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MISCELLANEOUS TAX BILLS VII

FRIDAY, MAY 30, 1980

U.S. SENATE,
CoMMITTEE ON FINANCE,
SuBCOMMITTEE ON TAXATION AND DEBT MANAGEMENT,
Washington, D.C.

The committee met, pursuant to notice, at 9 a.m. in room 221,
Dirksen Senate Office Building, Hon. Harry F. Byrd, Jr. (chairman
of the subcommittee) presiding.

Present: Senators Byrd, Bradley, Packwood, and Dole.

[The press release announcing this hearing and the bills S, 2484,
S. 2486, S. 2500, S. 2503, S. 2548, H.R. 5043 and description of these

bills follow:]
[9))]



P.R. #8-25
PRESS RELEASE
FOR IMMEDIATE RELEASE COMMITTEE ON FINANCE
May 12,1980 UNITED STATES SENATE

SUBCOMMITTEE ON TAXATION
AND DEBT MANAGEMENT
2227 DIRKSEN SENATE OFFICE BLDG.

FINANCE SUBCOMMITTEE ON TAXATION AND DEBT MANAGEMENT
SETS_HEARINGS ON MISCELLANEOUS TAX BILLS

Senator Harry F. Byrd, Jr., Chairman of the Subcommittee on
Taxation and Debt Management of the Senate Committee on Finance
announced today that the Subcommittee will hold a hearing on Friday,
May, 30, 1980 on miscal}gfi?us tax bills.

—_—
The hearing will begin at 9:00 A.M. in Room 2221 of the
Dirksen Senate Office Bullding.

The following pieces of legislation of general application,
unless otherwise noted, will be considered. Revenue estimates will
be available at the time of the hearing.

S. 2484 -- Introduced by Senators Riegle and Levin.
would provide that certain foreign losses
would not be subject to the loss recapture
rules of the Tax Reform Act of 1976. A
principal beneficiary of this bill is the
Sealed Tower Company of Muskegon,
Michigan.

S. 2486 -~ 1Introduced by Senators Culver, McGovern and
Baucus. Would exempt from taxation the
interest earned on industrial development
bonds if the proceeds are used to provide
financing for railroad rehabilitation.

S. 2500 == 1Introduced by Senators Moynihan, Javits, and
Heinz. Would provide an investment tax
credit for theatrical productions,

S. 2503 -- Introduced by Senator Kassebaum. Would
provide for a refundable tax credit based on
certain interest paid on loans for
agricultural operations,.

S. 2548 ~- Introduced by Senator Stone. Would amend the
substantial user rules for industrial de-
velopment bonds if the proceeds are used for
wharf improvements. A principal beneficiary
of the bill is the Tampa Port Authority in
Florida. B

H.R. 5043 -~ Bankruptcy Tax Bill of 1980. Pro Fedezal
Income Tax Rules for bankruptcy wiWfispartic-
ular emphasis on bankruptcy reorganigfations
and bankrupt estates.



Witnesses who desire to testify at the hearing must submit
a written request, including a mailing address and phone number, to
Michael Stern, Staff Director, Committee on Finance, Room 2227 Dirksen
Senate Office Building, Washington, D. C., 20510, by no later than
the close of business on May 21, 1980.

Legislative Reorganization Act. -- Senator Byrd stated that
the Legislative Reorganization Act of 1946, as amended, requires all
witnesses appearing before the Committees of Congress "to file in

advance written statements of their proposed testimony, and to limit
their oral presentations to brief summaries of their argument.”

Witnesses scheduled to testify should comply with the
following rules:

(1) A copy of the statement must be filed by noon the day
before the day the witness is scheduled to testify.

(2) All witnesses must include with their written statement
a summary of the principal points included in the state-
ment.

(3) The written statements must be typed on letter-size
Egggéb;?ot lega) size) and at least 100 coples must
8 tted by the close of business the gay before

the witness is scheduled to testify.

(4) wWitnesses are not to read their written statements
to the subcommittee, but are to confine their oral
presentations to a summary of the points included in
the statement.

Written statements. -- Witnessss w%.c are not scheduled to
make an oral presentation, and others whc uesire to present their
views to the Subcommittee, are urged to prepare .. written statement
for submission and inclusion in the printed record on the hearings.
These written statements should be typewritten. not more than 25
double-spaced pages in length, and mailed with five (5) copies to
Michael Stern, Staff Director, Committee on Finance, Room 2227, Dirksen
Senate Office Building, Washington, D. C. 20510, not later than Friday,
June 20, 1980.

P.R. #H-25



96TH CONGRESS
e S, 2484

Providing that certain foreign losses which were economically incurred before
December 81, 1975, will not be subject to the loss recapture rules of the
Tax Reform Act of 1976.

IN THE SENATE OF THE UNITED STATES

MarcH 27 (legislative day, JANUARY 3), 1980

Mr. RizoLE (for himself and Mr. LEviN) introduced the following bill; which was
read twice and referred to the Committee on Finance

A BILL

Providing that certgin foreign losses which were economically
incurred before December 31, 1975, will not be subject to
the loss recapture rules of the Tax Reform Aect of 1976,

Be it enacted by the Senate and House of Representa-
tives of the United States of America in Congress assembled,
That (2) paragraph (3) of section 1032(c) of the Tax Reform
Act of 1976 (relating to effective dates for foreign loss recap-
ture provisions) is amended by adding at the end thereof the
following new sentence: “If'substa.ntia.lly all of the employees

of a corporation in which the taxpayer owned at least 10

@ 1 O Ot A W N =

percent of the voting stock are discharged before April 15,
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2
1977, then the preceding sentence shall be applied with re-

spect to losses incurred by the taxpayer from stock and in-
debtedness of such corporation by substituting ‘January 1,
1979’ for ‘January 1, 1977 ".
(b) The amendment made by subsection (a) shall take
effect on October 4, 1976.
o
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96TH CONGRESS
2D SESSION ° 2486

To amend the Internal Revenue Code of 1954 to exclude from taxation interest
earned on obligations substantially all of the proceeds of which are used to
provide financing for railroad rehabilitation.

IN THE SENATE OF THE UNITED STATES

MagcH 27 (legislative day, JANUARY 3), 1980

Mr. CULVER (for himself, Mr. McGovERN, and Mr. Baucus) introduced the
following bill; which was read twice and referred to the Committee on Finance

A BILL

To amend the Internal Revenue Code of 1954 to exclude from
taxation interest earned on obligations substantially all of
the proceeds of which are used to provide financing for
railroad rehabilitation.

1 Be it enacted by the Senate and House of Represénta-
tives of the United States of America in Congress assembled,
That (a) subsection (b) of section 103 of the Internal Revenue
Code of 1954 (reiating to industrial development bonds) is
amended by redesignating paragraph (9) as paragraph (10)
and hy\inserting after paragraph (8) the following new

S S O & W N

paragraph:

\
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‘“(9) RAILROAD REHABILITATION.—Paragraph

(1) shall not apply to any obligation which is part of an
issue substantially all of the proceeds of which are
used to provide financing for—

*“(A) railroad rehabilitation, including the ac-
quisition, construction, reconstruction, or erection
of any roadbed, track, trestle, depot, switching
and signaling equipment, or eny related equip-
ment, but not including rolling stock, or

“(B) acquisition of land or rights-of-way in
connection with railroad rehabilitation.”.

(b) Paragraph (10) of section 103(b) of such Code (relat-
ing to exceptions), as redesignated by subsection (a), is
amended by striking out “and (7)”’ and inserting in lieu there-
of “(7), and (9)”.

SEv. 2. The amendments made by the first section of
this Act shall apply to obligations issued after September 30,
1980. |

@)



86tH CONGRESS
2D SESSION . 2 00

To amend the Internal Revenue Code of 1954 to provide for an investment tax
credit for theatrical productions.

IN THE SENATE OF THE UNITED STATES

MagcH 28 (legislative day, JANUARY 3}, 1980

Mr. MoyNIHAN (for himself, Mr. JaviTs, and Mr. HEINZ) introduced the
following bill; which was read twice and referred to the Committee on Finance

A BILL

To amend the Internal Revenue Code of 1954 to provide for an
investment tax credit for theatrical productions.

[y

Be it enacted by the Senate and House of Representa-
tives of the United States of America in Congress assembled,
SECTION 1. SHORT TITLE.

This Act may be cited as the “Theatrical Production
Investment Tax Credit Act of 1980".

SEC. 2. INVESTMENT TAX CREDIT FOR THEATRICAL PRODUC-
TIONS.

(a) THEATRICAL PrODUCTIONS TREATED AS “SEC-

W W a3 & O o W W

TION 38 PROPERTY”.—Section 48 of the Internal Revenue
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1 Code of 1954 (relating to the definition of ‘‘section 38 prop-

2 erty”) is amended by adding at the end of m(a) the

3 following new paragraph:

4
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(b)

“(11) THEATRICAL PRODUCTIONS.—

“(A) IN GENERAL.—The term ‘section 38
property’ includes theatrical productions.

“(B) THEATRICAL PRODUCTION DEFINED.—
For purposes of this subpart, a ‘theatrical produc-
tion’ is a presentation of a dramatic work, like a
play, musical, opera, or ballet, in a commerical
theater before a live audience. It is not, however,
a presentation primarily for use on television or
radio, or in a night club or film.”.

Special. Rures ror THEATRICAL PRODUC-

TIONS.—3ection 48 of such Code is amended by redesignat-
ing subsection (q) as subsection (r) and by inserting immedi-

ately after subsection (p) the following new subsection:

“(q) THEATRICAL PRODUCTIONS.—

‘(1) ENTITLEMENT TO CREDIT.—

“(A) IN GENERAL.—A credit shall be al-
lowed under section 38 to a taxpayer for the costs
of a theatrical production, but only to the extent
that the taxpayer has an ownership interest in it.

‘(B) OWNERBHIP INTEREST DEFINED.—A

taxpayer's ‘ownership interest’ shall be deter-
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mined on the basis of his proportionate share of

any loss that may be incurred with respect to the \

theatrical production.

“(2) PROPORTION OF INVESTMENT QUALIFYING
FOR THE CREDIT.—For purposes of theatrical produc-
tions, the term ‘qualified investment’ in section 46(a)(2)
means, for each theatrical production placed in service
by the taxpayer during the taxable year, an amount
equal to 66% percent of the qualified United States
production costs.

“(3) PREDOMINANT USE TEST.—Section 48(a)(2)
ghall not apply to theatrical productions.

“(4) QUALIFIED UNITED BTATES PRODUCTION
COSTS.—

“(A) In éENERAL.—For purposes of this
subsection, the term ‘qualified United States pro-
duction costs’ means with respect to any theatri-
cal production—

‘(i) direct production costs allocable to
the United States, plus

“(ii) if 80 percent or more of the direct
production costs are allocable to the United

States, all other production costs other than

direct _production costs allocable outside the

United States.
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‘B) DIRECT PRODUCTION COSTS DE-
FINED.—‘Direct production costs’ are costs di-
rectly associated with the theatrical production,
like the cost of equipment and supplies, and com-
pensation (other than participations described in
(c)iv) below) for services performed by actors,
production personnel, directors, and producers.
However, ‘direct production costs’ do not include
advertising and promotional expenses.

“(C) ALLOCATION OF DIRECT PRODUNTION
co8T8.—For purposes of this paragraph—

“(i) compensation for services performed
shall be allocated to the country in which the
services are performed, except that payments
to United States persons for services per-
formed outside the United States shall be al-
located to the United States. For purposes of
the preceding sentence, payments to an
electing small business corporation (within
the -meaning of section 1371) or a partner-
ghip shall be considered payments to a
United States person only to the extent that
such payments are included in the gross

income of a United States person other than
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an electing small business corporation or
partnership.

“(ii) Amounts for equipment and sup-
plies shall be allocated to the country in
which, with respect to the theatrical produc-
tion, the predominant use occurs.

“(iii) All other items shall be allocated
under regulations prescribed by the Secre-
tary which are consistent with the allocation
principle set forth in clause (ii).

‘D) ALL OTHER PRODUCTION COSTS DE-

FINED.—For purposes of this paragraph, the term

‘all other production costs’ includes—

“(@) a reasonable allocation of general
overhead costs,

“(ii) the cost of the rights to present a
theatrical production (but not ancillary rights
such as rights for television, films, radio, or
night club presentations),

“(iii) residuals payable under contracts
with labor organizations, and

‘“(iv) participations payable as compen-
sation to actors, production personnel, direc-

tors, and producers.
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But participations in all theatrical productions

produced by a taxpayer during a taxable year
shall be taken into account only to the extent of
the lesser of 25 percent of each such participation
or 12% percent of the aggregate qualified United
States production costs (excluding costs described
in clauses (iii) and (iv) of this paragraph) for such
theatrical productions, taking into account, how-
ever, for both the 25-percent limit and the 12%2-
percent limit no more than $1,000,000 in partici-
pations for any one individual for any one theatri-
cal production. For purposes of this paragraph
(other than clauses (iii) and (iv) and the preceding
sentence), costs shall be taken into account only if
they are capitalized.

“(5) UniTED STATES.—For purposes of this sub-

section, the term ‘United States’ includes possessions

of the United States.”.

O
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98t CONGRESS
2p SESSION o 2503

To amend the Internal Revenue Code of 1954 to provide a refundable credit

To

D Ot e W N

against income tax for certain interest on agricultural operating loans.

IN THE SENATE OF THE UNITED STATES
APRIL 1 (legislative day, JANUARY 3), 1980

Mrs. KassSsEBAUM introduced the following bill; which was read twice and

referred to the Committee on Finance

A BILL

amend the Internal Revenue Code of 1954 to provide a

_refundable credit against income tax for certain interest on

agricultural operating loans.

Be it enacted by the Senate and House of Representa-
tives of the United States of America in Congress assembled,
That (a) subpart A of part IV of subchapter A of chapter 1 of
the Internal Revenue Code of 1954 (relating to credits al-
lowed) is amended by inserting before section 45 the follow-

ing new section:
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“SEC. 44F. QUALIFIED INTEREST ON AGRICULTURAL OPERAT-
‘.

ING LOANS.

“(a) IN GENERAL.—There shall be allowed as a credit
against the tax imposed by this chapter for the taxable year
an amount equal to the qualified interest paid or incurred by
the taxpayer during the taxable year on agricultural operat-
ing loans.

“(b) DEFINITION OF QUALIFIED INTEREST.—For pur-
poses of this section—

‘(1) IN GENERAL.—The term °‘qualified interest’
means the excess (if any) of—

“(A) the amount of interest paid or incurred
during the taxable year on an agricultural operat-
ing loan, over '

“(B) the amount of such interest which
would have been paid or incurred if the annual
percentage rate of interest on such loan had been
equal to 12 percent.

“(2) LIMITATIONS ON INTEREST TAKEN INTO

ACCOUNT.—

“(A) AGGREGATE PRINCIPAL AMOUNT IN
EXCESS OF $25,000—If interest was paid or in-
curred by the taxpayer during the taxable year on
agricultural operating loans the aggregate original
principal amounts of which exceeded $25,000,
that portion of the interest attributable to such
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excess, as determined under regulations prescribed
by the Secretary, shall not be taken into account
in determining the amount of the credit allowable
under subsection (a).

“(B) RATE oF INTEREST.—If the rate of in-
terest on gn sgricultural operating loan exceeds
the rate of interest which is 5 percent in excess of
the discount rate, including any surcharge there-
on, on 90-day commercial paper in effect at the

Federal Reserve bank in the Federal Reserve dis-

_ trict where the taxpayer resides, that portion of

the interest attributable to such excess rate shall
not be taken into account in determining the
amount of the credit allowable under subsection
(a). '

“(C) INTEREST PAID TO RELATED
PERSON.—

“@) IN GENERAL.—No credit shall be
allowable under subsection (a) in the case of
interest paid to a related person.

“(i) RELATED PERSONS,—Persons
shall be treated as related to each other if
such persons would be treated as a single
employer under the regulations prescribed

under section 52(b).
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“(c) OTHER DEFINITION AND SPECIAL RULES.—For

~—

purposes of this section——

“(1) AGRICULTURAL OPERATING LOAN.—The
Term ‘agricultural operating loan’ means any loan—
“(A) The proceeds of which are to be used
for a purpose described in section 312 of the boh-
solidated Farm and Rural Development Act (7
U.S.C. 1942); and '
“(B) the principa\l of which is required by the
terms of the loan to be repaid within 12 months,
“(2) CREDIT IN LIEU OF DEDUCTION.—No de-
duction shall be allowable under this chapter with re-
spect to any amount for which a credit is alloz{tble
under subsection (a). ‘
‘“(3) Pass THROUGH IN THE CASE OF SUB-
CHAPTER § COEPORATIONS, ETC.—Under regulations
prescribed by the Secretary, rules similar to the rules
of subsections (d) and (e) of section 52 shall apply.”.
(b) Section 6401(b) of such Code (relating to amounts

treated as overpayment) is amended—

(1) by striking out “‘and 43 (relating to earned
income credit),” and inserting in lieu thereof ‘43 (re-
lating to qualified interest on agricultural operating

loan),” and
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5
(2) by striking out “and 43" and ingerting in lieu
thereof 43, and 44F".
(c) Subsection (e) of section 163 of such Code (relating
to interest deductions) is amended by adding at the end there-
of the following new paragraph:

“(6) For disallowance of deduction for interest relating
to agricultural operating loans, see section 44F(cX2).

(d) The table of sections for subpart A of part IV of
subchapter A of chapter 1 of such of such Code is amended
by inserting after the item relating to section 44E the follow-
ing new item:

“44F. Qualified interest on agricultural operating loans.”".

(d) The amendments made by this section shall apply to |

taxable years beginning after December 31, 1979.
O
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96TH CONGRESS
2p SESSION S o z 548 _

Relating to the application of section 103(b) of the Internal Revenue Code of
1954 to certain bonds for harbor improvements,

IN THE SENATE OF THE UNITED STATES

APEIL 3 (legislative day, JANUARY 3), 1980

Mr. STONE introduced the following bill; which was read twice and referred to the
Committee on Finance

A BILL

Relating to the application of section 103(b) of the Internal
Revenue Code of 1954 to certain bonds for harbor improve- -
ments.

Be it enacted by the Senate and House of Representa-
tives of the United States of America in Congress assembled,
That (a) for purposes of section 103(b) of the Internal Reve-
nue Code of 1954 (relating to industrial development bonds),
th;a use of the proceeds of any issue of obligations which meet
the requirements of subsection (b) to acquire and improve ex-

isting wharf facilities shall be treated as a use which meets

@ I O v = W DN

the requirements of paragraph (4)(D) of such section 103(b)
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(without regard to whether the person from whom the facili-
ties were acquired, or a related person, is a substantial user
of such facilities before and after the issuance of such obliga-
tions). 7
(b) For purposes of subsection (a), an issue of obligations
meets the requirements of this subsection if—

(1) part of the proceeds of such issue are to be
used to make substantial improvements in the existing
wharf facilities to be acquired with such proceeds,

(2) there is reasonably expected to be more than
one substantial user of such existing wharf facilities
after the issuance of such obligations,

(3) at least one of the substantial users of such
existing wharf facilities after the issuance of such obli-
gations was not a substantial user of such facilities
before the issuance of such obligation (and was not &
related person to guch & user),

(4) all facilities with respect to which financing is
provided from the proceeds of such issue are to be
owned by the issuer, ‘

(5) the only interest in such facilities to be held by
any substantial user of such facilities (or related
person) is to be a lease executed after the issuance of

such obligations—
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(A) which is for a period (including options to
renew) of not more than eighty years, and
(B) under which no lessee has an option to
purchase, and
(6) section 101 of Public Law 91-611 authorized
the initiation and partial accomplishment of a project
(described in House Document Numbered 91-401)
deepening the channel for the port in which such facili-
ties are located.
(c) For purposes of this section—
(1) The term ‘“existing wharf facilities” means
any docks, wharves, or storage or training facilities di-
rectly related to any docks or wharves, the original use
of which began before the issuance of the obligations.
(2) The terms ‘‘substantial user” and ‘“related
person’’ have the same meaning as when used in sec-
tion 103(b) of the Internal Revenue Code of 1954.
0]
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IN THE SENATE OF THE UNITED STATES

MarcH 26 (legislative day, JANUARY 3), 1980
Read twice and referred to the Committee on Finance

AN ACT

To amend the Internal Revenue Code of 1954 to provide for the
tax treatment of bankruptcy, insolvency, and similar pro-

ceedings, and for other purposes.

Lo B =~ S ]

Sec.
Sec.
Sec.
Sec.
Sec.
Sec.
Sec.

R N

Be it enacted by the Senate and House of Representa-
tives of the United States of America in Congress assembled,

SECTION 1. SHORT TITLE; TABLE OF CONTENTS; AMENDMENT

OF 1954 CODE.

(&} SHORT TITLE.—This Act may be cited as the
“Bankruptcy Tax Act of 1980".
(b) TABLE OF CONTENTS.—
. Short title; table of contents; amendment of 1954 Code.

. Tax treatment of discharge of indebtedness.
. Rules relating to title 11 cases for individuals.

Corporate reorganization provisions.

. Miscellaneous corporate amendments.
. Changes in tax procedures.
. Effective dates.

(c) AMENDMENT OF 1954 CopE.—Except as otherwise

9 expressly provided, whenever in this Act an amendment or
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repeal is expressed in terms of an amendment to, or repeal of,
a section or other provision, the reference shall be considered
to be made to a section or other provision of the Internal
Revenue Code of 1954,
SEC. 2. TAX TREATMENT OF DISCHARGE OF INDEBTEDNESS.

(a) AMENDMENT OF SECTION 108.—Section 108 (relat-
ing to discharge of indebtedness) is amended to read as
follows:
“SEC. 108. INCOME FROM DISCHARGE OF INDEBTEDNESS.

“(a) EXCLUSIONAFBOM Gross INCOME.—

“(1) IN GENERAL.—QGross income does not in-
clude any amount which (but for this subsection) would
be includible in gross income by reason of the dis-
charge (in whole or in part) of indebtedness of the tax-
payer if—

“(A) fhe discharée occurs in & title 11 case,

“(B) the discharge occurs when the taxpayer
is insolvent, or

*(C) the indebtedness discharged is qualified
business indebtedness.

“(2) COORDINATION OF EXCLUSIONS.—

“(A) TITLE 11 EXCLUBION TAKES PRECE-

DENCE.—Subparagraphs (B) and (C) of paragraph

(1) shall not apply to a discharge which occurs in

a title 11 case.

“(B) INSOLVENCY EXCLUSION TAKES PREC-
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EDENCE OVER QUALIFIED BUSINESS EXCLU-

SION.—Subparagraph (C) of paragraph (1) shall

not apply to a discharge to the extent that the

taxpayer is insolvent.

“(3) INSOLVENCY EXCLUSION LIMITED TO
AMOUNT OF INSOLVENCY.—In the case of a discharge
to which paragraph (1)(B) applies, the amount excluded
under paragraph (1)(B) shall not exceed the amount by
which the taxpayer is insolvent.

““(b) REDUCTION OF TAX ATTRIBUTES IN TITLE 11

CASE OR INSOLVENCY.—

“(1) IN GENERAL.—The amount excluded from
gross income under subparagraph (A) or (B) of subsec-
tion (a)(1) shall be applied to reduce the tax attributes
of the taxpayer as provided in paragraph (2).

‘2) TAX ATTRIBUTES AFFECTED;, ORDER OF
REDUCTION.—Except as provided in paragraph (5), the
reduction referred to in paragraph (1) shall be made in
the following tax attributes in the following order:

“(A) NOL.—Any net operating loss for the
taxable year of the discharge,‘and any net operat-
ing loss carryover to such taxable year.

“(B) CERTAIN CREDIT CARRYOVERS.—Any
carryover to or from the taxable yecr of the dis-
charge of an amount for purposes of determining

the amount of a credit allowable under—
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“(i) section 38 (relating to investment in
certain depreciable property),
“(ii) section 40 (relating to expenses of
work incentive programs),
“(iii) section 44B (relating to credit for
employment of certain new employees), or
“(iv) section 44E (relating to alcol;ol
used as a fuel).
For purposes of clause (i), there shall not be taken
into account any portion of a carryover which is
attributable to the employee plan credit (within
the meaning of section 48(0)(3)).

“(C) CAPITAL LOSS CARRYOVERS.—Any
net capital ldss for the taxable year of the dis-
charge, and any capital loss carryover to such
taxable year under section 1212.

‘(D) Basis REDUCTION.—

“G@) IN GENERAL.—The basis of the
property of the taxpayer.
“(i)) CROSS REFERENCE.—

“For provisions for making the reduction described in
clause (i), see section 1017.

“(3) AMOUNT OF REDUCTION,—
“{A) IN_GENERAL.—Except as provided in

subparagraph (B), the reductions described in
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paragraph (2) shall be one dollar for each dollar
excluded by subsection (a). )

‘“(B) CREDIT CARRYOVER REDUCTION.—The
reductions described in paragraph (2)(B) shall be
50 cents for each dollar excluded by subsection
(a).

“(4) ORDERING RULES.—

“(A) REDUCTIONS MADE AFTER DETERMI-
NATION OF TAX FOR YEAR.—The reductions de-
scribed in paragraph (2) shall be made after the
determination of the tax imposed by this chapter
for the taxable year of the discharge.

“(B) REDUCTIONS UNDER SUBPARAGRAPH
(A) OR (0) OF PARAGRAPH (2).—The reductions
described in subparagraph .(A) or (C) of paragraph
(2) (as the case may be) shall be made first in the
loss for the taxable year of the discharge and then
in the carryovers to such taxable year in the
order of the taxable years from which each such
carTyover arose.

‘(C) REDUCTIONS UNDER SUBPARAGRAPH
(B) OF PARAGRAPH (2).—The reductions de-
scribed in subparagraph (B) of paragraph (2) shall

be made in the order in which carryovers are
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1 taken into account under this chapter for the tax-
2 able year of the discharge.
3 “(5) ELECTION TO APPLY REDUCTION FIRST
4 AGAINST DEPRECIABLE PROPERTY.—
5 “(A) IN GENERAL.—The taxpayer may elect
6 to apply any portion of the reduction referred to
7 in paragraph (1) to the reduction under section
8 1017 of the basis of the depreciable property of
9 the taxpayer.
10 “(B) LimiTaATION.—The amount to which an
11 election under subparagraph (A) applies shall not
12 exceed the aggregate adjusted bases of the depre-
18 ciable property held by the taxpayer as of the be-
14 ginning of the taxable year following the taxable
15 | year in which the discharge occurs.
16 “(C) OTHEE TAX ATTRIBUTES NOT RE-
17 DUCED.—Paragraph (2) shall not apply to any
18 amount to which an election under this paragraph
19 applies.
20 “(c) TAX TREATMENT OF DISCHARGE OF QUALIFIED

21 BusINESS INDEBTEDNESS.—In the case of a discharge of -
22 qualified business indebtedness—

23 ‘(1) BASIS REDUCTION,—

24 “(A) IN GENERAL.—The amount excluded

25 from gross income under subparagraph (C) of sub-
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section (a)(1) shall be applied to reduce the basis
of depreciable property of the taxpayer.
“(B) CROSS REFERENCE.—

“For provisions for making the reduction described in
subparagraph (A), see section 1017,

“(2) LimiraTioN.—The amount excluded under
subparagraph (C) of subsection (a)(1) shall not exceed
the aggregate adjusted bases of the depreciable prop-
erty held by the taxpayer as of the beginning of the
taxable year following the taxable year in which the
di'scharge occurs (determined after any reductions
under subsection (b)).

