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The Committee on Finance, to which was referred the 611 (H.R.
10947) to provide a job development investment credit, tdiidce in-
dividual income taxes, to reduce certain excise taxes, and fir other
purposes, having considered the same, reports favorably thereon with
amendments and recommends that the bill as amended do pass.

I. SUMMARY

As reported by the House, the Revenue Bill of 1971 was designed to
provide a balanced program of tax reductions for individuals and tax
incentives for business. As stated in the House report, this bill, in the
form passed by the House, was designed to-

* put our present lagging economy on the high growth path.
* increase the number of jobs and diminish the high unemploy-

ment rate.
* relieve the hardships imposed by inflation on those with mod-

est incomes.
* provide a rational system of tax incentives to aid in the mod-

ernization of our productive facilities.
* increase our exports and improve our balance of payments.'

The House report further indicates that the bill as passed 'by the
House is expected to attain the objectives set forth above by working
in cooperation with other governmental actions, including the Wage
Price Freeze (and the phase II price control propram which is to
follow) and other actions taken to meet the dollar crisis abroad.

The Committee on Finance is in agreement with the 5 basic objec-
tives of the tax measure as passed by the House. Therefore, while
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strengthening the bill in numerous respects, it has retained the basic
modifications of the tax laws providedby the House bill.

The bill as modified by the committee is expected to reduce present
law tax liabilities by about $1.7 billion in the calendar year 1971, $7.8
billion in 1972, and $6.0 billion in 1973. Although there are dif-
ferences in various items, these revenue effects are virtually the same
as under the House bill.

As has been indicated, the committeeand the House share essentially
the same objectives and, therefore, the committee has retained most of
the principal actions which were taken by the House bill. These are
summarized immediately below. This is followed by a summary of the
principal changes made in the House bill by the committee.

Principal provisions which are basically the same in the House and
committee bills

1. A 7-percent job development investment credit is provided in
both versions of the bill. The credit is generally effective on AugLst 15
(although also effective with respect to earlier deliveries where orders
were placed after the end of March). At the same time, however, the
liberal depreciation system (Asset Depreciation Range) provided by
administrative action in January of this year has been modified some-
what to remove an element, providing additional depreciation for assets
in the first year of their use (referred to as the first-year convention).
The investment credit is expected to make from $1.5 billion in 1971 to
$3.9 billion in 1973 available to businesses which expand and modernize
their equipment and facilities. The modification in the depreciation
system (ADR) offsets the initial revenue impact of the investment
credit by forestalling tax reductions which would otherwise occur as
a result of administrative action. These reductions which are fore-
stalled would have amounted to $2.1 billion in 1971, decreasing over
later years to $1.7 billion in 1972 and $1.5 billion in 1973.

2. Significant individual income tax reductions are provided for
those who have been hardest hit by inflation and where the greatest
impact on increased consumer spending can be anticipated. Under
both the House and the committee's version of the bill these reductions
begin this year. For 1971 both versions of the bill increase personal ex-
emptions from $6,50 to $700 effective for one-half the year ($675 for
the entire year). In addition, the minimum standard deduction is
modified to provide additional relief in the lower income tax brackets
in 1971. These changes will provide an immediate tax reduction this
year of $1.4 billion. For 1972 and subsequent years, the two versions of
the bill both further increase all personal exemptions to $750. Also, the
minimum standard deduction, or low-income allowance, is increased
from $1,000 to $1,300, and the percentage standard deduction is further
increased to 15 percent (already scheduled to go to 14 percent with a
$2,000 ceiling in 1972).

This latter action gives assurance that the individual income tax
will not be imposed below the poverty level (taking into account an-
ticipated poverty levels for 1972). These individual income tax reduc-
tions for 1972 are expected to amount to approximately $3.3 billion.
This is in addition to a reduction of $2.7 billion (compared to 1971
levels) which occurs automatically in 1972 as a result of the Tax
Reform Act of 1969.



3. The 7-percent manufacturers excise tax on passenger automobiles
is repealed under both versions of the bill effective with the date of
enactment of this bill. For those taxes paid for the period 'back to
August 15, 1971, consumer refunds or floor stocks refunds are pro-
vided. In addition, both versions of the bill also repeal the 10-percent
excise tax on light-duty trucks (those weighing 10,000 pounds or
less gross vehicle weight) with consumer refunds or floor stocks
refunds for the period after August 15, 1971, under the committee
action (or after September 22, 1971 under the House action). These
light trucks, to a substantial degree, are used as a means of personal
transportation. These tax cuts, although differing slightly in the two
versions of the bill, are expected to reduce tax liabilities by approxi-
mately $0.9 billion in the calendar year 1971, $2.6 billion in 1972,
and $2.3 billion in 1973.

4. Tax deferral is provided for export income of domestic interna-
tional sales corporations (DISC's) effective with the calendar year
1972. The House and committee versions of this DISC provision dif-
fer somewhat, however. The House version follows the so-called in-
cremental approach, making tax deferral available only to the extent
a company's export income exceeds 75 percent of its average export,
income in the years 1968 through 1970. The committee version of DISC
does not follow this incremental approach but instead allows deferral
for one-half of the DISC's income. Under both versions of the provi-
sion, however, reductions in tax liabilities of something like $100 mil-
lion are expected in 1972 and $200 million in 1973.

5. Both the House bill and the bill as reported by the committee
make a series of structural improvements in the tax law, including
some which are clarifications of existing law. The structural improve-
ments included in the House 'bill (although in several cases modified
somewhat by the committee), all remain in the committee version of
the bill. These provisions which are in both versions of the bill relate
to a limitation in certain cases on the standard deduction (and under
the House bill to a limitation on the personal exemption) of indi-
viduals receiving certain unearned income, a limitation on carryovers
of unused credits and capital losses in the case of certain changes in
ownership, amortization of expenditures for on-the-job training and
for child care centers, a revision in the definition of a net lease, a
modification in the application of the farm loss provision in the case
of subchapter S corporations, a modification in the case of capital
gain distributions of accumulation trusts, a provision that income from
the Virgin Islands may not in certain cases be treated as Western
Hemisphere Trade Corporation income, a clarification of the appli-
cation of the minimum tax to foreign capital gains on which little
or no foreign tax is imposed and a clarification of the right of tax-
payers to bring cases into courts under tax treaty provisions.

Principal modilfcations ;n the bill made by the committee
1. Although the investment credit provision in the two versions of

the bill is basically the same, a number of refinements were made in it
by the committee. Probably the most significant modifications were:
(1) authorizing the President to continue denying the availability
of the investment credit with respect to foreign-produced property
after the 10 percent additional import duty is taken off (including
in this case the right to restore the investment credit on foreign pro-
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duced goods on a country-by-country and commodity-by-commodity
basis) ; (2) providing that used property eligible for the investment
credit need not be reduced by pu-rchases of new property and a re-
duction in the level of used property eligible for the credit from
$65,000 to $50,000 (which was the rule under the prior investment
credit) ; (3) increasing the allowable investment credit for inter-
national telegraph from 4 percent to 7 percent (as it was in prior law)
and making some modifications in the conditions under which the
credit is to be available where varying ratemaking practices are fol-
lowed by regulatory agencies; (4) reducing the allowable investment
credit from 7 percent to 4 percent in the case of telephone and micro-
wave property of unregulated companies, where the property is used
in competition with property of regulated (4-percent)) companies;
and (5) providing that the 20-percent limitation on the use of invest-
ment credit carryovers from 1970 and earlier years will not apply with
respect to the portion of 1971 occurring after August 15.

2. The committee retained the same basic rules with respect to liber-
alized depreciation (ADR) as the House bill but provided two tran-
sition rules in the case of real estate and in the case of so-called
subsidiary assets. The committee provided that these assets need not
be included in the class life system for possibly as many as 3 years.

3. In the case of individual income tax reductions, both for 1971
and 1972, the committee has retained the House-passed reductions.
However, two important changes were made in the withholding pro-
visions. First, instead of correcting the under withholding in the exist-
ing law in two steps (as provided by the House bill) the committee
decided to fully correct the withholding at one time; namely, Janu-
ary 1, 1972. The House had made part of these changes effective No-
vember 15, 1971, but because of the lateness in the year, the committee
believed that January 1, 1972 was the earliest practical date which
could be provided for the new withholding rates. (The change in with-
holding occurring at that time under the committee action incorporates
both the withholding change which the House bill would have made as
of November 15, 1971, and the withholding changes the House bill
made as of January 1, 1973). In addition, the committee has added
an important provision providing child care and domestic help deduc-
tions for families with only one adult (or where the spouse is disabled)
and for husband-vife families where the husband and wife are both
working and earn not significantly more than $12,000 a year. In these
cases, the committee has provided that deductions of up to $400 a
month may be taken for payments made with respect to child care
and domestic help in the home (or child care outside of the home up
to $200 a month for one child, $300 a month for two children and $400
a month for three or more children). This provision should be of assist,-
ance both in meeting the unusual household and child care expenses
faced by what are essentially one-adult families and at the same time
should provide significant employment opportunities for many
presently seeking employment. This provision is expected to involve
a revenue cost of possibly as much as $110 million for the calendar
year 1972.

4. The excise tax reductions made with respect to passenger cars
and light-duty trucks are essentially the same as in the House bill.
However, in the case of imports the committee has provided for a sus-



pension of the 7-percent tax ol cars and the 10-percent tax on trucksrather than repeal. The intent of the suspension is to provide the Presi-
dent with authority to restore these taxes in those cases where he deter-
mines that there is discrimination against American cars and trucks
in foreign countries. This authority can be used on a country-by-
country or a worldwide basis. A second change made by the committee
is to repeal the 10-percent tax on light trucks effective as of August 15
(rather than September 22), which is the same effective date as for
cars. A third change imposes the excise tax on tires mounted on im-
ported vehicles to compensate for the fact that these taxes apply,
under present law, in the case of tires mounted on domestically pro-
duced vehicles and not on imported vehicles. A fourth change made
by -the committee was to allocate 7 percent of the excise tax collections
on alcoholic beverages (about $350 million in terms of current revenue
yields) to the Highway Trust Fund to compensate this Fund for the
loss of approximately the same amount resulting from the repeal of
the excise tax on light-duty trucks. A fifth change made -by the coan-
mittee was to repeal the tax on light-duty trailers typically used with
light-duty trucks (on which the tax is repealed).

5. In addition to the 9 structural improvements included in the
House bill, the committee added 6 additional improvements. These
relate to broadening the nondeductibility of illegal bribes and kick-
backs, and other illegal payments, clarifying and perfecting the pro-
vision added by the 1969 Tax Reform Act relating to 'activities not en-
gaged in for profit (primarily farming activities), revising the treat-
ment of dividends paid in property (other than money) to foreign
corporations, clarifying and perfecting the application of the original
issue discount provision in its application to foreign persons, remov-
ing special tax benefits for real estate income in the case of foreign
persons who are beneficiaries of domestic estates and trusts, and
providing that in the case of aircraft and shipping leases of financial
institutions which are financial transactions, the income or loss in-
volved is to be treated as domestic income or loss even though the
leases may be with respect to ships or aircraft used abroad. In addi-
tion, the committee modified two of the House-passed structural im-
provements. In the case of the House provision denying standard
deductions and personal exemptions with respect to minors receiving
trust income where there is a reversionary interest, the committee
decided instead to deny only the standard deduction in such cases but
to broaden the application of the provision to apply to all unearned
income. In the case of the capital gain throwback rule with respect
to accumulation trusts, the committee accepted the provision in the
House bill but postponed for one more year the application of the
capital gain throwback rule in such cases. Further modifications were
also made in the House net lease provision and the House modification
of the Western Hemisphere Trade Corporation deduction.

6. In the case of the tax deferral provided for domestic international
sales corporations (DISC), the committee made three significant
changes. First, the committee substituted for the House provision
(granting deferral only to the extent of DISC income in the current
year over 75 percent of the average export income in the years 1968
through 1970) a provision allowing deferral with respect to one-half of
the DISC income. Second, it provided that this provision is to continue
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for a 10-year period at which time the question as to whether it should
be further extended or modified will be reconsidered. Third, the DISC
deferral is to be denied in those cases where the income is used for
investments abroad.

7. The committee provided a special tax credit for employing wel-
fare recipients and made a number of improvements in the existing
Work Incentive Program (WIN) for welfare recipients. The tax
credit provided is to equal 20 percent of the wages paid to the welfare
recipients employed in their first year of employment (but would be
recaptured if the employment does not last at least 24 months).

8. The committee approved an amendment to provide the President
with discretionary authority to protect the balance of trade and bal-
ance of payments of the United States by allowing him to: (1) impose
selective or general import quotas, and (2) impose an import sur-
charge of up to 15 percent of the value of the imported article during
a balance of payments emergency," including the period since balance
of payments actions were taken by the President on August 15, 1971.

I. REASONS FOR THE BILL

The committee agrees with the House that this bill is necessary be-
cause the performance of the economy in recent months has been
ansatisfactory. The growth in our gross national product has been
small, unemployment has remained too high, and capital goods expend-
itures have hardly grown at all. Despite these factors, which would
usually point toward deflation, prior to the wage-price freeze we were
unable to shake the persistent inflationary trend of prices. All this has
been compounded by our serious adverse balance of trade and the
accompanying crisis in the position of the dollar abroad.

In the first 9 months of 1971-after adjustment for growth delayed
by the General Motors strike of last year and for price increases-
the economy grew at a real rate of only about 3 percent. A major-but
not the only-factor contributing to this inadequate rate of growth
has been an abnormally low rate of capital spending. The latest SEC-
Commerce Department survey indicates an increase of only slightly
more than 2 percent in plant and equipment spending this year. In
real terms, after adjustment for inflation, this actually represents a
decline from last year. (A survey conducted by a private organization
since the consideration of the investment credit began shows an in-
crease in plant and equipment spending in 1972 of 7 percent).

Unemployment levels also have remained too high. The unemploy-
ment rate reached 6.2 percent in May 1971 and, after a modest
decline in June, started to rise again in July. It again went over the
6-percent level in August and stood at 6 percent in September. In
October, the rate of unemployment again declined to the July level
of 5.8 percent. Accordingly, the unemployment rate has shown no
consistent inclination to return to the 4-percent level which represents
the generally accepted full employment rate. Concern over unem-
ployment, in turn, has caused individuals to be more conservative
in their spending, sending the consumer savings rate to the very
high level of 8.2 percent in the second quarter of this year and 7.7
percent in the third quarter. This, interacting with low capital
expenditures by business, has contributed to the high unemployment
rate.



Despite the unsatisfactory levels of employment in production,
prices continued to rise sharply prior to the adoption of the wage-price
freeze. About 43 percent of the increase in the gross national product
in the first 9 months of this year is attributable to price increases.
In the 12-month period ending in August of this year, the consumers
price index rose 4.5 percent and the wholesale price index rose 4
percent. There are signs, however, that the wage-price freeze has had
a beneficial impact in dampening inflation. In September, the con-
sumers price index on a seasonally adjusted basis increased 0.2 percent.
over the August level, and the wholesale price index on a seasonally
adjusted basis declined 0.3 percent in September and rose 0.1 percent
in October.

Our balance-of-payments position has also deteriorated badly. In
the second quarter of this year, our balance-of-payments deficit, both
on a net liquidity basis and on an official reserves transaction basis,
ran at an annual rate of about $23 billion. We no longer have a
surplus in the balance on goods and services. Instead of surpluses
ranging from $7.1 billion in 1965, $2 billion in 1969 and $3.6 billion
in 1970, we had a deficit of $88 million in the second quarter of this
year. This culminated in the dollar crisis in August, when the United
States terminated the convertibility of dollars into gold. In September,
merchandise exports exceeded imports by $265 million. However, this
surplus appears to have been due in large measure to the west coast
dock strike which curtailed imports more than exports. More signifi-
cant is the fact that the merchandise trade balance registered a
deficit of $298 million in the third quarter of 1971 and a deficit of
$671 million in the first 9 months of 1971 in contrast with a $2.4
billion surplus for the comparable 9-month period of 1970.

These difficulties in our balance of payments are, of course, a result
of a number of complex factors including inflation at home and
discriminatory trade abroad. But they are also a result of the fact
that our tax policies do not adequately encourage investment in
more modern and efficient machinery which would enable our business-
men to compete more effectively in foreign markets.

In designing a tax program to ameliorate these serious economic
problems, both the House and the committee have been guided by
certain broad considerations. A balanced program has been sought
which will provide fair relief to both individuals and business. The
guideline has been not only the need to adopt a proposal which is
fair, but also the restoration of sound and vigorous economic condi-
tions-which requires the stimulation of both consumption by
individuals and investment by business.

In view of the current economic situation, the committee agreed
with the House that the tax reductions and incentives should begin to
take effect as soon as possible. Moreover, the) must be large enough to
stimulate the economy and yet not so large that they create a new
wave of inflationary pressure. It is in this setting that the House and
the committee provide the level and type of tax reductions included
in this bill in the belief that they will be sufficient to increase the
Nation's output and provide additional jobs, yet not add to inflation.
As output increases and the economy moves closer to desired high-
income levels, unit costs can be expected to decline and productivity
increase. The wage-price freeze is a closely related development that
also is important in preventing a serious inflationary impact from the
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tax reduction provided by the bill. The administration has also
indicated that an economic stabilization program to prevent undue
rises in prices and wages will be maintained after November 13 when
the wage-price freeze expires.

H.R. 10947 provides substantial tax reductions to individuals and
substantial tax incentives to business in order to bolster the economy.
Assuming prompt enactment of this bill, significant tax reduction
will be provided for 1971 with the tax reduction reaching a total of
$7.8 billion for calendar year 1972. When combined with the $2.7
billion of tax reduction automatically to take effect in calendar year
1972 over 1971 under the provisions of the 1969 Tax Reform Act,
the tax reduction provided in calendar year 1972 will total $10.5
billion over 1971.
Job development investment credit and accelerated depreciation

In view of the fact that lagging investment in machinery and
equipment is one of the principal causes of present depressed eco-
nomic conditions, the House adopted and the committee supports a
job development credit along the lines of the investment credit re-
pealed in 1969. The new credit amounts to 7 percent of eligible prop-
erty (4 percent for public utility property) acquired after August 15,
1971.

In addition, the credit is extended to property ordered on and after
April 1, 1971, to avoid discrimination against those who took action
on or after that date to acquire eligible assets on the basis of assur-
ances as to the availability of the credit made by the Secretary of the
Treasury, after consultation with the ranking members of the Con-
gressional taxwriting committees. This assurance was given to avoid
further deferment of investments which were already at an unduly
low level.

The new credit generally is not to be available for property produced
abroad so long as the temporary import surcharge of 10 percent remains
in effect. However, the bill grants the President authority during
this period to make the credit available for specified articles of
foreign-produced property where this is in the public interest. Also
under a committee amendment, after the 10 percent duty is removed,
the President is given the authority to continue the exclusion from
the credit of property produced abroad if it is in the public interest.

The new credit is expected to bolster the economy and create
additional jobs by encouraging expenditures on machinery and
equipment which have been sagging badly. In this connection, atten-
tion is called to the following chart which shows the close correlation
between machinery orders and availability of the investment credit.
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Moreover, over the long run, the job development credit will be of
material assistance in combating inflation. An increased flow of goods
into the market is the best long-run assurance we can have of keeping
prices down.

Finally, by making our productive facilities more efficient the new
credit will help our exporters to compete in foreign, markets and im-
prove our balance of payments.

The committee concluded that a flat r ate credit of 7 percent was
preferable to a credit which initially was larger. It believed that a
varying credit would be inconsistent with the basic objective of pro-
viding an incentive for adequate investment on a long-term basis.
Moreover, a credit which is scheduled to drop abruptly after a period
of operation would be likely to encourage investments in the earlier
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period at the expense of the later period. In addition, a varying credit
would be likely to produce inequitable results. Businesses needing
assets which can be produced only after a long lead time would fre-
quently not be able to qualify for the higher credit because they would
not be able to receive the asset in time. Similarly, the mere fact that
the acquisition of an asset was delayed, perhaps because of produc-
tion difficulties, could reduce the amount of the credit.

Both the House and the committee also reexamined the system of
depreciation introduced by the Treasury Department by administra-
tive action in 1971-the Asset Depreciation Range System (ADR)-
in light of the provision adopting the job development credit. Both
concluded that the combined stimulative effect of these two measures
was too great. As a result, this bill removes the first year convention
under ADR which, in effect, treats all property placed in service during
a year the same as if it were placed in service on the first day of the
second quarter of the year for depreciation purposes. This action, in
effect, restores the prior convention under which property, in effect,
was considered placed in service at the middle of the year for purposes
of depreciation.

The combined effect of this change and the adoption of the job de-
velopment credit is to increase business taxes by an estimated $600 mil-
lion in calendar year 1971 and to decrease business taxes by an esti-
mated $1.9 billion in calendar year 1972 and $2.4 billion in calendar
year 1973. However, since the tax effect of withdrawing the three-
quarter year rule provided by ADR becomes substantially less in later
years, business firms will eventually benefit from the full amount of
the job development credit with only a modest offset for the with-
drawal of benefits resulting from elimination of the first-year conven-
tion provided by ADR.
Tax reduction Jor individuals

Individuals receive a substantial share of the total tax benefits pro-
vided by the bill. It was believed that this is desirable because of the
need to increase consumption and to aid low-income individuals who
have been the most severely burdened by inflation.

In calendar year 1972, $3.2 billion (or 41 percent) of the total tax
reduction provided by the bill will accrue to individuals through
liberalization of exemptions and the standard deduction. When the
tax cuts provided by the bill are combined with the automatic tax cuts
already scheduled to take effect in 1972, individuals will receive a re-
duction of $5.9 billion from these provisions, or 56 percent of the total.

This effect is secured in part by accelerating the effective dates of
tax relief automatically scheduled to take effect under the provisions
of the 1969 Tax Reform Act. Support for accelerating the tax reduc-
tions for individuals scheduled under the 1969 Act-to make them
effective at an earlier date-has been practically universal.

In view of currently depressed economic conditions, the committee
agreed with the House that it was desirable to begin the tax relief to
individuals as early as possible in 1971, rather than to wait until 1972.
Accordingly, this bill speeds up the effective dates of two tax relief
measures of the 1969 Act to make them effective in calendar year 1971.
First, it increases the exemption level from $650 to $700 effective
July 1, 1971 (this, in effect, increases the personal exemption for the
entire year of 1971 to $675). Second, it provides that the full low-



income allowance of $1,050 will be available in 1971 without reduction
of the allowance where income exceeds nontaxable levels. This is
achieved by eliminating the so-called phase-out provision which
operated to reduce the low-income allowance where income in excess
of specified amounts was received. This was scheduled for elimination
in 1972 under the 1969 Act.

For 1972, both the House and the committee provide three changes
which rant substantial tax relief to individuals. First, the $750
personal exemption level, which under the 1969 Act was to be effective
on January 1, 1973, is made effective as of January 1, 1972. Second,
the percentage standard deduction is increased to 15 percent of ad-
justed gross income with a $2,000 ceiling in 1972. Under the 1969 Act,
the percentage standard deduction was to be 14 percent of adjusted
gross income in 1972 and was not to reach the 15-percent rate until
1973.

A third change effective for 1972 increases the low-income allow-
ance from the $1,000 level that would otherwise have applied in that
year to $1,300. This change in the low-income allowance represents
a liberalization increasing the level of the allowance provided by
the 1969 Act. This change recognizes that, as a result of inflation, the
previous level of the low-income allowance was not sufficient to achieve
its purpose of preventing hardship for low-income people living at, or
near, the poverty level.

The effect of the increased low-income allowance together with the
higher personal exemption will be to remove Federal tax liability for
individuals and families living below the poverty level. Of course, all
individual income taxpayers will benefit from the exemption increases.
About 25 million tax returns will also benefit from the increased low-
income allowance, and the combination of the low-income allowance
and exemption increases will make 2.8 million tax returns nontaxable.

To insure that this tax relief is received promptly, the withholding
rates are adjusted effective January 1, 1972, to reflect the reduced
tax liability and also to correct inadequate withholding under
present law.
Repeal oJ excise tax on autos and small trucks

Consumers are given additional relief and further stimulus is pro-
vided to production in an important industry by repeal of the 7-
percent manufacturers tax on automobiles effective August 16, 1971.
In addition, because the committee believed it desirable to make the
withdrawal of the taxes on autos and small trucks effective on the
same date, it amended the bill to eliminate the 10-percent tax on
small trucks with a gross vehicle weight of 10,000 lbs. or less, effec-
tive August 16, 1971 instead of September 23, 1971 as provided by
the House bill. Provision is made for tax refunds on items sold on or
after the effective date referred to.

The committee also amended the bill to give the President dis-
cretionary authority to retain the auto tax on imported cars where
the country of origin discriminates against autos made in the United
States.

Repeal of the excise tax on automobiles wil do much to directly
create additional jobs and stimulate consumer spending. Repeal of
the excise tax on automobiles is expected to reduce car prices on the
average by about $200 per car. The administration has estimated that
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this reduction will result in 600,000 additional domestic automobile
sales and 150,000 additional jobs, not counting dealer employees.

Repeal of the tax on autos also contributes to the equity of our tax
system. The Congress has already recognized that this tax should not
be a permanent part of our tax system by enacting legislation provid-
ing for the periodic reduction of this tax until it is eliminated with
respect to passenger autos on January 1, 1982, and decreased with
respect to trucks on October 1, 1977. The action taken in this bill
continues the trend begun in 1965 to repeal excise taxes which place
discriminatory tax burdens on the consumers and producers of the
taxed products.

Automobile manufacturers have given assurances that the tax reduc-
tions will be passed on to consumers in the form of reduced prices. To
insure that this occurs, your committee requests the Council of Eco-
nomic Advisers to make a study to determine whether the tax reduc-
tions are, in fact, passed on to consumers.

The tax on small trucks and the related trailers is repealed in view
of the fact that these small trucks are used to a considerable extent
by farmers and other individuals for the same purposes as passenger
automobiles.

To achieve equality of treatment between imported articles and
domestically produced articles, the committee also imposed the excise
tax on tires constituting part of the original equipment of imported
vehicles.

Allocation oJ 7 percent of tax collection from alcoholic beverages to
highway trust Jund

Since the proceeds of the tax on trucks now go into the highway
trust fund, repeal of the tax on light trucks will reduce the flow of
tax receipts into the fund by substantial amounts. To provide an
approximately equal replacement of tax revenue for the fund, the
committee has amended the bill to require that 7 percent of all taxes
collected on alcoholic beverages go into the highway trust fund. This
allocation of a modest portion of the tax on alcoholic beverages is
believed to be especially appropriate in view of the fact that alcohol
causes many highway accidents and part of the money in the highway
trust fund is used to improve highway safety.
Domestic International Sales Corporation (DISC)

To provide tax incentives for U.S. firms to increase their exports,
the committee has provided tax deferral for one-half of export-related
profits, so long as they are retained in a new type of U.S. corporation
known as a Domestic International Sales Corporation or a "DISC."
The requirements for qualification as a DISC in general are that
substantially all of the corporation's gross receipts and assets must
be export related. When the tax-deferred profits of the DISC are
distributed to its shareholders as dividends or are otherwise realized
by them as income, they are taxable to them in full.

Under the provision, a parent corporation will be allowed to sell
its export products to the DISC at prices which permit the DISC to
earn up to the greater of 4 percent on sales or 50 percent of the com-
bined income from the manufacturing and selling of the exports (plus,
an amount equal to 10 percent of export promotion expenses includ-
ing, among other such expenses, 50 percent of shipping expenses in-
curred from shipping in U.S flag ships).



The version of the DISC provision agreed to by the committee has
the same objective as that incorporated in the House version of this
bill. Both provisions seek to provide substantial stimulus to exports
and at the same time to avoid granting undue tax advantages to
the DISC's. However, the House provision to grant the deferred tax
treatment only to incremental exports above 75 percent of the 1968-70
base period average raises substantial equity and administrative
problems. The committee believes that the desired objective can be
achieved more equitably and more simply by restricting the deferred
tax treatment to one-half of the export profits of the DISC. The com-
mittee also believes that this provision should be continued for a
limited period of time-namely, 10 years-so that the Congress will
have an opportunity at the end of that time to review the need for
this provision in light of the then existing international monetary
situation. Finally, the committee has modified the House provision
to give assurance that the income which is given the tax deferral
treatment by the DISC provision is not used by the parent corpora-
tion or others to make investments abroad.

Tax credit for salaries paid under work incentive programs
In 1967, the Congress adopted the work incentive program (WIN)

to assist welfare recipients to get off the welfare rolls and onto private
payrolls. However, this program has not been as successful as had
been hoped, largely because persons have been placed in institutional
rather than employment-based training.

In order to help the program achieve its goal of employment of
welfare recipients, the committee has amended the bill to provide a
special tax incentive for employers who hire individuals under a work
incentive program. Under the amendment the taxpayer is allowed,
in addition to his regular business deduction, a credit against income
tax liability amounting to 20 percent of the wages and salaries paid
to such employees during the first 12 months of his employment
provided the employee continues the employment for another 12
months. Anv unused tax credits can be carried back to the three pre-
ceding taxable years and carried forward to the next seven succeeding
taxable Years.

Although the new tax credit will involve a $25 million revenue loss
in the first full year, the committee is convinced that this revenue loss
will be more than offset by reductions in welfare appropriations as
recipients move from welfare to productive jobs.

Job development deduction for household service and child care
The committee has amended the bill to provide a new job develop-

ment deduction which is designed both to encourage the employment
of individuals in child care and domestic service and to relieve hardship
in certain cases where substantial extra expenses are incurred for such
purposes. Under this provision, a working parent who maintains a
household for himself and a dependent under 15 years of age, and who
is widowed, separated from his spouse, or unmarried is permitted to
deduct up to $400 a month for expenses incurred in taking care of the
household. In such cases, up to $200 of the total $400 that may be
deducted can be spent for child care provided outside the home for
one child, $300 for two children and $400 for three or more. This
deduction is similarly available to couples with children where both
the father and mother are working, if the family's income is less than



$12,000. Similar deductions for up to $400 of expenses for household
services are made available to an individual who maintains a household
for himself and a disabled spouse or a disabled dependent. In addition,
the committee has liberalized the level at which a husband and wife
both working may claim this deduction.

This job development deduction meets three major needs. First, it
provides a substantial incentive for the employment of qualified in-
dividuals in household service. Accordingly, it can be expected to give
large numbers of individuals who are now receiving public assistance
the opportunity to perform socially desirable services in jobs which are
vitally needed. At the same time, it will help to remove these indi-
viduals from the welfare rolls and reduce the cost of providing public
assistance. Second, the new deduction relieves hardship by recognizing
that a spouse with a disabled wife or a working parent who maintains
a child in his household (and who does not have a spouse in that house-
hold) incurs substantial extra expenses. Third, the new deduction
substantially liberalizes present law as it affects married couples.
Today, a deduction of up to $600 for one child ($900 for two or more
children) is permitted for child care expenses only; only families whose
total income is less than $6,000 get the full benefit of the deduction.
The committee bill increases the amount that can be deducted,
broadens the expenses that can be deducted to include all household
services, and doubles the family income limitation.
Protection of the balance of payments

The committee is hopeful that the current international negotiations
on currency and trade will result in a more stable international trading
and monetal-y word. Reduction of artificial and discriminatory barriers
against our exports and a more equitable and durable alignment of the
world's currencies would greatly ameliorate our balance-of-payments
problems. However, the committee is concerned that present law does
not give the President sufficient flexibility to deal with our serious
balance-of-payments problems. The President is now limited in his
authority to increase the import surcharge beyond the 10-percent
level he imposed under the authority granted by the 1962 Trade
Expansion Act because such increases would raise the duty on specific
items above their statutory tariff ceilings. Moreover, because of such
statutory tariff ceilings, the additional import tax placed on a large
number of imported items is now substantially less than the 10-percent
level. For example, imported autos are generally subject to only a
6.5 percent import surcharge since the application of the full 10-
percent import surcharge to this item would bring them above the
statutory tariff ceiling.

Accordingly, the committee has amended the bill to provide the
President with discretionary authority to protect the balance of
trade and balance of payments of the United States by allowing him
to: (1) impose selective or general import quotas, or (2) impose an
import surcharge of up to 15 percent of the value of imported
articles, during a balance-of-payments emergency. This quota and sur-
charge authority may be used selectively with respect to countries
and products.

For this purpose, the period during which the 10 percent temporary
import duty is in effect is a balance-of-payments emergency. In
addition, the amendment provides that the President may subse-
quently (until December 31, 1976) proclaim a balance-of-p'ayments



emergency for purposes of this provision whenever he determines
that-

(1) the balance of payments has been in deficit for four conse-
cutive calendar quarters;

(2) the United States has suffered a serious decline in its inter-
national monetary reserves; and

(3) there is a serious threat to the international financial or
international trade position of the United States.

Under the amendment, the President could terminate a balance-of-
payments emergency period proclaimed under the authority provided
by the bill at any time. In the absence of an early termination, it
would terminate 3 years after he initially proclaims it, unless within
that period, he proclaims it is necessary to continue the authority,
in which case it may last until December 31, 1976.

II. REVENUE EFFECTS

Table 1 shows the overall impact of your committee's bill on calen-
dar year tax liability and fiscal year tax receipts as well as the impact
of the House bill. As indicated by this table, the bill, as amended by
the committee, is expected to reduce tax liability by a net $1.7 billion
in calendar year 1971, $7.8 billion in 1972, and $6.0 billion in 1973.
It is estimated that fiscal year receipts will be reduced by $4.4 billion
in fiscal year 1972, $6.8 billion in 1973, and $6.0 billion in 1974.

As indicated in Table 1, the net reduction in tax liability (and
receipts) results from a combination of increases in liability (and
receipts) offset by decreases. The increases derive from elimination of
the 4 year convention from the Asset Depreciation Range (ADR)
System, denial of the standard deduction to the unearned income of
taxpayers who are dependent children of other taxpayers, and im-
position of an excise tax on tires of imported automobiles; the de-
creases are effected through liberalization of the exemption and
standard deduction provisions of the individual income tax, provision
of a household-help deduction and liberalization of the child-care
deduction, reinstatement of the investment credit, provision of a
tax credit to employers of public assistance recipients, repeal of the
automobile and small truck excise taxes, and providing tax deferral
for domestic international sales corporations (DISC).

Table 2 breaks down the calendar year estimates in Table 1 on the
basis of the impact of the various reductions on individuals in a non-
business capacity and their impact on business (incorporated and
unincorporated). Thus, under the committee's amendments the tax
liability of individuals in a nonbusiness capacity is estimated to be
decreased by $2 billion for calendar year 1971, by $5.1 billion for cal-
endar year 1972, and by $2.7 billion for calendar year 1973. Corporate
business and individual business combined are estimated to have
their tax liability increased by $320 million for calendar year 1971,
decreased by $2.8 billion for calendar year 1972, and decreased by
$3.3 billion for calendar year 1973.

Set forth in Table 3 are the net fiscal year tax changes for individuals
in a nonbusiness capacity and for corporate and unincorporated busi-
ness combined. Individuals in a nonbusiness capacity are shown to pay
$3.7 billion less in fiscal year 1972, $4.0 billion less in fiscal year 1973,
and $2.6 billion less in fiscal year 1974. Corporate and unincorporated
business combined are shown to pay $690 million less in fiscal year
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1972, $2.8 billion less in fiscal year 1973, and $3.4 billion less in fiscal
year 1974.

Tables 2 and 3 also contain data on calendar year liability changes
and fiscal year receipts changes under the House bill.

Table 4 shows, by adjusted gross income class, for each of the cal-
endar years 1971-1973, individual income tax liability and the change
and percentage change in tax liability under the House bill and undei
the committee amendments. Under the committee amendments the
percentage reduction in 1971 amounts to 10.4 percent for tax returns
with income up to $3,000 and decreases from that level to a very
small percentage change for returns with income of $15,000 and over.
In 1972, the reductions amount to 36.9 percent for returns with income
up to $3,000 and decrease more gradually to a reduction of less than
one percent for returns with income of $100,000 and over.

Table 5 breaks down the changes in individual income tax liability
set forth in table 4 into the changes attributable to each of the sources
of the changes under the committee amendments and under the House
bill. Thus, under the committee amendments, the $1.3 billion of tax
reduction in 1971 is broken down in table 5 into the contribution of
the liberalized exemption and standard deduction provisions ($1.4
billion), the contribution of reinstatement of the investment credit
($305 million), and the offsetting tax increase contributed by elimina-
tion of the 3

-year convention from the ADR System ($420 million).
Similarly, 1972's net tax reduction ($3.5 billion) is made up of a $3.1
billion reduction attributable to exemption and standard deduction
increases, a $725 million reduction attributable to the investment
credit, a $110 million reduction attributable to a household service
and child care deduction, a $340 million increase attributable to de-
preciation changes, and a $70 million increase attributable to a
structural change.

Table 6 indicates, by adjusted gross income class, the number of
individual income tax returns which become nontaxable as a result of
exemption and standard deduction provisions which are identical under
the House bill and under the committee amendments. It shows
325,000 returns become nontaxable for 1971 (out of a total of 63.4
million), 2.8 million returns become nontaxable for 1972 and 1.9 million
returns become nontaxable for 1973.

Table 7 presents data, by adjusted gross income class, on the extent
to which the standard deduction provisions of the House bill and the
committee amendments induce a shifting of individual income tax
returns from itemizing deductions to use of the standard deduction.
For 1971 the table indicates a shifting of 1.3 million returns from
itemized deduction returns to standard deduction returns; for 1972,
a shifting of 3.3 million returns to standard deduction returns; and
for 1973, a shifting of 2.2 million returns to standard deduction returns.

Seven additional tables shown in the appendix of this report provide
further information as to the impact, by adjustedgross income class, of
the individual income tax personal exemption and standard deduction
changes made by the House bill and the committee amendments. In
addition, an eighth and a ninth table give the tax burdens under
present law and under the provisions of the House bill and the com-
mittee amendments for 1971-73 for single persons and for married
couples with differing numbers of dependents and with selected levels
of adjusted gross income under varying assumptions as to deductible
nonbusiness expenses.



TABLE I-ESTIMATED EFFECT OF THE REVENUE ACT OF 1971 ON CALENDAR YEAR TAX LIABILITY 1971-73,
FISCAL YEAR TAX RECEIPTS 1972-741

[in millions of dollars]

Calendar year tax liability Fiscal year tax receipts

Provision 1971 1972 1970 1972 1973 1974

A. AS APPROVED BY THE SENATE COMMITTEE ON FINANCE

Liberalizing exemption and standard deduction pro-
visions a7 the individual income tax:

Eliminating phaseout from 1971 minimum
standard deduction and increasing exemption
from $650 to $675 ................ ... ... - 1,370 .......... . -- 1,370 ......... ..

Advancing 1973's 15 percentstandard deduction
and $750 exemption to 1972 ------------------ -- 2,190 .- -- 940 -1,250 ... .....

Increasing the minimum standard deduction to
$1,300 tsr 1972 and thereafter --------- -1,040 - , 090 -450 -1,060 -1,110

Denying the standard deduction (both minimum and
percentage) to the unearned income of taxpayers
who are dependent children of other taxpayers---- +70 +75 +5 +70 +75

proiding household-help, and ihera zing child.
care. deduction .0 -115 -010 -IS 15

Correcting individual income tax withholding ......... .. ........ . ... .. . + 800 .... . .......
providing tax credit to employers 0f public assistance

recipients under the Work Incentive Program 30 10 25 30

Reinstating vestment credit .,510 -3,610 -3,910 -2,430 3,600 -3,970
Elimiatig + ear convtion trom the asset +,420

deprivation range (ADO) system +2,100 +1,700 +1,500 ±7,470 r,660Repealig automobile nce tao 9 -800 -2,200 - 1900 7,700 2,000 -1,900
Imposing excise tax ElSE per lb.) or tires ot imported 1 +2 +0 +0 +5 +5

Rauto mobiles

'nautomobnlese a ........... .........., -- +10 +25 +25 +20 +25 +25
Repealing truck (10,000 W. Is. or less) excise-365

ax tn 14 -366 -065 -330 -365 36tax ... . ... . ... ...... ---- ---- ----

Providing tax deferral or domestic international 100 170 Neg 000 170
sales corporations (DISC) ------- I ---- 17------1

Total -. ..------ . .. . .. . . .-- 1,710 - 7,845 - 5,980 - 4,435 - 6,755 - 6,040

B. AS PASSED BY THE HOUSE OF REPRESENTATIVES

Liberalizing exemption and standard deduction
provisions 7 the individual income tax:

Eliminatng phaseout from 1971 minimum
standard deduction and increasng exemption - -1,370 ------ ---, --- --
froml$650toDO -1,370........,370...

Advancing 0973's 15 percent standard deduc-
tion and 9750 exemption to 1972 -7,190 -940 1,250

Increasing the minimum standard deduction to 0.060 0,050 450
$1,300 tor 1972 and thereafter ---- ...... -- 1-- 4- -- 1,00 --40 +60 -

Correctig individual income tax withholding ±--------- -200 +600 ... .--nfte nesmn rdl1,500 -3, 600 -3, 900 3-,020 -3,590 -3. 960
Reinstating investment credit ---------- --------.. .. 5 O

Eliminating uuyear convention trom the assetdepreciaton range (00R) system :+,100 +1,700 +1,500 +2,470 +1,660 +1,420
Repealing automobile excise tax -2,200 1,000 2,200 0,000 -1,000
Repealing truch (10 000 .V.W. lbs. or less) excise -100 -360 -360 20 360 -360

tax .... ....... ... .. .. .. ------ --
Providing tax deferral for domestic international -100 -200 Ng -100 -200

sales corporations (DISC). -.... ................. ..

Total .................................. -1,670 -7,790 -5,950 4,990 -6,100 -6,010

Estimates for all provision in this table reflectgrowth except for the provisions relating to excise taxes.

69-189 0-71- 2
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TABLE 2.-ESTIMATED EFFECT OF THE REVENUE ACT OF 1971 BY TYPE OF TAXPAYER, CALENDAR YEAR TAX
LIABILITY, 1971-731

[In millions of dollars

A. As approved by the Senate B As passed by the House
Committee on Finance of Representatives

1971 1972 1973 1971 1972 1973Provision

Liberalizing exemption and standard deduction pro-
visions of the individual income tax:

Eliminating phaseout from 1971 minimum stand-
ard deduction and increasing exemption
from $650 to $675 -------------------- - - 1,370 .

Advancing 1973's 15 percent standard deduc-
tion and $750 exemption to 1972 . ................

Inoreasieg the minimum standard deduction to
$1,300 10r1 72 and thereafter . ................ .. .

Denying the standard deduction (both minimum and
percentage) to the unearned income of taxpayers
mho are dependent children of other taxpayers ............

Providing household-help, and liberalizing child-care , e u to . . . . . . . . . . . . ...........
ca e, deduction-- - - - - - - - - -

Individual, nonbusiness .............. ....... - 1,370

Providing tas credit to employers of public assist-
anon recipients under the Work Incentive Program (WIN):

C orporate ....... . .......... .................

Reinstating investment credit:
Individual, business 3........... ..... - 305
Corporate ------------------- --1,2 50

Corporate and individual, business ----- -- 1, 510

Eliminating Y' yearconvrention from the asset
deriaton range ss

t
em :'nivdual , business ----- .... . ......-- + 420

Corporate ------------------ -+ , 680

Corporate and individual, business +2,100

Repealing automobile excise tax: 2
Individua, business .......... -]20
Individual, nonbusiness ...... ........ .... -600

Individual, business and nonbusiness ---- -- 720
Corporate .... ......... ................. - 0

Corporate and individual -800

Imposing excise tax (100 per lb.) on tires of imported
automobiles:2

Individual, nonbusiness ...... ....... + 10

Repealing truck (10,000 G.V.W. lbs. or less) excse
tax:2

Individual, business ... ... --55
Individual, nonbusiness --- - ----- -70

Individual, business and nonbusiness .... . -125
Corporate ------------- - 15

Corporate and individual ...... ..... o.... -140

Providing tax deferral for domestic international
sales corporations (DISC):

Corporate .. ........ ..... .... .. .........

-1.370

-2,190 --------

-1,040 -1,090

- 2,190 . . .....

- X,040 -1,090

+ 70 + 75 ......................... ...

-110 -115

-3,270 -1,130 -1,370 -3,230 -1,090

- 2 - 30 ---- .----------- ...... ..

-725 -t -300 -720 , -780
2,985 3,12S -1,200 7,880 3,120

-3,610 -3,910 -1,500 -3,600 -3,900

+340 +300 +420 +340 +300
+1,360 +1,200 +1,680 +1,360 +1,200

+1,700 +1,500 +2,100 +1,700 +1,500

-330 -280 -120 -300 -290
-1,650 -,430 -600 -1,650 _-1,430

-1,980 -1,710 -720 -1,980 -1,710
-220 -190 -80 220 190

-2,200 -1,900 -O00 -2,230 -1,900

+ 25 + 25 ----------------------- ..

-165 -165 -40 -160 -180
-160 -160 -50 -180 -180

-325 -325 -90 -320 -320
-40 -40 -10 -40 -40

-365 -365 -100 -360 -380

-100 -170 -100 -200
Total:Individual, nonbusiness -- -- -- 5-- -203 5 -2,695 -2,020 -5.040 -2,680

dividual, business ---- 60 -880 -930 -40 -870 -920
Individual, business and nonbusmess ----- -2,090 -5,995 -3,625b -2,300 -5,910 _300Corporate +380 -,910 --2-355 +390 1,80 --2,350
Corporate and individual, business ------ +320 -2,790 -3,285 +350 -2,750 -3,270

Grand total, corporate and individual __ --1,710 -7,845 5 980 _1,670 -7,790 -5,950

Estimates for al r povisions in this table reflect growth except for the provisions relatn to excise taxes.Assumesthat thetaxhanges under these provisions are passed n to tho purchasers of the automobiles and trucks.



TABLE 3.-ESTIMATED EFFECT OF THE REVENUE ACT OF 1971 BY TYPE OF TAXPAYER, FISCAL YEAR TAX RECEIPTS
1972-74 A

[In millions of dollars

A. As approved by the Senate B. As passed by the House of
Committee on Finance Representatives

Provision 1972 1973 1974 1972 1973 1974

Liberalizing exemption and standard deduction pro-
visions of the individual income tax

Eliminating phaseout from 1971 minimum
standard deduction and increasing exemp-
tian from $650 to $675 ---------- 1,370 .... ............. --1,370 .. . ......

Advancing 1973's 15 percent standard deduc-
tion and $750 exmption to 1972 .......... -940 -1,250 ...... -940 -1, 250

Increasing the minimum standard deduction
to $1,300 for 1972 and thereafter ---------- -450 -1,D60 -O ,110 -450 -1,060 -1, t10

Denying the standard deduction (both minimum and
percentage) to the unearned income of taxpayers
who are dependent children of other taxpayers- +5 +70 +75

Providing household-help, and lihberaliling child-
care, deduction ... ... ...... ........... - 10 - 110 - 115 --------------- ... .....

Individual, nonbusiness ------------ - -2,765 -2,350 -1,150 -2,760 -2,310 -1,110

Correcting individual income tax withholding ------- +800 --- +200 +600 ........

Providing tax credit to employers of public assist-
ance recipients under the Work Incentive Pro-
gram (WIN):

Corporate .... ... . . . ................

Reinstating investment credit:
Individual, business ...... .. .. .....
C o rporate ......... ........................

Corporate and individual, business ----------

Eliminating c/ year convention from the asset
depreciation range system:

Individual, business ... . .. ....
C orporate . ...............................

Corporate and individual, business ----------

Repealing automobile excise tax: 2
Individual, business ....................
Individual, nonbusiness ..... .

Individual, business and nonbusiness.
Corporate ........... . . .....

Corporate and individual .. ...

Imposing excsa tee (100 per lb.) on tires of
Im prted automobiles:

Individual, norbusness .. ... ....... .

Repealing truck (10,000 G.V.W. lbs. less) excisetax: 2
Individual, businessIndividual, nonbusiness. .....

Individual, business and nonbusess .......
Corporate . . ........... . .......

Corporate and individual . ..... .. . ....

Providing tax deferral for domestic international
sales corporations (DISC):
Corporate ....... ... ........... ....

total:Individual, nonbusiness ------
Individual, business-

Individual, business and nanbusiness .......
Corporate ---. - .---- ----- ------. - .-

Corporate and individual, business --------
Grand total, corporate and individual ----------

- A -29 -30 .............. .

-37 -735 -785 -370 -730 -780
-2,055 -2,865 -3,185 -2,050 -2,860 -3,180

-2,430 -3,600 -3,970 -2,420 -3, 590 -3,960

+450 +340 +290 +450 +340 +290
+2,020 +1,320 +1,130 +2. 020 +1,320 +1,130

+2,470 +1,660 +1,420 +2,470 +1,660 +1,420

-330 -300 -270 -330 -300 -270
-1,650 -1,500 -1,350 -1,650 -1,500 -1,350

,990 --1,00 81,620 1,90 -1,800 -1,620
-220 -200 -180 -220 -200 -180

-2,200 -2,000 -1,800 -2,200 -2,000 -1,800

+20 +25 +25 ---------

-135 -165 65 -120 -160 -160
_150 -160 -60 -130 -160 _160

-285 -325 -325 -250 -320 -320
-35 -40 -40 -30 -40 -40

-320 -365 -365 -280 -360 -360

Ng. -100 -170 Neg -100 -200

-3,745 -3,995 -2,635 -4,340 -3,370 -2,620
-- 390 -860 -930 -370 -50 _-920

-4,135 -4, 45 -3,565 -4,710 -4.220 -3,540
-300 -1,910 -2,475 -280 -1,80 -2,470
-690 -2, 770 -3, 405 650 2, 730 _-3,390

-4,435 -6, 755 , 040 4, 990 -6,100 --6, 010

I Estimates for all provisions in this table reflect growth except for the provisions relating to excise lanes.
Assumes that the tax changes under these provisions are passed on to the purchasers at the automobiles and trucks.



