978, we believe, is
the minimum time that would suffice for an orderly transition.

For these reasons, we respectfully request that section 1507 be re-
tained in your bill.

The CHAIRHAN. Thank you very much, sir.
Next we will hear Mr. John P. Fishwick, chief executive officer,

Norfolk & Western Railroad, Mr. James. H. Evans, vice chairman,
Union Pacific Railroad, and Mr. P. H. Mathews, vice president, Asso-
ciation of American Railroads.

[The prepared statement of Mr. John P. Fishwick follows:]

STATEMENT OF THE ASSOCIATION OF AMERICAN RAILROADS, JOHN P. FISHWICK,
PRESIDENT AND Cnrr FiXECUTIw OFFICER, NORFOLK & WESTERN RAILWAY Co.,
AND JAMES It. EVANS, VICE CHAIRMAN, UNION PACIFIC RAILROAD

On April 0, representatives of the railroad industry appeared before this com-
mittee to discuss the capital requirements of railroads and suggest ways in
which this committee through tax legislation could contribute to the goal of de-
veloping an efficient transportation system. At that time we outlined a number
of proposals which would better enable railroads to continue as a strong free
enterprise segment of the American economy in preference to becoming a burden
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on the country as a nationalized transportation industry. The proposals which
the committee adopted were discussed at that time. Previously each proposal
had been discussed with the staffs of the Joint Committee and the Finance Com-
mittee and had received the favorable endorsement of both offices. The revenue
Impact of the total package is minimal but is critically important to our Industry.

The provisions constitute, we believe, sound and progressive ways of encour-
aging capital development and assisting our industry in improving its chronic
cash flow shortages. Without being unnecessarily repetitive of wbat was covered
in the earlier public hearing, we would like to summarize a few comments on the
provisions included In H.R. 10612 as reported to the Senate.

1. 10-YZAB AMORTIZATION OF RAILROAD TRAOK ADDITIONS (BILL SECTION 1702)

The railroad industry faces problems in building additional lines to reach un-
developed mineral deposits and upgrading existing track structure to accommo-
(late heavier loads at reasonable speeds. The investment must be made from
Internally generated funds because the form of existing railroad mortgages gen-
erally precludes new financing for track. Under the retirement-replacement-bet-
terment method of accounting for depreciation used for track, new investments
are not now subject to tax recovery until the line is abandoned years in the
future.

The 10-year amortization provision of the bill will permit a ratable recovery
of new track investments against taxable income. It will provide the industry
with internally generated cash, the only realistic private source of funds for
adding to and upgrading track.

!

2. 50-YEAR AMORTIZATION OF RAILROAD GRADING AND TUNNEL BORES (BILL SECTION
1702)

Railroads have invested substantial sums in grading and tunnels, the founda-
tion on which track is constructed-but have been unable to recover this invest-
ment by way of depreciation because of uncertainty about useful life. In the Tax
Reform Act of 1969, the Senate passed legislation that would have permitted
railroads the option of amortizing all railroad grading and tunnels over 50 years.
However, this provision was amended in conference and limited to costs in-
curred after 1968. Thus, present law perpetuates the historical inequity of rail-
roads' inability to recover their investment in these assets acquired before 1969.
The railroad industry is unique in having such substantial frozen costs in busi-
ness assets which cannot be recovered through tax deductions. Ironically, the
<counterparts of these assets-highways, airports, and waterways-are supplied
to the railroads' competitors at public expense.

The bill permits 50-year amortization of pre-1909 investments and we believe
that is a fair and long-needed provision.

S. PROPOSALS ON FULLER UTILIZATION Olt THE INVESTMENT TAX CREDIT FOR RAILROAD
PROPERTY (BILL SE TION 1701)

A. Utilization of carryover credits before currently generated credits
The railroad industry is one of the most capital intensive industries in the

United States. As a result, all roads, even those which are marginal or loss roads,
generate large investment tax credit. The present limitation of 50 percent of
tax liability on use of the investment credit has rendered a substantial portion
of the credit generated unusable to the railroads, particularly the marginal rail-
roads. As a result the industry has some $328 million of investment credit
carryover.

Under the bill taxpayers would be permitted to utilize the investment credit
carryovers generated in the earliest carryover year ahead of the investment
credit generated in the current year. This would salvage for the railroad indus-
try investment credit that would otherwise expire and will keep in the industry
the cash benefit of these credits which can be used for needed road and track
Improvement projects.
B. Inmase in percentage limitation

As indicated earlier, the use of the investment tax credit in any taxable year
is presently limited to 50 percent of the taxpayer's tax liability. In the Tax Re-
duction Act of 1975 the limitation for regulated public utilities was liberalized
by an increase to 100 percent of tax liability for two years, reduced by 10 percent
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each year until the S0 percent ,of. tax liability level is again reached. The bill
would make comparable treatment available to railroads. This proposal will en-
able our capital Inteneive industry to realize more rapid cash generation to
assist in eapitaLexpenditures in badly needed projects.

4. 12 PMENRCET INVESTMENT CREDIT FOR CITAIN RAILROAD PROPERTY (BILL SROTION
200,3),

The House in its version of the energy tax billpeovided for 5-year amortization
of new investment in rolling stock, railroad classification yards, communications
and signal equipment and facilities for loading and unloading trailers and
containers.

* The Finance Committee concluded that an increase in investment credit, from
10 percent to 12 percent, would be a simpler aid more desirable alternative to
5-year amortization.

The committee decision properly recognizes what an important tool investment
.credit can be in the railroads' effort to raise capital to acquire these badly needed
assets and achieve productivity increases.* It has immediate value not only to the
profitable railroads.but more importantly, through the use of leasing, to the mar-
ginal and loss roads.

The sound tax policy provisons of H.R. 10612 which we have outlined would
-enable our industry to meet Its responsibilities as a viable free enterprise pgrt
-of the American economy. Railroads are the most energy efficient form of trans-
portation and as such can make a vital contribution to the nation's economic
strength. The capital formation which will he made possible by railroad related
.tax provisions which we have mentioned will help do that. We hope the provi-
sions as proposed by this committee In H.R. 10612wi1l be enacted. We would be
happy to answer any questions members of the committee might hava.

STATEMENT OF JOHN P. FISHWIOK, CHIEF EXECUTIVE OFFICER,
NORFOLK & WESTERN RAILROAD, AND JAXES H. EVANS, VICE
CHAIRMAN, UNION PACIFIC RAILROAD, ACCOMPANIED BY P. H.
MATHEWS, VICE PRESIDENT, ASSOCIATION OF AMERICAN
RAILROADS

N fr. FisHWicK. Thank you, Mr. Chairman.
I want to summarize the statement that has been submitted on'behalf

-of the American Association of Railroads, a proposal which the asso-
ciation, on behalf of the entire industry, made to this counittee, would
belhelpful to the railroads in continuing as a strong, free enterprise. a
seg ment of the American economy instead of becoming a burden on
the country as a nationalized transportation industry.

Each proposal was discussed with committee staff and received
favorable endorsement. The provisions which the committee sub-
sequently adopted are, we believe, sound and progressive ways of en-
,colraging capital development and helping industry to improve its
chronic cash flow problems.

The provisions permitting 10-year amortization of track additions
-w.",ld encourae-additional investment ,for lines to reach undevelopedd
;mineral deposits and for additional track. Investments must bemade
from internally generated funds because existing railroad mortgages
generally include new financing for track.

Also, the retirement-replacement method of accounting for deprecia-
tion used for track does not permit tax recovery on new investments
,until a line is abandoned, many years in the future.

Ton-year amortization of new track investment will help provide
,for internally generated cash, oraddingupgraded track.

1 %, ilroads have invested silbstantial sumsc; in gradini. hut have been
unable to recover this investment by way of depreciation because of the
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uncertainty about the useful life. In 1969, the Senate passed legisla.
tion that would have permitted railroads the option of amortizing all
railroad grading and tunnels over 50 years. #qwever, thip provision
was amended in conference and limited to costs incurred after 968.
Thus, railroqds fire still unable to recover their pre-1969 investment
Ironically, the counterparts of these assets, highways, airports, and
waterways are supplied to the railroads' competitors at public expense.

The bill permits 50-year amortization of pre11969 inveatmerits. We
believe this is 4 fair and long-needed provision.

All railroads being capital intensive, generate large investment tax
credits. The present 50-percent limitation on the uw of the credit has
made much of the credit generated unuseable, particularly the mar-
ginal railroads, resulting in large investment credit carryovers.

The bill would permit use of carryovers over internally generated
credit. This would salvage investment credit that otherwise would ex-
pire and keep for the railroad industry the cash benefits of these
credits which can be used for other purposes.

In 1975 the 50-percent taqxlimitation on use of the credit was lib-
eralized for regulated public utilities by an increase to 100 percent
on the tax for 2 years, reduced by 10 percent each subsequent year
until the 50 percent of tax liability level is again reached. The bill
would provide comparable treatment for the railroads, and help
general cash for badly needed projects.

The House provided for 5-year amortization for new investment in
rolling stock, railroad classification yards, communications and signal
equipment, and unloading facilities.

This committee concluded that an increase in investment tax credit
from 10 percent to 12 percent would be a simplier, more desirable alter-
native to 5-year amortization;

We agree with the committee's decision that recognizes what an
important tool investment credit can be in the railroads efforts to raise
capital to acquire these badly needed assets. It has immediate value
not only to the profitable raiilroads, hut mor-e importantly; through
tho use of leasing, to the marginal and loss roads.

There is one provision in the bill as reported by the committee that
was not proposed by the Association of American Railroads on behalf
of the entire industry. That deals with railroad ties. I understand
that the companies are interested in that, and will testify with respect
to that.

The CITA RA. Thank you very much, gentlemen.
Next we will call Mr. W. L. Thornton, president, Florida East Coast

Railway Co., accompanied by Mr. T. S. Carter, president, Kansas City
Southern Lines.

[The prepared statements of Mr. Thornton and Mr. Carter follow :]
STATEME T OF W. L. ?noonv, PsrsrErET, FLORIDA EAST COAST RAILWAY CO.

SUMMARY

1. Railroads in general, and the Florida East Coast In particular, have found
It necessary to seek an acceptable alternative to the replacement of women
eromsties with wood. Approximately 510 percent of the almost 900 million
erosWtfes now In service on this nation's railroads will require replacement In the
next 15 to 20 years. federal legislation givint financial assistance to railroads to
assist In their urgently needed rebuilding will probably result in unprecedented
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'demand for crosstie renewals In the immediate future, and there will be an in-
sufficient supply of quality wood to meet this demand.

2. Thus an acceptable alternative must be found. However, the existing Inter-
nal Revenue Service position on tax accounting for such non-wooden alternatives
severely frustrates, and could, if allowed to stand, bring an end to, efforts to
develop substitutes for wooden ties.

3. While both the House and the Senate have recognized the need for change
and have acted to provide some relief, very serious consideration should be given
to'the suggestion that the Senate version be amended to allow the same treat-
ment as that afforded in the House provision.

4. The provision in the House bill as to the effective date be changed to make
it applicable to all years open for tax purposes, In order to avoid discriminatory
treatment of those railroads which Installed the non-wooden ties with the under.
standing that they would be treated as wooden ties for tax purposes. It was not
until 1968, several years after alternative ties were Installed in significant
numbers, that IRS published a ruling covering accounting for concrete ties which
Is genuinely believed to be contrary to tax accounting for every other component
of railroad track structures. The IRS applied such ruling on a retroactive basis.
If any action by the Congress is prospective only, it might be possible to Imply
that the previous position of the IRS, which we are contesting, was correct.

5. The proposed provision does not provide special favorable treatment for
non-wooden ties; rather, It would only give them the same treatment given
wooden ties. The ICC and governmental agencies other than the IRS treat con-
crete ties and wooden ties in the same manner for accounting and other
purposes.

STATEMENT
Mr. Chairman, my name is W. L. Thornton, and I am President of the Florida

East Coast Railway Company. I am appearing here today in support of a
provision which will give equitable tax treatment to expenditures for non-
wooden crossties. Non-wooden crossties have been tried sporadically for many
years in this country. However, It is not until the early 1960's that any serious
effort was made to substitute non-wooden for wooden ties. This project was
undertaken primarily by our railroad, the Kansas City Southern and the
Seaboard Coast Line. Other railroads have continued to experiment with alter.
natives to the wooden tie and are still conducting these experiments today; but
as of December 31, 1974, the latest full-year figures available, out of 882,800,000
crossties in service in this country, only 1,048,000 were other than wooden, less
than two-tenths of one percent of all ties.

Our decision to use a non-wooden tie was mandated by the shortage of good
quality wooden ties and the consequent increase in the cost of wooden ties as
well as by a desire to use raw materials available in our immediate area. In
some instances, wooden ties became so scarce that railroads were trying to
Import them from other countries. We therefore, decided to try to replace our
existing wooden ties with an acceptable alternative, concrete ties. Since we
undertook this program in 1965, we have replaced through 1975 approximately
450,000 wooden ties, out of a total of 2,800,000, with concrete ties. While we
expect that the concrete tie will one day be at least as durable as the creosote-
impregnated hardwood tie, the results to date do not establish this. To demon-
strate this fact, in the first 34 miles of concrete crosstiles installed by Florida
East Coast during 1965 and 1960, some 22 percent had failed in service by 1971
and were replaced with new concrete ties. This would indicate a life expectancy
for the entire 34 miles of far less than the life expectancy of between 29 and 42
years for creosoted wooden ties as reported by a recent Federal Railroad
Administration study.

With this brief Introduction, I would like to describe our tax problem with
respect to concrete ties. Railroads are not allowed the-typical depreciation
method of deducting a stated percentage of capitalized cost each year over the
life of the asset for any of the components of the track structure. Rather, these
assets are capitalized without deduction until and unless they are replaced or
completely abandoned. For example, If a stretch of track were to run from
Washington to Richmond and was built 50 years ago, the entire cost of the ties,
rail, spikes, ballast, etc., would be capitalized during the year of construction.
If the stretch of track were taken out of service next year, 1977, the entire
capitalized cost, less applicable salvage, would be deducted from Income for that
year. During the Intervening 50 or so years, no deductions for depreciation on
that capitalized cost would be allowable. However, during that 50 year period,
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- the various components would naturally suffer wear and have to be replaced.
In the year of any such replacements, the entire cost of the replacement asset
and the cost of labor associated with the replacement would be deductible from
income as a proper operating expense item. If, however, the replacement asset
is a betterment of the original asset, the portion of the cost attributable to the
"betterment" is capitalized. A definition of "betterment" is something that either
extends the life; increases the capacity; or increases the productivity of a
particular asset.

For instance, if 80 pound rail is replaced with 100 pound rail, obviously a
betterment has been effected due to increased capacity; and the difference in the
current cost of 80 pound rail and that of the 100 pound rail is added to the
capital account with the remainder expensed In the year of replacement. The
Internal Revenue Service recognizes and applies-this system as a valid method
of accounting for depreciation of railroad track structure capital accounts. The
difficulty, and the reason I am here today, is the manner in which the IRS has
applied this system to concrete crossties replacing wooden crossties in existing
tracks. In 1968, approximately three years after we began our replacement
program, IRS issued a ruling which held that the cost of a concrete replacement -
tie and the cost of labor associated with replacement must be entirely capitalized.
The ruling further held that he capitalized cost of a wooden tie and its installation
cost must be written out of the capital account and expensed.

The effect of this ruling in the case of track many years old would be to allow
an expense deduction of approximately $3 for the old tie and increase capitaliza-
tion approximately $25 for each non-wood replacement tie, such amount remain-
Mng in the capital account until replaced or for possibly 25 years. Whereas if the
non-wood replacement tie had been afforded the same treatment as a wooden tie
(or any other element of the track structure, i.e., rail, ballast, fastenings, etc.)
the full $25 cost would be charged immediately as an operating expense item.
Clearly such tax treatment will eliminate consideration of alternate materials
for crosstles. I believe that there is unanimous agreement that the ruling is
incorrect and not in accordance with the basic tenets of accounting for deprecia-
tion of railroad track structure capital accounts.

The question is how to treat concrete ties replacing wooden ties for tax
purposes. It is our position that concrete ties replacing wooden ties should be
treated exactly the same as wooden ties. This is the approach taken by the
House of Representatives in H.R. 10612. Your Committee has, however, reported
a provision which requires "betterment" treatment requiring the difference in
current cost between wooden ties and concrete ties-to be capitalized if in fact
there is a betterment and the remainder to be deducted in the year of replace-
ment. Neither in our experience nor in that of the industry, however, has the
concrete crosstie met the standards of being a betterment. Since concrete ties
do not meet any of the criteria for a "betterment," that is, the life is not extended
nor is there increased capacity or productivity, we support the House provision
and submit it should be made applicable to all open years for several reasons:

(1) It is consistent with interpretation by the Interstate Commerce Commis-
sion with respect to accounting for concrete ties which holds that concrete ties
are not a betterment, and that all material and labor costs associated with the
replacement of wooden ties with concrete ties shall be included in operating
expenses. (A copy of this interpretation is attached.) To our knowledge, no
Federal agency has taken a position that concrete ties- constitute a betterment.

(2) It will encourage further development of an acceptable alternative for
wooden ties in the future. As we all know, there is a massive amount of repair
needed on our nation's railroads. Federal assistance and other legislative pro.
grams will soon result in an unprecedented and sudden demand for crossties,
literally tens of millions. Wooden crossties cannot possibly meet this demand.

(3) Discriminatory tax treatment will discourage development of non-wooden
ties.

(4) It will be consistent with the actual facts concerning concrete croseties
wherein no betterment exists and will provide uniform tax treatment, for the
entire period that concrete crossties have been installed, consistent with all other
elements in the track structure.

(5) The revenue Impact for future years will be the same under either the
House provision or the Senate Finance Oommittee bill. T'he amount of the
deduction Is the same in both instances and only the timing of a portion of the
deduction is treated differently.



542

Finally, let me discuss for a moment the modification to the House version
which we desperately need. We have treated concrete ties as an expense item,
based upon what we believe to be a valid assumption that we would be able to ac-
count for our costs in all respects as we did for all other elements of the track
structure. The position taken by the IRS in 1968 was a great shock and we believe
totally without foundation In fact or law. We, therefore, are contesting the ruling.
Further, I would plead that the provision in this bill at to Its effective date be
changed. At this Juncture, it is our firm opinion and belief that the Internal
Revenue Service position requiring capitalization is totally wrong. We have long
advocated this position even before 1968 when IRS first issUed its ruling and
stated Its opinion and- position that capilalizatifn was required. The danger of
inserting the currently prescribed effective date is a possible interpretation that
the position of the Internal Revenue 9drvIce In prfld years was a correct one.
This, in truth, would be a serious potentially adverse step and, we believe, one
unintended by your committee. We plead with tou to clearly state that this bill
Is effective fot all taxable years open for tax pi1rpo$*s. Accordingly, we suggest
that the following change be made in Section 1701(b) of your Finance Committee
bill:

"(g) Certain Railroad Ties-in the case of a domestic common carrier by rail
includingg a railroad switching or teribinal company) which uses the tetirement-
replacement method of accounting for depreciation of its railroad track, expendi-
tues for acquiring and installing replacement ties which are not made of wood
(and fastenings related to such ties) shall be accorded the same tax accotinting
treatment as expenditures for replacement ties 6f wood (and fastenings related
to qtich ties). This subsection shall apply to cill taxaible years fof which aft
amended federal income tax return or claim for refund mayhe filed or for which
a suit for refund may be or has been filed in which a final order has not been
entered."

The revenue impact of this change is minimal since the use of concrete ties has,
as outlined, been extremely minimal during any years which are open. What we
request with respect to concrete or other non-wooden ties Is not special treatment
but exactly the same treatment now given Wooden ties. We do not want an
advantage, rather we do not want ot be disadvantaged.

Thank you for giving me this opportunity to appear before you. If you have
any questions, I will be happy to answer them or submit additional information.

ATTAOI1MExT

CAbS 8T

What is the proper accounting wheft Wooden ties are replaced with concrete
ties?

All costs associated with replacement of wooden ties with concrete ties shall
be included in operating expense.

CASt as

What is the ptoper accounting for side track deposits under a refund agree-
ment?

The cost of constructing th side track shall be charged to account 731, Road
and Equipmetit Property, and the related deposit credited to account 782, Other
Liabiilitie*. 1epnsit amounts refunded shall be charged to account 182. Upon
terinlhatioft of the agreement period, any remaining balance in account 782 shall
be cleared to account 181. If the s4de track Is retired, the balance In account 731
shall bi cleatbd aild accounted for as if it represented the retirement of the
property.

CA82 89

Roads A. B and C file a Joint tariff with the Commission With respect to the
transportation of a certain commodity. Under a related pooling agreement, (1)
Road A will use its equipment to perform the entire line-haul movement of the
commodity, (2) Roads B and 0 will maintain, on a standby basis during the
period of the agreement, sufficient equipment and track facliiles to enable altef-
rmte movement of the coimnodity should Road A be unable or unwilling for any
re on, to handle this traffic, and (8) Road A will allocate to the alternate routes
of Roads B and C, andpay to these roads, a proportionate amount of the revenues
it receives for performing the line-haul services based on an arbitrary determina.
tion as agreed between the parties. What Is the proper accounting to be per-
formed by the respective roads?
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The payments by Road A to Roads B and 0 do not represent normal divisions
of revenues since Roads B and C do not perform any portion of the line-haul
movements. The payments are considered to represent a standby charge to com-
pensate these roads for maintaining alternate track facilities and equipment
which will be available to meet the shipper's needs, even though they are not
used. Road A shall credit the entire revenues from the line-haul movement to
accdunt 101, Freight, and charge the amounts payable to Roads B and C to
account 411, Other Expenses. Roads B and C shall credit their respective amounts
receivable to account 143, Miscellaneous.

INTERSTATE COMMERCE COMMIsON,
BUREAU or AceoUNTS,

Washington, D.C. April 30, 1976.

ACCOUNTING SERIES CIRCULAR NO. 180, REVISED

To accounting officers of all railroad companies:

INTERPRaTATIONS OF THE UNIFORM SYSTEM OF ACCOUNTS FOR RAILROAD COMPANIES

Enclosed is a copy of Accounting Series Circular No. 130, Revised, which
reflects substantive changes to the initial issue of September 1, 1902. A summary
of the revisions by case numbers is also enclosed.

The interpretations, which are effective immediately, express the views of the
Bureau of Accounts concerning application of the Uniform System of Accounts
for Railroad Companies.

Any questions or clarification of the above should be directed to the Bureau
of Accounts in writing or by calling on 202 -2 T5 --744&

,OHN A. GRADY, Director.
STATEMENT OF THOMAS S. CARTER, PRESIDENT, THE KANSAS CITY SOUTHERN

RAILWAY CO.

SUMMARY Or STATEMENT

&ectfon 1701 (b) -Ralroad ties
1. The concrete tie is presently in use by seven different United States rail.

roads; it is still In a largely experimental stage.
2. Present engineering estimates contained in the study of Thomas K. Dyer,

Inc. for the FederaW Railroad Administration Indicate that the useful life
of the concrete tie will be substantially the same as that of the treated-timber tie.

3. The use of steel ties on railroads in the United States is not feasible because
it would preclude the effective operation of signal and centralized traffic control
systems.

4. The engineering development of plastic ties Is virtually nonexistent.
5. Usage of continuing fluctuations in market price between concrete ties

and treated-timber ties does not constitute a sound legislative criteria for
changing established retirement-replacement accounting rules.
$ection 1702--Ralroa4 grading

1. Pre-1969 railroad grading has a determinable useful life; the 50year
amortization for post-1969 grading costs should be extended to pre-1969 grading.

STATEMENT

My name is Thomas . Carter. I am president of Kansas City Southern Railway
Company and its subsidiary, Louisiana & Arkansas Railway Company. with prin-
cipal offices in Kansas City, Missouri. I am here for the purpose of testifying
with respect to the House Bill 10612 (Tax Reform Bill of 1976), as reported to
the Senate on June 10, 1976, and specifically concerning Section 1701(b) relating
to railroad ties and Section 1702 relating to railroad grading. I am a graduate
civil engineer, and am licensed to practice engineering in six states. I have
worked In the railway industry for over 30 years and have had a. great deal of
experiencee in connection with the operating characteristics of railroad ties and
grading.

Sec. 1701 (b ) -Railroad ties

Kansas City Southern Railway Company serves six midwestern and southern
-states, namely, Missouri, Kansas, Arkansas, Oklahoma, Texas, and Louisiana. It
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operates approximately 1,670 miles of main line track, principally from Kanas
City to the Gulf of Mexico down through Louisiana and southern Texas.

Kansas City Southerh Railway Company has approximately 7.1 million ties
in service on its lines. Because of the extreme moisture conditions in the Gulf
Coastal region, we have historically experienced difficulties with treated-timber
ties on Kansas City Southern. Realizing that this condition exists, we have
made several attempts to experiment with the use of concrete ties in lieu of
treat-ed-timber ties in an effort to bring our average tie life to at least that of
the national average. The results to date do not Indicate that the concrete tie is an
effective solution to our problem.

Some of our competitors have imported foreign species of timber into this
country and installed ties made of such timber in their tracks. Some railroads.
including Kansas City Southern, looked to concrete ties as an alternative to
treated.timber ties.

It may be helpful to discuss briefly the initial use of concrete ties in this
country in the early 1900's. Early designs of concrete ties were based on the
same dimensions as the treated-timber tie, but the concrete tie did not absorb
impact to the same degree as the timber -tie. As a result some of the early
designs of concrete ties failed prematurely. This was discouraging to a number
of the carriers. A major passenger train accident on the famous hairpin curve on
the old Pennsylvania Railroad was caused by the failure of the hold-down
device of the concrete tie. Thus, concrete ties in this country received a severe
black eye which set the development back a number of years.

From 1930 to 1960 there was very little development of the concrete tie.
During the period from the early thirties to World War 1I, the severe economic
recession in the railroad industry, as well as in the country generally, resulted
in a minimal number of cross-tie insertions. During the World War II years
a substantial amount of tie-insertion work using timber ties was done by major
railroads. A large number of such ties were insufficiently aged. Shortages of
materials, particularly of creosote, resulted in many ties being insufficiently
treated. Although a large number of replacement ties were inserted, their
deficient quality resulted in operational problems that the railroad industry
really is just getting over today.

As a result of these conditions, new focus was placed upon the development
of alternative tie materials and a renewed look taken at the use of concrete
ties. Several designs were made and tested in various laboratories, Including
those of the Portland Cement Association, the Association of American Railroads.
and in some cases, private laboratories. From the designs that appeared feasible.
concrete ties were manufactured and inserted in track at various locations by
a number of railroads. On my own railroad, we have actually inserted concrete
ties of three distinct designs and have used four different types of hold-down
devices. We are now in the process of developing an additional design for the
concrete tie and have done some work in the development of a new hold-down
device. The first concrete cross ties were actually inserted in our track in 1966.

The Kansas City Southern Line is not the only railroad in the United States
that has been experimenting with concrete ties. Some of the other carriers that 0
are using concrete ties are the Southern; St. Louis-San Francisco; Norfolk and
Western; Florida East Coast; Seaboard Coast Line; and Atchison, Topeka and
Santa Fe Railroads.

The state-of-the-art in the development of the concrete tie at this time has not
met the full expectations of the rail industry. It is my opinion that much more
engineering work has to bie done in the development of the concrete tie before
it is uniformly accepted in the industry. The Department of Transportation.
through its Research. Development, and Demonstration Program under the
management of the Federal Railroad Administration, is experimenting with
concrete ties at the High Speed Ground Transportation Test Center at Pueblo.
Colorado. The Federal Rairoad Administration has also established a concrete
tie study on a Santa Fe Railway test track in western Kansas. In addition to the
development of the cross section design of the concrete tie, another serious
problem has been the design of the hold-down or fastening device for such tie.

Under the Railroad Rehabilitation and Regulatory Reform Act of 1976, the
Federal Railroad Administration engaged Thomas K. Dyer, Inc. to make an esti-
mate of deferred maintenance in track materials for United States Class I Rail-
roads. In his report, dated June 15, 1976, Mr. Dyer estimates that the average life
of concrete ties for these railroads will he similar to that of treated-timber ties.
His estimates of the useful life to the using railroads range from 29 to 42
years.



545

The Dyer report confirms my own opinion it is far too early in the state of
the engineering development of concrete ties to reach the conclusion that such
ties will have an appreciably longer life than the treated-timber ties.

Kansas City Southern has considered the use of steel cross ties. From a safety.
standpoint they are highly impractical for the reason that traffic on our main
lines is controlled by our Signal and Centralized Traffic Control Systems. When a
train occupies the track, the flow of electrical current goes from one rail through
the wheels and axles of the cars and locomotives to the other rail and causes the
signals to turn red. If steel ties were used, the signals would stay red all the
tthne because the electrical current would continuously flow from one rail to-the
other rail through the steel tie. For this reason, the use of steel ties in Signal
and Centralized Traffic Control Territories is not practical. Steel ties are used
in a number of European railroads, but in each of those cases the railroads are
electric railroads. The third rail, or overhead cantinary, together with the two
rails, is used to activate their signal systems.

With respect to the application of plastic ties, we have no experience with the
use of this product. We have yet to see a plastic tie that has sufficient amount of
stress resistance to accommodate the load of the modern American diesel locomo-
tive and heavy freight cars. If such a product becomes available, we would like
to experiment with it also.

In my opinion steel and plastic ties do not in the foreseeable future constitute a
viable alternative to the treated-timber tie.

Kansas City Southern uses the Uniform System of Accounts for Railroads as
prescribed by the Interstate Commerce Commission. This means that it uses the
so-called "retirement-replacement method" of accounting for Account No. 8, Ties.
From-the very first concrete tie that was Inserted in our line in 1966, we have
consistently followed the practice of charging the cost of the concrete ties and
related fastenings and labor to insert such ties exactly the same way as we
charge the same costs of a replacement treated-tiniber tie.

The present prices of concrete ties are quite high in relation to timber ties
because so few are purchased annually. For the most part concrete ties have to be
custom made. I look at the price of a concrete tie much like that of a pocket calcu-
lator. In the early development stage, the pocket calculator costs $100. With the
advent of mass production it can be purchased for $10 today. With mass produc-
tion in the United States, I am confident thmt the unit price of the concrete tie
would come down to the range of the treated-timber tie. There is a very limited
number of concrete tie manufacturers in this country, but once the state-of-the-
art has produced a satisfactory degree of durability and mass use of such ties
commences, then many more manufacturers of concrete ties will come into
existence.

I can see no Justification why the replacement concrete tie and related fasten-
ing costs should be given a different accounting treatment than the costs for
replacement timber ties and related fasteners. If subsequent engineering develop-
ments and uses reduce the cost of the concrete tie below that of the treated-
timber tie, then under the proposed language of Section 1701(b), the accounting
treatment of the replacement concrete tie would be the same as that of the re-
placement treated-timber tie. My understanding is that there is no present
provision of the Internal Revenue Code which makes the capital v. expense
classification depend upon fluctuations in current market prices.

It is my opinion that if concrete ties and related fastenings are required to be
capitalized as set out in the present language of Section 1701(b), then the incen-
tive for further development of concrete ties will be severely hampered.

I recommend that favorable consideration be given to a provision which would
treat the handling of concrete ties and related fastenings in the same manner as
treated-timber ties for Federal income tax purposes for all open and future years.
Section 1702--Railroad Grading

Current Section 185 of the Internal Revenue Code of 1954 allows railroads to
amortize over a fifty-year period railroad grading plated in service after De-
cember 31, 1968. Grading placed in service prior to that date has historically
been treated as non-depreciable by the Internal Revenue Service and the Inter-
state Commerce Commission because of the assumption that grading has an
indeterminable useful life for depreciation purposes. The current bill under
consideration would allow grading placed in service prior to 1969 to be amortized
over a fifty-year period, identical to the provision for grading placed in service
after 1969 under the present Section 185.

74-712-76--pt. 2- 8



546

Recently, Kansas City Southern litigated in the United States Tax Court the
question of the useful life of its grading placed in service prior to 1909. We are
awaiting a decision in this case. The Tax Court has decided this ue favorably
to the taxpayer in Chepapeake & Ohio Rwy. Co.. 64 T.C. 352 (1975). This lesne
is also before the United States Court of Vlaime in cases involving the Burlington
Northern and Baltimore & Ohio railroads, and before the United States Tax
Court in the Southern Pacific and Louisville & Nashville railroad cases.

In connection with the trial of the grading issue before the Tax Court, we
presented extensive life analysis studies of grading placed In service by Kansas
City Southern between 1917 and 1909. These studies, prepared by experts in the
life analysis field, analyzed retirements from our grading account14 by year of
original construction. The analyses conclusively established that pre-1909 grading
has a determinable useful life to Kansas City Southern. This was the finding of the
Tax Court In the Chesape1,e d Ohfo case, and in my opinion should be of uni-
versal application to all domestic railroads.

I recommend that favorable consideration be given to Section 1702 of the
Bill, providing for the amortization of pre-1969 grading.

STATEMENT OF W. L. THORNTON, PRESIDENT, FLORIDA EAST
COAST RAILWAY CO., ACCOMPANIED BY P. H. MATHEWS, VICE
PRESIDENT, ASSOCIATION OF AMERICAN RAILROADS

Mfr. THORNTON. Mr. Chairman. members of the committee, I am
W. L. Thornton, president. of the Florida East Coast. Railway Co.

I have submitted a written statement that describes in detail our
position.

The CHAIRMAN. For the record, if I may. I was born one block from
the Kansas City switchyards. When my family had more success and
we moved to a more affluent neighborhood, I could not go to sleep at
night because I did tot have the company of the Kansas City switch-
yards. It took me a long time to go to sleep at fiight without the ac-
companying music of the Kansas City switchyards.

Mr. THORNTON. We submitted a written report with you, and we
fuffly support the provision to treat nonwooden crossties the same as
wooden crossties.

I would like to emphasize several points. It is perfectly clear to
everyone in the railroad industry that an alternative to wooden ties
is essential. I would like to dispel the notion that only two railroads
use other than wooden ties.

The latest figures that are available show that 13 railroads use such
ties. The princi pal1 ones are the Seaboard Coastline, Southern, Dela-
ware-Hudson, St. Louis, San Francisco, Atcheson, Topeka & Santa
Fe, Kansas City Southern and ourselves.

We use concrete crossties simply because wooden crossties have be-
come unavailable and increasingly expensive. We were shocked and
dismayed that the Internal Revenue Service made retroactive the rule
putting a substantial tax burden on the railroads who replace wooden
ties with nonwooden ties.

There is no basis, in fact, in law, as we understand it, to treat con-
crete ties for test. purposes any different. This will inhibit the develop-
ment of nonwooden alternatives to the wooden ties, and therefore re-
tard the desperately needed rehabilitation of roadbeds.

We are not asking for special treatment. The prwisions we suggest
do nothing more than give equitable treatment to nonwooden ties con-
sistent with ICC accounting regulations.
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The revenue impact provisions that we are supporting is minimal at
best. The cost of concrete ties is rapidly approaching the cost of wooden
ties.

We expect technological developments in the production of concrete
ties which will eventually result in concrete ties being produced by a
process equal to the price of the wooden tie in question. -

I would like to state that I have addressed myself mainly to provi-
sions pertaining to nonwooden ties. I-Wish to make it clearly under-
stood that I support all of the pr ovisions in this bill that were espoused
by the Association of American Railroads.

These provisions would greatly enhance the quality of rail trans-
portatioA in the United States, a goal set by the Congress and the
Federal Government.

Thank you, for giving me this opportunity to appear. I would like
to ask Mr. Carter, president of Kansas City Southern to make a few
brief remarks on this issue.

Mr. CARTER. Thank you, Mr. Chairman. I am T. S. Carter, president,
Kansas City Southern Lines. I did file my statement. I ask that you
consider it.

I agree with the remarks that Mr. Thornton made with respect to
ties. When we talk about nonwooden ties, we are talking about, in this
country, concrete ties. (conret tie development certainly has not
reached perfection in this country, it is still in the experimental stage.

A recent study by the FRA indicated that the life of the timber tie
and f he concrete tie are virtually the samne- Conseqnrntly, I think that
they should be considered as a concept of betterment in the railroad
industry, as based on the criteria that the Government evolved, mate-
rial of a higher quality or a higher durability, should be considered
because the price itself would be higher.

I have one other thing that I want to ask you to consider-that is,
that, you give your support for the 50-year amortization.

Thank you, very much.
The ChAiMAN. Thank you, very much.
Senator NELsox. Does Treasury have a statement to make on why

they treat concrete differently?
The CITATIRMAN. Treasury is going to testify in regard to all thesw

amendments. We will have that information.
Next, we will hear from Mr. Paul W. Eggers, president of Geother-

mal Kinetics, Inc., accompanied by Dr. Carol Otte, vice president of
Union Oil Co. of California.

[The prepared statement of Mr. Paul W. Eggers follows :1
TESTIMONY OF PAUL W. EGOERS, PRESIDENT, GEOTHERMAL Ki.ETics, INC.

SUM M ARY

1. This is not special interest legislation, but Is a provision of general ap-
plicability throughout the geothermal industry.

2. Similar legislation has been supported by the Federal Energy Administra.
tion, and was previously pas.%ed by the Senate In 1971.

3. Testimony was offered and statements submitted urging the enaftment of
geothermal tax legislation at hearings held by the Senate Finance Committee
both on energy related tax provisions (H.R. 6860) and on H.R. 10612. No adverse
testimony was received.
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4. The legislation is consistent with existing court decisions and would eum-
inate uncertainty as to the tax treatment of geothermal resources.

5. The legislation is sorely needed to create a viable geothermal industry with
great potential for future clean energy development from domestic resources.

STATEMENT

I am Paul W. Eggers, President of Geothermal Kinetics, Inc. I am accom-
panied by Dr. Carel Otte, Vice President and Manager of Geothermal Division of
Union Oil Company of California. Dr. Otte is an eminent geologist and an expert
in geothermal technology.

I am appearing on behalf of Geothermal Kinetics, Inc., and in support of,
Section 2004 of H.R. 10612, which clarifies tfiat geothermal resources develop-
ment should receive the same type of tax treatment as that provided other wast-
fng assets. A number of other small companies engaged in geothermal develop..
ment activities requested an opportunity to testify. Had they done so they would
all have testified in favor of this section. These companies are Republic Geo-
thermal, Inc., Magma Power Company, and Geothermal Resources International,.
Inc.

I should like to emphasize to the Committee that this is not so-called "spe--
cial interest" legislation, nor was it enacted without full consideration by this
Committee. Similar legislation has been endorsed by the Federal Energy Adinin-
istration, and was passed previously by the Senate as part of the Tax Reduction,
Act of 1975, although unfortunately it was dropped in conference. On the present
provision, hearings were held, testimony was offered, and statements were sub--
mitted for the record before the Committee acted.1

Furthermore, Section 2004 is not designed to benefit any single company, but
has general applicability to all who engage in geothermal exploration or develop-
ment. Enactment would, in our judgment, be a major factor in creating a viable.
new industry with vast potential for meeting future energy needs.

This legislation would be of greatest benefit to small, struggling geothermal
companies which desperately need to raise capital iU they are to survive. For ex-
ample. Geothermal Kinetics, Inc. is a small independent operator which, together
with its subsidiaries, has approximately ,30 employees. It is engaged exclusively
in geothermal research, exploration and development. It has spent approxi-
mately $5 million in acquiring leases and drilling geothermal wells, and it now
has an interest in approximately 650,000 acres with geothermal prospects. In fully
developing these prospects, it will be necessary to raise additional capital and to
bring in outside investors. There is little likelihood that this can be done with
the uncertainty of tax consequences now existing.

Mr. Chairman. what Is at stake here is the development of an industry which
has the potential for replacing almost one million barrels of daily oil production
by 1985. Indeed, the Project Independence report set this approximate amount as
a 1985 goal for the nation. But we are starting from scratch. Probably not more.
than 75 geothermal wells will be drilled during all of 1976. To create a viable
industry and to come anywhere close to the target, we have to have this
legislation.

The projected investment for achieving the 1995 goal includes the costs of
drilling at least 800 exploratory wells and 6.000 development wells at a mini-
mum cost of $500,000 per well, or a total of $3.4 billion in 1975 dollars in drillinr.-
costs alone. Depreciable investment in hook-up facilities will add another $2-
billion. Moreover, some 2,000 replacement wells will be required, with the at-
tendant depreciable Investment, bringing the total investment requirement to
about $10 billion. This type of capital simply cannot be raised without certainty
as to the tax laws.

Oven the current energy situation, this nation cannot afford to overlook the
geothermal potential; nor to leave the tax treatment of geothermal develop-
ment in the present state of uncertainty. Moreover. I emphasize that the industry
is not asking for special treatment, but only thatit he assured the tax treatment
to which court decisions indicate It is now entitled-a type of tax treatment*
that has long been accorded mining and drilling industries.

1 R: 1. Hearing before the Subcommittee on Energy of the Committee on Finance, U.S.
Senatp. March 17. 197 . D. 95.

2. Hearings W,,ore the Committee on Finance. U.R. Senate. on H.R. 6860, relating to
energy conservation and conversion. July 15. 16 17. and 18, 1975. p. 9,36.

S. §tatpmentx submitted for fnserton In the record of Hearings before the committee
on Finance, U.S. Senate. on R. 1012, by Geothermal Kinetics, Inc., Union Olt Co. of
California, and Magma Power Co., 1976.
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One last point, Mr. Chairman. Geothermal Is primarily in competition in the
West with strip-mined coal. To deny geothermal, a clean energy resource, similar
tax incentives to those presently available to the coal mining industry simply
makes no sense.

-We urge the Committee to retain Section 2004 as it appears in H.R. 10012.
Thank you.

FEDERAL ENERGY ADMINISTRATION,
Washington, D.C., June 13, 1975.

31r. KARL S. LANDSTROM,
Arllngtono Va.

D&&u Ms. LANDSmroM: Mr. Zarb has asked me to thank you for your letter
of April 14, 1975, regarding the tax treatment of Income derived from geothermal
resource exploitation.

We have determined that income derived from geothermal development should
be accorded the same tax treatment as income derived from oil and gas explora-
tion and development. Accordingly, we feel that the percentage depletion allow-
ance should apply to geothermal resource exploration and development to the
same extent it applies to oil and gas exploration and development.

'By the same token, we have taken the position that Intangible drilling and
development costs for geothermal resource exploitation should obtain the same
treatment accorded such costs in the case of oil and gas drilling and develop-
ment. We have made our views In this area known both within and without the
Administration. We hope that legislation will soon be passed putting the tax
treatment of geothermal resource developmentt on a par with the tax treatment
of oil and gas drilling and development.

Thank you for your interest in these matters.
Sincerely,

DONALD B. CRAvEiq,
Acting Assistant Adminlstrator, Energy Resource Development.-

STATEMENT OF PAUL W. EGGERS, PRESIDENT, GEOTHERMAL
KINETICS, INC., ACCOMPANIED BY DR. CAREL OTTE, VICE PRESI-
DENT, UNION OIL CO., CALIFORNIA

fr. EGOERS. I am Paul W. Eggers, president of Geothermal
Kinetics, Inc. I am accompanied by Dr. Carel Otte, vice president and
manager of Geothermal Division of Union Oil Co. of California. Dr.
Otte is an eminent geologist an( an expert in geothermal technology.

I am appearing on behalf of Geothermal Kinetics, Inc., and in sup-
port of section 2004 of 1H.R. 10612, which clarifies that geothermal re-
source development should receive the same type of tax treatment as
that providex1 other wasting assets.

A number of other small companies engaged in geothermal develop-
ment activities requested al opportunity to testify. Had they done
so they would all have testified in favor of this -ection. These com-
panies are Republic Geothermal. Inc., Magma Power Co., and Geo-
thermal Resources International. Inc.

I should like to emphasize to the committee that this is not so-called
special interest legislation, nor was it enacted without full considera-
tion by this committee.

Similar legislation has been endorsed by the Federal Energy Ad-
ministration, and was passed previously by the Senate as part of the
Tax Reduction Act of 19.5. although unfortunately it was dropped in
conference. On the present provision, hearings were held, testimony
was offered, and statements were submitted for the record before the
committee acted.

Furthermore, section 2004 is not designed to benefit any single corn-
pany, but has general applicability to all who engage.in geothermal
exploration or development. Enactment would, in our judgment, be a
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major factor in creating a viable new industry with vast potentuil for
Meeting futuie energy ied--s.

Thislegislation would be of greatest benefit to small, struggling geo-
thermal companies which desperately need to raise capitaI if they are
able to survive.

For example, Geothermal Kinetics, Inc. is a small independent
operator which, together with its subsidiaries, has approximately 30
employees. It is engaged exclusively in geothermal research, expfora-
tion, and development.

It has spent approximately $5 million in acquiring leases and
drilling geothermal wells, and'it now has an interest in approximately
650,000 acres with geothermal prospects. In fully developing these
prospects, it will be necessary to raise additional capital and to bring
in outside investors. There is little likelihood that this can be done with
the uncertainty of tax consequences now existing.

Mr. Chairman, what is at stake here is the development of an in-
dustry which has the potential for replacing almost one million barrels
of daily oil production by 1985. Indeed, the Project Independence
report set this approximate amount at a 1985 goal for the Nation. But
we are starting from scratch. Probably not, more than 75 geothermal
wells will be drilled during all of 19T6. 11'o create a viable industry and
to come anywhere close to the target, we have to have this legislation.

The projected investment for achieving the 1985 goal includes the
costs of drilling at least 800 exploratory wells and 6.000 development
wells at a minimum cost of $5 1fillion per well, or a total of $3.4 billion
in 1975 dollars in drilling eosts: alone. )epreciable investment in hook-
up facilities will add'another $2 billion.

Moreover, some 2,000 replacement wells will be required, with the
attendant depreciable inve4tinent. brinain the total investment rp-
quirement to about $10 billion. This type of capital simply cannot be
raised without certainty as to the tax laws.

Given the current energy situation. this Nation cannot afford to
overlook the geothermal potential: nor to leave the tax treatment of
geothermal development in the present state of uncertainfv.Moreover, I emphasize that the industry is not asking 'for special
treatment. but only that it be pssmi,' d the tax treatment to whih court
decisions indicate it is now entitled-a type of tax treatment that has
lono been accorded mining and drilling industries.

One last point. Mr. Chairman. Geothermal is primarily in eompeti-
tion in the West with strip-mined coal. To deny geothermal. a clean
enera' resource. similar tax incentives to those presently available to
the coal mining industry simply makes no sense.

We urge the committee to retain section 2004 as it appears in H.R.
10612.

Thatcompletes mv statement. hut T would like to comment on the
Treasury position on section 2004 that T just received. Whoever pre-
pared the Treasury report displayed ignorance of the geothermal in-
dustry, Its present status, and its potential. the betterment to be de-
rived bv the Nation through enactment of this section. -_

Tn addition, Treasury has not done its homework on this locnslatinn,
because it completely and totally misstates the arguments. Obviously,
Treasury did not. read the statements that have been submitted to this
committee in support of this legislation.
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To my knowledge, no one has argued in favor of section 2004, that it
is necessary to put geothermal energy reduction on the same footing as
the oil and gas industry.

Having set up a strawman and then shooting it down, the Treasury
report does not deal anywhere ith the merits of this legislation, nor
with the arguments presented by the proponents.

To my regret, as a former GeneraloCotnsel to the Treasury Depart-
ment, I have to say to this committee that I do not feel that the Treas-
ury report is worthy of serious consideration.

Thank you.
The CHAIRMAN. Thank you, sir.
Senator FANNI. F or clarification, as to the uncertainty of the Treas-

ury Department, I am not sure that we all understand what is involved.
As I have been told, the Treasury Department has not been willing

to abide by the court decision.
Mr. EGoERS. That is correct.
We have the decision in favor of the taxpayers for intangible drill-

ing and depletion in the Tax Court of the I united States. The Ninth
Circuit affirmed that decision. The Conmissioner has nonacquiesed.
He has made a taxpayer go to court on it, not. following it.

With that type of treatment, we know that the investors will not
come if they have to take the Internal Revenue Service on. It would
be 10 years before we can get that thing into the Supreme Court and
finally get it clarified as to what indeed the intent of Congress is.

We are here for one purpose. to find out what the intent of Congress
is. It is tuseless-the report. The only thing we have standing in our
way is t he nonacquiesence.

Senator FANN IN. Thank you. Mr. Eggers.
The CHAIRMAN. Senator lientsen.
Senator BF.NiSEN. When I was on the North Island of New Zealand,

I found that 14 percent of the power was geothermal. I was pretty
impessed with it.

Are we making some real headway ?
Mr. EGGERns. That is where Tivasury is wrong.
Right now, Geothermal Kinetics, Inc.. has in southern Utah a well

that, we have-, drilled. North of it. about 30 miles, we have 34 geother-
mal steam wells. We are presently negotiating with the utility com--
panies. Utility companies badly need this energy, a clean source of
energy.

Senator BF.,TSE,,N. It. has been very realistic in New Zealand. I do
not know why we cannot do some ofi that in this country. Obviously,
we need it, badly.

The ChAIRMAN. Thank you very much, sir.
Next, we will hear from Mr. M. J. Mi gdoll. execut ive vice president,

National Association of Recyclhirg Industries, accompanied by Mr.
Robert, S. Kahn, president, Keystone Resources, Pittsburgh. Pn.;
Harold Gershowitz, executive vice president, Waste Management,
Inc., Oakbrook, Ill.: Richard Wand, administrative vice pIVsident,
Bergstrom Paper Co., Neenah, Wis.; Harlan Carroll, South Wire
Co., Carrollton, Ga., accompanied by Air. Edward L. Merrigan, Wash-
ington Counsel for the National Aisociation of Recycling Industries.

[The prepared statement of Mr. Migdoll and Mr. Wand follows:]
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CONSOLIDATED STATEMENT OF NATIONAL ASSOCIATION OF RECYCLING
INDUSTRIES, INC.

SUMMARY OF PRINCIPAL POINTS

1. The 775 recycling firms represented by the National Association of Re-
cycling Industries, as well as the U.S. Conference of Mayors, the National
League of Cities, the National Governors Conference, the National Solid Waste
Management Association and State Resource Recovery Boards and Authorities
throughout the United States fully support the Recycling Tax Credit (Sect.
2006), and the Tunney-Gravel Amendment (No. 2017).

2. The baseless opposition registered by a few seemingly blind, selfish or
misguided opponents must be branded as absolutely unjustified, totally mis-
leading and exceedingly damaging to the best interests of the United States-
in the critical areas of natural resource conservation, resource recovery and
recycling; energy conservation, balance of payments, and solid waste manage-
nment and disposal.

3. When the Senate recently overwhelmingly passed the Solid Waste Utiliz-
tion Act of 1976, and committed hundreds of millions of dollars to finance new
State and Municipal Resource Recovery Facilities, the Public Works Committee
Report warned: "If new markets are not developed for these materials [to be
re('vered from garbage], resources recovered from municipal wastes will only
succeed in substituting for existing secondary materials."

The Recycling Tax Credit is urgently needed to supplement the Solid Waste
Utilization Act, or the latter is doomed to costly wasteful failure from the outset.

4. Environmental Action Coalition, contrary to the completely negative view
espoused by Environmental Action's Washington lobbyist before this Committee,
urges approval of the Recycling Tax Credit reported by the Senate Finance
Committee.

5. The Recycling Tax Credit must continue, as it presently does, to cover all
recyclable commodities, including wastepaper, aluminum, and copper. Each
year, cities and states bury 44,300,000 tons of paper and 12,500,000 tons of metals,
Including 1,000,000 tons of aluminum-all of which is lost forever in landfills.
No small segment of American industry, fearful of competition, should be per.
mitted to impede full new recycling in all of these recyclable commodities.

0. The Recycling Tax Credit will not result in large revenue losses or wind-
falls to existing recyclers. Indeed, as the Committee Report states, properly
administered by the Government, the Recycling Tax Credit should not result
In any net revenue losses to the Treasury.

7. The base period and moving base period concepts embodied in the Recycl-
Ing Tax Credit strictly limit and eliminate "windfalls" to existing recyclers.

8. The Tunney-Gravel amendment should be approved by the Committee or
the Senate.

9. Passage of the Recycling Tax Credit will result in 100% increases in paper,
aluminum, copper, lead and zinc recycling by 1986. Extension of the 5 percent
Recycling Tax Credit to fuel produced from garbage residues, after all re.
'cyclables have been removed, will eliminate lanidfills and coupled with recycling
,of secondary materials, save the United States hlige volumes of precious oil,
gas and coal energy.

STATEMENT

Mr. Chairman, my name is M. J. Migdoll, Executive Vice President of the
National Association of Recycling Industries, Inc. naryY). The Association's
offices are located at 3.30 Madison Avenue, New York City, and our membership
consists of more than 775 recycling firms located throughout the United States.
Those firms are the leading collectors, processors and users of recyclable waste-
paper, aluminum, copper, lead. zinc and textile solid waste materials.

T appear here today to testify on behalf of NARY and to present this con-
solidated statement on behalf of the above-named leaders of the national re.
cycling and solid waste management industries who have traveled from many
corners of the United States: (1) To support the Recycling Tax Credlt provision
contained in Section 2006 of the Tax Reform Act, as reported by the Senate
Finance Committee; (i) to support the Tunney-Gravel amendment to Section
2006; and (iii) to brand as absolutely unjustified, totally misleading and
exceedingly damaging to the best interests of the United States--in the critical
areas of natural resource conservation, resource recovery and recycling, energy
conservation, balance of payments, and solid waste management and disposal-
the baseless opposition registered against the Recycling Tax Credit provisions
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by a few seemingly blind, selfish or misguided opponents who have either
appeared before the Committee or registered written criticism.

It seems plain, we respectfully submit, that none of those critics even bothered
to read the Committee Report in support of the Recycling Tax Credit', and of
course, they must not have been present when the Committee held detailed
public hearings on the Recycling Tax Credit in July 1975, when It considered
the energy tax bill.

Anyone remotely familiar with the Recycling Tax Credit, as drafted and
carefully restricted by this Committee and the staff of the Joint Committee on
Internal Revenue Taxation, knows perfectly well that it is strenuously sup-
ported, not only by the national recycling industry as a whole, but also by the
(1) U.S. Conference of Mayors; (2) National League of Cities; (3) National
Governors' Conference; (4) National Solid Waste Management Association;
and by (5) Resource Recovery Boards and Authorities in cities and states such
as Connecticut, California, Massachusetts, Louisiana and Wisconsin.

On June 10, 1976, for example, the President of the U.S. Conference of Mayors,
Moon Landrieu of New Orleans, and the President of the National League of
Cities took the unusual step of addressing a Joint personal letter to every
member of the United States Senate urging them to support the Recycling Tax
Credit. That letter reads as follows:

"DEAR SENATOR: We have been informed that the tax bill H.R. 10612 is sched-
uled to be taken up by the Senate today. As the President of the U.S. Conference
of Mayors and the National League of Cities, we wish to call your attention to
one provision placed in the bill by the Finance Committee which has the strong
support of both our organizations.

"That provision phases in a modest tax expenditure over a period of three
years for those who increase usage of secondary materials recovered from solid
waste. Nearly all ol the solid waste involved would be municipal solid waste.
Cities throughout the nation are running out of space for landfills and are
struggling to pay for modernization of incinerators while the United States
simultaneously struggles to conserve its supplies of depletable natural resources
and. energy. The provision which will be before you Is a small step In the
direction of equalizing the economic incentives as between utilizing recycled
or virgin materials. From the cities' viewpoint, it has the added advantage of
expanding markets for the materials recovered by scores of municipal Resource-
Recovery Plants which are on line or under construction throughout the coun-
try. Expanded markets would Improve the economic viability of these present
and future facilities.

"As the elected spokesmen of the Mayors and elected city officials throughout
the nation, we are confident that the Mayors and City Council members of your
state join us in urging your support for this brief provision in the tax measure."
(Emphasis provided.) '

It is thus surprising and very regrettable indeed to find Senators such as
Senator Kennedy of Massachusetts and Senator Gary Hart of Colorado ap-
pareptly willing to carry their running vendetta against this Committee's ver-
sion of the Tax Reform Act to the point of even opposing the Recycling Tax
Credit provision of the bill.

Large urban centers In Massachusetts, like other municipalities throughout
the United States, are becoming increasingly concerned with the problems of
where and how to dispose of their growing mountains of solid waste. The an-
swer, they believe, Is resource recovery and recycling of garbage. Thus, Massa-
chusetts plans to operate in the near future several Resource Recovery Plants
similar to the one already in operation in Saugus, Massachusetts which pro-
duces saleable steam from garbage received from Boston and eleven adjacent
communities, inhabited by a half million of Senator Kennedy's constituents.

But, if Senator Kennedy's opposition to the Recycling Tax Credit contained in
this Committee's bill is successful, it is doubtful the additional Resource Re-
covery Plants now in the planning stage will be built; or If built, whether they
can successfully operate and retire the bonds issued to finance their cotstruc-
tion. Why? Because the viability of each municipal or state Resource Recovery
Plant depends on Its ability regularly and consistently to market the waste-
paper, the metals, glass and energy materials it produces from garbage The

Senate Finance Committee Report, pp. 575-578.'The Committee, of course, ha received similar communications of support from City
and State Resource Recovery Authorities from several sections of the country.
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'Recycling Tax Credit adopted by this Committee is designed as an incentive to
-create new markets for those reyltble coinihoditles and to guarantee sustained'
markets in the years ahead.

Certainly, Senator Gary Hart should understand this. He was one of' tlhe
principal supporters of the Solid Waste Utili*ation Act of' 1'6, passed over-
whelmingly by* the Seh1ate Just before the ast recess. That bil prohibits open

-dumping of garbage and authorizes the expenditure of hundreds of millions of
dollars in federal grants and loan guarantees to cteatte new state and municipal
solid waste management and resource recovery programs.

But, the Senate Public Works Committee Report in support' of that Act, so
strenuously supported by Senator Hart, candidly recognizes, at page 5: 0

"Evidence presented to the Committee indicates that demAbd for recycled
-or secondary materials is limited by factors other thab supply aVallabjlity. Soch
materials are not teteed favorably as a resoutloe suppZi by industry. The relative
value relations must be changed to improve accepthbilityV. If nett ndtrke'ts are
not developed for these materials, resources rteovered from thuniclpra wastes
trill only succeed in substituting for existing secondary materbls." (Emphasis
supplied.)

That, Senator Hart, is precisely why the Senate Finance Committee adopted
the Recycling Tax Credit. Unless your Solid Waste Utilization Act is promptly
supplemented by "recycling market incentives" and "tax parity" between com-
peting virgin and recyclable materials, the h~ndredi of millions of federal

,dollarS the Public Works Committee has earmarked fot'new solid waste man-
agement and resource recovery systems will, by the Committee Report's open
;admission, be doomed to wasteful failure. How then can you fhirty Join in 'a
senseless, myopic attack on the Recycling Tax Ci-edit?

Another'truly amazing oplonent of the Rcyclifg Tax Credit'is the Washing-
ton lobbyist for Environmental Action, Mr. Early: Many in the national environ-
mental movement think he is running fbr top spot on his owh organization's
"Dirty Dozen" list. His posItion is simple: There are two ways to create "tax
parity" between competing virgin and recyclable corimodities and to create new
markets for recyclables:

(1) One way, Mr. Early's way and Senator Haakell's way, is to repeal the
percentage depletion allowance on virgin -ores and timber and the capital gains
treatment of profits derived from the cutting of trees. Those "virgin tax bene-
fits" presently cost the Treasury $1.5 billion a year.

(1i) The other way isto enact a modest Recycling Tax Credit whteh would
reduce the existing tax disparity against recyclables, and thus improve their
marketability in competition with virgin ores and timber.

Mr. Early concedes Congress is not ready to repeal the'virgin benefits--indeed
this Committee twice defeated that proposal 12 to 2 in- the last year-so Mr.
Early contends new, effective recycling and the related national benefits of
resource -recovery, resource conservaton, energy conservation, reduced air and
water pollution and reduced 'solid waste disposal problems and costs should be
held "hostage" until the Congress is ready to do the Job excltidively his' way and
Senator [askell's way.

Fortunately for our national environment, that stubborn "all or nothing" at-
titude is not widely shared by other environmentalist whose J6t is, not to sit
here in Washington and oppose everything Congress attempts to do as Mr. Early
does, but to cope'day in and day out with real, conetantly-moittiting solid waste
disposal problems. Wor example, in a letter dated June 29, 1M' addressed to
Senator Javits of New York. the Environmental Action Coalitioit-the'New York
arm of Environmental Action-stated this far mord realistic, reasonable position
in support of this Committee's Recycling Tar Credit provision:

"Having since 1970 coordinated a network of community recycling centers
in New York City, and having urged large scale niuhiciptl and industfial
recycling programs, the Environmental Actton Coalition (EAC) is acutely aware
of the many government.fostered obstaclks that have presented the natural'
expansion of recycling in this country. Moot obvious of these 'obstaelex are...
tax incehflves to the virgin materials industries In the form of depletion allow-
anceA and capititl ginS.

"Shortly to be considered by the Senate* i the Tait Reform Act of 196 (H.R.
10612). The section of the hill which provides a phased-in tax credit on purchases
by a recycler of recyclable materlati is a moderate step' in the direction of

& Senate Report No. 94-988 (June 25. 1976).
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e4ualiSing the status in the marketplace of virgin aid recycled products. 21he
Rmu ronmental Acto* CbalUt#nsuJport9 thkt pr6OtMn dt aft aOfeptsble interim
measure while the ultimate goal of total repeW 67 oopital LOaint and depletiots
allowanoe. (s beit# imraveu."

Moreover, the national recycling industry represented by the Natlonill Assoa-
tion of Recycling Indutries-which consists of all the leading U.S. firms engAgied
in aluminum and copper recycling-kmust categorically reject the selfish shott-
sighted position taken before this Committee by the ektntely tihy litilted
interest group known as the Alpminum Recycling Association. Three of the
country's leading recyclers of aluminum and copper are here with me today to
emphasize that it Is vitally Important to the nation for the Recycling Tax Credit
to continue to cover-as It presently does--luminut, copper, wastepaper and
all the other heavy volume solid waste commodities.

The United States simply cannot afford, in lt devastating period of dwindling
domestic supplies and Increased dependence on foreign cartels for mord than 50 to
95 percent of the metals It so critically requires to carve out "business sanctit.
aries" or "no new competition preserves" for any particular recycling groip.
Furthermore, since the Recycling Tax Credit Is aimed at assisting tho cities and

-states to market the vast new volumes of recyclable materials their new Resource
Recovery Facilities will extract from garbage, it is vitally important to note
that. according to the 1975 Report to Congrem of the Prefident'8 Council on
Environmental Quality, those recyclables each year will be drawn from-

Current Present vouecytrotralif bodedoh
SOlid waste categy cten url-ye (tons)

wastepper (53. 0 ............................ I .------------------- 16.5 44 200, ON
N ls (12,f70,600000 tons)--t) ................................... 1.6 12,500M000

GlsSU (13500,000 tons) ................................... 2.1 13, ,000.lsk 5000,000 tons) .............................................. :....... 0 5, :me nO
Totls(,900,000 tons). ........ ..... ............................ 0 1,9, 000

Plainly, therefore, all these recyclable commodities must continue to be Incldded
if the Recycling Tat Credit is to accomplish its Intehded goals of new recycling
and conservation of scarce natural metal resources.
The recycling tax credit will nof result in large revenue losses or windfalls to

existing recycler-.
As indicated above, anyone remotely familiar with the Committee Report in

support of the Recycling Tax Credit knows that, as drawn by the Committee and
Dr. Woodworth's staff, the Recycling Tax Credit will not result iI either large
revenue losses or unconscionable windfalls Zo manufacturers on their current
recycling volumes.
(1) Revenue Loss

The Committee Report emphasizes that, because of the Itecycling Tax Credit's
"phase-in" provisions, the maximum estimated revenue loss for 1977 will be $)
million; and for 1978, $39 million.

It is vitally Important L; note, however, that both of those "estimates" are
based on a projected 10 percent increase in recycling volume for all recyclable
materials covered by the bill In 1977, and another 10 percent Increase In each
category in 1978.

It recycling volume in each category continues to Increase by 10 percent a
year in 1979, 1980, and 1981, the Joint Committee on Internal Revenue taxation
now projects the ultimate yearly revenue loss will rise, In 1981, to $228 million."

But, as stated above, all these revenue loss estimates are predicated on repult-
Ing annual recycling increases of 10 percent in 1977, 1978, 1979, and 190 aild 1081.
ThuA, the critics Of the Recycling Tax Credit Are again doead wtohg In their
spurious claim: "This provision will eventually cost an estimated $345 million a
year, but it will do little to promote any new recycling of solid wastes."

First, the Recycling Tax Credit will not eventually cost $845 million, as alleged-
by the "chronic complainers," and unless it increases recycling volume in all

bthe Committee kteport originally estimated an ultimate 4t*nue lons of $845 millionbY 1981. The Joldt Committee staff, however, admitted litd ealeulatlod failed to take Into
amount the "moving base period" in the bill, and thus corrected its estimate to $228million in 1981,
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commodity categories by 10 percent a year-that is, unless it promotes 10 percent
"new recycling" each year from 1977 through 1981-it will not cost $9 million
in 1977, or $39 million in 1978, or $228 million In 1981.

Furthermore, the Committee Report, at Rage 575, correctly underscores the
fact that, even with these 10 percent-a-year new recycling increases projected by
the Joint Committee staff, no revenue losses at all should actually result from
the Recycling Tax Credft, properly administered by the Government. In this
regard, the Committee Report states :

"The revenue loss from a recycling tax credit need not produce a net decrease it
budget receipts [at all] if there is sufficient substitution of recycled materials
for virgin materials to produce a decrease in revenue loss from percentage
depletion allowances [currently claimed by users of virgin materials]."

In conclusion, therefore, when the Senate fairly weighs all the potential
national benefits to be gained from the Recycling Tax Credit, together with the
prospect it potentially can and should be administered without any net revenue
loss to the Treasury, against the $1.5 billion per year in revenue losses attributable
to the competing virgin commodity tax benefits, how can anyone seriously argue
the Recycling Tax Credit should be rejected out of hand?

Moreover, how can Senator Gary Hart fairly oppmse the Recycling Tax Credit
as too expensive, even assuming a $9 million revenue loss in 1977 or $39 million
in 1978, when his position on the Public Works Committee he recently helped
push through the Senate a $35 million 1977 one-year authorization for the Office-
of Solid Waste Management of EPA whose function is simply to continue to
study and theorize on possible resource recovery solutions and projects.

The Finance Committee's Recycling Tax Credit promises an immediate, effec-
tive 20 percent increase in recycling and resource recovery by the end of fiscal
1978-at just one-fourth the cost of the last mentioned EPA $35 million author-
ization fo' 1977, and at approximately the same maximum cost of that authoriza-
tion for 1978.
(11) No Unconscionable Windfall To Existing Recyclcrs

The opponents of the Recycling Tax Credit falsely allege: "What this tax credit
will do, however, is provide a windfall to those who are already using recycled
materials."

As the Committee surely knows, that is an outrageous misstatement.
The Recycling Tax Credit provision, carefully drawn by the staff of the

Joint Committee on Internal Revenue Taxation. establishes both an original
"base period", and then a "moving base period" to exclude from Recycling Tax
Credit coverage 75 percent of all current recycling volume.

It allows a credit on only 25 percent of current recycling volume as a fair
means of protecting existing recyclers from being caught "between the devil
and the deep blue sea", so to speak.

As explained above, on one hand, large integrated companies already en-
joy, on 100 percent of their utilization of competing virgin materials, either a
depletion allowance or low 32 percent capital gains tax treatment of profits. En-
actment of the Recycling Tax Credit, on the other hand, will undoubtedly bring
many new firms into recycling, some of which will ultimately gain a recycling
tax credit on a large portion of their new utilization of recyclable materials.

Thus, some fair economic protection must be afforded to existing recycle",
and this has been done by the Committee, but only to the extent of 25 percent of
their 1973-75 average recycling volidme.

Thus, the "base period" concept, and the "moving base period" concept em--
bodied in the Recycling Tax Credit are far more stringent than the base period
concepts overwhelmingly approved by the Senate in connection with the DISC
provisions. And, since they are so strictly limited by the Committee draft, they
guarantee no one will enjoy any so-called unconscionable windfall as a result of
this portion of the bill.
The committee should approve the Tunney-Grarel amendment to the recycling

ta. credit
Before concluding, we want to urge the Senate Finance Committee to approve

No. 2017 proposed by Senators Tunney and Gravel to the Recycling Tax Credit
provisions of the bill.

That amendment would only slightly modify the original "base period" provi-
sions to substitute "volume" of recyclables purehAsed during the 107,3-75 bs.e
period for the "dollar value" of those base period purchases. The substitution
of this base period test would not substantially Increase the revenue loa projec-
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tions, but it -would guarantee that all recyclable metals and wastepaper would
qualify for at least a small recycling tax Incentive during the 1977-79 "phase-in"
period. Indeed, the record indicates this was the Committee's real intention in the
first place, and seemingly, the "dollar value" test was inserted exclusively during
the staff's drafting process.

The amendment would also extend a 5-percent Recycling Tax Credit to pur-
chasers of fuel, steam or other saleable products produced from garbage rest-
dues-after all recyclable wastepaper, metals, glass, textiles etc. are already re-
covered for recycling. This proposal promises to convert garbage residues which
cannot otherwise be recycled into useful energy-as substitutes for precious oil,
gas or coal. Plainly, the credit should be thus extended by the Committee or by the
Senate as a whole.
Conclu8ion

The Recycling Tax Credit, as approved by this Committee and as amended
by the Tunney-Gravel amendment, should be enacted into law at the earliest p0s-
sible date.

Coupled with the Solid Waste UtiliMtion Act, passed by the Senate a few
weeks ago, it promises to produce dramatic increases In paper, aluminum, lead,
zinc, copper and textile recycling in the years immediately ahead-as much as
100 percent increases by 1986.

At relatively no revenue cost to the Treasury in 1977 and 1978, or in the future
for that matter, it will not create complete tax parity with virgin materials
whose tax benefits total $1.5 billion a year. But, it does represent true tax reform
In this area; a meaningful, effective change In direction from the days of tax
encouragement of depletion of precious natural resources to the compelling days
of tax incentives aimed at reaching new recycling goals.

As summarized by a report issued on June 30, 1976 by the House Committee on
Government Operations entitled "Solid Waste-Materials and Energy Recovery",$
at pages 6, 10:

"The solid waste problem in the United States-especially the municipal solid
waste problem-is an environmental predicament of staggering dimensions ....

"A 1975 survey of 'Mayors and City Council members identified solid wast--
management as the number one ,rban problem ....

"If the millions of tons of municipal solid waste can be viewed, not nega-
tively as a problem of disposal, but positively as a source of valuable mate-
rial and energy, resource recovery can transform a major environmental, social
and economic problem into a valuable resource....

"What is the potential? In energy alone, the Environmental Protection Agency
calculates that if all the municipal solid waste generated in our Standard
Metropolitan Statistical Areas had been tapped for Its energy content, 900 mil-
lion BTUs would have been preserved in 1973. This is equivalent to the energy
of 154 million barrels of oil per year. By 1980, the energy content of muncipal
solid waste is expected to climb to 187 million barrels of oil per year."

To delay the passage of the recycling tax incentive here involved is thus
roughly equivalent to "fiddling while Rome burns."

STATEMENT BY RICHARD W. WAND, ADMINISTRATIVE VICE PRESIDENT,
BERGSTROM PAPER Co.

My name Is Richard Wand and I am the Administrative Vice President of the
Bergstrom Paper Company. Bergstrom, with corporate offices in Neenab, Wis-
consin, is a manufacturer of printing and writing papers utilizing recycled
wastepaper as our primary raw material. Since the company's founding in 1904,
wastepaper has been utilized In the production of Its products. Bergstrom owns
no timberlands and relies, on wastepaper for approximately. 70 percent of its total
fiber requirements.

The company has two paper production facilitieg--one located In Neenah, Wis-
consin, and one located in West Carrollton, Ohio. Together these mills are capable
of producing approximately 250,000 tons of printing and writing papers per year,
as well as annually consuming some 175.000 tons (350,000,000 pounds) of waste-
paper In their deinking operations. With this capability, we are the nation's
leading producer of printing and writing papers from recycled fiber and we are
one of the major United States consumers of wastepaper.

Se H. Rep. No. 94-1319,94th Cong., 2d Sesi.
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When operatug at full capaety, we consume the equivalent of 14 railroad
carloads of wastepaper each day, 850 days a year. At the present time, however.
we are operating substantially below capacity by virtue of having to shut dowti
our entire Ohio mill In April, 1975, due to severely depressed paper markets. We,
resumed operation of one of three paper machines at the Ohio mill In April of
this year.

Though Bergstrom is the major producer of recycled printing paper, we are
a relatively amaU company among the giants of the paper industry. Our premier
position in recycled printing paper is possible only as a result of the fact that
only about 4 percent of the printing papers manufactured in this country are-
produced by recycling of wastepaper. Indeed, the percentage of printing papers
manufactured from wastepaper has declined steadily despite growing realiza-
tion of the importance of conserving our natural resources by recycling. We
sincerely believe that a major reason for the steady decline in wastepaper -re-
cycling has been the discriminatory tax policies of our Federal Government.

As a major recycler since 1904, our company has-been a leader In promoting the
use of recycled paper. We have also been in the forefront of technological develop-
ments to further the company's and the industry's ability to recycle wastepaper.
with our long history of involvement in recycling, we believe that we have the
advantage of a rather unique perspective on the future of recycling.

As the Environmental Protection Agency has stated, Americans discard more
than 85 percent of the paper we purchase. Paper constitutes about one-third of
our municipal waste, most of which is now buried, dumped on the land, burned
in incinerators, or scattered as litter, at an annual cost of approximately $3.5 bil-
lion per year, adding substantial burden to the already strained municipal budget.
And yet, while solid waste continues to be generated at rates three times faster
than our population, our recovery rate of wastepaper is continuing to decline. The
President's Citizens Advisory Committee on Environmental Quality reported last
month that from a wartime high of 35.3 percent in 1144 it Is estimated we are now
recovering approximately 23 percent of our wastepaper as of 1975. We believe
that our rate is closer to 18 percent which is one of the lowest recovery rates of
industrialized countries.

It is quite clear to those of us at Bergstrom Paper Company that if the nation
Is to recover a greater portion of its recoverable rsources, thereby alleviating
the massive problem ^f solid waste, action must be taken to remove the eco-.
nomic barriers to recycling. Foremost among these barriers is the difference in
tax treatment between those mills using recyclable materials and those using
virgin materials. If stimulus is to be given to the recycling industry, one of the
first moves which must be made is that of providing tax treatment parity for
recycled materials.

When the Chairman of this committee announced that hearings would 1*
reopened on the Tax Reform Act of 1076, he stated that members of the com-
mittee had expressed the concern that some sections of this bill had not received
sufficient public hearing. Let me assure you that since we first appeared before
the House Ways & Means Committee in March of 1974. this Imsue has been
receiving close scrutiny by congressional committees and your staff". But in spit,
of all of the talk about the merits of recycling, we continue to find a reluctance
on the part of the tax policy makers to adopt long overdue remedial legislation.
One member of the President's Citizens Advisory Committee on Environmental
Quality summed it up well when he stated, "The system Is not working. It is not
providing the recycling the people want. We have to look at the source of the
problem which Is that there isn't any Incentive for people t,' go Aliead. Without
some incentive we'll go on the way we are--which is backwards,"

For nearly six years, we have been hearing similar statements by not only the
President's Citizens Advisory touncll on Environmentjql Oailtv. bt nlso thp
President's Council on Environmental Quality, the EPA, the National Materials.
Policy Commission. the National Science Foundation, the National Ieague ,,f
Cities, the US. Conference of Mayors, and the National Governors' Conference.

One reason for the lack of Incentive for Increased recycling stems from the
absence of markets for A vast supply of wastepaper. The market situation,
however, stems from a number of complex factors. not the leost of which is
the lack of any economic incentive to build or expand recycling facilities. Market
distortion results directly from federal tax policies which provide favorable
treatment to the users of virgin materials, but not to the users of recycled
materials. In view of the voluminous testimony which has been received previ-
ously on the recycling tax credit provisions of this bill, it would be our sincere
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,hope that the committee intends to reaffirm its earlier position in support of a
recycling tax credit.

,We feel that ther0 Are a number of strong argumeuts which can be made for
adJustlng federal tax po~licei to propaote and 4timilate Increased recycling.

As I have indicated earlier, problems related to solid waste are growing in
magnitude and in the long term will likely overaow the problems of air
or water pollution. The cost to taxpayers f9r lhadlilug oplid waste is staggering
when disposition of these wastes is handled by landfill, dumping, or incineration.
However. some 60 percent of the solld wastes being disposed of are paper products
which, given an equitable economic base, could be ,prootably recycled for pro-
ductive consumption rather than being thrown Into the ever-growIng solid
waste stream for costly disposal. Our company feels that recycling deserves
stimulus as one solution to the dilemma posed 4y the Oisposa .of solid waste.

The record is also full of Information to sflirni that the producti( of paper
products by recycling rather than utilizing virgin materials consumes substan-
tallv less energy. The President's Citizens Advisory .Comnplttee on Environmental
Quality conservatively reported last month that the production of recycled paper
requires from 25 to 50 ,percent less energy than pyoouction from virgin pull).

And, while trees are a renewable resource, no one can dqny that effective solid
waste management programs help preserve aur natural resources and reduce
our reliance on foreign sources of raw material supply. At an average disposal
cost of $2-4 a tob, it simply makes good common sense for us to develop a
national policy of encouraging the resource recovery and reutilization of our
basic raw materials. A healthy recycling ind!!st.ry will crete the necessary
markets to Make resource recovery programs work and to greatly reduce the
cost of solid waste management burdens on Joc#1 government.

We in the State of Wisconsin were l.WS d to IjRiti ate oe of thie irat statewide
Solid Waste 9cyeng Auttie rts. Our compAny hbas worked diligently with
the Wisconsin Authority, attempting to establish markets for the by-products of
resource recovery. Given tax parity, .we are copvinceO that more firras would
make the necessary capital InVestments to expand recycling capability thereby
providing the markets for municipal collection programs, ind again, greatly
reducing the soll. waste oispopl coss of ou.r cities a. 4 tates..

Finally, It has been charged that the recycling tax credit section of this
bill merely creates another loophole thropg4 which existing recyclers will obtain
an unjustified w ndf ll. As members of the committee Icuw, adequate afe-
guards have been written into the committee's original report. Our industry,
along with the coMnittee's staff, worked dijigeatly to agrive at a fair and eqult-
able recycling tag credit which woukd pot only ptc c ppvnteo who are recycling
at parity with their competitors who receive special tax incentives, tut more
importantly would provide the manufacturer of recycled paper products a real
incentive to Increa,*e his use of wastepaper. That increased use of wastepaper
provides the wastepaper dealer with the incentive to Increase his purchases
from the public and private collectors and to sort these wastes in order that
the wastepaper might be used at its highest economic value. Accommodation had
to be made to avoid windfall situation while at the same time not to penalize
those who have been recycling for a number of years. To apply the tax
credit to new recycling operations only would have been severely damaging
to ex~st'ng recycling efforts. Such an approach ignores the fact that what is
sought is tax equalization between scrap materials gnd virgip materials, not tax
advantages. Some credit should be given to those already it the industry who
are. by far, in the best position by virtue of technology, vendor relationships, and
operational experience to enlarge or reactivate their recycling efforts. Through
the establishment of a base period and g policy whiph would provide that the
tax credit accrue only to those who increase their recycling over the base period.
it seems to us that the committee has adequately protected the taxpayers from
unjustified windfall profiteering.

Today, manufacturers who utlHse recyclables as it rew material are already
comleting with integrated manufacturers who utilize virgin raw materials upon
which they evjoy, without limitation, either a full depletion allowance or a
low capital gains tax treatment. In comparison to such a policy, the proposed
phasing-in of a recycling tax credit which Is limited to only incremental
increases in recycling over a base period will certainly protect the treasury
wille at the same time Increase reqycling rates, T6 argue that the credit is
not substantial enough to Increase recycling is to argue that it will have a
minimal drain on the treasury since it would be impossible to have both huge
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revenue losses and no perceptible increase in recycling the way the proposal
has been drafted.

But perhaps more important to the question of potential revenue loss Is the
question of revenue savings because of increased recycling. Since only the user
of recyclables qualifies for the credit, collectors, processors and transporters
will not receive the direct credit. They will, however, experience Increased
recycling income upon which they will pay new taxes at the normal tax rate.
Secondly, the purpose of the credit is to provide integrated manufacturers now
married by the tax laws to virgin utilization the option of switching to recy-
clables. To the extent the manufacturer switches, there is simply a transfer of
the virgin tax benefit to the recycling tax benefit with no net loss to the treasury.
And, finally, every ton of solid waste recycled does not have to be disposed.
The adoption of this tax credit will increase recycling and will save a major
portion of the $3.5 billion our cities and states are spending annually to dis-
pose of their wastes.

In earlier hearings in this recycling tax credit, you were advised that the
recycling tax credit, if enacted, would increase wastepaper recycling 50 percent
by 10S0 and would duble it by 1985. Today we estimate that we are recycling
as little as 18 percent of our wastepaper. Legislation is needed and needed now
to achieve greater utilization of the nation's recoverable resources. Economic
incentives must be provided as the principle basis for reversal of current trends
in the usage of recyclable materials.

STATEMENT OF M. 1. MIGDOLL, EXECUTIVE VICE PRESIDENT, NA-
TIONAL ASSOCIATION OF RECYCLING INDUSTRIES, ACCOMPA-
NIED BY ROBERT S. KAHN, PRESIDENT, KEYSTONE RESOURCES
OF PITTSBURGH, CLEVELAND, SAN FRANCISCO, NEW YORK
CITY, GREENSBORO, AND GEORGIA; HAROLD GERSHOWITZ,"
EXECUTIVE VICE PRESIDENT, WASTE MANAGEMENT, INC., OAK-
BROOK, ILL.; RICHARD WAND, ADMINISTRATIVE VICE PRESI-
DENT, BERGSTROM PAPER CO., NEENAH, WIS., AND WEST
CAROLLTON, OHIO; HARLAN CARROLL, SOUTH WIRE CO., CAR-
ROLTON, GA.; AND EDWARD L. KERRIGAN, WASHINGTON COUN.
SEL FOR NATIONAL ASSOCIATION OF RECYCLING INDUSTRIES

Mir. MIODOLL. Thank you, Mr. Chairman. We are here to urge in the
strongest possible tens the reaffirmation by this committee of its
earlier decision to approve the proposed tax incentive provision in the
tax i,-.orm bill, and in these few minutes, Mr. Chairman, to respond to
the baseless, unjustified, myopic and often self-serving'criticisms that
have been unfairly leveled against this provision and its supporters.

The hearing record before this committee irrefutably documents
the findings of scores of Government sources. and private organizations
that say simply yes, a recycling incentive is needed, clearly and un-
questionably needed.

This matter began in the Joint Economic Committee. in 1971. In 1973
the National Commission on Materials Policy created by this Congress
said, we recommend that the Federal Government give users of mate-
rials economic incentives in the form of tax credits for expanded use
of recycled materials.

The National League of Cities. the T.S. Conference of Mayors, the
Council of State Governments and endless numbers of organizations
have come before this group and urged the same thing.

Mr. Chairman, the recycling tax provision this committee has ap-
proved is no overnight phenomenon. It is not narrow interest legis-
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lation. It is not a windfall for recyclers. It is not a special advantage
to the recycling industry. It is not of limited environmental impor-
tance. It is not a revenue loser.

Yet those are the specific criticisms that have been fallaciously
thrust at the recycling tax proposal adopted by this committee. For
instance, there are the environmental organizations that simply want
to hold this industry and its activities hostage to fulfill its ambitions
in removing the existing depletion allowances into capital gains
benefits.

Your committee has overwhelmingly rejected the removal and re-
duction at this time of those allowances.

What about the critics who charge windfall I They must not have
studied the committee's record on this and the provision in this bill.
The facts are that the pending prooal, although an important initial
step in providing reycling stimulus,\vill be fare from equitable tax
treatment with virgin materials. The pending provision has limitations
and controls so as to place the overwhelming proportion of the tax
incentives on new and incremental recycling.

In fact, the committee report clearly states, and I quote, "The rev-
enue loss from a recycling tax credit need not produce a net decrease
in budget receipts."

And finally, what about the corporate critics who suggest that
aluminum or copper or some other commodity be excluded? There
must be a reason they do not want to be included. The reason is that
this handful of companies prefer the status quo of the present in-
dustrial situation to an enlightened new era for recycling.

Mr. Chairman, we are here to plead with you and the committee to
reject the insidious attempts to intimidate the sponsors of this pro-
posal, to impugn their integrity and motives by falsely calling this
provision special interest, wherein fact the tax provision would be ap-
plicable to all who want to recycle, and is vital to the environmental fu-
ture of America.

A few days ago the Senate overwhelmingly passed the Solid Waste
Utilization Act, authorizing hundreds of thousands of dollars in grants
and loans for municipal and State resource recovery programs which
according to the committee report, Public Works Committee report,
,accompanying the bill, will not succeed unless new recycling markets
are developed.

Ironic ally, there is no more important tax reform element in the en-
tire tax bill than this recycling provision. It literally reforms our na-
tion's materials policy objective. It does so without windfalls. It does
after years of thorough and open studies of the problems of recycling.

The CIAmRAN. Thank you very much for your statement.
I notice it indicates that the president of the U.S. Conference of

Mayors, my dear friend, Moon Landrieu, who also was president of the
National League of Cities, is strongly in favor of what you are saying.

Mr. MIODOLL. Yes, Mr. Chairman.
If I may, the League of Cities and the Conference of Mayors asked

me to be sure and bring to the committee's attention the most recent
letter addressed, July 20, to the committee reinforcing the strong feel-
ings of the Nation's cities in favor of this provision.

[The letter referred to follows:]

74-T12---76--pt. 2-9



562

NATIONAL LEAGUE OF CITIES,
U.S. CONFERENCE OF MAYORS,

Washington, D.C., July 20, 1976.
Hon. RUSSELL B. LONG,
Chairman, Senate Committee on Finance,
Washington, D.C.

Dcau MR. CHAIRMAN: As you continue your hearings on the Tax Reform Act
of 1976 we want to let you know of our organizations' strong support for the con-
cepts embodied in Section 2006 (Recycling Tax Credits). Further, we would urge
your adoption of Amendment No. 2107 proposed by Senators Gravel and Tunney
which would further refine and Improve this section to make it compatible with
other national objectives contemplated in the legislation.

The recycling tax credit provisions are important to cities and to the nation as
a whole. Over half of the larger communities in the country are expected to run
out of landfill capacity within the next three years. Resource recovery is one
alternative strategy which will greatly reduce the volume of solid waste cities
have to dispose of. Presently, however, it is not possible for cities to get involved
in resource recovery in any substantial fashion due to a number of factors. One
of the most significant of these constraints is the unavailability of adequate mar-
kets for recycled materials.

We firmly believe that Section 2000 of the Tax Reform Act of 1976 as perfected
by the.Gravel/Tunney Amendment offers significant relief to this problem. Fur-
ther, it represents a major first step in achieving a national objective we all sup-
port-the most efficient and effective use of materials and energy.

We urge you and your colleagues to adopt this measure.
Sincerely,

JOHN J. GUNTuER,
Exccutive Director, U.S. Conference of Mfayors.

ALAN BEALS,
Executive Vice President, National League of Cities.

The CIAIR.NIAN. Thank you very much.
Next we will call on Mr. Arthur C. Kruetzer, vice president and gen-

eral counsel of the National LP Gas Association.
[The prepared statement of Mr. Arthur C. Kruetzer follows:]

STATEMENT ON BEHALF OF THE NATIONAL LP-GAS ASSOCIATION BY ARTHUR C.
KRUETEE, VICE PRESIDENT AND GENERAL COUNSEL

SUMMARY OF PRINCIPAL POINTS

1. The present method of taxation and handling of the motor fuel excise tax on
use of propane in industrial lift trucks is Inequitable and discriminatory, for the
reason that equal or comparable tax is not imposed on competitive industrial lift
trucks powered by electricity or diesel.

2. The favored tax position provided for electric powered lift trucks represents
stimulation of an inefficient use of energy resources.

3. Conversion to use of propane In the desire to provide a cleaner working at-
mosphere should not be penalized.

4. Revision in tax handling will eliminate substantial confusion for the lift
truck user, the fuel supplier, and the tax collector.

5. The amount of tax revenue involved Is insignificant.
It is our recommendation that Sec. 4041 of the Internal Revenue Code be

amended to limit the tax on liquefied petroleum gas (propane) to use in a high-
way motor vehicle. A suggested revision Is attached to this statement.

INTERESTED PARTY AND PURPOSE

The National LP-Gas Association Is a national trade association, having as mem-
bers the producers of liquefied petroleum gas, the manufacturers of equipment and
appliances using liquefied petroleum gas, and the distributors and dealers. LP-Gas
Is the common name used for our product. The Association has over 5,500 member
companies and 43 affiliated states. The membership represents over 90% of the
Industry's volume of business. Its membership is predominantly at the dis-
tributor and dealer level. The Association's position as set out in this statement
would also reflect the position of other Industry companies. The more direct mar-
keting impact of the tax discussed herein Is felt by these distributors and dealers
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who sell LP-gas at retail. The employment and economic well-being of over
75,000 employees is Involved in the LP-gas dealer's business and the problem pre-
sented. The manufacturers of, and dealers !n equipment utilizing LP-gas are also
adversely affected. Again, to the degree indicated in this statement, this problem
is of serious concern to thousands of users of LP-gas equipment.

Our purpose in appearing is toInform this Committee of the existing discrimi-
natory tax treatment accorded LP-gas, as compared with competing fuels in their
use for the same purposes, the adverse impact on other national goals, and to
apprise you of the confusing, burdensome, and impractical administrative appli-
cation and handling of the present tax on LP-gas in non-highway motor fuel
use incurred by both the government and the user. In solution of these problems
we recommend that the motor fuel tax on LP-gas be limited to use in a highway
vehicle. This recommendation is also aimed at limiting the tax to those who re-
ceive the benefit.

PRODUCT AND TAX INVOLVED

LP-gas is composed of propane, butane, propylene, butylene. and their mix-
tures. It is an energy source, or fuel, and a small part I of total product usage
is in motor fuel, principally off the highways. A portion of such motor fuel use
is in industrial tractors, or industrial lift trucks. The tractor pulls or pushes
a load and the lift truck carries it. It is herein that we encounter difficulties with
federal excise tax administration and our statement is partially directed at that
problem. In this usage LP-gas is a necessity in material handling and industrial
processing, and its taxation becomes a business cost. To follow one step further,
the tax burden on competitive products or business is not the same. It varies
according to the means employed. Again, because of the diverse end products this
tax impact cannot be evaluated. •

The federal excise tax involved is the basic 2 cents a gallon tax on special
motor fuel. (See. 4041) The additional gallonage taxes on highway vehicle use
dedicated to the Highway Trust Fund are not involved. LP-gas is one of the
special motor fuels subject to Sec. 4041. The others are benzol, benzine, naphtha,
casinghead and natural gasoline, "or any other liquid". The other liquids that
may be involved are unknown to us. The products, other than propane, have
little, if any, motor fuel use.

Gasoline, or Sec. 4081 tax products, and kerosene, gas oil and fuel oil are
specifically excluded, and diesel fuel is separately handled as will be later cov-
ered. The special fuel tax is imposed on use in a motor vehicle. A motor vehicle
Is defined by Treasury Department interpretation as a vehicle designed to carry
or support a loan. Consequently, this tix applies on LP-gas use in an LP-gas
powered industrial lift truck and this is our area of concern.

DEFECTS IN PRESENT TAXATION

1. The present special motor fuel tax is inequitable and cratcs discrimination,
placing LP-gas at a competitive disadvantage

Competing electric battery powered or diesel fueled industrial lift trucks do
not face similar fuel or power sources taxation. There is intense competition in
this industrial tractor market and the LP-gas powered vehicle, and LP-gas use,
is handicapped through unequal and discriminatory tax treatment that unfairly
aids competition. Fuel cost is a substantial element in an industrial plant's de-
cision on the type of lift truck to purchase and the 2 cents a gallon tax as re-
flected in total operating cost is many times the deciding factor.

Diesel fuel has a basic 2 cents a gallon federal excise tax but only on use in
a highway vehicle. The tax is not imposed on use in an industrial plant non-
highway motor vehicle. A tax element of fuel cost is not faced when a diesel
fueled industrial lift truck is purchased, or diesel fuel is used.

The electric or battery powered industrial lift truck does not face this tax,
or any comparable tax, as an element of operating cost. Lower operating costs
as a result of the tax favored position are a strong competitive sales argument
used by electric lift truck suppliers in their advertising and promotional mate-
rial. Competitive promotion of the electric lift truck emphasizes this tax ad-
vantage. Removal of the handicapping tax on LP-gas will not completely elim-
inate this cost differential, but it will place LP-gas on a more equitable and

I Total internal combustion use In 1974, the latest year available was 1,809,750.000
gallons or under 10 percent of total product use (U.S. Bureau of Mtneo Report). The major
portion of this 10 percent is on the farm, for tractors, irrigation pumping, etc.
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competitive plane. The effect of this promotion is demonstrated in the follow.
Ing statistical data compiled by NLPGA.

1966 191 1976

INDUSTRIAL TRUCKS IN USE
Total ..................................................... 623.200 774,000 984, 000

Electricwalk ................................ 79.600 111, 100 16 300
Percent.of towa--------------------------------------- (12.8) (14.4) 5)

Electricriders ---------------------------------------- 76,200 121100 1.i00
Percent of total ........................................... 12.2) (15.6) (i8 5)

LP- rides ..............................................r. 2d- 800,335,90 396,6%
Percent of total ...................................... 43).. .. (NCO 4.4 240.3)

Gasoline and diesel riders ........................................ -17 60 20 900 241.. )
Percent of total ............................................... R( 6) (4.7)

1965 1970 1975

SHIPMENTS
Total ...................................................... 59,900 69,800 66,400

E$et walkers ................................................... 8 200 13800 14 40Percent ..................................................... 13.7) (J19. 8) (1H 7)Electric riders ................................................. 000 0
Percent ................................................... 6.7) ( 2) (u8.6)

LU-Sas riders I ................................................ 25 2000 200 2500
Percent ................................................... 43.2) ,is. 5) "5. )Gasoline andds -- ............................................... I1 5
Percent ...................................................... () ( )

'Revised to reflect field conversions.

It will be seen that the market share, in the ten year period, of Electric
Walkers Increased by 3.7 percent, the Electric Riders by 6.3 percent while the
LP-gas lift truck lost 6.2 percent of the market. While Gasoline and Diesel
Riders also decreased by 3.8 percent the loss Is believed to be primarily in gaso-
line units that were converted to propane. Contrasting 1965 and 1975 shipments
reveal a much greater market takeover by electric fuel vehicles where in riders,
the principal competitive unit, electric units showed a 11.9 percent gain, and
LP-gas units dropped 12.3 percent. Not only did LP-gas market shares drop, but
there was an actual decrease of 5400 units.

To carry this element of discriminatory treatment between competing meth-
ods one step further, as a material handier the lift truck serves as a conveyor
of materials. There Is no comparable tax on the power that supplies conveyors
of the many other types, such as a built-In belt conveying system. There are also
material handlers or conveyors in electric powered pallets. The effect of this
basic 2 cents a gallon federal excise tax on LP-gas as a special motor fuel is
to create an inequitable and discriminatory tax that encourages tax free com-
petition.
. Te lax favored position provided for electric powered lift trucks represent*

stimulation of an inefflcient use of energy resources and impairs energy
conservation

In a governmental report s it is estimated that the efficiencies in producing
and delivering electricity range from 10 to 25 percent. In other words there is a
loss of energy resource employed in the production of electricity of from 75
to 90 percent. The mentioned report further states that systems for providing
fuels directly to the consumer are more efficient. "The greatest potential for
energy conservation Is often in the selection of the right energy system for a
particular need".* The direct use of propane In an Industrial lift truck Is both
a more efficient use of a natural resource, and the selection of the right energy
system for a particular need. We submit that instead of penalizing use of pro-
pane through inequitable taxation, its use should be encouraged. Or to express it
otherwise Inefficient and wasteful use of energy resource should not be stim-
ulated. These twin objectives can be met by removing the federal excise tax
on use of propane in an industrial lift truck.
8. Conversion to use of propane in the desire to provide a cleaner working

atmosphere should not be penalized
Many industrial plants bought LP-gas fuel or converted existing lift trucks

using other fuels to use of propane with the objective of providing a more de-

' Energy-Environment and the Electric Power Prepared by the CouneU on Environmen-
tal Quality, August 1978.
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sirable, or less polluted atmosphere through use of clean burning propane
instead of fuels that place the worker in an atmosphere created by fuels with
undesirable emissions. This upgrading of working environment should be en-
couraged by removal of any tax disincentive. National tax policy should en-
courage use of clean fuel. Propane is a clean burning gas, as contrasted with fuel
used in other internal combustion engines. Some states with the objective of
encouraging use of clean fuel have completely eliminated, or reduced, their
highway motor fuel tax on propane. In this statement we are only requesting
removal of the inequitable federal tax penalty.
4. Revksgon 4n tax handling ill eliminate substantial confusion for the

lift truck user, the fuel supplier, and the tax' collector
The administration of the present law by IRS, and tax handling by the

I,lP-gas fueled Industrial lift truck user, is complex, confusing and costly. To
appreciate the problems involved it should be first noted that the tax is applied
to use in motor vehicles, defined by the Treasury Department as vehicles de-
signed to carry or support a load. Use in a vehicle that pulls or pushes a load
is not taxable. An industrial lift truck is in the first category. An industrial
tractor is in the second category. Industrial operations commonly involve both
types of vehicles. Consequently, we find in the same industrial plant, drawing
from a common fuel source, the two types of vehicles. In addition the fuel
may be used for other non-taxable purposes in the plant. The determination of
how much fuel is used for taxable purpose and how much for non-taxable purpose
presents problems of substantial difficulty both to the Government and to the
taxpayers. Tax determination by the user and effective enforcement by the
Government is costly.

Substantial confusion exists among users as to the tax application that under-
standably resists clarification when the complexity is recognized. This confu-
sion is not limited to users. In the past we have seen differing interpretations
from differing IRS District Offices. A simplification of tax bill will serve both
Government and the taxpayer with little effect on tax income.
5. The tax revenue involved is inslgnifleont

The tax dollars involved on special motor fuels under Sec. 4041 are not con-
sequential. While as earlier mentioned, this tax applies to specified other liquids,
their taxable use is de minimis insofar as we can ascertain. This tax, in addition
to being on use In motor vehicles, applies to use In motorboats and airplanes. LP-
gas is not so used, and we understand that use of other slclal motor fuels,
if any, is insignificant.

LP-gas taxable use in motor vehicles, other than In highway vehicles, would
largely be confined to the industrial lift truck. Our calculations based on the
number of LP-gas powered lift trucks in use at the end of 170 and the average
usage Indicate that the tax involved would approximately $9.3 million dollars a
year.$ Taxes would also fluctuate widely with industrial productivity.

SUMMARY AN*D RECOMMENDATION

Therefore, in the interest of competitive equity, efficient use of natural re-
sources, encouragement of use 0 clean fuel, tax clarity, and administrative con--
venlence we recommend that the existing special motor fuel tax law be modified
to limit tax application to special motor fuel use in a highway vehicle, or If such
proposal covers too broad a field of tax producing special fuels, which we
consider unlike7,-the motor fuel taxation of LP-gas be limited to use in a high-
way vehicle aii is the present treatment provided for diesel.

While Sec. 2009(c) (2) of the Tax Reform Act of 1976 would create this equity
through providing for a refund of tax when non-highway use was involved, we
suggest that equity can le better accomplished, tax handling simplified, and
cost to user and government alike eliminated through tax revision to remove
Initial imposition of this tax. Amendatory language is attached.

Respectfully submitted.
ARTHUR C. KREUTZE,

E:ecutive Vice President and General Counsel,
National LP-Oas Assoolation.

'806,000 LP-Gas lift trucks in use with an average annual use of 1,200 gallons.
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SUGGESTIVE TAX REVISONSee. 40.51 Imposition of ta~o

(b) Special motor ucels.-There is hereby imposed a tax of 4 cents a gallon
uMn benzol, benzene, naphtha, liquefied petroleum gas, casighead and natural
gasoline or any other liquid (other than kerosene gas oil, or fuel oil, or any prod-
uct taxable under Sec. 4081 or subsection (a) of the Section.

(1) Sold by any person to an owner, lessee or other operator of a highway motor
vehicle or motorboat for use as a fuel In such highway motor vehicle or motor-
boat; or

(2) Used by any person as a fuel in a highway motor vehicle or motorboat
unless there was a taxable sale of such liquid under paragraph (I).

(Strike remaining language of Sec. 4041).

STATEMENT OF ARTHUR C. KRUETZER, VICE PRESIDENT AND
GENERAL COUNSEL, NATIONAL LP GAS ASSOCIATION

I lr. KRTETZER. Air. Chairnan, this statement supl)lements and sum-
marizes the written statement previously delivered to the committee,

-and it relates to 2009(c) (2). It is requested that the filed statement
become a patt of the record with a correction on the last line of the
Proposed tax provision, strike the remaining language of section
4041(b).

We requested special tax revision covering the use of propane in
other than a highway vehicle for the sole reason of correcting existing
inequities and disc fanciess, where taxation is not imposed on the
competitive fuel similarly used.

This tax imposition is unfair both to the LP gas dealers supplying
propane and the users. ''her, are also related side benefits creating
tax equality, an environmental improvement and energy conservation.

In view of Senator Kennedy's listing the requested tax relief as a
sl)ecial interest benefit, we have comments. It. is apparent to us the

senator was misinformed when he relates benefits to this corporation.
The only possible relation is the Eaton Corp. manufactures industrial
lift trucks, but they are only one of several companies so engaged. Nine
major manufacturers, including Eaton, make LP gas fuel lift trucks,
but also make lift trucks powered by other fuels. It would profit none
to have an inequitable tax paid b~y the user removed on one type
fuel when it can easily sell its other f uels.

It is our viewpoint that in the bill sought to remove an existing
inequity that confronts 5,000iLl' gas dealers and uncounted thousands
of industrial users of LP gas fueled lift trucks.

The committee action would well be viewed not as a tax benefit,
but as the removal of an unjust policy. It would correct what we
consider an unintended result of the original tax statute language and
IRS interpretation of the term "motor vehicle" that was solidified
before the LP lift truck was born.

Correction of this inequitay was urged in full sunshine and over an
extended period. It was presented to this committee in a statement
on April 13. However, we have presented this inequity at earlier times
in the house Ways and Means Committee and to individual Members
of Congress.

The House committee has not considered an excise provision recently.
It has also been discussed with IRS and Treasury Department on.
several occasions. Neither has the tax effect been concealed, as out-
lined in our statement, and is not significant.
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We therefore consider the tax reform provision fully justified in
correcting existing inequities, and are grateful to the committee for so
acting.

In the draft, this is accomplished by a refund on nonhighway use.
We suggest in the interest of simplified handling and elimination of
costs both to the user and government alike, initial imposition of the
tax be limited to use in a highway motor vehicle similar to the diesel
tax and provision rather than requiring the paperwork of refund.
However, if there are reasons for not so handling, the committee
revision is a big step in removing inequity.

Than kyou, M Ir. Chairman fuf gentlemen.
The CHAIRMAN. You had better explain for the record what LP

gas is. Is it prol)aneI
Mr. I(RUTZER. Propae.
The CJ1AmI t.Nx. I know what propane is. I know what liquefied

petroleum is. 'When tyou call it LP-
Senator Cimvis. I thought that was a long playing record.
Mr. KRUETZER. We hope that it will be a long playing record,

Senator. That is what we seek to establish.
Senator AXJl. I know that you are. very familiar with this

program. Do you feel, Mr. Kruetzer, that the extra work involved in
filling- out all of the forms, including the work both at the level of the
SupI)plier as the level of the user, both, that it offsets the revenues
involved ?

Mr. KRuETrzF.. I would think so, Senator.
Senator FANNi-N. That is the important matter. It is very unfair if

you use one fuel in that lift, work. It is off the highway: It should
not have a highway tax involved, if you use one fuel, propane, and
you have to pay the tax, if you use another fuel or another energy
source, then you do not have to pay the tax. I agree with you.

Thank you.
Mr. KR LTTZE..R. Thank you.
The ('iA.IR M.AN. We were to have heard from Mr. Ilalvorson. lie

testified earlier.
Therefore we will call Mr. Harold J. Heltzer on behalf of Richard

Barrett, for Stackpole-H all Foundation.
[The prepared statement of Mr. Barrett follows:]

STATEMENT OF RICh1ARD F. BARRETT, EsQ., ox BEHALF OF THE STACKPOLE-IIALL

FouNDATION

SUMMARY

Section 4943 of the Internal Revenue Code requires private foundations to
dispose of excess business holdings stock. In addition, Section 4941 imposes a
penalty if a dlsposition is to a disqualified person. In order to promote the dis-
position of business holdings, Congress provided a transitional rule which
permitted dispositions to qualified persons at fair market value without imposi-
tion of the penalty, if the transfer occurred prior to January 1, 1975.

The effective utilization of the transitional rule has been hampered because
the fair market value of the stock is uncertain and without advance review by
the Internal Revenue Service may subject disqualified persons, as prospective
purchasers from a foundation, and the foundation managers with a penalty on
the full fair market value as ultimately determined, plus reversal of the transac-
tion. As a result, the intended beneficiaries of the transitional rule, who were
supposed to be foundations holding stock of closely-held corporations, have been
unable to utilize the benefits.
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Section 2514 of the Bill (H.R. 10012) provides for an extension. of the transi-
tional rule to January 1, 1977. It is hoped that this extended period will afford
private foundations, their managers and disqualified persons with the opportunity
to engage in such transactions in a manner which will reduce the risk of
penalty to a reasonable limit and, to the extent practicable, to obtain Treasury
Department or Internal Revenue Service guidance in such matters. It is of
important significance that this extension will afford those private foundations
holding stock of closely-held corporations the same benefits as other private
foundations owning publicly traded stock and who do not have to confront the
very factual problem of the fair market value of their stock.

We urge your continued support of this amendment.

STATzMENT

In enacting section 4943 of the Internal Revenue Code of 1954 (the "Code").
Congress required private foundations to dispose of excess business holdings
stock. Contemporaneously, Congress enacted section 4941 of the Code (the "self.
dealing" provisions) which, under its general application, would impose a severe
penalty if the disposition of the excess business holdings stock were to be to the
only available market in most cases, I.e., to one or more disqualified persons, as
defined in section 4946(a). Recognizing the desirability of promoting the dis-
position of excess business holdings stock, Congress enacted Public Law 91-172,
1 101(1) (2) (the "transitional rule") to provide a transitional period in which
disposition might be made to a disqualified person at fair market value without
imposition of the section 4941 penalty.

The transitional rule had two major aspects: (1) the permitting of sale of
excess business holdings owned on May 26, 1969, to a disqualified person at fair
market value at any time until expiration of the "grace periods" under section
4943(c) (4) (B), and (2) the permitting of sale of business holdings owned May
26, 1969, which were not "excess" business holdings by reason of section 4943
(c) (4) prior to January 1, 1975, to a disqualified person at fair market value.
It is the extension of this second aspect (2) to January 1, 1977, which section
2514 of the Bill would enact.

The effective utilization of the transitional rule to date has been limited because
the fair market value of the stock of closely-held corporations Is Inherently
uncertain and incapable of being established with precision in advance of
review by the Internal Revenue Service. Accordingly, disqualified persons, as
prospective purchasers from a foundation, and the foundation managers were
faced with the risk of a section 4941 penalty on the full fair market value as
ultimately determined, plus reversal of the transaction. Such a risk constituted a
substantial deterrent to taxpayers seeking to come within the transitional rule:
has prevented full utilization of the transitional rule ; and thereby has frustrated
the Congressional policy underlying its enactment.

The principal beneficiaries of the transitional rules have been those founda-
tions holding publicly traded stock with established market values, not the
intended beneficiaries, the foundations holding stock of closely-held family
corporations with unlisted untraded stocks with no known market value. These
foundations have found themselves in an Alice-in-Wonderland atmosphere which
It was never Congress' intention to create. The Ford Foundation, as an inter-
esting, contrasting example, is understood to have sold to the Ford Motor Com-
pany a very large amount of Class A non-voting Common shares, commencing
with an Initial sale of $150,000 in 1972 under transitional rule (2) above and
the existence of an advance ruling dealing with market value of the Class A.

In addition, many private foundations were and still are faced with the prob-
lem of ascertaining the precise amount of their excess business holdings. This
calculation rests, In many cases, on the determination of whether the corpora-
tions In which they hold stock are themselves disqualified persons by virtue of
being substantial contributors as defined in section 507(d) (2) of the Code. a
determination which rests substantially on the question of the fair market value
of the stock at the applicable date of contribution. The Stackpole-Hall Founda-
tion, the private foundation Involved in this proposed legislation, Is in the posi.
tion of uncertainty as to Its holdings.

The risk of imposing the self-dealing tax was partially reduced by the
Treasury Department by the issuance of regulations In 1978 which provided that,
If "good faith" efforts were made to determine the fair market value, the pen-
alty would be limited to the excess of the fair market value of the stock trans-
ferred over the amount received by the foUndation. However, the factual nature
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of the "good faith" test and the absence of any other published guideline relative
to the determination of fair market value still make it quite risky for a taxpayer
to proceed with any firm assurance of compliance with the self-dealing provi-
sions. As of this date, the undersigned is advised by the Internal Revenue Service
that it will not issue advance rulings that a proposed procedure outlined by the
taxpayer will meet the "good faith" test.

Accordingly, this Bill provides for an extension of the transitional rule to
January 1, 1977. It is anticipated that this extended period will afford private
foundations, their managers and disqualified persons with the opportunity to
engage in such transactions in a manner which will reduce the risk of penalty
to a reasonable limit and, to the extent practicable, to obtain Treasury Depart-
ment or Internal Revenue Service guidance in such matters. It is of important
significance that this extension will afford those private foundations holding
stock of closely-held corporations the same benefits as other private foundations
owning publicly traded and quoted stock which, by reason thereof, do not have to
confront the very factual problem of the fair market value of their stock. It is, as
has been stated, those private foundations which hold stock of closelt-held
corporations which should be the primary beneficiaries of the transitional rule
but which have been unableto utilize it to date. To date, the effective use of
the transitional rules by many private foundations has been stymied, a result
not intended by Congress and which it can help geatly to avoid by enacting sec-
tion 2514 of the Bill.

STATEMENT OF HAROLD 1. HELTZER ON BEHALF OF RICHARD F.
BARRETT FOR STACKPOLE-HALL FOUNDATION

Mr. HEPLTZER. Thank you. Mr. Chairman and gentlemen. I am testi-
fying in place of Richard Barrett who could not be here today. He is
ill. I am here to urge you to strongly support section 2414 of the bill
that would provide an additional extension to January 1, 1977, of the
transitional rule under which a private foundation could sell certain
business holdings to a disqualified person without incurring the
imposition of the self-dealing tax under section 4941 of the code.

Mr. Chairman, we are not talking about a new law or a new amend-
ment, but a transitional rule that Congress focused upon and enacted
in 1969. The purpose of the transitional rule that was enacted in 1969
was to permit foundations to sell nonexcess business holdings to dis-
qualified persons, or to remove the foundation froni the clutches of the
disqualified corporation.-

This amendment was reviewed in 1969 and enacted and has been
thoroughly reviewed and discussed with the Joint Committee and with
the staff of the Treasury Department. The Treasury Department has
no objection to this proposal.

The reason why we are seeking an extension with regard to this
transitional rule is simply that Congress did not foresee that the
original transitional rule in 1969 would only assist large publicly held
corporations, but that is who it did help, not the small, closely held
corporations. The original purpose was to help the disposition of
small business stufk to di squalified persons, and has been frustrated
because of the vagaiie in valuing the securities involved.

Let me explain briefly. Section 4941 of the code inhibits self-dealing
translations., by impinge upon a self-dealer a tax equal to 5 percent of
the fair market value of the property transferred. In 1969, however,
the transitional iule permitted private foundations to dispose of busi-
ness holdings to the issuing corporation, even though the corporation
was a disqualified person, and this was to foster the policy of limiting
the involvement of private foundations in business enterprises.
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However, the problem was and still is, if you sold the stock to a
disqualified person before January 1, 1975, based upon what the
foundation thought was a fair market value, and the foundation was
wrong, it would have been subject to a self-dealing tax penalty equal
to 5 percent of the amount of property transferred, not the amount
that the foundation was short changed.

In addition, the transition was subject to reversal. It could have been
corrected by return of the stock and the purchase price of the founda-
tion. These rules severely limited the utilization of this particular
transitional rule. Simply stated, the amendment which we are propos-
ing today would provide for an additional extension of the transitional
rile through January 1, 1977, and would permit a foundation to sell
certain business holdings to related persons without incurring the self-
dealing tax.

It is] oped that the Internal Revenue Service will use the additional
time as a result of this amendment to promnilgate clearer guidelines
enabling foundations to make greater use of this transitional rule, and
this certainly will enable and achieve and foster the purpose as orig-
inally envisioned by this Congress when it enacted the transitional
rule in 1969.

As I indicated, the administration has no objection to this )roposal,
We urge this committee's support of this amendment.

Thank you.
The CRAIrMAN. Thank you very much.
Next we will call Mr. John S. Nolan on behalf of the estate of

Charlotte M. O'Toole.
[The prepared statement of John S. Nolan follows:]

SUMMARY OF STATEMENT IN SUPPORT OF SE IoN 2104 OF TIlE TAX RcFORm AcT
OF 1976

The Tax Reform Act of 1969 provided that a bequest or gift to charity of a
remainder Interest in trust could qualify for a charitable deduction only if rigid
statutory requirements of a "charitable remainder trust" were satisfied. This
was a radical departure from over 50 years of prior law. The reason for these
provisions was to ensure that charity received its full remainder interest.

The Treasury Department in regulations issued without specific statutory
authority allowed all trusts and wills to be amended to comply until December 31,
1972. As a relief measure, Congress added § 2055(e) (3) to the Code in 1974,
thereby generally extending the termination date of the regulations transition
rule to December 31, 1975, but only for Instruments drafted before September 21,
1974. Under H.R. 9889 (passed by the House by voice vote on June 22. 1976), the
benefits of I 2055(e) (3) would be further extended for an additional two years.

Section 2104 of the Tax Reform Act of 1976, as reported by the Senate Finance
Committee, would also extend the transition rules of I 2055(e) (3) of the Code
for an additional two years but would allow reformation with respect to all wills
and trust instruments drafted before December 31, 1977. This is entirely proper;
there Is no reason to deny the relief based on the date the will or trust was
executed. No one would have Intentionally drafted a non-conforming will or
trust. The purpose of 1 2104 Is to protect against unintentional failures to comply
and thus to protect the charities.

Section 2104 is a measure which furthers the Congressional policy underlying
the reforms enacted In 1969 by preventing a loss of the charitable deduction,
a loms which will ordinarily fall on the charity, not the donor. Section 2104 does
not exempt trusts from meeting the statutory requirements but In effect requires
that non-qualifying instruments be amended to comply with the charitahl- re-
mainder trust provisions. Providing a "last chance" to amend all non-nualifying
wills or trust instruments ensures that 12104, and the requirements of the Tax
Reform Act of 1969, will be broadly publicized. Section 2104 Is not a provision en-
acted by the Senate Finance Committee to assist only one or a few taxpayers.
There are hundreds of noncomplying wills and trusts In existence, with a poten-
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trial loss to charities that could be very substantial. The Senate Finance Com-
mittee has merely incorporated and improved a provision which was thoroughly
considered by the House Ways and Means Committee and was passed by the
House.

STATEMENT

Prior to the enactment of the Tax Reform Act of 1969, a charitable deduction
was generally allowed to a decedent's estate for the present value of a bequest
of a partial interest in property to a qualifying charity. Such gifts were commonly
made in the form of a trust under which part or all of the income was payable to
one or more individuals for life with the corpus of the- trust to be paid over
to one or wore charitable institutions upon the termination of the life estates.
Treasury regulations have recognized the deductibility of such a remainder
interest in trust from the time that deductions for charitable gifts were first
allowed by the Revenue Act of 1918. See Art. 53 of Regulations 37. The precise
form such a remainder interest took was not important so long as the value
of the interest was ascertainable and it was certain to be received by charity.

The Tax Reform Act of 1969, therefore, represented a radical departure from
more than 50 years of prior law in providing that a remainder interest in trust
could not qualify for a charitable deduction unless it was structured as a"charitable remainder annuity trust", a "charitable remainder unitrust" or a
"Pooled income fund." The statutory definition of each of these types of qualify-
ing "charitable remainder trust" is highly restrictive and technical. Especially
since the publication of final regulations interpreting these terms, there is no
way a qualifying charitable remainder trust can be drafted without a detailed
knowledge of the applicable provisions of the Code and regulations. In fact, the
Service has rightly considered the area to be so complex that it has published
sample clauses for wills and trusts which will be deemed to meet the Code's
requirements. Rev. Rul. 72-395, 1972-2 C.B. 340.

For purposes of the estate tax, these new provisions of the Tax Reform Act
of 1969 were generally made applicable to the estates of decedents dying after
December 31, 1969. Congress recognized, however, that some transition period
was necessary. Accordingly, trusts created under wills executed before October 9,
1969, and transfers in trust before that date, were exempted entirely from com-
plying with the prescribed forms in the case of decedents dying before October 9,
1972, without having amended their will or trust or where the will and trust
instrument could not be changed after October 9, 1969.

The provisions of the Tax Reform Act of 1969 regulating charitable remainder
trusts were enacted to ensure that the charitable deduction allowed was con-
sistent with the amount which charity would ultimately receive. Senate Report
No. 91-552, 91st Conrgess, 1st Session 87 (1969). Notwithstanding this concern
to preserve the charity's remainder interest in such trusts, it became apparent
that it was the charity which would most frequently suffer from a remainder
interest failing to qualify for the charitable deduction. Commonly, the in-
creased tax burden on the decedent's estate would be borne by the principal
of the trust estate, which is the portion the charity would ultimately receive.

Il recognition of this counterproductive result, and the fact that the chari-
table remainder trust provisions were so novel and complex as to require addi-
tional time to alert the bar to their requirements, the Internal Revenue Serv-
ice proposed a set of transition rules in addition to those provided by the statute.
Under proposed regulations issued in 1970, post-October 9, 1969, trusts, whether
established by will or under an inter-vivos instrument, could be amended into
qualifying charitable remainder trusts so long as the necessary amendments
were -accomplished by January 1, 1971, or within 80 days after the conclusion
of a court proceeding begun for that purpose before January 1, 1971. The
Internal Revenue Service extended the January 1, 1971, date four times" and
ultimately, under final regulations promulgated on August 22, 1972, fixed Decem.
ber 31, 1972, as the final date by which non-qualifying trusts must be amended
or .udicial proceedings to amend such trusts must be begun.

This administrative transition rule was adopted by the Internal Revenue Serv-
ice without specific statutory authority and differs materially from the statutory
transition rule in that the regulations do not exempt trusts from the charitable

1LT.I.R. 1060 (December 18. 1970) extended the date to June .0. 1071: T.I.R. 1085
(June 11, 1971) extended the date to December 81, 1971 *'T.I.R. 1120 (December 17, 1971)extended the date to June 30. 1072; and T.I.R. 1182 (June 29, 1972) extended the date
to the ninetieth day after the final regulations were Issued.
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remainder tfust provisions entirely but merely allow such trusts to be amended
effective as of the date they were created. In contrast, a trust qualifying under
the statutory transition rules need never be amended to conform to the restrictive
requirements of a qualifying charitable remainder trust.

When the period of grace provided by the regulations ended on December 31,
1972, it became apparent from the number of non-qualifying post-1969 trusts
which continued to come to light that the public was still not aware of the drama-
tic changes made by the Tax Reform Act of 1969. Also, because of the compli-
cated nature of the statutory and regulatory requirements, many trusts were
unable to make the necessary conforming amendments by the December 31,
1972, deadline. As a relief measure, therefore, the Senate in 1974 -amended a
House bill (H.R. 12035) to provide, in general, for the extension until Decem-
ber 31, 1975, of the transition provisions administratively adopted in the regu-
lations. See Senate Report No. 93-1063, 93d Congress, 2d session 1 (1974).
Like the regulations, the measure proposed by the Senate would apply to any will
executed or trust created before the chosen termination date, in this case
December 31, 1975.

In conference, the House conferees generally agreed to the Senate amendment
but proposed that only trusts or wills then in existence should be eligible for
relief. 120 Cong. Rec. H10509 (daily ed. Oct. 11, 1974). The Senate conferees
agreed to this change and Public Law 93-483, as finally enacted, extended
the transition rules of the regulations only with respect to trusts created or wills
executed before September 21. 1974. As added by Public Law 93-483, section 2055
(e) (3) of the Code provides that the governing instruments of such pre-Septem-
ber 21, 1974, trusts and wills can be amended to conform to the charitable re-
mainder trust provisions of the Code at any time prior to December 31, 1975, or
30 days after the termination of a judicial proceeding to reform an instrument
begun before that date.

As noted in this Committee's report on the Tax Reform Act of 1976 (Senate
Report No. 94-938, 94th Cong., 2d Sess. 600 (1976), notwithstanding that
the provisions of the Tax Reform Act of 1969 governing charitable remainder
trusts have been in effect for over six years, wills and trusts continue to be
drafted by laymen and lawyers who are unaware of the restrictive statutory
requirements. This is especially likely to occur in wills, because stability and
continuity are traditionally recognized as being of particular importance in this
branch of the law, and practitioners are not war.- of radical changes. Also, a
testator frequently makes very small changes to o n existing instrument which
will result in it being considered a new will for purposes of the transition rules
under section 2065(e) (3) of the Code, but which iay not be major enough to
trigger the attorney's reappraisal of the entire instrument. There is P. natural and
understandable tendency to assume that a will drafted milih care and prechilon
once need not be reexamined in its entirety every time a minor change is made.
Furthermore, there has never been a broad campaign to publicize the radical
changes in this area brought about by the Tax Reform Act of 1969.

On September 29, 1975, Congressman Burke, of the House Ways and Means
Committee, introduced H.R. 9889 to extend the transitional rule under section
2055(e) (3) of the Code by two additional years. H.R. 9889 would accomplish
this by substituthig December 31. 1977, for December 31. 1975, wherever the
latter date appears in section 2065(e) (3) of the Code. The House Ways and
Means Committee reported H.R. 9889 favorably (see H.R. Rept. No. 94-1268.
94th Cong., 2d Sess. (1976)), and H.R. 9889 was passed by the House by voice
vote on Tune 22, 1976.

On November 3, 1975, Senator Curtis introduced an identical bill in the Senate
as R. 2602. Section 2104 of the Tax Reform Act of 1976 (referred to as section
2106 in Senate Report No. 94-938, 94th Cong., 2d Sess. 599 (1976)) corresponds
to S. 2602. with the Committee's changes to allow trusts created after Septem-
ber 21. 1974. and before December 31, 1977. to also onalify for amendment to
conform to the requirements of the Tax Reform Act of 1969, and to allow other-
w!se expired claims to be reopened.

,Section 2104 is a measure which will further the Congressional policy underly-
Ing the reforms enacted in 1969. As noted in this Committee's Report (Senate
Renort No. 94-938, at 600). it is frequently the charity which would bear the
additional tax burden resulting from the loss of the charitable deduction due
to the failure of an uninformed testator or his advisor to be aware of the rigid
requirements for charitable remainder trusts. Penalizing the charitable remaind-
erman in this way runs counter to the legislative purpose of rotecting the
charity's interest which underlies the charitable remainder trust provisions.

It is also significant that the transition rules under section 2055(e) (3) of the
Code which would be extended by section 2104 do not exempt non-qualifying
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trusts from the statutory requirements but rather enforce compliance by, in
effect, requiring the amendment of the governing instrument. If a trust cannot be
amended so as to become eligible for the charitable deduction, the charity may be
penalized twice. Not only will the charity bear the burden of the increased
Federal estate tax but, in addition, the trustee will not be circumscribed by the
rigid rules applicable to qualifying trusts. Potentially, then, the charity could be
penalized a second time by the trustee using its discretion to favor the life bene-
ficiary, a result the charitable remainder trust provisions were designed to pre-
vent.

Section 2104 differs from H.R 9889 by allowing the reformation of all non-
qualifying wills and trusts drafted before December 31, 1977. This is entirely
appropriate, since the policy considerations for providing relief are equally
compelling whether the non-qualifying instrument was drafted before or after
September 21, 1974. In each case it is the charitable beneficiaries which suffer
the loss resulting from the denial of the charitable-deduction. This result runs
directly counter to the legislative purpose underlying the charitable remainder
trust provisions whatever the date of the will or trust instrument.

In limiting the relief offered by section 2=(e) (3) of the Code to trusts
created or wills executed before September 21, the House conferees stated that
instruments not yet drafted should not be covered. Upon analysis, however, It is
difficult to see what legislative purpose is served by this distinction. Certainly
denying relief prospectively did not promote compliamee. It is inconceivable that
any attorney or-testator would consciously draft a trust or will which would not
qualify as either a charitable remainder annuity trust or unitrst. Furthermore,
if an attorney or testator were unaware of the fundamental rules governing
this area, a subtle change in the transition rules would not have served to
notify him of such requieents. This Committee's decision to have section
2104 apply to all non-quallfying instruments drafted before December $1, Mt1/,
Justifiably refuses to perpetuafe an unwarranted dintinction between similarly
situated taxpayer&

This Oonimittee has decided that the extension of the Code section 20M5(e) (8)
transition period until December 81, 1M 7, for a1 wills or trusts executed before
that date will be the last such extpaiw allowed. 4ecordingly, section 2104 does
not represent a significant threat to the revenw. By offerini a last'chance" to
amend all non-qualifying instruments to ipnbrm to the cl aritable remainder
trust provisions, section 2104 will commapu the attention of the bar and other
testamentary advisors in a way in which. the previous graduj4 extensions of the
transition rules by the Internal Revenre perrice though regulations) and
Congress (by ruacting section 2 O64(e)(3) of the Code) did ho*. Thus the cam-
paign to publicte. the requirements of the Tax Reform Act of 1909 eiioned
by tis Committee (see Senate Repert No. 9W-8 at 000-01) will have the
maximum potential for suecms

It is important to note that sectisa 2104 is net a provision acted by this
Committee to assist only one or a few taxpayers. There are hundreds of sen-
complying * Itls and trusts in existence, with a potential loss of charities that
could be very saibtantial. This Committee has merely incorporated and improved
a provision w lich was thoroughly considered by the House Ways and Mesms
Committee and was passed by the House.

ITATENEUT OF JOHN S. NOLAN ON BEHALF OF THZ ESTATE OF
CHARLOTTE M. 0'T00L

Mr. N oL,. Thank you, Mr. Chairman and members of the com-
mittee. I appear today on behalf of the estate of Charlotte M. O'Toole.
in support of section 2104 of the bill that would permit charitable
remainders of trusts to be amended and reformed to comply with cer-
tain technical requirements of the Internal Revenue Code. Without
such opportunity to reform these trusts, hundreds of major charities,
hospitals- universities and churches will suffer needlessly.

Section 2104 is unquestionably a sound provision and it should be
continued in the bill. Section 2104 is in effect the adoption of a bill
that has been sponsored by Senator Curtis, S. 2602, with certain im-
provements. A similar bill has been carefully considered by the House
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Ways and Means Committee, favorably reported and passed by the
House.

For the most pait, section 2104 merely extends the time for reform-
ing charitable trusts for 2 additional years beyond the time Congress
has already allowed such trusts to be reformed, an action which this
Committee took and Congress took in 1974.

The problem arises because of extremely complex requirements
which Congress required in the Tax Reform Act of 1969, with respect
to charitable remainder trusts. Such trusts must be in the form of
either a so-called charitable remainder unitrust or charitable remain-
der annuity trust. No other form is permissible. This was a radical
(le)arture from more than 50 years of prior law.

Since these trusts are commonly included in wills which frequently
are not reconsidered or changed, there are many wills in existence today
that unknowingly contain charitable remainder trusts which do not
stisfy the new law and which only come to light when the individuals
who have executed such wills have died.

The new requirements were designed to protect the charity whicri is
the remainder beneficiary. If the trust fails to meet the news technical
requirements, however, it is the charity that normally suffers. That is,
the charity bears the burden of the additional taxes that are imposed
on the decedent's estate.

Section 2104 of the bill would do nothing more but allow the will, the
charitable remainder trust to be amended, that is, to be reformed, to
comply with the new law. and thereby protect the charity, consistelnt
with the basic purposes of the- law. This is not a narrow interest pro-
vision. It will protect hundreds of charities all over the United States.

The Shriners' Hospitals for Crippled Children strongly support
it. The charity that would be hurt otherwise in my particular case
would be the Little Sisters of the Poor.

I have been contacted by representatives of a broad group of Massa-
chusetts charities who authorized me to register their strong support
for this provision: the Massachusetts General Hospital, the Massachu-
setts Eve and Ear Infirmary, and many others.

Similarly, representatives of Michigan charities have similarly
contacted me.

The Treasury DepartIment has indicated that they have no objec-
tion to this provision, as I indicated. The main features of the provi-
sion have received careful consideration ;if the Ways and Means Com-
mittee aDd have been adopted by the !house. The provision should be
continued in the bill by this committee.

The CT.\IRM3AN. You are testifying in a different connection earlier
this morning, and some people, particularly those of the press who
were not here. would )) well-advised to hear what you said. It. would
save me the difficulty of enlightening many of tho.e people by present-
ing them with your testimony, if you would just repeat in *your own
words why in some cases it is necessary to have narrowly drawn, spe-
cial interest legislation such as this technical amendment that you are
refririnzy to here.

You served in the Treasury in the capacity of one who recom-
mends such legislation, and who also recommends against it, depend-
ing on what the provision is.

Am I not rightI
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Mr. NOL-AN. That is correct.
The CIIAIMANN. You worked with this committee as a representative

of the Treasury, and theoreticaly as a representative of the President
for a number of years and recommended both support for and opposi-
tion to various amendments offered similar in nature to that which
you are describing now.

Mr. NOLAN. That is correct.
The CHAIPMAN. Would you explain to us why sometimes it is neces-

sary, from time to time to have a special interest measure, a so-called
special interest, limited tax provisions drafted such as you are now
recommending?

Mr. NOLAN. The hearing ,ft , hot~iftcommittee for the past 3 days
are the living proof of why that is necessary. We have an exceedingly
compleif economy. That in turn produces the necessity for an extremely
coml)lex tax law. Wlen the committee decides to adopt various provi-
sions, the committee and its staff, the joint committee staff, the Treas-
ury Department, do everything they possibly can to foresee all the
problems that will arise. It is impossible to foresee them all. The
tendency, of course, is to draw the provisions as narrowly as possible
in order that they do not grant unintended benefits. In the process of
drawing them narrowly, it is frequently the case that unintentional
burdens are created. People are inadvertently covered by a provision
that does harm to them that was not intended or inadvertently omitted
from a provision that they should have been inci ,ded, in because again,
the effort is to draw those provisions as narrowly as possible so as not
to grant unintended benefits.

When those situations arise, where they can be corrected by regula-
tions, the Treasury Department and the Internal Revenue, Service do
their best to do so. Frequently they cannot be corrected by regulations
because the law is explicit, and the only recourse in those circumstances
is to come back to th e Congress, to the Ways and Means Committee
and this committee, present the problem to them, and even though it
may affect the interests of a very narrow class of taxpayers, or con-
ceivably only one or two taxpayers, the princil)le may be 100 percent
sound, and in those circumstances the Congress should act in granting
appropriate relief.

The CHAIRMAN. Would you tell us-I have never discussed this with
you before-the hazard of doing it the other way around. I would like
you to tell us what you know, if you do know, about the history of the
Philadelphia nun in regard to tie charitable contribution deduction.

Mr. NoLAN. That is a perfect illustration of what can occur by
drawing provisions too broadly. In that case the effort was to protect
a nun who had taken a vow of poverty and transferred all her property
to the order of which she had become a member, and she should not
have been taxed on that income, so the provision was drawn-un-
fortunately it was drawn so broadly that it gave an opportunity to
many wealthy people to give away appreciated securities in such a
way that they could eliminate substantially all of their income tax
year after year, in some cases all of their income tax. It was necessary
for this committee in- 1969 to go back and eliminate that l)rovisioln,
an action which would not have been necessary if it had been drawii
very narrowly in the first place. If it had been drawn very narrowly,
there may have been another nun or another priest or another l)elon
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who had taken a vow of poverty who was also entitled to relief. In
that case it might have been necessary to amend the provision further,
but the better course of legislative action is to draw the provisions
narrowly in the first place, as narrowly as possible, if inquities arise
or unintended benefits are granted, to correct those when they come to
light.

The CHAIRMAN. When we began to work on the Tax Reform Act
in 1969, 1 think you were helping with that, were you not?