“(d) MEANING OF TERMS; SPECIAL RULES RELATING

TO SUBSECTIONS (8}, (b), AND (¢).—

(1) INDEBTEDNESS OF TAXPAYER.—For pur-
poses of this section, the term ‘indebtedness of the tax-
payer’ means any indebtedness—

“(A) for which the taxpayer is liable, or
“(B) subject to which the taxpayer holds
property.

“(2) TiTLE 11 cASE.—For purposes of this sec-
tion, the term ‘title 11 case’ means a case under title
11 of the United States Code (relating to bankruptcy),
but only if the taxpayer is under the jurisdiction of the

court in such case and the discharge of indebtedness is
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1 granted by the court or is pt'xrsuant to a plan approved
2 by the court.
3 *(8) InsoLVENT.—For purposes of this section,
4 the term ‘insolvent’ means the excess of liabilities over
5 the fair market value of assets. With respect to any
6 discharge, whether or not the taxpayer is insolvent,
7 and the amount by which the taxpayer is insolvent,
8  shall be determined on -the basis of the taxpayer’s
9 assets and liabilities immediately before the discharge.
10 “(4) QUALIFIED BUSINESS INDEBTEDNESS.—-
11 Indebtedness o the taxpayer shall be treated as quali-
12 fied business indebtedness if (and only if)—
13 “(A) the indebtedness was incurred or
14 assumed—
15 “(i) by a corporation, or
16 “(it} by an individual in connection with
17- property used in his trade or business, and
18 “(B) such taxpayer makes an election under
19 this paragraph with respect to such indebtedness.
20 “(5) SuBSECTIONS (a), (b), AND (¢c) TO BE AP-
21 PLIED AT PARTNER LEVEL.—In the case of a partner-
22 ship, subsections (a), (b), and (c) shall be applied at the
23 partner level. - -
24 “(6) REDUCTIONS OF TAX ATTRIBUTES IN TITLE

[
5

i1 CABE8 OF INDIVIDUALS TO BE MADE BY

65-489 0 -~ 80 - 3
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ESTATE.—In any case under chapter 7 or 11 of title
11 of the United States Code to which section 1398
applies, for purposes of paragraphs (1) and (5) of sub-
section (b) the estate (and not the individual) shall be
treated as the taxpayer. The preceding sentence shall
not vapply for purposes of applying section 1017 to
property transferred by the estate to the individual.
“(7) TIME FOR MAKING ELECTION, ETC.—

“(A) TIME.—An election under paragraph
(4) of this subsection or under paragraph (5) of
subsection (b) shall be made on the taxpayer’s
return for the taxable year in which the discharge
occurs or at such other time as may be permitted
in regulations i)rescﬁbed by the Secretary.

“(B) RevocaTioN ONLY WITH CONSENT.—
+An election referred to in subparagraph (A), once
made, may be revoked only with the consent of
the Secretary.

“(C) MANNER.—An election referred to in
subparagraph (A) shall be made in such manner
as the Secretary may by regulations prescribe.
*(8) CROSS REFERENCE.—

“For provision that no reduction is to be made in the

basis of exempt property of an individual debtor, see sec-
tion 1017(cX1).
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‘/(¢) GENERAL RULES FOR DISCHARGE OF INDEBTED-

NESS (INCLUDING DisCHARGES NoT IN TITLE 11 CASES

oR INSOLVENCY).—For purposes of this title—

“(1) NO OTHER INSOLVENCY EXCEPTION.—
Except as otherwise provided in this section, there
shall be no insolvency exception from the general rule
that gross income includes income from the discharge
of indebtedness.

“(2) INCOME NOT REALIZED TO EXTENT OF
LOST DEDUCTIONS.—No income shall be realized from
the discharge of indebtedness to the extent that pay-
ment of the liability would have given rise to a
deduction.

“(3) ADJUSTMENTS FOR UNAMORTIZED PRE-
MIUM AND DISCOUNT.—The amount taken into ac-
count with respect to any discharge shall be properly
adjusted for unamortized premium and unamortized
discount with respect to the indebtedness discharged.

“‘(4) ACQUISITION OF INDEBTEDNESS BY PERSOI;
RELATED TO DEBTOR.—

“(A) TREATED A8 ACQUISITION BY

DEBTOR.—For purposes of determining income of

the debtor from discharge of indebtedness, to the

extent provided in regulations prescrihed by the
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Secretary, the acquisition of outstanding indebted-
ness by a person bearing a relationship to the
debtor specified in section 267(b) or 707(b)(1)
from a person who does not bear such a relation-
ship to the debtor shall be treated as the acquisi-
tion of such indebtedness by the debtor.

“(B) MEMBERS OF FAMILY.—For purposes
of this paragraph, sections 267(b) and 707(b)(1)
shall be applied as if section 267(c)(4) provided
that the family of an individual consists of the in-
dividual’s spouse, the individual’s children, grand-
children, and parents, and any spouse of the indi-
vidual’s children or grandchildren.

“(C) ENTITIES UNDER COMMON CONTROL
TREATED A8 RELATED.—For purposes of this
paragraph, two entities which are treated as a
single employer under section 414(c) shall be
treated as bearing a relationship to each other
which is described in section 267(b).

‘(5) PURCHASE-MONEY DEBT REDUCTION FOR

SOLVENT DEBTOR TREATED A8 PRICE REDUCTION.—

“(A) the debt of a purchaser of property to
the seller of such property which arose out of the

purchase of such property is reduced,
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“(B) such reduction does not occur—
“(i) in a title 11 case, or
‘“(ii) when the purchaser is insolvent,
and
“(C) but for this paragraph, such reduction
would be treated as income to the purchaser from
the discharge of indebtedness,
then such reduction shall be treated as a purchase
price adjustment.

“() INDEBTEDNESS SATISFIED BY EQUITY INTER-

EST.—

“(1) CorPORATE RULE.—For purposes of deter-
mining income of the debtor from discharge of indebt-
edness—

“(A) SToCK-FOR-DEBT.—If a debtor corpo-
ration transfers its stock to & creditor in satisfac-
tion of its indebtedness, such corporation shall be
treated—

(i) as not having transferred its stock,
but

“(ii) as having satisfied the indebtedness
with an amount of money equal to the fair
market value of the stock.

“(B) INDEBTEDNESS CONTRIBUTED TO CAP-

ITAL.—If a debtor corporation acquires its indebt-
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edness fromn a shareholder as a contribution to
capital—
“(i) section 118 shall not apply, but
*“(ii) such corporation shall be treated as
having satisfied the indebtedness with an
amount of money equal to the shareholder’s
adjusted basis in the indebtedness.

“(C) EXCEPTION FOR CERTAIN SECURI-
TIES.—Subparagraph (A) shall not apply with re-
spect to an evidence of indebtedness—

‘ (i) which had interest coupons or was
in registered form on the later of—

“(I) the date on which issued in
connection with the incurring of the in-
debtedness, or

“(II) October 1, 1979, and
“(ii) which constitutes a security for

purposes of section 354.

The preceding sentence shall not apply to interest
which has accrued on the indebtedness.

“D) STOCK OF PARENT CORPORATION.—
For purposes of this paragraph, stock of a corpo-
ration in control (within the meaning of section
368(c)) of the debtor corporation shall be treated

as stock of the debtor corporation. -
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“(E) TREATMENT OF SUCCESSOR CORPORA-

TION.—For purposes of this paragraph, the term

‘debtor  corporation’ includes a successor

corporation,

“(2) ParTNERSHIP RULE.—Under regulations
prescribed by the Secretary, rules similar to subpara-
graphs (A), (B), (D), and (E) of paragraph (1) shall
apply with respect to the indebtedness of a
partnership.”

(b) AMENDMENT OF SECTION'1017.—Section 1017 (re-
lating to discharge of indebtedness) is amended to read as
follows:

“SEC. 1017. DISCHARGE OF INDEBTEDNESS.

“(a) GENERAL RULE.—If—

‘(1) an amount is excluded from gross income
under subsection (a) of section 108 (relating to dis-
charge of indebtedness), and

“(2) under subsection (b)(2)(D), (b)(5), or (c)(1)(A)
of section 108, any portion of such amount is to be ap¥
plied to reduce basis,

then such portion shall be applied in reduction of the basis of
any property held by the taxpayer at the beginning of the
taxable year following the taxable year in which the dis-

charge occurs.



[y

© ® a0 A O e W W

10
11
12
13
14
15
16
17
18
19
20
21

22 -

23
24
25

36

15

“(b) AMOUNT AND PROPERTIES DETERMINED UNDER

REGULATIONS.—

“(1) IN GENERAL.—The amount of reduction to
be applied under subsection (a) (not' in excess of the
portion referred to in subsection (a)), and the particular
properties the bases of which are to be reduced, shall
be determined under regulations prescribed by the
Secretary.

“(2) LIMITATION IN TITLE 11 CASE OR INSOL-
VENCY.—In the case of a discharge to which subpara-
graph (A) or (B) of section 108(a)(1) applies, the reduc-
tion in bagis under subsection (a) of this section shall
not exceed the excess of—

“(A) the aggregate of the bases of the prop-
erty held by the taxpayer immediately after the
discharge, over )

“(B) the aggregate of the liabilities of the
taxpayer immediately after the discharge.

The preceding sentence shall not apply to any reduc-
tion in basis by reason of an election under section
108(bX5).

“(8) CERTAIN REDUCTIONS MAY ONLY BE MADE
IN THE BASIS OF DEPRECIABLE PROPERTY.—

“(A) IN GENERAL.—Any amount which

under subsection (b)5) or (c)(1}A) of section 108
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is to be applied to reduce basis shall be applied

only to reduce the basis of depreciable property

held by the taxpayer.

“(B) DEPRECIABLE PROPERTY.—For pur-
poses of this section, the term ‘depreciable prop-
erty’ means any property of a character subject to
the allowance for depreciation, but only if a basis
reduction under subsection (a) will reduce the
amount of depreciation or amortization which oth-
erwise would be allowable for the period immedi-
ately following such reduction.

“(C) SPECIAL RULE FOR PARTNERSHIP IN-
TERESTS.—Any interest of a partner in a part-
nership shall be treated as depreciable property to _
the extent of such partner’s proportionate interest
in the depreciable property held by such
partnership.

“(c) SPECIAL RULES.—

“(1) REDUCTION NOT TO BE MADE IN EXEMPT
PROPERTY.—In the case of an amount excluded from
gross income under section 108(a)(1XA), no reduction
in basis ¢hall be made under this section in the basis of
property which the debtor treats as exempt property
under section 522 of title 11 of the United States
Code.
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“(2) ADJUSTMENT IN BASIS OF PARTNERSHIP
INTEREST MUST BE REFLECTED IN BASIS OF PART-
NERSHIP ASSETS.—Any reduction in the basis of a
partner’s interest in a partnership under this section by
reason of the discharge of indebtedness of the partner-
ship shall be accompanied by a corresponding reduction
in the basis of the partnership property with respect to
such partner.

“(3) REDPUCTIONS IN BASIS NOT TREATED AS
QISPOSITIONS.—For purposes of this title, a veduction
in basis under this section shall not be treated as a
disposition. A
“(d) REcAPTURE OF REDUCTIONS.—

(1) IN GENERAL.—For purposes of section 1245
and 1250—

“(A) any property the basis of which is re-
duced under this section shall be treated as sec-
tion 1245 property or section 1250 property
(whichever is appropriate), and

“(B) any reduction under ‘this section shall be
treated as a deduction allowed for depreciation.
“(2) SPECIAL RULE FOR SECTION 1250.—For

purposes of section 1250(b), the determination of what

would have been the depreciation adjustments under
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the straight line method shall be made as if there had

been no reduction under this section.”

(c) AMENDMENT OF SECTION 111.—Section 111 (relat-
ing to recovery of bad debts, prior taxes, and delinquency
amounts) is amended by adding at the end thereof the follow-
ing new subsection:

“(d) INCREASE IN CARRYOVER TREATED As YIELDING
Tax BeNEFIT.—For purposes of paragraph (4) of subsection
(b), an increase in a carryover which has not expired shall be
treated as a reduction in tax.”

(@} AMENDMENT OF SECTION 382.-—Section 382 (re-
lating to special limitations on net operating loss carryover),
as in effect before its amendment by section 806 of the Tax
Reform Act of 1976, is amended by adding at the end thereof
the following new subsection: -

“(d) CerTaIN StocK RECEIVED FOR INDEBTED-
NESS.—

“(1) SuBsecTiON (a).—For purposes of subsec-

tion (a}, stock in the corporation which is acquired by a

security holder or creditor in exchange for the extin-

guishment or relinquishment (in whole or in part) of a

claim against the corporation in a title 11 or similar

case (within the meaning of section 368(a)3)(A)) shall

be treated as not acquired by purchase, unless the
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1 claim was acquired for the purpose of acquiring such

2 stock.

3 “(2) SuBSECTION (b).—For purposes of subsec-

4 tion (b), a creditor who receives stock in a reorganiza-

5 tion described in section 368(a)(1)(G) shall be treated

6 as a stockholder immediately before the reorganiza-

7 tion.”’ .

8 (e) TECHNICAL AMENDMENTS.—

g (1) Subsection (b) of section 703 (relating to elec-
10 tions of the partnership) is amended to read as follows:
11 “(b) E~;Ecuons OF THE PARTNERSHIP.—Any election
12 affecting the computation of taxable income derived from a
13 partnership shall be made by the partnership, except that any
14 election under—

15 “(1) section 57(c) (defining net lease),

16 ‘(2) subsection (b)5) or (d)(4) of section 108 (re-
17 lating to income from discharge of indebtedness),

18 “(8) section 163(d) (relating to limitation of inter-
19 est on investment indebtedness),

20 “(4) section 617 (relating to deduction and recap-
21 ture of certain mining exploration expenditures), or

22 “(5) section 901 (relating to taxes of foreign coun-
23 tries and possessions of the United States),

24 shall be made by each partner separately.”
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(2) Subsection (c) of section 118 (relating to cross
reference) is amended to read as follows:
“(c) Cross REFERENCES.—

“(1) For basis of property acquired by a corporation
through a contribution to its capital, see section 362.

*(2) For special rules in the case of contributions of in-
debtedness, see section 108(f)(1)}(B).”

(3) Subsection (b) of section 1032 (relating to
basis) is amended to read as follows:
“(b) CrROSS REFERENCES.—
“(1) For basis of property acquired by a corpora-tion in
certain exchanges for its stock, see section 362.

“(2) For special rules in the case of transfers of stock
in satisfaction of indebtedness, see section 108(f)(1)(A).”

3. RULES RELATING TO TITLE 11 CASES FOR INDIVID-
UALS.
(2) IN GENERAL.—
(1) AppITION OF RULES.—Chapter 1 (relating to
normal taxes and surtaxes) is amended by adding at
the end thereof the following new subchapter:

“Subchapter V—Title 11 Cases

“Sec. 1398. Rules relating to individuals’ title 11 cases.
“Sec. 1399. No separate taxable entities for partnerships, corpera-
tions, ete.

“SEC. 1398. RULES RELATING TO INDIVIDUALS’ TITLE 11

CASES.

“(a) CaseEs To WHICH SECTION APPLIES.—Except as

provided in subsection (b), this section shall apply to any case

under chapter 7 (relating to liquidations) or chapter 11 (relat-
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1 ing to reorganizations) of title 11 of the United States Code

2 in which the debtor is an individual.

“(b) ExcepTioNs WHERE CASE Is DisMIssED,

Erc.—

‘(1) SECTION DOES NOT APPLY WHERE CASE I8
p1sMISSED.—This section shall not apply if the case
under chapter 7 or 11 of title 11 of the United States
Code is dismissed.

“(2) SECTION DOES NOT APPLY AT PARTNER-
SHIP LEVléL.—For purposes of subsection (a), a part-
nership shall not be treated as an individual, but the
interest in a partnership of a debtor who is an individu-
al shall be taken into account under this section in the
same manner as any other interest of the debtor.

“c) COMPUTATION AND PAYMENT OF TAXx; ZERO

BRACKET AMOUNT.—

‘“(1) COMPUTATION AND PAYMENT OF TAX.—
Except as otherwise provided in this section, the tax-
able income of the estate shall be computed in the
same manner as for an individual. The tax shall be
computed on such taxable income and shall be paid by
the trustee.

“(2) Tax BaTES.—The tax on the taxable
income of the estate shall be determined under subsec-

tion (d) of section 1.
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“(3) AMOUNT OF ZERO BRACKET AMOUNT.—The
amount of the estate’s zero bracket amount for the tax-
able year shall be the same as for a married individual
filing a separate return for such year.

“(d). TAXABLE YEARS OF ESTATES AND DEBTORS.—

“(1) EsTaTEs.—The first taxable year of the
estate shall end on the same day as the taxable year of
the debtor which includes the commencement date.

‘“(2) GENERAL RULE FOR DEBTORS.—Except as
provided in paragraph (3), the taxable year of the
debtor shall be determined without regard to the case
under title 11 of the United States Code to which this
section applies. ~

“(3) ELECTION TO TERMINATE DEBTOR'S YEAR
WHEN CASE COMMENCES.—

“(A) IN GENERAL.—Notwithstanding section

442, the debtor may (without the approval of the

Secretary) elect to treat the debtor’s taxable year

which includes the commencement date as 2 tax-

able years—
“(@) the first of which ends on the day
before the commencement date, and
“(ii) the second of which begins on the

commencement date.
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‘“(B) SPOUSE MAY JOIN IN ELECTION.—In

the case of a married individual (within the mean-
ing of section 143), the spouse may elect to have
the debtor’s election under subparagraph (A) also
apply to the spouse, but only if the debtor and the
spouse file & joint return for the taxable year re-
ferred to in subparagraph (A)G).

“(C) NO ELECTION WHERE DEBTOR HAS NO
ASSETS.—No election may be made under»sub-
paragraph (A) by a debtor who has no assets
other than propertyl which the debtor may treat as
exempt property under section 522 of title 11 of
the United States Code.

‘D) TIME FOR MAWKING ELECTION.—An
election under subparagraph (A) or (B) may be
made only on or before the due date for filing the
return for the taxable year referred to in subpara-
graph (A)(i). Any such election, once made, shall
be irrevocable.

“(E) RETURNS.—A return shall be made for
each of the taxable years specified in subpara-
graph (A).

‘“(F) ANNUALI1ZATION.—For purposes of
subsections (b), (c), and (d) -of section 443, a

return filed for either of the taxable years referred
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1 to in subparagraph (A) shall be treated as a
2 " return made under paragraph (1) of subsection (a)
- 3 of section 443.
4 “/(4) COMMENCEMENT DATE DEFINED.—For pur-
5 poses of this subsection, the term ‘commencement date’
6 means the day on which the case under title 11 of the
7 United States Code to which this section applies
8 commences.
9 “(5) CROSS REFERENCES,—
“(A) For allowance of 1 change of accounting period
by the estate without consent of Secretary, see subsection
U)‘('(ll)i) For other rules relating to change of accounting
period by the debtor or by the estate, see section 442,
10 ‘“(e) TREATMENT OF INCOME, DEDUCTIONS, AND
11 CREDITS.—
12 “(1) ESTATE’S SHARE OF DEBTOR'S INCOME.—
13 The gross income of the estate for each taxable year
14 shall include the gross income of the debtor to which
15 the estate is entitled under title 11 of the United
16 States Code.
17 “(2) DEBTOR'S BHARE OF DEBTOR’'S INCOME.—
18 The gross income of the debtor for any taxable year
19 shall not include any item to the extent that such item
20 is included in the gross income of the estate by reason
21 of paragraph (1).
22 “(3) DIvVISION OF DEBTOR'S DEDUCTIONS AND
23 CREDITS.—Each item of deduction or credit of the

65-483 0 - 80 - 4
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debtor which is properly associated with gross income

to which paragraph (1) applies shall be treated as a de-

~ duction or credit of the estate.

“(4) RULE FOR MAKING DETERMINATIONS WITH
RESPECT TO DEDUCTIONS, CREDITS, AND EMPLOY-
MENT TAXES.—Except as otherwise provided in this
section, the determination of whether or not any
amount paid or incurred by the estate—

“(A) is allowable as a deduction or credit

under this chapter, or

“(B) is wages for purposes of subtitle C,
shall be made as if the amount were paid or incurred
by the debtor and as if the debtor were still engaged in
the trades and businesses, and in the activities, the
debtor was engaged in before the commencement of
the case.

“(f) TREATMENT OF TRANSFERS BETWEEN DEBTOR

AND ESTATE.—

“(1) TRANSFER TO ESTATE NOT TREATED AS
TRANSFER.—A transfer (other than by sale or ex-
change) of an asset from the debtor to the estate shall
not be treated as a transfer for purposes of any provi-
sion of this title assigning tax consequences to a trans-
fer, and the estate shall be treated as the debtor would

be treated with respect to such asset.
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“(2) TRANSFER FROM ESTATE TO DEBTOR NOT
TREATED AS TRANSFER.—In the case of a termination
of the estate, a transfer (other than by sale or ex-
change) of an asset from the estate to the debtor shall
not be treated as a transfer for purposes of any provi-
sion of this title assigning tax consequences to a trans-
fer, and the debtor shall be treated as the estate would
be treated with respect to such asset.

“{4g) EstaTE SUCCEEDS TO TAX ATTRIBUTES OF

DEBTOR.—The estate shall succeed to and take into account
the following items (determined as of the first day of the
debtor’s taxable year in which the case commences) of the

debtor—

“(1) NET OPERATING LOSS CARRYOVERS.—The
net operating loss carryovers determined under section
172.

“(2) CHARITABLE CONTRIBUTIONS CARRY-
ovERs.—The carryover of excess charitable contribu-
tions determined under section 170(d)1).

“® RECOVERY‘; EXCLUSION.—Any recovery ex-
clusion under section 111 (relating to recovery of bad
debts, prior taxes, and delinquency amounts).

“(4) CREDIT CARRYOVERS, ETC.—The carryovers
of any credit, and all other items which, but for the

commencement of the case, would be required to be
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taken into account by the debtor with respect to any
credit.

“(5) CAPITAL LOSS CARRYOVERS.—The capital
loss carryover determined under section 1212,

‘(6) BASIS, HOLDING PERIOD, AND CHARACTER
OF ASSETS.—In the case of any asset acquired (other
than by sale or exchange) by the estate from the
debtor, the basis, holding period, and character it had
in the hands of the debtor.

“(7) METHOD OF ACCOUNTING.—The method of
accounting used by the debtor.

“(8) OTHER ATTRIBUTES.—Other tax attributes
of the debtor, to the extent provided in regulations pre-
scribed by the Secretary as necessary or appropriate to
carry out the purposes of this section.

“(h) ADMINISTRATION, LIQUIDATION, AND REORGANI-

ZATION EXPENSES; CARRYOVERS AND CARRYBACKS OF

CERTAIN ExcEss EXPENSES.—

‘(1) ADMINISTRATION, LIQUIDATION, AND REOR-
GANIZATION EXPENSES.—Any administrative expense
allowed under section 503 of title 11 of the United
States Code, and any fee or charge assessed against
the estate under chapter 123 of title 28 of the United

States Code, to the extent not disallowed under any
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other provision of this title, shall be allowed as a
deduction.

“(2) CARRYBACK AND CARRYOVER OF EXCESS
ADMINISTRATIVE COSTS, ETC., TO ESTATE TAXABLE
YEARS.—

“(A) DepUCTION ALLOWED.—There shall
be allowed as a deduction for the taxable year an
amount equal to the aggregate of (i) the adminis-
trative expense carryovers to such year, plus (i)
the administrative expense carrybacks to such
year.

“B) ADMINISTRATIVE EXPENSE LOSS,
ETC.—If a net operating loss would be created or
increased for any estate taxable year if section
172(c) were applied without the modification con-
tained in paragraph (4) of section 172(d), then the
amount of the net operating loss so created (or
the amount of the increase in the net operating
loss) shall be an administrative expense loss for
such taxable year which shall be an administra-
tive expense carryback to each of the 3 preceding
taxable years and an administrative expense car-
ryover to each of the 7 succeeding taxable years.

“(C) DETERMINATION OF AMOUNT CARRIED

TO EACH TAXABLE YEAR.—The portion of any
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administrative expense loss which may be carried
to any other taxable year shall be determined
under section 172(b)(2), except that for each tax-
able year the computation under section 172(b)(2)
with respectuto the net operating loss shall be
made before the computation under this

paragraph.
‘(D) ADMINISTRATIVE EXPENSE DEDUC-

TIONS ALLOWED ONLY TO ESTATE.—The deduc-
tions allowable under this chapter solei&r by
reason of paragraph (1), and the deduction pro-
vided by subparagraph (A) of this paragraph, shall
be allowable only to the estate.
“(i) DEBTOR SUCCEEDS TO TAX ATTRIBUTES OF
EsTATE.—In the case of a termination of an estate, the
debtor shall succeed to and take into account the items re-
ferred to in paragraphs (1), (2), (3), (4), (5), and (6) of subsec-
tion (g) in a manner similar to that provided in such para-
graphs (but taking into account that the transfer is from the
estate to the debtor instead of from the debtor to the estate).
In addition, the debtor shall succeed to and take into account
the other tax attributes of the estate, to the extent provided
in regulatiens prescribed by the Secretary as necessary or
appropriate to carry out the purposes of this section.

() OTHER SPECIAL RULES. —
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“(1) CHANGE OF ACCOUNTING PERIOD WITHOUT
APPROVAL.—Notwithstanding section 442, the estate
may change its annual accounting period one time
without the approval of the Secretary.

“(2) TREATMENT OF CERTAIN CARRYBACKS.—

“(A) CARRYBACKS FROM ESTATE.—If any
carryback year of the estate is a taxable year
before the estate’s first taxable year, the carry-
back to such carryback year shall be taken into
account for the debtor’s taxable year correspond-
ing to the carryback year.

“(B) CARRYBACKS FROM DEBTOR’S ACTIVI-
TIES.—The debtor may not carry back to a tax-
able year before the debtor’s taxable year in
which the case commences any carryback from a
taxable year ending after the case commences.

‘“(C) CARRYBACK AND CARRYBACK YEAR
DEFINED.—For purposes of this paragraph—

“@) CARRYBACK.—The term ‘carry-
back’ means a net operating I(;SS carryback
under section 172 or a carryback of any
credit provided by part IV of subchapter A.

‘“(ii) CARRYBACK YEAR.—The term
‘carryback year’ means the taxable year to

which a carryback is carried.
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1 “SEC. 1399, NO SEPARATE TAXABLE ENTITIES FOR PARTNER-

2
3
4

5
6
7
8

10
11
12
13
14
15
16
17
18
19
20
21
22
23
24
25

SHIPS, CORPORATIONS, ETC.

‘“Except in any case to which section 1398 applies, no

separate taxable entity shall result from the commencement

of a case under title 11 of the United States Code.”

(2) CLERICAL AMENDMENT.—The table of sub-
chapters for chapter 1 is amended by adding at the end
thereof the following new item:

“SuscHAPTER V. Title 11 cases.”

(b) RETURN REQUIREMENTS. —

(1) Subsection (a) of section 6012 (relating to per-
sons required to make returns of income) is
amended by adding at the end thereof the following
new paragraph:

(9) Every estate of an individual under chapter 7
or 11 of title 11 of the United States Code (relating to
bankruptcy) the gross income of which for the taxable
year is $2,700 or more.”