TABLE 4 -INDIVIDUAL INCOME TAX LIABILITY UNDER PRESENT LAW AND DECREASE(-) OR INCREASE(+) UNDER THE REVENUE ACT OF 1971, CALENDAR YEARS 1971-73 BY ADJUSTED GROSS
INCOME CLASS

[Dollar amounts in millionsI

1971 1972 1973 and thereafter
Tax change under bill Tax change under bill Tao change under bill

Tax under Tax under Tax underAdjusted gross income class (thousands) present law Amount Percent present law Amount Percent present law Amount Percent

A. AS APPROVED BY THE SENATE COMMITTEE ON FINANCE

$ to $3 ......... .............. ... $531 -955 -10.4 $490 D$181 -36.9 $445 -$133 -29.9$3 to $5 _ 2,715 -221 -8.1 2, 482 -490 -19.7 2,352 -965 -15.5$5 to $7 -- 4,905 -299 -6. 4, 550 -566 -12.4 4, 364 -38 8.9$7 to $110 . .. 11. 222 -208 -1.9 10, 721 -6 -6 4 10,228 -213 -2.1$10 to $15 . .20, 754 257 -1.2 19,891 -7B -U4. 19,202 -119 -.6$15 to $21 ......... . 14,630 - 123 -. 141 -318 -2.2 13,891 -63 -. 5$0 t -5.. . ..... . 1 , 912 -989 -. 5 R -334 -1.e 19377 -127 -. 7 t,$50 to $ov- 7323 .1 76257 -86 -1.2 7.217 -58 -. B$1-- nd or --.---....--.......... 7,696 +7 +. 1 7,449 -54 -.7 7,658 -53 .
Total D.................... .B............. 88,687 -1,253 -1.4 85,26 3, 508 -4.1 83,735 -1,519 -1.

B. AS PASSED BY THE HOUSE OF REPRESENTATIVES

$0to $3 . .............. . $531 -$55 -10.4 490 -$228 -46.5 $445 -$84 -41.3$3 to $5 ...........- ................. 2,715 -221 -8.1 2,48Z -506 -20.4 3,3R2 -382 -16.2$5 to $7 ----------- 4,-905 -299 -6.1 4, 510 -51 -12.3 4, 364 -383 -8. 837 to -10-:::-----:::_- 11,222 -207 -. e 10,721 B 6.1 10,228 -178 -1.7$10 to $15 .. .. ............................ 20, 75R -256 -1.2 19,-91 753 -3. B 1, 202 -8l -. 4to $20 .................... ........... .... 14,430 -122 -. 9 14,158 -3B -2.2 13, B9I -5 -. 4
--o--- .. 19,912 -88 -. 5 18 608 -322 -1.7 18,377 -114 .6$50 to $100 ....................... . . 7,323 -7 .1 7,257 -90 -1.1 7,217 52 -. 7$100 and over.. ---------------------------------------- 7,696 +7 +. 7, 669 -49 -.6 7,658 -48 -. 6

Total ........................ ..................... BB,697 -1,248 -1.4 85,826 -3,463 -4.0 83,735 -1,472 -1.8

Note: Details may not add to totals because of rounding.



TABLE .- ESTIMATED INCREASE (+) OR DECREASE (-) 1 IN DIVIDUAL INCOME TAX LIABILITY UNDER THE REVENUE ACT OF 1971, CALENDAR YEARS 1971 73, BY ADJUSTED GROSS INCOME
CLASS

[in millions of dollars)

Denial of the standard
deduction to the un-

Elimination of 0 year earned income of tax- Provision of a house-
convention from the payers who are deperd- hold-help, and liberali-

Liberalization of exemption and/or Reinstatement of the Asset Depreciation ent children of other zaton of the child-care,
standard deduction provisions investment credif2 Range (ADR) System 2 taxpayers (current deduction (current

(1971 i come levels) (current income levels) (current income levels) income levels) income levels) Total
Adjusted goss

income class 1973 and
(thousands) 1971 19724 thereafterG 1971 1972 1973 1971 1972 1973 1971 1972 1973 1971 1972 1973 1971 1972 1973

A. AS APPROVED BY THE SENATE COMMITTEE ON FINANCE

$0to $3 ...... .. -56 -225 -180 -3 -6 -7 +4 +3 +3 ....... +48 +52 _-_ -1 -1 -55 -181 -133$3 to $5 ------------.. - -227 -487 -358 -6 -37 -A0 +22 +18 +16 .... +19 +20 - - - -3 -3 -221 -490 -365$9 to$7 -- 310 -526 -339 -27 -66 -71 +38 +31 +27 _ +3 +3 B------- -8 -8 -299 -566 -388$7 to $10 723 -DN -115 -4 -h 10D +56 +45 +40 -------- ) ) -32 -34 -208 -691 -213$10 to $15 ..... ...... . 276 -689 .......- 51 -122 -132 +70 +57 +50 ----) - 34 -3D -257 -798 -118$15 to $0 -135 -267 3....... .92 -76 -82 +44 +36 +31 _) 11 -12 -123 -318 -63$20 to-$50 -DI-R- - -73 -173 -187 +100 +1 +72 -- )----) .. . -11 -12 9 -334 -127$50 to $100 25....... -20 -39 -- 33 -78 -85 +45 +30 +32 (02 (*) N 5 0 386 -5 8$0 aod oer - 11 29 -71 -77 +41 +33 +29 ) () .5 -5 +7 _-54 -53

Total ............ -1,368 -3,089 -992 -305 -725 -785 +420 +340 +300 - __ +70 +75 ..... -110 -116 -1,253 -3,508 -1,518

B. AS PASSED BY THE HOUSE OF REPRESENTATIVES

$51003 5..... -56 -225 -180 -3 -S -7 +4 +3 +3 ---------------- 55 -220 -14$3 to $5 -227 487 _358 -1 -37 -40 +22 +18 +16 7.21 _-505 32$5 to $7 ................ -310 -526 -339 -27 -66 -71 +38 +31 +27 ....... . .......... - -299 -561 -303
$7 to $10 7........ -223 -R08 -115 -40 -95 -103 +50 141 +40 7... .......... . . ....... -- 207 -658 -17$10 to $15 --- 276 099 _ -0 0-121 -131 +70 +57 +50 3-.. ... ... - -256 -753 -81$15 ID $20 1--------- -135 -267 -------- -- 31 _ 75 -81 +44 +36 +31 0 -122 -306 -50$20to $50 -11 -231 . .... -72 -172 -186 +100 + 1 72 ............. - -88 -322 -114$50 to $100 0 -39 ..... -- 32 -77 -84 L45 +36 +32 __..... -7 -80 -52$100 and over ......... -5 -11 - -29 -71 _77 +41 +33 +29 - .. . .. .. +7 -49 OR

Total --------------- -1,368 -3,083 -992 -300 -720 -780 +420 +340 +300 ...... ......... . ........... -- 1,248 -3,463 -1,472

1 Exclusiveof the impact of repeaLofthe excise tax on automobiles and small trucks on the individual 4 Advancement of 1973's 15 percent standard deduction and $750 exemption to I972 and increase
income tax liability of sole proprietors and partners. in the minimum standard deduction from $1,000 to $1,300.a Change rota. Iiahdlty of sole proprietors and partners. Increase in the minimum standard deduction from $1,000 to $1,300.

E Elimination of the phaseout from the 1971 minimum standard deduction and increasing the -Less than $500,000.
exemption from $650 to $675.



TABLE 6.-TAXABLE INDIVIDUAL INCOME TAX RETURNS UNDER PRESENT LAW AND NUMBER MADE NONTAXABLE AND NUMBER REMAINING TAXABLE RUT BENEFITING UNDER THE EXEMPTION
AND STANDARD DEDUCTION PROVISIONS OF THE REVENUE ACT OF 1971 AS PASSED BY THE HOUSE OF REPRESENTATIVES AND APPROVED BY THE SENATE COMMITTEE ON FINANCE. CAL-
ENDAR YEARS 1971-73.1971 INCOME LEVELS-BY ADJUSTED GROSS INCOME CLASS

lI thorsandej

1971 1972 1973

Returns Retrns Ret.rs
remaining remaininO remaining

Returns nude taxable but Returns made taxable but Retra..s made taale nut
Returns nontaxable benefitrg Returns nontaxable benefitin Returns nontaxable benefiting

taxable under by the ftrm the taxable under by the from tIre .tale under by lhe fnom lhe
Adjusted gross income clate (thousands) present law provision provisions present law prauoons provisions present law proisons py -rans

S to $3 ---.----- .-- . ---.... .. .......... 5 0 M 170 5385 5,531 1.774 3,757 5,257 1, 500 3,674
93 to $5 . SAUD - 95 USED 9,273 69 8, 582 8,947 366 7, 404
$5 o$79 ,69 DE 80A RSS 6 6,810
$7 to $1G ---- 13, 316 2 1, 314 13,310 44 13,272 13,275 ------. 5.132
SID to DI5 -- --------------- 15, 084 ---- 15. 084 ID, 0.4 15,004 15,004 ------ ---------
$15 to $20-. -. 334 6, 334 6, 334 6,334 6, 334 ................ ........
$20 to ;50. 4,014 4,014 014 . 4. 014 4:014 .------.................
$50 to $100 B 399 390 398 398 398 ---------------_---
$1 andoer .. .. 99 _9 DO .......... . 99 99 --- . .. .. .. ...

Total --------- . ------............ 63,415 325 63,088 63,117 2,777 60, 340 62, 277 1,933 23,021

Note: Detads may not add to totals because of founding.



TABLE 7.-TAXABLE INDIVIDUAL INCOME TAX RETURNS WITH STANDARD DEDUCTION AND WITH ITEMIZED DEDUCTIONS UNDER PRESENT LAW AND NUMEROF RETURNS SWITCHING TO THE
STANDARD DEDUCTION UNDER THE STANDARD DEDUCTION PROVISIONS OF THE REVENUE ACT OF 1971 AS PASSED BY THE HOUSE OF REPRESENTATIVES AND APPROVED BY THE SENATE COM-
MITTEE ON FINANCE. CALENDAR YEARS 1971-73,1971 INCOME LEVELS-BY ADJUSTED GROSS INCOME CLASS

[In thousands

1971 1972 1973

Under the Under the Under the
bill bill bill

Returns Returns Returns
switching switching switchingfrom from fromUnder present law itemizing Under present law itemizing Under present law itemizing

deductions deductions deductionsWith With to the With With to the With With In theAdjusted genss income itemized standard standard itemiad standard standard itemized standard standardclass (thnusando Tntat dedoctins deduction deduction Total deductions deduction deduction Total deductions deduction deduction

$0 In $9 . 55 168 5, 387 20 5,531 168 5,362 141 5, 257 169 5, 09 141$3 It $ 9, 46 I, 310 7, RN 230 9: 273 1, 590 7, Ut2 577 8, 947 487 7,460 577$5 to . 9,154 3,303 5, D1 70 9, OUR 7, UR6 6, 373 1,500 8,969 2, 590 6,371 1, O$7 n $10 03....... ..- 1, 315 6,.593 6,724 317 03, 306 5, 97t 7, 339 9 63, 275 5,53 1, 777 446$10 to RID OS, t84 9,739 5,345 05, OtU N, IR5 6,909 657 I5, 084 7, N 7, 576.$15 to $20 H---------- -, 334 5,50 1,014 6, 334 4, 223 2,111 ----- .... 6, 334 4. 23 2,111 .........$31 to 50 .............. 4,"04 3,-64 U --- 4,014 3,3R 9 AIR --- DO- .. 96 N$50 In 9100 .......... .... 398 391 7 398 3RD84 14 DON.....O.
---a--ner 99 HR 1 OR 0 1 - 99 98 1

Total ...... .... 63, 415 30, 948 32, 467 1,268 63,117 26, 697 36, 419 3,291 62, 277 25, 357 36, 920 2,164

Note: Details may not add to totals because of rounding.
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IV. GENERAL EXPLANATION

A. Job Development Investment Credit; Depreciation Revision

1. Restoration of investmentt credit (sec. 101 of the bill and sees. 49 and 50
of the code)

Prior to 1969, there was a 7-percent investment tax credit (3 per-
cent for public utility property). The Tax Reform Act of 1969 re-
pealed this investment credit for property acquired after April 18,
1969, and for property the construction, reconstruction, or erection of
which began after April 18, 1969. In general teems, the investment
credit under prior law was available with respect to: (1) tangible per-
sonal property; (2) other tangible property (not including buildings
and structural components) which was an integral part of manu-
facturing, production, etc., or which constituted a research or storage
facility; and (3) elevators and escalators. New property fully qual-
ified for the credit, but in the case of used property, only an amount up
to $50,000 could be taken into account in any one year. In addition, the
property had to be depreciable property with a useful life of at least
4 years. Property with a useful life of from 4 to 6 years qualified for
the credit to the extent of one-third of its cost. Property with a useful
life of 6 to 8 years qualified with respect to two-thirds of its cost, and
property with an estimated useful life of 8 years or more qualified
for the full amount.

The amount of the investment credit taken in any year could not
exceed the first $25,000 of tax liability (as otherwise computed) plus
50 percent of the tax liability in excess of $25,000. Investment credits
which because of this limitation could not be used in the current year
could be carried back to the 3 prior years and used in those years to
the extent permissible within the limitations applicable in those years,
and then, to the extent of any amount still remaining, carried forward
and used to the extent permissible under the applicable limitations in
the succeeding 7 taxable years.

A special rule provided that carryovers to 1969, and subsequent
years, could be used in any such year only to the extent of 20 percent
of the carryovers. In these cases instead of a 7-year carryover, a 10-year
carryover was provided to the extent the credit was limited by the 20-
percent factor.

As indicated in the discussion of the reasons for the bill, the com-
mittee concluded, as did the House, that the 7-percent investment
credit should be restored as a means of providing stimulus to the lag-
ging domestic economy by reducing the cost of capital to U.S. manu-
facturers. This will also serve to place them in a more competitive
position with foreign manufacturers and in that manner help improve
our present serious balance-of-payments situation.

Both the House and the committee's version of the bill provide for a
7-percent investment credit which is substantially similar to the invest-
ment credit allowed under prior law. The three principal differences
from the credit previously allowed are (1) the useful life brackets used
in determining the amount of investment in property which is eligible
for the credit are to be shortened by 1 year, (2) the credit is generally
not to be allowed for foreign-produced machinery and equipment so
long as the temporary import surcharge remains in effect (and as the
result of a committee amendment, may be limited after the additional



duty is repealed at the discretion of the President), and (3) public
utility property is to be eligible for a 4-percent rather than a 3-percent
credit.

The credit is to be available with respect to property acquired by
the taxpayer after August 15, 1971, or in the case of property which
is constructed, reconstructed, or erected by the taxpayer, where the
construction is completed after August 15, 1971 (regardless of the
time when construction, etc. began). In this latter case, however, the
credit is to be available only with respect to that part of the basis of the
property properly attributable to construction, etc., after August 15,
1971. The credit also is to be available with respect to property, the
construction of which by the taxpayer is begun after March 31, 1971,
and property which is acquired after March 31, 1971, and before
August 16, 1971, if the taxpayer can clearly establish that the ac-
quisition was made pursuant to an order placed after March 31, 1971.
These categories of property which qualify for the credit provided by
the bill are referred to in the subsequent discussions as qualifying
property (in the bill they are referred to as see. 50 property). Any
property which is pre-termination property and thus eligible for the
credit under prior law will continue to be eligible for the credit. (This
pre-termination property is included as "section 50 property" in the
bill and is included in the term "qualifying property" in this report.)
2. Determination of qualified investment (sec. 102 of the bill and sees. 46

and 47 of the code)
In order to more realistically reflect the useful lives of property in

determining the amount of allowable investment credit, the bill short-
ens by 1 year the useful life brackets used in determining the portion
of investment in property which qualifies for the credit. Under the
bill, property with a useful life of 3 to 5 years is to qualify for the
credit to the extent of one-third of its cost. Property with a useful life
of 5 to 7 years is to qualify for the credit to the extent of two-thirds of
its cost, and property with a useful life of 7 years or more is to qualify
for the full amount. These replace brackets of 4 to 6 years for a one-
third credit, 6 to 8 years for a two-thirds credit, and 8 years and over
for a full credit.

In addition, a conforming change is made in the rule of prior law
under which there is no recapture of the credit in the case of cer-
tain aircraft leased for use outside the United States where this
foreign use does not exceed 4 years (i.e., one-half of the 8-year life
required for the full amount of the credit). In view of the reduc-
tion of the 8-year life requirement to 7 years, the permissible amount
of foreign use in the case of these aircraft is reduced to 3% years.
This amendment with respect to leased aircraft used abroad is to
apply with respect to leases entered into after April 18, 1969.

The bill provides that a taxpayer must use the same useful life with
respect to an asset in determining the amount of the allowable invest-
ment credit as the taxpayer uses in computing depreciation or amorti-
zation on the asset. The committee understands that this was not the
rule in the past. Where a taxpayer uses a method of depreciation,
such as the units-of-production method, under which the period
over which the depreciation occurs is not related to the useful life
or class life of the asset, the determination of whether the same useful
life is used for depreciation purposes and for purposes of the



investment credit as required by the bill, is to be made by comparing
the depreciation actually taken with the period over which comparable
depreciation would be available assuming the double declining balance
or sum-of-the-years digits depreciation method were used.

The changes made by the bill with respect to the useful life brackets
are to apply with respect to qualifying property. In addition, the
changes are to apply for purposes of the recapture rules in the case
of any property disposed of after August 15, 1971 (and any property
which otherwise ceases to qualify with respect to the taxpayer). Thus,
in the case of property disposed of after this date with respect to which
the full amount of the credit was originally allowed (i.e., because it had
a useful life of 8 years or more), there is to be no recapture if the
disposition occurs after 7 years of use by the taxpayer.
3. Limitation of credit to domestic products (sec. 103 of the bill and sec.

48(a) of the code)
In view of our balance-of-payments difficulties, the committee

agrees with the House that for a temporary period the credit should
be available only with respect to domestically produced property.

The House bill provided that the credit was to be denied with
respect to foreign produced property (other than pretermination
property) for which a credit was made available under the bill (i.e.,
generally, property ordered or the construction of which was begun
after April 1, 1971, or property acquired or completed after August 15,
1971). The denial of the credit was to continue under the House bill
as long as the temporary 10-percent import surcharge remained in
effect.

In general, the committee has retained the provisions of the House
bill relating to the denial of the credit for foreign produced property.
It has, however, made two modifications regarding the period for
which the denial is to be effective. First, in view of the fact that tax-
payers who ordered property (or commenced construction of property)
after March 31, 1971, in reliance on the Secretary of the Treasury's
statements did so w ithout any knowledge that the credit would be
limited to domestically produced property, the committee has modified
the House bill to provide that the credit is not to be denied to foreign
produced property which the taxpayer establishes was ordered on
or before August 15, 1971, when the limitation on the credit was
announced. The credit also is not to be denied in the case of property
the construction of which was begun prior to August 16, 1971.

Second, the committee has modified the termination date of the
foreign property limitation on the credit. The committee is concerned
that the combined price effect of automatically reinstating the credit
for foreign property at the same time as the 10-percent import sur-
charge is terminated might have a significant adverse effect on the
balance of payments. It appears more appropriate to the committee
to allow the President to extend the time for reinstatement of the
credit for foreign property. This also would allow the President to
continue the denial of the credit on a selective basis where he detes-
mines that it is in the public interest to do so. Accordingly, the
committee has modified the House bill to provide that the denial of
the credit to foreign produced property is to continue if the President
determines that such continuation is in the public interest and (by
Executive order) provides for such continuation. This authority may



be exercised with respect to an article or class of articles manufactured
in a specific foreign country or countries, or across the board. It is
expected that the President, in deciding which types of foreign pro-
duced articles to make eligible for the investment credit, will take into
account differences in the way similar (or perhaps different) classes of
articles are treated by the foreign country in the case of imports from
the United States. In the case of motion pictures, for example, it is
anticipated that the extent to which foreign produced motion pictures
become eligible for the investment credit will be made dependent, to a
substantial degree, on whether the foreign country discriminates either
against the U.S. motion picture showings in its country or discriminates
in favor of its domestically produced motion pictures.

A termination by the President of the limitation on the credit with
respect to foreign property is to apply to property ordered after (or
the construction of which is begun after) the termination date specified
by the President (either the date of the order or, if the President
determines it to be in the public interest, a date up to 2 years prior to
the date of the order).

For purposes of this limitation, foreign produced property includes
all property which is completed outside the United States regardless
of the U.S. content of the property. In other words, any finished prop-
erty imported into the United States is to be treated as foreign pro-
duced property even though substantially all of its value is repre-
sented by components which were manufactured or produced in the
United States. An article is to be deemed completed outside the United
States if it enters the county in a form which is operational for
the purposes for which it is intended; minor activities such as pack-
aging or labeling in the United States are not to remove the property
from classification as property completed outside the United States.
On the other hand, substantial assembly in the United States, such as
in the case of aircraft, the installation of the customer's engines, or
installation of navigation equipment and completion of the seating and
interior arrangements, would be treated as completion in the United
States rather than outside the United States.

I American films have been subject to discriminatory practices in many foreign countries. The tax barriers
most typically employed are described below:

Screen quotas require theaters to devote a specified proportion of their screen-tim to the showing of do-
mestic films. T his has the effect of limiting the amount remaining for imported pictures, thus reducing their
eaning capacity. There are 17 nations which apply such quotas.

Import quotas became widespread after World War IfT. As the major exporter of motion pictures (American
films are estimated to occupy close to 50% of Free World screen-time) the United Stateswas the prime target.
While quotas usually are described as designed to conserve loeign exchange, in most instances the primary
objective is to protect local film producers from competition of popular American flms, with conservation of
foreign exchange only a secondary consideration. Most restrictions have now been removed but there are nine
Free World countries that astil apply quantitative restrictions.

Discriminatory Admission Taes: Six countries impose higher admission taxes on foreign filbs than on
domestic pictures either directly or through tax rebates when domestic films are shown.

Film rentalprice controls through direct government edict or by indirect pressures impose disadvanta-
gea film rental terms or pernicious conditions on our fim sales in 12 countries.

Remittance restrictions following World War If for years posed an extremely difficult problem for the U.S.
im industry. Many have been overcome, hut they still exist in various degrees in 15 countries.

Local erintino dearers necessitate the manufacture of prints for theater ua in laboratories of the country to
which imported. This is an expensive and inefficient type of restraint which is spreading. Six countries In-
pose such requirements.

Dubbing must be done in local laboratories in three countries. Four others prohibit the dubbing of foreign
ims into the local language, ns a measure to reduce the competitiveness of imported films.

Foreign distributors are barred from having film distribution branches or subsidiaries in seven countries.
This type of restriction is designed to force distribution at American films into the hands of local and often
inefficient firms.

Exorbitant income or related tax eirs are common devices applied against American film companies to
drain ad their earnings. Six particularly bad situations are noted in this report.

Production subides., often financed by taxes or other levies on foreign him imports (mainly American),
exist in seventeen countries listed herein. Tbsy subsidize the nost ol local production and thus place films
made elsewhere, which receive no sesubidies, at a competitive disadvant age.

Msrefloaneons measures include such devices as heavy 'dubbing or release fees, compulsory purchase
and distribution of domestic pictures, or the establishment of import monopolies.
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Foreign produced property also includes any property completed
in the United States, if less than 50 percent of the basis of the property
is attributable to value added inside the United States. For this pur-
pose, shipping and insurance costs incurred in transporting property
to this country as well as any duty payable upon entry of the propeity
into the United States are to be treated as foreign value. On the other
hand, any selling piofit as well as any profit attributable to any other
U.S. activities in the case of a final product completed in the United
States is to be treated as value added in the United States. In addition,
components which become part of the property (whether added to the
property in the United States or abroad) which originate in the United
States and meet either the U.S. value added or completed test are not
to be treated as value added outside the United States in applying the
50-percent test.

The buyer, of course, has the normal obligation of establishing for
tax purposes that the property qualifies for the credit. It is expected
that when there is doubt in the minds of the buyers whether properties
qualify for the investment credit because of this provision, they will
seek warranties from sellers. Thus, in such cases if the property should
prove not to be eligible for the credit because of its foreign content,
the seller would recompense the buyer for any loss of the investment
credit. This would operate as a result of general contract law, however
rather than as a result of tax law.

To prevent the application of this limitation on the credit in situa-
tions where it is appropriate to make the credit available with respect
to a type or class of foreign produced articles because of other over-
riding considerations, the bill provides the President with authority
to waive (by Executive order) the limitation for an article or class
of articles, if he determines that it is not in the public interest for the
property to be denied the credit. The committee has clarified the fact
that the President may also exercise this authority with respect to
an article or class of articles manufactured or produced in . foreign
country.

Generally, under the House bill, a determination by the President
under this authority was to apply only to property ordered on or after
(or to property the construction of which was begun on or after) the
issuance of the Executive order. The committee does not believe it
appropriate to restrict the President to terminating the limitation on
the credit only prospectively, since there may be situations where
prior to the date of the issuance of the Executive order it would be in
the public interest that the credit not be denied. For this reason, the
committee has amended the House bill to provide that the President
may terminate the limitation for periods of up to 2 years prior to the
date of the Executive order when he finds this is in the public interest.

The types of situations in which the President may find that it is in
the public interest to waive the limitation include those: (1) where the
U.S. market for a particular type of item tends toward a monopolistic
one (i.e., is dominated by one or two domestic producers); (2) where
there are practically no U.S. manufacturers of the type of products in-
volved and substantially all items of these types are imported; (3)
where the foreign producer of an item can show that it is seeking to
develop a market in the United States prior to transferring the manu-
facturing operations for the item to the United States; and (4) where
so-called "free-list" nonduty items which have a long history of free
trade (such as farm machinery) are involved.



It is contemplated that the President will not terminate the limita-
tion with respect to an article (or brand of article) if there is a finding
that a corporation (or an affiliated group of corporations within the
meaning of sec. 312(1)(2)) has increased the foreign production of
that article, while within a reasonable time before or after that increase
there have been significant decreases in the production of that article
(or substantially similar article) in the United States.
4. Definition of section 88 property (sec. 104 of the bill and sec. 48

of the code)
Storage Jacilities and special purpose structures.-Under present law,

buildings and their structural components do not qualify for the
credit. However, storage facilities used by the taxpayer in connection
with manufacturing, production, extraction, or the furnishing of
transportation, communications, electrical energy, gas, water, or
sewage disposal services, are eligible for the credit.

Since the Internal Revenue Service has encountered significant
difficulties interpreting this provision, the committee believes it is
desirable to clarify the law regarding the types of storage facilities,
and other special purpose facilities, which are entitled to the credit.

The committee's bill specifically provides that property eligible for
the investment credit includes a facility, used in connection with any
of the activities referred to above (specified in sec. 48(a) (1) (B) (i)) for
the bulk storage of fungible commodities (including commodities in a
liquid or gaseous state).

For a "storage" facility to be eligible for the credit, it must be used
principally as a storage facility. Thus, if the facility has a work area in
which more than a de minimis amount of processing and handling of
the stored commodities can be carried on, it will not be considered to be
used principally as a storage facility. If, however, the facility has an
area for the housing of equipment directly related to the storage of the
commodity, it will not be ineligible for treatment as a qualifying stor-
age facility.

The committee's bill has reference to facilities which are used for
the bulk storage of fungible commodities. Bulk storage has reference
to the keeping of a commodity in a large mass prior to its
consumption or utilization. The commodity stored must be fungible
in nature; that is, of such a nature that one part may be used in
place of another.

The committee also desires to make it clear that the term "build-
ing" is not intended to include a structure which houses property
used as an integral part of a manufacturing or production activity (or
other activity referred to in sec. 48(a) (1) (B) (i)) if the use of the struc-
ture is so closely related to the use of the equipment it houses that the
structure clearly can be expected to be replaced when the property it
houses is replaced. Factors which would tend to indicate that a struc-
ture is closely related to the use of the equipment include the fact as to
whether the structure has been specifically designed to provide for
the stress and other demands of the equipment which the structure
houses and the fact as to whether the structure could not be eco-
nomically used for other purposes.

One example of a type of structure closely related to the product it
houses which was called to the attention of the committee is a unitary
system for raising hogs which includes automatic feed systems, special



airflow units, slatted flooring, pens and partitions. The structure which
can be added to, according to the number of hogs raised, is no more
than a cover and way of tying together the specially designed pens,
automatic feed systems, etc. There is no other practical use for the
structure and it can, therefore, be expected to be used only so long as
the equipment it houses is used. Such a structure would be eligible for
an investment credit.

Submarine telephone cables.-The investment credit under prior
law, and under the bill, generally is unavailable for property used
predominantly outside the United States. In the case of submarine
telephone cables, no exception to the general rule was included in
prior law and such property was therefore ineligible for the credit to
the extent used predominantly outside the United States.'

The committee has concluded that the maintenance of a satis-
factory competitive position by domestic telephone companies fur-
nishing overseas telephone service requires that the investment credit
be made available with respect to such companies' interests in sub-
marine cables. This position is also supported by the fact that cables
used for such service are generally not employed to furnish telephone
service between foreign points; they are generally used only to furnish
service between the United States and a foreign point.

The committee has, therefore, amended the bill to provide that
the credit is to be available for any cable or interest therein of a
domestic corporation engaged in furnishing telephone service (of a type
described in the definition of public utility property) if it is part of
a submarine cable system constituting part of a communication link
with the United States. This provision also is to include any cable
or interest therein of a wholly owned domestic subsidiary of such a
corporation. The cable, however, is to be eligible for the investment
credit only if it is manufactured in the United States.

No change is made in prior law with respect to international tele-
graph services and the investment of international telegraph com-
panies in submarine cables.

Coin operated machines in lodging Jacilities.-Under present law,
property used in connection with the furnishing of lodging is not
eligible for the credit, unless the property is a nonlodging commercial
facility available to persons using the lodging facility on the same
basis as it is available to persons using the lodging facility. This has
been interpreted to allow the credit for vending machines, but not
for coin operated laundry machines, in apartment buildings.

The committee is of the opinion that it is not appropriate to draw
a distinction between these two types of coin operated equipment.
Furthermore, the operation of the laundry machines in the lodging
facility might well be in competition with the operation of similar
machines in a local laundromat which would be entitled to the credit
with respect to its machines. To remove this inequity the committee
has provided that coin operated washing machines and driers, as well
as coin operated vending machines generally, are to be eligible for the
credit (i.e., are not within the exclusion from eligibility provided in

h The only published position of the Internal Revenue Service (Rev. Rul. 69-2. 1960-1 C.B. 25) concerning
the pplability of this limitation to submarine cables held that in the ce of . .able extending between t he
continental United States and Hawaii, since both terminal point, of the cable were in the United States.
the entire cable was uted In the United States and so was eligible for the credit. That ruling did not consider
tIe apptiaton of the foreign use imitation in the case ot cabie extending between tto United State, andtoeeign points.
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present law for property used to furnish lodging or in connection with
the furnishing of lodging).

Comsat.-Under prior law, property was not eligible for the credit
if it was used by an international organization or any agency or instru-
mentality of such an organization, or if it was used predominantly
outside the United States. The application of these rules was unclear
in the case of contributions bv the Communications Satellite Corpora-
tion (Comsat) to the program of the International Telecommunica-
tions Satellite Consortium (Intelsat) in orbiting space satellites. Comsat
is the United States participant in the Intelsat joint venture formed
under 1964 international arrangements to establish a global communi-
cations satellite system. Under the 1964 arrangements, the participants
in Intelsat own the space segment (primarily satellites) of the satellite
system in the form of undivided shares based on their respective con-
tributions to the cost of the space segment. Under recently negotiated
arrangements signed by the United States and Comsat on August 20,
1971, Intelsat will itself own the space segment.

The committee agrees with the House that exclusion of these
communications satellites from the credit would tend to frustrate
Congress' purpose in the Communications Satellite Act of 1962 to
establish," in cooperation with other countries, as expeditiously as
practicable a commercial communications satellite system" (47 U.S.C.
701(a)). As a result, the bill provides that the use of property by
Intelsat is not to disqualify the property from the credit insofar as
the portion represented by the interest of Comsat is concerned. In
addition, it is provided that communications satellites (as defined in
section 103(3) of the Communications Satellite Act of 1962) are not
to be disqualified from the credit on the basis that they are used outside
the United States.

The communication operations of Comsat are includable within
the prior law's term, "telephone services," but no implication is in-
tended that Comsat's property should be so characterized for any other
purpose.

Drilling equipment used in international or territorial waters.-Since
the inception of the investment credit in 1962 it has been generally
provided that property which is used predominantly outside the
United States is not eligible for the investment credit. Present law
contains an exception for property of a United States person which
is used for the purpose of exploring for, developing or transporting
resources, from the outer Continental Shelf. A credit would not,
however, be available for drilling equipment, rigs, and barges which
are used by United States persons in foreign drilling operations (which
are off the outer Continental Shelf).

In view of the fact that a substantial amount of offshore drilling
activities are, in the years to come, to be taking place in foreign
waters and because it is increasingly important to discover and develop
natural resource reserves, the committee has provided that equipment
of this type is to be eligible for the credit.

Accordingly, under the committee's bill, the present provision
dealing w ith property used for the purpose of exploring for, develop-
ing, removing, or transporting resources from the outer Continental
Shelf is expanded to include any property (other than a vessel or an
aircraft) of a U.S. person which is used in international or territorial
waters for the purpose of exploring for, developing, removing, or



transporting natural resources derived from ocean waters or sub-
marine deposits.

Livestock.--In the past the investment credit generally was avail-
able for any depreciable tangible personal property subject to the
depreciation recapture rules. Prior to 1969, however, the deprecia-
tion recapture rules did not apply to livestock. In 1969, livestock
was placed in the same position as other ty pes of business property
in that it was made subject to the depreciation recapture rules. The
House bill provided, therefore, that livestock was to be eligible
for the credit.

The committee has adopted the House bill in this regard with two
modifications. First, the bill as approved by the committee provides
that horses (whether used for racing or other purposes) are not to be
treated as property eligible for the credit, since the committee does not
believe it is necessary to provide an incentive to investments of this
type. Second, in order to prevent taxpayers from creating a tax shelter
of artificial credits by disposing of raised livestock, with little or no cost
or other basis, and then acquiring substantially similar livestock with
the intent of obtaining the credit for the acquired livestock, the com-
mittee has adopted a rule that is analogous to the provision in present
law dealing with wash sales of stock or securities.

Under this provision, if substantially identical livestock has been
sold, or otherwise disposed of, by the taxpayer during a one-year
period beginning 6 months before he acquires other livestock, the
cost on the acquired livestock is to be reduced by the amount realized
on the sale of the substantially identical livestock. This rule is not to
be applicable, however, if there is an investment credit recapture upon
the disposition of the substantially identical livestock. In determining
whether the livestock sold is substantially identical to the livestock
acquired by the taxpayer, the age of the livestock and use to which
the livestock is put are to be considered as significant factors. For
example, if a taxpayer disposes of a cow used for breeding purposes
and within 6 months acquires another cow of approximately the same
age to be used for breeding purposes, the qualified investment attribu-
able to the acquired cow is to be computed by reducing the cost of the
acquired cow by the amount realized on the prior sale. If, however,
the livestock disposed of is not suitable for continuing use as breeding
stock at the time it is sold, it will not be considered substantially
identical to livestock which the taxpayer acquires. Similarly, if the
taxpayer sells a dairy cow that is, at the time of the sale, no longer'
suitable for dairy purposes, the taxpayer will not be denied the
investment credit for a dairy cow which he acquires to replace the
animal sold.

If the livestock disposed of is substantially identical to the livestock
acquired by the taxpayer during the one-year period, the cost taken
into account in computing the investment credit is to be reduced by
the amount realized on the sale. Thus, if the taxpayer sells a portion
of a breeding cattle herd for a total of $50,000, and within 3 months
acquires other substantially identical breeding cattle for $85,000,
the cost with respect to this acquisition will be reduced to $35,000.
The earliest sales of substantially identical livestock within the
one-year period are to be applied first in reducing cost of an acquisi-
tion. Once the amount realized on a sale has been taken into account
in reducing the cost of an acquisition, however, it is not to be again



taken into account for this purpose with respect to a subsequent
acquisition.

In determining whether livestock acquired by a taxpayer is new or
used property for purposes of the credit, the committee intends that
livestock be treated in a manner consistent with that provided in the
Treasury regulations for other types of property. Property is con-
sidered new property for purposes of the credit if its original use
commences with the taxpayer. The regulations provide that the term
"original use" means the first use to which the property is placed,
whether or not the use corresponds to the use of the property by the
taxpayer. However, where the property qualifies as a breeding or dairy
animal, it will normally be regarded as a new article at the time it is
first used for these purposes, that is, at the time its suitability is estab-
lished by the bearing of a calf or the giving of milk, assuming it has
not been used for other purposes prior to that time. On the other hand,
if a cow has been used for dairy purposes and later is used for breeding
purposes, it will not be "new" property when first used for breeding
purposes.

Amortized property.-Under prior law, various rules were provided
regarding the availability of the credit for property subject to special
5-year amortization. For a limited period of time railroad rolling stock,
expenditures for rehabilitating low-income housing, and certain coal
mine safety equipment were eligible for a special 5-year amortization
provision as well as for the credit. On the other hand, the credit was
denied to expenditures for pollution control facilities subject to special
5-year amortization.

These special amortization provisions were enacted as part of the
Tax Reform Act of 1969 which also repealed the investment tax
credit. Moreover, in large measure these amortization provisions were
intended as a substitute for the investment credit then being repealed.
In view of the reinstatement of the credit, the committee agrees with
the House that it is not appropriate to provide both the credit and
special 5-year amortization with respect to the same property.

As a result the bill provides that if the taxpayer elects the special
5-year amortization provided for pollution control facilities, railroad
rolling stock, coal mine safety equipment, expenditures for the rehabil-
itation of low-income housing, job training facilities, or day care
facilities (the last two categories are new amortization provisions
added by this bill), the property subject to the amortization election
is not to be eligible for the credit. (If the amortization election is
made subsequent to the allowance of the credit, the credit is to be
retroactively denied for the year in which it was previously allowed.)
Since in the case of pollution control facilities only the proportion
of the cost of the facility attributable to the first 15 years of its useful
life is eligible for special 5-year amortization, the bill provides that
the credit is to be denied only for the portion of the cost of a facility
subject to rapid amortization. Therefore, a taxpayer acquiring a
pollution control facility may be eligible for the credit with respect
to the cost attributable to the useful life in excess of 15 years even
though he elects rapid amortization with respect to the property.

Railroad track.-In 1962 the Congress provided that railroad track
which is accounted for under the retirement-replacement method of
accounting for depreciation was to be eligible for the investment credit,
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but the Internal Revenue Service has never fully effectuated this con-
gressional decision. To clarify congressional intent in this matter, the
committee has provided that in the case of a railroad (including a
railroad switching or terminal company), railroad track replacements
(including rail, ties, ballast, other track material and the related
installation costs) are to constitute investment credit property if the
replacement occurs in one of the following types of situations:

(1) The replacement is made pursuant to a scheduled program
for replacement (generally a systematic program covering various
segments and locations of a rail system);

(2) The replacement is made pursuant to the detection by a
rail-test car of specific rail needing replacement;

(3) The replacement is made pursuant to observations of
maintenance-of-way personnel in the field of rail needing replace-
ment; or

(4) The replacement is made as a result of a casualty (such
as a wreck, derailment, or other interruption in service).

If the replacement is made as the result of a casualty, the replace-
ment track material is to qualify as investment credit property only
to the extent that, in each casualty, the qualified investment with
respect to the replacement track material exceeds $50,000. The costs
of removing old track material are not to qualify for the credit.

Motion. picture and television films.-As previously indicated the
investment credit is generally available for depreciable tangible per-
sonal property. Questions have arisen, however, whether motion pic-
ture and television films are tangible (as distinct from intangible)
personal property eligible for the credit. A court case decided the
question in favor of the taxpayer. The committee agrees with the
court that motion picture and TV films are tangible personal prop-
erty eligible for the investment credit.

In determining the amount of credit available with respect to a
motion picture or TV film, the committee believes that all costs of
production which the taxpayer capitalizes should be taken into account
in determining the basis of the film.

Effective dates.-In general, the changes made by this section of the
bill are to apply only to qualifying property. These changes include
those made in the treatment of: storage facilities; coin-operated
machines in apartment buildings; property used, outside the United
States in connection with exploring or extracting natural resource
deposits from ocean waters or submarine deposits or the furnishing
of telephone service; livestock; property subject to special amortiza-
tion; and motion picture and television films. With respect to these
provisions, no inference is intended as to the proper treatment of these
types of property under prior law.

The changes made by the bill regarding the treatment of Comsat
and railroad track, however, are intended as clarifying amendments
and therefore are to apply to years ending after December 31, 1961.
As a result, Comsat will be eligible for the 3-percent credit of prior
law and the 4-percent credit provided by this bill (see 6. Regulated
Co? paaies, below).

5. Used property (see. 48 (c) of the code)
Under prior law the cost of any used property which could be taken

into account for purposes of the credit was limited to $50,000 a year.



In the case of a husband and wife filing separate returns, the amount
of used property which could be taken into account was $25,000, in-
stead of $50,000, unless one of the two had not purchased any used in-
vestment credit property, in which case the other spouse could claim
the entire amount up to $50,000. Prior law also contained rules for
allocating the $50,000 limitation among component members of a con-
trolled group of corporations and 'a provision that the $50,000 limit
applied at both the partnership and partner levels.

The House bill modified the rules of prior law regarding used prop-
erty in two respects. First, the dollar limitation on the amount of used
property eligible for the credit was increased to $65,000. Second, the
House bill provided that the limitation on the used property allowance
was to be reduced to the extent the taxpayer -acquired new property.

The committee believes that the treatment provided for used prop-
erty in prior law is more appropriate than that provided in the House
bill. 'Many small business taxpayers use both new and used property
in their operations. In many cases, the circumstances of these tax-
payers force them to rely to a significant extent on used property.The House bill, however, would in effect have penalized these tax-payewn th i n e circumstances improved to the point that

they were in part able to acquire new, rather than used, assets for theirbusinesses. Moreover, since one of the important purposes of the creditprovided by the bill is to aid in the modernization of our productive
facilities, the committee does not believe it is appropriate to have this

type of disincentive to invesnuents in new property.For these reasons, the committee hill retains the rules of prior law
insofar as the allowability of the credit for used property is concerned.
6. Regidated ceepenies (sec. 105 of the bill end secs. 46(c) end (e) of

the code)
Prior le .- Jn general, under prior law, a 3-percent investment

credit was provided for public utility property (in contrast to the 7
percent credit given for other property). Public utility property as
defined for this purpose as property used predominantly in the trade
or business of furnishing or selling (1) electrical energy, water, or
sewage disposal services, (2) gas through a local distribution system,
(3) telephone service, or (4) domestic telegraph service (if the rates
for these services or items ere established or approved by certain
types of governmental regulatory bodies).

As part of the Revenue Act of 1964 (see. 203(e) of that Act), Con-gress provided that inothe case of thed investment credit on public
utility property (the 3-percent property), no Federal regulatory agent
cy could "flow through" the credit to income more rapidly than rata
bly oeer the useful life of the property. In the case of any other regs
elated company's property (the 7-percent property chiefly, the inter
state gas opilnes), nu Federal regulatory agency could flox through
to income any part of the credit. In each of these categories. fo-
through wa nev ertheleat permitted d if the company consent. Where
the company was earning the maximum allowed by law or regulations,
this resulted in flowing through the tax reduction to the company's
current customers in the form of loxer utility rates.

uleasos for propeisios.-In restoring the investment credit, the em-
mittee agrees with the House that it is appropriate to increase some
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what the credit previously available for regulated companies. As in-
dicated above, the prior law's rate for most public utility property was
3 percent. The bill raises the rate for public utility property to 4 per-
cent. In part, this is provided because of the increasing problem many
utilities are encountering in raising the capital required for modern-
ization and expansion. Additionally, the regulated companies are en-
countering increased competition from other regulated companies and,
in the case of many of their products, from unregulated companies as
well. In view of these factors, the committee agreed with the House
that it was appropriate to lessen the difference between the credit allow-
able for public utilities and for taxpayers generally. In order to equal-
ize the treatment of regulated companies in substantial competition
with each other, changes have been made in the categories of regulated
property to which the 4-percent credit-as distinct from the 7-percent
credit-is to be available. Additionally, a committee amendment limits
to 4 percent the credit provided for certain property used in competi-
tion with public utility property, even though such property is used by
unregulated taxpayers.

To permit all of the benefits of the credit to be flowed through to
the consumer currently could have an impact on revenues which is
approximately twice that applicable in other cases. Moreover, the basic
purpose of the investment credit is not an allocation of resources which
will stimulate consumption of any particular type of product or service.
For these reasons, as a general rule, the bill does not make the credit
available where all of the benefit from it would be flowed through
currently to the consumers. There are a limited number of cases, how-
ever, where a regulated company particularly needs to maintain a low
rate for consumers, and has under prior law -flowed the benefits of fast
depreciation through currently to the consumers. In these cases alone,
the bill makes the credit available even though the company elects to
flow through the credit currently to the consumer. In all other cases,
the credit is made available only where there is assurance that some of
the benefit at least, will go to the investors.

In restoring the investment credit for public utility property of
regulated companies, the committee has given careful" consideration
to the impact of this credit on ratemaking decisions. Although there
are many different ways of treating the credit for ratemaking pur-
poses, the committee, in general, believes that it is appropriate to per-
mit the regulatory agencies, where they conclude it is necessary, to
divide the benefits of the credit between the customers of the regu-
lated industries and the investors in the regulated industries. The com-
mittee also concluded that where a regulated company furnishes steam
through a local distribution system or gas or steam'by pipeline, it is
appropriate (when the regulatory agency involved determines that
the natural domestic supply of the product furnished is insufficient
to meet present and future requirements of the domestic economy) to
permit the entire benefits of the credit to be used as an incentive to en-
courage expansion or at least maintenance of the supply.

The committee believes that this represents the best balancing of the
considerations of both investors and customers of the regulated com-
panies, and the extent to which revenue losses may be permitted at
this time.

Inestment credit rate.-As indicated above, the bill increases the
credit for public utility property to 4 percent (i.e., the amount of the



qualified investment applicable to this property is raised from three-
sevenths to four-sevenths of the cost of the property). The bill also pro-
vides that, for the future, property used predominantly in furnishing
or selling of all communication services (other than international tele-
graph services)' is to receive the 4-percent credit.

2 Thus, property
used in miscellaneous types of regulated communication services, such
as data transmission operations, are to receive the 4-percent rather than
the 7-percent credit.

The House bill changed prior law by limiting international tele-
graph companies to the partial credit. The committee has amended
the bill to restore the full credit to such companies, since it concluded
they are not properly comparable to domestic telegraph companies
and other communication companies. They are in active competition
with one another, rather than having an exclusive franchise as in the
case of the ordinary utility, and they compete with foreign inter-
national telegraph companies, substantially all of which are owned or
controlled by foreign governments, rather than with the domestic tele-
graph or telephone industry.

The committee was impressed by the trend among unregulated busi-
nesses to install their own communications equipment rather than
equipment made available by the regulated companies.' The committee
concluded that, in order to avoid having the renewed investment credit
create an improper discrimination in such competition, it was neces-
sary to equalize the rate of investment credit available to the competi-
tors. As a result, the committee decided to limit to 4 percent the credit
for communication property of the type used by regulated telephone
and microwave communication companies, if the property is used pre-
dominantly for communication purposes. Under present conditions,
the committee intends that this rule (the regulated company rate for
competitive communications property of nonregulated companies) is
to apply to microwave transmission equipment, private communica-
tion equipment (other than land mobile radio equipment for which
the operator must obtain a license from the Federal Communications
Commission), private switchboard (PBX) equipment, communica-
tions terminal equipment connected to telephone networks, data trans-
mission equipment, and communications satellites. This limitation
would not apply, for example, to computer terminals or facsimile re-
production equipment which is connected to telephone lines to transmit
data. iAs changes occur in technology and in patterns of regulation,
corresponding changes will follow in the applicability of this provision
to different types of property.

Treatment of credit in ratemaking. With regard to the treatment
of the credit for ratemaking purposes, the bill provides three basic
elective options:

(1) The first option provides that the investment credit is not
to be available to a company with respect to any of its public
utility property if any part of the credit to which it would other-

iThis is in addition to the categories indicated above: namely, (1) electrical energy,
water, and sewage disposal services, (2) gas through a local distribution system, (3) tele-
phone service, and (4) domestic telegraph service.

Since this change applies only to property eligible for the new Investment credit under
the bill, this change in the categories of partial -credit property will not, of itself, give rise
to an increase in tan ander section 47 W) (2).

- A landmark in this id was the Carterone decision of the Federal Communications
Commission, 13 F.C.C. 2d 420 (1968).
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wise be entitled is flowed through to income; however, in this case
the tax benefits derived from the credit may (if the regulatory
commission so requires) be used to reduce the rate base, provided
that this reduction is restored over the useful life of the property.

(2) The second option provides that the investment credit is
not to be available to a company with respect to any of its public
utility property if the credit to which it would otherwise be en-
titled is flowed through to income faster than ratably over the
useful life of the property; however, in this case there must not
be any adjustment to reduce the rate base if the credit is to be
available.

(3) Under the third of the elective options, the above restric-
tions would not apply at all.

All regulated companies are to be allowed to choose between op-
tion (1) and option (2) but the choice must -be made within 90 days
after the date of the enactment of this bill. If no election is made in
that time period, option (1) applies.

Option (3) is to be available (as an alternative to option (1) or
option (2)) only to a regulated company with respect to property
which is "flow-through" property under the accelerated depreciation
rules enacted as part of the Tax Reform Act of 1969. Election of this
option also must be made within 90 days after the enactment of this
bill.

Under a committee amendment, a full-credit regulated company
that is subject to the above-described limitations on flow-through and
rate base adjustment and that has chosen the first option, may elect
to have that option apply so as to forbid any rate base adjustment.
This treatment is to apply only if the regulated company elects within
90 days after the date of the enactment of the bill to 'have it apply,
and only if the Federal agency that regulates its rates determines that
the natural domestic supply of the product furnished by the company
in its regulated business is insufficient to meet the present and future
requirements of the domestic economy.

Congress considered a related aspect of the flow-through probleni
in 1969 with respect to the tax benefits of accelerated depreciation.
There, too, it was determined to provide a general rule under which
the tax benefits could be shared between investors and customers. An
exception was provided in those situations where a company was al-
ready flowing through the tax benefits of accelerated depreciation, in
order to recognize the special competitive conditions under which such
a company was operating and in order to avoid precipitating an in-
crease in utility costs to such a company's customers. Property of these
regulated companies (to which sec. 167(1) (2) (C) applies) is eligible
for option (3) if an election is made.

Although the depreciation problem is in many respects similar to
the matter considered in this bill, it is not identical. Nevertheless, the
result of this bill-generally permitting regulatory agencies to share
the benefits of the credit between investors and customers where
appropriate-is essentially similar to the result of the 1969 deprecia-
tion legislation.