Mr. NoLAx. That- correct.
The CHAMMAN. At that time I was looking at a Treasury report

which was a few years old that indicated that 23 percent of those
persons who had adjusted gross income exceeding $5,000,000 were
paying us no Federal income tax.

The principal reason was the little provision drafted for the benefit
of that Philadelphia nun to say that she would not have to pay taxeq
which were completely unjust, when looking at this person who had
taken a vow of poverty and dedicated all of her income to the good
Lord.

It illustrates however, doing the best you can, sometimes you make
a mistake in drawing a statute. Sometimes you fail to take into account
the equally good cause of someone who has previously asked for relief
and who has suffered an injustice without complaining about it.

Do you agree with me that insofar as anyone makes known the
fact that he is being treated unfairly or discriminated against, we
should try to do justice with regard to that taxpayer, be it a large or
small number of taxpayersI

Mr. NOLAN. Certainly we should.
The CHAIRMAN. Thank you very much. Next we will call Mr. James

P. Low. Mr. Low is president of the American Society of Association
Executives, and Mr. R. William Taylor, executive vice president and
general manager, Society of Manufacturing Engineers.

[The prepared statement of Mr. Low follows :]

STATEMENT SUBMITTED ON BEHALF OF THE AMERICAN SocirTY or AssOCIATIoN
EXECUTIVES, BY JAMES P. Low, PRESIDENT AND CniEF ADMINISTRATION OFFICER

SUMMARY

I. The American Society of Association Executives strongly supports section
2106 of the Committee's Bill which eliminates the misapplication of the "un-
related business income" tax to tax-exempt societies and associations which
sponsor trade shows.

2. One of the most important functions of a trade association or professional
society is the sponsorship of trade shows, where members of the particular indus-
try may display their products and techniques and where manufacturers of
products used in the industry may display their products.

3. Often an industry is composed of many small to medium-sized producers
which are not national In scope. Trade shows permit these producers to display
their new products, Improved products, technological advances, etc. Other firms
in the Industry see these products and upgrade and Improve their own products
to remain competitive.

4. The contribution of trade shows to the tax-exempt function of such organiza-
tions Is undeniable. The contribution of such shows to our domestic and inter-
national economies, to the advance of technology, competition and employment,
is also undeniable.

5. It Is equally clear that application of the tax on "unrelated business income"
is improper in the case of trade shows. The purpose of that tax is to preclude
tax-exempt organizations engaging In business activity In competition with a
taxable commercial enterprise. Trade shows do not compete with commercial
activity.
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6. Absent the Committee's Bill, imposition of the tax In accordance with
recent rulings by the Internal Revenue Service, will disrupt all trade shows
and threatens the Commerce Department's "Foreign Buyers Program" which
was launched in 1974 to encourage foreign buyers to attend U.S. trade shows.
The United States stands to lose millions of dollars in export sales and Jobs.
Other countries subsidize trade shows. Why should we penalize them. What
logic is it for one part of the Federal government to encourage trade shows for
a vital national economic purpose and another branch of the same government
tax them in a way which is inconsistent with the basic framework and policy
of the tax law.

7. As a result many associations are reconsidering future shows, especially
those designed to attract foreign buyers. For example, the Society of the Plastics
Industry, Inc., New York City, has recently cancelled Joint plans with the
Department of Commerce to invite 4,000 foreign buyers to attend its 1976 trade
exposition.

& Therefore, we strongly support and urge enactment of section 2100 of the
Committee's Bill, although we also strongly urge that trade shows sponsored
by scientific and educational organizations exempt under section 501(c) (3) of
the Code also be covered. Such organizations clearly are within the policy and
intention of section 2106 of the Bill and only a minor technical correction Is
required.

STATEMENT

This statement Is submitted on behalf of the American Society of Association
Executives by James P. Low, President and Chief Administrative Officer.

ASAE strongly supports the decision of this Committee to add section 2106 to
H.R. 10612 to eliminate an intended-and unfair burden on associations and
other tax exempt organizations which conduct trade shows that are in furtherance
of their tax exemptions and important to our overall domestic and international
economies, export sales, technological advance, and employment in the United
States.

In many cases, one of the most important functions of a professional society
or trade association is the organization and operation of trade shows, where
members of a particular industry may display their products and techniques,
and where manufacturers and distributors of products used in the industry may
display their products.

The primary l roses of trade shows are to provide a gtant display window
to enable the pitll| and potential purchasers to view that industry's products
and, at the same time, permit smaller members of- that industry to become
conversant with the ever-changing government standards for such products.

The contribution of trade shows to the exempt functions of the association is
undeniable. The purpose of trade shows is to provide members of a particular
Industry or profession, whether or not members of the sponsoring organization,
with a method of displaying industry products and services to the public and to
other industries. Often, an industry is composed of a great many small to
medium-sized producers which are not national in scope. The trade show provides
such producers with an opportunity to display their products, new products,
improved products, technological advances, etc. Other firms in the industry are
forced to review their own products with a view to upgrading in order to remain
competitive.

Trade shows began in order to fll a void, displaying the products of smaller
industry members and assisting them to maintain an awareness of changing
industry and government standards. Trade association-sponsored shows do not
compete with other organizations, but merely foster competition within a particu-
lar industry or profession. It provides the little guy an opportunity to display his
product side by side with the biggest member of the industry on a product basis
,,Ahout the intervention of national advertisineor franchised dealerships. Fur-
ther, it allows a person to expose his product to potential foreign buyers who,
but for the show, would not even be aware of his existence. I

lhus, the Committee is clearly correct in providing in section 2100 of the
Bill that tax-exempt societies and associations will not be taxed for carrying on
trade shows In furtherance of their tax-exempt purpose.

Trade shows are conducted ith various ways, some of which result in receipts
by the sponsoring organization. Section 2106 of the Bill provides that amounts
received Oy the sponsoring organization will not be subject to the tax on
"unrelated business taxable income" if appropriate standards are met These
standards are as follows:

T4-112-76-pt. 2---O
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First, it must be conducted In conjunction with an international, national,
State, regional, or local convention or show;

Second, one of the purposes of the organization In sponsoring that activity
must be the promotion and stimulation of Interest in, and demand for, the
industry's products and services in general; and

Third. the show must promote that purpose through the character of the
exhibits and the extent of the industry products displayed.

We support these standards and strongly believe they will facilitate the appro-
priate conduct of trade shows by professional societies and associations which play
an important role in our domestic and International economies.

Application of the "unrelated business tax" to amounts received by the
sponsoring organization Is inappropriate and contrary to the basic purpose of
that tax. The tax on "unrelated business income" in the Code is designed to deal
with the situation In which a tax-exempt organization Is carrying on a business
activity in competition with a taxable commercial enterprise. But the conduct of a
trade show under tie Committee's standards is not such a situation. Taxable
enterprise, do not normally sponsor trade shows. Trade shows conducted under
section 2106 of the Bill merely fill a void, not susceptible to commercial activity,
and further tile tax-exempt purpose of the organization to encourage economic
development, competition, technological development and employment within the
industry.

Therefore. the Committee is right in correcting a misapplication of the tax
on unrelatedd business Income". We would, however, point out a further technical
modification that needs to be made in section 2106 of the Bill which excludes from
tax organizations exempt under sections 501(c) (5) or (6) of the Code, but does
not exclude scientific, educational, etc., organizations which are exempt under
section 501 (c) (3) of tile Code. Such organizations also conduct trade shows. An
example is the Society of Manufacturing Engineers .hlch consists of 45,000
engineers and which sponsors trade shows related to technological development
and new products of interest to members. Moreover, It should be pointed out that
another provision of section 2106 of the Bill eliminates the tax on mch activities
as county fairs and applies to organizatins exempt under section 501(c) (3) of-
the Code. The same rule should be applied In the case of trade shows.

The decision of this Committee in eliminating the misapplication of the tax
with respect to trade shows and similar activities Is further supported by con.
sideration of the alternative.

Under existing law, the Internal Revenue Service has felt it necessary to Issue
rulings that would impose the tax on a tax-exempt organization which sponsors a
trade show even though the trade show Is in furtherance of the exempt purpose
and meet, the Committee's standards. Under these rulings, the organization is
required to enforce a "no selling" rule on exhibitors which Is generally recognized
as impractical and is not required to assure that trade shows will remain within
the proper scope Intended for tax-exempt organizations. Nevertheless, the Internal
Revenue Service has felt constrained by present law to issue those rulings and
imlose the tax.

Not only will this tax be highly destructive of the proper activity of associations
in furthering economic development which-the Congress has long recognized as
worthy of tax exemption, It threatens the Commerce Department's "Foreign
Buyer Program" which was launched in 1974 to encourage foreign buyers to
attend trade shows in the United States. Further, the United States stands to lose
million- of dollars in export sales and jobs.

Foreign countries subsidize the organization and operation of trade shows.
Why should we penalize U.S. asociatlons and societies In their efforts to compete
with foreign producers or professionals? To combat foreign competition, the
Department of Commerce initiated a program of encouraging foreign nationals
to attend V'S. trade shows and to buy products at U.S. shows. The "Foreign
Buyers4 Program" of the Department of Commerce is In direct conflict with
Imposing a.tax on trade shows.

Absent enactment of section 2106 of the Bill, many U.S. asociations are recon-
sidering plans for future trade shows, especially those to attract foreign buyers
who purchase millions of dollars of U.S. products and services which, in turn
result in Jobs for many thousands of Americans. For example. the Society of the
PIncties Industry, Inc., New York City, has recently cancelled joint plans with
the Department of Commerce to Invite 4,000 foreign buyers to attend Its 1976
trade exposition. It seems incredible that one branch-of our Federal government
Is restricting trade shows while another is encouraging foreign buying at U.S.
trade shows.
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Therefore, we reiterate our strong support for section 2106 of this Committee's
Bill.

STATEMENT OF JAMES P. LOW, PRESIDENT, AMERICAN SOCIETY OF
ASSOCIATION EXECUTIVES, AND R. WILLIAM TAYLOR, EXECU.
TIVE VICE PRESIDENT AND GENERAL MANAGER, SOCIETY OF
MANUFACTURING ENGINEERS

Mr. Low. Thank you, Mr. Chairman_ My name is James Low.
president of the American Society of Association Executives. W e
represent 6,500 executives who run the leading trade, professional,
technical, and other nonprofit organizations in the United States.

' strongly Sul)port tie previous committee action on section 2106
which alleviates the tax on associations sponsored trade shows and
exhibits. We tried to testify previously on this the last time around
but your busy schedule precluded that.

I will not. take your time to reiterate all of the beneficial features of
trade shows and "exhibits to a comnuunity or to the country. I would,
however, like to remind the committee of a coul)lo-f points.

Yesterday the Treasury I)epartmnent stated that it had no opposition
to relieving tme tax on trade shows. I understand now that they have a
concern over the retroactivity aspects back in 1969.

We are syln)athletic to the Treasury's concern and we are only
lookin at the future and not the ret'roactivity aspects. Second, I
wouldlike to remind the committee that the I)epartment of (omnnmerce
strongly supports this committee action.

This \viil help our balance of payments and the competition of goods
and services with foreign countries. Labor also supports your coinuiit-
tee actions because obviously they represent the workers who work in
the convention hall, hotels, ail! meet ings.

Obviously business has no concern in opposition to this feature
because nonprofit trade shows are not in competition with the full
profit activity. h'lhere is only one problem we see with the provision.

That is tihit it would inadvertently by a slip of the enciloverlook
501 (c) (3), scientific and educational organizations. WVe hope they
will be covered also. I would like to summarize by saying that in my 21
'ears of working for all of the associations, I have never seen an issue

that. hms received nore pliune calls. more letters, more con,'ern for the
nonprofit comml nity.

You ill aI preciate if this does not go through, if your provision
is not enacted, we can look to tle convention halls an(1 exhibit halls.
domes and all of the fine cit ies that, house the exhibits to ie turned
into white elephants or skating. arenas or something of that nature.

For my last minute, I would like to turn to Mr. Taylor who represents
the 501(3) (c).

Mr. r.%YlA). My name is Bill Taylor, executive vice president and
general manager of the Society of Manufacturing Engineers which
headquarters in I)earborn, Mich.

SME is an organization exempt under paragraph 101 (c) (3) of the
Internal revenue (ode. Like other engineering Focieties we hold con-
ventions. The engineer goes to technical sessions and hears about two
new technical develol)ments, then he goes on to the floor of the trade
shows an(d sees these new technical developments with his own eves
and has an opportunity to learn better by seeing and hearing.
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If we were taxed on these trade shows, we would be very damaged
in our ability to carry forward in our mission. Societies and universi-
ties are exempted from taxation because of their service to the public

At the time the committee drafted the language as Jim has said,
only 501(cI (6) and 501 (c) (5) organizations were covered through
oversight. I simply ask that 501 (c) (3) organizations, which are very
similar, be covered, also. Thank you.

The CHAIRMAN. Next we will hear from Mr. John A. Bradley, presi-
dent, Federation of American Hospitals, accompanied by Michael D.
Bromberg, director, National Offices Federation of American Hospi-
tals.

STATEMENT OF JOHN A. BRADLEY, PRESIDENT, FEDERATION OF
AMERICAN HOSPITALS, ACCOMPANIED BY MICHAEL D. BROM.
BERG, DIRECTOR, NATIONAL OFFICES FEDERATION OF AMERI-
CAN HOSPITALS

Mr. BRADLE.Y. Air. Chairman, members of the committee, I am John
Bradley of San Antonio, Tex., president of the Federation of Ameri-
can Hospitals. We would ask permission to submit our full statement
for the record and briefly summarize our position here this morning.

[The statement follows:]
SUMMARY

'The Federation of American Hospitals recommends that the celling on l.k.qu-
ance of industrial revenue bonds be increased from $5 million to $20 million
for the construction of hospitals, as previously approved by the Senate Com-
mittee on Finance. Such an amendment would:

1. Recognize soaring Inflation in hospital construction costs:
2. Help assure an adequate supply of health services in rural nnd inner-

city areas of the country by providing needed capital financing for expan-
sion and modernization;

8. Ease the burden on federal, state, and local budgets for providing health
facilities In underserved areas; and

4. Help curb rising hospital costs and charges.
Passage of such legislation would not result In the construction of large num-

bers of hospitals through this financing mechanism. The use of industrial revenue
bonds would be limited to construction of facilities with a certificate of need, as
well as by the ability to obtain bond financing, and state legislation authoriz-
Ing the use of such bonds.

STATEM.'¢T or Jon. A. BRADLEY. Pu. D., PRESIDENT, FEDERATION OF
AMERICAN HosprrALS

I am John Bradley of San Antonio, Texas. President of the Federation of
American Hospitals, the national trade association representing the 1.01 In-
vestor-owned hospitals in this country, as well as Vice President of American
Medicorp, Inc. American Medicorp is a large multi-facility hospital company,
owning and/or managing fifty-three hospitals with a total of 11,044 beds. Ac-
companying me today is Mr. Michael Bromberg, Director of the National Offices
of the Federation.

I would like to thank the Committee for the opportunity to appear before you
today, in order to lend our support to passage of a previously approved Com-
mittee amendment that would raise the ceiling on issuance of industrial rev-
enue bonds for the construction of hospitals from 15 million to $20 million.
Originally, we had sought to have hospitals added to the list of categories
which are completely exempt from a ceiling on bond issues because of their
public need and high construction cost. Senator Bentsen sponsored such legisla-
tion, and after discussion of the proposal on June 4, the Committee approved
the compromise of a $20 million ceiling for hospitals.

The hospital bond amendment under consideration would not create a new
usage for Industrial bonds. Approximately twenty new hospitals have been
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financed by this source since 198, mostly In rural areas of the southern United
States. The amendment would recognize the soaring inflation in hospital con-
struction costs and adjust maximum bond issues for hospitals to $20 million. We
are unaware of any new hospital projects using industrial bonds which have been
initiated in the past two years, solely because the current $5 million limitation
has made it impossible to continue to utilize that source of financing.

As Senator Bentsen has noted, liberalizing the use of industrial revenue bonds
for the construction of hospitals, "is needed to assure an adequate supply of
health services in rural and inner-city sections of the United States." Health
care in this country is desperately in need of capital financing for facility ex-
pansion and modernization. The usual sources are not always open to hospitals.
Non-taxable hospitals are presently able to market their own bonds bearing tax
exempt interest. At the present time, non-profit hospitals finance over 40 per-
cent of all new construction and/or modernization through the use of general
revenue bonds. There is no limit on such issues, and last year they financed $4.3
billion in hospital projects.

In contrast, investor-owned hospitals must use Industrial revenue bonds which
are subject to a $5 million limit per issue. This limit applies to all capital ex-
iwnditures related to the project which are made during the three years preced-
ing and three years following the Issuance of the bonds. The ability to finance con-
struction and modernization projects in large part determines whether or not
they will exist. Industrial development bonds figure prominently in underwrit-
ing the costs involved, and although the maximum issue adequately covered
these costs in 1968, to build a similar 200 bed facility today would run over $12
million. Put another way, the $5 million limit will permit the construction of an
80 bed hospital at the present time, and generally speaking, such a small physical
plant may be uneconomical unless it is a part of an integrated system.

Although the amendment already approved by this Committee to raise the ceil-
ing on issuance of industrial revenue bonds from $5 to $20 million will still
preclude the construction of larger facilities that could have been built with a
total exemption, at least the amendment would provide some urgently needed
relief. In 1974, investor-owned hospitals paid $40.3 million in property taxes and
$125.8 million in state income taxes. Raising the ceiling to $20 million will pro-
vide a vital inflation adjustment factor that recognizes the fact that a bed which
cost $25,000 to build several years ago now costs approximately $60,000.

One of the most important reasons for warranting the liberalized use of these
bonds is the development of effective areawide planning authorities, largely
through through the passage of Public Law 93-041, the Comprehensive Health
Planning Law. This law, which requires state certificate of need programs as a
condition for receiving federal planning funds, effectively limits future construc-
tion of projects to those which serve a demonstrated and proven need in the
community. As a matter of course, bond underwriters normally require an ex-
tensive feasibility study to document the community needs before considering
marketing the proposed bonds. Thus, to the extent that there are excessive beds
in a geographic area, the expansion of industrial revenue bond financing will not
result In the creation of additional beds-unneeded facilities simply will not be
constructed due to the planning authorities.

It is the common desire of both Congress and the health care industry to
provide high quality care In the most efficient manner possible. An expansion
of the tax exempt industrial revenue bond financing mechanism would contribute
directly and immediately to the lowering of hospital costs and charges. If con-
struction of private hospitals was financed through tax exempt industrial rev-
enue bonds (at least up to the proposed $20 million ceiling), the savings In annual
interest cost would be approximately 80 percent. The annual savings that would
result could be passed along to- patients in terms of eventual lower costs.

In brief, we urge the Committee to once again support raising the ceiling on the
Isuance of industrial revenue bonds from $5 to $20 million for the construction
of hospitals for the following reasons:

(1) To attract Investment of private capital in needed hospital construe-
tion;

(2) To ease the burden on strained federal, state, and local budgets for
construction of health facilities in underserved areas;

(3) To encourage necessary modernization of existing Investor-owned
hospitals;

(4) To provide relief for investor-owned hospitals which paid over $172
million in property and income taxes in 1974;

'(5) To curb rising hospital costs and charges through general tax relief;
and
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(6) To provide greater capital resources to meet increasing denuand for
access to hospital care.

Since investor-owned hospitals are tax paying institutions, there would be
an increase in federal tax revenues an cases where industrial bonds are utilized
as opposed to projects in which general revenue bonds are made available for
tax exempt hospitals. Private groups and companies also build facilities in areas
where there is a real public need and in communities which cannot afford to
finance hospital construction.

The Department of Health, Education, and Welfare has estimated that sev-
(ral billion dollars will be needed in the next decade to build needed new facili-
ties and replace existing substandard ones. These projections have not even
been adjusted for the Imimet of national health insurance. Even If the amend-
nment that we support becomes law, we do not anticipate the construction of
large numbers of hospitals through the use of industrial revenue bonds. Their
use will still be limited to construction of facilities with a certificate of need,
as well as by the ability to project sponsors to obtain bond financing, and ap-
pr(Ipriate state legislation authorizing such industrial bonds.

However, I believe that it is absolutely vital that this means of ready--if
limited-financing be made available so that the investor-owned hospital industry
Is able to deliver quality health care to countless underserved areas across, the
commtry.

'Mr. BRADLEY. I would like to thank the committee for the opportu-
nity to appear before you today in order to lend our support to passage
of a previously approved committee amendment that would raise the
ceiling on the issuance of industrial revenue bonds of the construction
of hospitals from $5,000,000 to $20,000,000.

Originally we had sought to have hospitals added to the list of
categories which are completely exempt from the ceiling on bond issues
because of their public need and high construction costs.

Senator Bentsen sponsored such legislation and after discussion
of the proposal on June 4, the committee approved the compromise of
a $20,000,000 ceiling for hospitals.

Tile, hospital bond amendment under construction would not create
a new usage for industrial bonds. Approximately 20 new hospitals
have been financed by this source since 1968, mostly in rural areas of
the southern United States.

The amendment would recognize the soaring inflation in hos ital
construction costs and adjust maximum bond issues for hospitals to
$20,000,000. We are unaware of any new hospital projects using in-
dustrial bonds which have been initiated in the past 2 years, solely
because the current $5,000,000 limitation has made it imI)ossible to con-
tinue to utilize that source of financing.

As Senator Bentsen has noted, liberalizing the use of industrial
revenue bonds for the construction of hospitaIs is needed to assure an
adeq uate supply of health services in rural and inner-city sections of
the Uniited States.

At the present time, nonprofit hospitals finance over 40 percent of
all new construction through the use of general revenue bonds. There
is no limit on such issues.

In contrast, investor-owned hospitals must use industrial revenue
bonds which are subject to a $5,000,000 limit per issue. Although the
maximum issue will adequately cover these costs in 1968, a similar 200
bed facility today would cost over $12,000,000.

Raising the ceiling to $20,000,000 will provide a vital inflation ad-
justment factor that recognizes that a bed that costs $25,000 to build
several years ago now costs approximately $60,000.
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One of the most important reasons for warranting the liberalized use
of these bonds is the development of effective areawide planing au-
thorities, largely through the passage of Public Law 93-641, the Com-
l)rehensive Health Planning Act.

This law, which requires State certificate of need programs as a
condition for receiving Federal planning funds, eflfectiv:,ly limits fu-
ture construction of projects to tlose which serve a demonstrated and
proven need in the community.

Thus, to the extent that there are excessive beds in a geograplhic
area, the expansion of industrial revenue bond Iinancing will not
result in the creation of additional beds-unneeded facilitis simply
will not be constructed due to the planning authorities.

It is the common desire of bothi Conaress and the health care in-
dustry to provide high quality care in tyie most efficient manner 1os-
sible. Expansion of tile tax exeml)t industrial revenue bond financing
mechanism would contribute directly and immediately to the lowering
of hosl)ital costs and charges.

If construction of private lhospitals were financed through tax-
exem)t industrial re'enue bonds, at least up to the proposed $20,-
000,000 ceiling, the savings in annual interest cost would be approxi-
mately 30 percent.

The annual savings that would result could be passed along to
patients in terms of eventual lower costs. I believe it is absolutely vital
that this readv means of financing, if limited, be made available so
that the investor-owned hospital industry is able to deliver quality
health care.

The CHAIRMAN. I will have to call time. You have a very able ad-
vocate on this committee in Senator Bentsen. Thank you very much.

Senator IF.NTSE.-X. Thank you very much for the compliment, Mr.
Chairman. As far as my being an enthusiastic advocate, I know that
some of the rural areas in the State of Texas will not get hospitals
without this means.

I know further that they will not be built there unless they are
needed because of the coml;rehensive health planning that would re-
quire that kind of certification and the State would buttress that kind
of aPl)acl.

I am very pleased to support it. I understand that such a limita-
tion is-I just happen to feel that I should sul)Pport that.
Mr. II3OMIBERU. T0le only opposition, statement or comments received

by this committee on legislation raising any questions, I believe, was
froi the Treasury Department. Their concern l)rimarily was what
about other health projects such as nursing homes, dentists offices,
et cetera ?

I would just like to comment that no other health facility costs as
much money as a hospital which costs $60,000 and therefore, all other
health facilities could be built within the present $5,000,000 limitation.

-That is why we are seeking special relief.
Mr. BRADLEY. Thank you.
The CIIAIMAN. Thank you for your statement. Next we will hear

Ms. Sandy DeMent, executive director, National Consumer Center for
Legal Services. We are happy to have you and we will be pleased to
hear your statement.
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STATEMENT OF SANDY DeXENT, EXECUTIVE DIRECTOR,
NATIONAL CONSUMER CENTER FOR LEGAL SERVICES

fs. DB.hfz r. Thank you, Mr. Chairman. I appreciate the oppor-
tunity to be here. I want to make essentially five points today.

First of all, the purpose of these prepaid legal service plans, with
which the committee is familiar, is essentially to assist employees,
workers in the managing of cost of legal services and finding an
attorney.

When the Congress enacted the Taft-Hartley amendment in 1973,
they intended that employees be able to bargain for legal services or
that employers be able to provide legal services as a fringe benefit.

The measure before us would eliminate the last barrier to these
legal service plans by clarifying the tax treatment of employees. Unless
this treatment is clarified, few employers or unions are going to nego-
tiate legal services because they will not know the ultimate cost
of the plans and the unions or employee associations themselves are
going to be hesitant to proceed ahead because their members will be
sui)ject to substantial and unexpected tax losses.

I want to make my second point on revenue loss, based on the op-
erating experiences of plans to date and based on the fact that there are
175,000 employees currently covered under these plans, greater loss can
be expected to be approximately $1 million and no more than that.

We have heard a number of revenue loss estimates which are based
on the assumption that the entire working population of this country
will become covered under these legal service plans.

We consider this to be a wild exaggeration-especially since after
40 years, we have not yet attained universal health coverage for
workers.

M1y third point., the next three points in fact, concern the present
language of section 2309. It is very substantially changed from that
which was voted on by the Senate Finance Committee a few weeks ago.

As originally drafted, the measure dealt with the tax consequences
of these legal services plans to employees and employees only. As it is
now before us, the measure contains a new section, subsection B on
exempt status, which creates a new exempt organization section under
501 (c) of the Internal Revenue Service Code which applies to trusts.

We object to inclusion of this new section. This new provision is first
of all unnecessary, and second, it is likely to create considerable con-
fusion among the plans as to their proper tax status.

That is on page 82 of the supplemental amendment, if you are look-
ing for it.

Internal Revenue Service Code only contains already a number of
sections under 501 (c) which-where legal services may be offered pres-
entlv in connection with their other permissible activities, including
sections 501(c) (3), 501 (c) (4), 501 (c) (5), and 501 (c) (9).

The creation of a new exempt organization section is unnecessary
and it will only throw a cloud over the use of these other existing sec-
tions of 501 (c). This is particularly so for bar-sponsored legal service
plans, for example,- the Texas legal Service Protection Plan, because
they are organized as nonprofit organizations and do not act as trusts,
which is what this new section requires.

,%fv fourth point concerns the language of section 120(c) (4) and
120(d) (6), which require that the Secretary should require the plan
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to apply to the Secretary of Treasury for a recognition that it is a plan
of qualified legal service.

This raises quetsions of whether or not that provision is intended to
require prior approval of these filings, first of all, unclear as to what
thepurpose of the filing is.

We certainly hope, and in view of the fact that this would con-
stitute a radical departure from the existing treatment of employee
welfare benefit plans as well as from the existing treatment of exempt
organizations, that this not be construed as the meaning of the section.

It should be clarified. Furthermore, these plans enjoy a certain meas-
ure of first amendment protection and we think that prior restraint
would raise serious first amendment questions.

The CHAnMAr. Thank you for your statement. Your time has ex-
pired. We will print in the entire statement.

[The statement follows:]
SUMMARY

Baockground.-In 1973, Congress amended the Taft-Hartley Act so that legal
services could be a subject of collective bargaining just as health services are.
No consideration was given at that time to the tax treatment of these prepaid
legal service plans. Now, legal service plans are being established by employers
and unions and their tax problems have become crucial.

Under Present Law.-(1) It is unclear whether the employer contribution to alegal service fund on behalf of the employee is taxable income to the employee;
(2) The value of benefits received Is definitely taxable income to the employee;
and (3) For not reporting this "miscellaneous income", legal services funds and
their trustees are liable to certain penalties.

This means that: (1) Employers are uncertain about the ultimate cost of the
plan, since any withholding requirement would reduce the plan's assets accord-
ingly; (2) Employees face unexpected and possibly sizeable tax bills because
benefits presently constitute taxable income; and (3) Few employers or unions
are willing to negotiate legal service plans under these circumstances.

Under the Proposed Amendment.-The proposed amendment would amend the
Internal Revenue Code to exclude from employee taxable income the value of
the benefit received under a legal service plan, and the contribution made to the
plan in his behalf.

Revenue Loss.-There are approximately 75 prepaid legal service plans inoperation, covering 175,000 employees. Estimates show present revenue loss to
fall between $900,000 and $1.4 million per year. Even if, in future years, 10
million employees (roughly half of the unionized work force) are covered by
such plans, the revenue loss would still only be between $50480 million.

The Status of the Amendment.-The Prepaid Legal Service Tax Amendment
(the Packwood Amendment) is currently part of the Supplemental Amendments
to the Tax Reform Act of 1976 (H.I 10612). A vote is expected sometime during
the week of July 19. The measure has the support of the AFL-CIO and other
international unions, the American Bar Association and many state bar associa.
tions, as well as the support of insurance companies and consumer groups such
as The Cooperative League of the U.S.A., the Consumer Federation of America,
the National Student Association and others.

STATEMENT OF SANDY CEMENT, EXECuTIvR DIRECTOR NATIONAL CONSUMER CENTER
FOR LEGAL SERVICES

The National Consumer Center for Legal Services Is pleased to have the op-portunity to offer additional testimony on the subject of the tax problems of
prepaid legal services. The National Consumer Center for Legal Services, a coali.
tion of consumer, labor and client organizations, strongly supports the prepaidlegal services amendment. The American Federation of Labor and Congress of
Industrial Organizations (AFL-CIO) and the United Auto Workers (UAW)
support it. The American Bar Association supports it, as do the state bar asso-
ciations of Connecticut, Georgia, Kansas, Louisiana, Michigan, New York, Ohio,
Oregon, Texas and Wisconsin. A number of insurance companies support it,
including Insurance Company of North America and Connecticut General.
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Consumer organizations such as The Cooperative League of the U.S.A., the Con-
sumer Federation of America and the National Student Association, among
others, are supporters.

A BRIEF HISTORY OF PREPAID LEGAL SERVICE PLANS

Prepaid legal service plans grew directly from the growing realization by
groups and by the organized bar that a sizeable proportion of the American
population is not served at all by lawyers. The preliminary report of a massive
study of legal needs conducted by the American Bar Foundation reveals that
two-thirds of the population is "legally indigent." Of these, half have never
seen a lawyer; half have seen a lawyer only once in their lives.'

Efforts to establish group legal plans date from the 1930's when automobile
clubs attempted to offer auto-related legal assistance. The running battle between
consumer groups seeking services for their members and state bar associations
determined to stop these unorthodox arrangements continued until the 1960's,
when the Supreme Court issued a series of four rulings which established "mean-
ingful access to the courts" as a First Amendment right.2 In the final case, United
Transportation Union v. Michigan State Bar, Justice Black wrote:

[T]he principle here involved cannot be limited to the facts of this case.
At issue is the basic right to group legal action, a right first asserted in this
Court by an association of Negroes seeking the protection of fredoms guar-
anteed by the Constitution. The common thread running through our
decisions . . . Is that collective activity undertaken to obtain meaningful
access to the courts is a fundamental Alght within the protection of the First
Amendment. However, that right woulr be a hollow promise if courts could
deny associations of workers or others the means of enabling their members
to meet the cost of legal representation 8

Soon after the UTU decision, steps were taken to amend Section 302 of the
Taft-Hartley Act (Labor Management Relations Act of 1947) so that legal serv-
ices could be negotiated as a fringe benefit. Passage in late 1973 was made pos.
sible by a -working coalition that Included the AFICIO, the UAW, the Inter-
national Brotherhood of Teamsters, and a number of other unions; the American
Bar Association; a number of major insurance companies such as Insurance
Company of North America, Fireman's Fund, and others; and consumer groups,
including the Consumer Federation of America, The Cooperative League of the
U.S.A.

In 1974, a further step was taken when Congress included legal service plans
as one of the employee welfare benefit plans Subject to Title I of the Employee
Retirement Income Security Act. The impact of ERISA on legal service plans
was principally to create a regulatory framework within which the plans are
free to develop.

Unfortunately, Congress has not yet addressed the question of the tax treat-
ment to be given to the contributions and benefits of such plans. Presently, there
is great confusion as to whether the employer contribution to a legal service
fund constitutes Income to the employee. Several revenue rulings in analogous
areas suggest that it is not. And, the unresolved question of the taxability of the
benefits to the employee is 1) creating uncertainty as to the costs of such funds.
2) confusion as to the proper course to be followed in informing employees of
their potential tax liability or in withholding for tax purposes. and 3) con-
siderable reluctance on the part of employers and unions to proceed ahead under
these conditions.

TIlE STRUCTURE AND OPERATIONS OF PREPAID LEGAL SERVICE PLANS

Section 302(c) (8) of the Taft-Hartley Act stipulates that prepaid legal serv-
ice plans may not be used to sue either the employer or the union, nor may they
be used for defense of union officials charged with violations of certain federal
labor statutes. These plans are required, like other collectively-bargained bene-

I Curren. Barbara A. and Spalding. Francis Q.. "The Legal Needs of the Public." Ameri-
can Bar Association and American Bar Foundation. Chicago: 1974.

*NAACP v. Button, 871 U.S. 415. 9 L. Ed. 2d 405. 88 S. Ct. 828 (19631: Brotherhond of
Railroad Trainmen v. Virginia ex rel. Virginia State Bar 377 U S. 1. 12 L. Ed. 2d 89. 84
S. Ct. 1118 (1984) : United Mine Workers v. Illinois Stale Bar Asociation. r59 U.S. 217.
19 L. Ed. 2d 426. 88 S. Ct. 353 (1967) : United Trantportation Union v. The State Bar of
Michipan. 401 U.S. 576. 28 L Ed. 2d 839. 91 S. Ct. (1971).

2 U.T.U. v. State Bar of Michigan, note 2 supra. at 585-586.
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fits, to be jointly administered by trustees selected by the employer and the
union. Legal services funds established unilaterally by either the employer or
the union are treated like other welfare funds; they are also subject to the
reporting, disclosure and flUng requirements of ERISA.

Services delivered under the plans may be administered internally by the
trustees, who might hire a staff of attorneys or contract with outside law firms.
The trustees might also contract with a bar association-sponsored plan; or
might purchase a group policy of legal insurance. Whichever delivery system
is selected, the plans are designed to deliver the routine, personal, nonbusiness
legal services which the ordinary employee customarily faces. These include di-
vorce and family matters, wills, real estate, consumer credit problems, traffic
matters, and misdemeanors, etc. The Laborers Legal Service Plan in Washing-
ton, D.C., for example, reported the following cases:'

Percent
Family problems 1--------------------------------------------------
Consumer and creditor actions --------------------------------------- 17
Traffic cases ------------------------------------------------------ 30
Housing matters -------------------------------------------------- 15
Criminal/juvenile cases --------------------------------------------- 9
Other ----------------------------------------------------------- 12

However, there is no standard coverage; groups are free to shape the coverage
to meet the special needs of their members. A large number of plans offer a
"major litigation benefit" for members involved in more expensive litigation.
Coverage ordinarily extends to dependents.

Prepaid legal service plans ordinarily are bargained at $.03-$.05 per hour, the
higher figure being common in construction unions whose members may only
work 1,000-1,200 hours per year, Thus costs per member per year 'range from
$30-$100, the figure also depending on the size of the covered group. In two
and a half years, approximately 75 prepaid legal service plans have been eslab-
lished, covering perhaps 175,000 employees. The utilization rate for the plans
is typically low in the first year, usually around 10 percent. In later years, utili-
zation climbs to 15 percent and in a very few plans, utilization rates of 20 per-
cent have been achieved.

THE TAX PROBLEM

The Internal Revenue Code currently provides for the exclusion from employee
gross income of premiums and benefits provided under amident and health plans.
The prepaid legal services tax amendment would amend the Code so that paral-
lel exclusions would exist for contributions paid to and benefits received through
legal service plans. Legislation was introduced in both the House of Repre-
sentatives and the Senate in 1975 to amend the Internal Revenue Code. H.R.
3025 was introduced by Repreentative Joseph Karth (D-Minnesota) and
sixteen other members of the Ways and Means Committee. S. 2051 was intro-
duced by Senators Jackson, Javits, Ribicoff, Taft and Williams. On June 4,
1976, the Senate Finance Committee adopted the measure as part of its Supple-
mental Amendments to the Tax Reform Act of 19T6. The measure will soon be
before the full Senate.

It should be made absolutely clear at this point that the tax treatment of the
employer is not an issue here. Employer contributions to legal service plans are
deductible as "ordinary and necessary expenses" of doing business under S.ecdtol
162 of the Internal Revenue Code. Nor are we dealing here with the tax stiatus
of the funds themselves, although there are preplexing problems resolvedd
in that area. The prepaid legal services tax amendment pertains solely to the tax
consequences to the employee.

Labor and management representatives interested in establishing a legal serv-
ice plan face two distinct problems, both of which primarily concern the taxa-
bility of legal services contributions and benefits to employees: first is the
question of the taxability of the contribution (premium) made to the fund on
the employee's behalf, and second Is the question of the taxability of the
benefits themselves.

TAXABILITY OF THE CONTRIBUTION

With respect to contributions made to legal service funds on behalf of em-
ployees by the employer, considerable confusion exists as to whether or not
these contributions would constitute income. Despite the fact that a number

'Laborer's Legal Services: A Progress Report, D.C. Laborer's Legal Services Plan. 1975.
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of plans have filed requests for revenue rulings, none have been issued on which
plans feel they may safely rely. Careful reading of revenue rulings on related
questions suggests that the Internal Revenue Service would not consider these
contributions to be taxable income to the employee because the employee has no
vested right in the funds at the time the contribution is made. However, the pre-
paid legal services tax amendment would remove all question by granting an
explicit exclusion of these -contributions from employee gross income, com-
parable to the exclusion granted in Section 106 of the Internal Revenue Code
to contributions to health and accident plans.

An amendment excluding the contribution from income would have an addi-
tional benefit: the guarantee of equal treatment between negotiated legal service
plans and those paid for unilaterally by the employer or through individual in-
surance contract plans. In other words, the prepaid legal services tax amend-
ment would accomplish equal tax treatment for employees, regardless of whether
the legal service benefit is providetl through collective bargaining, as an em-
ployer instituted benefit, or by employer-purcha-e of individual legal insurance
contracts for employees.

The cost of the confusion concerning the taxability of the contribution is
high. Employers are uncertain about the ultimate cost of a legal service plan,
since any withholdiqg requirement would reduce the plan's assets accordingly.
Few employers or uhlons are willing to negotiate legal service plans under thtse
circumstances.

TAXABIUTV OF UINNEF!TS

With respect to the taxability to the employee of the value of the benefits re-
ceived under such plans, tie Internal Revenue Code language is clear: "Gross
income includes income realized in any form, whether in money, property, or
services." (Treasury regulation 1.61.1(a).) Without amendment, an employee
might receive several thousands dollars In legal services beuvittt and face ihe
prospect of having to pay taxes on those bellefits as income, This could have a
serious effect, partictdarly since preaid legal service plans typically cover
people whose earnings are betweeil 5.00M and $15,000 per year. Employees
would have to ask themselves whether they can afford to take advantage of
heir legal services benefit program.

There is alss more practical consequence of thus amending the Code: it
avoids ie difficult probh of assessing the value of services which may be
iivyt\W1'd Dy a panel ot staff attorneys 0 do not bill on a fee-for-service basis.

,'vv, more dii cult valtAtion prol iei looin with services which are related
to lega~ s9.T\-ces but dlo %ot constitute legal services per se, such as paralegal as.-
s$s I 'c, hia r|l coutijsellng and so on. Since the S\tkrenie Court's recent decision
It\ 0 ifar., it is unlikely tMA there will be an% Dsar association minimum fee
Mvh tties on whicl to base such valuations. furthermore, the valuation problem
ta INot merely one of plans which ito not bill for services provided, (i.e., one whert,
memberss ate entitled to a limited number of prepaid hours of service for staff
t ttoruey hut even more seriously, of p lan whose delivery mechanisms enable
t hen to deliver ser ices far less expensively than prevailing legal practice. The
Ose of market valuation Pystem would now produce real In ustices.

1 t theantime, Mnost employers and legal services trust indls are not re-
trtn beneats as tntacelane~is income. While they wait for Congress to deal
Iitkeir A t.mike , they iok hwellrtng penaltiQs o( $25 per filing for their

t!u e to file. A plan wbich serves 1000 members in a year has potentially built
UOt $25,000 Ate, li addition to tho risks taken by trustees white fiduciary duties
retire strict rOmpliance With laW

in0lly, o11r exerlelwe suggests thot both employers and employee organiza-
tionis have sotll rVhltctance about Iticimthng in a program whose tax consw-
quence to thj Vintpoy i potential Y a6 harsh. This result would defeat the
veryv wr e of the WT-Wartley Amendment and frustrate the intent of Con.
raQ Zi i prve access to legal services.

hF.VENUE LOSS

This section attempts to touch briefly on the question of possible revenue lo.ns,
l tough It is an area suhJec tto widely differing estimates. Employer contri-
to g for "mprehensive legal services range between 30 and $100, the bulk

p t~m ~ropUiblf Opproximately $50 Tax counsel advise that these .mounts
oult probaly P1ot Xow be considered income to the employee since the em-
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ployee has no vested right in the fund at the time the contribution is made.$
Therefore, If this advice is correct and if such amounts are not presently taxable,
the simple clarification of their status will not generate any revenue loss.

As to benefit limits, most plans use either dollar amounts or hours-of-service,
averaging 50 or fewer hours of service per year. Whether measured in dollar
amounts or In hours, no plans now operating offers more than an equivalent of
$4,000 in benefits per year.

Figures from the Shreveport Laborer's plan, the oldest legal service plan cur-
rently in operation, suggest more accurate data for illustration.,

SHREVEPORT LEGAL SERVICE PLAN

Utilization Avere
Year No claims Rate (percent) claim

1971 ------------------------------------------------------ 30 5 $212
1972 ------------------------------------------------------ 56 9 223
1973 ------------------------------------------------------ 65 11 243
1974 ------------------------------------------------------ 92 15 211

The utilization pattern for Shreveport seems to be fairly typical for new plans,
although the first year utilization rate is low. Most plans average 8-10 percent
use the first year. An established plan seems to average 15-20 percent utilization.
For example, the Ohio Legal Services Fund serving employees of the City of
Columbus, Ohio reported 15 percent utilization in its first 8 months of operation,
averaging slightly more than $180 per claim. The Laborer's District Council
(Washington, D.C.) plan, which handles 85 percent of Its cases on a staff basis,
and refers 15 percent to outside attorneys, pays an average of $210 per ca-se to
the outside attorneys. Cases handled on a staff basis probably average $150
i*r case.

Thus, In a hypothetical plan covering 100 workers (which Is in actuality too
small to effectively support a plan), assuming a 20 percent utilization rate, an
average payout of $200, and a tax rate of 20 percent, the revenue loss if expressed
on a per employee basis would amount to $8 per employee. On the other hand, if
you assume a 15 percent utilization rate, a $175 payout rate and a tax rate of
20 percent, the revenue loss If expressed on a per employee basis would amount
to $5.25 per employee. The figures could actually be lower or higher. Thus, for
the 175,000 workers currently covered by such legal service plans, the revenue loss
could be between $900,000 and $1.4 million.

All prepaid legal service plans now providing services limit benefits in some
way. A worker who takes advantage of every possible benefit under a plan can
still usually only receive services valued between $2,500 and $3,000. Thus fears of
excessive usage are unwarranted. Further, most plans contain the standard ethics
code language which allows attorneys to decline matters that are "frivolous or
without merit." Even if they do not, attorneys serving the plan remain bound
by the ethical code.

It is significant that income levels for the workers served by the plans are
generally low, only rarely exceeding $15,000, and frequently ranging between
$3,000 and $10,000 annually. Most workers served by these plans are married,
with children. A sizeable proportion, therefore, will pay nominal or no taxes
and thus would not contribute to a revenue loss at all.

It is difficult to make revenue loss estimates for the future when the popularity
of legal services as a benefit cannot yet be guaged. However, even if 10 million
employees are eventually covered by prepaid legal service plans, revenue loss still
would only fall in the $5 80 million range.

& See the tax memorandum attached as Appendix A, prepared by John Hendricks. at the
request of the Special Committee on Prepaid Legal Services of the American Bar
Association.

e Such limits would be reached by a beneficiary only in the unusual situation where the
employee claimed all possible benefits allowable In a claim year. For example, under a plan
using a schedule of benefits, the employee would have to be divorced, sued by his neighbor,
involved In a traffic accident, arrested -for drunk driving, default on a loan, buy or sell a
house and request a will etc. etc. -

I Lawyers for Laborers: rhe Shrevinport Plan of Prepaid Legal Services After Four
Years, The American Bar Association, Chicago: 1975.
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SUPPLEMENT

FEDERAL INCOME TAX ASPECTS FOR EMPLOYEE-PARTICIPANTS xN GROUP LEGAL
SERVICE PLANS

A Memorandum discussing proposed amendments to sections 105 and
100 of the Internal Revenue Code of 1954.

(By John C. Hendricks1)

In the past decade our society has come a long way in increasing the avail-
ability of legal services to a larger number of our citizens. The wealthy have
always been able to afford counsel of their choice to meet their legal needs.
Federally funded programs have provided legal assistance for ninny of the
poor. However, the large class of moderate income Americans, having family
incomes of between $5,000 and $15,000 per year, frequently does not have adequate
counsel to meet its needs. Many knowledgeable individuals believe that group
legal service plans will help fill this gap. Group legal service plans attempt to a
make available a wide-range of legal services in such areas as protection against
consumer fraud, debtor-creditor, will preparation, adoptions, divorces, and real
estate settlements, to name but a few. The concept of such legal service plans,
like group medical insurance, involves spreading the cost among a large number
of people to minimize the cost to the particular individual participant.

The use of group legal service plans is becoming more frequent with each
passing month. It is anticipated that such group legal service plans will soon
become a common employee fringe benefit. The employer's contributions made
on behalf of his employees to a group legal service plan will be deductible from
his gross income as an "ordinary and necessary expense" under Section 162 of
the Internal Revenue Code of 1954. Treasury Regulations Section 1.162-10(a)
states that:

. . . Amounts paid or accrued within the taxable year for dismissal wages,
unemployment benefits, guaranteed annual wages, vacations, or a sickness,
accident, hospitalization, medical expense, recreational, welfare, or similar
benefit plan, are deductible under Section 162(a) if they are ordinary and
necessary expenses of the trade or business.

Thus the employer contributing to a group legal service plan will receive the
same tax treatment for these expenditures as he does for employees' group medical
insurance, unemployment benefits and other employee fringe benefits.

While the federal income tax treatment to the employer is clear, at the present
time there are some uncertainties over the income tax treatment that may be
expected by participants in such group legal service plans. Attached are proposed
amendments to Sections 105 and 106 of the Internal Revenue Code of 1954. The
purpose of these amendments is to insure that all participants in group legal
service plans will have the same federal income tax treatment as participants in
accident and health plans. The proposed amendment to Section 105 relates to
the taxability of benefits rendered by such a group legal service plan, while the
amendment to Section 106 concerns the taxability to the participating employee
of an employer's contributions to the group legal service plan.
Taxability of benefit reoeived-Section 105

As has been indicated, it is expected that employers will frequently pay all
or part of the premium in group legal service plans for their employees as an
additional fringe benefit. The following question immediately arises: Is the value
of the benefit received or the amount of the reimbursement made includable in
the gross income of the employee?

It is imperative to look at Section 61(a) (1) of the Internal Revenue Code,
which defines gross income to include "compensation for services, including fees.
commissions and similar items." Treasury Regulations Section 1.61-1(a) states
that:

Gross income means all income from whatever source derived, unless ex-
cluded by law. Gross income includes income realized in any form, whether in
money, property or services. Income may be realized, therefore, in the form
of services, meals, accommodations, stock, or other property, as well as in
cash .. .

I Mr. Hendricks In associated with the firm of Ash, Bauersfeld, Burton & Mooers, Wash-
ington, D.C. The publication of this article has been made possible by a grant from the
American Bar Endowment.
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This, unless explicitly excluded by some section of the Internal Revenue Code,
the provision of services or the reimbursement for expenses incurred in areas such
as medical or legal services would be considered income.

In attempting to point out some of the special rules relating to particular items
of income, Treasury Regulations Section 1.61-2(a) (3) (ill) states that amounts
received under accident and health plans as set forth in Section 105 of the Code
and the regulations thereunder are excluded from gross income. Unless specific
legislation is enacted, similar amounts received under group legal service plans
would be included in gross income simply because they have not been excluded
by a specific Code section.

Should Section 105 of the Code not be amended, the value of the legal services
to be included in the employee's gross Income would equal the amount of the
reimbursement in the case of reimbursement by the plan. If the plan were to
provide the service directly to the employee rather than reimbursing him for
his legal fees Incurred, the amount includable in gross income would be the fair
market value of the services rendered. Needless to say, there could be difficult
valuation problems in attempting to place values on the broad scope of legal
services which could be rendered under group legal service plans. Because of
uncertainty as to the income tax consequences, the plans might not be utilized
fully. In order to avoid this harsh result, Section 105(b) of the Internal Revenue
Code should be amended to grant group legal service plans the same tax treatment
as is presently accorded health and accident plans.

Section 105(b) indicates that gross Income does not include any payments
made to an employee through accident or health insurance plans for personal
injuries or sickness if such amounts are paid, directly or indirectly, to the tax-
payer to reimburse him for expenses incurred by him for the medical care of
himself, his spouse, or his dependents. The statute itself clearly excludes from
gross income the reimbursement of an individual by a group health plan for
the medical expenses of himself, his spouse and his depedents. In amplifying the
statute, the Regulations mention the payment of an individual's medical obliga-
tions by the health plan directly to the provider of the health services. Spe-
cifically, Treasury Regulations Section 1.105-2 states that "if the taxpayer incurs
an obligation for medical care, payment to the obligee in discharge of such obliga-
tion shall constitute Indirect payment to the taxpayer as reimbursement for
medical care." For example, if a taxpayer incurs a doctor bill of $25,00 and his
medical insurance plan pays the physician the $25.00 fee directly, without reim-
bursing the taxpayer and then having the taxpayer pay the physician, this is an
indirect payment to the taxpayer.

Under Section 105(b) such a payment is not includable in the taxpayer's
gross income. In addition to including direct and indirect reimbursement of an
individual's legal costs, the proposed amendment to Section 105 also Includes
a group legal service plan's rendering services directly to an individual and
insures that the value of such services would not be includable in gross, income.

Since the concept behind group legal service plans is similar to that behind
group medical plans, the same rationale should apply to the nontaxability of
the benefits received. Section 105 of the Internal Revenue Code should therefore
be amended to state that gross income includes neither benefits received by nor
moneys paid to a taxpayer, directly or indirectly by a group legal service plan,
to reimburse him for legal expenses he or his family have incurred.
Taxability to the employee of the employer con tribution-Section 106

Section 61(a) (1) of the Internal Revenue Code of 1954 defines gross income
to include "compensation for services, including fees, commissions, and similar
items." Treasury Regulations Section 1.61-1(a) indicates that "gross income
includes income realized in any form, whether in money, property, or services.
Income may be realized, therefore, In the form of services, meals, accommoda-
tions, stock or other property, as well as in cash." When income takes some
form other than cash, the fair market value of whatever is provided in lieu of
cash is included in the recipient's gross income. For example, if as part of his
overall compensation an individual receives the use of a house rent free and
the fair market rental value of the house is $200 per month, the individual will
ordinarily be deemed to have additional income in the amount of $200 per month
as a result of his rent free use of the house.

It is envisioned that in the near future employers will begin making con-
tributions to group legal service plans on behalf of their employees as an
additional fringe benefit. If this occurs, will the employer's contribution to
the group legal service plan be Includable in the employee's gross income? In
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discussing this question, it is important to note that most of such group legal
service plans will arise either from collective bargaining or unilateral adoption
by an employer for a group of his employees. This is in contrast to a small
employer's covering only one or two employees with individual insurance con-
tracts to provide some sort of prepaid legal service benefits.

With respect to collective bargaining for group legal service plans, legisla-
tion was enacted in 1973 adding group legal service plans to the list of fringe
benefits which can be administered under the trust fund provisions of Section
302(c) of the Taft-Hartley Act. These trust funds are the common and usual
way of administering fringe benefit programs for-union members. The amend-
ment is expected to generate a rapid increase in the number of group legal
service plans In existence. Section 501(c) (9) of the Internal Revenue Code
grants tax exempt status to such trust funds, designated as voluntary employees'
beneficiary associations in the Code. It is anticipated that the Internal Rev-
enue Service will issue new Treasury Regulations under Section 501 (a) (9)
relatively soon and that these Regulations will grant tax-exempt status to trust
funds established to fund any fringe benefit designated In Section 802(c) of
the Taft-Harley Act. When this occurs, it will be possible to administer group
legal service plans through such a tax-exempt trust.

Insofar as the federal income tax treatment of such fringe benefits is con-
cerned, it might be instructive to review some of the supplemental unemploy-
ment benefit plans. In Revenue Ruling 5W-249, 1956-1 C.B. 488, an auto maker
contributed to a trust fund, which was held and administered by an independent
trustee, to pay supplemental unemployment benefits to its employees who were
laid off. Its contribution was based upon a formula considering the total hours
for which its eligible employees were paid during each pay period. No em.
ployee had any right, title, interest in or to the assets of the fund or In any
company contribution to the fund until he qualified to receive a benefit there-
from. Thus If the employee ceased working for the auto maker prior to his
being lnid off, he would never derive any benefits from the fund. The amount
of supplemental unemployment benefits to be received by a laid off employer
was dependent upon many detailed criteria set forth in the plan. The Revenue
Ruling held that the benefits paid to former employees did not constitute wages
for purposes of the Federal Unemployment Tax Act, Federal Insurance Con-
tributions Act, and the Collection of the Income Tax at Source on Wages. None-
theless, the supplemental, unemployment benefit payments did have to be in-
cluded In the employee's gross income for federal income tax purposes in the
year in which the benefits were received. Note, however, that no part of the
contribution was included in the employee's income when the employer initially
made the contribution to the trust fund.

The situation in Revenue Ruling 56-249, supra, is contrasted to another supple-
mental unemployment benefit plan where contributions were made by an
employer to separate independently controlled trust accounts. There was a
separate trust account for each participating employee. The purpose of this
plan also was to furnish supplemental unemployment benefits to eligible em-
ployees. Since the contributions paid Into the trust vested immediately and
were non-forfeitable, the employee realized income in the year when the em-
ployer made the contributions. Revenue Ruling 57-87, 1967-1 C.B. 18.

In analysing these two Revenue Rulings, It appears that the determining
factor is whether the employee has a vested and non-forfeitable right as a
result of contributions made by the employer. If -be is Immediately vested and
has a non-forfeitable right, the employee will have income in the year the con-
tribution Is made. Revenue Ruling 57-M7, sipra. If there is no vested Interest
and the employee must qualify for benefits in accordance with the criteria set
forth in the plan, the employee will not have income in the year the employer
contribution is made. Revenue Ruling W-249, supra.

The importance of this distinction can also be seen by comparing two Rev-
enue Ruling dealing with vacation benefit funds. See Revenue Ruling 67-

p316, 1957-2 C.B. 626. for a situation In which the employees had no right
or interest in the vacation fund except as the trustees determined. In that case,
tax liability was not incurred until payments were made from the vacation
fund to the participating employees. In Revenue Ruling 67-851, 1967-2 C.B.
86, payments were made by the employer to such a vacation plan and trust.
In this case, however, the InlivIdual employee's account was fully vested and
nonforfeitable from the time the employer's contribution was made. These
vacation fund contributions by the employer were considered as additional
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,compensation to the employee as soon as the employer made the payments to the
trust. As the supplemental unemployment benefit plans and vacation fund
plans have shown, so long as the employee-participants in a collective bar-
gaining group legal st-vice plan do not have a vested, nonforfeitable right, the
employer's contribution to fund such a group legal service plan. should not be
income to the employees In he year made.

With respect to the federal income tax treatment for group legal service
plans which are not a result of collective bargaining, again a review of the
federal Income tax treatment for contributions to supplemental unemployment
benefit plans is instructive. As previously Indicated, the Internal Revenue Serv-
ice, In Revenue Ruling W8-249, supra, held that contributions from an em-
ployer to a supplemental unemployment benefit plan Instituted as a result of
collective bargaining would not be included in the employee's income until
benefits were actually paid to the employee. In Revenue Ruling 58-128, 1958-1
V.B. 89, the Internal Revenue Service extended identical tax treatment to plans
which were similar in all respects except that they were unilaterally instituted
by the employer rather than resulting from collective bargaining.

With the Internal Revenue Service policy concernilng the taxation of em-
ployee fringe benefits well established, all legal service plans for groups of
employees of the same employers should receive the same tax treatment. No
amount of the employer's contribution should be Includable in the employee's
gross income when the contribution is made.

By far the greatest number of participants in group legal service plans
will be In plans which are a result of collective bargaining or other group plans
unilaterally Instituted by employers as opposed to employers purchasing individ-
ual contracts for their covered employees. There will probably be, however, a
small number of Individual contract group legal service employee benefit plans.
With respect to this small category of Individuals, it becomes necessary to look
at the treatment accorded by the Internal Revenue Code with respect to em-
ployer contributions to accident and health plans.

Section 106 of the Internal Revenue Code deals with employer contributions
to accident and health plans. This section states that "gross income does not
include contributions by the employer to accident or health plans for com-

pensation (through insurance or otherwise) to his employees for personal
injuries or sickness." Treasury Regulations Section 1.108-1 Indicates that "the
employer may contribute to an accident or health plan either by paying the
premium (or a portion of the premium) on a policy of accident or health in-
surance covering one or more of his employees, or by contributing to a sepa-
rate trust or fund (including a fund referred to in I 105(e)) which provides
accident or health benefits directly or through Insurance to one or more of
bis employees" No amendments have been made to Section 106 of the Internal
Revenue Code since its enactment In 1964.

Prior to the enactment of Section 106 In the Internal Revenue Code of 1954,
whenever an employer paid premiums on individual policies for accident or sick-
ness benefits to his employees, the premiums paid were Includable in the gross
Income of the employees and were thus subject to the Income tax. Revenue Rul.
ing 210, 1953-2 C.B. 114 and Revenue Ruling 58-90, 1958-1 C.B. 88. The change
In the taxability of premiums paid by the employer occurred because of the addi-
tion of Section 106 to the Internal Revenue Code of 1954. Revenue Ruling 58-90
underlines this point by saying that:

The amount of the premiums paid by the corporation should be excluded
from the gross income of the employee for taxable years beginning after
December 31, 1953, and ending after August 16, 1954, under the provisions of
Section 106 of the 1954 Code. The amount of premiums paid by the corpora-
tion in prior taxable years should be included in the gross Income of the em-
ployee for the taxable year In which paid under the provisions of Section
89.22(a)-3 of Regulations 118.

Section 106 is very specific in its terms and applies only to employer contribu-
tions made to accident or health plans. Since tax laws are strictly construed and
deductions and exclusions from income are matters of legislative grace, em.
ployer contributions to purchase individual contracts for his employees in a legal
service plan will be includable in gross Income under Section 61 of the Code
unless a specific legislative provision excludes such payments from gross income.

It is desirable that all employees who are receiving a group legal service plan
as an additional fringe benefit should receive the same type of federal income
tax treatmenL Whether a person receives this benefit as a result of collective

74-712-76-pt. 2- 11
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bargaining, an employer-instituted benefit, or an employer's purchase of an In-
dividual contract should have no bearing on the federal income tax treatment
of the particular individual. Therefore, to insure that the employee for whom an
individual contract is purchased receives the same tax treatment as a union
member who receives his benefits as a result of collective bargaining, Internal
Revenue Code Section 106 should be amended.

CONCLUSION

Section 105 and 106 of the Internal Revenue Code of 1954 should be amended
to give similar income tax treatment to group legal service plan participants as
is now given group health and accident plan participants. At the present time
the income tax treatment of some participants in such group legal service plans
is uncertain. The use of group legal service plans as fringe benefit is expected
to increase dramatically, since Congress recently amended Section 302(c) of
the Taft-lartley Act to permit group legal service plans to be administered
under the trust fund provisions of that Act. It Is therefore imperative that
Section 105 of the Code be amended to state that neither services rendered nor
reimbursements made to individuals are to be considered gross income as that
term Is defined in Section 61(a) (1) of the Code. Moreover, Section 106 should
be amended to state clearly that employer contributions to group legal service
plans will not be includable in gross Income of any participating employee.

AN AcT To AMEND TnlE INTERNAL RF.vENV"E CODE OF 1954

Sertfon .- Part III of Snlbehapter B of Chapter I of the Internal Revenue
('ode of 1954 Is amended by adding at the end of Section 105,3 the following new
subsection (h1 and redesignating the present subsections (a) through (g) as
paragraphs (1) through (7) of subsection (a). Amounts Received under Accident
and Health Planms and the present paragraphs of subsections (c) and (e) are
redesignated as suppa ragraj'hs:

"Section 105, Amounts received under accident and health plans and legal serv-
ices plans.

(n) Amounts Received under Accident and health Plans.
(b) Services and Amounts Received under Legal Service Plans.
Gross Income does not include:

(1) legal services provided by a group legal service plan to a taxpayer,
his spouse, and his dependents (as defined in Section 152), or

(2) amounts paid. directly or indirectly, by a group legal service
p0an to a taxpayer ot reimburse the taxpayer for expenses Incurred by
himn for the provision of legal services to the taxpayer, his spouse, and
his dependents (as defined in Section 152).

Section 2.-Part III of Subchapter B of Chapter I of the Internal Revenue
Code of 1954 is amended by adding at the end of Section 106 the following new
subsection (b) and redesignating the present material In Section 100 as sub-
section (a) :

"Section 106. Contributions by employer to acclulent and health plans and legal
services plans.

-(a) Accident and Health Plans .
"(b) Legal Nrcer )'lans.-Gross income does not include contributions

by the employer to legal services plans for compensation (through insur-
ance or otherwise) to his employees for the costs of legal services Incurred
by his employees, his employees' spouses, and his employees' dependents
(as defined In Section 152 )."

Section 3.-The amendments made by Sections 1 and 2 shall apply to taxable
years begiming after I)ecember 31, 1973.

The ('IAIRMnAN. Let me say tlhat I can understand for the first time
why' I have seemed to he in had shape with the man who is the head
of the State bar association who lives in Shreveport: La.

I notice Shreveport has the oldest plan of this sort. Ile had men-
tioned this matter to me and I (lid not fully understand it so when
the matter caine up for a A'ote, I was not realy familiar with it. and
I Ol)pOSed it.

I would say the president of the bar association, hailing from
Shreveport. which has the oldest plan, has Iue on his list right now.
I hope we can work this matter out in an amicable fashion.
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Ms. ).Mvr. We will submit this afternoon, changes and a supple-
mental statement to our original statement. Thank you.

The CILAIRMAN. Thank you very much. Next we will hear from Mr.
John E. Chapoton, Jr., on behalf of American General Capital Man-
agement, Inc., Boston Company Exchange Associates, Fidelit -Ex-
change Fund, and State Street Exchange Fund. Ile is aecompanied by
Mr. Robert Lawrence, managing partner, State Street Exchange
Fund, and Mr. M. Dozier Gardner.

STATEMENT OF JOHN E. CHAPOTON, JR., ON BEHALF OF THE
AMERICAN GENERAL CAPITAL MANAGEMENT, INC., BOSTON
COMPANY EXCHANGE ASSOCIATES, FIDELITY EXCHANGE FUND,
STATE STREET EXCHANGE FUND; ACCOMPANIED BY ROBERT
LAWRENCE, MANAGING PARTNER, STATE STREET EXCHANGE
FUND, AND M. DOZIER GARDNER

Mr. CHAINo'rO. I represent American General Capital Management,
Inc.. which is a subsidiary of the American General Insurance Co.
headquartered in Houston, Tex. I am appearing today on behalf
of four exchange funds, American General Exchange Fund. the Bos-
ton Company Exchange Associates, Fidelity Exchange Fund, the
State Street Exchange Fund.

My interest in appearing before you today is the local exchange
fund bill. 11.1t. 11920. provisions of which were added to 11.11. 106-12,
section 2310 of that bill, on June 11 by this committee.

I This bill would aniend the piesent law and make a change of u:p-
prelcated securities to a partnership taxable. The bill, as approved yb
the Ways and Means Comnmittee and passed by the House, contains
a transitional rule, exhibiting funds which have made certain filings
before the date of introduction of legislation February 17, 1975, and
which funds meet certain limitations as to size and time.

The transitional rule adopted by the House would have been broad-
ened somewhat by the amendments adopted by this committee.

The four funtis on whose behalf I am appearing today need transi-
tional rules in both the House and committee version of this legisla-
tion. I would like to introduce Mr. Robert Lawrence who is managing
general partner of the State Street Exchange Fund. He will go into
some detail as to the background leading up to the adoption of this
transitional rule.

W are accompanied by Mr. M. Dozier Gardner of Vance Sanders
Exchange Fund. Mr. Gardner has filed a statement for considerat on
by the committee. Mr. Lawrence.

fr. TAWRNCE. ,r. Chairman, members of the committee. there are
tlre points which I want to make today. First, the legitimate reliance
interest of the four funds which I represent fully justifies the iiprlu-
sion in H.R. 1061'2 of a transition rule.

Second, exchange fund legislation, and especially a transition rule
has received open and extensive consideration during the source of
public hearings held by the Ways and Means Committee March 29,
1976.

later, when it. was debated on the House floor prior to its passage,
it was H.R. 11920.
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Third, if the substantial expenditures of time, money, and good
faith between November 1975 and February 1976 are not to be totally
wasted, prompt action on the exchange fund provision is essential.

In the connection with the first point which deals with what we con-
sider to be the legitimate reliance interest of that areas funds, I would
like to cite the following.

First, the exchange of appreciated securities for a partnership in-
terest in an exchange fund is a nontaxable transaction under present
law.

Second, that tax ruling issued by the Internal Revenue Service to
Vance Sanders clearly confirms this. Third, between November '(,
1975, and my own funds' request for a tax ruling we delivered to the
IRS on February 1976, we received repeated assurances from IRS of-
ficials that a favorable ruling would be issued.

On the strngth of these assurances, my firm and its dealer-manager
spent over $400,000 by February 7 when H.& 11920 was introduced.
r might add that our experience in this respect was typical of all of the
other funds.

All of these facts were clearly taken into consideration when HR.
11920 was amended to include transition rules that reflected our legiti-
mate reliance interest. The amended bill was later debated on the floor
and passed by a vote of 348 to 14.

When I mentioned the extensive and open consideration which the
exchange fund legislation has received, I had this in mind. On
'March 29, 1976, the Ways and Means Committee held public hearings
,n H.R. 11920 at which the following individuals or groups of indi-
viduals and other interested parties appeared.

First, of course, were representatives of each sponsor of an exchange
fund; second, the l6gislator-director of a public interest group known
as Taxation with Representation, then the Treasury Departn:nt,
which proposed a transition rule--with the following language and I
will quote. _

"In suggesting the foregoing grandfather clause, we have noted that
the law on its face, that is, section 721 clearly supported th taxpayers
requested rulings." The Vance Sanders ruling was issued in April 1975
and widely publicized and that the three other funds registered with
the SEC had each received assurances from the Internal Revenue
Service that a favorable ruling could be obtained.

The position of the Treasury in this respect, has not changed since
then and in fact it was reconfirmed in a document entitled, "The
Administration Position." I would just like to conclude with these
thoughts. .

The transition provisions of H.R. 11920 which are now i part of
H.R. 10612, section 2310 grant relief to those funds which acted in
good faith and on the strength of repeated assurances by IRS that a
favorable ruling would be issued, proceeded with expensive and time-
consuming effort involved in organizing this type of fund.

As a businessman, I can tell you that he day we have already suf-
fered has been costly and that in interest of simple justice, we should
now be allowed to proceed promptly with the organization of our re-
spective funds. Thank you for hearing my testimony.

The -AAx .Thahk you, gentlemen.
Senator BYmD. If I may ask a question I
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The CHAPMAN. Yes.
Senator Bya. Does IRS dispute your assertion that you have been

given assurances of favorable abtion I
Mr. LwwaLo. The have not disputed those assertions.
The CHAmmAN. hank you gentlemen. The next witness is Mr.

Harrison Clarke, first vice president, Johnson, Lane, Space, Smith &
Co., Inc., accompanied by Mr. David Johnson, president, Johnson,
Lane, Space, Smith & Co., Inc.; Mr. Richard Boylan, executive vice
president, Provident National Bank; Mr. David Robb, executive vice
president, Provident National Bank- and Mr. Bruce McConnell, at-
torney, Chestnut Street Exchange Fund, Mr. Charles H. Morin on
behalf of the Federated Exchange Fund, Mr. Mervin M. Wilf on
behalf of Equity Exchange Fund.

STATEMENT OF HRARRSON CLARKE, TIM VICE PRESIDENT,
JOHNSON, LANE, SPACE, SNITF cf CO., INC., ACCOMPANIED BY
DAVID JOHNSON, PRESIDENT, I0HYSON, LANE, SPACE, SMITH &
CO., INC.; RICHARD BOYLAN, EXECUTIVE VICE PRESIDENT,
PROVIDENT NATIONAL BANK; DAVID ROBB, EXECUTIVE VICE
PRESIDENT, PROVIDENT NATIONAL BANK; AND BRUCE MoCON-
NEL, ATTORNEY, CHESTNUT STREET EXCHANGE FUND;
CHARLES H. MORIN ON BEHALF OF FEDERATED EXCHANGE
FUND; AND MERVIN N. WILF, EQUITY EXCHANGE FUND

Mr. CIAyKL. We appreciate the opportunity to appear before you
and the Senate Committee on Finance in support of the committee
amendment which provides extension of transitional rule in the House-
passed H.R. 11920.

We support this extension because it gives relief as well as equal
treatment to all exchange funds that to my know&,edge have claimed
their reliance interest. My name is Harrison Clarke and I am associ-
ated with the investment banking firm of Johnson, Lane, Space, Smith
& Co., of Savannah, Ga.

Accompanying me today are Mr. Richard Boylan of Provident
Bank of Philadelphia, Mr. Bruce McConnell, general counsel. We all
are here on behalf of the Chestnut Street Exchange. In the interest
of time, I 'will be very brief.

We first learned of the Vance Sanders tax ruling in 1975, of reliance
and other existing laws and immediately began to form a similar
exchange fund. We hoped to secure the services of the Provident Na-
tional Wank as the funds investment adviser.

To this end, we entered negotiations with the Provident Bank,
reached a tentative agreement in November 1975 and the agreement
was finalized in December of 1975 and executed by both parties.

In late December of 1975 and January of 1976, we employed lawyers
and accountants who were charged with the responsibility of prepar-
ing and filing an S-5 registration statement with the Securities and
Exchange Commission, filing a request for tax ruling with the Internal
Revenue Service and with forming a limited partnership under the
California statutes.

Several drafting sessions were held during January and early Feb-
ruary and mid-February, our registration statement and the IRS re-
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quest were virtually ready for filing. This was a very large undertak-
ing for our firm.

We had spent a tremendous amount of time and money prior to the
introduction of H.R. 11920 by the House on February 17, 1976. We
were in a state of shock, naturally, when rwe learned the provisions of
this bill.

We stopped all activity and expense to evaluate our position. After
a great deal of consideration, not the least of which was the $21,000
SEC nonrefundable filing fee, we decided to go ahead and complete
our plans and our filing was made with the SEC and with the IRS in
March of 1976.

If the grandfather provision of the House-pased bill works a great
hardship on our firm and on the Chestnut Street Fund, it was only a
matter of chance that we failed to file our registration statement and
IRS request by the February 17 date.

We feel it unfair because we acted in good faith in the reliance ofexisting law anl on the Vance Sanders tax ruinn. We 1,ave spent
considerable time and amounts of money in organizing and preparing
to market a partnership exchange fund.

We feel that the facts set forth in our written testimony which I
hav:e briefly outlined fairly clearly demonstrate the Chestnut Street.
Exchange )Fund was. as a matter of. fact, in process of being formed
on February 17. 1975, and that we were far enough along on the
present law to claim a reliance interest.

In conclusion, we support the extension of the transitional as a
provision of the committee amendment because it. offers relief as well
as equal treatment to all eight of these exchange funds that, to my
knowledge, claim relief interests.

We now stand ready to answer questions by the committee and in
this connection, we have at our table, Mr. Charles Morin on behalf
of the Federated Exchange Fund and Mr. Mervin Wilf on behalf
of Equity Exchange Fund.

Both of these gentlemen have filed, as we have, written statements
with the committee and they stand ready to answer questions con-
cerning the respective funds.

The ('ITAIR.MA%. Let me say this to you gentlemen. I know you
spcak for some very fine Americans who have undertaken to or.anlize
these 'funds. I am sure that your participants are all good citizens, most
of or all of whom I would be happy to associate with at any time.

I voted against this amendment because I wanted to see an end to
swap funds. I will study your statement and perhaps you will pick
ul) a vote as a result of these hearings.

A measure sch as you are supporting here at this stage of the Con-
gress can be killed very easily. I have seen a single Senator kill some-
thing like this many times by simply standing in the door and as a
result, it did not have enough priority relevant to the other matters
being considered to ever bring it to a vote.

I am perfectly content to let the Senate vote on this matter rather
than deciding whether the committee should vote on this matter. I
would point out that if anyone wants to make a determined effort,
that could prevent this measure from being enacted and those of you
who favor it are going to have to persevere in trying to insure that
your matter is brought to a vote in the Senate.
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You almost have to put your amendment on a bill like this which
is headed for the President's desk and may have enough support to
get there.

I take it you feel that an answer on this matter has been delayed
long enough.

Mr. CtARK . We would like to urge that the committee and the Sen-
ate move post haste to let us complete our transactions.

The CHAIMMAN. I will study your statement and reconsider my
vote on this matter. You might need my vote on the floor, if not here.
Tiank you very much.

Mr. CLAtRKE. Thank you, sir.
Senator BYRD. Mr. Morin, on page 3 of your statement, you say

arrangements have been made in February 1976 to deliver the regis-
tration statement to Washington. Do you have a date in February
that those arrangements were made?

Mr. MomRi. I cannot give you the date, Mr. Byrd. I know that Mr.
I)onohue was in California early in the month. May I say that this
committee has simply taken, I think, a judgment here as to what is
fair and equitable and it differs somewhat from the House judgment.

I think of course traditionally that would be resolved in a confer-
ence between the two bodies. If you wish, Mr. Byrd, I will give you
that date.

Senator BYRD. Thank you, sir.
The CfARmjtA. Thank you very much, gentlemen.
[Trle prepared statements of Messrs. Clarke, Morin, and Hemp-

stead follow:]
JOiINSON, LANE, SPACE, SMITH & Co., INC.,

Atlanta, Ga.

SUMMARY OF'ATTACHED AFFIDAVIT DATED MAY 7, 1976
1. In September, 1975, Johnson, Lane, Space, Smith & Co., Inc. ("JLSS")

learned that Vance, Sanders had received a tax ruling concerning a limited
partnership exchange fund. In reliance of such ruling and other existing laws,
JLSS immediately begadi to explore the feasibility of sponsoring a similar fund.
JLSS hoped to secure the services of Provident National 13ank ("Provident")
of Philadelphia, Pennsylvania, as investment advisor to the fund.

2. During October, November, and December, representatives of JLSS were
continually In contact with representatives of Provident. Numerous telephone
and written communications were exchanged and three meetings were held in
Philadelphia on November 12, 1975, December 2 and 3. 1975, and December 21
and 22, 1975. As a result of these extensive communications and meetings, an
agreement in principle was reached, finalized and executed by both parties on
December 22, 1975. Under the terms of this agreement, Provident will act as In-
vestment Advisor to the Chestnut Street Exchange Fund and JLSS will act as
Dealer-Manager.

3. During the period between the execution of the above agreement and con-
tinuing to February 17, 1976, JLSS continued to devote substantial time and
effort in connection with the formation of the Fund. In late December, 1975,
accountants and lawyers were employed to (I) form a California limited part-
nership (11) request a ruling from the IRS and (i11) prepare and file an 8-5
registration statement with the S.E.C. Several drafting sessions were held and
by February 17, 1976, both the 8-5 and the IRS requests were virtually ready
for filing.

4. A meeting was scheduled for February 23, 1970, to finalize the Registration
Statement and the IRS ruling request. This meeting was postponed on 'Febru-
ary 19, 1976, when JLSS and Provident were advised, that II.R. 11920 habd been
Introduced and that the IRS would issue no further rulings pending the outcome
of the legislation.
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5. In view of the substantial amount of time and money which JLSS had al-
ready Invested In the project, a decision was made in March, 1976, to continue.
The 'S- Regitration Statement was then duly filed with the S.E.C. on Mardh 25,
1976, and the tax ruling was filed with IRS on March 26, 1976.

. As a result of its eforts in organizing the Fund, at May 7, 1976, JLSS had
incurred expenses of about $80,000.00. Approximately half of these expenses
were incurred prior to February 17, 1976.

But for the issuance of the April 28, 1975, ruling by the Internal Revenue
Service to Vance, Sanders and the existing laws, upon which JLSS relied, the
foregoing expenses would not have been incurred.

STATE OF GRosoIA, COuNTr OF FULTON

AFFIDAVIT

The undersigned Harrison Clarke, having been duly sworn, deposes and says:

1.

He is First Vice President of Johnson, Tane, Space, Smith & Co., Inc. (the
'Company"), a registered broker-dealer under the Securities Exchange Act of
1984 with principal offices in Savannah and Atlanta, Georgia, and has held such
position at all times relevant to the facts set forth in this Affidavit. Having held
such position, he Iq familiar with the business of the Company and has personal
knowledge of the facts set forth herein, all of which are true.

2.
In September, 1975 the Company was advised that the Vance, Sanders Ex-

change Fund ("Vance, Sanders"), a California limited partnership proposing to
operate as an open-end diversified investment company, had on April 28, 1975
received a ruling from the Internal Revenue Service to the effect that:

(A) For Federal income tax purposes, Vance, Sanders would be characterized
as a partnership and not an association taxable as a corporation.

(B) No gain or loss would be recognized to Vance, Sanders or to any of Its
limited partners on a contribution of stock or securities in exchange for an
interest in Vance, Sanders.

(C) The bats of t partnership interest of the limited partners of Vance,
Sanders would be the amount of any money and the adjusted basis of any prop-
erty contributed at the time of the contribution.

(D) The basts of the property contributed to Vance, Sanders by limited part-
ners would be the adjusted basis of such property to the limited partners at the
time of contribution.

3.
In reliance on the Internal Revenue Service's ruling to Vance, Sanders and

other existing laws, the Oompany immediately began to explore the feasibility of
sponsoring a similar exchange fund, later designated the "Chestnut Street
Ifxchange Fund" (the "Fund"), for which the Company would act as dealer-
manager.

The Company hoped to secure the services of Provident National Bank ("Provi-
dent") of Philadelphia, Pennsylvania as investment advisor and transfer agent
of the Fund, and, as hereinafter described, Provident agreed to serve in such
capacities. Because of certain prohibitions under existing law, including the
Olass-Steagall Act, all of the expenses incurred in organizing and registering the
Fund were to be paid by the Company.

4.

Accordingly, during the remainder of 1975 and prior to February 17, 197(, the
Company spent substantial time and money in organizing and preparing to mar-
ket the Fund.

5.
During October, November and December, 1975, representatives of the Com.

pany were continually In contact with representatives of Provident. In addition
to numerous telephone and written communications between representatives of
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the Company and Provident during such period, the following meetings were
held:

(A) A meeting attended by Mr. Richard M. Somers, Jr. of the Company and
representatives of Provident was held on November 12, 1975 in Philadelphia;

(B) A meeting attended by Messrs. Somers and Reider A. Trosdal, Jr. and the
undersigned on behalf of the Company and reprewmtatives of Provident was held
in Philadelphia on December 2 and 3, 1975; and

(C) A third meeting was held in Philadelphia on December 21 and 22, 1975,
which was attended by Mr. Somers and the undersigned on behalf of the Com-
pany and by representatives of Provident.

As a result of the above extensive communications and meetings, an agreement
in principle was reached between the Company and Provident, and the agreement
(the "Agreement") was finalized and executed by both parties on December 22,
1975.

6.

During the period commencing with the execution of the Agreement and con-
tinuing to February 17, 1976, the Company continued to devote anbstantial time
and effort toward the formation of, and the preparation of marketing plans for
the offering of interests in, the Fund. Shortly after the Agreemlent wag executed,
the Company employed accountants and lawyers who were instructed to form a
California limited partnership, request a ruling from the Internal Revenue serv-
ice as to the tax effects of investments in the Fund, and prepare amid file with the
Securities and Exchange Commission a Registration Statement on Form S-5. A
detailed planning conference between the Company, Provident and their respec-
tive counsels was held on January 20, 1976 in Philadelphia to discus the Fund
and drafts of certain documents, including the Registration Statement on Form
8-4 and the request for a ruling from the Internal Revenue Service, which had
been prepared by counsel for the Company and to review and finalize the work
assignment agenda. Counsel for the Company, together with employees of the
Company, spent considerable time and effort prior and sabeequent to the meet.
Ing, and prior to February 17, 1976, preparing, reviewing and revising these and
other requisite documents.

7.

On february 19,1976, the Company and Provident were advised that H.R. 11920
had been introduced and that the Internal Revenue Service would issue no fur-
ther rulings pending the outcome of this legislation. Accordingly, meeting, origi-
nally scheduled for Febtuary 28, 1976 to finalize the Registration Statement, the
request for a ruling from the Internal Revenue Service and other related mat-
ters, was postponed. Notwithstanding such postponement, in view of the substan-
tial amount of time and money which the Company had already invested in the
project, a decision was made in March, 1976 to continue to proceed with the prepa-
ration of the Form -5 Registration Statement, Which was duly filed with the
Securities and Exchange Commission on March 25, 1976, and the preparation of
the request for a ruling from. the Internal Revenue Service, which was filed on
March 26,1976.

&

As a result of its efforts in organizing the Fund, the Company. has incurred
expenses which are as follows:

Prior to Feb. rek. 17 to
oryo expense 17, 1976 Jprln 30, 1476 Total

Travel ..................................................... 2770.74 $10.20 S 3680.94
Compenution to personn...---------------------1, 3Q. 00 7,750.00 2l,050. r
ToAne-- 1....................... ,1 475 276.S 1,411. 5
Fdiqln fes to e Scuritie ad Exca e Commsi.......................... -21,000.00 1,000.00
Miscelaeous---------------------..........477.91 50.50 52. 41

Total ................................................ 22, 3. 29,"67.20 52,670.60

In addition to the foregoing expenses, the Company has been advised by the
law firms set forth below that the reasonable value of their services and the
amount of expenses they have respectively incurred in connection with the Fund
are as follows:
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Prio to Feb. Feb. 17 to
Law firm 17, 1976 Apr. 30, 1976 Total

Drinker, Bidile & Ruth (Philadelphia, Pa.):
Fees ------------------------------------------------ $10,300.00 $6,750.00 $17,050.00
Disbursements .....-.-.--.- ---------------------- 1,000.00 1,900.00 2,900.00

Gibson, Dunn & Crutcher (Beverly Hills, Calif.):
Fees -------------------------------------------------- 1,350.00 1,450.00 2 s0.
Disbursements ----------------------------------------- 123.00 509.21 632.21

Kilpatlck, Cody, Rogers, McClatchey & Regenstein (Atlanta, Ga.):
Fees ------------------------------------------------- 1,170.00 1,930.00 3,100.00
Disbursements ......--------------------------------- 180.23 143.22 323.45

Total ----------------------------------------------- 14,123,23 12,682.43 26,805.66

The total expenses, therefore, incurred by the Company through April 30,
1976 in connection with the Fund are $79,376.26, of which $36,706.63 were incurred
prior to February 17, 1976, and $42,669.63 were incurred after that date but on or
prior to April 30, 1976.

9.

But for the issuance of the April 28, 1975 ruling by the Internal Revenue
Service to Vance, Sanders and the existing laws, upon which the Company relied,
the foregoing expenses would not have been incurred.

10.

This Affidavit is made for presentation to the House of Representatives and
the Senate of the United States and any and all committees or members thereof
lb connection with their consideration of H.R. 119';'0 (94th Congress, 2d Session)
or any other legislation during the current session relating to the taxation of
partnership exchange funds.

In witness whereof, I have hereunto set my hand and seal this 7th of May, 1976.
HARRISON CLARKE. [SFAI.]

Sworn to and subscribed before me this 7th day of May, 1976.
VICTORIA K. DUNCAn',

Notary Public.

STATEMENT OF CHARLES H. M1OBIN ON BEHALF OF FEDERATED RESEARCH CORP.
RELATING TO THE SWAP FUND AMENDMENT To H.R. 10612

.,I am appearing today on behalf of Federated Research Corp. in support of the
amendment to H.R. 10612 which was adopted by the Senate Finance Committee,
relating to the prospective prohibition of tax-free transfers to limited partner-
ship "swap funds."

On April 27, 1976, the Ways and Means Committee reported H.R. 11920, a
Bill which terminates as of February 18, 1976, tax-free exchanges of securities for
interests in limited partnerships. The Bill passed the House as H.R. 11920 and
was approved as amended on June 4, 1976, as a Finance Committee amendment
to H.R. 10612.

H.R. 11920 as passed by the House included a "grandfather clause" which
allows tax-free transfers to partnerships which had filed Registration Statements
with the Securities and Exchange Commission and Ruling Requests with tile
Internal Revenue Service on or before February 17. 1976, provided that certain
other conditions were met. The February 17, 1976, date is the date the Bill was
introduced in the House.

The effect of the House grandfather date was to allow tax-free exchanges of
five swap funds and leave out three funds which were in the process of organizing
limited partnerships at the time the Bill was introduced. Based on additional
Information submitted to the Finance Committee and the staff, the Finance Com-
mittee extended the grandfather provision in the House-passed Bill to include the
three swap funds which were in the organizational process at the date the House
Bill was reported out by the Ways and Means Committee.

In the specific case of Federated Research Corp., we respectfully submit that
the change made to the grandfather provision by the Finance Committee is amply
Justified by the efforts and expenditures of Federated prior to the introduction
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of H.R. 11920 in the House-actions which were based on an existing Internal
Revenue Service Ruling.

Representatives of Federated Research Corp. had testified before the Ways
and Means Committee as early as September, 1971, and again in March, 1971, In
favor of an amendment to Section 851 of the Internal Revenue Code which would
permit swap funds to be organized in corporate form. This testimony pointed out
the revenue gain to be realized from such a course of action. No amendment was
then Introduced, primarily because of economic factors

A tentative decision was made by Federated in October, 1975, to organize
an exchange fund in limited partnership form and preparation of a Registration
Statement was commenced. By December, 1975, the Registration Statement for
Federated Exchange Fund was ready for filing, but filing was withheld pending
the expected announcement by the Ways and Means Committee of capital gains
tax hearings. By January, 1970, the executive committee of Federated made the
decision to proceed with the filing of the Registration Statement and had ninde
arrangements in February, 1976, to deliver the Registration Statement to Wash-
Ington for filing with the S.E.C. At that time, the President of Federated, John F.
Donahue, became ill with pneumonia, requiring that filing of the Statement be
postponed until lie was able to review and execute it. Coincidentally and
unexpectedly, the House Bill (H.R. 11920) was introduced. Federated then filed
its Registration Statement on March 3, 1976, within two weeks after the
announcement of the filing of H.R. 11920. The determination to do this was
based upon the opinion of counsel that the exchange contemplated by the Regbstra-
tion Statement would be tax free under then applicable law, subject to the final
form of H.R. 11920.

Federated has obviously pursued an orderly and accepted method of statutory
amendment since July 31, 19069, when it commenced communication with the
Treasury Department. Its expenditures since July, 1970, when conferences were
firig held with the then Chairman of the Ways and Means Committee have ex-
ceeded $200,000 through 1975. Its expenditures in pursuing the limited partner-
ship registration alone have exceeded $150,000. These expenditures were incurred
in reviewing the special requirements of federal securities law, federal tax law,
California statutes, Pennsylvania statut-es, Blue Sky laws of the various states,
preparation of the S.E.C. Registration Statement and matters related to legisla-
tive activities connected with the introduction of the House Bill. They also in-
clude extensive internal efforts in preparing drafts of agreements, statements and
reports and Ruling Requests, as well as the extensive negotiations with proposed
custodians and transfer agents, underwriters and members of the brokerage com-
munity. These internal expenses alone amounted to over $90,000..

Thus. more than any other registrant, Federated deserves to be included in any"grandfather clause" relief from the change in the law proposed in H.R. 11920.
We submit that the action taken by the Finance Committee in including the

additional three companies was equitable and proper, and that the Committee
amendment should be adopted by the Senate.

STATEMENT OF JOHN E. HEMPSTEAD, PARTNER BUTCHER & SINGER,
PHILADELPIIJA, PA.

To the Honorable Members of the Committee on Finance: My name Is John E.
lempstead. I am a partner In the investment banking firm of Butcher & Singer,
which has its principal office in Philadelphia, Pennsylvania. My remarks concern
the effective date provisions of the Committee Amendment to H.R. 10612, which
deal with so-called partnership swap funds. The substantive provisions of this
particular legislation correspond to H.R. 11920, passed by the House of Rep-
resentatives on May 3, 1976.

At the time of the hearings by the Ways & Means Committee on II.R. 119200 on
March 29, 1976, there were eight swap funds which had been formed as partner-
ships. On February 17, 1976, the date on which H.R. 11920 was introduced, five
funds had then been formed and the three other funds had not yet filed a request
for ruling with the Internal Revenue Service or a registration statement with the
Securities and Exchange Commission. One of those three funds is Equity Ex-
change Fund, sponsored by my firm,-

I am here to support the action of the Finance Committee in recognizing the
fairness and equity in permitting all eight funds to conclude the transactions for
which they were formed.
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On January 29, 1975, Butcher & Singer received a favorable tax ruling from the
Internal Revenue Service concerning the establishment of a general partnership
as an investment company. The importance of that January, 1975 ruling to the
present situation Is that the ruling established, in our opinion, a more desirable,
economical and easier method of utilizing a partnership format an an investment
company, as distinguished from the limited partnership format which then, and
now, has been the usual method for a partnership investment company. When I
heard about the Vance, Sanders Exchange Fund (which is a limited partnership)
it occurred to me that the general parnership format of our January, 19T ruling
could be adapted for use In a swap fund context. Consequently, on Tuesday,
November 18, 1975, I first met with our tax counsel to review with him the effect
of organizing a swap fund utilizing the general partnership format of the Janu-
ary, 1975 ruling. From that conversation, it did become evident that there were
certain advantages in utilizing the general partnership format for our swap fund,
rather than the limited partnership format used by Vance, Sanders.

I immediately began to concentrate most of my activities to arranging the
establishment of a swap fund which would utilize the general partnership format
approved by the Internal Revenue in January, 1975, and would rely upon the
policy of the Internal Revenue Service, as announced In the Vance, Sanders case,
to Issue favorable rulings to swap funds.

Butcher & Singer would prefer to have some other entity be the fund's Invest-
ment adviser or manager, although we would be willing to perform that function
If a suitable arrangement could not be made with an independent fund adviser
or manager. For this reason, I spent considerable time in determining what
entity would be a compatible participant with Butcher & Singer In the establish-
ment and operation of its swap fund. These efforts resulted In numerous telephone
calls with officers of Wellington Management Company, of Valley Forge, Penn.
sylvania during December, 1975. As a result of these calls, a meeting to discuss
the management of the swap fund by Wellington Management was held on
December 22, 191. Attending that meeting were three officers of Wellington
Management, our counsel, and myself. The result of that meeting Is summarized
In the "Proposal for an Exchange I and" dated January 14, 1976 which was sent
to William H. I Sullivan, of Wellington Management Company. That memo-
random, together with a separate memorandum of our counsel also dated Jan-
uary 14, 1976, summarizes the most important features of the general partnership
exchange fund format. Although those memoranda were only summaries, they
clearly show the substantial amount of the legal activity, and my activities,
which had gone into this project from November 18th to that date. Copies of
those memoranda are being made available to the Committee.

The letter to Mr. Sullivan was followed by a second meeting with officers of
Wellington Management Company, held on February 2, 1976. Attending that
meeting were three officers of Wellington Management, our counsel and myself.
Those attending the meeting wanted to go forward with the project as soon an
possible. As a result of those meetings, we authorized our counsel to draft what
would be, In effect, a request for a supplemental ruling to our January, 1975
ruling regarding the use of the general partnership format for the swap fund.
There is no question thafour desire to use a more economical partnership format,
rather than merely to "copy" the Vance, Sanders format, was the cause of delay
in forming our swap fund. This required additional time to explain to Welling-
ton Management the operation and legal aspects of that formaL As it has
developed, we now find it necessary to use the same limited partnership format
as the other swap funds because of novel issues raised by the Seetritles and
Exchange Commission which, in the opinion of our counsel, probably would not
be resolved prior to the expiration of the O0-day period permitted by the bill to
conclude solicitation of exchange securities. The use of the limited partnership
format presents no delays for technical reasons with the Securities and Exchange
Commission or with the Internal Revenue Service.

Shortly after that February 2, 1976 meeting with the officers of Wellington
Management Company, our counsel and we %ad heard the rumors circulating In
the investment community that the Internal Revenue Service was, for some
unknown reason, putting a "hold" on the issuance of rulings for swap funds.
It was only a few days later when, on February 17, 1976, H.L 11920 was intro-
duced and the Internal Revenue Service suspended rullngs.

At the time the Service's "hold" position in issuing rulings was made known
to the interested parties, we had already incurred considerable costs and effort
on the matter. This is amply evidenced by the memoranda dated January 14,
1976 sent to Wellington Management. Ironically, had not the "hold" position been
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taken by the Internal Revenue Service, I have been informed that our request
for ruling would have probably been submitted to the Service before Febru-
ary 17, 1976.

In 1966, the Congress permitted swap funds to become effective for a short
period after enactment of legislation which thereafter precluded corporate swap
funds. After HR 11920 had been introduced, we recognized that the effective
date provisdons for the swap fund legislation might not be as liberal as those
provided In the 1966 legislation. For this reason, we filed our request for
ruling with the Service prior to the hearings held by the Ways and Means
Committee, so that the Congress could enact a bill which would give fair treat-
ment to us along with all the other swap funds which have relied upon the
Service's position by filing a request for ruling or a registration statement prior
to that cutoff date.

In conclusion, we believe that the Finance Committee has properly recognized
that it is only fair and equitable that all eight swap funds be permitted to
conclude the transactions for which they were created.

Thank you for your consideration.
The CHAiRmAN. We will next call Dr. Leo J. Gehrig, senior vice

president, American Hospital Association.

STATEMENT OF DR. LEO 1. GEHRIG, SENIOR VICE PRESIDENT,
AMERICAN HOSPITAL ASSOCIATION

Dr. GEmtiR. Mr. Chairman, members of the committee, we appre-
ciate this op portunity and I wish to support the amendment offered
by Senator Ribicoff and offered by the committee which would au-
thorize under section 501 (e), in addition to existing authorities, co-
operative activities in laundry and clinical services.

The American Hospital Association has for years urged hospitals
to share services in order to hold down capital expenditures and to
achieve the economic accessibility and quality advantages of such
actions wherever they are feasible.

Let me explain that the objectives of such services are the improve-
ment in the quality and cost in obtaining the quantities of skill that
can be achieved by such joint activities.

The resultant cost savings can help to restrain charges to sell paid
hospital patients and the third party payers including the Govern-
ment. So far as we know, there has been no opposition to this amend-
ment, save one by the Linen Supply Association of America which
opposes the position of Senator Rlibicoff's amendment related to pro-
vision of laundry services.

In fact, the administration's position on this bill has been Su -
ported as in the public interest as we have indicated in the past. ;y
full statement, which I hope.you will include in the record, relates to
some of what we believe are inaccurpeies of the statement provided to
the committee by the Linen Supply Association.

We further have amplified our statement with specific examples of
shared services in a number of areas of the country where the serv-
ices have pointed up the fact that savings can be accomplished which
can be reflected in terms of our charges to patients.

We believe this important step forward, and it has been advocated
in other bills like the Comprehensive Health Planning Act, the ad-
vantages other than cost savings, however, can be realized by hospi-
tals participating in such services.

I would only indicate these include the separate processing of linen
which is contaminated, similarly articles of clothing, separate deal-
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ing of linens from pediatric, obstetrical, and surgical areas, the pro-
vision of certain types of surgical floor and discharge packs that are
important, doing this within the requirements of hospitals for the
quality of the type of linen return.

Frankly, in general, the decision to use, as is the most common
method now, that is in plant, services by hospitals versus using shared
services, commercial laundry linen supplies will continue to be one
that each hospital must be forced.to determine in terms of quality
and cost.

This provision provides an alternative which will be important in
some areas, we urge Congress to retain a committee approved amend-ment. I would like to add that we strongly suppo rt Senator Curtis'
amendment which would encourage nonprofit hospitals to provide
certain services where they can be done effective through other
nonlrofit health care institution services which otherwise would have
to be provided by the individual institution.

AVe believe it offers similar advantages and will be important in
the, inany areas. We thank you for this opportunity to appear before
you.

Senator (trr s. May I clarify the record just, a little now? The
provision offered by Senator Ribicoff is the one that has the laundry
factor.

M[r. GCr~iro. That is right.
Senator Ct''ris. As I understand it, existing law permits coopera-

tives to be set up by hospitals to carry out these things that they con-
sider inutually advantageous.

My proposal looked only to small hospitals. It would permit them
more or less exchange or sha e services. They (lid not have to set up
the separate cooperatives. Is that your understanding!

Mr. GEJIRIG. Exactly my understanding. As you indicated, the
501 (e) authority of Senator Ribicoff does require institutions to set
up separate organizations and there are institutions, mniny of which
(1o not have any capital costs that would be related to such a coopera-
tive venture.

'Your amendment would provide one nonprofit organization to
provide directly certain services to other nonprofit health care in.
stitutions and 1 think particularly in some of the rural aRvas, a limita-
tion which is now present, and will continue to be present.

Senator Cuirris. But they are two separate propositions. The one
I offered is not involved in the laundry controversy.

Mr. GEiano. Correct. I have heard no objection to yours.
Senator Cuwris. There is a disagreement in reference to the laundry

situation.
Mr. GU.RG. That is correct. As a matter of fact, this is not new.

The opposition has occurred before but we believe at this point, in
time with a considerable concern on cost factors that this is a legiti-
mate methodology which does not suggest an exclusive use of coopera-
tive activities across the country.

As a matter of fact, it is not feasible and probably never will be
used as a common method. There are nhany aReas where cost savings
can he achieved which will be important both to private patients and
to the government .

The C11A~t31Am . Thank you very much, sir.
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Mr. GEHRIo. Thank you.
[The prepared statement of Dr. Gehrig follows:]

STATEMENT OF T1lE AMERICAX HOSPITAL ASSOCIATION

SUMMARY

1. In 11168 Congress enacted Section 501 (e) of the Internal Revenue Code to
authorize hospital shared services organizations to help nonprofit hospitals
make cost savings that benefit self-pay patients and the government as pur-
chaser of services under the Medicare and other Federal programs. Intensive
lobbying at that time by the commercial laundry industry led to exclusion of
laundry services from Section 501 (e).

2. Senator Ribicoff's hospital shared services amendment which the Finance
Committee approved June 11 would permit 501(e) shared services organizations
to provide laundry services to their members.

3. Inconsistencies, inaccuracies, and %ef.serving and misleading statements
raise serious questions as to the usefulness of a Position Paper of the Linen
Supply Association of America which we have seen.

(A) Quotations front a magazine , article give an Incorrect impression
of the author's views, and the position paper offers price comparisons with-
out establishing that the costs cover the same range of services, a mistake
the author of the article warned against.

(B) We cannot evaluate tle validity of data presented ill the LHAA
position paper from a study by Michael Broadhient since we do not have
atcess to the study.

(C) Instead of leading to unnecessary duplication of services and facilities
claimed in the ISAA lPition palmer, hospital shared services laundries,
(ertificate-of-need laws, atnd P.L. 113-641 (the health planning law Con-
gress enacted at couple of years ago) are best designed to reduce capital
outlays through avohlance of uinecesmary duplication of health facilities
lind services.

(i)) The principal thesis of the ISAA position paper is that commercial
laundries provide services to hosittails that are of acceptable quality at a
lower cost than shared laundries, but verifiable cost data to support this
claim Is lacking.

4. Seven specific examples of hospital shared services laundries in different
parts of the country are provided in the AIIA's testimony, irith the names andaddresses of officials of the laundries who are prepared to substantiate the
savings we have reported.

5. Other, som ethmns more important, advantages of hospital shared services
laundries include:

- (A) Better quality control programs that often cannot or are not carried
out by commercial laundries, such as separate handling of contaminated
linen, surgical and obstetrical linen, spetil cleaning of delivery carts and
vans, and use of social washing formula, temperature and time, to meet
rigid hospital requirements.

(11) Commercial laundry service of acceptable quality is not everywhere
available to hospitals.

ConclUmon.-A hospital's decision to use an in-house laundry plant, sharedservices, or commercial laundry service is based on a comparison of available
alternatives, their quality and cost. Making the option of shared laundry serve.Ices under Section 501 (e) available to hospitals does not'suggest such services
will be feasible or desirable in all areas. We believe, however, hospitals should
have available to them the option of such shared servi(s under 501(e) when
cost savings and other advantages such as Improved quality of services can
be realized through cooperative arrangements.

We urge the Finance Committee' to confirm Its approval of the hospital shared
services amendments, and the Com.gress to enact the amendments.

STATE ENT

I am Leo J. (ehrig, M.)., Senior Vice President of the American Hospital
A.soclation, which represents some 7,000 health care institutions and more than
21,000 personal members. I appreciate the opportunity to appear before this
Committee In support of the hospital shared services amendments the Committee
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has approved for incorporation in H.R. 10627, the tax reform bill now before
the Senate.

In the Association's April 14, 1976, statement to the Finance Committee on
tax reform issues, the AHA recommended that Section 501(e) of the Internal
Revenue Code, which grants tax exempt status to organizations providing cer-
tain services on a cooperative basis to nonprofit hospitals, be amended to per-
mit and encourage expansion of such shared services activities as a means of
helping hospitals in their efforts to bold down increases in the cost of hospital
care.

The amendment offered by Senator Riblcoff and approved by the Committee
would authorize under Section 501(e), in addition to existing authorities, coop-
erative activities in laundry services and clinical services. Further, it would
permit nonprofit skilled nursing facilities to participate along with nonprofit
hospitals in the formation of such shared services organizations.

The American Hospital Association has for many years urged hospitals to
share services in order to hold down capital expenditures and to achieve the
economic accessibility and quality advantages of such action where feasible. The
term "shared services" in the hospital field is widely understood to mean serv-
Ices provided as the result- of two or more hospitals or other health care insti-
tutions combining resources to provide better or more econmical services for
their patients. Such shared services can encompass both administrative and
clinical functions Let me emphasize that the objectives of such shared services
are improvement in the accessibility and quality of care and economies of scale
that can be attained through joint activities. Resultant cost-savings can help
to restrain charges to self.pay hospital patients and third-party payers, include.
ing the government as the purchaser of services for beneficiaries of health pro.
grams.

As a result of the Section 501(e) hospital shared services authorization which
Congress enacted In 1968, a variety of such shared services have been developed
by hospitals that have made for more efficient provision of services than would
be possible by institutions acting alone.

Intensive lobbying by the commercial laundry industry in 1968 led to the ex-
clusion of laundry services from the list of activities that 01 (e) hospital shared
services organizations may perform for their members. The hospital field is now
asking Congress to act to remedy this omission, and we were grateful when this
Committee on June 11 approved both Senator Ribicoff's and Senator Curtis'
hospital shared services amendments. So far as we know, the only opposition
to these amendments has come from the Linen Supply Association of America
which opposes a provision of Senator Ribicoff's amendment that would permit
Section 501 (a) shared services organizations to provide laundry services to
their members

Among the advantages hospital shared services offer are:
Savings of capital funds through avoidance of unnecessary duplication of

facilities and services;
Lower operating costs through greater efficiency and economies of scale;

and
Better quality controls and improved availability and accessibility of es-

sential services.
Mr. Chairman, we have seen a paper prepared for the Lines Supply Associa-

tion of America (LSAA) entitled "Position Paper in Opposition to the Senate
Finance Committee" that on the one hand stas no public hearings were held
on this issue, and on the other charges that the American Hospital Association
has provided the Congress with incorrect data. Both statements are untrue. I
have already pointed out that the ABA's recommendations for amending Section
501(e) were submited on April 14 and therefore have been a matter of public
record for several months. Further, we have provided only accurate and verim-
able data to the Committee.

I shall not attempt to deal with all of the inconsistencies, inaccuracies and
self-serving and misleading statements in the LSAA position paper, but I would
like to point to a few that raise serious questions as to the paper's usefulness:

1. References are made to an article written by Wilbur Stevens and published
In the December 1975 issue of Hoepital Fdaancail Mantagement magazine. Quota-
tions from the article are presented to create the impression that the author Is
critical of hospital shared laundries. In fact, a careful reading of the article
suggests that the author is merely pointing out that misconceptions arise in
comparing costs of combined laundry (washing) services and linen supply serv-
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ices with other operations that do not include the costs of similar combinations
of services. The LSAA statement then goes on to present cost comparisons with-
out assuring that the services being compared are substantially the same.

The Stevens article, in our view, actively supports the proposition that shared
laundry services can effect cost savings through economies of scale, while em-
phasizing that accurate records must be kept of the elements of such services
In order to measure savings.

2. We have not had access to the data collected by Michael Broadbent from
16 hospital laundry- cooperatives as extensively quoted in the LSAA position
paper. Therefore, we cannot evaluate the validity of the data and statements. I
would point out, however, that more hospitals in this country perform both
laundry and linen supply services for themselves than obtain such services
through other arrangements, The motivation for a hospital to Join with other
institutions in the development of a shared laundry service is to obtain quality
services more efficiently and economically than can be obtained by other means.
Later in my testimony I shall cite examples involving a significant number of
hospitals in which central cooperative laundries are providing high quality
services to hospitals at lower costs than commercial laundries in their areas are
charging :

8. In addition, the LSAA position paper discusses capital costs an duplication
of facilities and arrives at inappropriate conclusions.

Capital costs can be minimized by the sharing of laundry services where feasi-
ble, in lieu of a number of individual hospitals maintaining in-house laundries.
The American Hospital Association has over the years strongly supported the
development of certificate-of-need programs to avert unnecessary duplication
of resources, and fully supported the legislation providing for such programs
which became P.L. 98-41, The National Health Planning and Resources Devel-
opment Act. We are convinced, in fact, that shared services can and do avoid
unnecessary duplication in a variety of hospital activities and facilities.

Moreover, P.L. 93-841 specifically states that "1h development of mutit-astftu-
fonal. arrangements for the sharing of support servi w c esary So all health
serve oe insttutions' is one of ten priority goals of federal, state, and area health
and resources development programs. (Section 1502 of title XV of the Public
Health Service Act, which is headed "National Health Planning and Develop-
ment."

4. Throughout the LSAA position paper there is a suggestion that the amend-
ment approved by the Committee would result in the development of cooperative
shared laundries to serve all hospitals in the country. This would not be feasible,
and it is completely erroneous to make such an assumption. The authority for
shared laundry services under Section 501(e), as in the case of the authority
for other shared services, would be used where such shared laundries could pro-
vide more accessible and economical services of acceptable quality.

Cooperative Laundry Servioe8

Laundry services for hospitals are provided through a variety of arrangements.
Data collected by the American Hospital Association in a 1975 special survey of
selected hospital topics shows the following:

44.7 percent of 6,223 hospitals reporting processed their laundry in in-
holae plants;

10 percent of the hospitals had their laundry processed by cooperalive
laundr*s;

80.2 percent had their laundry processed by ommercial laundries; and
10.6 percent used linen rental servce&
,(The remaining 4.5 percent were accounted for by various combinations

of in-house, cooperative, and commercial laundry services, linen rental serv.
ices, and a .2 percent non response.)

Shared hospital laundry services are not authorized under Section 501 (e) and
this has impeded their development. However, some central hospital laundries
have been formed despite their handicap and have demonstrated their value.

I believe it would be helpful to the Committee to cite specific exampi esof the
achievements of some hospital shared services laundries in different parts of1 the
country:

Western Kentucky Hospital Services, Inc., North Main Street, P.O. Box 488,
Badisonville, Ky., Kenneth Alexander, executive vice president.

74-712-7-pt. 2-12
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This laundry processes over 4 million pounds of laundry a year for its 12
hospitals, saving tile participating institutions, InI the aggregate, over $200,-
000 annually.

Central Services Corporation of Metropolitan New Jersey, 646 Frelinghuysen
Avenue, Newark, N.J., Peter Botbyl, executive director.

InI its four years of operation. this laundry has demonstratedd it can rpo-
vide participating hospitals efficient and economic laundry services. It
processes 14.5 to 15 million pounds of laundry a year for Its 21 hospitals at
a cost of 19 cents per pound, which is approximately 1.5 cents per pond
lower than commercial laundry rates Ill the service area. The laundry has
the total support of the New Jersey State )elartment of Health as an
activity that helps restrain hospital costs.

Virginia Hospital Laundry, Tie.. 1601 North 17th Street, Ri(hmond, Va.,
Thomas N. Vaughan, Jr., general manager.

This laundry began operating in February of this year and snow serving
4 hospitals. with another to be added very soon. It now handles approxi-
uuately 110,000 pounds of laundry per week and estimates it will handle sonie
0.7 million pounds per year. At tMe present time its charge is 21 cents per
pound as compared with a 28 cent, per pound (barge by commercial laundries
in the area. This 7 cents per pourd difference is expected to yield a savings
of approximately $460.000 per year, and tie 21 cents per ouind charge will
be further reduced after debt service has been retired.

Associated Hospital Services, Inc., 7639 Townsend lace, New Orleans. La.,
LeRoy 1). Kohler, general manager.

This laundry processed over 2.0 million pounds of lanndry in 1975 for
6 hospitals at a savings of 2.5 cents per pound. or over $05.000 for its member
hospitals. Let me note. also. thlt the central laundry has many letters from
hospitals aiut the high quality, convenience and reliability of the laundry
services being provided.

Hospital Central Servihes, Inc.. 2130 28th Street, Allentown, Pa., Kenneth R.
Crowly, vice president.

The laundry serves IS hositals and processes over 11 million pmunls (if
laundry per year at a cost-savings of 3 cents per pound. The annual savings
for its members is $830.000.

hospitals Laundry Association, III(., 175 Ipswich Street, Boston, Mass., Sami-
uel T. Church, (eneral manager.

This laundry serves 28 hospitals (5.600 beds) and proees., .ts over 25 million
pounds of laundry annually at an annual savings of some $250,000 for its
member hospitals.

While the cost per pound of laundry varies. depending In part on the scope
of services provide ]. these examples show that, contrary to the principal thesis
of the position paper of the Linen Supply Assoclation of America, cooperative
xharcd laun dry serriceis can and do bring cost sarlings to nonprofit hospitals
that can be passed on to patients.

In addition to cost savings from more efficlent oierations and the economies
of scale, where such shared services are feasible, cost savings can be realized
thrmgh the elimination of unnecessary duplication of hospital in-house laun-
dries. For example. in Madison. Wisconsin, the Madison United Hospital Laun-
dry, 1310 West Badger Road. was constructed at a cost of $1.7 million, whereas
the estimated cost of renovating or constructing in-house laundries at the hos-
pitals it serves was estimated at well over $2.5 million. Moreover. in this instnace,
there was no commercial laundry service of acceptable quality available to tile
hospitals, nor a commercial laundry rate available to compare with the central
laundry's estimated cost of 17.5 cents per pound.

Quality of Serviers

Advantages other than cost savings caa be realized by hospitals participating
In shared laundry activities. Among these are quality control programs that
often cannot or are not provided boy commercial laundries but which can be
carried out by laundries that service only hospitals and other health care insti-
tutions. For example. separate, processing of contaminated linen and articles of
clothing, separate processing of obstetrical. pediatric and surgical linens; the
use of approved washing formulae, temperature and time. to provide necessary
levels of cleanliness required by hospitals: specialized cleaning of linen carts
and delivery vans through germicidal fogging, steam cleaning, etc.; and the
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preparation of special surgical packs, floor packs, discharge packs, and linen
maintenance. Also, cooperative hospital laundries usually provide services six
days a week so that hospitals can count on prompt delivery even on an emergency
baslM.
Availability of Services

At present. more hospitals obtain their laundry and linen supply services
through house operations than by any other method. Further, in a number of
instances the alternative of comparable commercial laundry services is not
available.

As we Indicated. hospitals must be concerned with the quality, cost and accessi.
lillity of these services. Several executives of hospital (entral laundries have
verified that their cooperative laundries were initiated to more efficiently pro-
vide these services to groups of hospitals in areas where there were no com-
mercial laundries willing or able to provide laundry services of acceptable
quality.

In general, the decision to use an in-house plant, shared service, or commercial
laundry is based on a comparison of available alternatives, their quality and
cost. Making available the opportunity for hospitals to share laundry services
under 501(e) does not suggest that such services will be either feasible or
desirable in all areas. We believe, however, that hospitals should have the option
under 501(e) of sharing laundry services when cost savings and other advantages
such as improved quality of services can be realized through cooperative
a arrangements.

Mr. Chairman, amending the law to permit 501(e) hospital shared services
organizations to provide laundry services to their members, would, in our view,
lie in the public interest and thus assist hospitals to deliver health care more
efficiently and economically. The amendments approved by this Committee on
June It would, we believe, lead to a more effective implementation of the
original aim of Section 501 (e). We urge the Congress to retain the Section 501 (e)
amendments your Committee has approved.

The (IIMUt..x. Mr. Leonard B. Farrell, director of government
and industry relations of the Institute of Electrical Electronics Engi-
neers, Inc., and acting chairman of the Joint Committee on Pensions,
and M r. Robert Saunder.s.

STATEMENT OF LEONARD B. FARRELL, DIRECTOR OF GOVERNMENT
AND INDUSTRY RELATIONS OF THE INSTITUTE OF ELECTRICAL
& ELECTRONICS ENGINEERS, INC., AND ACTING CHAIRMAN
OF THE 3OINT COMMITTEE ON PENSIONS, AND DR. ROBERT
SAUNDERS

Mr. FARRELj,. Thank you very much, Mr. Chairman. I am Leonard
11. Farrell, acting chairman of the Joint Connittee on Pensions for
Engineers & Scientists. With me, is Dr. Robert Saunders, vice presi-
dent of regional activities of the Institute of Electrical & Elec-
tronics Engineers. Inc.

Dr. Saunders is also professor of electrical eng ineering at the Uni.
versity of California at Irvine, Calif., and the former dean of engi-
neering at the ITnivlrsity of California at Irvine. He will present the
testimony- in behalf of the Joint Committee on Pensions. But before
I)r. Saunders does so, I would like to indicate for the record that. the
interest we are demonstrating today in the two pension areas we shall
discuss started some 8 months ago with the Senate Finance Commit.
tee.

We attempted to testify at your earlier 'hearings in April but the
busy schedule of the committee precluded it. Since then I have had
the opportunity to work with and discuss these several issues with a
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number of your colleagues and, indeed, the staff members of most all
members of the Senate mane Committee.

Dr. Saunders.
Dr. SAUNDERS. Mr. Chairman, the Joint Committee on Pensio

which I represent today, appreciates the opportunity to focus your
attention on this legislation m the several areas relating to pensions,
that is, the Keogh plan, particularly what has been called the mini-
Keogh and the limited employee retirement account--LERA.

We have a prepared statement which I would ask be placed in the
record, and then I would like to make some informal remarks.

[The statement follows:]
TESTIMONY or Da. RoBmr M. SAUNDERS ON BEHALF OF THICK ENOTEERS' AND

SCMaNTISTS' JOINT OMTIEE ON PENSIONS

SUMMARY ,
The engineering and scientific professional societies urge this Committee to

modify section 1502 of the Senate amendments to H.R. 10012, amending section
415 of the Internal Revenue Code, to delete the $15,000 limit on access to the
"Mini-Keogh" permitting contributions to a small Keogh plan up to an annual
limit of $750 or 100 percent of self-employment income, whichever is less. In
the alternative, the Joint Committee on Pensions asks that eligibility be raised
at least to permit contributions by employees with up to $30,000 adjusted gross
Income. Such amendments are necessary to permit working professional engi.neors and scientists to use the Keogh amendment as a method of providing 1
limited amount of retirement income, in light of the fact that such professionals
are so highly mobile that they very frequently do not vest under corporate
pension plans, even as amended in accordance with ERISA.

IN SUPPORT 01 REST ATION OF THE "MINI-KEOGH" PROVISIONS OF THE 'INTERNAL
nvVEUC COti

It is the position of the Joint Committee on Pensions of the several engineering
and. scientific professional societies that the pending Tax Reform Bill should
include a restoration of the so-called "Mini-Keogh" provisions in J 404(e) (4)
of the Code, intended to be Included in ERISA, but without the proposed limitson access to those provisions presently included in 1 1502 of the Senate amend.
ment to IR. 10612.

WHO WNg S

The Joint Committee on Pensions represents the principal and largest proves.
sional engineering and scientific societies in the nation. The Institute of Electrical
and Electronics Engineers ("IEEE") has over 140,000 U.S. members, and is thelargest professional engineering society in the world. The American Society of
Mechanical Engineers... the American Society of Civil Engineers . . . The
American Institute of Chemists . . . The American Institute of Conslting
Engineers... The American Institute of Chemical Engineers... The Engineer.'
Joint Council represent additional hundreds of thousands of engineers and
scientists.

iN SUPPR OF RSTORINQ THE ORIOINAL INTENT OF SE TION 404(e) (4) OF TI E CODE

There Is not the slightest doubt that Congress, in enacting FARISA and includ-
ing a new section 404(e) (4) of the Code, Intended to permit a person with some
self-employment income to contribute the first $750 of that income to a Keogh
plan. without regard to any otherwise applicable limit on that contribution. The
current text of section 404 (e) (4) reads *s follows:

(4) Lfm/iationm COawt be Lower Thatn $750 or 100 Percent of Earned In.
come.-The limitations of paragraph (1) and (2) (A) for any employee shall
not be less than the lesser of-

(A) $750, ot
(B) 100perent of the earned income derived by such employee from thetrades or businesses taken into account for purposes of paragraph (1) or

(2) (A) as the case may be.



613

The heading of this subsection makes It clear that Congress intended that the
first $750 of self-employment income could be contributed to a Keogh plan and
that "the limitations cannot be lower" than that But then there was still section
415, imposing an overall limit of 25 percent on earned income which is in conflict
with 4(B) above.

We have no doubt that Congress simply forgot to exempt this small Keogh
contribution from the otherwise applicable limits of section 415(c) (1) (B) of the
Code ('2 percent of the participant's compensation"). Obviously, the term "100
percent" in section 404(e) (4) (B) must have been intended to have some mean-
ing, and not to be a term to be wiped out utterly by another provision of the Code.

Nonetheless, this Committee, in its amendment, while recognizing the problem
and seeking to correct it, has limited the benefit of Its proposed correction, under
section 1502 of the Committee amendment, by a proviso excluding any taxpayer
whose adjusted gross income for the taxable year exceeds $15,000. It Is that limi-
tation which we oppose and we ask you to delete it, or substantially raise the
limit, for otherwise the engineering and scientific community will virtually be
excluded from participation.

We are not rich taxpayers looking for another loophole. We are ordinary work-
ing engineers and scientists, and not rich ones at that. And as we have told this
Committee on a number of previous occasions, many of our engineers and scien-
tists are among the most highly mobile of Americans, changing jobs more fre-
quently than almost anyone else. Many are unlikely to vest under corporate pen-
sion plans--even plans revised in accordance with ERISA.

Nonetheless, we are trying to find a way to provide some retirement protection
for ouT members. And in that connection, the "Mlin-Keogh" intended by section
404 (e) (4) may provide at least a minimal measure of protection for our members.Many of our members do consulting and writing on the outside. That generates
a small amount of self-employment income which could qualify for a Keogh. But
25 percent of such a small amount of income would generate a triviality of a
pension; whereas 100 percent of the first $750 could add up to something real in
the long run. It is for that reason that our members are most anxious to see the
restoration of the 100 percent/$750 limit as Congress originally intended it.

Accordingly we ask this Committee to delete the $15,000 limit on adjusted gross
income currently proposed in the Senate amendments to the pending Tax Reform
Bill; or, if this Committee feels strongly that some limit must be included, we
would suggest some increase--perhaps up to $80,000.

In addition, the Joint Committee on Pensions also strongly supports the
Limited Employee Retirement Account (LBRA) provided in section 1502 of the
House version of H.IL 10612. As indicated above, our members often fall to vest
under their corporate pension plans, even as amended in accordance with ERISA,
because of high job mobility. With the LERA, our members would still be able to
obtain a limited benefit with respect to their own contributions, either to an IRA
or to their own corporate plan, on the assumption that employee contributions
are always 100 percent vested.

Dr. SAUNDERS. The Joint Committee on Pensions represents about
1 million engineers and scientists in addition to their families. We are
concerned with the pension problems and issues of this group.

It is interesting, Mr. Chairman that in this week of major erqgiieer-
ing achievements in space---the landing on Mars--and looking at a
7-year anniversary of another major achievement in space, the landing
on the Moon, the engineers and scientists who made this all possible
needed to come to Congress on two occasions to seek relief for our
profession.

In connection with the space program, there are many of us who
serve as temporary ad hoc support people, adding to the competence
of the engineers and the scientists who man the regular programs.

We serve in a, very simple fashion for a very short period of time
for which we receive additional income. This employment qualifies
under the Keogh plan even though we may be covered in our regular
employment under regular pension programs.

Some of us are also active as authors of a variety of books and
treatises. We seldom strike it rich. We do not very often make a big
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ot of gold from these authorships. On the other hand, the income
from that affords us an opportunity to augment our pension income
which for many of us will be very low or nonexistent.

Some of us, like you, give lectures and we receive income or honor-
aria from such activities. These activities all represent income that
qualifies under the Keogh plan but it is usually quite small.

For example, my supplemental income in the past 13 years has been
only averaging around $3,000 per year, so it is strictly a supplemental
proposition. It is inconceivable to my Joint Committee on Pensions
that it was the intention of Congress to enact legislation allowing the
first $750 of supplemental income only to nullify it later in the act
(ERISA).

We therefore urge the committee to preserve the mini-Keogh pro-
visions of ERISA allowing $750 or 100 percent of self-employed in-
come, whichever is less.

My committee has noted that in correcting the previous oversight
of the Congress which the finance committee has done; a proviso has
been introduced, however, that would limit the $750 or 100 percent
whichever is less provision, to those with an income of less than $15,000.

It is this limitation that causes us distress and concern since this
would rule out of the use of the mini-Keogh plan for well over 90
percent of the members we represent. 11We are not rich taxpayers look-
ing for another loophole. We are ordinary working engineers and not
rich ones at that. As we have told this committee ot a number of previ-
ous occasions, many of our engineers and scientists are among the
most highly mobile of all Americans. -

In developing this technology in our technology intensive society,
we must move, change jobs quite frequently. On the average, at the
present time, an engineer serves in one position for only 61/ year.

Nevertheless, we are trying to find a way to provide some retirement
protection for our members.

Senator Cums. May I interrupt you right there? Are you saying
that because of the moving factor that you do not get vestring rights
in company pensions?

Dr. SAUtNDF.S. That is correct..
Senator CURTIS. Does that situation prevail with a sizable number

of your members?
Dr. SAtTNDFRS. About 80 percent.
Senator Cunms. That is all.
Dr. SAUNDERS. So, Mr. Chairman, we ask this committee to delete

the $15,000 limit on adjusted gross inco :e. currently proposed in the
Senate amendments to the pending tax reform bill or if this committee
feels strongly that some limit must be included, we would suggest
some increase perhaps up to $30,000.

In addition, the Joint Committee on Pensions also strong'ly supports
the limited employee retirement. account, the so-called LERA provided
in section 1502 of the House version of H.R. 10612.

Thank you, Mr. Chairman.
Senator BYRD. Thank you, sir. The next witness will be Mr. Myron

B. Thompson, treasurer, board of trustees, Kamehameha Schools,
Bernice Pauahi Bishop's estate, accompanied by Mr. William Warren.

[The prepared statement of Mr. Thompson follows:]
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COMMITTEE Acr rIo ON JUNE 11, 1976-AcquISITION IND91BTEDNESS

SUM MARY OF PRINCIPAL POINTS

My name is Myron B. Thompson of Honolulu, Hawaii. I am a Trustee of (he
Estate of Bernice P. Bishop, which operates the Kamehameha Schools in
Hawaii. These Schools provide the education for over 2,600 Hawaiian boys and
girls on a full-time basis, and provide supplementary educational programs in
the public schools of Hawaii to over 20,000 public school students.

1. In the State of Hawaii the improvement of lands with streets, curbs, side-
walks, sewers, utilities and storm drains generally is financed through the
issuance of long term bonds. These bonds are eventually redeemed by funds
raised either through real estate taxes or through annual special assessments
against the land benefited by the public improvements they financed. In the
State of Hawaii these special assessments are known as improvement district
assessments. Chapter 67, Hawaii Revised Statutes.

'2. The Internal Revenue Service treats real estate taxes as acquisition in-
deT)tedness only when the tax becomes due and payable and Is not paid when so
due. The same treatment should he afforded the annual installments of special
assessments. Both taxes and special assessments serve the identical political
and economic lurpose--to provide a public benefit. Plans for improvements fi-
nanced by special assessments must be approved l)y a City -Council. County
Board or other governmental body. See, for example, Hawaii Revised Statutes,
§§ 67-10. 11 and 12.

3. Organizations exempt from Federal income tax such as the Kamehameha
Schools are nevertheless taxed oin their income from property which is Im)roved
by means of acquisition indebtedness (defined in Section 514 of the Internal
Revenue (ode).

4. The purpose of Congress in enacting the acquisition indebtedness rule was
to place tax-exempt organizations on a par with other taxpayers in the case of
"bootstrap acquisitions".. S. Rep. No. 2375, 81st Cong., 2nd Sess., 1950-2 Cum.
Bull. 483, 506-508 (1950) ; H.R. Rep. No. 2319; 81st Cong., 2nd Sess.. 1950-2 Cum.
Bull. 380, 408-411 (1950) ; S. Rep. No. 91-552, 91st Cong., 1st Seas. 62-67 (1969)
I.R. Rep. No. 91-413 (Part 1), 91st Cong., 1st Seas. 44-48 (1969).

5. The legislative background clearly illustrates that Congress never intended
to treat te long term obligation to pay a special assessment in annual install-
ments as acquisition indebtedness. However, the Internal Revenue Service feels
constrained to interpret that definition technically, -o as to treat such a long
term obligation, even though payable in annual installments, as acquisition
indebltedness.

6. Social assessments should be treated in the same manner as real estate
taxes-as each annual installment of a special assessment becomes due and
payable, it will he considered acquisition indebtedness only if it is not paid when
so due. The Treasury Regulations take this position with respect to real estate
taxes. Treas. Reg. 1 1.54(c)-1(b) (2) provides that a lien for taxes does not be-
come acquisition indebtedness until after the tax secured by the lien has become
due and payable and the tax has not been paid when so due.

7. It Is my understanding that the Treasury Department has no objection to
this clarification, and that it considers it of a technical nature.

8. In conclusion, special assessments payable on an installment basis over a
period of years should receive the same treatment as annual real estate taxes-
such assessments should constitute acquisition indebtedness only at such time
as an annual installment becomes due and payable and Is not paid when so (lue.

Respect fully submitted,
MYRoN B. TnoiPsoN.

STATEMENT OF MYRON B. THOMPSON, TREASURER, BOARD OF
TRUSTEES, KAMEHAMEHA SCHOOLS, BERNICE PAUAHI BISHOP
ESTATES, ACCOMPANIED BY WILLIAM WARREN

Mr. Tno3wpsoN. Mr. Chairman, members of the committee, I am
Myron B. Thompson from Honolulu, Hawaii. I am a trustee of the
estate of Bernice Panahi Bishop which operates the Kamehamelm
Schools in Hawaii.
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We appear before you and to my left is Mr. William Warren who
is the counsel for tax matters for the school. We appear before you
to humbly urge reaffirmation of the committee's actions taken on June
11, 1976, in regard to section 514(c) (2) entitled, "Acquisition in-
debtedness."

With your permission, I would like to summarize the statement I
have already submited to the committee. In the State of Hawaii the
improvement of lands with streets, curbs, sidewalks, sewers, utilities,
and storm drains generally is financed through the issuance of long-
term bonds.

These bonds are eventually redeemed by funds raised either through
real estate taxes or through annual special assessments against the
land benefited by the public improvements they financed.

In the State of Hawaii these special assessments are known as im-
provement district asessments.

The Internal Revenue Service treats real estate taxes as acquisition
indebtedness only when the tax becomes due and payable and is not
paid when so dte.

So we feel the same treatment could be afforded the annual install-
ments of special assessments. Both taxes and special aseasments serve
the identical political and economic purpose, to provide a public bene-
fit.

Transfer improvements financed by special assemnents must be ap-
proved by city council, county board, or other governmental body.

The amendment before you clarifies the need to treat special im-
provement assessments in similar manner as real property taxes by the
Internal Revenue Service. It is my understanding that the Trasuy
Department has no objection to the clarification and that it oonsiders
it of a technical nature.

Therefore, Mr. Chairman, we urge your reaffirmation of the action
taken by this committee on June 11, 1916. Thank you.

Senator Bmn. Thank you. Senator Curti&
Senator Curs. No questions.
Senator BYnD. Does the former dean of the Columbia Law School

have anything to add ?
Mr. Wamti. No. I think that this is an amendment that should be

made because it really is not within the soope of the purpoee-41hat
Congress had when it enarted the provision back in 1951 and 1954 and
then turned business lease indebtedness in 1909 into acquisition in-
debtedness.

Congress was really looking at clarity that was trading on an ex-
emption where it had a bootstrap operation. Here the indebtedness
is imposed by a legislative body on-the landowner and at times chat-
ities have objected to the imposition of the assessment.

However, the legislative body can impose it, whether if votes for
it or not.. It seems to me. therefore. that it is just like a real estate tax
and the Treasunr and the Internal Revenue Service have great trouble
in tryinfr to det'#rmine whether or not special assessments should be
treated differently. Thank you.

Senator BR. Thank yon, Mr. Thompmon. The next witness will
be Mr. Kent M. Klineman, FEmipmont Manamement Corp.

[The prepared statement of Mr. Klineman follows :1
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SUMMARY OF STATEMENT or KENT M. KLINEMAN

The attached statement of Kent M. Klineman pertains to the "at risk provi-
sions" of the Senate Finance Committee's proposed tax reform bill as they retro-
actively relate to equipment leasing. The following is a summary of that.
statement:

1. Brief summary of Mr. Kllneman's qualifications.
2. Brief description of the equilpment leasing business.
S. An examination of the- "at risk provisions" as they effect small business.

lessors of equipment and the possibility that adoption of these provisions will
lessen competition in the equipment leasing business.

4. An examination of the retroactive effects of the proposed January 1, 1976
effective date for the "at risk provisions" as they pertain to equipment leasing.

6. Endorsement of Amendment 1986 as proposed by Senator Vance Hartke and
co-sponsored by Senator Bennett Johnston, which Amendment fairly and prop-
erly eliminates the retroactive effect of the "at risk provisions" with respect to
equipment leases entered into prior to July 1, 1978.

STATEMENT OF KENT M. KuNEMAN IN SUPPOnT Or AMENDMENT No. 198 (HEARTKr,-
JoHNsToN) To REmovz UVFAM, DIsAsTous RWIRoAOTIvu EFrECT or EquiP-
MENT L INO AT RISK PROVISION

My name is Kent M. Kilneman. I.am a resident of the city and Sate of New
York. I am a member of the New York Bar, a graduate of Harvard Law School
and New York University Law School, from which I received a masters in taxa-
tion. I practiced law In New York City for over ten years. In 1972, 1 entered the
equipment leasing business and I am extensively familiar with that business
I estimate that annually at least $5 billion of equipment, ranging from postage
meters to airplanes and computeM, is leased in the United States.