(2) Paragraph (4) of section 6012(b) (relating to
returns of estates and trusts) is amended by striking
out “an estate or a trust” and inserting in lieu thereof
‘“an estate, a truét, or an estate of an individual under
chapter 7 or 11 of title 11 of the United States Code”.
(c) DISCLOBURE OF RETURNS.—

(1) Subsection (e) of section 6103 (relating to con-

fidentiality and disclosure of returns and return infor-
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mation) is amended by striking out paragraph (4), by
redesignating paragraphs (5) and (6) as paragraphs (6)
and (7), respectively, and by inserting after paragraph
(3) the following new paragraphs:
“(4) TITLE 11 CASES AND RECEIVERSHIP PRO-
CEEDINGS.—If—
_“(A) there is a trustee in a title 11 case in
which the debtor is the person with respect to
whom the return is filed, or
“(B) substantially all of the property of the
pe.son with respect to whom the return is filed is
in the hands of a receiver,
such return or returns for prior years of such person
shall, upon written request, be open to inspection by or
disclosure to such trustee or receiver, but only if the
Secretary finds that such trustee or receiver, in his fi-
duciary capacity, has a material interest which will be
affected by information contained therein.

“(5) INDIVIDUAL'S TITLE 11 CASE.—

“(A) IN GENERAL.—In any case to which
section 1398 applies (determined without regard
to section 1398(b)(1)), any return of the debtor for
the taxable vear in which the case commenced or

any preceding taxable year shall, upon written re-
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1 quest, be open to inspection by or disclosure to
2 the trustee in such case. —
3 “(B) RETURN OF ESTATE AVAILABLE TO
4 DEBTOR.—Any return of an estate in a case to
5 which section 1398 applies shall, upon written re-
6 quest, be open to inspection by or disclosure to
7 the debtor in such case.

8 ‘“C) SPECIAL RULE FOR INVOLUNTARY
9 CASES.—In an involuntary case, no disclosure
10 shall be made under subparagraph (A) until the
11 order for relief has been entered by the court
12 having jurisdiction of such case unless such court
13 fin(is that such disclosuri is appropriate for pur-
14 poses of determining whether an order for relief
15 should be entered.”
16 (2) Paragraph (6) of section 6103(e) (as redesig-
17 nated by paragraph (1)) is amended by striking out ‘“‘or
18 (4)” and inserting in lieu thereof “(4), or (5)".

19 (d) TeEcHNICAL AMENDMENT.—Subsection (e) of see-

20 tion 443 (relating to cross references) is amended by adding
21 at the end thereof the following new sentence:

“For returns for a period of less than 12 months in the
case of a debtor’s election to terminate a taxable year,
see section 1398(dX3XE).”
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1 SEC. 4. CORPORATE REQRGANIZATION PROVISIONS.

2 -~ (a) CERTAIN TRANSFERS IN TITLE 11 OR SIMILAR
3 Cases To Be INCLUDED IN DEFINITION OF REORGANIZA-
4 TION.—Paragraph (1) of section 368(a) (defining reorganiza-
5 tion) is amended by adding at the end thereof the following

—

6 new subparagraph:

7 “(@) a transfer by a corporation of all or part
8 ~ of its assets to another corporation in a title 11 or
9 similar case; but only if, in pursuance of the plan,
10 stock or securities of the corporation to which the
11 assets are transferred are distributed in a transac-
12 tion which qualifies under section 354, 355, or
13 - 856."
14 (b) AppITIONAL RULES FOR COORDINATING TITLE 11

15 AND SIMILAR CasSEs WITH THE GENERAL REORGANIZA-
16 TION RULES.—Section 368(a) is amended by adding at the
17 end thereof the following new paragraph:

18 “(3) ADDITIONAL RULES RELATING TO TITLE 11
19 AND BIMILAR CASES,—

20 “(A) TITLE 11 OR SIMILAR CASE DE-
21 FINED.—For purposes of this part, the term ‘title
22 11 or similar case’ means—

28 “(i) a case under title 11 of the United

24 States Code, or
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‘(i) a receivership, foreclosure, or simi-
lar proceeding in a Federal or State court.
“(B) TRANSFER OF ASSETS IN A TITLE 11
OR SIMILAR CASE.—In- applying paragraph
(1)(@), a transfer of the assets of a corporation
shall be treated as made in a title 11 or similar
case if and only if—
“() such corporation is under the juris-
diction of the court in such case, and
“(ii) the transfer is pursuant to a plan of
reorganization approved by the court.
“(C) REORGANIZATIONS  QUALIFYING
UNDER PARAGRAPH (1)(G) AND ANOTHER PROVI-
8ION.—If a transaction would (but for this sub-
paragraph) qualify hoth—
“Ei) under subparagraph (G) of para-
graph (1), and )
“(i)) under any other subparagraph of
paragraph (1) or under section 332 or 351,
then, for purposes of this subchapter (other than
section 357(c)(1)), such transaction shall be treat-
ed as qualifying only under subparagraph (G) of
paragraph (1).
‘(D) AGENCY RECEIVERSHIP PROCEEDINGS

WHICH INVOLVE FINANCIAL INSTITUTIONS.—For
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purposes of subparagraphs (A) and (B), in the
case of a receivership, foreclosure, or similar pro-
ceéding before a Federal or State agency involv-
ing a financial institution to which section 585 or
593 applies, the agency shall be treated as a
court.

“(E) APPLICATION OF PARAGRAPH
)E)i).—In the case of a title 11 or similar case,
the requirement of clause (ii) of paragraph (2)(E)
shall be treated as met if—

*“(1) no former shareholder of the surviv-
ing corporation received any consideration
for his stock, and

“(ii) the former creditors of the surviv-
ing corporation exchanged, for an amount of
voting stock of the controlling corporatien,
debt of the surviving corporation which had
a fair market value equal to 80 percent or
more of the total fair market value of the

debt of the surviving corporation.”

{c) TRANSFERS OF ASSETS TO SUBSIDIARIES.—Sub-

22 paragraph (C) of section 368(a)(2) (relating to transfers of

23 assets or stock to subsidiaries in certain paragraph (1)(A),
24 (1)(B), and (1)(C) cases) is amended to read as follows:



© @O A D O e W N e

BN B DD DN D DD e e ek ek d ek et ped ek et
N B W N = O 0 S O B W N = O

58

e 37

“(C) TRANSFERS OF ABSETS OR STOCK TO
SUBSIDIARIES IN CERTAIN PARAGRAPH (1)(A),
(1)B), (1)C), AND (1)G) CASES.—A transaction
otherwise qualifying under paragraph (1)(A),
(1)(B), or (1XC) shall not be disqualified by reason
of —the fact that part or all of the assets or stock
which were acquired in the transaction are trans-
ferred to a corporation controlled by the corpora-
tion acquiring such assets or stock. A similar rule
shall apply to a transaction otherwise qualifying
under paragraph (1{&) where the requirements of
subparagraphs (A) and (B) of section 354(b)(1) are
met with respect to the acquisition of the assets

or stock.”

(@ USe orF Stock OF CONTROLLING CORPORA-
TION.—Subparagraph (D) of section 368(a)(2) (relating to use
of stock of controlling corporation in paragraph (1)(A) cases)

is amended to read as follows:

‘(D) USE OF 8TOCK OF CONTROLLING COR-
PORATION IN PARAGRAPH (1)(A) AND (1XG)
cASES.—The acquisition by one corporation, in
exchange for stock of a corporation (referred to in
this subparagraph as ‘controlling corporation’)
which is in control of the acquiring corporation, of

substantially all of the properties of another cor-
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poration shall not disqualify a transaction under
paragraph (1)(A) or (1)(@) if—
“(i) no stock of the aequiring corpora-
tion is used in the transaction, and
“(ii) in the case of a transaction under
paragraph (1)(A), such transaction would
have qualified under paragraph (1)XA) had
the merger been into the controlling

corporation.”

(e) TREATMENT OF PROPERTY ATTRIBUTABLE TO AC-

CRUED INTEREST.—

(1) AMENDMENT OF SECTION 354.—Subsection

(a) of section 354 (relating to exchanges of stocks and
securities in certain reorganizations) is amended by
striking out paragraphs (2) and (3) and inserting in lieu

thereof the following:

“(2) LIMITATIONS,—
“(A) EXCESS PRINCIPAL AMOUNT.—Para-
graph (1) shall not apply if—

“(i) the principal amount of any such
securities received exceeds the principal
amount of any such securities surrendered,
or

“(ii) any such securities are received

and no such securities are surrendered. -
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ra
“(B) PROPERTY ATTRIBUTABLE TO AC-

CRUED INTEREST.—Neither paragraph (1) nor so
much of seetion 356 as relates to paragraph (1)
shall apply to the extent that any stock, securi-
ties, or other property received is attributable to
interest which has accrued on securities on or
after the beginning of the holder’s holding period.
“/(3) CROSS REFERENCES.—

“(A) For treatment of the exchange if any property is
received which is not permitted to be received under this
subsection (including an excess principal amount of se-
curities received over securities surrendered, but not in.
cluding property to which paragraph (2}(B) applies), see
section 356,

*“(B) For treatment of accrued interest in the case of
an exchange described in paragraph (2XB), see section
61.”

(2) AMENDMENT OF SECTION 355.—Subsection

(2) of section 355 (relating to distribution of stock and
securities of a controlled corporation) is amended by
striking out paragraphs (3) and (4) and inserting in lieu

thereof the following:

“(8) LIMITATIONS.—
‘“(A) ExXcCESS PRINCIPAL AMOUNT.—Para-
graph (1) shall not apply if—

“() the prineipal amount of the securi-
ties in the controlled corporation which are
received exceeds the principal amount of the
securities which are surrendered in connec-

tion with such distribution, or
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“(ii)‘securities in the controlled corpora-
tion are received and no securities are sur-
rendered in connection with such distribu-
tion.

‘(B) STOCK ACQUIRED IN TAXABLE TRANS-
ACTIONS WITHIN 5 YEARS TREATED AS BOOT.—
For purposes of this section (other than paragraph
(1XD) of this subsection) and so much of section
356 as relates to this section, stock of a con-
trolled corporation acquired by the distributing
corporation by reason of any transaction—

() which occurs within 5 years of the
distribution of such stock, and
“(@ii) in which gain or loss was recog-
nized in whole or in part, '
shall not be treated as stock of such controlled
corporation, but as other property.

‘“(C) PBOPERTY ATTRIBUTABLE TO AC-
CRUED INTEREST.—Neither paragraph (1) nor so
much of section 356 as relates to paragraph (1)
shall apply to the extent that any stock, securi-
ties, or other property received is attributable to
interest which has accrued on securities on or
after the beginning of the holder’s holding period.

‘/(4) CROSS REFERENCES.—

S
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“(A) For treatment of the exchange if any property is
received which is not permitted to be received under this
subscction (including an excess principal amount of se-
curities received over securities surrendered, but not in-
cluding property to which paragraph (3XC) applies), see
section 356.

“(B) For treatment of accrued interest in the case of
an exchange described in paragraph (3)(C), see section
61.”

() TErRMINATION OF ExIsTING PROVISIONS RELAT-
ING TO INSOLVENCY REORGANIZATIONS.—Part IV of sub-
chapter C of chapter 1 (relating to insolvency reorganiza-
tions) is amended by inserting before section 371 the follow-
ing new section:
“SEC. 370. TERMINATION OF PART. B

“(a) GENERAL RULE.—Except as provided in subsec-
tion (b), this part shall not apply to any proceeding which is
begun after September 30, 1979.

“(b) EXCEPTIONS.—Subsection (a) shall not apply to
subsections (c) and (e) of section 374.”

® UABRYOVER‘ OF SECTION 381 ITEMBS IN SECTION
368(a)(1}(G) REORGANIZATIONS.—Subsection (a) of section
381 (relating to carryovers in certain corporate acquisitions)
is amended—

(1) by striking out “subparagraph (A), (C), (D)

(but only if the requirements of subparagraphs (A) and

(B) of section 354(b)(1) are met), or (F) of section

368(a)(1)” in paragraph (2) and inserting in lieu thereo}

“subparagraph (A), (C), (D), (F), or (@) of section

368(a)(1)”, and
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(2) by adding at ;he end thereof the following new
sentence: ‘“‘For purposes of the preceding sentence, &
reorganization shall be treated as meeting the require-
ments of subparagraph (D) or (G) of section 368(a)(1)
only if the requirements of subparagraphs (A) and (B)
of section 354(b)(1) are met.”

(h) TEcHNICAL AND CONFORMING AMENDMENTS. —

(1) Paragraphs (1) and (2) of section 354(b) (relat-
ing to exception to general rule on exchanges of stack
and securities in certain reorganizations) are each
amended by striking out ‘‘section 368(a)(1(D)” and in-
serting in lieu thereof “‘subparagraph (D) or (G) of sec-
tion 368(a)(1)”.

(2) Paragraph (2) of section 357(c) (relating to
liabilities in exceé;s of basis) is amended to read as
follows:

“(2) ExcepTiONs.—Paragraph (1) shall not apply
to any exchange—

“(A) to which subsection (b)(1) of this section
applies,

“(B) to which section 371 or 374 applies, or .

“(C) which is pursuant to a plan of reorgani-
zation within the meaning of section 368(a}(1)(G)
where no former shareholder of the transferor cor-

poration receives any consideration for his stock.”
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1 (3) Paragraph (1) of section 368(a) (defining reor-
2 ganization) is amended—
3 (A) by striking out “or”’ at the end of sub-
4 parajgraph (E), and
5 (B) by striking out the period at the end of
6 subparagraph (F) and inserting in lieu thereof “
7 or’.
8 (4) Subsection (b) of section 368 (defining party to
9 _reorganization) is amended—
10 (A) by striking out “or (1}C)” in the third
11 sentence and inserting in lieu thereof *“(1)(C), or
12 (1(G)”, and
13 (B) by striking out “paragraph (1}A)” in the
14 fourth sentence and inserting in lieu thereof
15 “‘paragraph (1{A) or (1XQ)".
16 (5) The table of sections for part IV of subchapter
17 C of chapter 1 is amended by inserting before the itera
18 relating to section 371 the following new item:

» “Bec. 370. Termination of part.”
19 SEC. 5. MISCELLANEOUS CORPORATE AMENDMENTS.
20 (a) ExcerTiON FrROM PERSONAL HOLDiING COMPANY
21 Tax rFor CorrorATIONS IN TITLE 11 ORr SIMILAR
22 (Cases.—Subsection (c) of section 542 (relating to exceptions
23 from definition of personal holding company) is amesded by
24 striking out the period at the end of paragraph (8) and insert-
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1 ing in lieu thereof “; and” ‘and by adding at the end thereof
2 the following new paragraph:
3 *(9) a corporation which is subject to the jurisdic-
tion of the court in a title 11 or similar case (within

the meaning of section 368(a)(3}(A)) unless a major

4
5
6 purpose of instituting or continuing such case is the
7 avoidance of the tax imposed by section 541.”
8 (b) REDEMPTION OF Stock ISSUED IN RAILROAD
9 REORGANIZATIONS.—
10 (1) IN GENERAL.—Subsection (b) of section 302
11 (relating to redemptions treated as exchanges) is
12 amended by striking out paragraph (4) and by redesig-
13 nating paragraph (5) as paragraph (4).
14 (2) CONFORMING AMENDMENTS.—
15 (A) Subsection (a) of section 302 is amended

16 . by striking out “(2), (3), or (4)” and inserting in

17 lieu thereof “(2), or (3)".

18 (B) Paragraph (4) of section 302(b) (as redes-
19 ignated by paragraph (1)) is amended--

20 (i) by striking out “(2), (3), or (4)” and
21 inserting in lieu thereof “(2) or (3)”, and

22 (i) by striking out “(1), (2), or (4)" and
23 inserting in lieu thereof ‘(1) or (2)".

24 (c) SectioN 337 To ApPLY WHERE LIQUIDATING

25 CorPORATION Is INSOLVENT.—Section 337 (relating to
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1 gain or loss on sales or exchanges in connection with certain

2 liquidations) is amended by adding at the end thereof the fol-

3 lowing new subsection:

4
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“(2) TITLE 11 O SIMILAR CasEs.—
“(1) I¥ GENERAL.—If—
“(A) a corporation in a title 11 or sinﬁiar
case (within the meaning of section 368(a)(3)(A))
adopts a plan of complete liquidation after the
commencement of such case,
“(B) all of the assets of the corporation are
transferred to creditors within the period begin-
ning on the date of the adoption of the plan and
ending on the date of the termination of the case,
and
“(C) no shareholder of the corporation re-
ceives any consideration for his stock,
then subsection (a) shall apply to sales and exchanges
by the corporation of property within the period de-
scribed in subparagraph (B).

“(2) No NONRECOGNITION FOR PROPERTY AC-
QUIRED AFTER PLAN IS ADOPTED.—

“(A) IN GENERAL.—For purposes of para-
graph (1), the term ‘property’ does not include
any item acquired on or after the date of the

adoption of the plan of liquidation.
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“(B) COORDINATION WITH SUBSECTION

(bx2).—For purposes of paragraph (2) of subsec-
tion (b), if (but for this subparagraph) an item
would be treated as described both in subpara-
graph (A) ;f this paragraph and in subparagraph
(A) or (B) of subsection (b}1), such item shall be
treated as described only in subparagraph (A) or
(B) of subsection (b)}(1).”
(d) EsTaTE OF INDIVIDUAL IN TITLE 11 CASE PER-
"MITTED To BE SHAREHOLDER OF SUBCHAPTER S CORPO-
RATION.—Section 1371 (defining small business corporation)
is amended by adding at the end thereof the following new
subsection:
“f) ESTATE OF INDIVIDUAL IN T-ITI:LE 11 CasE May

BeE SHAREHOLDER.—For purposes of subsection (a)(2), the
term ‘estate’ include‘s the estate of an individual in a case
under title 11 of the United States Code.”

(e) AMENDMENTS OF SECTION 351.—

(1) Section 351 (relating to transfer to corporation
controlled by transferor) is amended by redesignating
subsection (e) as subsection (f) and by striking-out sub-
section (d) and inserting in lieu thereof the following

new subsections:
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‘(d) SErvICES, CERTAIN INDEBTEDNESS, AND AcC-

CRUED INTEREST NoT TREATED A8 PROPERTY.—For

purposes of this section, stock or securities issued for—

“(1) services,

“(2) indebtedness of the transferee corporation
which is not evidenced by a security, or

“(3) interest on-indebtedness of:he transferee cor-
poration which accrued on or after the beginning of the
transferor’s holding period for the debt,

shall not be considered as issued in return for property.

“(e) ExcepTIONS.—This section shall not apply to—

“(1) TRANSFER OF PROPERTY TO AN INVEST-
MENT COMPANY.—A transfer of property to an invest-
ment company.

“(2) TITLE 11 OR SIMILAR CABE.—A transfer of
property of a debtor pursuant to a plan while the
debtor is under the jurisdiction of & court in a title 11
or similar case (within the meaning of section
368(a)(3XA)), to the extent that the stock o} securities
received in the exchange is used to satisfy the indebt-
edness of such debtor.”

(2) Subsection (a) of section 351 is amended by

!

striking out the last sentence.
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(0 Errects oN EARNINGS aND PrOFITS.—Section

312 (relating to effect on earnings and profits) is amended by
adding at the end thereof the following new subsection:

“() DiscHARGE OF INDEBTEDNESS INCOME.—The
earnings and profits of a corporation shall not include income
from the discharge of indebtedness to the extent of the
amount applied to reduce basis under section 1017.”

SEC. 6. CHANGES IN TAX PROCEDURES.

(a) SusPENSION OF RUNNING OF PERIOD OF LiMITA-
TI0N8 DurING T1TLE 11 CasES.—Section 6503 (relating to
suspension of running of period of limitation) is amended i)y‘
redesignating subsection (i} as subsection (j) and by inserting
after subsection (h) the following new subsection:

“(i) Cases UnpER TITLE 11 OF THE UNITED STATES
Cope.—The running of the period of limitations provided in

section 6501 or 6502 on the making of assessments or collec-

},ion shall, in a case under title 11 of the United States Code,

be suspended for the period during which the Secretary is
prohibited by reason of such case from making the assess-
ment or from collecting and—
“(1) for assessment, 60 days thereafter, and
*“(2) for collection, 6 months thereafter.”
(b) COORDINATION OF DEFICIENCY PROCEDURES
WitH TiTLE 11 CASES.—Section 6213 (relating to restric-

tions applicable to deficiencies; petition to Tax Court) is



> 170

49

1 amended by redesignating subsections (f) and (g) as subsec-

2 tions (g) and (h), respectively; ‘and by inserting after subsec-

3 tion (e) the following new subsection:

4
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“(f) CoorDINATION WITH TITLE 11.—

“(1) SUSPENSION OF RUNNING OF PERIOD FOR
FILING PETITION IN TITLE 11 CASE8.—In any case
under title 11 of the United States Code, the running
of the time prescribed by subsection (a) for filing & pe-
tition in the Tax Court with respect to any deficiency
shall be suspended for the period during which the
debtor is prohibited by reason of such case from filing
a petition in the Tax Court with respect to such defi-
ciency, and for 60 days thereafter.

“(2) CERTAIN ACTION NOT TAKEN INTO AC-
COUNT.—For purposes of the second and third sen-
tences of subsection (a), the filing of a proof of claim or
request for payment (or the taking of any other action)
in a case under title 11 of the United States (_)ode shall
not be treated as action prohibited by such second
sen-tence.”

{(c) TRUSTEE OF DEBTOR’S ESTATE MAY INTERVENE

IN Tax COURT PROCEEDING. —

(1) In cENERAL.—Part II of subchapter C of
" chapter 76 (relating to Tax Court procedure) is

amended by redesignating section 7464 as section
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7465 and by inserting after section 7463 the following

new section:

“SEC. 7464. INTERVENTION BY TRUSTEE OF DEBTOR'S
ESTATE.

“The trustee of the debtor’s estate in any case under
title 11 of the United States Code may intervene, on behalf
of the debtor’s estate, in any prbceeding before the Tax
Court to which the debtor is a party.” .

(2) CLERICAL AMENDMENT.—The table of sec-
tions for part II of subchapter C of chapter 76 is
amended by striking out the item relating to section
7464 and by inserting in lieu thereof the following:

“Sec. 7464. Intervention by trustee of debtor’s estate.
‘'Sec. 7465. Provisions of special application to transferees.”

(d) Cross REFERENCES TO TAX DETERMINATIONS IN
TiTLE 11 CABES.—
(1) AMENDMENT OF SECTION 7430.—Section
7430 (relating to cross references) is amended by strik-
ing out paragraphs (1), (2), (3), and (4) and inserting in
lieu thereof the following new paragraph:

“(1) For determination of amount of any tax, additions
to tax, etc., in title 11 cases, see section 505 of title 11 of
the United States Code.”

(2) AMENDMENT OF SECTION 6212.—Paragraph
(2) of section 6212(c) (relating to cross references) is
amended by adding at the end thereof the following

new sentence:
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“For provisions allowing determination of tax in title

11 cases, see section 505(a) of title 11 of the United States

Code.”

(3) AMENDMENT OF BECTION 6512.—Section
6512 (relating to limitations in case of petition to Tax
Court) is amended by adding at the end thereof the
following new subsection:

“(c) Cro88 REFERENCE.—
“For provisions allowing determination of tax in title

11 cases, see section 505(a) of title 11 of the United States

Code.”

(4) AMENDMENT OF SECTION 8532.—Subsection
(a) of section 6532 (relating to periods of limitations on
suits) is amended by adding at the end thereof the
following new paragraph:

“(5) CROS8 REFERENCE.—

“For substitution of 120-day period for the 6-month
period contained in paragraph (1) in a title 11 case, see
section 505(a)(2) of title 11 of the United States Code.”

(e) ReLIEF FROM CERTAIN PENALTIES IN TITLE 11

CABES.—

(1) IN GENERAL.—Subchapter A of chapter 68
(relating to additions to the tax and additional
amounts) is amended by inserting after section 6657

the following new section:

“SEC. 6658. COORDINATION WITH TITLE 11.

“(a) CERTAIN FAILURES To Pay Tax.—No addition

19 to the tax shall be made under section 66851, 6654, or 6655

20 for failure to make timely payment of tax with respect to a
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period during which a case is pending under title 11 of the
United States Code—

“(1) if such tax was incurred by the estate and
the failure occurred pursuant to an order of the court
finding probable insufficiency of funds of the estate to
pay administrative expenses, or

“(2) if—

‘“(A) such tax was incurred by the debtor
before the earlier of the order for relief or (in the
involuntary case) the appointment of a trustee,
and

“(B)(i) the petition was filed before the due
date prescribed by law (including extensions) for
filing a return of such tax, or

“(ii) the date for making the addition to the
tax occurs on or after the day on which the peti-
tion was filed.

“(b) ExceprioN FOR COLLECTED Taxes.—Subsec-
tion (a) shall not-apply to any liability for an addition to the
tax which arises from the failure to pay or deposit a tax
withheld or collected from others and required to be paid to
the United States.”

(2) CLERICAL AMENDMENT.—The table of sec-

 tions for subchapter A of chapter 68 is amended by in-
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serting after the item relating to section 8657 the fol-

lowing:

“Sec. 8658. Coordination with title 11.” -

@ CREDIT AGAINST FEDERAL UNEMPLOYMENT TaAx
Not Repucep IN CERTAIN CasEs.—Subsection (a) of sec-
tion 3302 (relating to credits against unemployment tax) is
amended by adding at the end thereof the following- new
paragraph:

“(5) In the case of wages paid by the trustee of
an estate under title 11 of the United States Code, if
the failure to pay contributions on time was without
fault by the trustee, paragraph (3) shall be applied by
substituting ‘100 percent’ for ‘90 percent’.”

(8) REMOVAL OF PROVISION FOR IMMEDIATE ASSESS-
MENT IN CERTAIN TITLE 11 CASES.—

(1) IN GENEBAL.—Section 6871 (relating to
claims for i;come, estate, and gift taxes in bankruptcy
and receivership proceedings) is amended to read as
follows:

“SEC. 6871. CLAIMS FOR INCOME, ESTATE, GIFT, AND CERTAIN
EXCISE TAXES IN RECEIVERSHIP PROCEED-
INGS, ETC.

“(a) IMMEDIATE ASSESSMENT IN RECEIVERSHIP PRO-

CEEDINGS.—On the appointment of a receiver for the tax-

payer in_any receivership proceeding before any court of the
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United States or of any State or of the District of Columbia,
any deficiency (together with all interest, additional amounts,
and additions to the tax provided by law) determined by the
Secretary in respect of a tax imposed by subtitle A or B or by
chapter 41, 42, 43, 44, or 45 on such taxpayer may, despite
the restrictions imposed by section 6213(a) on assessments,
be immediately assessed if such deficiency has not theretofore
been assessed in accordance with law.

‘() IMMEDIATE ASSESSMENT WITH RESPECT TO
CeRTAIN TITLE 11 CASES.—Any deficiency (together with
all interest, additional amouvats, and additions to the tax pro-
vided by law) determined by the Secretary in respect of a tax
imposed by subtitle A or B or by chapter 41, 42, 48, 44,
or 45 on—

T‘(1) the debtor’s estate in a case uuder title 11 of
the United States Code, or

“(2) the debtor, but cnly if liakility for such tax
has become res judicata pursuant to a determination in

a case under title 11 of the United States Code,
may, despite the restrictions imposed by section 6213(a) on
assessments, be immediately assessed if such deficiency has
not theretofore been assessed in accordance with law.

“(c) Cramv FrLep DrspiTE PENDENCY OF Tax
CourT PROCEEDINGS.—In the case of a tax imposed by
subtitle A or B or by chapter 41, 42, 43, 44, or 45—
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“(1) claims for the deficiency and f(;;' interest, ad-
ditional amounts, and additions to the tax may be pre-
sented, for adjudication in accordance with law, to the
court before which the receivership proceeding (or the
case under title 11 of the United States Code) is pend-
ing, despite the pendency of proceedings for the rede-
termination of the deficiency pursuant to a petition to
the Tax Court; but

“(2) in the case of a receivership proceeding, no
petition for any such redetermination shall be filed with
the Tax Court after the appointment of the receiver.”