The options described above, regarding flow-through and rate base
adjustments, are to apply to property which is eligible for the 4-per-



cent credit and also to property eligible for the 7-percent credit which
is used for local steam distribution or for gas or steam transportation
by pipeline.

In determining the period of time over which the investment credit
may be ratably flowed through or over which any rate base adjustment
must be amortized, reference is to be made to the period of time on the
basis of which depreciation expense is computed on the company's reg-
ulated books of account, and not to the useful life used for depreciation
under the Internal Revenue Code. A ratable method of flowing through
or amortizing is to include a method in which equal amounts are allo-
cated to equal time periods, equal units of production, or machine
hours. Composite lives and other averaging methods may be used
where appropriate and in accordance with regulations.

In determining whether or to what extent a credit reduces cost of
eice, i.e., has been flowed through to income, reference is to be made

to any accounting treatment that can affect cost of service.' One usual
method of flowing through the investment credit is to reduce the
amount of Federal income tax taken into account. Another method
of flowing through the investment credit is to reduce, by the amount of
the credit, the depreciable basis of the property on the regulated books
of account.

In determining whether or to what extent a credit has been used to
reduce the rate base, reference is to be made to any accounting treat-
ment that can affect, the company's permitted profit on investment by
treating the credit in any way other than as though it had been on-
tributed by the company's common shareholders. For example, if the
"cost of capital" rate assigned to the credit is less than that assigned
to common shareholders' investment, that would be treated as, in effect,
a rate base adjustment.

In the case of the second option (ratable flow-through and no rate
base adjustment) the committee determined to assure that the purpose
of the pro% ision is not avoided by flowing through the entire credit
to non-operating income (thereby increasing earnings per share even
though the regulated company adheres to ratable flow-through in de-
termining cost of service for ratemaking purposes). It might be argued
that in this manner the credit could be used to reduce a company's
authorized rate of return and thereby achieve an effect similar to that
which would occur had the entire credit been currently flowed through
to reduce cost of service for ratemaking purposes. To make it clear
that this result is not intended, the committee has amended the second
option to provide that cost of service, as reflected in a company's regu-
lated books of account, may not be reduced by more than a ratable por-
tion of the credit. In such a case, the agency may not require the com-
pany to treat the investment credit in its reports to shareholders, or to
the public, in any way different from the way the company treats the
investment credit for ratemaking purposes.

These rules replace the 1964 Revenue Act rules (see. 203(e) of that
Act), described above.

4 Although the technical term, "Cost of service" includes the cost of common stock
Investment (that is, the cost af capital vote assigned to such investment, times the amount
of such investment). the rule of the first option-permitting a rate base reduction if It is
ratably restored-overrides the flat rule prohibiting any reduction of cost of service.
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Prior law (unchanged by the bill in this respect) includes in the
definition of public utility property the requirement that the rates
for furnishing or selling the enumerated services or products are "es-
tablished or approved" by a governmental unit. It has been pointed
out that in the case of many utilities whose property has been treated as
public utility property under prior law, there is no affirmative gov-
ernmental action in establishing or approving rates. Rather, rates are
often established merely by the filing of a tariff with the appropriate
regulatory agency, followed by no suspension of the tariff by the
agency. In order to prevent dispute as to ,whether the property of such
a company is public utility property, the committee wishes to make it
clear that the definition of public utility property includes property
of companies whose rates are subject to the jurisdiction of the regula-
tory agencies referred to in the statute, whether or not the agency gen-
erally leaves undisturbed the rates filed by the company.

The bill provides the Secretary or his delegate with authority to deal
with those situations under which the literal application of the pro-
visions of these rules does not carry out the purposes of this subsection.
This regulatory authority is identical, within its sphere, to the author-
ity granted under the Tax Reform Act of 1969 in the case of the treat-
ment of accelerated depreciation by regulated industries. For exam-
ple, if a single company operates within the jurisdiction of several
regulatory agencies and one of those agencies requires the company
to exceed the permitted cost of service or rate base adjustment (see
discussion of the various options in such matters, above), then the
sanction of the bill (loss of the investment credit) is to apply only to
property subject to the jurisdiction of that agency.

Under the House bill, if a regulatory agency flows through a com-
pany's investment credit at a rate faster than permitted, or insists upon
a greater rate base adjustment than is permitted under the applicable
option, then that company would not be allowed to take any invest-
ment credit thereafter, and the credit would be lost for any taxable
periods that are open at the time the limitations of the applicable
options are exceeded by the agency. Under the House bill, each regu-
lated company (and therefore, each regulatory agency) would have
to comply with the limitations of the applicable option before April 1,
1972.

The committee made a number of amendments to the provisions
dealing with when the limitations of the applicable option must be
met and the extent to which the hivestment credit would be disallowed
where the limitations are not met. Under the committee amendments,
the limitations of the applicable option would have to be met in the
first final determination put into effect after the date of the enactment
of this bill, and in every determination (whether or not final) there-
after. In other words, a sanction would not be applied merely because
a prior order (for example, one issued in 1968) required excessive
flow-through or rate base adjustments. If the first order as to a com-
pany after the bill's enactment is inconsistent with the limitations of
the applicable option, it would not result in disallowance until the
order had been affirmed through the appellate process or the company
had let its right of appeal expire, and the order had been put into
effect. If the first final order after the bill's enactment is consistent
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with the limitations of the applicable option, then the sanction of the
bill is not to apply until an order is put into effect which is inconsis-
tent with limitations of the applicable option.

After the first final determination has been issued, the provisions
of the bill are to be tested against any determination that affects the
rates to be charged by the regulated company or the manner in which
the regulated company maintains its books of account.

If an order is inconsistent with limitations of the applicable option,
then under the committee's amendments all investment credit provided
by this bill (i.e., the investment credit for property described in see.
50) is to be disallowed for open years up to the date the order is put
into effect. Also, the credit will be disallowed as to property placed in
service thereafter, until a new order (affecting rates or the regulated
books of account) is put into effect, if that new order cures the "incon-
sistencies" of the previous outstanding orders.

An order is "put into effect", for these purposes, on the later of
(1) the date of its issuance (or, in the case of a final order, on the date
it becomes final) or (2) the date when it becomes operative. Thus, an
order issued on January 1, 1973, requiring a company to make a rate
change on July 1, 1973, is put into effect on the latter date. On the other
hand, if the January 1, 1973, order requires a rate change retroactive
to July 1, 1972, the order is treated as put into effect on January 1,
1973.

The committee hopes that these sanctions will not have to be im-
posed. The sanctions are intended to be reasonable in proportion to
the duration of the violation of the rules set forth in the bill.

Effective date.-These provisions of the bill regarding regulated
companies are to apply to property, including pre-termination prop-
erty, which qualifies for the new investment credit.
7. Investment credit cari-yo,evs and ce rrybacks (see. 106 of the bill and

sec. 46 of the code)

Under prior law, the amount of credit which a taxpayer may
claim in a year generally is limited to 50 percent of his liability
(the credit may be claimed against 100 percent of tax liability up to
$25,000). A 3-year carryback and a 7-year carryforward is provided
for credits which may not be used in the current year because of this
50-percent limitation. The 50-percent limitation for a year is applied
first against the credits arising in that year and then, to the extent of
any remaining limitations, to carryovers of unused credits to that year.
When the investment credit was repealed in 1969, an additional limita-
tion was imposed on the use of carryovers of unused credits to reflect
the fact that new credits would not generally arise in future years and,
thus, in the absence of a limitation, there could be a substantially
greater use of unused credit carryovers which would have significantly
delayed the impact of the repeal. Generally, it was provided that the
amount of unused credit carryovers which could be used in 1969 and
later years could not exceed 20 percent of the aggregate amount of
carryovers to 1969. In addition, the carryover period was extended to
10 years for credits which could not be used in a year solely because of
this limitation.

In view of the fact that the allowance of a credit for newly acquired
property will place a limit on the use of carryovers similar to that
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provided in prior law, the House bill provided that the special 20-
percent limitation was not to be applicable to carryovers to taxable
years ending after December 31, 1971. The committee agrees with the
House that the 20-percent limitation should be removed. Since tax-
payers will be currently generating credits after August 15, 1971,
however, the committee believes that the limitation should in effect be
removed in the case of carryovers attributable to periods after that
date. As a result the committee amended the House bill to, in effect,
make the 20-percent limitation inapplicable with respect to the pro-
portion of the year after August 16, 1971. This is approximately 3/8ths
of the calendar year 1971 and therefore the proportion of the carry-
overs which will not be usable in 1971 will be reduced by 5/8ths or
from 80 percent to 50 percent. Comparable adjustments are also made
with respect to fiscal year taxpayers.

In addition, it was brought to the attention of the House and the
committee that many taxpayers have substantial amounts of invest-
ment credit carryovers which arose in the past that the taxpayers will
not be able to use either because the carryover period will expire or be-
cause credits arising in the future will completely absorb the 50-per-
cent limitation which will prevent the use of carryovers. Both the
House and the committee are concerned about this situation since the
desire of taxpayers to use these credit carryovers as quickly as pos-
sible (to avoid losing them) could significantly dampen the stimula-
tive effect of restoring the investment credit because these taxpayers
are likely not to make investments while they have carryovers which
they might lose. In view of this, the committee agrees with the House
that this problem should be dealt with in two respects. First, the bill
provides for a reversal of the application of currently generated
credits and carryovers against the 50-percent limitation with respect
to carryovers from 1970 and earlier years. It is provided that the 50-
percent limitation for 1971 or a later year is to be first absorbed by
carryovers from pre-1971 year to that year and then, to the extent of
any remaining limitation, by credits arising in that year. Second, the
bill provided that carryovers of unused credits from 1970 and earlier
years to the extent they have not previously expired are to be allowed
a 10-year, rather than a 7-year, carryforward.

The rules discussed above do not apply to carrvovers of unused
credits from 1971 and later years. Accordingly, in a year after 1971,
the 50-percent limitation for the year is to be first absorbed by carry-
overs from the pre-1971 years, then by the credits generated in that
year, and finally by carryovers to that year from 1971 and later years.

The removal of the 20-percent limitation is to apply with respect to
the proportion of the year after August 15. 1971. The changes in the
order in which credits are to be used is to apply with respect to taxable
years beginning after December 31, 1970. The 10-year carryover for
unused credits arising before 1971 is to apply to years beginning after
December 31, 1970.
8. Exceptions to recapture rules (see. 107 of the bill ad sees. 46(c)

and 47(a) of the code)
Prior law provided for the recapture of the investment credit to

the extent property was disposed of before the end of the period (that
is, 4-6, 6-8, or 8 or more years which the bill changes to 3-5, 5-7, or
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7 or more years) which was used in determining the amount of the
credit originally allowed. An exception to this recapture rule provided
that where the property was stolen or damaged or destroyed by cas-
ualty and replaced by property eligible for the investment credit there
was no recapture of the credit with respect to the casualty property
but, instead, the credit for the replacement property was reduced by a
comparable amount. In addition, when the investment credit was re-
pealed in 1969, a transitional rule was added providing that where
because of the termination of the investment credit, the taxpayer could
not avoid the effects of recapture by acquiring new property (since the
investment credit at that time was no longer available), the recapture
rules were not to apply.

The committee agrees with the House that, since the investment
credit is being restored-with the result that replacement property is
eligible for the credit-there is no reason to continue any exceptions
to the recapture rules. As a result, the bill eliminates the exceptions to
the recapture rules for casualties, thefts, and other dispositions. This
has the effect of treating casualties and thefts as dispositions and, thus,
subjecting all dispositions to the recapture rules.

The repeal of the exception to the recapture rules for property de-
stroyed by casualty or theft applies to casualties occurring after Au-
gust 15, 1971. In the case of the provision which makes the recapture
rules inapplicable where there is a replacement of the property dis-
posed of, the repeal of this provision applies if the replacement prop-
erty is eligible for the credit under the bill. Thus, where the replace-
ment property is eligible for the restored credit, the property disposed
of (which it replaces) is to be subject to the recapture rules.

9. Availability of credit to certain lessors (see. 108 of the bill and see.
46(d) of the code)

Under prior law, a lessor of investment credit property was entitled
to the credit with respect to the property. It also was provided that the
lessor could elect, with respect to new property, to pass the credit
through to the lessee rather than claim it himself.

The committee agrees with the House that making the credit avail-
able to the lessor is desirable, as a general rule, as a way of making the
investment credit useful where the taxpayer has little if any tax lia-
bility. This is because the benefits of the credit normally are passed on,
in large part, to the lessee in the form of reduced prices. Nevertheless,
the committee shares the concern of the House about the extent to
which individuals (singly or as a group in a joint venture) are able
to utilize the tax benefits of leasing transactions (the credit, and the
depreciation and interest deductions) as a means to shelter from tax
a substantial part of their other income. As a result of the Tax Reform
Act, these transactions are less attractive than before because the in-
terest and accelerated depreciation deductions are generally subject to
the minimum tax and reduce an individual taxpayer's right to use the
50 percent maximum rate on earned income. The committee is con-
cerned, however, as was the House, that the restoration of the credit
could once again make leasing arrangements motivated largely by tax
reasons quite attractive. The committee agrees with the House that
it is appropriate to impose limitations on the availability of the invest-
ment credit to individual lessors (and other noncorporate lessors).
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The bill provides that the credit is to be available to an individual
(or other noncorporate) lessor in only two situations. First, if the
property which is the subject matter of the lease has been manufac-
tured or produced by the lessor, the lessor is not to be denied the credit.
The terms "manufacture" and "production" in this case include the
construction or reconstruction of property. Thus, if two individuals
are in the business of manufacturing a product and then lease instead
of sell the product, they are not to be denied the credit with respect
to the product assuming it otherwise qualifies as investment credit
property. In these situations, the lease arrangement is an integral part
of the taxpayer's business and is not likely to have been entered into
for the purpose of reducing tax liabilities.

Second, the bill provides, in general, for the allowance of the credit
in the case of short-term leases since in these cases the leasing activity
constitutes a business activity of the taxpayer, rather than a mere in-
vestment, i.e., a financing arrangement. The bill provides that two
conditions must be satisfied for the credit to be available to a non-
corporate lessor under this alternative. First, the term of the lease (tak-
ing into account options to renew or extend) must be less than 50 per-
cent of the useful life of the property subject to the lease. The useful
life of the property for this purpose is the life used in determining the
amount of allowable credit and for depreciation purposes. Second, for
the first 12 months after the transfer of the property to the lessee, the
sum of the deductions allowable to the lessor with respect to the leased
property solely by reason of section 162 (other than rental payments
and reimbursed expenses with respect to the property) must exceed
15 percent of the rental income produced by the property during the
12-month period.

The limitations provided by the House bill also apply to a lease
of property by a partnership or a subchapter S corporation. Thus,
under the House bill, unless a lease by a partnership or a subchapter
S corporation satisfies either alternative, the credit will not be allowed
to the partners or the shareholders of the subchapter S corporation,
as the case may be. The committee has clarified the fact that a corporate
partner of a partnership is not to be denied its pro rata share of the
partnership's credit by reason of this limitation.

The committee's attention was called to a problem which may arise
when a lessor passes the credit through to the lessee. If the lease term
is significantly shorter than the useful life of the property the amount
of the credit passed through to the lessee is disnrop)ortionatelv large.
To mitigate this problem, the committee has added an amendment to
the House bill which provides limits on the amount of credit than can
be passed through to a lessee by a lessor in situations where property
is leased for a period which is' not more than 80 percent of the class
life of the leased property. In this case, the bill provides that the lessor
is to be allowed to pass through to the initial lessee of the property
only that portion of the credit which the period of the lease bears to
the class life of the property. The portion of the credit which is not
passed through to the lessee will, under this provision, be available
to the lessor.

The amendments made by this section of the bill regarding the al-
lowance of the credit to individual lessors are to apply to leases entered
into after September 22, 1971. For this purpose, a lease is to be con-



sidered entered into prior to that date if there was an enforceable
lease agreement in effect prior to that date even though the actual
formal lease may not have been executed until after that date. The
amendments regarding the pass through of the credit to lessees are to
apply to leases entered into after November 8, 1971.

10. Basis adjustment
The committee agrees with the House that a basis adjustment

mechanism, such as that employed in the past, should not be provided
at this time, in view of the committee's concern that the investment
credit provided by the bill have as great a stimulative effect on the
economy as possible. Generally, a basis adjustment mechanism pro-
vides for a reduction in the depreciation base of property for which
an investment credit is allowed by the amount of the credit, and it
would be necessary to provide a larger credit subject to a basis adjust-
ment to obtain the same overall stimulative effect. The committ ee,
however, joins with the Committee on Ways and Means in request-
ing the staffs of the Treasury Department, the Joint Committee on
Internal Revenue Taxation, and the Committee on Finance to study
and develop a basis adjustment mechanism for consideration within
the next two years. It is expected that this study will also review the
advisability of retaining the useful life limitations and the limitations
based on the taxpayer's tax liability in the present investment credit
provisions.

11. Accounting for the inxestmnt tax credit
The procedures employed in -accounting for the investment credit

in financial reports to shareholders, creditors, etc., can haxe a signifi-
cant effect on reported net income and thus on economic recovery. The
committee, as was the House, is concerned that the investment credit
provided by the bill have as great a stimulative effect on the economy
as possible. Therefore, from this standpoint it would appear undesir-
able to preclude the use of "flow through" in the financial reporting of
net income.

If the investment credit is thought of as decreasing the price of the
equipment purchased, it can be argued that reflecting the benefit of
the credit in income over the life of the asset is appropriate. How-
ever, the investment credit may also be thought of as a selective tax
rate reduction applicable in those cases where the desired investments
are being made. In this 'latter event, it is difficult to see why the cur-
rent "flow through" should be prevented in the financial reporting of
income.

In view of these considerations the committee believes that it is
unwise to require either type of financial reporting but believes that
it is desirable that the companies generally indicate in their reports
the method they follow in treating the investment credit for financial
reporting purposes. Nothing in this discussion is intended to hare any
effect on the treatment of the credit for rate-making purposes in the
case of regulated industries.

1. Reasonable allowance for depreciation; repair allowance (see. 10.9
of the bill and sees. 167 and 263 of the code)

Prior actions.-Before 1962, business firms depreciated their prop-
erty in terms of useful 'lives that were established for 'several thousand
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different-classifications of assets (so-called Bulletin "F" lives). The
guideline lives for depreciable assets that were put into effect in 1962
consolidated assets into about 75 broad asset classes and also shortened
the prescribed lives by up to 30 or 40 percent. The 1962 guidelines also
established the use of industry classifications, as distinct from classify-
ing assets by type of assets.

The lives selected for use under the guidelines were determined by
reference to the useful lives claimed by the taxpayers surveyed and
generally the lives selected were the useful lives equal to the lives
being claimed by the taxpayers at the 30th percentile-that is 29 per-
cent of the assets had shorter lives and 70 percent had longer lives.

The guidelines also contained a reserve ratio test which was de-
signed to assure that taxpayers would not be permitted continually to
depreciate their assets over a period of time substantially shorter than
the period of actual use. Basically, the reserve ratio test assumes that
the actual useful life of assets can be determined by comparing the
amount of depreciation reserves to the acquisition costs of the assets
being depreciated. Such comparison is known as the reserve ratio.
A built-in tolerance was contained in the reserve ratio test to assure
that the test would be met in the cases of taxpayers depreciating their
assets at a rate not more than 20 percent faster than the period of their
actual use of such assets.

The application of the reserve ratio test was initially suspended
for three years. In 1965, the reserve ratio test was substantially modi-
fied and new transitional rules were added which had the effect of
further delaying the application of the test in most cases until about
the present time. When the Treasury Department adopted its Asset
Depreciation Range System ("ADR") earlier this year, it completely
eliminated the reserve ratio test for 1971 and future years.

In addition to removing the reserve ratio test, the ADR system
contains the following basic elements:

1. A first year convention is provided under which taxpayers gen-
erally are permitted to take three-fourths of a full year's deprecia-
tion for the year in which an asset is placed in service. This is
accomplished by allowing a taxpayer to treat all assets placed in
service during a year as placed in service on the first day of the second
quarter of the year for depreciation purposes. Under the prior con-
ventions, taxpayers generally were allowed to take only a half year's
depreciation on assets placed in service during the year.

2. Taxpayers are permitted to vary the period over which they
depreciate assets by as much as 20 percent from the guideline lives
established in 1962. The assets subject to the ADR system are to be
accounted for in so-called "vintage accounts", which include all the
eligible depreciable assets placed in service by a taxpayer in a year for
which an ADR election is made. A taxpayer electing the system is re-
quired to include in his income tax return a schedule showing acquisi-
tions and retirements with respect to each vintage account. The infor-
muation supplied will include the type and age of equipment retired. Ac-
cordingly, it is anticipated that the Internal Revenue Service will
receive regular and complete data with respect to the period of time
over which assets are actually used. This type of data, unavailable
under prior practice, will in the future permit accurate estimates to be



made of the actual use of property on the basis of which useful lives
may be projected.

3. The ADR system continues the prior practice of permitting tax-
payers to exclude the salvage value of property in determining their
annual depreciation deduction, so long as the property is not de-
preciated below its salvage value. Additionally, ADR provides a toler-
ance limit within which a taxpayer's estimate of salvage value will
not be challenged. Generally, the taxpayer's estimate will not be chal-
lenged if the proposed adjustment is not more than 10 percent of the
cost of the property, but if it is more than 10 percent, the entire adjust-
ment including the 10 percent is to be made.

4. Taxpayers are permitted to elect to use a repair allowance to
determine the amount of repair expenses and specified repair or im-
provement expenditures (which might otherwise be treated as capi-
tal expenditures) that may be deducted currently. The amount of these
items which may be deducted currently is determined by applying
the applicable repair percentage prescribed for the guideline class to
the cost of the assets in the class. The total amount of these items in ex-
cess of the currently deductible amount must be capitalized.

5. The depreciation modifications provided in the ADR regulations
in the case of certain categories of utilities (such as telephone, elec-
tric and gas pipeline companies) is to be available only if they "nor-
malize" the tax deferral obtained thereby for raternaking purposes.
(By "normalize" it is meant that they must for ratemaking purposes
show as costs the taxes which would have been incurred in the ab-
sence of the provision for shorter useful lives and then gradually
reduce these costs as the regular guideline lives would have per-
mitted the depreciation. This treatment with respect to "normaliza-
tion" is substantially similar to that provided in the Tax Reform Act
of 1969 with respect to accelerated depreciation methods.)

6. It is provided that gain on ordinary retirements of assets from a
depreciation account is not to be recognized until the reserve for de-
preciation exceeds the basis of the account and that loss on such re-
tirements is not recognized until the account is closed.

Problems i general.-The three-quarter year convention contained
in the ADR system is essentially an incentive to business investment
in that it provides an additional allowance in the year property is
placed in service. This is, of course, the purpose which is served by the
investment credit which the committee is making available. The cor-
mittee agrees with the House that it is not appropriate to provide this
double incentive to business investment and, accordingly, both it and
the House have eliminated the three-quarter year convention.

The committee is also concerned as was the House with the fact that
at the present time there are in effect 3 systems for determining the
useful life of property for depreciation purposes: the ADR system,
the guideline lives, and the actual life of property to the taxpayer as
determined on the basis of his own facts and circumstances. It appears
to the committee that a desirable simplification of the depreciation
rules would be achieved if the ADR system and the guideline lives
were combined. Accordingly, the bill provides for a class life deprecia
tion system which is to replace both ADR and the guideline lives for

property placed in service after 1970. In general, under the class life
system, the Treasury Department is given authority to prescribe class



lives based on anticipated industry norms (or norms based on other

classes) and to permit taxpayers to elect the application of the system.

If they elect to use the system, the Internal Revenue Service may per-

mit depreciation lives within a range of 20 percent above or below the

class life. The House and the committee recognize that many of the

elements contained in the ADR system (including the repeal of the

reserve ratio test) are designed to achieve significant simplifications

in the administration of the depreciation rules by substantially limit-

ing the number of situations in which disputes are likely to arise based

on the particular facts and circumstances of the individual taxpayer's
situation. It is contemplated that these elements of the ADR system
will be incorporated by the Treasury into the class life system pro-
vided by the bill.

Provision for class lives.-The bill provides a unified system of class
lives which may be elected by taxpayers for assets placed in service
after 1970. A taxpayer which elects to determine the useful life of
assets it acquires during a taxable year under this class life system
generally must use the system for all assets acquired during the year
which fall within any class for which the Treasury has established a
class life. As discussed more fully below, the committee has amended the
House bill to allow taxpayers during a transition period of not more
than 3 years to exclude from the class life system certain real property
and subsidiary assets.

The Treasury may permit taxpayers to use a useful life for one or
more classes of property which varies from the class life by up to 20
percent. (In determining the limitation of this variance, lives may be
rounded to the nearest half year).

In prescribing the lives of property within a specified class, the
Treasury is to determine a life wvhicls reasonably reflects the antici-
pated useful life of the class of property in question to the industry
(in the case of an industry or sub-industry classification) or other
group (in the case of an asset or other type of classification). Initially,
it is intended that the new class lives will be the same as those pre-
scribed by the 1962 guideline lives. As the Treasury Department col-
lects and analyzes data regarding the useful life of property to tax-
payers, it may adjust the class life it has prescribed in order to reflect
in general the actual asset replacement practices of taxpayers in the
30th percentile. As previously indicated, this was in general the basis
on which the guideline lives were established.

Under the class life system, the Treasury also may redefine or sub-
divide the classes of property both in order to provide a more reason-
able classification for depreciation purposes and also as is required for
the effective functioning of the new system. For example, a separate
class could be established for used property and for foreign property.

An election by a taxpayer to use the class life system is to be subject
to the conditions prescribed by the Treasury Department. In general,
it is contemplated that conditions substantially similar to those pro-
vided in the ADR system will be prescribed'by the Treasury with
respect to the class life system. Thus, a taxpayer will be required to
elect the use of the class life system for a taxable year by the time
the return for that year is required to be filed. A taxpayer who does
not make an election during this period of time may not avail himself
of any class or guideline life but rather must demonstrate the actual



anticipated useful life of each of its assets (or asset accounts). An
election to come under the system for a taxable year may not be
changed or revoked once it is made. A taxpayer which elects'the class
life system may, with respect to property leased by it, depreciate the
property on the basis of the appropriate'class life "(without regard to
the period of the lease).

In addition, it is intended that a taxpayer who elects the class life
system be required to use vintage accounts as in ADR and to provide
to the Treasury the type of information required under the ADR sys-
tem. Other elements of the ADR system which it is contemplated will
be incorporated in the class life system include the treatment of salvage
value (both the provision that salvage value does not affect the rate
of depreciation, but rather limits the total amount of depreciation
which may be claimed, and also the tolerance limits within which
adjustments to a taxpayer's estimates of salvage value will not be
challenged), the treatment of public utilities, and the treatment of
retirements, under which generally the recognition of gain or loss
on ordinary retirements is postponed. The treatment of retirements
in this manner, of course, is not to affect the application of the invest-
ment credit recapture rules when property is disposed of.

The class life system provided by the House bill also applied to real
property even though this type of property was not included in the
ADR system. Generally, however, it was understood that initially
the class lives provided would be no shorter than the 1962 guideline
lives (i.e., the 20-percent range was not to apply in the case
of real propertyy. The committee's attention was called to the fact
that under the rules of the 1962 guidelines taxpayers in many cases
were permitted to depreciate real property over shorter lives than
the guideline lives because of the particular facts of the taxpayer's
situation. If these taxpayers were, as a condition of electing the class
life system, required to include their real property in the election, they
would be substantially adversely affected since they would ha v-e to use
significantly longer lives for the real property than they had used in
the past. In view of this, the committee believes it is appropriate to
provide a transitional rule for these taxpayers to enable them to make
use of the class life system while the Treasury Department studies the
general matter of the appropriate lives for real property. Accord-
ingly, the committee has amended the House bill to provide that, in the
case of real property placed in service during the 3-year period begin-
ning on January 1,'1971, taxpayers who elect the class life system may
exclude from the election real property in cases where for the first year
a life shorter than the initially prescribed class life (which is to be
the 1962 guideline life) is justified for the asset under the rules of the
1962 guidelines. If the Treasury Department subsequently prescribes
class lives for real property prior to the end of the 8-year period, it

is provided that this transition rule is to terminate with respect to
property placed in service after the date on which any such class life
becomes effective with respect to it.

A second aspect of the class life system provided by the House bill
which has been modified by the committee concerns the treatment of

subsidiary assets. Under the 1962 guidelines, subsidiary assets (such
as jigs, dies, textile mill cai assemblies, returnable containers, glass-
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ware and silverware) had a depreciation class separate from that pro-
vided for other major items of equipment in the respective industry.
A separate class was provided for these subsidiary assets because in
some cases their useful lives were substantially shorter than other as-
sets used in the industry. Instead of providing specific guideline lives
in these cases, the taxpayer used the life appropriate to the facts and
circumstances of his situation. Under the ADR system, however, sub-
sidiary assets were not provided a separate class, but, rather, were
grouped in a class with other major assets in the industry, which
class had in some cases a substantially longer life. The Treasury De-
partment has been studying the lives of these assets with a view to
developing either a separate class with a shorter life for them or to
making any appropriate modifications in the life of the class in which
they presently are included. During the transition period while this
study is being made, the committee believes it is appropriate to -allow
taxpayers to exclude subsidiary -assets from the class life system in
those cases where the subsidiary assets constitute a significant portion
of a class of assets prescribed under the class life system. For this pur-
pose subsidiary assets acquired by a taxpayer during a year will be
considered to constitute a significant portion of the total acquisitions
of property within the class during the year if the unadjusted basis
of the subsidiary assets is at least 3 percent of the aggregate un-
adjusted basis of the total assets acquired within the class during
the year. Subsidiary -assets excluded from the class life system under
this provision are to be depreciated or expensed in the manner which
is appropriate to the facts 'and circumstances of the individual tax-
payer. This -transition rule is to apply to subsidiary assets placed in
service during the period beginning on January 1, 1971, and ending
on December 31, 1973 (or on such earlier date on which a class is
prescribed by the Treasury Department which consists of or includes
subsidiary assets).

First year convention.-As indicated above, the bill eliminates the
three-quarter year convention provided under the ADR system. It does
this by providing that no first-year convention is to be allowed for
depreciation purposes if the convention would generally allow a
greater amount of depreciation for the year assets are placed in service
than the depreciation which would be allowable if it was computed
without regard to any convention. In applying this test to determine
whether a convention is permissible, the convention is to be applied on
the assumption that all assets were acquired ratably throughout the
year. Thus, for example, a convention which for depreciation purposes
treats all property placed in service during the first half of the year
as placed in service at the beginning of the year and property placed
in service during the second half of the year'as placed in service at the
end of the year would be permissible. Similarly, a convention which
treats all property placed in service during a year as placed in service
at the mid-point of the year for depreciation purposes would be
permissible.

Repairs allowance.-The bill also provides that the Treasury De-
partment may, by regulations, provide for the treatment of repairs.
To provide a means of resolving the disputes which frequently arise as
to whether an item constitutes a deductible repair expense or a non-
deductible capital expenditure, it is provided that the Treasury may



prescribe repair allowances for classes of depreciable property which
reasonably reflect the anticipated repair experience with respect to
the class of property in the industry or other group. The repair allow-
ances are to be developed and modified by the Treasury on the basis
of data regarding the repair experience of the industry or other group
with respect to the class of property. Initially, it is expected that the
repair allowances prescribed by Rev. Proc. 71-25 will be used. It is
expected that the Treasury will have the same authority to provide
classes for this purpose as with the class life system of depreciation.

A taxpayer permitted to elect the use of the repair allowance will
be allowed to deduct, up to the amount of the repair allowance for the
class of property, the aggregrate of the amounts incurred by the tax-
payer as repair expenses and as specified expenditures (ordinarily
chargeable to capital account) for the repair, maintenance, rehabili-
tation, or improvement of the class of property.

If the amounts incurred by the taxpayer for these purposes exceed
the repair allowance, then the excess is to be capitalized. This excess
may qualify for the investment credit. It is not intended, however, that
expenditures which are clearly of a capital nature, such as those which
substantially increase the productivity or capacity of an existing iden-
tifiable unit of property or those which modify an existing identifiable
piece of property to make it usable for a substantially different use,
are to be treated as deductible expenses under this provision rather
than as capital expenditures. In other words, these latter types of
expenditures are in all events to be capitalized and not taken into
account under the repair allowance provision.

The committee has clarified the relationship of the repair allowance
provided by the bill to the repair allowance rule contained in pres-
ent law with respect to railroad rolling stock other than locomotive es
(sec. 263(e)). Under present law, the rehabilitation of this rail-
road rolling stock is treated as an expense in those cases where the
cost involved in a 12-month period does not exceed 20 percent of the
adjusted basis of the unit involved. The Internal Revenue Service in
proposed regulations has taken the position that the application of this
rule is mandatory whenever railroad rolling stock is repaired. Since
Congress intended this provision to be available at the election of the
taxpayer, the committee has clarified the fact that this rule is elective.
In addition, the committee's bill provides that with respect to rail-
road rolling stock (other than locomotives) a taxpayer lsay elect
either the repair allosvance rule of present law or the repair allowance
rule provided by the bill, but not both. A taxpayer which elects the
repair allowance rule of present las with respect to railroad rolling
stock (other than locomotives) may elect the repair allowance rule
provided by the bill with respect to other classes of assets.

Effective dates.-The class life depreciation system provided by the
bill is to be applicable with respect to property placed in service by
the taxpayer after December 31, 1970. In situations where a taxpayer's
return for a taxable year which includes January 1, 1971, has been filed
prior to, or shortly after, the enactment of the bill, it, is intended that
the Treasury Department will allow a reasonable period of time after
the enactment of the bill for the taxpayer to elect the application of
the class life system (whether or not the taxpayer elected the applica-
tion of the ADR system for that year).
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Although the class life system is not applicable with respect to assets
placed in service prior to January 1, 1971, the Treasury Department
may provide an elective guideline life system for such assets similar to
the class life system.

The repair allowance provision contained in the bill is to apply to
taxable years ending after December 31, 1970. The clarification of the
fact that the railroad rolling stock repair allowance rule is elective is
to apply with respect to taxable years beginning after 1969.

Real property.-The committee agrees with the House that in con-
nection with the Treasury Department's review of the useful lives of
tangible personal property, it is also desirable that there be a study of
the lives accorded various types of real property. Therefore, the com-
mittee joins the House in requesting the Treasury Department to
undertake such a review. In this connection the committee agrees with
the House that it is also desirable for the Treasury to consider whether,
if lives are shortened, the recapture rules presently applicable in the
case of real property should be made more like those applicable to
personal property.

13. Revenue effect
It is estimated that the eliminaton of the three-quarter year depre-

ciation convention will increase tax liabilities by $2.1 billion in calen-
dar year 1971, $1.7 billion in calendar year 1972 and $1.5 billion in
calendar year 1973. The restoration of the investment credit is esti-
mated to decrease tax liabilities by $1.5 billion in calendar year 1971,
$3.6 billion in calendar year 1972, and $3.9 billion in calendar year
1973.

B. Individual Income Tax Reductions

1. Individual income tax relief for 1971 (sees. 201 and 203 of the bill
and sees. 151 and 141 of the code)

Under present law, the amount of the personal exemption is $650
for calendar year 1971. The amount of the low-income allowance is
$1,050 for 1971, but a portion of the low-income allowance is reduced
or "phased out" by $1 for every $15 of the taxpayer's income in excess
of the tax-free income levels.

The committee agrees with the House that it is desirable to increase
the personal exemption to $675 for 1971 and remove the "phaseout" on
the low-income allowance, making it a flat $1,050, to provide tax relief
to lower income taxpayers for 1971. The 1971 tax reductions for illus-
trative taxpayers are shown in Tables 8 and 9 in the Statistical Appen-
dix. These reductions also will offset to some extent the underwithhold-
ing for 1971 created by the present withholding system (discussed
below under "Withholding changes"), and thus will ease the burdens
faced by taxpayers when the balance of their 1971 tax must be paid
next year.

The bill increases the amount of the personal exemption to $675
for calendar year 1971 and removes the "phaseout" of the low-income
allowance for th'at year. The tax reduction from the higher personal
exemption is estimated to be $925 million for 1971 and the tax reduc-
tion from the removal of the phaseout of the low-income allowance
is estimated to be $443 million, a total of $1,368 million.

The committee also incorporated these reductions into H.R. 8312,
which it reported on October 20. This was done in response to the
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request of the Secretary of the Treasury that action on the 1971
reductions be completed promptly so that the printing of the 1971
tax returns could begin soon enough to insure their timely distribution
to taxpayers.

2. Individual income tax reductions for 1972 and later years (sees.
201, 202, 203, and 205 of the bill and sees. 141, 151, and 21 of
the code.)

Increase in the personal exemption.-Under present law, the amount
of the personal exemption is scheduled to increase to $700 for 1972
and to $750 for 1973 and later years. The increased amounts apply
to the personal exemptions available to taxpayers, their spouses and
dependents, as well as to the additional exemptions available in the
case of blindness and for a taxpayer age 65 or over.

The committee agrees with the House that as part of the program
to stimulate the economy, the increase in the personal exemption
scheduled for 1973 should be moved up to 1972. The acceleration of
the 1973 exemption increase to 1972 will provide immediate economic
stimulus by making additional funds available to consumers. More-
over, the tax relief this provides to lower- and middle-income tax-
payers is accomplished without creating any long-term revenue loss
as compared to present law.

The bill increases the amount of the personal exemption to $750
for 1972 and subsequent years. The tax reduction for illustrative tax-
payers from the higher personal exemption, changes in the low-income
allowance and in the percentage standard deduction (discussed below)
are shown in Tables 8 and 9 in the Statistical Appendix. For taxpayers
with fiscal years the applicable personal exemption is determined by
a proration rule which takes into account the number of days in the
taxable year falling in each calendar year.

The tax decrease from the higher personal exemption is estimated
to be $1.9 billion for 197"2. It does not, however, result in any additional
revenue loss for 1973 and subsequent years.

Increase in the lose-income allowance and the per antage standard
deduction.-Under present law, for 1972 and thereafter, the low-
income allowance is scheduled to be $1,000 with no "phaseout." The
percentage standard deduction under present law for 1971 is 13 per-
cent of adjusted gross income with a $1,500 ceiling and is scheduled
to increase to 14 percent with a $2,000 ceiling for 1972 and to 15
percent with a $2,000 ceiling for 1973 and subsequent years.

The low-income allowance (or minimum standard deduction) was
designed so that in conjunction with the personal exemption, it would
free persons with incomes below the estimated "poverty level" from
income tax. Because rising prices have increased the poverty level, the
$1,000 low-income allowance in combination with the $750 personal
exemption provides a tax-free income level which is significantly
below tihe poverty level. This can be seen in Table 7 below which shows
the estimated poverty level for 1972 for different size families as com-
pared to the tax-free income level provided by the $1,000 low-income
allowance and the $750 personal exemption. For example, the poverty
level for a single person is estimated to be $2,170 in 1972 compared to
the tax-free level of $1,750 which would be provided for that year by
the $750 personal exemption and the $1,000 low-income allowance. For



a married couple, the 1972 poverty level is approximately $2,800 com-
pared to the $2,500 tax-free level available with the $750 personal
exemption and $1,000 low-income allowance for that year.

To bring the tax-free income levels up to the 1972 poverty level in
almost all cases, and also to provide tax relief to lower income persons
above the poverty levels, the committee agrees with the House that
the low-income allowance should be increased to $1,300. As shown in
Table 7 below, the tax-free income level provided 'by the -bill for a
singleperson in 1972 will be $2,050 (compared to the estimated poverty
level of approximately $2,170). For a married couple with no depend-ents, the tax-free level will be $2,800 (compared to the poverty level of
approximately $2,800) ; and for a family of four, the tax-free level
of $4,300 available with the $1,300 low-income allowanc is almost
exactly equil to the estimated poverty level for 1972 of $4,290.

TABLE 7.-POVERTY INCOME LEVELS AND TAX-FREE INCOME LEVELS UNDER 2 LOW-INCOME ALLOWANCE LEVELS
BY FAMILY SIZE

Tax-free income level with
$750 exemption and

Estima ted
t972 poverty $1,000 $1,300

Number in the family level allowancellonne

----------- .......... ............ . ... $2,170 $1,750 $2,0502 ------ 2,810 2. 500 2,8003 --..---.-.. 3, 35 3 250 3,550
S.4 290 4 055 4:300
5 5,050 ', 750 5, 050
6- 5,680 5,500 5,800

The increase in the low-income allowance provided by the bill also
will generate more economic stimulus per dollar of individual income
tax reduction than would other forms of tax relief. This is because the
tax reduction resulting from the low-income allowance will go to those
at the lower income levels who are likely to spend virtually all of it.

In addition to increasing the personal exemption and the low-income
allowance for 1972, the committee agrees with the House that it is
desirable to accelerate to 1972 the other remaining change scheduled for
1973; namely, the increase in the percentage standard deduction from
14 to 15 percent. This will provide additional tax relief to low- and
middle-income taxpayers and also will provide additional simplifica-
tion for 1972 by causing a substantial number of taxpayers to switch
from itemizing their deductions to claiming the standard deduction.

For 1972 and thereafter, the bill provides a low-incomd allowance of
$1,300 and a percentage standard deduction of 15 percent of adjusted
gross income with a $2,000 ceiling. The increase in the low-income
allowance to $1,300 will provide tax reductions for 25 million returns,
relieving 1.9 million from tax. Filers of 2.2 million returns are expected
to switch from itemizing their deductions to the standard deduction.
The tax reduction for illustrative taxpayers in 1972 and 1973 from the
$750 personal exemption, the $1,300 low-income allowance, and the
15 percent standard deduction is shown in Tables 8 and 9 in the
Statistical Appendix.

The increase in the low-income allowance to $1,300 is estimated to
provide a tax reduction of $1,040 million for 1972. The combined tax
reduction for 1972 from the $1,300 low-income allowance, the increase
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in the amount of the personal exemption to $750, and the increase in the
percentage standard deduction from 14 to 15 percent is estimated to be
$3,230 million.

3. Filing requirements (see. 204 of the bill and see. 6012(a) of the
code)

Under present law, the income level at which a tax return must be
filed is designed to correspond to the tax-free income levels. The level
for 1971 and 1972 is $1,700 for a single taxpayer and $2,300 for a
married couple under age 65 (or a single person age 65 or over), $2,900
for a married couple where only one spouse is age 65 or over, and $3,500
where both spouses are age 65 or over. For 1973 and thereafter, these
income levels are scheduled to be further increased to $1,750, $2,500,
$3,250 and $4,000, respectively, to reflect the scheduled increase of the
personal exemption to $750 in that year.

Since the increase in the low-income allowance to $1,300 is not taken
into account in the filing requirement levels provided under present
law, the tax-free income level for 1972 will be $300 higher than the
filing requirement levels which otherwise are to be applicable in that
year. Consequently, the committee agrees with the House that it is
necessary to raise those levels to avoid the filing of returns by individu-
als whose income is below the taxable level.

For 1972 and thereafter, the bill increases the income level at which
a tax return must be filed to $300 above the level provided by present
law for 1973. Accordingly, the filing requirement is to be $2,050 for a
single person, $2,800 for a married couple (or a single person age 65
or over), $3,550 for a married couple where one spouse is age 65 or over,
and $4,300 for a married couple when both spouses are age 65 or over.

4. Waiver of penalty for underpayment of 1971 estbiwted income tax
(see. 207 of the bill ad see. 6654 of the code)

Under present law, individuals are required to pay estimated income
tax if they expect more than $200 of nonwage income generally or
if they expect a gross income of more than $5,000 in the case of a sin-
gle person, or $10,000 in the case of a married couple, and if they expect
their final tax payment to be $40 or more. If such a taxpayer's esti-
mated tax payments (including taxes withheld) are less than 80 per-
cent of the tax due (as shown on his return), a 6-percent penalty is
imposed on the amount of the underpayment (which is the difference
between the tax paid and 80 percent of the tax due).

Because of the under ithholding problems created by the Tax Re-
form Act of 1969, many taxpayers who have not previously paid esti-
mated tax may find that they have an unexpected balance due when
they file their 1971 returns (this is discussed below in "Withsolding
changes") which is substantial enough to cause the imposition of the
6-percent underpayment penalty. The committee agrees with the House
that since much of this underwithholding was unexpected and was
caused by the withholding system which these taxpayers generally
rely on, it would be unfair to impose the additional tax penalty on this
underwithholding.

The bill provides that the penalty for underpayment of estimated
income tax for individuals is not to apply for 1971 in the case of
certain calendar year taxpayers. Generally, those taxpayers for whom
the penalty is waived are single persons (or married persons not
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entitled to file a joint return) whose gross income does not exceed

$10,000, married individuals entitled to file a joint return if their

combined income is less than $20,000, and heads of households and

surviving spouses if their gross income does not exceed $20,000. The

waiver does not apply, however, if the taxpayer had more than $200

($400 in the case of married taxpayers) in income from sources other
than wages.

The waiver of penalty applies to the taxable year beginning after

December 31, 1970, and ending before January 1, 1972.

5. Withholding changes (sec. 208 of the bill and sec. 3402 of the
code)

Present law provides a percentage withholding method for 1971,
1972, and 1973, which incorporates the personal exemption, the low-
income allowance and the percentage standard deduction provided
by present law for those years. Wage bracket withholding tables
based on the percentage method are prescribed by the Secretary of the
Treasury.

Because of the increase in the low-income allowance to $1,300 for
1972 and the acceleration of the increases in the personal exemp-
tion and the percentage standard deduction scheduled for 1973 to
1972 provided by the bill, it is necessary to change the withholding
rates to reflect these changes. In addition, the present withholding
structure does not withhold a sufficient amount in many instances. The
principal sources of this underwithholding are: (1) the incorporation
of the low-income allowance into the withholding structure results in a
married couple receiving two low-income allowances for withholding
purposes when both spouses work, whereas they are entitled to only one
on their tax return (the same problem also occurs where a person works
for more than one employer at the same time) ; (2) the $2,000 ceiling
on the percentage standard deduction is not reflected in the withhold-
ing rates so that a taxpayer whose standard deduction is limited by
the ceiling will have too little tax withheld; and (3) the top with-
holding rates are not high enough.

The committee agrees with the House that, it is desirable to correct
these sources of underwithholding by adopting a new withholding
system. The House bill provided for the new system to take effect in
two stages, in 1972 and 1973. The committee believes that it is desirable
to correct this underwithholding as soon as possible to avoid an addi-
tional year of large final tax payments. Consequently, the committee
bill makes the entire withholding change effective in 1972.

The bill provides new withholding rates which reflect the $750
personal exemption, the $1,300 low-income allowance and the 15-
percent standard deduction. In addition, the bill changes the with-
holding structure to eliminate the underwithholding caused by the
low-income allowance.

The new withholding structure provided by the bill has a bottom
bracket of $550 to which a zero rate applies in place of the $1,000
bracket of present law. A single person with only one employer or a
married taxpayer if his spouse is not employed will be able to have the
full $1,300 low-income allowance taken into account for withholding
purposes by claiming a "standard deduction allowance" on the with-
holding certificate (W4) filed with his employer. In this case, this re-



sult is obtained by allowing an additional $750-referred to as a
standard deduction allowance-which may be claimed by a single per-
son and the working spouse. This plus the bottom $550 zero rate
bracket provides assurance that income will not be subject to with
holding below the $1,300 low-income allowance level.

A married taxpayer will not be allowed to claim an extra $750
"standard deduction allowance" if his spouse is also an employee re-
ceiving wages subject to withholding. In that case, the taxpayer and
his spouse will each have the bottom withholding bracket amount of
$550 exempt from withholding, a total of $1,100. This is $200 less than
the $1,300 low-income allowance and would tend to create overwith-
holding. This tendency, however, is partly or wholly offset by the fact
that when two earners combine their income on the tax return, it is
generally subject to higher tax rates than the withholding rates ap-
plicable to the separate earnings of each spouse. In addition, a taxpayer
will not be allowed to claim the "standard deduction allowance" if-he
has withholding exemption certificates in effect with more than one
employer.

Another source of underwithlolding which is corrected is the
practice of taxpayers claiming withholding exemptions with more
than one employer at the same time. The result of this is in effect to
allow exemptions twice. For example, a single individual who claims
a $750 exemption with each of two employers can have as much as
$1,500 exempt from withholding on account of exemptions even
though he is entitled to only one $750 exemption on his tax return.
The bill deals with this source of underwithholding by instructing
an employee not to claim the same withholding exemptions with more
than one employer at a time.

To correct the underwithholding caused by the lack of a standard

deduction dollar limit and the inadequate top withholding rates, the
withholding change, in effect, incorporates the $2,000 ceiling on the
percentage standard deduction by increasing the appropriate with-
holding rates. In addition, a seventh withholding bracket is added

and the withholding rates generally are adjusted upward. These

changes will result in withholding the full amount of tax liability

up to a wage level of approximately $25,000 for a single person and

$31,000 for a married couple (with only one spouse working) com-

pared to the level of about $13,500 in each instance under present law.

(These levels assume the standard deduction.)
The House bill provided that the withholding change (the first

stage under the House bill) was to be effective after November 14,

1971. The committee concluded that this date is not practical since

it takes several weeks after the Act is passed by the Congress for

the Internal Revenue Service to produce the new'withholding tables

and new (form W-4) withholding certificates and provide the mate-

rial to employers. Additional time also is required for employers to

incorporate the new withholding changes into their payroll operation,
particularly giving their employees the opportunity to file new with-

holding certificates and explaining the use of the new certificates to

them. Consequently, the committee bill provides that the withhold-

ing change applies to wages paid and withholding certificates filed

after December 31, 1971.
The changes in the withholding structure to correct underwithhold-

ing are estimated to increase tax withheld by $2 billion in calendar



year 1972 before taking account of any offsetting adjustments. To
the extent that taxpayers use the provision for excess itemized deduc-
tions (discussed below) or reduce their voluntary overwithholding
correspondingly, the $2 billion could be reduced or eliminated entirely.

In conjunction with the withholding changes, the provision
of present law which permits a taxpayer with large itemized
deductions to avoid overwithholding is changed by permitting an
additional withholding allowance for each $750 of itemized deduc-
tions in excess of 15 percent of estimated wages or $2,000, whichever
is less. This provision is also liberalized to make it easier to use. Under
present law, a taxpayer's estimate of his itemized deductions for the
current year generally may not exceed the deductions claimed on his
tax return for the preceding taxable year or, if he has not yet filed
his tax return for the preceding year, the second preceding year. After
April 30 of the current year, or after he has filed his tax return for
the preceding year, however, the estimated deductions may not exceed
those of the preceding year. If a taxpayer wishes to reduce his with-
holding under this provision, it is preferable for him to take advan-
tage of the provision at the beginning of the year. The above rule may,
however, require him to file a second exemption certificate during the
year.