In many respects, the leasing business is similar to the banking business; how-
ever, there are several Important differences. The lessor own his property
whereas, at most, the bank holds a lien on a borrower's property. Ownership
entities a lessor to a higher rate of return than a bank on an equivalent amount
of money. The lessor's rate of return is not based upon simple interest calcula-
tions used by banks. Lease rates are based upon estimates of a property's future
earning power together with the benefits available from current income tax
deferrals which arise mainly from the use of accelerated depreciation. This tax
deferral is available without regard to the lessor's source of funds and without
regard to whether loans used by the lessor to purchase assets are recourse or
non-recourse.

Another difference between a lessor and a bank Is that generally a lessor bor-
rows funds on a noa-recourse basis whereas the bank remains responsible to Its
depositors. The practice of mm-recourse borrowing Is widespread in the leasing
business. Lenders place emphasis upon the credit rating of the prospectve lessee
and the value of the lease property. The credit of the lessor Is often not a factor
in a bank's loan decision. In a non-recourse loan, the bank's only security Is the
lease receivable and the property. The lessor is not responsible for the loan.

Although income tax deferrals and mon-recourse financing are two important
aspects of the equipment leasing business, in the case of Individuals and small
business lessors, the "at risk provisions" of the Committee's draft of the tax
reform bill, would change these traditional practices. in their present form, the
"at risk provisions" will severely affect a small lessor's attempt to compete with
the large lessors who are able to afford to carry on their business in a corporate
form. In order to complete, a small lessor will be forced to either "go recourse"
on his equipment financing loans or incorporate without the benefits afforded
by Sub-Chapter S. If the small lessor is unwilling to take these steps, the "at
risk provisions" will effectively operate to reduce or eliminate the small lessor
from the equipment leasing business.

As a small businessman who has written a number of leases largely financed
through non-recourse loans, I would, In similar situations, be unwilling to write
the same leases If required to assume the alded burden of recourse financing.
If other small lessors throughout the country are also unwilling to assume this
additional burden, the leasing business will become even more concentrated in
the hands of the large lessors, Including the banks, most of which have leasing
company affiliated. The obvious lessening of competition will serve to increase
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costs to not only prospective lessees but also equipment manufacturers since
such manufacturers will have fewer leasing company outlets.

I have spent a few minutes of your Committee's valuable time to outline the
basics of the equipment leasing business and to point out some of the problems
raised for the small lessor by the "at risk provisions." However, I would like to
add that it would be extremely unfair to the small lessor if the effective date of
the "at risk provisions" is January 1, 1976, as proposed In the draft bill.

Amendment 1986, as proposed by Senator Vance Hartke of Indiana and as
co-sponsored by Senator Bennett Johnston of Louisiana, would alleviate the
retroactive effect of the present draft bill for leases entered Into before July 1,
1976. If Amendment 1986 is not accepted, the small lessors will suffer irreparable
harm from the imposition of an income tax burden which was not calculated in
their lease rates. Because of the severe competition from the large leasing compa.
nies, including the banks, these lease rates frequently offer only a small return
to the small business lessor, a return which would be even smaller or, in some
cases, negative if current available tax deferral is retroactively eliminated.

The current draft of your Committee's bill affects all leases whether entered
into prior to or subsequent to January 1, 1976 since the bill, as drafted. disallows
losses arising subsequent to December 31. 1975 except to the extent of a lssor's
equity investment in his property. A small businessman lessor who entered
Into a lease prior to 1976 and who used non-recourse financing will not be
able to deduct losses arising from his leased property subsequent to December
31. 1975 except to the extent of his equity investment. Since lie has prob-
ably already written off this Investment, no tax benefits will be available from
his leased property commencing after December 31, 1975. I would submit that this
treatment is unfair and discriminatory to the small lessor.

Senators Hartke's and Johnston's Amendment 1986 eliminates the retroactive
effect of the "at risk provisions" for leases entered into prior to July 1, 1976.
Amendment 1986 is not a special interest amendment. It will benefit many small
lessors who calculated rates under existing leases based upon existing laws. At
minimum, the adoption of a July 1, 1976 cutoff date will give fair notice to the
small businessman lessor that he can -no longer calculate lis lease rates based
upon the use of the tax deferral permitted by present law.

I have been deeply involved in the study and application of the tax laws for
more than 20 years. I have not seen Congress adopt a retroactive provision which
has the unfair and discriminatory effect of the "at risk provisions" as they apply
to equipment leases. Although I would agree that a retroactive tax law might
be justifiable if it benefitted the economy as a whole, the "at risk provisions", with
the exception of the small amount of revenue that it will produce, does not benefit
the economy. Quite the opposite. it will probably, as pointed out above, have tile
effect of lessening competition in the leasing industry. At minimum, Amendment
1986. which continues the tax deferral provided under existing laws for leases
entered into prior to July 1. 1976, has the desirable effect of putting a small busi-
ness lessor ol notice that commencing July 1, 1976 the rules of his business have
been changed.

STATEMENT OF MR. KLINEMAN, EQUIPMENT MANAGEMENT
CORP.

Mr. KLNEAX-x. N,1. Chairman, I appreciate the opportunity to
appear before you and the committee today. My name is Kent Kline-
mn, and I am a tax attorney by training and practiced law in New
York City for many ears.

I am here as a small businessmnan to discuss with your committee the
unfair effects of January 1, 19'6, retroactive debt'of the at risk pro-
visio-s as they apply to equipment leasing andl a remedy to that prob-
1m, which is offered by amendment 1986 proposed by Senator Vance
Hartke of your committee and cosponsored by Senator Bennett John-
ston of Louisiana.

In order to understand why this retroactive date will hurt the small
businessmen I would like t6 briefly describe the equipment leasing
business. As a lessor, we own our property.
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The risk of ownership entitles us to a slightly greater return than
a bink might get for lending its money. Our return is based upon two
factors, one an estimate of the owning power of the property and two,
the tax deferral which is offered by existing law, mainly through tile
use of accelerated depreciations.

Many leases were written subsequent to January 1, 1976, where
their rate calculation was based upon the use of this tax deferral.

In addition, a lessor generally borrows money to finance the use
-of his property. This loan is often nonrecourse. By that, I mean that
tile lender's only security for the repayment of the loan is the property
and the accompanying lease.

The lessor's cre it is not a factor. Although income tax referral and
nonrecourse financing have been accepted factors in the equipment
leasing business for many years, the at-risk provision of your com-
mittee s draft of the tax reform bill will -change these practices with
respect to individuals and small business lessors such as myself.

The at-risk provisions will severely affect the small businessman's
or lessor's ability to compete with the larger lessors, including the
banks who are able to carry on business in the corporate form.

In order to remain competitive, a small business lessor Will either
be forced to go recourse on his loans or incorporate his business with-
out the benefits offered by subchapter S of the Internal Revenue Code.

If the small businessman lessor is unwilling to take these steps, the
at risk provisions of your committee's bill' will effectively operate to
reduce or eliminate the small lessor from the equipment leasing
business.

I, as a small lessor, have written a number of leases. which were
largely financed through nonrecourse loans. I would be unwilling to
write the same leases if required to assume the burden of recourse
financing.

If other small lessors around the country are also unwilling to
assume these burdens, the equipment leasing business will become
even more concentrated in the hands of the large leasing companies,
including the banks.

The lessening of competition will increase costs, not only to prospec-
tive lessees but also to equipment manufacturers since such equipment
manufacturers will have fewer leasing company outlets to assist in
tilme marketing of their l)roducts.

I have a spent a few minutes of your committee's valuable time
to outline the leasing business and try to point out the problems raised
for the !-mall business lessor by the at-risk provisions.

I would like to state that it'would be extremely.unfair to the small
lessor if the effective date of the at-risk provisions is made to be
January 1, 197, as proposed by the bill.

Ame(llnent 1986 sponsored 'by Senators Hartke and Johnston
would-alleviate the retroactive effective of the at-risk provision for
equipment leases which were entered into before July 1976.

Unless that amendment is adopted by your committee, the small
lessor who set his rates based on the assumilption of tax deferral will
suffer irreparable harm because of severe competition in the leasing
industry and his rates frequently only offer a small current return, a
return which will become even smaller if the curent tax deferral
is retroactively eliminated.
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Senator Bmwi. Your time has expired, Mr. Klineman.
Mr. KjINEMAN. I would just complete by saying that I have been

deeply involved in the study of the tax law for more than 20 years.
I have never seen Congress adopt a retroactive provision which

will have the effect of the at-risk provisions as they apply to this
small lessor, although I agree that retroactive tax laws might be
justifiable if they benefit the economy as a whole and I would question
it in this case.

Quite the opposite, I believe that the lessee of competition will be
of serious detriment to the economy. At the minimum, amendment
1986 will rectify this.

Senator Bymf You will have to conclude, your time has expired.
Mr. KLINMzAN. I am finished, thank you.
Senator BwaD. Senator Johnston's proposal along with Senator

Hartke is to change the effective date to July 1, 1976.
Mr. KA NMAw. That is correct.
Senator BinD. You feel that legislation would be fairer by a change

of that date?
Mr. KuLIAzx. I think it will at least allow the people who set the

rate, based upon the assumption of the tax deferral and on existing
leases, to be on the same footing as the large leasing companies who
were not affected by the adverse provisions.

Senator ByuD.-Thank you. The next witness will be Mr. Douglas
Snarr, president Snarr Advertising Co.

[The prepared statement of Mr. Snarr follows:]

TESTIMONY OF DouoLAs T. SNARE, PRAIDE.NT 0F SNARE ADVERTISING, INC.

1. Implementation of the Highway Beautification Act of 1966 resulted in the
condemnation and purchase of many non-conforming billboards and forced many
small sign companies out of business.

2. In an effort to protect the injured small sign companies, Congress amended
the Beautification Aet in 1970 to permit the acquisition of billboards on a
company-by-company basis and gave a preference to the small sign companies for
early acquisition.

8. The small sign companies cannot reinvest the proceeds from condemned
billboards In other billboards and qualify for tax-free reinvestment under IRC
Section 1083(g) because (1) the Beautification Act prohibits new signs in rural
areas; (2) the large sign companies control the conforming areas In cities and
business locations; and (3) the condemnations have taken so many signs that
the small comp anies can no longer conduct business.

4. At the time of thu 1970 amendments, the small sign companies were assured
by congressional delegations and their staffs that billboards were considered
real property (a revenue ruling had been issued to that effect In 1968) and that
Section 1088(g) of the IRC would permit the tax-free reinvestment of condem-
nation proceeds in other real property.

5. The small sign companies have treated the billboards as real property
and have not claimed investment credit or accelerated depreciation. They have
reinvested the condemnation proceeds in other real property.

6. The IRS now takes the position that billboards are personal property and
that the proceeds of condemnation of billboards cannot be invested In real
property under the protection of Section 10838(g). The small sign companies have
thus lost the advantages of Investment credit and accelerated depreciation, and
are now being denied the opportunity of tax-free reinvestment of the condemned
billboards.

7. The proposed amendment merely provides that sign companies who have
treated billboards as real property for tax purposes and who have not claimed
investment credit or accelerated depreciation, will be allowed to make a tax
free conversion of the proceeds of condemned billboards into other real property
under provisions of Slection 1088(g). Sign companies who have treated the bill-
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boards as personal property, will be required to continue to do so and will not
be able to claim the benefits of Section 108(g).

& The proposed amendment would not result in a tax preference or loss of
revenue, but will allow small sign companies to defer the recognition of gain re-
suiting from the condemnation of their injuries.

STATEMENT

Honorable Chairman Long and members of the Committee on Finance. My name
is Douglas T. Snarr and I am president of Snarr Advertising Company, a small
sign company located in Salt Lake City, Utah. I appear before you today tv testify
concerning an amendment to H.A. 10612 which provides certain tax treatment for
condemned billboards by amending Section 108(g) of the Internal Reven,,e Code.

The problem which the proposed amendment on page 10 of the Committt.e Action
of June 11, 1976, seeks to correct arises from the implementation of the Highway
Beautification Act of 1965 whereby Congress sought to remove billboards from the
Interstate and primary highways and provide "Just compensation" to the billboard
and property owners. Pursuant to the provisions ot the Highway Beautification
Act of 1965, a large number of outdoor advertising signs have been purchased
and removed by state governments with federal participation. However, In imple-
menting the provisions of the act, it was found that there was a substantial dif-
ference in the effect of the act upon outdoor advertising companies which had
billboards primarily concentrated In business districts and smaller companies
which concentrate their advertising in rural areas.

During the initial implementation of the act it was determined that the large
national sign companies and those located In the city business districts were not
particularly affected by the provisions of the Highway Beautification Act. They
merely took the proceeds of the sign condemnations and reinvested the proceeds
In upgrading their conforming advertising structures In business or commercial
areas. However, the small and medium size sign companies that operated pri-
marily in rural areas were irreparably damaged by the Highway Beautification
Act condemnations. Because the Highway Beautification Act prohibits the" rein-
-vestment of sign condemnation proceeds in other signs in non-conforming rural
areas, the smaU and medium sized sign companies were unable to reinvest the
monies received from condemnation In advertising structures and were thus
effectively forced out of the outdoor advertising business.

This matter was brought to the attention of the Congress and hearings were
held during two Congresses that resulted In amendments to the Highway Beau-
tification Act of 1970 to alleviate the hardship being suffered by the small sign
-companies. The 1970 amendments allowed the Department of Transportation and
the states to proceed to acquire signs on a company by company basis, rather than
-on an individual sign basis. The legislation further provided that the smaller
and hardship sign companies were to be dealt with first. This legislation recog-
nized that the small highway sign companies could not remain in business as out-
-door sign companies because after the taking of their non-conforming highway
signs, their remaining conforming signs were not sufficient to constitute an eco-
nomic unit. The larger sign companies had moved quickly to secure control of
the remaining conforming areas where signs could be placed and thus the small
companies had no choice but to take the condemnation proceeds from the sale of
-their non-conforming signs, sell their few remaining conforming signs to the
'larger sign companies, and then try to establish a different type of business.
'There was I effect a forced removal of the small highway sign companies from
the outdoor advertising business and a movement of the larger sign companies
to an oligopolistic market.

The 1970 amendments to the Highway Beautification Act attempted to save
-the small sign companies by handling their cases first and by allowing them to
move quickly into some other form of business. At the time of the 1970 amend-
ments it was recognized that any reinvestment of sign condemnation proceeds
would require reinvestment in real property and inquiry was therefore made of
-congressional leaders and committee staff as to whether or not an amendment
would be required to I.R.C. 1088(g) to permit the reinvestment of sign condemna-
tion proceeds In other real property. (Section 1083(g) allows the reinvestment
-of proceeds from condemned real property In other real property without imposi-
,tion of an income tax on the involuntray conversion.) In a series of meetings held
'in early 16170 wth staff of the Joint Committee on Internal Revenue Taxation,
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it was decided that no additional tax legislation was required because of the-
published position of the Internal Revenue Service that billboards were real
property. (Rev. Rul. 68-62, 1968-1 C.B. 365). It was clear at the time that had
there been any question on the matter, legislation would have been introduced
to assure the sign companies that they would receive the benefits to Section
1033(g). Being assured that such legislation was unnecessary, the small sign
companies and operators promptly settled condemnation proceedings with the-
states, sold their remaining conforming signs to the larger interstate companies.,
and often even entered into covenants not to further compete. The small com-
panies then purchased other real estate or real estate business with the proceeds
of the sale. In all this, the small sign companies proceeded on the assumption that
the reinvestment of the proceeds in real estate was a tax-free exchange and
totally relied upon the existing stated attitude and rulings of he IRS.

However, In 175, two major sign companies brought actions in the U.S. Court
of Claims seeking a determination that billboards are "tangible personal prop-
erty" and thus available for the investment credit. Alabama Displays, Inc., 75-1
USTO 9116; National Advertfsing Co., 75-1 USTC 9117. In these cases the U.S.
Court of Claims held that the taxpayers were entitled to investment credit on
billboards because billboards were "tangible personal property" for purposes of
section 48(a) (1) (A) of the Internal Revenue Code. The position of the large
sign companies in these cases is understandable. Because these companies are
continuing In the sign business and are not liquidating, they prefer that signs be
considered personal property so that they can qualify for investment credit and
accelerated depreciation provisiQos.

In reliance upon these two cases, the IRS has reversed its previously announced
position concerning billboards and now holds that they are "personal property"'
for the purposes of both Sections 48 and 1033 of the IRC. On March 25, 1976, the
National Office of the IRS issued a technical memorandum in response to a re-
quest for a private ruling from Snarr Advertising, Inc. holding that billboards-
do not qualify as "real property" under IRO 1033(g).

It should be noted that in reliance on the prior rulings of the IRS, many of-
the small sign companies had always treated the billboards as real property.
Thus, they had not claimed investment credit or certain types of accelerated de-
preciation available for qualified personal property. The net effect of the new
position of the IRS is as follows:

1. Small sign companies who relied on prior rulings and treated the signs as
real property have been denied the opportunity to claim investment credit on
the signs.

2. Small sign companies who have been forced out of business under the High-
way Beautification Act and have reinvested in other real property businesses in.
reliance upon the IRS position, will now be taxed on the voluntary conversions
of their properties.

3. Small sign companies who have not yet reinvested will be encouraged to,
somehow invest in new billboards in opposition to the public policy stated by
Congress in the 1965 Beautification Act.

4. Large sign companies will be unjustly enriched as they will be the only
operators who will be able to effectively reinvest in like kind property.

It should also be noted that the private ruling confined itSelt to the Internal'
Revenue Code provisions as they presently exist and refused to take into con-
sideration the Congressional intent concerning the enactment of the Beautifica.
tion Act and subsequent amendments. The ruling states in part:

The Internal Revenue Code does not address itself specifically to billboards.
Notwithstanding what may or may not have been the Congressional intent when
the Highway Beautification Act was passed, the Service must rely on the present
code and the regulations which, for purposes of Section 1033, conclude that the
signs which were sold by Snarr under threat of condemnation did not constitute
an interest. in real property (page 5).

The position of the Internal Revenue Service is understandnable only if we
assume that the Service was fearful that sign companies would claim that bill-
boards were personal property for purposes of investment credit and depreciation
and real property for purposes of condemnation, thus receiving a double benefit.
To avoid this possibility of double benefit, the Service opted in favor of the po-
sition taken by the large sign companleh and has ignored the severe damage being
done to small sian companies who are unable to extensively litigate the iRue or
protect. themselves. (Aetuall". the provisions of Section 48 and 103 are not
mutually exclusive. Section 48 was drafted to encourage investment and by its
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express terms covers types of property which under state law are deemed "real
property".)

The proposed amendment does not affect the position of the large sign corn-
panies or the availability of the Investment credit to electing sign companies.
Instead. it gives sign companies an election as to how they wish to categorize
and treat their billboards. If a sign company treats its billboards as "personal
property" and takes Investment credit and accelerated depreciation, then It can-
not claim the benefits of tax-free reinvestment under Section 1033(g) IRC.
However, If the sign company historically has treated its billboards as "real
Property" and has not taken investment credit or accelerated depreciation, then
the sign company may claim the benefits of reinvestment under Section 1033(g).
It is extremely unfortunate that under the current position of the IRS, sign
companies that have foregone the advantages of investment credit and acceler-
ated depreciation available to personal property, are how denied the one rewtin-
Ing advantage of having treated the billboards as real property.

The proposed amendment does not give any tax preference or tax benefit. It
merely makes the provisions of Section 1033(g) available to those companies
who have historically treated their billboards as real property and thus foregone
other tax advantages. It recognizes and implements the intent of Congress as set
forth in the 1970 amendments to the Highway Beautification Act. Furthermore,
it should be noted that Section 1033(g) itself is not # tax relief provision, but
merely defers the tax on reinvestment of involuntary conversions of property.

We would hope that this Committee would recognize the terrible unfairness
of the position the Service ts taking with respect to the small sign companies. It
was bad enough when we were forced out of our business and denied the oppor-
tunity to reinvest in a similar business. Now, we are told that because we didn't
reinvest in other signs, we will be taxed on the Involuntary conversion of our bill-
boards. Fairness requires that we be given the opportunity to reinvest In real
property businesses without the Imposition of any further tax. Thank you.

STATEMENT OF DOUGLAS T. SNARR, PRESIDENT, SNARR
ADVERTISING CO.

Mr. SNARn. Mr. Chairman, my name is Douglas T. Snarr and I
am the president of Snarr Advertising, Inc., a small advertising com-
pany located in Salt Lake City, Utah. I appear before you to urge
adoption of an amendment, the Tax Reform Act appearing on page 57
of the committee print on amendments on July 20, 1976, sponsored
by Senator Ribicoff and supported by Senator Mondale and originally
introduced by Senator Moss.

To correct an unfair tax situation arising from implementation of
the Highway Beautification Act, 1965, implementation of the Beauti-
ficationi Act resulted in the condemnation and purchase of many non-
conforming billboards and forced many small sign companies out of
business.

These small companies received payment for their billboards but
they cannot reinvest these funds in other billboards and qualify for tax
reinvestment under IRS section 1033(a) because the Beautification
Act prohibits new signs in rural areas, two, the large sign companies
control the conforming areas in cities. and three, the condemnations
have taken so many signs, the small sign companies could no longer
operate their businesses.

Four, the small sign companies cannot buy signs from the big
companies. At the time of the 1970 amendments to the Beautification
Act. the Internal Revenue Service had a position on the classification
of billboards for tax pirnose which was that thev were real property.

A revenue ruling had been issued to that effect, in 1968 and that ec-
tion 1033(g) of the code would permit the tax fie investment of con-
demnation proceeds and other real property.



624

The small sign companies, having made the billboards as real prop-
erty and not claimed investment or separated the depreciation, they
have reinveoted the proceeds of condemnation and other real property.

Recently, however, in response to certain cases and recent cases deal-
ing with investment credits, and in absence of congressional intent,
the IRS has apparently changed its earlier position and now takes
the position that billboards are personal property and that proceeds
of condemnation cannot be reinvested in real property under the pro-
tection of section 1033 (g).

However, in its most recent private ruling, the IRS invited clarifica-
tion of congressional intent on the subject. The small sign companies
have thus been denied the advantages of claiming investment credit
or accelerated appreciation, have had their signs and companies taken
away and are now denied the opportunity of a tax free investment of
the condemnation payments in other real property businesses.

The propose d amendment really provides sign companies who
have treat billboards as real property for tax purposes and who
have not claimed investment credit or accelerated the appreciation,
vill be allowed to make a tax reconversion of the proceeds of billboards
into other real property under applicable provisions of sec-\
tion 1038(g).

Sign companies who had treated the billboards as personal prop-
erty will be required to continue to do so and will not be able to
claim the benefits of 1033(g). The amendment is thus equitable
and fair to all sign co panies atd places small sign companies in
the position they thought the occupied in 1970.

The current position of the IRS allows a large sign company to
have it both ways. They treat billboards as personal property and
claim investment credit and accelerated depreciation of their signs
are condemned and can reinvest the proceeds in other billboards on
qualified locations and obtain tax reconversion privileges under sec-
tion 1038.

The small sign companies get no investment credit or accelerated
.depreciation and now they will not even get to reinvest condemna-
tion proceeds without an imposition of tax.

The proposed amendment is fair because it recognizes the historic
position of the small sign companies and does not penalize them
for treating their billboards as real property. The proposed amend-
ment does not result in a tax preference or loss of revenue but will
allow small sign companies to defer their recognition work result-
ing in the condemnation for their companies. Thank you.

Senator BYRD. Thank you, Mr. Snarr. The next witness will be
Mr. William M. Goldstein, Deputy Assistant Secretary for Tax
Policy, Treasury Department.

[The prepared statement of Mr. Goldstein follows :]
ADMnNIsTRATIOIN PosTOr ON CnRTATN PROVISIONS OF THz TAX REwoNuI BILL

(H.R. 10612)
On July 20, 1976 the Administration released its statement, "Administra.

tion Position: Hearings on Certain Provisions of the Tax Reform Bill (H.R.
10612)." The Administration is pleased to have the opportunity to comment
in more detail on the specific provisions of the bill.

On June 1M, 1976, the Administration issued a summary statement of its
position on various sections of H.R. 10612 as reported by the Senate Finance
Committee. The Administration's June 15 statement was prepared on the as.

rsumption that each Section in HA. 10612 would be voted up or down by the
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Senate, and that there would be little or no chance for perfecting amend:
ments. Therefore, the pattern followed by the Administration was to state
an overall judgement on each section. That judgment represented a consid-
eration of the balance of merits and defects of the basic section and any
special relief provisions it contained.

When Senator Long announced on July 8, 1976, that additional hearings
would be held on certain sections, the Administration reexamined the bill
with a view to evaluating the various provisions -contained in each section.
The merit of each provision was separately evaluated; the Administration did
not feel confined to an evaluation of the section taken as a whole. The re-
suit is the July 20, 1976, statement, "Administration Position: Hearings on
Certain Provisions of the Tax Reform Bill (H.R. 10612)." The July 20, 1976,
statement was prepared with a view to a markup session by the Senate
Finance Committee. Naturally, In a more detail analysis of the components
of a section for purposes of a markup session, there will tend to emerge a
mber of positions which vary from the single decision which must be made

In considering a "yes" or "no" vote on each section taken as a package
The provisions are rated on the following scale: strongly support, support,
do not oppose, oppose, strongly oppose. In a few cases, the Administration
has changed its position on an entire section. In general, these changes
reflect further reflection and evaluation, and additional comments from De-
partments and agencies other than Treasury.

In seeking these positions the Administration has relied on certain broad
princilples which havo traditionally guided the Treasury in its examination
of special relief provisions.

The Treasury does not object to reasonable transition rules, provided
they are not drawn so narrowly that very few taxpayers benefit. If a transi-
tion rule has merit, it should be drawn to apply to a broad group of affected
individuals and companies.

The Treasury opposes retroactive relief, except In cases of exceptional hard-
ship. The time to enact relief measures is when the original legislation is passed.
Retroactive relief typically benefits a narrow class of Insistent taxpayers, while
others injured by the same legislation may go unnoticed. Moreover, retroactive
relief for publicly held companies often benefits a very different group of stock
holders than those injured by the original legislation, some of whom have since
sold their shares. -

If an existing provision of the Code Imposes an Inequitable or unintended
burden on certain taxpayers, then the relief provisions should be drafted to en-
compass all affected taxpayers, and not merely the small group of taxpayers
which brings the provision to the attention of the Congress.

The special relief should not entail excessive revenue costs and should not im-
posp undue administrative burdens on the Internal Revenue Service.

The special relief should not undermine nontax policies embodied in other
legislation.

Set forth below Is an explanation of the Administration's position on certain
specific provisions with respect to which the position stated on July 20, 1976,
differs from that stated on June 15, 1976. In addition, the attached table sum-
marzes Administration positions on July 20, 1976 (focusing on Individual pro-
visions of each section) and June 15, 1976 (focusing on each section as a whole).

Apparent differences in the Administration position between Its June 15, 1976,
statement and its July 20, 1970, statement have been noted by some witnesses
appearing i)efore the Senate Finance Cmmittee. The more important instances
are noted below.

SECTION 1024. SHIPPING PROFITS OF FOREIGN CORPORATIONS

In the June 15, 19T6 statement, the Administration did not object to Section
1024. The decision not to oppose the section reflected the Judgment that it would
amend the subpart F provisions with respect to shipping profits in one respect
which the Administration considered important, namely the exclusion of In-
come derived from operations within a single country in which the corloration
is created and the vessel Is registered. This exclusion conforms the treatment of
shipping income to that of foreign base company sales and service income. Sub-
part F was not intended to affect income earned solely within the country of
incorporation of the foreign corporation; on the contrary Its principal thrust
is to tax the income of foreign corporations which do business largely or entirely
outside the country of Incorporation. The Administration supported that change.

74-712- 7--pt. 2-13
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That change was accomplished by two other changes which the Administra-
tion does not support, but decided to accept rather than oppose the whole sec-
tion. Those changes would exclude from the subpart F provisions certain income
which is from international transport and which is consistent with the broadened
scope of subpart F. One of the changes concerns income from the shipping of
men and supplies from onshore to a continental shelf or any adjacent continental
shelf. This could be a full time busiess, moving men and supplies from one area
to another and servicing rigs on the continental shelf of one country or. as in
the North Sea, of a number of countries with adjoining shelf areas. It is difficult
to see why, other than tax advantages, a U.S. company would carry on this bui%-'-
ness through a foreign subsidiary. The second change would exclude income from
chartering vessels to a related U.S. company under certain circumstances. Both
cases represent income which properly falls within the scope of the subpart F
shipping provisions.

The Administration does note that the subpart F shipping provisions may op-
erate inequitably. The law provides an easy escape for taxpayers with growing
shipping activities by excluding shipping profits reinvested in shipping, but tax-
payers for which shipping is a constant, declining, or occasional activity do not
enjoy the same relef. This aspect of the law is objectionable, but carving out
special relief measures is not the way to solve it.

There is a fourth subsection to Section 1024 which the Administration also
opposes, but on the grounds that it is not necessary, clutters up the law need-
lessly, and could be misleading. We are not aware of any criticism of this posi-
tion as a change from the June 15 statement.

SECTION 1081. REQUIREMENT THAT FOREIGN TAX CREDIT BE DETERMINED ON OVERALL
BASIS

The Administration position on the elimination of the per-country limitation
has been consistently one of not opposing the change. However, the Administra-
tion does oppose the special three-year exception for mining companies on the
grounds that if a provision is desirable it should be general and not apply only to
a specific industry (in this case part of an industry) or group. That same reason-
ing might seem to apply to the three-year exclusion for possessions corporationA,
which the Administration does not oppose. However, the possessions corpora-
tins represent a class of corporations, not limited to a particular activity, which
Congress has chosen to set aside as a distinct class for historic reasons, and
which it has chosen to maintain during various reconsiderations; so possessions
corporations differ somewhat from the usual understanding of a special interest
group. In addition, the three-year exception for possessions corporations Is a
cutback from the initial proposal of an unlimited exception; the more limited
rule is a considerably less objectionable departure from the general principle of
requiring the overall limitation.

SECTION 1035. FOREIGN OIL AND GAS EXTRACTION INCOME

The Administration opposes several subsections of Section 1035 which it did
not single out for objection in the June 15th statement. The objections are pri-
marily objections to trying to improve an unsatisfactory underlying provision by
granting exceptions which are retroactive and/or limited to a narrow group of
taxpayers.

SE011ONS 1085 (R) AND (b). TRANSITIONAL RULES FOR FOREIGN TAX CREDIT LIMIT
- AND THE RECAPTURE OF FOREIGN LOSSES

The Administration supports transitional rules in many cases antl would have
supported reasonable transition rules in these cases had they been considered and
enacted along with the legislation which made the basic changes in policy (iII
this case the Tax Reduction Act of 1975). We think the practice of retroactive
relief is objectionable and should not become a substitute for careful legislation.
For that reason we oppose these specific provisions.

SECTIONS 1085 (C) (1) (9) AND (C) (8). DEFINITION OF OIL RELATED INCOME: GAIN
FROM THE SALE OF STOCK AND CERTAIN PUBLIC UTILITY INCOME

The Administration objects to both of these provisions because of their narrow
scope. In the first instance the principle is logically sound. We would not object
If the provision were drafted in general terms; but we do not accept that a
provision which is acceptable on its merits should be available only to certain
corporations in continguous countries. In the second case we object to the pro-
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vision because it says that income from the transportation and distribution of
oil and gas, which clearly belongs in the category of oil and gas related income,
is not oil and gas related income if derived by certain types of utilities; we
oppose such narrow relief measures. Both of these measures illustrate the in-
evitable problems of isolating an "oil basket" of oil and gas income. There lre
bound to be hardships among some taxpayers who find their income put Into that
basket and others who find their income excluded from it. The solution is not
to patch up the concept with exceptions but to replace it by a limitation 4)f the
credit for foreign taxes on oil and gas extraction income to 48 percent.

SECTION 1308. PERSONAL HOLDING COMPANY INCOME AMENDMENTS

After a careful and detailed analysis we concluded that the proposal would
create an unwarranted technique for circumventing the personal holding com-
pany provisions. In addition, we concluded that the 1964 effective date was umn-
warranted. Accordingly, we changed our position from no objection to opposed.

SECTION 1311. FRANCHISE TRANSFERS

Section 1311 of the Bill contains two essentially unrelated provisions. Section
1311(a) eliminates a potential avenue of abuse under present law where a part-
nership transfers a franchise; we have consistently supported this provision.
Section 1311(b) is a grandfather provision which is extremely narrow in appli-
cability, and which we have concluded after careful consideration is totally un-
warranted. We therefore clarified our position to indicate opposition to this latter
provision.

SECTION 2106. INCOME FROM FAIRS, EXPOSITIONS AND TRADE SHOWS

The Administration would have no objection to th portion of the provision
which provides an exemption for trade shows if the provision did not also change
qutlHfication requirements for exempt organizations. After further considering
the retroactive effective date of the provision and its overly broad nature, as well
as the change in qualification requirements, we changed our position from no
obJectiorq t6 opposed.

COMPARISON OF ADMINISTRATION POSITION ON JUNE 15, 1976, AND JULI 20,1176. ON CERTAIN SECTIONS OF
TAX REFORM BILL (H.R. 10612)

June 15 1976, admlnistra- July 20, 1976 adminittraticrn
tion position on the etrl position on special relief part.
section (H.R. 10612 as re- of the section (H.R. 10612 re
ported by the Finance opeed hearings)Bill section Brief deseription Committee to the Senate)

1013(f) .............. Foreign trusts with U.S. bene- Support...___--- - Strongly support provision but
fic arie taxed currently to oppose delay in effective date.
grantor.

1021 ............ Amendment of provision relat-. .... do-------------Support basic concept; oppose
Inl to Investment In U.S.
property by controlled foreign special relief provions.

1024 ................. Shlpp profit s of foreign cor- No objection... ...... Support the Ist of 4 special relief
portions. provisions; oppose the other 3.

1025 ................. Umitation on definition of for- _...do ................... refer no special exception foreign base company sales in- agriculture, but if such an
come In the case of certain exception, Senate version
agricultural products. better than present law or

House version.
1031 ................. Requirement that forleIn tax -.... do ................... No objection to basic concept;

credit be determined on over- oppose special exception forall basis mining companies.
1032 ................. Recapture of foreign losses..... Support .................. No obJecaion.
1035 ................. Foreign oil and ia extraction No objection with modific-

ncome. tion.
135(F)o.........rFeign oil and gas extraction .......................... No objection In Principle; oppose

Income; transitional rule for because of retroactivity.
foreign tax credit limit.

1035(b) ........ Foreign oil and as extraction Oppose because of retroactivity;
-)income; transitLonal rule for do not object In principle.

recapture of foreign oil related
losses.

I03(€c)l)and (2XA). ForeignoilandlsS extractionin . ......................... No objection; but emphasiZe
come; definition of oil related supwioiy of Treasury pro-income. posed 48 percent rule and

dilculties Inherent In "01
basket."
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COMPARISON OF ADMINISTRATION POSITION ON JUNE 15, 1976, AND JULY 20, 1976, ON CERTAIN SECTIONS OF
TAX REFORM BILL (H.R. 10612)-Continued

June 15, 1976. administra- July 20, 1976, administration
tion Dosition on the entire position on special relief parts
section (H.R. 10612 as re- of the section (H.R. 10612 te.
ported by the Finance opened hearings.)

Bill section Brief description Committee to the Senate)

1035(cXiXB) .........

103(cX3) ............

1035(d)...........

1035(e) ------------

1035(f) ..............
1036 ----------------
1041 ----------------

1042 ----------------

1043 .................

1052 .................

127 .............

1307 .................
1308 .................

1310 .................

1311 .................

1314 .................

1317 .............

Foreign Il and ps extraction In- .-........................
come; definition of oil related
income-gain from sale of
stock.

Foreign oil and gas extraction ..................
Income; certain public utility
income.

Foreign oil and gas extraction ..................
income; foreign oil related
income earned by individuals.

Foreign oil and gas extraction .........................
Income; certain payments
not to be considered taxes.

Foreign oil and gas extraction - --------------------------
Income.

Underwrite Income ........ No objection ............
Portfolio debt Investments in Support .................

United States of nonresident
aliens and foreign corpora-
tions.

Chantgas in ruling requirements . do ..................
under se. 367; certain
changes in sec. 1240.

Contiguous country branches of No objection...........
domestic life insurance com-
panes.

Western Hemisphere trade cor- Support .................
porations.

Treatment of certain individuals
employed in fishing as self-
employed individuals.

.....do.............

Interest of original issue dis- No objection ..............
count on certain obligations.

Personal holding company in. .... do .................
come amendment%.

Repeal of excise tax on light- .do.. ...........
duty-truck parts.Franchise transfers ................. d .........

Qualification of fishing orgaiiza-
ton as tax exempt agricultural
organizaton.

Amendments to rules relating to
limitation on percentage de-
pletion In case of oil and gas
wells.

No objection ..............

Support ..................

1321 ................. Taxation of certain barges pro-. do
hibited.

1507 ................. Study of salary reduction pen- No objection
slon plans.

1701 ................. Railroad provisions........ Oppose ........

2106 ...... ...... Icme from firs, expositins No objection ..............
and trade shows.

Oppose because of narrow scope;
would not oppose broader
provision.

Oppose because affected income
appears to fall in "oil basket,"
but repeat superiority of
Treasury proposed 48 percent
rule.

Support; analogous to Treasury
proposed 48 percent rule for
corporations.Oppose- but would support a
5-yr. 20-percent rule.

Oppose.

Support.
Strongly support.

Strongly support changes in sec.
367; stron Iy oppose retro-active ,tpeci1airel~ef.!

No objection but should not be
regarded as precedent.

Support repeal of WHTC; oppose
narrow transitionsl rule but
would not oppose transitional
rule in gneral.

Oppose. In light of the com-
mittee amerdment which
would increase the number of
crewmen to 10 we concluded
that the provision would
extend unwarranted relief to
substantial b~sinessess enter-
prim.

Oppose. The June 15 statement
of no objection wis an error.

Oppose. (See discussion In at-
tached memorandum.)

Support.

Support In part and oppose in
art, (See discussion in at-

tached memorandum.)
The administration deters to the

Postal Service on this provision
which Is Intended to allow fish-
ing organizations to obtain
favorable lo_ rates.

Positon clanflied to Indicate that
the administration has no objec-
tion to 2 prvvlsons of the sec-
tion and supports the other 2
provisions of the section.

Oppose. This provision doe not
relate to Federal taxa; upon
further reflection and consults.
tion with OMB the adminlstra.
lion position was chanted.

No objection to the freeze im-
posed by the provision. The
administration, however, rec-
ommends that the period of
t.e freeze not extend beyond
Jan. 1, 1978, so that the Issues
Involved In salary reduction
plans can e promptly re.
%olved.

The administration position has
been clarified to Indicate sup-
port for certain-provisions of
the scon and opposJokn for
others.

Opposed. (See discussion In at*
tached meorandum).
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STATE O WILLIAM X. GOLDSTEIN, DEPUTY ASSISTANT
SECRETARY FOR TAX POLICY, TREASURY DEPARTMENT

Mr. GOLDSTEiN. Thank you, Mr. Chairman. Unlike the other wit-
nesses you have heard from, we are supposed to be knowledgeable
about all 80 or so issues. I would like to make some very brief remarks.

We, of course, plan to be at your markup sessions and would be
happy to comment on any issues as your committee moves through
this portion of the bill.

I thought I would take a few minutes today to respond to some of
the comments made about the Treasury's positions and procedures but -
not very much.

First of all, I do not think there was any implication on anyone's
part that we have changed our pattern and our approach to these sub-
jects. As far as I know every single issue that we have addressed our-
selves to -in our statement of administration position was approached
on the sole basis of is it good or bad tax policy. .

If it happens to benefit or hurt one taxpayer or thousands of tax-
payers, that did not affect our decision. Furthermore as some of the
witnesses have done, we have not made suggestions with regard to
the procedure your committee has followed.

We have no interest in doing that. Our only position is that we
be given the opportunity to comment whenever possible, if proce-
dures can be established for us to have input in these matters, because
we feel that we have a very competent staff of both lawyers and
economists and that we could make u real contribution. In almost
every instance, your committee has afforded us that opportunity.
. Things did get a little hectic on the last 2 days of your markup ses-

sions, but even then on most occasions we were asked for our view. We
were not always prepared on every issue because we had not had the op-
portunity to consider them. a

Also of course it is notable that those witi*sses with whom we agree
have good things to say about the Treasury while others condemn us.
I guess those are the fortunes of war and there are no hard feelings
on anyWy's side.

We have been criticized and received some criticism in the past few
days for changing our position on some issues based on a comparison
of our memoran um o. June 15 and our detailed memorandum on
these specific items.

We have submitted for the record an explanation, of the reasons
why positions were changed giving fairly detailed explanations in a
few cases and in others outlining the reasons.

Essentially, in the great majority of instances in which our posi-
tion was changed, it was because, with regard to the June 15 mnemi
orandum, we felt we had to comment on an entire section. That is thi
way we understood the bill would be considered, with little chance
for the kind of careful analysis that has been taking place the last
few days.

There are many of these provisions where we approve 6f the gen-
eral thrust of the provision but object to some of the special excep-
tions. That is by far the overwhelming majority of our changes..

There are one or two examples where we just made a mistake before
and there are a few other examples where, with more time to reflect,
we concluded that our earlier position should be modified.



Turning to the typid of pirvishis th which we have indicated ob-
jecti6hi in our lengthy stateioent of position, they fall in several differ-
sent categories. There are some as to which our objection is relatively
-mild but we feel should be made based, upon the principles that we
have stated for evaluating such proposals at pages 2 and 8 of the
statementt we submitted today.

For example, in the instance of section 1035 (a) and (b) of the
bill, i'e noted that the grandfather clause would have been reason-

C able if included at the time of enactment. We state that but also state
our formal objection in any event on the grounds that we disapprove
of retroactive relief in almost any circumstance.

A second type of objection we have voiced is that in several instances,
notably section 1035 (c) (1). (b), and section 1052, we feel that what
is a good general principle has been narrowed to benefit only a few tax-
payers. We would have supported such principle if it had been adopted
by the committee in more general form.

Obviously our suggestion is that there be some more consideration
at the markup session of expanding some of these provisions which
would help not only the intended taxpayers but others similarly or
closely situated as well.

There are some provisions on the other hand, without detailing
all of them, that we do feel quite strongly about and are in opposition
thereto. Brief mention could be made of the investment tax credit for
capital construction fund ships.

This is a situation where you already have a very significant tax
benefit, in effect a 100 percent writeoff in the first year. We believe it
is not good tax policy to add on top of that an investment credit.

We also oppose what is now section 210(d) which is the provision
which would limit a limited partner's losses to the amount of his actual
contribution to the partnership and the cash used to pay off his share
of the nonrecourse indebtedness as it is used.

We feel that either it will be too 'harsh-4hat is, that it will have an
unduly adverse effect particularly on the real estate industry where
the Senate and this committee in other instances recognized special
circumstances-or, if ingenius tax lawyers and accountants are able to
devise alternative means of doing the same type of financing,, it will
be ineffective.

In any event we think it is unwise to single out just one type of in-.
vestment vehicle to modify the lonrstandina rule of the Crane case
that nonrecourse debt can be added to a taxpayer's base is in the
property.

We also strongly object to the Provision that is designed to vro-
vide relief to the publishers from the normal audit procedures of the
Internal Revenue Service. It was stated here this morning that the
,Revenue Riling 7-375 is unfair.

,onator Bym. Your time has exnired. -
Mr. GOLDMIN. It was my understandin, Mr. Chairman, that we

were to have either a half hour which I do not want to use--
Senator CuRvns. I am very much in favor of the Treasury stating

their position fully. I do think in light of the. fact that we have been
here since 8 o'clock and that most of our members and part of our staff
have been assieired to other duties, that it might be just as effective if
you submit it in writing.



631

Mr. Gotszmi. Essentially, Senator Curtis, we have submitted our
views in writing in considerable detail and I have no objection to that.
Vhat I would-hope would be more effective as you consider in the
markup sessions the individual provisions, if you think we will be
helpful, is that you ask for our-views and we would give them at that
time.

Senator CumRIS. Very well. We have always tried 'in this commit-
tee, but the short commodity around here is time, to get the views of
the Treasury representative. I know I have done this on many occa-
sions and I have encouraged them to take the initiative and signify at
a given point where there is something they feel can be brought out.
given point where there is something they. feel can be brought out.

I assure you that.is what we will be doing.
Mr. GOLDSTIN. Tii-t-Tfne-and as I say, I am sure you have avail-

able to you this 106 p age document entitled "Administration Position"
Rnd that does give, I think, a clear view of each of the issues.

Senator DOLE. I think you were asked in a couple of specific areas to
comment. Maybe you covered them before I came in. I think the chair-
man asked yesterday if you were going to meet with some group and
see if you could work out a difference.

There was a witness earlier this morning that indicated some differ-
ence with the Treasury. They were going to discuss that with you.
Maybe you have not done that.

Mr. G OLDSTEiN. The chairman asked yesterday if we would help
prepare a statement in support of the provision which would relieve
certain foreign investors of the withholding tax. I

I spoke with Mr. Horne and suggested to him that Secretary Simon
covered that -at length in his March 17 testimony and also put him
in touch with our staff members, and we would fully agree with any
submission he woula make.

There were severatpi ,.Senator Dole, where witnesses suggested
we either were not prepared or did not know what we were talking
about. One of those did deal with the geothermal energy situation..

I do have my expert with me if you would like to hear from him.
Essentially we would stand on what we said in our statement. I guess
we just have an honest disagreement with 'the folks sponsoring- the
amendment.

Senator DOLE. Have you changed-your p0ition on anything you
have in your July 20 statement I
. Mr. GoLsmwr. No, sir. Ina couple of areas, we have been, through-
out the past 3 days, wo ti-counsel for some of the affected tax-
payers. One example of that is the provision-'the proposed 5-year
delay in the effectiveness of the Service's new position with regard to
production-sharing agreeno-ts--_

In discussions with counsel, they have indicated a willingness to
modify their original proposals so that the new rules would apply
essentially to 1978 and thereafter. We indicated that we thought that
the present rule of the Service could have that same 6lect. We indi'
coated we would notobject. to-that.

I think that if they would modify their propos0o as to represent
a substantial curtailment of what they had previously asked for, we

would approve of that and it would give them the time they need to
complete their negotiations.
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Another example of that is the matter concerning Texas Optical Co.
in the area of franchises, that is, whether or nct they were entitled
to rely on their contractual arrangements. We have been working with
counsel since this morning's testimony to try to arrive at a provision
that would be satisfactory to both sides.

Senator Dom. I think Dr. Rogers raised that question earlier today.
Mr. GowN. There are a couple of others too.
Senator Dor. You customarily discuss this with counsel for the

people involved, right?
Mr. GowNM'. xes, sir, we are very easy to talk to. Are we acces-

sible I We surely are.
Senator Domr. So are we. We sometimes are criticized for being

available. I am gladyou are not.
Mr. GowsTmN. We are not sure. It depends on how it comes out.
The CHAIRMAN. Have you taken another look at the situation with

regard to the offshore people who testified yesterday? They indicated
that the Treasury change d its position anI they thought the change
of position was not justified and explained why.

The Treasury thought that there could be some unintended bene-
ficiaries of that provision. They pointed out that under the Jones Act
foreign companies with foreign shipping could not operate between
two American ports. Are you familiar with that part of it?

Mr. GowmSIN. Yes, sir. You do not mean the one about reinvest-
ment portfolios, you mean the other that deals with the shipping prof-
its, that there were two parts to? One dealt with Southern and then
there is the more general provision?

The CHAIRMAN';. That is right. I had in mind those who boats serv-
icing offshore drilling rigs.

Mr. GowsTrIN. Let me ask Mr. Foster as our international counsel
to answer that. It is also dealt with in the statement that we submitted.

The CHArMAN.- I think that is section 1021, where the Treasury had
changed its mind, concerning investment on the Continental Shelf.

Mr. GoDSwmiN. Yes, I have spoken to Mr. Cohen about that one.
The situation there was that when the House considered this pro-
vision' they voted to permit that investment to not require repatria
tion into the future and also went back and grandfather clause to
certain past investments of that type.

When your -committee considered it, you cut it off I believe at the
end of this year. Under those circumstances, it seemed to us bad policy
to permit retroactive relief in these circumstances where the com-
mittee is still maintaining-that this particular investment would re-
sult in realization of income in the future.

Maybe everyone has mousetrapped, Senator Long in this particular
incidence. Usually, you decide to provide some relief going forward.
The question is how much you should protect looking backward.

Here your committee decided that in going forward present law
should be maintained, but It still would give some retroactive relief.
Mr. Cohen did explain to me the negotiations and conversations he
had over a period of 1I or 2 years in anticipation that the law should
be changed- in the fashion that tho House voted to change it.

The Cn AMAN. We can discuss it further after we-have had a
chance to analy" it Yoo stated at the, time you were in the room
you would take another look at this situation.
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Mr. GOLDSTEIN. Yes, sir.
Tie CnAnMAN. 'It certainly leaves us In a difficult position, which

is nothing new in politics or in government anywhere, I guess. When
we act based on what your advice is and we think we are acting con-
sistent with your advice and then you change your position, that in
turn leaves us open to criticism, that we acted contrary to Treasury
advice when we actually at the time we acted, had Treasury support
for our position.

Mr. GoLDmsEir. This particular case is a little different. When we
filed our original memorandum, it indicated our support for this
whole section of 1021. The approach of our June 15 memo was to
give a position on the whole section even where there were some things
we liked and did not like.

We have explained in the supplemental memo that we filed today
that in many instances even though we approved of a section as a
whole and if we had to vote yes or no, we would vote yes, there were
aspects of it that we -did not like. This provision is in that category.

Senator FAxNIN. I did not hear your testimony and I was in the
Interior Committee listening to the right arm of government, the
Energy Research Development Administration. Dr. Seamans, the head
of that, telling us of the great need for development of our energy
resources, like solar, geothermal and for conservation programs.

I understand while I was gone that you had something to say about
the geothermal provision in the bill.

M r. GowSr sn. I had not gotten to that, but I had planned to say
something about it. As you know, this is one of the few areas where
Treasury and yourself have had a running disagreement for the past
several months.

Senator FANNIN. Are you still in on geothermal?
Mr. GozsrEiN. Yes, sir.
Senator FANNINr. Eyen after the court decision and everything that

has been done and the tremendous need to develop that resource?
Mr. GoLuSEIzi. We are not opposed to developing the resource but

to some extent, with regard to geothermal, we are leing the views,
as part of the administration, of FEA which of course agrees with us.
- We think that our proposal which is mentioned in our memorandum

is both generous and appropriate. That is to give an immediate write-
off of expenses as research and development expenses.

Senator FANNIN. But you have never come to a decision, you are not
considering it as a depletable asset.
. Mr. GoLDSrtIN. In effect, our proposal would be to defer that de-
cision until more is known.

Senator FANizN. The U.S. circuit court has certainly ruled that it
is a depletable asset. How far do you have to go to the Supreme Court?

Mr. Gouwm n. Before the IRS would follow the court decision as
a technical matter, as far as audit policy goes, the Service does not
need to feel bound by a circuit court decision.

Senator FANNZI. You said you wanted to do what was right, get
more information, what more information could you have whe& it has
gone through the courts ?

Mr. GOwStrmn. As I say, there could still be a disagreement.
Senator FANNrI. That is right, there is a disagreement, but it is

difficult to understand.
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- Mr. GowTrN. The point I am trying to make is that we are not
unsympathetic to the development of geothermal resources. We have
proposed a generous tax treatment for people investing in that area.

Senator FANzNx. Were you here this morning when tie geothermal
people testified that this is the great barrier they have in the path of
their development I

Mr. Gowmnxw. Yes, sir. They did not have very nice things to say
about our position.

Senator FANNIN. Thank you.
The CHAIRMAN. I know and frankly I heartily approve of the fact

that-people who hold your job do not stay at it. I think it is a good
thing for the country that each administration. seeks to bring in the
brig test, most intelligent people they can find in the legal profession
and in the business world to help us draft our revenue bills and help
administer them.

Even though I from time to time am very critical of the Treasury,
I still think that you people have the most able Department in the
Government. I have said that. Also when I am critical of you, I think
that you might take some solace in the fact that I still think you tire
the best of the gang.

Mr. GowRIN. Thank you, sir.
The CHAIRMAN. I know how this fiasco occurred with regard to the

shipping problem. I was a manager in 1970 of what the administration
thought was going to be just what the doctor ordered to revitalize the
merchant marine and put it out there on the sea in all of its glpry.

The key to all of that was a provision that related to revenue. I was
the floor manager of the bill. That bill came out of the Commerce
Committee. I was the chairman of a subcommittee of the Commerce
Committee.

We gave a tax advantage by way of a tax deferral for constructing
new ships. That was clearly intended to be a tax provision to revitalize
that indury which was withering away,

It waes clearly intended to provide something over and above what
other industries get. I was also the floor nianaer of the revenue bill
that we passed thereafter which reinstated the -i"estment tax credit.

It is unfortunate but that is one of those things that happens, Mr.
Larry Woodworth and his group, working on the restoration of the
investment tax credit, in their- crossreference work, did not come
across this provision which I had also managed to provide to rebuild
the merchant marine.

The people on the Commerce Committee.drafted that legislation.
It was drafted in the Commerce Department rather than inthe Treas-
ury Department. In view of the fact that it did not fall in the Internal
Revenue Code, they just did not come across it in their cross
referencing. _

That being the case, when we reinstituted the investment tax credit
we failed to include this matter purely as a technical oversight. It does
not happen all the time, but every now and then it does occur and that
is why we have to meet again and pass more laws.

We failed to take into account the law that was to put the U.S.
Merchant Marine back on the sea. The result is that the two bills
fa filedd to harmonize with the result that the Treasury contends that
we should not have this provision or permit this tax deferral for the
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benefit of new construction to anybody who is getting the investment
tax credit, that if they get one they dobot get the other,

That was not the idea at all, it was never intended to be that way
so we passed another bill out of the Commerce Committee and when
we got to the House side the House Merchant Marine Committee
agnd with it but they saia, we are sorry, we do not have jurisdiction,
please try to take up the matter with the people on the Ways and
Means Committee. All right, now we proceed to take up the same thing,
we have already passed it one time, so we can go back to have someone
else to talk to, with jurisdiction.

You know we get the impression that the House of Representatives
i all one body but you get over there and find there is a whole bunch
of bodies.

People complain, just a minute, this violates our sacred principles
or some such thing as that. You had a chance to review that and se
if you could reconcile your views with the committee's view with
regard to the matter. In other words, the Commerce Committee
thinks we ought to have the benefit for the merchant marine because
it is intended to be an incentive over and above what others get because
the merchant marine is in a very disadvantageous competitive position.

How do your people feel about it now I ?
Mr. GoLwSTEiN. I guess basically we have been looking at it from

two different points of view. You and the Commerce Committee are
looking at it from the point of view of what our merchant marine pol-
icy should be, what our needs are. IWe have been looking at it from the point of view of tax policy
where as you know we have had a disagreement even as to the regular
investment credit. We would like to have a basis reduction in the
amount of credit.

Here we are talking about 27 percent, not 10 percent. You have a
situation-where in effect you have an immediate 100-percent basis re-
duction because the availability of the capital construction fund.

Our view is that if you do not have, a cost for tax purposes or if
you allow an immediate writeoff which would be the equivalent, that.
it is not appropriate also to have the investment credit.
, Our people calculate that the value in dollars. of the fast writeoff,

the immediate writeoff, is the equivalent of a 17-percent investment
credit and therefore is better than any other industry.,

What you are saving it seems to.me.--..
The ( wramAw. It was never intended to be that. That is just what

you are saying., .f , * a
Mr. (oUsmrN. You ae saying i the intention is to have a 27-per-.

cent investment credit to help this particular industry, at some moint,
I guess the Treasury would have to defer to the people that know
more about the shipping business.

The CITAIRMAN. The whole idea was that this was something we were
going to do for the merchant marine and we approved It as something
over and beyond what other industries get. It was going to be a special
consideration, an additional consideration for the merchant marine.

When we reinstated the investment tax credit and failed to clearly
allow the merchant marine to claim the investment tax credit it was to
receive, then that had the effect of negating the whole intent of it.
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I thought I had helped get the U.S. Merchant Marine back on the
.1igh seas again, then we find out that what we did accomplish was
%pero because one thing completely neutralized the other.

The embarrassing part of it is that I was the manager of both of
those bills. It is very embarrassing to have to say that I was invited
somewhere to speak about the meiehant marine today to talk about
what I did to get the U.S. Merchant Marine on the sea and find out
thanks to the cooperation of the Treasury, who by the time it got

C through construing. the two statutes, had it so we did not achieve
anything at all.

I hope to live long enough to Work out the result so that what this
administration sought in the beginning is actually achieved. I cer-
tainly hope we pass some legislation before the 8 years of the Nixon
and Ford administration terminate so we can actually have made
effective and place in operation the very proud program that a lot
of people worked on and tried to put into effect and told everybody
would be in effect to restore the merchant marine to its previous status.

Mr. GOLnSTFINt. Obviously the will of Congress is going to decide
this. The administration position I stated today is supposed to take into
account maritime policy and I guess the. majority vote would be
negative but I understand there are some differences even within the
administration.

The CHAIRMAN. That is a hiatus that could never have occurred if
someone had cross-referenced this matter the way we cross-reference
most revenue bills. It is our competent, able staff that does that, but in
view of the fact that this was at some other place in the law and not in
the Internal Revenue Code in their cross-reference work, they did not
come across it.

I can assure you it would have been taken care of if they had.
Senator BYRD. Like Chairman Long I am a strong advocate of the

merchant marine. I also want to work within the framework of tax
structure.

I am not clear as to just what is your position on that section in 806
about which we are talking.

Mr. GOSTwmir. Yes, sir.
Senator ByRD. I am not clear as to just what your objections are.
Mr. GoLwSTzi. Our position has been clear that we are not in favor

of extending the investment credit to ships which already have the
benefit of the capital construction funding provisions.

The reason is that in general the investment credit is based on the
tax cost of a particular asset. Because of the fact that the owner of the
ships is permitted to claim an immediate deduction for the amount
placed in the capital construction fund, the tax costs of these ships
is zero.

The investment credit, as a matter of tax policy, would not be appro-
priate, but the Congress is free to pro ide any level of tax credit for
any asset or make exceptions from the general rule.Senator BYRD. You favor the 10-percent investment tax credit, but
you do not favor it in regard to the ships ?

Mr. Go0DTE. Yes, sir. We strongly favor the 10-percent invest-
ment credit, but the typical manufacturing companies or companies
that build an uset. will be required to recover its cost over some
period of years and will also get the investment credit.
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Senator ByRm. It is your point that the shipping industry gets 100
percent writeoff at the beginning?

Mr. Gowsmiw. Yes, sir, that is the distinction. As Senator Long
said, it may be that the overall intent of Congress is that they get both
benefits.

Senator 'Bym. But the Treasury Department opposes giving them
bothI

Mr. GowSizm;. Yes, sir.
Senator Byw. Thank you.
.The CHAMMAN. Thank you very much.
Senator DoLE. I would just make an observation while the. next

witness is coming up. Yesterday I asked the question of the Public
Citizen witness, according to the 1972, 1973, 1974 returns it is in
excess, but they do not have the 1975 return.

According to the 1974 return, it is about $1,065,000 net worth, and
they have about $980,000 in investments. My point was I think they are
doing quite well as a small struggling interest group:

I am not certain where the money came from. It occurs to me that
much of it probably came from organized labor and that if organized
labor has been in this room to be against so many of these proposals, I
just say as I did yesterday I thin in fairness it would be helpful' if
we knew where their money came from.

If they are representing organized labor, then we ought to have
that information. If they are representing public spirit, such as they
indicate, that would be very helpful because they have indicated that
there is sort of a yield of reference.

I would suggest that if they want to appear here as objective wit-
nesses, I do not quarrel with that, we could better test that objectivity
if we knew where their money came from.

The CHAMMAN. Are you making that a request?
Senator DoLz. Well, I will give it to you but it is just a hope, not a

strategy.
The CnUA 'A Mr. Scott P. Crampton, Assistant Attorney Gen-

eral, Tax Division, Department of Justice, accompanied by Richard
C. Albrecht, General Counsel, Treasury Department.

STATEMENT OF SCOTT P. CRAMPTON, ASSISTANT- ATTORNEY GEN.
ERAL, TAX DIVISION, DEPARTMENT OF JUSTICE, ACCOMPANIED
BY RICHARD C. ALBRECHT, GENERAL C0O SE

Mr. CRAtproN. I have with me Richard Albrecht, general coum-
sel of the Department of the Treasury and Mr. Carl Imlay, general
counsel of the Administrative Office of the United States Courts.

We would like to discuss briefly with you the provisions of 1205
of the present bill. In that connection, there are letters sent to the
committee by the Attorney General, by the Secretary of the Treasury,
and by the Administrative Office of the United States Courts. We
also have a detailed prepared statement. We would like to have those
submitted as part of the record which sets forth our position.

The CmvImImAA. The statement and accompanying papers will be
made a part of the record.

[The statement follows:]
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TESTIMONY or ScoTT P, CaAmpToN, ASSISTANT ATTORNEY GENRzw, TAX
Division, DzpAUTMENT Or STATS

My name Is Scott P. Crampton and I am Assistant Attorney General In charge
of the Tax Division, Department of Justice. We welcome the opportunity to prem
sent the views of the Department of Justice on Section 1205 of the Tax Reform
Bill of 1976 captioned "Administrative Summons." This section would amend the
Internal Revenue Code of'1954 by redesignating Section 7609 as 7611 and insert-
ing new Sections 7609 and 7610. Proposed Section 7609 is entitled "Special Pro-
cedures for Third-Party Summonses" and proposed Section 7610 would, provide
for fees and costs of witnesses In these new procedures. We believe this proposal,
if enacted, would seriously interfere with the enforcement of the tax laws, par-
ticularly in the organized crime and white-collar crime areas, and further over-
burden the federal judicial system.

In principal part and with certain exceptions, Section 1205 of the bill would
require notice to the person, usually the taxpayer and hereinafter referred to
as such, identified in a summons issued to a third-party record keeper by the
Internal Revenue Service. The taxpayer would be given 14 days within which to
notify the record keeper not to comply with the summons. Once the taxpayer thus
barred compliance, the Government could only obtain enforcement through a court
proceeding in which the taxpayer would have a right to intervene and to litigate
the matter. A summons to require testimony relating to records would be treated
as a summons to produce records. The civil and criminal statutes of limitations
would be suspended during the period of such court action, including appeals,
if the person barring compliance is the taxpayer. A John Doe summons could
only be served after a court proceeding.

Under present law, a taxpayer or third party cannot intervene in a summons
enforcement proceeding unless he has a legally protectable interest Reisma#n v.
0apfln, 875 U.S., 440 (1964). However, in Donal&on, et a4. v. United States, 400
U.S. 517 (1971), the Supreme Court said this meant a significantly protectable
interest. In that case, the Court held against the taxpayer because he had no
"proprietary interest" in the records sought and they were not protected by an
attorney-client or other legally recognized privilege. It is worth noting at this
point that, although the district court had denied the intervention of the taxpayer
in Donaldon, stays were granted pending appeal; that the summons were issued
on September 12 and 18, 1968, with respect to tax liabilities for 1964 through
1967, inclusive, and that the date of the Supreme Court's opinion was January 25,
1971, or some two years and four months after issuance of the summonses. In
this context, on6 can understand the concern the Supreme Court expressed by
saying that to allow the taxpayer to intervene in such case would "stultify the
Service's every Investigatory move" (p. 581). We completely agree and believe
that the word 'stultify" was used in the dictionary sense : "to impair, invalidate,
or reduce to futility."

As the Supreme Court pointed out in Donaldson, the statute (Section 7601,
Internal Revenue Oode of 1954) imposing the duty on Treasury Department
oMers to "proceed... and to inquire after and concerning" all persons "who
may be Uable t6 pay any internal revenue tax" has its roots in the first modern
general income tax act, the Tariff Act of October 8, 1918, See. IT, 88 Stat. 178,and, beyond that, in Section 8122 of the Revised Statutes of 1874. Thus, the ex-
press requirement that the Secretary or his delegates go to third-party sources
to "canvass and to inquire," as the Supreme Court put it (p. 528, supra), is an
historical procedure. The implied requirement or practice probably goes back to
the beginning of the country. Never was It considered that a taxpayer could or
should have the right to prevent this except where he had some legally protect-
able right in or to the papers at issue. As the late Justice Douglas put it in his
concurring opinion In Donalot, "it is difficult to see how the summoning of a
third party, and the records of- a third party, can violate the rights of the tax.
Pahus, the proposal would create a completely new legal right, which, we be-
lieve, would be used to frustrate fair and uniform enforcement of the revenue
laws. Existing# law i a necessary adjunct to the self-asseament system. Many
millions of taxpayers are subject to withholding. Declarations of their incomes
and the taxes withheld and paid over are routinely submitted to the Government
by their employers as required by law. Their incomes are known and their ability
to reduce their taxes Is limited. Therefore, the proposed section would benefit,

rimarily, those taxpayers the major part of whose income is not subject to with.
olding. Congress has recognised that they may not always comply and has
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enacted criminal sanctions for any person who willfully falls to keep any records
or supply any Information required by the statutes or the regulations thereunder
(Section 7206, Title 26, U.8.O.)b However, the Government cannot compel an
individual to produce those records against a claim of self-incrimination under
the Fifth Amendment. When the individual taxpayer fails to keep records or
fails to produce or falsifies the records he has kept, the Governmnent must go to
third-party sources to determine the tax liability. Even under existing laW, this
Is not something the Internal Revenue Service undertakes, other thah'as a last
resort, for it is a tedious, time-consuming, and expensive process to reconstruct
the income and the tax of an individual or corporation by third-party sources.
In fairness to all other taxpayers, however, it is a statutory duty that must be
carried out. But it Is the breakdown, or alleged breakdown, of the self-assessment
system that renders it necessary.

Apparently, the right to privacy is the principal consideration underlying this
proposal; yet it would confer this right only on the person named in the sum-
mons. The necessity for this highly selective grant of a right to privacy was rec-
ognized In the Report of the Senate Finance Committee, fn. 8, p. 809, in the OH
Report, No. 28, dated June 16, 1976, where it is stated:

"Of course, the Service would-not be required to send a notice to each person
to whom the X corporation wrote a check during theperiod under examination;
not only would this be impossible administratively, but the identity of these per-
sons would not even be known by the Service until the records had beeniexam-
Ined."

It might be questioned why the "privacy" of "X corporation" should'be re-
spected and that of the thousands of persons having transactions with it not be?
And what about the privacy of other individuals In multi-party transactions, not
named In the summons, whose status and interest in the records are identical to
that of the one named? Therefore, it ishighly likely-that persons other than
those named in the summons would attempt to intervene. It could be questioned
whether the proposal offers equal protection of the laws to persons whose Inter-
ests In a record are identical. A court conceivably could permit such persons to
intervene.

The foregoing illustrates, and the Report of the Senate Finance Committee
concedes, that it is not administratively possible to give equal Oiotection to the
"privacy" of all persons Involved in commercial transactions. Thus, the effect of
this provision would, primarily, be to protect the "privacy" of the individuals who
had not complied with the requirements of the self-assessment system. It, is true
that, occasionally, what appear on their face to be adequate records are checked
by reference to third-party sources. This is because, as the Supreme Court sdId in
Holland v. United States, 348 U.S. 121 (1954), p. 182, some records are "more
consistent than truthful" and Congress never intended a "set of blinders Which
prevents the Government from looking beyond the self-serving declarations in a
taxpayer's books." It isimportant, then, to emphasize Just whose "privacy" is be-
Ing protected by this proposal. If neither the record keeper nor the taxpayer ob-
jects to the summons, the transactions of hundreds or even thousands of other
Individuals may be laid bare. Therefore, unlike the historically recognized privil-"
eges, there is no uniform standard for the proposed selectivity of persons whose
privacy is to be legally protected. There is only the common denominator of being
listed on a summons.

Aside from the unfairness of this provision to the millions of taxpayers who
fully comply with the law and the highly selective "privacy" that would be pro-
tected, we have the following specific objections to the proposal:

1. The delays resulting from taxpayer intervention could effectively frustrate
efforts of the Internal Revenue Service to reconstruct Income and tax by resort to
third-party records. Of the approximately 500 Special Agent summons cases
handled by the Tax Division each year, it is most often some special relationship
between the taxpayer and the record keeper that accounts for the failure of the
latter to comply. If taxpayers are allowed to intervene of right, It could very
well take two years for the agents to obtain the records of the first bank and
the number of summons enforcement proceeding would only be limited by the
number of record keepers Involved, most of whom may not even be known until
after the records of the first are obtained.

2. The already overburdened courts, in which some 1,100 summons enforcement
cases are currently being brought (about 500 Special Agent pummons cases aqd
000 Revenue Agent summons cases), would be further swamped at a time when
the Speedy Trial Act means that criminal trials will be occupying more of the
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courts' time. It would mean substantial increases in the number of agents and
the number of lawyers handling such cases. A prime consideration would then
be whether the investigation was administratiyely feasible. The areas most af-
fected would be the organized crime and white-collar crime drives, because those
categories of taxpayers have developed delay and noncompliance to a fine art.
This proposal would further the process of turning the district courts into ad-
ministrative tribunals.

Although the statute of limitations would not run when the taxpayer inter-
vened, it would continue to run when the person named in the summons was the
nominee of the taxpayer. This is commonly the case (the use of nominees) as to
organized and white-collar crime figures. As stated earlier, it is possible that the
courts would permit Intervention of persons with identical relationships to the
records at issue. If the taxpayer did not intervene, the statute of limitations
would run. And, there is, of course, the problem that the statute would be running
when the record keeper is contesting the summons alone.

4. There' would probably be motions to suppress evidence in subsequent pro-
ceedings on the ground that there had been some failure on the part of the Gov- 9
ernment to comply with some aspect of this proposal.

Although we object to the subject proposals, we wish to assure you, Mr. Chair-
man, that we have a sincere concern with the privacy of individuals. In the sus-
tained effort to comply with the Freedom of Information Act on the one hand and
the Privacy Act on the other hand. we are constantly on guard against an inad-
vertent disclosure that would provide information to one at the expense of the
privacy of another. We literally have to make a line-by-line, paragraph-by-para-
graph analysis of many documents; and, because of the complex nature of the
areas of law we administer, sometimes It takes an experienced tax lawyer to
determine what should be turned over and what should be withheld. Knowledge-
able defense counsel are now inundating us with requests under these two acts as
discovery weapons in current criminal tax cases, including those under investiga-
tion by grand juries. This has Increased the strain on our limited manpower re-
sources, particularly on our trial attorneys, since the attorney handling the case
must, of course. be consulted concerning the documents involved which may range
in the thousands. In other words, F.O.I. and Privacy Act provisions are being used
effectively and with resulting delay of criminal justice, both at the administra.
tive and subsequent stages. We foresee the proposal here as providing another
vehicle for the same result at the investigative stage.

Although we disagree with other aspects of the proposal, we think it may be
advisable to have a statutory requirement of notice to a taxpayer that the Inter-
nal Revenue Service may be serving summonses on third parties. As noted earlier,
there are circumstances when the taxpayer does have a right to intervene under
the Ref an and Donaldson decisions of the Supreme Court. A notice was sug-
gested by a committee of the Section of Taxation, A.B.A., see 26 The Tax Law-
yer 591, In which the Committee on Civil and Criminal Tax Penalties discussed
studying the advisability of registers in each Internal Revenue Service District
or Federal Judicial District where such summons would be listed. We think it
may be preferable to give the taxpayer notice directly rather than to make a pub-
lic record at the investigative stage. This notice provides the taxpayer with a last
opportunity to substantiate the items on his returns, and thus, to obviate the ne-
cessity (in most instances) for a summons. The taxpayer is then in the best posi-
tion to safeguard his own privacy.

The following examples illustrate our concern about this provision as a means
for delay:

1. Taxpayer is in an illegal business and refuses to substantiate the items On
his returns. As direct evidence of specific items of income Is available, the
Government undertakes to reconstruct his taxable Income by the net worth
method (see Holland v. United States, aupra). A summons is issued to his only
known bank (bank A) he intervenes In the ensuing court proceeding, and it
takes from a year to eighteen months to gain access to the records of that bank.
In gofng over the records of that bank, leads to banks or brokerage accounts B,
C, and D are obtained, and it appears that property Is held for him In the names
nf nominees. If only nominees intervene in summons proceedings, the statute of
limitations is not suspended. At any rate, each proceeding, which could take from
one to two years, results in the discovery of leads to additional record keepers,
and so on. Obviously, if taxpayer has dealt with multiple institutions which be-
come known through this unraveling process, it may not be feasible at all to
develop this type case. Had this proposal been the law, many of the famous net
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worth cases on prominent racketeers probably could never have been made. See,
e.g., Costello v. United States, 350 U.S. 859 (1956).

2. In an audit of Contractor Jones, a revenue agent obtains documentary evi-
dence, which Jones corroborates, of a bribe paid to ]Federal Procurement Offi-
cer Smith. Smith's return is audited to see if he reported the item. There are
items on Smith's return which could include the bribe. Smith refuseS to furnish
his records from which the reported items may be checked; third-party summons
are issued, and Smith intervenes. The agents foresee a year, or perhaps years,
of litigation. In the meantime, the Title 18, U.S.C., offense has been referred to
the Federal Bureau, of Investigation and is soon ready folr the grand Jury. The
alternatives, then, are: (1) to proceed with the Title 18 offense without the
Title 26 offense, or (2) to investigate the Title 26 offense by grand jury. The
result of the first choice is to weaken the case and to divide 'offenses which
should be joined; the second choice bypasses the careful review process which
is essential to uniform enforcement of the revenue laws. Often it is not a simple
process to determine whether an item is or is not on a return: considerable
investigation and expertise in tax law may be required.

In summary and in conclusion: This proposal would hamstring the investiga-
tive procedures of the Internal Revenue Service. It would require large man-
power resources in the Internal Revenue Service, in the Tax Division, and in the
Offices of the United States Attorneys. It would further overburden the Federal
court system. And, most importantly, it would afford procedures whereby those
who would thwart the self-assessment system could do so with impunity. Thank
you, again, for permitting us to present the view of the Department of Justice
on this matter.

OFFICE OF THE ATTORNEY GENERAL,
Washington, D.C., July 21, 1976.

lion. RussEL B. LONe,
Chairman, Senate Committee on Finance
U.S. Senoe, Washington, D.C.

DEAR SENATOR LONG: We wish to express the Administration's opposition to
Section 1205 of your Committee's version of H.R. 10612, the House-passed tax
revision bill.

Section 1205 would add a new Section 7609 to the Code which would require
notice to the taxpayer of a summons issued to a person whose business consists
"in whole or in part"-of keeping records of "business transactions or affairs of
other persons." The taxpayer could stay compliance by the person summoned by
giving him notice not to comply, forcing the Government to seek- enforcement
of the summons in a United States District Court where the taxpayer would in-
tervene to challenge the enforcement of the summons. Exceptions are provided,
inter alia, for summonses to discover assets for purposes of collecting assess-
ments or judgments, or if there is reason to believe notice may lead to conceal-
ment or destruction of records, intimidation, or bribery. A so-called John Doe sum-
mons could only be served after court review.

Under present law, of course. a taxpayer or third party cannot intervene in
a summons enforcement proceeding unless he has a legally protectable interest,
Reisman v. Caplin, 875 U.S. 440 (1964) ; Donaldson v. United States, 400 U.S.
517 (1971).

Any valid objection that a taxpayer may have to a tax investigation may be
asserted when the investigation results in proceedings against him. If the tax-
payer were given the right to force summons enforcement proceedings and- to
intervene therein, the number of possible enforcement proceedings in any one
case would only be limited by the number of record keepers. In a complex net
worth case requiring the production of thousands of documents from hundreds
of institutions, corporations, or individuals, we can envision litigation in hun-
dreds of summons enforcement cases in multiple Jurisdictions. Because investi-
gators often encounter leads to additional financial institutions only through
the records of others, and because the net worth method of proof requires that all
leads be exhausted (see Holland v. United States, 848 U.S. 121 (1954)). the en-
actment of this proposal could we'll spell the end of the net worth and the bank
deposits method of proof for determining the tax liability of an uncooperative
taxpayer.

Although taxpayer intervention would toll the running of the statute of limi-
tations, time would still be on the side of the taxpayer because witnesses die,
their memories fade, and-records are lost or destroyed. It should also be noted
that the statute of limitations would not be tolled when the records sought were
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in the names of nominees of the taxpayer and only those nominees, at the urging
of the taxpayer, intervened.

Enactment of this proposal would have an immeasurable, adverse effect on
the courts who would be forced to act as reviewing administrators for the tax-
pa.ers primarily benefited by this legislation-those well-financed litigants whoso
primary tactic is to retard the judicial process, delay the determination of their
tax liability, and make litigation for the Government as expensive as possible. In
oul' view, proposed Section 7609 would seriously impede Internal Revenue Service
investigations and would degrade the quality of the criminal and civil tax cases
that are presented to the courts for determination.

We have no objection to a statutory requirement of notice to a taxpayer that
the Internal Revenue Service Will be serving summonses on third parties. In-
deed, representatives of our Tax Division and the Internal Revenue-Service met
with members of the Staff of the Joint Committee on Internal Revenue Taxt'lon
and discussed such a proposal with them. This proposal included a 14-day period
in which taxpayer could obviate the necessity for summonses on third parties by
substantiating the items on his returns.

We tndemtand that the Finance Oommittee will be holding hearings on this
Bill during the week of July 20, 1978. In view of the importance of this subject
to tax enforcement, it is requested that a time -be reserved by the Committee
t9 permit a representative of the Department to explain our position to the full
Committee.

Sincerely,
EDWARD H. Lvi,

Attorney General.

ADMINISTRATIVE OFFICE OF THE UNITED STATES COURTS,
IV48hlngton, D.C., July 20,1976.

Hon. RUSSELL B. LONO,
Chairman, Commifttee on Finance, U.S. Senate, Dirkeen Senate Ofloe Building,

Waahington, D.C.
I write to you today to express my concern in respect of the potential impact of

Section 1205 of your Committee's version of the Tax Reform Bill of 1976, H.R.
10612, 94th Cong., 1st Sess., on the Judicial branch of the federal government.

Pursuant to section 7602 of the Internal Revenue Code of 1954, the Secretary
of Treasury or his delegate is authorized to issue what has been referred to as
an administrative summons to require the production of books, papers, records,
or other data for examination relevant to a lawful inquiry. concerning any
Internal revenue tax return or liability. The summons may be directed to a
taxpayer under investigation or to any third-party having possession, custody,
or care of the materials sought for examination. Testimony of such persons,
including testimony under oath, also may be required. The summons may be
enforced by a United States district court pursuant to Int. Rev. Code of 1954,
if 7604, 7402(b). Penalties for failure to obey a summons are provided 16 Int.
Rev. Code of 1954, 17210.

Section 1205 of the Tax Reform Bill of 1976, *upra* if enacted will add a new
section 7609 to Internal Revenue Code of 1954 (hereafter referred to as proposed
section 7609]. Proposed section 7800 adds new procedural requirements in respect
of an administrative summons served on a third-party who is a record keeper.
If a record keeper is served with a section 7602 summons requiring the produc-
tion of (or testimony with respect to) any portion of records made or kept of
the business transactions or affairs of any individual (generally the taxpayer
under investigation and hereinafter referred to as such] identified in such sum-
mons, notice shall be given to any taxpayer so identified, provided no notice is
required if the summons is in aid of collection of The liability of any person
against whom an assessment has been made or a judgment rendered. Notwith-
standing any other law or rule of law, any taxpayer entitled to such notice shall
have the right to intervene in any section .7604 enforcement proceeding and
further, shall have the right to stay compliance with the summons by the third-
party record keeper by giving the requisite written notice as prescribed in the
proposed section. Action on the part of a taxpayer to stay compliance causes
the tolling of statutes of limitations in respect of his liability for tax for post
taxable years and to criminal prosecution. If the taxpayer gives the prescribed
notice, absent his subsequent consent the government may not examine the
records required to be produced pursuant to that summons prior to obtaining an
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order of authorization to examine from a court of competent Jurisdicion.
Apparently jurisdiction over authorization proceedings is vested In the United
States district courts pursuant to Int. Rev. Oode of 1954, I 7402(a). In accord-
ance with criteria prescribed in the proposed section, the government may
petition the ceut in an ex parte proceeding for authorization to dispense with
notice requirements in respect of a particular taxpayer. If the court grants the
petition, the taxpayer further loses his right to stay compliance by the third-
party record keeper. It is unclear whether he also loses the right to intervene
in any enforcement proceeding. Any "John Doe" summons to be served on a
third-party record keeper must be authorized in advance by a United States
district court. Finally, proposed section 7600 requires that an enforcement pro-
ceeding and any "proceeding under this section" takes precedence on the docket
over all other cases, except as to other cases the court considers of greater
importance

A summary of statistics relevant to civil caseloads in United States district
courts Is Included in Attachment A to this letter. From these statistics, it is
clear that there has been a dramatic and progressive nationwide increase in the
civil filings in United States district courts. The number of civil cases pending
at the close of each reporting period also continues to rise at an alarming rate.
For example, In Fiscal Year 1975, the last full fiscal year for which figures
are available, 117,320 civil cases were filed in federal district court. Of this
total, 81,779 cases involved the United States as either plaintiff or defendant,
and 1,673 of these were classified as tax suits. At the close of Fiscal Year 1974,
107,230 civil cases remained pending, The same figure for Fiscal Year 1975 is
119,767. At the close of the first half of Fiscal Year 1976, the number had risen
to 133,775.

These figures should be compared with the estimated potential number of
administrative summonses which would be subject to the procedural require-
ments of proposed section 7609. Using figures supplied by the Internal Revenue
Service, Attachment B computations result in an estimate of 38,400 such sum-
monses annually.

jUnder proposed section. 7609, these summonses represent not only the poten-
tial for actions by the government to obtain authorization to examine records
and actions In aid of enforcement of such summonses, but also a potential source
of many types of spin-off litigation. Litigation which may be fostered by the
proposed legislation includes actions to determine sufficiency of notice, to define"record keeper", to determine the rights. which may be raised exclusively by
the record keeper, to determine the propriety of exceptions-from-notice proceed-
ings and John Doe authorization proceedings, and to determine if suppression
is an appropriate remedy for failure of the government to comply with the re-
quirements of proposed section 7609. In addition, it is likely that sources which
formerly provided data without requiring a summons will begin requesting
summonses in the future, thus causing the total number of summonses to increase.

It is clear from the sheer magnitude of this Investigatory program that even
if only a relatively small proportion of the summonses results in new litigation,
the impact upon the federal judiciary will be staggering and could be crippling.

At the direction of the Judicial Conference of the United States, I transmitted
on January 15, 1975, for the consideration of Congress two proposed bills to
provide for, respectively, the creation of thirteen additional circuit judgeships
for the United States Courts of Appeals, and the creation of fifty-two additional
district judgeships for the United States District Courts. These proposals were
based- upon the then current civil and criminal caseloads of federal judge.
Although the Senate has passed a bill providing for forty-four new district
judgeships (S. 287 (April 1, 1976f) and a bill providing for seven new circuit
Judgeships (S. 286 (Oct. 2, 1975)), the fact remains that no new district judge.
ships have been created since 1970 and no new circuit Judgeships have been
created since 1968.

On .Tanuary 3, 1975, the Speedy Trial Act of 1974, Pub. L. No. 93-419, 88 Stat.
2076 [hereinafter referred to as the Speedy Trial Act) became law. Title I of
this act mandates specific time limits for many phases of the process of bringing
criminal defendants to trial in federal district courts. When fully Implemented,
this legislation is expected to have a particularly heavy impact upon the work
of the federal judiciary. Its effects already are being felt, Effective July 1, 1976,
the first set of comprehensive time limits prescribed by 18 U.S.C. if 3161 (b),.
(c), (f), and (g) (Supp. IV, 1974), became operational. More stringent time
limits become operational the first day of every July until July 1, 1979, when



644

the final, most strict time limits become effective. As a result of the Implemen-
tation process, an ever-increasing proportion of judicial resources continues to
be devoted to criminal trials. The pending civil caseload continues to grow as
a consequence of both this fact and the accelerated rate of new filings. Our
estimates in 1975 indicated that an additional fifteen to twenty judgeships,
over and above the sixty-five requested in the proposed bills, would be neces-
sary to cope with the demands of the Speedy Trial Act in respect of criminal
cases and to permit the trial of civil cases to continue.

As Attachment A further indicates, the median time intervals from filing
to disposition for civil cases Involving trials all exceed one year. With the dedi-
cation of an ever-increasing proportion of judicial resources to criminal trials,
these median times can be expected to Increase. I can foresee only even greater
time intervals between filing and disposition in civil cases.

These problems can only be exacerbated bf new types of litigation. With
new legislation, an evolutionary process usually takes place and caseloads
usually grow gradually. In respect of proposed section 7609, however, direct,
immediate, and substantial consequences can be anticipated unless4 the Internal
Revenue Service abandons completely the administrative summons as an In-
vestigatory tool with respect to third-party record keepers. Furthermore, the
impact will be not only on litigation involving the administrative summonses, but
also on all types of civil litigation pending In federal district courts.

I note wth concern also the inclusion in proposed section 7609 of a provision
giving priority to actions in respect of administrative summonses. In accordance
with proposed subsection 7609(h) (2) :

"Except as to cases the court considers of greater importance, a proceeding
brought for the enforcement of any summons, or a proceeding under this sec-
tion, and appeals, take precedence on the docket over all cases and shall be
assigned for hearing and decided at the earliest practicable date."

If the priority provision of proposed section 7609 were enacted, it would con-
stitute at least the thirtieth statute calling for the expediting of cases on the
dockets of. federal courts. Unfortunately, there is no general rule for the ordering
of priorities in federal courts contained in the United States Code. Furthermore,
for the most part there are no priorities among the priorities established by
previous enactments.

The language contained In this proposed section is very similar to the priority
provision of the Freedom of Information Act, 5 U.S.C. 1552(a) (3) (D) (Supp.
IV, 1974). Although It provides priority over all cases, the provision is effective
subject to the discretion of the court concerning cases of greater importance.

As a consequence of this clause invoking the discretion of the court, it would
appear that priority afforded under proposed section 7609 will be inferior
to priority granted civil actions arising under statutes mandating a first
precedence. Furthermore, and more importantly, for the reasons set forth
earlier detailing the necessity of dedicating a greater proportion of judicial re-
sources to criminal trials to achieve compliance with the Speedy Trial Act.
your Committee should take no comfort in any priority provision with respect
to civil actions. Even for civil actions which are afforded priority status, it
is evident that speedy trials will be impossible and that inordinate delays
may be anticipated in all civil litigation.

The position of tbe Chief Justice of the United States concerning the cre-
ation of new judgeships is well known. In a recent address before the National
Conference on the Administration of Justice in St. Paul, Minnesota, he stated
that the sixty-five proposed judgeships were "desperately needed" to deal with
the current workload of the federal judiciary.

It is with appreciation for these problems concerning court caseloads and
workloads for Individual judges that I analyze proposed section 7609. While
I am concerned with the prospect of ever-increasing delays in the disposition
of civil actions, I would be remiss if I failed to point out the premonition of the
Supreme Court in Domafdaon v. United States, 400 U.S. 517. (1971). This case
articulates the Court's resolution of the problem of the right of a taxpayer
to challenge a third-party administrative summons. In holding that a tax-
payer may not intervene In an enforcement action unless he can articulate
a "significantly protectable interest," the protection of which otherwise would
be impaired or linpeded, the Court stated that to hold otherwise and grant
an absolute right-to intervene would "stultify" the Internal Revenue Service's
every investigative move. Donaldson, supra, 400 U.S. at 531 and 530.
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One of the purposes of proposed section 7609-ts- to overrule the holding of
the Supreme Court in Donaldsom in respect of the taxpayer's right to inter-
vene in an enforcement action. Proposed section 76809would grant every tax-
payer the absolute right to intervene regardless of the existence -of a "sig-
nificantly protectable interest," the protection of which otherwise would be
impaired or impeded, and the "usual process of balancing opposing equities."
Donaldson, supra, 400 U.S. at 581.

The report of your Commitee emphasizes that the administrative summons is
a necessary investigation tool for the Internal Revenue Service. S. Rpt. No.
94-938, 94th Cong., 2d Seas. 867-374 (June 10, 1976). At the same time, it is
the intent of your Committee to protect from unreasonable infringement the civil
rights of taxpayers, including the right to privacy. The report makes clear that
the Committee believes the approach taken will afford a "reasonable and speedy"
means to challenge such summonses. S. Rpt. No. 94-938, supra, at 368 (emphasis
added). Further, the Committee intends that any taxpayer still will be able
to assert any defenses available to him with respect to any evidence obtained
by summons in any later court action in which the taxpayer is involved, re-
gardless of whether he waives his- rights under proposed section 7609. S. Rpt.
No. 94-938, supra, at 370. Eis clear that these provisions are not
intended to expand or create any new substantive rights of taxpayers S. Rpt.
No. 94-938, supra, at 370. Finally, the report states as follows:

"The Committee does not wish these procedures to so delay tax investi-
gations by the (Internal Revenue] Service that they produce a problem for
sound tax administration greater than the one they seek to solve. Accordingly,
the Committee amendment provides that the disposition of court actions in-
volved be heard on as Vxpedit~iqs a schedule as possible." S. Rpt. No. 94-938,
supra at 371.

Since the Committee purports to grant no new substantive rights to tax-
pmyers, it is important to question how the grant of an absolute right to inter-
vene impacts upon normal judicial principles of standing. With respect to
the doctrine of standing, it is inescapable that judicial policy determinations
have blended with Constitutional limitations. See Flast v. Cohen, 892 U.S.
83 (1968). The doctrine of standing is related intimately to the Constitutional
requirement that there must be a justiciable case or controversy before a federal
court can act. See Massachusetts v. Mellon, 262 U.S. 447 (1923). A court must
decide a judicial controversy, not assume a position of authority over the.
governmental acts of another and coequal branch, an authority not possessed
by the federal judiciary. Massachusetts v. Mellon, supra. Court developed doc-
trines such as standing have been founded upon a recognition of the necessity,
if government ts to function constitutionally, for each branch to keep within
IN' power, including the courts, and a recognition of the inherent limitations
of the Judicial process, arising especially from its largely negative character
and limited resources of enforcement. See Rescue Armp v. Municipal Courts,
331 U.S. 549 (1947).

My-purpose in expressing my views on proposed section 7609 is not to offer
an opinion in respect of matters which are of a legislative policy nature. At
the same time, I believe it is imperative that Congress should have relevant
information regarding the Impact of new legislation upon the Judiciary's
continuing ability to fulfill its responsibilities and perform its functions in
our government

For all of the reasons set forth above, I believe proposed section 7609 con-
tains the potential for adding a staggering and devastating new element to the
workload of federal district courts. At the present time when more and more
judicial resources are being consumed by criminal trials, we operate under
the fear that the caseloads of federal judg(s may reach the breaking point.
We risk impairing the standards of justice and denying civil litigants their
day in court.

T can foresee the possibility of the federal courts becoming the final arbiter of
how and when administrative summonses may be used not as a consequence
of decisional case law. but as a cnpsequence of the allure of the Judiciary to
adjndicate in a timely manner the many actions pending on civil court

calendars.Sincerely, ROWLAND ?. Kins, Director.
Attachments.
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ATTACHMENT A

US DISTRICT COURT STATISTICS

Fiscal year-

1976(1st
1974 1975 hall

All civil oses:
Filed ....................................................... 103, 30 117,320 65,061
Terminated ......... .......................... 97633 1047 51,03
, g (,# Chu) .................... "................ 107,230 9,7 7 133,775

U.S. civil cses:
Filed ......................... 27.68 31,779 19,784
Terminated ..................................... 702 27,949 14,677
Pending (at dlose) ................................... 9325 26; 155 31,262

U.S. civil tax c1m:
Filed ................................................ 456 3, 7

U.S. plaintiff..................................... 1,414 273
U.S. defendant........................................ ,44 62

Terminated ............................................... , 706 1,761 740
Pending (t dose) ..................................... . 2 415 2,327 2,427

MEDIAN TIME INTERVALS FROM FILING TO DISPOSITION

[In monthal

Fiscal year-

1976 (1sit
1974 1975 hall)

Al civil cass ..................................................... 9 9 8
No court action ............................................... 7 7 6
Court action:

Before pretrial ............................................ 8 7 6
During or after pretrial .................................... 16 16 15
Trial ..................................................... 16 16 16

U.S. civil cases .................................................... 6 6 6
No owt cion ............................................... 4 4 4
court Ation:Before prLtrl ..................................... 7 7 6

Oinl or after pretrial ................................... Is 15 14
Trial ....................................... 16 15 13

U.S. civil tax css ................................. .. 12 12 12
No court action ......... ............ .. ........ 9 11 9
Court aol:

Before rl ....................................... 8 9 7
Durin ol after pretrial ............................. 17 16
Trl ............ .......................... 1. 17 20

Excerpts from: (1) Annual report of the Director of the Administrative Office of the U.S. Courts 1975 app. i. (2) emI-
annual report of the DirectOr o the Administrative Office of te U.S. Courts 1976, appendix; (3) Annoal riport of te Dirc:
tor of the Administrative Offie of the U.S. Courts 1974, app. 1.

ATTACHMENT B

ADMINISTRATIVE SUMMONSES

IComputations basqd upon figures supplied by the Inter ul Revenue Service)

February to. Estimate 12ow-
May 176 period

Summons issued:
ote ............................................................. M. s,0

SummonseslIssed In ald of collection: 'Toalr...... ... I............................................... ,500 18,500
Raordis*WpoI ....................................................... ' .00 . 4;:

O..er......... .... .. ............................ .............
Sumos p y sbject to prposed ic. 7609 .. q m ! ..... . . . . . . . . . . . . . . . . . 38,400

Deoioned as banks, savings and loen a soci n credit unions, brokerep boons, insurance companies, and taxpayers
representatives nciudin attornes and accounta

1Ap C a y I,0 of _160 wer a d y co lciO n function of IRS. Of this tota 60 percent (or 3,300) Issited by
colletionfunct were ot in aid of collectima,

I Estimate.
'Computed asflos umne sudt d at aodepr 4.0)ls mmonses Issued Wo 3d-pftlrecordkepers In Nid of eom ent (6,600) eqls 38,400. IS u.mons.s issue tro y Nparty racordkemrs in aid o. en-

lorcemenot 0u11 40 bcit of summOnes14ssued y collection function annalizd--ee footote 2(40 percent times
5,500 times equals 5670).1

9

0
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Tim SECtETAY OF THE TREASURY,
Washington, D.C., July 21, 1976.

Hon. Russm B. Loo,
Chairman, Senate Finance Committee,
U.S. Senate, Washington, D.O.

DzAx Russau: I have become quite concerned that one of the provisions of
Title XI of H.R. 10612, Section 1205, dealing with procedures in the use of ad-
ministrative summons by the Treasury, will turn out to have a serious unin.
tended effect.

,In general, and with limited exceptions, SecUon 1200 provides a taxpayer with
a legal right to stop a summoned third party from giving information to the In-
ternal Revenue Service from the summoned party's own records in the course of
an IRS inquiry Into suspected non-compliance with the revenue laws, a right to
compel the government to institute a court action in order to obtain that in-
formation-from the third party, a right to be a party to that action, and a right
to appeal the court's decision if he does not like the outcome.

I support the Committee's purpose in protecting taxpayer privacy and limit-
ing the opportunity for abuse In the use of the administrative summons. How-
ever, I believe the instances of actual abuse are rare, and the provisions adopted
by the Committee will have the unintended result of seriously Jeopardizing the
ability of the IRS to administer the revenue laws in cases of noncompliance.
Also, I am alarmed over the implications of the Committee's amendment on other
enforcement efforts by the Treasury and the Department of Justice.

It is possible, In my view, to protect the individual taxpayer while not under-
mining the government's ability to enforce the laws against serious offenders. It
is essential this matter again be considered and a modification made In the Com-
mittee's amendment.

I have instructed my staff to brief the staff of the Joint Committee on Internal
Revenue Taxation on my concerns and to provide them our recommended change
to this section of the bill. We are not suggesting any alterations In the protection
afforded an individual under present law and current Judicial decisions.

I believe you will agree a change is required.
Sincerely yours,

WILLIAM E. Si' O.

Mr. CRIAxmT . The effect of the proposed provision of section 1205
is to overrule a Supreme CTurt opinion in 1971 in the Donakkon case
where it said that if you give a taxpayer standing, it would stultify
the Internal Revenue Service's every investigatory move.

At the outset, I think it may be worthwhile to point out that as a
practical matter, the proposed provision would have little or no effect
upon the millions of taxpayers who keep reasonable records and pro-
duce them to substantiate their returns and which are relied upon
by the Internal Revenue Service to do so.

This provision benefits those taxpayers who keep no records or deal
in cash or falsify their records. If this were the law many years ago,
it is very unlikely there would have been convictions in the cae
against Al Capone and Frank Costel!o,

In such situations where there-are no records or they are not correct,
the Internal Revenue Service either uses the net worth or the bank
deposits method to determine the correct tax liability of a parlcular
taxpayer. .

These theories of proof require a consideration of third party
records. Section 1205 as presently drafted requires notice to a tax-

'aver when this is done, and as the Attorney General's letter states
thisnresonts no problem to us.

We are concerned, however, with giving the taxpayer standing and
the right to intervene as this would apply to the so-calied white collar
crime cases.



In effect, this gives the taxpayers three additional defenses. First
it'causes the Government to go to court as the moving party and in
that situation, I am sure counsel for the taxpayers would argue that
they can assume some ground for defense or why would Congress
confer jurisdiction. 0 -

Second, there is a delay necessary in going to court to enforce a sum-
mons. If you do it in a series of instances, you have a domino effect
that would be very important. In other words, we get certain informa-
tion from a brokerage house that leads us to a bank that in turn might
lead us to an insurance company or some other party.

If we had a delay to enforce every summons, I think the statute
would run particularly in cases where the assets might be held in the
name of a nominee or where the taxpayer does Dot intervene himself
but simply provides counsel for the third party.

Thi thr point I would like to make is that the result of this is that
we would- be faced with motions to suppress evidence because some-
wheie along the line there was some problem with the enforcement
proceeding.

Lastly, as the letter from the administrative office of the U.S. courts
points out, section 1205 would probably impose a very substantial
burden on the district courts because they estimate it would increase
the annual filings in the Federal district court by about 38,000 cases.

We do urge that the committee take a serious look at this. Thank you.
The CIAMrMAN. Thank you very much.
Senator DoLx. I think they had a visit with the staff this mornin-g

and the members of the subcommittee. I will be busy witli the staff
to see if we can comment on part of the request. I am not certain we
can comment on all of it.

Mr. CRAMPwON. Yes; we have had several meetings. We hope some-
thing can be done.

MAr. AuimxcuT. I believe from Treasury's standpoint. it is expressed
to the chairman, we would endorse the statement by Mr. Crampton

-and add that we recognize that the committee has concern for privacy
and for the individual's interest in knowing when the Government is
pursuing third party records that involve him or that we file informa-
tion concerning his financial affairs.
. However, we think the bill as drafted would have the unintended
effect of converting the administrative summons into a summons which
in many or if not most instances would require traditional enforce-
ment proceedings and we think it was unintended and not necessary
to deal with the basic privacy concern.

The CHAIMAN. Any further questions?
Mr, ImLAY. I am Carl Imlay, general counsel for the administrative

office of the U.S. court. The director, Roland Kurtz, has on July 20,
submitted a detailed statement to the chairman showing the possible
impact, that this provision would lead into intervention and admin-
istrative summons procedures, and it would have on the caseload of
the courts.

The courts are faced with an ever proliferating case load that has
not been helped by any new judgeships although W years ago the need
for judgeships was submitted to the Congress.

To date we have not had any new district judges appointed since
1970. We attached to the letter a statistic showing the ever mounting
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caseloads in our district courts and also we have statistics showing
the possibility that to this mounting caseload could be added a poten-
tial caseload of 38,400 administrative summons.

We are hopeful that the committee will take into account this letter
of July 20 and we could offer as part of the record in this prQnceeding
this letter. Thpak you.

The CHAIRMAN. I would like to ask Mr. Larry Woodworth to take
the chair. I would like to have him explain something for the record
that he understands better than anyone.

STATERM OF LARRY WOODWORTH

The CHiAmMAN. Mr. Woodworth, you have heard the discussions
in this room today and on previous occasions about the problems in-
advertently created with regard to the 65-percent limitation involving
the depletion allowance. -

Would you explain to us how that came to be in the law and what
has been done to modify that provision at this time I

Mr. WOODwORTH. I would be glad to do so. The joint committee
staff was asked to prepare an amendment for Senator Cranston in 1975.
That amendment contained a provision which provided that the de-
duction for percentage depletion may not reduce taxable income by
more than 50 percent. Subsequently, in conference, this was increased
to 65 percent.

There was included in the Cranston amendment the concept that if
a taxpayer has retail outlets he would not be eligible for percentage
depletion.

The CHAIRMAN. What was the purpose of that limitation, if you
had retail outlets you would not be able to---

Mr. WOODWoyrH. It was intended as a way of being sure that inte-
grated companies, or the majors, were in no event to be eligible for
any allowance for percentage depletion. That was my understanding
of the purpose of it.

Staffmembers prepared this amendment for Senator Cranston. It
contained no special provisions relating to trusts.

At first drafts often do, it probably needed subsequent refinement
which we were not able to get at that time in part because of the fact
that it was a floor amendment and not reviewed by the committee as
is usually the case. As the Senator will recall-

The CHAIRXA.. That had to be drafted on short notice, did it not?
Mr. WooDwoirru. Yes; it did.
Tie CHAIRMAN. The reason was that the Senator wanted to offer it

on the floorI
Mr. WooDwomrri. I believe it had to be available within a day or two

of the time I was asked to prepare the draft. Also there was not any
opportunity for the usual staff review of this particular provision.

In any event, it contained a number of problems which we have
heard about since that time. In the ordinary course of events these
wotild have been the kinds of problems which would have been
brought out in hearings by those testifying before the Finance Com.
mpittee.

There was n( opportunity for that type of consideration of techni.
cal Iroblems. In any event, almost as soon as the legislation was passed,
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we began to hear about the problems with deminimis types of retail
outlets.

I have heard about the problems of that type almost from the day
the bill became law. As a result we knew that this was a problem
area and we recognized that the tax committees probably would want
us to try to work it out. In other words it did not appear to us to be
within the intent of the Congress to cover cases of this type in this
amendment.

The problem with respect to trusts, I did not hear about until quite
recently. That was called to the attention of our staff by a member of
a law firm here in town, Mr. J. D. Williams' law firm, who met with
my staff. I was not at that particular meeting.

This problem was outlined and the staff went over the problem,
thought that there was merit in the proposal and presented it to me.
From my analysis it appeared to me that this treatment was in fact
what was basically intended in the original legislation.

The 65-percent rule in the case of trusts has an unfortunate result in
that in applying the limitation only the income which remains after
the distributions to the beneficiaries is taken into account.

The effect of this is reduce the percentage depletion to almost noth-
ing in those cases'where most or all of the income is distributed to
beneficiaries currently. The question with respect to the beneficiaries is
whether there was an intent in the original legislation to prevent the
advantages of percentage depletion from being passed through to the
beneficiaries I do not believe there was any such intent.

The Dole amendment also contained a modification to the transfer
rule under which no change of beneficiaries of a trust is to be consid-
ered a transfe' if the change occurs because of the death, birth, or
adoption of a beneficiary if the transferee was a beneficiary under the
trust prior to the triggering event or is a lineal descendant of the
grantor or any other beneficiary.

As a result of the conference my staff had with a member of Mr. J. D.
Williams' firm and the subsequent staff study, I was prepared to
nnalyze this problem when it came up before the Finance Committee.
Wlen it was presented before the committee by Senator Dole, I ex-
plained the provision and said that I thought it was a desirable tech-
nical provision. I did not at any time discuss it with you, Senator
Long, prior to it coming up in the committee session.

The CHAIRMAN. When Mr. Dole brought up that matter you ex-
plained it in this committee room, and I was here. You exphi~ned at
that time that it, insofar as trusts were concerned, had to do with the
adoption of someone or death.

I do not recall anything being said about that technical and compli-
cated matter which I did not understand. It has to do with the fact
that when a trust receives income which it distributes to the benefi-
ciaries, it somehow winds up losing its depletion allowance, although
t he law never intended that.

I do not recall that being explained. It took me a long time to under-
stand how anyone would be contending that any of my family could
be affected by that. They are all young people and in robust health and

I am not planning to adopt any chldren so I did not see how anything
of that sort could possibly involve anyone in whom I am ve-r muh
interested.
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Tie same would be true with regard to my brother, sister, nieces, and
nephews. Did you fail to mention the 65-percent limit and the technical
problems involved with it which would cause a trust to lose its deple-
t ion allowance in connection with the intricacies of that provisionI

Mr. WooDwoar. I cannot remember how much of the provision I
explained to the committee. As you will recall there were a number of
provisions coming up fairly rapidly at that time.

I do not have any recollection as to exactly what I explained on this
provision. I thought that I explained that feature. However, it may be
that I unintentionally overlooked it. Certainly I should have explained
it. If I did not do so, I erred in that respect.

The CHAIRMAN. The provision that this part of the Dole amend-
ment is seeking to correct, if I understand your statement, was an
inadvertent error. It was something that never would have been done
in the first place if someone's attention had been directed to it. Isn't
this the type of thing you ordinarily regard as a technical amendment
to correct an unintentional error?

Mr. WOODWOnrH. Yes, sir.
The CHAIRMAN. We have the statements here of Mr. Daniel Davis

speaking for the American Banker's Association and I notice he was
vice president of the First National Bank in Dallas. I assume they
have a problem with this provision in Dallas, Tex., where those banks
handle the affairs of people involved in the oil and gas industry.

We also have a statement here from a Mr. Carl"W. Sebits of the
Independent Oil and Gas Operators speaking for people who are.
similarly affected, representing 4,000 independent operators.

If you will permit me to say it, I had no knowledge whatsoever of
this problem.

In fact I had no knowledge of the amendment before it was offered.
I think Senator Dole can testify that I never discussed the matter with
hil, nor did I discuss it with anyone else, at any point prior to the

time he offered that amendment.
Senator DoLp. Absolutely not. I just want to add to thie list that it.

of course, did have the approval of the Treasury Department which I
think is important. This was a technical amendment.

Also the Tax Division of the Institute of Certified Public Account-
ants supported it. It was not limited to one State or one trust or one
anything else. It had broad application and was a technical
amendment.

I remember a brief discussion with Larry concerning it. I do notknow how he handled the 65 percent provision in the committee but
in any event, I think the chairman stated it accurately.

The CHAIRMAN. I just want to make it clear that as far as I am
concerned, this is one of those-many unintentional errors that creep
into the law. That is one of the reasons why we are here, to correct
things of that sort.

As far as I am concerned, I would not want to benefit from the pro-
vision, even if it corrects an unintentional error. I would like to ask
you to see if you can prepare an amendment that in the event that this
technical error, which does an m utldee to taxayers by diMrimiatn
against certain people, should beeomes law that the Injustice woulit
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continue as far as anybody related to me is concerned.
Thank you very much.
[Whereupon, the hearing adjourned at 12:36 p.m.]
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STATEMENT OF U.S. SENATORS PETE V. DOMENICI AND JOSEPH M. MONTOYA

Szorxom 1323 or H.R. 10612

We appreciate the opportunity to express our views and those of the Governor
of New Mexico, the Honorable Jerry, Apodaca, on Section 1323 of H.R. 10012.
In a word, Mr. Chairman, we are opposed to that section and we have today intro-
duced an amendment to eliminate that section from the bill.

It is obvious that Section 1823 is a warmed-over version of S. 1967, a bill
introduced by our distinguished colleague from Arizona, Senator Fannin. and
on which a hearing was held by the Finance Committee's Subcommittee on Eil-
ergy on March 8, 1976. That hearing was called' at the request of Senator
Fannin and chaired for the most part by Senator Fannin.

Both S. 1957 and Section 1823 of H.R. 10612 have as their primary purpose the
intrusion of Federal power to invalidate a tax law of the State of New Mexico
relating to electricity generated entirely within the State of New Mexico. S. 1957
attempts to achieve that intrusion by finding that "the generaion of electricity
and its transmission from one state to another are integral parts of interstate coni-
merce and the imposition of a state tax on the privilege of generating electricity
in a state is an unreasonable burden on commerce among the states, to the extent
that the electricity generated in the state is transmitted and consumed in another
state." Title II of S. 1957 would then have prohibited state taxation of the kind
characterized in Title I as "an unreasonable burden" on interstate commerce.

Section 1328 of H.R. 10612 is more streamlined and has dropped the findings
section of S. 1957, including any reference to "unreasonable burden on commerce
among the states" This section simply prohibits a tax Which is "discriminatory"
against consumers of electricity outside the state of generation. For purposes of
this Section, a tax is declared to be discriminatory If it "either directly or indi-
rectly results in the payment of a higher gross or, net tax on electricity which
is generated and transmitted in interstate commerce than on electricity which is
generated and t ransmitted in intrastate commerce."
'The report language makes it clear that the Committee has a preconceived

notion about discriminatory taxation because under the report's paragraph
entitled "Reasons for Change" the Committee tells us right up front that it
"has learned that one state places adisoriminatory tax upon the production of
electricity within its boundaries for consumption outside its boundaries" (em-
phasis added). This statement omitsthe fact that simU4r tax structures exist in
several states, including at least one state tax which operates much like -New
Mexico's. There is absolutely no explanation of how the Committee determined
that the cited tax is discriminatory in the sense that Federal government action
must be Justified in order to prohibit "discrimination" by states. All that is said
or implied, before the Committee offers makes its own declaration of what is
discriminatory, is that the taxation structure utilized may produce different
treatment for different entities affected by it. We all know that difference of
treatment or effect is not alone enough to constitute discrimination ordinarily
subject to remedial government action.

So, the Committee has conveniently closed the loop on its ciriitous reasoning.
First. it says in its report that the tax it has "learned of" is discriminatory
because it effects different people differently. Then, it declares that such taxes
will, bv'prohibited by law, retroactive to June 30, 1975, since they are discrim-
inatory, as defined by a phrase related solely to difference of effect. It is simply
a poor Job of legislative drafting to allow. this reasoning to pull itself up by its
own bootstraps.

My chief objection, however, relates not to quality of legislative workmanship,
but to the manner in which this section would totally ignore Judicial precedent
and pending judicial action. This section conveniently wipes out established
Judicial precedent dealing with the question of Jurisdiction to tax in circum.
stances similar to those at issue here. It also overlooks the fact that litigation
is underway to determine whether the taxing structure the portion of the report
relating to this provision declares to be discriminatory is in excess of state
jurisdiction under established legal principles and under the Constitution. The
U.S. Supreme Court has Just recently dismissed an original suit filed by Arizona
against New Mexico on the grounds that previously Initiated litigation would
answer all questions of constitutionality with ultimate appeal to the Supreme
Court available to Arizona if it lost in the lower courts. As-of this date, action
In a lower court is proceeding, action which is good enough to satisfy the Supreme
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Court. It appears to us that such action ought to be good enough to satisfy the
Congress. That action would probably be rendered moot if this provision should
be enacted into law, but this provision would be subject to serious Constitutional
challenge, and, in our opinion, be held invalid.

Why do you suppose the proponents of this section are unwilling to have that
judicial action run its normal course? Obviously, it is because there is more than
a strong possibility that the courts will hold that the New Mexico electricity
generating tax Is not an unreasonable burden on interstate commerce, the only
basis on which the Committee could justify its description of this tax as "an
example of discriminatory state taxation which Is properly within the ability
of Congress to prohbit." -

This is no place, Mr. Chairman, for an extended legal argument about the
powers of the Congress under the interstate commerce clause. It should be
obvious, however, that any exercise of Federal government action intended to
regulate interstate commerce must meet Constitutional tests. Likewise, Federal
law restricting the exercise of otherwise permissible State action on the basis
of discrimination, must also meet the Constitutional tests for discrimination,
not just some definition inserted without notice and without hearings, hidden
among dozens of other such special interest provisions on page 841 of a 1W86-
page bill. The proper test for discrimination is whether the State action exceeds
its jurisdiction or Intrudes unduly on the strictly limited powers specifically
granted by the Constitutiofi to the Federal government.

We feel, Mr. Chairman, that this is a shameful way to legislate, bordering
on being deceitful, and we urge the Committee to agree to eliminate this provi-
sion and let the pending litigation proceed through the courts in orderly fashion,
where everyone's rights under the Constitution and applicable laws will be fully
and equally protected.

In closing, Mr. Chairman, please consider these final points on the issue of
discriminatory treatment. It Is clear that any State has the power to tax elec-
tricity manufactured within its borders regardless of where that electricity is
sold or consumed. It is clear that the State of manufacture can devise a taxing
structure which prevents double taxation on a product produced and consumed
within Its borders. It is equally clear that if a State other than the State of
manufacture wanted to ensure that its citizens did not pay a higher total tax
on that product sold within Its orders, or ensure that the product was not taxed
twice, its remedy is easy-that State can do as New Mexico has done. The most
obvious step Arizona could take would be to allow a credit for the New Mexico
manufacturing tax against the Arizona sales tax. The same New Mexico law that
is in dispute here provides a credit for any eiectricty-generatfng tax regardless
o/f here that generating ta is applied. Another avenue open to the State of
Arizona Is to lower its own sales taxes so that the aggregate of its sales (gross
receipts) tax, and the manufacturing tax does not exceed, the aggregate tax
paid by consumers In New Mexico. We have no idea what the sales tax is in
Arizona and It may be that the aggregate tax Is now lower than the 4% gross
receipts tax in New Mexico, but that is beside the point here.

The point here is that Arizona and those representing that State In the Con-
gress ought to allow their claim of "discrimination In Interstate commerce" to
be adjudicated in the ongoing court action. If Arizona loses there, then It has
at least two means by which to ensure that its citizens do not pay a greater
aggregate tax than citizens of New Mexico. That is the course Arizona qught in
good conscience to follow-not come here and have its special interest tax provi.
sion Inserted in what is advertised to be a "tax reform bill." If this, Mr.
Chairman, Is reform, we are all in trouble.

STATEMENT OF SEiNATOa THOMAS J. MCINTYRE

Mr. Chairman and members of the Committee, I previously submitted a very
brief Introductory statement along with the testimony of Sheldon Butt, President
of the Solar Energy Industries Association (in lieu of giving an oral presenta-
tion today.)

This statement, which I will also keep brief, Is an additional rationale for
supporting the solar energy tax credit as originally reported by the Committee
in H.R. 10812.

In deciding on whether the tax Income of the United States Treasury should
be reduced through a solar energy tax credit to residential and business build-
ings, there are two important questions to address:

First, do the American people at this point In time have enough faith In solar
energy to Justify a temporary, -year tax credit to stimulate the Installation
of solar heating, cooling and hot water equipment?
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To answer that question, I can draw upon personal experience 'with my own
constituents. Last April 10, 1 held a solar energy conference and equipment
exposition in Manchester, New Hampshire. Two thousand people came to that
symposium, thus answering the question for me. The people want solar energy.
They believe it is becoming a valuable contribution to this Nation's energy
supply-first in heating and cooling, and eventually in more sophisticated
applications.

The second question is whether a solar energy tax credit is a worthwhile
investment. Will it, in time, bring a return large enough to justify the initial
loss of revenue to the Treasury?

We can't say how big the initial loss of revenue will be, because we do not
know how many people will take advantage of the tax credit. The Solar Energy
Industries Association, in its studies, has made estimates, which appear in Mr.
Butt's testimony.

But the question still can be answered in a number of ways.
First, in its issue of last March, National Geographic noted that "at our cur-

rent pace, we will consume in the next twenty-five years alone an amount equal
to all the energy used by man in recorded history. If such consumption continues,
obviously alternative sources must be found."

Second, Mr. Butt made a very interesting and important point in his testi-
mony-that among those who make substantial investments in domestic energy
production, only the residential energy producer, the person who installs solar
energy at home, doesn't qualify for any kind of tax incentive. To the contrary,
in most states, solar energy can le a tax liability because it is an "improve-
ment", and thus subjects a home to higher property taxation.

We are often told that it is in the best economic interest of our country to
depend on domestic rather than foreign sources of energy. Well, I submit that
there is no source of energy more domestic than that which the homeowner
installs atop his own house.

Solar energy technology is at a crossroads. Studies st'eh as that conducted
at the Thayer School of Engineering at Dartmouth University show that solar
energy, without tax credits, when amortized over a twenty-year period, is already
less expensive than electricity for heating and cooling a New Hampshire home,
and not much more expensive than oil.

With a very few technological breakthroughs and mass marketing, solar energy
can become substantially less expensive to install. Charles Burkhardt, Execu-
tive Vice President of the New England Fuel Institute, makes an interesting
comparison on this point. During the late 1920's and early 1930's, when the tech-
nology of fuel oil burners was in its infancy, it cost a homeowner up to $8,000
(in the dollars of those days) to convert from a coal furnace to an oil burner.
At the time, oil was far cheaper than coal, but only the rich could afford the
luxury of converting. Today-because of mass production and advances in the
technology--a conversion from a coal furnace to oil has dropped in cost to a
mere $300.

Both the New England Fuel Institute and the New England Electric System
have begun subsidizing the installation of solar water heaters in the homes of
some of their customers, as demonstration projects. In other words, two private
industries are putting the government to shame by stimulating advanced tech-
nology with dollars that they could otherwise retain as profits.

Finally, there is another, and more basic, economic argument in favor of the
solar energy tax credit.

Unlike most sources of energy, solar energy is highly labor-intensive. That is,
it produces a lot of jobs for the number of dollars spent. So part of the revenue
that would be lost to the U.S. Treasury through solar energy tax credits would
be gained back through income taxes paid by the engineers, architects and
skilled workers who design and install solar energy equipment.

Furthermore, this growing solar energy market can be a valuable addition
to this Nation's exports of technology and services to other countries. Thus
we can recapture some of those energy dollars that we are now forced to send
to the OPEC cartel.

I know for example, that Paul Cronin, a- former Congressman and now the
president of a solar energy company, Sunsav, is developing a market abroad. And
It is well known that at least two of the oil-rich OPEC nations, Saudi Arabia and
Iran are beginning to supply energy to rural villages, not with oil, but, interest-
ingly enough, with solar energy. - -

In closing, I thank you for the opportunity to give this statement, and if you'
wish, I can provide additional backup information.

14-712 0 - 7I - pt.2 - 15
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STATEMENT OF SENATOR JoHx A. DxmiN
Mr. Chairman, I would like to make a brief statement in opposition to the tax

credit for recycling, both as it appears in Section 2008 of the tax reform bill
pending before the Senate and in the latest version in printed amendment No.
2016

I am opposed for a very simple reason. What I understand to be the objectives
of this legislation will not be accomplished through this tax credit. I agree with
those obJectives-to conserve natural resources and energy and to reduce pollu-
tion. I would support any legislation that has a reasonable and economical chance
of accomplishing these goals. However, I have yet to see anything on this tax
credit that persuades me that it is anything other than a bonanza for the scrap
collectors and dealers. And while looking at the support for this tax credit, I
have come across opposition to it from some unusual quarters.

Before getting to that, let me briefly discuss what I understand the legislation
to be and what it would accomplish. A tax credit would be given to those users
of recycled materials. The credit would be a percentage of depletion allowance
or cost of the materials or a certain per unit amount. This is intended to increase
the demand for these recycled materials with the beneficial results of conserving
natural resources by using more wastes and conserving energy because recycling
uses less energy than processing natural resources. The key to the whole proposal
is the increase in recycling. Only if recycling is increased will the savings of re-
sources and energy take place. If there is no Increase in recycling, then it is very
hard for me to see any justification for this tax credit.

The last argument of the proponents s that It will establish equity between the
-firms in the recycling industry and those In the virgin materials industries. Sup-
posedly, the firms using virgin materials have an economic edge In that they re-
celve either depletion allowances or capital gains treatment. The measure of this
advantage is what will happen to the amount of wastes recycled when all of a
sudden through this tax credit they become cheaper. If there is a meaningfully
competitive advantage given to the virgin materials, then this tax credit ought
to reduce it and to shift consumption away frim virghi materials to recycled
materials. Again, the measure of the stated objective of this provision, to establish
equity, is what happened to the demand for recycled wastes.

Opponents argue that the tax advantages accorded to virgin materials are not
significant in the overall cost of these materials and that the elimination of these
advantages would not depress demand for virgin materials but only shift con-
sumption from domestic to foreign sources.

What will happen to the demand for recycled wastes? How much more copper-
based scrap will find its way into the recycling stream? How much waste paper,
glass, aluminum and other wastes eligible for the tax credit will be recycled? Pro-
ponents have not furnished information that estimates or predicts the impact
the credit has on the demand for recycling except to say that it wquld increase.
But they don't say how much. However, one thing that must be kept in mind
is the loss of revenue to the Treasury. That is a figure susceptible to rather
aectijate qstimation. And for the bill now pending with the Senate, the Treasury
estimates that the loss In revenues by, 1981 will be $845 million annually. And
under the new amendment, No. 2016, the c6st is four times the figure of $M mil-
lion or $1.88 billion. Those numbers give me Puse and I can hear the voters ot
New Hampshire saying to me-What do we get for spending that kind of
money ?--an undeniably reasonable and fair question.

I have one constituent who has asked himself that question and has answered
it. He runs a 'recycling plant for copper-based scrap and would benefit from the
tax credit. His product would be cheaper and more competitive with virgin-pro-
duced materials. What is his answer? "Don't, please don't pass this tax credit."
Why? 1e says that all the copper-based scrap that is collectable Is being collected
and recycled-radiators from cars, copper tubing and wiring from torn down
houses and buildings. He says that the amount of copier-based scrap in post.
consumer wastes is very small and exceedingly hard to segregate out of the rest
of the solid wastes. The tax credit would not increase the supply of copper-based
scrap nor encourage the most economic use of this Scrp. But that it would cause
Increases in the prices of scrap and dislocations in thib market. Not to mention atax loss of ame $101 million over four years under the pending proposal and $27
miWon under the new amendment. His opinions are echoed, uot surprisingly,.by-o
thi Association of Bran and Bronse Ingot Institutes.



The oopper-based scrap recyclers are not by themselves The aluminum re-
cyclers don't want the tax credit either.

Although a number of industry associations have not taken positions on the
tax credit, companies within the industry have made known their opposition to
my staff. For example, a large recycler of paper-astes expressed opposition to
the committee's tax crediL

Opposition also comes from another unexpected quarter-the environmental-
ists. Their interest in two of the objectives of the bill would lead you to expect
them to support this legislation. But they don't. Again for a very simple reason-
this huge tax break won't produce a significant increase in recycling of solid
wastes. So there won't be conservation of natural resources or energy, and it
won't reduce pollution. Theirevidence is based on two general conclusions that
the supply and the demand for recycled wastes Is, in the words of economists, in-
elastic. Lowering the price for the recycled materials will not increase the amount
demanded, and making the price offered for recyclable wastes higher won't In-
crease supplies. Given these two conclusions the tax credit will not affect the
amount of wastes that will be recycled. The environmentalists present studies
to support their conclusion. I find them persuasive, especially in the absence of
any evidence to the contrary.

For me, the coup de grace to this tax "reform" proposal comes from the Treas-
ury Department. They have set out their arguments against this provision. They
conclude that virgin material subsidies do not discourage recycling that the
small increment in recycling will be extremely costly and that the opportunities
for cheating and getting tax credits under this provision will require more ad-
ministration and regulation. In other words, more government at a time when
the voters are asking us in Congress to justify what already exists--to see if
we're getting what we want and our money's worth.

According to the estimates of revenue loss, by fiscal 1981, the newest tax credit
proposal will cost every man, woman and child In this country f5 each. I find
that I, as well as the proponents of this tax credit, can't tell those people in
New Hampshire what they're getting for their ,5.

Congress is taking measured and practical steps to deal with the problems of
solid waste disposal, with environmental pollution, with conservation of natural
resources. Only a few Weeks ago we passed the Solid Waste Disposal Act. The
cities do need help with waste disposal. We are addressing this problem and
discharging our responsibility.

But I for one wilt not be answerable for this tax credit for recycling that does
nothing more than spend huge L countss of money with no reasonable expectation
of getting anything for It.

U.S. SIAT,
CoMurrrxz oN LABO AND Puouc WELFARE,

Waehington, D.C., July #1, 1976.
Hon. RussELL B. LoNe,

U.S. Senate,
Wa ngt, D.C.

Dzaa RussuLa: I would like-to direct your attention and the attention of the
Finance Committee, to' Amendment-No. 1907 which I have sponsored as an
amendment to H.R. 10612, the Tax Reform bill. I would appreciate it If this
letter and the enclosed memorandum were made a part of the record of the
hearings presently being held by the Finance Committee to review the Tax
Reform bill

The background of Amendment No. 1907 is as follows. Rank and file members
of the National Association of Women's and Children's Apparel Salesmen Guild
(NAWCAS), a labor organization, and beginning to withdraw their contribu-
tions from the union's pension fund, which In affiliated with and administered
by the Distributive Workers of America 4Dlatrct 65) of New York City. The
pension fund is financed entirely out of contributions made by the union's mem.
bears: no employer contributes a dime. The reason they are withdrawing their
contributions is In order to transfer them to I.R.A.s where they can get the
annual $1,500 tax deduction. Because there Is no I.R.A. tax deduction for union
pension funds of this type, these withdrawals are bound to continue until the
NAWCAS plan is no longer viable. When this happens, many of the older mem-
bers and retirees, who were granted past service credit by the plan, will lose
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their pensions because there will no longer be the flow of contributions necessary
to maintain the promised benefits. To compound this misfortune, in the event
the plan is compelled to terminate, It will not be covered by the insurance pro-
vided under ERISA by the Pension Benefit Guaranty Corporation because union
plans of the NAWCAS type are excluded from coverage.

Amendment No. 1907 provides a set of technical amendments that would facili-
tate the continued viability of the NAWCAS type union pension plan. The
amendment would allow union members participating in contributory pension
plans similar to the NAWCAS plan to participate as well in a tax deductible
I.R.A. plan established by the union. My staff has conferred with the staff of
the Joint Committee on Internal Revenue Taxation on this matter, and it is my
understanding that with some more perfecting changes, the amendment is
acceptable.

Enclosed is a memorandum outlining this situation in greater detail. As co-
author of the Employee Retirement Income Security Act of 1974 which brought
pension reform to 35 million Americans I consider this another aspect of the
continuing need to insure that pension promises made are pension promises
kept. I would hope this amendment receives your favorable consideration.

With best wishes,
Sincerely,

JA0OR K. JAVITS.
Enclosure.

MEMORANDUM

JULY 20, 1976.
Re amendment 1907: Treatment of employee association Individual retirement

accounts.
Rank and file members of the National Association of Women's and Children's

Apparel Salesmen Guild (NAWCAS), a labor organization, are beginning to
withdraw their contributions from the.union's pension fund, which is affiliated
with administered by the Distributive Workers of America (District 65) of New
York City. The pension fund is financed entirely out of contributions made by
the union's members; no employer contributes a dime. The reason they are
withdrawing their contributions is in order to transfer them to I.R.A.s where
they can get the annual $1,500 tax deduction. Because there is no I.R.A. tax
deduction for union pension funds of this type, these withdrawals are bound to
continue until the NAWCAS plan is no longer viable. When this happens, many
of the older members and retirees, who were granted past service credit by the
plan, will lose their pensions because ther will no longer be the flow of contribu-
tions necessary to maintain the promised benefits. To compound this misfortune,
in the event the plan Is compelled to terminate, it will be covered by the insurance
provided under ERISA by the Pension Benefit Guaranty Corporation because
union plans of the NAWCAB type are excluded from coverage.

There are over 2,000 enrolled members of the District 65-NAWCAS plan
scattered throughout various parts of the United States, including New York,
New Jersey, Louisiana, Florida, Texas, California, Arizona and Illinois. The
modest pensions of older members (many of whom prior to the inception of the
plan were compelled to work in their 70s because they could not afford to retire)
could be in Jeopardy if We financial underpinning of the plan was impaired
owing to membership withdrawals.

Significantly, when the individual retirement account provisions were enacted
as part of ERISA in 1974, a specific section was adopted permitting labor unions
to establish pooled I.R.A. plans for their members. I refer to section 408(c) of
the Internal Revenue Code. Unfortunately, section 408(c) does not provide for
cases where the union already covers its members with a pension plan financed
exclusively from their contributions.

These union-funded retirement programs are very similar to the old fraternal
benefit programs that existed in this country before the turn of the century.
They resemble very closely the union I.RLA. plans permitted under section 408(c):
Only union members contribute (i.e., there are no employer contributions as in
the Taft-Hartley Funds) and the members have a non-forfeitable right to their
contributions.
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However, there Is one significant difference. In order to provide recognition
of the needs of older members or those who become disabled or die, the union
retirement plans to which I refer, provide pension, disability or death benefits
based on length of service or similar criteria. In effect, these programs are a
form of social insurance with an actuarial element which each member finances
through his contribution. Because of the social insurance aspect, these programs
cannot now qualify under section 408(c) of the Internal Revenue Code as a
union-established I.R.A. plan.

I do not believe it was the intent of Congress to disrupt established and other-
wise viable union retirement programs through enactment of the I.R.A. tax
provisions. In fact, I was given assurances at the Senate-House conference on
ERISA in 1974 that the I.R.S. would find a way to permit these established
union retirement programs to qualify in part as I.R.A. plans. I would like to
quote from my remarks when the Senate enacted ERISA:

"It is my understanding that where a union currently sponsors a plan for its
members financed exclusively from assessments levied on the membership, that
all or part of the contributions made by the members through such assessments
may qualify as an individual retirement account deducton if, subject to regula-
tions of the Secretary of Treasury or his delegate, the plan is modified so as to
permit a determination as to what amounts paid by the member could be treated
as properly allocable to an individual retirement savings component of the
plan." Sec. 130 Cong. Rec. 815750, August 22, 1974, 93rd Cong. 2nd Session,
Vol. 120.

Regrettably, this understanding has not matured into an I.R.S. approved
procedure for qualifying union-financed retirement programs as I.R.A. plans.
Experts in I.R.S. believe that the technical wording In the Internal Revenue
Code precludes establishing the type of procedure needed. I do not necessarily
agree but the question is certainly not free from doubt and it would be resolved
by legislative revisions of certain language in the Code.

THEORY OF AMENDMENT 1007

In order to qualify union pension plans like the District 65-NAWCAS trust
for I.R.A. tax treatment, it is proposed that relevant provisions of IRC be
amended technically to permit a portion of the assets of the I.R.A. funds estab-
lished by unions to be used to fund non-I.R.A. benefits of a union's retirement
program. The amendment would make clear that the allocation of I.R.A. assets
to fund non-I.R.A. benefits would not cause the I.R.A. fund to lose favored tax
treatment and that subject to certain restrictions, the union could combine
I.R.A. funds with non-I.R.A. funds for purposes of investment and paying
pensions to their members.

These technical amendments would enable the District 65.NAWCAS trust to
continue the present plan as an I.R.A. plan, using a limited portion of plan
assets to fund separately, subject to tax, the past service, disability and death
benefits provided by the Union's retirement program. Members of the plan
would get an I.R.A. tax deduction for their contributions, and the plan would be
salvaged.

The following provisions of the Internal Revenue Code are the significant
obstacles to permitting union retirement funds to qualify as I.R.A. funds:

1. Section 219(b) (2) (A) (1) of the Code which can be interpreted to prohibit
an employee who is a member of a union retirement trust from participating
in an I.R.A. plan.

2. Section 408(e) of the Code which can be interpreted to mean that using a
portion of an I.R.A. to fund union retirement benefits Is a prohibited transac-
tion resulting in a taxable distribution of the I.R.A.

3. Section 408(f) of the Code which can be construed as requiring the Im-
position of the penalty tax for premature distributions of I.R.A.s If I.R.As are
used in part to fund other union retirement benefits.

4. Section 408(e) (6) of the Code which permits I.R.A. funds to be co-mingled
with employer pension funds but not with union pension funds.

5. Sections 408(a) (6) and 408(d) (1) which could be interpreted as preclud-
Ing the distribution of I.R.A.s In the form of union pension benefits even If all
other relevant I.R.A. requirements pertaining to distribution are met.

Amendments 1907 attached hereto would solve these problems.
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IMPACT

It is estimated that less than one-half of one percent (i.e., less than .5 percent)
of all the pension plais in the nation are plans which are financed exclusively
by contributions from union members.0 These plans come into existence only
when a union does not have the economic strength to bargain for an employer.
financed pension program.

To assure that it is not necessary to encourage the further expansion of
union-financed plans in order to save plans like the District 65-NAWCAS truit,
the Amendment Is limited to union pans established prior to January 1, 1974. In
any event, the budgetary Impact of the amendment Is negligible because if these
plans were to be terminated the members would establish tax deductible I.R.A.
plans anyway in lieu of being permitted to maintain their present plans.