(2) AMENDMENT OF SECTION 8873.—Subsection
(a) of section 6873 (relating to unpaid claims) is
amended by striking out “‘or any proceeding under the
Bankruptey Act”.

(3) CLERICAL AMENDMENTS.—

(A) The table of sections for subchapter B of
chapter 70 is amended by striking out the item
relating to section 6871 and iﬁserting in lieu
thereof the following: -

““Sec. 6871. Claims for income, estate, gift, and certain excise taxes
in receivership proceedings, etc.”

(B) The heading of subchapter B of chapter

70 is amended to read as follows:
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“Subchkapter B—Receiverships, Etc.”

(C) The item relating to subchapter B in the
table of subchapters for chapter 70 is amended to
read as follows:

“SuBCHAPTER B. Receiverships, etc.”

(D) The heading of chapter 70 is amended to

read as follows:

7 “CHAPTER 70—JEOPARDY, RECEIVERSHIPS,

8
9
10
11

12
13
14
15
16
117
18
19
20
21
22

ETC.”

(E) The item relating to chapter 70 in the
table of chapters for subtitle F is a;Iended to read
as follows:

“CHAPTER 70. Jeopardy, receiverships, etc.”

(h) REPEAL OF SECTION 1018.—

(1) IN GENERAL.—Section 1018 (relating to ad-
justment of capital structure before September 22,
1938) is hereby repealed.

(2) CLERICAL AMENDMENT.—The table of sec-
tions for part IT of subchapter O of chapter 1 is
amended by striking out the item relating to section
1018.

(1) TECHNICAL AND CONFORMING AMENDMENTS, —

(1) Subsection (a) of section 128 (relating to cross

references) is amended by striking out paragraph (1)

65-489 0 - B0 - &
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and by redesignating paragraphs (2) through (9) as
paragraphs (1) through (8), respectively.
(2) Subsection (c¢) of section 354 (relating to cer-

tain railroad reorganizations) is amended by striking

out “approved by the Interstate Commerce Commis-~"

sion under section 77 of the Bankruptcy Act, or’” and
inserting in lieu thereof ““confirmed under section 1173
of title 11 of the United States Code, or approved by
the Interstate Commerce Commission”.

(8) Paragraph (5) of section 422(c) (relating to
certain transfers by insolvent individuals) is amended
by striking out ‘“under the Bankruptcy Act” and in-
serting in lieu thereof “under title 11 of-the United
States Code:.

(4) Section 1023 (relating to cross references) is
amended by striking out paragraph (2) and by redes-
ignating paragraph (3) as paragraph (2).

(5) Paragraph (3) of section 6012(b) (relating to
receivers, trustees, and assignees for corporations) is
amended by striking out “trustee in bankruptcy” and
inserting in lieu thereof ‘“‘trustee in a case under title
11 of the United States Code”.

(6) Section 6036 (relating to notice of qualification
as executor or receiver) is amended by striking out

“trustee in bankruptcy”’ and inserting in lieu thereof
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“trustee in a case under title 11 of the United States
Code”.

(7) Paragraph (2) of section 6155(b) (relating to
cross references) is amended by striking out ‘‘bank-
ruptey or’’.

(8) Subsection (c) of section 6161 (relating to
claims in bankruptcy or receivership proceedings) is
amended—

__{(A) by striking out “in bankruptcy or receiv-
ership proceedings” and inserting in lieu thereof

“in cases under title 11 ot; the United States Code

or in receivership proceedings”’, and

(B) by striking out “BANKRUPTCY OR RE-

CEIVERSHIP PROCEEDINGS” in the subsection

heading and inserting in lieu thereof ‘‘CAsEs

Unper TiTLe 11 oF THE UNITED STATES

CoDE OR 1N RECEIVERSHIP PROCEEDINGS”.

(9) Paragraph (1) of section 6216 (relating to
cross references) is amended to read as follows:

“(1) For procedures relating to receivership proceed-
ings, see subchapter B of chapter 70.”

(10XA) Section 6326 (relating to cross references)
is amended by striking out paragraphs (2), (3), (4), and
(5) and inserting in lieu thereof the following: '
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“(2) For exclusion of tax liability from discharge in
cases under title 11 of the United States Code, see section
523 of such title 11.

“(3) For recognition of tax liens in cases under title 11
of the United States Code, sece sections 884 545 and 724 of
such title 11.

“(4) For collection of taxes in connection with plans
for individuals with regular income in cases under title
11 of the United States Code, see section 1328 of such

- title 11.”

(B) Section 6326 is amended by redesignating
paragraphs (6) and (7) as paragraphs (5) and (6),
respectively.

(11) Paragraph (2) of section 6503(i) (relating to
cross references) is amended to read as follows:

“(2) Receiverships, see subchapter B of chapter 70.”

(12) Section 6872 (relating to suspension period
on assessment) is amended by striking out ‘“‘any pro-
ceeding under the Bankruptey Act” and by inserting in
lieu thereof “any case under title 11 of the United
States Code’’.

(13) Section 7430 (as amended by this Act) is
amended by inserting after paragraph (1) the following
new paragraphs:

“(2) For exclusion of tax liability from discharge in
cases urder title 11 of the United States Code, see section
523 of such title 11.

“(3) For recognition of tax liens in cases under title 11
of the United States Code, see sections 664 545 and 724 of

such title 11.

“(4) For collection of taxes in connection with plans
for individuals with regular income in cases under title

11 of the United States Code, see section 1328 of such
title 11.”
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(14) Paragraph (1) of section 7508(d) is amended

by striking out “BANKRUPTCY AND RECEIVERSHIPS"
in the paragraph heading and inserting in lieu thereof
“‘CASES UNDER TITLE 11 OF THE UNITED STATES

CODE AND RECEIVERSHIPS’.

SEC. 7. EFFECTIVE DATES.

(a) For SEcTION 2 (RELATING TO TAX TREATMENT

oF DiIscHARGE OF INDEBTEDNESS).—The amendments

made by section 2 shall appi;;

(1) to all transactions in any bankruptcy case or
similar judicial proceeding commencing on or after Oc-
tober 1, 1979, and“ |

(2) to any transaction not described in paragraph
(1) which occurs after December 31, 1980 (other than
in a proceeding under the Bankruptcy Act, or in a sim-
ilar judicial procecding, commenced before October 1,
1979).

{b) For SEeTioN 3 (RELATING TO RULEs RELATING

19 T0 TiTLE 11 CASES FOR INDIVIDUALS).—The amendments

20 made by section 3 shall apply to any bankruptcy case com-
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1 mencing more than 90 days after the date of the enactment
2 of this Act.
3 (c) For SECTION 4 (RELATING TO CORPORATE REOR-
4 GANIZATION PROVISIONS).— '
5 (1) IN GENERAL.—The amendments made by sec-
K 6 tion 4 shall apply to any bankruptcy case or similar ju-
7 dicial proceeding commencing on or after October 1,
8 1979.
9 (2) EXCHANGES OF PROPERTY FOR ACCRUED IN-
10 TEREST.—The amendments made by svbsection (e) of
1 section 4 (relating to treatment of property attributable
12 to accrued interest) shall also apply to any exchange—
18 (A) which does not occur in a proceeding
14 under the Bankruptcy Act, or similar judicial pro-
15 ceeding, commenced before October 1, 1979, but
16 (B) which occurs after December 31, 1980.
17 (d) For SEcTION 5 (RELATING TO MISCELLANEOUS

82

18 CORPORATE AMENDMENTS).—

(1) For SUBSECTION (a) (RELATING TO EXEMP-
TION FROM PERBONAL HOLDING COMPANY TAX).—
The amendments made by subsection (a) of section 5
shall apply to any bankruptcy case or similar judicial

proceeding commenced on or after October 1, 1979.
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(2) For sUBSECTION (b) (RELATING TO REPEAL
OF SPECIAL TREATMENT FOR CERTAIN RAILROAD
EEDEMPTIONS).—The amendments made by subsection
() of section 5 shall apply to stock which is issued
after September 30, 1979 (other than stock issued pur-
suant to a plan of reorganization approved on or befor;
that date). )

(8) FOR SUBSECTION (¢) (RELATING TO APPLICA-
'I‘I(IN OF 12-MONTH LIQUIDATION RULE).—The
amendment made by subsection (c¢) of section 5 shall
apply to any bankruptcy case or similar judicial pro-
ceeding commenced on or after October 1, 1979. —

(4) For SUBSECTION (d) (RELATING TO PERMIT-
TING BANKRUPTCY ESTATE TO BE SUBCHAPTER 8
SHAREHOLDER).—The amendment made by subsection
(d of section 5 shall apply to any bankruptcy case
commenced on or after October 1, 1979.

(5) FOR SUBSECTION (e) (RELATING TO CERTAIN
TRANSFERS TO CONTROLLED CORPORATIONS).—The
amendments made by subsection (e) of section 5 shall
apply as provided in subsection (a) of this section.

(6) For SUBSECTION (f) (RELATING TO EFFECT
OF DEBT DISCHARGE ON EARNINGS AND PROFITS).—
The amendment made by subsection (f) of section 5

shall apply as provided in subsection (a) of this section.
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(e) For SEcTION 6 (RELATING TO CHANGES IN TAX

2 Procepunes).—The amendments made by section 6 shall

3 take effect on October 1, 1979, but shall not apply to any

4 proceeding under the Bankruptcy Act comimenced before Oc-
5 tober 1, 1979. "

6
7
8
9
10
11
12
13
14

() DEFINITIONS.—For purposes of this section—

(1) BANKRUPTCY CASE.—The term ‘‘bankruptcy
case’”’ means any case under title 11 of the United
States Code (as recodified by Public Law 95-598).

(2) SIMILAR JUDICIAL PROCEEDING.—The term
“similar judicial proceeding” means a receivership,
foreclosure, or similar proceeding in a Federal or State
court (as modified by section L368(&)(3)(D) of the Inter-
nal Revenue Code of 1954).

Passed the House of Representatives March 24, 1980.

Attest: EDMUND L. HENSHAW, JR.,
Clerk.

By W. Raymonp COLLEY,
Deputy Clerk.

@)
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DESCRIPTION OF H.R. 5043
(BANKRUPTCY TAX ACT OF 1980)

As Passed the House

INTRODUCTION -

This pamphlet has been prepared by the staff of the Joint Committee
on Taxation for the %)ublic hearing on H.R. 5043, the Bankruptcy Tax
Act of 1980, scheduled for May 30, 1980, before the Senate Finance
Subcommittee on Taxation and Debt Management Generally.

The pamphlet provides background information on the bill, a sum-
mary of the major provisions of the bill, a more detailed description
off present law and the provisions of the bill, and the estimated revenue
effect.

(A separate pamphlet describes five Senate bills—S. 2484, S, 2486,
S. 2500, S. 2503, and S. 2548—which are also scheduled for the May 30
Subcommittee hearing.)

(1)
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I. BACKGROUND

H.R. 5043, the Bankruptcy Tax Act of 1980, concerns the Federal
income tax aspects of bankruptey, insolvency, and discharge of in-
debtedness. The bill passed theg-louse of Representatives on March 24,
1980, by a vote of 3240, after having been ordered favorably reported
Ly the Ways and Means Committee on March 12, 1980 (House Report
Non. 96-833). :

The bill was developed over the past several years on the basis of
extensive hearings, studies, and suggestions as to appropriate tax
rules for bankruptcy and related tax issues. This effort to review and
modernize bankruptcy tax law began with Congressional establish-
ment of the Commission on the Bankruptcy Laws of the United States
and the report issued by that Commission in 1973.* That report rec-
ommended changes and clarifications in both substantive rules and
tax rules of bankruptey.

In 1978, the 95th Congress enacted legislation (Public Law 95-598)
which significantly revised and modernized the substantive law of
bankruptcy as well as bankruptey court procedures. Public Law 95-598
repealed the Bankruptcy Act and substituted a new title 11 in the U.S.
Code, completely replacing the former provisions.? The new law gen-
erally became effective for bankruptcy cases commencing on or after
October 1, 1979. H.R. 5043 is intended to complete the process of revis-
ing and updating Federal bankruptey laws by providing rules govern-
ing the tax aspects of bankruptcy-and related tax issues.

Because of the (%ctober 1, 1979 effective date enacted in Public Law
95-598 for repeal of the Bankruptey Alct (includins repeal of provi-
sions governing Federal income tax treatment of debt discharge in
bankruptey), and for implementation of new bankruptcy court pro-
cedures, provisions of H.R. 5043 applicable with respect to bankruptcy

! The present-law Federal income tax rules relating to taxpayers in bankruptcy
cases and the Commission’s recommendations for legislative changes, together
with alternative proposals, are discussed in detail In a series of articles by
William T. Plumb, Jr., Esq., entitled “The Tax Recommendations of the Commis-
sion on the Bankruptcy Laws.” These articles appear at 20 Tax Law Review 227
(1974) (tax effects of debt reduction; insolvency reorganizations) ; 72 Mich. L.
Rev. 935 (1974) (income tax liabilities of the bankruptcy estate and the debtor) ;
and 88 Harv. L. Rev. 1360 (1975) (tax procedures).

3 The 1978 statute did not include a “short title” (although.it has been desig-
nated by some commentators as_the ‘‘Bankruptey Reform Act of 1978”). This
pamphlet refers to the 1978 bankruptcy statute as "P.L. 95-598."” The substan-
tive bankruptcy law whick is superseded by P.L. 95-598 is referred to as the
“Bankruptcy Act.”

In this pamphlet, the provisions of title 11 of the U.8. Code which were en-
acted by P.L. 95-508 are cited as “new 11 U.S. Code sec.—" References to the
“Code"” are to the Internal Revenue Code of 1954, as amended.

JIn the bill (H.R. 5043), bankruptcy cases to which the substantive provisions
of P.L. 95-598 apply—generally, cases commenced on or after October 1, 1876—
are referred to as “title 11 cases.”

(8)
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cases would generally be effective for bankruptcy cases commencing
on or after October 1, 1979. Present law would continue to apply for
bankruptcy cases commenced under the Bankruptcy Act, i.e., prior to
October 1, 1979, including Bankruptcy Act cases which are com-
menced before and continue after that date. Provisions of H.R. 5043
ugplicable to transactions outside bankruptcy cases (such as dischar

of indebtedness of a solvent taxpayer outside bankruptcy) generally
Wgosl?)ld be effective for such transactions occurring after Ige

1980.

Hearings were held on H.R. 5043 before the Ways and Means Sub-
committee on Select Revenue Measures on September 27, 1979.
Throughout the development of the bill over the East several years,
. comments as to the appropriate tax rules in bankruptcy cases and
related tax issues have been received from various groups and indi-
viduals, including the American Bar Association, Tax Section, Ad
Hoc Committee for Bankruptcy Revision; the American Institute of .
Certified Public Accountants, Bankruptcy Task Force; the Associa-
tion of the Bar of the City of New York, Committee on Taxation ; the
New York State Bar, Tax Section, Committee on Bankruptcy and
Insolvency; the National Bankruptcy Conference, Committee on Tax
Matters; the State Bar of California, Tax Section, Bankruptcy Tax
Revision Committee; the Departments of Treasury and Justice; and
the Internal Revenue Service. 4

cember 31,

*In 1978, the Ways and Means Committee held hearings on H.R. 9978 (95th
?ongress). concerning Federal income tax aspects of bankruptcy and related
ssues.
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II. SUMMARY OF H.R. 5043

A. Tax Treatment of Discharge of Indebtedness

In Public Law 95-598, Congress repealed provisions of the Bank-
ruptey Act governing Federaf income tax treatment of a discharge
of indebtedness in bankruptcy, effective for cases instituted on or
after October 1, 1979. The bill would provide tax rules in the Internal
Revenue Code applicable to debt discharge in the case of bankrupt or
insolvent debtors, and would make related changes to existing Code

gebtors
outside bankruptcy.

Bankruptcy or insolvency

Under the bill, no amount would be included in income for Federal
income tax purposes by reason of a discharge of indebtedness in a kank-
ruptey case, or otitside bankruptey if the debtor is insolvent. Instead,
the amount of discharged debt which would be excluded from gross
income by virtue of the%i]l’s provisions (the “debt discharge amount”)
would be applied to reduce certain tax attributes.

Unless the taxpayer elects first to reduce basis in depreciable as-
sets, the debt discharge amount would be applied to reduce the tax-
payer’s net operating losses and then certain tax credits and capital
oss carryovers. Any excess of the debt discharge amount over the
amount of reduction in these attributes would be applied to reduce as-

_set basis (but not below the amount of the taxpayer’s remaining un-

discharged liabilities). Any further remaining debt discharge amount
would be disregarded, i.e., would not result in income or have other
tax consequences.

The bill would provide that the taxpayer may elect to apply the debt
discharge amount first to reduce basis in depreciable property, before
applying any remaining amount to reduce net operating losses and then
other tax attributes in the order stated in the bill. A debtor making this
election could elect to reduce basis in depreciable property below the
amount of remaining liabilities (i.e., where the debtor would rather
so reduce asset basis than reduce carryovers). To the extent the debtor
makes an election to reduce basis in depreciable assets, or reduces basis
in assets after reduction in other tax attributes, it is anticipated that
Treasury regulations prescribing the order of basis reduction amon
assets would genera.l]g accord with present, Treasury regulations which
apply in the case of basis reduction under section 270 of the (now re-

“pealed) Bankruptcy Act.

To insure that ordinary income treatment eventually would be given
to the full amount of basis reduction in depreciable or nondepreciable
assets, the bill provides that any gain on a subsequent disposition of
reduced-basis assets would be subject to “recapture” under sections
1245 or 1250 of the Internal Revenue Code.

(8)
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Outside bankruptcy—solvent taxpayers

‘The bill would modify the existing Federal income tax election (secs.
108 and 1017 of the Code) under which a solvent taxpayer outside
bankruptcy may elect to reduce basis of assets instead of recognizing
current income from debt cancellation. Similar to the rules of the bill
applicable to bankrupt or insolvent debtors, the bill provides that the
clection to reduce basis allowed to the solvent debtor outside bank-
ruptey would require reduction in basis of depreciable assets.

To the extent that the debtor makes an election to reduce basis, it is
anticipated that Treasury regulations prescribing the order of basis
reduction among the taxpayer’s depreciable assets would generally ac-
cord with present Treasury regulations under section 1017 of the Code.
As in the case of bankrupt or insolvent debtors, the bill provides that
any gain on a subsequent disposition of reduced-basis assets would be
subject to “recapture” under sections 1245 or 1250 of the Code.

The bill also provides that in the case of a solvent taxpayer outside
bankruptcy, a reduction to the purchaser in the amount of a purchase-
money debt, by the seller of the property, would be treated for Federal
income tax purposes as a purchase price reduction and not as a dis-
charge of indebtedness.

Equity-for-debt rules

The bill also provides rules relating to discharge of indebtedness of
corporate debtors (whether or not in-a bankruptcy case) in order to
better coordinate the treatment of discharged debt at the corporate
level with treatment at the creditor level.

If a corporate debtor issues stock to its creditor for an outstanding
security (such as a bond), there would be no debt discharge amount
and no attribute reduction would be required. Thus, no tax conse-
quences at the corporate level would occur with respect to a transaction
which is treated generally as a nonrecognition of gain or loss transac-
tion for the creditors.

If a corporate debtor issues stock for other debts (such as debt held
by trade creditors or by a lender holding a short-term note), the cor-
poration would be treated as having satisfied the debt with an amount
of money equal to the stock’s value. To the extent the stock’s value is -
less than the debt discharged, the discharge of indebtedness rules sum-
marized above would apply. This treatment would be consistent with
the usual recognition treatment for the creditors (e.g., a bad debt de-
duction is allowed for trade creditprs) and would reflect the fact that
tax attributes generally arise as a result of incurring debt obligations
or expending loan proceeds.

If a value is placed on the stock either (1) by the bankruptcy court
in & proceeding in which the Internal Revenue Service had the right
to intervene on the valuation issue (including notice of the court hear-
ing on the valuation issue) or (2) in a bankruptcy or similar proceed-
ing or in an out-of-court agreement in which the debtor and creditor
had adverse interests in the tax consequences of the valuation, the Rev-
enue Service as well as the debtor and creditor would be bound by the
valuation for purposes of thF debt discharge rules of the bill and the
creditor’s bad debt deduction.

In light of these stock-for-debt rules, the bill provides that the spe-
cial limitations on net operating loss carryovers (sec. 382 of the Inter-

f
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nal Revenue Code) generally would not apply to the extent creditors
receive stock in exchange for their claims,

The bill also provides that the debt discharge rules would apply to
the extent that the amount of debt transferred to a corporation as a
contribution to capital exceeds the shareholder’s basis in the debt.

Other rules concerning debt discharge
In addition, other rules in the bill concerning debt discharge would .

relate to debt acquired by a related party, discharge of liabilities pay-
ment of which would have given rise to deductions, the tax benefit rule
of section 111 of the Code, and discharge of a partnership debt. Also,
the bill provides (overturning a contrary position of the Internal
Revenue Service) that if the basis of investment credit property is
reduced by a debt discharge amount, no investment credit recapture
would occur by reason of the reduction.

Effective date

The provisions of the bill relating to tax treatment of debt discharge
would apply for bankruptey cases (or receivership, foreclosure, or sim-
ilar judicial proceedings) commenced on or ager QOctober 1, 1979. ~
Present tax law would continue to apply for bankruptcy cases (or re-
ceivership, etc. proceedings) commenced prior to October 1, 1979.

In the case of discharge of indebtedness outside bankruptcy cases
(or receivership, ete. proceedings), the debt discharge rules of the bill
would apply to any discharge of indebtedness occurring after Decem-
ber 31, 1980.

B. Bankruptcy Estate of an Individual

In general -

The bill would treat the bankruptcy estate of an individual in a liqui-
dation or reorganization case under the new bankruptcy statute as
a separate taxable entity far Federal income tax purposes. Also, the
bill provides that no separate taxable entity would be created by com-
mencerient of a bankruptcy case in which the debtor is an individual
in a case under chapter 13 of the new bankruptcy law (adjustment of
debts of an-individual with regular income), & partnership, or a cor-
poration. ‘

The Federal income tax rules set forth in the bill with respect to a
bankrupicy estate of an individual which would be treated as a sepa-
rate taxable entity would include rules for allocation of income and--
deductions between the debtor and the estate, computation-of the
estate’s taxable income, accounting methods and periods of the estate,
the treatment of the estate’s administrative costs as deductible ex-
penses, carryover of tax attributes between the debtor and-the estate,
and requirements for filing and disclosure of returns.

Debtor’s election to close taxable year

Also, the bill generally would give an individual debtor an election
to close his or her taxable year as of the day the bankruptcy case com-
mences, If the election were made, the debtor’s Federal income tax lia-
bility for the “short” taxable year ending on commencement of the
case would become an allowable claim against the bankrugtcy estate.
If the election were not made, the commencement of the bankruptey
case would not terminate the taxable year of an individual debtor.

——



91

Effective date

These provisions of the bill would apply to bankruptcy cases com-
mencing more than 90 days after the date of enactment of the bill.

C. Corporate Reorganizations in Bankruptcy

Expansion of reorganization provisions

_The bill would expand the categories of tax-free corporate reorga-
nizations defined in section 368 of the Code to include a new category
of “G” reorganizations. This category would include certain transfers
of assets pursuant to a court-approved reorganization plan in a bank-
ruptey case (or in a receivership, foreclosure, or similar proceeding).
Accordingly, the bill would terminate the applicability of special rules
of current Jaw relating to insolvency reorganizations (secs. 371-374 of
the Code).

The bill would permit a “G” reorganization to take the form of a
triangular reorganization, including a “reverse merger.” Also, the bill
would allow the acquiring corporation in a “G” reorganization to
transfer the acquired assets to a controlled subsidiary. In light of the
debt discharge rules of the bill, which would adjust tax attributes of a
reorganized corporation to reflect_changes in its debt structure, the
statutory rule generally governing carryover of tax attributes in cor-
porate reorganizations (sec. 381 of the Code) would apply in the case
of a “G” reorganization.

Since “G” reorganizations would be subject to the rules governing
the tax treatment of exchanging shareholders and security holders
which apply generally to corporate reorganizations, a shareholder or
security holder who receives securities in a “G” reorganization with a
principal amount exceeding the principal amount of securities sur-
rendered would be taxed on the excess. Also, money or other “boot”
property received in a “G” reorganization would be subject to the
dividend-equivalence tests which apply to the reorganizations gen-
erally.

Property attributable to accrued interest

Under the bill, a creditor exchanging securities in any corporate
reorganization described in section 368 of the Code (including a “G”
reorganization) would be treated as receiving interest income on the
exchange to the extent the creditor receives new securities, stock, or
other property attributable to accrued but unpaid interest on the secu-
rities surrendered.

Effective date
These provisions of the bill would apply to bankruptcy cases (or
receivership, foreclosure, or similar judicial proceedings) commencing
on or after October 1, 1979. In addition, the amendments relating to
.property attributable to accrued interest also would apply to transac-
tions occurring after December 31, 1980 (other than transactions in a
proceeding under the Bankruptey Act or in a receivership, foreclosure,
or similar judicial proceeding begun before October 1,1979).

D. Miscellaneous Corporate Amendments

The bill would make a number of miscellaneous amendments to the
Internal Revenue Code relating to corporate tax issues, including the
following.
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1. PHC status.—Under the bill, a corporate debtor generally would
not be considered. a personal holding company, subject to additional
taxes on certain passive income, while in a bankruptcy case (or re-
ceivership, foreclosure, or similar proceeding) commencing on or after
October 1, 1979.

2. Liquidation rule.—The corporate nonrecognition tax rules ap-
plicable to 12-month liquidations would be extended to cover sales by
mnsolvent corporations of assets, other than assets acquired after com-
mencement of the bankruptey case, during the entire period from
adoption (after commencement of the-case) of the plan of liquidation
through conclusion of the case. This provision would apply to bank-
ruptcy cases (or receivership, ete. proceedings) commencing on or
after October 1, 1979. -

3. Subchapter 8 shareholder—'The bill provides that for bank-
ruptcy cases commencing on or after October 1, 1979, the bankruptey
estate of an individual debtor could be an eligible shareholder in a sub-
chapter S corporation.

4. Section 351 applicability—Under the bill, transfers to a con-
trolled corporation of indebtedness of the corporation which is not
evidenced by a security, or of claims against the corporation for
accrued but unpaid interest on indebtedness, would not be covered by
the nonrecognifion rule of section 351 of the Code. Also, the non-
recognition rule would not apply in the case of a transfer to a con-
trolled corporation of the assets of a debtor in a bankruptcy or similar
case to the extent the stock or sécurities received in exchange for the
assets were used by the debtor to pay off his debts. The effective date
for these provisions would be the same as for the provisions of the bill
relating to tax treatment of discharge of indebtedness.

6. Earnings and profits—The bill provides that to the extent the
amount of discharged indebtedness is applied to reduce basis under
section 1017 of the Code, such basis-reduction amount would not affect
the debtor corporation’s earnings and profits. The effective date for
this provision would be the same as for the provisions of the bill relat-
ing to tax treatment of discharge of indebtedness.