The committee agrees with the House that this rule is unnecessarily
restrictive and is likely to deter taxpayers from making use of the pro-
vision. Consequently, the bill provides that a taxpayer who has not yet
filed his return for the preceding year must base his estimate of his
deductions (other than his "determinable additional deductions") on
the amount of deductions claimed for the second preceding year but
need not file a new exemption certificate after filing his return, even
if the itemized deductions for the preceding year are less than those of
the second preceding year.

In addition, the bill provides that the additional allowances are to
remain in effect until the taxpayer files a new withholding exemption
certificate with his employer because of a change in circumstances
(which the employee is required to do). Under present law, the addi-
tional allowances are not effective after April 30 of the following year.
6. Declaration of estimated tax (sec. 209 of the bill and see. 6015(a)

of the code)

Under present law, individuals are required to file a declaration
of estimated tax and pay the tax in installments if they expect their
tax not covered by withholding to be $40 or more and either expect to
have income from sources other than wages of more than $200 or
expect their gross income to exceed certain amounts. These amounts
are $5,000 for a single person or a married person not entitled to file
a joint return and $10,000 for a married couple entitled to file a joint
return, a head of household and a surviving spouse.

The withholding system of present law provides sufficient with-
holding to match tax liability in most cases at income levels sub-
stantially above the income levels at which a declaration may be re-
quired under present law. In addition, the higher withholding rates
provided by the bill for 1972 and thereafter (discussed above in
"Withholding changes") will increase the income levels at which
withholding will match tax liability. Consequently, the committee
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agrees with the House that it is appropriate to raise the income
levels above which a declaration is required to conform to the new with-
holding structure. In addition, the committee agrees with the House
that the $40 of final tax payment requirement should be raised, since
this amount no longer presents the same difficulty for the taxpayer or
the Internal Revenue Service as it once did. For similar reasons, it is
believed that the $200 of income from sources other than wages (which
implies approximately a $40 tax in the lower brackets) also should be
updated.

The bill increases the income level at which a declaration must be
filed to $20,000, for a single person, a head of household and a sur-
viving spouse, and a married individual whose spouse does not re-
ceive wages. The income level remains at the $10,000 amount of pres-
ent law in the case of a married couple where both spouses receive wages
because the withholding system does not match withholding and tax
liability at as high a level in the case of two earners. A declaration is
also required if gross income is expected to include more than $500
of income from sources other than wages. No declaration of estimated
tax is required, however, if the estimated final payment is expected
to be less than $100.

The House bill changes apply to estimated tax for years beginning
after December 31, 1972, which was the effective date of the second
stage withholding change under the House bill. Since the committee
bill makes the entire withholding change applicable for wages paid
after December 31, 1971, it also makes the changes in the estimated
tax provision effective for tax years beginning after December 31, 1971.

7. Deductioo for household service mid dependent (act expenses
(see. 210 of the bill (ld sec. 214 of the code)

Under present law, certain categories of taxpavers are granted
limited income tax deductions for amounts they spend for the care of
a dependent child and also generally incapacitated dependents where
this enables the taxpayer to be gainfully employed. Thus, it has been
recognized that an adult responsible for the care of small children may
incur child care expenses to earn a livelihood and that these expenses,
therefore, are to some extent like an employee's business expenses. In
general terms, this deduction for child care expenses has been available
either where there was only one employable parent in the family or

where the combined earnings of the husband and wife were no greater
than the median family income level in the United States. The median

income level at the time this provision was revised in 1964 was approxi-
mately $6,000. Married couples with incomes below this amount had
been included under this provision because it was recognized that in

these cases the earnings of both the mother and the father are essential
to the maintenance of minimum living standards and that in such

situations the requirement for providing child care can be just as press-

ing as in the case of a family with only one adult.
The categories of taxpayers eligible for child and incapacitated

dependent care deduction under present law are:
i.W rking wives where the adjusted gross income of the hus-

band and wife does not exceed $6,000 and a joint return is filed
(the deduction in this case is phased out on a dollar- for-dollar

basis for income above $6,000),
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2. Working wives whose husbands are incapable of work be-
cause they are physically or mentally incapacitated,

3. Widows and working women (other than wives) with chil-
dren or incapacitated dependents,

4. Widowers, and
5. Husbands whose wives are incapacitated or institutionalized

(if the wife is incapacitated but not institutionalized the $6,000
limit referred to above -applies).

A deduction is allowed for the expenses for the care of a dependent
child (under age 13) and also for expenses for the care of other de-
pendents unable to care for themselves because they are physically or
mentally incompetent. Under present law, the maximum deduction for
child (or incapacitated dependent) care expenses is $600 in the case of
one dependent and $900 in the case of two or more dependents.

The committee believes that this provision needs substantial revision
for several reasons.

First, it believes that families with one working adult or families
with two adults where the income level is such that both must obtain
employment and there is a child (or incapacitated dependent) in the
home, need help not only with respect to child (and incapacitated
dependent) care expenses but also for household help that they must
obtain in order to be gainfully employed. The domestic help is needed
in these cases because the adult members of the family are employed
full time and in this sense the domestic help expenses can to some extent
be likened to an employee business expense. At the same time, the
committee believes that it is desirable to provide employment oppor-
tunities for persons presently having difficulty in this respect. Still
it further reason for encouraging expenses for household help in the
case of an incapacitated dependent or spouse) is that the committee
believes that to the extent possible it is desirable to make provisions for
the care of incapacitated dependents in the home rather than in institu-
tions outside of the home.

Second, the level of child care deductions permitted under present
law is wholly inadequate. Six hundred dollars in the case of one child
or $900 in the case of two or more children in many cases does not
cover the cost of child care (or the cost of caring for an incapacitated
dependent in the home). In addition, since the committee intends this
provision to provide not only for child care but also for domestic help,
it is also appropriate for this reason to increase the level of the maxi-
mum allowable deduction substantially.

Third, the committee believes that the income level above which this
deduction is not allowable in the case of a husband and wife under
present law is much too low. Since 1964 median family incomes have
risen from about $6,000 to nearly $10,000 in 1970 and it is anticipated
that the levels will be appreciably higher than this in 1972. The com-
mittee, on this basis, has concluded that the combined family income
level below which the household service and dependent care expense
deductions should be available, should be raised to $12,000:

Fourth, under present law the child care deducation phases out
above a combined family income level of $6,000 on the basis of a one
dollar reduction in the allowable expense deduction for ever dollar
of income of the family above $6,000. The effect of this is to eliminate
the child care deduction quite abruptly. The committee believes that it



is more appropriate to reduce the allowable deduction by 50 cents
for every dollar of income of the family above the $12,000 level. Thus,
for example, a family with income of $13,000 and with allowable ex-
penses of $1,000 would still be able to deduct $500 of those expenses.

For the reasons indicated above, the committee has added to the bill
a provision substantially revising and extending the present child
and incapacitated dependent care deduction. This deduction is to be
available both for household service expenses and also for dependent
care expenses, if the expenses are incurred in order to permit the tax-
payer to be gainfully employed. Household service expenses for this
purpose include employment in and about the home whether or not
these expenses are limited to care of the children; they include care-
taker services as well as employment in the home. They do not, how-
ever, include the services of a chauffeur.

The committee decided that in the case of domestic or dependent care
services provided in the home a deduction for expenses incurred of up
to $400 a month should be allowed. In addition, however, the commit-
tee recognized that in the case of child care, the child is often taken to
a day care center or to another person's home for care during the day.
As a result, the amendment makes provision for child care expenses
outside of the home up to $200 a month in the case of 1 child,

$300 a month for the care of 2 children, or $400 a month for the care
of 3 or more children. Such expenses outside of the home, cannot, how-
ever, include educational expenses incurred for a child in the first or
higher grade level since these expenses are not necessary for the tax-
payer to be gainfully employed. In any case, the total deduction for
child care outside the home plus domestic or dependent care expenses
for services provided in the home cannot exceed $400 a month.

The payments for household service or dependent care in order to
be deductible cannot be made to a person who is related to the tax-
payer to such an extent that such a person could be claimed as a de-
pendent whether or not the individual had as his principal place
of abode the home of the taxpayer (the relationships specified in secs.
152(a) (1) through (8)). These relationships are generally a son or
daughter or descendant thereof; a stepson or stepdaughter; a brother,
sister, stepbrother or stepsister; the father or mother or an ancestor
of either; a stepfather or stepmother; a nephew or niece; an uncle or
aunt or one who bears an in-law relationship to any of the above.

The deduction with respect to child care is available for children
who may be claimed as dependents of the taxpayer and are age 14 and
under. In addition, the dependent care deduction is available for a
dependent of the taxpayer who is mentally or physically disabled to
the extent that he is unable to care for himself. For'this purpose, a per-
son may also qualify who is not a dependent of the taxpayer only be-
cause he has earnings in excess of $750. However, any earnings or non-
taxable disability payments (government or private) received with
respect to the dependent are to reduce the amount of the deduction
which may be taken under this provision.

The household service or dependent care deduction is available to
families where there is a child or other qualified dependent where the
taxpayer is single, a widow or widower, divorced, legally separated,
or where the individual is married but is living apart from his or her



spouse and files a separate return. The deduction is also available
without income limit in the case of a husband and his wife for ex-
penses incurred during any month where one of them is disabled (de-
fined in the same manner as for a dependent above) and the other is
employed on a full-time basis.

In addition, the deduction for household service or dependent care
is to be available in the case of married individuals with respect to an{
month in which both the husband and wife are employed on a fuh-
time basis and the combined annual adjusted gross income of the hus-
band and wife is not in excess of $12,000. For the purpose of this pro-
vision, the term "employed on a full time basis" means employed for
three-quarters or more of the normal or customary work week (or
the equivalent on the average during a month). Finally, the deduc-
tion is phased out for married couples with income levels above $12,000
on the basis of a reduction of 50 cents in the deduction otherwise
allowable for each dollar of the combined adjusted gross income of
couple above the $12,000 limit.

This provision is to be effective with respect to taxable years begin-
ning after December 31, 1971.

It is estimated that this provision will result in a revenue loss of
$110 million in calendar year 1972.

C. Structural Improvements

1. Unearned income oJ taxpayers who are dependents of other taxpayers
(sec. 301 of the bill and sec. 141 oJ the code)

Under present law, the standard deduction and the deduction
for a personal exemption are available to a taxpayer regardless of
the source of his income. As was noted by the House, this enables
taxpayers to use the minimum standard deduction as a means of
reducing the tax on income generated by property transferred by
gift. If a person transfers property outright or to a trust for a depend-
ent (usually a minor), the income from the property is not taxed
to the grantor or to the recipient to the extent of his personal exemp-
tion and minimum standard deduction. The increases in the standard
deduction (and in the personal exemption) have enhanced the
desirability of diverting income in this manner from the high tax
bracket of a donor with substantial income to a minor with little
or no other income.

The House was concerned about this problem primarily in those
cases where taxpayers transferred property to short-term trusts for a
dependent as a means of reducing the tax on income generated by the
property transferred. In its bill, the House provided that an individual
receiving certain trust income was not to be able to use his personal
exemption or the standard deduction to offset income received by him
from the trust.

The committee agrees with the concern of the House in this regard.
The committee believes, however, that the essential abuse in this area
is the allowance of two standard deductions (that allowed to the
parent and that allowed to the child) for unearned income of a family
unit. This abuse is present, of course, whether the child's unearned
income arises from property transferred in trust or from property
transferred outright. On the other hand, although questions can be



raised conceptually as to whether an additional personal examption
should be allowed in such a case, the committee believes that practically
a child should be allowed the personal exemption to prevent the
necessity of the child filing a return where he has only a few dollars
of unearned income.

Because of the difference in view with respect to this problem, the
committee has amended the House bill to provide that in the case of a
taxpayer who is claimed as a dependent of another, the standard
deduction will not be available for use against unearned income. The
bill provides that the low-income allowance may not exceed earned
income (as defined in sec. 911(b)) and that the percentage standard
deduction will be computed only with reference to the taxpayer's
adjusted gross income which is attributable to earned income. For
example, if a child (who is eligible to be claimed as a dependent) has
earned income of $600 and unearned income of $1,400 in 1972, he is
not entitled to a standard deduction in excess of $600. This will result
in taxable income of $650 ($2,000 gross income less a $750 personal
exemption and a standard deduction of $600). In the absence of this
provision, the taxpayer would have no taxable income, since he would
be entitled to a personal exemption of $750 and a minimum standard
deduction of $1,300. If, in 1972, a taxpayer, to whom this section
applies, has $2,000 earned income and $15,000 dividend income, the
percentage standard deduction would be limited to 15 percent of
$2,000, rather than 15 percent of $17,000. This provision will have
its application in situations where the dependent is a child who is
under 19 or who is a student, since there is no limit on the amount of
gross income the child may receive in these situations and still be
claimed as a dependent by his parents.

The limitation applies to a taxpayer with respect to whom another
taxpayer was entitled to a dependency exemption during the year,
whether or not the taxpayer was in fact claimed as a dependent by
that other taxpayer. Any individual whose standard deduction is
reduced by this provision is not to be eligible to use the optional tax
tables for individuals (since the standard deduction is built into these
tables). If the taxpayer's return shows an adjusted gross income of
less than $10,000, and he is not entitled to use the optional tax tables
for individuals as a result of the application of this provision, the
standard deduction, after the application of this provision, is to be
allowed if the taxpayer so elects on his return.

This provision is to be applicable to taxable years beginning after
1971.
2. Limitation on carryovers of unused credits and capital losses (sec.

302 of the bill and sec. 383 of the code)
Under present law, there are special limitations on net operating

loss carryovers when the ownership of a corporation changes either
because of a purchase or because of a reorganization. The code pro-
vides (see. 382(a)) in general that if 10 or fewer persons acquire more
than 50 percent of the stock of a corporation by purchase within a 2-
year period, the net operating loss carryover is eliminated if the corpo-
ration does not continue to carry on a trade or business substantially
the same as that conducted before the change in stock ownership. In
addition, if a corporation which has a net operating loss carryover (a
"loss corporation") is acquired by another corporation in . tax-free



reorganization, the net operating loss carryover is reduced unless the
shareholders of the loss corporation receive at least 20 percent of the
stock of the acquiring corporation (as measured immediately after
the. acquisition). In such a case, the percentage of the loss carryover
which is allowed is five times the percentage interest acquired by the
shareholders of the loss corporation.

These limitations, however, do not apply to carryovers of unused
investment credits, unused work incentive program credits, excess
foreign tax credits, or capital losses. Thus, the tax benefits of these
carryover, may at the present time be purchased or acquired by the
acquisition of a corporation having these types of carryovers. The
committee agrees with the House that there is no greater justification
for allowing the acquisition of these benefits than there is in the case
of net operating loss carryovers.

Accordingly, the committee's bill, as did the House bill, provides
that the limitations of present law which apply to carryovers of net
operating losses in situations where a loss corporation is acquired also
are to apply (in the manner provided under regulations prescribed by
the Secretary or his delegate) to situations involving carryovers of
unused investment credits, unused work incentive program credits,
excess foreign tax credits, and capital losses of the acquired corporation.

This provision is to apply with respect to reorganizations and other
changes in ownership occurring after the date of enactment of the bill.
3. Amortization of certain expenditures for on-the-job training and

child care facilities (sec. 803 of the bill and sec. 188 of the code).
Present law provides a deduction for depreciation of tangible prop-

erty (except land) used in a trade or business or held for the produc-
tion of income. Under this provision, tangible property acquired by an
employer in his business as an on-the-job training facility or as a child
care facility for his employees is depreciable in the case of new per-
sonal property (i.e., machinery and equipment) on the basis of the
double-declining balance method and in the case of new real property
(i.e., buildings and structures) on the basis of the 150-percent declining
balance method of depreciation.

Prior to April 18, 1969, the taxpayer could also claim the 7-percent
investment tax credit for new depreciable tangible personal property
(and to the extent of $50,000 for used property). Under this bill, for
the future, the investment credit can again be claimed for tangible per-
sonal property. The credit, however, is not generally available for
depreciable real property.

The committee agrees with the House that there is a need for job
training programs as a means of providing additional employment
opportunities for persons with inadequate training. Other provisions of
the committee bill are designed to improve the operation of the Work
Incentive Program which has as its goal the preparation of welfare
recipients for jobs and their placement in jobs.

The committee also recognizes that expansion of the availability of
child care is an essential element in broadening job opportunities for
mothers. Another provision of the committee bill would provide a
substantial deduction for child care and other household expenses
needed to enable a mother to work.

But there is also a great need for making child care facilities available
if we are to provide an opportunity to work to mothers who desire to
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do so. Though there has been some increase in recent years in the num-
ber of child care facilities supported in part with public funds, the
committee believes it desirable to go beyond this by encouraging pri-
vate business to provide child care facilities for their own employees.

A study recently issued by the Women's Bureau ("Day Care Serv-
ices: Industry's Involvement," Bulletin 296, 1971) surveyed the extent
to which employers have established child care centers for working
mothers. To date, only a small number of companies are involved
directly and a few others indirectly.. . . . .

Similarly, the committee believes that it is also important to
encourage private business to provide facilities for on-the-job training
programs. On-the-job training experience is believed to be the most
effective and productive type of training for many jobs, as the person
gains actual work experience during the training. Moreover, the person
is more likely to complete the training if a job is available at the end
of the training.

To meet the needs described above, the bill adds a new provision
to the tax law providing that a taxpayer may elect, in accordance with
regulations prescribed by the Secretary or his delegate, to amortize
ratably over a period of 60 months capital expenditures in acquir-
ing, constructing, reconstructing or rehabilitating on-the-job training
or child care facilities. The amortization is to begin with the month
the property is placed in service and the deduction provided is to be
in place of any depreciation deduction otherwise allowable. The
bill defines eligible property as depreciable tangible property which
qualifies under regulations as an on-the-job training facility for
employees (or prospective employees) of the taxpayer or as a child
care facility primarily for children of the taxpayer's employees.

It is the committee's intent that the five-year amortization be
applicable only to facilities or portions of facilities that are constructed,
renovated or remodeled specifically for use as child care facilities.
The provision will thus apply to buildings and equipment, or portions
of them, actually used for the provision of child care services; that is,
facilities in which children receive such personal care, protection and
supervision in the absence of their parents as may be required to meet
their needs.

Thus the provision would include a room or rooms, or play equip-
ment and materials particularly suited to the needs of children being
cared for during the day. But the provision would not apply to
general purpose rooms used for many purposes (for example, a room
used as an employee recreation center during the evening) nor would it
apply to a room or a part of a room which is simply screened off for
use by children during the day. Such special facilities as kitchen
facilities connected to the child care center or area, or special childrens'
toilet facilities could be included within the provision of the committee
bill.

An on-the-job training facility must be one whose primary purpose
is as a location for providing training. Thus a production facility
could not be classified as an on-the-job training facility simply be-
cause new employees receive training on the machines they will be
using as fully productive employees.

Property eligible under the committee provision does not include
property located outside the United States. In addition, the amorti-
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zation is available only with respect to qualified expenditures made
after December 31, 1971, and before January 1, 1977. This latter
provision will give Congress an opportunity to review the effectiveness
of the provision after it has been in effect for five years.

The bill amends the code to provide that gain realized on the dis-
position of property eligible for amortization under this provision
is to be subject to the recapture rules (of sec. 1245) to the extent of
the amortization deductions taken under this provision. The bill also
amends present law (sec. 57) to provide that the amount by which the
amortization deductions exceed depreciation deductions otherwise al-
lowable (including, for this purpose, accelerated depreciation deduc-
tions) is to be treated as a tax preference for purposes of the mini-
mum tax. This is consistent with the policy Congress has generally
followed with respect to amortization deductions. The bill also makes
necessary conforming amendments (to secs. 642 and 1082) to provide
for the treatment of amortization deductions in the cases of estates
and trusts, and exchanges made in obedience to Securities and Ex-
change Commission orders.

An amendment (to see. 48) also provides that if an election is made
under this provision, the property involved is not to be treated as
property eligible for the investment credit.

The amendments of the bill dealing with the amortization of ex-
penditures for on-the-job training and child care facilities are appli-
cable to taxable years ending after December 31, 1971.

4. Excess investment interest (sec. 304 oJ the bill and secs. 57 and 168
of the code)

Under present law, "excess investment interest" is a tax pref-
erence item subject to the minimum tax on tax preferences in the
case of individuals (and subchapter S corporations and personal
holding companies). For taxable years beginning after 1971, excess
investment interest of individuals, instead of being subject to the
10-percent minimum tax, is subjected to a limitation as to the extent
to which it is currently deductible. This limitation on the deduction
of excess investment interest, in general, provides that only one-half
the amount of this type of interest in excess of $25,000 may be de-
ducted currently.

In general, "excess investment interest" is the amount of interest
paid by the taxpayer with respect to property held for investment
reduced by the net amount of investment income derived by the
taxpayer from property of this type.

Property subject to a net lease is considered to be property held for
investment for these purposes. One of the tests provided in present law
for determining whether a lease is a net lease for this purpose looks
to the degree of the lessor's business activity with respect to the leased
property. This test provides that a lease is a net lease if the trade or
business deductions arising with respect to the property are less than
15 percent of the rental income produced by the property.

Various problems have been raised regarding the provisions of
present law relating to investment interest. Two of these problems
were dealt with in the House bill. First, the House bill provided that a
lessor's deductions for rents with respect to leased property are not to
be taken into account as business deductions for purposes of the 15-



percent test which is used to determine whether the lease constitutes a
net lease. This provision was designed to deal with the situation where
a lessor pays ground rents with respect to the leased property. Since
these rents do not provide a measure of the lessor's business activities
with respect to the leased property, it was considered inappropriate to
allow these items to be taken into account in determining whether the
15-percent test was satisfied.

Second, the House bill provided that business expenses of a lessor
which were reimbursed by the lessee could not be taken into account
for purposes of the 15-percent test. Since the lessor generally does not
incur any risks with respect to the reimbursed expenses in this case,
it was not considered appropriate to take these expenses into account
as an indicator of whether the lease constituted a business rather than
an investment lease. Of course, to the extent a lessor is at risk with
respect to reimbursed expenses, this is a factor to be taken into account
in determining whether the expenses may be applied toward satisfac-
tion of the 15 percent test.

The committee has retained these provisions of the House bill. In
addition, it has dealt with three additional problems regarding the treat-
ment of excess investment interest which were called to its attention.

One problem called to the committee's attention involves the appli-
cation of the 15-percent net lease test of present law in situations where
the taxpayer is the lessor of a parcel of real property which is composed
of a number of units each of which is subject to a separate lease, such
as in the case of a shopping center or office building. It has been sug-
gested that the application of the 15-percent test poses difficult admin-
istrative and allocation problems in this type of situation, since the
lessor must allocate the various expenses he incurs with respect to the
parcel of property to each specific lease to determine whether the 15-
percent test is satisfied with respect to that lease. The committee
believes that it is desirable to provide taxpayers with a means of
avoiding this administrative allocation problem.

As a result the committee's bill provides that a taxpayer who is the
lessor of a parcel of real property which is subject to two or more
leases may elect, if any one of the leases is otherwise considered to be a
net lease, to treat all of the leases as net leases.

This would allow the lessor to aggregate the income and expenses
from all the leases for purposes of determining the amount of net
investment income and, accordingly, the amount of excess investment
interest, if any, with respect to the parcel of property. However, the
opportunity to consolidate leases for this purpose is to be available
only to the extent the net investment income from a parcel of real
property does not exceed the investment interest attributable to the
parcel. It is intended for purposes of this provision that leases on
adjacent properties are to be included in the term "parcel of real
property".

A second problem brought to the committee's attention involves
the application of the 15-percent net lease test in a year occurring
after the property has been leased for a period of time. If the taxpayer
is still suffering losses after that time, it is likely they are true economic
losses. The potential for creating tax losses from the combination of
interest and depreciation, to be applied against other investment in-
come, will have largely disappeared by that time.
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Accordingly, the committee's bill provides that taxpayers may elect
to exclude from the application of the 15-percent test all leases of real
property which is more than 5 years old. The election is to be made
on a year-by-year basis. If a taxpayer makes this election, then, with
respect to the year for which the election is made, no lease of real
property of the taxpayer is to be treated as a net lease by virtue of the
15-percent test for any period after the property has been in use for
five years. As a result any interest paid with respect to this leased
property is not to be considered investment interest and any income
arising with respect to the leased property is not to be considered
investment income.

The third problem pointed out to the committee was concerned with
the fact that the treatment of excess investment interest under present
law does not take account of situations in which the taxpayer incurs an
out-of-pocket loss on leased investment property.

In other words, under present law there is no reduction in the amount
of excess investment interest treated as a tax preference (or subject to
disallowance in the case of taxable years after 1971) in situations where
the taxpayer's out-of-pocket expenses (i.e., expenses for business
and investment expenses, interest, and property taxes) on investment
property leased by the taxpayer exceed the rents derived from that
property for the year. The committee believes that it is inappropriate
to deny an interest deduction with respect to these out-of-pocket
losses. As a result it has added an amendment to the House bill to
provide that the amount of excess investment interest as otherwise
determined is to be reduced by the amount of the taxpayer's out-of-
pocket losses on leased property. The out-of-pocket loss in this case is
the excess of the deductions for trade or business or investment ex-
penses, interest, and property taxes secss. 162, 163, 164(a)(1) or (2)
and 212) over the gross rents from the property. This rule will apply,
however, only where the construction of the property has been com-
pleted and rents are actually being received from tenants.

The changes in the net lease provision are to apply in the case of
the minimum tax on tax preferences to taxable years beginning after
December 31, 1969 (the effective date of that tax), and in the case of
the limitations on the current deduction of excess investment interest
to taxable years beginning after December 31, 1971 (the effective
date of that provision).
5. Farm losses of subchapter S corporations (sec. 305 of the bill and

sec. 1251(b) ef the code)
Under present law, farm net losses previously used by a taxpayer

to offset nonfarm income are recaptured (upon the sale or other dis-
position of certain farm property) to the extent these losses are
required to be added to the taxpayer's "excess deductions account."
This account-referred to as the EDA account-provides a way of
keeping a record of farm losses which are to convert subsequently
realized farm capital gains into ordinary income. However, additions
to this account need to be made only in a year in which an individual's
nonfarm adjusted gross income is in excess of $50,000 and a farm
loss is to be taken into account only to the extent it exceeds $25,000.
Although no such limits are available in the case of most corpora-
tions, they do apply in the case of a subchapter S corporation (since
its income is taxed to the shareholders rather than to the corporation).



However, even for a subchapter S corporation, the limits do not
apply in any year in which any one of its shareholders has a net farm
loss for the taxable year involved.

Two potential problems in the application of the present farm loss
provisions to subchapter S corporations have been brought to the
committee's attention. First, it has been suggested that a subchapter S
corporation with more than $25,000 in farm net losses for a taxable
year (but with nonfarm income of $50,000 or less) would not be re-
quired to add any farm losses to its EDA account for the year, even
though the loss was passed through to and currently deducted by a
shareholder who had nonfarm income in excess of $50,000. This inter-
pretation, of course, would permit an individual to use a subchapter S
corporation to avoid the farm loss rules by separating his farming
operations from his nonfarm income by placing the farm operations in
a subchapter S corporation. To clarify the fact that this result was not
intended by Congress, the bill provides that in determining whether a
subchapter S corporation has more than $50,000 of nonfarm income
and as a result must add its farm loss (in excess of $25,000) to its EDA
account-its nonfarm income and the nonfarm income of whichever
of its shareholders has the largest amount of nonfarm income for the
taxable year involved are to be combined. If the combined amount ex-
ceeds $50,000, then the corporation's farm net loss (in excess of
$25,000) must be added to its EDA account.

The second potential problem suggested in this area involves the
possible use by an individual of multiple subchapter S corporations
to carry on his farm loss business. It has been suggested each sub-
chapter S corporation would receive the benefit of not having to add
the first $25,000 of its farm net loss to its EDA account even though
none of the corporations would receive this benefit if the individual
himself had a farm loss rather than having the loss passed through by
the corporations to him. To clarify this matter, the bill denies the
benefit of the $25,000 exclusion to a subchapter S corporation if any-
one of its shareholders also is a shareholder of another subchapter S
corporation that has a farm net loss for the year involved.

These amendments are to apply with respect to taxable years end-
ing after the date of enactment of this Act. No inference is intended,
however, to be drawn from this effective date as to the treatment of
these matters for prior years.

6. Capital gain throwback (sec. 306 of the bill and sec. 665(g) of the
code)

The Tax Reform Act of 1969 added a new capital gain throwback
rule to the tax law applicable in the case of certain trusts. When this
rule applies and a beneficiary of a trust receives a distribution con-
sisting of capital gains accumulated in prior years (beginning after
1968), he is taxed, in general, on these amounts as though they had been
distributed by the trust in the year in which the trust realized the gain.
A distribution of this type is referred to as a "capital gait distribution."

The definition of the term "capital gain distribution" for any tax-
able year of the trust includes the phrase, "to the extent of undistrib-
uted capital gain for such taxable year * * *." The reference here to
the phrase "for such taxable year" can be interpreted as limiting to the
amount of the current year's capital gains the amount of the capital
gains of the trust available for a capital gain throwback to an earlier
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year. Under this interpretation, a trust could accumulate capital gains
and then, in a later year when it had no undistributed capital gain, dis-
tribute the accumulated capital gains to a beneficiary without this
resulting in tax. This is a result which would occur if the phrase "for
such taxable year" is interpreted as limiting the capital gains throw-
back to the capital gain realized in the current year.

This interpretation is clearly inconsistent with Congressional intent
and would nullify the purpose of the capital gains throwback rule. The
bill amends the definition of capital gain distribution by deleting the
words "for such taxable year." This deletion makes it clear that a
"capital gain distribution" for a taxable year includes the total undis-
tributed capital gain for all years of the trust beginning after Decem-
ber 31, 1968, and ending before the year of distribution.

Since this amendment is a clarifying amendment, it is made effec-
tive with respect to taxable years beginning after December 31, 1968.

In the Tax Reform Act of 1969, Congress deferred the application
of this capital gain throwback rule until 1972 where a person is a
beneficiary of only one accumulation trust and that trust was in exist-
ence on December 31, 1969, or in the case of two trusts where one is
for the lifetime benefit of a surviving spouse. In order to give more
time to the study of the impact of this provision the committee's bill
defers the application of this provision one more year until 1973.
7. Western Hemisphere Trade Corporation deduction (see. 807 oJ the

bill and sec. 921 of the code)
Under present law, a domestic corporation is entitled to a special 14-

percentage-point rate reduction if it qualifies as a "Western Hemi-
sphere Trade Corporation." A Western Hemisphere Trade Corporation
is one all of whose business is done in the Western Hemisphere and 95
percent or more of whose gross income for the current and the past 2
years comes from sources outside of the United States.

A question has been raised regarding the application of this provi-
sion in the case of a U.S. corporation doing a substantial volume of its
business in the Virgin Islands. The Virgin Islands tax law generally is
the so-called "mirror" of the U.S. tax law-that is, essentially its tax
law is that provided by the Internal Revenue Code, except that gen-
erally, wherever the words "United States" appear, this, in effect, is to
be read as the Virgin Islands. A recent court case has held that a U.S.
corporation deriving substantial income from the Virgin Islands was
eligible for the Western Hemisphere Trade Corporation deduction
with respect to its tax liability to the Virgin Islands. The effect of the
court case in this situation could result in a tax reduction of 14 per-
centage points in Virgin Islands tax liability for U.S. businesses with
substantial gross income from the Virgin Islands, and it is also possible
to interpret this 14-percentage-point tax benefit as applying to the
Virgin Islands' tax liability of Virgin Islands corporations.

To prevent the 14-percentage-point tax reduction in Virgin Islands'
tax liability, the House bill amended the Western Hemisphere Trade
Corporation provision to require that for a corporation to qualify
under this provision, 95 percent or more of its gross income for the
past 3 years must be derived from sources without the United States
"and the Virgin Islands."

In general, the committee agrees with the House that the Western
Hemisphere Trade Corporation deduction should not result in a reduc-



tion in Virgin Islands tax liability for U.S. businesses with substantial
gross income from the Virin Islands, nor should it result in a reduc-
tion in Virgin Islands tax ability for Virgin Islands corporations, as
this could cause a substantial loss of revenue to the Virgin Islands
government. The solution to this problem contained in the House bill
is broader in scope than appears necessary, however, in that it also
denies the Western Hemisphere Trade Corporation deduction for U.S.
tax purposes to a U.S. corporation which derives income from the
Virgin Islands in combination with income from other Western
Hemisphere countries (other than the United States). Because of this
concern, the committee has narrowed the scope of this provision to,
in effect, provide that the Western Hemisphere Trade Corporation
deduction is not to be available to any corporation (United States
or Virgin Islands) insofar as its Virgin Islands income tax liability
is concerned (i.e., that the U.S. tax law, when applied in the Virgin
Islands as the Virgin Islands tax law, does not contain the Western
Hemisphere Trade Corporation reduced rate).

Tis provision is to be effective with respect to taxable years
beginning after the date of enactment of this bill.

In adding this provision to the bill, the committee intends no
inferences to be drawn as to what constitutes the appropriate inter-
pretation of existing law in the cases affected by this amendment.
8. Capital gains and stock options (sec. 808 of the bill and sec. 58(g) (2) of

the code)
Under present law, stock options and capital gains which are de-

rived from sources outside the United States are subject to the mini-
mum tax for tax preferences only if the foreign country taxes them
at a preferential rate. The suggestion has been made that no preferen-
tial treatment exists for this purpose where, for example, a capital
gain is realized in a foreign country which imposes no, or only a very
small tax on all income (including capital gains).

The committee agrees with the House that it was not the intent of
Congress to exclude capital gain (and stock option) income from the
minimum tax in situations of this type and that there should be a clari-
fication of the situations in which capital gain (and stock option) in-
come attributable to foreign sources will be subject to the minimum
tax. Accordingly, the bill provides that income of these types which is
attributable to foreign sources is to be treated as receiving preferential
treatment (and, thus, be subject to the minimum tax) if the foreign
country imposes no significant amount of tax with respect to those
items of income.

The types of situations in which capital gain income is to be treated
as receiving preferential treatment under the bill include those where
the country involved imposes either no tax or an insignificant tax with
respect to capital gains or other income, or both.

In some situations, for example, where a gain may be considered to
arise for U.S. tax purposes because of an allocation of income or a
deemed distribution pursuant to the corporate reorganization provi-
sions, a foreign country will impose no tax on capital gain income
because the transaction in which the gain arises is not considered to be
a taxable transaction or event under the laws of the foreign country,
although it may be so considered under the laws of the United States.
The committee wishes to make it clear that in such a case, the mini-
mum tax would not apply.



Under the House bill, the amendment made by this provision was to
apply to taxable years beginning after December 31, 1969, the date
applicable to this provision under the Tax Reform Act of 1969. The
committee considers, however, that the provision should not apply
prior to the date the Treasury first made it clear that it would treat
such cases as involving preferential treatment. This occurred on June
24, 1971, the date of revised proposed regulations directed at this
problem.

9. Certain treaty cases (sec. 309 of the bill and sec. 7422(f) (1) qf the
code).

In 1966 Congress provided that civil actions for refunds in tax cases
could be maintained only against the United States and not against
an employee of the United States (e.g., a district director of the In-
ternal Revenue Service). Inadvertently, this may have had the effect
of denying persons the right to bring refund suits against the United
States in tax cases arising under a tax treaty with another country.
This is because under the judicial code (28 U.S.C. 1502) the Court
of Claims (and correspondingly the District Courts), which are the
forums in which tax refund cases generally are brought, are denied
jurisdiction in cases against the United States which arise out of
treaties with foreign countries.

It clearly was not the intent of Congress in enacting the 1966 legis-
lation to deny a person the right to bring refund claims against the
United States in cases where the claim arises out of a tax treaty. Per-
sons bringing actions arising under a treaty for the refund of a tax
should have the same right to bring suit as is available to taxpayers
generally. Accordingly, the bill provides that tax refund suits and
proceedings may be brought against the United States notwithstand-
ing the provision of the judicial code (28 U.S.C. 1502) which denies
jurisdiction to the Court of Claims (and correspondingly to the United
States District Courts), in treaty cases generally.

The amendment made by this section is to apply to suits or pro-
ceedings which are instituted after January 30, 1967, the effective
date of the 1966 legislation.
10. Denial of tax deduction with respect to illegal bribes, kickbacks, and

other illegal payments (sec. 310 of the bill and sec. 162 of the code and
secs. 1876 and 1909 of the Social Security Act)

No deduction is allowed under present law for fines or similar
penalties paid to a government for violation of any law. Present law
also provides that no tax deduction is to be allowed for payment of
illegal bribes or kickbacks where, as a result of the payment, there is
successful criminal prosecution. If the bribe or kickback does not
constitute a criminal act (presumably even if there is a loss of license),
or if the taxpayer is not successfully prosecuted, the deduction is
not disallowed under this provision.

The committee has become concerned that these provisions, enacted
in 1969, may in some cases unduly restrict the denial of deductions.
This has been brought to the committee's attention, for example, in the
case of fees paid to individuals for referring patients under the medi-
care and medicaid programs. The committee continues to believe that
the determination of when a deduction should be denied should re-
main under the control of Congress. However, the committee has
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concluded that the area in which deductions are denied should be
expanded somewhat beyond the limits set in 1969.

Because of this view, the committee has added a provision to the
bill to delete the requirement in present law that a criminal conviction
occur before a deduction for a bribe or kickback is denied. It has also
extended the denial of a deduction to other illegal payments. Thus, the
amendment provides that no deduction is to be allowed for an illegal
bribe or kickback or other illegal payment in violation of either
Federal or State law (but only if the State law is generally enforced), if
these laws subject the payor to liability for criminal penalties or the
loss of license or privilege to engage in a trade or business. It also is
made clear that the term "kickbacks" for purposes of this provision
includes referral fees.

In addition, the committee has amended the special provision which
extends the statute of limitations to apply to each of the bribes, kick-
backs, or other illegal payments in situations where there has been a
criminal conviction or loss or suspension of license.

The committee has also added to the House bill a provision which
would broaden the present penalty provisions relating to the making
of a false statement or representation of a material fact in any applica-
tion for medicare payments, to include the soliciting, offering, or
acceptance of kickbacks or bribes, including the rebating of a portion
of a fee or a charge for a patient referral, by providers of health care
services. The penalty for such acts, as well as the acts currently subject
to penalty under medicare, would be imprisonment up to one year, a
fine of $10,000, or both. In addition, the committee bill provides that
similar penalty provisions apply under medicaid. The committee fur-
ther provided that anyone who knowingly and willfully makes, or
induces the making of, a false statement of material fact with respect
to the conditions and operation of a health care facility or home health
agency in order to secure medicare or medicaid certification of the
facility or agency, would be guilty of a misdemeanor punishable by
up to 6 months' imprisonment, a fine or not more than $2,000, or both.
These provisions are identical to those which had been reported by
the committee as part of H.R. 17550, in 1970.

The provisions relating to the disallowance of deductions for illegal
payments are to be effective with respect to payments after December
30, 1969,-the effective date of the 1969 amendments. The provisions
creating criminal liability with respect to the medicare and medicaid
programs are to take effect on enactment, and are not to apply to any
acts, statements, or representations made or committed before
enactment.

In connection with the proposed regulations relating to the dis-
allowance of deductions for fines and similar penalties (sec. 162(f)),
questions have been raised as to whether the provision applies only
to criminal "penalties" or also to civil penalties as well. In approving
the provisions dealing with fines and similar penalties in 1969, it was
the intention of the committee to disallow deductions for payments of
sanctions which are imposed under civil statutes but which in general
terms serve the same purpose as a fine exacted under a crinimal
statute. The provision was intended to apply, for example, to penalties
provided for under the Internal Revenue Code in the form of assess-
able penalties (subchapter B of chapter 68) as well as to additions to
tax under the internal revenue laws (subchapter A of chapter 68) in



those cases where the government has the fraud burden of proof (i.e.,
proof by clear and convincing evidence). It was also intended that this
rule should apply to similar type payments under the laws of a State
or other jurisdiction.

On the other hand, it was not intended that deductions be denied
in the case of sanctions imposed to encourage prompt compliance with
requirements of law. Thus, many jurisdictions impose "penalties" to
encourage prompt compliance with filing or other requirements which
are really more in the nature of late filing charges or interest charges
than they are fines. It was not intended that this type of sanction be
disallowed under the 1969 action. Basically, in this area, the committee
did not intend to liberalize the law in the case of fines and penalties.

11. Presumption with respect to farm losses. (Sec. 311 of the bill and sec.
183(e) of the code)

Under present law, a taxpayer is presumed to be engaged in an
activity for profit for the current taxable year, unless established to
the contrary by the Secretary of the Treasury or his delegate, if in
two or more years of the period of five consecutive taxable years (seven
consecutive years in the case of an, activity which consists in major
part of the breeding, training, showing, or racing of horses) ending
with the current taxable year, the activity was carried on at a profit
(i.e., if the gross income from the activity exceeds the deductions at-
tributable to the activity which would be allowed if it were engaged in
for profit). For purposes of this presumption, all deductions attributa-
ble to the activity other than that allowed for net operating loss carry-
overs are taken into account.

It has come to the attention of the committee that if the period
ending with the current taxable year does not include any taxable
year in which a profit was made, the taxpayer is not being allowed to
use the presumption even though there are, at that time, not 5 consec-
utive years (or 7 years in the case of horses) in which to measure the
presumption. The committee believes that this interpretation does not
reflect the intent of Congress in originally adopting this provision.
As a result, the committee's bill provides that a taxpayer may elect
to suspend the application of the presumption until there are 5 con-
secutive taxable years (or 7 years in the case of horses) in existence
from the time the taxpayer first engages in the activity and then to
apply it to any years in the 5 year period (7 years in the case of borses).
For this purpose, a taxpayer is not to be treated as having engaged in
an activity covered by this provision for any taxable year beginning
before 1970.

The committee is aware that because of the 5- or 7-year periods
involved in the case of the presumption, the statute of limitations may
run before any action could otherwise be taken under the provision
added by the committee. For this reason, the committee believes that
this provision should not generally be applicable unless the taxpayer
executes a waiver of the statute of limitations for the 5- or 7-year
period and for a reasonable time thereafter. This will allow the tax-
payer time to claim any refunds of tax paid during this period and also
will allow the Internal'Revenue Service to assess any deficiencies.

This provision is to be effective with respect to taxable years begin-
ing after December 31, 1969.



12. Dividend distributions in property to foreign corporations not engaged
in business in the United States (sec. 312 of the bill and sec. 301
of the code)

Under present law, the amount of a distribution made in property
(rather than money) by a domestic corporation differs in the case of
shareholders which are not corporations from that applicable to corpo-
rate shareholders. In the case of a corporate shareholder receiving
the property the amount of the distribution is its cost or other basis
to the distributing corporation, if this is lower than the property's
fair market value. The effect of limiting the amount considered a
distribution in this manner is to specify that this is the largest amount
which can be treated as a dividend out of earnings. The basis of the
property received by the corporate shareholder is the same as the
amount of the distribution which must be taken into income.

The committee reports accompanying the 1954 code make it clear
that it is the intention of the present provision to make certain that
the corporate shareholder receiving the property does not obtain a
high basis without the payment of a significant dividend tax (because
of the 85-percent dividends received deduction).' A high basis would,
of course, decrease the gain on a later sale of the property or increase
the depreciation deductions if the property is retained and used in
the business.

Recent court decisions have held that this treatment is applicable
to distributions of property by a domestic corporation to a foreign
corporate shareholder not doing business in the United States, al-
though such a corporation does not receive a dividends received
deduction. Under this interpretation of the law, the foreign corporate
shareholder can receive a distribution of appreciated property by
paying a tax on its adjusted basis, and then sell the property without
paying a U.S. tax on the appreciation. Thus, the treatment provided
by present law is not appropriate in the case of a foreign corporation
since it is not subject to U.S. tax on a possible later sale of the property.

In view of the above, the committee has added an amendment to
to the House bill generally providing that a distribution in property
to a foreign corporation is to be treated as a distribution to the extent
of the fair market value of the property. The basis to the distributes
corporation, when the amount of the distribution is the entire fair
market value, will also be such fair market value.

An exception to this rule is made in the case of distributions which
ate effectively connected with the conduct of a trade or business by
the distributee foreign corporation within the United States. Since
the business in such a case is treated essentially as a domestic business,
the present treatment is retained.,

The amendments made by this section of the bill are to be effec-
tive with respect to distributions made on or after November 8, 1971.

1 The committee reports accompanying the Internat Revenue Code of 1954 state that in the eae of a
distributon in property, the dividend icome to a corporate shareholder Is limited to the basis of such
property in order to ,rlreeate the treatment of distributions in property to a corporate shareholder
with section 243 of the bill (relating to the deduction for dividends received by a torporatioa)." It was further
stated that: "This maaer of treatment iures that tie adtaoted basis et the property to the corporate
recipient. for purposes at ompatig depreciation and gon or loss upon a sale or exchange will be the same
as the adjusted basis to tie distributor." (83rd Congress, 2nd Session, Report of Committee on Ways and
Means to accompany H.R. 8n00, House Report 13t, March 9, 1954, page A71.)
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13. Original issue discount (see. 313 oJ the bill and sees. 871, 881, 1441,
and 1442 of the code)

In the Tax Reform Act of 1969, it was generally provided that orig-
inal issue discount on corporate bonds issued after May 27, 1969, is
to be taxed ratably to the holder of the bond, rather than upon the
sale or redemption of the bond as was previously the rule. The latter
rule, however, continues to apply to bonds issued on or before May 27,
1969.

Present law (which was not changed in 1969) also provides that
nonresident alien individuals and foreign corporations are subject to
a 30 percent tax (which generally is collected by means of a withhold-
ing tax) on the amount of gain arising on the sale or redemption of a
bond (issued after September 28, 1965), that is treated as ordinary
income because it is attributable to original issue discount. This rule
was not coordinated with the ratable inclusion treatment provided in
1969 for original issue discount and therefore present law is unclear as
to the manner in which original issue discount is to be treated in
the case of bonds held by foreign persons.

The committee believes this matter should be clarified and, ac-
cordingly, has amended the rules of present law regarding the treat-
ment of original issue discount in the case of nonresident alien
individuals and foreign corporations. In general, it is provided that
original issue discount on corporate and government bonds issued
after May 27, 1969, is to be taxed to a holder of the bond who is a
nonresident alien or foreign corporation upon the sale or redemption
of the bond. However, in the case of bonds issued at a discount on
which stated interest also is payable, the bill provides for ratable
taxation of the discount. To the extent original issue discount is taxed
in this manner, it is not to be again Taxed upon the sale or redemption
of the bond. In order to allow the Treasury Department time to
develop regulations under this provision, these latter rules are not to
apply to original issue discount on bonds issued arising prior to April
1, 1972.

The committee's bill also provides an exclusion from tax for original
issue discount on short-term obligations (those with original maturities
of 6 months or less). This modifies prior law under which an exclusion
applied where the foreign person held the bond for 6 months or less.

The bill also provides the Treasury Department with authority to
provide for the application of the 30-percent withholding tax imposed
on amounts paid to nonresident alien individuals and foreign corpora-
tions in the case of original issue discount. Generally, it is contem-
plated that, in the case of interest bearing bonds, it will be provided
that the issuer of the bond is to withhold from payments of interest
to the foreign holder not only the 30-percent tax on the interest but
also an amount equal to the 30-percent tax on the original issue
discount attributable to the period to which the interest relates (the
total amount withheld is not to exceed the amount of interest paid.)

If the taxpayer were a resident of a country with which the United
States had an income tax convention providing for an exemption from
or a lower rate of tax on interest payments, the exemption or lower
rate would apply to both the discount and the interest.



14. Foreign beneficiary of a domestic trust or estate (sec. 314 of the bill
and sees. 875, 1441, and 1442 of the code)

Under present law, a nonresident alien individual or a foreign
corporation receiving rental income or royalties from natural resources
or patents from U.S. sources which is not effectively connected with
a U.S. business either is taxed at a 30 percent fiat rate on the gross
amount of the rents or royalties, or, at its election in the case of real
property rents or natural resources royalties at the regular individual
or corporate rates on the net amount of the rents or royalties (i.e.,
after deduction of the related expenses, including depreciation or
depletion). If the foreign person makes this type of investment
indirectly through a domestic trust, however, then the person, in
effect, is taxed only on the net amount of the rents or royalties (be-
cause of the trust rules), but is taxed on that net amount at the
30 percent rate rather than the regular rates. This may substantially
reduce the foreign person's U.S. tax liability on the rents or royalties
because a tax rate designed for gross amount taxation is being applied
to a net amount. The same problem can arise in the case of an estate.

The committee believes that this possibility of substantially reduc-
ing a foreign person's U.S. tax liability on rents or royalties-because
of the application of a tax rate designed for gross amount taxation
to a net amount-should be removed. As a result, the committee has
added an amendment to the House bill dealing with cases where a
nonresident alien individual or a foreign corporation receives non-
effectively connected income directly or indirectly from a domestic
trust (including a real estate investment trust) or a domestic estate,
if the income is attributable to income from depreciable, amortizable,
or depletable property (i.e. rents or royalties from natural resources
or patents). In such cases, the foreign person is to be treated as having
received the gross amount received by the trust or estate to the ex-
tent that is attributable to the amount distributed. For example,
assume a nonresident alien is the sole beneficiary of a U.S. trust which
had gross rents of $250 from the rental of real property and deductions
allocable to that income of $170. Further assume that the beneficiary
received a distribution of $40 from the trust. Since this is one-half of
the trust's net income of $80 ($250 minus $170), under the bill the bene-
ficiary is to be treated as having received one-half of the gross rents
received by the trust, or $125. The beneficiary would then be taxed on
this amount at a fiat 30-percent rate or, if the beneficiary elected to be
taxed on the real property income on a net basis, would be taxed at the
regular rates on the net amount of the income (i.e., the $125 gross
amount the beneficiary would be considered as having received less
$85 of deductions-one-half the related deductions-the beneficiary
would be treated as having paid). When the remaining $40 of net
income is distributed in a future year, the remaining $125 of gross
income will be taxed to the beneficiary subject to a credit for tax
paid at the trust level under the normal throwback rules. (In the case
of a real estate investment trust, the provision applies only to distri-
butions of current income, since accumulated income is taxed at the
trust level without credit to the shareholder for such taxes).