*As of April 19T5, out of 458.000 pension plans registerlng with the U.S. Department
of labor, 1,801 were union pension pans to which only members of the union contribute.
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Caim No 891
2n Szxes"CONE H. R. 10612

IN THE SENATE OF THE UNITED STATES

JuNE 21 (legislative day, JUNE 18), 1976

"Ordered to li on the table and to be printed

AMENDMENT
Intended to be proposed Iy Mr. JAVITS to 11.11. 10612, an Act

to reform the tax laws of the United Stette;, viz: on page 926

after line 11 add the following new secdon:

1 SEC. 1511. TREATMENT OF CERTAIN EMPLOYEE ASSOCIA.

2 TION INDIVIDUAL RETIREMENT ACCOUNTS,

3 ETC.

4 (a) Section 219(b) (2) (A) (i) of the Internal Reve-

5 nue Code of 1954 is amended to roid ns follows: "i plan

6 described in section 401 (a) which includes a trust exempt

7 from tax under section 501 (a), unless it is a group retire-

8 ment trust maintained by an employee association which is'

9 financed exclusively by contributions of employees who are

10 members of such employee association and which was estab-

11 lished prior to Jammry 1, 1974."

Ani& No. 1947



664

I (b) Section 408 (e) of the Internal Revcnue Code of

2 1954 is amended by adding a new section as follows:

*" (7) FUNDING OF OTHER RETIREMENT BENEFITS

4 BY ACCOUNTS ESTABLISHED BY ASSOCIATIONS OF EM-

0oYEn:S.-If thle assets of an individual retirement ac-

count established under a trust maintained by an associa-

7 tion of enipliyecs are used to fund certain past servic

8 and disability reirement betitefis and incidentil death

9 benefits provided by a group retirement trust maintained

10 by the same association of eniploy'ees as described in

11 section 2 19 (h) (2) (A) (i) , then the assets so used, or

12 any portion thereof, shall be treated as distributed to the

13 individual for who.ie benefit the individual retirement

11 t account was establikhed, except that paragraphs (1)

15 and (2) of this subsection, and subsection (f) shall not

I r) apply."

17 (c) Section 408 (e) ((v) of tie Internal Revenue Code

18 of 1954 is amended as follows:

19 "(6) COMMINGLING INDIVIDUAL RETIREMENT AO-

20 COUNT AMOUNTS IN CERTAIN COMMON TRUST FUNDS

21 AND COMMON INVHSTMHNT FUND.-Any common trust

2.92 fund or common investment fund of individual retire-

23 ment account assets which is exempt from taxation under

24 this subtitle does not cease to be exem)t on account of the

25 participation or inclusion of assets of a trust exempt from
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3

1 tiation under section 501 (a) which is desiibed in

2 section 401 (a) or of a group retirement trust exempt

3 under section 501 (a) which is created or organized by

4 axn association of employees as described in section 219

5 (b) (2) (A) (i)."

6 (d) Section 408(a) of the Internal Revenue Code of

7 1954 is amended by adding a new paragraph as follows:

8 "(8) Nothing contained in this subtitle or any regu-

9 lations which have been or %%,ill be prescribed by the

10 Secretary or his delegate, shall preclude the distribution

11 of an individual's interest in an individual retirement

12 account in the form of pens-ion, disability or death bene-

13 fits provided byi a group retirement trust exempt under

14 section 501 (a) whid was created or organized by an

15 association of employees and described in section 219

16 (b) (2) (A) (i), provided that the requirements of

17 paragraphs (4), (5), (6), and (7) are met."

18 (e) Section 408 (d) of the Internal Revenue Code of

19 1954 is amended by adding a new paragraph as follows:

20 "(7) DISTmIBUTTON FROM INDIVIDUAL ItrIRH-

21 MFNT ACCOUNTS IN !TII4 VORM OF CERTAIN BENEFITS

22 PROVIDED BY OROUP RETIREMENT TJI8'l OF P3M-

23 PLOYER AS.SOCATIONS.-To the extent That tissehs of an

24 individual retirement account established under a trust

25 maintained by an association of employees are distributed



666

4

1 in the forin referred to in section 408 (a) (8), the bene-

2 fits so distributed shall be treated in accordance with

3 panragniph (1) until the amount of benefits paid equals

4 the amount of assets [attributable to the distribution of

5 such] in the individual retirement account."

6 (f) The first sentence of section 4974 (a) of the Internal

7 Revenue (ode of 1954 is amended by striking the words

8 "or (7) ," after "section 408 (a) (6) " and insert the fol-

., lowing: "(7) or (8).", Section 4974 (b) of the Internal

1o levenue Code of 1954 is amended in the same manner.

I1 (g) Section 4975 (c) (3) of the Internal Revenuie

12 Code of 1954 is amended by striking the words "section

13 408 (e) (4)" and inserting: "section 408 (e) (4) or section

14 408 (e) (7)."

15 (h) The amiendmeits made by this section shall apply

16 to taxable years beginning January 1, 1976 and individual

17 retirement accounts established under a trust by an associa-

18 tion of employees at any time 'luring calendar year 1976

19 shall be deemed to have been in effect since January 1, 1976.
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STATEMENT SUBMITIED By SENATOs RIOHAUD (DIoK) STONE
PROPOSED AMENDMENT TO HR 10612 TO EXTEND FOR FIVE YEABS THE CABRY-OVER

PERIOD FOR CUBAN EXPROPRIATION LOSSES
Mr. Chairman, when the Senate considers Title III of the Tax Reform

Act I Intend to offer an amendment that would extend for an additional five
years the carry-over period for Cuban expropriation losses sustained when
individual business property was nationalized by the Castro government.

An original ten-year carry-over period was extended five years In 1971 by
Public Law 91-77. At the time of this extension there was no indication that
this five-year period had any special significance or that it should be the final
extension. The Senate Finance Committee said in Its 1971 Report:

It has come to the attention of the Committee that because of the magnitude
of the losses sustained as a result of the Cuban expropriations, some taxpayers-
particularly small businesses not generating large annual incomes-have been
unable to offset their expropriation losses against their Income In the ten year.
carryover period. Because of this, the committee believes that it is appropriate
to extend the carryover period further in the case of Cuban expropriation losses.

The Internal Revenue Service estimates that there are a few hundred claims
with losses remaining to be carried forward. These Cuban expropriation losses
had to be claimed prior to December 81, 1965. They have been investigated and
accepted by the Internal Revenue Service as actual losses. No new claims for
losses would be allowed under the amendment which I am proposing.

The reason for the original extension was to permit the use of the losses sus-
tained. It alleviated but it did not correct the Inequity for people who sustained
losses but who could not offset them because they were generating small annual
incomes. Since there are still some people who have not had that chance, It is
appropriate that an additional extension be provided.

This amendment would apply to a decreasing number of persons, and their
looses were not among the largest of the Cuban expropriations. The amendment
would therefore have only a slight impact on the tax structure. But It is surely
unfair to permit large corporations with enormous incomes to use their entire
losses while depriving those persons for whom the expropriations have been the
most tragic and severe, the small businessman and private citizens, the same
opportunity.

Mr. Chairman, I urge the Finance Committee to give Its favorable considera-
tion to this amendment which aids those Individuals least able to reestablish
themselves after suffering Cuban expropriation losses.-

H.R. 10612, 94T Con. 2D Oet.]

AMENDMENT
Intended to be proposed by Mr. Stone to S. -, a bill H.R. 10612, an Act to

reform the tax laws of the United States, viz: At the appropriate place, Insert
the following new section:

S50. - . EXTENSION OF 0ABY-OVER9 PERIOD FOR CUBAN EXPROPRILATION LOSSES.
Subparagraph (D) of section 172(b) (1) (relating to years to which loss may

be carried) is amended by striking out "15" and inserting in leu thereof "20".

ExozMw or RuiM s Or SENATOR JOHN IL MCOzzJAi
Mr. Chairman, I am pleased for this opportunity to bring to this Committee's

attention a matter of Importance to my Otate.
'During the consideration of the Tax Reduction Act of 1975, the ongress pro-

vided for the termination of perentage depletion for natural pas. However, the
Congress also provided an exemption from this termination in the case of small
producers. Unfortunately for certain constituents of my State, the language of
I 61A, (b) (2) (B) and MMSA (d) (2), was Imprecise In covering all those eligible
small producers of natural gas under the exemption with the effect being to deny
depletion to certain gas producers who otherwise would have been eligible. The
result Is an Inequity In the exemption a It pertains to gas produced by utility
companies In amounts small enough to qualify for the exemption and whose well-
head prices for such company produced gas are regulated by State -gencies, such
asInAkama
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I am attaching to these remarks a statement for the record by Mr. Charles E.
Scharbau of Araansas Western Gas Co. which explains In detail the specifics of
the unique situation in which his utility company finds itself.

I have previously brought this matter to the attention of the Chairman of the
Finance Committee by letter on May 26, 1976. 1 have attached a copy of that
letter, along with the response of the Chief of Staff of the Joint Committee on
Revenue Taxation, Mr. Laurence Woodworth, which Indicates that a change in

, the Code to accommodate Arkansas' unique situation wouid produce a minimal
revenue impact.

STATEMENT OF CHAIMzS E. SCHARLAU BEFORE THE SENATE FINANCE CoMMxrrF
oN H.R 10612

My name is Charles H. Scharlau. I am from Fayetteville, Arkansas, and hold
the position of president of Arkansas Western Gas Company, which Is a small,
completely integrated natural gas public utility serving approximately 60,000
customers in 11 counties In Northwest Arkansas. The Company distributes gas
at retail through local distribution systems and has Its own transmission system.
It source of gas comes from the eastern edge of the Arkoma Basin, which lies
generally along the Arkansas River east of Fort Smith, Arkansas, principally in
the counties of Franklin, Johnson and Crawford. The Company has its own trans-
mission system from these producing areas to its distribution -systems. Of its
gas supply, it owns and produces approximately 55 percent of its requirements
and purchases the balance from other producers at the wellhead in the same field
or fields its Company-owned gas is produced from. The Company also has some
small production in Oklahoma, which only amounts to 9.4 percent of its total
revenues.

The Tax Reduction Act of 1975 eliminated the benefits of the percentage deple-
tion allowance for Arkansas Western Gas Company. Section 501 of that Act
removed the depletion allowance but allowed it to remain In effect for (A)
regulated natural gas, (B) natural gas sold under a fixed contract, and (C) also
saved a portion of the depletion allowance for certain independent producers and
royalty owners.

Arkansas Western did not receive the benefit of the depletion allowance allowed
for regulated natural gas because regulated natural gas was defined as gas pro-
duced and sold subject to the jurisdiction of the Federal Power Commission.
Arkansas Western is wholly an intrastate company and, therefore, was not sub-
Ject to Federal Power Commission jurisdiction. The amount it is allowed for its
Company-produced gas is regulated by the Arkansas Public Service Commis-
sion through the State's fair field price law, which in essence requires the
Arkansas Public Service Commission to allow as an operating expense in the
rate making process the fair market value of the Company-produced gas. At
present, the Company has been allowed a price for its Company-produced gas
of 65 cents per Mcf. Percentage depletion was allowed to remain in effect for
natural gas sold under a fixed contract, which the Act defines to mean domestic
natural gas sold by the producer under a contract in effect on February 1, 1975.
Since the gas owned by Arkansas Western Gas Company was used directly by it
in its own system, it was not subject to a fixed contract. If the Company had held
title to the gas reserves in a subsidiary and then had a contract between itself
and the subsidiary, an arrangement used by many other companies. this would
have saved the depletion allowance for the Company. As it turned out, there was
no contract because such an arrangement was not used and the Company owned
the gas It used itself.

The exemption for independent producers provided that percentage depletion
could be used for those producing less than a certain defined amount of natural
gas, which amount declines year by year, as does the applicable percentage
that will be allowed. Arkanqas Western would have been entitled to this provision
for depletion except for the provision excluding retailers. The -Tax Reduction
Act of 1975 states that the independent producer exemption shall mot apply in
the case of any taxpayer who directly or through a related person sells oil or
natural gas or any product derived from oil or natural gas through any retail out-
let operated by the taxpayer or related person. Although our impression was
that this retail exclusion was intended to cover the situation of the oil or gas
producer who had service station outlets. because of the broad language, It an-
parently covers Arkansas Western Gas Company because It does sell gas at retail
through its utility distribution system.

Arkansas Western Gas Company has been unfairly affected by the provisions
of this law because of the unique situation in which it finds itself. Most every
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other gas utility company provides their supply through purchases. Those who
have their own Company-produced gas generally do not have a supply from those
sources of more than 10 percent to Z5 percent of the total requirements, compared
to approximately 55 percent for Arkansas Western Gas Company. Most every
other company with which we are acquainted uses a subsidiary to hold title to
the gas and then has a contract between the subsidiary and the parent. Arkansas
Western has never known the need or requirement for such An arrangement and,
therefore, did not utilize it and was foreclosed from retaining the depletion al-
lowance because of this. The combination of the unique situation of Arkansas
Western and the wording of the Act effectively denied to it the percentage deple-
tion allowed other companies exploring for natural gas and furnishing it to the
public consumption. It deprives it of the depletion allowance allowed small
producers, with which it ranks. These factors make us believe that inadvertently
an injustice has been done to this Company. It is in the public utility business and
has successfully for many years supplied Northwest Arkansas with natural gas
by virtue of its own exploration efforts. We believe this situation warrants the
continued benefits allowed others of the percentage depletion.

If the Committee agrees with this, we believe the Act could be amended to ex-
clude from the definition of a retail outlet a natural gas public utility system.
This would then allow Arkansas Western to have the same percentage depletion
as do other independent producers.

The effect of such an amendment we believe would be minimal on the treasury.
In the case of Arkansas Western Gas Company, it would have amounted to
$215,000 in 1975. This is indeed a small amount, but it would have allowed us the
funds necessary to drill one or two more wells in our search for additional gas
supplies. It would have been an immense help to Arkansas Western and we be-
lieve to the people of Northwest Arkansas and would provide no revenue loss
of consequence to the government.

U.S. SENATE,
Washington, D.C., May 26,1976.

HoN. RUSSELL B. Logo,
Chairman, Senate Finanwe Committee,
Dirkscn Senate Office Building, Washington D.C.

Drn M. CHAMMAN: I am informed by the Federal Power Commission that
the consumer impact of an increase in income tax liability to natural gas com-
panies, be they distributors, pipelines or gas producing companies, is almost twice
the increase in tax liability. To illustrate, the FPC -in establishing ceiling sates
for flowing gas (Opinion No. 749 issued December 31, 1975) included an incre-
ment for income tax by applying a factor of 92.8% (48/52) to taxable income
in lieu of the statutory rate of 48%. In essence the FPC's calculation adjusts the
rate level to provide compensation for the 48% tax liability as well as the full
allowance of a 15% rate of return which they found reasonable. I am informed
that much the same result is obtained in most state-regulated utility rate pro-
ceedings. I believe that the consumer impact of tax increases may have been In-
adequaely weighed by the Congress it its deliberation, and that impact is exacer-
bated by inequities such as described below.

That inequity pertains to gas produced by utility companies whose wellhead
sales are regulated by State Agencies, such as in Arkansas (which determines a
"fair field price" for production of regulated gas companies), acd not by the
Federal Power Commission. The change in the Internal Revenue Code terminat-
ing percentage depletion includes an exemption for natural gas comapnies with
wellhead prices regulated by the FPC. but does not give this exemption to com-
panies regulated by State Agencies. I respectfully request that your staff esti-
mate the tax revenue which the U.S. Treasury obtains from state-regulated gas
producing utilities, particularly in Arkansas, as the result of this difference In
treatment related specifically to the Tax Reduction Act of 1975, See. 618A, (b)
(2) (B) and 618A(d) (2). It is my understanding of the 1975 Act that percentage
depletion is available to FPC-regulated gas producers until such time that the
FPC allows a tax liability. In FPO Opinion No. 749, a tax increment was allowed
to be effective on July 1, 1976. I presume that state-regulated gas producing
utilities did not obtain the same benefits prior to July 1, 1978 As I have re-
queqted above, how much additional tax revenue has the U.S. Treasury obtained
by this unequal treatment of gas producing utilities in Arkansas as well as other
States?

With best regards, I am
Sincerely your JollY L MCCLELT-n.
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CoNGRoSa OF TRE UNITM STATEtS
JOINT CoMrm ON ITZmxAL TAxATioN,

WQahWton, D.O., JuI 7, 1976.
Hox. JoHn L Moizu,.u,
U.S. MNt6,
WaIl&gton, D.O.

DEra S&NAToR MoCZLW!A: This refers to your letter of May 26, 1976, ad-
dressed to Chairman Long, in which you ask for an estimate of the additional tax
revenue collected by the Treasury from State-regulated gas producing utilities
because the percentage depletion on Intrastate gas was repealed by the Tax Re-
duction Act of 1975. In the letter you also note that if the natural gas price had
been controlled by the Federal Power Commission rather than by a State
agency, the companies could have continued to claim percentage depletion through
June 80, 197&

In response to your request, we have asked officials In the major gas producing
States whether the intra-state natural gas price at the well-head is regulated by
a government agency in their State, and whether they know of any other State
where such regulation takes place. From their answers, it appears that Arkansas
is the only State where intra-state natural gas price at the well-head is regu-
lated by a State agency.

We estimate that the Federal Income tax liabilities of the Arkansas State reg-
ulated gas producing utilities would have been about $500,000 les had percentage
depletion on their Intrastate natural gas production not been repealed for the
period January 1, 1975, through June 30, 1976.

Sincerely, LAuREcE N. WoonwornH.

STATEMENT OF CARL W. SunxTS, INDENDENT OIL AND GAS OPzRAToR

SUMMARY OF PRINCIPAL POINTS

L Pertains to "Retailer Exclusion" provision.
2. Pertains to Exception to Transfer Rule for Beneficiaries of Trust.
bly name is Carl W. Sebits and my office is In Wichita, Kansas. I am a managing

partner of Pickrell Drilling Company and I appear today in that capacity and as
Chairman of the Tax Committee of the Independent Petroleum Association of
America. I am also a member of the Executive Committee of that association.

RETAILER EXCLUSION

Pickrell Drilling Company Is an exploration and oil and gas producing company
with nearly all of its operations in the state of Kansas. Our company operates
two rotary drilling rigs continuously, In a search for oil and gas, and also
operates approximately 8000 barrels daily oil production. The company operates
about 20 million cubic feet of gas per day.

For many years a small group of inve&.tors has participated with us in our
exploration program as a part of their diversified business Investment programs.
They and we are quite naturally concerned about tax measures which would
make exploration investment less attractive and this statement bears more
specifically upon the "retailer exclusion" provision in the new tax proposals which
would deny percentage depletion to a taxpayer who is classified as a "retailer"
of oil or gas or products derived from oil or gas.

One of our investor-participants in our exploration program is a large grease
manufacturer, and although nearly all of his sales are at the wholesale level,
some small part of h1s sales would classify as retail sales of grease and related
lubricant products.

Still another of our investor-participants is an owner-operator of retail stores
handling western wear clothing and related items. Many of the items which he
stocks and retails are manufactured from petroleum chemical derivatives, such
as polyester suits and dress materials, and other retail Items which have as
their base material some kind of petroleum derived source. In fact it would be
quite difficult for most retailers of general merchandise to avoid handling and
selling products which did not in some way have their origin in petroleum
derivatives, since petroleum chemicals have become so predominantly used in
almost the entire gamut of consumer products manufacturing.

Still another of our investor-participants owns and either operates or leases
out to lessees on a participation basis several retail gasoline filling stations, as
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a part of his diversified business Investment program. Whereas this man's opera-
tions could not in any way be compared to a major integrated oil company, the
narrowness of definition of the -retailer excluded" provision would undoubtedly
prevent this investor from the deduction of percentage depletion.

Each of the previously described investors has informed our company that In
the event that a too-narrow interpretation of a "retailer" lessens tWe feasibility
of investing in oil and gas exploration, since we all recognize it as a high-risk
venture, then it is quite possible that they will withdraw from our program and
in turn we will be forced to decrease the scope of our exploration effort. In time
this could result in a complete shut-down of this program.

A provision exempting a taxpayer whose annual gross Teceipts from the retail
sale of oil or gas or products derived therefrom would not exceed $5 million for
the taxable year would surely be most helpful. It would eliminate a too-narrow
definition of the "retailer excluded" provision and assure the above described
investors that they could continue to spend their dollars in a search for more
oil and gas production within the United States. We and our investor-participants
are Indeed hopeful that such an amendment will be given favorable consideration.

EXCEPT ON TO TRANSFER RULE FOR DEN noI(YAEI OF TRUSTS

The Committee on Finance of the United States Senate has added an additional
exception to the transfer rule contained in paragraph (9) of Section 613A(c) of
the Internal Revenue Code. This additional exception expands the exception
provided by present law for transfers of oil and gas property at death. The new
provision extends the exception to changes of beneficiaries of a trust if the
change occurs by reason of the death, birth, or adoption of any beneficiary pro-
vided the transferee was a beneficiary of the trust prior to the event or is a
lineal descendant of the grantor or any other beneficiary.

Such transfers by reason of death, birth or adoption obviously are not the
type of transfers which the statute sought to prevent to avoid a proliferation
of proven oil and gas reserves which when produced are eligible for percentage
depletion. This exception is considered necessary to clarify the normal transfer
of beneficial interests in trusts (as opposed to the sale of oil and gas property)

.to intended beneficiaries and to insure that the right to percentage depletion of
property) to intended beneficiaries and to insure that the right to percentage
depletion of property in the trust will continue to be enjoyed by the beneficiaries
thereof.

WEBSTER & CHAMBERTaIN,
Washington, D.C., July 15, 1976.

Hon. RusswLL B. LONO,
COharman, Senate Committee on Finince, Dirk~e Senate Ofce Build0ig, Woh-

ington, D.C.
DEAa SENATOR LONG: This written statement is submitted on behalf of the

Shriner's Hospitals for Crippled Children, 328 North Michigan Ave., Chicago,
IllInois 00601 in connection with Section 1204 of the Tax Reform Act of 1976.
Section 1204 of the Act represents an enlarged version of H.R. 9889, a bill to
extend the time allowed estates to amend the governing instruments of certain
charitable remainder trusts.

A. INTRODUCTION

On September 29, 1975, Mr. Burke, of Massachusetts, introduced H.R. 9889
to extend the date for reforming the governing instruments of certain unqualified
charitable remainder trusts. Under existing law (IRO § 2055(e) (8)), a govern-
ing instrument of an unqualified charitable remainder trust could be amended
to conform to the requirements of §§ 664 and 2055(e) (2) to permit the allowance
of the charitable estate tax deduction and the exemption from federal income
tax of the reconstituted trust On December 10, 1975, the undersigned, together
with Mr. Paul Ibach, assistant general counsel of Shriner's Hospitals for Crip-
pled Children, testified before the Committee on Ways and Means on H.R. 9889.
A copy for our written statement is appended to this statement for purposes of
enlarging the Finance Committee's record on this matter.

On or about June 16, 1976, the Committee on Ways and Means reported H.R.
9889 and the bill report (H. Rep. 94-1268) was presented to the House, H.R. 9889
passed the House on June 22, 1970. See, Congressional Record June 22, 1976 at
H. 6370 and H. 6371. H.R. 9889 is presently pending before the Finance
Committee.
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B. COMMENT ON SECTION 1204 OF THE ACT

Section 1204 of Tax Reform Act of 1976 (H.R. 10612), reported to the Senate
on June 10, 1976 also contains an extension of the existing transitional rule to
amend unqualified charitable remainder trusts. However, Section 1204 of the
Tax Reform Action of 1976 Is to be preferred over H.R. 9889 for two reasons.
First, it permits otherwise expired claims to be re-opened by affected estates,
or in the event the estate is closed, by the trustee of the succeeding charitable
remainder trust or by the charity, if the intervening life.estate has expired.
Second, Section 1204 is better because it permits wills and trusts drafted after
September 21, 1974 (a statutory cut-off date now contained In IRO Section
2055(e) (3)) to benefit.

A claim for refund or credit of the overpayment of estate tax might have
existed if an executor or trustee had amended the instrument and filed a timely
claim for refund. These otherwise expired claims will be treated as timely claims
If the claim is filed by the appropriate party in interest not later than June 30,
1978, having first amended the trust. We think that this is an excellent provision
because, In essence, it means additional funds will be available to charitable
institutions should the trustees amend the instrument on a-timely basis. The
provision, Section 1204(b), is not mentioned in the committee report. See, S. Rep.
94-938 at p. 599-601. It would bo helpful if, should a supplementary committee
report be issued, that it be made clear that the Congress believes that the appro-
priate claimant of the refund is the residuary beneficiary, such as the uniquaiified
charitable remainder trust which, if amended, is entitled to the refund if the
trust is amended or, if it is unnecessary to amend the trust because the income
beneficiary's interest terminated prior to the due date for the filing of the estate
tax, the charitable institution itself. While the Inernal Revenue Service has a
general position on this matter (Rev. Rul. 72-428), it might be easier to deal with
if the Committee report made some statement about who the proper claimant
for refund is should the U.S. Department of Justice have a different opinion
about the problem.

Section 1204 contains another Improvement on H.R. 9889. Under existing law,
a will or trust, as an object of amendment, had to be in existence on Septem-
ber 21, 1974, a wholly arbitrary date selected by House-Senate conferees. Under
the Committee's provision the "effective date" for the will or trust has been
extended to December 31, 1977. This means, for example, an unqualified trust
drafted today, which upon the grantor's death, creates a nondeductable chari-
table remainder transfer can be amended by the executor or trustee to conform
to the requirements of current law.

C. CONCLUSION

It Is noted that the Committee's report provides that this particular extension
is the last extension which will be granted by the Congress as to reforming
unqualified charitable remainder trusts. We d3 not disagree with the philosophy
behind such a statement because 8 years after the effective date of Section 664,
will and trust draftsman ought to know the law. We believe, however, the under-
lying statute which required this extraordinary and extensive transitional rule
is wrong and itself should be repealed. Section 664 has unnecessarily complicated
the law of charitable giving, and had unnecessarily deprived charitable organi-
zations of this form of philanthropy by confusing donors, counsel and benefited
Institutions themselves. Had more thought been given to the drafting and Imple-
mentation of Section 664, we are sure that Congress, In Its wisdom, would never
have enacted such a provision (with the attendant complexity of the Internal
Revenue Regulations). While we do not object to the IRC Chapter 42 excise taxes
imposed upon such trusts, we believe that the rigid governing instrument rules
create artificial barriers to the possible enjoyment of the income tax, estate or
gift tax benefits which the tax laws are designed to provide.

Although Shriner's Hospitals for Crippled Children has been very instrumental
in pushing for the enactment of section 2055(e) (3) and its extension, and agreed
to abide with the Congress's decision not to further amend Section 2055(e) (8),
we will not hesitate or limit our efforts to have Section 664 repealed or substan-
tially simplified.

Very truly yours,
WILLIAM J. LH3FUmD.

Enclosure.
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TUsTIMOXY ON Suwizas HosPITALs Fo CmPLD CHzLDuU-

A. INTRODUMTXON

The Tax Reform Act of 1969 radically changed the forms for deferred gifts to
charitable institutions. After 1969, for a bequest of a remainder in property
(other than a farm or residence) to be deductible, the transfer must be in the
form of a charitable remainder unitrust, charitable remainder annuity trust or
a pooled income fund. See generally, Secs. 2055(e) (2), 664 and 642(c) (5) of
the Internal Revenue Code. These complex provisions reversed over 50 years
history by requiring these unusual types of trusts to be used in place of the
prior, simpler format. Congress was apparently convinced that unless gifts of
remainder interests in property were in the new, more complex format, such
gifts would be open to possible manipulation or abuse by donors. Today, the
failure of the decedent's will to expressly provide for the proper form for a
charitable remainder bequest (see exhibit A) means the estate tax charitable
deduction is not allowable and the charitable remainder trust itself is not exempt
from federal income tax. Of deep concern to the charitable beneficiary is the fact
that the disallowance of the estate tax charitable deduction reduces-the value
of property eventually passing to it since the charity's remainder interest nor
ally bears the tax.

This Is unlike the income or gift tax charitable deduction, where the donor,
rather than the donee, directly benefits from the tax savings inherent in the
allowance of the charitable deduction.

Because of the complexity of the new statute, and the-delay encountered in
promulgating definitve and explanatory regulations, the Treasury Departinent,
on its own initiative, for 1970 through 1972, permitted wills and trusts with
unqualified bequests to be revised, assuming local law permitted, so that if the
reformed instrument was in the proper format, a deduction was allowable as If
the bequest was properly drafted in the first place. Recognizing that many chari-
ties were adversely affected by the 1969 changes, Congress eventually supple-
mented the administrative relief and enacted Sec. 205(e) (3) as part of Public
Law 93-483. Under See. 2055(e) (3) unqualified transfers and dispositions may
be reformed (thereby obtaining the charitable deduction) if done no later than
December 31, 1975. However, the will or trust had to be in existence on Septem-
ber 21, 1974. There was no corresponding relief granted under the federal gift
tax laws. This means in the case of an inter vivos transfer if a remainder is not
in the proper format the federal gift tax would have to be paid on the value of
the remainder passing to charity. See, I.R.C. 1 2522(c) (2).

B. THE NEMD

Shriners Hospitals for Crippled Children has come to the conclusion that the
amount of time permitted to reform the unqualified wills and trusts is not
sufficient to meet what it perceives to be a continuing need for a more extensive
transitional rule. We see, almost on a daily basis, improperly drafted testamen-
tary gifts coming to our attention necessitating the use of the relief provision.
We estimate that, based on current experience, upwards of 100 wills or trusts
will be brought to our attention in 1976 and 1977 which will contain unqualified
remainder bequests. We estimate that our loss, measured in terms of Increased
estate taxes for these estates, will be upwards of $1 million.' Our loss will prob-
ably be considerably higher, unless the statute is extended, because these trusts
will become subject to income tax on its capital gains (set aside for charity)
rather than tax-exempt as would be the case if such trust could be reformed.

Although Public Law 93-483 was signed to President Ford on October 26, 1974,
there have been no published rulings, revenue procedures or proposed regulations
issued by the Internal Revenue Service or the Treasury Department imple-
menting See. 2055(e) (3). This has caused considerable difficulty in handling
reformation actions because all questions have had to have been handled on an
ad hoc basis at the lowest levels of the Internal Revenue Service. A lack of clear
and definitive guidelines explaining and implementing Public Law 93-483 has
unduly hampered reformation actions and caused undue delay in having the
benefits of this relief provision extended to those estates and charities which
supposedly were to benefit. These problems will continue unless an extension is
granted giving parties time to assure that once regulations are promulgated,
reformation taken before their publication are in fact satisfactory.

I Stated in more human terms upwards of 200 young people could receive our free
orthopedic care for the amount ok tax revenue unneceseaiiy pushing to the Government.

74-712 0 - 76 - pt.2 - 16
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Rample: "n one Eastern district, the head of the Estate and Gift Tax Group
steadfastly refused to abide with a favorable technical advice memorandum,
issued by the IRS National Office, because in his view, there was no deflnitive
regutations" supporting the legitimacy of reformation actQus taken in his state.
Heveral thousand dollars in additional legal fees were incurred by an Ohio cohege
before the matter was finally resolved last summer.

B.amp e: In one Western district, the Estate and Gift Group has propounded
a theory that reformations under the relief provision are the same as a "dis-
claimer for consideration" causing loss of the charitable deduction. To our knowl-
edge, this controversy continues and until a definitive reguation or ruling is
published, certain reformation cases In that Jurisdiction are apparently being
suspended. Thus executors are unsure whether to proceed with Judicial reforma-
tion proceedings because all they are sure of is an Increased itmoulnt of legal fees
and related expenses attributable to the court action.

Example: ''he Treasury Department regulations permitting reformation ac-
tions expired December 81, 19M2. Prior to enactment of See. 2055(e) (8), execu-
tore of estates with unqualified gifts sought to "qualify" the transfers through
partial disclaimers where the income beneficiary disclaimed an interest in toe
gifted property in excess of, for example, a unitrust amount. Whether these
"disclaimers" can properly be reformed is now pending in another western dis-
trict awaiting action by the IRS National Office.

Boample: Section 2005(e) (8) deems certan trusts to be automatically reformed
if the income beneficiary dies prior to the due date for filing the estate tax return.
Shrines Hospitals for Crippled Children is a beneficiary in two cames where
the District office is holding up payment of the refund until it Is clear to it that
no reformation of any kind for any purpose is needed. When Congress per-
mitted self-executing reformations it apparently did not figure that IRS em-
ployees would be so uncertain in their implementation to require technical assist-
ance from the National Office.

These and numerous questions and problems remain. Until charities are pro-
vided with clear and explict rules governing reformed trusts estate tax charitable
deductions for these trusts may be still subject to attack. Unless the statute is
extended to allow time for thoughtful and deliberate consideration of the major
matters to be dealt with by regulations, a substantial part of the benefits Con-
gress sought to bestow on charities may be lost

0. THR RATIONAIZ

The Congress probably thought it was doing charitable organizations a favor
when it enacted Sec. 684 in 1969. The statute would preserve and protect the
corpus of the trust from overreaching by donors, trustees, etc. This particular
provision was also aimed at assuring that the corpus of the charitable remainder
trust, at its terminalton, was reasonably close to the value of the charitable deduc-
tion granted to the testator, as discounted for the present value of the non-
charitable income interest.

"Today] the trust assets may be Invested in a manner so as to maximize the
income interest with the result there is little relation between the interest as-
sumptions used In calculating present values and the amount received by the
charity. For example, the trust corpus can be Invested in high income, high risk
assets. This enhances the value of the income interest but decreases the value
of the charity's remainder interest.

"Your committee does not believe that a taxpayer should be allowed to obtain
a charitable contribution deduction for a gift of a remainder interest in trust
to a charity which is subsatntially in excess of the amount the charity may ulti-
mately receive." IL Rep. 91-413 (Part 1), 91st Cong., Ses., at p. 58.

To assure that the value of the charitable deduction, which decreases Govern-
ment revenues, was approximately the correlative of the present value of the
property which would in fact reach the charitable beneficiary, Congress imposed
the requirement that there be a minimum 5 percent payout to an income bene-
ficiary through either a unitrust or an annuity trust. Using a stated or minimum
required payout rate to the noncharitable beneficiary means the Government can
better calculate what it actually "loses" through the charitable deduction. In
theory, Sec. 64 makes a certain amount of sense. However, we believe that the
draftsmen, acting on inadequate data or merely in hypothesis of potential abuses,
drafted a statute, when applied to the estate tax laws, which had an extraor-
dinarily adverse Impact upon deferred glvng. The regulations issued by the
Internal Revenue Service In 1972 are so complex and so filled with mandatory gov-
erning instrument rules for each of the proper trust instruments, that we, and



675

many of our donors, are convinced that Congress should repeal or rewrite Sec. 064
and its deduction counterparts to reverse the downward trend in deferred giving
for Institutions. If the Congress had applied a scapel instead of a sledge ham-
mer to correct any known or even hypothetical abuses, the charities would not
be faced with a statute of almost Byzantine complexity. We simply do not under-
stand why It is necessary for every donor who wishes to leave a remainder in.
terest in trust for the benefit of a charatble Institution must seek out highly
sophisticated tax counsel to draft a gift Instrument to protect the charity from the
donor. There should be a way of writing tax laws affecting charitable institu-
tions which do not turn Into, because of bureaucratic overreach In the regulation
process, insuperable burdens.

Let us exemplify our opinion. Exhibit A to this testimony Is a charitable re-
mainder unitrust, income alternative, which we believe would give the donor an
estate tax charitable deduction for the present value of the remainder held In
trust. We cannot, of course, be entirely sure because it has been the practice of
the Internal Revenue Service over the years not to issue rulings on ambulatory
wills. In other words, even if a lawyer or donor thinks he has properly drafted
a testamentary unitrust provision, he cannot get the assurance of a private let-
ter ruling from the Internal Revenue Service until after the death of the testator.
At that time, the trust Instrument has to stand or fall, and the beneficiaries can-
not, respectively, except pursuant to Sec. 205(e) (8), alter the terms of the
trust.'- We have seen adverse rulings Issued by the National Office on testa-
mentary charitable remainder trusts and annuity trusts even though the wills
or revisions were drafted pursuant to regulations and revenue rulings which
purport to tell expectant donors and their lawyers what the ground rules are
under Sec. 664. However, because the National Office Im-, since 1970, been taking
an extremely narrow rulings position on all aspects of Sec 664 trusts, the rush
toward reformation continues.

Our charitable organization would like to see See. 664 repealed or at least
substantially altered so that the great potential for loss of charitable deduction
is not present in philanthropic estate planning as It is today. We Intend to make
our case during Phase II of the tax reform. According to best estimates, we
believe Phase II will not be completed until 1977 or 1978. Until Phase II gives
us the opportunity to marshal our facts, to gather our arguments and put together
a reasonable and concise presentation against the continuation of Sec. 64, we
believe It only fair and reasonable that the reformation right, granted under
Sec. 205(e) (8), be continued. It the Congress, in Its wisdom during Phase II
tax reform decides to continue Sec. 664, we will, of course argue that there should
be some continuing, open ended testamentary reformation rights, under ap-
propriate guidelines, so that charitable institutions are not adversely affected
by drafting errors In testamentary charitable remainder trusts.

Some may argue that there has been enough time allowed thus far to educate
estate planners and lawyers and their clients on the proper, deductible form for
a charitable remainder trust. Seven years (i.e., to December 81, 1977) may ap-
pear to be just too long a time to let the mistakes of estate planners and drafts-
men be corrected. If these persons make a mistake, perhaps they should be sur-
charged for their error rather than asking Congress to continue this transitional
rule. Such an argument we believe has little merit since It falls to appreciate the
true complexity of the statute and the overkill Inherent In the current adminis-
tration of the law by the Internal Revenue Service. Also, It falls to recognize
to whom the primary benefits of reformation flow. By not allowing reformation,
It fail to recognize substantially all of the coot of the disallowed deduction and
the nonexempt trust Is borne by the charitable beneficiary, not to the private
Income beneficiary. The principal of the unqualified charitable remainder trust
has to bear the estate tax out of its corpus (which later goes to charity). Next,
the penalty of nonreformaon substantially decreases the Income tax to be
paid by the private beneficiary since the four tier distribution scheme of Sec.
664(b) Is Inapplicable. On the other hand, the inability to reform Increases the
tax burden of the nonexempt trust since It gets no "set aside" deduction for net
capital gains added to Its corpus and destined for charitable use.

There Is one other Important reason which argues for continuing the reforma-
tion right: By Inducing unqualified trusts to reform, such trusts come under the
foundation excise tax rules (I.RC. Chapter 42) thereby protecting the charitable
corpus from encroachment by disqualified persons, trustees and the like. If an

9 We would exclude, of course., complete or partial disclaimers over the offending nortlons
of the trest or the tutire possibility of some administrative relief such as that provided for
by Rev. Proc. 74-4, C.B. 197. 4 for charitable remainder trusts created prior to 1969.
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unqualified charitable remainder trust remains unreformed, then none of these
foundation rules apply to the corpus and the charitable beneficiaries have no
federal protection with respect to self dealing, etc.

There is always a question from a budgeting standpoint how much a relief
provision like this costs In our view, the revenue gain/loss factor is relatively
balanced over the long run because the four tiered system for taxing the income
of the income beneficiary of a See. 664 trust results in more tax being paid by
them than if the trust remained under the old rules of Subchapter J. That
Increases taxes paid to the Government. The Government loses revenues in the
allowance of the charitable deduction and through the exemption of the trust
from income tax. While there Is vk revenue impact, it is not inherently predictable
because the cash flows in both direttions.

D. CLOSINO

We urge the Committee's support of H.R. 9880. Shriners Hospitals for
Crippled Children is not the only charitable institution to have benefited by
the reformation right. We know of numerous charitable Institutions that have
succeeded In saving money by seeking reformation of unqualified trusts Including:

1. Salvation Army
2. Goodwill Industries
. Episcopal Archdioceses of Washington, D.C.

4. Eisenhower Medical Center
5. Father Flanigan's Boys Town
6. University of Cincinnati
7. American Heart Association
8. American Cancer Society

Two years is not too much to ask in light of all the factors noted above.

IxHIsIT A.-Bequest of Residue of Estate to Charitable Remainder
Unitrust, Income Alternative

I give, devise and bequeath the rest residue and remainder of my estate to
my Trustees, to hold in trust as follows:

1. My Trustees shall pay to my wife in each taxable year of the trust during
her life, a unitrust amount equal to the lesser of (a) the trust income for such
taxable year (as defined in Internal Revenue Code Section 643(!,) and the
regulations thereunder) or (b) six percent of the net fair market value of the
trust assets determined annually, decreased as elsewhere provided h the case
where the taxable year is a short taxable year or is the taxable year in which
my wife dies. If the trust income for any taxable year exceeds the amount
determined under (b), the payment to my wife shall also include such excess
income to the extent that the aggregate of the amounts paid to my wifein prior
years is less than six percent of the aggregate net fair market value of the
trust assets for such years. Payments to my wife shall be made in quarterly
Installments. Any income of the trust In excess of such payments shall be added
to principal.

2. The obligation to pay the unitrust amount shall commence with the date
of my death, but payment of the unitrust amount may be deferred from the
date of my death to the end of the taxable year of the trust in which occurs
the complete funding of the trust. Within a reasonable time after the occurrence
of said event, my Trustees shall pay the amount determined under the method
described in Section 1.084-1(a) (5) (11) of the Federal Income Tax Regulations
less the sum of any amounts previosuly distributed and interest thereon com-
puted at 6 percent a year, compounded annually, from the date of distribution
to the occurrence of said event.

S. In determining the unitrust amount, the trustees shall prorate the same
on a daily basis, for a short taxable year and the taxable year of the death of
my wife.

4. The taxable year of this trust shall be the calendaryear.
5. No property other than that given, devised or bequeathed under this Article

may becbitributed to the trust herein established.

5 We note in passing another revenue producing factor favoring reformation: No Interest
In allowed on refunds prior to the expLation of -6 months after the refund claim has been
filed.
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6. The trust assets shall be valued on the last business day of the first month
of the taxable year. Except as provided above, if no vaulation date occurs before
the end of any taxable year of the trust, the trust assets shall be valued on
the earlier of the last day of the taxable year of the trust or the date on which
the noncharitable interest terminates.

7. If the net fair market value of the trust assets is incorrectly determined for
any taxable year, then within a reasonable period after the final determination
of the correct value, my Trustees shall pay to my wife in the case of an under-
valuation or shall receive from my wife in the case of an overvaluation an
amount equal to-the difference between the unitrubt amount properly payable
and the unitrust amount actually pid.

& For the purpose of this trust, the term "income" has the same meaning as
it does under Internal Revenue Code Section 043(b) and regulations there-
under. Therefore the term "income" shall mean net income after payment of
any expenses of administering the trust, Such expenses shall include reasonable
investment, management, custodial, fiduciary, and like fees, provided, however,
no fees or expenses shall reduce the unitrust amount required to be paid under
paragraph (b) hereof. The following shall be treated as principal and not as
"Income":

(a) Gains and losses from the sale, exchange, redemption, or other dis-
position of investments;

(b) Stock dividends, stock splits, or similar distributions;
(c) Capital gain dividends of regulated investment companies (mutual

funds) ; and
(d) LAquidating distributions.

9. Upon the death o fmy wife, my Trustees shall distribute all of the then
principal and accumulated Income, if any, of the trust, other than any unitrust
amount due my wife, to Shriners Hospitals for Crippled Children, Chicago,
Illinois, for its general charitable uses and purposes.

10. In the event the Shriners Hospitals for Cripple Children is not an organiza-
tion described in Sections 170(c) (2) and 2055(a) of the Internal Revenue Code
of 1954, at the time when any principal or income of the trust is to be distributed
to it, my Trustees shall distribute such principal and/or Income to or for the
use of a charitable organization or organizations which are so described for
hospital purposes.

11. It Is my intention to create a charitable remainder unitrust within the
meaning of Internal Revenue Code Section 664 and the regulations thereunder.
All the provisions hereof shall be interpreted in a manner consistent with the
regulations and rulings promulgated by the Internal Revenue Service with
respect thereto. Otherwise, this trust shall be governed by the laws of the
District of Columbia.

12, xcept for the payment of the unitrust amount to my wife, my Trustees are
prohibited from engaging In any taxable act of self-dealing described in Internal
Revenue Code Section 4941(d) and from making any expenditures described In
Section 445M(d) taxable under Section 4945(a).

M3 Except as provided in this paragraph, this trust may be amended, altered,
or modified at any time or from time to time, in writing, by my Trustees. In the
event that an amendment affects the rights or obligations of my wife, the Income
beneficiary hereunder, such amendment shall not become effective until the first
day of the calendar month following sixty days after a copy of such amendment
shall have been mailed to her, certified, return receipt requested. If my wife
shall file a written notice in person or by, certified mail, return receipt requested,
objecting to such amendment, and if such notice is received by my Trustees at
least five days prior to the effective date of the amendment, such amendment
shall be void. Notwithstanding the foregoing, my Trustees are authorized, In the
case of any taxable year of the trust in which it is not exempt from federal
Income tax under Internal Revenue Code Section 64(c), to amend the trust to
distribute income of the Trust, in excess of the unitrust amount described in
paragraph i, including the nondeductible portion of any net capital gain, to the
remainder beneficiary named herein.

Notwithstanding any other provision of this paragraph, no amendment is
authorized which amends this paragraph or which affects the irrevocable chari-
table remainder interest granted in all property held in the trust, or which other-
wise affects the qualification of the trust as acharitable remainder unitrust
within the meaning of Internal Revenue Code Section 064. In the case of any
such unauthorized amendment, It shall be void and of no effect whatever.
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14. My Trustees are authorized to continue investments of the trust in the
assets which are the subject of this bequest or may sell said assets and reinvest
the trust assets in any manner consistent with law, provided that my trustees shall
not conduct any unrelated business activity and shall neither receive nor invest
in any property which shall cause the trust to have any unrelated business tax-
able income within the meaning of Internal Revenue Code Section 511 Nothing
In this trust instrument shall be construed to restrict my Trustees from investing
the trust assets in a manner which could result in the annual realization of a
reasonable amount of income or gain from the sale or disposition of the trust
assets.

1& My Trustees shall be entitled to receive reasonable compensation for per-
sonal services rendered. No bond or other security shall be required.

1& Subject to the reservation set forth above, in addition to and not in limita-
tion of any authority given to them by law, and without the necessity of obtain-
Ing the consent of any court, my Trustees shall have full discretionary powers of
management and control, of sale and resale, in fee simple or otherwise, of mort-
gage, lease and pledge, of investment, reinvestment and exchange, and shall keep
the trust estate invested In securities and other forms of property including real
estate, corporate stocks, common and preferred, debenture bonds and other obli-
gations whether or not secured, and my Trustees shall not be restricted to securi-
ties or property of the character now or hereafter authorized by law. My Trustees
are further authorized to retain and continue to hold in their discretion, any
property or investment transferred to it without liability for depreciation or
loss occasioned by so doing and may carry securities in the name of a nominee,
and to join in or oppose the merger, consolidation, reorganization or readjust-
ment of the financial structure of any firm or corporation in which the trust
estate may have an Interest, and may take any action which In their judgment is
necessary or desirable for the proper and advantageous management, investment
and distribution of the trust estate, including leasing real estate for such terms
as it may deem desirable even though such terms may extend beyond the period
of the trust Notwithstanding the above, my Trustees shall not exercise any
li)wer whether granted hereunder or by law in any manner inconsistent With
the qualification of the trust as a charitable remainder unitrust under Internal
Revenue Code Section 664 and the regulations and rulings of the Internal Revenue
Service with respect thereto.

17. The interests of my wife in the trust income shall not in any way be
voluntarily or Involuntarily alienated or encumbered.

18. In the event of the death, disability, resignation of a trustee, the remaining
trustee Is authorized to appoint a successor trustee including a corporate
fiduciary.

EXHIIT B.-Bequest of Residue of Estate to Charitable Remainder Trust Prior
to Tax Reform Act of 1969 (Enacting I.R.C. Sees. 664 and 2055(e) (2))

AMTCLB I

I give the residue of my estate to my Trustees, to hold in trust for the pur-
poses herein set forth My Trustees shalt pay to or for the use of my wife, not
less often than annually, during her lifetime, the entire net Income of the trust.
Upon the death of my wife, my Trustees shall distribute all of the then principal
to Shrinera Hospitals for Crippled Children for its general charitable uses and
purposes.

(Telegram]

(OTHERMAL Rrsoucts CouNci,,
Denver, Colo., July 19, 1979.

MICHAEL STERN,
Staff Director, Committee on FinaGR, If rken Senate OMce Bf idung,
Washington, D.C.

Mr. Chairman and committee members, the Geothermal Resources Council Is
composed of over four hundred members whose common interest Is the rational
utilization of the Nation's substantial geothermal energy resources.

On behalf of that organization, I respectfully urge that you sustain your
earlier favorable consideration of the captioned legislation.
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As you are no doubt aware, the fledgling geothermal industry is beset by numer-
ous problems consequent to its comparative newness and its unique characteris-
ties. Unfair tax treatment In relation to other natural resources ranks as the
most detrimental of those problems.Consequently, I submit that emergence of the legislation before you will hasten
the Nation's enjoyment of the potentially substantial benefits of geothermal
energy.

W. M. DoL&A. Preusk .

LAw OnmcEs or EftS3UTAT & GoTr7mMx9, P.O.,
New York, N.Y., July 13, 1976.

He Section 2004-Business Deduction For Geothermal Energy Tax Reform Bill
of 1916 (H.R. 10612).

MichAEL STUm, Sta Director, ommnt#tee on Pinane, Dirkm Senate Ofice
Building, Weehington, D.O. -

Dr a M& STsax: I am taking the liberty of writing to you pursuant to the
press release issued by the Senate Finance Committee on July 8, 1976.

I am a practicing attorney who has engaged in the structuring of oil and gas
drillf ventures over the past five years. In addition, I have participated per.
sonally and also on behalf of clients in the drilling of numerous oil and gas wells
both in the United States and Canada.

Our experience has been most satisfactory and encouraging. In part, I submit,
the results flow from our objective to find oil or gas--not to generate a tax deduc-
tion. We have examined our prospective projects on an economic basis not look-
ing for a leverage write-off to shelter other Income.

That Is not to say the tax considerations were not relevant-they most certainly
were. Our ability to deduct the intangible drilling costs and the tax "saving"
which resulted therefrom considerably reduced our risk in drilling and permitted
us to drill wells and establish production where we otherwise could not or would
not have operated. In addition, the economics of a play became much more favor-
able when percentage depletion applied to production income.

This is not unique to us. One need only look to the hundreds of millions of dol-
lars raised by public drilling funds each year In addition to the Immeasurable
sums raised through private drilling ventures. I am not suggesting that all is per-
feet in connection with drilling funds both piblte and private. I do submit that
the tax consequences of drillUn* and producing oil and gas has generated signif-
cant risk capital for the ndependent explorer which has resulted in the dis-
covert bf significant reserves.-

The pending proposal as contained in See. 2004 would provide the fledgling
geothermal industry with risk capital that Is so essential to the industry's growth
and development. Were an investor assured of the tax consequences that would
flow from his investments, be could then take the risks inherent In geothermalelration.

his Industry has one additional risk that the oil and gas industry does not
have; i.e, the time lag between the first productive well and the ultimate tow of
production income. Oil, if 41scovered, can be sold immediately; Gas, depending on
the proximity to a pipeline, soon after discovery. ut the geothermal resource
m '0 be proven to the point where a purchaser will construct a plant on sitq-
thds delaying the generation of Income considerably.

I submit that notwithstanding the risks, the economic potential of geothermal
will generate the Infusion of significant private capital to this lndust" were the
tax consequences clear-end It private capital which q.n'ad must develop t
reourc, o

We have certain geothermal leases which we are very anxious to develop. We
find It very difcult, however, to approach investors so long aI the Internal Rev-
enbe Servle. non-acquiesces in thiPe se and attacks the appllcbilty of
th6 IntanUible drilling deduction and the depletion allowance to the geothermal
resource. (In conneton therewith, we are enclosing an article which we wrote ol
the tax consequences of geothermal exploration.)

The proposed lgislation would finally resolve the uncertainty. It is what the
Industry ;pst have If i Is to grow and develop. Th Is no mor a "specl inter-
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est" piece of legislation than is any other provision of the Code. Although there
are a few major oil companies involved In the geothermal industry, small in-
dependents constitute the predominant interested parties It is imperative -that
this provision be adopted and enacted into law so that the indusry can move
forward and contribute to our nation's energy supply and hopefully its energy
independence.

Thank you for your consideration.
Respectfully,

SAMUEL M. EISENSTAT.
Enclosure.

TAx TREATMENT OF EXPLORING AND DzvzLOwPIN GEOTHERMAL REsouRCEs

(By Samuel M. Elsenstat 1)
"Exploration and development of geothermal resources should be sub-

ject to same tax treatment as exploration and development of oil and
gas."

INTSOOUOrION

The exploration and development of properties for geothermal resources is no
longer merely a theoretical topic of inconsequential practical significance. The in-
creasing cost of fossil fuel coupled with the growing concern of the 'environ-
mentalists has provided the setting for what should be a very active period for the
development of this source of energy.

According to the often cited Hickel report,2 geothermal resources in the
United States have the capacity of producing 182 million kilowatts by the year
1986. Present total domestic energy production is 350 million kilowatts but it is
estimated that power needs double every eight years.' Obviously, to develop this
potential capacity will require the expenditure of consierable effort and financial
resources and will result in the drilling of thousands of geothermal wells.'

TAX oNOwSAWTIONs

As in the case of exploring and developing oil and gas properties, the tax con-
sideration will play an important role. The risks Inherent to the development of
the geothermal resources will be reduced to the investor if he is able to receive the
same tax treatment as he would were the drilling for oil and gas. There is ab-
solutely no reason why comparable treatment should not be available to exploring
for geothermal resources as exists for exploring for oil and gas. The purpose of
this article is to examine the applicability of the provisions of Internal Revenue
Code, Sections 263(c) and 611 relating respectively to the election to expense the
intangible drilling and development costs and the depletion allowance to geo-
thermal exploration and development.

There are two basic forms of geothermal energy: (1) Dry steam and (2) super-
heated water.

A successful well will pierce a geothermal reservoir and the steam or hot water
will be used on the site to create electrical energy. The energy is then transported
to the place of consumption. In the came of steam, the resource discovered is used
to drive a turbine. In the cai' of hot water, it is either flashed into steam which
is used to drive a turbine or it is passed through a system where the heat from
the water Is transferred to a volatile substance which, when heated, expands into
a gas and In turn drives the turbine.

'Attorney at .aw. New York City LLB.; LL.M. (Tax) New York Unvursity formerly
Assistant U cited States Attorney. V. N.Y. (Tax Section) ; presently member, lssenstt&
Gottesman. P .C Attorneya at Law.

2 Geothermal energy, A National Proposal for Geothermal Resources Research, Unlver-
alt of Alaska, 1972.

iOottscbtlk. "Steam Below Ground Seep Giving BIg Boost to .U.. rwiry supply.
Wall tro , p. 1, March 20. 19T8. An excellent discussion of the "gOt eimij
resources can be found the January 1072 issue of Ootkestd Amerioms in an article written
by Joseph Barn*a entitled "Geotherinal Power" ("age T0).

According to Dr. Geofrey Robson., Technical adviser in the Energy Section, Reeource
and Transport Division. United Nations, a minimum of 26.000 geothermal wells wouldhave to be seucesesul/v ompleted between now and 1985 to reach the Hekel projectedcapacity. This assumes an average capacity per producing well of 5,000 ko From a
paper delivered at a BSeminr on u*set r* Hsorgy, United Nations, Jan. 8,11.
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PRIOB OABM

In Arthur B. Reich, 52 T.C. 700 (1969) aff'd. 454 F.2d 1157 (Oth Cir. 1972), the
Tax Court was faced with taxpayers who had drilled numerous geothermal wells
both in the area of the Geysers 3 and also in other areas. There were two Issues
before the Court; i.e., whether the income from the successful steam wells at the
Geysers was subject to percentage depletion and whether the intangible drilling
and development costs of the wells drilled could be expensed.

The Court found in favor of the taxpayers on both issues. In a rather lengthy
and detailed analysis, the Court-found as follows:

(1) The geothermal resuorce at the Geysers Is not merely the inexhaustible
heat of the earth, but rather It is heat and water combined in such a way so as to
create steam under pressure. It is the steam which Is the source of the power,

not merely the heat.
(2) Steam is gas for purposes of the percentage depletion provisions of the

Code. The Court looked to the normal use of the word gas and concluded that
it would include steam. Nor would the Court accept the argument of the Govern-
ment that steam is really water, and therefore not depletable under I.R.C. 618
(b) (7) (A).' The term water was used in its ordinary sense said the Court, and
refers to water in Its liquifled state, not its gaseous state.

(8) Having determined that the steam was a gas, the Court next concluded
that it was exhaustible and was depleting. The Court looked to the fact that the
steam was enclosed in a reservoir which was not being reenarged. The drawing
off of the steam to produce energy depleted the reservoir.

Therefore, since the steam was a "gas" which was depleting, It was subject to
the percentage depletion provisions of the Code and likewise the election to
expense intangibles drilled and development costs as applicable.'

Despite the feeling of the dissenting judges that the result of the majority was
"eccentric," the Ninth circuit affirmed without dissent.

The only other reported case, George D. Rowtan 28 T.C.M. 797 (1969), in-
volved the intangible drilling and development deduction. This was a companion
case to Reich, 8spra, and the Court concluded that the deduction was valid and
in so doing, it relied on Reich, eupra.'

TI ATMENT NOT CITAIN

An initial reading of the cases would leave the impression that Insofar as
geothermal exploration and development is concerned, the favorable tax bene-
fits of depletion and expensing intangibles will apply. Unfortunately, this is an
erroneous conclusion.

Initially, the case law Is truly sparse And insignificant. It is unreasonable to
assume that the International Revenue Service will capitulate in light of one
Ninth Circuit decision and two Tax Court decisions. To the contrary, the fact
that the Internal Revenue Service has not published an acquiescence to the re-
ported decisions could very well lead one to conclude that there will be further

&The Geysers I located approxImately 75 miles north of San Francisco. It is the only dry
steam field presently produce I In the United States. Its present capacity exceeds 800.000
kilowatts and projected capacity for 1976 is 600,000 kilowatts. Estimates of the field's
potential run from I million to 4 million kilowatts.

6 I.R.C. Sec. 611 provides In pertinent part as follows:
"(a) Oeueral Rie.-In the case of mines, oil and gas wells, other natural deposits and

timber, there shall be allowed as a deduction in computing taxable income a reasonable
allowance for depletion. .. ..

Sec. 618 (b) rlating to percentage depletion rates provides in part as follows
' (b) Percentage Depletfoo ReteS.--he mines, wells, and other natural deposits, and

the percentages... are as follow va:
(1) 22 percent.

(A) OU and gS wells.
Thus having concluded steam was a gas, it would be subject to percentage depletion of

gas--wich today is 22 percent but for the years involved in Keith, *upra, was 27%
percent.

' Under I. 618(b) (7) (A) water Is specifically excluded from the percentage depletion
provisions.

' Pursuant to the provisions of I.R.C. S 268(c), a taxpayer has the option to deduct as
expenses the Intangible drilling and development costs of oil and gos wells. After It was
decided that the wells in question were gas wells, the expensing of Intangibles applied.

' In Rowan,, supro, the depletion Issue was not before -the Court as there apparently was
no income from the wells tn question.
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resistance by the Government to the favorable tax treatment accorded geother-
mal drilling by the courts up until now."'

Furthermore, and more importantly, what will be the treatment of hot water
geothermal prospects as distinct from steam prospects ?

It is one thing to argue that steam is a gas-4t Is quite another, however, to
argue that hot water In Its liquid state Is a gas. The taxpayer's position is com-
plicated even further if a heat transfer process is used. The distinction, however.
is not one of substance but merely the result of existing statutory language.

In connection with the intangible drilling and development costs, there Is no
reason why the tax treatment should be any different whether the geothermal
power source Is steam or hot water; the same techniques for exploration are In-
volved and the expenditures are comparable.

The application of the depletion allowance is somewhat more complicated but,
it is submitted, the source of power Is being depleted and the allowance should
be permitted.

Te source of power Is not the Inexhaustible heat of the earth as the Govern-
ment argued in Reich, supra. This heat alone could not, at least under present
technology, serve as a source of power. The presence of heat together with a
readily available carrier, i.e., water, combine to form the geothermal resource.
As the carrier Is consumed and the source of power utilized, It is depleted.

To permit certain tax treatment where the geothermal resource Is steam and
to deny comparable treatment when the geothermal resource is superheated
water Is without basis."

00NOLUSION

It Is clear, therefore, that the status of the tax treatment of geothermal explo-
ration and development is anything but settled. The present favorable decisions
serve as little more than a hopeful precedent as to favorable tax-treatment. What
is necessary, however, if this question Is truly to be resolved, Is immediate and
unambiguous legislation providing that the same tax consequences which flow
from exploring and developing for oil and gas prospects will also apply to the
exploring and developing for geothermal resources.

LrvELY Ars TAX Siaviz,
New York City, N.Y., July 19, 1976.

MICHAUL STEN,
Senate Finance Committee,
Dirkeen Building, Woashington, D.C.

Sins: As I am unable to testify at the public hearing on July 20, 1976, I would
like the attached letter to be part of the record of the hearing. This letter is one
I wrote to Senator Long in April 1976. It states my feelings regarding section 601
of HR 10612. As a members of the performing arts and as a tax practitioner, I
feel I can say It reflects the feelings of my fellows.

Yours truly,
RICHAD BRENDAN HANLON,

Associate Director.
Attachment.

lOIn Rekch, #*pro the Government conceded that gas as used in See. 618(b) (1) of the
Internal Revenue Fode was not limited to hydrocarbonaceous products. The concurring
opinion in the case points up this concession may have been without basis. In future tests,
the Government may very well argue that gas for purposes of the percentage depletion
provisions was Intended by Congress to Include only gas of a hydrocarbon nature-tereby
excluding steam.

11 Another interesting problems relates to disposal wells which are an integral part of
any geothermal field. Once the energy has been used to turn the turbine, the remaining
water must be disposed of. In light of the environmental problem, the water cannot be
spewed out in the vicinity of the well. More likely than not, the water will be reinjected
back into the ground and probably Into the same formation (thereby avoiding potential
subsidence). Query, whether the Intangible drilling and development costs of the disposal
well will qly for treatment under 268(c) or whether the coats must be capItalized 1 See
Rev. Rul.70-414, 1970-2 C.B. 182 in which it is held that salt water disposal wells drilled
in connection with an oil well were not related to production but rather to operations and
therefore had to be capItallsed.
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LIVELY Airs TAX SERvIcE,
New York City, N.Y., April 29,1976.

Hon. RussLL B. LONO,
Ohairman, Senate Finance Oommittee,
Waashngto, D.O.

DzA Sm: Section 601 of the Tax Reform Act of 1975 discriminates against
performing artists in that it fails to recognize and provide for the special nature
of working as a performer. Because of the regulations of the unions to which
performers belong, they are technically "employees" since artistic producers are
required to withhold taxes. In all real way, however, performers operate like
free-lange, self-employed Individuals. ?No producer "requires" a musician, for ex-
ample, or an actor, to "maintain an of , ,r studio in the home," but these artists
do put in long hours practicing, reheu ,ng, learning lines, doing what we call,
in the business, "home work" (research reading, memorizing, etc.). Only the
few very successful performers can afford to rent office or rehearsal space In
addition to their homes. This is especially true in New York City. Producers
may not specifically require their employees to maintain an office or studio, but
the very nature of the profession does

I respectfully urge you and your colleagues on the Senate Finance Committee
to please give a break to a group of professionals who make many sacrifices of
a material nature to provide society at large with so much pleasure and culture.

I feel the Act should also instruct IRS to allow apportionment bjsis on an
8-hour day as opposed to the 24-hour basis presently used by IRS. The 24-hour
basis discriminates against those unable to afford outside rental space. The tax
courts have historically favored the 8-hour basic.

Respectfully submitted. -
RICHARD BRENDAN HANLON,

ARA, SAO, APTRA, ASCAP.

PHLLIPs, LYTLI, HrrcHcocxr, BLAINE & HUm,
Buffalo, N.Y., July o 1976.MIcHAEL STERN,

Staff Director, Oommittee on Finance, Dirk-en Senate Ofice Building, Wehing-
ton, D.C.

Dwa Me. STgnmZ: As counsel for Marine Midland Bank, a New York State
banking corporation, we are submitting his letter concerning H.R. 11920, the
so-called swap fund bill, as it may affect the merger or division of common
trust funds. We request the inclusion of this letter in the printed record of the
•July 20 through July 22, 1976 hearings of the Committee on Finance concerning
H.R. 10612, to which the swap fund bill has been added in the Senate.

Subsection (d) of the swap fund bill amends Section 584 (e) of the Internal
Revenue Code to provide that the admission of a participant to a common trust
fund shall be treated with respect to the participant as the purchase of or
exchange for the participating interest. This amendment Is Intended to require
realization of gain or loss by a participant who contributes apprqcated or
depreciated property to a common trust tund, according to House Committee
Report 94-1049 at page 9. Neither the bill nor the House Committee Report
expressely addresses the question whether mergers or divisions of common trust
funds should require realization of gain or loss to participating trusts. However,
it is possible to construe the proposed amendment as requiring such realization,
since participants in merging or dividing funds become participants in different
common trust funds by reason of mergers or divisions. Marine Midland Bank
is concerned to establish that Congress does not intend mergers or divisions
of common trust funds to be considered as taxable events.

Marine Midland Batik, as trustee of various common trust funds, determined
by resolutions dated December 17, 1975 to combine its common trust funds oper-
ating on a regional basis into a smaller number of common trust funds operating
on a state-wide basis, to avoid duplication of services and to provide more
efficient and economical administration as well as investment flexibility. As of
April 80, 1978, the bank divided three legal common trust funds Into three
equity sub-funds and three taxable Income sub-funds and then merged these
sub-funds along with three other equity funds and three other taxable income
funds Into one continuing equity common trust fund and one continuing taxable
income common trust fund. These transactions are set forth in greater detail
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In the enclosed request for ruling dated September 4, 1975 and the enclosed ruling
from the Internal Revenue Service dated November 25, 1975- The market value
of the merging equity funds and sub-funds for purposes of the merger was
$10,488,130.21 and the market value of the merging taxable income funds and
sub-funds for purposes of the merger was $19,607,882.44.

We understand that in like manner The Bank of New York Co., Inc. merged
its various regional subsidiary banks Into a single state-wide bank, The Bank
of New York, effective January 1, 1976. Thereafter on April 30, 1976 The Bank
of New York divided one legal common trust fund into an equity sub-fund and
a taxable income sub-fund and merged these sub-funds along with three other
common trust funds formerly maintained by a regional subsidiary bank into
continuing common trust funds of The Bank of New York. A ruling from the
Internal Revenue Service with respect to these transactions was issued on
March 14, 1976,

Subsection (d) of the swap fund bill amending Section 584(e) of the Internal
Reveue Code was added to the bill in the House of Representatives after the
March 29, 1976 hearings in the House. The bill has not been the subject of any
hearings either in the House or the Senate. It is apparent that when this legis-
lation was first proposed, Congress was not aware of any possible impact the
bill might arguably have on the above described divisions and mergers of com-
mon trust funds of Marine Midland Bank and The Bank of New York. The swap
fund bill appears admirably drafted with respect to its intended target--any
transaction in which a taxpayer's principal interest is to obtain diversification
of an undiversified portfolio of appreciated securities without having to pay
taxes on capital gains. However, if the bill were also to have the apparently
intended effect of causing capital gains to be realized by participating trusts
of common trust funds by reason of mergers or divisions, the bill would work
particular hardship upon the participating trusts of the common trust funds of
both Marine Midland Bank and The Bank of New York which were involved
in the above described divisions and mergers as of April 30, 1976 In accordance
with prior rulings from the Internal Revenue Service that such divisions and
mergers would not result in the realization of capital gains or losses to the
participating trusts.

In opposition to such a result, it must be noted that mergers or divisions of
common trust funds are not effectuated for the purposes of enabling participating
trusts to obtain diversification of an undiversifled holding of appreciated or
depreciated securities. The very concept of a common trust fund is a portfolio
already diversified for the benefit of participating trusts. In this connection
Sections 9.18(b) (9) (1) and (i) of the Regulations of The Comptroller of the
Currency state that no participant in a common trust fund may have an Interest
exceeding 10% of the market value of the fund, and that no investment of a
common trust fund issued or guaranteed by any one person, firm or corporation
may exceed 10 percent of the market value of the fund. Moreover mergers and
divisions of common trust funds are not transactions sought by participating
trusts for the purpose of avoiding realization of capital gains or losses. Common
trust fund mergers and divisions are generally sought by the bank administering
the common trust fund fo- its own business reasons of efficiency and economy
of operation, with no income tax consequence to the bank in any event.

It is clear, therefore, that the proposed amendment to Section 584 (e) of the
Internal Revenue Code should not be applied to mergers or divisions of common
trust funds. Such a reading would be inconsistent with the express purpose of
the bill, to prevent a taxpayer from obtaining diversification of an undiversified
portfolio of appreciated securities without having to pay income taxes on capital
gains.

This conclusion finds further support in the portion of the bill and
the House Committee Report relating to corporate reorganizations. If common
trust funds were considered as corporations, a merger of two or more common
trust funds would not result in a realization of gain or loss by participating
trusts under subsection (a) of the first section of the bill. The merging com-
mon trust funds would have not more than 25 percent of the value of their
assets invested In the security of any one issuer and not more than 50 percent
of the value of their assets invested In the security of five or fewer Issuers. The
merger of two or more such corporations remains tax free under the bill, accord-
ing to new Section 368(a) (2) (F) (ii).

As the House Committee Report states at page 14:
"Also if two or more investment companies (or their shareholders) participate

In an exchange with each other, the transaction will continue to be eligible for
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taxfree reorganization treatment if both companies have diversified portfolios
before the exchange".

And again at page 18:
"Under these rules, the bill will not change the tax free treatment available

under present law where one or more regulated investment companies or real
estate investment trusts merge (or otherwise reorganize) with each other".

If it is not the purpose of the bill to tax the merger of regulated investment
companies or real estate investment trusts, there would seem to be no reason to
tax the merger of common trust funds either.

And of course a division of a common trust fund into an equity sub-fund and
a taxable income sub-fund is clearly not intended to obtain diversification of
securities. The bi'l does not appear to be aimed at such a transaction.

It should be noted that ini any event the regulations of The Comptroller of
the Currency do not permit the transfer of securities to an existing common trust
fund by a participant in exchange for units of participation. Presumably there-
fore the swap fund bill as it relates to common trust funds is intended only
to apply to the initial funding of a common trust fund with securities, a practice
which we understand the Comptroller has authorized. The bill would seem to
require recognition of gain or loss by a participant in a newly created common
trust fund, if the exhange of securities for units of participation in the common
trust fund achieves a diversification of the participant's interest.

On the understanding that Congress does not intend to cause the above-described
mergers or any such mergers of two or more already existing and diversified
common trust funds to be considered as a taxable event, we are not requesting
that a grandfather clause be added to the bill, exempting from the application
of the act any merger of common trust funds pursuant to the approval of the
Internal Revenue Service obtained prior to April 8, 1976.

This letter is submitted to clarify legislative intention with respect to the
swap fund bill as it relates to common trust funds.

We appreciate the consideration of this matter by the Senate Finance
Committee.

Very truly yours,
ARTHUR M SHERWOOD.

Sm rsmmi 4, 1975.
Re proposed splits and mergers of common trust funds of subsidiary banks of

Marine Midland Banks, Inc. by reason of the proposed merger of such sub-
sidiary banks into a newly formed subsidiary, Marine Midland Bank.

COMMISSIONER OF INTERNAL REVENUE,
Wa8hington, D.C.
(Attention: Chief, Individual Income Tax Branch).

DEaR SI: On behalf of Marine Midland Banks, Inc. ("Marine Midland") and
its subsidiary banks, we respectfully request your ruling as to Federal income
tax consequences- of a proposed combination of eleven common trust funds of
seven existing subsidiary banks into two common trust funds to be maintained
by a newly formed subsidiary bank. The proposed transaction is occasioned by,
and contingent upon, the proposed merger of the ten existing subsidiary banks
of Marine Midland into a newly formed subsidiary bank named Midland Bank
("Marine").

Specificially, three balanced common trust funds are to be split into equity sub-
funds and taxable income sub-funds. The three equity sub-funds are then to be
merged along with three other equity funds into a continuing Marine Equity
Fund, and the three taxable income sub-funds are to be merged along with three
other taxable income funds into a continuing Marine Taxable Income Fund.
The rulings requested are to the effect that the proposed splits and mergers will
not result in the recognition of gain or loss to the various common trust funds
or to their participants, and will not affect the adjusted basis or holding period
of assets or units of participation In the various funds.

PACTS
Marine Midland

Marine Midland is a bank holding company having an office at One Marine
Midland Center, Buffalo, New York 14203. Marine Midland owns a controlling
interest in ten subsidiary commercial banks operating in various banking dis-
tricts of the State of New York. As 4 result of an amendment to the New York
Banking Law permitting banks after December 81, 1975 to branch and merge
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anywhere in the state, Marine Midland proposes as of January 1, 1976 to merge
its ten subsidiary banks into a single statewide bank, Marine. The principal office
of Marine will also be at One Marine Midland Center, Buffalo, New York 14208.
The proposed merger has been approved by the New York State Banking Board
and has been submitted to the Board of Governors of the Federal Reserve System
for approval. A request for ruling as to the Federal income tax consequences of
the proposed merger of the subsidiary banks has been submitted to the Reor.
ganization Branch of the National Office by letter dated August 8, 1975.

Common truet funds
Seven of the existing subsidiary banks maintain one or more common trust

funds. The following schedule sets forth the names and cities of the principal
offices of these banks, and the names, taxpayer identification numbeif and the
last month of the fiscal years of the eleven common trust funds involved in the
proposed transaction.

I. Marine Midland Bank-New York (New York City):
1. Discretionary Equity Common Trust Fund (3-6068978) (October)

("New York Equity Fund").
2. Discretionary Fixed Income Common Trust Fund (13-622709) (Octo-

ber) ("New York Taxable Income Fund").
II. Marine Midland Bank-Western (Buffalo):

3. Discretionary Common Trust Fund No. 1-The Stock Fund (16-6030970)
(April) ("Western Equity Fund").

4. Discretionary Common Trust Fund No. 3-The Taxable Income Fund
(16-6104803) (April) ("Western Taxable Income Fund").

III. Marine Midland Bank-Central (Syracuse) :
5. Discretionary Common Trust Fund No. 1-The Stock Fund (18-8162376)

(May) ("Central Equity Fund").
0. Discretionary Common Trust Fund No. 2-The Taxable Income Fund

(1-6162375) (May) ("Central Taxable Income Fund").
IV. Marine Midland Bank-Rochester (Rochester) :

7. Discretionary Common Trust Fund (16-019456) (July) ("Rochester
Equity Fund").

& Legal Common Trust Fund (16-6019455) (July) ("Rochester Taxable
Income Fund").

V. Marine Midland Bank-Southern (Elmira):
9. Legal Common Trust Fund (15-6016894) (October) ("Southern Fund")

VI. Marine Midland Bank-Northern (Watertown) :
10. Legal Common Trust Fund (15-016081) (January) ("Northern

Fund").
VII. Marine Midland Bank-Eastern, N.A. (Troy):

11. Legal Common Trust Fund (14-4021744) (May) ("Eastern Fund").
In addition, Marine Midland Bank-Western maintains a fund named Discre-

tionary Common Trust Fund No. 2-The Tax Exempt Income Fund, which is
invested in nontaxable municipal bonds. This fund is not involved in the pro-
posed transaction or in this request for ruling.

All of the funds have been maintained and operated in accordance with their
respective plans of operation and with applicable provisions of the New York
Banking Law and the Regulations of the Banking Board of the State of New
York, the applicable Regulations of the Comptroller of the Currency, and prior
to the assumption of jurisdiction of common trust funds by the Comptroller, in

- accordance with applicable Regulations of the Federal Reserve Board. All of the
funds are common trust funds as defined in Section 584(a) of the Internal Reve-
nue Code of 1964.

Although four of the funds are denominated as legal common trust funds and
the other funds are discretionary common trust funds, all the funds are pres-
ently authorized by their respective plans of operation and tHe New York Bank-
ing Law to be invested in such investments as the trustees may select in its dis-
cretion. The equity funds have been invested primarily In common stocks. The
taxable income funds have been invested primarily in preferred stocks and bonds.
The Southern, Northern and Eastern funds have maintained a balance between
common stocks and preferred stocks and bonds.

The following schedule sets forth the market values of the funds and their
equity and taxable income portions rounded to the nearest thousand dollars, as
of recent dateL
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Taxable income Total acket

Fund Equity tio portion value

1. New York Equity (July 31, 197) ........................... $2,2,000 ................ 2, ,
2. New Tork Taable Income (July 31, 1975) .................................. 3 267, 000 3,267, 000
3. Western Equity (July 31, 1975) ............................ 19,786,000 ................ 19,786, O
4. Western Taable income (July 31,1975) ................................ 13,647,000 13,647, 000
6. Control Equit May 31,197 5) ............................ 5, 663# ........... 9. . 663,000

6.Cotrl exzo w- (M 3,15 ................................... 6960,000 6k9"0,0007. Rcohsto Equity (July 31, 1 75) .......................... 1,108,000 ................ 1106,000
8. Rochester Taable income (July 31, 1975) .................................. 3,177,000 3,177 0009. Soutern (July 31,1975) ........................... 1,0760 1,3000 2,4140000

10. Noim 311 97)...........................3,141,000 2,0 000 5,1 000
11. Ea~n 2y 31,1975) ........................... 1,715,000 1,290 000 3,00

Upon completion of the proposed merger of the subsidiary banks on January 1,
1976, Marine will become successor Trustee of each of the existing common trust
funds. The funds will thereupon be administered from Marine's Buffalo office,
and will be subject to the audit Jurisdiction of the Buffalo District Office of the
Internal Revenue Service.

At present, the audit jurisdiction for the Western, Rochester, Central, Southern
and Northern Funds is in the Buffalo District Office; the audit Jurisdiction for
the Eastern Fund is in the Albany District Office; and the audlit Jurisdiction for
the New York Funds is In the Manhattan District Office.
Business purpose

By reason of the merger of the banks, it has been determined to combine eleven
common trust trust funds now operating on a regional basis into two funds-an
equity fund and a taxable income fund-operating on a statewide basis. The
resulting Marine funds should provide participants with greater investment
flexibility and diversification as well as more economical and efficient adminis-
tration. Duplication of services will be eliminated and costs reduced.
Prelinnary! resoluttone

The Marine Board of Directors will adopt resolutions in December 197t, effec-
tive as of January 1976, to make the following necessary amendments to the Plans
of Operation of the eleven funds:

(1) The Western Equity Fund will be renamed Marine Midland Bank-Diver-
sified Investment Fund-Equity ("Marine Equity Fund"), and the Western Tax-
able Income Fund will be renamed Marine Midland Bank-Diverslfied Investment
Fund-Taxable Income ("Marine Taxable Income Fund").,

(2) The quarterly valuation dates of the Central Equity Fund, the Central
Taxable Income Fund and the-Eastern-Fund wliLbe changed from the last bank
business day of February, May, August and November of each year to the last
bank business day of January, April, July and October of each year, to conform
the quarterly valuation dates of these three funds to the quarterly valuation
dates of the other eight funds Involved in the proposed transaction, including
the two continuing funds.

(a) The proposed splits and mnergers will be directed, as of a date to be selected
by the trust investment committee after necessary approval by the New York
8tate Banking Board.

The present plans of operation of each of the eleven funds involved in the pro-
posed. transaction are submitted herewith as Exhibits One through Eleven, and
the proposed amendments to each of these plans are submitted herewith as
ICthlbits One A through Eleven A.
Proposed traonsotos

It is proposed that on January 81, 1976, or as soon thereafter as Marine deems
it feasible, the Southern, Northern and Eastern funds will each be split 4nto
Equity and Taxable Income gub-Funds. The respective Equity Sub-Funds will
receive the equity securities aid a portion of the cash in the Southern, Northern
and Eastern Funds on that date, and the respective Taxable Income Sub-Fands
will receive the taxable income securities and a portion of the cash in the
Southern, Northern and Eastern Funds On that date.

Further it is proposed that o4 January 81, 19T6, or is soon thereafter as Marine
deems it feasible:

(1) The following Equity Funds and Sub-Funds will then merge into the
Marine Equity Fund (formerly the Wesrn Eqty Fund): New York Eqtlty
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Fund, Central Equity Fund, Rochester Equity Fund, Southern Equity Sub-Fund,
Northern Equity Sub-Fund, and Eastern Equity Sub-Fund.

(2) The following Taxable Income Funds and Sub-Funds will merge into the
Marine Taxable Income Fund (formerly the Western Taxable Income Fund) :
New York Taxable Income Fund, Central Taxable Income Fund, Rochester Tax-
able Income Fund, Southern Taxable Income Sub-Fund, Northern Taxable In-
come Sub-Fund, and Eastern Taxable Income Sub-Fund.
Method of proposed split*

On the effective date of the split of the Southern, Northern and Eastern Funds
into Equity Sub-Funds and Taxable Income Sub-Funds, each participant in the
Southern, Northern or Eastern Fund will be issued the same number of units
of participation in each of the Sub-Funds resulting from the split as the partici-
pant held in the Fund before the split. For example, a participant holding 100
units of participation in the Northern Fund will be issued 100 units of participa-
tion in the Northern Equity Sub-Fund and 100 units of participation in the
Northern Taxable Income Sub-Fund.

Undoubtedly, there will be changes in the investment portfolios of the Southern,
Northern and Eastern Funds prior to the anticipated date of the split on
January 31, 1976, and so it cannot now be determined, what the exact relation-
ship of the fair market value and the adjusted basis of the equity and taxable
income portions of these funds will be on the date of the split. It I anticipated,
however, that the fair market value of the assets transferred from the Southern,
Northern and Eastern Funds to one or the other of their respective Equity or
Taxable Income Sub-Funds will be within three percent of the adjusted basis
of such assets in the Funds on the date of the split. The fair market value and
adjusted basis of the assets transferred to one or the other of the respective
Equity or Taxable Income Sub-Funds will therefore be -very close", In accord-
ance with the provisions of Revenue Ruling 68-77, 1968-1 .B. 289.

As a result, it is proposed that the allocation of tax basis to the participants
in the Southern, Northern and Eastern Funds, as between their units of participa-
tion in the Southern, Northern and Eastern Equity and Taxable Income Sub-
Funds, be made in accordance with the so-called "subtraction" method, which
has been approved by the Internal Revenue Service in similar situations. In
accordance with this method, if the adjusted basis of the assets being transferred
from a fund to a sub-fund is very close to the market value of such assets on the
date of the split, a participant's adjusted basis for each of Its units of the sub-
fund is determined by dividing the adjusted basis of the assets of the sub-fund
by the number of units in the sub-fund. By subtracting the participant's adjusted
basis for a unit of the sub-fund, as so determined, from the participant's adjusted
basis for each of its units of the fund before the split, the participant's adjusted
basis for each such unit in the other sub-fund created by the split Is then
determined.

In this connection, since the Southern, Northern and Eastern Funds have
maintained separate basis records for each lot of participating units purchased
at any one time, the above described computations involving adjusted basis will
be made on a per lot basis for the units of each participant in any of these Funds.

For exalnple, if a participant has ai adjusted basis of $40.50 in each of its
units of participation in one lot of a splitting fund and an adjusted basis of
$42.40 in each of its units of participation in a second 16t of the splitting fund,
and if the adjusted basis of each unit of one of the sub-funds is determined to be
$19.80, then the adjusted basis of each unit of the other sub-fund attributable
to the first lot i $20.70 and the adjusted basis of each unit of the other sub-fund
attributable to the second lot is $22.60.
Method of proposed mergers

The property constituting the assets of the New York, Central and Rochester
Equity Funds and the Southern, Northern and Eastern Equity Sub-Funds will
be transferred to and become a part of the property constituting the Marine
Equity Fund (formerly the Western Equity Fund). In like manner, the property
constituting the assets of the New York, Central and Rochester Taxable Income
Funds and the Southern, Northern and , stern Taxable Income Sub-unds will
be transferred to and become a part of the property constituting the Marine
Taxable Income Fund (formerly the Western Taxable Income Fund). '

As a result of these mergers, participants in the merging Funds and Bub-Funds
will receive unitsof participation in the receiving Marine Fund and cash equal
to the fair market value of their total units of participation In the merging Funds
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or Sub-Funds on the date of the merger. The unit value of participations In the
receiving Marine Fund immediately prior to the merger will be the unit value
of all participations in the Fund after the merger, Including the participations
to be Issued to the participants In the merging funds. The number of units of
participation of the receiving Marine Fund which each participant in a merging
Fund or Sub-Fund will be entitled to receive will be determined by multiplying
(1) a fraction the numerator of which will be the total value of the merging
Fund or Sub-Fund and the denominator of which will be the value of a unit of
participation in the receiving Marine Fund, by (2) a fraction, the numerator
of which will be the number of units held by the particular participant in the
merging Fund or Sub-Fund and the denominator of which will be the total number
of units of participation in the merging Fund or Sub-Fund. Cash will be paid in
lieu of fractional units of participation in the receiving Marine Fund.

All of the merging funds and sub-funds will have separate basis records for
each lot of participating units purchased at any one time. Therefore for purposes
of determining the adjusted basis of units in the receiving fund issued to each
participant as a result of the merger, each lot will be treated as a separate
participant. The total adjusted basis of the units held in each separate lot before
the merger will be the total adjusted basis of corresponding units of the receiving
fund attributable to the lot. Fractions of units of the receiving fund attributable
to each separate lot for each participant in a merging fund or sub-fund will be
aggregated in a new lot for each participant, with a weighted average adjusted
basis derived from the adjusted basis of these fractions of units comprising
the new lot.

For example, assume a participant in a merging fund is entitled-to receive
41.65 units in the receiving fund, of which 11.9 units are attributable to one lot
and 29.75 units are attributable to a second lot in the merging fund. The partici-
pant's adjusted basis in the first lot is allocated pro rata between the 11 whole
units and the 0.9 fraction attributable to the lot. In like manner, the participlnt's
adjusted basis in the second lot is allocated pro rata between the 29 whole units
and the 0.75 fraction attributable to the lot. The 0.9 and 0.75 fractions of units
are aggregated into a new individual lot of 1.65 units of the receiving fund, with
a weighted average adjusted basis derived from the adjusted basis of each frac-
tion. Thus if the adjusted basis allocated to the 0.9 fraction is $817 and the
adjusted basis allocated to the 0.75 fraction is $8.43, the total adjusted basis for
the new lot of 1.65 units would be $6.60, of which $4L00 is allocated to the whole
unit and $2.60 is allocated to the 0.65 traditional unit. Only the 0.66 fractional
unit would be redeemed for cash.

Any accrued income or liabilities attributable to the assets of any merging
Fund or Sub-Fund at the date of transfer will attach to the receiving Marine
Fund by reference to the Items to which the accrued income or liability is
attributable.

RULIO RE QUESTEM

On the basis of the foregoing facts, you are respectfully requested to rule that
if the proposed transaction and the underlying bank merger receive necessary
regulatory approval and are carried through as proposed:

(1) The proposed splits of the Southern, Northern and Eastern Funds into
their respective Equity Sub-Funds and Taxable Income Suo-Funds will not result
in the recognition of gain or loss to these Funds or to their participants.

(2) The assets transferred to the Southern, Northern and Eastern Bquity
Sub-Funds and Taxable Income Sub-Funds will retain the same basis in those
Sub-Funds as they had in the Southern, Northern or lastern Funds immediately
prior to the splits.

(8) The holding period for the assets received by the Southern, Northern and
Eastern Equity Sub-Funds and Taxable Income Sub-Funds as a result of the
splits of the Southern, Northern and Eastern Funds will include the periods
during which such asset were held in the Southern, Northern or Eastern Funds
respectively.

(4) The adjusted basis for each participant's units of participation in the
respective Sub-Funds received as a result of the splits of the Southern, Northern
and Hastern Funds Into Equity Sub-Funds and Taxable Income Sub-Funds may
be determined by the use of the "subtraction" method as described In Revenue
Rullng"68-77, if the adjusted basis of the assets of these funds transferred to
either their respective Equity Sub-Fund or Taxable Income Sub-Fund is very
close to the fair market value of such assets on the effective date of the split
of these Funds.

74-712 0 - 76 - P.: - 17



60

(5) The holding period for each participant's units of participation In the
Southern, Northern or Eastern Equity Sub-unds and Taxable Income Sub-Fumds
received as a result of the splits of the Southern, -Northern and Eastern Funds
respectively, will include the period during which the participant held corre-
sponding units of participation in the Southern, Northern or Eastern Funds
respectively.

(0) The proposed merger of -the New York, Central and Rochester Equity
Funds and the outhern, Northern and Eastern Equity Sub-kunds into the
Marine Equity Fund will not result in the recognition of gain or loss to these
Funds and Sub-Funds or to their participants. In like manner, the proposed
merger of the New York, Central and Rochester Taxable Income Funds and the
Southern, Northern and Eastern Taxable Income Sub-Funds Into the Marine
Taxable Income Fund will not result in the recognition of gain or loss to these
Funds and Sub-Funds or to their Darticivants.

(7) For Federal income tax purposes, distributions of cash to participants
In the merging Funds or Sub-Funds in order to eliminate fractional units of par-
ticipation held by participants upon the mergers shall be treated as proceeds
from the sale or exchange of such fractional units of participating interests.

(8) The adjusted basis of the assets received by Marine Equity Fund and Ma-
rine Taxable Income Fund as a result of the mergers will remain the same in
these Funds as the adjusted basis of such assets In the various merging Equity
Funds and Sub-Funds and Taxable Income Funds and Sub-Funds respectively.

(9) The holding period for the assets received by Murlne .Equity Fund and
Marine Taxable Income Fund as a result of the mergers will include the periods
during which such assets were held by the merged Equity Funds and Sub-Funds
or the merged Taxable Income Funds and Sub-Funds respectively.

(10) The adjusted basis of each participant's units of participation In Marine
Equity Fund and Marine Taxable Income Fund Issued as a result of the mergers

l bthe same as the adjusted basis of the corresponding units of participation
held by the participant in the merged Equity Funds or Sub-Funds or the merged
Taxable Income Funds or Sub-Funds immediately prior to the markers, reduced
by the amount of each participant's adjusted basis attributable to a fractional
unit of Marine Equity Fund or Marine Taxable Income Fund which is eliminated.

(11) The holding period for each participant's units of participation in the
Marine Equity Fund or Marine Taxable Income Fund received as a result of the
mergers will Include the period during which the participant held corresponding
units of participation in the merged Equity Funds or Sub-Funds or the merged
Taxable Income Funds or Sub-Funds respectively.

DIscussion
Oj"

It is submitted that the Federal income tax consequences of the proposed splits
of the Southern, Northern and Eastern Funds into Equity Sub-Funds and Taxable
Income Sub-Funds are governed by the principles set forth in Revenue Ruling
68-7?, 1968-1 C.H. 280 and Internal Revenue Code Section 1223(1). No gain or loss
should be recognised by these funds or their participants by reason of these splits,
and the adjusted basis and holdiO periods of assets and units of participation in
these funds should be retained in the Sub-Funds and their corresponding units of
participation created by the splits. See alo letter of lster W. Utter, Chief,
Individual Income Tax Branch, dated April 12, 1972, in regard to the Bank of
New YUrk proposed splits and mergers of common trust funds, and letter of Lester
W. Utter, dated March 18, 1960, in regard to proposed s4,it of discretionary com-
mon trust fud of Marine Midland Trust Company of Western New York (now
Western),

Moron
Further, It Is submitted that the Federal income tax consequences of the pro-

posed mergers of the various equity funds and sub-funds Itito Marine Equity
Fund and the proposed mergers of the various taxable income funds and sub-
funds into Marine Taxable Income Fund are governed by the principles set forth
in avenuee Ruling 55-229. 195-1 C.B. 402, as clarihfed by Revenue Rulln
040, 190-1 .B. 192, and Internal Revenue Code section 1228 (1. No gain or
loss should be recognized by any of the funds or sub-funds, gr their partici-
pants by reason of the mergers and the adjusted bais and holding periods
of asets and units of participation in the merging funds and sub-funds should be
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retained in the receiving Marine Funds and their corresponding units of partici-
pation created by the mergers. See letter of Lester W. Utter dated April 12,
1972, supra.
Statement of cousl

In our opinion the proposed transaction and the amendments of the plans of
operation of the funds incidental thereto, are in compliance with the New York
State Baking Law and Regulations of the New York State Backing Board and
the Regulations of the Comptroller of the Currency applicable to common trust
fund. However, the proposed splits and mergers may be completed only If ap-
proval Is obtained from the New York State Banking Board and the Comptroller
of the Currency. Copies of this letter and the plans of operation and amend-
ments are ueing submitted to the Banking Board and the Comptroller. It is
anticipated that receipt of the rulings requested will be a prerequisite of the ap-
provals by the Banking Board and the Comptroller. Upon completion of the pro-
posed transaction, assuming approval from the Banking Board and the Comp-
troller, the Marine Equity Fund and Marine Taxable Income Fund will continue
as common trust funds as defined in Internal Revenue Code Section 584(a).

To the best knowledge of the undersigned, the issues presented In this ruling
application are not pending before any field office of the Service or any braneb
office of the Appellate Division.

If you have any questions with respect to this ruling application or if you re-
quire any additional information, you are authorized to telephone, collect, either
the undersigned or Arthur M. Sherwood or Thomas M. Barney, all partners of
Phillips, Lytle, Hitchcock, Blaine & Huber at (718) 847-8418; 8492 or 8480 re-
spectively. Enclosed herewith is a power of attorney Form 2848 in duplicate on
behalf ot Marine Midland.

A ,.onterence is requested if any ruling not In accord with.the rulings requested
is contemplated.

Respectfully submitted.
WLIM A. Barn, Jr.,

Counsel for Marine Midland Banks, Inc.

Novuma 25, 1975.
MAUN, MIDLAND BANKS, INC.,
One Marine Mfiland Center,
Buffalo, N.Y.

G a mzw: This is In response to a ruling request dated September 4, 1975,
submitted upon your behalf by William A. Bain, Jr., Esq., concerning the Federal
income tax consequences of a proposed combination of eleven common trust funds
of seven existing subsidiary banks into two common trust funds to be maintained
by a newly formed subsidiary bank. The proposed transaction is occasioned by,
and contingent upon,, the proposed merger of the ten existing subsidiary banks of
Marine Midland into a newly formed subsidiary bank named Marine Midland
Bank.

Specifically, three balanced common trust funds are to be split into equity
sub-funds and taxable income sub-funds. The three equity sub-funds are then to
be merged along with three other equity funds into a continuing Marine Equity
Fund. The three taxable income sub-funds are to be merged along with three other
taxable income funds into a continuing Marine Taxable Income Fund. The rulings
requested are to the effect that the proposed splits and mergers will not result In
the recognition of gain or loss to the various common trust funds or to their
participants, and will not affect the adjusted basis or holding period of assets or
units of participation in the various funds.

Marine Midland is a bank holding company, and owns a controlling interest
in ten subsidiary commercial banks operating in various banking districts in the
State of New York. As a result of an" amendment to the New York Banking Law
permitting banks, after December 31, 1975, to branch and merge anywhere in
the state, Marine Midland proposes, as of January 1, 1976, to merge its ten sub-
siliary banks into a single statewide bank (Marine). The proposed merger has
been approved by the New York State Banking Board, and has been submitted
to the Board of Governors of the Federal Reserve System for approval. A re-
quest for ruling concerning the Federal income tax consequences of the pro-
posed merger of the subsidiary banks has been submitted to the Reorganiza-
tion Branch, by letter dated August 8, 1975.



Seven of the existing subsidiary banks maintain one or more common trust
funds. The following is a listing of the names and cities of the principal offices
of these banks, and the names, taxpayer identification numbers, and the last
month of the fiscal years of the eleven common trust funds involved in the pro-
posed transaction:

1. Marine Midland Bank-New York (New York City):
1. Discretionary Equity Common Trust Fund (13-8063978) (October)

(New York Equity Fund).
2. Discretionary Fixed Income Common Trust Fund (13-6622709) (Octo-

ber) (New York Taxable Income Fund).
I. Marine Midland Bank-Western (Buffalo):

3. Discretionary Common Trust Fund No. 1-The Stock Fund (18-6030 70)
(April) (Western Equity Fund).

4. Discretionary Common Trust Fund No. 3--The Taxable Income Fund
(16-0104808) (April) (Western Taxable Income Fund).

1I. Marine Midland Bank-Central (Central Equity Fund):
5. Discretionary Common Trust Fund No. 1-The Stock Fund (1-612376)

(May) (Central Equity Fund).
6. Discretionary Common Trust Fund No. 2-The Taxable Income Fund

(16-6162375) (May) (Central Taxable Income Fund).
IV. Marine Midland Bank-Rochester (Rochester) :

7. Discretionary Common Trust Fund (16-001948) (July) (Rochester
Equity Fund).

8. Legal Common Trust Fund (18-6019455) (July). (Rochester Taxable
Income Fund.

V. Marine Midland Bank-Southern (Elmira):
9. Legal Common Trust Fund (15-0016894) (October) (Southern Fund).

VI. Marine Midland Bank-Northern (Watertown):
10. Legal Common Trust Fund (15-6016081) (January) (Northern Fund).

VII. Marine Midland Bank-Eastern, N. A. (Troy) :
11. Legal Common Trust Fund (11 -61744) (May) (Eastern Fund).

In addition, Marine Midland Bank-Western maintains a fund, named Dis-
cretionary Common Trust Fund No. 2-The Tax Exempt Income Fund, which is
invested in tax exempt municipal bonds. This fund is not involved in the proposed
transaction or in this request for ruling.

All of the funds have been maintained and operated in accordance with their
respective plans of operation and with applicable provisions of the New York
Banking Law and the Regulations of the Banking Board of the State of New
York, the applicable Regulations of the Comptroller of the Currency, and, prior
to the assumption of jurisdiction of common trust funds by the Comptroller, in
accordance with applicable Regulations of the Federal Reserve Board. All of the
funds are common trust funds, as defined in section 584(a) of the Internal Rev-
enue Code of 1954.

Although four of the funds are denominated as legal common trust funds and
the other funds are discretionary common trust funds, all of the funds are pres-
ently authorized by their respective plan of operation and the New York Banking
Law to be invested in such investments as the trustee may select in its discretion.
The equity funds have been invested primarily In common stocks. The taxable
income funds have been invested primarily In preferred stocks and bonds. The
Southern, Northern, and Eastern funds have maintained a balance between
common stocks and preferred stocks and bonds.

Upon completion of the proposed merger of the subsidiary banks on January 1,
19TO, Marine will become successor Trustee of each of the existing common trust
funds. The funds will then be administered from Marine's Buffalo office, and will
be subject to the audit jurisdiction of the Buffalo District Office of the Internal
Revenue Service. At present, the Audit jurisdiction for the Western, Rochester,
Central, Southern, and Northern Funds is in the Buffalo District Office; the audit
jurisdiction for the Eastern Fund is in the Albany District Office; and audit
jurisdiction for the New York Funds is in the Manhattan District Office.

The Marine Board of Directors will adopt resolutions in December, 1975, effec-
tive as of January, 1976, to make the following necessary amendments to the
Plans of Operation of the eleven funds:

(1) The Western Equity Fund-will be renamed Marine Midland Bank-Diversi-
fied Investment Fund-Equity (Marine Equity Fund), and the Western Taxable
Income Fund will be renamed Marine Midland Banks--Diversified Investment
Fund-Taxable Income (Marine Taxable Income Fund).
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(2) The quarterly valuation dates of the Central Equity Fund, the Central
Taxable Income Fund, and the Eastern Fund will be changed from the last bank
business day of February, May, August, and November of each year to the last
bank business day of January, April, July, and October of each year, to conform
the quarterly valuation dates of these three funds to the quarterly valuation dates
of the other eight funds involved in the proposed transaction, including the two
continuing funds.

(3) The proposed splits and mergers will be directed, as of a date to be selected
by the trust investment committee after necessary approval by the New York
State Banking Board.

,It is propd that on 4anuary 31, 1970, or as soon thereafter as Marine deems
it feasible te Southern, Northern, and Eastern Funds will each be split into
Equity anA Taxable Income Sub-funds. The respective Equity Sub-funds will re-
ceive the equity securities and a portion of the cash in the Southern, Northern,
an4 Eastern Funds on that date; and the respective Taxable Income Sub-funds
will receive the taxable income securities and a portion of the cash in the South-
ern, Non'heq, and Eastern Funds on that date.

Furtherit is proposed that on January 31, 1978, or as soon thereafter as
Marino deems it feasible, the following Equity Funds ahd Sub-Funds will then
merge into the Marine Equity Fund (formerly the Western Equity Fund) : New
Yorl Eguty Fund, Central Equity Fund, Rochester Equity Fupd, Southern
Equity Hub-Fund, Northern Equity Sub-Fund, and Eastern Equity Sub-Fund.

The following Taxable Income Funds and Sub-Funds will merge into the
Marine Taxable Income Fund (formerly the Western Taxable Income Fund) :
Ne# York Taxable Income Fund, Central Taxable Income Fund, Rochester Tax-
able Income Fund, Southern Taxable Income Sub-Fuud, Northern Taxable In-
come Sub-Fund, and Eastern Taxable Income Sub-Fund.

On the effective date of the split of the Southern, Northern, and Eastern Funds
into Euity Sub-Funds and Taxable Income Sub-Funds, each participant in the
Southern, Northern, or Eastern Fund will be issued the same number of units oZ
participation in each of the Sub-Funds resulting from the split as the participant
held in the Fund before the split. For example, a participant holding 100 units of
participation in the Northern Fund will be issued 100 linits of participation in the
Northern Equity Sub-Fund and 100 units of participation in the Northern Tax-
abbe Income Sub-Fund.

piq there will be changes in the investment portfolios of the Southern,
Northern, and Eastern Funds priot to the anticipated date of the split on
January 31, 190, it cannot now be determined what the exact relationship of the
fair market value and the adjusted basis of the equity and taxable income por-
tions of these funds will be on the date of the split. However, it is anticipated
that the fair market value of the assets transferred from the Southern, Northern,
and Eastern Funds to one or the other of their respective Equity or Taxable In-
come Sub-Funds will be within three percent of the adjusted basis of such assets
In the Funds on the date of the split. Thus, the fair market value and adjusted
basis of the assets transferred to one or the other of the respective Equity or
Taxable Income Sub-Funds will be "very close," in accordance with the provi-
sions of Revenue Rulings 68-77,1968-1 C. B. 280.

It is proposed that the allocation of tax basis to the participants in the South-
ern, Northern, and Eastern Funds, as between their units of participation in the
Southern, Northern, and Eastern Equity and Taxable Income Sub-Funds, be made
in accordance with the "subtraction" method. Pursuant to this method, if the ad-
justed basis of the assets being transferred from a fund to a sub-fund is very
close to the market value of such assets on the date of the split, a participant's
adjusted basis for each of its units of the sub-fund Is determined by dividing the
adjusted basis of the assets of the sub-fund by the number of units In the sub-
fund. By subtracting the participant's adjusted, basis for a unit of the sub-fund,
as so determined, from the participant's adjusted basis for each of its units of the
fund before the split; the participant's adjusted basis for each such unit in the
other sub-fund created by the split is then determined. Since the Southern, North-
ern, and Eastern Funds have maintained separate basis records for each lot of
participating units purchased at any one time, the above-described computation
involving adjusted basis will be made on a per lot basis for the units of each
participant in any of these Funds.

The property constituting the assets of the New York, Central, and Rochester
Equity Funds and the Southern, Northern, and Eastern Equity Sub-Funds will
be transferred to, and become a part of, the property constituting the Marine
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Equity Fund (formerly the Western Equitl Fund). In like manner, the prop-
erty constituting the assets of the New York, Central, and Rochester Taxabie
Income Funds and the Southern, Nortiern, and Eastern Taxable Income Hub-
Funds will be transferred to, and become a part of, the property constituting the
Marine Taxable Income Fund (formerly the Wesern Taxable Income Fund).

As a result of these mergers, participants in the merging Funds and 6ub-
Funds will receive units of participation in the receiving Marine Fund and cash
equal to the fair market value of their total units of participation in the merging
Funds or Sub-Funds on the date of the merger. The unkt value of participations
in the receiving Marine Fund, immediately prior to the merger, will be the unit
value of all participations in the Fund after the merger, including the participa-
tions to be issued to the participants in the merging funds. The number of units
of participation of the receiving Marine Fund that each recipient in a merg-
Ing Fund or Sub-Fund will be entitled to receive will be determined by multiply-
ing (1) a fraction, the numerator of which will be the total value of the merg-
ing Fund or Sub-Fund and the denomination of which will be the value of a unit
of participation in the receiving Marine Fund, by. (2) a fraction, the numerator
of which will be the number of units held by the particular participant In the
merging Fund or Sub-Fund and the denominator of which will be the total num-
ber of units of participation in the merging Fund or Sub-Fund. Cash will be paid
In lieu of fractional units of participation in the receiving Marine Fund.

All of the merging funds and sub-funds will have separate basis records for
each lot of participating units purchased at any one time. Therefore, for pur-
poes of determining the adjusted basis of units in the receiving fund issued to
each participant as a result of the merger, each lot wil be treated as a separate
participant. The total adjusted basis of the units held in each separate lot be-
fore the merger will be the total adjusted basis of corresponding units of the
receiving fund attributable to the lot. Fractions of units of the receiving fund
attributable to each separate lot for each participant in a merging fund or sub-
fund will be aggregated in a new lot for each participant, with a weighted aver!
age adjusted basis derived from the adjusted basis of these fractions of units
comprising the new lot.

Any accrued income or liabilities attributable to the assets of any merging Fund
or Sub-Fund at the date of the transfer will attach to the receiving Marine
Fund by reference to the items to which the accrued Income or liability is
attributable.

Based upon the foregoing facts, and assuming that the proposed transaction
and the underlying bank merger receive necessary regulatory approval and are
carried out in the manner proposed, it is concluded as follows:

(1) The proposed splits of the Southern, Northern, and Eastern Funds into
their respective Equity Sub-Funds and Taxable Income Sub-Funds will not re-
sult In the recognition of gain or loss to these Funds or to their participants.
Rev. Rul. 68-77, 1968-1 C.B. 289.

(2) The assets transferred to the Southern. Northern, and Eastern Equity
Sub-Funds and Taxable Income Sub-Funds will retain the same basis in those
Sub-Funds as they had in the Southern, Northern, or Eastern Funds immedi-
ately prior to the splits. Rev. Rul. 68-??, 1968-1 C.B. 289.

(8) The holding period for the assets received by the Southern, Northern, and
Eastern Equity Sub-unds and Taxable Income Sub-Funds, as a result of the
splits of the Southern, Northern, and Eastern Funds, will include the periods
during which such assets %vere held In the Southern, Northern, or Eastern
Funds, respectively, Rev. Rul. 68-?, 1968-1 C.B. 289.

(4) The adjusted basis for each participant's units of participation in the
respective Sub-Funds, received as a result of the splits of the Southern. Northern,
and Eastern Funds into Equity Sub-Funds and Taxable Income Sub-Funds, may
be determined by the use of the "subtraction" method, as described in Revenue
Ruling 68-7?; if the adjusted basis of the assets of these Funds transferred
to either of their respective Equity Sub-Fund or Taxable Income Sub-Fund is
very close to the fair market value of such assets on the effective date of the
split of these Funds. Rev. Rul. 68-??, 1968-1 C.B. 289.

(5) The holding period for each participant's units of participation in the
Southern, Northern, or Eastern Equity Sub-Funds, received as a result of the
splits of the Southern, Northern, and Eastern Funds, respectively, will include
the period during which the participant held corresponding units of participation
in the Southern, Northern, or Eastern Funds, respectively. Section 1228(1) of
the Code.
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(6) The proposed merger of the New York, Central, and Rochester Equity
Funds and the Southern, Northern, and Eastern Equity Sub-Funds into the
Marine Equity Fund will not result in the recognition of gain or loss to these
Funds and Sub-Funds or to their participants. In like manner, the proposed
merger of the New York, Central, and Rochester Taxable Income Sub-Funds
into tle Marine Taxable Income Fund will not result In the recognition of gain
or loses to these Funds and Sub-Funds or to their participants. Rev. Rul. 55-299,
1965- C.B. 402.

(7) For Federal income tax purposes, distribution of cash to participants in
the merging Funds or Sub-Funds in order to eliminate fractional units of partici-
pation held by participants upon the mergers shall be treated as proceeds from
the sale or exchange of such fractional units of participating interests. Rev. Rul.
60-240, 190--2 C.B. 192.

(8) The adjusted basis of the assets received by Marine Equity Fund and
Marine Taxable Income Fund, as a result of the merger, will remain the name
in these Funds as the adjusted basis of such assets in the various merging
Equity Funds and Sub-Funds, and Taxable Income Funds and Sub-Funds, respec-
tively. Rev. Rul. 55-290, 1965-1 C.B. 402.

(9) The holding period for the assets received by Marine Equity Fund and
Marine Taxable Income, Fund as a result of the mergers, will include the
periods during which such assets were held by the merged Equity Funds and
Sub-Funds, or the merged Taxable Income Funds and Sub-Funds, respectively.
Section 1228(1) of the Code.

(10) The adjusted basis of each participant's units of participation in Marine
Equity Fund and Marine Taxable Income Fund, issued as a result of the mergers,
will be the same as the adjusted basis of the corresponding units of participation
held by the participant in the merged Equity Funds or Sub-Funds, or the merged
Taxable Income Funds or Sub-Funds, immediately prior to the mergers, reduced
by the amount of each participant's adjusted basis attributable to a fractional
unit of Marine Equity Fund or Marine Taxable Income Fund that is eliminated.
Rev. Rul. 55-299, 1965-1 C.B. 402.

(11) The holding period for each participant's units of participation in the
Marine Equity Fund or Marine Taxable Income Fund, received as a result of the
mergers, will include the period during which the participant held corresponding
units of participation in the merged Equity Funds or Sub-Funds, or the merged
Taxable Income Funds or Sub-Funds respectively. Section 1228(1) of the Code.

No opinion is expressed concerning the Federal income tax consequences of
the proposed transactions under the provisions of any section of the Code not
specifically mentioned herein.

It is important that a copy of this letter be attached to the first return filed
for the common trust funds involved. A copy is enclosed for that purpose.

Pursuant to a power of attorney on file in this office, a copy of this letter is-
being forwarded toWilliam A. Bain, Jr., Esq.

Sincerely yours,
(Signed) BILLY HAzmT,

Ohief, Isdividuoi Issome I'a Brawh.

AMUtoAN GAs AssocuTiox,Arlbiglor, Ya., Jniji 88, 1976.

Hon. Russzu B. Lox o,

Oharse, Senate Finanoe Commiltee, Dirkws Setate Ofoe Buddigo,
Wa ngto , D.O.

Dzaz M. CRAMAua: The American Gas Association commends your Com-
mittee for its leadership in developing a National Euergy Policy, as reflected in
the Committee's Amendments to H.R. 10612. We believe certain modifications are
essential to ensure that your continued goals of optimum energy resource develop-
ment and optimum eflclepc in energy resource utilization art realized.

We enclose, herewith, our statement and request that this be mad. a part of
your proceedings. For your convenience, we have summarised Its salient points
in the briefing memorandum, also enclosed.

The Americn Gas Association urges:
(1) That our customer's capital contributions not be subject to dilution

by taxation.
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(2) That the tax credit provided for heat pumps (Section 2002) be ex-
panded to provide an equal credit for installing new, more energy efficient
gas and oil-fired furnaces; and,

(3) That the credit proposed for coal gasification equipment (Section
2003) is essential to the commercial development of coal gasification
technology.

Your Bill contains important steps to ensure optimum development of our
domestic fuel resources. We must also ensure that our consumers are encouraged
to use the most energy efficient, least expensive, most environmentally sound
heating systems available. The modifications we have proposed will make an
important contribution to this goal.

Very truly yours, GEOGE H. L&wRNCL.

PRINCIPAL POINTS JUSTIFTINO GAS EQUIPMENT TAX INCENTIVES

1. With free market pricing policies for natural gas, a diligent energy research
program, and a sound National Energy Policy, there are adequate potential
gaseous energy supplies to meet our nation's needs well into the 21st Century-a
90 to 120 year supply at present consumption levels.

2. Gas-fired systems are the most energy efficient; for example, some 60%
more energy efficient than electric heat, some 30% more energy efficient than oil
furnaces.

3. The gas industry provides our most capital efficient energy system. Gas has
a 9 to 1 capital efficiency advantage over electricity.

4. Gas is our most environmentally compatible fuel, universally acknowledged
by government and environmental sources.

5. Section 2003 credits for coal gasification are the best investment our nation
could make. Taxes from the wages from the Jobs created in the construction
and operation of the coal gas plants, alone, will more than offset the revenue
loss from the credit, while plant output will reduce our foreign payments by
as much as $3.7 billion annually by L990. The incentive to move ahead with this
most economic and efficient use of our vast domestic coal supplies offers an
overwhelming Justification.

. Section 2002, as drafted, could waste as much as 44 quadrillion Btu's annu-
ally; enough to heat 400,000 single family residences each year, by encouraging
consumer shifts from more efficient gas furnaces to less efficient heat pump
installations.

7. New gas-fired heating systems are 30 to 60% more energy efficient than the
typical gas-fired heating Installation of 20 or more years ago. The revenue loss
in tax credit to encourage these investments is some $45 million.

& The Committee Staff estimate of the revenue loss from the Section 2002
heat pump credit Is significantly understated. The Committee Staff estimates the
revenue loss at $3 million in the first year. Our estimates show the potential
revenue loss as high as $375 million.

In view of the foregoing, It is the recommendation of the American Gas Asso-
clation that the heat pump credit be limited to replacement of electric resistance
heating only and expanding the credit to encourage replacement of gas and oil-
fired systems with new, more energy efficient gas and oil-fired systems would
result in less revenue loss ($177 million), and would produce significant energy
savings.

TAX INCENTIVES ESSENTIAL To IMPROvE ENERoY EFFICIENCIES AND SUPPLIES

The American Gas Association welcomes this opportunity to present its views
on the provisions of the Senate Finance Committee Amendments to H.FL 10612.
We have asked time to address this Committee to emphasize the need for tax in-
centives to help this country meet its growing energy supply crisis.

The American Gas Association (A.G.A.) Is the national trade association repre-
senting some 800 natural gas distribution and transmission companies. A.G.A.'s
member companies provide approximately 85 per cent of the nations natural gas
utility sales to an estimated 160 million customers through a one-million mile
pipeline network. The natural gas industry Is the nation's sixth largest with an
investment of some $50 billion in that pipeline system and related facilities.

A.G.A. stressed the urgent need to establish a sound National Energy Policy.
It Is with regret that we must report, candidly, that neither the Administration
nor the Congress has as yet established a meaningful cohesive energy policy.
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The tax bill you have reported, contains provisions that have the promise of a
sound beginmng; with minor modlications, It could provide this nation with the
leactershp in energy policy matters that is so sadly lacking.

The goals of a sound energy policy should be to encourage: greater discoveries
and production of our domestic energy resources; development of new domestic
energy resources, and greater efficiency In ou ruse of our energy resources. To
achieve these goals, we must encourage private sector Investment In discovery
and production of new reserves, and in the development of new energy resources
technologies' and, we must encourage the consumer to select the most efficient fuel
to serve his energy needs and to select the most energy eflicent equipment possible
to utilize that fueL

The current crisis of deliverable supplies of natural gas available to the Inter-
state gas market tends to obscure the fact that when existing reserves, and po-
tential new discoveries of new reserves are taken into consideration, natural gas
Is our second most plentiful fuel-second only to coal. When you recognize that
we have the capability to make synthetic gas from coal commercially available,
and you add to our energy resource base the gas supplies available from imported
LNG, it is obvious that, with sound conservation practices, there are ample sup-
plies of gaseous energy to meet the projected U.S. demand requirements well into
the 21st century. Attached as Exhibit A is a study of our energy resource base,
with emphasis on gas demand and supply availability through the year 2000.

In examining the needs of our National Energy Policy, the Committee must
focus on the relative efficiencies of the alternate fuel systems which are available.
It must ensure that Its tax credit policies do not encourage inefficient use of our
fuel resources. And, the Committee must focus upon the relative impacts which
our alternate fuel systems have upon our ecology and our economy. If we do not
respect these essential restraints, -we run the risk of destroying the quality of
our life In attempting to manage our energy resource needs.

There are three principal facts concerning gaseous energy that should be used
as the cornerstones of our National Energy Policy:

1. GA-FUE SYSTEMS ABC TUC MOST MNUGY E"f OlIT

It is an engineering fact that it takes fewer Btu's of energy from gas to serve
our space heating requirements than any other energy form. The gas furnace is
some 60 per cent more energy efficient than electric heet and some 30 per cent
more energy efficient than the oil furnace. We invite your attention to Exhibit B
which studies this fact in greater detail. Thus, utilizing gas to serve our space
heating needs would have the equivalent effect of a 30 per cent increase in our
domestic base, and could reduce our fuel import requirements by some 10 per cent
or more.

2. GAS 1S oUR MOOT CAPITAL EawCIENT ZXEEGY SYSTEM

Our natural gas Industry, on a capital investment of $50 billion, serves more
than 30 percent of the energy requirements of our country. In contrast, the elec-
tric utility industry, on a capital base of $182 billion, serves less than 10 per cent
of our nation's energy needs. TJls is a 9-1 capital efficiency in favor of the gas
Industry. And, this capital efficiency advantage is extended to our consumers as
well as our stockholders.

tor example, while the costs of Installation of a gas furnace as compared to an
electric furnace are substantially the same, the electric furnace is significantly
more costly to operate. Indeed, on the average, a gas furnace will save the con-
sumer some $490 per year over the operating cost of an electric furnace, or some
$180 per year over the operating cost of an oil furnace. When these savings are
projected nationally, their Impact can be fully appreciated. It would cost the na-
tion's consumers $16.7 billion, more annually if they were forced to switch to
electric heating, or $10.9 billion if theheat pump is used-and this Ignores the
capital costs of conversion to the customer In switching heating systems. Thus,
gas systems can Pe one of our most important Inflation fighters. We can reduce the
capital needed td serve our energy requirements, and at the Rame time. reduce our
consumerW' energy costa. Exhibit B and Exhibit C study these facts in greater
detail for the Committee.

S. GAS IS OUs MOST ZEVRoNMNMALLY COMPATIM U

AA we enter our third century as a nation, we are increasingly conscious of
our responsibilities to our neighbors, as well as to future generations of Ameri-
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cans. We recognize as an essential national priority, the necessity, to the maxt
mum extent possible, of preserving our environment from further degradation.
Natural gas-our nation's cleanest fuel resource-is an important tool in reducing
the adverse impacts of our energy upon our environment

The physical characteristics o. natural gas are such that !i" is an environ-
menally superior fueL Natural gas does not pollute land or water and offers the
best hope for alleviating air pollution, especially in urban area. The Council on
Environmental Quality Report of August 19i8, entitled "hMnergy and the Hu-
vironment," states:

"Natural gas Is by far the least environmentally damaging of the fossil fuel
alternatives. There is essentially no water pollution other than thermal dis-
charge, and total air pollution is less than 5 per cent of the emissions from a coai
system and is significantly less than from an oil system. There are no solid
wastes."

Natural gas is not subject to the limitations placed on certain fuel uses through
national ambient air standards wnder the Clean Air Act of 1970. Natural gas is
virtually free of sulphur and particulates. Primary and secondary standards for
sulphur oxides, carbon monoxide, hydrocarbons, and nitrogen oxides have limited
the use of coal and oil for energy in industrial processes. Consequently, low
sulphur content fuels, such as natural gas, have been relied upon heavily as
energy sources, with fuel oil and coal serving secondary or alternate roles, de-
pending upon the use of fuel clean-up technology.

Natural gas provides the aesthetic benefit of a gas transmission system that
consists of a million-mile network of pipes and mains laid underground. Natural
gas pipelines are laid ata minimum depth of 24 Inches regardless of the terrain,
which allows the land to be used in the same manner as was customary prior to
the introduction of the pipeline. Once a pipeline is placed underground, the land.
scape is fully restored to a natural or an acceptable mai-made condition. Areas
prone to high levels of erosion are terraced and seeded. Drainage systems, includ-
ing construction of erosion control dams, are created Where necessary. Key lo-
cations of the pipelines are marked as ieconspicuously as possible. The natural
gas industry has also been phasing out its large above-ground holders over the last
decade. large underground storage fields and underground high-pressure storage
mains are being utilized in place of the above-ground gas tanks.

As Congress takes the needed steps toward meeting the nation's energy supply,
the contribution that natural gas can make toward meeting our national en-
vironmental goals must be considered. We attach as Exhibits D, E and F, studies
of the relative environmental impacts of alternate fuel systems. You will note
that, even as we turn to a reliance on coal as a gaseous resource, gasification of
coal, a chemical rather than burning process, is the least environmentally dam-
aging means of converting the potential of coal into useable energy.

Thus, our gaseous energy production, transportation &ud consumption systems
are an important tool In our nation's commitment to preserving a clean environ-
ment for future generaflons.

H.L 10612, AS AMENDED BY TAME SENATE FNANCK OOMMI CAN, WITH MIO
MODmOATIONS, aZ A SIoNIFICANT cozxEaSTONe ro A sounD NATIoNAL EN y
POLICY

With these general principals recognized, I would like to turn to the specific
provisions Qf the bill before you. At the outset I wish to reiterate our support for
the need to protect our customers' contributions inI4d-of-constructiou from tax-
ation. A previous witness has examined thbi In detail. We simply stress that In
this period of capital shortage we must insure that tax policies do not unduly
aggravate our self-help capital formation policies. T2urniug to the remaining
provisions of H.A,. 10612, I would like to discuss two provisions, of special con-
cern to uS.

STWION S -008cgSM SS TrAL TO COMMnCIAL 09MONSTATION OF COAL
GOIICATION TECHNOLOGY

With all of the attributes favoring gaseous energy, it In important to our na-
tion's economic vitality that we pursue those steps emsential to the viability of
the gas industy.'Germaine to today's hearings is the provision of the Bill, Bec-
tion 2008, to provide much needed tax credits to assist the industry in proving
the comjnerclal feasibility of the production of synthetic fatural gas from col.
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The revenue loss which will result from this credit could well be the beat
investment opportunity our nation will ever have. Our projected coal gas de-
velopments will reduce our foreign payments deficit by $900 million, annually,
by 1985, and this will grow to $3.7 billion per year by 1990. Coal gasification proj-
ects will add more than 1,100 operating jobs for each plant to the American
economy, representing more than $23 million annually, per plant, in wages alone.

In addition, during peak construction periods, each pLant will require 4,300
workers, representing a gross plant construction payroll of $200 million per
plant. Thus, the five projected plants would add 5,500 new permanent jobs to
our economy, representing $115 million, annually in new wages, plus $1 billion
in construction labor expenses. The tax contribution of these wages would exceed
$22 million, annually for operating personnel in 1985, plus $200 million from
plant construction labor. Plainly, the annual taxes from employees' wages alone
will more than offset the revenue loss from the proposed credit.

Surely such a wise incentive policy cannot be fairly characterized as "special
interest legislation."

TAX CREDITS TO IMPROVE ENERGY EFFICIENCIES SOUND NATIONAL POLICY. AMENDMENTS
ESSENTIAL TO ACHIEVE OPTIMUM ENERGY EFFICIENCIES

There are in the bill other provisions, specifically Sections 2001 and 2002,
which reflect a step in the right direction towards a sound national energy policy.
The concept of a tax credit to encourage consumer investments in more energy.
efficient equipment is a sound national policy if we are to make meaningful
progress in achieving more efficient use of our energy resources. However, the
manner in which such credits are now limited are not only discriminatory, but
fall far short of encouraging optimum efficiencies. Accordingly, we urge that
Section 2002 of the bill be amended to extend the definition of equipment qualify-
ing for the credit so as to include investments in new gas- or oil-fired central
heating equipment which result in upgrading the energy efficiency of the existing
heating system. And, we further urge amendment to Section 2001 to allow credits
for investments in modifications of existing installations that improve the energy
efficiencies of the system.

We commend the Committee for recognizing-in Sections 2001 and 2002 of the
bill-the urgent need to improve the energy use efficiencies of our home heating
systems in the United States. And, we concur with Committee's Judgment that
use of the tax credit incentives is an appropriate means to achieve this objective
with minimum intrusion into the consumer's freedom of choice, minimum cost
in terms of the government bureaucracy required to administer such a program,
and, with maximum impact in terms of eligible citizens participating in the
benefits of the program.

Critics have attacked the provisions of the bill as "special interest legislation."
Surely they must be uninformed as to both the need, and as to the consequences
of the bill.

The American Gas Association does believe that the bill in its present form
is discriminatory. As presently drafted, the credit allowed by Section 2002 would
be available only for qualified solar heating equipment or qualified heat pump
equipment. Insofar as heat pump equipment is concerned, the typical commer-
cially available heat pump equipment is the electrically-operated combined
cooling and heating unit. It is widely recognized that such equipment provides
significantly higher energy use efficiency than existing installed resistance type
electric heating systems. However, such units are decidedly less energy efficient
than gas-fired heating systems currently available to consumers. We attach
hereto as Exhibit G, a detailed analysis of the comparative energy efficiencies
of electric heat pumps and of gas-fired heating equipment.

The Committee must keep in mind one very important fact if it encourages
conversion to heat pumps. Since the heat pump is by definition an air conditioning
unit, limiting the availability of the credit to heat pumps will severely aggravate
the summer air conditioning loads on our already over-burdened summer peaking
electrical systems. The tax credit is an incentive for improving the energy
efficiencies of our home heating systems could make a significant contribution
to American energy independence. However, the Committee must encourage
energy efficiency improvement, not merely consumer shifts from one resource to
another. For example, the material presented to the Committee in support of
the heat pump credit plainly shows that the electric heat pump is more energy
efficient only when used to replace electric resistance type heating.



700

As the U.S. Council on Environmental Quality states in its August 1973 Report
(Exhibit B--3), "Jinergy and the Environment-Electric Power :"

"The conversion of gas and electricity into useful work is the final step in two
extensive energy systems that begin when the tuel Is extracted and end at the
point of use.

"When the total system is considered, all the gas-fired appliances are more
efficient than their electric-powered counterparts."

Critics assail the bid as "special Interest legislation." As presently drafted,
this may be a fair characterization. But, that can, and should be, easily corrected
by expanding the availability of the credit to apply to till replacement furnaces
which significantly improve the energy efficiency of an existing heating system.
As preseutty uraLted, the bil has the danger of encouraging the householder to
convert from the more energy efficient gas- and ol-fired central heating to electric
heat pump installations. If not corrected, this oversight could result in significant
energy waste to the nation. For example, new gas-fired central heating systems
are themselves some 30 to 60 percent more energy efficient than the typical gas
heating installation in our homes 20 or more years ago. Thus, with appropriate
incentives which the tax credit would provide, the householder could be en-
couraged to invest in the more accurately-sized, more energy efficient gas-fired
systems available today.

The average annual replacement market for gas-fired home furnaces is esti-
mated to be in the range of 1,000,000 units. Assuming a 40 percent energy use
gain by installing new efficient systems, this would result in annual Inet energy
savings of 44 quadrillion Btu per year, each year, enough to heat 400,000 single-
family residences each year.

THE REVENUE IMPACT

We urge the Committee to correct the obvious errors in its assessment of the
revenue impact resulting from the proposed credit.

The Finance Committee staff estimate of Revenue Impact--3,000,000, in the
first year-is significantly understated--our figures show a $875,000,000 revenue
impact loss. For example:

(a) Committee staff used estimated cost of heat pump at $1,500; Treasury
shows a cost of $2,500 per unit. GE puts the cost at $2,600.

(b) Staff estimated only 1,428 replacement units would qualify in the first
year, doubling to 2,856 by the third year. ($3,000,000-.-262.50=1,428) By contrast,
the Treasury shows an estimated 250,000 units qualifying, annually. The revenue
impact for this would be: 250,000/units=387.50 (assuming $2,500/unit cost)
Credit/UnitX250,000=$96,875,000 or $100,000,000 if we accept GE's coat figures.
And, this assumes that only electric resistance warm air systems replacements
qualify for the credit.

(c) Since the bill would open up the entire replacement market of gas- and
oil-fired equipment, assuming the validity of GE data, the potential market and
resultant revenue loss would be: [Note we have assumed full replacement in the
oil beat installation because of the advantage the credit would provide. In the
gas market, we estimate only a 10 percent replacement because GE figures show
gas is still more cost efficient.]
Oil-Fired Equipment

400,000 units annually. GE's estimate of average heat pump conversion cost:
$3,850. Credit: $5.25=$222,500,000 Revenue Loss.
Gas Furnace Market

Total Annual Replacement Units: 1,000,000. Assume 10 percent Market Pene-
tration: 100,000. Annual installation cost: $3,850 (from GE's presentation to
Committee). Credit: $556.25. Revenue Impact: $55,625,000. Thus, the total
potential revenue impact would be $875,000,000, annually, not the $3,000,000
estimated by staff.

In contrast, limiting the credit to replacement of resistance type heating for
the heat pump, and replacement of oil- and gas-fired equipment with even more
efficient gas- or oil-fired equipment would achieve significantly greater energy
savings and less than half the revenue loss:
Heat pumps ------------------------------------------ $9, 000, 000
Gas furnaces ------------------------------------------ 4 000,000
Oil furnaces.. ------------------------------------------ 8000,000

Total ------------------------------------------- 171 ,00, 000
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Accordingly, A.G.A. urges that Section 2002 be further amended so as to insure
that, to the maximum extent possible consistent with his freedom of choice, the
consumer is encouraged to select the most energy efficient home heating system
available to serve his particular needs. We recommend that Section 2002 of the
bill be amended to extend the definition of equipment qualifying for the credit so
as to Include investments in new gas- or oil-fired central heating equipment
which result in upgrading the energy efficiency of the existing heating system.

We further recommend that Section 2001 be amended to provide credits to
consumers who invest in modification of tOelr existing heating systems to Im-
prove the energy efficiency of those systems.

EXHIBIT A.-Analysis of Future Gas Supplies

With a sound national energy policy, including a free market pricing policy
at point of production and sound energy conservation practices, there are ade-
quate supplies of gaseous energy to serve our nation's needs well Into the 21st
Century. -

At present rate of consumption--an 11-year supply of proven reserves. And,
the phase out of boiler fuel usage of natural gas will stretch this supply for our
high priority residential and process fuel users by as much as 80 percent.

Additonal potential reserves, as yet unproven In Alaska and lower 48 states
and beneath our outer continental shelves, add another 40 to 50 years supply.

The use of advanced fracturing techniques to crack tightly held gas formations
in the Rocky Mountains couldadd another 10 years supply.

Coal gasification-gas from -coal -supplies gives us at least another 20 years
supply.

Liquified natural gas Imports and synthetic gas from liquid hydrocarbons will
supply 12 percent of our needs annually, by 1990.

Thus, supplies and technology exist to serve the gaseous energy needs for the
next 90 to 12 years
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EXHIBIT B-1
a I

HEED* REPORT

the
LIVING

DIFFERENCE
project

The Living Difference Project, a care-
fully monitored study of two identical
homes-comparing the use of electric-
Ity and natural gas for space heating,
water heating, cooking and clothes
drying

Conducted by Nationwide Consumer Testing Institute
for

The East Ohio Gas Company

*HALT EXCESS ENERGY DRAIN
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INTRODUCTION
The purpose of the Living Difference Test Home Project, originally con-
ceived by the East Ohio Gas Company, was to compare two real homes
under actual living conditions, both highly Instrumented and rigidly con-
trolled.

The project was a combined effort of research and marketing, with em-
phasis on conducting an unbiased study, which would provide accurate
Information to marketing management. The test was Initiated before the"energy crisis" and was conducted during a period when "cleanliness,
comfort and fuel cost savings" were major marketing efforts of gas utilities.

Although the study was never Intended to be used as. a comparative energy
utilization study, either on a point-of-use or primary basis, the study results
lend perfectly to this task of proving energy efficiency of natural gas for
certain tasks. As an unbiased source, the study has provided data toward
improving equipment performance and demonstrating actual advantages
of using gas energy for specific tasks.

The test used two identically constructed, -insulated and fumilshel homes,
occupied by two similar families. One of the homes was heated by gas
and had gas-fueled appliances. The other had electric heating and electric
appliances. The energy requirements of each home were carefully mea-
sured.

Since consumer believability was one of the objectives, the Nationwide
Consumer Testing Institute was engaged to conduct the project and to
certify its results.

Test families were selected from over 600 newcomers to the Canton area.
The Psychometrics Division of Nationwide conducted Interviews and rec-
ommended four finalist families, two of which were chosen as test parti-
cipants. The families were matched as closely as possible by age, family
composition, background, taste and economic situation. In the electric
home, Nationwide approved a heating system of electrical baseboard
units, operated by individual room thermostats.