E. Changesin Tax Procedures
The bill would coordinate certain provisions of the Internal Reve-
nue Code with the bankruptcy court procedures enacted in P.L. 95-
598. These procedures include the automatic stay on assessment or col-
lection of certain tax claims against the debtor, the automatic stay on
institution or continuation by the debtor of deficiency litigation in the
U.S. Tax Court, and the authority of the bankruptcy court to lift the
, stay and permit the debtor’s tax liability to be determined by the Tax
Court.



93

ITI. EXPLANATION OF H.R. 5043

A. Tax Treatment of Discharge of Indebtedness (sec. 2 of the bill
and secs. 108,111, 382, and 1017 of the Code)

Present law
In general -

_Under _present law, income is realized when indebtedness is for-
given or in other ways cancelled (sec. 61(a) (12) of the Internal Reve-
nue Code). For example, if a corporation has issued a $1,000 bond
at par which it later repurchases for only $900, thereby increasing its
net worth by $100, the corporation realizes $100 of income in the year
of repurchase (United States v. Kirby Lumber (0.,284 U.S. 1 (1931) ).

There are several excoptions to the general rule of income realiza-
tion. Under a judicially developed “insolvency exception,” no income
arises from discharge of indebtedness if the debtor is insolvent both
before and after the transaction;? and if the transaction leaves the
debtor with assets whose value exceeds remaining liabilities, income is
realized only to the extent of the excess.? Treasury regulations provide
that the gratuitous cancellation of a corporation’s indebtedness-by a
shareholder-creditor does not give rise to debt discharge income to the
extent of the principal of the debt, since the cancellation amounts to 2
contribution to capital of the corporation.* Some courts have applied
‘this exception even if the corporation had previously deducted the
amount owed to the shareholder-creditor.* Under a related exception,
no income arises from discharge of indebtedness if stock is issued to a
creditor in satisfaction of the debt, even if the creditor was previously
a shareholder, and even if the stock is worth less than the face amount
of the obligation satisfied.® Further, cancellation of a previously
accrued and deducted expense does not give rise to income if the deduc-
tion did not result in a reduction of tax (sec. 111). A debt cancellation
which constitutes a gift or bequest is nof treated as income to the
dones debtor (sec. 102). .

A debtor which would otherwise be requi~ed to report current in-
come from debt cancellation under the preceding rules instead may
elect to reduce the basis of its assets in accordance with Treasury
regulations (secs. 108 and 1017 of the Code). This income exclusion
is available if the discharged indebtedness was incurred by a corpora-
tion or by an individual in connection with groperty used in his trade
or business. These provisions were intended to allow the tax on the

1Treas. Regs. § 1.61-12(b) (1) ; Dallae Transfer & Terminal Warehouse Co. v.
Comm'r, 70 F. 2d 95 (5th Cir, 1034). .

! Lakeland Grocery Co., 36 B.T.A. 289 (1837).

*Treas. Regs. § 1.61-12(a).

¢ Putoma Corp. v. Comm’r, 68 T.C. 652 (1978), af’d, 64 F. 2d 734 (5th Cir.
1979).

S Comm'r v. Motor Mart Trust, 1668 F. 2d 122 (1st Cir. 1846,

(10)

§5-u89 0 - 80 - 7
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debt discharge income to be deferred and collected through lower
depreciation deductions for the reduced-basis assets, or greater taxable
gams on sale of the assets,

The Internal Revenue Service takes the position that a reduction
in the basis of qualified investment credit property resulting from an
income-exclusion election under sections 108 and 1017 of the Code is
pro tanto a disposition of the j.roperty the basis of which was reduced,
resultinf in partial recapture of the investment credit allowed upon
its purchase (Rev. Rul. 74-184,1974-1 C. B. 8).

Bankruptcy proceedings

The Bankruptcy Act contains certain rules relating to the Federal
income tax treatment of discharge of indebtedness in bankruptcy pro-
ceedings. However, these rules have been repealed by P.L. 95-598
effective for bankruptcy cases instituted on or after October 1, 1979.

Under the Bankruptcy Act provisions, no income is recognized on
cancellation of indebtedness in an insolvency reorganization (under
chapter X).* The Act requires the debtor corporation to reduce the
basis of its assets by the amount of indebtedness discharged, but not
below the fair market value of such assets as of the date the bank-
ruptey court confirms the reorganization plan.” However, under sec-
tion 372 of the Internal Revenue Code, no basis reduction is required
if the corporation’s property is transferred to a successor corporation
as gart of the bankruptcy reorganization.?

imilar rules apply in the case of an “arrangement” (under chapter

XT), a “real property arrangement” (under chapter XII), and a wage
earner’s plan (under chapter XIII), except that no basis reduction is
required under a wage earner’s plan.® In addition, in the case of a
Bankruptcy Act discharge other than under an insolvency reorganiza-
tion or an arrangement described above, income is not realized to the
extent the general “insolvency exception” applies.?®

Explanation of provisions
Debt discharge in bankruptcy

In general

Under the bill, no amount would be included in income for Federal
income tax purposes by reason of a discharge of indebtedness in a
bankruptcy case.’* Instead, the amount of discharged debt which would
be excluded from gross income by virtue of the bill’s provisions (the
“debt discharge amount”) would be applied to reduce certain tax
attributes.

¢ Sec. 268 of the Bankruptcy Act.

" Sec. 270 of the Bankruptey Act.

*'While under present law no basis reduction is required if a successor corpo-
ration Is used in the insolvency reorganization, the Code under present law does
not permit the carryover of tax attributes, such as net operating losses, from the
debtor to the successor corporation (except possibly in certain situations where
the reorganization jeets the requirements of secs. 368 and 381 of the Code, in
which case net operating losses may be limited by section 382 of the Code).

* Secs. 395, 398, 520, 522, and 679 of the Bankruptey A !

®Treas. Regs. § 1.61-12(b). Sec text accompanying notes . and 2.

i For purposes of these rules, the term *bankruptcy cese” (referred to in the
bill as a “title 11 case”) means & case under new title 1 of the U.S. Code, but
only if the taxpayer is under the jurisdiction of the court in the case and the
discharge of indebtedness iz granted by the court or is pursuant to a plan ap-
proved by the court.
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Unless the taxpayer elects first to reduce basis of depreciable assets,
the debt discharge amount would be applied to reduce the taxpayer’s
tax attributes in the following order:

(1) net operating losses and carryovers;

(2) carryovers of\t}{g investment tax credit (other than the
ESOP credit), the WIN credit, the new jobs credit, and the credit
for alcohol used as a fuel ; 12 :

(8) capital losses and carryovers; and

(4) the basis of the taxpayer’s assets.

The reduction in each category of carryovers would be made in the
order of taxable years in which t?;e items would be used, with the order
determined as if the debt discharge amount were not excluded from
income.’® For this purpose, any limitations on the use of credits that
are based on the income of the taxpayer would be disregarded.

After reduction of the specified ecarryovers, any remaining debt
discharge amount would be applied to reduce asset basis, but not below
the amount of the taxpayer’s remaining undischarged iiabilities.
(Thus, a sale of all the taxpayer’s assets immediately after the dis-
charge generally would not result in income tax liability except te the
extent the sale proceeds and cash on hand exceed the amount needed to
pay off the remaining liabilities.) Any amount of debt discharge which
is left after attribute reduction under these rules would be disregarded,
i.e., would not result in income or have other tax consequences.

Election to reduce basis in depreciable property

The bill provides that the taxpayer could elect, in accordance with
Treasury regulations, to apply all or a portion of the debt discharge
amount first to reduce basis (but not below zero) in depreciable prop-
erty,* before applying any remaining amount to reduce net operating
losses and other tax attributes in the order described above. A debtor
making this election could elect to reduce basis (but not helow zero) in
depreciable property below the amount of remaining labilities (i.e..
where the debtor would rather so reduce asset basis than reduce
carryovers).

An election first to reduce basis in depreciable property would be
made on the taxpayer’s return for the year in which the discharge
oceurs, or at such time as permitted by Treasury regulations. Once

12 These credits would be reduced at the rate of 50 cents for each dellar of debt
discharge amount. This flat-rate reduction would avoid the complexity of deter-
mining a tax on the debt discharge amount and determining how much of the
amount would be used up by the credits for purposes of determining other reduc-
tions. Except for reductions in credit carryovers. the specified tax attributes
would be reduced one dollar for each dollar of debt discharge amount.

¥ Thus in the case of net operating loss and capital loss, the debt discharge
amoant first would reduce the current year’s loss and then would reduce the loss
carryovers in the order in which they arose. The investment credit carryovers
would be reduced on a FIFO basis, and the other credit carryovers also would be
reduced in the order they would be used acainst taxable income, These reductions
would be made after the computation of the current year's tax.

¥ ypor this purpose, the term “depreciable property” means any property of
a character subject to the allowance for depreciation, but only if the basis re-
duction would reduce the amount of depreciation or amortization which otherwise
would be allowable for the period immediately following such reduction. Thus,
for example, a lessor could not reduce the basis of leased property where the
1essee’s obligation in resnect of the property will restore to the lessor the loss due
to depreclation during the term of the lease, since the lessor cannot take depre-
ciatlon in respect of that property. See Harry H. Kem, Jr. 51 T.C. 455 (1968).
afr'd, 432 F.2d 961 (9th Cir. 1970).
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made, an election could be revoked by the taxpayer only with the con-
sent of the Internal Revenue Service.

 Recapture rule

If the basis of property (whether depreciable or nondepreciable)
were reduced pursuant to the rules in the bill, any gain on a subse-
quent disposition of the property would be subject to “recapture”
under section 1245 of the Code or, in the case of realty, under section
1250. The computation of the amount of straight-line depreciation
(under sec. 1250(b)) would be deterniined as if there had been no re-
duction of basis under section 1017.

Basis reduction—general rules

To the extent a debtor makes an election to reduce basis in depre-
ciable property, or reduces_basis in assets after reduction in other
attributes, the particular properties the bases of which would be
reduced would be determined pursuant to Treasury regulations. It
would be anticipated that the order of reduction prescribed in such
regulations would generally accord with present Treasury regulations
which apply in the case of basis reduction under section 270 of the
(now repealed) Bankruptcy Act (Treas. Regs. §§ 1.1016-7 and
1.1016-8).

In order to avoid interaction between basis reduction and reduction
of other attributes, the bill provides that the basis reduction would
take effect on the first day of the taxable year following the year in
which the discharge took place. If basis reduction were required in
respect of a discharge of indebtedness in the final year of a bank-
ruptcy estate, the reduction would be made in the basis of assets ac-
quired by the debtor from the estate at the time so acquired.

In a bankruptcey case involving an individual debtor to which new
section 1398 of the Code (as added by the bill) would apply, any at-
tribute reduction required under the bill would apply to the attributes
of the bankruptey estate (except for purposes of applying the basis-
reduction rules of section 1017 to property transferred by the estate
to the individual) and not to those attributes of the individual which
arose after commencement of the case. Also, the bitprovides that in
a bankruptcy case involving an individual debtor, no reduction in
basis would be made in the basis of property which the debtor treats
as exempt property under new 11 U.S. Code section 522.

Debt discharge outside bankruptcy—insolvent debtors

The bill provides that if a discharge of indebtedness occurs when
the taxpayer is insolvent (but is not in a bankruptcy case), the amount
of debt discharge would be excluded from gross income up to the
amount by which the taxpayer is insolvent,!> and that the excluded
amonnt would be applied to reduce tax attributes in the same manner
as /f the discharge had occurred in a bankruptey case. Any balance of
the debt discharged which would not be excluded from gross income

3 The bill defines “insolvent” as the excess of liabilities over the fair market
value of assets, determined with respect to the taxpayer's assets and liahilities
immediately before the debt discharge. The bill provides that except pursuant
to section 108(a) (1) (B) of the Code (as would be added by the bill), there is to
be no insolvency exception from the general rule that gross income includes in-
come from discharge of indebtedness.
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(because it exceeds the insolvency amount) would be treated in the
same manner as debt cancellation in the case of a wholly solvent
taxpayer.

Debt discharge outside bankruptcy—solvent debtors

In the case of a solvent taxpayer outside bankruptcy, the bill would
modify the present rule (secs. 108 and 1017 of the Code) permitting
an election to reduce the basis of assets in lieu of reporting income
from discharge of indebtedness. Under this modification, only the
basis of depreciable property held by the taxpayer could be reduced.*®

An election to reduce basis in depreciable property would be made
on the taxpayer’s return for the year in which the discharge occurs, or
at such other time as permitted by Treasury regulations. Once made,
an election could be revoked by the taxpayer on%; with the consent of
the Internal Revenue Service.

If a taxpayer makes an election to reduce basis in depreciable prop-
erty, the particular depreciable assets the bases of which are to be re-
duced (but not below zero) would be determined pursuant to Treasury
regulations, It would be anticipated that the order of reduction among
depreciable assets of the taxpayer would generally accord with present
Treasury regulations (Treas. Regs. §§ 1.1017-1 and 1.1017-2). The bill
provides that the basis reduction would take effect on the first day of
the taxable year following the year in which the discharge takes place.

To the extent a solvent taxpayer outside bankruptcy does not make
an election to reduce basis in depreciable property 1n lieu of reporting
income from debt discharge. or to the extent the debt discharge amount
exceeds the maximum reduction which can be made through an elec-
tion, the excess constitutes income from discharge of indebtedness
which, as under present law, constitutes gross income for Federal
income tax purposes (sec. 61(a)(12) of the Code; Rev. Rul. 67-200,
1967-1 C.B. 15).

Recapture rule

To insure that ordinary income treatment eventually will be given
to the full amount of basis reduction. the bill provides that any gain
on a subsequent disposition of reduced-basis property would be sub-
ject to “recapture” under section 1245 of the Code or, in the case of
realty, under section 1250. The computation of the amount of straight-
line depreciation (under sec. 1250(b)) would be determined as if
there had heen no reduction of basis under section 1017.

Certain reductions as purchase price adjustments

The bill provides that if the seller of specific property reduces the
debt of the purchaser which arose ont of the purchase, and the reduc-
tion to the purchaser does not occur in a bankruptcy case or when the

1 The exclusion from gro-s income under section 108(a) of the Code (as would
be amended by the bill) would apply, in the case of a discharge which does not
occur in a title 11 case and which does not occur when the taxpayer is insolvent,
where the indebtedness discharged is “qualified business indebtedness.” The
latter term means indebtedness of the taxpayer if both (1) the indebtedness
was incurred or assumed by a corporation, or by an individual in connection
with property used in his trade or business, and also (2) the taxpayer makes an
election to reduce the basis of depreciable assets.

For this purpose, the term *“depreciable property” would be defined the same
way as in the case of the election by a bankrupt or insolvent taxpayer to reduce
the basis of depreciable property (see note 14, supra).
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purchaser is insolvent, then the reduction to the purchaser of the
urchase-money debt would be treated (for both the seller and the
uyer) as a purchase price adjustment on that property. This rule
would apply only if but for this provision the amount of the reduction
would be treated as income from discharge of indebtedness.

This provision would be intended to eliminate disagreements between
the Internal Revenue Service and the debtor as to whether in a particu-
lar case to which the provision applies the debt reduction should be
treated as discharge income or a true price adjustment. If the debt has
been transferred by the seller to a third party (whether or not related
to the seller), or if the property has been transferred by the buyer to a
third party (whether or not related to the buyer), this provision would
not apply to determine whether a reduction in the amount of purchase-
money debt should be treated as discharge income or a true price adiust-
ment ; nor would it apply where the debt is reduced because of factors
not. involving direct agreements between the buyer and the seller, such
as the running of the statute of limitations on enforcement of the
obligation.

Equity-for-debt rules

The bill would provide rules relating to corporate indebtedness in
order to better coordinate the treatment of discharged debt at the
corporate level with treatment at the creditor level. These rules would
apply whether the debtor is solvent or insolvent, and whether or not
the debtor is in a bankruptcy case.

Securities

Under the bill, if a corporate debtor issues stock to its creditor-for
the principal amount of an outstanding security (such as a bond),
there would be no debt discharge amount, and no attribute reduction
would be required. Thus, no tax consequences at the corporate level
would occur with respect to a transfer which is treated generally as
a nonrecognition of gain or loss transaction for the creditor.

For purposes of this rule, the term “security” would mean an evi-
dence of indebtedness which was issued by a corporate debtor with
interest coupons or in registered form (within the meaning of sec.
165(g) (2) (C) of the Code) and which constitutes a security for
purposes of section 354 of the Code.!” Thus, the term “security” would
be intended to mean those instruments with repect to which generally
no reduction for partially worthless debts could have been allowed
under section 166(a) (2) of the Code and with respect to which no
loss could be recognized in an exchange under a plan of reorganization
by reason of sections 354 or 356 of the Code.!®

"The bill provides that the stock-for-security exception would apply only it
the debt for which the stock 1s issued constituted a “security” either on Octo-
ber 1, 1979, or if incurred after that date, then at all times after the debt was
incurred. Accordingly, the exception in section 108(f) (1) (C) would not apply
it non-security debt held by a creditor is transformed (after October 1, 1979)
into security debt either directly (through an exchange of the non-security debt
for debt in registered form, for example) or indirectly (through a ‘repayment”
that is, as a practical matter, conditioned on reinstitution of the debt in the
form of a security): -~ _

3 However, if the creditor holding the security {s a bank, the “securities rule”
applies under the bill (i.e, there would be no tax consequences to the debtor)
even though, unlike other taxpayers, banks are permitted under present law
(sec. 582(a) of the Code) to claim a bad debt deduction for a partially worthless
security.
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The “securities rule” of the bill would not be intended to apply if
only a de minimis amount of stock is issued for an outstanding security.
Thus, the value of the stock received could not be very small when com-
pared to the total amount of the creditor’s claim, so that the debt for-
giveness rules would not be circumvented by the issuance of token
shares to a creditor with no real equity interest in the corporation.

If both stock and other property were issued for a debt evidenced
by a security, the stock would E: treated as issued for a proportion of
the debt equal to its proportion of the value of the total consideration.
For example. if $30 cash and $20 worth of stock are issued to eancel a
$100 bond, the cash would be treated as satisfying $60 of the debt
(resulting in a debt discharge amount of $30 to which the rules of
the bill apply), and the stock would be treated as issued for the
other $40 of the debt (with no income resulting or attribute reduc-
tion required).

Debts other than securities

If a corporate debtor issues stock for other debts (such as debts
held by trade creditors or by a lender holding a short-term note),
the corporation would be treated as having satisfied the debt with
an amount of money equal to the stock’s fair market value. To the
extent the stock’s value is less than the principal amount of the debt
discharged, the discharge of indebtedness rules summarized above
would apply.*®

This treatment would be consistent with the usual recognition treat-
ment for the creditors (e.g., a bad debt deduction is allowed for trade
creditors) and reflects the fact that tax attributes generally arise as a
result of incurring debt obligations or expending loan proceeds.

If a value is placed on the stock either (1) by the bankruptcy court
in a proceeding in which the Internal Revenue Service had the right
to intervene on the valuation issue (including notice of the court hear-
ing on the valuation issue) or (2) in a bankruptcy or similar proceed-
ing or in an out-of-court agreement in which the debtor and creditor
had adverse interests in the tax consequences of the valuation, the
Revenue Service as well as the debtor and creditor would be bound by
the valuation for purposes of tax calculations, including the debt dis-
charge rules of the bill and the creditor’s bad debt deduction.

Capital contributions

The bill also provides that the discharge of indebtedness rules
would apply to the extent that the amount of debt transferred to a

»* For example, assume a corporate debtor borrows $1,000 on a short-term note
and later issues $600 worth of stock in cancellation of the note. Under present
law, the creditor recognizes a $400 loss, but the corporate debtor neither recog-
nizes income nor must reduce tax attributes. Under the bill, the creditor would
recognize a $400 loss (as under present law) and the corporation must account
for a debt discharge amount of $400.

If the corporation is insolvent or in bankruptey, it must apply the $400 debt
discharge amount to reduce tax attributes pursuant to the rules discussed in the
text above. If the debtor is a solvent corporation outside bankruptey, it could elect
to reduce basis of depreciable assets by $400 in lieu of recognizing $400 of income
in the year of discharge.
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corporation as a contribution to capital exceeds the shareholder’s basis
in the debt.?* Thus, the discharge of indebtedness rules would apply
when a cash-basis taxpayer contributes to the capital of an accrual-
basis corporation a degl: representing an accrued expense previously
deducted by the corporation.?

Application of rules

For purposes of the equity-for-debt rules, the bill provides that the
term “debtor corporation” would include a successor corporation, and
that the stock of a corporation in control of the debtor corporation
would be treated as stock of the debtor.??

Partnership debt

Similar rules would apply in the case of discharge of partnership in-
debtedness if an equity interest in the partnership is exchanged for a
partnership debt, or if partnership debt is contributed by a partner as a
contribution to capitag).

Other rules concerning debt discharge

No disposition on basis reduction.—If the basis of qualified invest-
ment credit property would be reduced by a debt discharge amount
under the rules of the bill, no investment credit recapture tax would
be incurred, because the reduction would not be considered a disposi-
tion. This rule would overturn the position taken by the Internal
Revenue Service in Rev. Rul. 74-184, supra, in the case of a solvent
debtor making an election under sections 108 and 1017 of the Code (as

® For example, assume a corporation accrues and deducts (but does not actu-
ally pay) a $1,000 liability to a shareholder-employee as salary, and the cash-
basis employee does not include the $1,000 in income. In a later year, the share-
holder-employee forgives the debt.

Under the bill, the corporation must account for a debt discharge amount of
$1,000. If the corporation is insolvent or in bankruptcy, it must apply the $1,000
debt discharge amount to reduce tax attributes pursuant to the rules discussed
in the text above. If the debtor is a solvent corporation outside bankruptey,
it could elect to reduce basis of depreciable assets by $1,000 in lieu of recognizing
$1,000 of income in the year of discharge.

On the other hand, if the shareholder-employee were on the accrual basis, had
included the salary in income, and his or her basis in the debt was still $1,000 at
the time of the contribution, there would be no debt discharge amount, and no
attribute reduction would be required.

2 This contribution-to-capital rule would reverse the result reached in Putoma
Corp. v. Comm'r, 66 T.C. 652 (1876), eff’'d. 601 F.2d 734 (5th cir. 1979). More-
over, it would be intended that the result reached in Putoma could not alterna-
tively be sustained on the ground that the shareholder has made a “gift” to the
corporation, since it would be intended that there will not be any gift exception
in a commercial context (such as a shareholder-corporation relationship) to the
general rule that income is realized on discharge of indebtedness. /

2 Thus the stock-for-debt rules of the bill would apply for an exchange by a
successor corporation (i.e., a corporation whose attributes carried over under sec-
tion 3R1 of the Code, as amended by this bill) of its stock for debt of its
predecessor, or an exchange by the debtor of the successor corporation’s stock
for the debt. Also, these rules would apply where stock of a cerporation in control
of the debtor corporation or the successor corporation is transferred in the
exchange.
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would be amended by the bill), and would preclude extension of that
position to bankrupt or insolvent debtors.?

Indebtedness of tarpayer—The debt discharge rules of the bill
would apply with respect to discharﬁe of any indebtedness for which
the taxpayer is Jiable or subject to which the taxpayer holds property.

Unamortized premium and discount—The bill provides that the
amount taken into account with respect to any discharge of indebted-
ness would be properly adjusted for unamortized premium and un-
amortized discount with respect to the indebtedness discharged.?

Debt acquired by related party.—The bill provides that, for purposes
of determining income of the debtor from discharge of indebtedness,
an outstanding debt acquired from an unrelated party by a party re-
lated to the debtor would be treated as having been acquired by the
debtor to the extent provided in regulations issued by the Treasury
Department. For purposes of this rule. a person would be treated
as related to the debtor if the person is (1) a member of a controlled
group of corporations (as defined for purposes of sec. 414(b) of the
Code) of whirh group the debtor is a member, (2) a trade or business
treated as under common control with respect to the debtor (within
the meaning cf sec. 414(c) of the Code). (3) either a partner in a
partnership treated as controlled by the debtor or a controlled part-
nership with vespect to the debtor (within the meaning of sec. 707
(b) (1) of the Code). or (4) a member of the debtor’s family or other
person bearine a relationship to the debtov specified in section 267 (b)
of the Code. The definition of “family” for this purnose would also
include a spouse of the debtor’s child or grandchild. This rule would
be intended to treat a debtor as having its debt discharged if a party
related to the dehior purchases the debt at a discount (for example,
where a pavent corporation purchases at a discount debt issued by its
subsidiary).?®

# No inference would be intended, by virtue of adoption of the no-disposition
rule of the bill as described in the text above. as to whether the position taken by
the Internal Revenue Service in Rev. Rul. 74-184, supra, represents a correct
interpretation of Federal income tax law prior to the effective date of the bill's
no-disposition rule.

A purchase price adiustment (whether or not deseribed in new sec. 108(e) (5)
of the Code. as would be added by this bill}) would continue to constitute an
adjnstment for purposes of the investment credit rules of the Code.

3 Thig provision of the bill would not be intended to be a change from the rules of
current law as to adjustments for unamortized premium and discount.

# 1t would be intended that the Treasury Department has authority to and
will issue regulations providing for the following income tax consequences on
repayment or capital contribution of debt which had been acauired by a related
party subject to the rule of the bill treating the debtor as having acquired the
debt.

If the debtor subsequently pays the debt to the related party and the related
party recognizes gain on the pavment transaction. a deduction enual to the amount
of such gain will be allowed to the debtor for the year in which such payment
occurs. For examnle, assume a parent cornoration purchases for $900 on the open
market a $1.000 bond issued at par by its wholly owned subsidiary. Under the
bill. the dehtor (the subsidiary) must account for a debt discharge amount of
3100 for its taxable year during which the deht was =0 acquired. In the following
vear when the debt matures, assume the subsidiary pays its parent the full
principal amount ($1.000). The Treasury regulations would provide that the
debtor will be allowed a $100 deduction in the year of such pavment.

If a related partv transfers to a corporation as a contribution to capital debt
issued by the corporation and the debtor corporation thereby has a debt dis-
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“Lost”™ deductions.—The bill provides that if the payment of a
liability would have given rise to a deduction, the discharge of that
liability would not give rise to income or require reduction of tax attri-
butes. For example, assume a cash-basis taxpayer owes $1,000 to its
cash-basis employee as salary and has not actnally paid such amount.
If later the employee forgives the debt (whether or not as a contribu-
tion to capital, then the discharge would not give rise to income o1
require any reduction of tax attributes.

Nection 382 exception.—Because the bill would contain rules provid-
ing for attribute reduction in certain circumstances where a corpora-
tion’s indebtedness is discharged upon the issuance of stock. no further
reduction of attributes would be required under sections 382 and 383
of the Code if stock is issued in exchange for a creditor's elaim against
the corporation (unless the claim were acquired for the purpose of
acquiring the stock).*® The bill specifically provides that acquisition of
stock for debt in a bankruptey or similar case would not be treated
as an acquisition by purchase in applying section 382(a) of the Code
and that the creditors of the debtor corporation would be treated as
shareholders in applying the continuity rules of section 382(b) to a
reorganization under section 368(a) (1) (G) of the Clode (as added
by this bill).

It is expected that the Treasury regulations defining a consolidated
return change of ownership would be amended to conform with the
amendment made by this bill to section 382 of the Code.

Tazx benefit rule—The bill would clarify present law by providing
that in applying the tax benefit rule of scetion 111 of the Code in order
to determine if the recovery of an item is taxable, a deduction would be
treated as having produced a reduction in tax if the deduction in-
creased a carvyover that had not expired at the end of the taxable
year in which the recovery occurs. Thus, if an accrual-basis taxpayer
incurs a deductible obligation to pay rent in 1980, and that obligation
is forgiven in 1981, the rent deduction would be treated as having
produced a reduetion in tax even if it had entered into the caleulation
of a net operating loss that had not expired at the end of 1981 but had
not been used as of that time.