Tax is to be withheld (by the estate, trust or real estate investment
trust), regardless of whether an election to be taxed on a net basis is
in effect, but only to the extent of the actual amount of distributions
payable However, the Treasury may, by regulations, waive with-



holding, in whole or in part, on income as to which a net election is
in effect to the extent it determines that the withholding is not neces-
sary to assure collection of the tax.

This provision is to be applicable with respect to amounts distributed
out of income earned in taxable years of estates, trusts, or real estate
investment trusts beginning after December 31, 1971.
15. Source of rental ineonbe from leases of ships or aircraft (see. 315

of the bill and see. 861 (a) of the code)
One of the principal means available to finance the purchase of ships

or aircraft is a leasing arrangement under which a financial institution
purchases the ship or aircraft and then leases it to the air carrier or
ship operator under an arrangement which is essentially similar to a
sale of the ship or aircraft and a loan for the purchase price. The
financial institution, which is allowed depreciation with respect to the
ship or aircraft under present law and will be allowed the investment
credit under the bill, in effect, passes all or a portion of these tax
benefits on to the lessee in the form of reduced rentals for the ship
or aircraft. In many cases this type of lease- financing transaction is
the only means by which an air carrier or ship operator may obtain
the financing needed to acquire the new equipment.

A problem has been called to the attention of the committee with
respect to the present treatment of these transactions which unless
corrected, in effect, will make this type of financing unavailable with
respect to ships or aircraft which are to be used in international com-
merce. Typically, under a leasing transaction of this type, the lease
produces a tax loss during its early years to the lessor (primarily as
a result of the depreciation deduction). Where the leased ship or air-
craft is used in international commerce, the loss arising on the lease
is considered to be a foreign source loss under the generally applicable
source rules. The characterization of the loss as foreign source in com-
bination with the limitation ol the foreign tax credit can have the
effect of causing the financial institution to lose a foreign tax credit to
which it would otherwise be entitled for foreign taxes paid with re-
spect to its foreign banking or other financial operations. This has the
result of making this type of financing transaction substantially less
attractive to the financial institution than a financing transaction in-
volving equipment, to be used in the United States. Moreover, if the
"rentals" were considered to be interest, which in reality they are, the
problems would not arise since under the generally applicable source
rules interest paid by a U.S. person generally is considered to be from
U.S. sources.

The committee believes that it is desirable for this type of financing
to be available in the case of ships and aircraft which are to be used
in international commerce. Unless this means of financing is made
avaiabh,, the investment credit which is provided by the committee's
bill will not, in effect, be available with respect to ships or aircraft
and thus will not have the stimulative effect in these sectors of the
economy whids the committee considers desirable and necessary. More-
over, the committee considers it more appropriate to view the "rentals"
paid to a financial institution under a lease-financing transaction of
this type as interest for source of income purposes.

Accordingly, the committee's bill provides that rentals received by
a financial institution under a lease of a ship or an aircraft which is



entered into principally as a financing transaction are to be treated
as interest for source ol income purposes. Thus, these rentals are to be
treated as derived from U.S. sources when paid by a U.S. resident,
including a domestic corporation. To insure the treatment of these
rentals as U.S. source income when paid by a domestic corporation,
the bill, in effect, specifies that they are to be treated as derived from
U.S. sources when paid by a domestic corporation regardless of the
amount of that corporation's income which is derived from U.S. or
foreign sources (under present law interest paid by a domestic cor-
poration is treated as derived from foreign sources if less than 20
percent of the corporation's gross income is from U.S. sources).

In adopting this amendment, the committee does not intend that any
inference should be drawn from the amendment as to the determina-
tion of whether a lease constitutes a sale or a lease for purposes of
other provisions of the tax law.

The amendment made by this provision of the bill is to apply to
leases entered into after November 8, 1971.

D. Repeal (or Suspension) of the Manufacturers Excise Tax on
Passenger Automobiles, Light-Duty Trucks, Etc.

1. Repeal of the excise tax on domestic passenger automobiles, light-
duty trucks, etc. (seas. 401 (a) and (h) of the bill and see. 4061
of the code)

The excise tax on passenger automobiles (imposed on the manufac-
turer's or importer's sales price) presently is 7 percent. However, pres-
ent law provides that this is to be phased out over a period of 10 years.
The current 7-percent rate continues through 1972. For 1973 there is a
one-percentage-point reduction (to 6 percent) and for 1974 there is
another one-percentage-point reduction (to 5 percent). In the period
1974 through 1977, the tax rate remains at 5 percent. Thereafter, the
tax rate again decreases by one percentage point a year until 1982, at
which time the tax is repealed.

The excise tax on trucks and buses, highway tractors, truck and
bus trailers, and semitrailers presently is 10 percent. Present law
provides that this is to be reduced to 5 percent on October 1, 1977.

As indicated under the discussion with respect to reasons for the
bill, the excise tax on passenger automobiles is repealed (or suspended
in the case of imported automobiles) in this bill both to provide a stim-
ulus for the purchase of cars and because of the jobs this is expected
to create. In addition Congress has previously concluded that excise
taxes such as the one on passenger automobiles are undesirable because
they interfere with the freedom of consumer choice. As previously, the
tax on light-duty trucks is repealed (or suspended in the case of im-
ported light trucks) because, to a substantial degree, these trucks are
used by many families in farm areas, as well as by other individuals, as
a means of personal transportation comparable to the use made of
pas-senger cars.

In repealing (or suspending) the excise taxes on passenger automo-
biles, light-duty trucks, etc., the committee, as did the House, intends
that the full amount of the repealed tax be passed on to the consumer,
thereby reducing the price of the automobile or the truck. The major
automobile manufacturers have pledged to pass the tax reduction on



to consumers. To give added assurance that this consumer benefit
actually occurs and continues in the case of passenger automobiles and
light-duty trucks, the committee, as did the House Committee on
Ways and Means in its report, requests that the Council of Economic
Advisers review vehicle prices and report periodically to Congress
regarding the extent to which the tax reduction is in fact being
passed on.

In view of the considerations set forth above, the bill repeals the
7-percent excise tax on domestic passenger automobiles and also the
10-percent excise tax on domestic light-duty trucks which have a
gross vehicle weight of 10,000 pounds or less, as determined under
regulations prescribed by the Secretary or his delegate. (The sus-
pension of the excise tax on imported automobiles and light trucks is
discussed in 2, below.)

Under the bill, the repeal is effective the day after the enactment
of the bill, with floor stocks refunds and consumer purchases refunds
(as described below) available with respect to passenger automobiles
and light-duty trucks sold after August 15, 1971. (Under the House
bill, the tax on light trucks would be repealed effective September 22,
1971.)

Present law (see. 4061(a) (2)) taxes passenger automobile trailers
and semitrailers (i.e., small auto-towed trailers "suitable for use in
connection with" passenger automobiles) under the provisions appli-
cable to passenger automobiles. The bill, therefore, repeals the tax on
those articles.' Other trailers and semitrailers are subject to the truck
tax and remained taxable under the House bill even if they were used
with the light-duty trucks on which the tax is repealed. The commit-
tee believes it appropriate to repeal the tax on those trailers used with
light-duty trucks. Accordingly, the committee's bill repeals the tax
on those trailers having a gross vehicle weight of 10,000 pounds or less
which are suitable for use with light-duty trucks.

Under present law, buses also are taxed in the same category as
trucks (sec. 4061(a) (1)). Thus, the bill also repeals the tax on buses
which fall within the 10,000-pound gross vehicle weight limit estab-
lished for light-duty trucks.'

Generally, a truck or other automobile consists of two parts,
namely, a body and a chassis. Technically, the tax applies to the sale
by the manufacturer of each. In the case of bodies, an exemption
is available (sacs. 4063(b) and 4222(d)) when a body is sold by the
body manufacturer to a manufacturer (but not an importer) of
trucks. Thus, where a chassis manufacturer purchases a body tax free,
he will pay the tax on his sale of the completed vehicle. Where a
body manufacturer purchases a chassis on which a tax has been paid,
he is liable for a tax based only on the sale price of the body.

Since truck chassis and truck bodies are frequently sold separately
by their respective manufacturers, the light-duty truck exemption
applies to a chassis or a body that is suitable for use with a vehicle
having a gross vehicle weight of 10,000 pounds or less. This means that
if a truck chassis manufacturer sells a chassis which is suitable for
use with a vehicle having a gross vehicle weight of 10,000 pounds or
less, the chassis will be exempt from the 10-percent excise tax re-

'lost of the references in this report to automobiles apply also to these small trailers.
2The references in this report to light-duty trucks apply also to any such small buses.



gardless of the body that may actually be mounted on it. However,
chassis modifications constituting further manufacture of the chassis
at any time before use and subsequent to the manufacturer's sale may
result in a tax being imposed on the subsequent manufacturer's sale
(or use),if the modified chassis is suitable for use with a vehicle having
a gross vehicle weight in excess of 10,000 pounds. A body that
may be suitable for use with a vehicle having a gross vehicle weight
of 10,000 pounds or less is similarly exempt even though it may also
be suitable for use with (and actually be mounted on) a chassis that
is suitable for use with a vehicle in excess of this weight limitation.
(In this latter case, however, the chassis would be subject to the 10-
percent tax.) In general, it is expected that this exemption for light-
duty trucks which have a gross vehiclee weight of 10,000 pounds or
less will exempt half-ton, three-quarter-ton, and some one-ton trucks.

The exclusion from the 10-percent truck excise tax for light-duty
trucks includes the original equipment on the truck when it is sold.
That is, parts and accessories that in the past have been subject to
the 10-percent truck tax because of the sale of the truck, in the fu-
ture are not to be subject to the parts tax. This means that parts and
accessories which are sold with the truck (or ordered at the time of
sale) are not to be subject to tax. This is not intended to cover replace-
ment parts even if ordered at the time of the purchase of the truck,
but only those parts and accessories which are to have original use on
the purchased truck. The bill does not, however, affect the application
of the 8-percent tax on truck parts and accessories sold subsequent to
the sale of the truck.

The Secretary or his delegate is to prescribe in regulations a stand-
ard for determining the gross vehicle weight. This standard will not
necessarily be the gross vehicle weight as specified by a manufacturer,
a Federal agency providing rules for purposes other than this manu-
facturers excise tax, or any State.
2. Suspension of the excise tax on imported passenger automobiles,

light-duty trues, etc. (see,'. /401(a) and (g) of the bill and sees.
4061 and 41226 of the code)

The conditions of world trade in automobiles are not reciprocal from
a U.S. trade standpoint. The U.S. tariff on automobiles is only 31/ per-
cent, and is scheduled to go down to 3 percent on January 1, 1972. In
contrast, in addition to maintaining much higher tariffs, foreign coun-
tries discriminate against American-made cars in an effort to protect
their owl automotive industry. The following examples of discrimi-
nation pertain to automobile trade in developed countries; the list
of trade barriers in less-developed countries is not included in this
report. This list, also does not include import restrictions which apply
generally to all products such as high tariffs, border taxes, etc., but
pertains only to discriminating devices in automobile trade.

Belgium-usembourg. Road tax 'based on fiscal horsepower which
is more burdensome on high horsepower automobiles, of which the
United States is the principal producer.

('aila.-Embargo on used cars and a 17 percent duty on new cars,
unless imported by -a bona fide manufacturer.

Fralnce.-Annual use tax (vignette) which depends on fiscal horse-
power arid age of car. Standard U.S. cars fall into highest tax bracket
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liable to payment in first year of $200, while European cars generally
pay $30. France also has a registration tax which depends on fiscal
horsepower of car. The increase in tax rates effective in January 1968,
affected all U.S. cars sold in France, but in effect exempted all French-
manufactured vehicles.

West Germany.-Road tax based on fiscal horsepower that penalizes
larger cars.

Italy.-Road tax applies heavily on vehicles with large cylinder dis-
placement.

Japan.-Commodity (sales) tax and annual road taxes levied ac-
cording to cylinder capacity and wheel base thereby subjecting most
U.S. cars to highest rate. The Treasury Department informed the com-
mittee that the commodity tax ol a U.S.-made Pinto was 30 percent,
compared to 15 percent for comparable sized Japanese-made vehicles.

Switzeclas sd.Road taxes and compulsory insurance based on
horsepower.

As a result of these discriminatory actions by other governments
and other restrictions imposed on U.S. automobiles, a former Cabinet
officer and automobile dealer for 42 years informed the committee of
the following facts:

A Chevrolet Impala which retails for $2,860 in the United States
sells for $8,164 in West Germany, and about $8,000 in the United
Kingdom. West Germany exported 674,945 cars to the United States
in 1970 while the United States exported only 2,476 to West Germany.
The United Kingdom exported 76,257 cars to the United States while
we exported only 434 into the United Kingdom.

The Treasury Department also informed the committee that a Pinto
which retails for about $2,200 in the United States retails for $5,611
in Japan. Japan exported 381,338 cars to the United States in 1970
but we exported only 159 cars to Japan.

The committee is concerned about these discriminatory practices of
foreign countries against the sale or use of domestically manufactured
or produced automobiles or light-duty trucks and believes it is appro-
priate to suspend (rather than repeal as under the House bill) the
excise tax on imported automobiles and light trucks. Thus, the com-
mittee has authorized the President to reimpose the tax on a country-
by-country basis, taking into consideration whether the foreign country
discriminates in any manner to restrict the sale or use of domestically
manufactured or produced automobiles or light trucks in that country.3
The suspension of the tax is effective from the period beginning the
day after the enactment of the bill until the President may by Exec-
utive order reimpose the tax. This has the effect of repealing the tax
on both the imported automobiles and light trucks from August 15
to the day the bill is enacted with a suspension of the tax thereafter.
If the President should choose to reimpose the tax, the committee's
bill also gives him the authority to suspend the tax again if he deter-
mines that the discrimination has been removed.

The President's authority to reimpose the tax on imported automo-
biles is limited by the present law phaseout of the tax, as described
above. Since the'7-percent rate under present law is scheduled to be
reduced over a period of 10 years until 1982 (at which time the tax is

5 The President also is given the authority to reimpose the tax .n a worldwide basis at
one time if he should determine it to be appropriate.



repealed), if the President should exercise his authority with regard
to any country, the applicable rate of tax would be the percentage
which would be in effect for that year if the tax had not been repealed
or suspended. After 1981, the authority of the President to reimpose
the tax on imported cars would terminate since the excise tax other-
wise would expire at that time.

In the case of light-duty trucks where the 10-percent tax is sched-
uled to be reduced to 5 percent on October 1, 1977, the tax (should it
be reimposed by the President) would be at the 10-percent rate before
October 1, 1977, or 5 percent if reimposed (or still in existence from a
previous imposition) on or after that date. The committee's bill termi-
nates the suspension for light-duty trucks after 1981; that is, the truck
tax would not he reimposed or continued after 1981.

The bill provides floor stocks taxes for those cars held by a dealer
at the end of the suspension period if the President exercises his au-
thority to reimpose the tax. The tax on the floor stocks would be at the
rate scheduled for the time the tax is reimposed, as discussed above.

The committee intends that the President's authority to reimpose
the tax is to extend to automobiles and light-duty trucks imported from
Canada under the Canadian auto agreement In this regard, the com-
mittee notes with concern that nearly seven years after the agreement
was signed the Canadian duty remains virtually unchanged and Ca-
nadian citizens still cannot import automobiles duty-free from the
United States, although there is no such restriction on imports from
Canada. This Canadian restriction and other conditions frustrate the
achievement of the free-trade objectives of the agreement. They arti-
fically permit the continuation of a price differential and interfere
with commercial decisions in an industry in which it has been agreed
that market forces would be allowed to operate freely.

The committee noted that in the latest annual report of the President
on the operation of the Automotive Products Trade Act of 1965, the
President stated:

"Complete realization of the objectives of the Agreement has been
impeded by the continued existence of the restrictions to the free flow
of trade set forth in Annex A. (This Annex specifies the Canadian
duties and other restrictions.) As stated in the Third Annual Report,
developments in the trade in automotive products between the two
countries indicate these restrictions have served their purpose. Ac-
cordingly in 1969 the United States initiated discussions with Canada
for the purpose of eliminating the restrictive measures. . . .To date
the two governments have been unable to agree on the specific con-
ditions under which the transitional restrictions in Annex A would be
eliminated."

The committee also noted that the U.S. trade balance in automobiles
and parts with Canada has deteriorated from a surplus position of
$613 million in 1965 to a deficit of $1,042 million in 1970, a deteriora-
tion of over $1.5 billion since the agreement was signed nearly six
years ago. As a result, principally of this agreement, our overall
trade balance with Canada deteriorated from a surplus of $799 mil-
lion in 1965 to a deficit of over $2 billion in 1970.

In previous reports the committee has expressed its concern over
the lack of reciprocity in this agreement. The committee has provided
in this bill authority to the President to reimpose the automobile ex-
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cise tax on automobiles imported from countries which discriminate
against American-made cars. This provision would apply to Canadian-
made cars irrespective of the U.. -Canadian automobile agreement.

The House bill contained a number of technical conforming provi-
sions (1) to remove from present law an exemption for certain types
of small three-wheeled vehicles since they would be exempt as light-
duty trucks, (2) to remove from present law a provision requiring new
passenger automobile stickers to state the applicable rate of auto ex-
cise tax since the tax would be repealed by the House bill, and (3)
to exempt an ambulance, hearse, or combination ambulance-hearse
from the excise tax on trucks in order to preserve the passenger auto-
mobile treatment of these vehicles. In view of the suspension period
provided by the committee's bill with respect to imported automobiles
and light-duty trucks, these provisions are deleted from the House bill.
The effect of these deletions from the House bill is to continue the
present law exemptions, etc., on a "standby" basis, to become directly
applicable if the President reimposes the tax.
3. Floor stocks refunds (see. 401(b) of the bill and see. 6412 of the

code)
Under present law (see. 6412(a) (1), floor stocks refunds would

be made available in regard to passenger automobiles on the various
tax reduction dates which were to be effective (in the absence of this
bill) in the years 1973 through 1982. Floor stocks refunds are also
provided in the case of rate reductions on trucks, buses, trailers, etc.,
scheduled for October 1, 1977.

To avoid creating competitive disadvantages because of the relative
sizes of dealers' inventories and in conformity with prior practice,
the bill makes provision for floor stocks refunds with respect to pas-
senger cars and light-duty trucks in dealers' inventories on the tax
repeal date (the day after the date of the enactment of the bill). This
floor stocks refund (or credit) is available with respect to passenger
automobiles, light-duty trucks, etc., sold by the manufacturer or im-
p)orter before the tax repeal date, which are still held by the dealer on
that date, and which have not been used but are intended for sale by
him. The credit or refund for these floor stocks must be claimed by the
manufacturer or importer before the first day of the 10th calendar
month beginning after the tax repeal date, based upon reports sub-
mitted to him from the dealer before the first day of the 7th calendar
month beginning after the tax repeal date. Also, before the first day of
the 10th calendar month, the manufacturer or importer must have re-
imbursed the dealer for the tax or obtained his written consent to the
allowance of the refund or credit. In addition, the manufacturer or im-
porter must have in his possession evidence of the inventories on which
the credit or refund is claimed (to the extent required by regulations
prescribed by the Secretary of the Treasury or his delegate).

A passenger automobile or light-duty truck is not to be treated as
having been sold before the tax repeal date (and, generally, is to be
treated as being in the dealer's inventory on that date) unless pos-
session or right to possession of the vehicle passes to the purchaser be-
fore that date.

In high-volume situations, where it is impossible or highly imprac-
tical to determine the exact amount of the tax on a vehicle-by-vehicle



basis, it is contemplated that manufacturers will be able to comply
with the floor stocks refund requirements on an average basis. For ex-
ample, since manufacturers' transportation expenses are excludable
from the rate base upon which the passenger automobile tax now is
imposed (sec. 4 2

16 (a) ), it is expected that manufacturers will be per-
mitted to compute the credit for any one class of passenger cars (auto-
mobiles of the same model, which are sold by the manufacturer with
the same equipment and accessories) by reducing the actual sale price
by the average transportation costs for that class of passenger -cars.
Such procedures were used in connection with the Excise Tax Reduc-
tion Act of 1965.

It is expected that these floor stocks refund claims will be processed
promptly. It is anticipated that the Internal Revenue Service will
make refunds within 45 days of the receipts of the claims. There is no
intention to have the Government unreasonably retain these excess
taxes or to have the manufacturers be out-of-pocket the amounts of
these taxes for an extended period of time. Indeed, any such unneces-
sary delays would tend to detract from the stimulative purposes of
these provisions.

4. Refunds with respect to cetai coeswnuer purchases (sec. 401(c)
of the bill)

In connection with the repeal of the excise tax on passenger auto-
mobiles and light-duty trucks, the committee's bill also makes pro-
vision for refunds of the excise tax to consumers with respect to their
purchases after August 15, 1971, and before the day after the date of
enactment of this bill, when the tax is actually eliminated. (The House
bill had provided for consumer refunds in the case of the excise tax on
light-duty trucks and buses purchased by consumers after September
22, 1971-which is the effective date of repeal in the House bill-and
before the day after the date of enactment of this bill). Provision for
these refunds is necessary to forestall the postponement of pur-
chases of the cars and light-duty trucks until the date of the repeal
of the tax. This provision is consistent with Congress' actions in 1965
with regard to passenger automobiles and air conditioners-articles
where it was thought delays in purchases might adversely affect total
sales.

The bill provides that the goverment is to refund (or credit) to
the manufacturer (or importer) of the tax-repealed automobile, truck,
etc., the tax he paid on his sale of the article. However, to obtain this
refund (or credit) the manufacturer (or importer) must file his
claim with the Internal Revenue Service before the beginning of the
10th calendar month beginning after the day the tax is repealed. This
claim is to he based on information submitted to him by the dealer
(or other person) who sold the article to the ultimate purchaser. This
information must be submitted to the manufacturer before the first
clay of the 7th month after the date of repeal. Also, before the
beginning of the 10th calendar month after the date of repeal, the
"ultimate purchaser" must be reimbursed for the tax paid on the article
he purchased.

The "ultimate purchaser" is the consumer or user of the new article.
This includes a dealer in the case of a driver-training car where he
retains ownership, a demonstrator (unless sold as a new car, in which
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case see the discussion below) or any other car owned by him and used
in his business, and a lessor with respect to a leased car.

A passenger automobile or light-duty truck is not to be treated as
having been sold before August 16, 1971 unless possession or right to
possession of the vehicle has passed to the purchaser before that date.

It is expected that a consumer who purchases a passenger auto-
mobile or light-duty truck during the post-August 15 period will be
informed (or has already been informed) that, if these excise taxes
are repealed, he will be refunded the amount of the tax. In these
cases the dealer is to notify the manufacturer as to the persons to
whom he sold specific automobiles, trucks, etc. during the refund
period. This notification must reach the manufacturer before the
beginning of the 7th calendar month after the repeal of the tax. This
gives the manufacturer time to process the claims, make reimburse-
ments, and file his overall claim (or claims) with the Internal Revenue
Service before the beginning of the 10th calendar month after the
date of repeal of the tax. The reimbursement may be made directly
by the manufacturer to the consumer or may be made through the
dealer who originally sold the article.

As with floor stocks refunds, in high-volume situations where it is
impossible or highly impractical to determine the exact amount of the
tax on a vehicle-by-vehicle basis, it is contemplated that manufac-
turers will be able to comply with the consumer refund requirements
using a limited amount of averaging. For example, since manufac-
turers' transportation expenses are excludable from the rate base upon
which the passenger automobile tax now is imposed, it is expected that
manufacturers will be permitted to compute the credit for any one
class of passenger cars by reducing the actual sale price by the aver-
age transportation costs for that class of passenger cars. This method
is not to be permitted unless the manufacturer demonstrates that the
refunds to consumers are not less than the aggregate of the taxes that
had previously been passed on to the consumers on account of con-
sumer purchases during the relevant period (i.e., after August 15).
Apart from the averaging device just described, and similar adjust-
ments where this is found necessary, the entire tax that had been
passed on to a consumer must be refunded to the consumer for the
manufacturer to obtain any refund under this provision. Such pro-
cedures are the same as those used after the Excise Tax Reduction
Act of 1965.

The committee intends and expects the Internal Revenue Service
to allocate the. necessary personnel to process consumer refund claims
as soon as possible. The manufacturer is not to be permitted to claim a
refund until he shows he has already reimbursed the ultimate pur-
chaser. However, there is no intention that the government delay
refunding taxes or that the manufacturers be out-of-pocket for the
taxes any longer than is necessary for administrative reasons. Indeed,
any unnecessary delays would detract from the stimulative purposes of
these repeal provisions.

5. "Demonstrator" vehicles
The floor stocks refunds and consumer refunds provided by this bill

are to be available only in the case of "new" tax-repealed articles
(which includes the suspended articles) sold during the periods de-



scribed above or held by a dealer at the time the repeal of the taxes
becomes effective. Questions hae arisen as to whether "demonstrators"
are new for this purpose. "Demonstrators" are passenger automobiles
and light-duty trucks used by a dealer's sales personnel for a period of
time and then sold.

The committee believes that "demonstrators" should be treated as
"new," and thus entitled to the consumer or floor stocks refunds, where
they are intended for sale as new vehicles rather than as used ones. In
the case of passenger automobiles, in order for a demonstrator to be
considered sold as new (or in the dealer's inventory as.a new car on the
tax repeal date), the dealer must show that the label required by the
Automobile Information Disclosure Act of 1958 (Public Law 85-506)
was affixed to a window of the vehicle when the vehicle was sold (or was
in the dealer's inventory on the tax repeal date). In addition, the dealer
must show either that the vehicle was sold (or was to be sold) under a
full written or express warranty by which the manufacturer is obli-
gated to the consumer, or must show "newness" by other evidence ac-
ceptable to the Internal Revenue Service. It is anticipated that the
Internal Revenue Service will provide that a written or express war-
ranty will not be considered to be a full warranty unless more than 50
percent of the mileage and time-period coverage is unexpired on the
date the vehicle is sold (or-is held for sale in the dealer's inventory on
the tax repeal date). However, a resale of a vehicle will never be con-
sidered to be the sale of a new vehicle even if more than 50 percent of
the mileage and time period coverage is unexpired on the date the
vehicle is sold (or is held for sale in the dealer's inventory on the tax
repeal date). The House Ways and Means Committee in its report
indicated that at least 80 percent of the coverage should be unexpired
in order for a vehicle to be considered sold with a full warranty. The
committee believes this is an unduly stringent standard for this pur-
pose and, accordingly, has adopted the 50-percent test described above.

Where after August 15 and before the day after the date of enact-
inent of the bill a dealer purchases a passenger automobile from a
manufacturer and the automobile is used by the dealer as a demon-
strator, but not in a manner which qualifies it as a new automobile, the
dealer would be considered the ultimtate purchaser and therefore eligi-
ble for a consumer refund. This would be true even if the dealer sold
the car to a consumer as a used car prior to the day after the date of
enactment. (For administrative purposes, however, the Internal Reve-
nue Service may decide to permit the dealer to elect (with the consent
of the manufacturer) to include such an automobile in his floor stocks
inventory (whether or not held by the dealer on the day after the date
of enactment) as an alternative to requesting separate reimbursement
under the consumer refund prov'isions of the bill.)

In the case of light-duty trucks used by the dealer as "demonstra-
tors", there is no statutory requirement that the truck display any
label. As a result, although generally the same circumstances described
above for automobiles used as demonstrators apply in the case of light-
duty trucks used as demonstrators, there is to be no requirement that
a label be displayed.

In the case of cars that have been made available by a dealer for
student training purposes before August 16 and which are returned
to the dealer and sold after Aug-st 15, the committee believes they



should be treated in the same manner as demonstrator cars; that is,
for a student training car to be considered as a new car, it must have
the label affixed to a window of the vehicle when it is sold (or in the
dealer's inventory on the tax repeal date) and the remaining warranty
on the car must be more than 50 percent of the mileage and time
period coverage of the original warranty.

6. Certain uses by manufacturer, etc. (see. 401(d) of the bill and see.
4218 of the code)

Under present law, if a manufacturer (or importer) of a passenger
automobile or a light-duty truck, uses the vehicle himself (other than
in the manufacture of another taxable article), he is liable for tax in
the same manner as if the article were sold by him. In this case the tax
is computed on the price at which he (or other manufacturers or im-
porters) sells the same or similar articles in the ordinary course of
trade.

The committee agrees with the House that where a manufacturer
(or importer) pays a tax on account of his use of the article during
the consumer refund period, be is as much entitled to reimbursement
as would be any other consumer. Accordingly, the bill provides that
where an automobile or light-duty truck is used by a manufacturer
(or importer) and as a result of this use a tax was paid after August 15,
1971, the payment is to be treated as an overpayment.

7. Tires on hnoported vehicles (see. 401 (f) of the bill and sec. 4071 (e)
of the code)

Under present law, highway vehicle tires and inner tubes are subject
to a manufacturers excise tax of 10 cents a pound. In the case of
original equipment tires on domestic automobiles and trucks a credit
is provided for the tax paid on these tires to prevent a double tax-
the tire tax and the automobile or truck tax. In other words, a credit
is allowed against the 7-percent excise tax on automobiles (or 10 per-
cent tax on trucks) for 7 percent (or 10 percent in the case of trucks)
of the purchase price of the tires. In the case of imported automobiles
and trucks the original equipment tires are not presently subject to a
separate tire tax. The effect of the House bill's repeal of the automobile
and light-duty truck taxes is to leave the tire tax on original equip-
ment tires on domestic vehicles, while imposing no tire. tax on original
equipment tires on imported vehicles. This treatment, imposing no tax
on original equipment tires on imported articles, exists under present
law in the case of nonhighway vehicles, such as farm tractors.

The committee concluded that it is appropriate to provide that orig-
inal equipment tires on imported vehicles (other than bicycles), equip-
ment and implements are to be subject to the tire tax, thereby equaliz-
ing i this respect the excise tax treatment of domestic and'imported
vehicles. If the President should reimpose the excise tax on foreign
cars and light-duty trucks, this tax on the tires of imported vehicles is
not to apply with respect to those foreign vehicles subject to the auto-
mobile or truck tax.

8. Installment sales, etc. (see. 401(h) of the bill and see. 4216(c) of
the code)
In the case of partial payments in connection with leases, certain

types of installment sales, conditional sales, or certain types of chattel



mortgage, arrangements, present law provides that the manufacturers
excise tax is to be paid upon each partial payment and is to be based
on the tax rate in effect on the date each partial payment is due. To
avoid windfall benefits to a manufacturer where the lease, installment
sale, etc., took into account the 7-percent or 10-percent tax, the bill pro-
vides that no tax is due on partial payments after the tax repeal date
if the lessor or vendor establishes that the amount of the payments pay-
able after that date has been reduced by the amount of tax that would
otherwise have been due with each partial payment after that date. If
the lessor or seller does not reduce the amount of the payments, how-
ever, the tax reduction provided by the bill will not apply to the ar-
ticle on which those partial payments are being made. In other words,
for the tax reduction to be available in partial payment cases, the
benefit of the repeal must be passed on to the lessee or purchaser.

9. Transfer of a portion of alcohol tax collections to the Highway
Trust Fund (see. 402 of the bill)

The conmnittee is concerned that the repeal of the manufacturers
excise tax on light-duty trucks results in a revenue loss which will
come out of the Highway Trust Fund. It is estimated that the revenue
loss will be $360 million for the fiscal year 1973. (The net revenue loss
to the Highway Trust Fund, however, taking into account the revenue
gain from the extension of the excise tax on tires to imported vehicles
and the revenue loss from the repeal of the tax on trailers used with
light-duty trucks, is approximately $340 million.) This action comes
at the time when the last 28 percent of the mileage in the interstate
highway system remains to be completed, and construction is not yet
underway on about the last 4 percent of the planned mileage. In
addition, some of the outlays from the Trust Fund are used to improve
highway safety. Under these circumstances, the committee concluded
that it should provide replacement funds in the Highway Trust Fund
to cover the loss of revenues from the repeal of the excise tax on light-
duty trucks. Accordingly, the committee decided to replace these rev-
emues by transferring 7 percent of the receipts from the alcohol taxes to
the Highway Trust Fund. This will result in a transfer of approxi-
mately $350 million for fiscal 1973, thereby covering the amount
of revenue lost from the fund by the repeal of the excise tax on light-
duty trucks. For fiscal 1972, a transitional rule is provided to transfer.
amounts received only to the extent attributable to liability for tax
incurred after August 15, 1971. These transfers would continue for the
life of the Trust Fund.

10. Effective date (see. 401 (h) of the bill)
The repeal of the excise tax on passenger automobiles, light-duty

trucks, etc. (and the suspension of the tax in the case of imported
vehicles), applies to articles sold on or after the day after the date
of the enactment of the bill.

The bill also provides that an article is not to be considered as sold
before the day after the date of the enactment of the bill unless posses-
sion or right to possession passes to the purchaser before that day.

11. Revenue effect
The revenue loss from the repeal (or suspension) of the excise tax

on passenger automobiles is estimated to be $2.2 billion for the fiscal



year 1972, $2.0 billion for the fiscal year 1973, and $1.8 billion for the
fiscal year 1974. This decline in revenue loss is due to the scheduled
decrease in the tax rate under present law from 7 percent for 1972 to
6 percent for 1973, and to 5 percent for 1974. The long-run revenue
loss from the immediate repeal (or suspension) by the bill will be
further reduced by the scheduled phaseout of the tax under present
law and its eventual repeal as of January 1, 1982.

It is estimated the repeal (or suspension) of the excise tax on
light-duty trucks and buses will result in a revenue loss of $320 million
for the fiscal year 1972 and $360 million for the fiscal year 1973. This
revenue loss will come out of the Highway Trust Fund. For the fiscal
year 1973, estimated receipts from the tax on light-duty trucks under
present law would represent about 50 percent of the projected $720
million in revenues under present law from the tax on all trucks and
buses and approximately 6 percent of the total Trust Fund revenues
of $5.9 billion. The repeal of the excise tax on trailers having a gross
vehicle weight of 10,000 pounds or less used with light-duty trucks
results in a revenue loss from the Highway Trust Fund estimated at
$3 million. To recover these losses of revenue from the Highway Trust
Fund 7 percent of the collections of the alcohol taxes are to be trans-
ferre d to the fund. In addition, the extension of the tire tax to
imported vehicles not subject to the auto or truck taxes is expected
to produce approximately $25 million per year for the Highway
Trust Fund.

E. Domestic International Sales Corporations

As indicated in the discussion of the reasons for the bill, the com-
mittee agrees with the House that it is important to provide tax incen-
tives for U.S. firms to increase their exports. This is important not
only because of its stimulative effect but also to remove a present dis-
advantage of U.S. companies engaged in export activities through
domestic corporations. Presently, they are treated less favorably than
those which mamifacture abroad through the use of foreign subsidiary
corporations. United States corporations engaging in export activi-
ties are taxed currently oii their foreign earnings at the full U.S.
corporate income tax rate regardless of whether these earnings are
kept abroad or repatriated. In contrast, U.S. corporations which pro-
duce and sell abroad through foreign subsidiaries generally can post-
pone payment of U.S. tax on these foreign earnings so long as they
are kept abroad.

In addition, other major trading nations encourage foreign trade
by domestic producers in one form or another. Where value added
taxes or multistage sales taxes are used to any appreciable extent,
the practice is to refund taxes paid by the exporter at the time of
export and to impose these taxes on importers. In the case of income
taxes as well, however, most of the major trading nations have features
in their tax laws which tend to encourage exports. Both to provide
an inducement for increasing exports and as a means of removing
discrimination against those who export through U.S. corporations,
the House bill and the committee's bill provide a deferral of tax where
corporations meeting certain conditions-called Domestic Interna-
tional Sales Corporations--are used.



1. An overall iiew
For the reasons discussed above, the bill provides a system of tax

deferral for a new type of U.S. corporation known as a Domestic
International Sales Corporation, or a 'DISC," and its shareholders.
Under this tax system, the profits of a DISC are not to be taxed to
the DISC but instead are to be taxed to the shareholders when dis-
tributed to them. Under the House bill this tax deferral treatment
was limited to the extent of the increase in the exports of the parent
and affiliated companies over 75 percent of the level of their exports
in the years 1968 through 1970.

The committee agrees with the House that the deferral treatment
made available to a DISC should be limited. It is concerned, however,
that the approach adopted by the House is not only quite complex
but also may give rise to inequities. Accordingly, the committee has
modified the House bill to eliminate the incremental approach to de-
ferral and instead has provided that deferral is to be available for
50 percent of the export income of a DISC.

The committee also believes that it is desirable for Congress to have
an opportunity to review the DISC program after a period of time to
evaluate the effectiveness of, and need for, the provision. As a result,
the committee has provided that the deferral treatment provided by
the bill is to cease to apply for income earned in 1982 and later years,
unless Congress extends the deferral treatment.

The deferral of tax accorded to profits earned by the DISC ends not
only when those profits are distributed to the DISC's shareholders but
also when the DISC fails to continue qualifying as a DISC (in this
case the profits are taxed to the shareholders as "deemed" distribu-
tions). For example, when a DISC's profits are distributed to a cor
porate shareholder, the shareholder is treated in most respects as if it
were the initial recipient of the profits; as a result, no intercorporate
dividends received deduction is a available for these profits, but instead
the profits are to be treated as foreign source income and the share-
holder is to be allowed to credit against its tax liability on these profits
any income taxes paid to a foreign country (by the DISC or a subsid-
iary of the DISC, but this income cannot be used to offset unre-
lated foreign tax credits even if the shareholder is on the "overall
limitation").

To qualify as a DISC, at least 95 percent of a corporation's gross
receipts must arise from export sale or lease transactions and other
export-related investments or activities. In addition, at least 95 per-
cent of the corporation's assests must be export related. Included in
export-related assets are "producer's loans" which are loans (subject
to certain restrictions) made to the U.S. parent producer (or any other
U.S. exporter) to the extent of the producer's assets used for export
business. These loans by a DISC do not give rise to taxation of the
DISC or the parent on the amounts loaned.

The .committee is concerned that the tax-deferred profitss of a DISC
which are loaned to the DISC's parent company (or affiliated com-
pany) may be used for investments in foreign plant and equip-
ment by the parent (or domestic or foreign affiliate). To limit this
possibility, it has provided that to the extent the controlled group,
which includes the DISC, invests profits of the DISC in foreign
plants and equipment, deferral is to cease with respect to the



profits. The group will be treated as having invested the DISC profits
in this manner to the extent the group's investments in foreign plant
and equipment are in excess of specified amounts of foreign source
capital of the group (generally, one-half the amount of the earnings
of (and fees and royalties paid to domestic members of the group
by) the foreign affiliates, the amount of capital-debt or equity-raised
abroad by the group, and additions to foreign depreciation reserves
by the group).

Although up to 50 percent of the income of a DISC is not to be
subject to current taxat-ion, each year a DISC is deemed to have dis-
tributed to its shareholders certain types of its income, thus, subjecting
that income to current taxation in the shareholder's hands. The prin-
cipal types of income falling in this category are the income repre-
senting 50 percent of the DISC's income, the interest realized by the
DISC on its "producer's loans," and any amount of a producer's loan
that is considered invested in foreign plant and equipment.

Generally, present law requires sales between a parent corporation
and its subsidiary to be made on an arm's length basis; that is, at the
price the parent company, would have charged an unrelated third
party. Special pricing rules in the bill permit a DISC to earn a larger
relative amount of the profits arising on sales by the DISC of its
parent company's export products.

2. Taxation of a DISC (see. 501 of the bill and sec. 991 of the code)
As a general rule, the bill provides that a DISC is not to be subject

to income taxes (or more specifically the taxes imposed by subtitle A)
although its shareholders are taxed on an amount representing 50 per-
cent of the DISC's income. The remaining 50 percent of the profits of
a DISC are to be fully free of tax in the hands of the DISC (as dis-
cussed subsequently, these profits will be subject to tax in the hands of
the shareholders when distributed or deemed distributed). Both the
determination of whether a corporation qualifies as a DISC and the
tax deferral provided by the bill apply on a year-by-year basis. The
taxes foregone in the case of a DISC include not only the regular cor-
porate income tax, but also the minimum tax on tax preferences, and
the accumulated earnings tax. Since a personal holding company can-
not qualify as a DISC, the bill does not relieve a corporation from this
tax (sec. 541 of the code). The income deferred for years beginning
before 1982, may continue to be deferred thereafter if the corporation
continues to qualify as a DISC. The committee believes that because
of the changing world situation the DISC program should be reas-
sessed after 10 years. Therefore, the committee has provided that for
taxable years beginning after 1981, the corporation will be taxed as a
regular domestic corporation on its profits earned after that time.

3. Requirements of DISC (see. 501 of the bill and sec. 992 of the code)
Definition of "DISC" and "former DISC".-The bill provides that

a corporation will qualify as a DISC for a taxable year if four require-
ments are satisfied with respect to the taxable year: the gross receipts
test, the assets test, the capitalization requirement, and the election
requirement. A DISC, also, must be an incorporated entity (under the
laws of any State or the District of Columbia) and, thus, associations
otherwise treated as corporations under the code may not qualify as
a DISC.



First, at least 95 percent of a corporation's gross receipts (defined in
sec. 993 (f) ), for the taxable year must be composed of qualified export
receipts. As discussed subsequently, qualified export receipts include
receipts arising on the sale or lease of export products as well as receipts
from other specified export-related activities. In addition, where a
corporation seeking to qualify as a DISC sells products of a U.S.
manufacturer on a commission basis (rather than on a purchase and
resale basis) the amount of gross receipts arising on the commission
sale is to be the gross receipts from the sale of the property which gave
rise to the commission.

Second, at least 95 percent of the assets of a corporation at the close
of its taxable year must be qualified export assets (determined with
reference to the adjusted basis of the assets).

Third, to qualify as a DISC, a corporation must have at least $2,500
of capital (on each day of the taxable year as measured by the par or
stated value of its outstanding stock). This test is designed to make
sure that a corporation may qualify as a DISC even though it has
relatively little capital. It is recognized that this rule constitutes a
relaxation of the general rules of corporate substance. The separate
incorporation of a DISC is required to make it possible to keep a better
record of the export profits to which tax deferral is granted, but this
does not necessitate in all other respects the separate relationships
which otherwise would exist betwecu a parent corporation and its
subsidiary. This, however, is not intended to lessen the general rules of
corporate substance required for other corporations in other contexts.

The capitalization requirement also precludes a DISC from having
more than one class of stock. This requirement is included in view of
the complexity which would result under a deferral system of taxation
if the corporation were allowed to have more than one class of stock.
For example, if more than one class of stock were allowed where the

DISC's earnings must be deemed paid to its shareholders, it would be

necessary to include in the bill a special set of rules specifying how

the earnings would be allocated to each class of stock.
Fourth, to qualify as a DISC for any year, a corporation must have

elected to be treated as a )ISC.
The rules provided by the bill are to apply to a corporation and its

shareholders for any year in which it is a DIJSC and for any year in

which, although it is not a DISC for that year, there are potential tax

consequences arising from the facpt that it was a DISC for a prior year.

In the latter case the corporation is considered a "former DISC." A

corporation which meets the requirements of a DISC for taxable

years beginning after 1981 will still be considered a DISC. A corpo-

ration which, after 1981, fails to meet the requirements of a DISC,

will be treated as a "former DISC." There are two potential tax con-

sequences resulting from the fact that the corporation was a DISC in

a preceding taxable year: the corporation may have undistributed

amounts of tax deferred income which are to be taxed to its share

holders or it may have undistributed amounts of income which previ-

ously had been taxed to the shareholders but not actually distributed to

them.
In addition, provision is made for regulations to provide rules deal-

ing with a corporation which has filed a return as a DISC and sub-

sequently claims that it is not eligible for DISC status. The regulations



would provide that in the case of a corporation which has not indi-
cated more than 30 days before the running of the statute of limi-
tations for the year that it is not a DISC and has filed a tax return
as if it were a DISC, then the corporation (and its shareholders with
respect to distributions or deemed distributions from the corporation)
is to be treated as if it were a DISC for the year in question, if the
Internal Revenue Service has not issued a notice of deficiency based
upon a determination that the corporation was not a DISC.

Election to be treated as a DISC.-For a corporation to qualify
as a DISC under the election referred to above, it must (except as
otherwise provided in rules prescribed by the Treasury) make the
election during the 90-day period immediately prior to the beginning
of the taxable year. In addition, for the election to be valid, all of the
persons who are shareholders on the first day of the initial election
year must consent to the election. The requirement that the share-
holders consent to the election need not be satisfied on the first day
of the first taxable year for which the election is effective. It is antici-
pated the corporation will be given a reasonable period of time to
obtain these consents. However, if it fails to obtain all of these con-
sents within the time specified, except where the statute has run and
it has not been determined that the corporaio was not a DISC (see.
992(a) (2)) the corporation will not betreated as a DISC.

Once made, an election continues in effect for subsequent years
whether or not the corporation actually qualifies as a DISC in a given
subsequent year, until such time as the election is either revoked or is
terminated by reason of a continued failure over a 5-year period of
the corporation to qualify as a DISC. The purpose of this provision is
to make it unnecessary for a corporation to make a new election each
year to qualify as a DISC. If a corporation makes a valid election
to be treated as a DISC, the rules provided by the bill apply to the
corporation and to all persons who are shareholders of the corporation
at any time on and after the election becomes effective (i.e., not only
the initial shareholders but their successors in interest as well).

An election to be treated as a DISC may be revoked at any time
after the first year it is in effect. For a revocation to be effective for a
givenyeaX, however, it must be made within the first 90 days of that
year. A revocation made after the expiration of the 90-day period will
not take effect until the following year. The bill also provides for the
automatic termination of an election where the corporation does not
qualify -as a DISC for a period of five consecutive taxable years.

An election to be a DISC has continuing effect except where it is
discontinued or where the corporation fails to qualify for a five-year
period, in order to prevent the termination of the election inadver-
tently through unintentional disqualification in one or more years.
However, even where a DISC election hasbeen terminated voluntarily
or under the five-year rule, the corporation would be permitted to
make a new election in the future to be treated as a DISC if it so
desires.

Distribution to meet qualification requirenmnts.- The bill provides
for situations under which a corporation may distribute its non-
qualified receipts or assets after the end of the taxable year, in order
to satisfy the 95-percent gross receipts and 95-percent assets tests for
a year. The purpose of this is to prevent a corporation from failing to



qualify for DISC treatment in a year merely because of its failure to
meet the gross receipts or assets test.

The amount -a corporation must distribute under the distribution
rules set out below is the sum of (A) the portion of its taxable income
attributable to its nonqualified gross receipts (if it fails to satisfy
the gross receipts test) plus (B) the fair market value of the non-
qualified export assets held by it on the last day of the taxable year
(if it fails to satisfy the assets test for the year). Ii either case the en-
tire nonquahfied amount must be distributed and not merely an
amount equal to the extent to which the corporation failed to satisfy
the test or tests in question. In determining the portion of a corpora-
tion's taxable income attributable to nonqualified gross receipts, the
entire amount of the gross income from nionqualified receipts to which
expenses are not definitely allocable, such as dividends, will he taken
into account. On the other hand, where expenses are properly allocable
to income, the expenses are to be considered as reducing the non-
qualified gross income.

Also, under both rules a distribution will not cause a corporation to
qualify as a DISC unless it is a pro rata distribution to the sharehold-
ers with respect to their stock and is specifically designated when made
as a distribution to meet qualification requirements. In other words, a
corporation which made a normal dividend distribution and which
subsequently discovered that it did -not qualify as a DISC for the pre-
ceding year is not to be permitted to redesignate the initial dividend
distribution as a distribution to enable the corporation to qualify as a
DISC.

As subsequently discussed, distributions to meet qualification re-
quirements will be fully taxable to the shareholders of the corpora-
tion. The dividends received deduction is not to be available with
respect to these distributions and, in addition, tme distributions are to
be treated as U.S. source income (since they are not attributable to
qualified export receipts) and thus will not have foreign tax credit
consequences.

One distribution rule is designed to apply in those cases where a
corporation comes relatively close to satisfying the gross receipts or
assets test. A corporation which has failed to satisfy either the gross
receipts or assets test is deemed to have acted with reasonable cause
with respect to both the failure to meet those tests and the failure to
make the distribution prior to the time the distribution is made if at
least 70 percent of the corporation's gross receipts for the year are

qualified export receipts and at least 70 percent of the assets held by
the corporation on the last day of each month of the year are qualified
export assets, and if it makes a distribution of the appropriate amount
within 81/2 months after the close of the taxable year. For this purpose
all assets are taken into account at their adjusted basis. Where these
conditions are satisfied, a corporation will be treated as having satisfied
the gross receipts and assets test for the taxable year.

A second distribution rule is designed to deal with the situation
where there is both reasonable cause for a corporation's failure to meet
the gross receipts or assets test and reasonable cause for its failure to
make the distribution earlier than when it was made. Where there is a
reasonable cause, the required distribution may be made whether or
not less than 70 percent of the corporation's gross receipts or assets
were qualified.



In addition, in this situation, the corporation is not required to make
the distribution within the 81/ months after the end of the year, as
required by the first distribution rule, if the failure to make the distri-
bution to meet the gross receipts or assets test within 812 months and
before the date when actually made is due to reasonable cause. Exam-
ples of conditions that may be reasonable cause are blocked foreign
currency and foreign expropriation. If conditions exist which consti-
tute reasonable cause but subsequently no longer exist, it is understood
the regulations will provide that a corporation will no longer have
reasonable cause for failure to make a distribution after the 90th day
after the conditions constituting reasonable cause no longer exist.

Generally, the reasonable cause requirement is to be considered as
being satisfied where the action or inaction which resulted in the failure
to meet the gross receipts or assets test (or failure to make the distri-
bution earlier than when it was made) occurred in good faith. For
example, if the corporation's qualified receipts subsequently were
determined to be less than 95 percent of its total receipts as a result
of a price adjustment made by the Internal Revenue Service (under
sec. 482), or if the corporation received an unanticipated insurance
recovery which caused its qualified receipts to be less than 95 per-
cent of total receipts, the failure to satisfy the gross receipts test is
to be considered due to reasonable cause.