A central forced air system was selected for the gas home.

A single-story, 1,270 square foot, ranch-style home representative of the
area was selected. The actual design consisted of three bedrooms and one
and one-half baths (see floor plan).

Each house had six Inches of blown Insulation In the ceiling and four
Inches in the walls. In addition, both homes had storm windows and doors.
The exteriors of both homes were identical in construction and color.
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During the construction period, East Ohio and Nationwide Consumer Test-
Ing Institute maintained a rigid on-site Inspection. Except for the fuel dif-
ference, both homes were identical down to the wall colors, the furniture,
and even the type of telephone Installed. The fuel choice appliances (stove,
oven, clothes dryer and water heater) within each home were matched ac-
cording to Input features and styling. Appliances were Individually metered
and, when possible, counters and timers were used to check operating
patterns. This preoccupation with appliance profile Is Important. Prelimi-
nary estimates indicated that one-sixth of each home's heating require-
ments would be supplied by Internal heat gain from occupants, lighting
and appliances; so it was necessary to have similar appliance operation.
In order to evaluate temperature control In each home, equivalent heat-
storage conditions had to be assured. Therefore, both families were pro-
vided with the same furniture, draperies, carpeting, etc.

Living Difference Test Home
Floo Plan
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All thermostats were locked at 72 degrees Fahrenheit. In addition, an
electronic system monitored environmental conditions within both homes.
The locations of temperature and humidity centers are shown on the floor
plan and, although not pictured, outside temperature was also recorded.
Each of these points was Interrogated hourly by Instrumentation housed
dOh a vacant lot between the two homes. To be absolutely certain that the
test results were unbiased, the families were switched between the two
test homes to eliminate, as much as possible, the human factor In energy
savings.

Given that introduction, here are details of the Individual appliances and
their consumption.

COOKING
Meal counts were obtained from dally logs and energy meters were read
four times each month. The profile charts were used to determine data
reliability and to signal trend changes. The monthly consumptions from
Table One can be used to obtain an estimate of total annual cooking usage
and the gas-to-electric energy ratio. The differences due to cooking habits
and Interpretation of "hot" meals were essentially equalized by perform-
ing two estimates, for the period of October 1965 to August 1966 and
September 1966 to January 1967. These Input values and results are tabu-
lated below.

TABLE I-LIVING DIFFERENCE MONTHLY COOKING RESULTS

Average "Hot" MealsI

Month
October, 1985
November
December
January, 196
February
March
April
May
June
July
August'
September
October
November
December
January. 1967

E ale
2.42/Day
2.04
2.28
2.45
2.43
2.22
2.35
2.65
2.12
2.38
1.52
1.15
1.25
1.09
0.93
0.94/Day

Gas
1.12/Day
1.54
1.67
1.86
1.82
1.56
1.42
1.33
1.13
0.84
1.03
2.47
2.25
2.06
1.97
2.15/Day

76.3
72.0
89.5
88.8
66.3
65.4
75.0
79.4
70.0
83.0
66.6
54.8
67.8
59.5
60.7
76.0

KWH 621 CF
538
576
653
544
577
515
639
512
417
497
701
653
737
670

KWH 771 CF

I As reported on daily log sheets.
'Families switched on August 17, 1966.

14-12 0.* 7 - P.S - 16

Monthly Cooking ConsmnpUon
Electric Gas Test Home
Test Home Gas Eltri

1.2 KWH
0.5
1.0
1.0
0.3
0.8
0.3
0.7
0.5
0.5
0.5
0.6
0.9
0.8
0.3
1.1 KWH
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Annual usage estimates were derived by multiplying average usage for the
two periods, by the mean number of reported meals per year (644). For
comparison purposes, other sources and estimates are listed below. Al-
though the gas-to-electric energy ratios in these test homes agree reason-
ably well with other sources, overall cooking consumptions are usually
lower. This reduction Is attributed to the Inclusion of fewer meals In the
estimate base.

Perod
Oct. '65 to Aug. '86

Sept. '66 through
Jan. '67

Item
Gas Cooking
Elec. for Gas

Elec. Cooking

Gas Cooking
Elec. for Gas

Elec. Cooking

Meals
454

0

Total Cooking

5592 CF
6.8 KWH

710 785.7 KWH

330 3532 CF
" 3.7 KWH

162 318.8 KWH

_11 Wonm

12.32 CF
0.014 KWH

1.078 KWH
10.70 CF
0.011 KWH

1.967 KWH

A Companion of the Uving Diermce Test Data To Other
Publied Imformatom:

Living Difference Project

USDA-TB1073
Zinder
Ohio Power
A.G.A.

7

Etimatd Annual Cooking Consumption
Gas Electric Energy Rat

p7.1 Therms 960 KWH 2.31
+8 KWH

109.1 Therms
103.2 Therms

105.0 Therms

ComparWo of Primary Energ Used:

980 KWH x 11,765 BTU/KW

GM
74.1 Therms x 100,00 BTU/therm

8 KWH x 11,76 BTUI/KW

Conclusion: Cooking by electricity use
natural gas.

PrIMely Energy C, onmption
11,529,700 BTU/year

- 7,710.000
- 94,120

7,804,120 BTU/year

81.48 times more primary energy than by

1606 KWH
1452 KWH
840 KWH

1.99
2.06
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CLOTHES DRYING
Clothes dryers were included In both test homes. Consumption and profile
metering was attached to obtain good appliance data. The average load
per day shows a reversal In trend after the family switched In August of
1966 (see Table Two). This again illustrates the effects of living habits.

TABLE l-LIVING DIFFERENCE MONTHLY CLOTHES
DRYING RESULTS

Averag Loas', Averaege Minutes
Per Day Per Load

Ele. Gas
1.15 1.12
1.30 0.67
1.18 0.82
1.28 0.76
1.61 0.82
1.29 0.70
1.24 0.73
1.24 0.66
1.03 0.65
1.19 0.53
0.94 0.77
0.56 1.11
0.61 1.14
0.65 1.23
0.81 1.07
0.61 0.97

Em@
58.2
50.7
64.9
48.5
47.6
53.4
60.0
63.8
69.3
70.3
75.1
92.9
97.5
92.2
96.6
85.1

an
38.8
52.7
38.7
50.9
50.3
45.1
51.2
56.7
65.9
55.7
55.4
50.5
42.2
41.7
42.9
50.8

Tet o
118.1
109.3
136.7
104.5
120.4
107.8
120.0
131.5
105.6
129.9
108.4
81.4
94.6

104.9
88.2
95.2

I As reported on daily log sheets. Although not listed here,
mined by electric counter attached to the clothes dryer.
I Families switched on August 17, 1966.

MontMy Clothm DryingConsumn
m Ga Test Home.om Gas Elec.
KWH 358 CF 7.0 KWH

285 6.2
276 5.0
292 6.7
327 5.7
278 4.7
305 5.5
357 6.1
353 6.2
259 4.4
327 6.4
415 8.0
369 6.6
480 8.5
348 6.3

KWH 428 CF 7.9 KWH

loads were also deter-

Mon1t
Oct., 1965
Nov.
Dec.
Jan., 1966
Feb.
Marchj pril

June
July
Aug.'ot.
Nov.
Dec.
Jan., 1967
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These consumptions are then averaged and multiplied by the mean test
home usage of 338 loads per year to yield the following estimates.

ENERGY CONSUMED IN CLOTHES DRYING:

Period Item Loads
Oct., '65 to Aug. '68 Gas Clothes Drying 228

If to

Sept., '66 through
Jan., '87

Elec. Clothes Drying 381Gas Clothe Drying 168
Elec. Clothes Drying 92

Total Clothes
Drying

Consumption
3090 CF
55.5 KWH

1183.8 KWH
2040 CF
37.3 KWH

462.3 KWH

C tion
Per Load
13.55 CF
0.243 KWH
3.107 KWH
12.14 CF
0.222 KWH
5.025 KWH

As with cooking, other sources have been included for comparison pur-
poses. Although a general agreement exists on the magnitude of other
published gas-to-electric energy ratios, there is a large divergence be-
tween annual consumption estimates. This, of course, results from the

- differences in load base used to secure the estimates.

ESTIMATED ANNUAL CLOTHES DRYING CONSUMPTION:
Source
Living Difference Project

Zinder
Ohio Power
A.G.A.

Gas
45.2 Therms

+89 KWH

44.4 Therms

48.0 Therms

Electric Energy Ratio
1557 KWH 0.91

1170 KWH
900 KWH

1.11

COMPARISON OF PRIMARY ENERGY USED:
EWectro

1557 KWH x 11,765 BTU/KW

Gas
45.2 Therms x 100,000 BTU/Therm

89 KW x 11,765 BTU/KW

Primary Energy Consumption
18,318.105 BTU

4,520,000
1,047,085
5,567,085 BTU

Conclusion: Drying clothes by electricity used 3.29 times more primary energy
to do the same job than natural gas.
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WATER HEATING
As with the other appliances Installed in the test homes, water heating
consumption was submetered to obtain operating data. Both fuel Input and
hot water output were metered. Both units were set to deliver heated water
at 140 degrees F., verified by on-site readings which have indicated ranges
from 140 to 147 degrees F. Profile plots of cost of water use revealed little
variation in operating patterns. As in the case of cooking and clothes dry-
Ing, a reversal of use patterns occurred after the families were switched.
For this reason, estimates will be compared as illustrated on the next page.

Because of the high summer water heater usage in the all electric house
associated with family use of an outdoor wading pool, estimate periods
were selected from March to June, 1966, and from September to January.

TABLE Ill-LIVING DIFFERENCE MONTHLY WATER
HEATING RESULTS

Dally Hot Water Usage Monthly Water Heating Cnsunp.
Electric

gal. 66.3
59.0
60.2
58.7
61.7
56.5
61.3
59.5
66.0
64.3
48.8
40.8
36.4
35.1
37.4

;al. 36.8

MBTU1 75.0 gal.
68.0
63.7
78.2
73.5
64.2
70.9
74.7
75.2
60.3
57.7

105.2
99.6
96.9
97.3

MBTU 96.2 gal.

an
44.3
40.1
37.6
46.1
43.4
38.4
41.2
44.0
43.0
32.0
31.8
60.0
56.5
52.8
54.4
50.7

Electric Gas
MBTU 873.2 KWH 3156 CF

750.4 2835
850.6 3109
730.2 3257
732.6 2919
746.2 2834
773.9 2816
867.8 3354
836.0 2840
898.3 2483
814.5 2442
488.9 3549
544.4 3435
639.0 4006
550.6 3437

MBTU 648.0 KWH 3827 CF
' Developed by using a "continuous" flow BTU meter. Results yield lower than
actual temperature rise, but do verify similar usage and temperature patterns In
both test homes.
2 Families switched on August 17, 1966.

PeOd
March '66 to
June, '6

Sept., I6
through Jan., '67

Item
Gas Water Htg. Input

Output
Elec. Water Htg. Input

Output

Gas Water Htg. Input
Output

Elec. Water Htg. Input
Output

Gallons
6450

9370

15020

10710

Total
9004 CF

3798.0 MBTU
2387.9 KWH
5437.5 MBTU

18254
8306.5
2870.9
5649.0

CF
MBTU
KWH
MBTU

Per Gallon

1.396 CF
@0.589 MOTU

0.255 KWH
@0.580 MBTU

1.215
@0.663

0.268
@0.527

CF
MBTU
KWH
MBTU

Month
Oct., 1965
Nov.
Dec.
Jan., 1966
Feb.
March
April
May
June
July
Aug.2
Sept.
Oct.
Nov.
Dec.
Jan., 1967

112.3
100.0
102.1
99.6

104.5
96.9

104.4
103.9
132.2
130.3
92.6
74.4
69.2
68.2
70.5
70.8 i

I
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These values are then averaged to yield corrected estimates based on
equivalent BTU per gallon outputs. Analysis of the resultant BTU per gallon
data yields lower than expected temperature rises. This abnormality is
attributablee to Intermittent flow through the BTU meter. Since the usage
pattern In both homes Is similar, the resultant energy Input estimates
(shown on next page) are still considered valid.

UNCORRECTED CORRECTED
GAS 1.306 CF/Gal. @ 571 BTU/Gal. 1.288 CF/Gal. @ 563 BTU/Gal.
ELECTRIC 0.262 KWH/Gal. @ 554 BTU/Gal. 0.266 KWH/Gal. @ 563 BTU/Gal.

Multiplication of the corrected energy input estimates by the average test
home hot water usage (85 gallons per day) yields the consumption esti-
mate shown below. Other data sources are included for comparisorpur-
poses.

Although the test homes' consumption is rather high, reflecting higher hot
water usage, their comparative energy ratios are in very close agreement
with other published data.

ESTIMATED ANNUAL WATER HEATING CONSUMPTION

Source
Living Difference Project

Zinder
A.G.A.
Ohio Power
Univ. of Illinois

Gas
448 Therms

292 Therms
288 Therms

Electric
8253 KWH 1.58

5220 KWH

4880 KWH

1.64

1.46 to 1.60

COMPARISON OF PRIMARY ENERGY USED

Electric
8253 KWH x 11,765 BTU/KW

Gan
446 Therms x 100,000 BTU/Therms -

Primary Energy
97,096,545 BTU

44,600,000 BTU

Conclusion: Heating water with electricity uses 2.18 times more
with natural gas.

Energy Ratio

energy then
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HEATING
A central forced air gas system and decentralized electric baseboard units
were chosen as the heating systems to be compared. To eliminate any
question of bias, the electric heating system was Installed by an electric
utility-approved heating contractor. Test degree days for the heating pe-
riod totaled 6.077, which Is only 3.1% above the normal 5,896. This Indi-
cates that the environmental conditions at the test site closely approxi-
mated a typical year.

TABLE IV-LIVING DIFFERENCE MONTHLY
HEATING RESULTS

Deree Dam
462
689
911

1315
991
782
559
368

Period
Oct., '65 to May, '66

Electric Test Honm
2407.4 KWH
3030.0
3860.3
4513.4
4126.7
3411.6
2180.5
2123.8

Item
Electric Heating
Gas Heating

Gas Test
I as
11.135 MCF
16.272
19.393
23.928
20.122
16.132
12.171
9.734

HomeElectdo
35.0 KWH
54.1
85.9

100.2
85.6
68.5
62.6
43.9

Consumption
25,653.7 KWH
128.887 MCF

+525 KWH

COMPARISON OF PRIMARY ENERGY USED
-Electric

25,653.7 x 11,765 BTU/KWH

Gas
128.887 MCF

525.8 KWH X 11,765 BTU/KWH

301,815,781 BTU

128.887,000
6,186,037

135,073,037 BTU

It was assumed that electric heating was 100% efficient. Seasonal utill-
zation efficiency for gas heating is subject to variations In both gas furnace
operating characteristics and heating requirements in the test homes.
During the period from October, 1965, to May, 1966, the overall on-site gas
heating utilization efficiency was 65.0% including the blower (with blower-
65%; without blower--65.8%). Again, this Is based on the identical heating
requirements in both test homes and assumed electric efficiency of 100%.

Monh
Oct., 1965
Nov.
Dec.
Jan., 1968
Feb.
March
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Conclusion: Space heating with electricity uses 2.23 times more primary
energy than with natural gas.

COMPOSITE RESULTS
The annual base cost for the electric home came to 36,444 KWH, while the
gas home consumed 623 KWH and 1857.3 therms. Using the heat rate of
11,765 BTU/KWH for electric generation systems, the electric appliances
consumed 428.76 (10") BTU's of primary energy to do the same job as with
192.33 (10) of natural gas. Therefore, electricity used approximately 2.23
times more BTU's of primary energy than did natural gas to supply a home
with energy annually to cook, dry clothes, heat water, and heat the house.

This factor is used to convert the electric energy to its primary energy
equivalent (the energy extracted from Mother Earth in its natural state).
On a national average for every kilowatt hour of electricity delivered to
the user, 11,765 BTU of energy must be extracted from the earth. This is
equal to a 29% system efficiency.
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EXHIBIT B-2.-Comparative Analysis, Energy Efficiencies of Alternate
Central Heating Systems

TABLE 13-4.-SPACE HEATING EFFIC'ENCIES BY FUEL FOR THE RESIDENTIAL AND COMMERCIAL SECTOR

[In percent

Fuel type Residential Commercial

Coal ....................................................................... 55 70
Natural as ................................................................. 75 77
Petroleum products --------------------------------------------------------- 63 76
Electrity -------------------------------------------------------------- 95 95

Source: SRI, 1972: 153.

As shown in Table 13-4, coal efficiency Is much higher for commercial estab-
lishments than for residences, primarily because of better equipment maintenance

-and adjustment. Conversely, the efficiency of the larger, more sophisticated com-
mercial natural gas burners is only two percent greater than that of home fur-
naces. Oil efficiency in commercial establishments is substantially higher than in
homes and approaches natural gas efficiency. The efficiencies of coal, gas, and
oil heating units are limited primarily by economics. Additional heat exchangers
necessary to extract all possible heat from the combustloL grses would require
substantial capital investment in the heating device.

As indicated in Table 13-4, electric heating is considered 9w-percent efficient
in both homes and businesses. However, this estimate applies only to the conver-
sion of electricity to heat and does not take into account the conversion of fuel to
electricity. In the U. S., the average efficiency for electric power generation plants
is about 33 percent (see Chapter 12). Thus, if the efficiency for electrical resist-
ance heating included electricity generation, the total system efficiency would be
approximately 30 percent (SRI, 1972: 154).

EXHIBIT B-8.---Comparative Analysis, Alternative Energy Systems CEQ Report

Column 1 of Table 6 shows that for all these functions the gas-powered ap-
pliance consumes more energy directly than its electric counterpart. For example,
an electric stove needs only 49 percent of the energy input of a gas stove.

But this is only part of the story. The conversion of gas and electricity into
useful work is the final step in two extensive energy systems that begin when the
fuel is extracted and end at the point of use. When the total system is consid-
ered, as may be seen in column 2 of Table 6, all the gas-fired appliances are more
efficient than their electric-powered counterparts: 1.4 times as much energy is
needed to run an electric stove than a gas stove. For home heating, gas Is more
than twice as efficient as electricity. The low overall efficiency of the electric-
powered heating system results from the poor conversion efficiency at the power-
plant and the significant transmission line losses.

At the same time that we Inefficiently heat our homes and operate many appli-
ances with electricity produced from natural gas, we are also inefficiently using
gas to produce light. Almost 4 million gas lamps are lit in the United States, each
using about twenty times more energy than its electric equivalent, a 25-watt
bulb. The natural gas savings that could be realized by replacing gas lamps with
electric bulbs would heat over 600,000 homes annually.

Home appliances consume large amounts of energy, particularly electricity,
and there are big differences in the many products designed to do the same Job.
Yet information on these differences is not available to the consumer when he
purchases these products. If it were, it could stimulate savings in energy and
it energy bills.

Perhaps greater potential for energy savings can be found in the devices we
use for space heating, water heating, and air conditioning. Raising home insu-
lation standards would also be effective.



714

TABLE 6.-RELATIVE EFFICIENCIES OF RESIDENTIAL USE OF GAS AND ELECTRICITY

Relative ectrI ewnegy
requirements'

At point of use For total system I

bce ln .............................................................. 0.79 2.2
h=ealong ----------------------------------------------------- .70 2.0

Cooldng ---------------------------------------------------------- .49 1.4
Cloth e n ............................................................... 82 2.4
Central air co itongd- ....................................................... 60 1.8

s Gas-I."

'Based on Table A-7. The efficiency of delivery to the consumer of electricity vs. gas is 35 percent
Source: Stanford Research Institute. 1972. "Patterns of Energy Consumption in the United States." Prepared for the

President's Office of Science and Technology, Energy Policy Stalg. Menlo Park, Calif.: S.RI., pp. 59, 153.

COMPARATIVE OPERATING COSTS

GAS

Ranges

Dryers
Water Hea ters
Space Heating

EXHIBIT 0-1

ANNUAL
SAVING

17"
240

26-

APPLIANCE
UFE (YEARS)

ELECTRIC

$1.0oo
$1 .oo
$1.00
$1.00

TOTAL
SAVINGS

Ranges
Dryers

Water Heators

$29.12 x 13
42.04 x 10

139.10 x 10
Space Heating 490.87 x 17

% $701.13
]xim C-2

$378.56
420.40

m 1,391.00
8,344.79

$10,534.75
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ADDED COST FOR ELECTRIC

UNITS
IN USE
(millons)

Ranges

ANNUAL
ADDITIONAL
OPERATING
COSTS

34.5 X $29.12 =
Clothes Dryers 1LQ-:X- 42.04 =

Water Heaters 29.2 X 139.10 =
Space Heating 34.1 X 490.87

$701.13

US ANNUAL
ADDITIONAL
OPERATION
COSTS (millons)

$1,004.6
420.4

4,061.7
16,738.7

$22,225.4

EXHIBIT C-
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Table 13-G. aesiduals for Space Heating Energy Use

l'nd 1're sector W.ter Pollutants (Tons'measurOi Air Pollutant- (Tons/measure)

._ .d0n .tnU/

C. bU if 9U -

on 0 x m0'

0 0I0

1:-!%id#-nti.A rnd Usc/Fur).- - ___

Ni~~tur1.1 3.03 3.4 4.I 1.21NAN A ~ j __ 2 ~ __ 6.05 Dw_ elling- 1 ~17
.. .1j .21 3.92 7. LAP( 4.9 1.2" 6.22 Ow.,e 1 i n-j- 1.2-) .J. ts I

__Lq_ _ Petroleum Gas NA NA,_._M_% NAMA o NNA .N x lO -X10
3  

xO- 4  
x10-

3  
x10- 3  

x10-
4  

NA year xt0
8  

x106 1970v,,i],,s r .' ' .' ::o- xO- xO- o- ' 501 P'.01 1.02 1.T 2.3 Dwelling- 1.39 1.65

...... NA NA NA NA N ON 0 NA NA N xL0- x10-
3  

XIOr
2  

"lOI x10 .001 NA year x10
8  

x10
7 

f,97d

Electricity " NA NA A A! NA NA N NA NA NA NAt NA NA Deal - 1.45 4i.2 1970

knd:'" rcial E UW Fuel 
X108

7 I AC: * : A T N A--- 2 :3 2 1 .2 3 7 .1a 9 .78 2 .4 5 J . Sq u a r eo fo ot 2 .5 2 7 .37
;.itur.al Gas %% N NA NA N.A NA NA NA NA : x10"G4 x10 

5  
x0 x10-7. qar x15 x!09 1970

1 2.415 .32 1. 3a 9. 71 598 1.2 Squa re foot 2 5

Li",id Petroleum Gas %A NA NA N. NA IA %A NA NA %A x10-1. xlO-
5  

x10-
6  

x10- X1 x10
6  

1970
1.311 5.54 2.90 2.76 1.84 1.84 Cuate foot 2 5 2.23

Oistillate NA NA NA A KA NA 0 NA NA UA x10- xio- 5  x10-5  x1o-6  x1o-7  xmj- 6  NA , ar i_ e-9 1970
".9 5.12 2.23 2.6 1.71 18.54 Sq-are foot 2.55 I 4.6

NAeidual$ ,A M N NA w\ NA 0 KA I. NA xIi'- x!U-5 y10-" x10:-
6  

xt°-1
7  

x10
7  

%A vr x10
5  

fX1
9  

197oI 9 -oot 41 1.28 5.64 2.09 2.77 -.54
Coal NA % N A NA NA NA NA NA .A NA NA' l xlO-4 xlxO-S x0-

4  
x1-5 xlO-

5 
x10-

7  
U year x10

5  
x1O

9  
1970

NA - not applicable. NC = not consideicd. U - unknown.
aDwcllinj-ycar is a heated and cooled typical residence operated for one year.
bISquare foot-year is a heated and cooled typical square foot of commcr:ial space over a period of one year.

-.
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Tablo 12-4. ociduals for Doilcr-Fired Powr-r Plants

F / cc''.:'t iona 1

Water Pollutan-s (Tons/10
12 Btu's) Axr Pollutants (Tons/1C

12 
Stu's) o 102tus

SYSTEM .-- " I -

, • ' 0 --- 93 0,
6 00 L . '4 . 0C

_ _ _ _ i ,~ U 10 0m 0U 0 0 ) GP- c -4
Z t- 0 0 V1V 0 4% U) #C fl

No controls 25.7 U U U 5.01 6.A4 2.71 U " x01 82.2 369. .2020. 6.15 2v.5 -103 so0o. -8.9 Or. 010614.41

ICOAL

5.2 G. 4z/Convent ionA Stearn2%o controls V U U U 5.01 .09 .016 U II x10iI| 7.3 191. 2.293 13. .190 3.43 0 1.42 .O0l7 2-14

Atmo spheric
Fluidized Dad, 1.62/. 18
Cont rolledu0 0 U 18.2 0 .003 U 0 111.3 70. 1378. 242. 2. 5 0 16990. 4,2R_ U U U

5 COAL.

Atrmospheric
Fluidized P-,d ,80. 162/-1 4Cont rolled" 0 0 U U 118.2 0 .003 U U 0 8 .52 70. 167. 242. 2.5 0 3.82 U U U

6 NORI H L-r COKL

Atmospheric
Fluidized Dcd - -I 1.62/.1
C.ntrolledb 0 0 U U 18.2 0 .003 U U 0 5.31 70. 6.8 242. 2.5 0 3990 3.10 U U u

....hc ri I
Fliiod. -,,-- -- - - - - -- - -

I,



Table 12-4. (Continued)

12tr OCC-4pitiona1,~~ /a flealt.h

water Pollutants (Tons/10
12 

Btu's) Air Pollutants (Tons/iO
12 

Dtu ) 1 102a -, 't

0 V
4p pa V - -

" V* U l> 9-
SYSTEM 0-0 Qa C ~ 0 f, I. A

__________ 0 ____a#_ft.1W

a :1 0r ~' 0 0 0 0
__ __ _ .dc a 'V WV %n -U 0.4

EASTERN COAL -

Conventional Boiler ! -with wet limestone .' ./U "------

scrubbing¢ 0 *NC WC KC 0 1;. 5 5.% NC NC 0 s0. 300. 2S0. 6.5 21. :C xl0 12.5 .0001 o!t'l S.1

a E•-E COAV.. -

Conventional Boiler ..
ith "6 v ubbinaeC NC NC I C 0 12.5 55 NC NC 0 50. 300. 250. 6.5 21. NC 6400. 12.5 .0003. .014 5.1

4k T.RN COAL ,
Conventional Boiler _

ith wet limestone 12.5/U

scrubbinfc 0 NC NC NC 0 12.5 5.5 C Nc 0 90. 7. 00. 8. !r- 6500 12.5 .07I .. 1

10 M ERA COALI

Conventional Doiler
with limestone- - - - - - - - - - - -2-5 __ / _ _ _
scrubbiflqc 0 NC KC NC 0 12.5 5.5 rC NC 275. 100. 5.5 19. WC 65O00 12.5 .0003! .014, J.1

I1I COAL I
Stal -ln 1ih1.46 6.1u/.2control b 0 0 U U wi.2 0 .003 U U 0 20.6 369. 202. 6.15 20.5 .103 1t04 11.5 .00021 .024 2.6

_ _ _ _ __b 0 0 t _ I0

___________I___

---I-
i I

I I
T7

0

11

I
I

I

I
L
!

I
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T-wble 12. (Continued)

- 4, .3t
W.A'O. Pollutar tv (raINS/1012 ntu'a) ?,.&r Pollutants Nt,11; u', 0) 10112 Utu's

.40.... to- 'A 0

12 LOW-TU CAS

tCenLal Coal.

3oiler Plant wt.h
controls," 0 0 U U 3.4 0 .001 U V 0 125. 56.9 2619. 0 0 0 0 .0

13 LOW.-yWU GAS

(Worthern
,pPalachan Coal.
%%ti4ns-Atmosp1hOric) I____I_

roller Plant with ,4U/0
coQntrolab 0 0 ul 3.4 0 .003 U U 0 115. 6.63 468. 0 0 0 0 4 .0002 .018 2.08

14 L4OW-BrFU GAS.

(Crtbzt Coal
b..Nlnoa-At..,ouiphezi£)... ....

boiler Plant with .42/0
Cemtrolsb 0 0 U U 3.4 0 .003 U U 0 216. 7.76 15.6 0 0 0 0 .42 .0002 .0!eS 2.00

I S~ RESIDUAL FUEL 0OIL

Ste:m P'olwor Plantd 1.17 PC .6, C 44. 5.76 .94 .034 KC 'C 21.1 351. 531. 6.71 .13 1 3.3 110. U U U U

a- I.4 4.66/U

Steam Power Plant 1.1s PC .5 Bc 71. 6.95 .925 .033 %C NC 7.13 185. .26 21. 1C 1.42 NC v U U U

17 DI1Tt41NOUS COA ./

Steam rower Plant 1.16 NC .58 MC 71. 7. .93 .034 13C NC WC 383. 809. 6.36 21.3 .1 50$. U U U U

IsLOW.0-UCAS II -I 4dl

Steas Power Plant 1.16 PC .58 IC 65. 7. .92 .034 IiC j C IC 2-8.9.18) C . C j NC NC U U U U

NA - not am3hcable, 11C - not considercd. U - Unknown.

aFixed Land Requirement ( Ar, -ye:.) / Incremental Land Impact ( ).
,01-4 Dtu' - & 1012 ota's

bllittman. 1914. 1975: Tabloes 4'ad 26.
CBA-telle, 1973 Tables A-13. -14.
'.gkrc.ron. 19731 Figures 3.1, 4.1. 5.11. And 7.1.

I-'
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Table 1-45. Environmental Residuals for High-Btu Gasification

F Occupational

Water Pollutants (Tons/10
12 

Stu's) Air Pollutants (Tons/10
12 Dtu's) / 11alth

N N >o

0. 5/ M M
Q U 0 2. V ..300 o V U

. .. o. . a

" ' OUU U U U*~ 0 4711 18 . . 0. 5330 2.7 U

". ~ 9 4A ,] .9 .42 U _ 0 .1 "t 3 -X .X .22 4.0 44 -o 52 0C2.

2.76/0

S _ ;U U U U U U U U 0 6.8 .i.1 62.9 .99S 3.35 .394 5250. 2.75 U U U

D1GAS U U V.y... .j... V.~.. U U 0~ 4.75 62.6 81.5 1. 3.35 .423 5340. U U U

__________ U u u U U U *... u 14.7 ill. 51.8 1.96 6.21 .465 5330. 2.67 U U 11

U U U 3, .9 .426 _U U Q 0 . 73.? 36.8 1.22 4.07 .448 5270. 2.43 U U -

~coel _I-
U/3./ 60./ ao MO7~- 0./ 2.53/0

nrSSdp b U U U U U U .03 UI U 0 91. 190. 40. 1.1 2.92 .363 24500. 2.53 U U

3MA$ U U U U U U U U 0 3.66 54.4 17.5 .907 3.02 .409 6560. 2.96 U U !Y
; -2.46/0

3yas ed U U U U U U U U U 0 15.4 99.8 1.7 1.67,5.54 .43 6560. 2.46 U U U

~r~w~t~al 3.75/0

3 -Q0 0 0 0 0 0 0 0 0 0 o. 7- 68.31 5.9 1.1  3 . .8 .13 3730. 3.71 -.3L-
4.54/0

MCA$ 0 0 0 0 0 0 0 0 0 0 3.4; 58.3 14.1 .928 3.1 .301 3040. 4.54 . U.
-1 -3.96/0

M __. 0 0 0 0 0 0 0 0 0 0 13. 115I . 9.63 1.91 6.37 .354 3830. 3.96 U U
3.78/0

0 0 0 0 0 0 0 0 0 2.05 76.9 5.51 1.28 4.27 .292 3730. 3.78 U U
______________1-- -. 98-1 _______ 3.16/0

,l, q o r 0 0 0 0 0 0 0 0 0 0 3 .31 38 .1 6 1 .7 . 9 8 .4 37 A(.10 .. 3 ..6 . . U L

FIed L& O~irelmt (cg - / Incremental rend Requircent (.rtus

b .tWo nunbors occur, the seCond im taken from Dattelle for a IIYCAS uniF using eastern co3l with an ash content of 14.4 percent and a sulfur

mtft cf 3 percent.

AI
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?ALS 1-46

SUdIAPY O HIGH-TU GASIPXCATIOI4 PESIDUALS

Air
(tore per 1013 BLu's coal processed) S.)±ids Total

Process Water - - (gn s per Lanabi ~ S r Hy-rocarbons Carbon 10" Stu') (acres)Pa cui oxides OxidesMonoxide

HYGAS (RecyCled or 3- 7 60- 68 6-63 1 3.5 3.700-6.500 350

i-GaS treat-met 3- S 54- 63 14-81 1 3.0 3.800-6.830 350

SyntU ane to meet 13-15 100-1IS 10-52 2 5.0 3.800-6.600 350

LrgL standards 2- 4 73- 77 6-37 1 4.0 3,700-5,300 350

00 Acceptor (Table 1-441) 3 38 62 0.S 2.0 8.600 3S0

Sources Hlttm., 1975. Vol. Il. TAble 2 and associated footnotes.

Oznd required is for coal storage. preparation. gasification plant facilities, and evaporation
ponds. No additional requirement Is assunwed for buffer areas surrounding plant facilities
(although they vould probably be included in a commercial facility, on the order of 1,500 acres).

ExHim 'F.-Environmental emissions, high Btu coal gasification plants.

74-712 0- 76 - P.1- 19
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EXHIBIT G

ANALYSIS OF RELATIVE FUEL EFFICIENCY FROM POINT OF PRODUCTION TO POINT OF USE OF HEAT PUMPS VERSUS GAS FURNACES

Iletig Utiuizatiom
Sr" Resource Extraction Processing Transport Conversion Distribution tilizaton Total raio

Ekcb um m----------------------Cod source rised) .... 79 92 98 32 91 100 20.7 171
6 I------------------- .....---------------- 79 92 98 32 91 180 37.3 .95

Glee ----------------- No~ura ps ------------- 73 93 95 --------------------------- 55 35.5 1.00
G4ra ceeoodieilation ----------------------- do ----------------- 73 93 95 --------------------------- 65 41.9 .85
1ib 0 1ie y w I - ----------------- do------------------ 73 93 95 ............................- 5 61.3 .58
Go Mt,-- .....................-- ..----------------- 73 93 95 ---------------------------- 8 a. .42

2.h ,. bed pep-------------- Cod!urfac mined)-_ 79 9 98 38 91 220 54.2 1.15
101110 -------------------------- ---- ----------------- 79 92 -------- 70 95 130 62.8 L 00

A'
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STATZMZ T or VEGN1A Exoro AND Pow= Co.

PzoHmI-oT or DISCRMiIATozY STATz TAxs ON PRODUCTION AND CONSUMPTION
or ELEoTTY

Sin* 183 or H.L 10812
Virginia Electric and Power Company (Vepco) opposes Section 1828 of H.L

10612 Tax Reform Act of 19,6, as presently written, which section would pro-
hibit any state or political subdivision thereof from imposing or assessing a tax
on or with respect to the generation of electricity for transmission in interstate
commerce which tax Is discriminatory against out of state manufacturers, pro-
ducers, wholesales, retailers or consumers of such electricity. Current language
would appear to allow a state to tax generation for transmission in interstate
commerce at the same rate applicable to generation sold within the state of
generation.

Under Section 1823 taxes on generation of electricity for transmission in inter-
state commerce would be deemed discriminatory where the payment thereof
directly or indirectly results in a higher gross or net tax than the tax levied on
electricity generated and transmitted intrastate.

Mr. Bill D. Johnson, Executive Manager-Accounting and Control for Vepco
testified before the Senate Finance Subcommittee on Energy in support of Senate
Bill 1957, which bill would prohibit taxation of electricity transmitted inter-
state. Vepco still supports the intent of Senate Bill 1957 which bill would pro-
hibit such taxation. As Mr. Johnson related in his testimony, Vepco has been
faced with the problem of taxation of electricity transmitted In interstate com-
merce for several years inasmuch as Vepco has operated and continues to operate
a coal fired electric generating plant at Mount Storm In Grant County, West
Virginia. This station -supplies power to consumers in three states-Virginia,
West Virginia, and North Carolina. Approximately 8% of the electricity gen-
erated at this plant is sold to West Virginia customers with the remaining 97
percent carried over high voltage transmission lines to service Vepco's customers
in Virginia and North Carolina.

Vepco pays to the State of West Virginia a Business and Occupation Tax
Imposed upon electric utilities measured by the sales and demand charges as
to electric power sold In West Virginia. The tax rates with respect to electric
generation transmitted to residential and commercial and industrial consumers
within the State of West Virginia are $5.72 per $100 of valuation and $4.29 per
$100 of valuation, respectively. As to all other electricity generated at Mount
Storm, and transmitted outside the State of West Virgina, Vepco pays the present
Manufacturer's Tax of $.88 per $100 of valuation applicable to all manufactured,
compounded or prepared for sale products. The' magnitude of the tax for a
given year depends to some degree upon the generation for that year. In 197,
we estimate this tax will approximate $1.5 million based on the current rate of
$88 per $100 of valuation.
-When this tax was first imposed by the State of West Virginia upon Vepco,

relief was sought in the Supreme Court of Appeals of West Virginia on the basis
that the levy of such tax was a burden upon interstate commerce forbidden by
the Constitution of the United States. After failing to get relief in that court,
we sought relief in the United Stated Supreme Court, but that court declined to
hear the case.

During the 19T6 session of the West Virginia Legislature, a bill was proposed
to change the current tax rate of $0.88 per $100 of valuation on electricity gen-
erated in West Virginia and transmitted outside the State to $5.72 per $100 of
valuation, an increase of 550 percent in the tax rate. Following the appearance
of Vepco and other utilities operating in West Virala, in opposition to this bill
(Senate Bill 572), it was amended to place the tax rate at $8 per $100 of valua-
tion, an increase of 241 percent in the tax rate for g6eration tranmitted in
Interstate commerce. Senate Billi 572 would also reduce the rate appicable to
Commercial and industrial sales within West. Virginia from $4.29 per $100 to
$8 per-$100 and eliminate the tax on reddemtial customers entirely. (Previously
taxed at $5.72 per $100 of sales).

The result of the West Virginia proposed legislation, as we understand it,
would be to reduce the cost of electricity to West Virginia consumers by reducin
the West Virginia tax burden which is borne by West Virginia customers at the
expense of consumers In the neighboring states. If seh a tax method is per-
mltted to ontnue, there is no limit as to what level the ta could be impoed on
elsetricity users outside of the State at the will of the West Virngn Legisturs.
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It is clear that the West Virginia Business and Occupation Tax on electric

power generated in that State discriminates against Vepco's customers in Vir-
ginia and North Carolina in favor of all electric customers in West Virginia, the
majority of whom we do not serve. It places an undue burden on our Virginia
and North Carolina customers since this generation is taxed again at 3% percent
of gross receipts when sold in Virginia and at a 6 percent tax rate on gross
receipts when sold in North Carolina.

To subject the generation of electricity exported to a manufacturing tax rate
of $8 per $100 of valuation while the rate applied to all other manufacturing In
the State of West Virginia is $0.88 per $100 of valuation Is discriminatory and
a clear burden upon interstate commerce. Indeed, the proposal would appear to
violate several provisions of the Federal Constitution as was pointed out by
Vepco counsel appee-ring before the West Virginia Legislature in opposition to
this proposal, as follows:

(1) It would seem to violate Clause 8, Section 8, Article I, which reserves to
the Congress, alone, the power "to regulate commerce with Foreign Nations, and
among the several states."

(2) It would seem to violate Section 10 of Article I, which provides that "no
state shall, without the consent of Congress lay any imposts or duties on Imports
or Exports."

(3) It would seem to violate the provisions of Article IV, Section 2, which
provides that "the citizens of each State shall be entitled to all privileges and
immunities of citizens in the several states."

(4) It would seem to violate the 14th Amendment to the United States Con-
stitution which provides that no state shall deprive any person of life, liberty or
property without due process of law; nor deny to any person within its Jurisdic-
tion the equal protection of the law.

As can readily be seen, under the proposed language of Section 1323, of H.B.
10612 interstate transmission of electricity presently taxed at $.88 per $100
of valuation by the State of West Virginia could be taxed at any rate up to
$5.72 per $100 of valuation (Present Bate) while all other manufactured, c.om-
pounded or prepared for sale products are taxed at the rate of $88 per $100 of
valuation.

Many cases could be cited where discriminatory taxes or restraints upon
commerce, whatever their form, violate the purpose and intent of the Federal
Constitution. The West Virginia proposal, In the guise of a tax, is nothing more
than electric utility rate regulation by the West Virginia Legislature which
would serve to reduce Intrastate rates financed by an Increase in the utility
rates charged to citizens of neighboring states.

The New Mexico Legislature, in July, 19T5, attempted to tax the generation
of electricity exported which caused the State of Arizona to bring an action
in the United States Supreme Court, invoking that court's original and exclusive
Jurisdiction, challenging the constitutionality of the New Mexico legislation.
The Supreme Court refused to hear the case. There is at present another court
case on this issue In the District Court of New Mexico. .

Unless action Is taken to prevent states from engaging in such activities, as
here described, It is not difficult to look into the future and see the possible
consequences that will result.

(1) Utilities will seek increased rates to reflect increased cost of services
to their customers because of the tax structure of neighboring states.

(2) States may well follow the lead of Arizona and institute legal pro-
ceedings to enjoin collection of this discriminatory tax or seek refund thereof.

(8) Regulatory commissions may defer action on rate relief sought by
utilities until the matter Is settled by the courts.

(4) Citlzeas and legislators of one state may well become bitter and explore
ways In which they can retaliate against their neighboring states either by
government or private action

(6) Throughout the long period of time the legal disputes are being
resolved, electric utilities and their customers will be caught In the middle
of this dispute which will injure the utilities' financial position and may
well jeopardize their ability to render reliable service.

Therefore, the Senatd finance Committee is urged to enact legislation to the
effect that generation of electricity transmitted from one state to another Is
an integral part of interstate commerce and the position of a state tax on the
privilege of generating electricity in a state is an unreasonable burden on
commerce among the states. If the Committee should decide that such privilege
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should be subject to taxation, certainly the magnitude of such taxation should
be limited to the state taxation of other manufacturing operations within such
state.

STATEMENT OF KENNETu R. WAHLBE1O ON BEHALF OF INVESTORS SYNDICATE OF
AMERICA, INC.

For over fifty years, the holders of faee-amount certificates have been taxed
on the interest element in the certificates when they received the proceeds of
the certificates either at maturity or earlier surrender.

The holder is typically a cash-basis taxpayer. It is sensible for him to pay
the tax on the interest when he receives the interest.

The Internal Revenue Service considers that the 1969 Act changed the law
to require these cash-basis taxpayers to pay tax each year on the interest in
their certificates as it accrues. Requiring ratable payment will adversely affect
the sale of face-amount certificates.

The Committee amendment clarifies the law to restore the long-standing
treatment of taxing holders of face-amount certificates when they receive the
proceeds of their certificates.

Mr. Chairman, My name is Kenneth R. Wahlberg. I am President of Investors
Syndicate of America, In whose headquarters are in Minneapolis, Minnesota.

Investors Syndicate of America, Inc. is engaged in the business of issuing face-
amount certificates. Under an Installment certificate, the certificate holder makes
installment payments over a period of 30 years; upon maturity of the certificate,
the holder is entitled to receive an amount equal to its face amount which Is
the cumulative installment payments plus an interest element.

At the present time Investors Syndicate of America, Inc. has face-amount
certificates outstanding in the amount of $2.2 billion. At the end of 1975 there
were approximately 250,000 persons holding these face-amount certificates. The
sales of new certificates in 1975 equaled approximately $468 million in face
amount.

From the time the 1954 Code was enacted until the 196) Act, the tax treat-
ment of payments by the issuing company to the holder of a face-amount cer-
tificate was very clear. The rule was that a face-amount certificate was to be
treated for federal income tax purposes in the same way as an endowment con-
tract under 172 of the Code. This treatment is confirmed by the specific state-
ment in 1 72(1) that "the term 'endowment contract' includes a face-amount
certificate." Consistent with 172(1), it is provided in § 1232 that face-amount
certificates are not to be treated as original issue discount paper under that
Code provision; i 1232(d) states that "for special treatment of face-amount
certificates on retirement, see section 72."

When the 1960 Act was enacted, there was nothing in the law itself or in its
legislative history that indicated that Congress, In any respect, had in mind
face-amount certificates when it made changes in 1 1232 affecting original issue
discount bonds. In fact, since the amendments to J 1232 did not expand the scope
of that Code proVision, nor change the language of 1 72(1) and J 1232(d), it
appears that Congress did not intend to change the taxation of face-amount
certificates which historically have been separately defined and separately treated
by the Code.

Our problem arises because the Treasury, relying upon the 1969 Act, amended
Its regulations to tax face-amount certificates under J 1282, thereby requiring
a certificate holder to Include in taxable income each year his ratable part of
the interest element that he will not receive until the certificate matures at the
end of 80 years.

Since Congress appeared to have no Intent to change the treatment of face-
amount certificates in the 1969 Act, we asked your Committee to confirm our
understanding of the State of the law. We asked that the tax reform bill provide
that the taxation of face-amount certificates is to continue as it had exised during
the period 1954 through 1969.

The committee amendment clarifies I 1232(d) of the present law to provide
that face-amount certificates are not subject to the rules under 11282, but rather
are to be taxed under 172. As a result, there Interest element in a face-amount
certificate would not be ratably included In the gross Income of the holder over
the term of the certificate since a typical certificate holder Is on a cash baste.
Instead, the interest element would be Included in the gross income of the holder



728

upon actual receipt by him, either at maturity of the certificate, or upon an
earlier redemption.

JuLY 22, 1976.
Re statement in opposition to section 1508 of H.R. 10612 (consolidated returns by

life insurance and nonlife insurance companies).
Hon. Russ= B. LONO,
Ohairmas% Senate Finance Committee,
Washington, D.C.

Drzs SexATO LONG: My name is Victor T. Ehre and I am Chairman of the
Board and Chief Executive Officer of the Utica Mutual Insurance Company and
also President and Chief Executive Officer of the Graphic Arts Mutual Insurance
Company. Both companies are property and casualty insurers with headquarters
in the greater Utica area of Upstate New York.

I am filing this statement with the Senate Finance Committee in opposition
to the provisions of Section 1508 of H.R. 10612 which would In the future permit
the filing of consolidated federal income tax returns by life insurance companies
and non-life insurance companies. From the standpoint of my company, this
proposal will have seriously adverse competitive implications. Based on com-
munications which I have had with others in the Industry, I believe that I speak
as well far all similarly situated small mutual property and casualty Insurance
companies

A. INSURANCE INDUSTRY'S FINANCIAL SALVATION

An argument frequently raised in support of the captioned legislation is that
the resulting decreased tax revenues will add to the depleted surpluses of the
property and casualty Insurance industry, thereby Increasing the Industry's
capacity to provide insurance coverages. There is no question that in recent
years numerous factors, including the recent recession and price Inflation, have
caused the property and casualty industry to suffer large losses (e.g., the 1975
pre-tax statutory underwriting losses for the property and casualty Industry is
estimated at $4.247 billion).' However, it is difficult to conceptualize how a
modest amount of future tax savings (1978, $2 million; 1979, $55 million; 1980,
$49 million; and 1981, $4) million)" will have a meaningful effect on the indus-
try's current financial dilemma. In large part, these benefits will flow to a seg-
ment of the insurance industry (i.e., those large heavily capitalized property
and casualty insurance companies affiliated with profitable life companies) that
is best equipped to withstand the Industry's current financial turbulance while
the numerous small unaffiliated companies will derive no benefit from its enact-
ment. Sirce many of these small unafliated companies are mutual companies,
the possibility of their affiliating with profitable life or non-insurance operations
is remote. If the purpose of the legislation Is to provide government revenues to
subsidize the property and casualty Insurance industry, it would seem one could
develop more equitable means for allocating such a subsidy.

B. TECHNICAL DIFFICULTIES

1. Immediate enactment of bill section 1508 * not atviable
Assuming arguendo that we have no quarrel with the basic philosophy un-

derlying this bill, i.e., the equity in lifting the ban on life insurance companies
filing consolidated returns with other companies, we believe that the complexi-
ties of life insurance company taxation and the potential abuses to this special
scheme of taxation ' dictate that, before Implementation of this proposed legisla.

'Best's Insurance News Digest March 15, 1976.
'Report of the Committee of Finance of the United States Senate on ILIL 10612, paee

457.
'This can be illustrated by the fact that in the seventeen years that elapsed since 1959.teTreasury has ,yet to Issu~e regulations coveringr the consolidation of Income 9f only life

insurance eompaneas-a much sunpler task than would be involved Irk sectionn 10 if
tion, the entire matter should be the subject of further study and that public
hearings should be held to give various interested parties an opportunity to be
heard. Certainly, expedited passage of Section 1508 appears unjustified since
the Senate Finance Committee has set the effective date of the legislation for
taxable years beginning after December 81, 1977. Some of the above-mentioned
complexities and potential abuses are discussed below.
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1. Congreaeional concept under the LIfe Insurance Oompany Income TO Act
of 1959

Historically, life insurance companies have been taxed quite differently from
other companies. In 1959, Congress, after lengthy deliberation, adopted a statu-
tory formula for taxing life insurance companies. This formula is extremely
complex in that it involves the application of unique calculations of both income
and deductions. Certain of these deductions are subject to computed limitations.
For example, a life insurance company's deductions for policyholders' divi-
dends cannot, in effect, reduce its taxable investment income. Because of these
special limitations, "Congress in the past has not allowed life insurance com-
panies to file consolidated returns with other types of companies and in this
manner offset their taxable investment come against losses-realized from
other types of operations' Although the Committee Report states that the loss
limitation mechanism of bill Section 1508(b) (3) preserves the Congressional
concept underlying these limitations,' this bill would, in most instances, allow a
part of a group's non-life insurance company's losses as an offset against its life
insurance company taxable investment income generated in the loss year. In
addition, the bill's carryforward provision (see. 1508(c)) would permit the
carryforward and ultimate absorption of virtually all of the remaining non-life
losses which were not currently utilized. This result is contrary to the Congres-
sional intent underlying the limitation on special deductions contained in the
1959 Life Insurance Company Tax Act.

1978
property

Property and casualty
Life and casualty lo

comany taxable absorbed in Consolidated
income consolidated taxable

income (loss) return income

1978......................................... $200 ($100) ($50.00) $160.00
1979......................................... 2000 (26.00) 17.00
1960 ........................................ 200 0 (12. 30) 187. 50
1961 ......................................... 200 0 (825 19.76
196 ......................................... -200 0 1.0) 196.44

Total ................................. 1p 200 .............. (98.44) ..............

Note: That, as prscribed under the proposed legislation, in 1978, the year of the loss, the Ufe-nonlife
affiliated group can only absorb 50 percent of the $100 property and casualty company los. However, given
a 6-yr loss carrfoard an additional $48.44 is absorbed in the years 1979-83 leaving only $I5 or about
IX percent of the original S100 loss unabsorbed.

In addition, certain life insurance company limited deductions (e.g., dividends
to accident and health policyholders) can, in effect, be shifted to a non-life
insurance company and through consolidation used as an offset of life insurance
company taxable investment income. This not only represents a circumvention
of the 1959 Life Insurance Company Tax Act but also rejects the philosophy
of the consolidated return regulations in that it permits a life-non-life consoli.
dated return group to report lower taxable income than it would have reported
had all its insurance business been written in a single life insurance company.

Respectfully submitted.
VzcToz T. Eiia,

Chairman of the Board,
Utica Mutual Insurance company .

'Report of the Committee of Finance of the United States Senate on H.R. 10612, page
454.&Ilbid.# p. 454.

I This can be Illustrated by the following example:
Assume the following facts :
1. Life Insurance company parent (P) files consolidated tax returns with its property

casualty subsidiary (8) for the years 1978-1988 under the proposed bill.
2. P earns $200 of taxable income each year while 8 loses $100 In 1978 and breaks

even In succeeding years.
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AMERIOAN PEROLEUM INSTITUT 1
Washington, D.O., Juiy 2, 1976.

Hon. RussELL B. LONG,
Chairman, Senate Committee on Finance,
Washington, D.C.

D&A MP. CHAIRMAN: This letter is written in behalf of the membership of

the American Petroleum Institute with respect to matters that are before your
distinguished Committee with the resumption of tax revision hearings which
are currently in progress. It is noted that spokesmen for individual companies
have been scheduled to testify on specific subjects or provisions of the pending
tax bill. In the Interest of avoiding duplicative oral testimony, we submit these
comments for the record In the hope that they will assist in your deliberations.

While our comments will in particular relate to three provisions of the bill as
it now pends before the Senate, we would like to commend the Committee for
adopting constructive amendments relating to geothermal development, the
correction of inequities arising from the 1975 changes in percentage depletion
for oil and gas, and certain transitional treatment provided with respect to
foreign source income. Provisions such as those to which reference has been
made in the foregoing enumeration have been amply described and explained
in the excellent Committee Report which accompanied H.R. 10612 and will not
be the subject of further comment here. However, there are two provisions
affecting foreign oil and gas extraction income which we believe merit additional
comment to provide better understanding of the justification for their inclusion
in H.R. 10612. There Is a third provision on which we would like to comment
that we believe should be deleted from the bill.

The first of these three provisions for specific comment would revise the
definition of foreign oil related income to include interest from a qualified
domestic corporation. The need for this amendment arises from a drafting
inadvertence in the Tax Reduction Act of 1975. The 1975 statute in creating
the new income category known as foreign oil related income Included within
the definition dividends and interest received from a foreign corporation but
with respect to a domestic corporation included only dividends. The amendment
contained in H.R. 10612 would correct this unintended omission so as to include
both dividends and interest when received from either a foreign or a domestic
corporation. The record is clear that this feature of the 1975 Act was not the
intent of Congress at the time of the law's adoption. This legislative oversight
should be corrected as provided in H.R. 10612 but it is submitted that the
effective date of the correction should be January 1, 1975 (the effective date
of the error), and not January 1, 1977, as provided in the pending bill.

The second provision of H.R. 10612 on which we would make specific
comment is subsection 1035(e) prescribing the tax status of certain payments
for oil and gas. Section 901(f) of the Internal Revenue Code, as added by the
Tax Reduction Act of 1975, provides that foreign income taxes paid in con-
nection with the purchase and sale of oil or gas in a foreign country are not
to be creditable If the taxpayer has no economic interest in the oil or gas and
either the purchase or the sale is at a price which differs from the fair market
value for such oil or gas. Section 1035(e) of the reported version of H.R. 10612
would amend section 901(f) in order to prevent that section from operating
inequitably in certain situations in which foreign countries nationalized the
properties of U.S. companies operating in those countries.

A number of the oil producing countries throughout the world have either
already nationalized the properties of U.S. taxpayers operating therein or
have announced plans to do so. In some of the countries, in recognition of the
nationalization of the properties, arrangements have been made or will be made
to permit purchase of oil or gas at a price below fair market value followed by
resale of the oil or gas at a profit subject to foreign income tax. The purpose of
section 1035(e) is to provide that in such a situation the new arrangement
will be regarded as essentially the continuation of the presently existing economic
interest thus preventing inequitable application of section 901(f) to disallow
creditability of the foreign income taxes paid. This proposed change presents
a minimum solution to the problem presented by the necessity of making new
arrangements upon nationalization by foreign governments Whatever may
have been the purpose of enactment of section 901 (f) it does not seem to have
been intended to prevent creditability of foreign income taxes paid by tax.
payers who make investments in foreign countries and acquired economic
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interests but suffered the misfortune of having their properties nationalized
by the foreign governments involved.

Section 1035(e) provides for termination of the period over which the discount
is allowed in the year 1986. It would seem more appropriate to put no limitation
on the period of time since the arrangement, having arisen out of the economic
interest of the taxpayer in the foreign country, should qualify for whatever period
the arrangement may exist.

The third provision of H.R. 10612 an which we would make specific comment is
Senate Floor Amendment Number 2043 offered by Senator Hartke and adopted
by the Senate yesterday. We oppose this amendment. The amendment would place
oil and gas extractive income on a per country basis, define certain income taxes
as non-creditable royalties, and further restrict the allowable creditable income
taxes.

In the Tax Reduction Act of 1975, petroleum companies alone were denied the
option of using the per country method of limiting foreign tax credits. Further,
petroleum companies were restricted even in the use of the overall method with
respect to oil related income. Amendment Number 2043 would again single out
the petroleum industry for further punitive treatment and forCe petroleum com-
panies to use the per country method with respect to extractive income, completely
reversing the concept contained in the Tax Reduction Act of 1975, which required
that oil companies use the overall method of limiting foreign tax credits. With
respect to this reversal of position, it is to be noted that further inconsistency
can be found in the fact that H.R. 10612 would require all other taxpayers to use
the overall method.

Under Amendment Number 2043 the Secretary of the Treasury is given extraor-
dinary power to treat foreign income taxes as royalties. Canada, the United
Kingdom, and the Netherlands, to name a few countries, have special income
taxes on petroleum operations. If such taxes were treated as royalties, U.S. com-
panies operating in-these count-pies would be rendered totally noncompetitive.

Thus, in summary, the amendment would reverse fundamental tax policies
adopted last year, erroneously classify income taxes as royalties, restrict basic
foreign tax credit concepts, and impose international double taxation on U.S.
taxpayers. It should not be retained in H.R. 10612.

In closing, it may be appropriate to note that there are numerous other Floor
amendments to H.R. 10612 which, if adopted, would drastically and adversely
affect the U.S. petroleum industry. Such unwise proposals which for the most
part have not been subject to the committee hearing process would severely
disadvantage the Nation's energy outlook at a time when the United States
is already in trouble on energy. Currently U.S. oil and gas proved reserves are
declining and reliance on imports is increasing. The United States Is presently
obliged to import about^45-perc-ftof its liquid petroleum needs. There is an urgent
necessity to replace our dwindling domestic reserves and to obtain diversified
foreign sources of secure supplies. The capital requirements to attain these
objectives are enormous and substantially exceed the industry's current cash flow.
Higher tax burdens on the industry can only impair that already inadequate cash
flow position and weaken the economic Justification for committing the required
capital amounts to the high risk undertaking of the search for oil and gas.
Numerous studies have established that the petroleum industry Is among the
most heavily taxed industries. The imposition of additional punitive tax burdens
on the petroleum industry can only detract from our efforts to improve the
Nation's energy outlook. America's role or preeminence in international trade and
the importance of that trade in providing Jobs and economic progress are im-
portant considerations in evalfating the--plications of tax amendments that are
hostile to private enterprise.

I thank you for permitting the American Petroleum Institute to make this
submission for the record of the Senate Committee on Finance's current tax
revision hearings. If we can be of service to the Committee In supplying addi-
tional information, please do not hesitate to let us know.

Sincerely, FRANK N. IKARD.

SUPPLEMENTAL STATEMEIR ff 14AOMA POWER COMPANY IN SUPPORT OF
SEcTio 2004

Magma Power Company did heretofore file with the Committee on Finance its
statement dated February 27, 1976 in support of Senate Bill 2608, now sub-
stantially incorporated in the Tax Reform. Act of 1976 as Section 2004 thereof.
We statement is supplemental to the aforesaid statement.
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In the Congressional Record of Senate proceedings on June 28, 1976 there

appear statements by Senators Kennedy and Proxmire that the provisions of
Section 2004 of the Tax Reform Act of 1976 with respect to geothermal resources
are of principal benefit to Union Oil Company anti Pacific Gas and Electric
Company. We respectfully advise the Committee that these statements are based
upon inadequate or erroneous information, and we further state that the provi-
sions of Section 2004 are far more important to the independent geothermal
developer, such as Magma Power Company and to those who are seeking outside
capital in order to enter the geothermal field, than they are to Union Oil
Company or to any other major oil company. Although Union 011 Company is very
actively engaged in developing geothermal resources, the experience of Magma
Power Company as a joint venturer with Union Oil Company at The Geysers area
In northern California is that Union Oil Company has been a good and helpful
partner and has made a major contribution ii developing the resource. As to
Pacific Gas and Electric Company, we do not see that the provisions of Section
2004 would be of any significant benefit. Pacific Gas and Electric purchases
natural steam at The Geysers and utilizes natural steam in the generation of
electric power at the site. The extent to which the subject tax incentives en-
courage accelerated development of the resource will, of course, affect the amount
of such natural steam that will be available to Pacific Gas and Electric at The
Geysers. That would obviously be a benefit.

The provisions of Section 2004 are essential JIn order to assist in the capital
buildup necessary to develop proven areas and to explore and absorb the losses
in other areas. Before income is obtained from geothermal resources it is neces-
sary that exploration result in discovery of a field, that further drilling outline
the extent of the resource, that a buyer of the resource must be found, a plant
must be engineered, tailored to the resource, the plant must be built, and trans-
mission lines must be brought to the plant. All of this consumes years of time
during which there is no return on investment.

If it is in the public interest to develop supplemental or alternative energy
sources, geothermal resources are one such energy source, and if the exploration
for and development and use of the resource are to be encouraged, the tax
incentives are critical. The industry has taken and has evidenced a willingness
to take risks and not to impose them upon the public, but without tax incentives
there will be little income to tax because the development of the elesource will
proceed at a snail's pace.

We can assure the Committee that without the tax incentives provided in
Section 2004, it will be a long time before very attractive, large, but presently
uneconomic geothermal resource areas will be explored, developed, or used.
Aside from parts of the Imperial Valley, there are areas such as the Valles
Caldera in New Mexico, the San Luis Valley area in south central Colorado,
the Raft River region area in Idaho, the geo-pressurized areas of the Gulf Coast,
the south central part of South Dakota and the west Yellowstone area of
Montana which would be more likely to be explored and developed if the pro-
visions of Section 2004 become law. There are also numerous marginal areas in
Nevada and there a6' promising areas in Utah, Washington and Oregon that
would be more readily developed.

We respectfully suggest that it is just plain, good common sense to encourage
the expenditure of private capital to develop the resource at private risk by
means of tax incentives at negligible cost to the public.

We also hope that the current disaffection with major oil companies not be
the basis for defeating a proposal which is fundamentally in the public Interest.

Respectfully submitted, J~eErH W. AIDLIN,
Vioe Pref dent and Genehal CouMel.

EizVicoiq DzEVLOPMENT CORP.,
July 20, 1976.COMMrrTTEE ON FINAtNCMa,

U.S. Seuwe,
Washington, D.C.

GNTLxMzz: I have recently read the discussion and debate with respect to
the Haskell Amendment.

I urge your reconsideration for two reasons.
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First, this modification will hurt the real estate industry just when it is
beginning to get back on Its feet. The construction of new real estate, especially
multi-family housing, is dependent upon the availability of tax benefits to
investors. The time of developers being able to build a project for the amount of
mortgage proceeds is no longer a reality. Therefore, the developer must have
considerable cash equity to invest in his project. The source of this equity is
usually outside investors, who contribute money to a partnership, which then
develops the property. These outside investors look only to a return from tax
savings during their first years of investment (there is no cash flow during the
construction and subsequent rent-up periods). -

The limitation of the losses proposed in the Haskell Amendment would drive
away these investors and thereby seriously hamper new construction starts.
This would hurt the building trade people most. The carpenters, electricians,
plumbers, sheettock workers, etc., many of who& have had little, if any, work
in the last year are the people who benefit most from new construction. In
addition, the continual upgrading of housing through the construction of new
and better units will be hampered. In effect, the lack of these tax shelter deduc-
tions will cause the cost of rental housing to increase through a reduction in
supply and a higher cost of new construction. And lastly, the investor will
merely seek other outlets for such "tax shelters" which are more likely to be
based on some accounting or tax loophole and thus not funnel his dollars into
an area which is certainly within the area of public policy to encourage.

Second, the tax effect now in existence and the tax effect which the HaskellAmendment- would promulgate was incorrectly explained by Mr: Kennedy.
Using the hypothetical illustration suggested by Mr. Pastore (What happens
if an investor puts up $20,000 on a $100,000 project and it fails?), the overalltax effect is the same under present law as it would be under the Haskell Amend-
ment. On a net basis, the investor would be able to deduct only the $20,000
he- had invested. Mr. Kennedy's statement that the deduction under present
law would be $100,000 is wrong and must be based on a misunderstanding of
the tax law as it exists.

The effect of the Haskell Amendment occurs in the way the investor arrives
at the $20,000 loss. Under Haskell, the investor is limited to an aggregate of
$20,000 at any time during the investment period. Under present law, the investor
may, through depreciatign, construction period interest and actual cash flowlosses deduct in excess of his $20,000. He may have deducted $40,000 or $50,000
before the project begins to show income and if it never shows income, theoreti-
cally his deduction c6tild reach $100,000. However, at some time, when theproperty is disposed of, by sale, foreclosure or otherwise, the investor must
"pay back" those losses in excess of his $20,000 investment as taxable income.
The concept in tax law is called recapture. If for example, in Mr. Pastor's
illustration, the investor who deducted $100,000 then bad his project go bad,even though he received no cash, he would have taxable income of $80,000,
thus recapturing his excess deductions and gLving him a net loss of- $20,000.

This is not merely a tchnical difference. The excess of deduction over invest-
ment is the very thing that induces the investor to come forward with the highrisk front money which Is needed to build new projects. These are the dollars
that are most at risk. They are tfie first dollars in and the last dollars onwhich a return will be paid. If the developer is unable to offer a return on these
invested dollars through tax savings, the major source of new construction seed
money will dry up.

Please reconsider your position on the Haskell Amendment, and strike It
from the proposed -tax legislation.

Very truly yours,
DONALD A. GAmt

Dfreot or.

STATEMVNT di CLa&M EqnpUPMWT Co.

ection 10 2(c)(8) of HR. 10612

Recoplure of Forev L,# #
Clark Equipment Company ("Clark") is a manufacturer of material handling

equipment, construction machinery, truck trailers, and axles and transmissions.
It ha extensive foreign investment$ operating in more than 100 countries
around the world.
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SUMMARY OF POSITION

This statement is being submitted In response to the Committee's request of
July 8, 1976, for additional information that will enable the Committee and
the full Senate better to evaluate the merits of a number of provisions of
the Tax Reform Bill of 1976 (H.R. 10612) that were approved by the Committee
under time pressure and with less than usual factual input. Specifically, Clark
wishes to record its full support of Section 1032(c) (8) of H.R. 10612, a pro.
vision with which Clark has heretofore been in no way involved, -but that
has potential application to Clark and likely to a significant number of other
taxpayers.

Section 1032(c) (8) would except from recapture those foreign losses of a
taxpayer resulting from worthless stock or indebtedness of a corporation in
which the taxpayer has a 10 percent or greater stock interest, The section recog-
nizes that in economic terms these losses were sustained in prior years, and it
accords them the equitable relief that is clearly merited.

DISOUSBGION

section 1082(a) of H.R. 10612 provides that the "overall foreign loss" realized
by a taxpayer in one year is to be recaptured in subsequent years, thereby reduc-
ing the foreign tax credit limitation in those years. Subsection (c) (3) of Section
1032, entitled "Substantial Worthlessness Prior to Enactment", was not con-
tained in the House bill. It would except from foreign loss recapture losses re-
sulting from the worthlessness of stock or indebtedness of a corporation in which
the taxpayer owns 10 percent or more of the stock. The corporation must have
sustained losses in at least three of the last five years beginning before 1976 and
must have sustained an overall loss for those five years. It is necessary that the
corpo-ation terminate all operations before 1917. A taxpayer meeting these tests
would be free of the new foreign loss recapture rules on losses realized, in a tax
sense, in a year after the effective date 9f Section 1032 (which applies to taxable
years beginning after 1975). -

Clark strongly supports this provision because it is based on economic good
sense and Is fully equitable. Section 1032(c) (3) recognizes that the losses in
question were incurred in an economic sense in prior years. To subject such
losses to recapture would unfairly give retroactive application to the new loss
recapture rules.

Clark's views on this matter are grounded on actual experience. For roughly
10 years Clark has maintained an English subsidiary that manufactures and
sells a large range of products in the United Kingdom. During that period the
affiliate has suffered consistent and substantial losses. Reluctantly, Clark is now
contemplating a liquidation of the English operation.

In point of economic fact, the U.K. losses have already been realized by Clark.
To subject them to loss recapture when realized in terms of taxation would be
an obvious inequity. Clark understands that a principal purpose of the recapture
provisions Is to restrict the tax advantages presently available through the use
of a branch, rather than a local subsidiary, in foreign loss situations. Thus, it
would be a harsh irony were Clark, having foregone those advantages by em-
ploying a local subsidiary in the United Kingdom, to face recapture of the
English losses when it liquidates the subsidiary, a recapture it would have
avoided had it operated through a U.K. branch. If loss recapture does occur,
Clark can expect a significant reduction in its foreign tax credit in the years
ahead, and most likely presently anticipated dividends from its foreign subsid-
iaries will have to be severely restricted.

Clark is aware of certain other corporations that face circumstances similar
to its own and that would therefore be eligible for the equitable relief afforded
by Section 1032(c) (8). Given the risks and vagaries of foreign business opera-
tions, this Is surely a widespread condition. Accordingly, Clark i confident that
Section 1032(c) (8) would not be narrowly limited In its application.

JOHN F. Cam,
AItornW, Baker Mo ene"
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STATEMENT OF THE TEXAS BANKS ASSOCIATION TRUsT DMsION

(Prepared by Robert G. McKenzie, Republic National Bank of Dallas)

TECHNICAL AMENDMENT TO SECTION 613 (LIMITATIONS ON PERCENTAGE DEPLETION)

The Texas Bankers Association is a trade association with a membership of
over 1,300 banks in the State of Texas. Of these, approximately 265 members of
the Association exercise fiduciary powers and nearly ail hoid oil and gas in-
terests in their Trust Departments. For this reason, the Trust Division of the
Texas Bankers Association has an interest in the technical amendments added
by the Senate Finance Committee to H.R. 10612 (Tax Reform Act of 1975), in
Section 1317 of the Bill.

Section 613A, Limitations on Percentage Depletion in Case of Oil and Gas
Wells, was added to the Internal Revenue Code in the Tax Reduction Act of 1975,
effective January 1, 1'75, and was applicable to taxable years ending after Decem-
ber 31, 1974. •

The Tax Reduction Act of 1975 repealed the percentage depletion deduction for
oil and gas except for "small producers". For any taxpayer who meets the "small
producer exemption" definition, the statutory depletion deduction for any year
cannot exceed 65 per cent of the taxpayer's taxaole income. See Section 613A
(d) (1) of the Internal lievenue Code.

Section 613A(c) (9) denies the small producer exemption to a transferee in
the case of a transfer of the interest after December 31, 1974 (including an in-
terest in a partnership or trust).

The above-mentioned subsections of Section 613A were inadvertently drawn
to Impact adversely certain types of trusts.

The Treasury Department and affected trustees realized the consequences
immediately after the law was passed. Trusts compute net ncome by deducting
the amounts distributed to beneficiaries. Tax is paid by the trust only on the
amount of the current year's income retained and undistributed. The application
of the 65 per cent limitation rule of (d) (1) leads to rather curious results. When
a trustee distributes in his discretion or is required to distribute, all of the trust's
net income except that part of oil and gas income required to be added to corpus
under local law (for example in Texas, 271A/ per cent is retained and added to
corpus), a substantial part of the 22 per cent statutory depletion allowance is
lost. T.'his is so because 65 per cent of 27% per cent of the oil and gas income is
17,875 per cent and will limit the depletion deduction rather than the 22 per
cent deduction allowed all other taxpayers. On the other hand, when the trustee
retains all of the trust income or a substantial part of the current years' income,
the 22 per cent statutory depletion allowance will be fully deductible because 65
per cent of the trust's income will not be smaller than 22 per cent of the mineral
income.

Section 613A(c) (9) could be read to preclude the continued use of the
statutory depletion deduction when there was a change of beneficiaries under
a trust through death or birth. The assumption was that the same rule should be
applied to partnerships and trusts. Because these two types of entities are
created, used and terminated for completely different reasons, the same rules
on transfers cannot logically be applied to both.

Included in the technical amendments added by the Senate Finance Com-
mittee to H.R. 10612 (The Tax Reform Act of 1975) in section 1317 of the Bill
are remedial amendments to Section 613A (c) (9) and (d) (1).

The Treasury Department and the Joint Committee Staff of Congress have
both concurred in the amendments to Section 613A contained in Section 1317
of the Bill. The amendments simply cure the illogical results produced by Sec-
tion 613A.

Section 613A(c) (9) is amended by adding a new clause to subparagraph (B):
"(11) in the case of a change of beneficiaries of a trust by reason of the

death, birth, or adoption of any beneficiary if the transferee was a beneflciary
or Is a lineal descendant of the grantor or any other beneficiary."

The adoption of this amendment will correct the unintended defects in Ifection
618A (c) (9).

Section 618A(d) (1) is amended by the Bill by the addition of a subparagraph
to paragraph (1) :

"(D) in the case of a trust, any distributions to its beneficiaries."
This amendment will place all trusts on an equal footing Insofar as the

statutory depletion allowance is concerned, and will place trusts on a parity with
all other taxpayer& The 65 per cent limitation will be applied to a trust's net
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income before the deduction taken for beneficiary distributions. This is the way
the section should have originally been written. The initial failure to understand
trust income tax computations caused the defect. The results of the original
section were unintended.

These were clearly technical amendments and were most certainly not designed
or sponsored by any individual who might have a personal interest in the amend-
ments. The amendments will clear up a confusing situation. They are remedial
and curative.

If the Association can be of assistance in any way to the Senate Finance Com-
mittee or its staff in the further consideration of this matter, please call on us.

NATIONAL ASSOCIATION OF REGULATORY UTILITY COMMISSIONERS,
I Washington, D.C., July 20, 1976.

Re Section 1322 of H.R. 10612 Concerning Contributions to Utilties In Aid of
Construction.

Hon. RUSSELL B. LOG,
Chairman, Committee on Finance,
U.S. Senate, Washington, D.C.

DFAn CHAIRMAN LoNG: The National Association of Regulatory Utility Com-
missioners (NARUC), an organization whose members Includes the govern-
mental bodies of the fifty States and the DistriCt of Columbia engaged In thWe
regulation of utilities and carriers, respectfully urges the Committee to adopt
an amendment to the tax laws which would authorize contributions to regulated
utilities in aid of construction to be treated as contributions to capital.

Section 1322 of IH.R. 10612 would authorize such treatment for water and
sewerage utilities. The NARUC supports the purpose of that Section j but would
amend it so that Its coverage extends to all regulated utilities.

NARUC's statement in support of the aim of Section 1322, along with a pro.
posed amendment to broaden its coverage to regulated utilities other than water
and sewer, Is enclosed. I would most appreciate your having this statement
printed as part of the record pertaining to H.R. 10612.

Thank you.
With warm personal regards and best wishes, I am

Sincerely yours,
JAMES MCGxaa KELLY, President.

STATEMENT OF THE NATIONAL ASSOCIATION OF REoULATORY UTILITY COMMISSIONERS

Mr. chairman and members of the committee: My name is James McGirr Kelly,
and I am President of the National Association of Rer/ulatory Utility Commis-
sioners, commonly known as the "NARUC." I am also a member of the Penn-
sylvania Public Utility Commission and have served in such office since May 27,
1967.

I am Joined In this statement by Paul Rodgers, NARUC General Counsel,
Sumner Katz, NARUC Assistant General Counsel, and Albert J. Barr, NARUC
Director of Congressional Relations.

The NARUC is a quasi-governmental, nonprofit organization founded in 1889.
Within its membership are the governmental agencies of the fifty States and of
the District of Columbia, Puerto Rico and the Virgin Islands engaged in the
regulation of utilities and carriers. The mission of the NARUC Is to improve the
quality and effectiveness of public regulation for the benefit of the American
consumer.

The members of the NARUC are pleased to have an opportunity -to make their
views known on H.R. 10612, an Act to reform the tax laws of the United States.

In particular, I will comment upon Section 1822 of the bill, which provides
that contributions in aid of construction made to a public utility providing water
or sewage disposal services shall be treated as contributions to capital and,
therefore, not as taxable income.

The NARUC vigorously supports the purpose behind Section 1322, and urges
this Committee to broaden Its coverage so that it includes not only water and
sewerage utilities, but also other regulated public utilities.

On April 80, 1976, I transmitted to members of this Committee a proposed
amendment to clarify the tax laws to ensure that contributions in aid of con-
struction made to regulated utilities would continue to be treated as contribu.
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tions to capital. That proposal is set out as an Appendix to this statement. I
urge its adoption by this Committee to replace the present Section 1822 of the
bill.

I stressed the word "continue" above because contributions in aid of con-
struction to utilities have been traditionally treated as contributions to capital.
In other words, what I am requesting represents no new "tax break" for utilities
and, thus, no loss of revenue which the government has been accustomed to
receiving.

I am requesting only a return to the situation that existed for at least 50
years prior to February 1, 1976. On that date, Revenue Ruling 75-557 went into
effect. That Ruling reversed the then-existing state of the law, recognizing for-
mally in Revenue Ruling 58-555, by announcing that transactions with utilities
Involving contributions in aid of construction may be treated as taxable income.

The State regulatory commissions were very concerned with IRS' Ruling. It
meant one new source for Increasing the costs of utilities' services. When a util-
ity's costs rise, it is the consuming public which eventually must "pay the piper,"
and it is that consuming public which has so vociferously resented the recent,
dramatic increases in utility rates.

The Ruling also meant an increase in costs for new housing and other activ-
ities which would require an expansion of utility services. These increased costs
would come at a time when the country is involved In a simultaneous effort of
trying to dampen inflationary pressures and increase employment. The housing
industry, for one, is hardly In a position to bear any additional cost constraints
on Its productivity.

We have petitioned the IRS to reconsider and revoke Ruling 75-557, but the
IRS has refused to do so.

It is, then, up to this Committee and the Congress to restore the status quo
that existed before February 1, 1976, by explicitly providing in the tax laws that
contributions In aid of construction to regulate utilities shall not be treated as
taxable income. We are pleased that the Commission has seen fit to do so in the
case of water and sewerage companies, which will unquestionably be heavily
burdened if no change in the IRS' present position is mandated. Home builders
and developers have become primary sources of capital for those companies by
making contributions to cover costly new connections. If such contributions will
henceforth be taxable, they will have to be doubled to achieve the same produc-
tivity. Under those circumstances, developer contributions may dry up, forcing
either a moratorium on construction or major Increases in the bills of all rate-
payers.

The situation with other utilities is similar. Long line extensions for gas and
electric utilities may be financed by customer contributions in aid of construe-
ton, as may initial telephone installation costs. If these contributions are included
In gross income, the public will have to pay for the additional costs through
increased charges and rates.

The IRS stated in Revenue Ruling 75-T57 that its decision to change the prae-
tice of excluding from taxable Income contributions made to utilities in aid of
construction was required by the Supreme Court's decision In United States v.
Chrogo, B. d Q. R. Co., 412 U.S. 401 (1973). That argument cannot, however,
withstand analysis. The case involved the question of whether rail-highway
grade crossing facilities financed by government subsidies were depreciable
assets under 1 113(a) (8) of the Internal Revenue O(de of 1939. The Court held
they were not, and stated: "Whether the governmental subsidies qualified as
income to the railroad is an Issue not raised in this case, and we intimate no
opinion with respect to It." Id., 412 U.S. at 40&

Thus, the IRS' decision in Revenue Ruling 75-557 to eradicate a 50-year his-
tory pertaining to the treatment of construction contributions to utilities was not
required by the Supreme Court's decision in United State. v. Chicago, B. & Q. R.
Co., supra. In addition, as discussed above, the inflationary impact of the Ruling
is neither In the consumers' nor the country's interest. The IRS, however, has
locked itself Into the legal stance enunciated in 75-55? and has refused to change
the Ruling. This Committee should, therefore, protect ratepayers from the con.
sequences of a new source of taxation on utilities by supporting Section 1322,
as amended in the Appendix to this statement to cover all regulated public
utilities.

I want to thank you again for the opportunity to present to the Committee
the views of the NARUC on Section 1822 of H.R. 10612.
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NARUC Puopoea AMENDMENT TO SECTIoN 1322 OF H.R. 10612 To Psovm TuAT
CONTRIBUTIONS IN Ai) or CoiwraU conON Azz NOT TAXABLE AS INCOME

Six. 1822. Contributions in aid of construction.
(a) GENERAL RuvL-Section 118 (26 U.S.C., sec. 118) is amended by redesig.

nating subsection (b) as subsection (c), and by inserting after subsection (a)
the following new subsection.

(b) CONTRIBUTIONS IN Am or CoNsTRuCIoN.
"(1) GENERA BULE.-For purposes of this subtitle, the term 'contribution to

capital' includes any payment of money or transfer of other property made to
or for the use of a regulated public utility [within the meaning of 26 U.S.C.,
section 7701(a) (33) (A), (B), (C) and (D)] as a contribution in aid of con-
struction by a developer, an existing or potential customer, a governmental
body, or any other person (whether or not a shareholder) if:

"(A) the money which is paid is used for (or is reimbursement for) the
acquisition, construction, installation, extension, connection, or relocation of
eligible property; or

"(B) the property which is transferred will, in the hands of the transferee,
constitute eligible property.

"(2) ELIGIBLE PRoPmrTY.-For purposes of paragraph (1), the term 'eligible
property' means property used predominantly in the trade or business of the
furnishing or sale of services described in section 26 U.S.C., section 7701(a)
(33) (A), (B), (C) and (D).

"(3) DISALLOWANCE OF DEDUCTIONS AND INVESTMENT cREDrr.-Notwithstanding
any other provision of this subtitle, no deduction or credit shall be allowed for,or by reason of, the expenditure by or on behalf of a regulated public utility
of any funds constituting a contribution to capital by reason of paragraph (1)."

(b) EFFECTIVE DATE.-The amendments made by this section shall apply to
transactions entered into on or after February 1, 1976.

ALBRECHT, MAOUIRE, HFFN & GREoo,Buffalo, N.Y., July 16, 1976.
Re Innocent spouse, Section 6013(e)

SENATE FINANCE COMMITTEE
Dirksen Senate Office Building
Wahngton, D.C.

GENTLEMEN: The explanation of the present status of the law and the reasonsfor the change appearing on page 423 of the Report of your Committee on the
Tax Reform Act of 1976 is absolutely correct. Substantial injustice is stillas unfair and inequitable as they were before 1971 in these cases.

Before the enactment of Section 6013(e) the courts expressed enormous
regret at what they were doing to innocent spouses but said they were bound by
the inflexible statute (joint and several liability). Since its enactment they
express equally enormous regret but say they are bound by res judicata.

I have been trying for four years to protect Ruth N. Stetson, Batavia, NewYork, from losing the home she bought with her own money in 1927 and the
rest of her life savings from her many years as a private secretary to relentless,
merciless collection officers.

Mrs. Stetson is now eighty-four years of age, half blind and an invalid. She
has been confined to her home for the last two years except for trips to the
hospital. Her doctor fears for her mental as well as physical health because
of the stress the government has put on her to make her pay for her deceased
husband's mistakes.

The IRS is after her home, worth about $15,000.00 and the $20,000.00 or so
that still remains of her savings (they have already seized the other $30,000.00).

The attorneys for the Department of Justice say they are sympathetic, butnevertheless obligated to take every advantage of the res Judicata issue. The
matter is still pending in our U.S. District Court because the judge expressedannoyance that the government should harass an old lady under these circum.
stances and wondered out loud if the government didn't have some other

'means of raising revenues than this.
Mrs. Stetson would get no relief from the provision in its present form becausethe years in which her husband fraudulently concealed income were 1949

through 1961. She would, if it were to be amended to read:
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"For all taxable years to which Section 6013(e) applies".
This would make sense anyway because Section 6018(e) applies to all

years to which the Internal Revenue Codes of 1939 and 194 apply.
The Report of the Committee is also correct in estimating that this provision

would involve only a negligible revenue loss. There are very few cases left relat-
ing back to the period from 1939 through 1961 that are not already closed by the
statute of limitations. But there is no reason why Justice should be denied in
the few cases that still linger open.

The entire record in the Stetson case, both in the IRS files and in the Tax
Court, shows that Mrs. Stetson fully qualified as an Innocent spouse. She was
virtually unrepresented in the Tax Court because there Was nothing a lawyer
could do, in 1969, to prevent the application of the inflexible rule of the statute
that she was jointly and severally liable for her husband's misdeeds.

Her husband's attorney filed a Petition in the Tax Court only to buy time to
negotiate the amount and then stipulated to the entry of a decision against
her as well as her husabnd. The IRS attributed all of the fraud and willful
omissions to Howard Stetson and none to her. Yet, both the IRS and the Justice
Department insist that they are duty-bound to take her property because of
the last sentence in the Senate Committee Report in 1971.

The first court that heard the case could have said that Congress intended
him to proceed on the theory that Subdivision (e) had been part of Section 6013
since 1939 and that if the issues as to the spouses participation in the fraud
and whether or not she had significantly benefited had not previously been
litigated (that she never had a day in court) the Tax Court decision would not
be binding under any doctrine of res Judicata. Unfortunately, however, the first
court that considered the matter applied the strictest, narrowest- interpretation
of res Judicata and the rest of them followed suit, deploring what they were doing
but doing it anyway.

This is not the only way by which the IRS has been able to frustrate the clear
intention of Congress to correct the inequities that arise out of the Joint, several
liability provisions. The IRS still promotes the filing of Joint returns while, at the
same time, by revenue rulings, regulations and the weight of its legal resources,
constantly whittles away at the relief the subsection was intended to provide.

It is heartening, therefore, that the staff of your Committee has started to audit
the situation.

I requested permission to testify to the foregoing effect at the hearings sched-
uled the week of July 19, 1976, but my request may have been too late. It would
be greatly appreciated if this could be niade part of the record.

Very truly yours, RALPH J. GREG.

STATEMENT OF CHARLES II. PRIDDY, PRESIDENT OF MAONATEX CORP.

Section 1317(a) Concerning Rules Relating to Limitation on Percentage
Depletion in Case of Oil and Gas Wells

Mr. Chairman and members of the committee: My name is Charles Priddy.
I am President of Magnatex Corporation, a small, independent oil and gas
producing firm located in Midland, Texas.

My statement is directed to a small part but, as far as we and many other
small independent producers of oil and gas are concerned, a very important part,
of the Tax Reform Act of 1976 as reported by your Committee and currently
under consideration by the Senate. I am referring to the "retailer exclusion" pro-
vision-section 1317(a) of the bill-proposing changes to section 613A of the
Internal Revenue Code In the form of certain "Amendments to Rule Relating to
Limitation on Percentage Depletion in Case of Oil and Gas Wells."

We welcome and support wholeheartedly the Committee's clarifying changes to
section 613A of the Code. Certain proposed Treasury regulations have made
necessary the provision you recommend. Moreover, your reconsideration of section
1317(a) at this time offers us the chance to help dispel any doubt which may
exist in some quarters about the public importance of retaining and clarifying
this "retailer exclusion" provision in the final legislation.

Magnatex is a typical small, Independent producer of oil and gas. We sell our
production in bulk to others for resale. In this sense, we are wholesalers entitled
to percentage depletion allowances afforded by the present section 613A of the
Code.

?4-712 0-T6-pt. 2-20
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But let me invite the Committee's attention to the following additional facts.
We have a subsidiary company which owns 22 vehicles equipped to transport
propane gas, and three trucks equipped to transport No. 2 diesel fuel. This sub-
sidiary obtains product in bulk from unrelated sources and resells it in bulk
quantities to industrial and commercial users at between 20 percent and 22
percent below retail prices. The Federal Energy Administration defines this
subsidiary as a "wholesaler-purchaser-reseller." It is not a retailer. It maintain
no retail sales premises or similar outlet of any kind. It has an office, and a
storage facility to hold product during such times as its industrial customers are
shut down or otherwise cannot take delivery.

The Code, as you know, excludes "retailers" from the benefit of certain per.
centagle depletion allowances. Section 618A(d) (2) provides in part that "any
taxpayer who directly, or through a related person, sells oil or natural gas * * *
through any retail outlet operated by the taxpayer or a related person" is denied
percentage depletion deductions.

The meaning of this "retailer exclusion" seems plain enough, and particularly
so in light of its legislative history.

The lengthy Senate debate of early last year reveals that there were important
policy and practical considerations for the provision. Many Senators believed
strongly In repeal of percentage depletion entirely, others wished to retain it for
independent producers. The Nation's large and growing energy needs-and the
consequent need to stimulate new domestic exploration and production-were
balanced against a view that the few largest oil companies represented an
unhealthy concentration of economic power and that accordingly these largest
firms did not need the added advantage of percentage depletion.

A basis for differentiating between the many small Independents and the large
integrated companies was reached. The "retailer" concept was fashioned as a
means to repeal percentage depletion altogether for the large, vertically.lnte-
grated major oil companies while reducing It for the independents. The Congress
recognized that the majors no longer require the benefits of percentage deple-
tion, but the independent producers do.

The legislative intent evident here is salutory. Increase tax revenues promote
competition in the oil industry and, most Important, encourage (or at least not
discourage) the search for and production, in the United States, of oil and gas
among independents--who drill some 85 percent of our exploratory wells.

So far so good. But in October of last year the Treasury Department issued
proposed regulations which, in part, run completely counter to the Congressional
intent, legislative history and plain meaning of section 613A(d) (2). The Treas-
ury's proposed definitions of "retailer" and "retail outlet" are clearly susceptible
to the interpretation, if not actually intended to mean, that a company, such as
ours, which has a subsidiary supplying bulk product to Industrial and commer-
cial users, must be considered a "retailer" Ineligible for the limited percentage
depletion allowances Congress intended for small independent producers.

This frustration of Congressional intent is accomplished In thle proposed regu-
lation I 1.618A-7 which, In pertinent part, defines a "retail outlet" as "any place
where sales * * * are systematically made to any person or persons for any
purpose other than for resale * * *" Such a sweeping definition can include any
place where sales are made to one user frequently enough to be termed "sys-
tematic." Moreover, the failure of the proposed regulations to exempt bulk sales
to Industrial or commercial useFs Is palpably contrary to the manifest intent of
Congress that a "retail outlet" was meant to refer to filling stations owned or
controlled by the major companies where gasolinbe was sold to the general public
at retail.

I might note, In passing, that our company, like the vast majority of independ-
ent producers of which I am aware, has no need for the allowance of up to $5
million In retail sales which section 1817(a) provides. We, like most others,
do not engage In any retail sales. That $5 million provision does, of course, pro-
vide a retailer of not Inconsiderable size to continue to enjoy percentage
depletlon.

Your Committee Report noted, in the text related to section 1317 of the bill,
that the retailer exclusion provision In the present law has been or could be
subject to misinterpretation. Therefore, the Committee found It advisable to
state its belief that "the retailer exclusion should be applied in the case of retail
sales as that term Is commonly used" and that "bulk sales of oil or natural gas
directly to Industrial or commercial users should not be treated as retail sales
through a retail outlet." This reaffirmation of the original legislative intent, and
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the statutory provision it supports, is welcome. In light of the proposed Treasury
regulations to which I have referred, adoption of section -817(a) of the bill is
essential to Insure that the Intent of Congress is carried out and to prevent need-
less controversy with the Internal Revenue Service and very probable litigation.

Our company has foumd It necessary, too, to try to help clarify the law on
this point by seeking administrative relief. We filed comprehensive comments
with the Treasury Department in February on the proposed regulations. We
believe the statute as written is clear, and its meaning made all the more clear
by the Congressional debate on the subject. "Retall outlet" was meant to be
understood as that term Is commonly used. We think the Treasury's proposed
regulations, insofar as they do not clearly differentiate bulk sales at wholesale
prices to industrial users, on the one hand, from retail sales at-a gasoline sta-
tion on the other, bring about unnecessary confusion. Adoption of section 1317(a)
by the Congress will remove whatever difficulty the Treasury Department may
be encountering with the present statutory language and, of course, will settle
this important definitional problem authoritatively.

As I have outlined, failure of the Congress to adopt section 1317(a) as re-
ported by your Committee will not only contribute to the confusion already
wrought at the regulation-wrtting level. It will, in the case of Magnatex, have
the unintended possible result of causing the Internal Revenue Service to assert
that our company-in all respects the typical small independent the Congress
sought to differentiate from the majors--should be taxed as if it were Exxon,
Gulf or Texaco.

Thank you, Mr. Chairman.

STATEMENT BY THE MOTOR AND EQUIPMENT MANUFACTURERS ASOCIATION

SECTION 1310

Mr. Chairman and members of the Senate Finance Committee, the Motor
and Equipment Manufacturers Association (MEMA)-the national trade asso-
ciation of the automotive parts manufacturers--submits this statement in sup-
port of a proposed change in the committee-approved section 1810 of the Tax
Reform Act of 1976 (H.R. 10612) dealing with a partial repeal of the 8 percent
manufacturers excise tax on light-duty truck parts.

Under the present law, light-duty truck parts and accessories are exempt from
the federal 8 percent manufacturers excise tax If they are installed by the
vehicle manufacturer at the time the light-duty truck Is manufactured. How.
ever, If the same part or accessory is installed by the vehicle dealer or an
independent service center the product Is subject to the 8 percent manufacturers
excise tax.

During the earlier deliberations on the Tax Reform Act of 1976, the Senate
Finance Committee recognized that the 8 percent excise tax on light-duty truck
parts and accessories installed by the vehicle dealer discriminates against the
vehicle dealer, the Independent parts manufacturer and the consumer to the
advantage of the vehicle manufacturer. Th4s is particularly true when dealing
with some parts which are wore efficiently, easily and rapidly installed at the
dealer level, such as heavy-duty bumpers. Recognizing the discrimination created
by this section, the Senate Finance Committee agreed to repeal the 8 percent
excise tax on light-duty truck parts sold In connection with--end at the time
of-the original purchase of the tax-exempt light-duty truck. As an example of
the type of purchase this amendment would cover the committee noted: the pur-
chase of a heavy-duty bumper from a vehicle dealer when the bumper is added
at the time of the original sale rather than by the truck manufacturer, would
be tax exempt.

The MEMA strongly urges the Senate Finance Committee to reconsider this
amendment and to re-amend the legislation to allow this time of original pur-
chase of the light-duty truck provision to only apply to the sale and installation
of heavy-duty bumpers. It is MEMA's--and its member companies--belief that
If the committee-approved light-duty truck provision is allowed to stand as Is,
the law will create more problems for the automotive aftermarket parts manu-
facturers than it will solve. In addition, the committee-approved amendment will
place the Independent service centers at a competitive disadvantage.

Gentlemen, the nearly 2300 U.S. manufacturers of automotive aftermarket
parts and accessories will face a real bureaucratic nightmare if this provision in
the committee-approved bill Is not amended.
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The aftermarket parts manufacturer distributes his product through ware

houses, distributors, wholesalers, jobbers, and other marketers, but he does not
sell directly to the vehicle dealer. Therefore, the parts manufacturer does not
know at the time of his original sale whether or not the part will eventually be
tax-exempt. This means the parts manufacturer must pay to the Federal Gov-
ernment the excise tax on every part he manufacturers and sells, except those
parts sold as original equipment to a vehicle manufacturer. Under the committee-
approved amendment, when the vehicle dealer sells the parts manufacturer's
product In connection with the original sale of the light-duty truck, he would
,have the right to request a refund of the 8 percent excise tax from the parts
manufacturer.

This sort of situation will create a real administrative chaos for the after-
market parts manufacturers and others in the distribution chain, since knost of
the refunding will be done in the form of credits from the manufacturers to his
next link in the distribution chain and so on through the line. In addition, this
type of a system will complicate the manufacturers' quarterly reports and pay-
ments to the Internal Revenue Service.

Such a system may also result in the manufacturers paying the excise tax on
parts which are tax exempt, because some vehicle dealers may decide that it is
too costly to process the paperwork involved In requesting a refund from the
manufacturer so he may forego requesting the refund, thereby depriving the parts
manufacturer of the opportunity of recapturing his funds from the Internal
Revenue Service.

While it is more likely the vehicle dealer will seek the refund on such high-
cost items as heavy-duty bumpers, the risk that he will not apply for a refund
is greater when dealing with low-cost parts, such as some special lighting equip-
ment, mirrors, mud-guards and many other parts and accessories which may be
installed by the vehicle dealer at the time of the original purchase of the light-
duty truck.

Although the automotive parts manufacturers would favor a complete repeal
of the excise tax on light-duty truck parts and accessories--and have in the past
filed many statements to this effect with the committee-and while the industry
deeply appreciates the Senate Finance Committee's efforts to lift some of the
industry's tax burdens, It Is the considered opinion of the industry that, In view of
the confusion and cumbersome system that this provision in the bill would create
for a major segment of the Industry, the industry would be better served, as will
the American motorist, if this provision was only applied to the manufacturers
of heavy-duty bumpers.

Therefore, the automotive aftermarket manufacturing industry through its
trade association, MEMA, supports the amendment offered by Senator Carl T.
Curtis of Nebraska which will eliminate the confusion which the Senate Finance
Committee-approved amendment will create within the automotive aftermarket
parts industry and to reduce the anti-competitive nature of the committee-
approved amendment.

In closing It should be noted that the amendment proposed by Senator -Curtis
and supported by the MEMA will result in a minimal reduction in the funds the
automotive parts manufacturing industry contributes to the Federal Highway
Trust Fund.

CAST METALS FEDERATION,
Rocky River, Ohio, July 16, 1976.

Hon. RussELL B. LoNo,
Senate Committee on Finance,
Washington, D.C.

DzAa SENATOa LONOG: We have read In the press that the Senate Finance Com-
mittee is reconvening on July 20 for three days of additional hearings to examine
the several sections of the tax bill "which were added in committee "to accom-
modate problems of special interests."

Labelling a bill or a portion of a bill "special interest" legislation is frequently
effective in killing a measure. Many times, however, such a label is erroneous.

We in the metalcasting industry believe It is a misnomer If the term "special
interest" Is used to apply to the Senate Finance Committee addition to H.R. 10612
which will provide tax credits on purchases of ferrous and non-ferrous scrap
metals.
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Tax actions such as these are essential to the effective utilization of U.S. raw
material and energy resources through their promoting the development of ade-
quate secondary metal at reasonable economics and favoring full use of this
material by the cast metal as well as other metalworking industries.

Such utilization of raw material and energy resources will work to the benefit
of all find are consonant with the policies of the United States.

We are enclosing a statement and documentation in support of this position.
We respectfully request that the Senate Finance Committee continue to rec-

ommend passage of the recycling tax credit.
Sincerely,

CHARLES T. SHEEHAN.

STATEMENT OF CHARLES T. SHEEHAN, VICE PRESIDENT, CAST MrETALS FEDERATION

This statement is submitted for and on behalf of the Cast Metals Federation
in support of the Senate Finance Committee version of H.R. 10612 which would
provide reasonable and necessary income tax incentives to encourage the utiliza-
tion of recycled solid waste materials and to offset existing income tax advantages
which promote depletion of virgin natural resources.

Participants in the Cast Metals Federation are the following trade associations:
Investment Castings Institute; Iron Castings Society; National Foundry Associa-
tion; Non-Ferrous Founders Society; and Steel Founders Society of America.

Foundries produce castings through a technique of pouring liquid metal into
cavities of sand, metal or ceramic molds. Most frequently these metals are melted
in electric furnaces or in cupolas. The resultant metal casting may weigh as little
as a few ounces or as much as many tons.

Castings as a technological method is one of the oldest, most basic and least
expensive ways employed to shape metal; other metal-shaping processes include
forging, Ftamping and machining. Ninety percent (90%) of all durable goods
manufactured required castings as end products or as component parts.

The foundry industry size is often measured on the basis of tons of castings
shipped. It is usually compared with other industries on the basis of the dollar
value added by manufacture. According to the latest data issued by the U.S.
Department of Commerce, the foundry industry ranks sixth among all nianu-
facturing industries. Only motor vehicles, blast furnaces and steel mills, air-
craft, basic chemicals and communication equipment exceed the foundry industry
in rank and in size by the value added by manufacture. The foundry industry
is larger than metal working machinery and equipment, larger than fabricated
structural and metal products, larger than the newspaper industry, and larger
than the beverage industry.

The size of our industry is misleading because most foundries are either small,
independent privately owned operations, or are captive foundries of large auto-
motive or heavy equipment manufacturers. Of the roughly 4,500 foundries in
the United States, employing over 300,000 workers, 82 percent employ less than
100 workers. The dollar value represented by casting production exceeds $15
billion and represents 22 million tons of casting each year. Sixty percent (60%)
of the total industry output is produced by independent robbing foundries.

It is an interesting paradox that while demand for castings is increasing at
a rate of 6-7 percent per year, the number of foundries are decreasing each year.
For example, in 1950 there were 3,000 gray and ductile iron foundries, by 1970
only 1,500, and it is estimated that as many as 500 more will close in the next
five years. The primary reason is that metal casters have not traditionally gen-
erated the funds to modernize, expand, and equip. The anticipated increasing
decline in number of foundries is due to lack of profits and to the need for capital
to meet OSHA and environmental control standards.

Castings are vital to our economy-as vital as any raw material or component
can be. As an example, these major industries buy castings from robbing found-
ries: (1) Motorr vehicles and trucks; (2) Industrial machinery; (3) Metal prod-
uct, including heating and air conditioning equipment; (4) Machine tools; (5)
Water pipe; (6) Railroads, (7) Electrical machinery; (8) Construction and
farm machinery; (9) Engines and turbines; and (10) Household appliances.

The ten general industries summarized above actually encompass approxi-
mately 500 different industries.

Every time a ton of iron and steel scrap is recycled through a foundry, our
natural resources are preserved by 1% tone of iron ore, one ton of coke and %
ton of limestone. In the non-ferrous metals, we find that 45 percent of the total
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amount of copper, 1.8 million tons per year, is recycled. Similarly with lead-
88 percent; with aluminum-20 percent; with zinc--20 percent.

Three long term trends in the foundry industry stand out. First, production
tonnage of metal castings is increasing despite decreasing numbers of foundries
in operation. Second, non-productive capital expenditure requirements of found-
ries for EPA and OSHA needs are increasingly difficult for foundries to meet.
Third, the increasing scarcity of scrap metals and the resultant escalating costs
of these metals is forcing the industry to study alternative materials to decrease
its almost complete dependence on scrap as a means of retaining its markets from
the inroads of competitive materials and imports.

As an example, the cost of typical grades of steel scrap have tripled since
January, 1973.

The attached chart, Iron-Steel Distribution in U.S.A.; reprinted from the
February, 1974 issue of Modern Castings magazine indicates that in 1972 fer-
rous foundries used 13.6 million tons of scrap generated by the iron and steel
scrap industry. The basic steel industry consumed 29.7 tons in that year.

In the year 1978 the usage of ferrous scrap increased to approximately 60
million tons with the ferrous casting usage rising from 13.6 million tons to 16.2
million tons. At the same time iron and steel crap exports rose to 11.2 million
tons despite a limited licensing procedure on exports imposed by the U.S. De-
partment of Commerce in Juily,-1973.

We have been told on several occasions by the U.S. Department of Com-
merce and by other government spokesmen, including the President'ji Special
Representative for Trade Negotiations, that we could not expect any further
curtailment of ferrous scrap exports.

Inasmuch as the ferrous castings industry of the U.S. Is severely harmed by
this Government policy, we firmly believe that it is only equitable that a tax
incentive such as that approved by the Senate Finance Committee be enacted
into law.

The recycling tax credit amendment would provide greater incentive for the
scrap industry to reclaim additional scrap; would serve to keep our costs in
line; and further, provide incentive to our industry to continue to use sub-
stantial quantities of ferrous scrap and to revise our methods so that larger
quantities of such scrap might be used.

It should be noted that for a period prior to 1973 there was a great shift
from cupola melting to electric melting in foundries. Cupola melting used
roughly 60 percent scrap plus pig iron, which came from virgin ore. Electric
melting requires almost 100 percent scrap. Electric melting provided better, more
efficient controls. The additional cost of electric furnaces over cupolas was
offset by the fact that they were cleaner in operation and hence required less
in the way of non-productive air pollution control equipment.

The scarcity and high cost of scrap today has reversed this trend toward
electric melting.

The reprint from Modern Castings mentions the direct reduction of ore as
an alternative to the use of-scrap. This process Is being seriously considered
by the industry as the scarcity and expense of ferrous pcrap increases.

Thus far in this statement ferrous scrap has been -used as an example. Non-
ferrous scrap-aluminum, magnesium and copper-all are confronted with $im-
liar circumstances.

Scrap iron, steel, aluminum, and magnesium represent both a raw material
and an energy resource. Efficient utilization needs to be encouraged. Our cur-
rent estimates of the energy required to produce pig iron and primary alumi-
num and magnesium are shown in the attached figure. In producing castings
using primary metals as melt stock, this energy must be added to the melting
and superheating energy requirements to determine the total effect 6n energy
reserves.

To produce magnesium die castings using primary metal for most of the
charge-(the U.S. secondary magnesium market is very small), it is estimated
that the product energy requirement is 164,300 Btu per pound. If a large
automotive die casting operation, such as Volkswagen's, is considered. it is
estimated that the magnesium product energy requirement would be 102,50
Btu per pound if 50 percent secondary alloy is used in the new feed.

Current vehicle fuel economy issues will promote the use of increased ton-
nages of aluminum and magnesium castings and aluminum sheet products.
Vehicle weight reduction favors Increased fuel economy. This will create new
requirements:
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1. The need for an improved secondary aluminum and magnesium market.
The current secondary markets are small relative to potential automotive re-
quirements. In addition, there is a 5-10 year lag between time of vehicle build
and the time the vehicle becomes available on the scrap market;

2. A need for improved scrap processing- techniques to separate ferrous and
non-ferrous scrap.

Tax and export/import actions which promote the development of adequate see-
ondary metal at reasonable economics and of good melting quality and favor
full use of this material by the cast metals industry are essential to the effect
tire utilization of U.S. raw material an energy resources.

IRON FLOW I THE UNIAE STATe--1972

The Charge Materials Committee (12-J) has updated the Iron and Steel Dis-
tribution Chart using 1972 data. The previous distribution chart published in the
October 1972 issue of Modern Casting presented 1969 data and showed the flow
of iron units in the U.S. marketplace. The-year 1909 was used as a reference for
the statistical presentation since there were no severe work stoppages or disrup-
tive forces on the free flow of ferrous materials.

The major source of data is still the many industrial users and producers of
the iron bearing products, plus the scrap processors and brokers. Data from these
industries are collected and reported primarily by the U.S. Bureau of Census and
the Bureau of Mines.

It is still not possible to balance the flow chart of ferrous materials primarily
because of conflicting data and possibly incomplete reporting by parts of the fer-
rous industry. An understanding of how the information is reported as well as
what is lucluded in the numbers is needed when making comparisons. An exam-
ple is the method of reporting the internal remelt or recirculating scrap in the
steel and metal casting industry. In effect most of this stays in-house and is re-
melted and recirculated! and could be considered an internal inventory.

The scrap that effectively ends up in the product can be considered outside
purchases. The scrap consumption reported by the U.S. Bureau of Mines includes
this internal inventory or remelt The 1969 published iron flow chart for the metal
casting industry did not make allowances for this so the 1&1 million tons of scrap
shown for 1969 going into the metal casting industry included the remelt material.
The 1972 chart shows only new scrap (13.6 million tons) going into the metal
casting industry and the remelt is shown recirculating within the iron or steel
casting group.
Met aloasting Industry

The metalcasting industry because of its dependence on scrap iron and steel
has always been in interested in recycling and material conservation. The indus-
try has co-operated closely with the secondary metals industry in developing new
tiethods of using various raw materials. These efforts by the foundry industry
have had a significant effect in maintaining a high product value for ferrous cast-
ings and has contributed to the increasing value of the industry products.-

As most foundrymen are painfully aware, there is competition for iron units in
world and domestic markets of a type which indicate that future constraints on
production by the foundry industry may be the supply of raw materials as well as
skilled manpower and usable plant capacity. Structural shifts in the flowof scrap
iron and steel in the U.S. markets are indicated by the 1972 distribution when
compared with the 1960 distribution chart.

For 1972 the ingot mold production of 3.0mllion tons, is shown in the steel
industry rather than the iron casting industry. The source of this iron is pri-
marily from the steel industry and usually in molten form. Approximately 600,000
tons of ingot mold castings are shown in the iron industry to take care of those
plants that do not get a major portion of their metal from a steel mill.

The metal casting industry consumed a total of 13.6 million tons of scarp gen-
erated from outside sources and 2.1 million tons of pig iron to produce a total of
1.6 million tons of steel casting and 13.3 million tons of iron castings (excluding
the 8.0 million tons of Ingot molds). This illustrates the magnitude of the casting
industry and everyone including the government agencies should recognize its
Importance in terms of economics, employment, raw material, and energy require-
ments. The impact is even greater when the nonferrous industry is included.
Steel Industry

The U.S. steel industry. feced with serious competition in the domestic market,
concentrated its new capital investments in the basic oxygen furnaces, continuous



744

casting, and highly automated hot strip mill& Construction of new blast furnaces
by the industry, has lagged the industry demand for molten iron. Production in-
creases through improved technology reached a -plateau in the late 19608 as the
advantage of fuel injection and sized burden became standard practice at most
facilities. New sources of iron units had to be found since the cost of a new blast
furnace of modern design and production has reached a level of investment re-
quiring joint ventures.

As a result, the steel industry turned to scrap preheating and electric arc fur-
naces. This increased the consumption of scrap steel in relation to the tonnage of
molten iron consumed. The ratio between finished steel products and scrap con-
sumption dropped from approximately 4.6 in 1969 to 3.1 or 2.6 (depending upon
which number for 1972 is correct for new scrap consumption, 29.7 or 35.0 million
tons shown on the chart).

This trend is expected to increase the demand on the supply sector for scrap as
more electric furnaces and continuous casters are Installed. Direct reduction of
ore in the U.S. may alter this but only if a coal related process is used for reduc-
tion and this appears very slim for the next decade due to pressures for energy
requirements elsewhere. There is, of course, a possible chance that prereduced
ore can be imported but this will not occur for five to ten years.

Those nations that have ready access to both gas and ore could become major
exporters of sponge iron. This could occur within five to ten years. It is the hope
of the AFS Charge Materials Committee that this chart will illustrate graphically
to everyone the importance of the metal casting industry in the flow of iron units
and particularly scrap in the U.S. Approximately 27% of the iron units consumed
by the steel industry Is external scrap and 86% in the metal casting industry.
Illustrating again the relative importance of scrap to each industry.

Any comments or additions to this attempt to summarize the ferrous cycle in
the United States will be welcomed by the committee.
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STATEMENT O WZLLIAM NR IsON UTZ,; Ez6UTwYz DIuwroa, NATIoNAL SnRIMP
Coxouss

Mister chairman and members of the Committee, I am William Nelson Uts,appearing here today as Executive Director of the National Shrimp Congress.The National Shrimp Congress is a non-profit trade association incorporated
under the laws of the State of Delaware, with its principal offices in Washing-ton, D.C. It is an Association comprised of regional Associations, State Associa-tions and individual members of the shrimp industry, from South Carolina
along the Atlantic coast, and all the States throughout the Gulf to Texas.We are appearing in support of Section 1207 of H.R. 10012 (Tax Reform Act
of 1976). Section 120T would resolve what has come to be an extremely criticalproblem for the American fishing industry. The problem simply stated is thatAmerican fishing vessels have operated for years under an arrangement whereby
the crew members of each fishing vessel took as compensation for their workeffort a percentage of the catch of that vessel's trip. Under such r.,rangement,
they considered themselves Joint venturers or self-employed Ind dualss. Theyreceived no guaranteed income for making a trip. If the trip was totally un-
successful they received nothing for their efforts. When a trip was successful theboat owner took a certain percentage of the catch and was responsible for the
operation and boat costs and his other overhead expenses.

The members of the crew took their percentage and were responsible for thefood they consumed, and their personal equipment, such as slickers, boots, etc.which they used while working. This arrangement has worked satisfactorily for
years, that is until the late 1900's when the Internal Revenue Service (IRS)began treating such individuals as regular employees of the boat owner, re-
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quiring the boat owner to withhold taxes from the crew and to deduct and pay
the taxes on these crew members under the Federal Insurance Contributions Act.
Further, IR8 has determined their decision (that such crew member/joint ven-
turers are actually employees) should have retroactive application to the boat
owner, and has required boat owners not only to begin deducting withholding,
social security, and making matching social security payments, but has required
that such deductions be paid retroactively. In some instances IRS has gone back
three years and calculated withholdings, requiring the owners to come forward
with lump sum payments for these withholding on crew members, although the
crew members themselves have, in fact, paid their taxes for those periods.

The fishing industry believes these crew members are clearly self employed-
independent contractors who are undertaking a Joint venture. If successful,
they share In the benefits; if unsuccessful, they share in nothing. The crews
that work on boats used in fishing are frequently made up of transitory person-
nel who go from boat to boat and fleet -o fleet; while some individuals may be
with one particular boat for months or ) ears, many make only one trip and then
move on to another fleet or boat operator, taking their percentage of the catch
proceeds and signing on with a different Captain for the next voyage. Under
these circumstances, It is difficult and impracticable for the boat operator to
keep the necessary records and calculate his tax obligation as an employer, and
it is equally difficult for him to withhold the appropriate taxes for payment
This is especially true when you recognize that boats do not necessarily put into
the same location each time on returning from a fishing trip-the boat Cap-
tain as agent for the boat owner and crewmembers, sells the catch, divides the
proceeds, and returns to fishing. He may make several trips without returning
to the same unloading point, or returning to the home port. His crew make-up
may change on each trip, thus returning home with an entirely different group
of crewmembers than when he initially departed.

The situation I have Just stated generally exists throughout the entire United
States fishing industry, and my strong support for this provision of the Tax
Reform Act Is not Just in behalf of the shrimp industry, but I am also speaking
for the entire seafood producing industry of the United States. I am a member
of the Executive Committee of the National Fishery Policy Conference which is
composed of representatives of all segments of the fishing, industry throughout
the United States. They wholeheartedly support this provision. It is one which
is desperately needed for the fishermen of the United States, and it is essential
if we are to straighten out a most difficult administrative problem with the
IRS. Under the present IRS interpretation, the boat owners, in effect, are being
forced to accomplish IRS's job for them-i.e., make tax collections from self
employed people. This is an administrative task with which these boat owners
should not be burdened.

We are, therefore, requesting the Committee and the Congress to aid us by en.
acting into law Section 12%7 of the Tax Reform Act which would remove a sub-
stantial administrative and paper work burden from the backs of the fishermen
while having no substantial impact upon the tax revenues.

INLAND CONTAIWN Cor.,

Mr. M1OHAn, STZmwj bnsa.poi, Ind., July 15, 1976.
Staff Director, Committee on Finance,
WasMington, D.C.

D ARa MI. STEri: I would like to strongly recommend that the Senate Finance
Committee retain Section 2102 of the proposed amendments to the Internal
Revenue Code. This pertains to the Modification of Transitional Rule for Sales
of Property by Private Foundations.

Our Company, many years ago, established a lease arrangement between a
private foundation and the company on an arm's length basis providing an at-
tractive investment for the foundation. When' the Tax Reform Act of 1969 was
passed, we were placed In a very disadvantageous situation and forced to follow
some economically, unsound practices to retain possession of one of our plants.

We do have another plant where we will be forced to follow similar procedures
unless Section 2102 of the proposed bill is retained.

.For these reasons and those set forth in the Committee's reports, which we
believe are excellent and-equitable, we strongly recommend retention and enact-
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ment of the proposed new rules permitting sale of such facilities under specific
conditions to so called "disqualified persons".

We respectfully request the Committee to retain the proposed Section 2102
in any 1976 tax reform.

Very truly yours,
- U. IL. UMEiou.

STATEMENT OF UNITED STATES INDEPENDENT TELUPHONz ASSOCIATION

SECTION 2822 Or THE TAX REFORM A0T OF 1976

'This statement Is submitted by the United States Independent Telephone As-
sociation (USITA) in response to the Senate Committee on Finance Press Re-
lease of July 8, 1970, In which the Committee announced further hearings on
certain provisions of the Tax Reforal Act of 1976 (H.R. 10612), including Sec-
tion 1322 relating to contributions to capital of regulated public utilities in aid
of construction.

,USITA represents the independent (non-Bell) segment of the telephone Indus-
try of the United States. The independent telephone industry consists of 1,618
telephone operating companies serving over 26 million telephones through 11,000
exchanges in one-half of the served geographic areas of the nation. Independent
telephone companies, together with the operating companies of the Bell System,
provide exchange and Inter-change telecommunications service through the in-
tegrated facilities of the-telephone network.

USITA urges the Committee to modify Section 1322 on the Tax Reform Bill
to provide that contributions to capital of regulated telephone companies which
are used for qualified expenditures and which are not included in the rate base
for rate making purposes by the regulatory body having rate-making Jurisdiction
will be treated as non-taxable contributions to the capital of such telephone
companies.

Under present law, contributions to the capital of a corporation whether or not
contributed by a shareholder, are not includable in the gross income of the cor-
poration under Section 118 of the Internal Revenue Code. Under a long line of
Board of Tax Appeals' decisions contributions in aid of construction of utilities'
facilities have been considered to be contributions to capital. In 1958 the Internal
Revenue Service announced that it would follow prior case law with respect to
contributions in aid of construction but only with respect to regulated utilities
(Rev. Rul. 58-535). Last year, the Internal Revenue Service issued Revenue Rul-
ing 75-W7 which held that amounts paid by the purchaser of a home in a new
subdivision as a connection fee to obtain water services are includable in utilities
Income. The ruling effectively revoked the IRS's 1958 ruling.

Rev. Rul. 75-557 was apparently based on the Supreme Court's decision in the
United States v. Chicago, Burlington d Quincy Railroad Co., 412 U.S. 401 (1973).
In that case the court held that governmental payments received for improvements
in gradecrossings and intersections were not contributions to capital under the
Internal Revenue Code of 1939. The court set forth the characteristics of a non-
shareholder contribution for purposes of both the 1939 and 1960 InternaLlevenue
Code, indicating that the amounts received must not constitute payments for spe-
cific, quantifiable services.

Some USITA companies have taken the position that certain payments in aid
of construction by customers are contributions to capital under the characteristics
set forth in the Supreme Court care, notwithstanding Revenue Ruling 75-557.
However, we believe that enactment of the present legislation would prejudice
that position. We appreciate that the Committee has noted in its Report that in
providing specific rules for water and sewage disposql companies "the Committee
Intends that no inference should be drawn as to proper treatment of such com-
panies which are not water or sewage disposal utilities" (page 436).

When the Committee first considered the question of contributions In aid of
construction during its deliberations, it voted to extend the special treatment to
all regulated public utilities. That decision was subsequently modified and it
was determined that the treatment should be extended only to water and sewage
disposal utilities. It Is USITA's position that no good reason exists for dis-
tinguishing between water and sewage disposal utilities and telephone companies.

At page 4,35 of its Report, the Committee sets forth the reasons in support of
Section 1322. The Committee notes that Rev. Rul. 75-557 would increase sub-
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stantially the taxes on those utilities which had previously treated all contri-
butions in aid of construction as nontaxable contributions to capital. The Com-
mittee turtner noted that such increased taxes would ultimately result in high-
er charges to utility customers, and that since such Increabed charges must be
approved by public utility commissions, the working capital of the utilities may
be substantially reduced resulting in delays in turnislang service and curtail-
ment of expansion of service. Finally, the Committee quoted that the immediate
incluslo, of such contributions In income causes a mismatching of income and
related expense since the utility must increase income in the year In which con-
contributions in aid of construction of water and sewage disposal utilities apply
facilities will not arise until subsequent years.

All the reasons set forth by the Committee to justify special treatment for
contributions in aid of construction of water and se%%age disposal utilities apply
equally to telephone companies, particularly smaller telephone companies operat-
Ing in rural areas where construction costs are substantially higher than in ur-
ban centers. The problems that telephone companies have in meeting
their growing construction requirements are detailed at some length
in the testimony of John J. Douglas, formerly Executive Vice Presi-
dent, Finance, General Telephone & Electronics Corporation given on
behalf of USITA before this Committee on April 1, 1976, The ex-
clusion of the telephone companies from the tax treatment for contribu-
tions in aid of construction accorded in Section 132"2 will simply add to the bur-
dens of raising capital for construction recited by Mr. Douglas In his testimony.

For all the foregoing reasons, the Committee is respectfully requested to re-
consider Its prior action in limiting Section 1322 to water and sewage disposal
utilities, and to specifically extend the tax benefits provided by the Section to
telephone companies.

ECOSOL Lim.,
New York, N.Y., July 20, 1976.

MICHAL 8=ii, Esq.,
Staff Director, Committee on Finance, Dirksen Senate Offce Bu4ldixg,
WalMnpgton, D.O.

Dzas Ms. STizax: I understand that the Finance Committee Is to hold hear-
ings beginning today on certain provisions of the Tax Reform Bill that have
been characterized by Senators Proxmire and Kennedy as "special interest
amendments" benefiting only one or two companies. I notice that one of those
provisions is Section 2002 of the Committee Bill providing a tax credit for the
installation of residentlaP, heat pumps. According to the Congressional Record
of June 28 ,1976, both Senators believe that this provision was "pushed by G.E.
and Westinghouse" and therefore that it is intended to benefit primarily those
two companies. I would like the printed record of the hearings to include my
written statement that many companies, large and small, are currently manu-
facturing heat pumps in the United States. Specifically, the 1976 edition of The
Mechanical Products Catalog contains 82 such companies and I attach hereto
a list of them for inclusion in the record.

Very truly yours,
S. KEITH LIWDEN,

Vice President.

LISTIrO OF HEAT PUMP MANUrACTURas FaoM THE 13TH EDITION OF THUR 1976
MEHANICAL PRODUCTS CATALOG PuInzED BY HUTON PUBLISHING Co., 450
PLANDOME RD., MAN uASsr, NEW YoaK

1. ACKCO
. ACME Industries, Inc.

8. Anerlcain Gauge & Manufacturing Co.
4. :Bard Manufacturing Co.
5. Brookstone Co.
. C. M. Hoist. Division of Columbia MeKinnon Corp.

7. Carrier Air Conditioning
& Carteret Air Conditioning, Division of Singer Co.
9. Chisce Co.

10. Chrysler Corp.-Airtemp Division
11. Climate Control. Division of Singer Co.
11 Dayton Electrical Manufacturing Co.
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18. Dearborn Stove Co.
14. Duff-Norton Co.
15. Durant Tool Co.
1. Durban-Durco, Inc.
17. Eaton Corp
1. Fedders Corp.
19. General Electric
20. General Machine Products, Division Philadelphial Hoist
21. International Heating & Air Conditioning Co.
22. Lennox Industries, Inc.
28 Luxair, Inc.
24. Maasdam Power & Pull, Inc.
21. Red Tiger Products, Inc.
2. Roofg Tools & Equipment Co.
27. Sioux Steam Cleaner Corp.
28. Thor Power Tool Co.
29. Trane Co.
80. Vilter Manufacturing Corp.
81. Westinghouse Electric Corp.
82. York Division of Borg-Warner

STATEMZNT OF JOHNz E. HEMPSTAD, PARTNER, BuTcHEa & SiNoER, PHLA., PA.

Honorable Members of the Committee on Finance, my name is John E. Hemp-
stead. I am a partner fn the investment banking firm of Butcher & Singer, which
has its principal ome In Philadelphia, Pennsylvania. Mr' remarks concern
the effective date provisions of the Committee Amendment to H.R. 10612, which
deal with so-called partnership swap funds. The substantive provisions of this
particular legislation correspond to H.R. 11920, passed by the House of Rap-
resentatives on May 8, 1976.

At the time of the hearings by the Ways & Means Committee on H.R. 11920
on March 29, 1976, there were eight swap funds which had been formed as
partnerships. On February 17, 1976, the date on which H.R. 11920 was intro-
duced, five funds had then been formed and the three other funds had not yet
filed a request for ruling with the Internal Revenue Service or a registration
statement with the Securities and Exchange Commission. One of those three
funds is Equity Exchange Fund, sponsored by my firm.

I am here to support the action of the Finance Committee in recognizing the
fairness and equity in permitting all eight funds to conclude the transactions
for which they werb formed.

On January 29, 1975, Butcher & Singer received a favorable tax ruling from
the Internal Revenue Service concerning the establishment of a general partner-
ship as an investment company. The importance of that January, 11)75 ruling
to the present situation is that the ruling established, in our opinion, a more
desirable, economical and easier method of utilizing a partnership format as an
investment company, as distinguished from the limited partnership format
which then, and now, has been the usual method for a partnership investment
company. When I heard about the Vance, Sanders Exchange Fund (which i a
limited partnership) it occurred to me that the general partnership format
of our January, 1975 ruling could be adapted for use in a swap fund context.
Consequently, on Tuesday, November 18, 1975, 1 first met with our tax counsel
to review with him the effect of organizing a swap fund utilizing the general
partnership format on the January, 1975 ruling. From that conversation, it did
become evident that there were certain advantages in utilizing the general
partnership format for our swap fund, rather than the limited partnership
format used by Vance, Sanders.

I immediately began to concentrate most of my activities to arranging the
establishment of a swap fund which would utilize the general partnership format
approved by the Internal Revenue in January, 1975, and, would rely upon the
policy of the Internal Revenue Service, as announced in the Vance, Sapders
case, to issue favQrable rulings to swap funds.

Butcher & Singer would prefer to have some other entity be the fund's invest-
ment adviser or manager, although we would be willing to perform that func-
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tion If a suitable arrangement could not be made with an independent fund
advwer or manager. For this reason, I spent considerable time in determining
what entity would be a compatible participant %ith butcher & Singer in the
estaudshment aut operation of its suap tuua. These efforts resulted in numer-
ous telephone calls with officers of 1% elington Alanagement Company, of Valley
Forge, 'ennsylvania during Iecember, 19#5. As a result of these calls, a meeting
to discuss the management of the s~ap fund. by Wellington Management was
held on Deceminer 22, 195. Attending that meeting were three officers of
Welington Management, our counsel, and myself. The result of that meeting
Is summarized In the -Proposal for an Exchange Fund" dated January 14, 1976
which was sent to William H. L. Sullivan, of Wellington Management Company.
That memorandum, together with a separate memorandum of our counsel also
dated January 14, 197, summarizes the most important features of the general
partnership exchange fund format. Although those memoranda were only sum-
maries, they clearly show the substantial amount of the legal activity, and my
activities, which had gone Into this project from November 18th to that date.
Copies of those memoranda are being made available to the Committee.

The letter to Mr. Sullivan was followed by a second meeting with officers of
Wellington Management Company, held on February 2, 1976. Attending that
meeting were three officers of Wellington Management, our counsel and myself.
Those attending the meeting wanted to go forward with the project as soon
as possible. As a result of those meetings, we authorized our counsel to draft
what would be, In effect, a request for a supplemental ruling to our January,
1975 ruling regarding the use of the general partnership format for the swap
fund. There ib no question that our desire to use a more economical partnership
format, rather than merely to "copy" the Vance, Sanders format, was the
cause of delay In forming our swap fund. This required additional time to ex-
plain to Wellington Management the operation and legal aspects of that format.
As it has developed, we now find it necessary to use the same limited partnership
format as the other swap funds because of novel issues raised by the Securities
and exchange Commission which, in the opinion of our counsel, probably would
not be resolved prior to the expiration of the 60-day period permitted by the
bill to conclude solicitation of exchange securities. The use of the limited part-
nership format presents no delays for technical reasons with the Securities
and Exchange Commission or with the Internal Revenue Service.

Shortly after that February 2, 1976 meeting with the officers of Wellington
Management Company, our counsel and we had heard the rumors circulating
in the Investment community that the Internal Revenue Service was, for some
unknown reason, putting a "hold" on the issuance of rulings for swap funds.
It was only a few days later when, on February 17, 1976, H;R. 11920 was intro-
duced and the Internal Revenue Service suspended rulings.

At the time the Service's "hold" position in issuing rulings was made known to
the interested parties, we had already Incurred considerable costs and effort on
the matter. This is amply evidenced by the memoranda dated January 14, 1976
sent to Wellington Management. Ironically, had not the "hold" position been
taken by the Internal Reveune Servke, I have been informed that our request for
ruling would have probably been submitted to the Service before February 17,
1978.

In 1966, the Congress permitted swap funds to become effective for a short
period after enactment of legislation which thereafter precluded corporate swap
funds. After H.R. 11920 had been introduced, we recognized that the effective date
provisions for the swap fund legislation might not be as liberal as those provided
In the 1968 legislation. For this reason, we filed our request for ruling with the
Service prior to the hearings held by the Ways and Means Committee, so that the
Congress could enact a bill which would give fair treatment to us along with all
the other swap funds which have relied upon the Service's position by filing a
request for ruling or a registration statement prior to that cutoff date.

In conclusion. we believe that the Finance Committee has properly recognized
that it Is only fair and equitable -that all eight swap funds be permitted to con-
clude the transactions for which they were created.

Thank you for your consideration.

Memorandum.
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3ANUARY 14, 1976.

To: Butcher & Singer.

From: Hudson, Wilf & Kronfeld.
Re: General Partnership Exchange Fund.

1. THE PARTNERSHIP

A general partnership will be formed under the Uniform Partnership Act of an
appropriate state. The Partnership will be registered as an open-end diversified
management company, under the Investment Company Act of 1940.

One partner of the Partnership would be the XYZ Fund, a Unit Investment
Trust ("UIT") represented by a bank serving as Trustee. At least two other
General Partners would be necessary. On the basis of our Informal discussions to
date with the staff of the Internal Revenue Service, it is our opinion that these
additional General Partners could all be corporations formed specifically for this
purpose, and that, although they should have some meaningful amount of capital,
their capitalization should not prove to be an obstacle.

It the management company-advisor wished to have a subsidiary serve as a
corporate partner, it would be necessary that the other partner not be an "in-
terested person" of the Partnership or the UIT.

The business of the-Partnership would be managed by a managing committee of
Partners which would Include all Partners other than the UIT, with each man-
aging Partner to have an equal vote. If the Managing Partners were corporations,
they would, of course, act through their duly elected officers. (On this point, the
SEC would no doubt want some undertakings from the corporations as to their
director/officer composition between annual meetings of the Fund.)

The following items would be voted upon by all i'artners (including the UIT),
each Partner being entitled to cast a vote equal to the number of units of
Partnership Participation held:

(1) Election or removal of managing Partners other than elections to fill
vacancies;

(2) Approval of any investment advisory or underwriting contracts or
actions to terminate any such existing contracts;

(3) Ratification, rejection or termination of the appointment of an
independent public accountant retained to certify the financial statements of
the Partnership;

(4) Approval of proposed changes in the nature of the Partnership's
business or in the investment limitations contained in the Partnership
Agreement;

(5) Amendments of the Partnership Agreement; and
(6) Any other matter on which Partners are entitled to vote in propor-

tion to the respective partnership interests as required by the Investment
Conpany Act of 1940.

The Partnership Agreement would provide, inter alia, the following:
(1) The Partnership shall continue until December 31, 2020, unless sooner

terminated in accordance with the terms of the Partnership Agreement.
(2) In the event of the dissolution of the Partnership by Teason of the with-

drawal (whether voluntary or involuntary) of any Partner, the business of the
Partnership will not be terminated and shall be continued by the remaining
Partners.

(3) A Partner cannot transfer his Partnership interest, except by redemption.
(4) The UIT will contribute approved securities, and the other Partners will

contribute such securities and/or cash to the Partnership In exchange for a
proportionate Partnership interest, consisting of-

(a) A pro-rata interest in the capital of the Partnership, and
(b) A pro-rata distributive share of its profit and losses, hereinafter items

(a) and (b) will be referred to as "Units of Partnership Participation").

II. THE UNIT INVESTMENT TRUST

The UIT will be formed and registered as an investment company under the
Investment Company Act of 1940. As requirel by Section 4(2) of the 1940 Act,
it will be organized under a contract with a bank as trustee. The UIT will issue
only redeemable securities in the form of Units in the UIT. Each PIT unit will
represent an equivalent Unit of Partnership Participation. The provisions of the
trust creating the UIT would expressly prohibit an Investor in the UIT from
receiving a Unit of Partnership Participation on redemption of his UIT units
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and restrict him to receiving cash and/or securities as the Partnership in turn
paid the UIT when it redeemed the equivalent Unit of Partnership Participation.

Units of Partnership Participation will constitute the sole asset of the UIT,
except for approved securities held pending purchase of Units of Partnership
Participation or proceeds from the redemption of such Units pending distribution
to the redeeming investor. UIT Units will be offered for sale under both "fully
paid" (one payment), and periodic payment plans which provide for the
regular periodic investment in Units of Partnership Participation held by the
UIT.

The Trustee of the UIT will be ,required to "pass through" to record holders
of UIT Units pro-rata voting rights on such matters as are submitted to th.
Partners of the Partnership. The Trfstee will vote the Units of Partnership
Participation held by the UIT in accordance with the directions of the holders
of Units in the UIT.