Partnerships

The bill would provide that the rules of exclusion from gross in-
come and reduction of tax attributes in section 108 of the Code (as
amended by the bill) are to be applied at the partner level and not at

charge amount pursuant to the rules of the bill, a deduction equal to the debt
discharge amount will be allowed to the debtor for the year in which the capital
contribution is made. For example, assume a parent corporation purchases for
$900 on the open 1narket a $1,000 bond issued at par by its wholly owned sub-
sidiary. Under the bill, the debtor (the subsidiary) must account for a debt dis-
charge amount of $100 for its taxable year during which the debt was so acquired.
In the following year, assume the parent transfers the debt to its subsidiary as
a contribution to capital (i.e., forgives the debt), The Treasury regulations would
provide that the amount treated as a debt discharge amouut under the capital
contribution rules of the bill ($100 in 1he example given) will be reduced by the
debt discharge amount previously taken into account by the subsidiary ($100).

» For example, any claim purchased after it had become evident that the claim
would have to be satisfled primarily with stock could be considered to have been
acquired for the purpose of acquiring the stock.
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the ?grtnership level,?” Accordingly, income from discharge of a part-
nership debt would not be excludable at the partnership level nnder
amended section 108, Instead, such income would be treated as an item
of income which is allocated separately to each partner pursuant to
section 702(a) of the Code.

This allocation of an amount of debt discharge income to a partner
results in that partner’s basis in the partnership being increased by
such amount (sec. 705). At the same time, the reduction in the part-
ner’s share of partnership Habilities caused by the debt discharge
results in a deemed distribution (under sec. 752), in turn resulting
in a reduction (under see. 733) of the partner’s basis in the partner-
ship. The section 733 basis reduction, which offsets the section 705
basis increase, would be separate from any basis reduction pursuant to
the attribute-reduction rules of the bill.

The tf( treatment of the amount of discharged partnership debt
which ig allocated as an income item to a particular partner would
depend on whether that partner is in a bankruptey case, is insolvent
(but not in a bankruptcy case), or is solvent (and not in a bankruptey
case). For example, if the particular partner were bankrupt or in-
solvent, the debt discharge amount would be excluded from gross
income pursuant to amended section 108 and would be applied to
reduce the partner’s net operating losses and other tax attributes,
unless the partner elects to apply the amount first to reduce basis in
depreciable assets. If the particular partner were solvent (and not
in a bankruptcy case), the amount. allocated to that partner would
be included in that partner's gross income except to the extent the
partner elects to reduce basis of depreciable assets.

The bill would provide that, in connection with these attribute-
reduction rules, a partner’s interest in n partnership is to be treated
as depreciable property to the extent of such partner's proportionate
interest in the depreciable property held by the partnership. The
bill also would provide that if a partner reduces his basis in the part-
nership under section 1017 of the Code by reason of the debt dis-
charge rules of the bill, the partnership must make a corresponding
reduction in the basis of the partnership property with respect to
such partner (in a manner similar to that which would be required if
the partnership had made an election under section 754 to adjist basis
in the case of a transfer of a partnership interest) .2

* The effect of these provisions of the bill would be to overturn the decision
in Stackhousc v. U.S., 441 F.2d 465 (5th Cir. 1871).

* For example, assume that a partnership is the debtor in a bankruptey case
which began March 1, 1981, ard that in the bankruptey case a partnership lia-
bility in the amount of $30,000 is discharged. The partnership has three partners.
The three partners have equal distributive shares of partnership income and
losy items under section 702(a) of the Code. Partner A is the debtor in a bank-
ruptey case; partner B is insolvent (by more than §10,000), but is not a debtor
in a bankruptey case; and partner C {s solvent, and is not a debtor in a bank-
ruptcey case.

Under section 705 of the Code, each partner’s basis in the partnership is
increased by $10,000, i.e., his distributive share of the income of the partner-
ship. (The $£30,000 debt discharge amount constitutes income of the partnership
for this purpose, inasmuch as the income exclusion rules of amended sec. 108
would not apply at the partnership level.) However, also by virtue of present
law, each partner’s basis {n the partnership is decreased by the same amount
recg. 7TH2 and 753 of the Code). Thus. there is no net change in each partner's
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Technical amendments

The bill would amend section 703(b) of the Code, relating to elec-
tions of a partnership, to provide that any election under sections
108(b) (5) or 108(d) (4) of the Code (as would be amended by the
bill) with respect to icome from discharge of indebtedness is to be
made by each partner separately and not by the partnership. Section
118(c) of the Code, relating to cross refercnces, would be amended to
add a reference to the rules of the bill on capital contributions of
indebtedness. Section 1032(b) of the Code, relating to basis, would
be amended to add a cross reference to the stock-for-debt rules of the

bill.
Effective date

The amendments to the Internal Revenue Code made by section 2
of the bill would apply to transactions in a bankruptey case if the case
commenced on or after October 1, 1979; to transactions in a receiver-
ship, foreclosure, or similar proceeding if the proceeding com-
menced on or after October 1, 1979; and to other transactions which
oceur after December 31, 1980 (except that the provisions of section
2 would not apply to any transactions in proceedings under the Bank-
ruptey Act or in a receivership, foreclosure, or similar proceeding
which proceeding began before October 1, 1979, even if such trans-
action occurs after December 31, 1980).

basis in the partnership resulting from discharge of the partnership indebted-
ness except by operation at the partner level of the rules of sections 108 and 1017
of the Code (as would be amended by the bill).

In the case of bankrupt partner A, the $10,000 debt discharge amount must be
applied to reduce net operating losses and other tax attributes as would be spec-
ified in the bill, unless A elects first to reduce the basis of depreciable assets.
The same tax treatment would apply in the case of insolvent partner B. In the
case of solvent partner C, such partner could elect to reduce basis in depreciable
assets in lieu of recognizing $£10,000 of income from discharge of indebtedness.

If A, B, or C elects to reduce basis in depreciable assets, such partner could
be permitted, under the Treasury regulations, to reduce his basis in his partner-
ship interest (to the extent of his share of partnership depreciable property),
because the bill would treat that interest as depreciable property. If a partner
does so reduce basis in his interest in the partnership, the bill also would re-
quire that the partnership must make a corresponding reduction in the basis of
the partnership property with respect to such partner (in a manner similar to
that which would be required if the partnership had made an election under
section 7564 to adjust basis in thie case of a transfer of a partnership interest).
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B. Rules Relating to Title 11 Cases for Individuals (sec. 3 of the
l():il:l H )new secs. 1398 and 1399 and secs. 6012 and 6103 of the
ode

Effect of bankruptcy law

Under bankruptcy law, the commencement of a liquidation or re-
organization case involving an individual debtor creates an “estate”
which consists of property formerly belonging to the debtor. The
bankruptey estate generally is administered by a trustee for the bene-
fit of creditors, and it may derive its cwn income and incur expendi-
tures. At the same time, the individual is given a “fresh start”—that
is, wages earned by the individual after commencement of the case
and after-acquired property do not become part of the bankruptey
estate, but belong to the individual. and certain property may be set
aside as exempt.

Explanation of provisions

1. Debtor and bankruptcy estate as separate entities
Present law

For Federal income tax purposes, the estate created on commence-
ment of a bankruptey proceeding with respect to an individual debtor
is treated as a new taxable entity, separate from the individual (Rev.
Ral. 72-387.1972-2 C.B. 632). Accordingly, the trustee must file a tax
return (Form 1041) for the bankruptey estate if the gross income of
the estate, for the period beginning with filing of the petition or for
any subsequent taxable vear, is $600 or more.

The taxable year of the individual debtor is not terminated on com-
mencement of the bankruptcy proceeding. On the individual’s return
(Form 1040 or 1040A) for the year in which the bankruptey proceed-
ing commenced, the individual reports all income earned by him or
her during the entire year (including Theome earned by the individual
before commencement of the proceeding, even though any assets de-
rived from such income pass to the bankruptey estate). but does not
report any income earned by the bankruptey estate.

(Fenerval provisions of bill

The bill. Itke present law, would treat the bankruptey estate of an
individual as a separate taxable entity for Federal income tax pur-
poses. The separate entity rules under the bill (new Code sec. 1398) !
would apply if a bankruptey case involving an individual debtor is
brought under chapter 7 (liquidation) or chapter 11 (reorganization)
of title 11 of the 1.8, Code, as amended by P.L. 95-598. No separate
taxable entity would be created on commencement of a case under

'In this pamphiet, provisions of the Internal Revenue Code which would be
added by section 3 of the bill are cited as “new Code sec, —".

(22)
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chapter 13 of new 11 U.S. Code (adjustment of debts of an individual
with regular income).?

Ewxception

If a bankruptey case involving an individual is commenced but
subsequently dismissed by the bankruptey court, the estate would
not be treated as a separate entity (new Code sec. 1398(b) (1}). In
this situation, where the bankruptey case does not run to completion,
it would be appropriate to treat the debtor’s tax status as if no pro-
ceeding had been brought.?

Partnerships, corporations

The bill provides that no taxable entity would result from com-
mencement of a bankruptey case involving a partnership or corpora-
tion. This rule (new Code sec. 1399) would reverse current Internal
Revenue Service gractice as to partnerships, under which the estate of
a partnership in bankruptey is treated as a taxable entity (Rev. Rul.
6848, 1968-1 C.13. 301), but would be the same a¢ present law with
respect to commencement. of a bankruptcy case involving a corpora-
tion (Treas. Reg. § 1.641(b)-2(b)).

Accordingly, the bankruptey trustee of a partnership in a bank-
ruptey case would be required to file annual information returns (under
section 6031 of the C'ode) for the partnership. Also, the bankruptey
trustee of a corporation in a bankruptey case, as under present law,
would be required to file annual income tax returns and pay corporate
income tax for the corporation (sec. 6012 (b) (3) of the Code; Rev.
Rul. 79-120, 1979-1 C.B. 382).

2. Debtor’s election to close taxable year
I'n general

The bill would give an individual debtor an election to close his or
her taxable year as of the day before the date on which the bank-
ruptey case commences (the “commencement date”). If the election
were made, the debtor’s taxable yvear which otherwise would include
the commencement date would be divided into two “short” taxable
years of less than 12 months. The first such year would end on the day

? The rationale for generally treating the individual debtor and .he bankruptcey
estate as separate entities Is that the individual may obtain new ussets or earn
wages after transfer of the pre-bankruptcy property to the trustee and thus
derive income independent of that derived by the trustee from the transferred
assets. In a chapter 13 case, however, hoth future earnings of the debtor
and exemjt property may he used to make payments to creditors, and hence
the bankruptcy law does not crente the same dichotomy between after-acquired
assets of the individual debtor und assets of the bankruptey estate as in chapter 7
or chapter 11 cases.

For purposes of the separate entity rules under new Code section 1398, a part-
nership would not be treated as an individual. The interest in a partnership of a
debtor who is an individurl would be taken into account under new Code sac-
tion 1398 in the same manner as any other interest of the debtor (new Code
sec. 1398(b) (2) ).

® If the estate i3 not treated as a separate entity because the bankruptey case
was dismissed, the debtor would include on his or her return(s), for the year(s)
the estate was in existence, any gross income, deductions, or credits which
otherwise would be tax items of the estate. The estate, although temporarily
in existence under bankruptcy law prior to disinissal of the case, would not
constitute a taxable entity for Federal income tax purposes.
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before the commencement date; the second such year would begin on
the commencement date (new Code sec. 1398(d) (3) (A)). If the elec-
tion were not made, the commencement of the bankruptey case would
r(lgt) tzg)ec):t the taxable year of an individual debtor (new Code sec. 1398
_ As a result of the debtor’s making the election, his or her Federal
income tax liability for the first short taxable year would become
{under bankruptcy law) an allowable claim against the bankruptey
estate as a claim arising before bankruptcy. Accordingly, any tax lia-
bility for that year would be collectible from the estate, depending on
the availability of estate assets to pay debts of that priority. Inas-
much as any such tax liability for an electing debtor’s first short tax-
able year would not be dischargeable, the individual debtor would
remain liable for any amount not collected out of the bankruptey
estate (new 11 U.S. Code sec. 523(a) (1) ). If the debtor does not make
the election, no part of the debtor’s tax liability from the year in which
the bankruptey case commences would be collectible from the estate,
but would be collectible directly from the individual debtor.

If the election were made, the debtor would be required to annualize
his or her taxable income for each short taxable year in the same man-

ner as if a change of annual accounting period had been made (new
Code sec. 1398(d) (8) (F')).

Awailability of election

The election provided under the bill would be available in cases to
which new section 1398 of the Code applies. Accordingly, the election
would be available to an individual debtor in a bankruptey case under
chapter 7 (liquidation) or chapter 11 (reorganization) of title 11 of
the U.S. Code, as amended by Public Law 95-598, except where such
case is commenced but subsequently dismissed by the bankruptcy
court. Also, the bill provides that the election would not be available
to a debtor who has no assets other than property which he or she may
treat as exempt property under new 11 U.S. Code section 522 (new
Code sec. 1398 (d) (3) (C)). In the latter instance, since there would
be no assets in the bankruptcy estate out of which the debtor’s tax
liability for the peried prior to the commencement date could be col-
lected, there is no reason to authorize termination of the taxable year.

Due date, manner of election

The election must be made on or before the 15th day of the fourth
month following the commencement date—i.e., by the date on which
a return would be due for the first short taxable year if the election
were made, determined without regard to any extension for filing such
return. For example, if the bankruptcy case commences on March 10,
the election must be made by July 15 of that year. The election would
be made in such manner as prescribed by Treasury regulations, but
the election would not be conditioned on approval of the Internal Re-
venue Service, as under section 442 of the Code. The election, once
made, would be irrevocable (new Code sec. 1398(d) (3) (D)).

Spousal election

If the debtor making the election was married on the date the bank-
ruptey case involving him or her commenced, the debtor’s spouse could
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join in the election to close the taxable year, but only if the debtor and
the spouse file a joint return for the first short taxable year (new Code
sec. 1398(d) (3) (13) ). The filing of a joint return for the first short
taxable year would not require tﬁe debtor and the spouse to file a joint
return for the second short taxable year.

If during the same year a bankruptcy case involving the debtor’s
spouse were commenced, the spouse could elect to terminate his or
her then taxable year as of the day before the commencement date,
whether or not the spouse previously had joined in the debtor's elec-
tion. If the spouse previously had joined in the debtor’s election, or
if the debtor had not made an election, the debtor could join in the
spouse’s election. But if the debtor had made an election and the spouse
had not joined in the debtor’s election, the debtor could not join in the
spouse’s election, inasmuch as the debtor and the spouse, having dif-
ferent taxable years, could not file a joint return for a year ending
with the spouse’s commencement date (sec. 6013 of the Code).

[llustrative example

The rules relating to spousal elections under the bill would be illus-
trated by the following example.

Assume that husband and wife are calendar-year taxpayers, that a
bankruptcy case involving only the husband commences on March 1,
1982, and that a bankruptey case involving only the wife commences
on October 1, 1982,

If the husband does not make an election, his taxable year would not
be affected; i.e., it does not terminate on February 28. 1f the husband
does make an election, his first short taxable year would be January 1
through February 28; his second short taxable year would begin
March 1. The wife could join in the husband’s election, but only if
they file a joint return for the taxable year January 1 through
February 28.

The wife could elect to terminate her then taxable year on Sep-
tember 30. If the husband had not made an election, or if the wife
had not joined in the husband's election, she would have (if she made
the election) two taxable years in 1982—the first from January 1
through September 80, and the second from October 1 through Decem-
ber 31. If t]lle husband had not made an election to terminate his tax-
able year on February 28, the husband could join in an election by his
wife, but only if they file a joint return for the taxable year January 1
through September 30. If the husband had made an election but the
wife had not joined in the husband’s election, the husband could not
join in an election by the wife to terminate her taxable year on Sep-
tember 30, since they could not file a joint return for such year,

If the husband had made the election and the wife had joined
in it, she would have two additional taxable years with respect to
her 1982 income and deductions (if she makes the election relating
to her own bankruptcy case)—the second short taxable year would
be March 1 through September 30, and the third short taxable year
would be October 1 through December 31. The husband could join
in the wife’s election if they file a joint return for the second short
taxable year. If the husband does so join in the wife’s election, they
could file joint returns for the short taxable year ending December
31. but would not be required to do so.
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3. Computation of bankruptcy estate’s tax liability
G'ross income, deductions, credits

Under the bill, the gross income of the bankruptcy estate of an
individual would consist of (1) any gross income of the individual
debtor realized after the commencement of the case which under bank-
ruptey law (new 11 U.S. Code) constitutes property of the bankruptcy
estate, and (2) the gross income of the estate beginning on and after
the date the case commenced (new Code sec. 1398(e) (1)). The deduc-
tions and credits of the bankruptcy estate would consist of (1) any
item of deduction or credit of the debtor that is properly associated
with gross income of the debtor which would be treated (under new
Code sec. 1398(e) (1)) as gross income of the estate and (2) the de-
ductions and credits of the estate (new Code sec. 1398(e) (3) ).

Tazable year

The first taxable year of the estate would end on the same day as the
taxable year of the debtor which includes the commencement date
(new Code sec. 1398(d) (1) ).

Attribute carryover

The estate would succeed to the following inccme tax attributes of
the debtor (determined as of the first day of the debtor’s taxable year
in which the case commences) :

(2) net operating loss carryovers;

() capital loss carryovers;

(¢) credit carryovers;

(¢) charitable contribution carryovers;

(e) recovery exclusions (under sec. 111 of the Code) ;

(f) the debtor’s basis in and holding period for, and the char-
acter in the debtor’s hands of, any asset acquired (other than by
sale or exchange) from the debtor;

( %) the debtor’s method of accounting ; and

(A) other tax attributes, to the extent provided by Treasury
regulations (new Code sec. 1398(g) ). For example, the regulations
could allow the estate the benefit of section 1341 of the Code if
the estate repays income which the debtor received under claim
of right.

Character of expenditures

Under present law, it is not clear whether certain expenses or debts
paid by the trustee are deductible if the trustee doss not actually op-
erate the debtor’s trade or husiness (and if such expenses are not in-
curred in a new trade or business of the estate.) To alleviate this p1nb-
lem, the bill would provide that an amount paid or incurred by the
bankruptey estate is deductible or creditable by the estate to the same
extent as that itemn would be deductible or creditable by the debtor had
the debtor remained in the same trades, businesses. or activities after
the case commenced as before and had the debtor paid or incurred such
amount. The same test would be applied to determine whether amounts
paid by the estate constitute wages for purposes of Federal employment
taxes (new Code sec. 1398(e) (4)).

Administrative expenses

Under present law, it is unelear in certain circumstances whether
administrative and related expenses of the bankruptcy estate are de-

65-489 0 - 80 - 8
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ductible by the estate (see Rev. Rul. 68—48, 19681 C.B. 301). The bill
would provide (new Code sec. 1398 (h) (1) ) that the estate could deduct
(a) any administrative expense allowed under new 11 U.S. Code sec.
503 and (b) any fee or charge assessed against the estate under 28
U.S. Code, ch, 123 (court fees and costs). Such deductions would be
available whether or not considered trade or business expenses or in-
vestment expenses, but would be subject to disallowance under other
provisions of the Internal Revenue Code, such as sections 263 (capital
expenditures), 265 (expenses relating to tax-exempt interest), or 275
(certain taxes).

Under present law, any deduction otherwise available for adminis-
trative or related expenses may be lost, since no carryover deduction
is permitted for expenses not incurred in a trade or business. The
trustee often cannot pay administrative expenses until the end of the
bankruptcy proceeding; unless considered trade or. business expenses,
the unused amount cannot be carried back and deducted against income
of the bankruptcy estate received in earlier years,

To alleviate this problem, the bill would provide that any amount of
the new deduction for administrative, etc. expenses not used in the
current year could be carried back by the estate three years (but only
to a taxable year of the estate) and forward seven years (new Code sec.
1398(h) (2) ). These carryovers would be “stacked” after the net oper-
ating loss deductions (allowed by sec. 172 of the Code) for the particu-
lar year. An administrative, etc. expense which would be deductible
solely under new Code sec. 1398 (h) (1), or a carryover deduction for
such expense, would be allowable only to the estate (new Code sec.
1398(h) (2) (D)).

Carryback of estate’s net operating losses

If the bankruptcy estate itself incurs a net operating loss (apart
from losses passing to the estate from the individual debtor), the bill
provides that the bankruptcy estate could carry back its net operating
losses not only to previous taxable years of the estate, but also to tax-
able years of the individual prior to the year in which the case com-
menced (new Code sec. 1398(j) (2)). Similarly, the bill weuld allow
the bankruptcy estate to carry back excess credits, such as the invest-
dmfi)nt tax credit, to pre-bankruptcy taxable years of the individual

ebtor.

Tax rate schedule, ete.

Except as otherwise provided in new Code section 1398, the taxable
income of the bankruptcy estate would be computed in the same manner
as in the case of an individual. The estate would be allowed a deduc-
tion of $1,000 under section 151 of the Code as its personal exemption.
Under the bill, the zero bracket amount for the estate and the tax rate
schedule applicable to the estate would be the same as for married
individuals filing separate returns (new Code sec. 1398(c) ). The estate
would not be eligible for income averaging.

Returns of estate
Tnder the hill, the trustee would be required to file a Federal income
tax return on behalf of the bankruptcy estate for any year in which
the estate’s gross income is $2,700 or more (sec. 8(b) of the hill and
new sec. 6012 (a) (9) of the Code), and to pay the estate’s tax liability
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due for that year (new Code sec. 1398(c) (1) ). No return need be filed

g;('i( (1)1(;) income tax would be due if gross income for the year is less than
,700.

Change of accounting period :
The estate would be permitted to change its annual accounting period
(taxable year) one time without obtaining approval of the Internal

Revenue Service as otherwise required under section 442 of the Code
(new Code sec. 1398(j) (1)). This rule would permit the trustee to

effect an early closing of the estate’s taxable year prior to the expected ,

termination of the estate, and then to submit a return for such “short

year” for an expedited determination of tax liability pursuant to new
11 U.S. Code sec. 505, :

Disclosure of returns
The bill would provide that the estate’s Federal income tax return
would be open (upon written request) to inspection by or disclosure
to the individual debtor (scc. 3(c) of the bill and amended sec. 6103 (e)
of the Code). Such disclosure would be necessary so that the debtor
could properly determine any amount of tax attributes to which the
- debtor would succecd on termination of the bankruptcy estate.

No-disposition rule
Under the bill, & transfer (other than by sale or exchange) of an
asset from the bankruptcy estate to the individual debtor on tey-
mination of the estate would not be treated as a transfer giving rise
to recognition of gain or loss, recapture of deductions or credits, ar
acceleration of income or deductions (new Code sec. 1398(f) (2)).

4. Computation of individual’s tax liability

Gross income, deductions, credits

If any item of gross income of the debtor realized after commence-

ment of the bankruptcy case would be treated under new Code sec-
tion 1398(e) (1) as gross income of the bankruptcy estate (because
under bankruptey law such income constitutes property of the estate),
that item would not be included by the debtor as gross income on his
or her return or a joint return with the debtor’s spouse (new Code
sec. 1398(e) (2)). .

This provision of the bill, treating such income items as gross in-
come of the estate rather than of the individual, would be intended
to override otherwise applicable “assignment of income” principles
of tax law. For example, if the estate were entitled under bankruptey
law to a salary payment earned by the debtor before the case com-
mences but paid after that date, the amount of the payment would
be included in the estate’s gross income and is not to be included in
the debtor’s gross income.

If any item of deduction or credit of the debtor would be treated
under new Code section 1398(e) (3) as a deduction or credit of the
bankruptcy estate (because such item is properly sssociated with
gross income of the debtor which would be treated as gross income
of the estate), that item would not be allowable t%btqr as A
deduction or credit on his or her return or a joint return with the
debtor’s spouse (new Code section 1398(e) (3)). This rule would in-
sure that no particular item of deduction or credit can be allowable
to both the debtor and the estate.

s .
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No-disposition rule

Under the bill, a transfer (other than by sale or exchange) of an
asset from the individual debtor to the bankruptcy estate would not
be treated as a transfer giving rise to recognition of gain or loss, re-
capture of deductions or credits, or acceleration of income or deduc-
tions (new Code sec. 1398(f) (1)). For example, such a transfer of
an installment obligation would not be treated as a disposition giving
rise to acceleration of gain under section 453(d) of the Code.

Carryback of net operating loss

The bill would provide that an individual debtor cannot carry back,
to a year that preceded the year in which the case was commenced,
any net operating loss or credit carryback from a taxable year ending
after commencement of the bankruptcy case (new Code sec. 1398(j)
(2) (B)). As noted above, the bill would permit the bankruptcy estate
to carry back its net operating loss deduction to offset the pre-bank-
ruptey income of the individual debtor.

Attribute carryover
"On termination of the bankruptcy estate, the debtor would succeed
to the following tax attributes of the estate:

(@) net operating loss carryovers;

(®) capital loss carryovers;

(¢) credit carryovers;

(d) charitable contribution carryovers;

(e) recovery exclusions (under sec. 111 of the Code) ;

(f) the estate’s basis in and holding period for, and the charac-
ter in the estate’s hands of, any asset acquired (other than by
sale or exchange) from the estate *; and

(g) other tax attributes, to the extent provided by Treasury
regulations (new Code sec. 1398(i) ).

Disclosure of returns

In a bankruptey case to which new Code section 1398 weould apply
(determined without regard to whether the case is dismissed), the
Federal income tax returns of the debtor for the taxable year in which
the bankruptey case commenced and preceding years would be open
(upon written request) to inspection by or disclosure to the trustee
of the bankruptey estate. (‘This disclosure would be necessary so that
the trustee properly may determine attribute carryovers to the estate
and may carry back deductions to preceding years of the debtor.) In
an im'o’luntary case, however, no such disclosure to the trustee could
be made prior to the time the bankruptey court has entered an order
for relief unless that court finds that such disclosure is appropriate for

‘In a bankrupter case to which new Code sec. 1398 would apply, any attribute
reduction under section 2 of the bill would apply to tax attributes of the bank-
ruptey estate (except for purposes of applying the basis-reduction rules of sec-
tion 1017 to property transferred by the estate to the individual) and not to
those attributes of the individual which arose after commencement of the case.
Also, the Lill would provide that in a bankruptey case involving an individual
debtor, no reduction in basis is to be made in the basis of property which the
debtor treats as exempt proparty under new 11 U.S. Code section 522. The tax
attributes to the estate, as 8o reduced, would earry over (to the extent unused
on termination of the estate) to the individual debtor pursuant to new Code
sec. 1398(1).
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purposes of determining whether an order for relief should be entered
(sec. 3(c) of the bill and amended sec. 6103(e) of the Code).

Also under the bill, prior year returns of the debtor in a bankruptcy
case, or of a person whose property is in the hands of a receiver, would
be open (upon written request) to inspection by or disclosure to the
trustee or receiver, but only if the Internal Revenue Service finds that
such trustee or receiver, in his fiduciary capacity, has a material in-
terest which would be affected by information contained in the return.
5. Technical amendment

Section 443(c) of the Code, relating to cross references, would be
amended by adding a cross reference to new Code section 1398(d) (3)
(E), with respect to returns for a period of less than 12 months in the
case of a debtor’s election to terminate a taxable year.

6. Effective date

The amendments made by section 3 of the bill would apply to bank-
ruptcy cases commencing more than 90 days after the date of enact-
ment of the bill.