It is understood that the regulations will provide that where the
reasonable cause test is satisfied, a corporation may qualify as a DISC
under this second rule, subject to two conditions. First, if the taxpayer
believes in good faith that he had satisfied the gross receipts or assets
test, the appropriate distribution generally must be made within 90
days from the time the Internal Revenue Service notifies the corpora-
tion it has not satisfied the gross receipts or gross assets test. This
period may be extended by the Service if the Commissioner determines
additional time is reasonable and necessary to permit the distribution
to be made. In addition, the period for making the distribution is to be
extended in any case where the corporation contests the determination
of the Service in the courts.

The second requirement which must be met under this second dis-
tribution rule is that the corporation must pay a charge to the Service.
This charge is intended to reflect the fact that the tax owing on the
distribution (from the shareholder), in effect, has been deferred from
the year in which the distribution should have been made until the
year in which it actually is made. The amount of the charge is 41/2percent of the distribution times the number of taxable years that
the distribution is delayed. (Since the charge is imposed on the entire
amount of the distribution this is the equivalent of a 9-percent rate
if the distributions were taxable at 50 percent.) For this purpose, the
year with respect to which the distribution is made is not taken into
account but the year in which it is made is taken into account. This
charge is to be treated by the corporation as an interest payment.
The payment must be made within 30 days of the time the distribution
is made.

Ineligible corporations.-The bill excludes from DISC treatment
various types of organizations where it would be inappropriate to
combine the present treatment of the organization with DISC treat-
ment. These ineligible organizations are tax-exempt organizations,



personal holding compaines, banks, savings and loan associations
and other similiar financial institutions, insurance companies, mutual
funds, China Trade Act corporations and subchapter S corporations.

Coordination with personal holding company provisions in case of
certain produced film rents.-The bill provides that a personal hold-
ing company is not eligible to be a DISC. Therefore, it is possible
that if a film producer organized a subsidiary corporation to rent films
produced by it, the subsidiary would not qualify as a DISC because
the film rentals it received may be classified as personal holding com-
pany income. If the rentals had been received directly by the parent,
the rentals generally would not be so classified. To prevent this inad-
vertent obstacle to the formation of DISC's when this type of income
is involved, the bill provides that if a parent corporation organizes a
subsidiary corporation for the purpose of qualifying the subsidiary
as a DISC and transfers any interest it has in a film to the subsidiary,
in effect, the filn is to be treated in the hands of the subsidiary in the
same manner as it would be treated in the hands of the parent company
for purposes of the personal holding company provisions. The effect
of this rule is to treat rents from films produced by the parent corpo-
ration and leased or rented by its subsidiary as not constituting per-
sonal holding company income if they are at least 50 percent of the
subsidiary's income. If this is the case, the subsidiary will not be
treated as a personal holding company and will not be ineligible for
DISC treatment. This rule applies only if the parent owns directly 80
percent or more of the stock of the subsidiary throughout the taxable
year in which the actual transfer of the film occurs.
4. Definitions and special rules (see. 501 of the bill and see. 993 of the

code)
Qualified export receipts.-As previously discussed, for a corpora-

tion to qualify as a DISC 95 percent of its gross receipts must consist
of receipts which are considered to be export related-i.e., qualified
export receipts. The bill specifies that the following are qualified ex-
port receipts-

(1) Receipts from the sale of export property. (As discussed
subsequently, this generally means property such as inventory
manufactured or produced in the United States which is sold
for direct use, consumption or disposition outside the United
States or to an unrelated DISC for such a purpose. Thus, a
sale of property to an American manufacturer for incorporation
in a product to be exported would not be considered for this pur-
pose as an export sale.)

(2) Receipts from the leasing (including subleasing) or rental
of export property for use by the lessee outside of the United
States. (Whether leased property satisfies the usage test is to be
determined on a year-by-year basis. Thus, the receipts on a lease
of export property might qualify in some years and not in other
years depending on the lessee's usage of the property in the years
involved.) However, a de minimis use of the property in the
United States is permissible.

(3) Receipts from services rendered in connection with a quali-
fied export sale, lease or rental transaction if the services are
related and subsidiary to the basic export transaction. In general,
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a service is related to a sale, lease or rental if it is of the type
customarily and usually furnished with that type of transaction
in the trade or business in which the transaction arose and the
contract to furnish these services is connected with the sale,
lease or rental. A service is subsidiary if it is of less importance
and value as compared to the sale or lease. (Transportation
services or services related to the installation or maintenance of
export property would generally qualify as related and subsidiary
to the sale, etc.) 1

(4) Gains from the sale of qualified export assets (i.e., plant
and equipment used in the corporation's export business but not
inventory).

(5) Dividends (and amounts considered as distributed under
subpart F) from a related foreign export corporation (generally
a foreign selling subsidiary of tte corporation seeking to qualify
as a DISC).

(6) Interest on obligations which are qualified export assets,
such as accounts receivable arising in coimection with qualified
export sale, lease or rental transactions, producer's loans, and
obligations issued, guaranteed, or insured by the Export-Import
Bank.

(7) Receipts from engineering or architectural services on
foreign construction projects which either are located abroad or
proposed for location abroad. These services would include feasi-
bility studies, and design, engineering and construction supervi-
Sion. They would not include the provision of technical assistance
or know-how or services connected with the exploration for oil.

2

(8) Receipts for management services provided for other
DISC's (in most cases a series of small DISC's) to aid those
DISC's in deriving qualified export receipts. (These would include
the various managerial, staffing, and operational services necessary
to operate a DIS.)

To limit the application of the deferred tax treatment provided by
the bill to situations which, in fact, involve export transactions, the
bill provides that regulations may designate certain receipts as not-
qualified export receipts. Receipts from five types of transactions, not
really export transactions, will be excluded from the category of
qualified export receipts. These include, first, receipts arising from
the sale or rental of property for ultimate use in the United States
by itself or as a component of another article. Generally, property
is to be considered sold or rented for ultimate use in the United
States either if it is sold (or otherwise transferred) to a related
person who uses or resells the property (whether or not incorpo-
rated into other property) in the United States, or in the case of

For example, if a corporation sell, a business machine which is export property and
contracts to service the machine, the gross receipts from the services are .iiedn export
receipts. however, If a corporation is engaged to render services and as an incidental part of
the services sells export property, the gross receipts from the services are not qualified
export receipts statice such services are not subsidiary although they are related to such sale.5

Examples of seeIces that qualify under this provision are architectural services is
connection with the design of a building or civil engineering services in connection with the
erection of a public project such as a bridge. The receipts derived from these seevic are
qualiied export receipts whether or not they are related and subsidiary to the sale of export
property. If an engineerin firm is engaged in a turn-key project or sole responsibility
project performed road, the gross receipts derived from the engineering and architectural
ser ices are qualified export receipts. If the engineering firm also sells export property for
installation in the project, the sale also produces qualified export receipt.. However, the
sale of foreign made goods does not generate qualified export receipts.



a sale to an unrelated person, if the sale is pursuant to an agree-
ment or understanding that the property will be used in (or resold for
use in) the United States or if a reasonable person would have known
that the property would be used in (or resold for use in) the United
States. For example, if property were sold to a foreign wholesaler and
it was known in trade circles that the wholesaler, to a substantial ex-
tent, supplied the U.S. retail market, the sale would not be a qualified
export sale.

A second category of excluded receipts are receipts from the sale
of agricultural products under the P.L. 480 program and other United
States Government programs designed to subsidize exports. For this
purpose, programs designed to subsidize both domestic and foreign
markets of the United States products (such as general price support
programs) are not to be treated as a program designed to subsidize
exports and therefore do not produce excluded receipts. A third Cate-
gory is receipts from direct or indirect sales, rentals, or services to the
United States Government where the Government is required by law,
regulation, or similar rule to purchase U.S. property or services. An
example of an indirect sale to the United States Government resulting
in a non qualified receipt would be a sale of products to a foreign whole-
saler who it is known in turn resells the products to the United States
Army in the foreign country.

A fourth type of receipts which does not qualify are receipts from
another member of the same controlled group of corporations as the
recipient corporation where the corporation involved is itself a DISC.
A final category of nonqualified receipts is receipts arising from serv-
ices provided in connection with any sale, lease or rental which itself
is excluded in any of the above described categories.

Qualified export assets.-As previously indicated, 95 percent of a
corporation's assets must be export related if the corporation wishes to
qualify as a DISC. The types of assets classified as qualified export
assets are-

(1) export property (i.e., inventory meeting certain tests
described below) ;

(2) assets used primarily in connection with the sale, rental,
storage, handling, transportation, packaging, assembly or servic-
ing of export property or the performance of managerial, engi-
neering or architectural services producing qualified export
receipts;

(3) accounts receivable and evidences of indebtedness of the
corporation (or if the corporation acts as agent, the principal)
held by the corporation which arose in connection with qualified
export sale, lease or rental transactions (including related and
subsidiary services) or the performance of managerial, engi-
neering, or architectural services producing qualified export
receipts by the corporation;

(4r money and temporary investments, such as bank deposits
reasonably needed for the working capital requirements of the
corporation;

(5) obligations arising in connection with producer's loans (as
defined below, generally loans of the DISC's profits to its parent
company or other U.S. export manufacturer) ;



(6) stock or securities of a related foreign export corporation;
(7) obligations issued, guaranteed or insured (including rein-

surance) by the Export-Import Bank or the Foreign Credit In-
surance Association (such as, interest participation certificates
and certificates of beneficial ownership) if the obligations are

acquired from the Bank or Association or from the person selling

or purchasing the goods or services giving rise to the obligations;
(8) obligations of a domestic corporation organized solely to

finance sales of export property under an agreement with the
Export-Import Bank, where tle loans are guaranteed by that
bank; and

(9) amounts deposited in banks at the end of its taxable year
but which are in excess of the reasonable working capital needs
of the corporation which are invested in qualified export assets
within a specified period of time after the end of the taxable
year.

Where a DISC performs packaging or assembly operations in con-
nection with the export property which it sells, the facilities used for
this purpose are to constitute qualified export assets if the operations
represent packaging or assembly operations but not if they constitute
manufacturing. Generally, if the property sold by the DISC is sub-
stantially transformed by it prior to sale, the property is to be treated
as having been manufactured by the DISC. In addition, a DISC gen-
crally is to be considered as having manufactured property which it
sells, if the operations performed by the DISC in connection with
that property are substantial in nature and are generally considered
to constitute the manufacture, production, or construction of property.
Operations performed by a DISC will be considered to be manufactur-
ing if the value added to the product sold by reason of the operations
of the DISC accounts for 20 percent or mor e of the total cost of goods
sold.

As indicated above, bank deposits of a DISC which are in excess of
its working capital needs are to be considered as qualified export assets
if the funds are invested in other qualified export assets within a
specified period of time. This provision is designed to allow a DISC
some flexibility in its operations, for example, in the case where it
receives a repayment of a producer's loan or a substantial income item
in the latter part of its taxable year and does not have sufficient time
in which to convert the amount into a qualified export asset prior to
the end of the year. In such a case it is expected the regulations will
provide that the excess cash on hand at the end of the taxable year in
the form of bank or similar deposits is to be considered a qualified
export asset as of that time, if the following test is met: By the last day
of the sixth, seventh, and eighth months after the end of the year, the
DISC has increased the amount of its other types of qualified export
assets to a level which is at least 95 percent of the amount of the total
assets it held on the last day of that year. In other words, it is not re-
quired that there be a tracing of the excess bank deposits into specific
qualified export assets. Rather, if by the last days of the three months
mentioned, the level of the DISC's other types of qualified assets has
increased to the point where the DISC would have satisfied the 95 per-
cent assets tests, if it had held those assets on the last day of the taxable



year in question, then the excess bank deposits are to be considered as
qualified export assets on the last day of the year in question.

Export I o/wrtty.-Generally the principal function of a DISC will
be the selling, leasing or renting of export property for use, outside
the United States. The type of property which is considered export
property is property which-

(1) has been manufactured, produced, grown or extracted in
the United States by someone other than a DISC;

(2) is held primarily for sale, lease, or rental in the ordinary
course of business for use, consumption or disposition outside the
United States, or which is held by the DISC for sale, lease or
rental to another DISC for such a purpose; and

(3) not more than 50 percent of the fair market value of which
is attributable to imported articles.

As discussed previously, a DISC may perform assembly operations
in connection with the products which it sells. It may not, however,
engage in manufacturing or construction activities with respect to
those products. If the activities performed by a DISC in connection
with the products represent the manufacture of property, then the
products will not be considered export property and the gross receipts
from the sale of the products will not be qualified receipts.

In determining whether property which is sold to another DISC is
sold for direct use, consumption or disposition outside the United
States, the fact that the purchasing DISC holds the property in in-
ventory prior to the time it sells it for use, etc., outside the United
States will not affect the characterization of the property as export
property.

In determining whether a product has a sufficient amount of U.S.
components so as to be eligible for classification as export property,
any foreign components imported into the United States and incor-
porated in the product are to be taken into account at their fair
market value upon importation (i.e., at what would be their full
dutiable value in the absence of any special provisions in the tariff
laws which result in a lower dutiable value). For example, the fact
that imported foreign goods contain some U.S. components, which
reduces the value upon which duty is assessed upon importation, is
not to be taken into account iin determining the amount of the value
which the imported property contributes to the property which is to
be exported. In other words, in these cases, even though the imported
article has some U.S. content, it is to be treated as if it were 100-
percent foreign content.

It is contemplated that the customs invoice on the importation of
goods into the United States would be used in evidencing the value
of the imported goods for purposes of this test. When a U.S. manu-
facturer sold goods with foreign components to a DISC, it would
furnish a certificate to the DISC regarding the amount of the foreign
content in the product which would be based on the information on the
customs invoice forms.

Although the foreign content test generally is to be applied on an
article-by-article basis, it would be permissible to apply the test on



a mass account basis where the goods taken into account for this
purpose are essentially identical.

'

Where a category of property is not in sufficient supply to meet the
demands of the domestic economy, even though it would be considered
export property under the requirements discussed above, your com-
mittee believes it would be inappropriate to make the tax deferral
provided by the bill availrble. In such cases there is no reason to
encourage exports. In view of this, the bill provides the President with
authority to exclude from the category of export property any property
which he determines is not in sufficient supply to meet the require-
ments of the domestic economy. If the President makes a determina-
tion of this nature by the issuance of an Executive Order, the property
involved will not he treated as export property during the period for
which the President determines and designates it, to be m short supply.

The bill also contains a provision designed to prevent U.S. corpora-
tions from using a DISC to convert substantial amounts of what
otherwise would be manufacturing or operational, as distinct from
selling, income into tax deferred income. This could occur if property,
which otherwise would be used outside of the United States in the
parent's operations, were sold by the parent to a DISC subsidiary and
then rented back from the DISC, since this would permit taxable oper-
ational profits to be converted into tax-deferred rental income. To pre-
vent this result, the bill provides that any property leased to a corpora-
tion which is a member of the same group of controlled corporations as
the DISC for its ultimate use is not to be considered export property
in the hands of the DISC. For this purpose, it does not latter whether
the related corporation leases the property directly from the DISC
or indirectly from a lessee of the DISC. In either case, the property
is not to be considered export property. Thus, if a DISC leases a. movie
film to a foreign corporation which is a member of the same group
of controlled corporations and that foreign corporation then leases
the film to persons not members of that group for showing to the gen-
oral public, the film is not to be considered non-export property by
reason of the lease from the DISC to the foreign corporation. How-
ever, if the Persons showing the film to the general public are mem-
bers of the same group of controlled corporations as the DISC, the
film is not to be considered export property.

Finally, the bill provides that patents, inventions, models, designs,
formulas, or processes, whether or not patented, copyrights (other
than films, tapes, records, or similar reproductions, for commercial or
home rse), good will, trademarks, trade brands, franchises, or other
like property are not export property. Although generally the sale or
license of -a copyright does not produce qualified export receipts (since
a copyright is generally not export property), the sale or lease of a
copyrighted book, record, or other article'does generally produce
qualified export receipts.

0 Where identical components of domestic and foreign source are used inteehangeably,
the liiitation on foreign content is to be applied on a substitution basis as in the case of the
rules relating to drawback accounts under the customs laws. For example, assume that a
manufacturer produces a total of 20,000 electronic devices, 10,00 of which are exported.
Assume also that the major ongle component in each device is o tube which repreents
60 percent of the value of the device. Assume further that the manufaetaree impocto 1,000
of these tubes and the remaining 10,000 were manufactured in the United States. In
accordance with the substitution principle used in the customs drawback laws, ach of the
10,000 reported devices is considered as containing a tuboe of foreign origin equal to 50 pee
cent of its total value. As a result, since the 50 percent U,S. content requirement is not met,
the exported goods are not export property.



Producer's loans.-As indicated previously, a DISC is to be per-
mitted to loan its tax deferred profits back to its parent manufacturing
company (or any other U.S. export manufacturing corporation), gen-
erally, as long as the cumulative amount loaned to any one borrower
does not exceed the amount of the borrower's assets considered as being
related to its export sales. This in essence is the same proportion of the
borrower's assets that its export sales are of its total sales. These loans--
termed "producer's loans" -are to constitute qualified export assets
of a DISC and the interest arising on the loans is to represent a quali-
fied export receipt of a DISC.

For a loan of a DISC's tax deferred profits to constitute a pro-
ducer's loan, the loan must be made to a borrower who is engaged in
the manufacturing production, growing, or extraction of export prop-
erty in the United'States and at the time the loan is made it must be
designated as a producer's loan. In addition, the loan must be evi-
denced by a note (or some other evidence of indebtedness) and must
have a stated maturity date of not more than 5 years. If a loan which
qualifies as a producer's loan is not collected by the DISC when it
matures, it must requalify as a producer's loan as of the maturity dare.
If a producer's loan is extended at maturity for a period which does
not have a fixed time limit, the loan is to cease to qualify as a producer's
loan at its original maturity.

To qualify as . producer's loan, a loan must be made out of the
DISC's tax deferred profits-its accumulated DISC income. A loan
is to be considered as made, out of accumulated DISC income if at
the beginning of the month in which the loan is made, the amount of
the loan, when added to the unpaid balance of all other producer's
loans previously made by the DISC, does not exceed the DISC's
accumulated DISC income.

As indicated above, a limitation is placed on the amount of a
DISC's tax deferred profits which may be loaned to any one borrower,
which in general is the amount of the borrower's assets treated as
export related. To the extent a loan exceeds the borrower's limitation,
it is not to be considered a producer's loan. Whether a loan of a
DISC's tax deferred profits to a borrower is within the borrower's
limitation is to be tested at the time the loan is made by adding the
amount of the loan to the unpaid balance of all other producer's loans
of the borrower outstanding at that time and comparing this amount
to the borrower's limitation.

The limitation imposed on the amount of loans which a borrower
may receive during a taxable year of the borrower is to be determined
by applying the percentage, which the borrower's export receipts
arising from its sale of export property (through a DISC or other-
wvise) during the three prior taxable years is of its aggregate gross
receipts from the sale of inventory property during that period, to the
total of the borrower's assets taken into account for this purpose. In no
event, however, are the receipts of a taxable year beginning before
1972 to be taken into account iii determining this percentage.

There are three categories of a borrower's assets which are taken
into account in determining this limitation for a ear: (1) the amount
of the borrower's investment in plant, machinery, equipment and
supporting production facilities in the United States as of the begin-
ning of its taxable year (taken into account at its adjusted basis at



that time) ; (2) the amount of the borrower's inventory at the begin-
ning of the taxable year (taken into account in the manner in which

the borrower normally values its inventory) ; and (3) the aggregate

of the borrower's research and experimental expenditures in the

United States during all preceding years of the borrower which

began after 1971.
In addition to the requirements discussed above, a loan can qualify

as a producer's loan only to the extent that the DISC is able to show
that at the end of the year of the loan the borrower increased its in-
ventory, plant, machinery, and equipment, and research and develop-
ment expenditures in the United States for that year by an amount
equal to the loan.

If a loan of a DISC's accumulated DISC income qualifies as a
producer's loan under the requirements and limitations described
above at the time when the loan is initially made, it is to remain a
producer's loan until its maturity. If at its maturity the borrower's
limitation is sufficient to permit a new loan in the amount of the old
loan, then the old producer's loan could be renewed for an additional
stated period of up to 5 years and then would qualify as a producer's
loan for that period. The fact that a borrower's allowable level of
producer's loans decreases after the time it received a particular pro-
ducer's loan does not affect the qualified status of that loan. On the
other hand, a loan which does not qualify as a producer's loan at the
time it is made does not subsequently become a producer's loan by rea-
son of an increase in the borrower's limitation.

Where a borrower is a member of a controlled group of corporations,
the limitation may be determined at the borrower's election by taking
into account the export sales and export-related assets of the group
of corporations (other than any member of the group which is a
DISC).

A separate limitation from that described above may be used in the
case of a borrower who is a domestic film maker. In order for a loan to
be considered a producer's loan under this rule in the case of a domestic
film maker with respect to a film, the studio used for filming and for
recording sound must be located in the United States, at least 80
percent of the aggregate playing time of the film must be photographed
within the United States, and at least 80 percent of the total amount
paid for services performed in the making of the film must be paid
to persons who are U.S. persons at the time they perform the services
(or consists of amounts which are fully taxable by the United States).
Since whether a loan qualifies must be determined at the time theloan is
made, the 80-percent-of-amount-paid requirement does not include any
amount contingent upon receipts or profits of the film if the amounts
are fully taxable by the United States because these items are unpre-
dictable at that time. Ani amount is considered fully taxable if the
entire amount is included in gross income. Where a nonresident alien
individual or corporation is engaged to furnish the services of one of
its officers or employees in the making of the film, the amount paid
may be counted toward the 80-percent test if it is fully taxable by
the United States and not exempt from taxation under any provision
of law or treaty.



This limitation on the amount of the loan is to be determined by tak-
ing into account the domestic film maker's current plant and equip-
ment, inventory, the research and development expenditures plus any
assets of this type which will be acquired at any time by the film maker
with respect to films commenced during the year in which the loan is
made. The portion of these assets which are considered export-related
(which is the limit on the amount of the producer's loan which may be
made) is to be determined by reference to the export experience of
other producers of similar films. It is anticipated that industry statis-
tics will be used for determining the relevant experience of other pro-
ducers in this regard.

Related foreign export corporations.-To take account of the fact
that a DISC may find it helpful or even necessary in conducting its
exporting business to have certain types of foreign investments, the
bill provides that a DISC is to be permitted to own stock or securities
in three types of foreign corporations. In other words, stock or securi-
ties of this type are to be qualified export assets and the dividends or
interest arising on the investment irre to be qualified export receipts.

The three types of foreign corporations in which a DISC may own
stock or securities are-

(1) a foreign international sales corporation (or FISC), which
in essence is a foreign selling arm of the DISC principally en-
gaged in marketing export property ;

(2) a real property holding company, which in general is a
foreign company that holds title to real property used by the
DISC which the DISC cannot own directly because of the re-
quirements of the applicable foreign law; and

(3) an associated foreign corporation, which generally is a for-
eign customer of the DISC in which it must invest as a means
of extending to the customer the export credit which is needed
to effect the export sale or sales.

For a foreign corporation to qualify as ,a FISC, more than 50 per-
cent of its voting power must be directly owned by the DISC and 95
percent of its gross receipts and assets must be related to U.S. exports.
For this purpose, the foreign corporation's U.S. export-related re-
ceipts consist only of its gross receipts from qualified export sale,
lease, or rental transactions and related and subsidiary services, and
receipts from the sale of other qualified export assets. The corpora-
tion's export-related assets consist only of its inventory of export
property, its facilities for the sale, lease, rental, assembly, etc., of ex-
port property, its accounts receivable which arise by reason of quali-
fied export sales, leases, rentals, or related and subsidiary services, and
its working capital related to its export business and represented by
money, bank deposits, and other similiar investments.

A real property holding company is a foreign corporation in which
a DISC directly owns more than 50 percent of the voting power and
the exclusive function of which is to hold real property for the ex-

clusive use of the DISC. The real property may be used by the DISC
under a lease or other type of arrangement.

For a foreign corporation to qualify as an associated foreign corpo-
ration, the DISC's ownership of stock or securities in the foreign cor-

poration r1ust be reasonably in furtherance of transactions which pro



duce qualified export receipts for the DISC (as determined under reg-
ulations prescribed by the Secretary of the Treasury) .4 In addition, for
a foreign corporation to qualify as an associated foreign corporation,
the portion of its voting power which is owned either by the DISC or
by a controlled group of corporations which includes the DISC must
be less than 10 percent. In determining the amount of voting power
in the foreign corporation which is owned by the DISC or controlled
group for this purpose, the attribution rules of section 1563 (d) and
(e) are to apply.

Gross receipts.-The bill provides that the tern gross receipts means
in the case of sales, leases or rentals of inventory, the total receipts
arising on the sale, lease or rental. In the case of other types of trans-
actions, gross receipts is to include only the gross income arising on
the transaction. For example, in the case of a sale by a DISC of an ex-
port-related asset (other than inventory), the gross receipts arising on
the sale would be the gain realized.

To make the treatment of sales (leases or rentals) which the DISC
makes on a commission basis comparable to the treatment of sales
(leases or rentals) by the DISC of property which it has purchased,
it is provided that in the case of a commission sale, the DISC's gross
receipts are to be the gross receipts on the sale (lease or rental) of the
property to which the commission relates, rather than just the amount
of the commission. The time when the receipts on a commission sale
(lease or rental) arise is to be determined under the commission ar-
rangement and the accounting method otherwise employed by the
DISC. For example, in the case of a deferred payment sale, if under
the DISC's accounting method it would be considered as having re-
ceived the entire commission in the year of sale, then the entire amount
of gross receipts to which the commission relates is to be considered as
received in that year, even though actual payment is not mada until
subsequent years. On the other hand, if under the DISC's method of
accounting, it would be considered as having received the commission
only as the payments for the property sold were received in future
years, then the gross receipts on the sale are to be considered as
received in each subsequent year to the extent they relate to the com-
mission which the DISC is considered as receiving in that year.

ULinted States defited.-The bill provides that for purposes of the
new DISC provisions, the term United States is to include possessions
of the United States. In other words, for this purpose, the United
States includes Puerto Rico, America Samoa, Guam, and the Virgin
Islands. As a result, property "exported" to U.S. possessions is not to
be considered as export property and a related foreign export corpora-
tion may not be organized in a possession. On the other hand, property
imported into the United States from a U.S. possession, which is sub-
sequently incorporated in property to be exported, is not to be con-
sidered a foreign item in determining the foreign content of the prop-
erty exported.'

t'Geraliy, this ownership will be considered as being in furtherance of transactions
giving rise to a quailied export receipt if the ownership is necessary to maintain or obtain
a customer or is to aid the sales distribution system of the domestic corporation. However,
the investment in tle foreicn corporation must he reasonable in amount as compared to the
value of the business which can be expected to be derived duoe to such ownership .

Since a DISC must be organized under the laws of a State, a corporation is not a DISC
for purposes of U S. taxes if it is organized under the laws of a possession.



5. Intercompany pricing rides (see. 501 of the bill (nd see. 994 of
the code)

Under the intercompany pricing rules of present law, a sale to a
related person generally must be made on all arm's length basis (i.e.,
the price charged the related person must be essentially the same as
that which would be charged an unrelated third person). Your com-
mittee believes it is desirable to avoid the complexities of the present
pricing rules in the case of sales by a domestic parent corporation (or
other entity considered related under section 482) to a DISC and also
to provide encouragement for the operation of DISC's. In view of this,
your committee has provided two pricing rules which may be used in
determining the permissible profits--although in excess of profit under
arm's length rules and regardless of the sales price actually charged-
which a DISC may earn on products which it purchases from a related
company and then resells for export. Of course, in any case where the
arm's length pricing rule would allow a greater allocation of profit to
the DISC than would the new rules, that rule will continue to be
applicable.

Under the first of the two new rules, a DISC nlav earn that portion
of the combined taxable income arising on the sale by a DISC of ex-
port property purchased from a related person which does not exceed
4 percent of the qualified export receipts from the sale, plus 10 percent
of the DISC's export promotion expenses attributable to the sale.
Income may not, however, be allocated to the DISC under this (or
the second) rule to the extent it would result in the related person
who sold the products to the DISC incurring a loss on the sale.'

Under the second pricing rule provided by the bill, a DISC may
earn up to 50 percent of the combined taxable income of the DISC
and the related person arising from the sale of the property, plus an
additional amount equal to 10 percent of the DISC's export promo-
tion expenses attributable to the sale. For this rule, the combined
taxable income from the sale of the export property is to be determined
generally in accordance with the principles applicable under section
861 for determining the source (within or without the United States)
of the income of a single entity with operations in more than one
country. These rules generally allocate to each item of gross income
all expenses directly related thereto, and then apportion other ex-
penses among all items of gross income on a ratable basis. Thus, the
combined taxable income of a DISC and a related person with re-
spect to the sale by the DISC of export property would be determined
by deducting from the DISC's gross receipts the related person's cost
of goods sold with respect to the property, the selling, overhead and
administrative expenses of both the DISC and the related person
which are directly related to the production or sale of the export
property and , portion of the related person's and the DISC's ex-
penses not allocable to any specific item of income, such portion to

I The pricing rule described above can be illustrated by a DISC which sold export property
it purchased from a related person for $100, and incurred export promotion expenses attrib
table to that sale of $10. t. this rase, there could be allocated to the DISC that part of
the combined taxable income arising with respect to the export property which did not
exceed $5 (4 percent of $100 plus 10 percent of $10). This profit element of $5 plus the
promotion expenses of $10 indicates that the transfer price of the related person to the
niSC ibis case could be $85 ($100 less the $10 of promotion expenses and the $5, of DISC
profit). If the combined taxable income arising on the sale (i.e., the receipts of the DISC on
the sale less the parent's cost of goods sold for the property and the applicable other
eapenoes of the parent company and the DISC) were only $4, then the amount of profit
allcated to the DIac on tie sale may not exceed $4.



be determined on the basis of the ratio of the combined gross income
from the export property to the total gross income of the related
person and the DISC.'

Although both of the pricing rules provided by the bill generally
are to be applied oil a product-by-product basis, the rules may be
applied on the basis of product lines.

Where a DISC is attempting to establish a market abroad, or
seeking to maintain a market abroad, for exports, the Secretary of the
Treasury may prescribe by regulations special rules governing the
allocation of expenses incurred on the sale of the export property for
purposes of determining the combined taxable income of the related
person and the DISC. It is expected that in the appropriate cases
the regulations will allow, for purposes of applying the second pricing
rule, the combined taxable hicome on the sale of export property to
reflect a profit equal to that which the DISC and a related party would
earn if they took into account only the marginal costs of producing
the property. The production expenses not considered marginal costs
in this case would, of course, be allocable to the production of the
related party which is not sold to the DISC.

These rules do not apply to sales to a DISC by a person who is
not a related person (within the meaning of see. 482), nor do they
apply to sales by a DISC to another person. As a result, sales by a DISC
to a foreign person will be subject to the regular pricing rules (see.
482). This will insure that income is not diverted to foreign sub-
sidiaries by underpricing on sales by a DISC to foreign affiliates.

The bill also provides that the Secretary of the Treasury may
prescribe by regulations intercompany pricing rules, consistent
with those provided by the bill, in the case of export transactions
where the DISC does not take title to the property, but instead,
acts as commission agent for the sale, or is a lessee of the property
which it then subleases to its customers.

As indicated above, a DISC under either of the pricing rules may
earn additional profit on the sale of export property purchased from
a related person equal to 10 percent of the DISC export promotion
expenses attributable to the sale. This rule is designed to encourage
the transfer of a greater amount of selling functions and activities to
DISC's. For purposes of this rule, export promotion expenses include
50 percent of the freight expenses (not including insurance) for
shipping export property aboard U.S.-flag vessels except that these ex-
penses may not include any incurred where law or regulation require
that the export property be shipped aboard U.S.-flag vessels. Export
promotion expenses also include a DISC's ordinary and necessary

For example, assume the DISC's selling price wcas $1,000, the cost of goods sold of the
related person $650, the directly related selling and administrative expenses $110, iacluding $90 of export promotion expenses Incurred by the DISC, and Indirect expense proroted
to the export income of $30 (assuming total nalocable expenses of $30$, $3,500 total
gross income of the related person and the DISC (excluding the transfer price paid by theDISC) and $350 of combined gross income from the export property ($1,000 gross receiptsless $650 cost of goods sold), so that $300X$350/$3,500 $30). This indicates a combined
taxable income of $170 ($1 000 Irs $010 and $100). In this case the DtSc would beaalowcd a tale income of $94 150 percent of the combined taxable income of $170 or $05
plas $5, representing 10 percent of the export promotion expenses it incurred). Accordingly,
the related person would be allowed a taxable income of $70. This reprecenta one-half oftbe profit of $170 less Ibe $9 ullscated to the DmSC because of st export promotion expenses.
ThIs idicotes that the related person cold charge a transfer price so the DISC of $016
($00 cast of goods sold; $60, selling and administrative expenses- $30, indirect expenses ;
ond $70. taxable income) The D Ic would realize a gross profit of and after deductionof the $60 export promotion expenses, x taxable income of $04.



expenses paid or incurred to obtain the qualified export receipts. These
expenses include advertising, salaries, rentals, sales conunissions, ware-
housing and other selling expenses. They do not, however, include in-
come taxes or any expenses which do not further the distribution or
sale of export property for use or consumption abroad.

6. Taxation of DISC income to shareholders (see. 501 of the bill and
sec. 995 of the code)

This provision deals with the basic rules for taxing the shareholders
of a DISC. In general, it, provides that shareholders are to be taxed
on the income of the DISC when it is actually distributed. There are
also three situations in which a DISC shareholder will be taxed on
DISC income even though the income is not actually distributed.

The first situation in which a DISC shareholder will be treated as
having DISC income occurs when certain amounts are deemed dis-
tributed in qualified years. There are five categories of income which
are deemed to be distributed even though a valid DISC election is in
effect. Three of these categories involve situations in which a DISC
receives income which does not arise from export activities. These
are interest derived from producer's loans, gain recognized by a DISC
on property (which is not a qualified export asset) transferred to it
in a transaction in which gain was rot recognized and gain recog-
nized by a DISC on depreciable property (whether or not it is a
qualified export asset) transferred to it in a transaction in which gain
was not recognized. The fourth type of deemed distribution during
a qualified year relates to that portion of the DISC's taxable income
which, pursuant to the committee's decision to allow deferral on only
one-half of the DISC's earnings, is deemed distributed to shareholders.
The shareholders of a DISC are, generally speaking, deemed to have
received one-half of the excess of a DISC's taxable income over the
amounts which are deemed distributed pursuant to the other deemed
distribution rules. The fifth type of deemed distribution during a quali-
fied year is the amount of foreign investment attributable to pro-
ducer's loans of a DISC. The committee added this category because
it is concerned about the possibility that amounts loaned to a U.S.
parent (or affiliate) by a DISC, as a producer's loan, would be used
for foreign investment. Under the committee's bill the amount of for-
eign investment which is, under the bill, attributable to producer's
loans, is to reduce the amount of DISC profits eligible for deferral.

Treating these types of income as deemed distributions has the
effect of denying them tax deferral treatment. This is appropriate since
the income either is not export related or is attributable to that por-
tion of a DISC's earnings with respect to which the committee does
not believe it is appropriate to allow deferral.

The second situation in which a deemed distribution arises is wherc
a corporation no longer qualifies as a DISC-because the corporation
terminates its election or fails to meet the qualification requirements
with respect to any year. In these cases, the DISC income on which
tax has previously been deferred is deemed distributed, generally in
equal installments over 10 years (or such shorter period of time as the
corporation was a DISC). The intent of this is to terminate tax deferral
when a corporation no longer qualifies as a DISC.

There is a third situation in which income is taxed to the sharehold-
ers of a DISC. This occurs when a shareholder disposes of stock in a



corporation with tax deferred DISC income. Under usual rules he
would be treated as having a capital gain in such a case to the extent the
amount he receives exceeds his cost or other basis in the stock. How-
ever, in this case, since the tax on the DISC income has been deferred,
the value of the stock at the time of sale reflects this tax deferred in-
come. To prevent this tax deferred income from being converted into
capital gain in these cases, the bill provides that this gain is to be
classified as ordinary income to the extent of the tax deferred DISC in-
come attributable to the stock. Similarly, where stock in a corporation
which is, or was, a DISC is disposed of in a transaction in which the
existence of the corporation is terminated, gain is to be recognized
(even though it would otherwise be tax free) and the gain is to be
ordinary income to the extent of the tax deferred DISC income at-
tributable to the stock.

General rule.-The income of a DISC is to be taxed to its share-
holders when it is actually distributed, deemed distributed, or in effect
realized by a shareholder through a transaction such as a sale of his
stock at a gain which reflects the accumulated income.

Deemed distributions in qualified years.-Although the bill generally
provides for the deferral of tax on the profits of a DISC until aii actual
distribution is made, in the case of five categories of income recciv-ed by
a DISC, tax is imposed currently. The current taxation is accomplished,
however, not by taxing the income to the DISC but rather by taxing it
to the shareholders of the DISC as if the income had been distributed
to them. These deemed distributions for a year, however, are not to
exceed the DISC's earnings and profits for the year (except in the case
of foreign investment attributable to producer's loans). When amounts
which are deemed distributed to a DISC's shareholders are actually
distributed to them, the actual distributions are to be tax free.

First, each shareholder of a DISC is deemed to receive an annual
distribution equal to his pro rata share (based upon his ownership of
DISC stock) of the gross interest income received by the DISC on its
producer's loans.

Second, the shareholders of a DISC are deemed to have received a
pro rata distribution upon the sale by the DISC of property (which is
not a qualified export asset in its hands) transferred to it in a tax-free
exchange. The amount deemed distributed is not, however, to exceed the
transferor's gain not recognized on the previous transfer to the DISC.
This rule is designed to prevent the transfer of appreciated property,
which would not be an export asset to the DISC (e.g., stock or secu-
rities in a corporation other than a related foreign export corporation),
to be followed by the sale by the DISC of the transferred property.
Without a rule of this type, the DISC would not be taxed on the gain
arising from the sale, even though it may have been considered to be
a nonqualified export receipt.

Third, a DISC's shareholders are to be deemed to have received a
pro rata distribution upon the sale by the DISC of depreciable os
other property (other than inventory) which it received iui a tax-
free transaction. The distribution in this case is equal to the amount
of the gain realized by the DISC, but only to the extent there would
have been ordinary income if the property had been sold by the
person who transferred it to the DISC at the time of the transfer.
This rule basically is designed to prevent the transfer of depreciable
property to a D1SC in a transaction in which gain is not recognized



followed by the sale by the DISC of the property. In the absence of
this rule, the DISC would not be taxed on the sale and the de-
preciation recapture effect (as provided for in sections 1245 and 1250).
which would give rise to ordinary income treatment if the sale had
been made by the transferor, would be avoided.

These latter deemed distribution rules are to apply where property
is contributed to a )ISC as a contribution to capital and also in the case
of nonrecognition exchanges.' In addition, if a transferor recog-
nizes any gain as thc result of the transfer of property to a DISC
(due, for example, to the receipt of "boot" in a section 351 exchange),
that recognized gain is to be taken into consideration in determining
the amount of the deemed distribution resulting from the sale by the
DISC of the transferred property.'

Fourth, in accordance with the committees' decision to allow deferral
on only one-half of a DISC's taxable income, the DISC shareholders
are to be deemed to rcreive the excess of one-half of the taxable income
of the DISC avr the amounts deemed distributed to shareholders
under the other rules providing for deemed distributions. Assume, for
example, that a DISC has taxable income during the year of $500.
During this same period it also receives interest on producer's loans
in the amount of $25 and realizes a $25 gain on property transferred
to it in a nonrecognition exchange which is treated as a deemed dis-
tribution. In that year, assuming no other facts, the DISC shareholders
would be deemed to have received a distribution equal to one-half of
the excess of $500 over the amounts ($50) otherwise deemed distri-
buted. This would result in a deemed distribution to the DISC's share-
holders of $225 (in addition to the $50 otherwise deemed distributed).
Thus, $225 of the DISC's income would be eligible for deferral.

Fifth, the DISC shareholders are to be deemed to receive the amount
of foreign investment attributable to producer's loans. The amount
of foreign investment attributable to producer's loans is, generally,
the amount of the net increase in foreign assets made by members of
the same controlled group as the DISC, but in no event iore than the
lesser of the actual amount of fltids transferred abroad by domestic
members of the controlled group, or the outstanding amount of pro-
ducer's loans.

Assume, for example, that during a year, there was a net increase in
foreign assets by members of the same controlled group as a
DISC, in the amount of $300. Assume further that the actual amount
of fuids transferred abroad by the domestic members of the group
was $125 and the outstanding amount of the producer's loans was $75.
The amount of foreign investment in this case attributable to pro-
ducer's loans is under the bill limited to the smallest of the $300 net

'For example, assume U.S. corporation acquires data processing equipment at an orig-
inal cost of $150,000. Assume the corporation transfers the equipment to its wholly
owned DISC, as a contribution to capital, when the adjusted basis of the equipment is
$110,000 and its fair market value is $130,000. Assume further that the DISC is
entitled to depreciation deductions of $40,000. At the end of a 2-year period, the DISC
sells the equipment for $120,000 and as a result realizes a gain of $50,000 ($120,000
less $70,000). If the equipment had been sold by the parent at a time of the transfer,
instead of transferred to the DISC, it would have realized $20,000 ordinary income
pursuant to the depreciation recapture rules (see. 1245). Accordingly, $20,000 of the
$50,000 gain realized by the DISC on the sale of the equipment is to be treated as a
deemed distribution to the parent.

MFor example. if section 1245 property (with respect to which depreciation in the
amount of $20 has bers taken) with as adjusted hasis to the transferor of $80 and
a fair market value of $100 is transferred to a DISC in return for stock and "boot" in
the amount of $10, the subequest sale of the transferred property by the DISC for $105 will
result in a realized gain to the DISC of $15 (assuming It took no depreciation deductions
with respect to the property) of which $10 will be considered a deemed distribution.



increase in foreign assets, the actual foreign investment by domestic
members ($125) or the total amount of producer's loans ($75). There-
fore, the amount of foreign investment attributable to producer's loans

is $75. Consequently, this additional amount would be considered a
deemed distribution to the DISC's shareholders.

These rules providing for deemed distributions to shareholders
(other than the deemed distribution rule relating to foreign invest-
ment atributable to producer's loans) are not to apply to taxable
years beginning after 1981.

As indicated subsequently, deemed distributions in qualified years
are not to be eligible for tle dividends received deduction since the
income will not have been taxed to the DISC. These deemed distribu-
tions to a DISC's shareholders are to be treated as received by the
shareholders on the last day of the taxable year of the DISC in which
the income in question was derived (according to the DISC's method
of accounting).

Deemed distributions upon termiination or disqualification.-The
deferral of tax on a DISC's income pro vided by the bill continues as
long as the corporation is a DISC. However, when the corporation
terminates its DISC election or fails to qualify as a DISC, the bill
provides that its accumulated DISC income (its earnings and profits
accumulated while it was a DISC) are to be 'deemed distributed pro
rata to its shareholders.

Following termination or disqualification each shareholder is
deemed to receive 'a distribution equal to his pro rat share of the
DISC income of the corporation accumulated during the immediately
preceding consecutive years for which the corporation was a DISC.

To avoid the taxation in one year of income accumulated over a
period of years, the bill provides that amounts deemed distributed
to the shareholders of a DISC which terminates its election or dis-
qualifies are to be treated as received in equal installments over a
10-year period 'beginning with the year following the year of tenina-
tion or disqualification. If the number of consecutive years during
Which the corporation qualified as a DISC immediately prior to the
termination or disqualification was less than 10, then the deemed dis-
tributions are to be treated as received over that smaller number of
years. These deemed distributions are considered received by the share-
holders on the last day of the corporation's taxable year in which they
are deemed made. For example, if a corporation qualifies as a DISC
for the taxable years 1972 through 1975, but disqualifies in 1976, its
shareholders are to treat their deemed distribution as received in
equal installments on the last day of the 4 taxable years of the
corporation beginning with the year 1977.

Deemed distributions upon termination or disqualification are to
continue and are to be included in income by the shareholders even
though the corporation subsequently requalifies as a DISC. For ex-
ample, if the corporation in the above illustration requalifies as a
DISC for the calendar year 1977, this is not to affect the deemed dis-
tributions occurring as a result of the prior termination or disquali-
fication.

If during the period the DISC income is being deemed distributed,
an actual distribution of that DISC income is made, it is to first reduce
the last installment of the deemed distributions, and then the pre-



ceding installments in reverse order.'0 
If deemed distributions are be-

ing received for two or more disqualifications, an actual distribution
affects the deemed distribution resulting from the earlier disqualifica-
tion first.

Deemed distributions resulting from disqualifications or termina-
tion are includible in a shareholder's income only while he continues
to hold stock in the corporation. In other words, if the shareholder
disposes of his stock, the distributions after the disposition will be
deemed received by the shareholder's successor in interest, rather than
the selling shareholder. As discussed subsequently, the disposition it-
self may result iii the taxation of the DISC income to the shareholder
and also render future deemed distributions to his successor in in-
terest nontaxable.

The rules relating to termination or disqualification continue to ap-
ply for taxable years beginning on or after January 1, 1982. As pre-
viously stated, amounts which are deferred as a result of DISC status
are to continue to be eligible for deferral if the corporation continues
to satisfy the requirements of a DISC (as set forth in section 992(a)
(1)). If, however, it fails to meet these requirements the shareholders
will be deemed to receive their pro rata share DISC income in ac-
cordance with the above rules.

Gain oni the disposition of DISC stock.-Your committee's bill pro-
vides that when stock in a DISC (or former DISC) is disposed of
in either of two types of transactions, the disposing shareholder is to
be taxed as if he received a dividend on his sh are of the accumulated
DISC income, generally to the extent of the gain realized on the dis-
position. The amount attributable to the DISC income is to be treated
as a dividend.

The first type of transaction covered by this provision is one in
which the shareholder disposes of his stock in a DISC (or former
DISC) where gain is recognized. The second type is a nonrecognition
of gain transaction (such as a parent-subsidiary liquidation) in which
the DISC (or former DISC) ceases to exist as a separate corporate
entity. In these cases, the shareholder of the DISC, by realizing gain
on the disposition of his stock in an amount which reflects the accumu-
lated DISC income is, in effect, in much the same position as if he
had actually received that income.

The first type of transaction-disposition of stock where gain is
recognized-includes, of course, the sale of stock of a. DISC (or former
DISC). In such a case, the gain realized by the seller is to be treated
as a dividend to the extent of the corporation's accumulated
DISC income attributable to the stock sold. Thus, if a shareholder,
whose share of the corporation's accumulated DISC income is $30,
sells his DISC stock, which has a basis of $50, for $100, $30 of the
realized gain of $50 is to be treated as ordinary income. If the stock
had been sold for $70, the entire realized gain of $20 would be treated

ii For example, assume that as a result of the disqualification of a DISC m. 1976 after
four years of qualification, a shareholder Is to be deemed to receive $5,000 in each of the
four succeeding taxase years (1977, 1978, 1979 and 1980). If the shareholder received a
$6,000 actual distribution during 1977 out of DISC income accumulated during the consecu-
tice years immediately prior to the disqualification, the distribution is to be treated as
follows. First, it is to eliminate the 980 deemed distribution and these it is to reduce the
1979 deemed distribution to $4,000. Thus, in 1977, the shareholders will include $11,000 in
gross income (the $5,000 deemed distribution for 1977 and the $6,000 actual distribution).
In 1978, the shareholder will be tased on the $5,000 deemed distribution for that year, and
in 1979 will be taxed on the final deemed distribution of $4,000.
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as ordinary income. Only the amount of DISC income which was
accumulated during the period or periods during which the selling
shareholder held the DISC stock is to be taxed as a dividend upon

disposition of the DISC stock. Insofar as the year of sale is concerned,
it is intended that the DISC income for the year, although determined
at the close of the DISC's taxable year, is to be prorated over the
year and only that portion attributable to the period prior to the dis-

position is to be taken into account in determining the amount attrib-
utable to the shares disposed of

Gifts during lifetime of DISC stock or transfers by reason of death
of DISC stock are not to result in ordinary income treatment to the
transferor since there is no gain realized on the disposition. On the
other hand, gain on the redemption of a shareholder's stock by a
DISC (eg., one that is in complete termination of the shareholder's
interest or one that is substantially disproportionate) is to be treated
as ordinary income (rather than capital gain) to the extent of the
DISC income attributable to the shares redeemed. Transactions which
produce partial recognition, such as the transfer of DISC stock to a
corporation in exchange for stock and "boot," also are within this
cate ory. In this case, the gain recognized as a result of the receipt
of "oot" is to be treated as ordinary income to the extent of the
DISC income attributable to the transferred DISC stock.

Among the transactions within the second type which result in
ordinary income to the shareholders of a DISC are "A" or "C" re-
organizations where the DISC ceases to exist as a separate entity.
For example, if a corporation acquires the assets of a DISC in an
"A" or "C" reorganization and the shareholders of the DISC exchange
their stock for stock of the acquiring corporation (with the DISC
ceasing to exist as a separate entity), the gain realized on the trans-
action by the DISC shareholders is to be recognized and taxed as
ordinary income (notwithstanding the nonrecognition treatment
otherwise accorded to these transactions) to the extent of the accumu-
lated DISC income attributable to their stock. The liquidation of a
DISC subsidiary is another example of a transaction which falls
within the second type of transactions which results in ordinary
income treatment. Thus, if a parent corporation liquidates its wholly
owned DISC (which would normally be entitled to nonrecognition
under section 332), gain is to be recognized and treated as ordinary
income to the extent of the subsidiary's accumulated DISC income.

A "B" reorganization, on the other hand, usually will not. be within
the second category since the DISC usually will remain in existence.
Accordingly, the shareholders of a DISC who exchange their stock for
the stock of an acquiring corporation in a "B" reorganization would
be entitled to the generally applicable nonrecognition of gain treat-
nient. The acquiring corporation would step into the shoes of the pre-
vious DISC shareholders and the DISC (the acquired corporation)
would maintain its status as a DISC.

There are other types of corporate adjustments generally accorded
nonrecognition treatment in which the DISC will survive and thus
will not have ordinary income tax consequences for the DISC share-
holders. For example, assume a DISC is "split-up" into two corporate
entities, in a manner which would be treated as a tax-free reorganiza-
tion. Since the DISC survives (although as two separate DISC's), the
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shareholders of the DISC who exchange their stock for stock in one of
the two surviving corporations (each of which will qualify as a DISC)
will not, as a result of the split-up, be treated as having ordinary in-
come by reason of the DISC rules. The accumulated DISC income of
the DISC, and other attributes, will be allocated among the surviving
corporations in accordance with regulations promulgated by the
Treasury. In addition, the bill provides that a mere change in a
DISC's place of incorporation (which would constitute a tax-free "F"
reorganization) is not to be considered as terminating the DISC's
existence and thus is not to have ordinary income tax consequences
for the DISC's shareholders. The newly incorporated DISC would
step into the shoes of the DISC incorporated iii the other jurisdiction.