II. THE PUBLIC OFFERING BY THE PARTNERSHIP'S UNIT INVESTMENT TRUST AND ITS
OPERATION

The UIT will own virtually all of the Units of Partnership Participation in the
Partnership. All securities received from the sale of UIT Units will be invested
in Units of Partnership Participation in the Partnership. The net asset value of
each Unit of Partnership Participation in the Partnership will at all times be
equal to the net asset value of each Unit of the UIT since the Partnership will
bear its own expenses and those incurred by the UIT. Additional purchases or
redemptions of Units in the UIT by investors will affect the aggregate number
and value of the Units of Partnership Participation held by the UIT, but will
not affect the net asset value per unit which will fluctuate only as a result of the
Partnership's net income (or loss), distributions of net investment income and
capital gains, and changes in the market value of its investment portfolio.

Each Partner's distributive share of the Partnership's "net income distribu-
tions items" (i.e., income, gains or losses, deductions and credits) will be de-
termined daily on a per unit of participation basis and allocated to each Partner
during the Partnership's taxable year in accordance with such Partner's actual
holding period for each such unit. The ownership of each of the UIT's Units of
Partnership Participation is directly attributable to an investment by an in-
vestor in a unit of the UIT.

The Partnership Agreement would cover such matters as when distributions
of income would be made; whether capital gains would be distributed and how
such gains (or losses) would be allocated; the mode of payment of any dis-
tributions; the mode of payment of redemptions; etc.

IV. STATUS OF UIT AND UIT INVESTORS

Although we feel there is little doubt that the UIT would be recognized as a
legal entity under state law with the power to serve as a General Partner In the
Partnership, the further question must be faced as whether it would be held
to be merely a "dry" or "passive" trust. It is our opinion that it probably would
be so considered, and that the real parties in interest in the Partnership would
therefore be deemed to be the investors in the UIT. (The bank as "Trustee"
would be considered as their agent only, although the bank would, of course, have
significant fiduciary responsibility.)

There is to our knowledge no direct legal authority on this general subject
but it would probably follow, if the rare occurrence should arise when a creditor
should attempt to a~sert liability against any of the General Partners (as op-
posed to the Fund), that the investors in the UIT would be held to be liable
as General Partners.

Conversely, it theory at least, if such investors have liability as General Part-
ners then they could be said to have authority to create obligations of the
Partnership, whether in contract or tort. Their authollty to bin4 the Partner-
ship to any obligations or to create any liabilities is, however, in our opinion, far
less clear and, in our opinion, would not exist.

In any event, if such an investor attempted to create any liabilities on behalf
of the Partnership, the Partnership would no doubt have defenses which would
prevail. For example, an alleged creditor would have to have dealt in good faith
and, given the operation of a mutual fund, it is difficult to see how anyone, from
a car rental agency to an investment firm, could deal with such an investor pur-
porting to act on behalf of the Fund without making some reasonable inquiry.
If no such inquiry was made, the creditor has little or no case. Furthermore, the

74-712 O--6---pt. 2-21
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risk is actually no greater than that to which Massachusetts busirLess trusts (as
many mutual funds and REITS are organized), are exposed to In those Jnris-
dictions which do not recognize them as legal entities protecting their share-
holders against unlimited liability. Texas is a prime example, but this does not
deter these funds and REITS from doing business there.

In short, althought there may be technical legal risks, as a practical matter,
we consider these risks minimal.

Nevertheless, it would be prudent for the Fund to conduct its business In the
manner that business trusts do, by having written contractual arrangements
with everyone with whom the Fund does business which would require that such
persons look only to the assets of the Fund in satisfaction of any claims or
liabilities arising out of any transactions with or on behalf of the Fund.

In addition, we understand that insurance may be available at a reasonable
cost to protect the General Partners (including the UIT Investors If they should
ever be so held to be) against all third party claims.

As a further precaution, the managing Partners should have the right to termi-
nate the Fund If its assets fell below a level where they felt they might not be
fully protected against third party claims.

BUTCHER & SINGER,
Philadelphia, Pa., Jan nary 14, 1976.

To: Wellington Management Co.
From: Butcher & Singer.
Subject: Proposal for an exchange fund.
Introduction

It is proposed that Wellington Management Company help bring into being and
act as Invesetment Adviser to a new exchange fund (Fund). This Fund will be
in some respects similar to the recently organized Vance, Sanders Exchange Fund
except that instead of being a limited partnership, it will be structured as a
general partnership combined with a Unit Investment Trust (see Structure.
below). This format provides a number of important advantages, which will be
discussed later.
Purpose of fund

The Fund will be an open-end diversified investment company. Its investment
objective will be to seek long-term growth of capital and consequent long-term
growth of income. It will provide an equity investment medium to Investors hold-
ing blocks of individual equity securities with large unrealized appreciation who
wish to exchange such holdings for shares of the Fund without thereby incurring
Federal capital gains tax liability.

Shares of the Fund will be offered to prospective investors in exchange for
equity securities meeting certain specified minimum criteria of quality and
liquidity.
Redemptin

Shares of the Fund will be at all times redeemable at Net Aset Vaiue.

Distribution
Income will be distributed quarterly; capital gains annually.

TaXes
For purposes of Federal income taxes:

(a) The Fund will be treated as a partnership and thus will not itself be
taxable.

(b) No gain or loss will be recognized to the Fund or its shareholders upon
contribution of securities in exchange for an interest in the Fund.

(o) The tax basis of a shareholders Fund shareholdings will be the ad-
justed basis of the securities contributed in exchange for Fund shares at the

time of the contribution.
The Fund will, after the exchange, in general hold securities where market

values exceed their tax base on the Funds books. Fund investors will, in effect,
have pooled their unrealized capital gains. Sale of portfolio securities, therefore,
can give rise to the realization of capital gains by all Fund shareholders.

Structure
The Fund itself will be a general partnership with at least three general

partners. One of the general partners will be a Unit Investment Trust (UIT).
It is the shares of the Unit Investment Trust that will be offered to the public.
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It is possible that the remaining general partners could be corporations rather
than Individuals.

The attached memorandum o! Messrs. Hudson, Wilf & Kronfeld discusses
the structure in greater detail P.nd analyses its legal implications.

The advantage of the proposed structure over the limited partnership form
employed by Vance Sanders and American General are as follows:

Costs and mechanics of registration and transfer of shares will be greatly
reduced. This permits an offering with a smaller minimum purchase, widening
the Fund's potential market.

The Fund will be able to operate on an open-end basis and continuously offer
UIT shares without the need to amend the partnership agreement each time
a new shareholder is added.

Slnce the proposed Fund is not a limited partnership, managing general part-
ners would not be required to maintain a 1 percent interest in the Fund or to
meet the "safe harbor" requirements.
Salc of shares

An exchange offering of this type does not lend itself to an "underwriting" in
the strict sense of the word.

The Fund will be marketed through the general broker-dealer community by
ineans of a Soliciting Dealer-Dealer Manager arrangement.

Two alternate approaches to the orientation of the Dealer Manager team
suggest themselves. First, Wellington and Butcher & Singer could act jointly
as Dealer Managers, emphasizing in their marketing approach the traditional
"Mutual Fund" sales channels. Alternatively, Butcher & Singer could put to-
gether, possibly with the assistance of one or more major bracket securities
firm, a conventional soliciting dealer syndicate. Further thought and discussion
are required in this area.
Timetable

Since Butcher & Singer has previously received an IRS ruling on an unrelated
fund project that also employs the general partner-UIT structure; It is felt
that receipt of a ruling on this project should be routine. If all goes well, a late
spring offering might be feasible.

STATEMENT OF CARL D. ]EITH, EXECUTIVE VICE PRESIDENT, ENGELD'ARD MINERALS
& CHEMICALS CORPORATION REGARDING THE NID To EXrEND TIE RECYCLING TAX
CREDIT TO PLATINUM GkOUP METALS USED 7OR INDUSTRIAL PURPOSES

Platinum Group 'Metals are strategic and critical materials for the U.S.-
economy. They are essential catalytic agents in the manufacture of basic chemi-
cals and In the refining of petroleum; they serve unique metallurgical require-
ments where high temperature stability and corrosion resistance are indis-
pensable.

By the term Platinum Group Metals, Is meant the metals platinum, palladium,
rhodium, Iridium, ruthenium, and osmium-all elements having similar chemical
and physical properties and commonly occur In nature in combination with
platinum.

There are virtually no U.S. sources of these materials since the only active
mines at this time are those primarily In South Africa and the Soviet Union
although Platinum Group Metals are derived as a byproduct of nickel/copper
production In Canada and the Soviet Union. Fortunately, Platinum Group Metals
are inherently recoverable in recycling processes, but the relatively low con-
centration of such metals utilized in many applications, other than Jewelry,
stressm the problem of economic feasibility.

It Is for these reasons we respectfully request this Committee to consider
revising the tax credit for recycling waste materials so as to eliminate the
restriction In the present draft of these proposals which denies the availability
of that credit to Platinum Group Metals.

Our Company is the leading U.S. supplier of Platinum Group Metals and
products to U.S. Industry. Our production facilities and refinery are located in
Newark and Carteret, New Jersey and in Huntsville, Alabama. 11he demand for
these materials occasionally outstrips available supplies and tends to limit poten-
tial applications In facilitating efficient production In a variety of domestic
Industries.



756

We have invested tens of millions of dollars in added facilities and improve-
ments to our U.S. refinery to better meet this demand. However, the low concen-
tration of metal in available industrial wastes and the extended procedures anjd
time necessary to recover the Platinum Group Metal content prevents the treat-
ment of substantial proportions of the available scarps, wastes, and residues of
these metals. As a result, a considerable amount of metal content is being dis-
carded. An important example of this problem is the use of plantinum and pal-
ladium, and possibly other Platinum Group Metals. in the production of automobile
pollution control devices and the disposition of the scrap from these products.
Automotive catalytic converters provide benefits to our total population In the
form of cleaner air, and the Platinum Group Metals are not susceptible to being
replaced by substitute materials. At the same time, the quantities of metal
required for this application can delete an important portion of the available
metal supply. The demand for these metals in automobile pollution control will
eventually represent their largest single use.

About $6.00 worth of platinum and palladium is presently used in the manu-
facture of the catalytic devices for each car, but present estimates show that it
would cost more than $6.00 to collect, recover, and recycle the precious metal from
each automobile. Part of the difficulty of this problem is that the total use of
precious metals in such devices is only about 1.5 grams or about 0.0033 lb. for an
automobile weighing more than 3.000 lbs. Unless ways can be found, to make the
recovery of metal from such devices economically feasible, the world will have
Irrevocably lost an important source of critical materials. No other application
of these materials has historically ever resulted in such losses, and the effect of
draining this available metal will in time have an extremely negative influence
on essential industries in the U.S.A.

We respectfully suggest that one available way of helping alleviate this prob-
lem is for your Committee to allow the application of the tax credit for recycling
waste materials to include the recycling of Platinum Group Metals from those
industrial wastes where the Platinum Group Metal content is low. We emphasize
that this would not provide a tax credit for the recycling of Platinum Group
Metals found In Jewelry or other similar articles which contain a high concen-
tration of such metals and which accordingly would not need the assistance
of the tax credit to make that recovery economically feasible. We believe the
tax revenue loss by virtue of such a credit would not be significant since the
amounts of those metals which would be involved would in the overall be small
compared to other metals. We estimate that by 1980 when the recycling credit
would become fully applicable, the tax cost would only be on the order of $10
million per year for conservation of Platinum Group Metals vital to industry.

In summary, while it is understandable that there may be little need to encour.
age the recycling of Platinum Group Metals contained in Jewelry and other high
metal concentration articles, those metals, which are contained in industrial
products (such as the catalysts used to control pollution), arer treated by poten-
tial recyclers just like any non-precious metal and will be recycled only if it is
economically feasible to do so. Moreover, it is desirable to encourage secondary
refining of Platium Group Metals. which are brought into this country for use
by key industries, to assist the U.S. balance of payments and provide maximum
domestic availability of these important metals. We submit that there Is no
sound basis for providing a tax credit for recycling base metals and at the same
time excluding Platinum Group Metals found in industrial wastes.

We sincerely request that the Finance Committee extend the tax credit for
recycling waste materials to include recycling of those small amounts of Platinum
Group Metals found In industrial products.

STATEMENT OF INVESTMENT COMPANY INSTITUTE

The Investment Company Institute files this statement concerning-
(a) H.R. 11920, relating to so-called "swap funds", which the Finance

Committee on June 11, 1976 approved, with amendments for addition, to
iH.R. 10612, and

(b) Amendment No. 2035 to H.R. 10012 submitted by Senator Percy.
relating to municipal bond mutual funds, a subject on which the Investment
Company Institute has previously testified before the Committee.*

*The amendment is not reprinted In this volume.
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The membership of the Institute consists of 383 regulated investment com-
panies (known as "mutual funds"), their investment ad -isers and principal
underwriters. The mutual fund members of the Institute have about 7.5 million
shareholders and assets of approximately $46 billion, representing about 93%
of the assets of all U.S. mutual funds. The average investment of each mutual
fund shareholder Is thus about $6,000.

I. H.. 11920 ("SWAP FUND6")

Robert L. Augenblick, President of the Investment Company Institute, and
Edwin S. Cohen, Counsel, testified on behalf of the Institute on March 29, 1976
before the House Ways and Means Committee in Its hearings on H.R. 119,20. The
testimony of the Institute related solely to section (a) of H.R. 11920, concerning
mergers and other reorganizations under Section 368 of the Internal Revenue
Code to which a "regulated investment company" (as defined in Section 851 of
the Code) is a party.

The Institute presented to the Ways and Means Committee the results of a
survey it had made, shortly after the introduction of H.R. 11920, of all the mier-
gers or similar reorganizations to which its member mutual funds had been
parties between January 1, 1970 and December 31, 1975, a period of six years.
Based upon that survey the Institute respectfully submitted that section (a)
of the bill as introduced be deleted, because it was unnecessary to tile mauil pur-
pose of the bill, namely, to terminate the possibility of the organization of 'swap
funds".

The Institute urged upon the Ways and Means Committee that if section (a)
in modified form were retained in the bill, the Committee should in the public
Interest exclude from its operation mergers or other reorganizations of two or
more regulated investment companies. The reasons for this recommendation were
summarized in the Institute's statement of March 29, 1976 to that Committee. In
section (a) of II.R. 11920, as revised by the Ways and Means Committee and
passed by the House, such mergers and reorganizations have been excluded from
its operation. The Institute urges the importapce of retaining this exclusion of
such transactions it Senate action on the bill.

The Institute also recommended to the Ways and Means Committee that, if-
section (a) of Ii.R. 11920 were retained in the bill in modified form, it should
exclude from its operation mergers and other reorganizations between a regu-
lated investment company and another investment company which, although
not meeting all the requirements of a regulated investment company, has a diver-
sified investment portfolio. In the bill as modified by the Ways and Means Com-
mittee and passed by the House, such transactions were also excluded from the
scope of section (a) of the bill, and the Institute similarly urges that the Finance
Committee retain this exclusion in the bill. While the test of diversification for
this purpose in the bill passed by the House differs somewhat from those sug-
gested by the Institute in its statement to the Ways and Means Committee, the
Institute believes that the test presently in the bill will prove satisfactory.

Accordingly, while the Institute still believes subsection (a) to be an unneces-
sary and complex addition to Section 368 of the Code, it supports the provision
in its present form.

II. MUNICIPAL BOND MUTUAL FUNDS-ENATOR PERCY'8 AMENDMENT NO. 2035
TO It.R. 10612

In testimony presented by Mr. Augenblick and Mr. Cohen on behalf of the
Institute before the Finance Committee on June 7, 1976, the Institute requested
the Committee to approve a proposal to expand the market for tax-exempt state
and local bonds by amending the Internal Revenue Code to permit regulated
investment companies to be formed to invest in such bonds on a basis which
preserves the tax-exempt character of the interest on the bonds when distributed
currently to the shareholders of the companies. Attached to the statement of
June 7, 1976 was a copy of a memorandum dated April 17, 1976 on the same
subject, which had previously been filed by the Institute with the Finance
Committee as a part of the original hearings on IhR. 10612.

On July 20, 1976, Senator Percy submitted Amendment No. 2035 to H.R. 10612
that would permit the establishment of such municipal bond mutual funds.
(A copy of the excerpt from the Congressional Record of July 20, 1976, page
S. 11897, Is attached.) Senator Percy's amendment is substantially identical
to bills previously Introduced in the House of Representatives, referred to In
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the Institute's earlier statements, and to H.R. 14683, introduced in the House
on July 1, 1976 by Congressman Steiger on behalf of himself and nine other
members of the Ways and Means Committee.

The proposal has the support of the National Governors Conference, the
National Association of Counties, the Municipal Finance Officers Association
and the American Federation of State, County and Municipal Employees.
Chairman Hills of the Securities and Exchange Commission has announced
the support of the SEC for the proposal.

The Institute respectfully urges the Finance Committee to approve Senator
Percy's proposed amendment to H.R. 10612.

STATEMENT OF EDWARD A. MORGAN, Esq., ALEXANDER & GRE.N, NEw YORK, N.Y.

The purpose of this statement is to comment upon Section 1308 of H.R. 10612
as reported by the Senate Finance Committee, dealing with Income from the
lease of intangible property as personal holding company Income.

This comment is submitted because of the concern that the Congress, in
dealing with one narrowly focussed problem, might inadvertently aggrevate
existing difficulties for a larger and more significant group of taxpayers. The
concern herein is attributable to the general definitional concepts- used in the
bill and in the accompanying committee report (S. Rep. No. 9-938, 94th Cong.,
2d Sess. (1976)).

The proposed amendment deals with the definitional concepts of personal
holding company Income-specifically "royalties" aund "rents"-in cases where
corporate "property" is used by major shareholders. Int. Rev. Code of 1954, as
amended (the "Code") § 543(a) (6). Section 1308(a) (4) of the bill provides
that for such purpose-

the term 'property' includes intangible property, if such intangible
property and tangible property owned by the corporation are used by a person
In the active conduct of a trade or business."

The committee report notes that the Internal Revenue Service has taken the
position that amounts received for leasing intangible property are to be treated
as ordinary "royalty" income. Rev. Rul. 71-596, 1971-2 Cum. Bull. 243; see S.
Rep. No. 94-938, supra, at 409-410. The committee report then continues to
state the purpose of Section 1308 of the bill as being in effect to provide that
amounts received for leasing intangible personal property may be treated as
rents for purposes of Section 543(a) (6) of the Code. The committee report also
states-

"If the shareholder does not use the license or other intangible asset (along
with tangible assets) in carrying on his business, the license payments received
by the corporation are to be treated as ordinary royalties governed by the pres-
ent niles of section 543(a) (1) or. if appropriate on the facts, tinder other rules
relating to mineral, oil or gas royalties (see. 543(a) (3)) or copyright royalties
(see. 543(a) (4))." Id. at 411 (emphasis supplied).

The sentence just quoted thus evidently adopts the position of Rev. Rul. 71-
596, supra, with respect to payments outside of the scope of the proposed
amendment.

The consequences of the "rent" or "royalty" classification under the 70 percent
personal holding company tax can be dramatic. Royalties (other than certain
mineral, oil, or gas royalties or copyright royalties) always constitute personal
holding company income. Code 1543(a)(1) ; see also Code 1 543(a)(3) and
543(a) (4). Rents generally constitute personal holding company income but
may be excluded from that category if certain tests relating to active rental
businesses, produced film rents or use of corporate property by major share-
holders are met. Code I 542(a) (2) ; see also Code f 543(a) (5) and 543(a) (6).
In other words, If an active business (not receiving or retaining substantial
amounts of other possible personal holding company income) can establish that
it receives "rents", it may conduct relatively normal corporate business opera-
tions, notwithstanding the personal holding company rules. No similar privilege
is presently accorded if "royalties" are received.

Under present law, the distinctions between "rents" and "royalties" and other
income categories are not in all instances clearly delineated.' Corporations con-

' The position of Rev. Rul. 71-596. supra. If viewed as an attempt at a general definition.
is not clearly supported by any authorities therein cited or. on balance, by any other known
authorities.
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ducting active business operations, and needing to retain some earnings to finance
business growth, therefore have at least two alternatives where they receive
Income in part related to technology or other intangibles. First, they may seek
to establish that the payments constitute income other than rents or royalties be-
cause of the business activity involved, notwithstanding that the payments take
a form which in the hands of taxpayers acting merely as Investors would result
In royalty characterization. Second, they may seek to have the payments for the
use of technology, etc. characterized as "rent" and thus utilize Section 543(a) (2)
of the Code to facilitate their normal business operations.

Experience in the area described indicates that the development and use of
technology in the United States, as well as the creation of Jobs in technology-
oriented businesses, are often actively discouraged by the existence of these
problems and the related possible exposure to personal holding company tax.
The problem might eventually be solved through specific legislative approval
of one of the existing techniques now believed available. Alternatively, depending
upon the ultimately desired scope of the term "royalties", perhaps a personal
holding company exception for royalties derived in certain active businesses
might be framed in parallel with the exception for certain rents now set out in
Section 543(a) (2) of the Code.

The purpose of this comment, however, is not to propose a comprehensive leg-
islative solution at this late date in the history of It.R. 10012. While I do believe
that relief legislation may merit serious cons Jeration by the Committee, action
may await a future date when the matter can be more carefully studied. In
conclusion, it is suggested that either (1) Section 1308 of the bill not be enacted
until the entire situation can 1e more carefully studied, or (2) that the Congress
in passing upon the subject of Section 1308 of the bill specifically leave open
(as under existing law) the treatment of payments for technology and other
intangibles to the extent outside of time scope of Section 543(a) (0) of the Code.

NATIONAL Kywrwr OUTERWEAR ASsOCzATIoN,
New York, N.'., July 16, 1976.

Mr. MICHAZL STZRN,
Staff Director, Senate Finance Committee, Dirkeen Senate Office Building,
Washington, D.C.

DzAn Sia: In the tax bill before your Committee, the proposal in Sec. 1206
to amend Sec. 513 I.R.C. by adding (d) on trade shows, State fairs and similar
exhibits should be clarified by the two changes in phraseology explained below:

The wording should be modified to make it clear that the new provisions apply
to shows where exhibitors are suppliers to the sponsoring Industry as well as
to those which seek to promote the products of that industry.

It is obvious from discussions with- those active in advancing this measure
that there was no Intention to limit this amendment only to trade shows con-
ducted for the purpose of stimulating interest in products of the industry whose
trade association sponsors the exhibliton. The aim is to cover not only such
shows but also suppliers shows, i.e., trade shows which display to the industry
represented by the sponsoring trade association new technological developments
in the machines it uses, improvements in the materials it consumes, and devices
and techniques employed in its industrial art. That intention is, In fact, ex-
pressed in proposed 513(d) (3) (A) which refers to shows whose purpose It Is
"to educate persons engaged in this industry in the development of new products
and services * $0."

However, in defining Qualified Convention and Trade Show Activity, See. 518
(d)(8)(B) (line 3 on page 1529) refers only to shows whose purpose Is "the

promotion and stimulation of Interest in, and demand for, the products and
services of that industry * * * " (emphasis supplied). These words suggest a
limitalton which, as Indicated above, was not intended and can cause confusion.

Misinterpretation can be avoided by adding Immediately after the-words
"that industry" the additional phrase "or its suppliers" and by adding this same
phrase again to the end of (C) ; so that (B) and (C) will read as follows:

"(B) Qualified Convention and Trade Show Activity.-The term 'qualified
convention and trade show activity' means a convention and trade show activity
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carried out by a qualifying organization described in subparagraph (C) in con-
junction with all international, national, State, regional, or local convention,
annual meeting, or show conducted by an organization described in subpara-
graph (C) if one of the purposes of such organization in sponsoring the activity
is the promotion and stimulation of interest in, and demand-for, the products
and services of that industry or its supplicr8 in general, and the show is de-
signed to achieve such purposes through the character of the exhibits and the
extent of the industry products displayed.

"(C) Qualifying Organ ization.-For purposes of this paragraph, the term'qualifying organization' means all organization described in section 501(c) (5)
or (6) which regularly conducts as one of its substantial exempt purposes a show
which stimulates interest in, and demand for, the products of a particular fndus-
try or segment of such industry or its suppliers. (Words added are italicized)

Supplier shows particularly merit favorable consideration in this context. In
distinguishing shows that are related to the tax-exempt purposes of the sponsor-
ing organization from those that are not, a basic test is whether they provide
a particular service or selling facility for the exhibitors or whether they serve
to advance the interests of the industry as a whole. Viewed in this light, the
supplier show is most unlikely to function as an individual selling facility for
members of the sponsoring organization. Since the purpose of the supplier show
is to present inembners with scientific and technological advances that they can
use in their idustrial art, its educational character is likely to predominate.
Certainly. so far as the members of the sponsoring tax-exempt organization are
concerned, supplier shows offer them no means for individual selling.

II
The repeated reference to conventions and to the holding of trade shows 'in

conjunction with" a convention or "annual meeting", is unnecessary. It is likely
to be confusing and should be omitted.

Whether or not a trade show by its purpose and nature is substantially
related to the tax-exempt purpose of the sponsoring organization really has noth-
Ing to (In with whether or not it is held in conjunction with a convention or
"annual meeting". True, it is not uncommon for trade shows to be held at the
same time, in the same week or in more or less close sequence with conventions
or Meetings, "annual" or otherwise. of the sponsoring trade association. But that
need not be determinative. A trade show may truly and clearly he related to
the tax-exempt purposes of a qualified organization without necessarily-being
held "in conjunction with" a convention or annual meeting.

Moreover. the term "in conduction with" is likely to raise difficulties in Inter-
pretation. Must the two be held at the same time? Will it meet the requirement
if they are held in close sequence? How close? Will an intervening weekend or
a change of locale in order to use more appropriate exhibition facilities destroy
t he "conjunction"?

Such questions can and should be avoided by removing the term "Convention
and" from 513(d) (8)(A); by adding after the word "traditionally" in that
same paragraph the phrase "but not necessarily"; and by making similar dele-
tions of references to convention and annual meeting in (B).

We surmise that the references to the holding of shows in conjunction with
conventions and annual meetings were Inadvertently introduced by way of inal-
ogy to the conjoining of "Public Entertainment Activity" with State. reelonal
or other fairs. The need of such conjunction in the latter case is apparent. But
no such need exists in the case of trade shows and conventions.

Otherwise, the general purpose of this amendment has our complete support.
It is wholly consistent with the basic tax theory that activities which serve
to improve, foster and encourage a line of business in general or an industrial
art are and deserve to be recognized as within the scope of tax-exempt activities
of 501(c) (6) organizations.

Historically trade fairs have imparted great Impetus to the rise of commerce
even before the industrial revolution In Europe. So valuable were they for the
general advancement of trade and for the stimulus of invention in tile develop-
ment of new offerings that It was not uncommon for them to enjoy the sponsor-
ship of monarchs and other government authorities. For the encouragement of
product improvement, it was at such fairs and expositions. precursors of the
modern trade show, that awards by public authorities were often bestowed.
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Reference to medals or other prizes can bee found on the labels of many older
products still marketed today. Our own government recognizes the general eco-
nomic benefit of industrial trade shows by special customs accommodation for
products entering our country for display at such exhibitions.

Obviously trade shows can serve all important economic and public function.
Congress has never directly addressed this need under our tax law, except to
the extent that the Joint Committee on Internal Revenue Taxation referred to
these matters in its general explanation of the Tax Reform Act of 1969. But it
Is now important that it do so more directly by means of the present bill. We
urge that the bill be adopted with the minor changes proposed above.

Respectively submitted.
SIDNEY S. KOaZENIK,

Ex ecutive Director and Counsel.

STATEMENT OF RONALD P. BALDWIN, PRESIDENT, GEOTHERMAL REoucEs
INTERNATIONAL, INC.

Mr. Chairman and Members of the Committee, we welcome the invitation of
the Committee to appear and advise In accordance with the subject matter of
these present hearings on tax reform.

We applaud the Committee's earlier decision to-support the commercial de-
velopment of geothermal energy in the United States by recommending to the
Senate the enactment of provisions for the deduction for geothermal production
and for the Intangible drilling costs of geothermal steam and associated resources.
(See. 2004 of the Committee amendment and proposed See. 191 of the Code).

We urge the Committee to stand by Its earlier action and to persist in its pres-
ent recommendation.

Tile case in favor of such action has been well stated in the Committee's report,
Images 571-574. We subscribe fully to tile report's conclusion that without this
item in the law the Government's own Project Independence goals for geothermal
energy will not be met.

May we respectfully advise, however, that the Committee staff appears to
have overestimated the revenue effects that likely would flow from enactment
of this item.

The report says that tax revenues might be reddeed as much as $7 million in
1977, $15 million in 1978, and $21 million in 1981. We believe the impacts would
be much less. For one thing, geothermal deductions can already be made under
present law in the case of geothermal "steam". This being the case, enactment of
the business deduction and the intangible costs treatment should cause no revenue
effect in the case of "steam" wells; and "steam" is the only kind of geothermal
energy which is now in production and is likely to be In production for some
period of time. For another thing, development of the other kinds of geothermal
wells is being held back, and likely will be held back for some time, on account
of the absence of favorable income tax treatment. We do not see any chance that
development of the non"steam" kinds of geothermal resources would produce the
amounts of tax revenue estimated by the Committee's staff under an assumption
that favorable tax treatment will not be provided. Hence we believe that any
unfavorable revenue impact of the proposed legislation would be minimal. Cer-
tainly it would be unimportant in relation to the benefits to the public at large
of supporting and development of geothermal energy in tile United States.

Our general case in favor of enacting a positive income tax treatment for
geothermal energy has been presented to the Committee heretofore (our state-
ments and letters of March 12, 1975; July 9, 1975; January 19, 1976; and April
28, 1976). We have tried to emphasize that the Present Tax Code discriminates
against the non-"steam" kinds of geothermal resource and encourages the flow
of capital resources Into oil and gas, coal, uranium and oil shale. rather than
into geothermal resources at an amount and pace commensurate with the Govern-
ment's own Project Independence goals.

We have brought to the Committee's attention a determination made in the
Federal Energy Administration to the effect that the tax treatment accorded to
geothermal resources should correspond to the treatment being accorded to oil
and gas. (Letter of June 18. 1975 from the Acting Administrator of FIEA).

More recently the Department of the Treasury has announced Its conclusion
that the Tax Code should be amended for a period of ten years so that Investment
project* certified as research and experimental projects would Ie subject to being
deducted, at the option of the taxpayer, as current costs rather than being capital-
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iIed and written-off when income from the project begins to flow. (Letter to the
House Committee on Science and Technology, May 7, 1976). We concur In Treas-
ury's findings that geothermal development is being deferred under the present
Code provisions by the uncertainty which is arising from the application of in-
come tax rules to a novel industry which is subject to a high degree of technologi-
cal uncertainty. We believe, however, that the geothermal amendment included
in the present Committee report should be enacted, rather than the mere limited
Treasury proposal, because the Treasury proposal would leave in effect the basic
discrimination against the non-"steam" kinds of geothermal resources and for the
older kinds of energy resources such as oil and gas, coal, and uranium.

We recently noted with concern the fact that statements have been made on the
Senate Floor or inserted in the Congressional Record which have challenged the
Committee's present recommendation regarding the tax treatment of commercial
geothermal energy. We have written to each of the Senators who were named
as members of this particular group, and one of the Senators, Senator Hollings,
has responded to us (his letter of June 29. 1976). In that letter Senator Hollings
has advised that the so-called "reform package" advanced on behalf of this group
does not, in fact, Include reference to the geothermal energy Item. Instead the
geothermal Item has been challenged only in the so-called "scorecard" which was
offered on behalf of only one member of the group. We have expressed our appre-
ciation to Senator Hollings for this clarification.

In conclusion, we want to thank the Committee for this opportunity to appear
and its attention to our statement. We sincerely hope that the Committee will re-
confirm is previous action on this item.

As Congressman John J. McFall has so well stated, the development of geo-
thermal energy is not held back by technology or lack of adequate natural re-
source deposits. It is hindered particularly by inappropriate Tax Code provisions;
and only if pr-per tax Incentives are provided will the geothermal Industry be
able adequately to develop so as to contribute significantly to America's energy
requirements.

INTeWTATE NATURAL GAS ASSOCIAlMN or AMziucA,
Washington, D.C., July 19, 1976.

Hon. RussnzL B. Loo,
Ohainman, committee on Pin nce,
U.S. Senate, Wahington, D.C.

DEzA 8ENATOR: The Interstate Natural Gas Associatlon of America (INGAA)
is a non-profit national trade association whose membership Includes virtually all
of the major natural gas pipeline companies subject to the jurisdiction of the
Federal Power Commission (FPC) under the Natural Gas Act (15 USC et seq.).
INGAA is vitally interested In H.R. 10812.

Since 1908, the Internal Revenue Service has treated contributions in aid of
construction received by a utility as non-shareholder contribution of capital.
Rev. Rul. 75-57 reversed this policy and effective in 1976 the Service will treat
such amounts as taxable income. Section 1822.of H.R. 10612 provides that such
amounts received by water and sewer companies would not constitute taxable
income.

Electric and gas distribution and transmission companies are often required to
relocate existing facilities from under proposed buildings, roads, dams, etc. for
the convenience and safety by customers, local, state and federal authorities. The
net cost of this relocation, often after using the same material being removed, is
paid for by these parties In the form of contributions in aid of construction. Regu-
latory authorities require that such amounts be deducted from the rate base, thus,
companies cannot include In revenue amounts for depreciation or rate of return
on such reimbursed costs regardless of the tax treatment. If, however, such con-
tributions are taxed, this tax would Increase the cost of service to the consumer.
Under the circumstances it appear Inappropriate to tax amoutats received as
contributions in aid of construction.

INGAA would vigorously urge that Section 1322 of H.R 10612 be amended to
include electric and gas distribution and transmission companies so that contribu-
tion In aid of construction would not be treated as taxable Inbome; thus, a fair
and equal treatment would be accorded privately owned utilities.

Yours very truly,
WALTE E. Roos, Pr.M .
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STATEMENT Or FRANK L. Gornzo, EXECUTIVES DiwroR, CARE, INc., oN RFTORA-
TION Or A LiMITE TAX INCENTIVE Foa Girrs or INVENTORY TO CHARIIE

Mr. Chairman and Members of the Committee, the amendment on charitable
contributions of Inventory that the Committee adopted on June 11 would provide
a badly needed stimulus to gifts of goods that organizations like ours need and
use in their charitable work. Since the 1969 amendment to section 170(e) of the
Internal Revenue Code took effect, these gifts have been drastically reduced.

Over the years, "contributions-in-kind"-gifts by American corporations from
inventories-have represented a most Important segment of CARE funding.
These gifts have typically Included such things as medical supplies, foodstuffs and
clothing for people in need overseas; paper, pencils, books and other supplies for
use in schools; and seeds, fertilizer, and equipment for CARE-sponsored self-help
project&

Home of these gifts have been unsolicited. Others have been actively sought by
CARE. It Is CARE's practice, for instance, to survey periodically the needs of Its
MEDICO teams in the field for drugs, medical supplies and equipment, and then
to ask the manufacturers specifically for contributions of needed items.

All offers of inventory, solicited or unsolicited, are carefully screened by our
Procurement Department. Goods are accepted only when there Is a clearly iden-
tified need for their use in CARE projects. To CARE, these contributions are Just
as valuable as cash.

Unfortunately, one of the effects of the 1960 amendments was to reduce dras-
tically our receipt of these needed gifts. Manufacturers tell us It is as economical
for them to destroy merchandise as It is to give it to charitable organizations like
CARE. Indeed, because we ask manufacturers to deliver goods to us at specific
times and places, a gift to CARE tends to be more inconvenient and costly.For a number of years before the 1969 Act was passed, CARE received approxi-
mately three and a half million dollars worth of gifts-in-kind each year. This was
about a quarter of total contributions received by CARE each year. The figure
took a precipitate upward Jump Just before the new law took effect (in CARE's
1970 fiscal year), and then fell to less than half of Its former level. Since 1970,
these contributions have been running at levels only one-third to one-half the
pre-1960 rate.

A summary of CARE's experience In its last nine fiscal years Is attached.
We believe that the Committee's amendment has been carefully drafted to

eliminate the possibility of abuse by donors, and at the same time to provide
a reasonable and limited tax Incentive for the contributions-in-kind that are so
Important In the work of CARE alid other voluntary organizations.
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CONTRIBUTIONS OF INVENTORY TO CARE (FAIR MARKET VALUE. WHOLESALE)

Fiscal years ending June 30-

Catgory 1967 1968 1969 1970 1971 1972 1973 1974 1975

Food commodities --------------------- $2,006,167 $2,078,263 443, 704 53,064,520 $748,666 $798,581 $278. 301 $593, 225 $178,852
med..cas.pu. ---------------------- 919,901 773,740 880,731 1,128,773 182,413 225,364 252,027 343,242 605,645
Clowog!. ---------------------------- 318,005 128 390 347,04 596, 765 229,120 166,629 202 554 33,492 173.168

177,936 163,S67 172,832 133.760 346,990 129.822 182,952 0 29,178
To t r .... ials............ . 450, 134 441,8 1,686. 436 1,290,766 151,965 306 ,443 3 6,482 36,750 233,130

Total-------------------------- 3,872, 143 3, 585,263 3.530,748 6,214,584 1,659, 154 1,628,839 1,302,316 1,006,709 1,219,973
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STATEMENT OF JAMES J. NORRIS, CHAIRMAN, AMERICAN COUNCIL OF VOLUNTARY

AOENCIEs FOR FOREIGN SEavicE, INC., ON RESTORATION OF A LIMITED TAX INCEN-
TIVE FOR GIFTS OF INV1ENTORY TO CHARITIES

Mr. Chairman and members of the Committee, the American Council of Volun-
tary Agencies for Foreign Service (ACVAFS) represents the largest and most
widely-known voluntary agencies working in the field of humanitarian relief and
development assistance overseas. These agencies also represent a broad spectrum
of the major religious faiths, ethnic groups and non-sectarian organizations in
the United States. A list of the members of the ACVAFS is attached at the end
of this statement.

The Finance Committee at its meeting on June 11, 1976 approved and voted
to send to the Floor an amendment increasing to a limited extent the deduction
available to corporations for gifts of inventory to public charities. The amend-
ment, we understand, incorporates the terms of Amendment No. 1612 to the-pro-
posed Tax Reform Act, offered in the Senate on April 27, 1976 by Senator Ribicoff.

This amendment is badly needed by the voluntary agencies to remedy the
drastic decline ini gifts "in kind" that followed enactment of the Tax Reform
Act of 1969.

The need for gift8 "in kind." The ability of private, charitable institutions to
work effectviely in the field of international assistance, at times in concert with
U.S. Government programs, depends to a great degree on contributions from the
private sector. Not only does the charitable institution depend on its ability to
stimulate cash contributions, but it must also depend on a wide range of gifts
of commodities, equipment and medical supplies to help fulfill relief and develop-
ment assistance needs overseas.

WVhen a large quantity of a particular "gift-in-kind" item is required, the
main source of supply is the manufacturer. The Tax Reform Act of 1969 limited
deductions for contributions of inventory to the cost or other basis of the donated
property. This amendment effectively constricted the flow of gifts of inventory
to charitable organizations by removing the tax incentive that was present prior
to 1969.

Currently, a manufacturer, having inventory items on hand which can be
utilized by charitable institutions, can either throw them away and take a
business deduction for cost, or give them to a charitable institution, without any
significant change in tax result. In many instances, a decision to make a contri-
bution to a charitable organization will be more costly than disposing of the
commodity in other ways; generally, a manufacturer that gives goods to a charity
also bears the costs of packaging and shipping the goods to the charity.

Our surveys of charitable organizations making use of contributions from in-
ventory indicate that these k4nds of gifts have fallen to half of their pre-1969
levels. Concurrently, additional staff time and effort have had to be expended
to solicit a minimum of these kinds of supplieem In essence this means that char-
itable institutions are having to use more contributed funds for administrative
costs to obtain minimum needed gift-in-kind items than was true prior to 1969.
Private sector contributed funds which should be flowing into relief and develop-
ment assistance programs overseas are being siphoned off to pay for more admin-
istrative costs to assure that needed contributions of inventory are available.

Proposed legislation. The Committee's amendment would restore a limited tax
incentive for gifts of inventory by corporations. At the same time, the bill would
continue to guard strictly against the possibilities of abuse at which the 1969
amendment was directed.

Under the Committee's amendment, the charitable deduction allowed for
qualified gifts of inventory would be equal to the basis of the inventory plus
one-half the difference between its basis and its fair market value. This increased
deduction would be subject, however, to the following Important limitation: in
no event could the deduction exceed twice the basis of the goods. This limitation
would mean (at corporate tax rates of 50 percent or less) that a corporation could
tot make an after-tax profit by manufacturing goods and then giving them to
charity. A corporation would, in every case, incur an after-tax loss. The proposed
amendment would reduce the amount of the loss, however, and would provide a
financial incentive for a corporation to give the goods to charity, rather than
destroy them.

The Committee's amendment contains, in addition, a further safeguard to
insure that the donated property is put to charlable use. Under the amendment, a
recipient organization (which must be a section 501 (c) (3) organization that
is not a private nonoperating foundation) would be required to certify that it will
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use or distribute the property for the purposes for which Its tax-exempt status
was granted, and that such-property will not be exchanged for money or other
property.

The Committee's amendment Is Identical to a bill (H.R. 12356) Introduced by a
bi-partisan group of 13 members of the House Ways and Means Comnilttee and
now before that Committee. The amendment Is technical and remedial in nature.

We sincerely hope that this badly needed legislation will be promptly enacted,
so that the voluntary agencies may again be able to receive the support they need
to carry out their programs for the ill and the needy.

AMERICAN COUNCIL OF VOLUNTARY AGENCIES FOR FOREIGN SERVICE, INC.

MEMBERSHIP LIST

American Council for Judaism Philanthropic Fund, Inc.
American Council for Nationalities Service
American Friends Service Committee, Inc.
American Foundation for Overseas Blind
American Fund for Ozechoslovak Refugees, Inc.
American Jewish Joint Distribution Committee, Inc.
American Mizrachi Women
American National Committee to Aid Homeless Armenians
American ORT Federation, Inc.
Assemblies of God Foreign Service Committee
Baptist World Alliance
CARE, Inc.
Catholic Relief Services, U.S. Catholic Conference
Christian Reformed World Relief Committee
Church World Service
CODE, Inc.
Community Development Foundation, Inc.
Foster Parents Plan
Foundation for the Peoples of the South Pacific, Inc.
Hadassah, The Women's Zionist Organization of America, Inc.
Heifer Project International
HIAS
Holt International Children's Service, Inc.
Interchurch Medical Assistance, Inc.
International Rescue Committee, Inc.
Lutheran Immigration and Refugee Service
Lutheran World Relief, Inc.
Medical Assistance Programs, Inc.
Mennonite Central Committee, Inc.
Migration and Refugee Services, U.S. Catholic Conference
Near East Foundation
PACT, Inc.
Project Concern, Inc.
Salvation Army
Save the Children Federation, Inc.
Seventh Day Adventist World Service, Inc.
Tolstoy Foundation, ,Inc.
Travellers Aid-International Social Service of America
United Israel Appeal; Inc.
United Lithuanian Relief Fund of America, Inc.
United Ukrainian American Relief Committee, Inc.
World University Service
Young Men's Christian Association, International Division
Young Women's Christian Association of the U.S.A.

STATEMENT OF CHARLES REYNoLDs, INTERNATIONAL SECRETARY, LUDHIANA
CHRISTIAN MEDICAL COLLEGE BOARD, U.S.A.

RESTORATION OF A LIMITED TAX INCENTIVE FOR oiFTS OF INVENTORY
TO CHARITIES

Mr. Chairman and Members of the Committee: I submit this statement, as
International Secretary of the Ludhiana Christian Medical College, and also on
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behalf of the Vellore Christian Medical College, and the Interchurch Medical
Assistance, Inc., in support of the Committee's amendment on charitable con-
tributions of inventory.

Interchurch Medical Assistance is a non-profit organization that serves as a
facility for the collection and distribution of medical supplies for the overseas
services of Protestant Churches of the United States. The following churches and
agencies participate in IMA:

American Baptist Foreign Mission Society.
Division of Overseas Ministries of the Christian Church (Disciples of

Christ).
Church of the Brethren.
Episcopal Church.
Ludhiana Christian Medical College Board.
Lutheran World Relief, Inc.
Mennonite Central Committee.
Moravian Church in America.
National Council of Churches of Christ-Church World Service.
Presbyterian Church in the United States.
Reformed Church in America.
Reorganized Church of Jesus Christ of Latter Day Saints.
Salvation Army.
Seventh-Day Adventist World Service, Inc.
United Church Board of World Ministries.
United Methodist Church.
United Presbyterian Church in the U.S.A.
Vellore Christian Medical College Board.
World Relief Commission, Inc.

The Committee's amendment seeks to remedy some of the hardships en-
countered by charitable voluntary agencies as a result of the enactment of the
1969 amendments to the Internal Revenue Code.

Income tax legislation is not our field of specialization, but the interpreta-
tion of human suffering and need falls within the realm of our competence, and
it is from this point of view that we speak.

We are grieved and appalled when we survey the consequences of the 1989
reform of I.R.C. Section 170(e) on the medical work carried on throughout
the world by church and other charitable voluntary agenclem. The supplies so
sorely needed for the operation of an effective program, which were previously
donated by American corporations, have been reduced by as much as 70 percent
from their previous level. This spells disaster for many of our small hospitals
and dispensaries; it compounds the suffering of the sick and needy; basically, it is
of benefit to no one; the Federal Government gains nothing; and the poor have
lost a portion of the little they had.

The enactment of the Committee's proposed amendment of I 170(e) would
restore the flow of donated supplies to a much higher level than at present, and
would ensure the continuity of some of the most significant humanitarian work
being carried on in various parts of the world.

The tragic events in history, such as the Nicaraguan earthquake of 1972, re-
veal the deficiency of prevailing policy. The whole world was jolted by this dis-
aster, and offers of aid poured in from many directions. However, the Federal
Government appealed through the mass media for everyone to work through the
established charitable voluntary agencies-a recognition of the preparedness and
efficiency of these agencies. Regrettably, the needed supplies were not readily
available In the warehouses. The 1969 tax policy has resulted in the massive loss
of contributed supplies, and the previous flood of donations had been reduced
to a trickle. Consequently, the "emergency stockpile" which should be main-
tained by voluntary agencies for such disasters, was virtually non-existent, and
supplies eamarked for programs in other nations had to be diverted. This sit-
uation must not be permitted to prevail in the highest interests of humanity.

When the northeastern states of the United States were swept by tropical
storm Agnes in the summer of 1972, some of the human misery might have been
averted If relief supplies had been more accessible, and if the prevailing law
regarding "contributions-in-kind" had not been so restrictive. We feel that the
provisions of the Committee amendment will help to alleviate some of this
distress at home and abroad.

Under present law, any sizable donation of goods would have to be backed up
by a monetary grant from the company to defray cost of handling, packing, trans-
portation, etc. However, -in spite of existing difficulties and restrictions, many
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medical supply houses have continued their donations, and have been cooperative
In response to specific requests.

The two main supply agencies for Protestant and Catholic medical work, viz
Interchurch Medical Assistance and Catholic Medical Mission Board, reported a
combined total of donated supplies to the value of $33 million in 1970 before the
effects of the new legislation were felt. However, for 1972, they report a combined
total of only $14 million-a loss to the Ill and needy of $19 million worth of badly-
needed contributed supplies for medical programs throughout the world. While
this cut-back is tragic, we can only convey our gratitude and appreciation to these
supply houses which did contribute the $14 million worth of goods.

A tight control system in the warehouses prevents any risk of a "dumping" of
goods. Corporations are approached by the agencies with a list of supplies needed,
and generally the corporations respond to this listing. Shipping agreements with
host governments normally ensure duty-free entry of these medical relief supplies
only if certain guidelines are observed, and this includes a specified time limita-
tion of shipment of dated drugs and food supplies.

We strongly urge the Committee to adhere to its proposed amendment on con-
tributions of inventory, so as to better help us carry on the crusade against dis-
ease and disability, to wage war on human suffering, and to alleviate situations of
distress in natural disasters.

STATEMENT OF THE GENERAL ELECTRIC CO.
In Support of the Heat Pump as an Energy-Saving Device in the Modernization

or Retrofit Markets

SUMMARY

Rationale Supporting This Proposal

Space heating uses 18% of the nations energy. The primary sources of heating
energy used in existing dwellings are gas, oil, and electricity.

Gas is no longer available in many areas for new construction. This curtailment
is spreading. (Chart No. 4)

The.added use of electricity for heating can reduce dependence on home gas
and oil usage.

The principal forms of electric heating are: Electric resistance and the heat
pump.

Electric resistance systems cost less to install (Chart No. 1.)
Heat pump systems use 30 percent to 60 percent less energy than electric resist-

ance systems (actual savings determined by climate and geography)
Over a five-year period, including first cost and operating cost, the heat pump

system costs less than the electric resistance heating and cooling system. (Chart
No. 2.)

As an energy saving device the heat pump could economically replace existing
electric resistance heating equipment in many dwellings. In some cases, the heat
pump could replace oil or gas fired equipment economically. In many casesthe
heat pump could economically replace electric resistance, gas or oil fired systems
when significant repair or maintenance cost of the existing equipment Is involved.
(Chart No. 3.)

A modest financial incentive to support the heat pump in the residential mod-
ernization or retrofit market could be very effective In encouraging homeowners
to Install energy saving heat pumps In existing dwellings.

The final results would be an energy saving of from 30 percent to 60 percent
(depending on climate and geography) over electric resistance heating and a
freeing of gas and oil for more critical needs when these systems are replaced.

It is estimated that this financial incentive would cost the government $15.6
million over a four-year period. (Chart No. 5.)

As an item of interest, the same logic that supports this program for residential
structures also supports the same type of heat pump program for commercial and
Industrial buildings.

Among the leading manufacturers of heat pump equipment In the U.S. are:
Carrier, General Electric, Westinghouse, Fedders, Amana, .Chrysler, Trane,
Goettl, Friedrich, and others.

PROPOSAL DETAILS

The General Electric Company is working in many areas of energy conserva-
tion. The Company is developing new energy efficient products; working on
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methods of converting coal and shale oil to more usable energy forms; working
to improve the efficiency of electrical power generation and transmission sys-
tems; working with energy substitutes to conserve scarce reserve: of natural
gas and oil and developing new energy alternatives, including solar heating and
cooling, wind generators, photovoltalcs and solar thermal units. It is otr belief
that we must energetically move forward on all of our options to meet the
nation's energy needs. This statement addresses the areas of new energy efficient
products :

(1) Electric energy offers the opportunity to conserve scarce reserves of fossil
fuels by substituting more available energy forms.

(a) The problem of dwindling reserves of natural gas and oil in the United
States is well known. Our nation does possess great quantities of other forms
of energy, such as coal. This fuel, along with the nation's technology leadership
in nuclear power, provides a secure basis for electrical powe, , vneratlon. Broader
and more efficient use of electrical power that is generated :'roin these abundant-
local fuels Is certainly a major step toward national energy independence.

(b) In 1973 18 percent of all energy used in the United States was used for
space heating. The inventory of existing fuels used in 1973 for space heating
divides approximately 45 percent oil, 45 percent gas, and 10 percent electricity.
The actual use of electricity for heating newly constructed homes has been
increasing very rapidly. In 1974 over 50 percent of all newly constructed dwell-
ings were heated electrically. By far the largest percentage of these used the
electric resistance system. -

(c) There are two principal systems that can be employed to use electricity
for space heating; one is the resistance heating system, and the otherr the heat
pump. The purpose of this paper Is to present the merits of the heat pump.

(2) The heat pump uses electrical energy efficiently- recovers 2 units of heat
for every 1 unit of electrical energy used.

The heat pump is a refrigeration cycle which reverses to provide both cooling
in warm we either and heating In cold weather. In the sumimertime the heat pump
takes heat from inside the house and exhausts it outside. In the winter it takes
heat from outdoors and brings it inside the home,. Even when the outdoor tem-
perature is below freezing there is still a lot of heat in the air and the heat pump
is capable of extracting it from the air and bringing it indoors. In northern cU-
mates the- heat pump is slightly less efficient than in southern climates; however.
on the average nationally the heat punip delivers 2 units of heat for every I unit
of electrical energy consumed. In other words, for every kilowatt of electrical
energy that the heat pump consumes It extracts the equivalent of 2 KWs of heat
energy from the air and transfers it to useful work. The electrical resistance type
heating systems in popular use today deliver heat energy on a "1 for 1" basis.
For every KW of electrical energy used the electrical resistance system delivers
1 KW of equivalent heat energy. On the average, the heat punp is twice as
efficient as the electric resistance system; or, saying it another way, time heat
pump will heat the home for one-half the fuel used by the electric resistance
system. Even when compared to the burning of critical fuels directly in the
home, such as gas or oil, the heat pump compares favorably. Because of Its 2 for I
recovery ratio, the heat pump makes up for much of the conversion losses of
power generating systems.

(3) The first cost of heat pump systems is higher than electric resistance or
some fossil fuel systems.

With the heat pump as attractive as It is from a fuel efficiency standpoint,
one can't help but wonder why a financial incentive is desired to encourage its
use. First, one must realize that speculative builders construct over 80 percent
of all the single family houses in the U.S. These builders are highly competitive
and are constantly working to keep the cost of their homes as low as possible
and still comply with federal and state codes and standards. For a typical 2000
square foot house in the Philadelphia area a builder might install an electric
resistance furnace with cooling equipment for approximately $1,800. It might
cost him about $2,600'1 to install a heat pump. (See chart No. I attached.) For
a difference in his cost of about. $800 there is great competitive pressure on the
builder to install the lower cost system-the electric reslstance furnace.

For the consumer who owns a home and desires to convert his heating system
to the more efficient heat pump, this incentive would not pay the total cost but
would be effective In encouraging him to make the conversion.

I All coost data In thin document and on the attoehed charts are rough estimates only.
Actual costs will vary by brand, equipment, Installer. etc.

74-712 0-76--pt. 2--- -22
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(4) When considering owning costs, first cost plus heating fuel costs, heat
pumps compare favorably.

The problem with the electric resistance system, however, is operating cost.
Unfortunately, few home buyers really understand heating and cooling systems.
They get a much better understanding of it after they pay the first winter's heat-
in# bills; then it is too late.

-Chart No. 2 attached adds the cost of fuel for five years to the installed equip-
ment cost. Now the gas furnace moves to first place, with the heat pump in
second, and the electric resistance system last. This chart assumes five-year fuel
costs as shown on chart No. 3.

This brings up the obvious question regarding the position of the gas furnace
and electric cooling systems. Gas is no longer preferred as a heating fuel for
new homes for several reasons. First, and critically important, gas is not avail-
able for new construction In many parts of the country. The shaded areas in the
attached chart No. 4 indicate some of these areas. It is forecast that these re-
strictions will spread in the next few years. Second, gas is critically needed in
industrial processes, making of fertilizer, plastics, medicine, etc. Third, if gas
is deregulated, its price would increase significantly and become less attractive.

(5) Current status of the heat pump in new construction.
In 1975 there were 176,000 heat pumps sold in the United States. Due to gas

restrictions and the favorable economics of electric heating with the heat pump,
sales in 1976 will increase to about 300,000. Practically all of these units are
being used in the new construction market.

(6) Modest financial incentive would encourage broader use of the heat pump
in the replacement, modernization, and retrofit markets.

Each year there are over a million residential heating systems replaced due
to equipment failures. If only a small percentage of these were converted to
heat pumps, the combination of energy saving and conservation would be sig-
nificant. Further, there are many residences currently heated with electric re-
sistance heat where major energy savings would be effected if the system were
adapted to the heat pump. In both cases, the cost to the home owner would
have a long-term payback and this has been a definite deterrent to his making
the change.

(7) A financial incentive of from $400 to $600 could provide an inducement
for the home owner to convert to the heat pump rather than to simply replace
the existing equipment in kind.

(8) This program would have a multiplying effect by calling attention to the
energy conservation characteristics of the heat pump and demonstrating gov-
ernment endorsement of the heat pump as an energy saving product. This pro-
gram would get a great deal of attention from heating and air conditioning
dealers, home builders, and equipment suppliers.

The fact that financial incentives were being offered to the modernization
segment of the market would encourage other market segments to seriously
consider the energy saving heat pump. The "snowball" effect of this program
could be very significant.

(9) Charts No. 6 and No. 7 present some cost data showing the economics of
a conversion program for the homeowner. For these calculations we have assumed
the home is properly insulated, both storm windows and attic insulation.

Chart No. 6 presents the data on the assumption that the existing heating
equipment in the home is operating satisfactorily. Aided by an assumed $600
financial incentive, annual fuel cost savings justify converting from the electric
resistance heating system to the heat pump. However, even with a $600 financial
incentive, converting other systems to the heat pump is not economically justified
in a reasonable period of time.

Chart No. 7 shows the same analysis, assuming that the existing heating plant
has failed and needs to be replaced. The consumer is faced with this replacement
cost anyway, so there is logic that he would consider converting his system to the
heat pump. In this Instance the economics of converting electric resistance heating
systems is even better. However, from an economical standpoint, it would still be
difficult to justify conversion of oil or gas-fired systems.

There are other factors that will encourage the homeowner to make this con-
version, especially when faced with existing equipment replacement cost. For ex-
ample, if both his heating and cooling equipment is eight to ten years old and his
heating equipment has failed, he would be wise to replace the entire system.
In this case he can economically justify replacing the system with a heat pump.
This would give him a modern, up-to-date system, with a conventional five-year
warranty, and can be quite attractive to a homeowner.
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Beyond the economics of the study Is the primary question of fuel availability.

In areas where gas and oil are apt to become scarce, the electric heat pump
becomes an ideal heating system.
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TOTAL COST OF ALTERNATE
HEATING AND COOLING SYSTEMS

(Includes final cost, chart # 1, plus heating energy costs only)
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1976 NATURAL GAS CURTAILMENT
FOR NEW RESIDENTIAL CONSTRUCTION
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CURTAILED

GAS IS CURTAILED FOR NEW CONSTRUCTION
IN SHADED AREAS.
CURTAILMENT IS SPREADING.

CHART 4

CHAar 5

ESTIMATED FINANCIAL INCENTIVE, COST TO GOVERNMENT
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In thousands) .....................................
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8
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CHART 6
ESTIMATED COST TO CONVERT TO THE HEAT PUMP

Present type of heating system

Electric resistance Oil Gas

Ducted Bse- Ducted Ductod Unit
Elements of cost furnace board furnace Hydronk furnace heaters

Item:
Heat pump ................................. 2,600 2,600 $2,600 $2).600 $.600 Z 600
Upglrid electric system .......................................... 500 500 500 500
Add duct system .................................. 1,500 .......... 1,500 -------- 1,500
Upgrade duct system .......... 200----------200......

Estimated conversion cost ................
Less financial Incentive .............

SS2o8 4,100 3300
-32 -612 -487

4,600 3,300 4.60
-150 -467 -650

Cost to homeowner ........................ 2,475 3.481 2.813 3.950 2. 813
Annual heating cost:

Existing system .............................
Heat pump system ..........................

Annual savings ...........................
Years to recover lit cost ..................

1,200
600

660
600 601

600 60 -270
4 6 47 66---......

C ,urr 7

Present type of heating systm

Elements of cost fur

Electric resistance

Duted Bae
nice board

Oil
Ducted

furnace Hydronic

Gas

Ducted Unit
furnace heater$

Cost to homeowner to install heat pump (from chart
No. 6) .................................. ....

Replacement cost, existing furnace ................

Premium cost to install heat pump ..........
Annual fuel cost savings .........................

$2,475
650

$3,488 $2.813 $3.9M0 $2.813 $3950
(1) 3.000 1.200 650 (1 )

1.825 ......
600.......

1,813 2,750
60 60

2,|6, ..........
-270 ..........

Years to recover added lst cost .............. 3 .......... 30 46.........

'Not plicble.

MEMORANDUM

EquiPuENT LzasINo

EFFECTIVE DATE, SECTION 3518, H.R. 10612

This statement Is submitted on behalf of Computer Systems of America,
Inc., 141 Milk Str.:t, Boston, Massachusetts In response to the Committee's
solicitation of viei, with respect to certain Issues In supplementary hearings
on-H.R. 10612.

Section 2518, adopted by the Finance Committee In the extended markup,
simply precludes retroactive application of the "at risk" provisions to equipment
leases in effect on December 31, 1975. A grandfather clause Is so obviously fair
that little comment Is required.

Indeed, it Is with resigned frustration that we address the effective date
Issue at all, Inasmuch as the basic application of the "at risk" concept (Section
202) to equipment leasing appears to be an unfortunate consequence of the time
pressures under which this bill is being constructed. Equipment leasing has been
a tag along Issue in the tax shelter area. The Committee, by- default, has fore-
gone its explicit commitment with respect to this particular provision to rectify
the Impact on bona fide operations. For it Is now recognized that the business

3,950
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of firms, such as 0SA, Is computer leasing and servicing, not tax shelters, that
real credit determinations are Involved in their financing, and that no tax abuse
is present.

Nonetheless, the Committee's press release of July 8 restricts consideration
to the grandfather clause,

The appLication of "at risk" to equipment leasing did not appear in the House
version of H.ILR. 10612. New transactions were constructed in light of the House
provision and our first notice of the "at risk" application was the Finance
Committee action with respect to leasing on April 30, 17tL Therefore, a grand-
father clause is not only appropriate; it should protect leases at least up to
April 80, 197&

The particular complexity of computer leasing operations demands special
attention to the applicable effective date. The staff of the Joint Committee on
Internat Revenue Taxation is well aware of the long lead times involved in
ordering the equipment, the capital acquisition aspects with independent financial
Institutions and equity investors, the rental and servicing arangements with
a separate lessee, and the commitments entailed prior to actually signing the
lease. This was recognized, for example, in the House version, with a set of
special rules for the equipment leasing effective date.

An effective date provision that did not preclude retroactivity Arould have
disastrous consequences for the independent computer leasing firms. These firms
have many leases outstanding and, undlke most of the other transactions dealt
with by the Committee, there is not a quick cash turnaround that enables these
firms to recoup their investment and reorganize their operations.

In summary, a grandfather clause, keyed to the effective date of the lease, is
absolutely essential to avoid compounding an already inequitable provision with
respect to bona fide leasing firms.

STATEuNNiT BY ROMaT V. MAUDLIN, JOINT GovwaUzNT Luisox CoMMiTrE or
TH ASSoCIATIOx or BaAss AND BONZE INOOT MANUFACTURE AND THE BRASS
AND BitONst INOT INSTITT

ZTI NO TAX OUDIT SECTION 2006 OF IL 10612

Summary of tstaemest
This statement, on behalf of the members of the Association of Brass and

Bronze Ingot Manufacturers and the Brass and Bronze Ingot Institute, is in oppo-
sition to a recycling tax credit on copper base scrap as provided for in Section
2006 of the Tax Reform Act, H.R. 10612. The members of these two associations
recycle thousands of tons of copper base scrap each week to produce over 90 per-
cent of the brass and bronze ingot manufactured and consumed in the United
States and would therefore be beneficiaries of the recycling tax credit. However,
they recommend and urge that 4 tax credit for the use of copper base scrap be
excluded from the recycling tax credit, as provided for in Senator Taft's amend-
ment number 1931, for the following reasons:

1. Tax credit on copper base scrap would cause loss in tax revenues of $100 to
$27T million during the first four years without any corresponding benefit;

2. Tax credit would cause severe dislocations in scrap market;
8. Copper base scrap prices are extremely sensitive to changes in demand and

tax credit would increase price of scrap and articles produced from scrap;
4. Ultimate consumers of products produced from copper base scrap would not

benefit from lower prices due to tax credit;
5. Large fluctuation in copper base scrap prices have not significantly affected

the supply of scrap;
& lax credit does not assure most economic use of scrap versus alternate

source of copper.
We support the amendment proposed by Senator Taft (Amdt. Xo. 1931) to

exclude copper base scrap from the recycling tax provision.

My name is Robert V. Maudlin and I am executive director of the Joint Gov-
ernment Liaison Committee. The Committee Is composed of the Association of
Brass and Bronze Ingot Manufacturers and the Brass and Bronze Ingot Institute.

The members of these two associations produce over 90 lorcent of the brass and
bronze ingot manufactured and consumed in the United States. The brass and
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bronze ingot industry has served an Important role in the economy by recycling
thousands of tons of copper base scrap each week. The industry justifies its exist-
ence by the fact that its members can produce ingot from copper bas scrap at a
cost lower than the same ingot could be produced from virgin metals. This is
done through our free market system without windfalls and rip-offs.

Ingot is manufactured from copper base scrap, primarily old scrap, by scien-
tifically controlled smelting and refining processes under the close supervision of
trained metallurgists. Copper base scrap accounts for, aLout 80 percent of the
value of the finished product. Ingot Is an economic raw material used by the non-
ferrous foundry industry to produce products used in the construction, automo-
tive and many other industries.
No justiftcation for recycling tao credit

Proponents of the recycling tax credit have attempted to Justify a recycling tax
credit on the basis that it would equalize certain tax advantages that producers
of virgin materials have through tax preferences, such as depletion allowances
and capital gains. The recycling tax credit is a credit against taxes due computed
as a percentage of the price paid for scrap and waste materials that are recycled
by the taxpayer. Therefore the value of the tax credit will be a function of the
cost and quantity of scrap and waste materials consumed by a recycler.

Proponents of the recycling tax credit believe that the credit will increase the
quantity of scrap and waste materials recycled and therefore, (1) conserve nat-
ural resources; (2) save energy; (3) reduce air and water pollution; and
(4) reduce solid waste disposal costs.

The producers of brass and bronze ingot agree that all of these objectives
are admirable but are opposed to a recycling tax credit on copper base scrap
because it will not achieve any of the above desired results and will (1) cause
loss in tax revenues; (2) increase copper base scrap prices; (3) cause severe
dislocations in scrap markets; (4) not assure most economic use of scrap; and
(5) not increase supply of copper base scrap.
No relationship between depletion allowaoe and recycling ta credit

There is no chemical or physical difference between copper produced from ore
and copper recycled from scrap and therefore there is a direct relationship be-
tween primary and secondary copper. However, the economics of producing copper
from ore is entirely different than producing copper and copper alloys from scrap.
The cost of mining copper ore and the subsequent smelting and refining has
no direct relationship to the cost of collecting, sorting, processing, smelting, and
refining scrap. Therefore the fact that there are certain tax preferences avail-
able to producers of virgin copper does not justify similar tax preferences for
recyclers.

The value of copper base scrap is a function of the world price of primary
copper and the supply/demand situation In the copper market. The price of scrap
must cover the cost of collecting and transporting it to a recycler for conversion
Into useable forms of copper and copper alloy, The value over this cost is the
Intrinsic value of the scrap which encourages its collection and recycling. The
price of cQpper base scrap is and has been at a level to assure optimum recycling.
Copper scrap is normally priced lower than primary copper by an amount at least
equal to the recycling cost so that the recycled product can be sold competitively
with primary copper.
Effect of price on supply of scrap

'the price of copper base scrap is extremely sensitive to changes in demand.
For example, the average monthly price of heavy yellow brass scrap, as re-
ported by the Bureau of Labor Statistics, increased from 22 cents a pound in
January 1978 to 54 cents a pound It May 1974. This Increase was due to the op-
eration of a free market and an increased demand for copper base scrap. How-
ever, even with the sharp increase in price of 145 percent, the supply of copper
base scrap did not increase and copper recovered from scrap dropped 2 percent
from 1973 to 1974. ThIs experience clearly shows that if additional scrap is not
collected and recycled with an increased price incentive of 145 percent, a recycling
tax credit of 7% percent would not increase the supply of scrap for recycling.
Copper scrap is being recycled
I United States Industry has been doing an excellent Job in recycling copper bise

scrap. During 1974 1,323,248 tons of copper were recovered from purchased copper
base scrap. This compares with production of 1,654,658 tons of primary refined
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copper during the same year. Due to generally lower economic activity in 1975,
both copper recovered from scrap and production of refined copper was lower
than 1974. Copper recovered from purchased copper base scrap was 887,056 tons
and production of primary refined copper was 1,443,378 tons in 1975.

The relatively high value of copper base scrap, as compared to ferrous scrap
or waste paper, is an adequate inducement to collect copper base scrap for
recycling. There is very little copper base scrap lost from the system and one of
the first items reclaimed from a Junked car is the brass radiator. The major
factor limiting the amount of copper base scrap available for recycling is the
increasing amounts of copper remaining in use in growing electric systems, ad-
ditional cars on the road, and more copper used in construction. Once copper has
served its useful purpose, it will find its way through normal collection channels
to the recycler.
Tax credit would cause higher prices

As noted above, copper base scrap prices are extremely sensitive to changes
in demand. A recycling tax credit on copper base scrap would increase the
demand for scrap by bringing into the market buyers who are not now using
scrap but who want to take advantage of the tax credit. This would cause severe
dislocations in a market that has operated well over the years. Inasmuch as
there would not be additional scrap available to meet the increased demand, the
result would be higher scrap pri(es. These higher prices would be passed on to
the ultimate consumer, adding to inflationary pressures.
Established ts. new rcccler

The proposed recycling tax credit provision would create a major inequity
between established recyclers and new recyclers. Section 2006 provides that the
established recycler's credit would be based only on his consumption of scrap
that is greater than 75 percent of his base period consumption. A new recycler,
during his first year would compute his tax credit on all of his scrap consump-
tion. During the second year his credit would be computed on consumption that
was greater than 25 percent of his first year and the third year tax credit would
be computed on consumption greater than one-third consumption during the first
two years.

We realize the dilemma of trying to draft a proposal that will not provide a
windfall for established recyclers and not give an advantage to a new recycler.
We don't believe it is possible to achieve an equitable provision without making
it so complex that it would not be possible to administer.

eos in tax' revenue
It is difficult to accurately forecast the loss in tax revenues caused by a recy-

cling tax credit on copper base scrap because it will li a function of future con-
sumption and price of scrap. As noted above, there have been large fluctuations
in the price of copper base scrap. However, using conservative assumptions as to
future consumption and prices (see appendix) we estimate that the loss in tax
revenue caused only by the recycling tax credit on copper base scrap as reported
by the Senate Finance Committee will lie as follows during the first four years:
1977 ------------------------------------------------ $6,913,000
1978 ------------------------------------------------ 15, 936, 000
1979 ------------------------------------------------ 86,549,000
180 --------- --------------------------------------- 41,670,000

Total ------------------------------------------ 101,068,000
Senator Gravel had printed on July 2 an amendment he intends to propose

(Amdt. No. 2016) that would liber:ilize the recycling tax credit prowvion and
cause additional losses in tax revenues. The estimated loss In revenue that would
result from Senator Gravel's amendment would lie as follows:
1977 ------------------------------------------------ $27,652,000
1978 ------------------------------------------------ 53,721.000
1979 ------------------------------------------------ 82, 451,000
1980 ------------------------------------------------ 118,920,000

Total ------------------------------------------ 277, 744,000
As noted above, this loss in tax revenuee is attributaloe only to copper base

scrap and the total loss in revenue from the recycling tax credit would be much
greater as it would also apply to waste alper, textiles, glass, plastics, iron
and steel, aluminum, tin, lead, zinc and other metals.
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On June 23 Senator Taft had printed an amendment he Intends to propose
(AmdL No. 1931) to exclude copper base scrap from the recycling tax credit.
This amendment Is supported by consumers of copper base scrap who produce
brass and bronze ingot We trrge the Senate Finance Committee to support the
exclusion of copper base scrap from the recycling tax credit.
ESTIMATED TAx REVENUE Loss RESULTING FROM THE PEOPOMED RECYCLING TAx

CREDIT Ox CoPPER BASE SCRAP

(Section 2006 of the tax reform bill, H.R. 10612)

The following analysis shows that during the first four years (1977-1980) a
recycling tax credit on copper base scrap could cause a loss In tax revenue of
$100 million to a quarter of a billion dollars. This loss in revenue is attributable
only to copper base scrap and the total loss in revenue for the recycling tax
credit would be much greater as it would also apply to waste paper, textiles,
lass, plastics, iron and steel, aluminum, tin, lead, zinc and other metals.

Both the Finance Committee proposal (Section 2006T and the Gravel Amend-
ment (Amdt. No. 2016) provide for a base period of three years, 1973-1975,
In computing the tax credit. Consumption of copper base scap during the base
period as Teported by the Bureau of Mines was as follows:

Tone

1973 ------------------------------------------------- 1,632,129
1974 ------- ------------------------------------------ 1,777.529
1975 ------------------------------------------------- 1,255,542

Therefore the average annual consumption during the Lase period was
1,632,067 tons.

In order to estimate the loss in tax revenue during the four year period
1977-1980 it is necessary to make estimates of copper base scrap consumption
and prices during the period.' The following assumptions on consumption and
price are made:

1. Copper base scrap consumption in 1977 will be equal to the average con-
sumption during 1970-1974 and after 1977 increase 3 percent per year. Consump-
tion therefore is estimated at:

Tons
1977 ------------------------------------------------- 1,766,247
1978 ------------------------------------------------- 1,819,234
1979 ---------------------------- 1 873, 811
1980 -------------------------- 1,930,025

2. The average price for copper base scrap during 1977 will be equal to the
average price during 1972-1974 or 34 cents per pound ($680 pe'r ton) and
increase after 1977 at 5 percent per year. Price is therefore estimated at:
1977 ------------------------------------------ 34w/lb or $ 80/ton.
1978 ------------------------------------------ 360/b or $714/ton.
1979 ---------------------------------- 370Ab or $750/ton.
1980 ----------------------------------------- 39ib or $787/ton.

Both the Finance Committee proposal and Gravel Amendment provide for
a tax credit equal to one-half the 15 percent depletion allowance for copper.
Therefore the tax credit would be 7% percent for copper base scrap.

The Finance Committee proposal provides that the tax credit be computed
on the amount of scrap consumed that i greater than 75 percent of consumption
during the base period (1973-1975). The credit would be phased In with one
quarter of the amount being allowed in 1977, one half in 1978 and the full
amount after 1978. The estimated loss in revenue is computed as follows:

[C-BP (.75) 1 X PrX Cr X Pr=Loss in revenue

C =Consumption.
BP=Base Period Consumption.
Pr=Price.
Cr=Tax credit-7% percent.
Pf=Phase In factor.
1977 [1,78,247-1,632.067 (.75) 1 X680X .075X .25=$L918.009.
1978 [ 1,819,234-1,62,067 (.75) 1 X 714 X.075X .50= $15.936,045.
1979 (1,878.811-1,632,067 (.75)1 X 750X .075 = 08,549.042.
1980 [1,980,025-1,632,067 (.75) 1 X 787 X.075=$31,670,160.
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The Gravel amendment provides that the tax credit be computed on the total

amount of scrap consumed. The credit would be phased in by excluding 75 per-
cent of the base period consumption during 19U1, 50 percent during 1978 and
25 percent during 1979. The estimated loss in revenue from the Gravel amend-
ment is computed as follows:

[C-BP (Pf)] X Pr X Cr=Loss in revenue
C=Consumption.
BP=Bae k'eriod Consumption.
Pr=Prlce'.
Cr=Tax credit.
Pf=Phase in factor.
1977 [1,766,247-1,632,067 (.75) J X 680 X .075=$27,652,034.
1978 1,9819,924-1,t63z,061 (.50) j X 714 X.075=53,721,387.
1919 j1,t8?811-1,2,u0#i (.25) j X t 50 X .075=*62,450,927.
1980 l,0,(W5X 7T8 X .075=$113,919,720.

STATEMENT OF CHAnL, L. NEUMETER ON BEHALF OF ASSOCIATED GAs DISTRIBU-
TORS, NEW YORK GAs GaOUP, THE EAST TENNESSEE GROUP, CONCERNING

- SErTION 1322

Honorable members of the Senate Finance Committee: My name is Charles
L. Nenmeyer, I am a Senior Vice President of The Brooklyn Union Gas Com-

-pany. I itm making this statement on behalf of (1) Associated Gas Distributors,
an unincorporated association of forty-four vublic utility dompanies engaged
in the distribution of gas in the Eastern United States, (2), the New York
Gas Group, an unincorporated association of fourteen public utility companies
engaged in the distribution of gas in New York State, and (3) the East Ten-
nessee Group, a cooperative group of twenty-four private and municipal com-
panies engaged in the distribution of gas in the State of Tennessee. Complete
lists of the gas distributors which are included in these organizations are
attached to this statement as Appendices A, B, and C. These companies provide
yas service to several million consumers in the Eastern and Southern United
States.

The purpose of my statement is to alert your Committee to what we believe
is an unfortunate omission from Section 1322 of the Tax Reform Bill of 1976,
which could unfairly discriminate abainst gas companies and their customers.

As you are aware, the genesis of the amendments to Section 118 of the In-
ternal Revenue Code which are contained in Section 1322 of the Bill is the
Internal Revenue Service's recent reversal, in Revenue Ruling 75-557, of its
longstanding position with respect to contributions in aid of construction. The
details of the IRS policy change and the impact of that change upon water and
sewage disposal utilities are cogently documented at pages 434 and 435 of this
Committee's report on the proposed legislation. My statement is directed to the
potential impact of Rbvenue Ruling 75-557 upon gas utilities and their customers
and the action which should be taken by this Committee to assure fair and even-
handed treatment of customer contributions to the gas distribution industry.

It is undisputed that a severe shortage of domestic natural gas exists. All
responsible studies indicate that this situation will continue to deteriorate in
the foreseeable future. One of the principal causes of the current gas shortage
is the inadequate level of capital funds devoted to the exploration and develop-
ment of the domestic gas reserve base. The lack of adequate domestic gas sup-
plies has adversely affected both the nation's economy and the environment.

The suggested solutions to this problem are numerous, and in many cases,
extremely complex. However, given appropriate and nondiscriminatory tax treat-
ment, we believe there is a relatively simple and effective means of providing the
capital to finance the search for significant new natural gas supplies for the con-
suming public at the lowest possible cost. In response to the worsening gas
smhortage, many gas distribution companies, either individual or in groups, have
proposed and are developing programs for gas rate surcharges to generate con-
sumer contributed capital for exploration and development of new gas reserves.
Most, if not all, of these gas rate surcharges are subject to approval and control
by state or local regulatory agencies.

Gas distribution companies are ideally suited to effectuate this type of pro-
gram for customer contributions in aid of natural gas exploration. This Is because
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gas distributors, unlike producers and pipelines, are subject to continuing state
law aniu Iincniae oullgutions to pru'itUe atlequate gab service to tue conumintLhig
public. These service obligations provide the greatest possible incentive for the
gas distribution utility to secure additional gas reserves and timely delicate
such reserves to supply the consuming public. Also, both the gas uistribuuors and
the consumers they serve have literally billions of dollars of investment in exist-
Ing gas distribution and utilization systems. These systems comprise the most
el,,cAent means now available for delivery and utilization of energy in the United
States. Tihe fullest possible use of these systems should be a national priority,
and, of course, makes good economic sense from the standpoint of both the con-
,umer and tie gas aistributor. Finally, the gas distributor has a very re~tl in-
centive, by reason of the tact that all of its sales are made in direct competition
with other avaulare IOtins of energy, to secure netv gas suppliess at the lowest
possible costs. For each of these reasons, the gas distribution companies can be
the most attractive and enective new entrants into tie production phdse oL the
gas business.

The existing operations of gas distribution companies are extremely capital
intensive, ana tihe capital-raising capabilities of these companies and their ac-
cess to traditional capital markets has been severely tested in recent years. For
this reason, gas distritutors cannot rely on past sources of capital to supply the
substantial capital funds needed to mount a meaningful gas exploration and
development etrort. Progams for customer contributions in aid ot natural gas
exploration provide the optimum vehicle for generation of the necessary capital
funds.

In the type of program I have described, the gas distributor will receive and
apply customer capital contributions to gas exploration projects,-will not include
such contributions in rate base, and will pay over to consumers, through a re-
duction in, or credit to, cliargeb tor gets service, any profits resuating front such
projects. Thus, the gas distributor will receive no direct profit or monetary
oeneflt from the exploration projects. Sound logic would indicate that customer
capital contributions which are earmarked by state and local regulatory au-
thorities tor investment in gas exploration should not be considered income to
the gas distributor. Moreover, we believe that Congress has never intended that
the federal income tax be applied, at the outset, to capital investments. Both the
original Section 1322 and the revisions here proposed are completely consistent
with this basic proposition and would eliminate the inequities and inconsistencies
Inherent in Revenue Ruling 75-557.

It is, we believe, self-evident that the type of program described can not be
conducted in an atmosphere of doubt as to the tax status of the customer con-
tributions in aid of natural gas exploration. However, Revenue Ruling 75-557,
although dealing specifically with customer contributions in aid of construction
of water facilities, suggests that customer contributions in aid of natural gas
exploration also may oe claimed to be taxable income to a gas distribution com-
pany, notwithstand'.ag the fact that the gas distributor under established regula-
tory policy will no be permitted to include such contributions In rate base and
thus will not be permitted to profit from the use of the customer contributions
in exploration and development projects. The same is true of any other customer
capital contributed to the gas companies.

If the Internal Revenue Service takes the position that such contributions
are taxable income to gas distributors, the impact upon distributor-sponsored
exploration programs could be devastating. Such an interpretation would raise
the possibility that consumer-contributed exploration capital would be citedd
immediately by a factor of almost 50%, thereby destroying, for all practical
purposes, the effectiveness of such programs. This prospect would have a
"chilling" effect on the willingness and ability of both gas distributors and
state regulatory agencies to mursue customer-fuinded exploration programs.

In its present form, Section 1322 does nothing to support and may even weaken
the position that contributions in aid of natural gas exploration are not taxable
Income to a gas distributor. We do not believe that this result was intended
by the framers of Section 1322 and urge this Committee to so indicate by
adopting and recommending an appropriate amendment to dispell, for all time,
any doubts as to the tax status of such contributions and to confirm basic
Congressional policy concerning taxation of investment capital.

In order to clarify the tax status of these contributions, the following two
modifications must be made to Section 1322(a) :

1. the utilities to which Section 118, as amended, will apply should be ex-
panded to Include gas distribution utilites; and
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2. the capital assets which qualify under the expenditure rule of proposed
Section 118(b) (2) (A) should include intangible capital.assets.

Thle reason tor the first change Is seif-eviient. Tie second change is required
because the contributions In aid of natural gas exploration will be used, in
substantial measure, by gas distributors to acquire intangible assets such as
oil and gas leases.

Without intentang to usurp the discretion of this Committee, we have pre-
pared a revision of Section 1322(a) incorporating the language changes which
we believe would accomplish the desired result. A copy of such revision with
language changes underlined, has been attached to my prepared remarks as
Appendix D.-

of understandable concern-to this Committee Is the effect which any proposed
change in the Internal Revenue Code will have upon the revenues
of the Treasury. We submit that the changes we have recommended to you
will result in no loss of revenues to the Treasury. First, customer contributions
in aid of construction of tangible capital assets currently represent an insig-
nificant fraction of the total receipts of regulated gas distribution companies.
Second, although the amount of customer contributions in aid of exploration
may ultimately be significant, it is unlikely that gas distributors would propose
or state regulatory agencies approve consumer-funded exploration programs if
50 percent of the capital raised went directly and immediately to the Treasury
in the form of higher taxes. Stated another way, the type of program I have
been discussing simply would not flourish in the absence of a fair and favorable
tax climate.

On the other hand, if the proposed revisions to Section-1322(a) are adopted,
exploration programs of the type I have described can be implemented and
should provide a long-term stimulus to the economy through increased avail-
ability of new domestic gas supplies at relatively low cost and a related re-
duction in the need for imported oil.

In conclusion, we believe that the revisions here proposed are completely
consistent with established Congressional policy on income taxation, and that
the very substantial benefits of assuring even-handed tax treatment of capital
contributions in aid of natural gas exploration which have been outlined are
full and sufficient justification for the proposed revisions. Furthermore, when
consideration is given to the significant adverse impacts upon consumers. the
nation's environment, the goal of national energy independence, the economy,
and the gas distributors, which would result if the development of programs
for such capital contributions is stifled, we believe this Committee should and
will conclude that the changes here recommended are in the best interests of
the nation and the consuming public.

APP.NDix A

Members of Associated Gas Di8tributors

Atlanta Gas Light Co.
Bay State Gas Co.
The Berkshire Gas Co.
Boston Gas Co.
Bristol and Warren Gas Co.
Cape Cod Gas Co.
City of Holyoke. Mass. Gas and Elec-

tric Department
City of Westfield Gas and Electric

Light Department
Commonwealth Gas Co.
Concord Natural Gas Corp.
The Connecticut Gas Co.
Connecticut Natural Gas Corp.
Fall River Gas Co.
Fitchburg Gas and Ele'ctric Light Co.
Gas Service, Inc.
The Hartford Electric Light Co.
Haverhill Gas Co.
Lowell Gas Co.
Manchester Gas Co.
New Bedford Gas and Edison Light

Co.
North Attleboro Gas Co.
Northern Utlities, Inc.

rhe Pequot Gas Co.
Providence Gas Co.
South County Gas Co. .
Southern Connecticut Gas Co.
Tiverton Gas Co.
Valley Gas Co.
The Brooklyn Union Gas Co.
Central Hudson Gas and Electric Corp.
Consolidated Edison Co. of New York,

Inc.
Elizabethtown Gas Co.
Long Island Lighting Co.
New Jersey Natursl Gas Co.
New York State Electric & Gas Corp.
North Carolina Natural Gas Corp.
Philadelphia Electric Co.
Philadelphia Gas Works
Piedmont Natural Gas Co., Inc.
Public Service Co. of North Carolina,

Inc.
Public Service Electric and Gas Co.
Rochester Gas and Electric Corp.
VGI Corp.
Washington Gas Light Co.
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APvENDiX B

Members ol New York Ga Group

The Brooklyn Union Gas Co.
Central Hudson Gas and Electric Corp.
Columbia Gas of New York, Inc.
Consolidated Edison Co. of New York, Inc.
Corning Natural Gas Corp.
Long Island Lighting Co.
National Fuel Gas Distribution Corp.
New York State Electric & Gas Corp.
Niagara Mohawk Power Corp.
Orange & Rockland Utilities, Inc.
Pavilion Natural Gas Co.
Rochester Gas and Electric Corp.
St. Lawrence Gas Co., Inc.
Syracuse Suburban Gas Co., Inc.

APPENDIX C

Members of the East Tennessee Group

Knoxville Utilities Board.
Athens Utilities Board.
Citizens Gas Utility District.
Cookeville Gas Department.
The Elk River Public Utility District.
City of Etowah Utilities Department.
Fayetteville Gas System.
Gallatin Natural Gas System.
Harriman Utility Board.
Hawkins County Utility District.
Lenoir City Utilities Board.
Lewisburg Gas Department.
Loudon Utilities Board.
Madisonville Gas System.
First Utility District of Maury County.
Middle Tennessee Utility District.
Oakridge Utility District.
Rockwood Natural Gas Co.
Marion Natural Gas System.
Sweetwater Board of Public Utilities.
Jefferson-Cocke County Utility District.
Sevier County Utility District.
Volunteer Natural Gas Co.
United Cities Gas Co.

,APPENDIX D

See. 1322. Contributions in Aid of Construction for Certain Utilities

[BILL SEC. 1822(a))

(a) In General.-Section 118 (relating to contributions to the capital of a
corporation) is amended by redesignating subsection (b) as subsection (c) and
inserting immediately after subsection (a) the following new subsection:

"(b) Contributions In Aid of Construction.-
"(1) General Rule.-For purposes of this section, the terms 'contribution to

the capital of the taxpayer' includes any amount of money or other property re-
ceived from any person (whether or not a shareholder) by a regulated public
utility which provides water, gas, or sewerage disposal services if-

"(A) such amount is a contribution in aid of construction,
"(B) where the contribution is In property which is other than water, gas, or

sewerage disposal facilities, such amount meets requirements of the expenditure
rule of paragraph (2), and

"(C) such amounts are not included in the rate base for rate-making purposes.
"(2) Expenditure Rule.-An amount meets the requirements of this paragraph

if-
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"(A) an amount equal to such amounts are expended for the acquisition or
construction of tangible or intangible capital assets-

"(1) which was the purpose motivating tie contribution, and
"(ii) which are used predominantly in the trade or business of furnishing of

water and sewerage disposal services, and gas services and the provision of supply
necessary thereto.

"(B) the expenditure referred to In subparagraph (A) occurs before the end
of the second taxable year after the year in which such amount was received, and

"(C) accurate records are kept of the amounts contributed and expenditures
made on the basis of the project for which the contribution was made and on the
basis of the year of contribution or expenditure.

"(3) Definitions.-For purposes of this section-
"(A) Contributions In Aid of Construction.-The term 'contributions in aid

of construction' shall be defined by regulations prescribed by the Secretary.
"(B) Predomlnantly.-The term 'predominantly' means 80 percent or more.
"(4) Disallowance of Deductions And Investment Credit; Adjusted Basis.-

Not withstanding any other provision of this subtitle, no deduction or credit shall
be allowed for, or by reason of, the expenditure which constitutes a contribution
in aid of construction to which this subsection applies. The adjusted basis of the
assets acquired with contributions in aid of construction to which this subsection
applies shall be zero."

[No change is required in Bill Secs. 1322 (b) and 1322(c) I

ORGANIZATION OF PROFESSIONAL EMPLOYEES
OF THE U.S. DEPARTMENT OF AGRICULTURE,

Vashington, D.C., July 20, 1976.
Hon. RuSSELL B. LoNG,
Chairman, Committee on Finance,
U.S. Senate, lVashington, D.C.

DEAR SENATOR LONG: We appreciate very much the opportunity to offer, at this
late date, our recommendations on HR-10612. First, we want to go on record as
supporting actions taken by both the House and the Senate to improve the tax
structure particularly those steps designed to close loop holes and to provide a
more equitable tax structure. Along this line we support the principle that permits
sick pay federal income tax deductions only for federal disability retirees who
are totally disabled. We also support the maximum annual income limitation of
$15,000. Under this proposal a total disabled federal annuitant with an annual
income of $20,200 would not be eligible to claim sick pay tax exemption.

These two provisions (total disability and maximum income exclusion) insures
that exemptions are permitted only where a definite need exists. There are some
federal retirees who, because of total disability, are forced to retire before they
could complete their federal career. As a result they are forced to live on a small
and many times inadequate annuity. Some have annuities which approximate 40
percent of their high average salary. For them the sick pay income tax deduction
is very important and essential. Under present regulations, this exemption Is
available until age 70-the compulsory retirement age.

The proposed provisions, as reported out by the House, provided for the con-
tinuation of sick pay deduction for the totally disabled annuitant until age 65.
Most federal employees are not eligible for Sucta Secuirity and the accompany-
ing Medicare. After age 65, they can establish eligibility for Medicare by paying
the applicable premium, much the same as other types of health insurance. How-
ever most, with limited annuity incomes, have decided not to assume this addi-
tional expense.

For the reasons stated above, we respectfully request that your Finance Com-
3nittee amend the House proposal to provide that sick pay income tax exemp-
tion be available to age 70. We support the total disability requirement and the
maximum income provision. Under these restrictions, only those federal an-
nuitants with a definite need will be eligible. It will not involve a large expendi-
ture of federal funds nor will'it incur a large loss of income tax revenue.

The proposed amendment will meet a definite social need. It is a human-
itarian approach and recognizes a problem facing those unfortunate federal
employees who, because of total disability, were not able to complete their life's
work or to provide adequately for their retirement.
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We thank the Committee for permitting us to supply this information. We
sincerely hope this appeal is included with the other changes now being con-
sidered by your Committee.

Sincerely,
GEORGE E. BRADLEY,

Executive Director, OPEDA.

STATEMENT OF THE NATIONAL FOREIGN COUNCIL, INC.

Tax Reform Proposals Relating to Foreign Income

SUMMARY

The National Foreign Trade Council has testified before the Committee on
Ways and Means of the U.S. House of Representatives and your Committee with
reference to the tax reform proposals and, to the extent appropriate in these
hearings, would refer to such testimony.

The present method of taxing foreign source income, particularly the allow-
ance of a foreign tax credit and taxation of foreign source income only when
realized, has been essential to meet foreign competition abroad on equal terms.

As indicated in the accompanying detailed comments, we support the concepts
set forth in the proposals relating to Investment in U.S. Property and Portfolio
Investments.

Some other proposals for taxation of foreign source income noted herein;
namely, Exemption for Investments in Less Developed Countries, Per Country
Limitation, Western Hemisphere Trade Corporations, Foreign Loss Recapture
and Income Earned Abroad would, in varying degrees, penalize foreign invest-
ment and impair the ability of U.S. companies to compete abroad jeopardizing
their present position and future potential in the world marketplace, as well
as adversely affecting capital formation requirements.

We continue to stress the importance of foreign direct investment to the
U.S. economy, to U.S. employment, to U.S. exports and the U.S. balance of
payments.

AMENDMENTS TO AND PROVISIONS OF HI.R. 10612-FOREIGN INCOME

(All references are to the bill as reported to the Senate except as may be
otherwise indicated.)

AMENDMENTS AFFECTING TAX TREATMENT OF CONTROLLED FOREIGN CORPORATIONS
AND THEIR SHAREHOLDERS

Investment in U.S. property
The National Foreign Trade Council continues to support the complete repeal

of Section 9.56 as an inducement to Improvement of the balance of payments
position of the U.S. The principal effect of the current provision, aside from
operating as a trap for the unwary, is to encourage foreign corporations to invest
abroad. Thus, a corporation in search of temporary investments for working
capital is induced to purchase foreign short-term obligations rather than those
of United States companies. The Council believes that present case law ade-
quately protects the government against utilization of funds of foreign sub-
sidiaries by U.S. shareholders in the form of disguised dividends without pay-
ment of tax thereon.

Accordingly, the Council supports the amendments to Section 956 of the In-
ternal Revenue Code as set forth In Section 1021 of H.R. 10612 to the extent that
they are consistent with these objectives.

Rxemption for investments in less developed countries
H.R. 10612 would (a) repeal the present provision of Section 1248 under which

gain realized upon disposition of shares of a less developed country corporation
under certain circumstances is taxed as a capital gain rather than ordinary
income and (b) amend the provisions of Section 902 to require gross-up of
dividends received from leqs developed country corporations.

These provisions were enacted into law in the Tax Reform Act of 1962 only
after careful consideration of their potential benefit to the economic development
6f less developed countries and to U.S. trade with such countries. The Council
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submits that the considerations supporting the conclusions reached in 1962
are even more valid today. Furthermore, these provisions should be retained to
better enable U.S. business to continue to participate in these developing
economies on a more competitive basis with non-U.S. businesses. Other countries,
such as Japan, have negotiated agreements with several less developed countries
which provide for substantially more favorable home country tax treatment of
income from investments in less developed countries than Is accorded Income
from Investments by U.S. businesses. The ability of U.S. business to compete
worldwide with foreign-owned businesses should not be further impeded by
changes to present law which has been relied upon in making long-range plans
to meet foreign competition. Continued participation in the development of less
developed countries which, in general, represent large economic growth poten.
tials for U.S. trade, without further disadvantages Is beneficial to U.S. trade and
investment, including the export of U.S.-manufactured products and equipment,
and would contribute to better International relations between the U.S. and
such countries.
Per country limitation in computing foreign tax credit

Longstanding U.S. policy has recognized the primary right of a foreign country
to tax Income arising therein and has sought to promote tax neutrality through
the foreign tax credit mechanism.

The flexibility now provided by the election to calculate a U.S. taxpayer's
limitation on allowable foreign tax credits on either a per-country or overall
basis is necessary to permit U.S. business to compete internationally with for-
eign companies. Loss of this flexibility would serve to aggravate their competitive
disadvantage. This would be true particularly of less broad-based firms where a
considerable part of th~lR-f0eign operations consisted of risk ventures and
firms wishing to expand their present operations in other areas but with serious
risk of losses. Unless a taxpayer has the option of electing the per-country limita-
tion method under these circumstances, the potential economic consequences, as
contrasted with those of his foreign competitors who would not be burdened by
the same tax consequences, could be a decision to forego the risk of any such ven-
ture, thus adversely affecting U.S. trade. This would affect primarily proposed
ventures in less developed countries contrary to longstanding U.S. policy to assist
in the development of such countries.

While Congress imposed certain punitive restrictions on the use of the per-
country limitation In the Tax Reduction Act of 1975 in the case of oil-related
income, any such restrictions should not be extended to other categories of
income.
Portfolio debt investments in United States of non-resident aliens and foreign

corporations
Thie Council wishes to express Its support of Section 1041 of H.R. 10612 as

ordered reported by the House Ways and Means Committee (subsequently
deleted on the House floor). The Council also supports the amendment to Section
1041 made by the Finance Committee to exempt all interest paid to non-resident
aliens and foreign corporations from the 30 percent withholding tax as well as
the House bill provision making permanent the present exemption on bank
deposit interest payments to non-resident aliens.

For the reason stated below, however, the Council would urge an extension of
the exclusion to dividends paid to non-resident aliens and recommends that In
implementing that decision is not adopt a narrow or restricted definition of
"portfolio investments." This proposal would encourage U.S. business to use for-
eign capital markets as a source of funds for future capital requirements, thus
contributing to a favorable balance of payments. Any restrictive definition, how-
ever, would only serve to reduce the full potential use of such foreign capital
markets.

The Council also endorses the statement by Assistant Treasury Secretary
Charles M. Walker before the Senate Finance Subcommittee on International
Finance and Resources on March 1, 1976 setting forth in detail the position of
the Treasury Department and the Administration that existing withholding taxes
on dividends aid interest payments by U.S. persons to non-resident aliens and
foreign corporations should be eliminated.
Western Hemisphere Trade Corporations

The National Foreign Trade Council opposes elimination of the deduction al-
lowed to Western IHemisphere Trade Corporations which was enacted in 1942 for
the purpose of encouraging trade with Latin America and Canada. The provisions

74-712-7--pt 2- 23
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have worked well for over thirty yers permitting United States corporations to
compete effectively with both foreign local corporations and with third country
foreign corporations doing business in the countries of the Western Hemisphere.

The activities of the Western Hemisphere Trade Corporations are a substantial
factor in maintaining a favorable balance of trade with these countries. In addi-
tion, it does not appear timely to make any change in this provision as it would
adversely effect the competitive position of U.S. business in relation to foreign
competitors, who enjoy export incentives granted by their own countries, pending
conclusion of trade negotiations with foreign governments to eliminate or reduce
present barriers to free and competitive trade.

Accordingly, the existing provisions must be retained if we wish to continue to
maintain and implement our international policies with respect to investment in
and trade with the nations of Latin America and Canada.
Foreign lose recapture

Although the modification of the recapture of foreign loss provisions by the
Senate Finance Committee, as set forth in Section 1032 of the bill, does mitigate
to some degree the adverse affects of the provision as it appeared in the bill
passed by the House, the Council believes that recapturing foreign losses by
carrying them forward to offset subsequent foreign income for foreign tax credit
limitation purposes is undesirable.

American business already has a disadvantage in competing internationally
with nationals of countries which do not tax foreign source income (e.g. France
and The Netherlands). Recapturing foreign losses will extend the disadvantage
to competing with nationals of countries which grant foreign tax credit without
recapturing foreign losses (e.g. United Kingdom, West Germany, Canada and
Japan).

Moreover, a recapture mechanism will unfairly discriminate against indus-
tries which must operate abroad in order to maintain or develop a market for
their products which otherwise would be closed to them.

It should also be noted that as a general rule the tax laws of foreign countries
allow tax benefit for start-up losses through amortization and/or loss carryovers.
These deductions reduce the foreign tax paid and therefore the amount of
creditable tax during the pay-out period. In any event, a taxpayer will not bene-
fit from additional U.S. tax deduction once an excess credit position is achieved
because foreign taxes can never be applied against U.S. tax on income from
domestic sources.
Rxclusion for income earned abroad by U.S. citizens living or residing abroad

While the Council does not oppose the proposal to permit individuals employed
abroad to elect not to exclude $20,000 ($25,000 in certain cases) of the income
earned abroad from taxable income, it would urge the Committee at this time to
consider deleting Section 1011 of H.R. 10612 in its entirety. The effect of the
amendments proposed by the Finance Committee and the restrictions upon this
exclusion so severely restrict the benefits of Section 911 as to be tantamount to
its repeal. Accordingly, these provisions would either discourage the employment
of U.S. personnel abroad or increase the cost of employment of such individuals
whose services are necessary to maintain proper management and other control
over foreign operations of U.S. businesses. Either alternative would adversely
affect the competitive position of U.S. businesses vis-a-vis their foreign
competitors.

In order to roughly equate the living standards of U.S. employees overseas
with their counterparts in the U.S., American companies typically provide allow-
ances of various types to cover unusual expenses incurred abroad. These generally
take the form of cost-of-living allowances (including recognition of the fact that
foreign countries rely heavily for revenue on indirect taxes not qualifying as
foreign tax credits), housing allowances, and tuition expense payments. The
after-tax effect on the "take home" pay of the employee, giving consideration to
the present exclusion under Section 911, is a factor in the determination of these
foreign service allowances. Therefore, the elimination of the present earned in-
come exclusion under Section 911 would only add to the cost of present allowances
granted such employees, thus adversely affecting the competitive position of U.S.
businesses abroad. While the U.S. taxes its citizens on a worldwide basis, even
though they reside abroad. most competitive countries, such as Germany, U.K.,
Japan and France do not. Therefore, any increase in cost of employing V.S. na-
tionals abroad would impact adversely on the competitive status of U.S. com-
panies via-vis foreign competitors.
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In this connection, It should be observed that a U.S. person acceptaing a for-
eign assignment generally is at a unique tax disadvantage with respect to one
accepting a new assignment within the U.S. Ordinarily, an employee transferred
abroad is not able to defer recognition of taxable gain on the sale of his principal
residence in the U.S. since, as a practical matter, he will occupy rental quarters
while on foreign assignment. Thus, upon his return to the U.S., his principal
amount available for purchase of a residence will have beer reduced by the tax
palid on the recognized gain on sale of his residence prior to foreign assignment.

It also should be noted that small and medium-sized concerns often use self-
employed U.S. citizens residing abroad to act as independent commission agents
in effecting export sales. To the extent that repeal or substantial modification of
the present exclusion under Section 911 would reduce the presence of such persons
abroad, the expansion or maintenance of present levels of U.S. exports could
be adversely affected.
Oeneral

It is noted that in the notice of the current hearings there ate included certain
items with respect to the taxation of foreign source income which may require
technical correction or the correcting of drafting error, as for example in Sec-
tion 1035. Where they are not at issue and the Intent of the Congress to carry
them out seems clear, the Council supports the Senate Finance Committee de-
cision to take legislative clarifying action where appropriate.

STATEMENT OF TIE AMERICAN MUTUAL INSURANCE ALLIANCE

SECTION 1508, H.R. 10612-CONSOLIDATED IrURN8 FOR LIFE AND MUTUAL
INSURANCE COMPANIES

The American Mutual Insurance Alliance is the major association of mutual
casualty insurance companies. Its member companies write about 4-billion dol-
lars in fire and casualty insurance for its policyholder members each year, and
u member of the companies also write life lnsuurance through affiliates or
subsidiaries.

The Alliance is strongly opposed to Section 1508 of H.R. 10612, a provision to
allow the consolidation of returns between life insurance companies and casualty
insurance companies. Our views in opposition were previously communicated to
the Committee in a written statement which stressed the inappropriateness of
consolidating dissimilar entities such as life insurance companies on the one
hand, and casualty insurance companies on the other, when they are subject
to such diverse tax provisions.

We continue to believe that such consolidation makes for bad tax law. However,
this statement will address two entirely different points which were not made
in prior presentations to the Committee.
I. This amendment is not, as claimed a logical extension of the rule which preg.-

ently allows noninsurance (sic) companies to file a consolidated returned andX
thus offset casualty losses against other business income

The Committee Report states:
"If a stock casualty company and a noninsurance (sic) company are affiliated,

they can file a consolidated return on which the Tosses of the casualty company
are applied against the other company's profits.

"However, if the other company is a life insurance company, the losses of the
casualty company can only be applied against the casualty company's income
for other years (by means of loss carryover and carrybacks) ; they cannot be
applied against a life company's nicome."

This statement Implies that the treatment of life insurance income under ex-
Istign tax laws is unfair and works a hardship against life insurers. This just is
not so.

While It is true that a life insurance company cannot consolidate Its life Insur-
ance and its casualty insurance incomes and losses, it can consolidate the income
of all of its affiliates similarly taxed under the Code. Thus, a casualty insurance
company, a reinsurance company, a real estate company, a computer leasing coin-
pany, etc., all owned by a life insurance company can consolidate their incomes
just as though the parent life insurance company were a noninsurance entity.

Consider the case of a noninsurance company. It also can consolidate returns
on a variety of affiliates including casualty Insurance but it likewise cannot con-



788

solidate the returns of the life companies which It owns since they are taxed dif-
ferently under the Code. Hence, the present Code does not, in any way, discrimi-
nate as between a non-life insurance company and a life insurance company.
They can both consolidate returns of the individually owned affiliates, as long as
they are similarly taxed.

Accordingly, it ls submitted that this proposed amendment Is not "a logical
extension of the present rule." To the contrary, it is a major departure from
the present rule because it would allow consolidation of returns of companies
which are taxed in an entirely different manner under the Code.
I. Proposed Secotion 1508 Discriminates Against Casualty In.irance Companies

Proposed Section 1508 provides that a casualty company lo.s may be applied
against the income of a life company affiliate, subject to two limitations. The
amount of the loss which may be applied would be limited to the lesser of (1) 50
percent of the life company's income or (ii) 50 percent of the casualty company's
loss.

The first of these limitations will discriminate against long-established casualty
companies with life company subsidiaries in favor of large, long-established life
companies with casualty subsidiaries. In the case of the large-long-established
life companies, their incomes so greatly exceed their casualty subsidiary's losses,
that this first limitation will seldom, if ever, become applicable. On the other
hand, there are many casualty companies which own relatively small life com-
panies. In their case, the casualty insurance operations dwarf their life insurance
operations and unlike that of the life company parent, such first limitation will
cut down on the amount of such casualty company's losses which can be used to
shelter life company income.

As the Committe Report notes, "it is recognized that the recent recession and
inflation in prices has caused many casualty insurance companies to incur large
losses." These companies then are the ones in need of tax relief; yet, ironically,
it will be the larger and more prosperous life companies, thru their casualty
affiliates, which will be the primary beneficiaries. Section 1508 allows the large
life insurers to absorb their casualty insurance losses while severely limiting the
ability of companies which are basically casualty insurers to do likewise. The
Section provides an incentive for life Insurers to "enter" the casualty Insurance
field and a disincentive for a casualty insurer to enter the life insurance field.
It is well recognized in the insurance business world that a new company, life
or casualty, will Incur substantial losses in its initial years of operation. Section
1508 would allow a life insurer to absorb through its life insurance income the
losses generated from the initiation of a casualty operation. Casualty insurers,
on the other hand, would be provided with very limited incentives to enter the
life insurance field.

Finally, it should be noted that the second limitation, providing that the
amount of casualty company loss which can be currently absorbed cannot exceed
50 percent of such loss, is relatively meaningless. Since that portion of the loss
which exceeds 50 percent can be carried forward, 25 percent (i.e. 50 percent of
the remaining 25 percent) the next year, etc., about 97 percent of the loss will
have been fully applied against the life company's income in the short span of
five years.

For the reasons stated above, as weli as the reasons expressed in our initial
statement to the Committee, we respectfully urge that Section 1508 be rejected.

THs BOEINO COMPANY,
Seattle, Wash., July RI, 1976.

Chairman RUSSELL B. LONG,
Se ate FiMaws Committee,
Washington, D.C.

DzAx Ma. CHAIRMAN: We at The Boeing Company are deeply concerned about
the continuing ability of the U.S. airline industry to generate the ever-growing
amount of capital required to keep this nation's essential air transport system
the most efficient and productive in the world. Because of that concern I am
writing to you to urge retention by the senate Finance Committee of itR tax pro-
vision dealing with refunds of Un-utilized Investment Tax Credits in H.IR. 10612.
I also urge inclusion of Amendment No. 1906 submitted by Senator Curtis which
would extend to airlines the application of tax credit provision now applying to
only the railroads.

The ability of our aircraft industry to develop future aviation technology and
maintain the world aviation leadership we enjoy is dependent upon the airlines'
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ability to make capital investments. The Investment tax credit provisions In the
Senate Finance Committee bill as amended by Senator Curtis are a necessary
part of that capital formation process.

I regret I could not appear before your Committee in person during its current
hearings and respectfully request this written statement be included in the
printed record and copies be made available to Committee members.

Very truly yours,
T. A. WILSON.

STATEMENT BY L. NAPOLEON CooPns or PRoJECT 76--AN AMERICAN AFFAIRS-INC.,
A. 1. AcTioN & Co., INC., AND IARRY N. Comr, INC.

A Reexamination of Provisions Earlier Approved by Committee for Incorporation
in H.R. 10612, The Tax Reform Act and on Contributions of Inventory to
Charitable Organizations, a Provision Approved by Committee After the Filing
of Its Report

Pursuant to review of both provisions of the "Tax Reform Act" approved by
Committee and contained in Its report and such other provisions similarly ap-
proved after the filing of such report (i.e.-the Energy Investment Credit, Capital
Formation and Charitable Contribution Provisions) it is my desire on behalf of
myself, Project 76-An American Affair-Inc., A. P. Action & Co., Inc., and Cooper,
Inc., to offer Constructive criticism and alternative proposals to the provision
affecting Contributions of Inventory to Charitable organizations, the correlating
relationship to the Committee's energy incentive outlined on page 11, the capital
formation objectives similarly outlined on page 10, and its desire to improve
income tax equity at all levels without interfering with efficiency and/or growth
in the economy, as outlined on page 2 of the report.

The proposal upon which I intend to expound would in effect lead to an end
of any need to federally tax the personal income of American citizens, doing so
without reductions In social services and/or Increases in business taxation.

My criticism is that a more effective route to capital formation, tax equity,
energy production and economic stimulation can be found in the proposed bill
submitted for the record with my original indication of desire to testify before
this Committee.

The Committee provisions relative to energy do nothing to implement our goal
of Energy Independence and at best affect negligibly a more thorough use of
available resources.

Should such provisions be coordinated with the contribution provisions so out-
lined by the otherwise commendable Committee report the tax credit provisions
would reflect contributions of inventory as Sales, thereby allowing the effected
establishment to make investment decisions and/or expansion plans prudently in
compliance with individual profit orientation. The net result of which would be
the introduction of new industries, new products, additional employment, and
real economic growth.

The economy, its capability to produce and/or its production will not be In-
fluenced by the investment credits as outlined. The limited growth in machine
tool orders and expansion (the most crucial sector) is the result of prudent man-
agement decision-making processes.

It is thusly my purpose to criticize and to address a series of comments and
resulting proposals. I suggest the coordination of the capital formation objective
of the Tax Act with the contribution of inventory to Charitable Organizations
thereby encouraging energy production. As they now stand, the tax credit proposal
will affect energy availability negligibly and do absolutely nothing to achieve
energy independence.

I suggest further that the Committee consolidate such credit allowing them to
be reflected and/or implemented as inventory to Charitable Organizations there-
by affecting sales figures (the only factor which realistically influences invest-
ment and employment).

'As a consequence the establishments so effected would continue prudent reserve
and their development aid expansion, however the Charitable Organizations
thereby also effected would gear their newly received assets toward the develop-
ment of New Industry, New Jobs, and New Products independent of energy while
also pursuing the development of hydrogen simplification thereby achieving cop-
tinned economic stimulation, implementation of personal tax equity and raise
additional short term revenue via the new production of goods and services.
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.STATEMENT OF THOMAS E. PECKHAM AND ROBERT C. POMEROY OF BOSTON, M[ASS. ON
BEHALF OF VARIOUS NEw ENGLAND CHARITIES IN SUPPORT OF SECTION 2104 OF

'THE TAX REFORM BILL Or 1976

section 2104(a) extends the time previously available for reforming, or in-
stituting a court petition to reform, an instrument creating iolniqualifying
charitable remainder interest from Decemiber 31, 1975 to December 81, 1977. If
this extension were all Section 2104 accomplished, it would be identical to II.R.
9889, which has recently been approved by the House of Representatives. How-
ever Section 2104 makes two additional changes which make it a superior al-
ternative to H.R. 9889 and which justify its retention in the Tax Reform Bill of
1970. The first such change is the extension of the date by which the govern-
Ing instrument must have been executed or created from September 21, 1)74 to
December 31, 1977. The second such change, effected by Section 2104(b) of the
Tax Reform Bill, Is the provision for a special statute of limitations on refund
claims which emanate from the application of IRC Section 2055(e) (3). See-
tion 2104(b) of the Bill provides that notwithstanding the general rules applica-
ble to refund claims imposed by IRC Section 6511(a), a refund claim arising
under Section 2055 (e) (3) will be considered timely filed If filed no later than
June 30, 1978.

The need for these two provisions Is dIsci!,scd below.
Extension of Dates to December 31, 1977

The most obveons effect of moving the dates within which the governing in-
strument must have been executed or created, and within which reformation
must have been accomplished, or Judicial proceedlings for its accomplishment In-
stituted. to I)ecember 31, 1977 is that it extends the aid provided by Section 2055
(e) (31 to charitable remaindermen that otherwise would have been unable to
benefit front it. It is Important to note that such an extension would not create a
massive giveaway program or tax avoidance loophole. To the contrary, in order
for an estate or-trust to obtain the estate tax charitable deduction made possible
by Section 2055(e) (3), the governing Instrument creating the charitable re-
mainuder interest must be reformed so as to comply with the stringent require.
ments of the annuity trust or unitrust provisions of IRC Section 064, thereby in-
creasing the likelihood that funds intended to pass to charity will in fact do on.

In addition to making the relief of Section 2055(e) (3) available to previously
ineligible trusts, Section 2104(a). and particularly the extension of the Septem-
ber 21, 1974 date to December 31, 1977, would have the effect of remedying the un-
duly restrictive temporary and proposed regulations now applicable to Section
2055(e) (3).

Section 2055(e) (3) as it now exists provides that In order to qualify for re-
lief a will must have been "executed," or a trust "created," prior to September 21.
1974. Temporary and proposed regulations have created another restriction that
pertains only to the date of creation of inter vivors trusts, which Is that these
trusts must have been created, within the meaning of local law, after July 31.
1989. See proposed Regulations Section 20.2055 -2(g) (1) (I), -2(g)(8)(i11). -2
(g) (8) (1). This requiement is nowhere stated In Section 2055(e) (3). Its Inser-
tion is apparently attributable to statements in various committee reports (See
for example. S. Rept. No. 93-1068, 3 U.S. Code, Cong. & Admis. News, 98d Cong.,
2d Petm, 1974. p. 59) that Section 2055(e) (8) was amended to extend the op-
portunitles for reformation which had existed by administrative flat In the Reg-
ulations under -MO Section 064. See Reg. Section 1.664-1(f) (3). Section 664,
which imposes the unitrust and annuity trust requirements Is applicable to trans.
fern in trust after July 81, 1969. See P.L. 91-172, the Tax Reform Act of 1980,
Section 201 (g) (5). The Regulations under Section 664 erroneously translated this
transfer in trust language to mean that only trusts created after July 31, 1969
were eligible for reformation.

Representative Burke of Massachusetts, floor manager of the bill which became
Section 2055(e) (8), made specific reference to the fact that relief provided by
this section was intended to extend to revocable inter vivos trusts created, within
the meaning of local law, prior to July 31, 1989:

"There are some distinctions between the bill and tha Treasury Department's
regulations. Under the regulations, the original bequest or transfer had to be in
trust and such trust had to be created as a revocable trust before that date.

"First, If the decedent created a revocable trust before July 31, 1989, which
thereafter became an irrevocable charitable remainder trust includable In his
estate under, for example, sections 2036 and 2088, no right of amendment was
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permitted by the regulations to prevent loss of the deduction by section 2055(e).
"The bill deletes this requirement The important dates are the date of death

of the decedent, the date of the governing instrument-that Is, prior to Septem-
ber 21, 1974-and the date on which amendment is effected or commenced-
that is, by December 31, 1974. (This date was later extended to December 31,
1975.) 120 Congressional Record (daily edition, October 11, 1974) H 10510."

By seizing upon the Regulations' erroneous interpretation of the applicability
of the unitrust and annuity trust provisions, the temporary and proposed regula-
tions under Section 2055(e) (3) have perpetuated this error with unintended and
unjust consequences, not the least of which Is that it has been repeated in the
Report of the Senate Finance Committee which purports to explain the amend-
ments made to IRC Section 2055(e) (3). (It is interesting to note that apparently
the draftsman of the Committee Report was not aware that a special provision
concerning the statute of limitations on refund claims had been added to the
Bill, as no mention of this amendment is contained in the report.) As a result
of this misinterpretation, it is not at all unlikely that the estate of a decedent who
chose to use a revocable inter vivos trust as part of his estate plan, and who
created the trust prior to July 31, 1969, could not obtain relief under Section
2055(e) (3), whereas the estate of a decedent who had chosen to employ a testa-
mentary trust under a will executed prior to July 31, 1909 would be eligible for
relief.

It is our understanding that in at least one case a private ruling has been
issued which has suggested the possibility that a revocable trust might be con-
sidered to be "created" on the date it becomes irrevocable. Although such a sug-
gestion has superficial appeal in the case of decedents dying after July 31, 1969,
under the current Section 2055(e) (3), which limits Instruments eligible for
reformation to those executed or created prior to September 31, 1974, decedents
with revocable trusts dying after that date would still be in a worse position
than decedents dying after that date who had utilized testamentary trusts. By
extending both the date of execution or creation and the date for reformation
to December 31, 1977, Section 2104(a) of the Tax Reform Bill of 1976, coupled
with the concept that a trust, for the purposes of Section 2055(e) (3) is "created"
on the date it becomes irrevocable (the position taken by the Committee Report)
would largely eliminate this source of unfairness and potential litigation.
Special Statute of Limitations

Section 2055(e) (3) was enacted In large part because of the inadequate transi-
tional provisions which applied to estates of decedents who died soon after
December 31, 1909.

The final regulations under Section 684 did provide relief similar to that now
provided by Section 2055(e) (3). To qualify for relief under these regulations,
however, a trust would have had to have been reformed or a Court proceeding
for its reformation would have had to have been instituted by December 31, 1972.
It should be noted that this regulatory relief was provided by income tax regula-
tions, not estate tax regulations. It Is also noteworthy that not until 1974, with
the issuance of Revenue Ruling 74-288, 1974-1 CB 157 was there an official
Internal Revenue Service pronouncement that an estate tax charitable deduc-
tion would be available for charitable remainder interests in trusts reformed
in accordance with the income tax regulations.

Although a close reading of Regulations Sections 1.064-1(f) (8) (11) and 1.664-
1(a) (5) (1) would lead to the conclusion that an estate tax deduction would be
available, these references, buried In mate of complex income tax regulations,
could easily be overlooked, especially when it Is considered that nothing in the
statute indicates that such a regulation offering a period for reformation could
exist.

The recognition, notably by Senator Hansen of Wyoming and Representative
Burke of Massachusetts, that these regulatory provisions were not sufficient to
prevent the diminution of funds flowing to charity from estates of decedents
dying soon after 1909 prompted the introduction of bills in the Senate and the
House to provide for an additional period of reformation.

On October 16, 1972, Senator Hansen, while Introducing a bill essentially simi-
lar to the present Section 2055 (e) (8), emphasized the complexity of the charitable
remainder provisions and the need for additional time to comply with them:

"Because of the complexity of these rules, many non-conforming charitable
remainder tr~sts are unable to meet this deadline (i.e., December 81, 1972) . . .
I think it is also worth noting that it took the Treasury Department 80 months
to provide a publication providing sample trust provisions which were to help
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the public and the taxpayer in drafting these new instruments so that they will
comply with the Act. If the public does not know what is expected of it, how
can It comply with these laws?

"I would say the end objective of this amendment Is to recognize the failure
of the Treasury Department for 30 months' time to take the necessary steps
that I feel were indicated so that taxpayers and those so inclined could make
bequests of this kind, such as to hospitals. * * * I think with the passage of
the Income Tax Act of 1960, It was incumbent on the Treasury to spell out what
steps might be taken by the taxpayers. That was not done. It seems unfortunate
we would lose-that the public and the nation would lose the help that other-
wise would be going to institutions that have been so much the benefactors of
all of us, because of the dereliction on the part of the Treasury in failing to
come forward with a proper proposal. * * * Congressional Record (bound edi-
tion, October 16, 1972) 86655-386656.

This statement, made after the final regulations and sample trust provisions
were available, makes it apparent that Senator lansen was primarily con-
cerned that estates of decedents dying prior to 1972 be given additional time
to comAy with the charitable remainder provisions.

Representative Burke introduced a similar provision in the 93rd Congress
and had printed In the Congressional Record of October 25, 1973 (at H 1439 et seq.
(dally edition) ) a statement in support of this bill which lie declared ably
explained the policy behind the proposed extension of the reformation date.
Thbe statement, by Tetired judge Robert Gardiner Wilson. Jr. on behalf of the
Shriners' Hospitals, pointed out the irony of Section 664's having had the result
of preventing charities from recefvlng amounts that the charitable remainder
provisions were intended to assure would be received. The proposed bill., It was
submitted, would provide a statutory basis f,, reforming trust that was lacking
hi the regulations, and would encourage, trusis to subject themselves to the
new requirements.

The Senate Finance Committee's Repoit on ILK 12035,. the measure which
ftnall.v became In part Section 2055(e) (3), -nphasiz,d again that it was trusts
already in existence and unable to meet the flecember .1. 1972 deadline provided
by the Regulations that were intended to be the primary beneflcaaues:

"Because of the complexity of these rules, many non-conform ng charitable
remainder trust have ben unable to mee'. this deadline . . . Acordingly. the
Committee provision extends these tranitional rules to Deceminler 31. 1975."
0S. Rept. No. 93-1063 (on H.R. 12035), Q3rd Cong., 2nd Session (A;nist 1, 1074),
reprinted at 3 U.S. Code. Congressional and Administrative News. 5 85-5986.)

There appears to lie ample evidence In the published legislative history of
Section 2055(e) (3) to justify the conclusion that Congress was primarily in-
terested in benefiting estate of decedeits dying soon after Pecemhor 31. 1939
when it passed this legislation. Ironically. however. If the statute of limitations
on refund claims provided by IRC Section 511(a) were narrowly applied,
many of the estates Intended to have been benefited by Section 2055(e)(3)
would have been foreclosed from Its relief even before it had been signed into
law.

The same policies which Justify extending the date for reformation to Decem-
ber 31, 1977 also favor adontion of the wawbcl statute of limitations provided
by Section 2104(b) of the Tax Reform Bill of 1976. It is In the public interest
that the unitrust or annuitv trust rules be made applicable to the greatest
possible number of nonoulifying eharitabl remainder trusts. However. the
Inducement provided by Section 2055(e) (3). even s amended by Section 2104(a)
of the Tax Reform Bill of 1976. would he largely Illusorv unless the fiduciaries and
reinaindermen of the affected trust. are aQsurd that In faet an ette tax
refund will not be foreclosed by the statute of limitations on refund claims
after reformation of the trust.
C 1011erM

For the reason cited it is submitted that Section 2104 of the Tax Reform Bill
of 1976 greatly Imuroves upmn the current IRC Section 2055(p) (3). and that
Section 2104 Is preferable to H.R. %W,9 as passed by the House of Representativep.
Therefore. we repmctful'y suggest that Sectinn 2104 he retained as part of
the Tax Reform Bill of Section 2104 without amendment and urge Its speedy
approval by the Senate.
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STATEMENT BY JOHN DEARDOLRFF, DOUGLAS BAILEY, AND CHARLEs GUGGENHEIM

Section 130--Tax Treatment of Certain Debts Owed by Political Parties to
Accrual Basis Taxpayers

Section 271 of the Internal Revenue Code disallows the deduction from taxes
of any bad debt owed by a political party to the taxpayer. Clearly, the law was
Intended to stop the deduction as a had debt of a loan made to a political party.
It was considered that such loans were only a disguise for non-deductible political
contributions. However, tt the time this section was enacted in 1952, there was
no Indication that It was intended to Tefer to a bad debt arising from a sale of
goods or services to a political party.

And that is where the problem lies.
There are a number of people in the profession of providing political parties

and candidates with goods and services. Some serve Republicans exclusively,
others Democrats. We are political consultants, film producers, media strategists,
pollsters, and campaign managers whose livelihood Is derived from serving men
mnd women who are running for political office. We are not large businessmen.
We have small companies and our risks are great. Because of the tenuous
nature of financing elections and the unpredictability of campaigns, political
organizations sometimes find themselves unable to meet their financial obliga-
tions, and we in the business, of serving candidates find ourselves with uncol-
lectible debts. Under the present law, we cannot find even partial relief by
writing off our losse.. To our knowledge, we aTe the only business in America
so discriminated against.

Today. our profession Is accepted as a vital and legitimate part of every major
political contest in America. And we think we have a right to serve and to do
business without the financial threat Imposed by an outdated Section 271.

Language to revise Section 271 was drafted by the House Ways and Means
committee e and Included in the Tax Reform Act as Ipassed by the House of
Representatives.

We feel this language makes It clear that Section 271 Is still applicable In any
case where the debt arising from the sale of gQods and services was never
Intended to be collected or where the creditor is willing that his debt be placed
tit the bottom of the bills to be paid. At the same time, It provides that companies
and individuals who supply legitimate goods and services on an arms' length basis
to a political party not be subject to taxation on money they do not receive.

The language of the amendment as passed by the House of Representatives is
preferable to the Senate version since It more fully remedies the Inequities which
Section 271 has Imposed on many In our industry-an Industry whose rapid
growth during the past ten years could not have been anticipated at the time
Section 271 of the Tax Code was enacted.

Those of us In the business of providing services to political parties are willing
to pay taxes like every other business, but unlike them, we do not have the
capacity to write off business losses arising from bad debts. That distinction Is
the margin of survival. Unless some relief Is granted, the results could be
extremely serious for our Industry.

STATEMENT OF NATOMAS COMPANY

(Section 1035(a) of H.R. 10612)

The Tax Reform Bill as reported by the Committee on Ways and Means and
passed by the House of Representatives, contained an amendment which correts
an unintended defect of the Tax Reduction Act of 19M. The amendment pro-
vides an averaging rule for three future years with respect to the provision limit-
ing the foreign tax credit for foreign oil and gas Income. This amendment was
approved by the Ways and Means Committee after a full discussion of Its pur-
poses, as well as the taxpayers that would be affected. Moreover, there wan a
recorded Committee vote on the adoption of the amendment which was preceded
by statements from the staff and the Treasury Department that they had no
objection to the amendment.

The foreign tax professionals that have considered this amendment agree that
It corrects a defect in tLe tax amendments adopted in 1975. The only criticism
raised by thee professionals is that the amendment, which Is limited to certain
future year. should not be so limited.
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In view of the technical nature of the amendment, the lack of opposition, and
the time pressures on the Committee, it was agreed that Natomas would not
testify unless opposition to the amendment was raised. No such oppsition
appeared and, therefore, Natomas filed the attached statement for the Com-
mittee's hearing record. In our view, we complied fully not only with the rules
of the hearing notice but also with their spirit. Furthermore, as mentioned above,
the amendment was thoroughly dicussed before the House Committee prior to
adoption.

Currently, after the hearings had been concluded, objection to the amendment
has been raised. This objection has not been directed at the merits of the amend-
ment but rather implies that because it aids Natomas it is per se bad. We
strongly resent the implication. The amendment is meritorious. The staff, the
Treasury Department, the Ways and Means Committee, the Hou.9e of Representa-
tives, and finally, the Finance Committee have all recognized the merits of the
amendment and it should not be discarded unless and until clear and convincing
proof of deficiencies, on the merits, are demonstrated. We are confident that such
a case against the amendment cannot be made.

The statement previously submitted for the Committee hearing is attached and
resubmitted.

It should be noted that although the Treasury Department has publicly and in
writing stated a position of no opposition before the Ways ad Means Committee
and the Senate Finance Committee and after the bill was reported by the Commit-
tee, the Treasury Department suddenly and without notice released a document
stating opposition because the amendment Is retroactive In that it amends a pro-
vision enacted in 1975. The years for which the amendment is operative are 176,
1977, and 1978. It is not retroactive unless you accept the unreasonable view of
the Treasury that anything that canges existing law is retroactive.

BACKGROUND

Last year the Congress determined that there was a difficulty in ascertaining
whether payments made-to foreign producing countries were taxes or royalties,
and concluded that this difficulty led to a distortion of the foreign tax credit
mechanism in the foreign oil and gas area. Accordingly the Congress enacted
a provision which limited the foreign taxes on oil and gas extraction income
which can be used to offset U.S. tax on foreign Income to a tax rate just slightly
higher than the U.S. rate. Therefore, to the extent that foreign taxes on oil and
gas extraction exceeded that limit, they may not be used to offset U.S. tax on
other low-taxed foreign income. Section 907 of the Code.

PROBLEM

Although the new percentage limitation of section 907 was intended to limit
the amount of high-rate foreign taxes of an oll or gas production operation
which could be used to offset other low-taxed nonproduction income, it also
operates, in certain unusual cases, to linift the amount of creditable foreign
taxes which can be used with respect to low-taxed production income, even where
such income is solely from one country. This unusual result occurs where the tax
laws of the U.S. and a foreign country provide different rnlef as to the timing
of when Income and deductions are taken into account. Thus, in one year a
foreign producing operation can have a very high effective rate of tax (because
U.S. tax concepts provided deductions not available In the producing country)
and in the following year have a very low effective rate of tax (because the
foreign country's alternative cost recovery system produces little tax on large
amounts of income). It should be emphasized that this problem arises solely
with respect to extraction income from the same country, and does not Involve
using foreign extraction tax credits to offset other types of income (i.e., shipping
or |ncoine from other countries.

Production sharing contracts are particularly vulnerable to these timing dif-
ferences. since they employ completely different concepts of cost recovery than
are used in the United States. The major disparity between the U.S. and foreign
taxable income concept in a country employing production sharing concepts is
that for U.S. purposes, intangible drilling costs are deductible when incurred,
whereas under the production sharing contract, such costs are not deductible, but
Instead are compensated for by adjusting (increasing) the U.S. producer's share
of future production. Therefore, in a year in which the taxpayer incurs large
exploration and development costs and, in the same country, has significant
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extraction Income, the foreign tax paid on the extraction income, without any
deductions, translates Into a high rate of tax under U.S. concepts which permit
deductions to reduce taxable income. As a result, the percentage limitation
deems a significant portion of the foreign taxes for that year to be noncreditable.
In a subsequent year or years, the opposite occurs, since in latter years the tax-
payer is awarded "cost oil" (nontaxable in the foreign country) to compensate
for the previously incurred expenditures. This cost oil is taxable in the U.S.
and included In U.S. taxable Income, which results in a determination that the
foreign tax rate is low. However, since a determination that the foreign tax
rate is imposed solely on an annual basis, it does not permit the distortions
created by the mismatching of income and deductions to be ameliorated.

HOUSE AMENDMENT

Ordinarily, U.S. tax law resolves differences in the timing of Income and
tax by carryover and carryback rules. In fact, the foreign tax credit provisions
contain such an averaging provision (sections 904(d) and 904(e)). However, the
existing provisions of the new percentage limitation of section 907 have not
Ibeen conformed to the foreign tax credit carryback and carryforward rules.
There Is no policy reason for not applying the new percentage limitation in
concert with the carryback and carryforward rules, provided the basic objective
(of limiting the foreign tax rate to a certain percentage is maintained.

The Tax Reform Bill as approved by the Committee on Ways and Means and
passed by the House of Representatives provides a special carryback during the
transition period to any taxable year ending in 1975, 1976, and 1977. This carry-
back is to be computed by using the normal foreign tax credit carryback rules
(sec. 904(c)). Thus, a carrybook is to be allowed only to the two preceding
taxable years from which the tax is carried. Second, the extraction taxes which
may be carried back may only be carried back against extraction income in the
same country to which the extraction taxes were paid.

The amount which may be carried back to any taxable year is limited to the
net U.S. tax liability on the extraction income from that country for a year after
taking into account the foreign tax credit. Thus, the amount allowed as a carry-
back may not exceed an amount equal to the amount of the foreign oil and
gas extraction income for the year multiplied by the sum of the normal tax
and surtax rates for the year, less the amount of any creditable taxes which are
paid or accrued with respect to the foreign oil and gas extraction income against
which the credits are to be offset. The amount carried back is to be deemed
tax paid or accrued on income from the extraction of foreign oil and gas in
the year to which carried. For purposes of this provision, extraction taxes
which may be carried back are the income taxes paid or accrued during a year
with respect to foreign oil and gas extraction income which would be allowed
as a foreign tax credit but for the special percentage limitations on foreign ol
and gas extraction income.

REQUESTED ACTION

It is respectfully requested that the Senate Committee on Finance approve
the above described House amendment.

WiLLIaM D. BROWNLIE,
Boston, Mas., July 19, 1976.Mr. MICHAE, STzui,

Staff Director, U.S. Senate Finance Committee,
New Senate Office Building, Washington, D.C.

My written testimony is specifically directed towards the Federal Estate Tax
inequalities and P8-58 Federal Income Tax inconsistencies that presently exist
and affect Keogh (HR-10) and Individual Retirement Accounts (I.R.A.) Plans.