114

C. Corporate Reorganization Provisions (sec. 4 of the bill and
secs. 354, 355, 357, 368, and 381 of the Code)

Present law -

Definition of reorganization -

A transfer of all or (Fart of a corporation’s assets, pursuant to a
court order in a proceeding under chapter X of the Bankruptcy Act
(or in a receivership, foreclosure, or similar proceeding), to another
corporation organized or utilized to effectuate a court-approved plan
may qualify for tax-free reorganization treatment under special rules
relating to “insolvency reorganizations” (secs. 371-374 of the Internal
Revenue Code).

These special rules for insolvency reorganizations generally allow
less flexibility in structuring tax-free transactions than the rules ap-
plicable to corporate reorganizations as defined in section 368 of the
Code. Also, the special rules for insolvency reorganizations do not per-
mit carryover of tax attributes to the transferee corporation, and
otherwise differ in important respects from the general reorganization
rules.! While some reorganizations under chapter X of the Bank-
ruptcy Act may be able to qualify for nonrecognition treatment under
section 368, other chapter X reorganizations may be able to qualify
only under the special rules of sections 371-374 and not under the
general reorganization rules of section 368.

Triangular reorganizations

In the case of an insolvency reorganization which can qualify for
nonrecognition treatment only under the special rules of sections
371-374 of the Code, the stock or securities used to acquire the assets
of the corporation in bankruptcy must be the acquiring corporation’s
own stock or securities. This limitation generally precludes corpora-
tions in bankruptcy from engaging in so-called triangular reorgani-
zations, where the acquired corporation is acquired for stock of the
parent of the acquiring corporation. By contrast, tax-free triangular
reorganizations generally are permitted under the general rules of
section 368.

1 Under present law, it is not clear to what extent creditors of an insolvent cor-
poration who receive stock in exchange for their claims may be considered to
have “‘stepped into the shoes” of former shareholders for purposes of satisfying
the nonstatutory “continuity of interest” rule, under which the owners of the
acquired corporation must continue to have a proprietary interest in the ac-
quiring corporation. Generally, the courts have found the *“continuity of interest”
test satisfied if the creditors’ interests were transformed into proprietary inter-
ests prior to the reorganization (e.g., Helvering v. Alabanma Asphaltic Limestone
Co., 315 U.S. 179 (1942) ; Treas. Reg. §1.371-1(a) (4)). It is unclear whether
afirmative steps by the creditors are required or whether mere receipt of stock
is sufficient. 1)
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Transfer to controlled subsidiary

In the case of an insolvency reorganization which can qualify for
nonrecognition treatment only under the special rules of scctions
371-374 of the Code, it is not clear under present law whether and
to what extent the acquiring corporation may transfer assets re-
ceived into a controlled subsidiary. In the case of other corporate re-
organizations, the statute expressly defines the situations where trans-
fers to subsidiaries are permitted (sec. 368(a) (2) (C) of the Code).

Carryover of tax attributes

In the case of an insolvency reorganization which can qualify for
nonrecognition treatment only under the special rules of sections
371-374 of the Code, court cases have held that attributes (such as
net operating losses) of the corporation in bankruptey do not carry
over to the new corporation. In the case of other corporate reorganiza-
tions, however, specific statutory rules permit carryover of tax at-
tributes to the surviving corporation (sec. 381 of the Code).
“Principal amount” rule; “boot” test

In a corporate reorganization, generally the exchange of stock or
securities of one corporation for those of another corporation is not
tax-free to the extent the principal amount of the securities received
exceeds the principal amount of the securities surrendered, or to the
extent of the principal amount of the securities received if no securi-
ties arve surrendered (secs. 354(a)(2)(B) and 356(d)(2) of the
Code). Also, “boot” (money or property other than stock and securi-
ties permitted to be received without recognition of gain) received in
a corporate reorganization is subject to the dividend-equivalence test
of section 356 of the Code. These rules do not apply under present

law to insolvency reorganizations qualifying only under sections 371~
374 of the Code.

Treatment of accrued interest

Under present law, a claim for unpaid interest is treated as an in-
tegral part of the security to which it relates, so that the surrender of
the security together with the claim for unpaid interest is treated only
as the surrender of a security. Thus, the nonrecognition provisions ap-
ply to an exchange of a security with acerued but unpaid interest al-
though the unpaid interest would have been taxable as ordinary income
if paid separately.?

Explanation of provisions
Section 4 of the bill generally would conform the tax rules govern-
ing insolvency reorganizations with the existing rules applicable to
other corporate reorganizations.
Definition of reorganization
In general

The bill would add a new category—“G” reorganizations—to the
general Code definition of tax-free recorganizations (sec. 368(a) (1)).

3 Carman v. Comm'r, 189 F. 2d 363 (2nd Cir. 1951) ; Rev. Rul. 50-98, 1959-1
C.B. 76.

—_



116

33

The new category would include certain transfers of assets pursuant
to a court-approved reorganization plan in a bankruptcy case under
new title 11 of the U.S. Code, or in a receivership, foreclosure, or simi-
lar proceeding ® in a Federal or State court.*

The special tax rules (secs. 371-374) now applicable to insolvency
reorganizations would continue to apply only to bankruptey pro-
ceedings commenced prior to October 1, 1979, except that the bill would
not terminate the applicability of the rules in sections 374(c) and
374(e) of the Code governing tax-free exchanges under the final sys-
tem plan for ConRail.

In order to facilitate the rehabilitation of corporate debtors in bank-
ruptey, etc., these provisions are designed to eliminate many re-
quirements which have effectively precluded financially troubled com-
panies from utilizing the generally applicable tax-free reorganization
provisions of present law. To achieve this purpose, the new “G” reor-
ganization provision would not require compliance with State merger
Jaws (as in category “AY reorganizations), would not require that the
financially distressed corporation receive solely stock of the acquiring
corporation in exchange for its assets (category “C”), and would not
require that the former shareholders of the financially distressed
corporation control the corporation which receives the assets (cate-
gory “D”).

The “G” reorganization provision added by the bill would require
the transfer of assets by a corporation in a bankruptcy or similar case,
and the distribution (in pursnance of the court-approved reorganiza-
tion plan) of stock or securities of the acquiring corporation in a
transaction which qualifies under section 354, 355, or 346 of the Code.
This distribution requirement. is designed to assure that either sub-
stantially all of the assets of the financially troubled corporation, or
assets which consist of an active business under the tests of section
355, are transferred to the acquiring corporation.

“Substantially all” test

The “substantially all” test in the “G” reorganization provision is
to be interpreted in light of the underlying intent in adding the new
“G” category, namely. to facilitate the reorganization of companies
in bankruptcy or similar cases for rehabilitative purposes. Accord-
ingly, it would be intended that facts and circumstances relevant to
this intent, such as the insolvent corporation’s need to pay off creditors
or to sell assets or divisions to raise cash, are to be taken into account
in determining whether a transaction qualifies as a “G” reorganization.
For example, a transaction would not be precluded from satisfying
the “substantially all” test for purposes of the new “G” category
merely because, prior to a transfer to the acquiring corporation, pay-

* For this nurnose, the definition of a receivershin, foreclosure, or similar pro-
ceeding would be the same as under present section 371 of the Code.

¢ Under the bill, asset transfers in a receivership, foreclosure, or similar pro-
ceeding involving a financial institution (to which section 5835 or 593 of the Code
applies) before a Federal or State a~ency would be treated in the same manner as
transfers in such a proceeding before a court. Thus, for example, asset transfers
in a receivership proceeding under 12 U.S.C. sec. 1729 involving a savings and
loan association could qualify as a “G" reorganization.
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ments to creditors and assct sales were made in order to leave the
debtor with more manageable operating assets to continue in business.®

Relation to other provisions

A transaction which qualifies as a “G” reorganization would not be
treated as also qualifying as a liquidation under section 332, an incor-
poration under section 351, or a reorganization under another cate-
gory of section 368 (az)(l of the Code.®

A transaction in a bankruptcy or similar case which does not satisfy
the requirements of new category “G” would not thereby be precluded
from qualifying as a tax-free reorganization under one of the other
categories of section 368(a)(1). For example, an acquisition of the
stock of a company in bankruptcy, or a recapitalization of such a com-
pany, which transactions are not covered by the new “G” category,
could qualify for nonrecognition treatment under sections 363(a)
(1) (B) or (E), respectively.

Continuity of interest rules

The “continuity of interest” requirement which the courts and the
Treasury have long iraposed as a prerequisite for nonrecognition treat-
ment for a corporate reorganization must be met in order to satisfy
the requirements of new category “G”. Only reorganizations—as dis-
tinguished from liquidations 1n bankruptcy and sales of property to
either new orold interests supplying new capital and discharging the
obligations of the debtor corporation—could qualify for tax-free
treatment. i

It is expected that the courts and the Treasury would apply to “G”
reorganizations continuity-of-interest rules which take into account
the modification by P.I. 95-598 of the “absolute priority” rule. As a
result of that modification, shareholders or junior creditors, who might
previously have been excluded, may now retain an interest in the
reorganized corporation.

For example, if an insolvent corporation’s assets are transferred to
a second corporation in a bankruptcy case, the most senior class of
creditor to receive stock, together with all equal and junior classes (in-
cluding shareholders who receive any consideration for their stock),
should generally be considered the proprietors of the insolvent corpo-
ration for “continuity” purposes. However, if the shareholders receive
consideration other than stock of the acquiring corporation, the trans-
action should be examined to determine if it represents a purchase
rather than a reorganization.

* Because the stated intent for adding the new “G” category is not relevant to
interpreting the “substantially all” test in the case of other reorgraization
categories, the comments in the text as to the appropriate interpretation of the
“substantially all” test in the context of a “G’ reorganization would not be
intended to apply to, or in any way to affect interpretations under present law
of, the *‘substantially all” test for other reorganization categories.

¢ However, if a transfer qualifying as a “G” reorganization also meets the re-
quirements of section 351 or qualifies as a reorganization under section 368(a) (1)
(D) of the Code, the “excess liability"” rule of section 357(c) would apply if any
former shareholder of the transferor corporation receives consideration for his
stock, but would not apply if no former shareholder of the tran<feror corporation
receives any consideration for his stock (i.e, if the corporation is insolvent).
This rule would parallel present law, under which insolvency reorganizations
under sections 371 or 374 are excluded from the appllcation of section 357(c).
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Thus, short-term creditors who receive stock for their claims ma
be counted toward satisfying the continuity of interest rule, althougﬂ
any gain or loss realized by such creditors will be recognized for in-
come tax purposes.

Triangular reorganizations

The bill would permit a corporation to acquire a debtor corporation
in a “G” reorganization in exchange for stock of the parent of the
acquiring corporation rather than for its own stock.

In addition, the bill would permit the acquisition in the form of a
“reverse merger” of an insolvent corporation (i.e., where no former
shareholder of the surviving corporation receives any consideration
for his stock) in a bankruptey or similar case if the former creditors
of the surviving corporation exchange their claims for voting stock of
the controlling corporation which has a value equal to at least 80 per-
cent of the value of the debt of the surviving corporation.

Transfer to controlled subsidiary

The bill would permit a corporation which acquires substantially
all the assets of a debtor corporation in a “G” reorganization to trans-
fer the acquired assets.to a controlled subsidary without endangering
the tax-free status of the reorganization. This provision would place
“(x” reorganizations on a similar footing with other categories of
reorganizations.

Carryover of tax attributes

Under the bill, the statutory rule generally governing carryover of
tax attributes in corporate reorganizations (sec. 381 of the Code)
wonld also apply in the case of a “G" reorganization. This would
eliminate the so-called “clean slate” doctrine and would reflect the
fact that adjustments may be made to a reorganized corporation’s tax
attributes under the rules in section 2 of the bill.”?

“Principal amount” rule; “boot” test

Under the bill, “G” reorganizations would be subject to the rules
governing the tax treatment of exchanging shareholders and security
holders which apply to other corporate reorganizations. Accordingly,
an exchanging sharcholder or security holder of the debtor company
who receives securities with a principal amount exceeding the princi-
pal amount of securities surrendered would be taxable on the excess,
and an exchanging shareholder or security holder who surrenders no
securities woulﬁ be taxed on the principal amount of any securities re-
ceived. Also, any “boot” received would be subject to the general
dividend-equivalence test of section 356 of the Code.

Treatment of accrued interest
Under the bill, a creditor exchanging securities in any corporate re-
organization described in section 368 of the Code (including a “G”

" Special rules relating to limitations on net operating loss carryovers under
section 382 of the Code are discussed in section III-A of this pamphlet. It is
anticinated that the amount carried over under section 381 of the Code would
be adjusted to take into account any amount of debt discharge income which the
ctfn;po:]atbign realized after the close of the taxable year by delaying the discharge
of its debts.
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reorganization) would be treated as receiving interest income on the
exchange to the extent the security holder receives new securities,
stock, or any other property attributable to accrued but unpaid inter-
est (including accrued original issue discount) on the securities sur-
rendered. This provision, which would reverse the so-called Carman
rule,® would apply whether or not the exchanging security holder
realizes gain on the exchanae overall. Under this provision, a security
hoider which had previously accrued the interest (including original
issue discount) as income could recognize a loss to the extent the
interest isnot paid in the exchange.

If the plan of reorganization allocates the value of the stock or other
property received by the creditor between the principal amount of the
creditor’s security and the accrued interest, both the corporate debtor
and the creditor would be required to utilize that allocation for Federal
income tax purposes.? However, if the value of the stock or other prop-
erty received by the creditor exceeds the principal amount of the se-
curity, the amount allocated to the security could not exceed such
principal amount until an amount has been allocated to interest equal
to the full amount of the accrued interest.

Example

The reorganization provisions of the bill may be illustrated in part
by the following example.

Assume that Corporation A is in a bankruptey case commenced
after October 1, 1979. Immediately prior to a transfer under a plan
of reorganization, A’s assets have an adjusted basis of $75,000 and a
fair market value of $100.000. A has a net opnerating loss carryover
of $200.000. A has outstanding bonds of $100,000 (on which there is no
accrued but unpaid interest) and trade debts of $100,000.

Under the plan of reorganization, A is to transfer all its assets to
Corporation B in exchange for $100,000 of B stock. Corporation A will

* See note 2, supra.

* For example, assume that a corporation, pursuant to a plan of reorganiza-
tion, transfers stock with a value of $55 to its creditor in exchange for the
creditor’s $100 security with $10 accrued interest. .Also assume that, under the
terms of the plan, the $55 stock is exchanged for the principal of the debt and
no portion of the stock is transferred for the interest claim. In this situation,
(1) the security holder would not have any interest income on the exchange (or
could deduct $10 if that amount previously had been accrued by the creditor as
interest income), and (2) the corporation would have a debt discharge amount
of $10, with the tax consequences as determined in section 2 of the bill (ex-
cept that there would be no debt-discharge amount if either the corporation had
not previously deducted the accrued interest or else the prior deduction had not
resulted in a “tax benefit’” under sec. 111 of the Code).

On the other hand, if the reorganization plan first allocates the stock to
accrued interest and the remainder to principal, then (1) the security holder
would have $10 of interest income (unless that amount had previously been ac-
crued by the creditor as income) and (2) the corporation would not have any
debt discharge amount (since the stock was exchanged for a security).

If the stock is allocated proportionately to principal and accrued interest, then
(1) the security holder would have $5 of interest income (unless that amount
had previously been accrued by the creditor as income), and (2) the corporation’s
debt discharge amount would be $5, with the tax consequences as determined in
gection 2 of the bill (except that there would be no debt discharce amount if
either the corporation had not previously deducted the accrued interest or else
the prior deduction had not resulted in a “tax benefit” under section 111 of the
Code).
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distribute thr stock, in exchange for their claims against A, one-half
to the security holders and one-half to the trade creditors. A’s share-
holders will receive nothing.

The transaction would qualify as a reorganization under new section
368(a) (1) () of the Code, since all the creditors are here treated as
proprietors for continuity of interest purposes. Thus, A would rec-
ognize no gain or loss on the transfer of its assets to B (sec. 361). B’s
basis in the assets would be $75,000 (sec. 362), and B would succeed to
A’s net operating loss carryover (sec. 381).

Under the bill, the distribution of B stock to A’s security holders
would not result in income from discharge of indebtedness or require
attribute reduction. On the distribution of B stock to A’s trade cred-
itors, A would exclude from gross income the debt discharge amount of
$50,000—i.e., the difference between the $100,000 debt held by non-
security creditors and the $50,000 worth of stock given for such debt.
A could elect to reduce the basis of its depreciable assets transferred to
B by all or part of the $50,000 deht discharge amount; to the extent
the election were not made, the debt discharge amount would reduce
A’s net operating loss carryover by the remainder of the debt discharge
amount. Assuming that A’s creditors did not acquire their claims for
purposes of acquiring stock, there would be no reduction of A’s net
operating loss carryover under section 382,

Assume the same facts as above except that B also transfers $10,000
in cash, which is distributed by A to its ereditors. Although A wonld
otherwise recognize gain on the receipt of boot in an exchange in-
volving appreciated property. the distribution by A of the $£10.000
cash to those creditors having a proprietary interest in the cornora-
tion’s assets for continuity of interest purposes would prevent A from
recognizing any gain (sec. 361(b) (1) (A)).®

Technical and conforming amendments

Section +(h) of the bill would make technical and conforming
amendments to the Internal Revenue Code.

1. Amendment of section 35}(b).—Paragraphs (1) and (2) of sec-
tion 354(bh) of the Code, relating to exception to general rule on ex-
changes of stock and securities in certain reorganizations, would be
amended by adding references to new subparagraph “G” of . -tion
368(a) (1). .

2. Amendment of section 357 (e) (2).—Section 357 (c) (2) of the Code,
vroviding exceptions to the general rule with respeet to Habilities in
excess of basis on transfers to controlled corporalions, would be
amended to add an exception for any exchange pursuant to a plan of
reorganization under new category “G” of section 368(a) (1) if no
former shareholder of the transferor corporation receives any con-
sideration for his stock.!?

3. Amendment of section 368(a)(1V.—A\ conforming amendment
would Le made to section 368¢a) (1) of the Code to take into account the
addition of new category “G” reorganizations.

* Kee sec. 371(n) (2) (A) of the Code ard Treas. Reg. § 1.371-1(b) for a similar
rule relating to distribution of hoot to creditors in an Insolvency reorganization

under present law.
 See note 6, supra.
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4. Amendment of section 368(b).—Section 368(b) of the Code, de-
fining “party to a reorgan;zation”, would be amended to include refer-
ences to new category “G” reorganizations.

8. Technical change.—A change would be made in the table of sec-
tions for part IV of subchapter C of chapter 1 of the Code.

Effective date

The amendments made by section 4 of the bill would apply to bank-
ruptey cases commencing on or after October 1, 1979, and to receiver-
ship, foreclosure, or similar judicial proceedings begun on or after
that date.

In addition, the amendments made by section 4(e) of the bili, re-
lating to exchanges of property for acerued interest, also would apply
to transactions occurring after December 31, 1980, other than trans-
actions in a proceeding under the Bankruptcy Act or in a receivership,

. foreclosure, or similar judicial proceeding begun before October 1,
1979.
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D. Miscellaneous Corporate Amendments (sec. 5 of the bill)

1. Exception from personal holding company status (sec. 5(a) of
the bill and sec. 542 of the Code)

Present law -

Under present law, a corporation in a bankruptcy or insolvency
proceeding may become subject to the personal holding company
tax on certain passive income (sec. 541 of the Internal Revenue Code)
if its assets are converted to investments which produce passive in-
come before the corporation is liquidated.

Explanation of provision
Under this provision, a corporation subject to court jurisdiction in
a bankruptey or similar case * would not be considered a personal hold-
ing company. This exception would not be available, however, if a
major purpose in commencing or continuing the proceeding is avoid-
ance of the personal holding company tax.

Effective date -
The amendment made by this provision would apply to bankruptey
cases commenced on or after October 1, 1979 and to similar cases com-
menced on or after that date.

2. Repeal of special treatment for certain railroad stock redemp-
tions (sec. 5(b) of the bill and sec. 302 of the Code)

Presgent law
Present law provides that any distribution in redemption of stock
.issued by a railroad corporation pursuant to a reorganization plan
under section 77 of the Bankruptcy Act gives rise to capital gain,
even if under the general redemption distribution tests the stock-
" holder would realize ordinary income (sec. 302(b) (4) of the Code).

Explanation of provision
This provision would repeal the special rule giving automatic capi-
tal gain treatment in the case of redemptions of certain stock issued
by railroad corporations in bankruptey.

Effective date
The amendment made by this provision would apply to a redemp-
tion of stock issued after September 30, 1979 (other than stock issned
pursuant to a plan of reorganization approved on or before that
date).

! The terms “bankruptcy case” and “similar case” refer, respectively, to (1)
cases under new 11 U.S, Code (i.e., bankruptcy cases commenced on or after
October 1, 1970) and (2) receivership, foreclosure, or similar proceedings in a
Federal or State court~(or, in the case of a financial institution, a Federal
or State agency).

(39)
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3. Application of section 337 liguidation rule to insolvent corpora-
tions (sec. 5(¢) of the bill and sec. 337 of the Code)

Present law

Under present law, a corporation which adopts a plan of liquida-
tion and within 12 months thereafter liquidates in a distribution to
shareholders generally does not recognize gain or loss on sales within
that period (sec. 337 of the Code). The Internal Revenue Service has
ruled that this provision does not apply if, as in the case of an insol-
vency proceeding, the assets are transferred on liquidation to credi-
tors rather than to shareholders (Rev. Rul. 56-387, 1956-2 C.B. 189).

Explanation of provision

This provision would allow an insolvent corporation (i.e., where
no shareholder of the corporation receives any consideration for his
stock) in a bankruptey or similar case? to sell certain of its assets
tax-free where the corporation, after the case commences, adopts a
plan of complete liquidation and, upon the liquidation, all of the
corporation’s assets are transferred to its creditors within the non-
recognition period.® The period for nonrecognition would begin on
the date of adoption (after commencement of the case) of a plan of
liquidation and ends on the date the case terminates. This provision
would not apply to assets acquired on or after the date of adopting
the Hquidation plan. other than to inventory sold in bulk.

Effective date

This provision would apply to bankruptcy cases commencing on
or after October 1. 1979 and to similar cases commencing on or after
that date.

4. Estate of individual in bankruptcy as subchapter S shareholder
(sec. 5(d) of the bill and sec. 1371 of the Code)

Present law -

Under present law, only individuals, estates, and certain trusts are
permitted to be sharecholders of subchapter S corporations (sec. 1371
of the Code). Failure to satisfy this rule disqualifies the election of
the corporation under subchapter S.

The Internal Revenue Service has ruled that an “estate” for sub-
chapter S purposes includes only the estate of a decedent and not the
estate of an individual in bankruptey (Rev. Rul. 66-266, 1966-2 C.B.
356). Accordingly, the Revenue Service also has ruled that the filing
of a voluntary petition in bankruptey by a sharcholder terminates
the subchapter S election as of the beginning of the taxable year in
which the petition is filed (Rev. Rul. 74-9, 19741 C.B. 241). However,
the U.S. Tax Court has held that the filing of a petition seeking
financial rehabilitation of a debtor under the debt arrangement pro-
visions of the Bankruptey Act does not create a new entity apart
from the debtor and does not cause the termination of a subchapter
Selection.*

* See note 1, supra. B
? A liquidating solvent corporation in a bankruptey or similar case could make
tax-free sales during the 12-month nonrecognition period of present law (sec.

7).
COHM Company, 68 T.C. 31 (1977).
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Explanation of provision

Under the bill, the bankruptcy estate of an individual would be
allowed as an cligible shareholder in a subchapter S corporation.
Thus, a corporation’s subchapter S election would not be terminated
because of commencement of a bankruptcy case involving an indi-
vidual who is a shareholder in the corporation. In addition, the bank-
ruptcy estate of an individual which owns stock in a corporation
could consent to an election under subchapter S made by the corpora-
tion after commencement of the bankrupicy case.

Effective date

The amendment made by this provision would apply to bankruptey
cases commenced on or after October 1, 1979.

5. Certain transfers to controlled corporations (sec. 5(e) of the
bill and sec. 351 of the Code)

) Present law
Under present law, if property is transferred to a corporation con-
trolled by the transferor, no gain or loss is recognized on the transfer
(sec. 351 of the Code). For this purpose, property includes (1) in-
debtedness of the transferee corporation not evidenced by a security *
and (2) a claim for accrued interest on indebtedness of the transferee
corporation.®

Explanation of provision
Under the provision, transfers to a controlled corporation of in-
debtedness of the corporation which is ‘not evidenced by a security,
or of claims against the corporation for accrued but unpaid interest
on indebtedness, would not be covered by the nonrecognition rule of
section 351 of the Code.

Also, the nonrecognition rule would not apply in the case of a trans-
fer to a controlled corporation of the assets of a debtor in a bank-
ruptey or simliar case 7 to the extent the stock or securities received in
exchanae for the assets are used by the debtor to pay off his debts.
Accordingly, gain or loss would be recognized to the debtor upon the
debtor’s transfer of assets to the controlled corporation if the stock
is then transferred to creditors pursuant to a plan approved in a
bankruntecy or similar case. (If less than all the stock is transferred
to creditors, a proportionate share of gain or loss would be recog-
nized.) Since the basis of the stock received is adjusced for any gain or
loss recognized, the amount recognized on the transfer of the stock to
the creditors would reflect any amount recognized on the incorporation
transfer.

Thus, the sum total of income or loss to the debtor in the two trans-
fers wonld be the same as if the assets had been transferred directly to
the creditors. However, the basis of the assets in the hands of the corpo-
ration also would be adjusted by any gain or loss recognized on the
® Alezander F. Duncan, 9 T.C. 468 (19847), ncq. 1948-2 C.B.. 2; Rev. Rul. 77-81,

1977-1 C.B. 97.
¢ Qee Marman v. Comm’r, 189 F.2d 363 (2d Cir. 1951).
" See note 1, supra. :
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transfer to the corporation, thus reducing any “built-in” loss on assets
which had depreciated in value.®

Effective date

The effective date for this provision would be the same as for section
2 of the bill, relating to income from discharge of indebtedness.

6. Effect of discharge of indebtedness on earnings and profits
(sec. 5(f) of the bill and sec. 312 of the Code)

Present law

Under present law, the effect of discharge of indebtedness upon the
ermllings and profits of a corporation in a bankruptcy. proceeding is
unelear.?

Explanation of provision

The bill would provide that to the extent that income from discharge
of indebtedness (including an amount excluded from gross income
pursuant to section 108 of the Code, as amended by this bill) is applied
to reduce basis under section 1017 of the Code, such basis-reduction
amount does not affect the debtor corporation’s earnings and profits
(although reduced depreciation deductions or increased gains on sales
of reduced-basis assets would affect earnings and profits in the years
such deductions are taken or sales made). Otherwise, discharge of
indebtedness income, including amounts excluded from gross income
(pursuant to section 108 of the Code, as would be amended by this

bill), increases the earnings and profits of the corporation (or reduces
a deficit).

Effective date

The effective date for this provision would be the same as for section
2 of the bill, relating to income from discharge of indebtedness.

* This rule does not apply to a transfer under a plan of reorganization, since
no gain or loss is recognized by reason of section 361 of the Code.

'In the case of Meyer v. Comm'r, 3838 F.2d 883 (8th Cir. 1967), the Eighth
Circuit held that earnings and profits did not arise where indebtedness was dis-
charged under the Bankruptcy Act. The Internal Revenue Service has announced
that it will not follow the Meyer decision to the extent that the amount of debt
discharged exceeds the reduction in basis of the taxpayer's assets (Rev. Rul
76-615, 19715-2 C.B. 117).