The ordinary income treatment provided by the bill on the dis-
position of stock in a DISC is intended to apply only to the extent
that the recognized gain is not, under another provision of the code,
treated as a dividend or as gain from the sale of an asset which is not a
capital asset. For example, assume that a shareholder of a DISC
exchanges his stock in a "C" reorganization for stock of the acquiring
corporation and receives "boot" which causes a portion of the share-
holder's gain to be treated as a dividend (under the "boot dividend"
rule of section 356(a) (2)). The ordinary income treatment provided
by the bill is to appy to the shareholder's gain on the exchange of his
stock only to the extent the gain realized exceeds the amount treated
as a dividend under the "boot dividend" rule.

Determination of foreign investment attributable to producer's
loans.-As previously stated, the committee's bill provides that the
amount of foreign investment attributable to producer's loans, in addi-
tion to the other specified amounts, is to be deemed distributed to a
DISC's shareholders and thus currently subject to taxation. This has
the effect of reducing below one-half the amount which will be eligible
for deferral under the bill's general provision.

Three steps are involved in determining the amount of foreign in-
vestment attributable to producer's loans. Under regulations pre-
scribed by the Treasury, the detenninations required to be made are
to be cumulative in nature (generally for the period after December 31,
1971) but with proper adjustments for amounts previously taken into
account. First, it is necessary to compute the amount of the net. increase
in foreign assets which are made by members of the same, controlled
group as the DISC (including foreign members). An increase in for-
eign assets is the amount equal to the amount incurred to acquire assets
(located outside 'the United States) described in section 1231(b),
which, generally speaking, includes depreciable property and real
property used in a trade or business. For this purpose, assets consti-
tuting qualified export assets in the hands of a DISC (or assets which
would be qualified assets if held by a DISC) aire not to be taken into
account. Thus, for example, if a capital contribution results in the
acquisition by a DISC of qualified export assets which are, located out-
side the United States, these assets are not to be considered in deter-
mining the increase in foreign assets. Under regulations prescribed by
the Treasury, the acquisition of a majority interest in the stock of a
foreign corporation may be considered the acquisition of the business
assets held by the foreign corporation.

After the gross increase in foreign assets is determined, it is neces-
sary to reduce this amount to a net basis by subtracting four items.



This is because the foreign assets are, to the extent of these items, con-
sidered as first acquired with funds from these sources. The first item
is the depreciation with respect to the foreign assets of the group. The
second item is equity capital and borrowings raised abroad. Thus,
amounts derived by members of the controlled group (including for-
eign members) from the sale of stock or debt obligations of these cor-
porations which are acquired by non-United States persons (other
than members of the group) are also to be taken into account to deter-
mine the "net" increase in foreign investment. The third item is one-
half of the earnings and profits derived by foreign members of the
group and by foreign branches of domestic corporations which are
members of the controlled group. The fourth item is one-half of the
royalties and fees which are paid by foreign members of the group to
domestic members of the group. The amount of increase in foreign
assets remaining after reduction for these four items represents the
max umum amount of foreign investment which may be considered
attributable to producer's loans and thus give rise to a deemed distri-
bution to the shareholders of the DISC.

The amount deemed distributed as a result of foreign investment
is, however, subject to the further limitation that it is not to exceed
the smaller of the actual amount of funds transferred abroad by
domestic members of the group or the amount of the DISC's out-
standing producer's loans to all members of the group. The amount
of funds transferred abroad is the sum of the contributions to capital
by domestic members of the group to foreign members of the group,
increases in branch assets, the outstanding amount of stock and debt
obligations (other than normal trade indebtedness) of foreign mem-
bers of the group issued to domestic members of the, group and one-
half of the earnings of any foreign subsidiaries in the group and of
branches of domestic members of the group).

However, since the potential abuse with which the committee is con-
cerned is the use of amounts borrowed from a DISC as a source of
foreign investment, the total amount of outstanding producer's loans is
the ultimate consideration in determining the amount of foreign invest-
ment attributable to producer's loans. Thus, if the total amount of the
outstanding producer's loans (reduced to the extent the loans were
taken into consideration in the past in determining the amount of for-
eign investment deemed distributed) is less than the actual amount
invested in foreign assets, only the amount of the producer's loans will
be deemed distributed. If, on the other hand, the outstanding pro-
ducer's loans exceed the amount actually invested abroad by domestic
members, then only the amount actually invested will be deemed dis-
tributed.

The deemed distribution of producer's loans attributable to foreign
investment applies as well to years beginning after 1981. Thus, in
1984, foreign investment by a DISC's parent could have the effect of
forcing a deemed distribution of a portion of the DISC's deferred
DISC income even though that corporation was during the year sub-
ject to tax as a normal domestic corporation.

7. Special rules (see. 501 of the bill and sec. 996 of the code)
A DISC corporation may have three different kinds of earnings and

profits: the tax deferred income, called DISC income; income already
taxed to the shareholders because of deemed distributions, called



previously taxed income; and, earnings and profits taxable to
both the corporation and the shareholders, called other earnings and
profits, which were earned when the corporation was not in a DISC
status. This section is largely concerned with determining in the case
of any particular distribution which of these types of income is to be
considered as being distributed and how the distribution is to be
treated.

Most actual distributions are considered as made first out of
previously taxed income (to the extent of that income), then out of
deferred DISC income (again, to the extent of this income), and,
finally, out of other earnings and profits. Since the previously taxed
income has already been taxed to the shareholders in deemed dis-
tributions, it is considered as distributed before the tax deferred
DISC income. While this priority appears appropriate in the case
of most actual distributions, it does not appear so in the case of
distributions made to qualify for the 95 percent gross receipts or
asset tests. To permit these qualifying distributions to be made out
of previously taxed income would 'be inappropriate, since these are
required because the receipts or assets involved are not export re-
lated. These distributions, therefore, are first considered as made
out of the deferred DISC income and, only after other earnings and
profits are distributed, as out of previously taxed income. Rules also
are needed to determine which of these types of earnings and profits
are absorbed by losses. These, of course, may, or may not, arise in a
year in which a corporation is a DISC. When they arise in a non-
DISC year, under the regular rules they reduce other earnings and
profits. The bill, therefore, provides that losses are first to reduce
other earnings and profits, then DISC income, and only finally income
which has previously been taxed to the shareholders.

This section also contains a number of other rules necessary to the
taxation of distributions to shareholders.

It provides, for example, for the order in which distributions are to
be considered as made during the year. The first distributions made are
deemed distributions. Next in order of priority are those made to
provide qualification for the gross receipts and assets tests. This maxi-
mizes the likelihood of these being taxed to the shareholder. Last in
order of priority are other actual distributions.

A second rule is necessary where ordinary income is taxed to a share-
holder because of the sale of stock (or in the case of a taxable redemp-
tion of stock). As previously indicated, an ordinary income tax is
imposed on the shareholder in such a case commensurate with the por-
tion of his gain representing deferred DISC income at the corporate
level. A rule is provided which, on an individual basis, in effect, to the
extent of the ordinary income taxed to the shareholder, shifts DISC
income to previously taxed income so the successor in interest of this
stock will not be taxed on this income again when it is actually dis-
tributed by the corporation. In the case of the redemption of stock,
essentially the same rule applies, except that because the payments are
made by the corporation there is no need to transfer an amount to
previously taxed income.

A third rule provides for the necessary change in basis for stock
when a shareholder is taxed on a distribution which he does not receive
and, subsequently, when he receives a distribution on which he is not



taxed. In the first case, the basis for his stock goes up, since this is the
equivalent of receiving the income and contributing it back to the
corporation. In the second case, the basis of his stock goes down, since
this is the equivalent of "a return of capital" from the corporation
which is not taxed to the shareholder.

A fourth rule spells out the fact that earnings and profits consist of
three divisions: DISC income; previously taxed income, which, as its
name implies, represents the deemed distributions already taxed to the
shareholder; and, then, other earnings and profits which arise in a
year in which the corporation was treated as an ordinary corporation
rather than a DISC.

Finally, a rule provides that where a nonresident alien or foreign
corporation, estate or trust receives a distribution out of deferred
DISC income from a DISC or has gain taxed as ordinary income on
the sale of stock, it is to be taxed in the same manner as if the indi-
vidual were a resident or domestic corporation-otherwise, the de-
ferred income in such cases might escape tax entirely. This is accom-
plished by designating this income as "effectively connected" to the
conduct of a trade or business within the United States.

Treatment of actual distribution.-The bill provides that actual
distributions by a DISC (or former DISC) to shareholders out of
earnings and profits are to be considered as made, to the extent there-
of, first out of previously taxed income, then out of accumulated DISC
income and finally out of other earnings and profits of the corporation.
These rules apply, also, for taxable years beginning on or after Jan-
uary 1, 1982.

The type of actual distribution referred to here does not include a
distribution made in order to qualify as a DISC (see. 992 (c)).1

Accordingly, to the extent a DISC (or former DISC) has previ-
ously taxed income as a result of deemed distributions being taxed to
shareholders, actual distributions are first considered as being made
from this source (and, as subsequently indicated, to that extent are
to be excluded from the shareholder's gross income 12 and are to re-
duce the basis of his DISC stock). Of course, amounts distributed out
of previously taxed income reduce the amount of previously taxed in-
come of the corporation.

To the extent a distribution to a DISC's (or former DISC's) share-
holders exceeds the previously taxed income, the distribution is to be
treated as out of the accumulated DISC income (and as subsequently
discussed, is not eligible for the dividends received deduction, but is
generally treated as foreign source income).

The priority rules provided by the bill assure that, in the case of
actual distributions, shareholders of a DISC (or former DISC) will
be able to receive from the DISC amounts attributable to the deemed
distributions, on which they previously have been taxed, prior to re-
ceiving taxable distributions. On the other hand, the rules insure that
the shareholders must pay a tax on the DISC's tax-deferred income
before they may receive dividends from the other earnings and profits
of a corporation which are eligible for the dividends received
deduction.

,, Actual distributions for this purpose also do not incolue distributions to which section

5(c) applies (e.g., a distribution in redemption of stock).
However, to the extent the previously taxed income Mould reduce the shareholder's basis

below osro, capital gain is recognized.



Distributions to meet qualification requirements.-As previously in-
dicated, a corporation seeking to qualify as a DISC which has an
excess amount of nonqualified gross receipts or nonqualified assets, is
nevertheless permitted to qualify as a DISC if it makes a distribution
of the nonqualified amounts. Since these distributions are viewed as
consisting of nonqualified receipts or assets, it is thought they should
be currently subject to taxation. As a result, it is necessary to provide
a different priority rule for this type of distribution than that which
applies in the case of other types of actual distributions to a DISC's
shareholders.

To insure that these distributions are currently subject to taxation,
they are treated as made, first out of accumulated DISC income, then
out of other earnings and profits, and finally out of previously taxed
income, to the extent of each of these amounts.

Treatment of losses.-The bill provides that if a DISC (or former
DISC) incurs a deficit in earnings and profits, the deficit is to be
charged first to the DISC's other earnings and profits, then to its
accumulated DISC income, and finally to its previously taxed in-
come, to the extent of each of these types of earnings. Since the
DISC's other earnings and profits have already borne tax at the
corporate level, the deficit is charged against those earnings and profits
before it reduces the accumulated DISC income which has not yet been
subject to tax.'

3

Because it is desired that each period of qualification as a DISC be
treated separately, and that the deemed distribution resulting from a
disqualification or termination not be diminished by a deficit in
earnings and profits occurring subsequent to the period of previous
qualification, the bill provides that a deficit occurring subsequent to a
period of qualification is not to be applied 'against the DISC income
which it has been determined is to be deemed distributed to the share-
holders as a result of a revocation of election or other termination.

4

Treatment of deemed distributions.-Any deemed distribution to
shareholders of a DISC (or former DISC) is to be included in the
shareholders' gross income as a dividend and increase the corporation's
previously taxed income. The treatment applies to deemed distribu-
tions during qualified years as well as deemed distributions occurring
upon the termination or disqualification of a DISC.

The amount of a deemed distribution made to a DISC's sharehold-
ers, if it is a deemed distribution upon disqualification or termina-

". For example, assume a corporation, which elected to he taxed as a DISC beginning in
1976. has the following earnings record:

1975-$50 of earnings and profits (prior to becoming a DISC)
197 -1 of DISC income

P8 of previously taxed income
1977-$ 10 of DISC income

p of previously taxed income
1978--10 of DISC income

$8 previously taxed income
In 1979, asume that the DISC incurs a deficit in earnings and profits of $70. This deficit is
charged first against other earnings and profits (exhausting that account) and next against
DISC income. Thus the DISC, as of the beginning of 1980, would have DISC income of $10
and previously taxed income of $24.

", For example, if a corporCtion became dis qualified as a DISC for 1979, at which time it
had $30 of accumolated DISC income a lcum eated over the prior 3 years, the shareholders
wouid be deemed to have received distributions equal to their pro rata share of the accumu-
lated DISC income ratably over the following 3 years or a total deemed distribution of $10
per tear. If the corporation incurred a deficit In earnings and profits for 1979, the deficit
would not affect the status of the three-$10 deemed distributions resulting from the dis-
qualification. Instead, the debcit would be charged first to other earnings and profits of the
corporation, if any, and then to the prettiosly taxed income. Any amount of the deficit then
remaining would be available to reduce earnings and profits arising in future years.



tion, also reduces accumulated DISC income. However, there is no
similar reduction in accumulated DISC income for amounts which are

deemed distributions during qualified years since these were taxed

currently and not initially included in accumulated DISC income.
For example, assume -an existing corporation (with earnings and

profits of $200) becomes a DISC effective for the year 1975. Assume
in that year, and the two following years, the corporation has DISC
income (as of the end of the year) and deemed distributions as
follows:

1975 1976 1977

DISC ircone ------------ $50 $70 $80
Deemed distribution (resulting in previously taxed income) ---------- 1 15 20

Assume further that during 1977 the DISC makes a cash distribution
to its shareholders in the amount of $280. (As discussed -below, the
bill provides that deemed distributions are considered to have been
made prior to any actual distributions during the year.) Thus, for the
year 1977, the shareholders will 'be deemed to have received a distribu-
tion of $20, which will be taxable as a dividend. Accordingly, as of the
end of 1977, before taking the actual distribution into account, the
DISC has previously taxed income of $45 resulting from the dis-
tributions deemed made by the corporation during the years in which
it was 'a DISC. Since the actual distribution of $280 made during 1977
is considered to 'have been made first from previously taxed income,
the shareholders will be entitled to exclude $45 of the distribution
from income. The remaining portion of the distribution ($235) is con-
sidered to consist of $200 of DISC income, and finally of $35 of other
earnings and profits.

Priority of distributions.-The bill provides that deemed distribu-
tions are considered to have been made prior to actual distributions
made during the same taxable year. Insofar as actual distributions
are concerned, distributions to qualify the corporation as a DISC are
considered to have been made prior to any other actual distributions
made during the same taxable year.

5

16 To illustrate the application of these priority rules, assume an existing corporation
(owned by a single shareholder), with accumulated earnings and profits of $10, elects to be
treated as a DISC. At the end of its first year of operation as a DISC, it has DISC income
of $4 and previously taxed income of $2. In its next year of operation, it earns DISC
income of $4. In April of that year, the DISC makes a qualifying distribution of $6 for the
preceding year. In June, the stock of the DISC is acquired by another corporation in a tax-
free B" reorganization, which results neither in the recognition of gain nor in ordinary
income treatment for the disposing shareholder, In September, the DISC makes an actual

distribution to Its new shareholder, the acquiring corporation, in the amonSt of $5. During

the year the DISC received $2 of taxable income which is deemed to he distributed on the

loot day of the year. Of the three distributions (the $5 qualifying distribution to the first
shareholder, the $8 actual distribution to the new shareholder, and the $2 deemed distribu-
tion to the new shareholder), the $2 deemed distribution is considered to have been made
first. The deemed distribution thus is ordinary income to the new shareholder and increases
previously taxed income by the same amount. The $6 qualifying distribution is considered to
have been made next, and is considered to be entirely out of accumulated DISC income
(sec. 996(a),(2)). Thus. the prior shareholder of the DISC will have ordinary income in
the amount of the distribution and will not be entitled to the dividends received deduction
with respect to such amount. The $8 actual distribution Is considered to have been made
lost In order and is considered first out of previously taxed income. of which the DISC has
.14, next out of accumulated DISC income of which the DISC has $2, and last out of other
earnings and profits, of which the DISC hon a sufficient amount to cover this portion of the
actual distribution. Accordingly, the new shareholder old be considered, insofar as the
actual distribution of $8 is concerned, as having received $4 tax-free from previously taxed
income. $2 from DISC income (which would not be eligible for the dividends received
deduction) and $2 from other earnings and profits (which would be eligible for the divi-
dends received deduction).



Subsequent effect of preVious disposition of DISC stock.-As dis-
cussed above, the bill provides that a shareholder who disposes of his
stock in a DISC (or former DISC) must, in certain instances, treat his
gain realized as ordinary income to the extent of the accumulated
DISC income attributable to the shares disposed of. Thus, to the extent
of the gain treated as ordinary income the shareholder is treated as if
he had received al actial distribution of accumulated DISC income.
Since this ordinary income treatment arises only with respect to one
shareholder, however, no adjustment is made at the corporate level
to the accumulated DISC income or previously taxed income of the
DISC. Adjustments at the corporate laxel reflect events affecting all
the shareholders on a pro rata basis, rather than just one shareholder.

To provide appropriate treatment in the situation where only one
shareholder is taxed on a portion of the corporation's accumulated
DISC income by reason of a disposition of his stock the bill provides
a special rule. Under this rule a subsequent holder of the stock is to
have a special adjustment which, in effect, permits him to treat the
receipt of a subsequent actual distribution (or a deemed distribution
occnrring as a result of the disqualification or termination of the
DISC) of acciunulated DISC income as if the distribution were made
out of previously taxed income (and thus nontaxable) to the extent
gain on the pre ious dispositions of the stock was taxed as ordinary
inconle."

This special adjustment rule continues to apply even though the
stock is again transferred to another person. 7 

It does not, however,
apply with respect to gain on an acquisition by a DISC or former
DISC of its Stock or, in the event of such an acquisition, to gain on a
transaction prior to th.e acquisition.

Since a redemption by a DISC of its stock is economically equivalent
to the acquisition of the DISC stock by the remaining DISC share-
holders, the bill provides in this ca-c for a reduction in the corpora-
tion's accumulated DISC income to the extent of the ordinary income
realized (as a result of sec. 995 (c)) by the redeemed shareholder upon
the redemption. If the redeemed shareholder was entitled to the special
adjustment rule, the corporation's accumulated DISC income also is
to be reduced by the amount of the special adjustment, i.e., the amount
of the DISC income which the redeemed shareholder could have re-
ceived tax-free."

Adbistiier s to basis.-WVhen a shareholder of a DISC (or former
DISC) is taxed on a deemed distribution of an amount which remains

"For example, assume that a shareholder in a DISC is required to treat $20 of his gain
on the sale of his DISC stock as ordinary income. Although the accumulated DISC income
and the previously taxed income of the corporation are not adjusted to reflect this ordinary
inmne treatment, the mrchaser is to treat up to $20 of a subsequent actual distribution
(or a deemed distei5utinn resulting from termination or disqualiftcation) out of aceumu-
tated DISC income in the same manner as a tax-free distribution from previously taxed
income. Thus. if the corporation made an actual distribution to the purchaser of $15 out
of neeumulated DISC income, he would not be taxed on this amount, even though the car-
pnration itself had no previonusly taxed income.

n For example. if the purchaser. in the example in the preceding footnote, transferred his
DISC stock by gift to his son after having received the $15 dlstrlbuton from the DISC
which was tax free to him under the special adjustment rue, the son would become entitled
to the special adjustment rule. The amount of the special adjustment, however, would only
be the excess of the gain treated as ordinary income to the original seller upon the sale, $20,
over the amount previously treated as if it were from previously taxed income ($15). Conse-
quently, an actual distribution by the DISC to the son of an amount up to $5 would be
treated as tax-free to him,

is For example, assume a DISC with $100 of accumulated DISC income redeems the stock
of a shareholder who treats $25 of his recognized gain as ordinary income. Assume also that
the redeemed shareholder, because of the special adjustment tax, could have received $30
of DISC income from the DISC tax-free. In this case, the accumulated DISC income of the
corporation is to be reduced to $45 ($100 minns $55) as a result of the redemption,.



in the corporation, it is in essence as if there had been an actual distri-
bution of the amount to the shareholder followed by a contribution
by him of the amount to the corporation's capital. In the latter case,
the basis of the shareholder's stock in the corporation would be in-
creased by the amount of the capital contribution. To provide the
same treatment in the case of deemed distributions, the bill provides
that the basis of a shareholder's stock in the corporation is to be
increased by the amount taxed to him as a deemed distribution.

On the other hand, the tax-free receipt by a shareholder of a DISC
or former DISC of an actual distribution out of previously taxed
income is the equivalent of a tax-free distribution of capital which
under normal rules would result in a reduction of the basis of his
stock. Accordingly, it is provided that the basis of the shareholder's
stock in the DISC is to be reduced by the amount received by him
tax free from previously taxed income (including amounts received
tax free pursuant to the special adjustment rule). If a distribution of
previously taxed income exceeds the basis of the shareholder's stock,
it is to be treated by him as gain from the sale or exchange of property.

Definition of divisions of earnings and profits; treatment of deemed
distributions.-The bill provides that the earnings and profits of a
DISC (or former DISC) are to be divisible into three separate cate-
gories.

The first division, DISC income, consists of those earnings and
profits on which tax has been deferred because of the corporation's
classification as a DISC in the year the income was earned. Thus,
DISC income for a taxable year is the earnings and profits of a DISC
during that year before reduction for any actual distributions made
during the year but after reduction for amounts deemed distributed
currently in qualified years such as interest on producer's loans.

These amounts are omitted from DISC income, since they are
taxed currently to the shareholders of a DISC and, therefore, do not
represent earnings of a DISC on which tax has been deferred. If a
DISC, because of its ownership of stock in a controlled foreign corpo-
ration, must include any amounts in its gross income, as a result of the
application of subpart F, these amounts also are to be included in the
DISC income division of earnings and profits for the year included
in the DISC's taxable income.

The second division of a DISC's earnings and profits is previously
taxed income. The amomts in this division represent the total of the
amounts previously taxed to shareholders as deemed distributions
(under see. 995 (b) ), including both distributions when the corporation
was and was not qualified as a DISC. Thus, if a shareholder is deemed
to have received a distribution as a result of the termination of a
DISC election, or the failure of the corporation to qualify as a DISC,
or if he received a deemed distribution related to a qualified year of
a DISC, the amount of any such deemed distribution is to increase
previously taxed income and, in the case of a deemed distribution
resulting from termination or disqualification, reduce accumulated
DISC income.

The third division of a DISC's earnings and profits, is referred to as
"other earnings and profits." This has reference to those earnings and
profits of a DISC which were accumulated while the corporation was



not taxed as a DISC (i.e., in a year prior to the corporation's election,
or subsequent to the election if it did not qualify for the year). These
are the "normal" earnings and profits of a DISC which are the same
as the earnings and profits of an ordinary corporation which never was
a DISC. As a result, these earnings and profits when distributed are
eligible for the dividends received deduction and are not treated as
foreign source income.

Effectively connected income.-The bill treats all actual and deemed
distributions which are out of DISC income and gains which are taxed
as ordinary income, insofar as shareholders of a DISC who are nonresi-
dent aliens or a foreign corporation, trust, or estate are concerned, as
effectively connected with the conduct of a trade or business conducted
through a permanent establishment by the shareholder within the
United States. The effect of this provision is to place distributions
from a DISC (both deemed and actual) and gains on the disposition
of DISC stock treated as ordinary income (pursuant to see. 995(c))
in the category of income which is subject to U.S. tax, when received
by nonresident aliens and a foreign corporation, trust or estate on a net
income basis and at the regular rate of tax.

8. Special subchapter C rules (see. 501 of the bill and see. 997 of the
code)

The amount distributed in the case of a distribution of property (as
distinct from money) to a corporate distributed usually is measured
by reference to the basis of the property distributed, rather than its
fair market value as is the case with distributions to individuals. In
addition, the basis of property received by a corporate distributee
usually is the adjusted basis of property distributed in the hands of
the distributing corporation. (See secs. 301(b) (1) (B), and 301(d)
(2)). However, since the distribution of property from a DISC, out
of DISC income or previously taxed income, is includible in the in-
come of the recipient in full (or, in the case of previously taxed in-
come, has previously been so included), without benefit of the divid-
ends received deduction, it is more appropriate to treat the distribu-
tions under the same rules as apply to distributions to individuals. In
this case, there is not the possibility of two taxes as there usually is
where the dividends received deduction is not available and one cor-
poration makes a distribution to another corporation.

Consequently, the bill provides that the rules applicable to distri-
butions to an individual are to apply to distributions by a DISC to
the extent they are out of DISC income or previously taxed income
(but not to the extent they are out of other earnings and profits where
there is the possibility of a double tax.) Thus, the amount of these
distributions in property are to be measured by the fair market value
of the property distributed and the basis of the property distributed
in the hands of the corporate distributee is to be its fair market value
at the time of the distribution. To the extent that the distribution is
out of the other earnings and profits of a DISC, the normal rules of
section 301 are to apply.

The special rule described above, of course, has application to dis-
tributions by a former DISC to a corporate distributee, to the extent
the distributions are out of the corporation's accumulated DISC in-
come or previously taxed income.



9. Dividends received deduction (see. 602 of the bill and see. 246(d)
of the code)

Generally, a corporation receiving a dividend from a domestic cor-
poration is entitled to a deduction (usually equal to 85 percent of the
dividend) in computing its taxable income. This intercorporate divi-
dends received deduction is designed to prevent, for the most part,
the multiple taxation of corporate earnings as they pass from one
corporation to another. Since a DISC is not, however, subject to tax-
ation on its earnings and profits as a DISC, there is no reason to pro-
vide for an intercorporate dividends received deduction for dividends
distributed to corporate shareholders of a DISC.

As a result, the bill provides that the dividends received deduction
is not to be available to corporate distributes to the extent dividends
from a DISC (or former DISC) are out of accumulated DISC income,
or previously taxed income, or are a deemed distribution in a year in
which a corporation qualifies as a DISC (under sec. 995 (b) (1)).

If, however, the dividend is made out of other earnings and profits,
a corporate distributee is to be entitled to a dividends received deduc-
tion in the same manner and to the same extent as under the rules
applicable to a distribution from a regular corporation under exist-
ing law.

10. Foreign tax credit (see. 502 of the bill and sees. 901(d) and 904(f)
of the code)

The bill makes the foreign tax credit available to shareholders of a
DISC (or former DISC) for any foreign income taxes paid by the
corporation with respect to certain distributions (whether deemed or
actual). This is accomplished by providing that dividends from a
DISC (or former DISC) are to be treated as dividends from a foreign
corporation to the extent the dividends are treated as from sources
without the United States. An ,amendment to the source rules (adding

sec. S(a) (2) ) t the code) provides that dividends from a DISC
are to be considered to be frm sources without the United Statesto the extent attributable (as determined under regulations to be
prescribed) to qualified export receipts (other than interest from

U.S. sources) of the DISC.
By treating dividends from a DISC (or former DISC) as from a

foreign corporation, to the extent the dividends are attributable to
qualified export receipts (other than United States sourc interest), a

corporate shareholder becomes entitled to the "deemed paid" foreign
tax credit (section 902 of the code) with respect to any foreign income
taxes paid by the DISC (or former DISC).

The bill also contains a provision which prevents a DISC sh-are-
holder, which has elected the overall limitation on the foreign tax
credit, from using its excess foreign tax credits to offset its U.S. tax
liability on the income received from a DISC (which is treated as for-
sign source income to the extent it is attributable to export receipts).
As is the case under existing law with respect to interest income, the
bill provides that the tax credit limitation is to be applied separately
with respect to DISC income. The bill further provides that the over_
all limitation will not apply with respect to dividends received from
a DISC. Consequently, a DISC shareholder is not to be ble to use

excess foreign tax credits paid to a particular country (e.g., France)
to offset its tax li.bility on the dividends received by it from a DISC.



All dividends received from a DISC are considered to be received
from one country. Thus, the bill provides that if a taxpayer receives
dividends from more than one DISC the aggregate of the dividends is
to be considered in applying the per country limitation on the foreign
tax credit.
11. Western Hemisphere Trade Corporations (see. 502 of the bill and

see. 922 of the code)
The bill provides that a corporation which is a DISC for a taxable

year and which also would otherwise qualify as a Western Hemisphere
trade corporation for the year is not to be allowed the special Western
Hemisphere trade corporation deduction (which is equivalent to a 14
percentage point rate reduction) for that year. Denial of the deduc-
tion will insure that during this period a DISC does not receive the
double benefit of Western Hemisphere trade corporation treatment and
DISC treatment. The special deduction is available to a former DISC
if it otherwise qualifies for the deduction.

In addition, the bill also provides that a corporation may not receive
the special Western Hemisphere trade corporation treatment for any
year for which it owns stock in a DISC or former DISC. It would be
inappropriate to accord tax-deferred status to a DISC's profits when
earned by the DISC and, in addition, the special Western Hemis-
phere trade corporation tax rates on those profits when they are dis-
tributed by the DISC.
12. Possessiom' corporations (see. 502 of the bill and sec. 931(a) of

the code)
Under present law, a U.S. corporation is treated as a possessions'

corporation if most of its income is derived from a possession. A
possessions' corporation is taxable by the United States only on its
U.S. source income. If a possessions' corporation were allowed this
special treatment for a taxable year in which it was a shareholder
in a DISC or former DISC, the tax-deferred profits of the DISC or
former DISC which were distributed or deemed distributed to the
possessions' corporation would be free of tax in the possessions' cor-
poration's hands, since they are not treated as U.S. source income. To
prevent this result, the bill provides that the special possessions' cor-
poration treatment is not to be available to a corporation for any year
in which it owns stock in a DISC or former DISC. The bill also pro-
vides that this treatment is not to be available when the corporation is,
itself, a DISC.
13. Cosolidated tax returns (see. 502 of the bill and sec. 1504(b) of

the code)
The bill provides that a DISC or former DISC may not be included

in a group of affiliated corporations electing to file a consolidated tax
return. An affiliated group of corporations which files a consolidated
tax return, in effect, is allowed a 100 percent dividends received
deduction on dividends flowing from one member of the group to
another. The alloxvance of this treatment, like the allowance of the
general dividends received deduction, is not compatible with the
principle that earnings of a DISC are not to be taxed in the hands
of the DISC but rather are to be taxed in the hands of its shareholders.



14. Special rule with respect to DISC stock acquired from a decedent

(sec. 502 of the bill and see. 1014(d) of the code)

In order to prevent the possibility of a DISC shareholder, who

receives stock of a DISC (or former DISC) from a decedent, from

escaping taxation on the DISC income attributable to those shares

when they are disposed of by him, the bill provides a special basis

rule with respect to such stock when acquired from a decedent.

An amendment to the general basis rule relating to property ac-

quired from a decedent (sec. 1014) provides that the basis given

stock of a DISC (or former DISC) acquired from a decedent is to he

the basis of the property determined under the general rule in such

cases (fair market value upon the applicable estate tax valuation date)

but reduced by the amount which would have been treated as ordinary

income (under see. 995 (c)) had the decedent lived and sold the DISC

stock at its fair market value on the applicable estate tax valuation

date. Thus, the basis of DISC stock in the hands of an individual

acquiring such stock from a decedent is still to reflect the potential

taxation to such individual (as ordinary income) of the DISC income

attributable to the acquired shares.
This rule can be illustrated by assuming that A, possessing DISC

stock with a basis of $60 in his hands, dies when the stock has a fair
market value of $100. Assume further that A's fiduciary elects the
date of death valuation for Federal estate tax purposes. If the amount
which would have been ordinary income if the shares were sold on the

date of death is $30, the basis of such stock to the legatee (B) would
be $70 (the fair market value at death, $100, reduced by $30). Con-
sequently, the subsequent sale of the inherited DISC stock by B for
$100 would (assuming no decrease in the DISC income attributable to
such shares) generate $30 of ordinary income to B.

The rule provided by the bill has application whenever stock of
a DISC (or former DISC) is included in the decedent's gross estate
for Federal estate tax purposes. For example, if the DISC stock in
the above example had been transferred by A to B in contemplation
of death, the property would have been included in the decedent's
gross estate and the basis in B's hands would be determined under the
DISC rules in the same manner as if the stock had been acquired by
B as a result of A's death.

Where the decedent's fiduciary elects the alternate valuation date
for Federal estate tax purposes (pursuant to sec. 2032), in computing
the gain which the decedent would have had if he had sold the DISC
stock on the alternate valuation date, his basis is to be determined
with reduction for any distributions which may have been made, after
the date of the decedent's death and before the alternate valuation
date, from the DISC's previously taxed income. By providing that the
decedent's basis in the hypothetical sale is reduced by post-death
distributions from previously taxed income, it is insured tlat th basis
of the beneficiary will reflect the fact that a distributio-n has been
made from previously taxed income during administration and prior
to the alternate valuation date. For example, 'assume that A dies
possessing DISC stock with a basis of $100, which stock is bequeathed
to B. If the stock has a value of $110 on the alternate valuation date,
its basis to B (assuming tit the corporation has $50 of DISC income
and $10 of previously taxed income) would be $100 ($110 less $10,



the amount which would have been treated as ordinary income if the
decedent had lived and sold the stock on the alternate valuation date).
On the other hand, if a distribution of $10 had been made from
previously taxed income prior to the alternate raluation date, B's
basis would 'be $90 ($100, the fair market value of the stock on the
alternate valuation date, less $10, the amount which would have been
treated as ordinary income if the decedent had lived and sold the
stock on the alternate valuation date).
15. Procedure and administration (see. 504 of the bill and sees. 6011,

6072, 6501, and 6686 of the code)
The bill provides various reporting and recordkeephxg procedures

for the corporations which are or were DISC's. A DISC is to file a tax
return for its taxable year on or before the 15th day of the 9th month
following the close of the taxable year on such forms as are prescribed
by the Treasury. A DISC or former DISC also must furnish for a
taxable year such information to the Internal Revenue Service, and
to any persons who were shareholders of the corporation at any time
during the taxable year, as the Treasury requires by regulations. In
addition, a DISC or former DISC must keep such records as are re-
quired by Treasury regulations.

Generally, the statute of limitations on the assessment of tax by the
Internal Revenue Service against a corporation begins to run on the
due date for the corporation's tax return (if the return is filed by that
time). For purposes of applying this rule, the bill provides that if a
corporation in good faith determines it is a DISC and files a DISC tax
return for a taxable year, that tax return is to be considered as a regular
corporate tax return. Thus, if the corporation subseqeuntly is held not
to be a DISC for the year, the filing of the DISC tax return will have
started the statute of limitations running for purposes of assessments
of tax against the corporation.

Penalties (which are in addition to the penalties provided in section
7203 regarding willful failures to file returns, supply information, or
pay taxes) are provided for a failure to file a DISC tax return or to
supply the hiformation required under the bill. In the case of a failure
to supply information, the penalty is to be $100 for each failure but the
total penalty imposed for a calendar year with respect to failure to
supply information may not exceed $25,000. In the case of a failure to
fie a DISC tax return, a penalty of $1,000 is imposed. These penalties,
however, are not to apply in any case where the failure to supply
information or file a DISC tax return is due to reasonable cause.
16. Export trade corporations (see. 505 of the bill)

Under present law, a U.S. parent corporation of a controlled foreign
subsidiary is subject to tax currently on the foreign subsidiary's sub-
part F income (generally its trading, etc., income). If the foreign
subsidiary, however, derive es its trading income from the sale of U.S.
exports and invests that income in export trade assets, then the tax
liability of the parent company on a subsidiary's income is deferred as
long as it remains invested in the export trade assets. To a large extent,
the export trade corporation provisions of present law serve the same
objective which the DISC treatment proNided by the bill is designed
to serve. Since there is a substantial overlap between these two sets
of provisions, tie committee agrees with the House that it is appropri-



ate to repeal the export trade corporation provisions of present law,
and, in addition, to allow a parent corporation to transfer assets from
its export trade corporation subsidiary to a DISC subsidiary without
immediate tax consequences.

The House, however, repealed the export trade corporation pro-
visions both for existing corporations and for new corporations effec-
tive for taxable years beginning after December 31, 1975. The com-
mittee believes it is more appropriate to make the repeal effective
immediately (for taxable years beginning after October 31, 1971) but
to allow the export trade corporation provisions to continue to apply
to any controlled foreign corporation which was an export trade cor-
poration for any taxable year beginning before November 1, 1971.
This will allow those corporations which previously qualified under
these provisions to continue to qualify under them.

If, however, an export trade corporation desires to take advantage of
the DISC provisions, the bill provides that if a parent corporation
owns all the outstanding stock of an export trade corporation and all
the outstanding stock of a DISC, then no gain or loss or immediate
income tax consequences are to result to any of the corporations in-
volved, if the export trade corporation contributes property to the
DISC in situations where two conditions are satisfied. First, the
amount transferred to the DISC must be at least equal to the amount
of the export trade corporation's untaxed subpart F income (i.e., the
previously earned subpart F income on which tax has been deferred
by virtue of export trade corporation treatment). Second, the transfer
must occur during a taxable year beginning before January 1, 197.

If the above described conditions are satisfied with respect to a
transfer of property from an export trade corporation to a DISC, the
bill provides that a series of adjustments are to be made with respect to
the export trade corporation and the DISC to reflect the fact that
the export trade corporation's tax deferred earnings have been trans-
ferred to the DISC. First, the earnings and profits of the DISC and
its accumulated DISC income (i.e., its tax deferred income) are to be
increased by the amount of any earnings and profits transferred to
it (and the export trade corporation's earnings and profits are to be
reduced by the same amount). This is to occur even if the amount
transferred to the DISC is in excess of the export trade corporation's
untaxed subpart F income, since the excess represents other untaxed
foreign earnings. These amounts are to be treated as foreign source
income when distributed by the DISC and the taxes paid by the
export trade corporation on its earnings which are transferred to the
DISC, in effect, are to be considered as paid by the DISC for purposes
of determining the allowable deemed paid foreign tax credit which a
corporate shareholder of the DISC is entitled to when it receives a
dividend from the DISC.

Adjustments to the basis of the parent company's stock in the
export trade corporation and the DISC also are provided by the bill
so 'as to take account of the fact that all, or a portion, of the parent
company's investment in its export trade corporation subsidiary has
been transferred to its DISC subsidiary. It is provided that the basis
of the parent's stock in the export trade corporation is to be reduced
proportionately by the percentage of the export trade corporation's
assets (measured by their adjusted basis) transferred to the DISC.



For example, if 25 percent of an export trade corporation's assets were
transferred to a DISC and the parent company's basis for its stock in
the export trade corporation was $1 million, then that basis is to be
reduced to $750,000. The amount by which the basis of the parent
company's stock in its export trade corporation subsidiary is reduced
is to be added to the basis of its stock in its DISC subsidiary.

In determining the amount of property transferred from an export
trade corporation subsidiary to a DISC subsidiary, the bill provides
that the amount transferred is to be the adjusted basis of the trans-
ferred property with proper adjustment being made for any indebted-
ness secured by the property or assumed by the DISC in connection
with the transfer.

The rules discussed above apply in the situation where the parent
company directly owns all of the stock of both its export trade cor-
poration subsidiary and its DISC subsidiary. In situations where
either the 100 percent ownership requirement is not met or the direct
ownership requirement is not met, the bill provides that the rules
discussed above are to be applicable to the extent, and in accordance
with such rules, as the Secretary of the Treasury provides. An example
of the type of situation covered by this provision, for which rules are
to be prescribed by the Treasury, would be where the export trade
corporation is a second-tier foreign subsidiary which is to be spun off
to the IT.S. parent company and then merged into the DISC.

The bill also contains a provision which is designed to insure that
accounts receivable, to the extent such receivables were export trade
assets when held by the transferring export trade corporation, will be
treated as qualified export assets in the hands of the DISC.

17. Submission of annual reports to Congress (see. 506 of the bill)
In order that the Congress may be apprised of the effects of the

DISC treatment provided by the "bill, it provided that the Secretary
of the Treasury is to submit an annual report to Congress setting forth
an analysis of the operation and effect of the DISC system Of taxa-
tion. Among other things, the report is to include an analysis of the
revenue effects of the DISC system as tell as its effects on the balance
of trade of the United States.

These reports, which are to begin with the report for calendar year
1972, are to be submitted to the Congress within 151/2 months follow-
ing the close of each calendar year.

In addition, before 1981, the President is to submit to the Congress
a comprehensive analysis of the manner in which the various countries
of the world treat, for tax and tariff purposes, the export of manufac-
tured and processed products.

F. Job Development Amendments Related to the Work Incentive
Program

(Secs. 701 and 702 of the bill and new sections 40, 50A, and 50B of
the code)

The Revenue Act of 1971 is aimed at expanding job opportunities
for all Americans. The job development investment credit under
title I of the bill is the major instrument for accomplishing this goal.
But the committee bill also contains important provisions designed
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to expand job opportunities for welfare recipients participating in the
Work Incentive Program.

The Work Incentive Program was created by the Congress in 1967
as an attempt to cope with the problem of rapidly growing dependency
on welfare by providing recipients with the training and job oppor-
tunities needed to help them become economically independent.
Unfortunately, the results have been disappointing, and few partici-
pants in the Work Incentive Program have been placed in employment
following completion of participation in the program.

The major single criticism of the Work Incentive Program is that
it has not placed welfare recipients in jobs. The reason for this is that
well over ninety percent of the enrollees in the program are taking
classroom-type courses rather than employment-based training. Two
basic kinds of employment-based training are authorized under pres-
ent law: on-the-job training with private employers and public
service employment in created public jobs. These must be given a
much higher priority if welfare recipients are to be employed rather
than put into training programs leading nowhere.

The committee bill provides this job-related emphasis. In addition,
it establishes a job development tax credit for employment of Work
Incentive Program participants which is designed to open up job
opportunities for welfare recipients. Other provisions are designed to
strengthen the administrative framework of the Work Incentive
Program so as to make participants ready for the jobs when the
the jobs are ready for them.
1. Job development tax credit Jor work incentive program

Employment in the private sector represents our major hope for
leading present welfare recipients to economic independence. As an
incentive for employers in the private sector to hire individuals
placed in on-the-job training or employment through the Work
Incentive Program, the committee bill would provide a tax credit
equal to 20 percent of the wages and salaries paid to these employees
during their first 12 months of employment. The tax credit would be
recaptured if the employer terminated the services of the individual
during the first 12 months of his employment or before the end of the
following 12 months. This recapture provision would not apply if the
employee became disabled or left work voluntarily.

The tax incentive is a key provision of the committee bill. The
committee recognizes that no work incentive or job training program
can ever be successful unless it has the full cooperation of private
business. Many welfare recipients will be very poor employment
risks, requiring special training before they can achieve full produc-
tivity. It is unrealistic to expect that the business community will
undertake this kind of new responsibility without some form of
extra financial help in the initial stages. The job development tax
incentive is designed to bridge the gap that now exists between the
Work Incentive Program and private employment. The committee
feels that use of the job development tax credit by employers can
only result in savings to taxpayers. There has been virtually no on-
the-job training or placement welfare recipients in private employ-
ment under the present program. Any use of the tax -redit, therefore,
will amount to employment that would in all likelihood not otherwise
have taken place. Let us assume that . former welfare recipient is



placed in a job paying $5,000 per year. The tax credit amounts to
$1,000 if the former recipient works for two full years. Welfare payments
during those two years in most States would have amounted to more
than five times that amount.

Explanation ofprovision.-Under this job development tax credit, a
taxpayer is to be allowed as a credit against his income tax liability for
the taxable year an amount equal to 20 percent of "Work Incentive
Program expenses" which he has paid or incurred during the year.
However, the credit for a taxable year may not exceed $25,000 plus 50
percent of the taxpayer's income tax liability in excess of $25,000.
Work Incentive Program expenses" are defined as the wages and

salaries attributable to the first 12 months of employment of employees
who are placed in employment under the Work Incentive Program
established by the Congress in 1967. The wages paid an employee
placed in on-the-job training after participation in the Work Incen-
tive Program would similarly be considered a "Work Incentive Pro-
gram expense." The amendment makes clear that the credit is not to
be available with respect to wages or salaries paid to domestic employ-
ees. On the contrary, it is provided that only wages and salaries paid
in the course of a trade or business axe to qualify.

If the taxpayer without cause terminates the employment of an
employee placed under the Work Incentive Program at any time dur-
ing the first 12 months of employment or at any time during the next
12 months, then the tax credit allowed under this provision with
respect to that employee is to be recaptured. In such a case, the tax
liability of the taxpayer, for the year of termination, would be in-
creased by an amount equal to previous tax credits allowed for Work
Incentive Program expenses incurred with respect to the discharged
employee. The recapture provision is not to apply if the employee
voluntarily quits or becomes disabled.

This provision also permits any unused tax credits under this section
to be carried back three taxable years and then to be carried forward
seven taxable years. The unused credit carryback 'may be used to
reduce any income tax liability for the years to which it is carried.
However, any unused credit for a year may only be carried back to
taxable years beginning after December 31, 1971.

The provision contains several limitations. A credit may not be
taken for Work Incentive Program expenses which do not qualify as
deductible trade or business expenses, or if the expenses have been
reimbursed to the taxpayer. Further, the credit would not be allowed
for 'any expenses of training conducted outside the United States.
Also, no work incentive program expenses on behalf of an employee
may be used in computing the credit if the expenses are incurred after
the end of the 24-month period beginning with the date of initial
employment by the taxpayer. In addition, no Work Incentive Program
expenses may be taken into account with respect to an employee who
is closely related to the taxpayer. If the taxpayer is a corporation,
estate or trust, special rules are provided to achieve a similar result.

The provision is to be effective for taxable years beginning after
December 31, 1971.
2. Other job development amendments related to the work incentive

program
A number of other amendments are included in the bill to make the

Work Incentive Program more employment-oriented, to develop



job opportunities for participants in the program and to improve the
administrative framework of the program in order to increase its
effectiveness in placing participants in jobs. These features are
necessary because the Work Incentive Program continues to suffer
from the problem of participants finishing their training without jobs
being available. At the end of August 1971, for example, about 25,000
participants had completed training; 37 percent of them were in a
"holding" category because a job could not be found. The number of
persons in this "holding" category has more than doubled in one year,
from 4,290 at the end of August 1970 to 9,092 at the end of August
1971.

Linking training and work experience to jobs.-To make training
and employment experience under the Work Incentive Program more
job-related, the committee bill would require the Labor Department
to spend at least 40 percent of the expenditures for the Work In-
centive Program for on-the-job training and public service employ-
ment. To increase the amount of public service employment, the
amendment would simplify the financing and increase the Federal
share of the cost of public service employment by providing for 100
percent Federal funding for the first year, and 90 percent Federal
sharing of the cost in subsequent years. If the project remained in
effect less than 3 years, however, Federal sharing for the first year
would be cut back to 90 percent.

Operations under the Work Incentive Program have often failed to
meet the objective of the program because too little attention was
paid to the actual labor market conditions and requirements in the
geographic area. The committee bill would require the establishment
of local labor market advisory councils whose function it would be to
identify present and future local labor market needs. The findings of
this council would serve as the basis for training under the Work
Incentive Program at the local level.

Improving administration and coordination.-Under present law
the welfare agency is supposed to prepare an employability plan for
each "appropriate" case and make referrals to the Department of
Labor, which then is required to prepare an employability plan and
place the individual in employment, on-the-job training, institutional
training, or public service employment. Problems have arisen in this
referral and preparation process.

In some cases, the welfare agency has not referred sufficient numbers
of persons, while in other cases they have referred too many persons,
without first arranging for such supportive services as child care
needed in order for the welfare recipient to participate in the Work
Incentive Program. Due to lack of coordination between the welfare
agency and the Labor Department, persons have sometimes been
referred who do not match the training or employment opportunities
available in the area.

The committee bill would solve this problem by requiring the
welfare agency to set up a unit with the responsibility of arranging
for supportive services so that the welfare recipients may participate
in the Work Incentive Program; Federal matching for these supportive
services would be raised from 75 percent to 90 percent. The bill would
require that the welfare agency and the Labor Department at the
local level enter into a joint agreement on an operational plan-that



is, a plan setting forth the kinds of training that will be arranged for,
the kinds of job development the Labor Department will undertake,
and the kinds of job opportunities both agencies will have to prepare
persons for during the period covered by the plan. In addition, both
agencies will jointly develop employability plans for individuals,
consistent with the overall operational plan, which will assure that
individuals will receive the necessary supportive services and prepara-
tion for employment without unnecessary waiting.

The requirement that all "appropriate" persons be referred for work
and training has been criticized as difficult to administer with con-
sistency and effectiveness. The committee bill would end the problem
by requiring welfare recipients (with certain specified exceptions such
as incapacitated persons and mothers of children under age 6) to
register with the Secretary of Labor and by establishing clear priority
among persons registering for employment and training. The bill
would require the Secretary of Labor to accord priority in the following
order: (1) unemployed fathers; (2) dependent children and relatives
age 16 and over who are not in school, working, or in training; (3)
mothers who volunteer for participation; and (4) all other persons.

Other provisions of the bill would mandate coordination between
the Departments of Labor and Health, Education, and Welfare;
would increase the Federal matching share for training under the
program from 80 percent to 90 percent; would specify an allocation
formula for distribution of funds under the Work Incentive Program
among the States; and would require on a State-by-State basis that
at least 15 percent of the registrants for the Work Incentive Program
be enrolled in the program each year.

G. Explanation of Balance of Payments Emergency Provision

(Section 601 of the bill)

The committee is concerned that during the emergency period
created by the continuing balance of payments deficit of the United
States, the President should have broad and flexible authority to
deal with the critical trade issues which this country faces. The
United States balance of payments deficit has existed for 20 out of
the past 22 years. Cumulatively, from 1950 though the first half of
1971, this deficit exceeds $64 billion.