I am submitting this testimony as a private citizen. I am not representing any
specific clients nor do I represent any associations or organization

However, during my business career, I have been responsible for the creation
and design of over 1000 Self-Employed Retirement Plans.

In addition, on March 17, 1976, I appeared as a public witness before the Coin-
mittee on Ways and Means, United States House of Representatives to give oral
testimony pertaining to the Federal Estate Tax inequalities that presently exist
and affect Keogh (HR-10) and Individual Retirement Accounts (I.R.A.) Plans.

As in the case of the Committee on Ways and Means, I wish to inform you, the
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Senate Finance Committee, that millions of Americans, who are Investing their
hard-earned dollars into either Keogh or I.R.A. Plans are not receiving the same
-4ax considerations as those covered under Corporate Retirement Plans--partic-
fularly, in the area of Federal Estate Tax exemption.

The beneficial tax provisions of Corporate Retirement Plans have served hoth
-the country and Its citizens well over a period of years. It goes without saying
that Corporate Retirement Plaps assets-amount to billio-s of dollars and are
a constant source of revenue for investment in the economy of our country.

Unfortunately, these beneficial long-standing tax provisions available for Cor-
porate Retirement Plans are not available for individuals investing into either
Keogh (HR 10) or I.R.A. Plans.

Specifically, Section 2039 of the Internal Revenue Code states that Corporate
Retirement Plans assets are not subject to the Federal Estate Tax when a par-
ticipant dies, If such plan assets are payable to a named beneficiary, meaning
spouse, children, parents or personal tru.st.

The Federal Estate Tax exemption which is available for beneficiaries of Cor-
porate Retirement Plan participants is not allowed for leneficiaries of Keogh alld
I.R.A. Plan participants.

This is unfair and discriminatory, and I do not believe it was and is the intent
of Congress to have it this way. A simple amendment to Section 2039 of the Inter-
nal Revenue Code would solve this severe inequity immediately.

With the above In mind, Congresgiman William A. Steiger, Republican from
Wisconsin, Member, Committee on Ways and Means, has introduced an ame-ld-
ment to provide Keogh and I.R.A. Plans with the Federal Estate Tax exemption.
As of this date, the Committee has tentatively voted to accept this amendment
which will become part of the Committee's Estate Tax Bill.

1)o you realize that If a 40 year old Self-Emnployment Individual invests $7500
each and every year in a Keogh Plan for 25 years, amd earns 8% compound inter-
est, a retirement fund of $592,158 will lie created. However. if this individual
should die at age 65, $592,158 will be subjected to the Federal Estate Tax under
current law.

Conversely, not one penny of $592,158 would be subject to the Federal Estatte
Tax if the same results were achieved as part of a Corporate Retirement Plan.
. This severe Federal Estate Tax inequity is further compounded for non-imlor-

l)orated individuals because most states in our country impose their own Inherit-
ance Tax in addition to time Federal Estate Tax.

When life insurance is used in a Retirement Plan, a percentage of the premium
Is subject to Federal Income Tax to all larticipants. This applies to Corporate,
Keogh and I.R.A. Plans. This percentage of the premiums is referred to as Ruling
Number 58 of the Pension Service of the Internal Revenue Service, commonly
known as PS-58 cost.

However, under a Corporate Plan, when a participant retires, he is allowed a
Federal Income Tax credit on the total percentage of premiums that were subject
to Federal Income Tax during the life of his Plan, and his beneficiary is allowed
the same Federal Income Tax credit should he die before retirement. This Federal
Income Tax credit Is the PS-58 cosl

Unfortunately, this favorable Federal Income Tax treatment of PS-58 cost Is
only allowed for Corporate Retirement Plans not Keogh or IRA. Plans

The total area of tax inequalities and inconsistencies pertaining to retirement
plans was publiAhed in great detail in the Boston Herald-American on Labor Day
1975 entitled, "Added Tax Reform Urged for Those Under Non-Corporate Retire-
ment Plans."

A copy of the Boston Herald-American article is enclosed so that you will have
a better frame of reference regarding other tax inequalities.

It is obvious that even with the liberalization of Keogh as to Increased
deductible amounts, and the creation of I.R.A. as part of The Pension Reform
Act of 1074, Congress still has not given the Self-Employed and other individuals,
not covered under a 'retirement plan, the BEST that is avallab!e under existing
law.

I would like to direct some personal remarks to Senator Russell Long. It
would be my hope. Senator Long, that as an advocate of Employee Stock Owner-
ship Plan (ESOP) you would be instrumental In providing Keogh and I.R.A.
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Retirement Plans with the same beneficial Federal Estate Tax exemption and
PS-85 Federal Income Tax credit as in ESOP Corporate Retirement Plans.

I sincerely hope that my testimony will enable you, as a Committee; to recom-
mend legislation to fe introduced and passed, to end the severe discriminations
and inequalities that affect Keogh and I.R.A. Plans.

Thank you.
[From the Boston Herald American, Sept. 1, 19751

ADDED TAX REFORM URGED FOR THOSE UNDER NoN-CORPORATE RETIREMENT
PLANS.

(By Richard Lamere)

Severe tax inconsistencies and other inequities militate against various types of
retirement plans as opposed to "favorable treatment" for corporate retirement
plans, a Boston life insurance executive charged yesterday.

On the anniversary of the enactment of the Pension Reform Act of 1974 in
Washington, William D. Brownlie called for additional tax reform because "the
self-employed and other individuals are not receiving the same beneficial tax
treatment as their counterparts who are covered under corporate retirement
plans.

"There is still much to be done, and this can only be accomplished in tax reform
legislation," Brownlie declared.

The legislation enacted last year allowed for the tax deductible contribution
to an individual retirement plan to be increased from $2500 to $7500 annually in
the tax-sheltered Keogh-type deferred-compensation plans. -

It also, for the first time, allowed employed individuals, not covered under
any pension plan to have their own Individual Retirement Account referred to
as IRA, and to be able to contribute a maximum deductible contribution of $1500
per year.

"Millions of Americans who are investing their tax-deductible dollars into
either Keogh Plans or an Individual Retirement Plan for their own do-it-yourself
retirement plan are not getting the same tax consideration as those covered under
corporate-type plans," stated Brownlie.

"Now is the time for Congress to enact legislation to end discrimination and
injustices that adversely affect millions of Americans each year."

Brownile, who plans to testify as a private citizen at hearings before the House
Ways and Means Committee in Washington, insists that severe discrimination
and inequality exist among corporate retirement plans, Keogh and IRA plans
in the following areas: federal estate tax treatment, federal income tax treat-
ment, integration with Social Security and life insurance.

The first injustice, he said, occurs if a self-employed person such as an archi-
tect or pharmacist creates either a Keogh Plan or IRA Plan and dies before re-
tirement "because the entire value of the plan is includable in his estate at the
time of his demise."

On the other hand, Brownlle said not one penny of a corporate retirement
plan is subject to the federal estate tax if payable to a named beneficiary, such as
wife, children, parents, brothers, sisters or personal trust because of Section 2039
of the Internal Revenue Code.

This section provides federal estate tax exclusion for corporate plans, but does
not provide it for the self-employed individual under the Keogh Plan or an IRA
plan, Brownlie stressed.

Another inconsistency, Brownlie said, is that the employe of a self-employed
individual, under a Keogh Plan, is entitled to federal estate tax exclusion. "What
makes it right for the employe and wrong for the boss?" he asked.

Life insurance proceeds, which could amount to many thousands of dollars,
are exempt from the federal estate tax for corporate plans. This federal estate
tax exclusion is not available for Keogh or IRA plans.

"Because a Keogh Plan could be worth hundreds of thousands of dollars, it is
essential for additional life insurance to be purchased for the sole purpose of pro-
viding money to pay federal estate taxes," Brownlie said.

Another injustice, he said, is that corporate retirement plans also provide for a
$5000 income tax-free, death benefit, which is not available for either the Keogh
or IRA plans.

A third injustice pertains to Social Security integration, said Brownile. who
for several years has stressed "tax inconsistencies in lectures and national con-
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ferences and in his monthly column, "Insurance Tips," written for the publica-
tion, "Massachusetts Physician."

"Simply stated," Brownlie said, "a corporate employer can reduce the amount
of money he contributes to a corporate retirement plan for his employes because
he is allowed to take into consideration the fact he is already contributing on
their behalf to the Social Security retirement system.

"This also is not available under the existing rules for a vast majority of Keogh
plaus."

A fourth injustice, Brownie contended, pertains to the income tax treatment
of life insurance premiums, which can be purchased on a tax-deductible basis as
part of a corporate retirement plan, as well as part of a Keogh plan or IRA plan.

When life Insurance is used in a retirement plan, a percentage of the premium
Is subject to federal income tax for all participants. This applies to corporate,
Keogh and IRA plans.

However, under a purely corporate plan, when a participant retires, he gets an
income tax credit on the total percentage of the premiums that were subject to
federal income tax during the life of his plan, and his family gets the same Income
tax credit when he dies.

"This income tax credit, unfortunately, does not apply to Keogh or IRA plans,
either at retirement or at death-another inconsistency," Brownlie stressed.

The most notable inconsistency pertaining to life insurance within retirement
plans is found in the IRA plan, Brownlie said.

Under existing law,' only an endowment type of life insurance policy can be used
within IRA.

"This type of life Insurance policy," contended Brownlie, "purchases very little
insurance protection for the money spent. This is inconsistent with what is al-
lowed for corporate and Keogh plans, wherein these plans allow for the typical
cash value ordinary life policy or the economatlc type policy, which purchases
much higher life insurance protection for the same money spent.

"IRA plans should be changed to allow for the same type of life insurance
protection that Is permitted for corporate plans and Keogh plans."

Two months ago, Brownlie spoke on the subject of Keogh plans at the insurance
Industry's "Million Dollar Round Table" annual meeting in San Francisco, out-
lining his experiences designing and servicing such plans.

STATEMENT OF THE INTERNATIONAL COUNCIL OF SIOPPINo CE15TEu

SUMMARY

ICSC opposes the inclusion in the Tax Reform Act of 1976 (H.R. 10612) of the
Haskell-Kennedy Amendment which was added to the bill on the floor on June 22.
1976, and which applies an "at risk" limitation to limited partnerships, including
real estate limited partnerships.

The effect of the adoption of the "at risk" amendment will be to substantially
reduce the use of limited partnerships as a means for developing real estate.
Limited partnerships are an important source of equity for real estate develop-
ment and their curtailment will have a serious adverse effect on real estate in-
vestment, Jobs, and allied activity.

The adverse Impact on Investment in real estate of this provision will occur at
a time when construction in the shopping center industry is suffering a slowdown,
and when the future development needs of the shopping center industry and those
of the nonresidential development sector in general, cannot be fully met by today's
primary market financial institutions.

The "at risk" amendments' distinction between recourse and nonrecourse
financing did not seem significant to the Supreme Court In the casq which is the
basis of the current rule because of the Court's understanding that the owner of
a property will satisfy the terms of a mortgage whether personally liable or not,
in order to protect his equity.

A rule that limits the amount of basis to the equity invested in a property would
be unfair since depreciation deductions would be limited to "a fraction of the cost
of the corresponding physical exhaustion" of the property. A property wastes
without regard to the method by which it Is financed, and to limit depreciation
because of such a distinction would be discriminatory and unreasonable.

Another consequence of the "at risk" rule would be to severely limit the ability
of the small investor to participate in real estate development.
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The result of such a situation will be to drive the small Investor out of real
estate investment and to increase the concentration In the real estate industry by
putting ownership In the hands of the wealthy and the-large corporations who
can make cash investments.

The Senate should eliminate the Haskell-Kennedy Amendment from the Tax
Reform Act of 1976. It is unfair, discriminatory and burdensome. It will have a
serious adverse impact on real estate Investment, jobs, and allied activity. It will
drive the small investor out of real estate and increase concentration In the
industry.

STATEMENT

The International Council of Shopping Centers (IOSC) Is the trade association
of the shopping center industry. Our members number nearly 5,000 and include
owners and operators of shopping centers; retail tenants of shopping centers;
and lending institutions and other business firms involved directly or indirectly
in the development, ownership, and operation of shopping centers.

IOSO opposes the inclusion in the Tax Reform Act of 1976 (H.R. 10612) of the
Haskell-Kennedy Amendment which was added to the bill on the floor on June 22,
1976, and which applies an "at risk" limitation to limited partnerships, including
real estate limited partnerships.

In the case of a partnership, under present law, the amount of losses a partner
may deduct is limited to the amount of his adjusted basis in his interest In the
partnership. Basis in a property may include nonrecourse indebtedness (a loan
where there is no personal liability) attributable to that property, and where
a partnership incurs a debt and none of the partners have personal liability on
the loan, then all of the partners are treated for tax purposes as though they
shared the liability in proportion to their profits interest in the partnership. This
allows a limited partner to deduct his share of the partnership losses in excess
of his actual cash investment in the partnership (the amount "at risk").

The Haskell-Kennedy Amendment would change the current rule so that the
amount of losses that a limited partner could take would be limited to the capital
contribution he has made, plus any current commitment to make further contri-
butions, plus, perhaps, his share of the partners' personal liability on indebted-
ness (the provision and debate are unclear on this point).

This provision would apply to limited partnerships formed after June 30, 1976
(except where low income housing is involved in which case it would apply to
partnerships formed after December 31, 1981).

The effect of the adoption of the "at risk" amendment will be to substantially
reduce the use df limited paifa-erships as a means for developing real estate.
Limited partnerships are an important source of equity for real estate develop-
ment and their curtailment will have a serious adverse-effect on real estate in-
vestment, jobs, and allied activity.

Tho impact of the "at risk" amendment must be considered In the context of
the other provisions of the tax bill approved by the Senate,' which have a pro-
found and detrimental impact on real estate development.

For example, Norman B. Ture, Inc., economic analysts, have estimated that
the Haskell-Kennedy Amendment (assuming 15-33 percent of all real estate
partnerships are limited partnerships), plus the other real estate related pro-
visions adopted by the Senate, will cost 540,000 to 890,000 Jobs in the construction
and real estate industries, $6 to $9 billion in federal tax revenues, $19 to $32
billion in real estate GNP, and $18 to $21 billion in real estate investment.

The seriousness of the impact of the "at risk" amendment projected by Ture
is borne out by a study conducted for ICSC in 1973 by Dr. William L. Silver,
Professor of Economics, the Graduate School of Business Administration, New
York University (see Appendix). Thi study estimated what changes would have
taken place in the level of investment in nonresidential construction and the
Gross National Product during the 1967-71 period, had depreciation deductions
for tax purposes (associated with real estate investment) been limited to an
equity basis. Dr. Silber found (assuming either a 10 percent or 20 percent equity
basis) that nonresidential construction (in real dollars) would have declined by
about $9 billion or 43 percent per year over the five year period, and total GNP

1 Thus, the Senate includes construction period interest as a tax preference item in Its
stepped-up, add-on minimum tax and includes as a tax preference item under the minimum
tax the excess of investment interest over investment income. In the case of limited part-
nerships, that portion of each limited partner's los representing investment interest over
Investment Income from the partnership, whether or not such partnership is classified as
conducting an active trade or business, would be treated as an item of tax preference.
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(not real estate GNP as under Ture) would have declined on an average of $20.4
billion (1958 dollars) per year over the same period. Dr. Silber found that even
if equity financing rose to 40 percent, the overall impact on the real estate sector
and the general economy only would have been slightly blunted.

While the assumption of the Silber study (depreciation deductions limited
to equity) and the provisions of the "at risk" amendment are not Identical, they
are similar enough so that the Silber study reinforces the conclusion of the Ture
study that the "at risk" amendment will have a serious adverse impact on real
estate investment, construction, and employment. In fact, an impact of the order
of magnitude of that projected by Ture can reasonably be expected to occur.

The adverse Impact on investment in real estate of all these provisions will
occur at a time when construction in the shopping center industry is suffering a
slowdown," and when the future development needs of the shopping center
industry and those of the nonresidential development sector in general, cannot
be fully met by today's primary market financial institutions (the commercial
banks, life insurance companies, mutual savings banks, savings and loan associa-
tions, mortgage companies and mortgage investments trusts). An analysis con-
ducted by the ICSO Research Department on the relationship between the 1970-74
quarterly flow of construction loans (current dollar value of organizations) for
nonresidential properties and the current dollar value of nonresidential con-
struction put-In-place' demonstrates that the dollar value of construction loans
from these institutional sources of capital have been substantially less than the
capital requirements of the private nonresidential development community?
These statistics also demonstrate the continuing need for substantial equity
capital in order to undertake new nonresidential construction.

In addition, recent evidence' suggests that the internal liquidity of many new
U.S. shopping center projects has deteriorated substantially when compared to
the older projects which have lower building costs, better financing arrange-
ments, lower interest rates, lower land prices, and increasing overage rental
income.

'An F. W. Dodge Survey presenting annual data on shopping center construction (GLA)
for the period 1970 to 1974 Indicates the following:

Shopping center OLA construction: change
1971 compared to 1970 --------------------------------- 5. 9
1972 compared to 1971 ---------------------------------- + 3
1978 compared to 1972 ----------------- +8.
1974 compared to 1978 --------------------------------- -21.6
1975 relative to 1974 ----------- : .------------------------------- -41

a F. W. Dodge.
b ICSC Research Department.

A The Oupply of Mortgage Credit, 1970-1974, U.S. Department of HUD (Washington,
D.C.), October 1975; p 119 table 5-9.

'Construction Reports 80-745, U.S. Department of Commerce (Washington, D.C.),
pp. 20-24. table$ 8.

' Dollar Value (Current) of Construction Loan Originations for Non-Residential Proper-
ties as a Percent of the Dollar Value (Current) of Non-Residential Private New Construc-
tion Put in Place: 1970-74.

I Funds After Debt Service and Before Income Taxes (New Cash Flow) for U.S. Shopping
Centers, Classified by Age and Type. 1974 (Data Represent Median Values and Are in
Terms of Current Dollars Per Square Foot of GLA)

[Col. 1 less
(Col. 11 all (Col. I I less industrial and mis-buildings industrial buildings cellaneous buildings',Year: (percent) (percent) (percent)

1970---------- 34.6 49. 8 64.2
1971 ---------- 42. 9 56. 6 72. 1
1972 ---------- 44. 1 54. 7 69. 4
1973 ----------- 50.6 65.4 81.6
1974 ---------- 46. 7 63. 7 79. 0

'Includes hospitals and institutions.
NoTz.-The data in this table is for Illustrative purposes only, to show that the developer

cannot be expected to rely completely on primary institutional sources of capital during
the development and construction stages for nonresidential properties. Arnold H. Diamond
of the U.S. Department of Housing and Urban Development has raised similar issues with
respect to residential properties. "The Supply of Mortgage Credit 1970-74," U.S. Depart-
ment of HUD, pp. 128-182. Source: Ibid., rCSC Research Department.
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If the trend Implicit In this evidence continues (and we strongly believe that it
will), the shopping center developer could not rely on the Internal cash flow from
the more recent projects to provide for an increasing need for equity capital for
future projects even if the current tax incentives are retained. Without them, of
course, his capital problems will be even worse.

The "at risk" amendments' distinction between recourse and nonrecourse
financing did not seem significant to the Supreme Court In the case which Is the
basis of the current rule' because of the Court's understanding that the owner
of a property will satisfy the terms of a mortgage, whether personally liable or
not, In order to protect his equity. The Court reasonably concluded that where ihe
value of the property exceeds the amount of the mortgage, an owner will make the
payments on the mortgage whether they are personally liable or not.'

The Tax Court expressed this same attitude in a recent case:
"The element of the lack of personal liability has little real significance due to

common business practices. As we have Indicated in our findings, it is not at all
unumal in current mortgage financing of Income-producing properties to limit
liability to the property involved. Taxpayers who are not personally liable for
encumbrances on property should be allowed depreciation deductions affording
competitive equality with taxpayers who are personally liable for encumbrances
or taxpayers who own unencumbered property.

"The effect of such a policy is to give the taxpayer an advance credit for the
amount of the mortgage. This appears to be reasonable since it can be assumed
that a capital investment In the amount of the mortgage will eventually occur
despite the absence of personal liability."'

The Supreme Court in Crane Indicated that a rule that limits the amount
of basis to the equity Invested in a property would be unfair since depreciation
deductions would be limited to "a fraction of the cost of the corresponding
physical exhaustion" of the property. The Court's reasoning Is sound- since a
property wastes without regard to the method by which It Is financed, and to
limit depreciation because of such a distinction would be discriminatory and
unreasonable.

Further, the Court said that such a rule would require the recomputation of
basis with each payment on the mortgage, and such a shifting equity basis would
impose an Intolerable accounting burden on the taxpayer and the Government.
Such a rule would distort Income because in the early years of the property's
life, the depreciation allowance would only be a fraction of the physical ex-
haustion, while In later years, it would exceed tue actual amount.

Current per asPeriod center Funds after percent of prior
Type of center opened debt service period

Regional a--------1971-78 (15) $1.86 -15.0
198-70 (20) 1.60 -10.1
1965-67 (16 1.78

Community 1971-78 (22) .36 -10. 3
1968-70 (18 . 43 -27. 1
196-87 (20) .59

Neighborhood --- 191-78 (20 .47 -32. 9
1968-70 21) .70 - -29.3
196"-6 (24) .99

Data In parentheses equal number In sample.
a Median total retail space equal to 546.500 square feet, with the lower and upper

deciles equal to 308935 and 840,654 square feet respectivel
* Median total retail space equal to 153.560 square eet, with the lower and upper

deciles equal to 79,500 and 271.000 square feet. respectively.
c Median total retail space equal to 52.000 square feet. with the lower and upper

declles equal to 24,300 and 101,000 square feet, respectively.
Source: The Urban Land Institute, 1975 edition of "Dollars and Cents of Shopping

Centers." Section D, Fund After Debt Service; ICSC Research Department.
T (rane v. Commistoner 831 U.S. 1 (1947).
s Under present law when a taxpayer takes deductions beyond what Is "at risk," he

creates a negative capital account. When the property is sold or foreclosed, the negative
capital account Is taxable, notwithstanding the fact that the taxpayer may not receive any
proceeds.

, Manuel D. Mayeron, 41 T.C. 840 at 851-52 (1966).

74-712-76--pt. 2-24
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Another consequence of the "at risk" rule would be to severely limit the
ability of the small investor to participate in real estate development. Under a
limited partnership arrangement, an investor with limited funds, knowledge
and time can safely and profitably participate in real estate development. With
the "at risk" rule, the advantages of such activity would be greatly reduced.
For a wealthy person who can invest directly, the advantages would remain.

The result of such a situation will be to drive the small Investor out of real
estate investment and to increase concentration in the real estate Industry by
putting ownership in the hands of the wealthy and the large corporations who
can make cash investments.

The Senate should eliminate the Haskell-Kennedy Amendment from the Tax
Reform Act of 1976. It is unfair, discriminatory and burdensome. It will have
a serious adverse Impact on real estate investment, Jobs, and allied activity.
It will drive the small investor out of real estate and increase concentration In
the industry.

HARVEY, BAriEY, MACLOSKIE & BE rlHA. P.A.,
Hilton Head Island, 8.0., JulV 19, 1976.

DEAR MR. STERS: This is in response to your invitation to submit written
statements for inclusion in the printed record of the hearings of the Senate
Finance Committee with regard to 1976 Tax Reform Act. My comments shall
be addressed solely to Committee Bill Section 1207 and proposed new Section
3121 (B) 20 of the Internal Revenue Code concerning tax treatment of certain
individuals employed in fishing as self-employed.

Small fishermen, in the wake of Internal Revenue Service's Revenue Ruling
72-385 1 as well as the Webb decision and its progeny I are being deluged not
only with substantial bookkeeping requirements but also with Internal Revenue
Service audits and notices of deficiency. The heretofore inconsistent enforcement
of the Mervice's stated position on this issue adds to the woes of the fisherman.

Fishermen are by their very nature an Independent lot and quite set In their
ways. To have the onus of maintaining records for calculation of tax obliga-
tion of crew members thrust upon them is, In their eyes, incomprehiensive and
extremely impractical. The question arises whether the responsibility for main-
taining such records should lie at all with the captain or the owner of a small
fishing vessel. Here in the Low Country, a great number of the shrimp boats are
owned and operated by individual and independent shrimpers Crew members
are. on the whole, paid no wages but are given a share of the catch at the end
of the clay or trip as the case may be. Therefore, if the trip is unsuccesswfl it is
Indeed possible that crew members would receive no remuneration whatsoever.
Crew members provide their own gloves and boots which are usually the only
items of equipment required for the trip. Other than the fact that a crew
irnemelr would certainly be under the authority of the ship's captain while at
sea, nearly all the common law characteristics of an Independent contractor
are fulfilled by that shipmate rather than those characteristics of an "employee".
Moreover. as pointed out in the Commitee Report, the crews of shrimpers in
this area are very seldom the same from one day or one week to the next.
Crews are more or less selected on a daily or trip-by-trip basis. Individuals
serving as crew members are also somewhat nomadic in their ways. this
factor of course adding to the burden of maintaining business and tax records,.

I support the proposed changes found in fectIon 1207 of the Committee Bill.
Although the boat operator. under the terms of the Amendment. would still
have soine record keeping obligations as to the division of the share of tbh catch
on each trip. I do feel that this is a workable and liveable compromise for
both the Service and the fishing industry.

Since it is estimated that the proposed Amendment would have a little Impact
on tax revenues as a whole. I strongly urge its passage. The impact on eaeb
small flulherman will be great indeed.

Very truly yours,
CART 3. GmrmniM.

; l,von,,e R.itnir 12-.'qQK |I72-1 € rt n
t rt nlted late* v. Webb. Inc.. 402 r. 2d l5 (5th (fircult 104R): rv'd .o? IT.S. 174).

fin th (irrit A50 (19701 : 424 r. 2d (1th Circuit 1970) : Anderson v. Un Rtatee. 4110
r. 2d 67 (5th Circuit 19701 : T. L. Biaop Pt a v. Un~fted States per eurfam. TA F. 2d
977 (5th Circuit 1978) ; tebaelb#h Ass [so. v. United Mat" per euriam. 476 7. 2d 90 (5th
Chult 1978) ; Carlo P. Iso. .vUsted State per ourfam, 476 7. 2d 981 (5th Cireuit
1918) * Maypo Psheties Oompany v. United Statee per carka, 476 F. 2d 981 (5th Cir.
ISTS).
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INSTITUTE OF SCRAP IRON & STEL, IwC.,
Wa.hington, D.C., July 26,1976.

Re hearings on H.R. 10612, tax credit for recyclable commodities.
lion. RUSSELL B. LONO,
Chairman, Senate Finance Committee, Dirkeen Senate Ofce Building, Wash-

ington, D.C.
I)zAa M. CHAIRMAN: This letter is submitted on behalf of the Institute of

Scrap Iron and Steel, Inc., a national trade association representing approxi-
mately 1,460 processors, brokers and dealers of metallic scrap, and industry
suppliers, In response to your request for further comment with respect to certain
provisions In H.R. 10612 as reported by the Senate Finance Committee. These
comments are directed to 12006 which provides a tax credit for increased use
of recyclable commodities. Because of the voluminous record already developed
on this issue and because of the numerous other issues of concern to the com-
mittee, we are presenting our arguments in as concise a form as possible. The
arguments presented herein we believe are compelling.

Preliminarily, it is important to stress that Institute members are not the
direct beneficiaries of this tax credit. The persons entitled to claim the credit
unler 1 2006 are the purchasers of ferrous scrap (mills and foundries), not the
sellers (scrap processors). The Institute supports the provision bemuse it believes
that the tax credit will Increase the utilization of recyclable commodities. The
environmental benefits and energy savings from such increased recycling are
well documented and can be achieved by the Congress through adoption of 1 2006.

It must be recognized that the genesis of the recycling tax credit was the
desire to achieve tax equity betwen virgin ores and recyclable commodities by
offsetting the subsidy effect which exists through the operation of percentage
depletion. This tax equity is approximated by granting the tax credit for pur-
chases of recyclable commodities in excess of 75% of a base period amount up
to the base period amount.

In addition to creating tax equity, 12006 also creates an incentive for increased
recycling. This is accomplished by granting the credit for purchases in excess
of the base period amount. Such an incentive is extremely important in view of
the benefits to society arising from increased recycling.
. The revenue effect of 1 2006 clearly is mitigated by using a rolling base
period so that a scrap purchaser will lose the tax incentive over time unless it
continues to increase Its purchases of recyclable commodities.

Based on the foregoing considerations, we strongly urge the Committee to
reaffirm its prior decision to include the recycling tax credit In the tax reform
bill.

Sincerely,
Brsacaz OUTL.

SHLDON I. WAXMAN, 7.D.,Chicago, 151., July 19, 1976.
Re Tax Reform Act of 1976.

Hon. RussELL B. LONO,
Chairman, Committee on Finance,
U.S. Senate, Wahngton, D.C.

DzA SENATOR LoNG: In view of Senator Hathaway's recent letter to the Chi-
cago Daily News (a copy of which is attached) which expressed dissatisactlon
of the media coverage of the attempts to obtain tax reform, I am attempting
to express to you the urgent necessity for an immediate true tax reform. I share
Senator Hathaway's upset over the malaise that exists with respect to this issue
because I consider true tax reform to be the most vital single step necessary
to create an atmosphere of cooperative enterprise between the citizenry and
government that has far too long been absent. Unfortunately, it is not the type
of "gut" issue about which the newspapers want to run stories.

Enclosed are various letters which I have written on this subject and articles
suggesting a true reform of the law. Needless to say, my attempts over the last
year to exert influence on government tax policy have been to little avail. The
1976 Tax Reform Act, although attempting to assist the "little" people, makes
the law more complicated and subject to varying interpretations, particularly
by the Internal Revenue Service.
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I realize that I have not been alone in recommending the changes that I sug-
gested in my September 8, 1975 letter to William E. Simon, Secretary of the
Treasury. In particular, I commend to your reading the enclosed column by
Robert J. Dulsky which appeared in the Chicago Tribune on April 14, 1976. Mr.
Dulsky writes In favor of a flat rate tax, although if such were to lie enacted,
his business as a tax preparation consultant would be severely diminished.

I am also enclosing a copy of my brief on appeal to the United States Court
of Appeals for the 7th Circuit In U.S. v. Dema, No. 75-1894. This brief demeribed
one man's dealings with the bureaucratic maze of the Internal Revenue Service.
The Court has not yet ruled.

My client and I gave testimony before Senator Montoya's subcommittee which
recently investigated Internal Revenue Service procedural abuses. I recognize
that you may consider the procedural abuses of the Internal Revenue Service
to be unconnected with your investigation into substantive tax changes. This,
I believe, is a mistake because it is the very complexity of the substantive tax
law which provides the Internal Revenue Service with the opportunity to engage
in procedural abuses.

As I have stated, any law that is not understandable, even by experts, cannot
provide the respect which is necessary to obtain voluntary compliance.

The current campaign by the Internal Revenue Service to ellmkiate Inde-
pendent contractors as a viable legal relationship in order to exact more taxes
Is yet another example of the abusive power of the Internal Revenue Service,
Fortunately, more individuals and companies have decided to fight it. See, e~g.,
Queen's-Wav to Fahione, Ino. v. The United States, No. 139-73, U.S. Court of
Claims-opinion rendered 4-7-76

If I can be of further assistance, please don't hesitate to contact me.
Very truly yours,

SnwTjoN R. WAxuAx.

SENATOR BEMOANS A "RoBBEnY"

On June 10, 18 senators called a press conference in the Capitol and expressed
dissatisfaction with the tax reform bill as it was reported by the S~uate Finance
Committee. They outlined their plans for amending it when floor debate began,
The room was crowded with Journalists, and the next day a brief story appeared
in the nation's papers, anywhere from Page 8 to Page 60, mostly In the financial
section. The broadcast media gave it similar coverage.

The Senate began debate on schedule, and in the face of intense corporate
pressure, yielded billions of dollars back to corporate treasuries in the form of
special tax benefits. This Bicentennial rip-off was again relegated to the back
pages by our print Journalists and hardly noted by our broadcast journalists.

The public, during this billion-dollar giveaway. was being wblppt*c into a
frenzy over the sex habits of a few members of Congress. An alleged $14.000-a.
year mistress was being touted and made famous by the pre.", while several
billions of dollars were being stripped from the Treasury with hardly more than
a footnote. Why? Is the press so fascinated with %ex that it Ignores robbery?

There was no public outrage over this billion-dollar giveaway because the
public was not informed as to what was going on here. The senators in the
majority received few angry letters on their votes against tax reform, but hun-
dreds of thousands of congressional moral habits. There Is public pre."ire alplenty
for Congress to clean up Its petty cash box, but hardly a whisper on asking
us to replenish the public treasury.

On the issue of tax reform, the media have failed the American people.
The national legislature Is a pressure kettle of activity. Corporate, lobbyists

exert corporate pressure through letters, telegrams and phone calls. and state,
and local governments' lobbyists make their views known. Corporations and
state and local governments paykpeople to keep them informed of the iksue. The
public depends on the press. If the public Ingredient Is missing, it is to be ex-
pected that the viewpoints of the others will be carried to the floor. And during
this tax reform debate, there has been little if any public pressure to enact
meaningful amendments to prevent the plunder of the national treasury through
special-Interest legislation.

.WI.ITAM D. HATrAWAY.U.S. Senator ( D.Maile'i.
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SIIELO.v R. WAXMAN, J.D.,
Chicago, Ill., Dcccmber 8, 1975.

lon. WILLIAM E. SIMON,
Secretary of the Treasury, Department of the Treanury, Wash ington, D.C.

I)EA SECRETARY SIMON: I was pleased to read about your statement that you
were "increasingly attracted" to a single progressive tax. Although we are of
different political persuasions, our ideas are the same. This is a hopeful sign for
our country, as it indicates that common sense is more important than ideological
labels.

I have advocated this type of system for at least three (3) years, starting with
my discussions with Department of Justice attorneys from the Tax Refund See.
tion (some of the finest trial lawyers in the Department of Justice in my opinion)
when I was an Assistant U.S. Attorney in Chicago. I have spoken to many
groups about the plan and have been well received.

Additionally, I have been in correspondence with ('ongressman Al Ullman and
Ab 1ikva. Enclosed are copies of that correspondence. I believe Congressman
Ullman could be turned around on the issme.

Tie following is my version of the new law:"All individuals and other entities of whatever form shall pay a tax by
April 15th of every year of a percentage of income they received for the prior
calendar year, which percentage is to he determined by the Commisloner of the
Internal Revenue Service with the consent of Congress by September 1st of the
year prior to the payment date."

The issue of whether the tax should le fiat or progressive and what national
economic scale will be used for computation purpose- are the only matters in
need of serious debate. Statutory definition or regulations would be necessary to
define "income", receivedd" and im-rhaps "entity". Prepayment, in the form of
withIhtodIng and estimated tax should be based oil the prior year payment and
Iprcentage. It would also be necessary to handle the personnel displacement
within the I.R.S. by reallocating such personnel to other agencies in need of
greater budgets and person power to carry out social programs.

It would not be difficult to sell this to the American public. They are sick and
tired of having to fill out forms that grow more complicated; being required to
keep records of everything; knowing that there is a great bureaucratic waste
Involved In the collection process; knowing that they can never be sure if they
are criminals because of the complexity of the law; seeing lawyers and account-
ants making money off of the complexity; knowing that not everybody pays their
fair share; knowing that loophol es closed only create more loopholes; seeing the
Internal Revenue Code and the attendant regulations, rulings, operating Instruc-
tions keep growing and growing more voluminous; etc.; etc.; etc.

Is it necessary that Just because something makes sense that it becomes unac-
ceptable to the "experts"? I quote also a portion of the decision in Continental
Ill. Nat. Bank d Trust Co. of Chicago v. United States, 504 F. 2d 586 (Tth Cir.
1974)

"Such an assumption (an interpretation of statutory language) Is particularly
warranted in the field of tax law where the decision is ordinarily determined by
the language utilized and not necessarily by application of logical principles."
Idi at 590. "Does it make sense that our courts are required to interpret that
which makes no sense?"

The power to Include social policy in a taxing law Is the power to destroy the
concept of what a tax law Is for. I hope you become an active advocate for the
democratization of tax law. It is only through this separation process that will
force Congress to deal with the social policies this country needs and will force
them to know in advance what the cost for those programs will be and whether
there will be money available to do what they propose.

I am taking the liberty of Including some back-up material for your perusal
and am sending a copy of this letter and enclosures to Donald Alexander. who.
I believe, appears to be doing an excellent job dismantling the unlawful IRS
Intelligence apparatus. If I can be of any assistance to you please let me know.

The enactment of true tax reform would give great Impetus to Increasing the
confidence of the electorate in our government, something which is sorely needed.

Very truly yours,
SHnizoi R. WAXMAN.

11.S. I also believe that you should consider instifutlon of the accounting system
which has been proposed by Harvey Kapnick, Chairman of Arthur Anderson & Co.
and which was recently submitted to U.S. Controller General Elmer B. Stats.
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NATIONAL FISHERIES INSTITUTE, INC.,
Wa.shington, D.C., July 19, 1976.

lion. RUSSELL B. LONG,
(ahirman, SenAe Finance Committee,
U.S. Senate, Washington, D.C.

DEAR Mi. CHAIRMAN: The National Fisheries Institute (NFI), a trade asso-
ciation of more than 600 member companies which process and market fresh,
frozen and cured seafood, understands that the Finance Committee will hold
hearings this week on certain provisions of H.R. 10612, as reported by the CA)m-
mittee (Report No. 94-98). NFI Is particularly interested In Section 1207(f)

.of the bill which would treat crewmen of fishing vessels as defined in the sub.
section as self-employed for the purposes of the Internal Revenue Code.

The Institute believes that this provision of the legislation will clarify the
employment status of boat operators with small operating crews who engage
in fishing or who harvest other forms of aquatic animal life. Neither the boat
operator nor the crewmen are under the impression that they have entered
into an employer-employee relationship. In most instances, the crews are in-
formally selected and remuneration is frequently In the form of a portion of
the catch of the b6at.

While this arrangement has been satisfactory, it has been abrogated by Internal
Revenue Service rulings which have held that Crewmen are regular employees
and that operators of the fishing boats are required to withhold employment
taxes from the wages of the crewmen and deduct and pay the taxes on employees
and employers under the Social Security law. In many instances, the service
has Indicated an intent to assess these taxes retroactively for tax years still
open under the statute of limitations and this action could result in bankruptcy
for many boat operators.

The Institute believes that this action by the Internal Revenue Service will
unduly Injure an important segment of the industry and strongly supports
the provisions of the legislation which would treat the boat crewman as self-
employed. We believe that the language as drafted is appropriate and would
limit the application of tile provision to boat operators with small crews.
However, the Institute suggests that the maximum number of crew members
permitted should be increased to 10 Individuals (including the captain). The
Institute further suggests that the language Prhould be clarified to insure that
the crew members can receive their bare of the boat's catch of fish or other
forms of aquatic life in cash when that catch is sold by the boat operator upon
returning to shore.

In summary, the Institute believes that such language is necessary to clarify
the relationship between boat operators and crewmen in the fishing industry
and to prevent undue economic hardship. For these reasons, we believe that tile
language with the above recommendations should be retained in the bill as
reported by the Committee.

Sincerely yours,
GUSTAvF. FRrTsciE.

Director of Gorernmcnt Relations.

STATEMENT BY T13E NATIONAL ASSOCIATION OF MUTUAL INsuRANcE AoENTs
REGARDING SECTION 1508 OF H.R. 10612

The National Association of Mutual Insurance Agents, a national organization
representing approximately 24,000 independent insurance agents, Is opposed to
the enactment of Section 1508 of H.R. 10612, the provision which would permit
life Insurance companies to file consolidated federal income tax returns with
their affiliated non-life companies.
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This provision would result in a significant reduction in the amount of federal
income taxes paid by life insurance companies without a corresponding increase
in the equity of taxation, which should be the gol of tax reform legislation.

Property-casualty insurance companies are taxed on their entire Income; life
Insurance companies on a portion of their income. Because of the difference in
the methods of taxation of the two kinds of companies, consolidation does not
produce the same results as when companies which are taxed In the same manner
file consolidated returns.

Consolidation in this case would result in substantial tax savings for the life
carriers This provision would benefit only a few large life insurance companies
which control property-casualty insurers.

Moreover, If this provision becomes a part of obr tax law, it can be expected
to be an Incentive to- other large life carriers to acquire property-casualty
subsidiaries.

This incentive would come at a particularly unfortunate time in our economic
history. The unprecedented losses suffered by the property-casualty industry in
1974-75 have Inflicted a serious blow on the surplus position of these companies
and have inhibited their ability to attract new capital. The weakened financial
position of the property-casualty companies in conjunction with the potential tax
savings offered by this provision would constitute a powerful encouragement for
more life companies to enter the property-casualty market.

Property-casualty subsidiaries could be permitted to operate at a loss with
the assurance that these lose would result In significant tax advantages for the
parent life carrier. The life carriers would be encouraged to market property-
casualty Insurance through these subsidiaries at inadequate rates in order to
increase market share. The Inevitable result would be Increased concentration
of the property-casualty Insurance industry, now one of the least concentrated
Industries In our economy, in the hands of a few large life insurance comimnies.
The resultant restriction of competition would not be In the public interest.

The strong surplus position and extensive sales force employed by the large
life companies already places them In a strong position to aggressively market
property and casualty coverages through property-casualty subsidiaries. Grant-
Ing them a tax advantage for losses Incurred in their property-casualty operations
would place them In an even stronger position and constitutes an unfair conm-
petitive advantage over the majority of property-casualty insurers which pro-
vide essential insurance coverage to the public.

A major thrust of our government today Is to promote competition In all
sectors of the economy for the benefit of the public. Competition in the property-
casualty insurance Industry exists today primarily because of the number and
variety of Insurers In the market. The taxpayer should not be asked to finance
Increased concentration of such an important sector of our economy, a develop-
ment which can only prove detrimental to him in the long run. Therefore. the
National Association of Mutual Insurance Agents urges that Section 1508 of
H.R. 10612 be deleted.

NATIONAL AssouATio OF MUTUAL INSURANCE COMPANIES.
Indianapolie, ld., Jild W, 1976.

Staff Director, Senate nane Cr committee, U.S. Capitol, Washington, D.C.
PhAn M& Sm: The National Association of Mutual Insurance Companies Is

Inalterably opposed to sec. 1508 of the proposed Tax Reduction Act of 1976.
Allowing companies with both life and non-life Insurance to file a consolidated

return gives them an unfair advantage over small mutual Insurance companies
which do not write life Insurance. This disadvantage will ultimately affect the
Insured
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Our association represents over one thousand (1,000) mutual insurance corn-
panies. The farm mutuals were formed because the large stock insurance corn-
ianies would not write the risks the farmers faced. We have grown and have
broaden our constituency considerably. We now write insurance for people in all
walks of life.
- If the large companies are permitted to compete unfairly with us by using the
profits of the life companies to lower the rates of the casualty companies, the
small mutuals will be forced out of business. If this occurs, rates will be increased
and the insureds will again be the victims.

Thank you for the opportunity to make our views known and part of the record.
Sincerely, JEROME P. MCGRANAOHN,

Washington Counsel.

STATEMENT OF TIE N'EW YORK STOCK EXCHANGE, INC. ON ELIMINATION OF THE

WITIIHOLDIO TAX ox Fomo PoRrFOLIO INVESTMENT

SUMMARY

The New York Stock Exchange urges the Senate Finance Committee to reaffirm
its prior action repealing the 30 percent withholding tax on Interest paid to
foreign Investors on their U.S. portfolio investment. We also urge the Committee
to again vote to make permanent the tax exemption now granted to Interest on
foreign deposits in U.S. commercial banks.

The withholding tax discourages foreign invetment.-The present withhold-
Ing tax acts as an impediment to foreign portfolio investment. Under present law,
a 30 percent tax is imposed, at the source, on the gross amount of dividends and
Interest paid to foreign investors. Though tax treaties modify this basic rate
somewhat, It is still higher than the rates in many other industrialized nations.
It Is little wonder that foreign investors will limit their participation In the U.S.
securities markets as long as the withholding tax reduces the yield on U.S. cor-
porate securities held by nonresidents.

Actions taken by other countries have altered investment capital flow.-Other
countries have moved aggressively to attract foreign capital by reducing their
withholding tax rates. With the exception of Germany, none of the Common
Market countries has a withholding tax on Interest; and among themselves, with-
holding on dividends is being eliminated. Japan enacted legislation early in 1974
which exempted from income taxation interest on foreign currency debt securi-
ties Issued by Japanese corporations to nonresident investors, and Canada has
exempted from the normal withholding tax interest paid to nonresidents on Cana-
dian public and private debt securities.

A New York Stock Rxchange study on U.S. capital needs foresees a capital
slortape.-Exehange economists estimate that the present saving potential In
the U.S. economy through 1985-from all domestic sources--is something over
$4 trillion. Over this same period, private sector capital demands are likely to
reach a cumulative total of $4.7 trillion. In other words, the domestic savings
capacity of the economy may well be insufficient to finance the capital required
to provide full employment for the U.S. labor force, adequate housing, modernize
plant and machinery, develop domestic energy sources, and improve the environ.
meant. In our view, the withholding tax on foreign receipts from portfolio invest-
nients has become the wrong tax at the wrong time. In this period of long-term
capital scarcity here, the U.S. should actively encourage the inflow of capital
from abroad.

Ov'eraU gain to the economy from repeal of the withholding tMy will be signit-
cant.-As greater income and profits are generated in the U.S. economy from
expanded investment and employment in this country, income tax receipts will
increase on a direct basis. If a 1{$ percent pretax rate of return on invested capital
is assumed-the median rate of return In the manufacturing sector-then every
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_ $1 billion of new investment capital generated from abroad could eventually
produce about $150 million in additional profits every year, resulting in approxi-
mately $75 million in additional tax revenues to the U.S. Treasury. This gain in
tax receipts is far greater than the estimated $15 million revenue loss that would
result from having portfolio interest income exempt from withholding taxes.
In addition, the added investment from abroad would have a beneficial impact
on the U.S. balance of payments and improve the United States' position as the
premier international financial market.

Arguments for retention of the withholding tax have little tnerit.-Though the
House Ways and Means Committee approved repeal of the withholding tax in
early October of last year, the full House subsequently voted against tis elimina-
tion. In the floor debate prior to the vote in the House, a number of arguments
were raised by opponents of repeal. In our view, the validity of many of these
arguments is questionable, and Is discussed in detail in our statement.

CONCLUSION

The New York Stock Exchange joins with the Treasury and other concerned
groups in urging repeal of the withholding tax on foreign portfolio investment.
Elinination of the tax would promote foreign investment-adding to the nation's
capital resources and buttressing the country's balance of payments. Further-
more, repeal would ease the way for U.S. corporations to raise capital abroad
for use here or elsewhere-reducing their demand on domestic sources of funds.
Enlarged tax receipts from the additional employment, profits and income gen-
erated by expanded foreign investment will more than offset any initial decline
in tax proceeds from withholding-especially when the burdensome costs of
collection are considered. Finally, elimination of the tax should strengthen the
national financial community as U.S. securities become competitive-with Euro-
dollar and Eurobond instruments.

STATEMENT

The New York Stock Exchange respectfully urges the Senate Finance Commit-
tee to reaffirm its prior actions making permanent the tax exemption on bank
interest on foreign deposits and repealing the 30 percent withholding tax on
interest paid to foreign investors on their U.S. portfolio investments.

U.S. NEED FOR ADDITIONAL FOREIGN CAPITAL INFLOWS

The New York Stock Exchange telleves It is in the national interest to take
all practicable steps toward encouraging the freer flow of capital among nations.
Rut in addition to that broad objective, the United States now has a strong
direct Interest in reducing any obstacles to portfolio Investment in this country
on the part of foreigners. If the economy Is going to be physically equipped to
produce anywhere near the potential of its manpower, then enormous amounts of
capital will have to be secured in the years ahead. We need foreign investment
as well as our own savings to create the jobs that can push unemployment below
the 7 percent or 8 percent levels that so many now take for granted-and to keep
the fires of inflation from being fueled anew.

Because of Its concern over the long-term capital requirements and savings
prospects of the '.S., the New York Stock Exchange prepared the research report
which Is attached for the record. In this report. Exchange economists estimated
that the saving potential In the U.S. economy through 1985--from all domestic
sources-is something over $4 trillion. Ovet this same priod, capital demands are
likely to reach a cumulative total of nearly $4.7 trillion. In other words, the
domestic saving capacity of the economy May well be insufficient to finance the
capital required to provide full employment, adequate housing, modernize plant
and machinery, develop domestic energy sources, and improve the environment.

The Exchange is not alone In focusing on the enormous financing needs facing
this nation. Studies undertaken by the Treasury Department, the Department of
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Commerce, the Brookings Institution, the National Planning Association, and the
research departments of Data Resources, Inc., Chase Manhattan Bank, the Gen-
eral Electric Company and the Metropolitan Life Insurance Company confirm
that this nation will be hard pressed tmaeet its future investment needs.

Clearly, one of the ways to help overcome any shortfall in domestic savings is
to stimulate foreign investment, both direct investment in the form of new
plant and equipment, and portfolio Investment in the U.S. securities markets.

VALUE OF FOREIGN PORTFOLIO INVESTMENT TO U.S.

The value of foreign direct investment In generating Increased employment
opportunities and higher incomes for Americans is easily demonstrated. The imi-
portance of foreign portfolio investment in helping America meet its future capi-
tal needs is not as readily apparent, as it often does not involve an inflow of
capital in the real sense. That is, if a foreigner purchases a U.S. security with dol-
lars held on deposit with a U.S. bank (or acquired from a foreigner with such
deposits) then all that has occurred is a "paper transfer," with no real effect on
the nation's overall capital position.

This view overlooks the fact that the capital investment process involves many
different kinds of investors, all of whom play a vital role. Portfolio Investors,
domestic and foreign, broaden the market for U.S. securities and increase the
opportunities for U.S. firms to acquire the financing needed to increase capacity
or to modernize existing plant and equipment. Even if foreigners never injected
capital directly into U.S. firms by buying new security issues, their role would be
no less beneficial since the market for new Issues Is directly dependent on a
deep and liquid secondary market. The greater the participation In our capital
markets, the more efficiently It serves the needs of our economy for investment
capital. The participation of foreign Investors serves this purpose, just as that of
domestic investors does.

Economic theory predicts that the additional demand for securities in any seg-
ment of a capital market tends to raise prices and reduce yields on the type of
securities demanded. Thus. foreign purchases of U.S. stocks and bnnds help
to reduce yields and. therefore. make the raising of capital relatively easier
for domestic borrowers. This.-In turn, tends to stimulate real investment and
increase the output and productivity of the economy.

In light of this country's growing need for foreign capital-and the positive
role that such capital Inflows can play In the United States-removing unneces-
sary obstacles to foreign portfolio investment is imperative.

EXEMPTION OF BANK INTEREST ON FOREIGN DEPOSITS FROM WITHHOLDING TAX

While the Exchange is primarily Interested in making additional foreign in-
vestments in the U.S. more attractive, It is important to insure that foreign
funds already invested in this country remain In place.' In this connection, con-
tinuation of the exemption from withholding taxes granted to foreign non-official
bank deposits Is essential. This exemption is scheduled to expire at the end of
1976.

The threat of expiration means that deposits of five months' or more maturity
cannot now be made with assurance of their non-tax status: nor can maturing
deposits be confidently renewed for terms beyond the end of 1976. Consequently,
this reversal of an existing tax policy must be avoided.

The Senate Finance Committee wisely voted to make the present exemption
permanent, paralleling action taken in the House of Representatives. The Ex-
change urges the Committee to reaffirm this positive action.

EXEMPTION OF INTEREST INCOME FROM WITHHOLDING TAX

The Senate Finance Committee's vote to exempt from withholding taxes inter-
est income paid to foreigners on their U.S. portfolio Investments is also to be con-
mended. The Exchange urges the Committee to reaffirm Its decision on this
matter.

The present withholding tax clearly acts as a major impediment to foreign
Investment in fixed-income securities. A bond yieldlng 8 percent per annum before
tax yields only 5.6 percent when a 80-percent withholding rate s applied.

Tbexe. deposits agmgegate many billions of dollars-av estimated $6.5 billion In 1978,
according to the American Bankers Association.
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To be sure, the United States has tax treaties with a wide number of coun-
tries (see table, attached) which tend to limit the adverse impact of the with-
holding tax. However, the basic U.S. withholding rate is still higher than in
most other nations. Most importantly, we have no tax treaties with the world's
major source of potential Investment capital-the oil-producing states of the
Middle East. Tils factor alone has played a major part in diverting funds away
from the U.S. capital markets. A recent Treasury Department study indicated
that the U.S. share of OPEC investments fell from 19 percent to 15 percent last
year.

Exemption of Interest payments from the withholding tax should help to re-
verse the flow away from U.S. fixed-income securities. In the past, foreign in-
vestors have shown little, if any. interest In U.S. corporate debt-primarily be-
cause the withholding tax significantly reduced the after-tax yield on these
issues. Interestingly, the bulk of foreign holdings of U.S. corporate debt is com-
prised of the withholding-tax-free Eurobond issues of major U.S. corporations.
These issues were floated abroad as a consequence of the U.S. government's
capital control and restraint programs during the mid-1960's to the early 1970's.

The Senate Finance Committee's own Report recommending exemption of
Interest payments made to foreign holders of U.S. fixed-income securities pro-
vides a clear analysis of the questions involved:

"The committee believes that the imposition of a withholding tax on obliga-
tions issued toy U.S. persons can impair the ability of U.S. corporations to raise
capital in foreign markets. International bond issues are often exempt from
withholding taxes and estate taxes imposed by foreign governments. In contrast.
the United States' withholding tax is generally Imposed, although as indicated
above there are numerous exceptions to the general rule depending upon the na-
ture of the issuer or the residence of the recipient of the interest income. The
lack of a broad exemption under present law has in some cases made It difficult
to trade U.S. obligations in International bond markets, since holders of inter-
national obligations wish to -be assured that there will be no withholding tax
imposed on any interest income which they may derive. To satisfy this desire
of foreign lenders. U.S. borrowers often have to agree to reimburse holders of Its
debt instruments for any U.S. withholding tax which may be due. This raises the
cost which a U.S. borrower must incur when it goes into foreign markets to raise
capital.

"Prifor to the termination of the IET, U.S. borrowers were able to secure an
xemption for foreign lenders by electing to have the U.S. obligations subject

to the IET. In this way interest paid with respect to such obligations was ex-
empt from the 30-percent withholding tax. However, the termination of the
JET on June 30, 1974, has again made it more difficult for U.S. borrowers to
obtain funds from foreign markets. In order to enable U.S. borrowers to obtain
funds for their domestic as well as foreign capital needs your committee be-
lieves that an exemption should be provided for interest paid to foreign lenders
(other than direct investors) except where the income is effectively connected
with the conduct of a trade or business in the United States by the foreign
lender."'

ACTIONS TAKEN BY OTHER COUNTRIES

Other countries have moved aggressively to attract foreign capital by reduc-
Ing their withholding tax rates. With the exception of Germany, none of the
Common Market countries has a withholding tax on interest; and among them-
selves, withholding on dividends IF being eliminated. Japan, In legislation enacted
on March 80, 1974, exempted from income taxation Interest on foreign currency
debt securities issued by Japanese corporations to nonresident Investors. The
Canadlan government has enacted an exemption from the normal withholding
tax on Interest paid to nonresidents on Canadian public and private debt securi-
ties. Its Budget Report indicated that "The proposed relief from withholding tax
is Intended to Increase the flexibility of Canadian business to plan long-term

S Report of the Committee on Finance, United Stat Senate, on H.R. 101, Report
No. 94-938, June 10, 1976, pp. 258, 259.
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debt financing and facilitate access to funds in International capital markets."
Many observers believe that enactment of this legislation has played a role in
the rise of the Canadian dollar.

The German experience with withholding taxes provides confirmation, though
in reverse, of the impact that withholding taxes can have on foreign investment
flows. In 1969, when the deutsche mark was strengthening- markedly and In-
vestment funds were flowing in, the German government levied a withholding
tax on foreign-owned German bonds in order to reduce foreign inflows of ciapi-
tal. And the withholding tax did help to discourage foreign demand for German
debt securities. It appears a reasonable deduction that the absence or elimina-
tion of such taxes will encourage foreign flows here at home.

SIGNIFICANT OVERALL GAIN TO U.S. ECONOMY

On the basis of the evidence available, the overall effect of eliminating the
withholding tax on interest payments will undoubtedly more than exceed any
loss in potential tax revenues. As greater employment, income andproft.; ae
generated in the U.S. economy from expanded investment in this country. in-
come tax receipts will increase on a direct basis. If a 15 percent pretax rate of
return on invested capital is assumed-the median rate of return in the manm-
facturing sector-then every $1 billion of new investment capital generated
.from abroad could eventually produce every year about $150 million In addi-
tional profits, resulting in approximately $75 million in additional tax revenues
to -the U.S. Treasury. This gain In tax receipts is far greater than the estimated
$15 million revenue loss that would result from having portfolio interest income
exempt from withholding taxes.

Many indirect benefits would also accrue as a result of elimination of the
tax. The added investment from abroad would have a beneficial impact on the
U.S. balance of payments, probably exceeding for many years to Co)me any addi-
tional outflows in interest payments to foreigners. Also of importance would
be the improvement of the United States' position as the premier international
financial market, as U.S. securities would become competitive with Eurodollar
and Eurobond instruments which are not, of course, subject to withholding tax.
Removal of the tax would result in a significant stimulation to investment bank-
ing and brokerage firms and commercial banks in New York and, to a lesser
extent, elsewhere in the U.S. Because of their experience in providing issuing.
clearing, market making, trustee, and other services, such firms are uniquely
placed to take advantage of an increase In international activity in the 17.S.
financial markets. The resulting expansion In earnings and employment would
also benefit the U.S. economy, as well as the balance of payments.

DUBIOUS ARGUMENTS FOR RETENTION OF WITIHHOLDINO TAX
Though the House Ways and Means Committee approved repeal of the with-

holding tax iu early October of last year, the full House subsequently voted
against its elimination. In the floor debate prior to the vote in the House, a
number of arguments were raised by opponents of repeal. As the validity of
these arguments is open to question, it would be useful to examine critically
the various assertions made by opponents of the repeal legislation.

They argued that repeal of the. withholding tax would discriminate against
American investor', who would continue to be subject to U.S. income taxes while
foreigners would pay no tax on their U.S. investments. This was further em-
broldered to suggest that repeal of withholding would turn the United States
into a "tax haven." However, this argument ignores the long accepted principle
of international taxatlon-that individuals should be subject to tax in their own
country of residence or nationality.

To be sure, tax treaties already in effect reduce or eliminate U.S. taxes for
foreign residents in some countries. Tax treaties with Switzerland, for example,
have reduced the levy on interest payments to 5 percent, but even then In-
vestors face cumbersome detailed reports and must submit claims for credits.
which often take years to sort out. For the United Kingdom, and 12 other coum-
tries, treaties have completely eliminated all withholding tax on interest pity-
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ments. And, of course, the United States does not tax capital gains (nor credit
capital losses) realized by foreigners on stocks or bonds. But all of this repre-
sents a patchwork of discriminatory treatment. Elimination of the withholding
tax would end the discrimination among foreign investors on the basis of their
domicile.

In the House debate, opponents further argued that repeal would hurt the
American taxpayer, because of an expected loss in revenue if the withholding
tax were eliminated. However, as was previously noted, the immediate negligible
revenue impact of repeal would very soon be more than made up by increased
revenues resulting from higher domestic employment, Incomes and profits gen-
erated by added foreign investment. Thereafter, we would continually enjoy a
net gain.

The issue of "windfall gains" was also raised in the House debate. It was
charged that repeal would provide foreign nationals with substantial tax sav-
ings and foreign governments with significant increases in tax revenues as they
collected what was previously withheld here. However, to the extent that any
windfall gains would remain with the taxpayer, they would not flow to his gov-
ernment, and vice versa. The critics cannot have both points-one excludes the
other. To the extent that a foreign government does have an increase in its own
revenues, and some may, that must simply be accepted as one by-product of
getting a better system overall. And the net gain in the United States from
greater capital availability here would far exceed any "loss" through the
"windfall" route.

To be sure, as was argued in the House, the fact that much foreign invest-
ment is channeled through government agencies may to some extent limit the
impact of repeal--especially as -regards the-OPEC states-but not appreciably
and not for long. Foreign governments are only exempt for investments clearly"related to a governmental purpose." There is no blanket exemption and none
that is automatic for a government corporation. Every foreign governmental
entity claiming exemption from the withholing tax must prepare Its case and
apply for an exemption from the Internal IRevenue Service. The final clearance
of such applications largely accounted for the 1975 upsurge of about $1 billion
in equity investments here by certain OPEC nations.

What better evidence is needed that full elimination of the withholding tax
would Indeed assure a sustained surge of added Investment in the United States?
To the extent that our tax laws reduce the attractiveness of the U.S. capital
markets, moreover, foreign investment will simply be redirected elsewhere.
With the partial exception of Germany, every country in the Common Market
now has more accommodative tax treatment for foreign investors than is of-
fered here. The United States, therefore, clearly has much to gain by moving
toward a more receptive posture as concerns the treatment of portfolio invest-
mient from overseas.

Two other arguments raised during the House debate also require comment.
Opponents argued that repeal would reduce the bargaining power of the U.S.
in future double taxation treaty discussions, and that added foreign investment
inflows would place future burdens on the economy in terms of payments that
would be due to foreigners. As to the first, any number of details provide all
the leverage, or self-interest, that either side needs in working toward agreed
arrangements of mutual advantage. The withholding tax lever is relatively a
trivial part of this larger set of detailed procedures and tax implications-
ranging from customs practices to taxes on extractive industries and much more.

Regarding the future coats of foreign investment inflows, certainly for every
dollar of inflow attracted in one year, we have to pay to the foreigner a con.
timuous stream of interest over a longer period of years. However, such invest-
ment will increase the productive capacity of the economy. The resultant flow
of additional employment and income will more than compensate for any future
payments to foreigners. In short, inducement of additional foreign Investment is
a sound national economic policy decision both for today and for the future.
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U.S. WITHHOLDING TAX RATES ON INTEREST AND DIVIDEND INCOME

[in percent)

Dividends
Recipient (portfolio) Interest

Nontreaty nations ---------------------------------------------------------------
Treaty nations:

Australia...................................................................
Austria ....................................................................Belgium..................................
Canada --------------------------------------------------------------------
Denmark ..................................................................
Eio ............................................................

Frnande .........................................................
France .....................................................................
Germany ..............e...................................................
Greece ...............d...................................................
Iceland ....................................................................
Ireland ....................................................................
Israel ..............n......................................................
taly -m--............... ........................Japan -- --- --------------------------------------------- -----------------

Luxem bourg , .....................................................------ -- -

N etherlands ------------------------------- .;... .... .... .... ...
Netherlands A ntilles 2 .....................---------------....................
N ew Zealand ---------------------------------------------------------------
Norway ....................................................................
Pakistan.
South Africa ----------------------------------------------------------------
Sweden ....................................................................
Switzetland ................................................................
Trinidad and Tobago ........................................................
United Kingdom ....... " ....................................................
United Kingdom overseas territories ...........................................

30 30.0

15
15
15
15
15
15
1.5
I5
15
30
15
15
25
15
15
15
15
15
15
15
3D
30
15
15
30
15
15

30.0
0

15.0
15.0

0
15.0

0
10.0

0
0
0
0

17.5
30.0
10.0

0
0
0

30.0
0

30.0
30.0

0
5.0

30.0
0

30.0

SThese rat"s are not applicable to Luxembourg holding companies.
£ These rates are not applicable to holding companies unless certain elections are made.
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INTRODUCTION

As the twin ogres of escalating Inflation and soaring interest rates have
tightened their grip on the U.S. economy, leading business, government and
academic economists have made some dire predictions about what lies ahead for
American business if the nation fails to develop and implement adequate cor-
rective measures. Those predictions have flowed from a number of diverse statis-
tical estimates and projections--some of them based on solid, authoritative
research, others seemingly no more than guesses and intuitive musings. One thing
is certain: the problems are real. President Ford has identified inflation and its
attendant ills as the nation's major domestic problem, and has made the fight
against Inflation the highest priority task of the new national Administration.

At the New York Stock Exchange, we live become increasingly concerned
about the supply and allocation of investinvnt capital. And our concerns have
deepened with the realization that a capital shortage Is no longer a threat for the



815

future, but a fact of the present, as Inflationary presures come to bear on the
capital markets.

To develop a clearer understanding of the dimesions and implications of this
problem, our research economists undertook a broad survey and study of the
capital needs and savings potential of the U.S. economy through 1985. The study
sought to develop realistic projections of capital supplies and demands in the
economy over the next dozen years.

The basic findings can be expressed in this very simple bit of arithintic:
$4,050,000,000,000

-4,700,000,000,000

(650,000,000,000)
Stated plainly, this means that the present estimated having potential In the

U.S. economy through 1985-from all domestic sources-is something over $4
trillion. Over the same period, capital demands are likely to reach a cumulative
total of $4.7 trillion. That leaves an estimated capital gap of $650 billion.

Those figures are not very reassuring. They confirm the apprehensions of others,
and they underscore the urgency of the problems confronting the American busi-
ness community and the American people.

But it is our hope that while these projections present a harsh and disturbing
picture, they also give us a clear opportunity to assess the prospective implica-
tions of the emerging capital problem-and to do something about it before it is
too late.

The degree of Intensity with which American business, American labor, Amer-
ican government-and the American people-attack this problem really holds the
key to whether or not today's projections will become tomorrow's disruptions.

JAMES J. CREEDHAM, Chairman.

THE CAPITAL NEEDS AND SAVINGS POTENTIAL OF THE U.S. ECONOMY

PROJECTIONS THROUGH 1985

This report of the Capital Needs and Savings Potential of the U.S. Economy
Through 1985 is divided Into three sections. Section I presents the New York
Stock Exchange's "Base Case" projections of Investment -and saving flows for-
the period 1974-1985. Section II develops alternative scenarios to test the sen-
sitivity of the base case conclusions to changes In parameter values. Section III
discusses the Implications of a major investment capital shortfall and offers a
number of general policy recommendations for bridging the gap.

METHODOLOoY: AN OVERVIEW

To assess the adequacy of future saving to finance anticipated Investment,
separate projections were made of gross private domestic Investment, business
and personal saving, and net government requirements for funds. These estimates
took the form of ex ante forecasts of saving and investment flows-i.e., the pro-
jected values represent desired levels of investment and saving rather than actual
or (ex post) values of those flows. This distinction is of critical importance.
Ex post saving and investment must be equal at every point in time. Ex ante,
the flows need not be equivalent, since corporations, households and other sectors
of the economy carry out Investment and saving planning independently of one
another.

The study's emphasis on ex ante saving and investment requirements precluded
the use of econometric models, in which saving is always equated with invest-
ment, primarily through changes in Interest rates.

The need to use non-econometric techniques sacrifices some rigor. This is espe-
cially true In gauging the impact of alternative assumptions of investment de-
mand and government budgetary policy on the economy as a whole. Economic
variables are linked together in a complex pattern of multiple feedback loops,
and it Is difficult to trace the interactions among the variables without a well-
slecifled model of system behavior.

To help overcome this difficulty, a scenario approach was used to asess the
impact of changes in key parameters on time balance between the demand and
supply of funds. A "base case" scenario was constructed, in which a "most likely"
projection of investment and saving flows was detailed. Alternative senarios
were then developed to test the stability of tile "base case" conclusions. The ein-
phasis was placed, not so much on the precise values of saving and investment
flows but on the more Important issue of the relationship of (hose flows to each
other-and, inferentially, to the -conomy as a whole.
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I. BASE CASE SCENARIO

A. THE DEMAND FOR FUNDS

General Methodology
Gross Private Domestic Investment (GPDI) and net government financing

operations (deficit financing and net borrowing from the public) comprise the
total domestic demand for funds in the economy. The value of Gross Private
Domestic Investment in the 1974-1985 period was derived by aggregating esti-
mates of business plant and equipment expenditures, residential construction and
investment spending by farms, non-business and non-profit institutions (including
investment in inventories.) Estimates of the government sector were broken out
between state and local government deficit financing and the net financing needs
of the Federal government. It should be borne in mind that these projections rep-
resent desired levels of capital spending-what indusry and knowledgeable ob-
servers believe will be required in the 1974-1985 period.

The projections are consistent with an 8.6 percent annual rate of growth in
Gross National Product, (5 percent annual rate of inflation, 3.6 percent annual
rate of real growth).

1. The Components of Gross Private Domestic Investment

a. Plant and cquipment spending
The "base case" projection of plan and equipment spending (which includes out-

lays for modernization and new capacity) was derived from specific industry
forecasts and from projections made by other respected research organizations.'
The various estimates were adjusted to insure comparability, and then consolid-
ated to form a consensus projection of future capital requirements.

The industries selected were those included in the Department of Commerce
series on new plant and equipment spending. For projection purposes, the in-
dustries were grouped into five broad categories:

1. The energy sector-mining,' petroleum, electric and gas utilities.
2. Basic material processors--iron and steel, non-ferrous metals, stone, clay,

clay, glass, rubber, paper, and chemicals.
3. Transportation and transportation equipment manufacturers.
4. Communications and services.
5. All other.
Table 1 provides the consensus projection of growth rates in each of these

categories. These rates (computed using 1973 as a base, the latest year for which
complete data are available) reflect as assumed slowdown In the pace of new
plant and equipment spending during the latter part of the estimating period,
as it is unlikely that any investment boom would continue at a constant rate over
a twelve-year interval.
TABLE I.-AVERAGE ANNUAL RATE OF GROWTH IN NEW PLANT AND EQUIPMENT SPENDING, 1961-73 (ACTUAL),

197345 (PROJECTED)

On percent

1973-85 1961-73

Energy sector ------------------------------------------------------------------ 12.7 9.4
Basic materials ----------------------------------------------------------------- 10.7 9.0
Transportation and transportation equipment --------------------------------- 9.6 7.3
Communications and services-------------------------------------------8.4 8.8
Other .......................................................................... 9.9 9.4

Total plant and equipment spending----------------------------------10.3 8.9

I Sources will be furnished upon request.
a The Department of Commerce does not break out mining data by commodity category.

It is assumed that mining plant and equipment spending relates solely to the energy sector.
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As Table 1 indicates, the energy and basic materials sectors will account for
the greatest increase in capital spending.

On a cumulative basis, the energy sector will require roughly $820 billion in the
1974-1985 period. Electric utilities alone will require approximately $400 billion
between 1974 and 1985 for increased generation, transmission and distribution
facilities (assuming present environmental regulations).' The other energy in.
dustries (including gas utilities, petroleum, coal, synthetic fuels and nuclear) will
need to spend in the range of $420 billion for primary energy needs, downstream
petroleum investment (including tankers and environmetal protection equip-
ment) and developmental costs for full-scale synthetic gas and oil shale produc-
tion.' The likely imperatives of "Project Independence" suggest, however, that
the latter estimate is probably conservative.

The basic materials industries will spend nearly $330 billion through 1985.
The huge increase in capital spending will be needed to overcome the serious
shortages of capacity now limiting output in the iron and steel, aluminum, paper,
cement, glass and other industries.

The transportation sector (including transport equipment industries) will
require $225 billion through 1985. This sum reflects growing concern over the
nation's mass transit needs. High energy costs and public concern for improve-
meats in environmental quality have prompted proposals to upgrade the nation's
aging railroad system and to develop viable alternatives to highway
transportation.

Significant increases in capital outlays will also be registered by the com-
munication and services sector and by "other" manufacturing industries (includ-
ing electrical and non-electrical machinery, food, textiles, and miscellaneous
durable and non-durable manufactures). These sectors will require approximately
$770 and $420 billion, respectively, in cumulative capital outlays to 1985.
b. Residential construction

The expected demand for new housing is related in large part to demographic
factors. In the 1974-1985 period, the distribution of the U.S. population will
shift toward a greater concentration in the 20-35-year age bracket, a group which
has the highest rate for marriages and household formation. Conservative esti-
mates suggest that by 1985, 3 million housing units a year may be required to
meet the increased demand for housing. Included in this total are single-family
and multi-family dwellings and mobile homes. An annual rate of 3 million
housing starts by 1985 implies a 3.3 percent annual growth rate in housing starts
over the period-somewhat higher than the 2.6 percent annual growth rate
during 1962-1973.

In terms of dollars, assuming that construction costs advance in line with
general inflation rates,' nearly $1.1 trillion will be required to meet America's
housing needs.
c. Capital spending on inventories and by farm and nonprofit institutions

Investment spending in this sector should amount to $850 billion in the 1974-
1985 period. This total includes $206 billion in cumulative farm expenditures
(based on historical rates of investment), $83 billion in inventory investment
(based on recent average values of the change in inventories of $6.9 billion per
year), and $562 billion in capital spending by private educational institutions,
hospitals and related non-profit organizations (again, predicated on historical
data, modified to allow for reduced capital demands by colleges and universities,
and a slowdown in the rate of hospital construction during the estimating period).
This estimate should not be regarded as anything more than an order of mag-
nitude projection, based on the diverse elements included within this "catch-all"
category.

Aggregating the components of Gross Private Domestic Investment indicates
that $4.5 trillion in private investment will be required over the 1974-1975

a "24th Annual Electrical Industry Forecast," Electrical World, September 15, 1973,
p 58.

' Forecasts for the petroleum and related energy industries vary widely. The figures
used in this report are derived from "Energy Financing " a March 7, 1974 research study
issued by Irving Trust Company ; a revised National Peiroleuln Council estimate of future
capital needs (released in 1978); and projections of electric utilities capital requirements
presented in Electrical World, September 15, 1978.

, ive percent per annum, except in the case of multi-family units, where costs were
assumed to rise at a 4 percent annual rate, reflecting greater use of modular construction
techniques and related Innovations.

74-712-76---pt, 2- 25
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period (Table 2). The percentage of Gross National Product devoted to capital
formation would rise from 15.6 percent in 1978 to an average of 10.4 percent
over that period. The average over the preceding A2 years was 15.3 percent. In
constant 1973 dollars, cumulative Gross Private Domestic Investment equals
approximately $8.2 trillion. This sum is still rougbly 1,.5 times the $2 trillion
spent in the preceding twelve-year period (also stated t terms of 1978 dollars).
Thus, even abstracting to account for the effects o iMfIlation, the projected
volume of domestic investment will clearly be enorm*QUN.

TABLE 2.-PROJECTIONS OF GROSS PRIVATE DOMESTIC INVESTMENT CUMULATIVE, 197445

Current
dollars 1973 dollars

Plant and equipment spending --------------------------------------------------- 3 2,568 $1,799

Energy...................................... ------- 824 571
Basic materials ..............................- _..--" --" - 328 230
Transportation and transport equipment ------------------------------------- 225 58
Communications and services ................................................. 772 546Other ---------------------------------------------------------------------- 419 292

Residential construction ---------------------------------------------------------- 1,085 71i
Nonprofit, agriculture, and change in inventories ----------------------------------- 850 601

Total gross private domestic investment ------------------------------------ 4,503 3, 171

2. Government Financing Requiremenft:
(a) The Federal Sector:

The Federal government's demand for funds is far too erratic to permit mean-
ingful projections. Existing studies offer little practical guidance. For example, a
recent study by the Brookings Institution projected the Federal budget to be in
surplus by $93 billion (assuming a 5 percent rate 'of inflation and no new spend-
ing plans) in 1980.4 However, as new programs and changes in existing programs
appear quite likely-especially in the energy section and for a national health
insurance program-the actual 1980 surplus could be far less than $98 billioL
Indeed, the Federal budget may even be in deficit, depending on Congressional
and Executive action-a pssibility noted in the Brookings analysis. Historical
experience shows government surpluses to be a rarity and to assume a surplus
in the years ahead would be overly optimistic.

I4 view of these considerations, and with full recognition of the uncertainties
involved, the Federal deficit is assumed to average $8.5 billion a year over the
1974-1985 period. This rather conservative assumption Is based on the average
Federal deficit during the non-war years of 1954-1963. The relatively large de-
ficits during the late 1960s cannot be viewed as "most likely," as they reflect
U.S. involvement in Viet Nam.

In addition to budgetary deficits, the off-budget demands of sponsort4 credit
agencies have been growing apace in recent years, exceeding $19 billion in 1978.'
This borrowing competes directly with private sector demands and represents a
significant share of total credit market borrowing (10 percent in 1973). A Federal
Financing Bank has recently been established to coordinate agency borrowing.
And while it is too early to judge Its Impact, this new inqtitution does offer the
possibility of more rational government use of the credit markets. Again rec-
ognizing the substantial element of uncertainty involved, agency borrowing is as-
sumed to average $86 billion a year during 1974-1986. This figure represents the
average of such borrowing during the 1968-1978, prior to which credit agency
borrowing was not a significant factor.
d. State and local government flnnoing requirements

State and local, governments have been running a sizeable surplus recently, but
have been borrowing heavily (to the tune of $10-15 billion a year) to finance
capital projects. Their not demands on the credit markets are assumed to average
out to $2.5 billion a year over the next ten years. This estimate is based on a Tax
Foundation study I which estimated that state and local governments will run

' Barrn , B1ecb Dl5J, e t al.,S Ung NatfoWi Prioritti, TAh xTi BuDxget The Brookings
Institution, Wakhiniton 1.D.C., 1974, p. 258.

'To sope ex4at, Federal agyet borrowing subatitit for private borrowing. This,
however, does not nateially affect our coaci lionsl ,vea it. 4l Fedozal agency borrowing
were excluded, the projected savings gap would still be hugc.

8 "The Financial Outlook for State and Local Government to 1980", Tax Foundation,
Inc., New York, 1972. p. 96.
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a cumulative surplus of about $78 billion in the 1974-1980 period, or approxi-
mately $11 billion a year, while debt requirements in the same period are expected
to average under $14 billion a year. The difference of about $2.5 billion represents
net credit demands. The 1974-1980 forecast is assumed to hold through 1985.

Table 3 indicates that combined Federal and state and local financing require-
mqnts will cumulate to $175 billion over 1974-1985.

TABLE 3.--Govcrnmental demand for funds cumulative, 197.4-85

(In billions of dollars-
Financing Federal deficits ---------------------------------------- $42
Net Federal credit agency borrowing ----------------------------- 103
Net State and local government financing requirements -------------- 3

Total governmental demands for funds ----------------------- 175

. THE SUPPLY OF SAVINGS

Business savings (capital consumption allowances and retained earnings
adjusted for changes in inventory valuation), personal savings, and net foreign
investment inflows constitute the sources of savings available to the economy.'

1. Business Saving

The projected value of business saving was derived from a regression of such
savings on gross national product, using data from 1950-1973 (in order to pro-
vide sufficient observations over all phases of cyclical activity). The estimating
equation is provided below:

Business Saving=3.52459+.10498 GNP

The coefficient of the GNP variable was highly significant ("It" value=29.775)
and the coefficient of determination (R) was an encouraging .970. For fore-
casting purposes, GNP was assumed to grow at 8.6 percent per annum, con-
mistent with the GNP growth rate used in the projections of capital spend.
Ing. It was also implicitly assumed that profit margins would not increase

much beyond present levels, that accounting procedures (especially treatment
of depreciation costs) would not change significantly and that corporation taxes
would remain essentially unchanged.

The regression-based forecast indicates that more than $2.9 trillion will be
saved by the business sector over the 1974-1085 period.

While any assumption that historical trends will continue should automatically
be suspect, the stability of the relationship between business saving and GNP
is quite pronounced. It has never fallen below 9.9 percent (reached only in the
recession years of 1953 and 1970) and has only risen above 12 percent during
the early years of the Viet Nam War (1964-1966).

Capital consumption allowances will account for the major portion of the
nearly $3 trillion in business savings, cumulating to about $2.4 trillion over
1974-1985. The significant increase in the stock of capital projected for the period
would necessarily generate large additional depreciation charges. The actual
value of these write-offs was estimated by assuming that the capital consump-
tion allowance/GPDI ratio would average 61.71 percent over the period. This
percentage is below historic levels and reflects the assumed higher rate of
growth in GPDI relative to the growth in depreciation charges.

Retained earnings were treated as a residual element in this analysis and
are expected to accumulate to more than $N6 billion. The relatively low growth
rate projected over the period reflects the downward adjustment for inventory
profits in the historical data. It should be noted that retained earnings in 1978
(even after adjustment for Inventory profits) should nob be used as a base

for future projections. Cyclical factors and dividend controls made total reten-
tentions in 1978 far higher than would ordinarily be the case (i.e., if corporate
retentions are viewed over the entire business cycle).

'The national Income accounts do not include net Increases in the money supply as
a source of saving, as saving is defined in the accounts to equal income less spending.
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2. Personal Saving

Personal saving represents a sizeable flow of funds to the capital markets-
nearly $55 billion in 1973. As a percent of GNP, personal saving ranged between
3.4 percent and 5.8 percent during 1960-1973. At the close of 1973, however, the
personal saving rate was 4.25 percent, well below the 5 percent average of the
preceding five years.

Personal saving is expected to rise from $54.8 billion in 1973 to $135 billion
by 1985, a cumulative total of more than $1.1 trillion. These projections assume
that the ratio of personal saving to GNP will decline smoothly over the period-
from 4.25 percent In 1973 to 3.9 percent in 1985 (based, in part, on shorter-term
projections made by the Brookings Institution). The expected decline in the
saving/GNP ratio is predicated on: (1) The shifting age distribution of the
U.S. population toward the low-saving 20-35 age bracket, (2) mandated increases
in social security contributions, which tend to be regressive, and (3) the pos-
sibility that the present high levels of inflation may change the historic pro-
pensity of consumers to maintain a constant real level of savings in relation to
income. This does not imply an expectation that current rates of Inflation will
persist but, rather, that traditional consumer saving habits may be altered by
the recent severe erosion of real household wealth.

3. Foreign Investment Flows
In addition to domestic sources of savings, an increasing flow of funds should

become available from foreign sources. The greatest potential for such inflows
clearly lies with the Arab states, which are expected to accumulate more than
$500 billion as an Investable surplus in the 1974-85 period. While a major
portion of these funds will no doubt be recycled to other nations to finance
their oil purchases, a significant volume should still be available for invest-
ment. The size and liquidity of the New York capital markets should attract
a large share of these oil revenues, with investment probably being concentrated
in government and high-grade corporate debt securities.

Unfortunately, however, no realistic basis exists from which to project the
future volume of net foreign inflows of capital. Political considerations alone
make projections extremely unreliable. Thus, while It may be hoped that size-
able foreign inflows can add to the pool of available savings, prudence dictates
against relying on them.

0. A CAPITAL SHORTFALL

When the projections of ex ante demand and supply of capital funds are offset,
it Is clear that a cumulative saving gap of nearly $050 billion is in prospect. This
capital shortfall, averaging $53.8 billion a year over the 1974-1985 period, rep-
resents approximately 13 percent of the average demand for funds over the pljriod
(Table 4).

TABLE 4.-Sources and uses of funds cumulative, 1974-45
[In billions of dollars]

Sources of funds:
Business saving -------------------------------------- $2, 923

Capital consumption allowances ------------------------ 2, 359
Corporate retained earnings----------------------------- 564

Personal saving --------------------------------------- 1, 109

Total sources of funds --------------------------------- 4,032
Uses of funds:

Gross private domestic investment ------------------------- $4, 503

Plant and equipment. .------------ ---------- 2,508
Residential construction ----------------------------- ,085
Other ------------------- ---- 50

'Financing Federal deficits ---------------------------------- 42
,Net State and local government financing requirements ---------- 30
Net sponsored credit agency borrowing ----------------------- 103

Total uses of funds ----------------------------------- 4,678

Saving gap ---------------------------------------------- (040)
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It should be stressed that this "base case" scenario presents a "most likely"
outcome, based upon reasonable assumptions of future capital demands and
savings availability.

However, from a policy viewpoint, the precise dimensions of a saving gap is
not the issue. Whether the cumulative gap is $400 billion or $60 billion or $800
billion, the problem-and the policy implications-remain the same.

It is more important to know whether a different set of "reasonable" assump-
tions would develop projections that would eliminate the prospective gap, or
reduce it to inconsequential or manageable proportions. The following section
of this report demonstrates that this does not appear to be possible.

IT. ALTEuNATIVE SCENARIOS
The alternative scenarios presented here assume no shift in tax policies

and no major changes in the general business climate over the 1974-1985
period.

A. ALTERNATIVE NO. I: HIGHER SAVING FLOWS

This scenario assumes that the base case projections may have underesti-
mated business and personal saving. To adjust for this possibility:

1. Corporate capital consumption allowances were assumed to equal 54.25
percent of GPDI (based on the average percentage during the major ex-
pansions of the 1962-73 period) as opposed to the base case level of a 51.75
percent average.

2. Retained earnings (adjusted for inventory valuation) were assumed to
equal 10 percent more than base case estimates (an arbitrary, but sizeable
shift).

3. Personal saving rates were assumed not to fall, as in the base case, but to
remain at the 1973 level of 4.25 percent of GNP. The rate of growth of nominal
GNP was assumed to be 9.2 percent rather than the 8.6 percent rate used in
the base case. This higher rate reflects the possibility that the projected levels
of GPDI are consistent with a substantially higher rate of real economic
growth than the 3.6 percent rate assumed in the base case scenario.

With these modifications (all other factors remaining the same) a sizeable,
albeit reduced saving gap of $3 billion is still projected for the 1974-1985
period (Table Al).

TABLE A-1.-ALTERNATIVE NO. I-HIGH SAVING-BASE CASE INVESTMENT, CUMULATIVE, 1974-85

IIn billions of dollars)

Alternative
Base case No. I

Gross private don.estic Investment ----------------------------------------------- (4,503) 4,503
Add:

Depreciation allowances ----------------------------------------------------- 2, 4i59 2,443
Retained earnings ......... . ..---------------------------------------------- 564 620
Personal saving ............................................................ i,109 1,219

Private saving gApf f. .............................................. (471) 221
Add Government demand for funds-------------------------------------------(175) (175)

Total saving gap .......................................................... (646) (396)

If cumulative governmental demand for funds is assumed at 50 percent of
base case levels (i.e., at $87.5 bllioti) a saving gap of more than $3 billion
still occurs.

In this scenario, the private saving gap is less than 50 percent of the base case
projection. However, the assumptions upon which this "revised" gap is based are
not particularly realistic. While the adjusted retained earnings projections ap-
pear to be reasonable, the depreciation to GPDI ratio is unlikely to remain con-
stant at 54.25 percent when capital expenditures are increasing at a faster
rate than depreciation charges. It is also doubtful, based upon previously noted
demographic factors, that the personal saving/GNP ratio would remain at cur-
rent levels. The 9.2 percent growth rate assumption is similarly extreme, given
the general agreement in long-term econometric models as to the relationship
between levels of capital expenditure and gross national product. Similarly,
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It is unlikely that government demands would total only $87.5 bil! clthrough
1985--An eventuality for which there is simply no historical precedent.

3. ALTEUNATIVE NO. 2" LOWER INVESTMENT AND HIGHER SAVING

This scenario goes one step beyond Alternative No. 1, assuming that the base
case projections of aggregate GPDI were overstated, while saving flows were
understated, as in the previous scenario. oT show the implications of such a set
of assumptions:

1. The GPDI/GNP ratio was assumed at a constant rate of 16 percent in the
1974-1985 time-frame (it should be noted that every econometric model reviewed
in the course of this study assumed a GPDI/GNP ratio above 16 percent). GNP
was assumed to Increase at 8.6 percent per annum, as in the base case (even
though a lower GPDI/GNP ratio suggests that a slower rate of growth would
be more appropriate).

2. Capital consumption allowances were computed at 54.25 percent of the lower
GPDI estimate.

3. Retained earnings were assumed to cumulate to $620 billion, based on the
Alternative No. I assumptions.

4. Personal saving was computed at 4.25 percent of nominal GNP. The lower
level of Investment spending assumed in this scenario suggests that the Alter-
native No. 1 assumption of a 9.2 percent rate of growth in nominal GNP would
be too high. While econometric studies suggest that the base case rate of 8.6
percent would also be excessive, this rate is used for this scenario.

Table A2 shows that even with these assumptions, a significant saving gap
of $404 billion develops. Again, even if the base case assumption regarding
government spending is halved, the projected saving gap is still of major pro-
portions.

TABLE A-2.-ALTERNATIVE NO. 2- LOW INVESTMENT AND HIGH SAVING, CUMULATIVE, 1974-5

On billions of doUarsl

Aternative
Bas cam No.2

Gross private domestic Investment ----------------------------------------------- (4, 503) (4.406)
Add:

Depreciation allowances ------------------------------------------------ 2,359 2,388
Reained earnings ----------------------------------------------------------- 564 620
Personal savings -------------------------------------------------------- 1.109 1,169

Private saving ap -.. .. .....--------------------------------------------- (471) 229
Add Government demand for funds ------------------------------------------ (175) (175 

ToW saving g---------------------(64) (404)

C. ALTERNATIVE NO. 3: HIGH INVESTMENT AND HIGH SAVING

The base case scenario was somewhat conservative In Its projections of Gross
Private Domestic Investment. For example, a number of respected research
groups have estimated that the energy sector would require $900 billion In capital
funds in the 1974-85 period, as compared with the $820 billion used in the base
case analysis. (This higher estimate assumed the same rate of inflation--5 per-
cent per annum-as the base case study.) To adjust for any possible under-
estimation of capital demands, the following assumptions were made:

S. Energy Investment was assumed to cumulate to $900 billion in the 1974-1985
period.

2. Base case projections for other plant and equipment sectors were increased by
5 percent in each year (a 'relatively small upwaTd adjustment).

S. Residential construction expenditures were recalculated assuming &2 million
housing staTts by 1985 instead of 8.0 million as in the base case. In addition, the
1 porcet "technology" factor used in computing the inflation rate In residential
construction costs was not applied here (all coats were postulated to increase at
5 percent per annum).

4 Nobusiness, non-profit capital investment was also increased by 5 percent
In weh forecsting period.

With these new assumptions, Gross Private Domestic Investment rises from
$4,503 billion in the base case to $4,785 billion (Table AS).



823

TABLE A-3-ALTERNATIVE NO. 3-GROSS PRIVATE DOMESTIC INVESTMENT, CUMULATIVE, 1974-45

lin billions of dollars

Alternative
Base case No. 3

Pleet and equipment ending .................................................... 2,68 2,731
Of which:

Energy .................. ............................................

Trftsp o.............................................................2
Basic materials ....................................................... 2 .45Communication and services---------------------------......... 72 a
Otros ......................................................... 403 478Residentlil coaniuctio .......................................................... 1,05 1,161Ot0e .......................................................................... 85W 893

Gross private domestic investment .......................................... 4,503 4,785

On the saving side, it was assumed that:
1. Depreciation allowances would be calculated using the higher (and some-

what unrealistic) rate of 54.25 percent of GPDI.
2. Retained earnings would be computed assuming a 10 percent increase over

base case levels (higher plant and equipment investment being associated with
higher levels of retentions).

S. Personal saving would be estimated as in Alternative No. 1, on the basis
of a 9.2 percent annual rate of growth in nominal GNP, with the personal saving/
GNP ratio assumed at 4.25 percent. As previously indicated, this percentage
probably overstates the volume of personal saving that will accumulate in the
forecasting period.

Offsetting the projections of GPDI with estimated saving flows provides a
saving gap of $525 billion (Table A3a). As before, changing Assumptions regard-
ing governmental financing needs will Increase or reduce the total saving gap.

TABLE A-3a.-ALTERNATIVE NO. 3-HIGH INVESTMENT, HIGH SAVING, CUMULATIVE, 1974-85

[in billions of dollars

Alternative
Basecut No. 3

Gross private domestic investment ................................................ (4,503) (4,785)
Add:

Derseation alowances ...................................................... 2,359 2,586
Retared earnings ........................................................... 564 620
Personal savings ............................................................ 1,109 1,219

Private S gap........................................................ 1) ,
Add Government demand for funds ................................................ _ 175)175?

Total saving sap .......................................................... (646) (525)

Note: 0. Alternative No. 4: Increased Inflation.

The base case scenario assumed a 5 percent annual rate of inflation in the
1974-85 period. To test the impact of higher inflation on the saving gap, the
base case estimates were recomputed assuming a 6 percent rate of Inflation (the
rate of growth of nominal ONP increasing from 8.6 percent to 9.6 percent).
The results of this computation are provided In Table 4A.

TABLE A-4.-ALTERNATIVE NO. 4-INCREASED INFLATION, CUMULATIVE, 197445

[In billions of dollirsi

Alternative
Base cas* No. 4

Gross private domestic investment ................................................ (4,503) (4.833)
Add:

Derdatica allowrances --------------------------- .U 13ean a ................................... .................. fin
Perwsonal ........................................................... 1,109 l 182

Pnvs. saving tI P ............................................ ... 47
Add Government demand u fns ..........fun.............................. (15)

Total saving gap .......................................................... (646) (692)
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As shown in Table A4, higher inflation rates would only serve to widen the
saving gap, though saving flows would also rise, based upon increases in the
capital base and in the level of nominal income.

E. OTHER SCENARIOS

The preceding four scenarios illustrate that the base case conclusion of a
sizeable cumulative saving gap stands up to fairly severe changes in param-
eter values. While it would certainly be possible to construct sets of assump-
tions that would eliminate the gap, the alternative scenarios presented here
suggest that the reasonableness of more extreme scenarios would be open
to serious question. And while it might be argued that the majority of business
economists have overstated the nation's capital needs, it is extremely unlikely
that the best-informed experts have seriously erred in their own areas of
expertise.

The most reasonable conclusion from the alternative scenarios presented
here is that they confirm the reasonableness of the base case projection of a
sizeable capital shortfall over the period to 1985.

III. IMPLICATIONS AND POLICY RECOMMENDATIONS

The saving gap or capital shortfall projected in the base case scenarios rep-
resents a theoretical imbalance between investment capital demand and invest-
ment capital supply. The gap itself will never actually show up; rather, it will
be evidenced ex post, or after the fact, by high interest rates--brought about
by intensified competition for an inadequate supply of savings--and reduced
credit availability. The projected shortage of capital will have a particularly
severe impact on domestic business activity, on the position of the U.S. in inter-
national economic affairs and, ultimately, on the standard of living and quality
of life in America.

A. IMPLICATIONS OF A CAPITAL SHORTFALL

1. Domestic business implications

Housing and other construction will be particularly hard hit by a capital
shortfall. Skyrocketing interest rates have already severely constrained new
housing starts. If present trends continue, the likely results may include de-
creased square footage in new homes and apartments and lower construc-
tion standards. Millions of Americans who dream of a home in the suburbs will
have to forego their hopes and aspirations. Indeed, the very quality of life may
be impaired, as the lack of suitable housing facilities leads to even more urban
congestion and decay.

Small and medium-size businesses will find it increasingly difficult to obtain
necessary financing. High interest charges will often preclude the possibility
through commercial banks-to finance capital investment. But borrowing short
of long-term financing, forcing them to rely-on short-term borrowing-primarily
for long-term purposes is not normally advisable, and bankers and other lenders
are unlikely to continue to satisfy the demand-at any price-over an extended
period. Moreover, as credit availability declines, lenders will increasingly put
their funds with larger, "safer" borrowers with whom they have long-standing
customer relationships. The largest and safest borrower, of course, is the
Federal government. To the extent that funds are directed into government
issues, additional strains will be placed on the private sector (as interest rates
increase because of the flow of funds into such issues). The government could
even become a center for the allocation of funds to business and consumers
if Federal borrowing increased significantly beyond expected levels.

Even larger companies will feel the pinch. This is especially likely In
the utility sector, where expansion plans are already being cut back because
of financing problems. In addition to raising the possibility of frequent brown-
outs and blackouts, reduced capital spending in the energy sector would soon
impact on other areas of the economy, notably in the construction and elec-
trical machinery industries.

Overall, the capital markets may be unable to meet the essential financing needs
of American industry. Along with a decline in bond financing, commercial paper
my become unavailable as a source of funds to all but the major Aaa corpora-
tions. As lenders become increasingly wary, they will be likely to shy away from
buying "high risk" paper unless the creditworthiness of the borrower is beyond
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question. High rates of interest may adversely affect stock prices as investors
shun equities because of the higher returns available elsewhere with less risk.
Price-earnings ratios would continue under pressure. And since, with low P/E
ratios would continue under pressure. And since, with low P/E ratios, corpora-
tions cannot float new stock without diluting the earnings of existing sharehold-
ers, it would become increasingly difficult to market new equity issues. (At a
P/E3 ratio of 5, for example, a company would have to earn 20 percent on new
equity to prevent earnings dilution.) If inflationary fires are dampened, a new
equilibrium- should be achieved between return on equities and interest rates,
permitting stock valuts to resume their historic upward pattern. But-the adjust-
ment period could be prolonged.

Slow growth in stock prices could also increase pressures for higher dividend
payouts. The danger here, of course, is that higher payouts would reduce retained
earnings which constitute an important part of the internal funds available for-
corporate reinvestment.

2. International Implications

Reduced levels of capital investment, necessitated by a shortage of investment
capital, may impede both the growth of the U.S. capital base and the corporate
sector's ability to produce. America's position as the major world economic and
military power could be endangered-particularly vis-a-vis the Eastern-bloc na-
tions where government can tightly control the allocation of resources.

If investment projects are delayed or scrapped because of the unavailability of
capital funds at reasonable rates, the nation's over-all productivity may decline,
placing American exports at a marked disadvantage in world markets. Com-
petitors with more efficient plant and equipment will be able to underprice U.S.
goods. The impact on the nation's balance of payments would be particularly
grave in light of the anticipated need to import substantial amounts of energy
resources (and without sufficient energy resources, U.S. industry may be unable
to produce up to expectations).

If stock prices remain depressed because of high interest rates and sluggish
growth prospects, there may be increasing foreign interest in acquiring U.S. cor-
porations. While this need not be alarming (especially as U.S. companies have
invested heavily overseas, often by purchasing foreign facilities) domestic secu-
rity and related implications must be considered. Especially in an era of capital
scarcities, foreign investors, consistent with the national interest, should be ac-
corded a welcome reception.

3. Implications for the American-People

Slower growth at home, because of decreased investment spending, will mean
higher levels of unemployment and reduced potential for advancement. This will
place greater strains on already over-burdened social service facilities, partic-
ularly in the central cities. Minority groups will be particularly affected, as up-
ward mobility becomes more difficult in a constrained economic environment.

Increased unemployment may permanently drive many skilled workers out of
their specialties, reducing the available pool of skilled labor. Educational attain-
ment may also decline, with dim economic prospects deterring millions from
seeking college educations and advanced training. The long-term implications
here are literally incalculable.

Declines in productivity, resulting from a shortage of capital, may further fuel
inflationary fires. Prices will continue their upward climb as demand presses
against inadequate supply capabilities.

The personal financial security of millions of Americans may also be endan-
gered. Today, billions of dollars in pension funds are invested In common stocks.
The recent malaise in the equity markets has reduced the value of pension fund
portfolios so that employers are being forced to increase their contributions sig-
nificantly above planned levels. Continued sluggishness in stock prices could ex-
acerbate the drain on existing pension fund reserves.

In sum, the social fabric of this nation may be weakened if the economy cannot
rle to meet the expectations of the American people. Fewer job opportunities,
increased pressure on social services, reduced housing activity, and continued
inflationary pressures will combine, to lower standards of living and the overall
quality of life. The Federal government may be unable to fill the vacuum. De-
clining tax revenues (resulting from reduced economic growth) will hamper the
ability of government to meet the needs for mass transit, public housing, health
care, urban renewal, energy research, and a host of other high-priority programs.
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The squeeze on Federal revenues will tighten as reduced levels of economic activ-
ity require increased expenditures for income maintenance programs.

D. POLICY BZOOMMKNDATION8

While the purpose of this report is to identify the dimensions of the prospective
,capital shortfall, rather than to suggest ways of avoiding it, a number of observa-
tions may still be appropriate.

The prospect of a savings shortfall suggests two distinct policy alternatives.
One, which could be labeled a -olicy of benign neglect, would allow the economy
to adjust to the shortage of capital through higher interest rates and slower
economic growth. The implications of such a policy have already been discussed.
The second option envisages the market mechanism playing a major role in
closing the prospective capital gap in an environment of brisk economic activity-
by encouraging saving and productive investment, discouraging excessive cur-
rent consumption, and reducing existing roadblocks to foreign capital invest-
ment in the United States, subject to appropriate safeguards with respect to
ownership of U.S. productive facilities.

Obviously, the first step in stimulating an economic environment in which
saving flows will be adequate to meet projected investment needs, will be for gov-
ernment to bring inflation under confrol. To begin with, Federal expenditures
should be significantly cut back; non-essential spending should be deferred, and
marginal programs should be eliminated. These reductions should apply across
all sectors of the budget, including non-essential defense spending. If inflation
is not brought under control, rising prices will continue to eat away at the pur-
chasing power of available savings.

To increase the flow of saving, especially by the business sector, a sweeping
reform of U.S. tax laws is essential. Specifically, corporate tax rates should be
adjusted to permit increased accumulation of funds for capital purposes, and
current capital gains taxation should be modified by:

1. Creating incentives for individuals to realize--and reinvest-gains that
are now "locked in" by tax considerations.

2. Liberalizing the entire capital gains tax structure to promote risk-taking
and to stimulate additional saving.

3. Eliminating the distinction between long-term and short-term capital
losses, and providing unlimited deductibility for losses.

4. Allowing for complete tax exemption for reasonable amounts of capital
gains.

The double taxation of dividends should be ended. As a first step, the divi-
dend exclusion from Feder-al income taxes should be increased.

The treatment of depreciation should be modified to reflect higher replace-
ment costs resulting from Inflationary trends, and to encourage quicker replace-
ment with more efficient equipment. By using an "original cost" basis, deprecia-
tion charges cannot be sufficient to provide for the replacement of existing capi-
tal. As a result, the capital base is eroded as business ends up paying a higher
effective tax rate because corporate profits are artificially bloated by the under-
statement of depreciation expenses.

The investment tax credit should not be used as a counter-cyclical control
device, but should be incorporated into the tax structure as a permanent incen-
tive for capital investment. Further, the allowances granted under the program
should be raised to provide additional after-tax dollars for investment purposes.

It is fully recognized that these tax changes may reduce the revenues avail-
able to the Federal government in the short run. But higher investment spend-
ing and national output will, in turn, generate additional tax revenues. More-
over, if public expenditures are cut back to match any reduction in taxes, there
is no reason to expect that the shortfall in tax receipts would result in increased
deficit financing.

Business and government must also cooperate to use what capital is available
more efficiently. To this end, excessive regulation and restrictive controls (es-
pecially in the utility industry) should be relaxed. If necessaryi environmental
standards should be modified, with target dates deferred, so that capital funds
may be sued temporarily to increase productive capacity.

To attract additional foreign capital, the withholding tax on income from for-
eign-held securities should be repealed. This particularly applies to the Arab
states, with which the U.S. does not have tax treaties. While increased inflows
,of foreign capital would help bridge the saving-gap, such flows require continual
monitoring to insure compatibility with domestic economic objectives.
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Clearly, national policy must be directed toward increasing the ability of the
economy to generate higher rates of saving. But this cannot be accomplished
without at least some discomfort. Americans must be willing to make some rela-
tively small sacrifices today-chiefly by cutting back somewhat on current
consumption-to help assure that future generations will enjoy higher living
standards and a better quality of life.

SYRACUSE UNIVERSrY,
THE MAXWELL SCHOOL OF CITIZENSIIP AND PuBic AFFAIRS,

INTERNATIONAL RELATIONS PROGRAM,
oyract8e, N.Y., July 20, 1976.Hon. RUSSELL LONG, -

U.S. Senate,
Waahfngton, D.C.

THE HONORABLE RUSSELL LONG: It has come to my attention that the U.S.
Congress is considering legislation sharply restricting the income tax deductions
that academics may claim for home office space used In the course of their work.
I know from my own experience and that of my colleagues that an office away
from campus is a necessity for careful pursuance of both research and educa-
tional activities required to do a good job as a professor. Most on-campus offices
are barely adequate, at best, as sites to continue the on-going administrative and
educational activities that are part of our job, including, of course, the frequent
and necessary duty of consulting with students. But few, If any campuses, have
facilities where any sustained long-term work can be undertaken. Therefore, a
home office is a virtual necessity.

Furthermore, those of us who have the opportunity to learn from and con-
tribute to society through outside consulting and advisory work have both a
practical and moral need for an office away from campus. Rarely is this outside
work of sufficient magnitude to warrant acquiring additional office facilities.
'This is another reason for the importance of the income tax deduction for home
office space.

Thank you for your consideration.
Sincerely, .

M1ICHAEL K. O'LEARY,
Director.

STATEMENT OF CLARK EQUIPMENT CO.

SECTION 1032(c) (3) OF I.R. 10612-RECAPTURE OF FOREIGN LOSSES

Clark Equipment Company ("Clark") Is a manufacturer of material handling
equipment, construction machinery, truck trailers, and axles and transmissions.
It has extensive foreign investments, operating in more than 100 countries
around the world.

SUMMARY OF POSITION
This statement is being submitted in response to the Committee's request of

July 8, 1976 for additional information that will enable the Committee and the
full Senate better to evaluate the merits of a number of provisions of the Tax
Reform Bill of 1976 (fI.R. 10612) that were approved by the Committee under
time pressure and with less than usual factual input. Specifically, Clark wishes
to record its full support of Section 1032(c) (3) of II.R. 10612, a provision with
which Clark has heretofore been in no way Involved, but that has potential appli-
cation to Clark and likely to a significant number of other taxpayers.

Section 1032(c) (3) would except from recapture those foreign losses of a
taxpayer resulting from worthless stock of indebtedness of a corporation In
which the taxpayer has a 10 percent or greater stock Interest. The section recog-
nizes that in economictarms these losses were sustained in prior years, and it
accords them the equitable relief that Is clearly merited.

DISCUSSION

Section 1032(a) of H.R. 10612 provides that the "overall foreign loss" realized
by a taxpayer In one year is to be recaptured In subsequent years, thereby
reducing the foreign tax credit limitation In those years. Subsection (c) (3) of
Section 1032, entitled "Substantial -Worthlessness Prior to Enactment", was notcontained in the House bill. It would except from foreign loss recapture losses -
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resulting from the worthlessness of stock or indebtedness of a corporation in
which the taxpayer owns 10 percent or more of the stock. The corporation must
have sustained losses in at least three of the last five years beginning before 1976
and must have sustained an overall loss for those five years. It is necessary that
the corporation terminate all operation before 1977. A taxpayer meeting these
tests would be free of the new foreign loss recapture rules on losses realized,
in a tax sense, in a year after the effective date of Section 1032 (which applies to
taxable years beginning after 1975).

Clark strongly supports this provision because it is based on economic good
sense and is fully equitable. Section 1032(c) (3) recognizes that the losses in
question were incurred in an eoonomio sense in prior years. To subject such
losses to recapture would unfairly give retroactive application to the new loss
recapture rules.

Clark's views on this matter are grounded on actual experience. For roughly
10 years Clark has maintained an English subsidiary that manufactures and sells
a large range of products in the United Kingdom. During that period the affiliate
has suffered consistent and substantial losses. Reluctantly, Clatk Is now contem-
plating a liquidation of the English operation.

In point of economic fact, the U.K. losses have already been realized by
Clark. To subject them to loss recaputre when realized in terms of taxation would
be an obvious inequity. Clark understands that a principal purpose of the re-
capture provisions is to restrict the tax advantages presently available through
the u.se of a branch, rather than a local subsidiary, in foreign loss situations.
Thus, it would be a harsh irony were Clark, having foregone those advantages by
employing a local subsidiary in the United Kingdom, to face recapture of the
English losses when it liquidates the subsidiary, a recapture it would have avoided
had it operated through a U.K. branch. If loss recapture does occur, Clark can
expect a significant reduction in its foreign tax credit In the years ahead,
and most likely presently anticipated dividends from its foreign subsidiaries will
have to be severely restricted.

Clark Is aware of certain other corporations that face circumstances similar
to its own and that would therefore be eligible for the equitable relief afforded
by Section 1032(c) (3). Given the risks and vagaries of foreign business opera-
tions, this is surely a widespread condition. Accordingly, Clark is confident that
Section 1032 (c) (3) would not be narrowly limited in its application.

CLARK EQUIPMENT CO.
By JOHN F. CREED, Attorney

Baker d McKenzle.

STATEMENT OF EDWARD A. MORGAN, EsQ., ALEXANDER & GREEN,
NEW YORK, N.Y.

The purpose of this statement is to comment upon Section 1308 of fl.R. 10612
as reported by the Senate Finance Committee, dealing with income from the lease
of intangible property as personal holding company income.

This comment is submitted because of the concern that the Congress, in deal-
ing with one narrowly focused problem, might Inadvertently aggravate existing
difficulties for a larger and more significant group of taxpayers. The concern
herein Is attributable to the general definitional concepts used in the bill and in
the accompanying committee report (S. Rept. No. 94-938, 9-th Cong., 2d Sess.
(1976)).

The proposed amendment deals with the definitional concepts of personal
holding company income-secfically "royalties" and "rents"-In cases where
corporate "property" is used by major shareholders. rnt. Rev. Code of 1954. as
amended (the "Code") 5543(a) (6). Section 130S(a) (4) of the bill provides that
for such purpose-"* * the term 'property' include.q Intnngible property, If such
intangible property and tangible property owned by the corporation are used by
a person in the active conduct of a trade or business."

The committee report notes that the Internal Revenie Service l'nq talent the
position that amounts received for leasing intangible property are to be treated as
ordinary "royalty" income. Rev. Rl. 71-596, 1971-2 CUM. BULL. 243; see S.
Rep. No. 94-93R. supra, at 409-410. The committee report then continues to state
the purpose of Section 1308 of the bill as being in effect to provide that amounts
received for leasing intangible personal property may be treated as rents for
purposes of Section 543(a) (6) of the Code. The committee report also states-
"If the shareholder does not use the license or other Intangible asset (along with
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tangible assets) in carrying on his business, the license payments received by
the corporation are to be treated as ordinary royalties governed by the present
rules of section 543(a) (1) or, if appropriate on the facts, under other rules relat-
ing to mineral, oil and gas royalties (sec. 543(a) (3)) or copyright royalties
(sec. 543 (a) (4) )." Id. at 411 (emphasis supplied).

The sentence just quoted thus evidently adopts the position of Rev. Rut. 71-596,
supra, with respect to payments outside of the scope of the proposed amendment

The consequences of the "rent" or "royalty" classification under the 700/o
personal holding company tax can be dramatic. Royalties (other than cer-
tain mineral, oil, or gas royalties or copyright royalties) always constitute per-
sonal holding company income. Code § 543(a) (1) ; see also Code § 543(a) (3)
and 543(a) (4). Rents generally constitute personal holding company income
but may be excluded from that category if certain tests relating to active rental
businesses, produced film rents or use of corporate property by major share-
holders are met. Code § 542(a) (2) ; see also Code §§ 543(a) (5) and 543(a) (6).
In other words, if an active business (not receiving or retaining substantial
amounts o father possible personal holding company income) can establish that
it receives "rents", it may conduct relatively normal corporate business opera-
tions, notwithstanding the personal holding company rules. No similar privilege
is presently accorded if "royalties" are received.

Under present law, the distinctions between "rents" and "royalties" and
other Income categories are not in all instances clearly delineated.' Corpora-
tions conducting active business operations, and needing to retain some earn-
ings to finance business growth, therefore have at least two alternatives where
they receive income in part related to technology or other intangibles. First,
they may seek to establish that the payments constitute income other than
rents or royalties because of the business activity ijivolved, notwithstanding that
the payments take a form which in the hands of taxpayers acting merely as
investors would result in royalty characterization. Second, they may seek to
have the payments for the use of technoogy, etc. characterized as "rent" and
thus utilize Section 543(a) (2) of the Code to facilitate their normal business
operations.

Experience in the area described indicates that the development and use
of technology in the United States, as well as the creation of jobs in technology-
oriented businesses, are often actively discouraged by the existence of these
problems and the related possible exposure to personal holding company tax.
The problem might eventually be solved through specific legislative approval
of one of the existing techniques now believed available. Alternatively, depend-
ing upon the ultimately desired scope of the term "royalties", perhaps a per-
sonal holding company exception for royalties derived in certain active busi-
nesses might be framed in parallel with the exception for certain rents now
set out in Section 543(a) (2) of the Code.
. The purpose of this comment, however, is not to propose a comprehensive
legislative solution at this late date in the history of H.R. 10612. While I do
believe that relief legislation may merit serious consideration by the Commit-
tee, action may await a future date when the manner can be more carefully
studied. In conclusion, it is suggested that either (1) Section 1308 of the bill not
be enacted until the entire situation can be more carefully studied, or (2)
that the Congress in passing upon the subject of Section 1308 of the bill spe-
cifically leave open (as under existing law) the treatment of payments for
technology and other intangibles to the extent outside of the scope of See-
tion 543(a) (0) of the Code.

STATEMENT BY BRUCE NORTON, OF THE LAW FIRM OF SNELL & WILMER-GENwiA

COUNSEL FOR ARIZONA PUBLIC SERVICE CO.

AMENDMENT TO PUBLIC LAW 86-278, SECTION 1823

Mr. Chairman and members of the Committee, my name is Bruce Norton,
an attorney with the law firm of Snell & Wilmer which represents Arizona
Public Service Company, a utility whose corporate headquarters is located in
Phoenix, Arizona. Arizona Public Service Company is the operating agent for

I The position of Rev. Rul. 71-596, supra, if viewed as an attempt at a general
definition, is not clearly supported by any authorities therein cited or, on balance, by
any other known authorities.
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the Four Corners Power Plant near Farmiugtou, New Mexico. Tle total gen-
erating capacity of Four Coiners is 2,086,000 kilowatts. Almost 91% of the
electricity generated at the plant is transmitted in interstate commerce from
New Mexico to the states of Arizona, Texas and California.

Two other participants in this plant are the Salt River Project and Tuc-
son Gas & Electric Company. Collectively, we provide electrical service to
the vast majority of consumers of -electrical energy in the State of Arizona
during 1975. -

It is on behalf of these consumers that I appear before you in support of
the amendment to Public Law 86-273, Section 1323. This amendment would
prohibit a state from imposing taxes on electricity which discriminates agtnst
out-of-state manufacturers, wholesalers, retailers or consumers of electricity.

Many of you are aware that the State of New Mexico recently enacted an
electrical generation tax. The amount of the tax is four-tenths of a mill per
kilowatt hour of electricity generated. A copy of this law is attached to copies
of this statement as Exhibit A. The end result of the legislation is to tax all
electricity generated in New Mexico which moves in Interstate commerce and
is consumed outside New Mexico and to exempt from the generating tax all
of the electricity generated and consumed in New Mexico.

In addition, New Mexico collects a 4% gross receipts tax on all retail sales
of electricity to that state's consumers (see Exhibit B). In order to relieve the
New Mexico consumer of the added cost of the generation tax, each utility is
allowed a credit against the 4% gross receipts tax in an amount equal to that
paid on the generation tax. Section 72-16A-16.1(b) NMSA reads as follows:
"On electricity generated inside this state and consumed in this state which was
subject to the electrical energy tax, the amount of such tax paid may be
credited against the gross receipts tax due this state." (See Exhibit C.)

Utilities which have no retail sales in New Mexico, as in the case of Arizona
Public Service, Salt River Project. Tucson Gas & Electric and Southern California
Edison Company, are unable to take any credits against generation taxes paid.
The net effect then, is that the electric consumers in New Mexico pay no gen-
eration tax and electric consumers outside New Mexico pay the entire amount.

In the case of the Four Corners Power Plant, the effect of this tax is to
increase the cost of the electricity which moves in interstate commerce from
New Mexico by nearly five million dollars in 1976. Energy costs for the consumers
of electricity from the three Arizona companies involved in Four Corners are
increasing approximately three million dollars annually because of this tax.

The five non-New Mexico participants in the Four Corners Project have filed
an action against the State of New Mexico in the State District Court in Santa
Fe, New Mexico. A copy of this filing is attached as Exhibit D. While the
District Court has held initial hearings in the matter, the case will take a
minimum of several years to reach final determination.

,While the New Mexico legislation provides for this tax to self-destruct in
1984, as a practical matter, we do not expect this to happen because of long-
range expenditure commitments that were enacted and signed into law as com-
panion legislation.

Chapter 145, Laws of 1975 of New Mexico, appropriates an amount not to
exceed 32 million dollars from the revenues derived from proceeds of the genera-
tion tax for the construction or improvement of New Mexico highways and
roads.

Section 13-20-1, et aeq., NMSA provides for an appropriation, pursuant to the
New Mexico Utility Supplement Act to be used as follows: 13-20-2. Legislative
intent-It Is the intent of the Legislature that the Utility Supplement Act (13-
20-1 to 13-20-9) be used to assist recipients of federal supplemental security
incomee benefits and recipients of aid to families with dependent children in
meeting increased costs for gas and electrical utilities to the maxitnum extent
possible. The appropriation made in the Utility Supplement Act shall be used to
generate those federal funds which may be available. (Emphasis added.)

In fact, without the revenues provided by the Electrical Energy Tax Act, the
Utility Supplement Act becomes Inoperative, as can be seen by reading Section
13-20-9 NMSA: 13-20-9. No payment during injunction-If the state should be
sued by a party seeking to prohibit the collection of the tax provided for in the
Electrical Energy Tax Act (72-34-1 to 72-34-), no payments shall be made
under the Utility Sunplement Act (13-20-1 to 13-20-9) during the pendency of
the suit and no payments shall be made if the Electrical Energy Tax Act is
ultimately held invalid in any suit.
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The tax has caused a greet deal of concern and consternation in Arizona and
has received much attention in the state legislature and in the press. If the
New Mexico tax is allowed to stand, I think it would be safe to guess that the
Arizona Legislature at some point in the future will retaliate by placing a simi-
lar tax on electrical energy exported from Arizona. Whili no one can say for
certain, retaliation by other southwestern states that are presently affected seems
likely, as the tax has also caused considerable concern among utilities and energy
consumers in California and Texas.

As most of us are now aware, electricity is no longer a luxury anywhere in the
country, -but rather, a necessity. The economy of the entire nation is dependent
on a dependable and sufficient supply of energy at the lowest reasonable cost.

In order to provide adequate supplies of energy at reasonable cost, a significant
trend among utilities In the Southwest has been to develop large, joint-venture
plants that serve consumers in several state&

These multi-state plants provide major economies of scale, but more important,
they are an efficient way of making maximum use of the limited number of plant
sites that are available in the Southwest that have adequate water supplies and
nearby fuel resources. Our Four Corners Power Plant is just one example. Its
largest units are owned jointly by six utilities that provide energy to four
states on a regular basis (New Mexico, Texas, Arizona and California) and to
two other states in times of emergency (Utah and Nevada). Another example
is the Navajo plant in Page, Arizona. It Is also owned by six utility participants
that provide energy to three states. Another example Is the Mohave plant In
Eastern Nevada. Four utilities participate in that project, providing energy to
three states.

Still more projects of this type are in advance stages of planning in the South-
west. For example, the Palo Verde Nuclear Power Plant in Central Arizona
will have a capacity of more than 3,000,000 kilowatts. Its owners Include six
utilities that provide energy to consumers in Arizona, California, New Mexico
and Texas.

Such examples make it clear that the opportunity exists for nearly every state
in the Southwest to retaliate against taxes of the kind imposed by the State of
New Mexico by passing similar tax laws. Such retaliation could make it impos-
sible for the electric industry to continue with economical joint ventures in.
energy development. Energy producers in the Southwest would be forced to step
backward in time by returning to a system of small, local generating plants that
would in many cases be required to burn expensive imported oil as power plant
fuel.

In conclusions, we believe most strongly that taxes such as the New Mexico
generation tax are contrary to the public interest and should be prohibited. Mr.
Chairman and members of the Committee, on behalf of the consumers of elec-
trical energy in Arizona and the entire Southwest, we respectfully urge favorable
and quick consideration of the amendment before you. Thank you.

Attachments.
[Exhibit A]

NEw MExIco STATUTES ANNOTATED

REPLACEMENT VOLUME 10-PART 2

1975 Pocket Supplement

Published Under the Supervision of the New Mexico Compilation Commission

Amendments to Acts and New Laws Enacted by the Legislature Since Publica-
tion of Replacement Volume 10, Part 2, and Annotations Supplementing the
Replacement Volume, and The Standards of Title Examination of the State
Bar of New Mexico.

Edited by Larry E. Edmonson, A.B., J.D., and the Publishers' Editorial Staff,
The Allen Smith Co., Publishers, Indianapolis, Ind.

7243-11. Sale of property to pay tax.-A personal representative mav sell
so much of any property as is necessary to pay the taxes due under the Estate
Tax Act ['172-38-1 to 72-83-12]. A personal representative way sell so much of any
property specifically bequeathed or devised as is necessary to pay the proportion-
ate amount of the taxes due on the transfer of the property and the fees and
expenses of the sale, unless the legatee or devisee pays the personal representative
the proportionate amount of the taxes due. (History: Laws 1973, ch. 345, 5 11.)
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72-8312. Liability for failure to pay tax before distribution or dclivery.-A.
Any personal representative who distributes any property without first paying,
securing another's payment of, or furnishing security for payment of the taxes
due under the Estate Tax Act (72-33-1 to 72-33-12] Is personally liable for the
taxes due to the extent of the value of any property that may come or may have
come into his possession. Security for payment of the taxes due under the Estate
Tax Act shall be in an amount equal to or greater than the value of all property
that is or has come into the possession of such personal representative, as of the
time Such security is furnished.

B. Any person who has the control, custody or possession of any property and
who delivers any of the property to the personal representative or legal represent-
ative of the decedent outside New Mexico without first paying, securing another's
payment of, or furnishing security for payment of the taxes due under the Estate
Tax Act is liable for the taxes due under the Estate Tax Act to the extent of
the value of the property delivered. Security for payment of the taxes due under
the Estate Tax Act shall be in an amount equal to or greater than the value of all
property delivered to the personal representative or legal representative of the
decedent outside New Mexico by such a person. (History: Laws 1973, ch. 345,
§ 12.)
Title of act

An act relating to taxation; providing for an estate tax with respect to dece-
dents dying on or after July 1, 1973; enacting the Estate Tax Act; amending and
repealing certain sections of the NMSA 1958.-Laws 1973, ch. 345.
Temporary Provi8ion-Savings Clause

Section 15 of ch. 345, Laws 1973 read: "The Estate Tax Act does not apply to
transfers of the net estates of decedents who die prior to July 1, 1973. Any taxes,
the liability for payment of which was incurred by reason of events occurring
prior to the effective date of the provisions of the Estate Tax Act, shall be paid,
collected and enforced as provided by statutes In force at the time the events
occurred."

ARTICLE 34-ELECTRICAL ENERGY TAX ACT

Section 72-34-1. Short title.
72-34-2. Definitions.
72-34-3. Imposition of tax-Rate--Renomination as electrical energy

tax.
72-34-4. Measurement and recording of kilowatt hours of electricity.
72-34-5. Reports-Remittances.
72-34-0. Relief from other taxes.

7-384-1. Short title.-Sections 1 through 6 of this act[72-34-1 to 72-34-6] may
be cited as the "Electrical Energy Tax Act." (History: Laws 1975, ch. 263, 5 1.)
compi!Ae notes

This act became effective July 1, 1975.
Title of act

An act relating to taxation; imposing a tax on the generation of electricity;
amending sections 45-4-28 and 72-13-24 NMSA 1953 (being Laws 1939, chapter
47, section 28 and Laws 1965, chapter 248, section 12, as amended) ; enacting a
new section 72-16A-16.1 NMSA 1953.-Laws 1975, ch. 263.
Cross-References

Tax Administration Act applicable, 72-13-14..
Utility Supplement Act payments withheld pending challenge to Electrical En.

ergy Tax Act, 18-20-9.
72-34-2. Deflnitions.-As used in the Electrical Energy Tax Act [72-34-1 to

72-34-0]6:
A. "bureau" means the New Mexico bureau of revenue;
B. "generation" includes manufacture and production:
C. "electricity" includes electrical energy and electrical power;
D. "person" means any Individual, estate, trust, receiver, co-operative associa-

tion, electric co-operative, club, corporation, company, firm partnership, joint
venture, syndicate, association, irrigation district, electrical irrigation district and
any utility owned or operated by a county or municipality, and also means to the
extent permitted by law, any federal, state or other governmental unit or sub-
division or an agency, department or instrumentality; and
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E. "sale" means selling or transferring to any person for consumption, use or
resale and includes barter and exchange. (History: Laws 1975, ch. 263, 12.)

7271,-3. Imposition of tax--Rate-Denoinination ai electrical energy tair.-
A. For the privilege of generating electricity in this state for the purpose of sale,

whether the sale takes place in this state or outside this state, there is imposed
on any person generating electricity a temporary tax, applicable until July 1,
1984, of four-tenths of one mill ($.0001) on each net kilowatt hours of electricity
generated in New Mexico.

B. The tax imposed by this section shall be referred to as the "electrical en-
ergy tax." (History: Laws 1975, ch. 263, § 3.)

72-34-f. Measurement and recording of kilowatt hours of eleetrielty.-Per-
sons subject to the imposition of the electrical energy tax shall maintain ac-
curate measuring devices and records to measure and record the daily and
cumulative monthly and yearly totals of kilowatt hours of electricity generated
or distributed in this state. (History : Laws 1975, ch. 263, § 4.)

72-- --5. Reports-Rernfttances.-Each person subject to the imposition of the
electrical energy tax shall file a return on forms provided by and with the In-
formation required by the bureau and shall pay the tax due on or before the
twenty-fifth day of the second month following the month in which the taxable
event occurs. '(History : Laws 1975, ch. 263, § 5.)

72- 34-6. Relief from other taxe.?.-Unless otherwise specified by statute the
imposition of the electrical energy tax shall not act to relieve any person or activ-
Ity from any other tax levied by the state of New Mexico or its political sub-
divisions. (History: Laws 1975, ch. 263, § 6.)

Nonseverability clause
Section 10 of ch. 263, Laws 1975 provided: "Legislative Intent.--.It is the intent

of the legislature that this entire 1975 act be considered not severable, and
should any part thereof be declared unconstitutional, the entire act should be
declared void."

[Exhibit B]

NEW M1EXICO STATUTES ANNOTATED

REPLACEMENT VOLUME 10-PART 2

1975 Pocket Supplement

Published Under the Supervision of the New Mexico Compilation Commission

Amendments to Acts and New Laws Enacted by the Ikgislature Since Publica-
tion of Replacement Volume 10, Part 2, and Annotations Supplementing the Re-
placement Voluine, and The Standards of Title Examination of the State Bar of
New Mexico.

Edited by Larry E. FAlmonson, A.B., J.D., and the Publishers' Editorial Staff,
The Allen Smith Co., Publishers, Indianapolis, Ind.

The fact that there are only four block manufacturers who are customers of
corporation leasing machinery does not make the transaction "occasional" or
"isolated" under subsection 0 of 72-16-2 (since repealed), and a conclusion that
the corporation was not "engaging" in business did not follow. Besser Co. v. Bu-
reau of Revenue, 74 N. M. 377, 304 P. 2d 141, 146.
Legislathre intent

The legislature in enacting the Emergency, School Tax Act intended to tax the
privilege of conducting businesses by miners, manufacturers, public utilities,
contractors, operators of amusement enterprises, operators of business services,
factors, brokers and agents and to exempt sales to United States, state agencies,
societies, hospitals and fraternal and religious organizations not for profit. Dike-
wood Corp. v. Bureau of Revenue, 74 N. M. 75, 390 P. 2d 661, C411.

Although the legislature changed "full sale price" to "Pull sale contract
amount" in subsetion F, It :id not intend to tax that which was not received or
never would be received as evidenced by the fact that the phrase "cash discount
allowed and taken" is excluded from the definition of "gross recelpts-." Davis v.
Commi.sdoner (of Revenue, 83 N. M. (App.) 152, 489 P. 2d 6410.
Nature of ta~r

Willie the Emnergency .hliool Tax Act may he call( a "sales tax." the legisla-
ture amid the Supreme Court have prolirly called it a "privilege tax." I)ikewood
Corp. v. Bureau of Revenue, 74 N. M. 75, 390 P. 2d 061, 664.

74-T12--76--pt. 2-26
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Sales at retail
The receipts of a corporation, which leased machinery to four New Mexico

users, were taxable as sales at retail within the meaning of subsection H of 72-
16-2 (since repealed). Besser Co. v. Bureau of Revenue, 74 N. M. 377, 394 P. 2d
141, 145.
Sales for consumption

The definition of "consumption" 'contained in subsection I of 72-16-2 (since
repealed) had no application where tax was imposed upon gross receipts from
leasing of machinery. Besser Co. v. Bureau of Revenue, 74 N. M. 377, 394 P. 2d
141, 145.
Tl'me-prioe differentiat

Where taxpayer made credit installment sales on contract, receiving a down
payment and selling the contract to finance company which furnished the con-
tract form and approved the credit of the purchasers before the contracts were
executed and paid the taxpayer the total cash sales price minus the amount lie
received as a down payment, and the taxpayer did not receive and never would
receive any time-price differential, such amount was not "gross receipts" to him.
Davis v. Commissioner of Revenue, 83 N. M. (App.) 152, 489 P. 2d 660.

72-16A-4. Imposition and rate of tax-Denonination as "gross receipts tax."-
A. Fo' the privilege of engaging in business, an excise tax equal to four per cent
[4%] of gross receipts is imposed on any person engaging in business in New
Mexico.

B. The tax imposed by this section shall be referred to as the "gross receipts
tax." (History: Laws 1966, ch. 47, § 4; 1969, ch. 144, § 2.)
Amendments

The 1969 amendment Increased the tax imposed by subsection A from three per
cent to four per cent of gross receipts.
Opinions of Attorney General

1967-68, Nos. 67-97, 67-135, 68-36.
Application

Where services performed for other banks' accounts were not reasonably neces-
sary or incidental to functions or business of national banking association, state
was not precluded from levying gross receipts tax on association's receipts col-
lected for such services by federal law since association could pass tax on to
banks for which it performed such services and therefore association was not
real taxpayer. First Nat. Bank of Sante Fe v. Commissioner of Revenue, 80 N. M.
(App.) 699, 460 P. 2d 64, cert. den. 80 N. M. 707, 460 P. 2d 72, appeal dismissed
397 U. S. 661, 25 L. Ed. 2d 643, 90 S. Ct. 1407.
Engaging in Business

Nonprofit corporate taxpayer which engaged in business for the benefit of
members, but not for the benefit of corporation itself, was not engaging in
business within the meaning of this statute. American Automobile Assn., Inc. v.
Bureau of Revenue, 87 N. M. 330, 533 P. 2d 103, reversing 86 N. M. (App.) 569,
525 P. 2d 929.

[Exhiblt C]

Nzw MExICO STATUTES ANNOTATED

REPLACEMENT VOLUME 10-PART 2

" 1975 Pocket Supplement

Published Under the Supervision of the New Mexico Compilation Commission

Amendments to Acts and New Laws Enacted by the Legislature Since Publica-
tion of Replacement Volume 10, Part 2, and Annotations Supplementing the
Replacement Volume, and The Standards of Title Examination of the State
Bar of New Mexico.

Edited by Larry E. Edmonson, A.B., J.D., and the Publishers' Editorial Staff,
the Allen Smith Co., Publisheds, Indianapolis, Ind.

72-16A-16. Credit-Compensating, tax.-A. If on property bought outside
this state, a gross receipts, sales, compensating or similar tax has been levied
by another state or political subdivision thereof on the transaction by which the
person using the property in New Mexico acquired the property and such tax
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has been paid, the amount of such tax paid may be credited against any com-
pensatlg tax due this state on the same property.

B. When the receipts from the sale of real property constructed by a person
in the ordinary course of his construction business are subject to the gross
receipts tax, the amount of compensating tax previously paid by the person
on materials which became an ingredient or component part of the construc-
tion project and on construction services performed upon the construction
project, maybe credited against the gross receipts tax due on the sale. (Hlistory:
I.aws 1966, ch. 7, 5 10; 1973, ch. 342, § 1.)
Title of act

An act relating to taxation; amending section 72-16A-16 NMSA 1953 (being
Laws 1066, chapter 47, section 16) to provide a credit against gross recepits
taxes on receipts from the sale of certain real property for compensating taxes
paid on certain construction materials and services furnished in connection with
a construction project.-Laws 1973, ch. 342.
Amendments

The 1973 amendment designated the former section as subsection A and added
subsection B.
Effect lte date

Section 2 of ch. 342, Laws 1073 read: "The effective date of the provisions of
this act is July 1, 1973."
Saving clause

Section 18 of ch. 47, Laws 196 read: "The Gross Receipts and Compensating
Tax Act does not apply to any taxable event that occurred prior to its effective
date. The payment, collection or enforcement of taxes, the liability for payment
of which was incurred by reason of events occurring prior to the effective date
of the Gross Receipts and Compensating Tax Act, is to be accomplished accord-
ing to the provisions of the applicable statutes previously inI force in every
manner as though the Gross Receipts and Compensating Tax Act had not been
enacted." Section 17 of ch. 47, Laws 1966 [72-1OA-17] was repealed by Laws
1975, ch. 116. § 6.