As our holdings of reserve assets-gold, SDR's, foreign currencies
and IMF position-have fallen from a peak of $26 billion in 1949 to
$12 billion, our liquid liabilities to foreigners have increased from $8
billion in 1949 to nearly $60 billion in mid-August of 1971. Moreover,
our international trade position has deteriorated markedly. On a f.o.b.
basis of measurement, our trade account is running in deficit at a rate
of $1.5 billion in 1971. On a c.i.f. basis of measurement-including the
cost of insurance and freight-our trade deficit for 1971 is running at
an annual rate of close to $6 billion.
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U.S. balance oJ payments: balance on a liquidity basis and on an official
reserve transactions basis, and changes in U.S. gold stock for the period
1950-71

[In millions of dollars]

Balance

Liquidity basis Official reserve Change in gold
Year (deficit -) transactions basis stock (decrease -)

1950 - -3,489 (1) -1,743
1951 -- 8 3) 53
1952 - -1, 206 (') 379
1953 - - -2, 184 (1) -1,161
1954- -1, 541 (1) -298

1955 - - - -1,242 (1) -41
1956- -973 (1) 306
1957 - 578 (1) 798
1958 -3, 365 (1) -2,275
1959 - 3,870 (2) -1,075

1960 - 3, 901 -3, 403 -1, 703
1961 -2,371 -1,347 -857
1962 -2,204 -2,702 -890
1963 -2,670 -2,011 -461
1964 -2,800 -1,564 -125

1965- - 1, 335 -1, 289 -1, 665
1966- -1, 357 266 -571
1967 -- - 3, 544 -3, 418 1, 170
1968 ------------------------- 171 1,641 - 1,173
1969 - - -7, 012 2, 700 967

1970 - 2 -3, 848 2 -9, 819 -787
1971 - - - - - - -- 16, 598 3 -22, 488 - -1,130

Total, 1950 to 1971 --- -64, 769 - 14, 622

1 No officially published figures on this basis available for years prior to 1960.
2 Including $867,00,000 allocation of special drawing rights.
a 10t half at annual rate.

Source: U.S. Treasury Department and the Federal Reserve Bulletin.
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Balance of payments crisis
During 1971 our balance of payments worsened considerably; the

official settlements balance was running at a $22.5 billion annual rate
during the first half of the year. This critical situation caused the
President to react on August 15. He announced (a) the imposition of
an emergency, temporary import surcharge of 10 percent, (b) suspen-
sion of dollar convertibility into gold, (c) a freeze on wages and prices,



and (d) the tax measures aimed at stimulating the economy which are
contained in this bill.
Negotiations on currency parities' fair trade rules and military offset

arrangements
The present negotiations over currency realignments, the establish-

ment of fair trade rules and a more equitable system of burden-sharing
of defense costs could lead to a more healthy and stable international
trade and monetary system. The committee places great emphasis on
achieving the balance of payments solution through these negotiations.
In this respect, it is the committee's belief that the authority con-
tained in this amendment will be useful to the President in the interest
of achieving satisfactory negotiated solutions with other trading na-
tions. The committee would hope that our balance-of-payments prob-
lems could be negotiated satisfactorily without the necessity of invok-
ing the authority in this amendment, but we are convinced the Presi-
dent should have the benefit of this legislation in the event it should be
needed.
Inadequacy of present law

Under present law, the President's authority to impose import
restrictions for balance-of-payments purposes during this period of
difficult and delicate negotiations is severely limited. He has no broad
authority, outside of the "Trading With The Enemy Act," to impose
the remedy sanctioned under Article XII of the General Agreement
on Tariffs and Trade, namely, import quotas, whenever a country is
suffering from a balance of payments deficit.

The President has broad authority to impose controls over imports
under the "Trading With the Enemy Act." The Committee felt that
the President should not have to resort to the "Trading With the
Enemy Act" when dealing with the balance of payments emergency,
particularly with respect to our friendly trading partners.

The import surcharge imposed by the President on August 15 was
based upon authority incorporated in the Trade Expansion Act and
other trade agreements legislation to terminate in whole or in part
proclamations issued to implement tariff concessions. The limitations
inherent in the authority used does not comport with the obvious
purpose of the surcharge, namely, to combat an extremely serious
balance-of-payments crisis. Because of certain limiting factors within
that authority, the import surcharge has been applied unevenly with
respect to products. For example, the import surcharge on automobiles
is only 6.5 percent not the full 10 percent applied to most other
products. The committee feels that the President should have more
clearly defined authority to impose an import surcharge and to termi-
nate it selectively with respect to individual articles, groups of articles,
or countries. Therefore, the authority granted under this amendment
to impose an import surcharge of up to 15 percent supplements actions
already taken by the President and provides him with more flexibility
to increase, reduce, or terminate the import surcharge on a selective
basis.
Inadequacy of GATT

While the import surcharge is viewed by the Administration as being
consistent with the intent of Article XII, some foreign nations have
expressed the view that the import surcharge violates the letter of the
GATT articles. However, they could not find a technical violation if
the United States resorted to import quotas, which are clearly per-



mitted under Article XII. If it became clear to the President that
conforming to the letter of Article XII was a better alternative than
maintaining the import surcharge, he would be provided with this
alternative by this amendment.

The Committee is of the overall view that the GATT agreement is
woefully deficient in many respects, including the rigidity in Article
XII. It urges the Executive to seek a renegotiation of the GATT
agreement which has never been specifically approved by the Congress,
as a treaty or otherwise.

Congress has objected on many occasions to arguments that it
should take, or refrain from taking, certain actions because they
would constitute a violation of the GATT. If Congress is expected to
confine its law-making functions to conform with the strictures of an
international body, then it is only reasonable that the instrument
creating that body should be submitted to the Senate for ratification
as a treaty, and that legislation to implement the treaty should be
approved by the Congress.

Flexibility of Amendment
The committee amendment involves a temporary grant of authority

for use in this present emergency situation. This temporary aspect will
provide the committee with an opportunity to review the usefulness
of this provision and to consider whether or not this kind of authority
should be incorporated into our permanent tariff and trade laws.
It is considered necessary, however, to provide this authority during
the next several years because it is likely that our balance of payments
will remain a critical issue during this period. It is contemplated that
the President would employ this authority with great discretion and
only under circumstances in which it is clear that either negotiated
solutions to our international trade and financial problems cannot be
arrived at because of the recalcitrant attitudes of certain trading
partners or that firm action is necessary to protect a severe balance-
of-payments emergency. Countries which cooperate with the United
States in achieving mutually satisfactory solutions to our problems
can expect that the authority contained in this amendment could be
used as a legal basis for removing restrictions already imposed against
their products while retaining restrictions imposed against countries
who fail to cooperate with the United States during this critical period.
Countries, however, which seek to take unfair advantage of the United
States during this critical balance-of-payments emergency period
will know that the President of the United States has sufficient
authority and Congressional support to take strong actions to protect
our interests.

Description of amendment
Section 601 of the amendment provides that the President may,

subject to the provisions described below (1) impose limitations on
the quality or value (or both) of articles which may be imported into
the United States during a balance of payments emergency period,
and (2) to impose an import surcharge of not more than 15 percent
of the value of articles imported into the United States during a
balance-of-payments emergency period.

Under section 602 of the amendment, the "national emergency"
declared by the President on August 15 under Proclamation numbered
4074 is deemed to be a balance-of-payments emergency period. From
the date of enactment until December 31, 1976, the President may



proclaim additional balance-of-payments emergency periods whenever
he determines that-

(1) The balance-of-payments (as measured by either the official
reserve transactions basis or the balance on current account and
long-term capital) has been in deficit for four consecutive calendar
quarters;

(2) The United States has suffered a serious decline in its
international monetary reserves; and

(3) There is a serious threat to the international financial
position or international trade position of the United States.

Any balance-of-payments emergency period proclaimed by the
President under section 601 would terminate on or before December 31,
1976. The President may terminate the balance-of-payments emerg-
ency period whenever he determines the authority conferred by this
amendment is no longer necessary to safeguard the international
financial or trade position and balance of payments of the United
States. In any event, the authority conferred on the President under
section 601 of this title terminates on December 31, 1976.

Under section 603 the President may not impose both a surcharge
and quota on the same article or group of articles. Nor may he impose
a surcharge on any duty-free article. The amount of the surcharge
imposed on any article, when added to the import surcharge applicable
to such article under Proclamation numbered 4074, shall not exceed
15 percent of the value of such article. If the President exercises his
authority under this amendment to impose import quotas, such quotas
shall not be less than the quantity or value of the article or articles
imported into the United States from foreign countries during a
recent period that the President determines is representative of imports
of such article or articles. In imposing quantitative limitations, the
President must take into account any increase since the end of such
representative period in domestic consumption of such article or
articles, and like or similar articles of domestic manufacture or
production.

The President may exempt any foreign country or specified articles
or groups of articles from the application of any restrictions (whether
by quota or by surcharge) imposed under this amendment. In impos-
ing any restrictions, the President shall take into account any special
factors which may affect the international financial or trade position
of other countries, particularly the developing countries.

Under section 604 of the amendment, the President shall periodically
review the effect of action taken by him under section 601, and if he
imposes quotas on imports as permitted under this amendment, he
may, subject to the provisions of section 603, increase or decrease the
quantity or value of articles which may be imported into the United
States with respect to previously proclaimed limitations, or terminate
such limitations.

Similarly, with respect to the surcharge already in effect, the Presi-
dent may increase it m those instances where it is less than 10 percent,
to make it Mniform as to all dutiable imports Rot under a quota im-
posed pursuant to setion 601(1) of this title, or he could levy the
surchae at a rate is excess of 10 percent, biat not above 15 percent.
He may rednee or terminaate the import surcharge imposed by h M;
or terminate such surcharge with respect to any article or groups of
articles, or country.



If the President determines that such action is consistent with the
international financial position, the international trade position and
the balance of payments of the United States, he may terminate the
application of any action taken by him with respect to any foreign
country or specified articles or groups of articles which are the prod-
uct of such foreign country.

The authority granted by this amendment is purposely broad and
flexible. The Secretary of the Treasury urged the Committee to provide
additional authority with respect to reducing tariffs and changing
domestic laws dealing with so-called non-tariff barriers. The Com-
mittee felt that such additional authority would be more properly
related to overall trade legislation which should be considered at a
later point during the current Congress.

V. EFFECT ON THE REVENUES OF THE BILL AND VOTE
OF THE COMMITTEE IN REPORTING THE BILL

In compliance with section 252(a) of the Legislative Reorganiza-
tion Act of 1970, the following statement is made relative to the
effect on the revenues of this bill. Your committee estimates that the
bill will reduce tax liability by $1.7 billion in calendar year 1971, $7.8
billion in 1972, and $6.0 billion in 1973. The Treasury Department
agrees wth this statement. Part III of this report contains a more
detailed statement of the revenue effect of the bill.

In compliance with section 133 of the Legislative Reorganization
Act of 1946, the tabulation of the roll call vote to report the bill is as
follows:

In favor-12 (Messrs. Long, Anderson, Talmadge, Hartke, Ribi-
coff, Bennett, Curtis, Miller, Jordan, Fannin, Hansen and Griffin);

In opposition-2 (Messrs. Harris and Nelson).

VI. CHANGES IN EXISTING LAW
In the opinion of the committee, it is necessary in order to expedite

the business of the Senate, to "dispense with the requirements of sub-
section 4 of rule XXIX of the Standing Rules of the Senate (relating
to the showing of changes in existing law made by the bill, as reported).

VII. STATISTICAL APPENDIX
TABLE 1 -ESTIMATED EFFECT OF THE REVENUE ACT OF 1971 AS PASSED BY THE HOUSE OF REPRESENTATIVES
AND APPROVED BY THE SENATE COMMITTEE ON FINANCE, ELIMINATING THE PHASEOUT FROM THE 1971
MINIMUM STANDARD DEDUCTIUNI AND INCREASING THE 1971 EXEMPTION FROM $650 TO $675, 1971 INCOME
LEVELS-BY ADJUSTED GROSS INCOME CLASS

Number of
Number returns

Number of ot returns shifting to Deorease
returns made standard in tax

benefiting nontaxable deduction liability
Adjusted gross income class (thousands) (thousands) (thousands) (thousands) (mrlrn ns)

3to S..N I5 U 20 $56
$3 to $5 t.......S.. 9,1 95 230 227959 37 ................. . ... . . . 154 58 701 t
$7 to $10 -------- .. 13,316 2 317 223
$10 to 15 15 084 2 6
$15 to $20 6,334 135
$20 to $50 -. ----- . . . . .. . . . . . . ..- ,-014 It------- 3 - -
$50 to $100 ----------------- -3-8 20
$ 00 and over ... ............................ 99 ... . . ..... ... 5

Total US.............. ..........----.... 63,415 325 1,268 1,368

1 Under present law the minimum standard deduction for 1971 is $1,050 "phased out' by redurin6 the additional ollow-
ance differencee between the 1969 minimum standard deduction and Si050) by $1 for every $15 of adjusted gross income in
excess of the 1971 nontaxable level; the Hous- of Representatives apd the Senate Committee on. Finance have eliminated
the phaseout thus making the minimum standard deduction a flat $1,050.

Note: Details may not add to totals because of rounding.
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TABLE 2 -ESTIMATED EFFECT OF THE REVENUE ACT OF 1971 AS PASSED BY THE HOUSE OF REPRESENTATIVES
AND APPROVED BY THE SENATE COMMITTEE ON FINANCE, ELIMINATING THE PHASEOUT FROM THE 1971
MINIMUM STANDARD DEDUCTION,

1 
197 INCOME LEVELS-BY ADJUSTED GROSS INCOME CLASS

Number of
Number return

Number of of returns shifting to Decrgase
returns made standard in tax

benefiting nonta...e 2 deduction liabilit
Adjusted gross income class (thousands) thousandso) (thousands) (thousands) (milions)

$6 to $3 ............. . . .. ....... . . . . 5,407 .. .S.. --- 20 $33
03 to 5 ......................... ... ..... 7, 622 ----- UO------- 230 16

5oD7 6. ,166 701 217
" to $ 60 ---. ---------. . -... .... . .... 2,814 ....... .... 317 39
$ 10 to 1 5 -------- ..-.---.---.-.-.-. . . . .. .. .. .. . .. .. .. .. .
$15 to $20 -----------------------
$20 to $50 ... ...... .N5 O $10 0 --- --- -- --- ----. ---.- ----.- --.-- --- -- --.-- --- --- --.-- --
$100 and over . .. . .. . .. . . .. . ... . . . .. . . .. . .. . . . . .

Total ------------------------------ 22, DUB --------- 1,268 443

a Under present law the minimum standard deduction for 1971 is $1,050 "phased out" by reducing the additional
allowan-e (difference between the 1969 minimum standard deduction and $1050) by $1 for every 15 of adjusted gross
income in excess of the 1971 nontaxable level.

2 A small but indeterminate number of returns are rendered nontaxable by this provision.
Note: Details may not add to totals because of rounding

TABLE 3-ESTIMATED EFFECT OF THE REVENUE ACT OF 1971 AS PASSED BY THE HOUSE OF REPRESENTATIVES
AND APPROVED BY THE SENATE COMMITTEE ON FINANCE, INCREASING THE 1971 EXEMPTION FROM $650 TO
$675, t971 INCOME LEVELS-BY ADJUSTED GROSS INCOME CLASS

Number of
Number returns

Number of of returns shifting to Dcrease
returns made standard in tax

beneftieg nontaxable deduction IabiliAdjusted gross income class (thousands) (thousands) (thousands) (thousands) (millions U

$3 NO ON .. 5 170 BO---- $23

9 to $5 0.4 0 00 67
Sto $D .. 9,054 1. . 94

$7 to $1t tO, 000 2 0
$ 0 to $15 -- - - " 5, 084 .... .. . .......... . . 2705
$15 to $20... 0 - 6,334 . .............. ........ 13500 no $ .... ------------ -0 . 4,014 000.. .. .. ..... .... .---
$50 t000... 398 10$100 and over --- --- -- -- -- -- - .. .-- -- - 99 ------ ------. ...... .. .-- 5

Total ---- , - -t415 325 .. ...... 925

Note: Details may not add to totals because of rounding.

TABLE 4.-ESTIMATED EFFECT OF THE REVENUE ACT OF 1971 AS PASSED BY THE HOUSE OF REPRESENTATIVES
AND APPROVED BY THE SENATE COMMITTEE ON FINANCE, ADVANCING 1973'S t5 PERCENT STANDARD
DEDUCTION AND $750 EXEMPTION TO 1972,i 1971 INCOME LEVELS-BY ADJUSTED GROSS INCOME CLASS

Number of
Number returns

Number of of returns shining to Decrease
returns made standard in tas

benaetien nontaxable deduction liabilityAdjusted gross income class (thousands) (thousands) (nhnusaeds) (thousands) (millions)

$0 to $3 
0...-- . .. 31..74 0$

D -t-9, 73 30 12,9$5 to $7 0,0- O--- .- .. 2.....t......- O.$7 to $10 .... ............. 4....... 1, V7 4 9$10 to $15 .,..$1 5 to $20 ---- --- .. .. .. .. ... . .... 15, 084 ------------- 657 689
$2 0 to $50 ---- --- - -... .. ..... .... ... 4:014 ---- ---- --- ---- ---- --- 137
$50 to $100 - 4,14 201$100 and over SOB.. . 39B --- ........... . 3

Total .............................. ......... 63,117 844 1,1t27 2,091

I Thus changing 1972's $700 exemption to $750 and 0072's 14 print standard deducttan (with $2,000 coiling) to 15
peecont (with 02,000 ceiling).

Note: Dotails may nut add to totals beoause of roundingi.
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TABLE 5.-ESTIMATED EFFECT OF THE REVENUE ACT OF 1971 AS PASSED BY THE HOUSE OF REPRESENTATIVES
AND APPROVED BY THE SENATE COMMITTEE ON FINANCE, ADVANCING 1973'S 15 PERCENT STANDARD
DEDUCTION TO 1972 , 1971 INCOME LEVELS-BY ADJUSTED GROSS INCOME CLASS

Number of
Number returns

Number of of returns shifting to Decrease
returns made standard in tax

benefiting nontaxable deduction liability
Adjusted gross income class (thousands) (thousands) (thousands) (thousands) (millios)

SO to $3 ..... .. .... .. ....... .. ... .. . .
$ to $5 --------------------5---- - ---........ 446 $3- - - -$5 to $7 ------------------- -- - ... .. -- 1 39 ------------ ------------ 8
$7 to $10 7 657 .470 12
$10 to $15 ------------- . ... ... 6,008 - 657 146
$15 to $20 . ..o. - .............
$20 to $ o ...... . .-- - - ..... .... ... -------
$50 to $100 ---------- ------------------------
$100 and over ----------------------

Total tt--------------, tot 1......- -,1-27 279

' Thus changing 1972's 14 percent standard deduction (with $2,000 ceiling) to 15 percent (with $2,000 ceiling).
Note: Details may not add to totals because of rounding.

TABLE 6.-ESTIMATED EFFECT OF THE REVENU E ACT OF 1971 AS PASSED BY THE HOUSE OF REPRESENTATIVES
AND APPROVED BY THE SENATE COMMITTEE ON FINANCE, ADVANCING 1973'S $750 EXEMPTON TO 19721,
1971 INCOME LEVELS-BY ADJUSTED GROSS INCOME CLASS

Number of
Number returns

Number of of returns shifting to Decrease
returns made standard in tax

benefiting nontaxable deduction ihabilit
Adjusted gross income clans (thousands) (thousands) (thousands) (thousands) millionsl

$0 to $3 ............. . ...... ......... . 5.531 274 .. .... .... $44
$3 to -5 9,273 325 .. .......... 126
$5 to $7- . ... ..... ........... ..... . 9, 069 201 179
$7 to $10 -................. ................. 13,316 44 -- .......... . 370
$10 to $15 ---------------------- .---------- -- - _ 15,084 .43$lI toI$2 -.. . . . . . . . . . . . . . . . . . . . . , 304 .. . . . . . . .267
10 to $00 4 0231-- - - - -- - - - - -- - - - - -- - - - -t6 $ 5 ... ... ... .. . .. .. .. ... ... ..... .. 4... 2 3 17

$50tO 3 39
$100 and over. 99 11

Total ......... ..... .... ...... .. . 63,117 844 . ..... . 1,811

' Thus changing the exemption in 1972 from $700 to $750.

Note: Details may not add to totals because of rounding.

TABLE 7.-ESTIMATED EFFECT OF THE REVENUE ACT OF 1971 AS PASSED BY THE HOUSE OF REPRESENTATIVES
AND APPROVED BY THE SENATE COMMITTEE ON FINANCE, INCREASING THE MINIMUM STANDARD DEDUCTION
TO $1,300, FOR CALENDAR 1972 AND THEREAFTER,I 1971 INCOME LEVELS-BY ADJUSTED GROSS INCOME CLASS

Number ofNumber returns
Number of of returns shifting to Decrease

returns made standard in tax
benefiting nontanable deduction liability

Adjusted gross income class (thousands) thousands3 (thousands) (thousands) (millions

$0 to $3 --- -------------------- ------------- . 5,174 1,500 141 $ltO
$3 to $5 .... . --. . . . . . . . . ..... 7,770 366 577 358
$

5 
to $7 ----- 0,9---------- 6 878 68 1,000 339

$7 to $1 5,132 ----.. 446 115
$ 10 to $ 15 ---- ------------------------------- ---------- -.. ............ ...... ..... . ..
$ 15 to $20 .... . .... .. ... ...... .... .. ... .. .... ....... . ........ ...... .. ..... ........$2 0 to $50 ... ... ... ... .. . . . . ... ... ... ... ... ... ... ... ... ... ... ... .. . ...$50 to $100 ..-----------------------

$100 and over .... ...... ........................ ..... ...... .....................................

Total .............. ... ... . -... . ...... 24,954 1,933 2,164 992

OThus increasing the minimum standard deduction in 1972 and thereafter from $1,000 t $1,300.
Note: Details may notadd to totals because of rounding.



TABLE 9.-FEDERAL IN DIVI DUAL INCOME TAX BURDEN i UNDER PRESENT LAW AND UNDER THE REVENUE ACT OF 1971 AS PASSED BY THE HOUSE OF REPRESENTATIVES AND APPROVED BY
THE SENATE COMMITTEE ON FINANCE, TAX LIABILITY, CALENDAR YEARS 1971, 1972, AND 1973 AND THEREAFTER

[Assuming deductible personal expenses of 10 percent of income]l

1971 1972 1973 and thereafter

Under the bill I Under the bill aU nder the bill'

Tax decrease Tax decrease Tax decrease
Adjusted gross income FiresenotPrsnPeet

as and salaries) Ia. tax Tax Amount Percent Is. tax Tax Amount Percent law tax Tax Amount Percent

Single person:
$ 1,700 0 . .........................-- -----$1,725 .............. 0 4 B 1....0 9 4 0 $4 10. ............---$1,750 ------------- .-- .-- .... 7 $4 3 42.B 9 7 0 0 7 100.0 a ..... .....
$2,00 -----------------......... 2 46 6 1l. 5 49 0 49 100. 0 $42 0 $42 10O.0
$3,950D ------------------.-.-.-. 207 189 18 8. 7 193 $138 55 28. 5 185 $138 47 25.
13,0........... -_--- 2% 272 24 8.1 276 217 59 21.4 268 217 51 19. 0
lplO00 -----........... 396 362 34 8. 6 367 302 65 17.7 358 302 56 15. 6
11, 000 ---------------------- 599 552 47 7,.9 557 491 66 11.8B 548 491 57 10. 4$7,,0 --------------------------- 1 ,1384 1, 063 21 1,9 1 058 995 63 6.0O 1, 031 995 36 3. 5
$10,000 -------------------------- t,6 9 1 9 :4 ), 566 1. 530 36 2. 3 1,530 1, 530 B ------------
$12,90:. ............ 2:185 2,178 7 .3 2,104 2, 059 45 2.1 2, 059 2, 059 0 ------------
$17500 ................. ........ 2,8977 2, 16 8 3 2, 717 2, 703 14 .5 2, 703 2, 703 0 - - - - - -
$170 .. . . .. ... . ... 3, 551 3, 543 8 2 3,458 3,443 15 .4 3, 443 3, 443 0 ............. ... ...
$20,000 ------------------------- 4, 289 4, 281 8 .2 4, 272 4,255 17 .4 4,255 4, 255 B . . . . .M ,$25,000 ------------------------- 6* ,933 5,924 9 .2 5,914 5,895 19 . .3 5,895 5,899 0 . . .. . .Maried Couple with no dependents: :0..$2,3507 ------------- .. 0 °o  0 1 o0 O ... ... ...
$2,4009 1 --°.. . .-- - -------- - -"- - - 7 0 7 100.0 0 --i --- --- .. . . 0 0,
$2,500, --- -- --------- ---- 22 14 8 36.4 14 0 14'. ; 100.0 ) 0 0 -- -- -$2,990, ------------ : :--------- 67 56 11 16.4 56 0 100 0O. 4, 0 42 166.0
$3,000 ---------------------..... - 97 84 13 13. 4 84 28 5 66. 7 70 28 42 6D. O
$39,500 ....................------ 174 155 19 10. 9 155 98 57 3.8 140 99 42 903
$4,0..........--- - 254 230 24 9. 4 230 170 60 26.1 215f 170 45 20, go

$,0........... _.- 422 386 36 8.5 386 322 64 16, 370 322 48 13 0
$7,560 ------------------------.. 853 829 24 2.8 820 753 67 0: 2 780 753 33 4. 2
$10,O 007 ....................-- . 1,266 1257 9 .7 1228 1,190 38 3.1 1,190 1,190O
$15,9C0 .. . .. .. .. . . 1_' ,74 1743 11 1,67 ,28 4 2, 1:628 1:628 0 . . . . . ... .. -

$1,00............. ".._- 2,j31 2298 12 5 2172 2,150 22 1.0 2,150 2,150 O
$1,9 0 ----- .---- .........--- . ,873 ?, 860 13 .5 ,785 2 76 25 .9 2,760 2,7 0 . . . . .... . . . .

- 2,9 ............. 3451 3,442 14 .4 ,3428 3,400 29 460 3,40 1400 ......$25,000. ::,76 4,48 6 : 4,732 4,700 32 .7 4,700 4,700 0 -----------



Married couple with 2 dependents:$3,650 0 0 0 0 0 0 0 0 0$375 -- 15 0 5 100.0 0 0 0 0 0 0..$3,800 ?o ......................... 2 7 5 68.2 0 0 0. 0 0 0.$4,00 ------------------------ 52 35 17 32.7 28 0 28 100. 0 0 0 0 ----------$4,350s 97 77 20 20.6 70 0 70 100.0 42 0 42 100.0OMIo) ........................ 206 178 28 13.6 170 98 72 42.4 140 98 42 30.0$7,50C ... ........ . 607 578 29 4.8 561 484 77 13. 7 514 484 30 5. 8$10,000 1,019 1,000 19 1.9 962 905 57 5.9 905 905 0$12,500 1,468 1,446 22 1.5 1,370 1,0 62 4.5 1,309 , 309 C .$25,000 012,008 1,996 22 1.1 1, 864 1,0 20 44 2.4 1820 1.80 0 ............$37500 .... 2,50 2,573 20 -.0 2,435 2,.81 50 2. 1 2,385 2,385 ---------0,000 ... 2,110 3,085 20 .8 3.080 3.010 00 1 .8 3,010 3.010 06 ......
$205,000 ........................- 4,352 4,324 28 .6 4,296 4,240 56 1 .3 4,240 4,240 0 ............

'These burdens have been computed without use of the optional tax table. 5 Highest level at which there is no tax in 1971 and 1972 under present lawEliminates the phaseout from the minimum standard deduction and increases the exemption r Highest level at which there is no tan in 1971 under the hill.Iron $650 1' $675. Highest level at which there i no tax in 0970 under present lam.Advunves 1H3s 15 perert standard deduction and $750 exemption to 1972 and increases the 5 Highest level at which there is no tan ir 0972 and 1973 under the hill.minimm standard deduction frv. $1040 tv $1,300. a Highest level at which there is no tax n 1971 under present law,Increases the minimum standard deduction from $1,000 to $1,300. no Highest level at which there is no tax in 1972 under present law.
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TABLE 9.-FEDERAL INDIVIDUAL INCOME TAX BURDEN' UNDER PRESENT LAW AND UNDER THE REVENUE ACT OF 1971 AS PASSED BY THE HOUSE OF REPRESENTATIVES AND
APPROVED BY THE SENATE COMMITTEE ON FINANCE, TAX LIABILITY, CALENDAR YEARS 1971, 1972, AND 1973 AND THEREAFTER

[Assuming deductible personal expenses of 18 percent of income]

1971 1972 1973 and thereafer

Under the bi0 Under the bills Under the bill
Taoxdecrease Taoxdecrease Taoxieserse

Adjusted gross income Present Present Present
(wages and salaries) law tax Tax Amount Percent law tax Tax Amount Percent law tax Tax Amount Percent

Single person.
91,700 ' 0 0 0 0 0 A 0 0
v,725 0.. . ... . 4 0 $4 ------ 1 6 - $4 14 9.0 0 0 0 ------X--- S-
$1,750 ... .......... ... 7 $4 3 429 7 0 7 1 0o 0 0 I--.D.U$2,05 .... .. .... 52 46 6 11.5 49 0 49 100.0 $42 0 $42 100.0
$3,000 . .......... ........ 207 189 18 8.7 193 $138 55 2.5 13A $1DB 47 25 4
$3,500 SUE........... 296 272 24 8. I 27 217 59 21.4 8 B I 51 to.S
BASSO f3 362 34 8.6 3 7 302 AS 17.7 3"1 32 N6 1.10,000 E 586 552 34 5. 8 557 490 6 11.9 a48 491 ND IX.4
$7,5 ---- 1,005 1 OOO 5 .5 995 984 11 1. 1 984 984 S$l,0O .......... . 1,482 1, 476 6 .4 , 470 1, 458 tD 8 1,48 1, 0
1 5,,Xo 1090 1.9ff 6 .3 1,978 1,965 13 .7 1,965 1,965 0 --------
I00 D , 2 529 7 .3 2 522 2,509 13 . 2,50 2,509

$17,00 ID 3,123 3,I6 7 .2 3,109 0,094 IN S 309A 5,0ff
30000 3,753 3 745 8 .2 3, 737 3,722 15 .4 3, 722 3.70 0

$25 00 .... .......... ...... 5,176 5167 9 .2 5158 50,140 lB .0 5:A4 5,140 0
Married couple with no dependents:

$2,350 -0 U.......0...U 0 . ... 0 0.$2,40 .... .. ...'i- -: : 10 ' ] 0. o o 0 ... ...
280250S 7 00 0 00 50800,00.. -- 22 1 36.4 14 0 14 100.0 0 0 S .... .....

. .......B.... ...... 16.4 NB 56 10.U 4U AS 1OU.U
$3,00 97 4 13 13.4 4 2H NA 66.7 7U 28 4 60.0
D3,50U 174 155 19 10.9 155 9H 57 36. B 40 98 42 30.0
$4,O0 . ... 254 230 24 9.4 230 170 60 26.1 215 170 45 20.9$5,000 ................. .....--_ 418 386 32 7.7 386 32D 37 322 48 13 0$7,000 782 772 10 1.3 763 744 I9 2.5 744 744 0 ----- ---
D 000 . 1,171 ,1D N2 . 1,1 0 lB 1.6 1,133 0 ----------$12,500 - - -N 1,5 78 1 7 1,56D 1,049 2l 0.4 1,545 1,545 0 ..-.....115,000 7,040 D,-009 1- .- P.-1I 1, N 70 1.1 1,996 ,996 0 NBA-------U
$17,140 . 20 7,010 10 .5 9 ,4 A73 S5 1. U 2,473 2,473 
$2OLO . .. 3,009 30 1 2 0 ,10 2 98 25 .B 2,0 2.90 .... -
$25,000 ......................... 4156 4,142 14 .0 4,128 4,100 28 .7 4.000 4,12 U..



Married couple with 2 dependents:
$06505 --- - - - - -- - - --- P. P 0 P-- -- - - P 0 -- - - - - - 0 4 P --- - - -
$3,7501 ---------------------- - 15 0 1o 100.0 0 P - - 0 0 0 .
$3,80010 --............... - 22 7 16 68.2 0 0 0 P-------P--- 0 0 0 ----------
$4,0007 ........................ 52 35 17 32.7 28 P 28 10.0 0 0 0 ------------
$4,300 ---------------- ------ .. 97 77 20 20.6 70 0 70 100.0 42 d 42 100.0
$5,000 .......................... 206 178 28 13.6 170 9 72 42.4 140 98 42 30.0
$7,500 ......................... 544 527 17 3.1 510 476 34 6.7 476 476 0 .........
$10,000 .................... 924 905 19 2.1 886 848 38 4.3 848 848 P .........

o $02,500 ............... . ........ 1,314 0,295 19 1.4 1,276 1,238 38 3.0 1,238 1,238 0 ------------
315,00 -- -.. .. 0 ------ 1,754 1,732 22 1.3 1,710 1,666 44 2.6- 1,666 1,666 0 ------------
$ 1 7 ,5 0 0 ---- . --.. . .. .. .. 2 , 2 0 5 - 2 , 1 6 3 2 2 1 .0 2 , 1 6 1 2 , 1 1 7 4 4 2 .0 2 , 1 1 7 2 , 1 1 7 0 ------------
$20,000 . .. 2,710 2,685 25 . 9 2,660 2,6tO 50 1.9 2, 610 2,610 0 . .........
$25,00 3,792 3, 764 28 .7 3,736 3,680 56 1.5 3, 680 3,680 0 .. .....

o These burdens have been computed without use of the optional tax table. 1 Highest level at which there is no tax in 1971 and 1972 under present law.
2 Elin mates the phaseout Tom the minimum standard deduction and increases the exemption 0 Highest level at which there is no tax in 1971 under the bill.

from $650 to $675. Highest level at which there is no tax in 0973 under present law.
3 Advances 1973's 15 percent standard deduction and $750 exemption to 1972 and increases the S Highest level at which there is no tax in 1972 and 1973 under the bill.'

minimum standard deduction from $1,05 to $1,300. highest level at which there is no tax in 1970 under present taw.
Increases the minimum standard douction from $1,000 to $1.3OO i Highest level at which there is no tax in 1972 under present law.



ADDITIONAL VIEWS OF SENATOR VANCE HARTKE

The President's tax package as reported by the Committee does
little to remedy the gross imbalance between the relief afforded
business and the individual taxpayer. As written, business receives tax
cuts averaging almost $8 billion over ten years, while the average
consumer receives little more than an acceleration of already scheduled
increases in the personal exemption. Although I have long supported
reinstatement of the investment tax credit and removal of the excise
tax on autos, I do not believe that the additional relief afforded busi-
ness through the proposed change in depreciation rules (ADR) and
the supposed incentive to exporting (DISC) is either workable or
wlse.

It is indisputable that both the corporate and personal aspects of our
economy must be stimulated if the present economic crisis is to be
solved. The only question, in view of the severe constraints on revenue,
is what constitutes the best use of our limited tax dollars.

In my view, the decision of the Committee to retain the Accelerated
Depreciation Range at a level of 20 percent is unnecessary in order to
fulfill the administrative objective which the Treasury Department has
mapped for it. The Treasury Department has indicated that retention
of the 20 percent acceleration feature is essential if extensive litigation
over the actual life of depreciable assets is to be avoided. Yet, the
Treasury has presented no evidence which would show that this
administrative function could not be as adequately fulfilled by re-
ducing the range from 20 percent to 5 percent. In this regard, it should
be noted that under current guideline life regulations 70 percent of
this country's depreciable assets have actual lives which are longer than
those assigned them 'and only 29 percent have shorter lives. In view
of this, it is most doubtful that a provision which would allow a
company to further distort the useful life of its assets by as much as
20 percent is warranted. Rather, an ADR range of 5 percent should be
sufficient to substantially limit the number of situations in which
costly disputes over useful lives are likely to arise.

Nor is it clear that the other claims made on behalf of ADR
have any more validity. In testimony before this Committee, Secre-
tary Connally argued that retention of ADR at a 20 percent level
was essential as further incentive to capital investment here at home
and to put U.S. industry "on an equal footing with its competitors
abroad." Although I agree with the Secretary that stimulus for
capital equipment investment is desperately needed, I believe this
stimulus can be most efficiently given through the investment tax
credit device, rather than by a radical reworking of the depreciation
rules. It is for this reason that I introduced legislation in March of this
year which would have restored the investment credit at a level of 10
percent. I was pleased to note that the President made my 10 percent
proposal an essential component of his tax package. It was never my
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opinion, however, that the stimulative effect provided under his ADR
proposal was a necessary supplement to that already provided by the
credit. To the contrary, it continues to be my feeling that the combined
capital incentive effect of the investment tax credit and ADR is not
sufficient to justify the mammoth cost of the two proposals. Taken
together, their cost is more than $72 billion over 10 years. Standing
alone, the ten year cost of ADR amounts to $27 billion; a figure which
cannot be justified on either administrative or capital incentive
grounds. If businesses were limited to a 5 percent acceleration of their
depreciation guidelines, as I have proposed, the savings to the Treasury
would be more than $19 billion.

And how would this $19 billion plus savings be used? I believe it
is imperative that we provide some measure of tax relief to the
average American taxpayer. Unfortunately, the bill approved by this
Committee does nothing more than accelerate already scheduled
increases in the personal exemption. I believe much more needs to be
done, and that is why I offered an amendment in Committee which
would have raised the personal exemption from $750 to $800 in 1972.
An increase in the personal exemption is comparable to the savings
which would be achieved if ADR were cut back to 5 percent.

In conclusion, the legislation now before the Senate provides un-
necessarily large incentives to business while ignoring the very real
needs of the average taxpayer. It is not enough to argue that this
corporate assistance will eventually trickle down to the consumer,
when it is the consumer who is the key to restoring the country's eco-
nomic health.

For these reasons I will continue my opposition to certain parts of
the tax package, most especially ADR, and will fight on the floor for
enactment of an $800 personal exemption, effective January 1, 1972.

VANCE HARTKE.



ADDITIONAL VIEWS OF SENATOR ABR#HAM
RIBICOFF

While I support the objectives of the President's New Economic
Policy-to revitalize the economy and to create more jobs-I am dis-
appointed that our Committee rejected an unemployment compensa-
tion amendment wholly in keeping with the thrust of H.R. 10947.

The amendment I refer to was or finally proposed in July, 1971
by the distinguished Senator from Washington (Mr. Magnuson) as
S. 2321. The proposal provides 26 weeks of additional unemploy-
ment compensation to persons who have exhausted their rights to the
basic 39 weeks of regular and extended benefits. The additional 26
weeks of benefits would be made available whenever a state's unem-
ployment rate reached 7.5%. The federal government would provide
100% of the financing until July, 1973; thereafter it would provide
an 80% share.

The President's New Economic Policy hopefully will create thou-
sands of new jobs. But the sad reality is that there are over 5 million
unemployed men and women in this country, many of whom have
exhausted their unemployment benefits. They cannot wait until the
long-term economic benefits of the Presiden't plan take hold.

In the first six months of 1971 an estimated 1,062,432 workers ex.
hausted their benefits under the regular unemployment insurance
program, a national increase of 83% over the same time last year.
34,139 of these men and women were in my home state of Connecticut.
Thousands of other workers exhausted their regular insurance rights
before that time. Since extended benefits run for only an additional
thirteen weeks, benefits have also now been exhausted for those whose
regular insurance terminated before July.

With unemployment rates still high-in Connecticut the September
1971 figures showed 116,800 people unemployed, 8.3% of the 1.4 mil-
lion Connecticut workforce-we can be certain that most of those
people whose unemployment benefits have ended are still unemployed.
Their only alternative now is to accept welfare assistance.

And in fact they are going on welfare. As of June 1971 there were
about 800,000 persons receiving welfare solely because the father of
the family was unemployed. This represents a 53 percent increase
above the number of welfare recipients in such families in June 1970,
12 months earlier. Thee 800,000 welfare recipients are now receiving
welfare payments at an annual rate of about $480 million; there would
be a substantial reduction in these costs if my amendment becomes law.

Few amendments to H.R. 10947 would contribute as much to the
purpose of the President's program as an extension of unemployment
benefits. This would provide the emergency relief necessary to help
stave off the ill effects of high unemployment during the time it takes
for the President's long-range economic proposals to take effect.
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When H.R. 10947 reaches the floor, I will introduce this proposal,
with some technical changes, together with its original author, the
distinguished Chairman of the Commerce Committee (Mr. Mag-
nuson).

The President's new economic policy will cost the federal treasury
at least $8 billion in tax relief for corporations aid working indi-
viduals. I hope that the Senate will accept an amendment providing
direct 'benefits to unemployed workers at a cost to the unemployment
insurance program in calendar year 1972 of only $390 million.

ABE RIBIOOn.



ADDITIONAL VIEWS OF SENATOR FRED R. HARRIS

Instead of helping the consumer, H.R. 10947 provides approxi-
mately $74 billion in tax relief for big business over the next 10 years.
In fiscal year 1972, the corporations will get approximately $5.4 mil'
lion, while the consumer will at best get $3.2 billion. The original
Administration proposal created even greater disparity. This relief
to the individual was not given in new relief, but merely consists of
a speeding up of the increased exemptions, standard deduction and
low-income allowance already authorized by tbe Congress.

The Revenue Act of 1971 has been put forth in the name of the
economy. We have been told that we need an investment tax credit
to stimulate the economy. What the administration does not mention
is that at this very hour 27 to 28 percent of plant capacity is now idle.
Industry can find no use for over one-fourth of its industrial capacity.
Thousands of plants are closing or are on short shifts because there
is no consumer demand for their goods. Under those circumstances,
it is only good economics to give a stimulus to the consumer-get him
to increase his spending and thereby turn the wheels of industry
faster.

The Revenue Act of 1971 is grossly unfair and one sided. It gives
the rich more and will result in the working people getting less. In-
stead of using the $75 billion being given to the corporations for the
neccwsarv social programs so lacking in our country, the President
slashes Federal employment by 100,000 jobs. The President's concerns
are clearly directed at big business.

Instead of giving a huge windfall to the corporations, we should
enact proposals to stimulate the consumer by reducing the tax rates in
tbe first two brackets.

I hope my Senate colleagues will join in opposition to the tax give-
awa*- proposals incorporated into this bill and will work for a sound
and fair tax proposal to help those low- and middle-income individuals
who form the great majority of our citizens.

FRED R. HARRIS.
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ADDITIONAL VIEWS OF SENATOR HARRY F. BYRD, JR.

It is my desire to support the President's economic program.
I applaud his address to the Nation on August 15.
I approve the temporary surtax on imports; I believe the wage-

price freeze was justified; cutting the Nation loose from gold was
necessary for the simple reason that our gold stock is now only $10
billion, yet we have liquid liabilities to foreigners totaling $46 billion.

So all of this, I feel, was sound.
Now we come to the President's tax proposal embodied in H.R.

10947. It would reduce annual revenues by $10 billion.
I have not yet been able to convince myself that it is wise or sound or

logical to reduce revenues by such an amount, at a time when the
Government is running Federal funds deficits of $30 to $35 billion.

This legislation provides the following:
1. A 7 percent job development credit (President Nixon proposed

a 10 percent credit until August 15, 1972, and 7 percent thereafter).
2. Repeal of the 7 percent excise tax on automobiles and repeal

of the 10 percent tax on light trucks.
3. Accelerated reduction in individual income taxes beginning in

1971 by an increased personal exemption of $25 for 1971 and by an
additional $75 for 1972; and an increase in standard deductions.

4. Deferral from taxation of portions of income derived from ex-
ports of Domestic International Sales Corporations (DISC).

5. Codifies depreciation on capital assets.
The 7 percent job development credit, the DISC proposal, the

increase in depreciation rates and, to an extent, repeal of excise tax
on automobiles, all accrue to the benefit of corporate and other
business enterprises.

The increase in personal exemption and standard deductions will
benefit, to a small extent, the individual taxpayer; the repeal of the
excise tax on automobiles will benefit those individuals who purchase
a new car.

The three big items-insofar as loss to the Treasury is concerned-
are the 7 percent job development credit, the increase in personal
exemptions and repeal of the excise tax on automobiles, the latter
creating a loss of $2.2 billion.

First, the job development credit. This is the same as the 7 percent
investment tax credit proposed by President Kennedy. The history
of this proposal seems in order.

It was first enacted in 1962. President Johnson recommended its
suspension in the fall of 1966. I opposed this, as I felt it had been
helpful in stimulating capital investment and thus creating new jobs.
President Johnson's view prevailed-but 6 months later he reversed
himsef and asked the Cengess to reimstate the investment tax
credi, which the Congress Te.
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Then, in 1969, President Nixon asked that it be repealed. Again
the Congress agreed. Now the President wants it reinstated under
a new name.

I feel there is a great deal of merit in this proposal as a job stimulant.
If it is to be reinstated, I prefer the House position, namely, 7 percent,
rather than the administration's recommendation of a 10-percent
credit until August 1972 and 7 percent thereafter.

It is important, I think, that the Government make up its mind as
to whether the investment tax credit-or if one wishes to use the new
name, the job development credit-is desirable or undesh able. Un-
certainty as to its status makes it difficult for businessmen to know
how to proceed from year to year.

With reference to the tax cut for individuals to be achieved by in-
creasing personal exemptions, this will diminish the revenue of the
Government by a great deal but will mean very little to the individual
citizen.

For example: For 1971, for individuals in the bottom 14 percent
tax rate bracket, the saving would be $3.50 per person (or 7 cents
per week); for those in the 70 percent tax rate bracket the annual
saving would be $17.50 per person.

In the middle tax brackets, the saving would amount to about 20
cents per week, perhaps less, per taxpayer

Now, where does this tax package leave the Government insofar
as tax revenues are concerned?

For the current year, revenues would be reduced by $11.2 billion;
next year the revenue loss would be $9.8 billion.

The Government already is running a smashing Federal funds
deficit. These reductions in revenue will add to the deficit.

Deficit spending by the Federal Government is a major cause-if
not the major cause-of the inflation the Nation is experiencing today.
And it is to control inflation that President Nixon has put into effect
wage and price controls.

If there were any real likelihood of a reduction in expenditures, a
reduction in taxes would be highly desirable.

But I do not see much indication that either the Congress or the
administration is prepared to reduce spending. In fact, the adminis-
tration urged the Congress to increase the amount appropriated for
foreign aid from $1.9 billion in 1970 to $3.5 billion for 1972-almost
double; it is urging Congress to enact a new $1.5 billion program
dealing with school desegregation; and worst of all, it is strongly
urging the Congress to approve a new welfare proposal that would
increase the annual cost at least $5.5 billion.

So a reasonable reduction in Federal spending does not now seem
apparent. '

I am concerned, too, about the reliability of figures submitted to
the Congress. For example, the Government this past January over-
estimated by $6 billion the amount of revenue to be received by
June 30, and it underestimated by $15 billion the expenditures. Thus,
the total error was $21 billion.

I shall vote to report H.R. 10947 to the Senate-with the reservation
that I withhold judgment as to how I shall vote in the Senate, either
on the bill or on amendments thereto.

I approve many of the proposals incorporated in H.R. 10947.



But is it sound to reduce annual revenues by $10 billion at a time
when the Federal Government is running smashing deficits, which
deficits are highly inflationary?

The Federal funds deficit for fiscal 1971 was $30 billion; the Joint
Committee on Internal Revenue Taxation estimates the 1972 Federal
funds deficit will be $35 billion.

In a letter to me dated October 13, 1971, John S. Nolan, Deputy
Assistant Secretary of the Treasury, puts the revenue loss as follows:

Calendar year

1972 1973

1969 Retorm Act:
Indrnvduals $-7.5 -10.2
Corporations -3.9 4-4.0

Net effect, 1969 act .. ...... ...... -3.6 -6.2

AOR regulations beforee change by H.R. 10947):
Individuals --- .-.-.------- .-.-.-........ .- - .7 - .8
Corporations ---- .- .. . .. . .. . .. . . -2.7 -3.2

Net effect, ADR -- ..---- .. ... . . . .. . ... -3.4 -4.0

H.R.10947:
Individuals ....... ......... - 5.9 - 3.6
Corporations ....... ........ .. .. .... . .. ........ -- 1.9 - 2.3

Net effect, H.R. 10947 ... ....... .. . ......... ......... - 7.8 - 5.9

Total ......... -14.8 -16.0

Of this total, the revenue loss from H.R. 10947, including ADR, is
$14.8 billion minus $3.6 billion (from 1969 act)-or $11.2 billion for
1972; and $16 billion minus $6.2 billion (from 1969 act)-or $9.8
billion for 1973.

It is this revenue loss at a time of heavy deficits that causes me deep
concern.

I submit a table with pertinent figures.

DEFICITS IN FEDERAL FUNDS AND INTEREST ON THE NATIONAL DEBT, 1963-72 INCLUSIVE

[In billions of dolars)

Debt
Receipts Outlays Deficit (-- interest

893 83.6 90.1 -6.5 50.0
1964 .. 87.2 95.8 -8.6 10.7
1965 ..... ..... . 90.9 94.8 -3.9 11.4

19 .. ............ . ... ......... ....... 101.4 106.5 - 5.1 1'.1
1967 111.8 126.8 -1.0 13.5
1968 -------- 114. 7 143.1 -28. 4 14.6

1969 -. .. 143. 3 148. 8 -5.5 16.6
5970 432 156.3 -13.1 19.3
5971 533.6 163. -30 2 20.8
19721 4 0 17 5 n 1: 2

1-year total .... ........ 1,152.7 1,304.0 151.3 150.2

I Estimated figures.

source: Office of Management and Budget, except 1972 est mates.
HARRY F. BYRD, Jr.



ADDITIONAL VIEWS OF SENATOR GAYLORD NELSON

The tax bill reported out by the Finance Committee does not meet
the needs of our economy; nor is it fair.

While the corporations receive the largest tax cut in any year in
American history, the average wage-earner receives little help. And
such relief as he does get is all but cancelled out by the social security
tax increase scheduled for 1972.

This is bad social policy. It is also bad economics.
The over-riding need now is for increased consumer purchasing

power. There is widespread agreement on this-from the majority of
economists to the President of General Motors. Yet this bill does
little to help the consumer. As a result, it will not encourage the
vigorous expansion that is needed to cut into the 6 percent unem-
ployment.

I very much hope that the imbalance in this bill can be redressed
on the floor of the Senate.

GAYLORD NELSON.
(154)
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