72-16A-16.1. Credit-Oross receipts tax,.-A. If on electricity generated out-
side this state and consumed In this state, an electrical energy tax or similar
tax on such generation has been levied by another state or political subdivisions
thereof, the amount of such tax paid may be credited against the gross receipts
tax due this state.

B. On electricity generated inside this state and consumed in this state
-which was subject to the electrical energy tax, the amount of such tax paid
may be credited Against The gross receipts tax due this state.

C. The credit under subsections A or B of this section shall be assigned to
the person selling the electricity for consumption in New Mexico on which New
Mexico gross receipts tax is due, and the assigned will reimburse the assignor
for the credit. (History: C, 153, 1 72-1OA-16.1 enacted by Laws 1975, ch. 263, 59.)
C(osevcrabllity clautsc

Section 10 of ch. 263, Laws 1975 provide: "Legislative Intent.-It is the intent
of the legislature that this entire 1975 act [72-34-1 to 72-34-6] be considered
not severable, and should any part hereof be declared unconstitutional, the
entire act should be declared void."
Effective date

Section 11 of ch. 263, Laws 1975 read: "The effective date of the provisions
of this act is July 1, 1975."

72-16A-17. Repealed.-Section 72-16A-17 (Laws 1960, ch. 47, 1 17), making it
unlawful to advertise that tax was not a part of price of property or service
sold, was repealed by Laws 1975, ch. 116, 5 6.

72-16A-18. Vross refercnccs.-Any section of the New Mexico Statutes An-
notated. 1953 Compilation, that refers to the emergency school tax, the Emer-
gemcy School Tax Act, the compensating tax or the Compensating Tax Act of
1939 shall lie construed to refer to the Gross Receipts and Compensating Tax
Act (72--16A-1 to 72-16A-10], the Resources Excise Tax Act [72-16A-20 to
',2-1OA-291 or the Liquor Excise Tax Act [46-7-15 to 46-7-22], whichever is
appropriate. (History: Laws 1960, ch. 47, 1 19.)
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72-16A-19. Compiling instructions.-The Gross Receipts and Compensating
Tax Act [72-16A-1 to 72-16A-19] shall be compiled as Article 16(A) of Chapter
72 of the New Mexico Statutes Annotated. The Resources Excise Tax Act [72-
16A-20 to 72-16A-29] shall be compiled in Article 16(A) of Chapter 72 of the
New Mexico Statutes Annotated following the Gross Receipts and Compensating
Tax Act. (History: Laws 1966, ch. 47, 120.)

8 eparability clause
Section 21 of ch. 47, Laws 1966 read: "To insure orderly and efficient col-

lection of the public revenue, if any part or application of the Gross Receipts
and Compensating Tax Act is held invalid, the remainder of the Gross Receipts
aud Compensating Tax Act or its application to other situations or persons shall
not be affected."
Repeating clause

Section 22 of ch. 47, Laws 166 repealed 72-16-2 through 72-16-19 and 72-17-1
through 72-17-7.1.
Effective date

Section 23 of ch. 47, Laws 1966 read: "The effective date of the Gross Re-
ceipts and Compensating-Tax Act shall be July 1, 1967."

[Exhibit D]

STATE OF NEW MEXICO, COUNTY OF SANTA FE, IN THE DISTRICT COURT

ARIZONA PUBLIC SERVICE Co., EL PASO ELECTRIC CO., SALT RIVER POJECT AGRI-
CULTURAL IMPROVEMENT AND POWER DISTRICT, SOUTHERN CALIFORNIA EDISON
Co., TUCSON GAS & ELECTRIC Co.,

PLAINTIFFS,
IV.

FRED O'CHESKEY, COMMISSIONER OF REVENUE, BUREAU OF REVENUE, STATE OF
NEW MEXICO,
DEFENDANTS

COMPLAINT

Plaintiffs bring this action for declaratory judgment pursuant to the-New
Mexico Declaratory Judgment Act, Chapter 340, Laws 1975, with respect to the
constitutionality and validity of the Electrical Energy Tax Act, Chapter 268,
Laws 1975, and for their complaint herein, state:

1. Arizona Public Service Company, an Arizona corporation, generates, trans-
mits, distributes and sells electrical energy within the State of Arizona, and
Is regulated as a public service corporation by the Arizona Corporation Com-
mission.

2. El Paso Electric Company, a Texas corporation, generates, transmits, dis-
tributes and sells electrical energy within the States of New Mexico and Texas,
and is regulated as a public utility in New Mexico by the New Mexico Public
Service Commision and in Texas by the cities of El Paso, Van Horn, Anthony
and Clint.

3. Salt River Project Agricultural Improvement and Power District (herein-
after "Salt River Project"), a political subdivision of the State-of Arizona,
operating a federal reclamation project pursuant to contracts with the Secre-
tary of the Interior, generates, transmits, distributes and sells electrical energy
within the State of Arizona.

4. Southern California Edison Company, a California corporation, generates,
transmits, distributes and sells electrical energy within the State of California,
and its regulated as a public utility by the California Public Utilities Commis-
sion.

.5. Tucson Gas & Electric Company, an Arizona corportatlon, generates, trans-
mits, distributes and sells electrical energy within the State of Arizona. and is
regulated as a public service corporation by the Arizona Corporation Commis-

sion.
6. Fred O'Cheskey is Commissioner of the Bureat of Revenue of the State

of New Mexico. The Bureau of Revenue Is the agency of state government charged
with the administration and enforcement of the Electrical Energy Tax Act.

7. The Four Corners Power Plant Is an electrical generating station composed
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of five generating units and related facilities located on Indian lands leased
from the Navajo Nation under Leases dated December 1, 1960 and July 1, 1960,
duly approved by the Nayajo Tribal Council and the Acting Secretary of the
Interior.

8. Arizona Public Service Company owns and operates generating units Nos. 1,
2 and 3 at the Four Corners Power Plant. Arizona Public Service Company,
El Paso Electric Company, Public Service Company of New Mexico, Southern
California Edison Company and Tucson Gas & Electric Company each owns an
undivided interest in generating units Nos. 4 and 5 at the Four Corners Power
Plant.

9. The San Juan Generating Station is an electrical generating station composed
of two generating units (one operational and one under construction) and related
facilities located in San Juan County, near Waterflow, New Mexico.

10. Public Service Company of New Mexico and Tucson Gas & Electric Com-
pany each owns an undivided one-half ( 1/2) interest in the San Juan Generating
Station.

11. Certain of the plaintiffs (Arizona Public Service Company and El PasoElectric Company) sell electrical energy generated from the Four Corners
Power Plant to a foreign country, Mexico.

12. As shown on the Map of Principal Transmission Lines annexed hereto as
Exhibit "A", the electrical system of each plaintiff is directly interconnected
with the system of each other plaintiff and with the electrical systems of Public
Service Company of New Mexico, the U.S. Bureau of Reclamation, and Utah
Power and Light Company. Southern California Edison Company's system is
also directly connected with San Diego Gas & Electric Company, the Department
of Water and Power, City of Los Angeles, the Pasadena Department of Water
and Power, and Pacific Gas & Electric Company; its system is indirectly but
substantially interconnected with the several Pacific Northwest systems and
through them to other utility systems in the western United States. The inter-
connected transmission lines thus constitute an interstate grid encompassing
the West.

13. As a consequence of the system interconnections described in the preceding
paragraph, the demand for electricity in the major urban centers served by theplaintiffs in Arizona, southern California, and the El Paso grea of West Texas
determines in substantial degree the amount of electrical energy generated at
generating stations located in New Mexico (as well as those in other states). The
electrical energy generated in New Mexico in response to such demand to which
each plaintiff is entitled from its generation facilities is instantaneously trans-
mitted over existing transmission lines to that plaintiffs' service area.

14. All of the plaintiffs' above-described transactions in the generation and
transmission of electrical energy at the Four Corners Power Plant and the San
Juan Generating Station, and the distribution and sales of such electrical energy,
are in the course of commerce among the States and the Navajo-Tribe of Indians,
except for the aforesaid sales of electrical energy to Mexico, certain relatively
insignificant sales made by Arizona Public Service Company within New Mexico
to Utah International Inc.. for operation of the Navajo Mine which provides the
fuel for the Four Corners Power Plant, and for certain sales by El Paso Electric
Company within its service area in the State of New Mexico. All other sales orexchanges of electrical energy in New Mexico by any plaintiff are wholesale sales
to other electric' utility companies on the interconnected systems in Interstate
commerce under the exclusive jurisdiction of the Federal Power Commission. Such
interstate sales give rise to no New Mexico gross receipts tax liability under the
New Mexico Gross Receipts and Compensating Tax Act.

15. Each plaintiff pays income, ad valorem, franchise and other taxes im-
posed by the State of New Mexico or its political subdivisions on it and other
taxpayers similarly situated, and income, ad valorem, sales and use (or their
equivalent), franchise, excise and other taxes Imposed by the state of its in-
corporation on it and other taxpayers similarly situated.

16. Section 3 of the Electrical Energy Tax Act, Chapter 263, Laws 1975 (here-
inafter the "Act"), purports to impose on persons generating electricity a privi-
lege tax of four-tenths of one mill "on each net kilowatt hour of electricity gen-
erated in New Mexico" for the purpose of sale.

17. Subsection OB of the Act provides that the electrical energy tax paid on
electricity generated and consumed in New Mexico may be credited against the
gross receipts tax due New Mexico. No credits of any type are provided with
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respect to tile electrical energy tax Imposed upon electricity generated iII Now
11exico but transmitted and consumed outside New Mexico.

18. Subsection 9C of the Act directs that the credit for electrical eaiergy tax
paid on electricity generated and consumed in New Mexico shall be assigned to
the person sellitig the electricity for consumption in New Mexico on which New
Mexico gross receipts tax is due, and further requires tile assignee of such
credit to reimburse the assignor for the amount of the credit s6 assigned.

19. The practical operation and effect of Sections 3 and 9 of the Act is to tax
the generation of electricity in New Mexico but shift the incidence of such tax
to those who sell or consume that electricity-outside New Mexico since the per-
son generating and selling electricity for consumption in New Mexico receives
either a credit (under Subsection 911) against his gross receipts tax due New
Mexico or a reimbursement (under Subsection 9C) in an amount equal to the
electrical energy tax payable on such electricity.

20. Plaintiffs' retail sales of electrical energy transmitted from generating
facilities in New Mexico to plaintiffs' respective services areas in Texas, Arizona
and California are subject to certain taxes imposed by those states, or the poll-
tical subdivisions thereof, or both. Such taxes are variously denominated as
sales or other types of excise taxes, but are uniformly imposed upon, or passed
on to consumers of electricity in those states.

21. There is no provision of law in Texas, Arizona or California whereby any
of the plaintiffs are entitled to any credit, offset or rebate for the electrical en-
ergy tax imposed on them by New Mexico.

22. Public Service Company of New Mexico. an electric public utility regu-
lated by the New Mexico Public Service Commission, with respect to its share
of electrical energy generated at the Four Corners Power Plant and the San
Juan Generating Station, will In practical effect sustali no additional tax bur-
den under thi. Electrical Energy Tax Act due to the provisions of Subsections
9B and 9C of the Act permitting the amount of electrical energy tax paid to be
assigned or credited against its gross receipts tax liability due the State of New
Mexico.

23. El Paso Electric Company will in practical effect, sustain no additional
tax burden under the Electrical Energy Tax Act with respect to the electrical
energy generated in New ,Mexieo and sold by it to consumers in New Mexico due
to the provisions_ of Subsections 9B and 9C of the Act allowing the electrical en-
ergy tax to be credited against its New Mexico gross receipts tax liability.

24. Plains Electric Generation and Transmission Cooperative, a New Mexico
corporation, generates electrical energy at Its generating plant near Algodii,s,
New Mexico, and transmits -.nd sells electrical energy solely to New Mexico
electric utilities which are its members; however, by reason of Subsectlons 9B
and PC of the Act, it will incur no additional tax burden due to the Electrical
Energy Tax Act.

25. Plaintiffs are Informed and believe, and therefore allege, that no addi-
tional tax liability under the electrical Energy Tax Act is incurred by any
other person (as defined in the Electrical Energy Tax Act) engaged in th

name business as plaintiffs upon electrical energy generated and consumed iII
New Mexico, due to the availability of the crediting provisions provided for
under Subsections 9B and 9C of the Act.

26. Plaintiffs are informed and believe, and therefore allege, that all, or vir-
tually all, of the additional taxes claimed to le due under the Electrical Energ.
Tax Act, after application of Subsections 9B and OC of the Act, will be borne
by those persons, including plaintiffs, engaged in the generation of electricity
in New Mexico which is transmitted across and consumed outside the boun-
darles of the State of New Mexico.

27. Plaintiffs are informed and believe, and therefore allege, that the Act was
enacted for tihe purpose of and the view to placing the exclusive burden of
paying additional tax revenues to the State of New Mexico upon transactions in
commerce among the several states and with the Indian Tribes.

28. The language of the Act, coupled with the practical application of the tax.
constitutes a tax on the privilege of engaging in commerce among the several
states.

29. Plaintiffs contend that the Act is unconstitutional and void for each and
every one of the following reasons:

A. The Electrical Energy Tax Act violates the Commerce Clause of Article
1, Section 8 of the United States Constitution by deliberately and invidl,
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ously discriminating against and imposing direct and multiple burdens
upon each plaintiff's interstate commerce inI the transmission and sale of
electricity.

B. Application of the Electrical Energy Tax to these plaintiffs, measured
by electricity generated in New Mexico for transmission and sale in inter-
state commerce, is arbitrary, capricious and unreasonable and denies to
each plaintiff the equal protection of the law, aTil the rights, privileges and
immunities enjoyed by other members of the class defined as persons gen-
erating electrical energy in New Mexico, in violation of Section 1 of the
Fourteenth Amendment to the United States Constitution. and of Artiele 1I,
Setion 18, and Article IV, Section 26 of the New Mexico Constitution.

C. The Act deprives plaintiffs of property without due process of law in
violation of Section 1 of the Fourteenth Amendment to the United States
Constitution and Article II, Section 18 of the New Mexico Constitution.

I). The Act violates Article I, Section 8, Clause 3, and Article I, Section
10, Clause 2 of the United States Constitution.

30. Plaintiffs are informed and believe, and therefore allege, that defendants
contend the Act is constitutional with respect to the matters set forth in para-
graph No. 29 of this Complaint.

31. The plaintiffs, being persons whose rights, status or other legal relations
are affected by the Act, request that the Court determine the questions of validity
arising under the Act.

32. A genuine controversy exists between the plaintiffs and defendants with
respect to the matters hereinbefore alleged; however, there is no controversy
respecting the amount of the tax which would be payable by any plaintiff, if
the Act is valid, nor with respect to the form or accuracy of any assessment of
tax thereunder.

'13. Due to the necessity to construe and apply provisions of the United States
Constitution and the New Mexico Constitution in order to resolve the contro-
versy between plaintiffs and defendants, plaintiffs have no other plain, speedy
and adequate remedy.

34. All conditions precedent to the comnnecement and maintenance of this
action have occurred or been met.

Wherefore, plaintiffs pray:
A. That this Court adjudge and declare the Electrical Energy Tax Act, Chapter

263, Laws 1975, to be unconstitutional and void.
B. That upon final hearing and determination the defendants be enjoined from

enforcing the Electrical Energy Tax Act and plaintiffs have such other and
further relief as may be proper in the premises.

CONOILESS OF TIE UNITED STATES,
HOUSE OF REPRESENTATIVES.

W1asliington, D.C., January 29, 1975.
Mr. SiELDoN R. WAXMAN,
Feiwcll, flalpcrcf La8ky, Attorncys at Law,
Chicago, Ill.

DEAR MR. VAXIMAN: Thank you very much for your kind letter and the enclosed
copy of your letter to Congressina i Ullman.

I could not agree more that the Internal Revenue Code should he totally
reviewed and hopefully in the near future, re-written in such fashion as to
serve as a revenue code, not a collection of policy and subsidy provisions. The
stimulation of certain segments of the populace or of business, under the guise of
the revenue law, results in policy distortions and large revenue losses to the
Treasury.

Thank you for sharing your views.
Sincerely,

ABNEmR J. MIKYA,
U.S. Con.qrcsmnan,
10th District, Illinois.
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CONGRESS OF THE UNITED STATES,
HOUSE OF REPRESENTATIVES,

Waehington D.C., January 8, 1974.Mr. SHELDON R. WAXMAN,

Fciwell, Galpher d Lasky,
Chicago, Ill.

DEAR MR. WAXMAN: Thank you for your recent and very thoughtful letter
regarding problems in the tax code.

In my judgment, it is not possible to separate taxing from tax policy. However,
I believe that it is possible to have a simpler and less complex tax code, and that
will be one of the goals of Ways and Means action in the upcoming Congress.
Your analysis will be helpful in this effort, and I appreciate your taking the time
to write.

With every good wish,
Sincerely,

AL ULLMAN,
Member of Congrcss.

IF I WERE THE TAX COLLECTOR . . .

(By Robert J. Dulsky)

When I suffer delusions of grandeur, they center sometimes on my occupying
exactly the opposite side of the desk to the one where I now spend my working
hours. That is, being the U.S. commissioner of the Internal Revenue Service
instead of beading a tax preparation company. I find myself speculating: If I
were the IRS commissioner, what might I do that they haven't been doing?

And the answer is-I would, at least, try quite a lot.
For the commissioner has the power not only to enforce tax laws but to influ-

ence them. He is viewed by Congress as the expert. He could therefore do his
country an enormous amount of good by starting to lobby for some changes. Yet
few if any of the recent commissioners have done so.

What's wrong with our present tax laws is that we have created a monster.
It happens so frequently in government: over the years, to correct inequities and
to meet social aims and to block loopholes and to solve problems, we have added
endlessly until today the IRS requires thousands of enforcers and more thousands
of Interpreters. And individuals and businesses require millions of manhours sat-
isfying the tax laws or the audits and disputes which result from them.

Who says it's wrong? I do; you probably do; and Treasury Secretary William
Simon summed it up when he commented in a recent speech that the complexity
of the present tax structure is "threatening to erode the basic faith in the fair-
ness of the system. Many people believe taxes are being imposed upon them with-
out their consent, that too many of their fellow taxpayers are escaping their
responsibilities through dozens of loopholes, and the code itself has become a
labyrinth of legal doubletalk."

For a solution, if I were commissioner of Internal Revenue, I would try posing
a series of questions on the premise that you solve problems by first asking the
right questions. And here is the main one:

Wouldn't an utterly simple fiat tax, with no deductions, solve a lot of problems?
If you collected 12 per cent of Americans' incomes today-not allowing any ex-
emptions or deductions or other adjustments-you would collect about the same
as the existing tax system does.

[This assumes leaving corporate taxes where they are and similarly not
changing other taxes. If you adjusted these systems as well, then the 12 per cent
figure could become some other percentage. It is also possible, of course, to grad-
uate the 12 per cent to, say, a zero to 20 per cent system if you want to continue
the present idea of lesser taxes for the poor and greater for the well-off.]

The flat tax system offers one immensely bright benefit: a much smaller IRS
audit and legal arm. More than 80 per cent of all personal incomes are already
reported to the government via W-2 and 1099 forms. Computers could rapidly
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check for tax payments and mathematics for accuracy, and no auditors and en-
forcers would be needed except for the remaining 20 per cent or fewer taxpayers.
Or you could turn the system around and let the government computer simply
send the taxpayer a bill-along with, of course, a form for the taxpayer to register
corrections where required.

Other questions are worth study. Might we eliminate the civil service mantle
from more levels oftiRS,so we might reward and encourage the courtesy-minded
and service-minded personnel, an$tpena!ze -and- educe the number of those who
are antagonistic to the taxpayer? There are too many of the latter.

What about offering arbitration instead of the courts at the taxpayer's option
in case of dispute; arbitration in which both sides agree in advance to be bound
by the arbitrator's decisions, with no appeal possible?

Asking questions, of course, is easy, solutions are much more difficult and, in
the ease of the tax laws, also are confused by social issues because some of our
tax law is designed to force what is considered to be desirable social change or
pressure.

Yet the paradox of our system is that virtually all Americans are obeying a
body of law which they no longer trust. The question is how long they will do so.
and in that question lies a real threat to the system as it exists now.

I'N THE UNITED STATES COURr or APPEALS FOR THE SEVENTH CIRCUIT

(No. 75-1894)
UNITED STATES OF AMERICA AND DAVID T. FEDDOR, REVENUE AGENT, INTERNAL

REVENUE SERVICE,

APPELLANTS,

J. RICHARD DEMA,

APPELLEE

ON APPEAL FROM THE ORDER OF THE UNITED STATES DISTRICT COURT FOR TIlE
NORTHERN DISTRICT OF ILLNOIS

BRIEF FOR THE APPELLEES-ISSUES

(1) Whether, under the facts of this case, the trial court had equitable juris-
diction in a proceeding brought by the Government seeking equitable enforcement
of an IRS summons, to deny ihe IRS further access to those records.

(2) Whether, if this Court holds the "A rti-Injunction Act" applicable to the
order of June 20, 1975, the taxpayer met the appropriate standards to obtain
equitable relief.

(3) Whether the trial court had jurisdiction to reopen the case after it had been
dismissed without prejudice.

(4) Whether the order entered by the lower Court was substantiated by the
evidence and was sufficiently specific to proscribe future conduct.

STATEMENT OF THE CASE

The Appellee generally agrees with the "Statement of the Case" presented
by the government with the following exceptions:

1. The government's Petition to Enforce IRS Summons was filed on May 10,
1974 and not June 6, 1974 as stated. (R.1). Government's Brief at page 2.1

2. On February 7, 1975, the trial Court quashed the Summons concerning the
tax liability of J. Richard and Sally A. Dema for the years 1971 and 1972 which
requested corporate records of the Subchapter S corporation, relating to its
1971 fiscal year, ending January 81, 1971, and did not quash a summons "for
taxpayer's personal records", as stated. (R. 36). Government's Brief at page 3.

I It should be noted that the Summons relating to the tax liability of Tabcor. Inc.
was admittedly a reinspection. See Exhibit D attached to the Petition (R. 1). However.
the District Director's reinspection only was authorized for the first 3 quarters of 1970
and the first and fourth atarters of 1901. And. yet. the Summons (Exhibit A) requested
all 4 quarters of 1971 and the Summons on the Dema's (Exhibit B) required Tabcor's
documents for all 4 quarters of 1970.
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3. The records requested by the IRS in order to resolve a clearly unTounded tax
deficiency made In April, 1975 against the Demas required the production of
records relating to Tabeor's 1971 fiscal year, ending January 3i, 1971 on which'
the statute of limitations had expired on April 15, 1974. (R.40 and 43 at p. 4).

Although the.government has studiously refrained from any reference to the
testimony in this case, it is important for this Court to be familiar with that
testimony.

J. RICHARD DEMA, FEBRUARY 7, 175 (R.30)

In 1970 and 1971, IRS agents looked through Tabcor's books and records In
connection with an audit of 1971 employment returns (941's). Tr. at 5. Talcor's
liability for those years were paid and those years were closed out in February
and approximately June of 1973. Tr. at 5 and 8.

The IRS was only concerned with 941's and 11 quarters In total were involved-
a couple In 1969, all of 1970 and 1971. Tr. at 9. The IRS did not challenge his
practice with respect to independent contractors at that time. Tr. at 10.

IRS agent David Feddor, appellant herein, first contacted J. Richard I)ema in
February of 1973. Feddor wanted to examine the same hooks and records that
the other IRS agents had seen and Feddor was told that there shouldn't be any
need to review the same records. Tr. at 11.

Feddor stated that le was interested in confirming figures on the 1120-S re-
turn and that he wasn't, apparently, interested in reviewing the 941's. Tr. at
12-13.

Feddor came out to Tabcor at the end of March, 1973 and was given desk space
and everything that he requested. He asked for Talxor's cash receipts and dis-
burseients journal, 1099's and 941's for fiscal 1971, which was the year for which
Tabcor's liability had been paid. Tr. 14.

The next thing that happened was that people who had worked for Tabcor
told I)ezna that Feddor had come to their homes to advise them that Tabcor was
being investigated by the IRS. Tr. at 17.

In June, 1973, Tabcor's accountant had finished with Feddor and in August,
1973, Feddor returned to Tabcor and stated he wanted to "look at the same
books" and records lie had previously seen. Feddor had said that the figures on the
1120-8 return were still irreconcilable and Feddor was allowed to again review
the same books and records. Tr. at 19-20.

At a meeting, Feddor stated that he was pursuing Tabcor's liability for with-
holding taxes, but he asked for an extension on I)emu's personal taxes. When
the extension was not forthcoming, Feddor hit the I)ema's with a $100.00 personal
income tax deficiency for 1970. a foundationless tax determination. Tr. at 33.

Feddor was never refused anything but was told that I)ema had supplied 941's
for 1972 and 1973 to two other agents, since his last visit. Tr. at 35. "At no time
did Mr. Feddor ask for anything to do with 1972 and 1973. books. records or any-
thing. nor did I show him anything because he never asked until that subpoena
(summons) ." Tr. at 36.

"... there is not one single quarter of 1972 or 1973 that I have not supplied
at least three separate copies of to three separate agents in every quarter and
I was asked on everyone of them." Tr. at 37.

For 1971, the IRS assessed Tabcor for withholding an amount equal to the total
dollar volume of Tabcor for that year. Tr. at 55.

DAVID FEDDOR, FEBRUARY 7, 1975

Denies that previous agents looked at records for 1172 and 1973. Tr. at 39.
Ile was an employment tax specialist. Tr. at 42. Appears to admit that lie used
the 1120-s question as a guise to get at Tabcor's records. Tr. at 43. Ile states
he wasn't gathering Information for any other agent of government, although he
admitted other agent's do this. Tr. at 44. lie caused an assessment to ie made
for 1970. Ile caused an assessment on Talwor for 1970 941's, although they had
been previously paid and he had examined all of Tabcor's records for 1971, which
was over 125% of Tabcor's total gross revenue for that year. Tr. at 50 and 52.

TRIAL COURT, FEBRUARY 7, 1075

After the foregoing testimony In an attempt to reconcile the conflict, the
trial court directed Deain to again provide certain records to Feddor and the
summons directed personally to the l)ema's was quashed. Tr. 53-64.

The records requested were turned over and the case dismised without
prejudice by agreement. (R. 38).
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JUNE 20, 1975

After dismissal of the case, Feddor issued a personal deficiency against the
Demas for 1971. This was not contested by the government in argument before
the Court. This deficiency was in addition to the unfounded deficiency of $100.00
previously issued against the Dema's for 1970 and Feddor refused to have tlis
deficiency withdrawn without being given access to Tabcor's books and records
going back to 1907 and records relating to Tabcor's fiscal year ending January 31,
1971, which was barred by the statute of limitations. (. 40).

In response to the actions of the IRS subsequent to the dismissal on April 8,
1975, the trial court entered its order of June 20, 1975 (R. 42 and 43). The basis
of that order is reflected by the following comment of the trial court: "I think
there is a limitation, an absorption point, a saturation point in some of these
things. They are just going far out of their way in this case." R. 43-Tr. at 7.

It is from the order of June 20, 1975 that the government has appealed.

ARGUMENT

1.

In an IRS summons enforcement proceedings brought by the Government
where the trial court has determined there has been harassment, title 26 United
States Code, Sec. 7421(a) is not applicable to the entry of an order prohibiting
the IRS from requesting records it has already seen.

The single significant distinguishing fact between this case and those cases
cited by the government is that the government initiated these proceedings, not
the taxpayer. Once having invoked the equitable Jurisdiction of the trial court,
the government cannot complain when that court exercises its equitable Juris-
diction against the IRS and in aid of the prevention of further future harass-
ment of the taxpayer. This is not a suit for the purpose of restraining a tax and
no restraint on the assessment or collection of a tax has been made.

In its brief, the government would have this Court believe that decisions sup-
port its view that the IRS can subject itself to the jurisdiction of the court by
filing suit to enforce its summons, and, yet, not be bound by an adverse Judg-
ment or an order In aid of an adverse judgment. (See, cases cited at p. 10 of the
government's brief with respect to IRS summonses).

Both Anderson v. Internal Revenue Service, 371 F. Supp. 1278 (U.S.D.C. D.
Wyo. 1974) and The Black Panther Party v. Alexander, - F. Supp. -, 75-1
U.S.T.C. Par. 9376 (U.S.D.C. N.D. Calif. 1975) were suits initiated by the tax-
payer to enjoin the enforcement of an IRS summons and were suits to stop the
IRS from looking at records for the first time.

Moreover, in Black Panther Party the Court allowed the Plaintiff to proceed
on a theory that agents of the IRS in issuing the summons had violated the
taxpayer's civil rights, stating as follows:

The court is not persuaded, however, that this prohibition divests it of
Jurisdiction to enjoin an alleged violation of Plaintiff's constitutional rights
or deprive them of any right to seek damages for the precelved (sic)
infringement of their rights. Id. - F.Supp. - , 75-1 U.S.T.C., Par. 9376
at 86, 916.

It would be bad precedent to allow the IRS to file suit to enforce an IRS
Summons and then leave the trial court powerless to prevent the continuation
of the harassment and improper purpose for the issuance of the summons which,
as is the instant case, the court found. The IRS is not that different from any
other litigant in the courts of the United States.

Here the taxpayer alleged harassment and improper duplication of record
inspections; proved it to the trial court's satisfaction; had one summons quashed;
provided additional records and then found themselves in the same situation
with the IRS again demanding additional records by using the ruse of a phony
deficiency to require the taxpayer to again bring in the same records which
the IRS had seen before.

We submit that the trial court's order was not in violation of the "Anti.
Injunction Act" because the appealed order resulted from the IRS' own actions
and not from any suit brought by the taxl~ayer to enjoin those actions. The
court acted well within the equity powers Inherent in the United States District
Court. The government can point to no case Involving proceedings brought by
the IRS to enforce its summons where, upon request by a taxpayer for relief
after proof of multiple record Inspections, the Court has denied relief. The
cases cited by the government are all Inapposite on this point.
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If the court determines that the "Asuti-Injunction Act" applies to this case
the requirements for injunctive relief have been met by appellee.

The recognition that the IRS will no longer be allowed to ride rough-shod on
the rights of taxpayers has evidenced itself in recent Supreme Court decisions.

In Lafng v. U.S. and U.,'. v. Hail, - U.S. -, 44 U.S.L.W. 4035, (1-13-70) and
Commissioner of Internal Revenue v. Shapiro, - U.S -, 44 US.L.W. 4313 (3-8-
76), the Supreme Court has declared that the "Anti-Injunction Act" (Title 26
U.S.C. Sec. 7421) is not inviolate.

As stated in Mr. Justice Blackmun's dissent in Alexandcr v. "Amerlcans
Utfed" Inc., 416 U.S. 752 (1974), the crack in that Act has appeared because
he is:

* * * disturbingly aware of the overwhelming power of the Internal Reve-
nue Service . . . I write primarily, therefore, to express what I feel is a
needed word of caution about governmental power where the means to
challenge that power are unfavorable, and unsatisfactory at best. Id. 410
U.S. 752 at 763.

Justice Blackmun's "word of caution" was adopted by the majority in the
Laing, Hall and Shapiro cases. As 31r. Justice Brennan stated in his concurrIng
opinion in Laing & Hull :

But it cannot be gainsaid that the risk of erroneous determinations by
the Commissioner with consequent possibility of Irreparable Injury to a
taxpayer is very real. This suffices to bring due process requirements into
play. Id. - U.S. -, 44 U.S.L.W. at 4043.

And as Mr. Justice White stated for the majority in Shapiro:
The taxpayer can never know, unless the Government tells him, what

the basis for the assessment Is and thus, that the (Government will cer--
tainly be unable to prevail. Id. - U.S. - , 44 U.S.L.W. at 4317.

Inochs v. Williatme- Packing Co., 370 U.S. 1 1962 requires that the taxlyer
can obtain injunctive relief if it can prove to the trial court's satisfaction the
following: (1) that the government could not ultimately prevail and (2) that
the taxpayer would suffer irreparable harm unless he receives equitable relief.

Recognizing the unusual nature of this ease, the government has apparently
conceded that another standard may be applicable as to the first requirement
of Enoche--namely. that theree are no facts upon which the Government could
successfully demand the right to inspect books and records as to the specified
years, . . ." Government's Brief at 12, fit. 6.

Keeping in mind thmt testimony was received in this ease and the credibility
of the witnesses weighed by ,the trial court, we must look for guidance to Judge
Marovitz's remarks in order to determine whether these standards have been
met. The following are excerpts from the hearing on July 20, 1075. (R. 43).

So that there is no misunderstanding about tile Court's attitudk- In hIL'
cose, I think the government is entitled to pursue ill the remedles they
have against taxpayers. But I have had this witness (Feddor) on tile stand.
I have had this case ill) at least ten times. The records lmve been made
available to not only Mr. Feddor but his associates. They had ample time
to go back to 1970 records long before now. Tr. at 3.

* * * * * * *

I don't like to say this and I have n sign up here, "D don't make any
gratuitous statements or unnecessary remarks." but I just think it has
become a fettish with the agency in this particular case and I think it may
|he a personal vendetta as far as the agent is concerned.

I think I have had these people li Court several times. With all the
information they have had, and they have been in that place, they visited,

- there was a question about how much time they slent there. There is
ibsolittely no reason for any further harassment of these lpeople. So illy
anttlinde is clear, and I will hold somebody it contempt of Court if they
violate I his order. Tr. at 5.

I don't know anything ahout this minn (Feddor) but I have heard him
testify and I have watched what the operation is. I think It has become
a personal vendetta for anybody to nmak, the kind of evaluating that he did
out of the clear blue sk. and put the burden on the taxpayer to come in amul

S.61, p also Ramho v. I'.A.. 492 F. 2d 1000, 1004 (0th Cir.. 1974) and Clark v. CTampbell,
501 F. 2d 104 (5th Cir. 19741.
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try to offset It; in my Judgment it Is harassment. If he does that, I know
what I would do if I were representing a client, I would sue him persopally.
Tr. at 6.

I think there is a limitatlon,. an absorption point, a saturation point In
some of these things. they are Just going fsr out of thir way in this case.
I don't know what It is; I think thtse Wpeipe mgybe in the first ipstpnce
may have been unWoperatIve. Since they have been In this Cgurt and you
have been here many times, Mike, In this case, everything I have directed
them to do, they have done.

Here Is a lawyer, I don't know what his fees are' but he has been here at
least ten times to my knowledge and the expenses involved, and these
people have a small business-I think it merits what I have done in tlis
case. Tr. at 7.

I have a simple cliche that has kept me out of trouble all of my life.
Wherever I go I walk In with my self respect and I leave with it. If this
young man (Feddor) Is being told to do what he is doing he has to stand
up and say, "Well, you go and do It yourself. You go and tell J110ge Marovitz
you want to do it."

So I would just take him (Feddor) off the spot. I want it understood what
this order Is and If there is a violation I will do something about it. Tr. at 8.

Clearly, the trial court was of the opinion that the relief metthe appropriate
standards, as the issue was raised by the government; therefore. we submit if
this Court reverses the trial court on the issue of whether appropriate stpdards
have been met, It can only do so on the basis that the order Is contrary to the
manifest weight of the evidence.

The governmentss argumfent that the order amounts to a 4eclaration of the
IRS'right to tax liabilities and is. therefore, precluded of Title 28 U.S.C., Sec-
tion 2201 is ppeclous. The order was entered only to preclqde yet another
Inspection of the same records the Court concluded had been previously in-
spected by the IRS-no more rud no less. There Is nothing In the order about a
declaration of rights.

The goyerwuent's argument that since it may not need the records to O".sa
liability that doesn't mean the IRS doesn't .plW4 them to colt4t the tax Is like-
wise besides: the point. Government's Brief at 19. The order was entered because
the IRS has seen the records.on a number of occasions; because the repeated re-
quetswere made to harass; and because there was a great likelihood that the
IRS would continue the harassment, unless restrained.

'The taxpayer has a right to have a deficiency withdrawn, If It was admittedly
erroneous as here, and was made solely to obviate the court's finding of multiple
Inspections, and as another act of harassment. The taxpayer need not be forced

to pay the deficiency and contest It In a refund suit and there obtain injunctive
relief against harassment. See, Bob Jones University v. Simon, 416 U.S. 725, 748
tn. 22. The j8 must act rtsohbly, if oaly to deter a massive tax rebellion by
the citisen4 of this country, who are tired of being pushed around. See, Jim David-
son, liredof- eing Pushed Around Every April 157", VoL 23, No. 4-April, 1970,
"Playboy. Maga4ue" at p. 82.

Even te,,gadJury dQes not have the right to rainapect and reinspect the
same records., We submit that a motion to quash would be sustained if a grand
Jury sePt out multiple , ubpoena's duces tecgm for the same records. Rule 17(c)
of Pederal Rules of Criminal Procedtre.

The government states that there is an adequate remedy at law because the
taxpayer can again contest further summons enforcement proceedings. Govern-
ment's Brief at 15. This Is an arrogant argument in view of the trial court's
determination that the records sought have already been Inspected many times.

The government admits that the trial court In a summons enforcement pro-
, ceding has a duty to make a "determination of all his (taxpayer's) defenses to

Inspection of his books and records." Government's Brief at 17. That Is what the
trial court did here. It found that the taxpayer had proper defenses. Summons
enforcement procedure Is an adequate remedy only if the trial court has the
power to make the IJS desist.

U'.

The -Trial Court hd, the au.thqrity to re-open the case since It bad previously
been dismissed without prejudice and reinstatement had, In efect, been requested
by appellee's contempt, motion.

74-712-76---pt. 2----27
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Although the trial court had been requested to make a contempt finding by the
taxpayer, on June 20, 1975, it chose, instead, to bar the IRS obtaining further
reinspections of the taxpayer's records. This was a moderate approach by the
Court. We do not argue that the trial Court's prior order was an injunction on the
IRS, as suggested by the Government. Government's Brief at 13, fn. 18. The fact
that there was no formal prior restraint on the government is the reason why no
contempt finding was made by the Court.

It is only a matter of common sense that the taxpayer's motion for issuance
of an order to show cause and for a contempt finding was a de facto request for
reinstatement of the case. although inartfully drawn. Obviously, the Court treated
it as such. Moreover, the government did not object to the reinstatement on
grounds of the previous dismissal on April, 1975. This should constitute a waiver.
U.S. v. Gajewski, 419 F.2d 1088 (8th Cir. 1969), cert denied, 397 U.S. 1040. A case
that has been dismissed without prejudice can be reinstated, as long as the stat-
ute of limitations has not expired by the lapse of time. Do Long's Inc. v. Stupp
Bros. Bridge A Iron Co., 40 F.R.D. 127 (D.C., Mo. 1965). No statute of limitations
problem is presented here.

Rule 60 of the Federal Rules of Civil Procedure provides, In part, as follows:
(b) On Motion and upon such terms as are Just, the court may relieve a

party or his legal representative from a final Judgment, order, or proceed-
Ing for the following reasons: (1) mistake, inadvertence, surprise, or ex-
cusable neglect; (2) newly discovered evidence which by due diligence could
not have been discovered in time to miove for a new trial under Rule 59(b) ;
(3) fraud (whether heretofore denominated intrinsic or extrinsic), nmis-
representation, or other misconduct of an adverse larty; (4) the Judgment
is void; (5) the Judgment has been satisfied, released, or discharged, or a
prior Judgment upon which it is based has been reversed or otherwise va-
cated, or it is no longer equitable that the Judgment should have prospective
application; or (6) any other reason Justifying relief from the operation of
the Judgment. The motion shall be made within a reasonable time, and fot
reasons (1), (2), and (3) not more than one year after the Judgment, order
or proceeding was entered or taken.

Obviously the trial court could have considered the taxpayer's contempt motion
under this Rule. Hodgson v. United Mine. 47:1 F.2d 18 (D.C. Cir. 1972). This is a
motion that is reserved to the sound discretion of the Court. Pierce v. Cook and
Co., Inc. 518 F.2d 720 (10th Cir. 1975).

The order of June 20, 1975 did not result from an independent proceeding, al-
though such a proceeding under similar facts has been permitted. United States
v. Howard, 360 F.2d 373 (3rd Cir. 1966) ; Application of Colton, 291 F.2d 487
(2d ("ir. 1961). Additionally, contrary to the suggestion of the government, the
Supreme Court has permitted summary proceeding in related cases. Hale v. Hen-
kel, 210 U.S. 43, (1906) ; go-Bart Importing Go. v. U.S. 2W2 U.S. 344 (1930).

Morgan. v. Smith. 174 F.2d 212 (7th Cir. 1949) and U.S. v. Deaton, 207 F.2d
726 (5th Cir. 1953) cited in the Government's brief at 18, fn.14 are distinguish.
able on the facts. In Dearton the case had been dismissed without prejudice on the
express condition that there was a right to reinstate it within 00 days. After the
60 days had elapsed, the Defendant moved to change the order to a dismissal with
prejudice. This has no relationship to the facts here where the trial court exer-
cised its discretion to reopen a case under Rule 00 of the Federal Rules of Civil
Procedure. In Morgan, the court had entered an interlocutory order but there-
after dismissedd the suit ith prejudice pursuant to a written agreement, all mat-
ters in controversey having been settled. Five years later, the Plaintiffs sought
to have the interlocutory order enforced. This decision has no bearing on the facts
of this (ase.

The restraining order Is specific in its terms; fully supported by the evidence:
and the Government never requested a modification of Its terms from the trial
court.

The government suggests that since no findings were made by the trial court.
which were reflected in the order of June 20, 1975, that the order is, therefore
invalid.

Findings are only necessary to aid the Appellate Court by affording it a clear
understanding of the basis of the trial court's decision. U.S. v. P.D. Rich Co..
Inc., 439 F.2d 895 (8th Cir. 1971) ; In Re Metropo itan Realty Corporation, 433
F.2d 676 i5th Cir. 1970). It cannot really be questioned what groanci underlay
the trial court's order. His pronouncements from the bench mad. it veiy clear.

-To require senseless form to precede substance would work an additional in-
Justice on the taxpayer. The government recognized this by not requesting
modification or clarification of the order by the trial court.
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Gregson i. IRS, 478 F.2d 237 (10th Cir. 1973), cited by the government in its
brief at page 7, is inapposite. In Gregeon, the taxpayer sought to enjoin issuance
of an IRS summons and the trial court granted an injunction prior to a hearing.
Instead of going to a hiring, the government appealed. The Appellate Court
reversed and remanded for the hearing that the trial court had ordered. Interest-
ingly enough, there was no discussion of the application of the "Anti-Injunction
Act" In that case. Extensive hearings and briefings were conducted in this case
which led to the entry of the order on appeal.

"We submit that because of the extensive remarks of Judge Marovitz relating
to his reasons for issuing the restraining order there is no need for this Court
to conjecture as to what the reasons for the entry of the order were. It is our
position that those remarks follow along with the order. However, if this Court
determines that it was error not to formally incorporate those comments into the
order, we submit it is only necessary for this Court to provide for a limited
remand for the incorporation of supplemental findings. Fidelity Gas Co. of New
York v. Key Biscayne Bank, 483 F.2 438 (Gth Cir. 1973) ; Alpha Distributing Co.
of Cal. v. Jack Daniel Distillery, 454 F.2d 442 (9th Cir. 1972).

CONCLUSION

For the foregoing reasons, the taxpayer, appellee, requests that the District
Court's order of June 20, 1975 be affirmed.

Respectfully submitted,
J. RICHARD DEMA,

Appellec.
By SHELDOx R. WAX MAN,

His A Itorney.

TESTIMONY OF ALUMINUM R'CYCLINO ASSOCIATION
B:.' lanlel M1. M1,olt-i h. iPreii-,ditt

EXECUTIVE SUMMARY

The proposed recycling tax credit does not expand the aluminum recycling
industry's market for its product and, therefore, does not e,%pand the need for
additional aluminum scrap.

There is excess aluminum recycling capacity to produce to meet the demand
for product.

There is capacity to process all aluminum scrap generated by municipal waste
systems.

Should the proposed aluminum recycling tax credit induce primary alumlinul
producers to enter the recycling Industry, they would have the dual advantage
of the tax credit and depletion allowances thereby defeating one of the bill's
major objectives, i.e., to equalize the benefits to primary and secondary industries.

In the fourth year of the tax credit-after the base period phase out-the
aluminum recycling Industry at present levels of scrap consumption and average
scrap prices would receive a tax credit equal to 7% of Its gross annual sales
dollars.

Primary aluminum alloy is neither the equivalent of, nor substitutable for, nor
Interchangeable with recycled aluminum alloy.

Current demand for aluminum scrap by primary, recycling and fabricating
(self-recyclers) plants applies the greatest possible pressure upon scrap collectors
and brokers to bring available scrap lack into the industrial stream.

The demand of the aluminum recyclers' customers-the casting hdustry-
dictates the amount of aluminum scrap required by our industry each year.
Monies made available through a tax credit result only in enabling aluminum
recyclers to bid increasingly higher prices for scrap thereby inflating the price
of recycled ingot.

The aluminum recycling industry-has demonstrated a constant capability. will-
ingness and motivation to expand scrap producing capacity without government
incentive. Within t e past eight months, aluminum recycling prodution capacity



848

has increased 8%* including the entrance of twelve new companies into the
industry.

For all the foregoing reasons, the proposed recycling tar credit will not result
in either the use 9f 4zire aluminum scrap or the development of additional net
scrap recycling gapotety.

My patp is Oael M. Moenich. I am President of Apex International Allots,
Inc., Des Plains, Illinois and I am President of the Aluminum Recycling
Association.

By Its tl0e And by its lopg history of operation in recycling aluminum,
obviously ARA is strongly in favor of the concept of recyleling. We are, however,
oppqWe to the applicAtIon of a recycling 'tax credit -to our Industry as proposed
i HR. 10612 and therefore support Amendment No. 1981 of Senator Taft to

exclude aluminuili base scrap from the tax credit.
Ip a finite worl4 concerned about steadily diminishing mineral reseres, there

is great value In prolonging the useful life of materials. Minerals, and much of
the energy used to reline them, can often be preserved for reuse by recycling.
This process, the major concern of the member companies of the Aluminum
Recycling Association, has been practiced by some of them for over seventy years.

Aluminum is too useful and too valable not to be kept in use. Aluminum
recycling today Is an International Industry, with metal and scrap traded daily
in world markets. Reescled aluminum produced by U.S. firms to strict specifica-
tions for the castings processes goes Into automobiles, heavy equipment, photo
and optical equipment, electrical devices, major home applinaces, and hundreds
of other products for consumer or Industrial use.

The first company to recycle aluminum was founded in 1904, a scant 16 years
after the first commercial production of primary aluminum in 1888. Today
there are almost 100 aluminum recycling plants spread through the country in
virtually every Industrial center dedicated to reusing aluminum scrap in produc-
Ing metal for further use in commercial, industrial and consumer products.

Annual sales of the industry are between $600,000,000 and $700,000,000. Alu-
minum recycling is recognized as an Important source of metal and metal tech-
nology separate and distinct from the primary aluminum industry. The aluminum
recycling industry has steadily increased capacity- and production since it
began.

To emphasize the long history of the Industry we have attached as Exhibit-A
a year-by-year list of aluminum recycled from scrap from 1913 (the year records
were first kept for our industry) through 1975. In those 82 years, more than 42
billion six hundred ninety thousands pounds of reycled aluminum have been
produced from scrap.

Our industry was begun 71 years ago by men of vision who found a market for
a product made from aluminum scrap.

Over the past seven decades, the aluminum recycling industry has become
highly sophisticated In its production processes and In the methods by which
1t has utilized scrap purchased from primary prQducers, other fabricating proc-
esses and from scrap yards and brokers. During all these many years we have
provided specification aluminum alloy for thE castipg industry. With very minor
exceptions, primary aluminum producers do not provide alloy for the castings
industry. Indeed aluminum alloy is riA substitutable for por Interchangable
with recycled aluminum alloy because primary alloy is not made to meet castings
specifications. There is llttfe product or mprket.competitIon between the primary
and the recycling aluminum industries. Therefore, the proposed amendment
cannot provide tax equity between the twp industries.

It has been stated thMA a goal of the recycling tax credit is to "create a situa-
tion of equity between virgin natural resources and recyclable material" by
granting users of recyclable material a tax credit equal to one balf of the per-
centage of depletion Allowances given to conpetirg virgin natural resources.
We find a gr"t fallaoy and a great coptradietop In this proposition as it
applies to aluminum base scrap be(tWe t would enable prmry proncers
who today use increasing amounts of scrap for their operations to avail them-
selves not only of depletion allowanMe but also of a recycling tax credit.

It has been said by the President's Council on Environmental Quality in its
1975 report to Congress at page 93: "In the long run, increased recycling will
dt-pend upon a commitment by the major firms in the paper industry, for exam-
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ple, to use wastepaper day to day rather than only when virgin fiber is unavailo-
able. For them to do so, a fundamental sliiet in the economics of recycling is
necessary."

Mr. Chairman, member's of the Senate Finance Committee, this may well be
true fot the paper Industry axid vte hav@'°o base of knowledge from which to
chilletige it, nor do we wish to challenge it. foweyer, it Is not true of aluminum
recycling. The existing fundamentals in, tile economics of recycling aluminum
for tile pAst seven decades has resulted In a strong, healthy and growing recycling
industry that provides over 20% of this country's aluminum each year.

If it is the intent of the tax credit to encou'rager recycling and conserve energy
and natural resources, as applied to aluminum it is simply throwing tax money
at a problem that does not exist In our Industry. It is a costly and misdirected
approach.

The demand for aluminum scrap for our indUstry is based entirely upon de-
mand placed upon us by the casting industry for specification alloy to produce
consumer components. The casting industry in turn responds to demand from
the Automobile, heavy equipment, home appliance, photo and electrical and many
other iJldvtries.

When the economy is strong, this demand, i high' and so are our requirements
for' gcrtp. When the economy weakens, the reverse is true and we use less scrap.
Unwanted m6nies freed by tal credits ate a disruptive intrusion into the eco-
nomifs of an established industry. We believe government should not force an
indutry to deal with an exteernal infusion' of money it neither wants nor can
*edil.# absorb within the frameWoftk of ito dtmandsupply cycles.

For example, at our current rate of production and scrap usage and using cur-
rent average scrap prices, the recycling tax credit for our industry in the year
following phase out of the bas6 l)riod could amount to $49,500,000. (Over 7%
of tHl induatay's gross sales income). Pumping this kind of money into the scrap
stream, deffitbd for which is diftled by customer needs, can result only in in-
ft~a" pti&,ev for scrap as recycling companies bid against each other to obtain
ftwap fto their furnaces.

Within the past 18 months the capacity of oUr industry to recycle aluminum
hag groWn from an annual capfiblility of 1.9 billion pounds to over 2.25 billion
poitndv. This has come about without a tax Incentive* and because of the strength
of the economics of our industry. And from our knowledge of the industry, there
are companies today expanding capacity of existing plants and planning to con-
struct plants as new entrants to the industry. This is a natural, normal and
thoroughly acceptable phenomenon of our competitive industrial society.

It has been said: "The cities and states must find ready stable markets for all
the recyclable metals, paper and glass they will be recovering from garbage."
With this we agree and we are a part Of tiat stable market for aluminum base
scrap today, and we need no tax incentive readily and economically to process
sueh Verap. Perhaps it is the requirement of cities and States to be helped to
generate usable scrap or perhaps It is the need of th'e scrap gatherers and dis-
tributorg for an incentive to obtain more scrap. It is not our need and without
reservation we reject a recycling tax credit as misplaced in its application to
recycling companies that produce specification aluminum ingot from aluminum
base scrap and allowing materials.

Mr. Chairman, members of the Committee, our Association represents ovei'
00% of this country's capacity to produce recycled ingot iold in the marketplace.
We do not beg tie questions either of the conervatiob of itflcr'eaflgly scarce rAvV
materials nor the conservation of diminighing energy. We have practiced th'd
conservation and reuse Qf conimoditleg and energy sinO6 the beginning of this
century. We have heard no argumentS, seen no flgu'reb, no filathematical not'
dollomic formula that convincOs us that a recycling tax credit ad it i proposed

In H.R. 10612 either will expand the amount of aluminum base scrap available
Or increase the use of altimlium base scrap and we strongly urge the Senate
Finance Committee and the Senate to exempt aluminum base scrap from thi
proposed tax credit by supporting Mr. Taft's amendment.

Thank you for this opportunity to present our arguments.
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,[Exhibit A]

1913
1914
1915
1916
1917
1918
1919
1920
1921
19221Vr23
1924
1925
1926
1927
1928
1929
1930
1931
1932
1933
1934
1935
1936
1937
1938
19:39
i940
1941
1942
1943
1944
1945

----------

-------------

------------

-------------

-------------

-------------

----- 
M_- 

-------------- 

m-------- 
-----

-------------

----------

-------------

-------------

Aluminum recycled

9,808p000
9, 4, 000

17,000,000
80, 600, 000
32,200,000
80, 100, 000
87,882,000
31,000,000
17,800,000
82, 580, 000
42, 600,000
54, 000, 000
88,000,000
88,400,000
92, 400, 000
95,600,000
98,800,000
77,200,000
60, 600, 000
48,000,000
67,000,000
92,800,000

102, 800, 000
103,000,000
125, 120, 000
77,600,000

107, 894, 000
160, 724, 000
213,714,000
892,000,000
628, 000, 000
650, 000, 000
56 000,000

Total --------- 42,692,466,000

Sources: Secondary Aluminum, R. J. Anderson (1931); Bureau of Mines; Aluminum
Association; and BDC, Department of Commerce.

NATIONAL SOLID WASTES MANAGEMENT ASSOCIATION,
Washington, D.C., Julg , 1976.

Hon. Russu B. LoxN,
Chairman, Senate Finance Committee, Russell Senate Office Building, Washing-

ton, D.C.
DEAR SENATOR LONG: The National Solid Wastes Management Association as

the professional industry organization representing the private solid waste man-
agement and resource recovery industry appreciates this opportunity to submit
the following comments on H.R. 10612 '"Tax Reform Act of 1976." This Associa-
tion supports Amendment No. 2017 introduced by Senator Gravel and Senator
Tunney as an important effort to eliminate economic disparity between virgin
and secondary sources of energy and materials. We believe that a federal tax
policy which encourages the use of energy and material recovered from the waste
stream will do much to expand the development of resource recovery facilities
and we commend the committee's efforts In addressing this important national
issue.

The present language however is unclear as to whether or not energy conversion
processes which utilize postconsumer waste material are eligible for the recycling
tax credit. Our industry believes It essential that this amendment does not In-

from scrap

1946
19471948 ------
1949
1950
1951
1962
'1953
1954
1955
1956
1957
1968
1959
1960
1961

11962
1968
1964
1965
1966
1967
1968,1969 ..... .....
19701971
1972
1973
1974
1975

ki

656, 000, 000
690,000,000
574, 000, 000
362, 000, 000
486,000,000
594,000,000
608 000, 000
786,000,000
626,000,000
828, 000, 000
856, 000, 000
880,000, 000
10 ,000 000
898,000,000
876,000,000
970, 000, 000

I 164, 000, 000
1 308 000, 000
1 414, 000, 000
,658, 000, 000

I 774, 000, 000
1 750,000,000
1 944, 000,000
2, 30,000,000
2,000,000,000
2 100,000,000
2, 252, 000, 000
2,470,000,000
2, 564,000,000
2, 64, 000, 000
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advertently favor any particular technology. Therefore we ask that the Commit-
tee consider the following amendment to Amendment No. 2017 to assure clarifica-
tion that energy conversion would be Included under this recycling tax credit
(A) (ii) Five percent of the amount paid or incurred by the taxpayer to purchase
fuel or steam produced from solid waste processed by a resource recovery center
inoluding both mat#i a and/or energy reoovery.

NSWMA believes that this amendment will clarify any disparities which may
exist and urges the Committee to consider the adoption of this important piece of
legislation.

Very truly yours,
W.amm T. OGzooay,

Direolor of Legklative Affairs.

STATEMENT BY ROBERT R. NATHAN, CHAIRMAN, COUNoIL O NATIONAL PRIORITIES
AND REsouiOzs

The Council on National Priorities and Reso,.rces Is a nonprofit association of
organizations representing local governments, business and labor, educators and
farmers, religious organizations, and minority groups. The member organizations
Include the Amalgamated Clothing Workers of America, AFL-CIO; American
Federation of State, County and Municipal Employees, AFL-CIO; Americans for
Democratic Action; National Education Association; National Farmers Union;
O11, Chemical and Atomic Workers, International Union, AFL-CIO; Interna-
tional Union, United Auto Workers; United Church Board for Homeland Minis-
tries; United Mine Workers of America; United Presbyterian Church, USA; and
the U.S. Conference of Mayors.

The Council on National Priorities and Resources is committed to comprehen-
sive tax reform as an indispensable step in realigning national priorities. We
believe that the Senate tax bill, however,-does not constitute true reform. H.R.
10612 as reported by your committee falls more than one billion dollars short of
even the modest tax reform recommendation of the Budget Committee that $2
billion in additional revenues be realized through reforms in fiscal 1977. Instead,
losses due to new tax expenditures would snowball far Into the future.

We understand that the focus of these hearings is on the members' narrow-
Interest amendments recently added to the bill. We believe that these amend-
ments, rushed through the committee at the eleventh hour, detract substantially
from the bill's reverse raising potential and exacerbate the glaring Inequities of
our tax system.

Taxpayers around the country are concerned about the lack of fairness in the
federal tax system and the seeming inability of Congress to control or eliminate
tax expenditures once enacted. The Senate's hasty passage of various tax loop-
holes, designed to benefit only a few select companies or individuals, reinforces
and substantiates impressions about Congress's lack of concern for the average
taxpayer. Public impressions are important; negative images of the tax system
seriously undermine and erode the confidence of the American people in their
government.

By recalling the tax bill for further committee consideration, this Committee
is laudably demonstrating a willingness to confront important questions of tax
reform. Hopefully, the committee's readiness to take a second look at some of the
amendments added to H.R. 10612 will translate into an equal willingness to
remedy the bill's shortcomings and to delete those narrow interest amendments
that are inequitable or unjustified. We urge the Committee to subject each pro-
posed new tax expenditure to careful examination to determine its impact on
revenues, the legitimacy of its goals and the extent to which it would achieve
those goals; whom it benefits and to what extent; its efficiency compared to other
methods of achieving he sam6 objective, and the extent to which it promotes or
undermines the equity and progressivity of the tax structure.

Equally important in the present day and age, a new tax expenditure should
not further complicate the tax code without strong justification for its enact-
ment. The further complexities the hastily-adopted tax preferences introduce Into
an already confusing tax system spells further misunderstanding and frustration
for our nation's taxpayers.

Scrutiny of these special tax preferences, and the eliminatioi-of many, is war-
ranted on another ground as well-namely the importance of the new budget
process. The Congress agreed in May on the desirability and the budget necessity
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of raising $2 billion in revenues through the enactment of tax reforms. Yet, the
Senate's version of 1.I1 10612 comes nowhere near reaching that goal. Long-

- nested, reforms are offset by the introduction of new erempious, credits, exclu-
sions and deductions. The "grab bag" of narrow-interest amendments further de-
tracts frqm" the possibility of, attaining the Budget Committee's and the Cori-
gress's tax reform goal. The Council urges this Committee 'to make a good faith
effort to fleet th revftue- targets of the -first budget resolution for fiscal 1977.

*We know from experience that once enacted tax expenditure become virtually
unchangeable and uncontrollable-and lock us into future revenue losses-that are
difficult to recapture. These additional revenue losses represent funds which could
otherwise-e used to finance'desperately-needed government programs. At a time
wheA" thOe.eeifltCz-Or!g ripKhg this country has already- cut heavily into
revenues, the adoption of new tax expenditures threatens to unduly tie the hands
of a new Democratic Administration next year.

Mist"of'us w6t1dakr# that a: tAx eysteuh Sliouldnot only be capable of raising
sufficient revenues to finance government programs--the goal of the Congress in
adopting the budget resolution. It should also be equitable and progressive.
Stated simply, these notions require that persons in similar circumstances with
si ilar incofnes and' assets should be taxed alike, and those who have more
s01ip4 t nord thad th(se wlab ha e less. Yet, as we all knMo*, our tat system

i rA.iiti'y ftt(ls to a hieve these goals of fairness. Nearly one fourth *o fall tax
s0 sdie go to the wkllthieet 1.2 percent of taxpayers. There a0e'still more than
00' indfvidils'wlth' income over $100,000 who pay no tedetal income taxesw'hateve.

TheConrcil tlibkA y6Ufor the opportunity to testiy t~day., We ha e a longer
st'Atement Of ta! principles ad-" r&m6bimteidd tax refbiiS, w1iich'iO6'uld" be
glad to supply to the members of you desire.

CA#? MMLS ? PWrATIO~f,
Rooky fter, Ohio, July 16, 19716

tu.'R tsslai B. Looa,Se~te UTbn,d4ltee oui IF naff e,

Dirksen Build#i# WOWtMV#mo, D.O.
Sutlett: Tit tfrm bill.

DEA 'SMNAi* 'LoNb We ha'e rehd' in th6 press tha th. SOtWP UM1i6iue 'Com-
mitte6 is reconvening'on July 20 for three days of additional hearings to examine
the several setties of the tax bill which were added in committee "to'acccmmo-
date problems of special interests".

"Labeiling'a'bill or a portion of a bill "special interest" legisIti4oh is' frequently
effk'ctiv in killing a mneAslre. Many timeS, however, such a label is eroneous.

We'in the n'idtcahtinh indiustrY believe it is a misnomer if the teem "special
interest" is used t0 apply to the Senate Flfiance Committee addition to H.R.
10012 Whidh Wil proVide tax credits on pnrdhkses of ferrolus and nbn-ferkous
sdiVi-metals.

Tai aUtionst siic as tlihse aie essential to the effective utilli~tion of U.S. raw
material and energy resources through their promoting the development of
adeqiatetsebdndhr, mefii at reasonable ec6nomits and favoring full use of this
mitflal by the castethI s well s other metalworking industries.

edcti' utlizatIod'of rAw material and energy resotirces will work to the benefit
of'alliaflfat etnosnait with the policies of the United States.

We 'are enticing -a' sttebent and'documentation in support of this position.
We respetfullk reqilest' that the Senate'Fintnce Coninittee continue to rec-

onimnd passage of the reoyCling tax credit.'S intci-ely,

CHALEs. T. SnTEtAN,
Vice President.

Enclosure.

STATEMENT O CnA s' T. SH 1;.&N Vice ']AEswD T, CAST METALS
ftDERATION

This statement is submitted for and on behalf of the Cast Metals Federation in
support of th6 Senate Finance Committee version of H.R. 10612 which would
p.ovide reasonable'and necessary income tax incentives to encourage the utiliza-
tion 6f reeyced solid wtete materials and to offset existing income tax advantages
which promote depletion of virgin natural resources.
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Participants -in the Cast Metals -Federation are the, following tiade associa-
tions:

Investment Castings [Ustitute
Iron Castings Society
National Foundry Association
Non-Ferrom founderss Society
Steel Founders f$oelety of, America

.Foundries prodnoe castings through a technique .of pouring liquid metal into
cavities of sand, metal or ceramic molds. Mopt frequently these metals are
melted inn electric furnaces or in.cupolas. The resultant metal casting may weigh
as little.as a few ounces gr as much as many tons.

Castings as a technological method is one of the oldest, ,most basic and least
expensive ways employed to qhape metal; other metal-shaping processes in.
clude forging, stamping and machilng. Ninety percent (90%) of all durable
goods manufactured require castings as end. products or as component parts.

The foundry Industry size is often measured on the basis of tons (f castings
shipped. It is usually compared with other industries on the basis of the dollar
value added by manufacture. According to the latest.data issued by the U.S.
Department of Commerce, the foundry industry ranks sixth among all manu-
facturing industries. Only motor vehicles, blast furnaces and 1tqel mills, aircraft,
basic chemicals and communication equipment exceed te foundry industry in
rank and in size by the value added by manufacture. The foundry industry is
larger than metal working machinery and equipment, larger than fabricatedstructural and metal products, larger than the newspaper industry, and larger
-than the beverage industry.

The size of our industry is misleading because most foundries are either small,
independent privately owned operations, or are captive foundries of large auto-
motive or heavy equipment manufacturers. Of the.roughly. 4,5W0 foundries in the
United States, employing over 300,000 workers, 82% employ less than 100 work-
ers. The dollar value represented by casting production exceeds $15 billion and
represents 22 million tons of castings each year. Sixty.percent (60%) of the total
industry output is produced by independent robbing foundries.

It is an interesting paradox that while demand for castings is increasing at
a rate of 6-7% per year, the number of foundries are decreasing each year. For
example, In 1900 there were 3,000 gray and ductile iron foundries, but by 1970
only 1,500, and it Is. estimated that as many as 500 more will close in the. next five
years. The primary reason is that metal casters have not traditionally generated
the funds to modernize, expand, and equip. The anticipated increasing decline in
number of foundries is due to lack of profits and to the need for capital to meet
OSHA and environmental control standards.

Castings are vital to our economy-as vital as any raw material or component
can be. As an example, these major industries buy castings from robbing
foundries: (1) Motor vehicles and trucks; (2) Industrial machinery; (8) Metal
products, including heating and air conditioning equipment; (4) Machine tools;
(5) Water pipe; (6) Railroads; (7) Electrical machinery; (8) Construction
and farm machinery; (9) Engines and turbines; and (10) Household appliances.

The ten general industries summarized above actually encompass approxi-
mately 500 different industries.

Every time a ton of iron and steel scrap is recycled through a foundry, our
natural resources are preserved by 1% tons of iron ore, one ton of coke and
1/ ton of limestone. In the non-ferrous metals, we find that 45% of the total
amount ofcopper, 1.8 millions tons per year, is recycled. Similarly with lead-
88%; with aluminum-20%; with zinc--20%.

Three long term trends in the foundry industry stand out. First, production
tonnage of metal castings is increasing despite decreasing numbers of foundries
in operation. Second. non-productive capital expenditure requirements of found-
ries for EPA and OSHA needs are increasingly difficult for foundries to meet.
Third, the increasing scarcity of sorap metals and the resultant escalating
costs of these metals is forcing the industry to study alternative materials to
decrease its almost complete dependence on scrap as a means of retaning its
markets from the inroads of competitive materials and imports.

As an example, the cost of typical grades of steel scrap have tripled since
January. 1973.

The attached chart. Iron-Steel Distribution in U.S.A.; reprinted from the Feb-
ruary 1974 issue of Modern Castings Magaziqe indicates that in 1972 ferrous
foundries used 13.6 million tons of scrap Oexerated by t~e iron hpd steel scrap ,n-
dustry. The basic steel industry consumed 29.7 tons in that year.
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In the year 1978 the usage of ferrous scrap increased to approximately 60
million tons with the ferrous castings usage rising from 13.6 million tons to 16.2
million tons-At the same time iron and steel scrap exports rose to 11.2 million
tons despite a limited licensing procedure on exports imposed by the U.S. Depart-
ment of Commerce in July, 1973.

We have been told on several occasions by the U.S. Department of Com-
merce and by other government spokesmen, including the President's Special
Representative for Trade Negotiations, that we could not expect any further
curtailment of ferrous scrap exports.

Inasmuch as the ferrous castings industry of the U.S. is severly harmed by this
Government policy, we firmly believe that it is only equitable that a tax incen-
tive such as that approved by the Senate Finance Committee be enacted into law.

The recycling tax credit amendment would provide greater incentive for the
scrap industry to reclaim additional scrap; would serve to keep our costs in
line; and further, provide incentive to our industry to continue to use sub-
stantial quantities of ferrous scrap and to revise our methods so that larger
quantities of such scrap might be used.

It should be noted that for a period prior to 1973 there was a great shift
from cupola melting to electric melting in foundries. Cupola melting used roughly
60 percent scrap plus pig iron, which came from virgin ore. Electric melting
requires almost 100 percent scrap. Electric melting provided better, more ef-
ficient controls. The additional cost of electric furnaces over cupolas was offset
by the fact that they were cleaner in operation and hence required less in the
way of non-productive air pollution control equipment.

The scarity and high cost of scrap today has reversed this trend toward
electric melting.

The reprint from Modern Castings mentions the direct reduction of ore as an
alternative to the use of scrap. This process is being seriously considered by
the industry as the scarcity and expense of ferrous scrap increases.

Thus far in this statement ferrous scrap has been used as an example. Non-
ferrous scrap-aluminum, magnesium and copper-all are confronted with similar
circumstances.

Scrap iron, steel, aluminum, and magnesitin represent both a raw material
and an energy resource. Efflc ent utilization needs to be encouraged. Our cur,
rent estimates of the energy required to produce pig iron and primary alu-
minum and magnesium are shown in the attached figure. In producing castings
using primary metals as melt stock, this energy must be added to the melting
and superheating energy requirements to determine the total effect on energy
reserves.

To produce magnesium die castings using primary metal for most of the
charge--(the U.S. secondary magnesium market is very small), it is estimated
that the product energy requirement is 164,300 BTU/Ib. If a large automotive
die casting operation, such as Volkswagen's, is considered, it is estimated that
the magnesium product energy requirement would be 102.500 BTU/lb if r0%
secondary alloy is used in the new feed.

Current vehicle fuel economy issues will promote the use of increased tonnages
of aluminum and magnesium castings and aluminum sheet products. Vehicle
weight reduction favors increased fuel economy. This will create new require-
ments:

(1) The need for an improved secondary aluminum and magnesium market.
-The current secondary markets are small relative to potential automotive require-
ments. In addition, there is a 5-10 year lag between time of vehicle build and
the time the vehicle becomes available on the scrap market.

(2) A need for improved scrap processing techniques to separate ferrous and
non-ferrous scrap.

Tax and export/import actions which promote the development of adequate
secondary metal at reasonable economics and of good melting quality and favor
full use of this material by the cast metals industry are essential to the effective
utilization of U.S. raw material and energy resources.

Respectfully submitted
CHARLES T. SHEEHAN.

Vike-President.

IRON FLOW IN THE UNITED STATES---1972

The Charge Materials Committee (12-J) has updated the Iron and Steel Dis-
tribution Chart using 1972 data. The previous distribution chart published in
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the October 1972 issue of MODERN CASTING presented 1969 data and showed
the flow of iron units in the U.S. marketplace. The year 1969 was used as a
reference for the statistical presentation since there were no severe work stop-
pages or disruptive forces on the free flow of ferrous materials.

The major source of data is still the many industrial users and producers of
the iron bearing products, plus the scrap processors and brokers. Data from
'these Industries are collected and reported primarily by the U.S. Bureau of
Census and the Bureau of Mines.

It is still not possible to balance the flow chart of ferrous materials primarily
because of conflicting data and possibly Incomplete reporting by parts of the
ferrous industry. An understanding of how the information is reported as well
as what is included in the numbers is needed when making comparisons. An
example is the method of reporting the internal remelt or recirculating scrap
in the steel and metal casting industry. In effect most of this stays in-house
and is remelted and recirculated and could be considered an internal inventory.

The scrap that effectively ends up in the product can be considered outside
purchases. The scrap consumption reported by the U.S. Bureau of Mines includes
this internal inventory or remeit. The 1969 published iron flow chart for the
metal casting industry did not make allowances for this so the 18.1 million
tons of scrap shown for 1969 going into the metal casting industry included the
remelt material. The 1972 chart shows only new scrap (13.6 million tons) going
into the metal casting industry and the remelt is shown recirculating within
the iron or steel casting group.

IMETALCASTINO INDUSTRY

The metalcasting industry because of its dependence on scrap iron and steel
has always been interested In recycling and material conservation. The industry
has co-operated closely with the secondary metals industry in developing new
methods of using various raw materials. These efforts by the foundry industry
have had a significant effect in maintaining a high product value for ferrous
castings and has contributed to the increasing value of the industry products.

As most foundrymen arL ainfuly aware, there is competition for iron units
In world and domestic markets of a type which indicate that future constraints
on production by the foundry industry may be the supply of raw materials as
well as skilled manpower and usable plant capacity. Structural shifts in the flow
of scrap iron and steel in the U.S. markets are indicated by the 1972 distribution
when compared with the 1969 distribution chart.

For 1972 the ingot mold- production of 3.0 million tons, is shown in the steel
industry rather than the iron casting Industry. The source of this iron is pr-
marily from the steel industry and usually in molten form. Approximately 600,-
000 tons of ingot mold castings are shown in the iron industry to take care of
those plants that do not get a major portion of their metal from a steel mill.

The metal casting in ustry consumed a total of 13.6 million tons of scrap
generated from outside sources and .1 million tons of pig iron to produce a total
of 1.6 million tons of steel castings and 13.8 million tons of irxn castings (exclud-
ing the 3.0 million tons of ingot molds). This illustrates the magnitude of the
casting industry and everyone including the government agencies should rec-
ognize its importance in terms of economics, employment, raw material, and
energy requirements. The impact is even greater when the nonferrous industry
is included.

STEEL INDUSTRY

The U.S. steel industry, faced with serious competition in the domestic market,
concentrated Its new capital investments in the basic oxygen furnaces, continuous
casting, and highly automated hot strip mills. Construction of new blast furnaces
by the industry, has lagged the industry demand for molten iron. Productiorb
increases through improved technology reached a plateau in the late 1060's as
the advantage of fuel injection and sized burden became standard practice at
most facilities. New sources of iron units had to be found since the cost of a now
blast furnace of molerit de Iign and production has reached a level of investment
requiring joint ventures.

As a result, the steel Industry turned to scrap preheating and electric are
furnaces. This increased the consumption of scrap steel In relation to the tonnage
of molten iron consumed. The ratio between finished steel products and scrap
consumption dropped from approximately 4.6 in 1989 to 8.1 or 2.6 (depending
upon which number for 1972 is correct for new scrap consumption, 29.7 or 35.0
million tons shown on the chart).
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This trend is expected to increase the demand on the fpply sector for scrap
as more electric furnaces and continuous castets are installed. Direct reduction of
ore in the U.S. may alter this but only If a coal related process is used fo'
reduction and this appears very slim for the next-decade du'e to pftkabrM for
enelgy eq~irements elSf*tere. There is, of dourie, a #6e1bWd chidnd that pt.
reduced ore can be liibpotted bdtf thifk Will riot oet fo*M five to ten yeaft

Those nations that have ready access to btth gas and ore c6 ld b6ome major
exporters of sponge irod. This could occur within Ave fo ten years. I is the hope
of their APB Charge Matetials Committee that this chart will ilhisfrat6 graphical-
ly to e*r o6n the 'i1o e of ff,6 thi tiAe i iu gM liW fid tOw of Irfl
units and particularly scrb# In the U.S. Apoih tely 27% of the l't units
confined bY the steel IdustO Is external scrap and 86 iz tht etal casting
industry. Illustrating attin, the rlative importance of dcrel, to each Industry.

Any cobmetats or additloft to this Attempt to aummaril the ferrous cycle in
the Unitdd Stat4 * W s*eltlhbed by fh cofdifltee

Culefit--AUIkt/m: 17, W/ cfboletf'ie t*e, 8% eredfrftAl eoUverhloti fac.
tor, 5W Al" Blilte, 7 lwh/lb. 1ell *qulremenf. MaimeQt9,t: Diw process,
88% electrical conversion factor, &4 k*1li/U. cell requirierdeit. Pft iM .: 82.5%
ito1 magnetic tkcbtulte.

Putur*-A1un~ttu*: 17% hydroelettie power; 40% eledti'l 0ote f ion fac-
tor; 5.25 kwh/lb. cell reulreftofit. Madteselm: 40% electrleki convez*ien fActor,
N.D. IndustrMe type pr *tes.

LAW OFFICE OF PAUL H. DELANEY, Jr.,

Hon. Ruvbbt B. LUtto, W GIIftL* , D.., Jmly 231976.

Ch4ft+rdN, (1bMftee o* Finance, U.S. Senate, Washington, D.C.

OAVA= INCOUI'ORAITn

Dra MR. CHARMAN: In accordance with the Press Release of the Committee
on Finance, United States Senate, dated July 8, 1976, entitled "Finance Committee
to Hold Hearings on Certainn Committee Tax Provisions" and communications
with the Staff Director of the Committee on Finance, we request that the follow-
ing material be ineorporatd In the record of your heoatiiggl:

1. Summary of Coknment oti Th'ird Market COuntry Eft iol tot Salee of
Agricultural Commodities in International Trade as Adopted by tho Sehate
Finance Committee under Section 10W5 of the Tax Reform ActOt 1976;
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2. Comments on Third Market Country Exception for Sales of Agricultural
Commodities In International Trade as Adopted by the Senate Finance Commit-
tee under Section 1025 of the Tax Reform Act of 1976.

Recognizing that concern has been expressed in recent weeks about the alleged
absence of opportunities for interested parties to comment on certain provisions
of the Tax Reform Act of 1970 as reported by the Senate Finance Committee,
we think it is particularly important for the United States Congress to take
into account the following points regarding the legislative history of the agri-
Luitural commodities exception:

1. The agricultural commodities exception has been under active consideration
1by the United States Congress for the past eighteen months:

2. The initial agricultural commodities exception was enacted into law in early
1975 under provisions of the Tax Reduction Act of 1975 in order to preserve
the competitive position of United States owned firms participating in Interna-
tional agricultural trade which prior to adoption of the Tax Reduction Act of
1975 had been on an equal tax footing with foreign owned firms I)articipating
in this trade;

8. In a committee print prepared in September 1975 by the staff of the Joint
SOommittee on Internal Revenue Taxation for the use of the House Ways and
Means Committee, the Joint Committee staff pointed out that the language
.of the agricultural commodities exception under the Tax Reduction Act of
.1975 might require clarification and modification;

4, Tlhe ogricultural commodities exception has been tie subject of extensive
onslderation by the United States Congress. including open debate in mark-up
sessions before both the House Ways and Means Committee and the Senate
Finance Committee;

5. The Internal Revenue Service has issued Proposed Income Tax Regulations
on the agricultural commodities exception and has invited comments from the
public;

6. Based on administrative considerations, the United States Department of
the Treasury has expressed Its preference for the third market country approach;

7. The United States Department of Agriculture has expressed strong support
for the third market country approach;

8. Both Houses of the United States Congress have determined that important
United States national and international interests are served by preserving an
ongoing opportunity for United States owned firms to participate in this important
third market country International agricultural trade.

As Is readily apparent from the legislative chronology related above, this Issue
has received extensive review over the past eighteen months by both Houses of
the United States Congress. Furthermore, it is Important to recognize that
during the entire course of consideration of the agricultural commodities
exception (including the most recent hearings of the Senate Finance Committee
on July 20 through July 22, 1976), no analysis has been presented by interested
parties in opposition to the merits of the third market country approach, nor
has any party suggested that it would be contrary to United States national
and international interests to preserve a competitive position for United States
owned firms In third market country international agricultural trade.

Based on these considerations, we urge the United States Congress to adopt,
as soon as possible, the third market country exception for sales of agricultural
commodities In international trade recommended by the Senate Finance
Committee.

Respectfully submitted, PAUL. H. DETI, AEY, Jr..
Counsel for Cargil Itho.

COMMENTS Or THIRD MARKET COUNTRY ExcEPrIoN FOR SAtXFS OF AirRIcu.TUHAL
COMMODITIES IN INTERNATIONAL TRADE AS ADQPTFD BY TIlE SENATE FINANCE
COMMI'Trrz UNDER SCION 1025 OF TiE TAX REFORM AT oF 1976

SUM %I ARY

The effect of not adopting Section- 1025 of the Tax Reform Act of 1970 as
Teported by the Senate Finance Committee would be to undermine the competi-
tive position of United States owned firms which now participate in third market
country international agricultural trade (agricultural commodities produced and
consumed outside the United States) by transferring this business to foreign



owned firms beyond United States tax jurisdiction and control. It is submitted
that this would be contrary to important United States national and inter-
national interests.

Under United States tax law, United States owned firms have for many years
competed on an equal tax footing with foreign owned firms in world agricultural
trade. As a result, United States owned firms now handle a significant portion.
of this trade. Unless United States owned firms can continue to defer taxes on
such income, they cannot compete for this third market country international
agricultural trade. No other country in the world taxes the earnings on this
trade.

The Tax Reduction Act of 1975 repealed certain provisions under which
United States owned firms were permitted to defer United States taxes on foreign
earnings until repatriated to the United States, but based on the considerations
noted herein provided an exception for sales of agricultural commodities In
international trade.

,As noted in both the House Ways and Means committee e report and the Senate
Finance Committee report, it was necessary to provide such ani exception for
sales of agricultural commodities traded in third country markets in order
for United States owned firms to continue to participate in this highly competitive
business. Without such an exception, this business would be transferred to
foreign owned firms beyond United States tax Jurisdiction and controL

In the absence of an exception for third market country International agri.
cultural trade, several disadvantages would obtain to the United States national
and international interests:

L United States owned firms would lose an opportunity to compete for trade
in a market worth $80 to $100 billion each year;

2. Participation in this trade would be limited to firms beyond United States
tax Jurisdiction and control and would thereby preclude the United States
from taxing profits on this trade which might otherwise be repatriated to the
United States:

3. The United States Department of Agriculture would lose an. important
snurce of information about this third market trade:

4. United States owned firms wvith substantial Investments in facilities in
this country used in exporting United States agricultural products would lack
both the knowledge and opportunity provided by their present position in third
country trade to press for sales of United States produced commodities.

To avoid this result. the Senate Finance Committee recently adopted a limited
agricultural commodities exception based on the third market country approach.
In effect, the new provision would exempt from current taxation under Sub-
part F sales of agricultural commodities grown and sold for consumption, disposi-
tion or use outside the United States. The third market country exception has
the strong support of the United States Department of Agriculture.

Based on these considerations, it is clear that the exception for sales of third
market country international agricultural trade adopted by the Senate Finance
Committee is important to United States national and international interests.
and therefore it is urged that the United States Congress adopt the third market
country approach recommended by the Senate Finance Comimittee.

INTRODUCTION

The following comments are submitted in support of the third market country
exception adopted by the Senate Finance Committee under Section 1025 of the
Tax Reform Act of 1976 as reported by the Senate Finance Committee. The Sen-
ate Finance Committee approach i% designed to clarify and modify the present
exception for sales of agricultural commodities in International trade, under (1)
Section 002(b) of the Tax Reduction Act of 197t, P.L. 94-12 (the "TRA"). and
(2) the revision provided by Section 1025 of the House-passed Tax Reform Act of
1975. H.R. 10612 (the "1975.House bill").

It is important to recognize that although the language of the exception under
present law could be interpreted to impose current Ulnited States taxation nn
most trade in agricultural commodities produced and used abroad. 4uch an
Interpretation would he contrary to the Intent of the United States CongIress and
would effectively transfer this business to firms beyond United States tax luris-
d'etlnn and control. Furthermore. this would severely limit the capacity of
firnis most interested in expanding commercial marketing of United States pro-
duced agricultural csmmoditles.
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When consident* this, issue,, it is usefclo to reView thb legislative history of
the agticultu'al commodities exception; A* noted below, it is' particularly Im-
portant to recognize that both the House Ways and Means Committee and the
Senate Finance Conlittee have expressed concern about the possibility that
this exception might be construed narrowly so as to preclude United States
based companies from pkrticipating in sales of International at'lcultural coin.
modifies.

Based on considerations related below, it Is suggested that the United States
Congress should adopt, as soon as possible, the third market country approach
recommended by the Senate Finance Committee.

DISCUSSION

Legislative History and Administrative Conderati&o
Agricultural Commodities Bzception Undef Subpart P

.The Revenue Act of 19(2 added Subpart F to the Internal Revenue Code to
dep! with the problems f. tax haven operations. Under Subpart F; United Stites
shareholders of controled foreign corporations are subject to current United
Statet"neo me ta x'tion oon certain form of'undistribUted income (tax haven or
Subpsrti j', e)A inn , .. income from the operations of foreign base sales
c-nmpaim .tamtej" exceOp'ft is tb "Sbpart F continued' the privlleg9 of tax
deferral for certain kinds qf operations. A Ilcugh thq general thrust of thq TRA
was to eliminate or restrict these exceptions, the TRA cea ted a new Su~part
Fexeption for Income derived from sales of agricultural products traded in
international markets.

,The decision to create a: new eiception for certain agricultmal trade- re-
flected an awareness that United States interests are not always served by tax.
ing the operations of United States owned firms on a current basis. More speeifi-
cally, the Congress recognized inherent differences between manufacturing and
mining activities, on the one hand, and agricultural marketing- activities on- the
other.

In the light of these considerations, the Congress recognized that important
United States national and international Interests would be served by continuing
deferral for United States owned firms engaged in sales of agricultural corn-
mod ities grown outside the United States.
Tam Redsktfog'Aot of 1975

Tnder the T"!A tlhe C0l'gres created a new exception for income deflved from
sates of' agcultuail coMaMeditift traded in Initernatioual niarkets. The TRA
language amending cS6CdoV 954(d) of the Internal Ilevenue Code provided an
exception f "r AA cultural commodities not produced' in the United Stitbm in
commercially'mbarketable quantities.
1975 Hosee Bill

The' iswije of the agloutturdl eveption was rasM8 a~gln during proceedings
of the Hobse Ways and Meaim Cdmnltte Id 19te 1975.1 The clear consensus whs
that a technical amendment wait probably needed to clarify the meaning of the
TRA provision. The language Incorporated in the 1975 House Bill to accom-
plish this purpose provided; *

"(a) IN G:Nvp4L-The Ist sentence of paragraph (1) of section 954(d) (re-
14tlig to defintioi of for~ign ised company sales linhieb) Is amended to read

aN fo!ldvf: 'For pu.x*O of this subectliou, pOrnal pro rty doek nbt IntltideagIcrltuta co q1Tel'*,hlch ate sgni cztly differ tldrde or'tye I'om
adtd atW dirlnTe I e 'SeceWy of theaasir atatiOn vWth the
8eeritar oft A r~eu~tue no0"t to I. dilY stifl~tu b fdt (tkltig into a.,-
equnt con' r pre aes)a pu u5 * l thE tittd VtatesWn coimmrly M fitble qfatitie&s .. .

The H Ways and Means Co=nitte4 Mitatieed. t1 fbllbwtng arkuzments
I psu o4 ribtheliaago 6tbeVRA':
8" C e(omiittee Print = ired, for the ueof the _0t |teo q dM, b

Cuajtt",e Wiy iaXwsbthO saf of the joint Commi too on latert& Ieyeaui Tikxatonu eaeern iig u.8. Taiat oln
of F reF ueje ~.8,Ier~ir 1"1

of. foreign base eompay sales Income In tb ce of certain eItural p ets), H.R.
102. p. 211 and 212._Ren. 1o. 94-658 04th C le.. let 8es.. Novr 75.

'See Report of the House Ways and Means Committee aecompatp$'f .. 10602, p. 221,
Rep.N o. 94-658. 04th Cong., lot Sem., November 12, 1975.
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s* $ * On of the categories of tax haven income subject to current taxatim
under the Subpart F provisions of the code is base company sales income. The
Tait ReMuction Att of 195 contained an amendment which provides that base
company sales income does not include the sale of agricultural commodities
which are not grown in the United States in commercially marketable quantities.
It has come to your committee's attention that questions have been raised as to
the extent that this exclusion applies to agricultural products- which are of a
different grade or variety from the same product grown in the United States.
Your committee believes that sales- of foreign-grown. agricultural products
which-are not readily substitutable for U.S.-growti apcultural products should
not be included-within the dfinitlon of foreign base company sales income in the
case of sales made to the third -oubttiex. Yotir committee, is aware that these
sale are highly competitive and that if the profits on these sales were subject
tO U.S. tar on a current bims, U.S.-controlled foreign companies would have
difficulty competing With foreign-controlled companies. Accordingly, your com-
mittee belieVes it iS appropriate to permit this category-of income to retain the
tax advantages of deferral until the profits are repatriated to the United States."

In an- attetnpt' to etpiain its purpose in amending the agricultural exception,
the Committee provided examples: '

"Your committee's bill provides that for purposes of the tax haven foreign
baM company sales rules of subpart F, personal property does not include ag-
ricultural commodities wich are. slgigfiantlydlfferent In grade or type -from,
and- are determined by the Secretary of the Treasury after consultation with
the Secretary of Agriculture not to be readily substitutable (taking into account
consumer preferences) for, agricultural products grown in the United Statesin co ner~eiallymarketjl.i.tlWetie. bor example, if in county X a grade or
variety of corn Is grown which is used- in country Y as chicken feed to obtain g
particular quality anDd color of chicken meat which would be different than the
qu*hltt an4 color of chicken mot' which would^ be obtiied- from using corn
grown in the United Stutes, an_ it Is furthrfupid that consuer preferences
in country Y demand the girade and color of chicken meit which can only be
obtained from corn grown in country X, then the tix haven base company sales
provision does not- apply tb. alet of' thli SA-dM6 of, variety of ctrn for' use as
ehicket feed In country X.

"In addition; prodUcts of a different type which are not competitive by reason
of a substantial price differential are not to be treated as readily substitutable
for each other. For example, it has been called to your committee's attention that
mantoe isroften-used Incertain countries asafeedstoek'rather than corn. Since
manioc Is a significantly different product than- corn althoughr they may have a
similar use, it is your committee's intent that in determining whether entirely
different products are readily substitutable for U.S.-grown products the price
differential, it-so substantial that the U.S.-grown product cannot compete with
thefereign.grown product,- Is to be taken into account in determining, consumer
pref~encee

"This section of the' but appi ea to taxable years of foreign, corporations begin-
ig after Dember 8A, 1"7 and to taxsible years of U.A. shareholders *llin

wwft, r hithbcl7the taxable years of tkw,*qeiga corporations end."
No10h, 4Ii tho'clea r cncr ofthe, Hos ways, and Means Committee

that the Vnite.7 Stats owne# companies be -gven a continuingopportunltr to
compete for this 1i portant business, it. Is possible that substantial complexity
no t be involved lh interpreting this language as a consequence of inherently

Ii ,4si'a a ch olr'kei, 4 y-yr, case-by-case a-nalysis
involi an sc als aM variety of transactione in administering the law, this
result wood copo t Wilth netec the lefr intention of the Congress to preserve
competitive op4portiini es for nluid" tites owied firnm-nor the Important objec-
tive of tax simplification.
10~1V .04 .rid Oad6 weore Wir Roet

litean- r W e.bh the e. r eouse of tie constraits and other
considerations, tile' Sezkts FhIfOiOo lt dlreet ItW Inimediale' attention
to the tt* d fidivzt6f the 1D-Mia'Iw Billanl d"id 'dor uilder'ke eon-

s tkz *oisions of the bi
'See Id., p. 222.

74-T12--6--pt. 2- 28
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During the month of December 1975, the House and Senate debated and acted
on this legislation and then forwarded a bill to the President to exetnd tax reduc-
tions until June 80, 1976. The tax reform provisions of the 1975 House Bill, in-
cluding the provision modifying the agricultural exception to Subpart F, were not
considered by the Senate Finance Committee in 1975.

On February 5, 1976, Chairman Russell B. Long announced that the Senate
Finance Committee would begin hearings in March 1976 on major tax revision
proposals and extension of expiring tax cut provisions. Following these hearings,
the Senate Finance Committee proceeded with mark-up of the subject tax legisla-
tion and reported out a bill for consideration of the full Senate on June 10, 1976.
TreasurV views and administrative consideration

Earlier this year, there were further discussions and communications on this
matter,'including Members and staff of the Senite Finance Committee, the staff
(f the Joint Committee on Internal Revenue Taxation, and the Assistant Secre-
tary of the Treasury for Tax Policy. At that time, the United States Department
of Agriculture expressed its views to the Senate Finance Committee, and subse-
quently to the House Ways and Means Committee, urging that the third market
country approach be adopted to clarify this matter so as to preserve important
United States national and international interests.

In early May of 1976, the Treasury Department expressed its views on this
matter to the Senate Finance Committee.'"The Treasury Department has expressed concern that the provision In the
House bill whicb would broaden the category of agricultural commodities the in-
come" from the sale of which will fall within the exception to current taxation
under subpart F for agricultural commodities will not be administrable. There-
fore, the Treasury Department recommends that if the committee wishes to ex-
clude agricultural commodities from the foreign base company gales income pro-
visions of subpart F then the exclusion should be broadened to include all agricul-
tural commodities produced or grown abroad which are sold for use, consumption
or disposition outside of the United States."
Taa' Reform Act as reported by the Senate Finance Committee

Based on considerations noted above, the Senate Finance Committee adopted
an agricultural commodities exception based on the third market country
approach :

"5LU. 1025. LIMITATION ON DtFINITION OF FOREIGN BASE COMPANY SALES INCOME IN
THE CASE OF CERTAIN AGRICULTURAL PRODUCTS

(a) IN GENERAL.-The last sentence of paragraph (1) of section 954(d) (re-
lating to definition of foreign base company sales income) is amended to read as
follows: 'For purposes of this subsection. personal property does not include
agricultural commodities grown or produced outside the United States if sold for
use, consumption or disposition outside the United States.'

(b) EFFECrv, I)ATE.-The amendments made by this section shall apply to
taxable years of foreign corporations beginning after December 81, 1975, and to
taxable years of United States shareholders (within the meaning of section 951b)
of the Internal Revenue Code of 1954) within which or with which such taxable
years of such foreign corporation end." (Emphasis supplied.)

This approach provides a clear and easily idininistreed standard which would
enable United States owned firms to cQmpete for this important third country
trade without significant doubts about the tax consequences under Unifed States
laws.

The following reasons for adopting this approach were noted in the Senate
Finance Committee report.'

A See Report of the Committee on Finance, United States Senate, accompanying H.R.
10012. Rep. No. 94-988. 94th Cong., 2d Seas., Jutie 10,1976.

0 The United States Department of Agriculture communicated Its views to the Chairmanof the Senate Finance Committee and to the Chairman of the Ways and Means Committee.I See Press Release of the Committee on Finance, United States Senate, concerning
Foreign Tax Deferral, 94th Cong., 2d Bess. May 18. 1976, pp. 1 and IL

6 See H.R. 10612. Rep. No. 94-938, 94th ong. 2d Sess., p. 471, June 10, .1976,$See Report of the Committee on Finance, united States Senate. accompanying H.R.
10612, Rtp. No. 94-938, 94th Cong., 2d Bess., pp. 232-288, June 10, 1976.
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"CERTAIN AoRICULTURAL PRODUCTS

REASONS FOS CHANGE

As indicated above, one of the categories of tax haven income subject to cur-
rent taxation under the subpart F provisions of the code is base company sales In-
come. The Tax Reduction Act of 1975 contained an amendment which provides
that bas company sales income does not Include the sale of agricultural com-
modities which are not grown in the United States in commercially marketable
quantities It has come to the committee's attention that questions have been
raised' P.s to the extent that this exclusion applies to agricultural products which
are of a different grade or variety from the same product grown In the United
States. The committee believes that sales of foreign-grown agricultural products
for -use, consumption, or disposition outside the United States should not be
included within the definition of foreign base company sales income. The com-
mittee is aware that these sales are highly competitive and that if the profits
on these sales were subject to U.S. tax on a current basis, U.S.-controlled foreign
companies could have difficulty competing with foreign-controlled companies. Ac-
cordingly, the committee believes it Is appropriate to permit this category of
income to retain the tax advantages of deferral until the profits are repatriated
to the United States.

EXPLANATION OF PROVISION

The committee's amendment provides that for purposes of the tax haven foreign
base company sales rules of subpart F, personal property does not include-agri-
cultural commodities grown or produced outside the United States if sold for
use, consumption. Th committee believes that this rule will be easier for the
Internal Revenue Service to administer than either the rule contained in present
law or the rule contained in the House bill."
Pibposei Treasury Inome Tax Regulation

As noted above, Section 602(b) of the Tax Reduction Act of 1974 added a new
sentence to Section 954(d) (1) of the Internal Rvenue Code (relating to the
definition of foreign base company sales Income which excluded from the de-
finition Of personal property, for purposes of computing foreign base company
sales Income, agricultural commodities which are not grown in the United
States in commercially marketable quantities.

The Proposed Treasury Income Tax Regulations on the agricultural commodi-
ties exception designate different livestock and products and 81 different crops
to be considered grown in the United States In commercially marketable quanti-
tees. Moreover, If derivatives or extracts of the commodities listed are taken into
account, the number of commodities grown in the United States In commercially
marketable quantities would probably reach a range from 200 to'400.

The exclusion added by Section 602(b) of the TRA would thus apply to only
four commodities (perhaps five to ten including extracts). Based on considera-
tions related above on the legislative history of this provision, It is clear that
the Congress did not intend to provide such a limited exclusion. In point of fact,
all indications suggest the contrary. The Congress has expressed concern that
the exclusion might be interpreted so as to effectively preclude United States
owned companies from continuing to participate in the Important third market
international trade of agricultural commodities and' has specifically noted that
United States national and international Interests support the need for preserv-
Ing the competitive position of United States owned firms in this trade.

POLICY CONSID RATIONS

As noted in the House Ways and Means Committee report and the Senate
Finance Committee report, it was necessary to provide such an exception for
sales of agricultiral commodities traded. In third-country markets in order for
United States , owned firms to continue to participate in this highly competitive
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business. Without such ani esce~tion, this business *otld be transferred to foreign
owned firms beyond United States tax jurisdiction and control.

In the absence of an exception for third masxet. country international agricul-
tural trade, several disadvantages would obtain to the United States nationaland Iternatiqnal Interests:

Unite. States owned firms would lose an opportunity to compete for trade
iA a M letrbe ~orh$0 to $100 billion each year;

2. 'rti~patlon in this trade would be limited to firms, beyond United States
tax Judrbs tion and control and would thereby preclude the United ttes from
taxing prboflt on 61s trade which, might otherwise be repabolated to the United

3. Re UiltOed states tbepartwent of Agrieulttre would. lose an important
dour O dO wnformatodl about this third-market trade;

4. UlfiIed 4 'fatM owned flrins with substantial- investments In facilities in
this c6ufitry used in exporting United States agricultu l products would Idek
both the kiiowlede and opportunity provided by their present position in third
co uitry trade ,to press for sale of United States produced commodities.

11o avoid this result, the Senate Finance Committee recently adopted, a limited
9 ric Ilt'-a! commodities exception based, on- the third; marktt vounte$ approach.

hefeAe, the niew proVision would exempt from- current taxation' under Sub.
lrt' Psailes otagredltural.commodities grown.ad sold forereoemItibm,. dt-
position or use outside the United States. The third market country exception
has the strong support of the United States Department of Agriculture.

O0NCLUdiO2r

Ba'sbd o these, considerations, it i's clear that" the exceptiot for sales of third
Market country international agricultural, trade reomtendkd by the Senate
Ailitnce C6mmitt'ee is Important to United States national and interitatlonal
interests, and therefore it is urged; that the United i~tates Congresaadopt the
third market country approach recomfltidOd' bjy tile Senatd' finance Cozhilftfe.

TFs'nkoity or Oa Yftr A. PA16A'0, DflkroifI d' R idA, oit BzjtkLja or
TM LA~Sbf CoAU~iti6* ON PunRio l2ftkuzft

Mr. Chairman: Section 802 of Bill #H10612' before this: O tdflitte, aifiedd-
Ing Section 46(b) of the Tax, Codt *ould gIVO to utilitIeM gndetetain.other c>r.
porations a eash grant out oft thb U.S.- TreaIuty a mf' eqbial tO thts excess ot
these corporations' ta% credits over thtalr tar llabilitiedi it the exxVe6 credit
remains after a carryove of seved taI. (See Comatt" Reootf p" '17T.)

urhwwST UMiONIBI' OI'POIN- ftW TX~ iOOfltutt F6191 UtitkVA
fe' Mlf AE utilod lbadiiTs'ip represented by the Labor CoalitiUn on Public,

Utilitleg asks that this loophole be shut tight aud, rejected, for the followitig
rmsonWt

.1. Thg- )Ot6vitofi *oul? not accomplish, its purportediparpoes; it would , not
aid-thi f t lflities 1.i iAnal trouble

2. The povislon Wil lbad to fiigher permanent: vna i ent In, the utiltr
fieffld 1fl *f econouijic recovery.

q., Let .natljhstMd, the cash grant- would, not, at all help utility cuatothers'6bui
ratibY godd'1e*'ai1d excesile charges to their ills.

4. 1hl lthvIviori' woul' gIve away to some of the wealthiest corporations In
America $800 million to $500 million per year beginning in 1984. At. a time when
the Presidential Candidate of t ) b .fi6JtrItk party Mies charged that tax reform
"has been a Joke," his own party members may well make him the fool with
p~u~ of thts' gif~t -a'*h *1210v~d.

OtoM TR* LOMVIJLi. Wlt*14 VzIi 1MPod i2r-&qut' iuztA~broa

If the public Interest is flaunted and this give-away provision is passed, then,
at leas, the loophole-within-the-loophole must be sealed off.

Presently, either on their own initiative or under Section 46(f) of the Tax
Code, many public utilities "normalize" their tax credit savings--that Is, pocket



the tax savings for their #tq001flrs 1w't cbhryAip: their customers as if no
tax credit accrued.
I -The 4a er lurking quly in ,this bill ix that state and federal regulatory

agencies will allow utilities to normalize this tax grant. This would lead to an
enospous windfalll for the most ;pcofitatae utilities, with none of -the savings
passed though to their custowesHowever, our recommendation that normal-
izing te tax grant be prohibited would not in the least harm those utilities
truly In need of financial assistance Ie. those not earning their allowed rates
,of return.

WVe strongly recommend that if, this Inequitable -provision Is adopted, that
at least its most blatant Inequity be removed: -we recommend that the Congress

.prohibit normalized amcounting of the cash grant for regulatory purposes in
language which would exactly mirror and reverse the language of Section 46(f)
of the Tax Code. Note that such an amendment would not effect the sum of cash
grant but WOULD LOWER the bills of the utilities' customers.

Passage of this provision without this change would result in a gross In-
equity-utlities would charge their customers for "taxes" while the-utility Is
.actually receiving tax money.

PROVI1OON WILL NOT ACCOMPLISH ITS PURPOSE

The cash grant in Section 802 is designed to help utilities and other Industries
in V, pllqapcil tr9e. .oWever, tiWs cgsh refund will -hardly accomplish
this objective: for it will be Inaccessible to many troubled utilities while enrich-
1zg gcI .Jerp .q e Qf 4te past iMr tkble.

On one hand, those utilities in financial straits have lacked the financing for
prDr e lsi pl. PIW, Ahey ba , Qbtoloed -few of the tax credits which come
from expansion. Ironically thon, It I@ thee very utilities, for whom the assistance
is inendeol, who Willlget very Utte of the cash grant.

On the other-hand, the most profitable utilities have accrued the bulk of the
tax credits through their enorplous plant expansion. Their rapid .expansions have
allowed them enormous funds from accelerated depreciation. While large ac.
celerated deprecation funds provide a large cash flow and hence financial
strength, these same gccelerAted depreciation funds sharply reduce taxable In-
come. Thus, the other half of the irony is that these wealthiest of utilities will
zec lvothe Jbplk of the cash giants. The cash graut mocks Its own purpose.

!ISP Q6ff AX.FVJ6AQX WXI4L CAUS$ UNEMPLOYMENT AND HAMPER
ECONOMIC RECOVERY

n rat, the employment record of the utility Industry Is shameless. Ilell 'Xele-
phone permanently la l off 0,000 -workerq in 19.70. Slice the demand for utiUty
services is determined by the general level of economic activity, excessive In-
vestment credits subsidize wasteful automation. For this reapn, utilities had,
until 1975, been wisely limited to an investment credit only halt tbht .alowegl

e cond, this cash grant rewards those utilities which practice reckless, un-

tioqsp lSuch rqg e~xjnsI.nIs already reflected in bloated elec-
tricThese kame hard-hit customers would be charged again on
their tax bills through provision 802.

Third, this cash grant equ~d woll-hLnWerecon0lnc recovery. A dollar spent on
utility Investment create less than one-fourth the number of Jobs created by a
dollar of investment in other industries. If it is true that eppital is An short sup-
ply then certainly the lapt plice our dollars should go Is ln the pockets of utility
stockholders.

LABOR DEMANDS FAIR TR'EATMENT

The Labor Coalition on Public Utilities, representing toe leadership of twenty-
six Midwest labor piions, in shops and union 4alls hears constantly from work-
ingfqople fed' up with outrageous utility bills and an unfair tix structure. No
one has proposed that, like utilities, workers unemployed by reiinbursed their
full foregone salaries after seven yga-s. Our people hear of utilities pocketing
their tax money and they are angry.

Through our union newsletters, at our conventions and gatherings, a half
million Midwest workingpeople will learn how they have been treated-for good
or for bad-by this Committee, its members and Congress.
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IURTNER n AR8GB REQUESTED

Only the special interests groups have been given adequate time to prepare for
these hearings.

We strongly believe that this bill is an idea whose time is never. We request
an opportunity to appear before this Committee in person for the purpose of ex-
panding our testimony on this matter-which has been given only cursory exam-
ination by the Committee though its cost is in the billions.

A list of our membership is enclosed as part of this testimony.
Labor Coalition on Public Utilities, 204 South Ashland Boulevard, Chicago,

Illinois 60607. Harry E. Conlon, President; Theodore Smolarek, Secretary-
Treasurer.

John Van Eyck, Midwest Regional Director, Actors Equity Association, AFL-
CIO.

Patrick E. Gorman, International Secretary-Treasurer, Amalgamated Meat
Cutters and Butcher Workmen of North America, AFL-CIO.

Charles Hayes, International Vice President and Director, District #12,
Amalgamated Meat Cutters and Butcher Workmen of North America, AFL-CIO.

Sol Brandzel, Manager, Chicago and Midwest Region Joint Boards, Amal-
gamated Clothing Workers of America, AFL-CIO.

Don Jones, President, Local #1395, American Federation of Government Em-
ployees, AFL-CIO.

Neal Bratcher, Director, District #19, American Federation of State, County
and Municipal Employees, AFL-CIO.

Tommy Briscoe, President, Chicago Local, American Postal Workers Union,
AFL-CIO.

Maxie Hill, Corresponding Secretary, Local #1, Bakery and Confectionary
Workers International Union of America, AFL-CIO.

C. L. Dennis, Piesident, Brotherhood of Railway, Airline and Steamship
Clerks, AFL-CIO.

Mollie West, Executive Committee, Chicago Typographical Union #16, AFL-
CIO.

Barbara Merrill, President, Chicago Chapter, Coalition of Labor Union Women.
Lucille McGown, President, Local #18-B, Furniture and Bedding Workers

Union, AFL-CIO.
George K.-Oundersen, President, Chicago Local #245, Graphic Arts Interna-

tional Union, AFL-CIO.
Elena Marcheechi. Business Representative, Local #350, International Brother-

hood of Painters and Allied Trades, AFL-CIO.
William Joyce, Secretary-Treasurer, Local #710, International Brotherhood

of Teamsters.
John McKnight, Vice President, Local #738, International Brotherhood of

Teamsters.
Harold Schwartz, Manager, Chicago Joint Board, International Ladies Garment

Workers Union, AFL-CIO.
Richard D. Watson, Director, District #7, Oil, Chemical and Atomic Workers

International Union, AFL-CIO.
Henry Anderson, President, Chicago Joint Board, Retail, Wholesale and Do.

partment Store Union, AFL-CIO.
Ronald McCantz. Secretary, Civil Rights and Community Services Committee,

Local #777, Seafarer's International Union, AFL-CIO.
Edward Todd, Assistant to the International President, Textile Workers

Union of America, AFL-CIO.
Robert Johnston, Director, Region IV, United Auto Workers of America.
Thomas Miechur, President, United Cement, Lime and Gypsum Workers Tn-

ternational Union, AFL-CIO.
Frank Rosen, General Vice President, United Electrical, Radio and Machine

Workers of America (UE).
Mark Pitt. Illinois Director, United Farm Workers, AFL-CIO.
Jack Spiegel, Director, Lake States District, United Shoe Workers of America,

AFL-CIO.
Fdward Sadlowski, Director, District #31, United Steel Workers of America,

AFL-CIO.
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MAP INTERNATIONAL,
Wheaton, Ill., July 21, 1976.

Re H.R. 10612, Senator Ribicoff's amendment 1612, gifts of inventory.
Mr. MICHAEL STERN,
Staff Director, Committee on Finance,
Dirkeen Senate Ofice Building, Washington, D.C.

DsAR MR. STERN: On behalf of the 136 mission agencies and their 1,000 doctors
and dentists providing charitable health care for the medically Impoverished
in 84 Third World nations, MAP International favors enactment of the com-
mittee's amendment (1612) to 170 E of the code that will restore a needed
incentive for gifts of supplies.

Most cordially,
JOHN H. STUCKY,

Vice President/Development.
Enclosure.

SAMPLE QUOTES FROM DOCTORS OVERSEAS, RE GIFTS OF INVENTORY

SENATOR RIBICOFF'S AMENDMENT 1612

"There must be a less lethal way of tax reform." "These drugs have been.of
tremendous value In the treatment of these people whose means are so meager
and whose need is so great." "It does seem criminal when companies report
that it costs more to donate the drugs than to destroy them." American Lutheran
Church medical missionaries in Madagascar.

From India Dr. DeVol reported, "Medicines contributed by drug companies in
thp U.S. through Medical Assistance Programs have been a tremendous help to
us and to the people we serve In this area. Of late these services have been
drastically curtailed because of the 1969 Tax Reform. When we cannot get these
drugs to give free to patients who are doing well to have one square meal a day,
you can understand our concern that this bill be passed."

"The supply of vital antibotics has virtually ended." Charles Vander~loot,
Korea. He continued, "While the severe reduction in donated medicines has not
ruined our efforts, it has undoubtedly restricted the type of medical care we
offer."

"Drugs that have been made available to us have diminished in a most dis-
couraging fashion, necessitating the purchase of many pharmaceuticals at world
market prices, which our patients can ill afford to pay on an average income of
$125.00 per year." Stan Quanbeck, M.D. serves a 200,000 population.

In India the report is, "Although we have always had difficulty making ends
meet financially, the situation has grown more severe . . . We are now buying
drugs on the Indian market for distribution to the poor, but we cannot continue
to do so for long."

"Come and see * * * whole pygmy villages with ulcerated, bodies, we can
show them to you. Penicillin would do the trick and clear the whole village of
infection. We have all we can do to pay the transportation of medicines to this
corner of the world where they are so badly needed."

Dr. Adolph appealed for his 25,000 patients, "The help we can give this part
of the world, Ethiopia, in great measure depends on the passage of this bill."

From Zaire Tom Cairns, M.D., "Without this source of drugs our work would
have to be severely curtailed."

"Supplies available to us have decreased. However, the number of patients
continues to increase. I see no way to minister adequately to these medically
deprived people." LaVerne Mlley, M.D., Ivory Coast.

In Paraguay the report is, "Of necessity we must reduce services offered."
Even from Japan James Saterwhite, M.D. pled with Congressmen, "Here in

Japan we do not need such help, but our hospitals in Kenya, Nigeria, Indonesia,
Thailand, Bangladesh and India are doing a real Job of sharing that should be
allowed to be our American helping hand where it really counts, on the personal
level."

"Needless to say, the effect as we see it in developing countries is heart.
breaking." S. 0. Topple, M.D.. Korea.

"The donated medicines gave us the opportunity to use many drugs which
could not have been used on our limited mission budget." Howard Hamlin, M.D.,
Republic of South Africa.
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Eleanor .,Soltau, M.D., $ordan, "These donated drugs many times meant the
difference between -Ufe and death to patients under our care... We find it so
refreshing to see auch, seUlne appr e(lttn gor, Ly .pe*cal bqjP., thoy; hye
received. Most of the bedouins are desperately poor."

Nazareth Hospital, Israel, "I know fr.m my ownaexperiepce hQw yalutAbie
medications can be In my own practice and 4ti the practics of luadres..p ether

-doctors like myself serving in many parts of the world," R. W. Martin, M.D.
Donald McDowell, M.D., Paraguay, "I believe this Is one of the best ways that

the United States can show its friendship and its concern for the underdeveloped
nations."

G. R. Chapman, M.D., Hong Kong, "Without these donations our operation is
decidedly handicapped."

Paklm, u, David Wlliams, M.D., concerning the loss of donated medicines
writes, "In Ught of the medical needs In Pakistan alone this Is tragic. In our
institution, budget does not allow us to purchase large quantities of drugs at
market prices to use for the large number of patients seen annually who cannot
pay their way. In the past these donated drugs have enabled us to see that the
Indigent patient gets proper medicines despite 'uis Income level."

"It Is a marvelous thing to tell the parents of a dying child, 'your child will
recover because people in America are concerned enough to send good medicine
to cure this illness.' I know of no other more etfctive Way -to neutralize so much
bad propaganda so loudly voiced about .-Axerlcans." Lorne Pmwn, M.D., Kenya.

"Alwatys .we,ikre sh4ort. of.,g applies," ,W1140. OQta, V.D., :Nige~ia.

"We feel it is a tragedy. tat our laws ihbould dlcourage.,shar4 g ,oyerpro(
auction with Medically destitute people."

A.,MEUCAN PVMOLEUM INSTIrUTE,
Washington, D.C., July .z, 1976.

Hon. RU.SsELL B. LONo,
Chairman, Senate Committee on Fitanoe, Dirkeen Senate Office Building, Wash.

jngtots D.O.
D"ai Ma. CataMtN: This letter Is wrItten In beihtf of the m*nMbership of

the American Petroleum Institute with respect to matters that re befQre your
distinguished Committee with the resumption of tax revision hearings which
are currently In progress. It Is noted that spokesen for lgdividual companies
have been scheduled to testify on specifc subjects or provisions of the pending tax
bill. In the interestof avoiding doUilcative qral testimonyn, we submit these com-
ments for the record in ,the hope that tbey will assist in your deliberations.

While our coniments will in paxtlcqlpr relate to three prosyions of the bill
as it now pends before the Senate, we would .11e to ednd the Committee for
adopting constructive amendments relating to., gethernmal development, the
correction of inequities arising from the 1975 changes in percentAge depletion
for oil and gas, and certain transitional ,treatmentprovided, with re pect tqforeign
source come. Provisions such as those to which reference has ,been ae In tbe
foregoing enumeration have been .amply descrtbedand explained In the excellent
Committee Report which accompanIed, H.PL 10612 and will not be the subject of
Further comment here.; Jlowpver, there are two provisi us iki~ectlng foreign oil
and gas extraction Income which we believe merit additional comment to provide
better understanding of the Justification for, their inclusion in H.R. 10612. There
is a third provision on which we would like to comment that we believe should
be deleted from the bill.

The first of these 'three provisions for specific comment would revise the
definition of foreign oil related Income to include Interest from a qualified

--domestic corporation. The need for this amendment arises from a drafting inad-
vertence in the Tax Reduction Act of 1975. The 1975 statute In qreatingthe new
income category known as foreign oil related income Included within thedeflpi-
tion dividends and interest received from A foreign corporation bpt with respect
-to a domestic corporation included only dividends. The amendment contained In
H.R. 10812 would correct this unintended omission so as to include both divi-
den4s and Interestwhen received from either, a foreign or a domestic corpora-
tion. The record is clear that this feature of the,195 Actwas not the Intent of
Congress at the time of the law's adQptipn. This legjslaUve avarslght should be
corrected as provided in HIL 10t12 but it Is subm!kted thatthe elective date of
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the correction should be January. 1, 1975 (the effective date 'of the error) ahd not
Janryl 1, 197, as provided in the pending bill.

The second provston, of, H.R. 1001 on which we would make specific com-
ment is subsection 1031(e) prescribing the tax stAtusof certain payments for
oil, and gac. Sectiom 901 (f.) of the Internet Revenue Code, as added by the
Tax -Reduction Act of 1975i provides that foreign income taxes paid In connec-
tion with, the purchase and sale of oil or gas, In a, foreign county are not to be
creditable if the taxpayer has no economic interest in the oil or gus and either
the purchase or the sale i at a-pricewhich diffetg from the fair market value for
such oil or gas. Seetion.035(e) of the reportW. versions of H.% 10612 would
amend section 901().in.ort r to prevent that section-from operating inequitably
in certain situations in' which, foreign, countries nationalizdd, thes piqMte of
U.S. companies operating in those countries.

A number of the- oil producing coUntrieg throughout tMe world have either
already nationalized the properties of U.S. taxpayers operating therein or
have announced plans to do so. In some of the countries; in recognition of the-
nationalization of the properties,, arrangenlents,'have been made or will be n'ade
to permit purchase of oil. or, gas at a'price below- fair market value followed bY
resale 0f the oil or gas at, a profit subject, to foreign incofte tax: Tht purpose
of section 1035 (e) is to provide that in such a, situitioh the new aitrangewent
will be regarded as essentially the continuation of the presently existing economic
Interest ,thus preventing inequitable application of section 901(f) to disallow
credit~bIlity of the foreign income taxes paid. This proposed change presents
a minimum solution to the-problem presented by the necessity of making new
arrangements upon nationalization by foreign governments. Whatever may
have beeli the purpose of enactmentt of sectio-901(f) it does not seem to have
been intended to prevent creditability of foreign income taxes paid by taxpayers
who made investments in foreign countries and -acquired economic interests but
suffered the misfortune of having 'their properties nationalized by the foreign
governments nvolVed.

Section 1085(e) ptovide'for terminati n of'the'period over i'1i1ch the' dis-
couht is'allo*d i thite y4hr '1986 It 'wotl"se~nd' mor'apprprIite to put no
limitation on the period otfde stnwethe arrakeinkt; having arfsei out of the
economic interest of the taxpayer in the foreign country, should qualify for
whatever period the arrangement may exist.

The third provision of H.R. 10612 on which we would make speefle comment
is Senate Floor Amendme t Number 2043'offered by Senator Hartke and adopted
by the Senate yefterdaY'. We oppose this amendment. The #mendment would place
oil and ga extractive income on a per country basis define certain income taxes
as non-cteditable royalties, and further restrict the allowable creditable Income
taxes.

In the Tax Reduction Act of 1975, petroleum companies alone were denied the-
option of using the per country method of 'limiting foreign tax credits. Fur-
ther, petroleum companies were restricted even In the use of the overall'methdd
with respect to oil related income. Amendment Nuntbei' 204S woid again single
out the petroleum industry for further punitive treatment and forte petroleum
companies 'to use the per country method with resperet to exteactive income,
completely reversing the concept contained in the Tax Reduction Act of 19T5,
which required that oil companies use the overall method of, limiting foreign
tax credits. With respect to this reveal of positioni it is to be hoted that fur-
ther inconsistency can be found in the fact that H.R. -10612 would require all
other taxpayers to use the overall method.

Under Amendment Number 2048 the Secretary of Treasury is given ektradr.
dinary power to -treat foreign income taxes as royalties. COnada; the United
Kingdom, and the Netherlands, to name a few countries; have special income
taxes on petroleum operations. If such taxes were treated as royalties, U.S.
companies operating in these countries would be-rendered totally noncompetitive.

Thus, in summary, the, amendment would .reverse fundamental tax policies.
adopted last year, erroneously classify income taxes as royalties; restrict bosie
foreign tax -credit concepts, and impose international double taxation on U.S.
taxpayers. It should hot be retained in H.& 10012.

In closing. it may be appropriate to note that there are numerous other floor
amendments-to H.R. 10612 which, if adopted, would drastically and adversely
affect the U.S. petroleum industry. Such unwise proposals which for the most
part have not been subject to the committee hearing process would severely dis-
advantage the Nation's energy outlook at a time when the United States is already
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in trouble on energy. Currently U.S. oil and gas proved reserves are declining
and reliance on imports is increasing. The United States is presently obliged to
import about 45 percent of its liquid petroleum needs. There is an urgent ne-
cessity to replace our dwindling domestic reserves and to obtain diversified
foreign sources of secure supplies. The capital requirements to attain these ob-
Jectives are enormous and substantially exceed the industry's current-cash flow.
Higher tax burdens on the industry can only impair that already inadequate
cash flow position and weaken the economic Justification for committing the re-
quired capital amounts to the high risk undertaking of the search for oil and
gas. Numerous studies have established that the petroleum industry is among the
most heavily taxed industries. The imposition of additional punitive tax burdens
on the'petroleum industry can only detract from our efforts to improve the Na-
tion's energy outlook. America's role of preeminence in international trade and
the importance of that trade in providing jobs and economic progress are impor-
tant considerations in evaluating the implications of tax amendments that are
hostile to private enterprise.

I thank you for permitting the American Petroleum Institute to make this sub-
mission for the record of the Senate Committee on Finance's current tax revision
hearings. If we can be of service to the Committee in supplying additional in-
formation, please do not hesitate to let us know.

Sincerely,
FRAN1 N. IKARD.

GATX CORP.,
Chwago, nL., Judy 22, 1976.

Mr. MICHAEL STERN,
Staff Director, Committee on Fitiance,
Dirksen Senate Offlce Building, Washington, D.C.

DEAR Ma. STERN: The following is submitted for consideration by the Coni-
mittee on Finance in response to the Invitation contained in Senator Long's press
release dated July 8, 1976, announcing hearings on certain tax provisions -ap-
proved by the Committee for incorporation in H.R. 10612.

SUMMARY

We support the Committee's proposed amendment with respect to the Invest-
ment credit in the case of vessels constructed from funds withdrawn from a
capital construction fund (Sec. "06 of the bill) with the exception of the effec-
tive date. We believe the effective date should be "with respect to investment
credits claimed in years beginning after March 81, 1970".

STATEMENT

The Committee indicated in its Report (pages 196 and 197) that the reasons
for the proposal include the fact that the investment credit was not in effect at
the titne the Merchant Marine Act was revised in 1970 and that, when the credit
was subsequently restored, Congress did not consider whether or not the credit
should be available in the case of a vessel constructed with funds withdrawn from
a capital construction fund. The Committee, after studying this problem, believes
that it is undesirable to reduce the incentive effect of the capital construction
fund by denying the Investment credit in the case of monies withdrawn from such
a fund for ship construction while the credit is available for other forms of
capital investment. With this in mind it seems only appropriate to permit the
effect of the legislation to apply to all credits resulting from the construction
of vessels under the 1970 legislation and not to correct the problem only for the
future. To do less than this leaves open the question as to whether or not the
credit npplies in years prior to 1976. If the legislation is to be fair it should apply
with respect to all credits for vessels constructed from amounts withdrawn from
funds subsequent to the effective dates of the 1970 amendment to the Merchant
Marine Act and to the restoration of the investment credit by the 1971 Revenue
Act. The suggested effective date would, we believe, do this.

Very truly yours,
HENRY J. NoRo,

Executive Vice President.
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UTICA MUTUAL INSURANCE CO.,
Juy I 23, 1976.

Re addendum to statement in opposition to section 1508 of H.R. 10612 (con.
solidated returns by life insurance and non-life-Insurance companies).'

Hon. RussELL D. LONG,
Choammn, Senate Finance Oommittee,
Russell Senate Office Building, Washington, D.C.

DzIa SENATOR LoNo: This addendum to the statement of Utica Mutual In-
surance Company of yesterday Is submitted to take into account one aspect of
the statement of John H. Filer, Chairman of Aetna Life and Casualty Co. for ad
hoe group of twelve stock and mutual life insurance companies.

Mr. Filer has submitted that the chronology of the genesis of section 1508 would
"dispel any doubts .regarding" the full and complete consideration by the Con-
gresslonal Tax Cnmmittees. The chronology consists of oral and written state-
ments made to the House and Senate Finance Committees in Hearings on Tax
Reform and statements submitted to the staffs of the Treasury and Joint
Committee.

Utica believes that the doubts remain greater than ever.
The chronology indicates that the proponents of the legislation have been try-

ing since 1973' to obtain some Interest from the Congressional Committees on
their proposal for consolidated returns. They did not obtain a favorable response
until the Committee decision of May 27, 1976.

Utica is sympathetic to the problem of the Senate Finance Committee to recom-
mend enactment, without public hearings, of a limited remedial provision, such
as a change in effective date. But the life insurance area is a complicated area,
in which revenue considerations have been paramount. The complexity is illus-
trated by the lapse of seventeen years since the enactment of the present life
insurance provisions in 1959, but the Treasury has yet to issue legislative regula-
tions covering consolidated returns of income of ,)nly life insurance companies.
Permitting life Insurance companies to consolidate with non-life insurance com-
panies may be infinitely more complicated and invdve the very heart of the pres-
ent income tax provisions, as Utica's statement c f yesterday indicates. Accord-
ingly, therefore, public hearings on the proposal are almost a must.

Public hearings involve more than ex parte statements by proponents of legis-
lation to Committees and its staffs. The present provisions on the taxation of life
insurance companies were initiated by public hearings before the Ways and Means
Committee on November 17, 1958, but the legislation was not enacted until June
25, 1959. During the interim, there was consistent analysis and decision by
the Congressional Committees after substantial public hearings and after ade-
quate public notice. This was after the Treasury had spent years formulating
the proposal on which the public hearings were held. Legislation enacted so
painstakingly and after such detailed study should not be subjected to the
possibility of serious adverse effects of a proposal enacted without public hear-
Ings and adequate notice of the specific provisions, and without adequate time
for staff study.

The Inadequacy of the consideration given the proposal is indicated by the
brevity of the Treasury report, which did not analyze the proposal at all insofar
as its effect on the life insurance company taxing provisions--perhaps because
of inadequate time.

Moreover, the revenue estimates remain high even after deferral of the effective
date to 1978 and the 50% limit on the deductibility of current losses. The Treas-
ury's estimates of revenue losses is "approximately twice as high" as the Joint
Committee staff estimates, or more than $800 million, and despite the limita-
tions, are only slightly less than the Treasury's previous revenue estimates.

Given the serious competitive impact of the proposal on small casualty in-
surance companies, the substantial loss of revenue, and the complexity of the
provisions, we believe that a thorough study of the effect of the proposal on the
entire system of taxing life insurance companies is necessary before the pro-

'Copy of the original statement Is attached.'Proposals for consolidation of life and non-life companies were rejected by Congress
a number of times and as early as the Revenue Act of 1928. The 1959 legislation taxed onlyone-half of the underwriting income of life insurance companies and adopted speciallimitations to insure a minimum of revenues from those companies. Hence it is notenough to state, as the proponents and the Treasury have said, that life Insurance
companies are taxable on all their income since 1959.
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posil Is adopted. Sihce the proposal would be effective In 1978, the proponents
van hardly claim that such a study would be prejudicial.

Respectfully submitted,
VICToR T. 9HR9,

Chairnlan Of the Board.Attachment.

UTICA MUrrt#AL ISUEAlfcE Co.,
JulU 82, 1976.

Re statement in opposition to section 1508 of' H.R. 10612 (consolidated returns
by life Insurance and non-life-insuradee coiipabiles).

Hon. RUSSELL B. LONG,
Chairman, Senate Finance Committee, Russell Senate Offlce Building, Wash.

ingitont, D.C.
DEAR 8wAToR LoNo: My name is Victor T. Ehre and I am Chairman of theBoard and Chief Executive Officer of the Utica Mutual Insurance Company

and also President and Chief Executive Officer of the Graphic Arts Mutual In-
surance Company. Both companies are property and casualty insurers with
headquarters in the greater Utica area of Upstate New York.

I am filing this statement with the Senate Finance Committee in opposition
to the provisions of Section 1508 of H.R. 10612 which would in the future permit
the filing of consolidated federal income tax returns by life insurance companiesand non-life insurance companies. From the standpoint of my company, thisproposal will have seriously adverse competitive Implications. Based on com-municatloha which I have had with others in the industry, I believe that Ispeak as well for all similarly situated small mutual property and casualty
Insurance companies.

A. INSURANCE INDUSTRY'S FIIXANCIAI 1ALVATIO*

An argument frequently raised in support of the captioned legislation is that
the resulting decreased tax revenues will add to the depleted surpluses of theproperty and casualty insurance industry, thereby increasing the industry'scapacity to provide insurance coverages. There is no question that in recent
years numerous factors, including the recent recession and price inflation, havecaused the property and casualty industry to suffer large losses (e.g., the 1975pre-tax statutory underwriting losses* for the property and casualty industry is
estimated at $4;247 billion).' however, iK is difficult to-conctptqalize how a mod.est amount of future tax savings (1978, $25 million; 1979, $05 million; 1980,$4 million; and 1981, $40 million) ' will have a meaningful effeet on the indus-
try's current financial dilemma. In large part, these benefits will flow to a seg.ment of the insurance industry (i.e., those large heavily capitalied property andcasualty Insurance companies affiliated with profitable life companies) that Is
best equipped to withstand the Industry's current financial turbulence while thenumerous small unaffiliated companies will derive no benefit from its enactment.Since many of thse small unaffiliated companies are mutual companies, the pos.sibility of their affiliating with profitable life or non-insurance operations isremote. If the purpose of the legislation is to provide government revenues tosubsidize the property and casualty insurance industry, it would seem one could
develop more equitable means for allocating such a subsidy.

B. TECHNICAL DIFFICULTIES

I. Immediate F,,actmtent of Bill Sect(on 1508 I Not Advisatle
Assuming arguendo that we. have no quarrel with the basic philosophy under-lying this bill, i.e., the equity in lifting the ban on life Insurance companies filingconsolidated returns with other companies, we believe that the complexities oflife insurance company taxation and the potential abuses to this special schemeof taxation ' dictate that, before implementation of this proposed legislation, the

entire matter should be the subject of further study and that public hearings
1 Best's Idsurance News Direst. March 1. 1076.
*R4eport of the Committee on Flinnce of the United States Senate on H.R. 10612,p a X .4T.r
IThin can be Illustrated by the fact that in the ueventeen yeas that elapsed sine1959, the Treanry has yet to issue regulations covering the consolidation of income ofonly life Insurance companies-A much simpler task than would be involved in 8ecnttoa

1308.
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should be held to give various Interested parties an opportunity to be heard.
Certainly, expedited passage of Section 1508 appears unjustified since the Sen-
ate Finance Committee has set thie effective date of the legislation for taxable
years beginning after December 31, 1977. Some of the above-mentioned com-
plexities and potential abuses are discussed below.
5. Congrenfional Concept Under the Life Insurance Company Income Tax Act

of 1959
Historically, life insurance companies have been taxed quite differently from

other companies. In 1969, Congress, after lengthy deliberation, adopted a statu-
tory formula for taxing life Insurance companies. This formula is extremely
complex in that it involves the application of unique calculations of both income
and deductions. Certain of these deductions are subject to computed limitations.
For example, a life insurance company's deductions for policyholders' divi-
dends cannot, in effect, reduce Its taxable investment income. Because of these
special limitations, "Congress In the past has not allowed life insurance com-
panies to file consolidated returns with other types of companies and in this
manner offset their taxable Investment Income against losses realized from
other types of operations."' Although the Committee Report states that the
loss limitation mechanism of bill Section 1508(b) (3) preserves the Congres-
sional concept underlying these limitations,' this bill would, in most instances,
allow a part of a group's non-life insurance company's losses as an offset against
its life insurance company taxable investment income generated in the loss
year. In addition, the bill's carryforward provision (sic. 1508(c)) would per-
mit the carryforward and ultimate absorption of virtually all of the remaining
non-life losses which were not currently utilized." This result Is contrary to the
Congressional Intent underlying the limitation on special deductions contained
in the 1959 Life Insurance Company Tax Act.

1978 property
and casualty loss

Property and absorbed in
Life company casualty taxable consolidated Consolidated

taxable income income (loss) return taxable income

1978 ....................................... $200 ($100) (S5.00) $150.00
1979 ....................................... 200 0 (500) 175.00
1980 ....................................... 200 0 12. s0 187.50
1911 ....................................... 200 0 (6. 25 193.75
1982 ....................................... 200 0 (313 196.87
1983- .................................... 0 198.44

Total ................................ 1,200 ................ - (91.4)...........

Note that, as prescribed under the proposed legislation, in 1978, the year of
the loss, the life-non-life affiliated group can only absorb 50 percent of the $100
property and casualty company loss. However, given a five year loss carryfor-
ward an additional $48.44 is absorbed in the years 1979-1983 leaving only $1.56
or about one and one-half percent of the original $100 loss unabsorbed.

In addition, certain life insurance company limited deductions (e.g., dividends
to accident and health policyholders) can, in effect, be shifted to a non-life
insurance company and through consolidation used as an offset of life insurance
company taxable investment Income. This not only represents a circumvention
of the 1959 Life Insurance Company Tax Act but also rejects the philosophy
of the consolidated return regulations in that it permits a lifp--non-life con-
solidated return group to report lower taxable income than it would have
reported had all its insurance business been written in a single life insurance
company.

Respectfully submitted.
VICTOR T. EHRE.

Chairman of the Board.

Report of the Committee on Finance of the United States Senate on IH.R. 10612, page
454.

9 Ibid. p. 454.
'This can be Illustrated by the following example:
Assume the following facts:
1. Life Insurance company parent (P) files consolidated tax returns with its property

casualty subsidiary (8) for the years 1978-1983 under the proposed bill.
2. P earns 8200 of taxable Income each year while l oses $100 In 1978 and

breaks even In succeeding years.
0