65-u89 0 - 80 - 9
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E. Changes in Tax Procedures (sec. 6 of the bill)

1. Coordination with bankruptcy court procedures (secs. 6(a),
(b), (¢), (d), and (g) of the bill and secs. 6213, 6503, 6871, and
7464 of the Code)

Procedures under Bankruptcy Act

Bankruptey court jurisdiction

In the case of an individual debtor, the commencement of a bank-
ruptcy proceeding creates an estate, which is under control of the
bankruptcy court. This estate consists of all assets of the individual
other than exempt property and certain assets acquired after the
proceeding begins. The assets of the bankruptcy estate are not subject
to levy by the Internal Revenue Service for the debtor’s prepetition
income tax liabilities, and-generally can be reached only through the
Service’s filing of a proof of claim in the bankruptcy court.

The bankruptey court has jurisdiction to determine the debtor’s
liability for any unpaid tax, whether or not assessed, unless the lia-
bility was adjudicated prior to bankruptcy by a court of competent
jurisdiction 8sec. 2a(21{) of the Bankruptcy Act). In proceedings
under the Bankruptcy Act * a determination g the bankruptey court
of a prepetition tax lability of an individual (f;btor is binding on the
Internal Revenue Service and on the trustee of the bankruptcy estate,
but might not settle the personal liability of an individual debtor for
the amount, if any, of prepetition nondischargeable tax claims which
are not satisfied out of the assets of the bankruptcy estate. Accordingly,
if the bankruptcy court rules in favor of the Revenue Service with
respect to a nondischargeable tax claim, the debtor may be able to
force the Service to relitigate the issue 1f the claim cannot be fully
paid out of estate assets.

Ioffect on Tax Court jurisdiction

Under present Federal income tax law (sec. 6871 of the Code) as
applicable to Bankruptcy Act proceedings, the Internal Revenue Ser-
vice is authorized, on institution of a bankruptey proceeding, im-
mediately to assess any income tax liabilities against the debtor. The
Service is not required to follow the normal procedure under which a
deficiency notice 1s issued to the taxpayer and the taxpayer may chal-
lenge an asserted income tax liability in the U.S. Tax Court without
payment of the tax.

Even if a statutory deficiency notice had been issued and the time
for filing a Tax Court petition had not expired before commencement
of the bankruptcy proceeding, the debtor still is barred from contest-
ing the asserted liability in the Tax Court (i.e., from litigating with-
out first paying the disputed amount) if the Revenue Service exercises
its immediate assessment authority. Present income tax law likewise

! The Bankruptey Act was repealed by P.L. 95-598, effective for bankruptey
cases commencing on or after October 1, 1979, but remains in effect for bank-
ruptey proceedings commenced prior to that date.

(48)
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Frovidg,s that any portion of a claim for nondischargeable taxes al-
owed in a bankruptcy proceeding but not satistied out of assets in
the estate shall be paid by the taxpayer after termination of the
bankruptcy proceeding (sec. 6873 of the Code).

Under the law applicable to Bankruptcy Act proceedings, the U.S.
Tax Court thus loses jurisdiction to determine the debtor’s personal
liability for prepetition taxes unless a "l'ax Court case had been filed
prior to the bankruptcy proceeding. Accordingly, unless the debtor
can invoke the jurisdiction of the %ankruptcy court and that court
makes a determination, the debtor is precluded from prepayment re-
view of an asserted income tax liability. The debtor’s only recourse
is to pay the tax and then contest the issue through the refund claim

rocedure of the Internal Revenue Service and subsequent refund
itigation in the U.S. District Court or U.S. Court of Claims.

If a notice of deficiency had been issued and a Tax Court case filed
Erior to institution of the bankruptcy proceeding, but the Tax Court

ad not reached a decision as to the debtor’s income tax liability, both
the bankruptcy court and the Tax Court have jurisdiction to deter-
mine the tax liability issue. A decision by the Tax Court would not
necessarily bind the estate of the bankrupt, unless the trustee had
intervened in the Tax Court litigation. A decision by the bankruptcy
court might not necessarily bind the individual debtor, unless the
debtor individually had invoked the bankruptcy court’s jurisdiction.

Thus, under the law applicable to Bankruptcy Act proceedings, in
certain circumstances there may be duplicative litigation concerning
the debtor’s tax liability. In other circumstances, the debtor may be

recluded from obtaining prepayment review of prepetition tax
iabilities.
New bankruptcy statute (P.L. 95-598)

New 11 U.S. Code section 505(a) continues the jurisdiction of the
bankruptey court to determine liability for a tax deficiency, regardless
of whether it has been assessed, unless it has been adjudicated by a
court of competent jurisdiction prior to filing of the bankruptcy peti-
tion.2 The new law, effective for bankruptcy cases commenced on or
after October 1, 1979, also seeks to resolve the problems mentioned
above by giving the bankruptey court, in effect, the authority to deter-
mine whether the tax liability issue should be decided in the bank-
ruptey court or in the U.S. Tax Court.

nder new 11 U.S. Code section 362(a)(8), commencement of a
bankruptcy case triggers an antomatic stay of nstitution or continua- -
tion of any U.S. Tax Court proceedings to challenge an asserted tax de-

* Under the law applicable to Bankruptey Act proceedings, the trustee of a
bankruptey estate must proceed in courts other than the bankruptcy court to
seek a refund of Federal taxes paid by the debtor. While the trustee succeeds to
any right to refund for tax overpayments, the bankruptey court has jurlsdiction
only to allow claims against the bankruptcy estate, and not to enforce claims
against third partles.

New 11 U.8. Code sec. 505(a) expands the jurisdiction of the bankruptcy court
to include determination of refund claims. To invoke the bankruptey court’s
jurisdiction, the trustee must file an administrative claim for refund with the
Internal Revenue Service (if the debtor had not done so prior to commencement
of the bankruptcy case). If a claim flled by the trustee is denied or if 120 days
elapse without action by the Internal Revenue Service, the court has jurisdiction
to determine the refund issue.
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ficiency of the debtor. Also under the new law, assessment or collection
of a prepetition tax claim against the debtor is automatically stayed by
commencement of the bankruptcy case (sec. 362(a)(6)).> Unless the
stay is lifted by the bankruptcy court, or a discharge is granted or
denied, the stay continues until termination of the bankruptcy case
(sec. 362(c) ).

The new statute authorizes the bankruptcy judge to lift the stay
and permit the debtor to institute a Tax Court case (if a notice of
deficiency has been issued and the period for filing such case has not
expired) or to continue a pending Tax Court case involving the deb-
tor's tax Hability (new 11 U.S. Code sec. 362(d)). The bankruptcy
court, for example, could 1ift the stay if the debtor seeks to litigate
in the Tax Court and the trustee wishes to intervene in that proceed-
ing. In such a case, the merits of the tax controversy will be deter-
mined by the Tax Court, and the Tax Court’s decision will bind both
the individual debtor as to any taxes which are nondischargeable and
the intervenor trustee as to the tax claim against the estate.

However, if the bankruptcy court does not lift the automatic stay,
but instead itself decides the tax issuc and (at the request of the
Revenue Service or of the debtor) determines the debtor’s personal
liability for a nondischargeable tax, then the bankruptcy court’s deci-
sion will bind both the individual debtor and the estate as well as the
government.

Explanation of provisions

Sections 6(a), 6(b), 6(c), 6(d), and 6(g) of the bill would coordi-
nate certain provisions of the Inter..al Revenue Code with the bank-
ruptey court procedures enacted in P.L. 95-598, as described above.
These procedures include the automatic stay on assessment or collection
of certain tax claims against the debtor, the automatic stay on institu-
tion or continuation by the debtor of deficiency litigation in the U.S.
Tax Court, and the authority of the bankruptey court to 1ift the stay
%nd permit the debtor’s tax liability to be determined by the Tax

ourt.

Immediate assessment

General rule
Section 6(g) of the bill generally would repeal the present rule (in
sec. 6871(a) of the Clode) authorizing the Internal Ravenue Service to
assess certain prepetition tax deficicncies of the debtor immediately

3 The stay does not preclude the Internal Revenue Srrvice from issuing a
deficiency notice during the bankruptey case (new 11 U.S. Code sec. 362(b) (8)).
government.* B

‘124 Cong. Rec. H-11,111 (daily ed. Sept. 28, 1978) (remarks of Mr. Edwards) ;
124 Coug. Rec.. 8-17,427 (daily ed. Oct. 6, 1978) (remarks of Sen. DeConcini). In
the cage of a corporate debtor, the commencement of a bankruptey proceeding
does not create a separate taxable entity, and (unlike in the caxe of an individual
debtor) the debtor corporation is considered to be personally before the bank-
ruptey court. Accordingly, a deeiston by the hankruptey court as to the corporate
debtor’s prepetition income tax llability isx binding on the corporation, which
cannot thereafter institute a Tax Court case to relitigate the issue. However,
under I.I.. 95-598, the hankruptey judge is nuthorized to lift the automatie stay
under new 11 U".8. Code sec. 362 and permit the tax issue to be determined in
the U.8, Tax Court (if a case involving the issue is already pending in that
Court, or if a deficlency notice has been issued and the period for filing such
case has not expired). -
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on institution of bankruptcy proceedings. Accordingly, if the bank-
ruptey court lifts the automatic stay under new 11 U.g. Code section
362(a) (8), the debtor would not be precluded from filing a petition (if
timely) in the Tax Court to challenge an asserted prebankruptcy tax
deficiency. '

Ewxceptions

The bill would authorize the Revenue Service to make an immediate
assessment (1) of tax imposed on the bankruptcy estate of an indi-
vidual debtor, or (2) of tax imposed on a debtor if liability for such
tax has become res judicata against the debtor pursuant to a bank-
ruptey court determination.

_ These two exceptions reflect bankruptey situations in which there
is no need to require the Revenue Service to follow the normal defi-
ciency notice procedure. In the case of taxes imposed on the bank-
ruptey estate of an individual (i.e., where the estate is treated as a
separate taxable entity), the estate’s own tax liability is determined by
the bankruptcy court and cannot be litigated in t{e Tax Court. In
the case where an individual debtor’s personal liability for nondis-
chargeable tax claims has been litigated in the bankruptey court, and
under the doctrine of res judicata the debtor would be precluded from
relitigating the issue in any court, no purpose would be served by
requiring issuance of a deficiency notice prior to assessment. For the
same reason, the bill would permit immediate assessment of a corpo-
rate debtor’s tax liabilities once the bankruptey court has made a deter--
mination which is res judicata.

Conforming rules

The bill also would amend section 6871 of the Code to delete the pro-
hibition in current law on filing a Tax Court petition after commence-
ment of a bankruptcy proceeding. This change likewise would con-

* form to the provisions of P.L. 95-598 which stay the debtor, on com-
mencement of & bankruptcy case, from instituting a Tax Court pro-
ceeding to challenge an asserted tax deficiency, but authorize the
bankruptcy judge to lift the stay and permit che debtor to institute a
Tax Court case (if a notice of deficiency has been issued and the period
for filing such case has not expired). Also, the bill would restate the
rule of present law that claims for certain tax deficiencies, etc. may be
presented for adjudication before the bankruptcy court, notwithstand-
ing the pendency of any Tax Court proceedings for redetermination of
the deficiency.

Receiverships

The bill would not modify the present law rules in section 6871 of
the Code relating to receivership proceedings. To the extent immediate
assessment authority is retained for receivership proceedings, and for
the two bankruptcy situations described above, the bill would expand
the category of taxes which could be so assessed to include taxes under
Internal Revenue Code chapters 41 (public charities), 42 (private
foundations and black lung benefit trusts), 43 (qualified pension,
etc., plans), and 44 (real estate investment trusts).

Collection

Section 6(g) of the bill also would amend section 6873(a) of the
Code to delete the rule that any portion of a claim for nondischarge-
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able taxes allowed in a bankruptcy case but not satisfied out of assets
in the estate must be paid by the taxpayer upon notice and demand by
the Internal Revenue Service after termination of the bankruptcy
case. (No change would be made in section 6873 with respect to pay-
ment of claims for taxes allowed in a receivership proceeding.) As de-
scribed above, if the bankruptcy court has made a determination of the
debtor’s tax liability which (under the doctrine of res judicata) pre-
cludes the debtor from relitigating the issue in any other court, the
Revenue Service could make an immediate assessment of such liability
without issning a deficiency notice. Thereafter, the provisions of the
Code relating to collection of assessed taxes would apply.

Tax Court petition

. Section 6(b) of the bill would provide that if the stay under new
11 U.S. Code section 362(a) (8) precludes a debtor from filing a peti-
tion in the U.S. Tax Court after receipt of a deficiency notice, the
running of the normal 90-day period for filing the petition is sus-
pended during the stay and for 60 days thereafter. Also, the bill
would clarify that the filing of a proof of claim, the filing of request
for payment, or other action taken by the Internal Revenue Service
in the bankruptcy case (such as a request that the court determine the
personal liability of an individual debtor for a nondischargeable tax)
is not to be treated as prohibited under section 6213(a) of the Code
(relating to certain restrictions generally applicable to assessment of
a tax deficivncy). -

Tax Court intervention

Section 6(c) of the bill would provide that the trustee of the bank-
ruptey estate of a debtor may intervene, as a matter of right, on behalf
of the estate in any proceeding before the U.S. Tax Court to which the
debtor is a party. This provision would apply where the bankruptcy
jud%:s lifts the automatic stay under new 11 U.S. Code section 362
so that the debtor’s prepetition tax liability can be determined in
the Tax Court.

Assessment and collection limitations

Section 6(a) of the bill would provide that if the automatic stay
under new 11 U.S. Code section 362(a)(6) precludes the Internal
Revenue Service from assessment or collection of tax, the running of
the period of limitations is suspended, for assessment, for the duration
of the stay and for 60 days thereafter; and for collection, during the
period of the stay and for six months thereafter.

Cross refercnces
Section 6(d) of the bill would add cross references in sections 6212,
6512, 6532, and 7430 of the Code to new 11 U.S. Code section 505 (re-
lating to jurisdiction of the bankruptey court).
2. Relief from certain failures to pay tax when due (sec. 6(e) of the
bill and new sec. 6658 of the Code.)

Present law

The Internal! Revenue Code (secs. 8651, 6654, and 6655) imposes
penalties for failure timely to pay certain taxes, unless the taxpayer
can establish that the failure was due to reasonable cause and not due
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to willful neglect. Under bankruptcy rules, a debtor or the trustes
of a bankruptcy estate may be precluded from timely paying certain
taxes after commencement of the bankruptcy proceedings.

Explanation of provision

- Section 6(e) of the bill would relieve the debtor or the trustee from
penalties which otherwise might be applicable under sections 6651,
6654, or 6655 of the Code for failure timely to pay certain taxes, with
respect to a period during which a bankruptey case is pending, to the
(eixtent that the bankruptcy case precludes payment of such taxes when

ue.®

In the case of a tax incurred by the estate, the relief would be granted
if the failure occurs pursuant to a court order finding probable in-
sufficiency of funds to pay such taxes. In the case of a tax incurred by
the debtor before commencerent of the bankruptcy case, the relief
provision of the bill would apply if either the bankruptey petition is
filed before the tax return due date, or the date for imposing the pen-
alty occurs after commencement of the bankruptcy case.

These relief rules would not, however, apply with respect to liability
for penalties for failure timely to pay or deposit any employment tax
required to be withheld by the debtor or trustee.

3. Preservation of FUTA credit (sec. 6(f) of the bill and sec. 3302
of the Code)

Present law

Present law provides a credit against the Federal unemployment
tax imposed on an employer for amounts paid by the employer into
a State unemployment compensation fund (sec. 3302 of the Internal
Revenue Code). A reduction in the otherwise allowable credit is re-
quired in the case of late contributions to a State fund (sec. 3302(a)
(8) of the Code).

Explanation of provision

Section 6 (f) of the bill would amend section 3302(a) of the Code to
provide that there is no reduction in the credit against the FUTA tax
if the failure to make timely contributions to a State unemployment
compensation fund, with respect to wages paid by the trustee of a
bankruptey estate, is without fault of the trustee on account of the
bankruptcy case.

4. Repeal of deadwood provision (sec. 6(h) of the bill and sec.
1018 of the Code)

Present law

Section 1018 of the Internal Revenue Code provides certain basis
adjustment rules which apply if, in a bankruptey proceeding under
section 77B of the Bankruptcy Act which concluded before Septem-
ber 22, 1938, indebtedness was cancelled in pursuance of a plan of
reorganization consummated by adjustment of the capital or debt
structure of the insolvent corporation.

¥ No Inference would be intended, by virtue of adoption of the rules in section
8(e) of the bill, that under present law such penalties shon'd be impored where
a debtor or the trustee of a bankruptcy estate is precluded from timely paying
such taxes by virtue of bankruptey pri.ceedings.
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Explanation of provision
Sectioncg&h) of the bili would repeal section 1018 of the Internal
Revenue e.

5. Technical and conforming amendments (sec. 6(i) of the bill)

Section 6(i) of the bill would make technical and conforming
amendments to the Internal Revenue Code, principally to substitute
references to bankruptey cases under new title 11 of the U.S. Code
for references to bankruptey proceedings under the now-repealed
Bankruptey Act.

1. Amendment of section 128(a).—In section 128(2a) of the Code,
relating to cross references to other Acts, the reference to the Bank-
ruptcy Act would be deleted.

2. Amendment of section 364(c).—Section 354(c) of the Code, re-
lating to exchanges of stock and securities in certain railroad re-
organizations, would be amended to substitute a reference to plans of
reorganization confirmed under new 11 U.S. Code section 1173, for
a reference to plans approved by the Interstate Commerce Commis-
sion under section 77 of the Bankruptcy Act.

3. Amendment of section 422(c) —Section 422(c) (5) of the Code
velating to certain transfers by insolvent individuals of stock acquired
pursuant to exercise of a qualified stock option, would be amended
by substituting a reference to new 11 U.S. Code for a reference to
the Bankruptcy Act.

4. Amendment of section 1023.—Section 1023 of the Code, relating
to cross references, would be amended by deleting a cross reference to
the Bankruptcy Act.

5. Amendment of section 6012(b).—Section 6012(b) (3) of the Code,
relating to returns made by receivers, trustees, and assignees for cor-

rations, would be amended by substituting a reference to a trustee
1n a bankruptcy case under new 11 U.S. Code for a reference to a
trustee in a bankruptcy proceeding (under the Bankruptcy Act).

6. Amendment of section 6036.—Section 6036 of the Code, relating
to notice of qualification as executor or receiver, would be amended by
substituting a reference to a trustee in a bankruptcy case under new 11
U.S. Code for a reference to a trustee in a bankruptcy proceeding
(under the Bankruptey Act).

7. Amendment of section 61565(b).—Section 6155(b) (2) of the Code,
relating to cross references, would be amended by deleting the refer-
ence to section 6878 of the Code with respect to bankruptcy proceedings
(under the Bankruptcy Act). -

8. Amendment of section 6161 (c).—Section 6161(c) of the Code,
relating to extension of time for payment of tax claims in bankruptey
or receivership proceedings, would be amended by substituting refer-
ences to bankruptcy cases under new 11 U.S. Code for references to
bankruptey proceedings (under the Bankruptcy Act).

9. Amendment of section 6216(1).—Section 6216(1), relating to
cross references. would be amended by deleting a reference to sub-
chapter B of chapter 70 of the Code with respect to bankruptcy
procedures.

10. Amendment of section 6326 —Section 8326 of the Code, relating
to cross references, would be amended by deletino references to the
Bankruptcy Act and adding references to new 11 U.S. Code.
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11. Amendment of section 6503(3).—Section 6503(i) (2), relating
to cross references, would be amended by deleting a reference to sub-
chapter C of chapter 70 of the Code with respect to suspension of
running of period of limitation in a bankruptcy proceeding (under
the Bankruptey Act).

18. Amendment of section 6872 —Section 6872 of the Code, relating
to suspension of period on assessment, would be amended by sub-
stituting a reference to a bankruptcy case under new 11 U.S. Code
f{)r a reference to a bankruptcy proceeding under the Bankruptcy

ct.

13. Amendment of section 7430.—Section 7430 of the Code, relating
to cross references, would be amended by deleting references to the
Bankruptey Act and adding references to new 11 U.S. Code.

14. Amendment of section 7608(d).—Section 7508(d) (1) of the
Code, relating to time for performing certain acts postponed by rea-
son of service in combat zone, would be amended by substituting a
reference to bankruptcy cases under new 11 U.S. Code for a reference
to bankruptcy proceedings (under the Bankruptey Act).

6. Effective date for provisions of section 6 of the bill
The provisions of section 6 of the bill (relating to changes in tax
procedures) would be effective October 1, 1979, except that such provi-

sions would not apply to any Bankruptcy Act proceeding commenced
before October 1. 1979,
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F. Revenue Effect

The revenue effect of the provisions of the bill, other than of those
provisions of section 2 (tax treatment of discharge of indebtedness)
which apply to solvent taxpayers outside bankruptcy, cannot be esti-
mated with precision. However, it is estimated that the provisions of
section 2 other than those applicable to solvent taxpayers outside bank-
ruptcy would result in some revenue gain; that the provisions of section
3 (rules relating to title 11 cases é)r individuals) and of section 6
(changes in tax procedures) would have a negligible revenue effect;
and that the provisions of section 4 and 5 (corporate reorganization
provisions ang miscellaneous corporate amendments) would result in
some revenue loss.

It is not expected that these revenue effects would be significant
during the next few fiscal years. This is because the provisions of the
bill generally would apply only to bankruptey cases or similar court
proceedings beginning on or after October 1, 1979, to transactions
occurring more than 90 days after the date of enactment, or to trans-
actions occurring after December 31, 1980; because it can take con-
siderable time for completion of bankruptcy cases or similar proceed-
ings and of corporate insolvency reorganizations; and because the debt
discharge rules of the bill generally would affect revenues in years sub-
sequent to the year in which the debt discharge occurs.

It is estimated that those provisions of section 2 of the bill which
apply to solvent taxpayers outside bankruptcy, and which would
modify the election under sections 108 and 1017 of the Code to reduce
basis of assets in lieu of recognizing income from discharge of indebt-
edness, would increase tax revenues by less than $5 million annually.

(51)
O
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DESCRIPTION OF MISCELLANEOUS
TAX BILLS

INTRODUCTION

. The bills described in this pamphlet have been scheduled for a hear-
ing on May 30, 1980, by the Senate Finance Subcommittee on Taxa-
tion and Debt Management Generally, There are 6 Senate bills
described in the pamphlet (S. 2484, S. 2486, S. 2500, S. 2503, S. 2526
and S. 2548). . )

The first part of the ﬁamphlet is & summary of the bills dpre:sented in
bill numerical order. This 1s followed by a more detailed description
of the bills, setting forth present law, the issues involved, an explana-
tion of the bills, the effective dates, and the estimated revenue effects.

(A separate pamphlet describes the House-passed Bankruptey
Tax Act of 1980, H.R. 5043, which is also scheduled for the May 30
Subcommittee hearing.) '

1)
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I. SUMMARY
1. S. 2484—Senators Riegle and Levin
Recapture of Foreign Losses

The bill would exgand the application of an exception to the general
effective date of the foreign loss recapture provisions of the Tax
Reform Act of 1976. Under the 1976 Act, the foreign loss recapture
provisions generally apply to losses sustained afler 1975. Certain
exceptions to the effective date were made for losses attributable
to investments in foreign subsidiaries which were substantially worth
less on the effective date. Under one of these exceptions, where a
loss was sustained in 1976 with respect to such a substantially worth-
less subsidiary, the full amount of the loss was exempt from recapture.
Under 2 second, more limited exception, losses on such substantially
worthless subsidiaries sustained after 1976 but before 1979 wore
exempt from recapture to the extent of the deficit in the earnings
and profits of the subsidiary as of the general December 31, 1975,
effective date. The bill would expand these exceptions so that the full
amount of such losses sustainecf) in the period after 1976 but before
1979 would be exempt from recapture if substantially all the employees
of the foreign subsidiary were discharged before April 15, 1977.

2. S. 2486—Senators Culver, McGovern, and Baucus

Tax Exemption for Industrial Development Bonds for Railroad
Rehabilitation

Under present law, tax-exempt industrial development bonds may
be used to provide certain transportation facilities (e.g., airports,
docks, wharves, mass commuting facilities, and public parking facili-
ties). The bill would allow the use of tax-exempt industrial develop-
ment bonds for the financing of railroad rehabilitation and the
acquisition of land and rights-of-way in conjunction with railroad
rehabilitation.

3. S. 2500—Senators Moynihan, Javits, and Heinz
Theatrical Production Investment Tax Credit Act of 1980

Under present law, taxpayers are entitled to receive an investment
credit for certain tangible personsl property that is placed in service
by the taxpayer. The presentation of a dramatic work, such as a play
or opera, before a live audience is not tangible personal property, and
no investment credit is allowed for an investment in a theatrical pro-
duction. The bill would allow an investment credit for qualified invest-
ments in certain theatrical productions.

(8)



- 187

4
4. S. 2503—Senator Kassebaum

Refundable Tax Credit for L.(@Jertain Interest on Agricultural
ans

The bill would allow a tax credit equal to the amount of interest
paid on certain agricultural operating loans on a principal amount not
exceeding $25,000 to the extent that the interest is attributable to a
rate that exceeds 12 percent and does not exceed the 90-day commer-
cial paper rate by more than 5 percentage points.

5. S. 2526—Senator Baucus

Tax Exemption for Industrial Development Bonds for Facilities
Used To Furnish Railroad Transportation

Under present law, tax-exempt industrial development bonds may
be used to provide certain transportation facilities (e.g., airports,
docks, wharves, mass commuting facilities, and Fublic parking facili-
ties). The bill would allow tax-exempt industrial development bonds
to be used to provide facilities, including rolling stock, for railroad

transportation.
6. S. 2548—Senator Stone

Tax Exemption for Industrial Devel\opment Bonds Used To
Refinance Certair Docks and Wharves

Under present law, tax-exempt industrial development bonds may
be used to provide docks and wharves. However, such obligations
will not be tax-exempt where they are used to refinance existing docks
and wharves which were not originally financed with tax-exempt
bonds. The bill would allow the use of tax-exempt industrial develop-
ment bonds for the refinancing of existing docks and wharves In

’é‘:n{x‘pa, Florida, which were not originally financed with tax-exempt
nds.
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IL. DESCRIPTION OF BILLS
1. S. 2484—Senators Riegle and Levin

Recapture of Foreign Losses

Present law

Where a taxpayer’s foreign operations result in a net overall foreign
loss for a particular taxable year, that net foreign loss will reduce
the taxpayer’s U.S. tax on its U.S. source income for that year by
decreasing the worldwide taxable income on which the U.S. tax was
based. In addition, prior to the Tax Reform Act of 1976, if the tax-
paxer earned net income from foreign sources in future years, no
reduction in the tux%ayer’s foreign tax credit limitation was made to
recapture the prior benefits from foreign losses (except in the case
of foreign oil related losses, which were subject to recapture pursuant
‘to amendments made by the Tax Reduction Act of 1975). Thus, in
such situations, the taxpayer reduced its U.S. tax on its U.S. income
as the result of the foreign loss while not paying U.S. tax on its foreign
opeé'ations when they generated net income because of the foreign tax
credit. '

To reduce these advantages, the 1976 Act extended the recapture
provisions to all foreign losses. The recapture rules are intended to
ensure that the foreign tax credit cannot be used against U.S. source
income. The Act requires that, in cases where a loss from foreign
operations reduces U.S. tax on U.S. source income, the loss is to be
recaptured by the United States if the company subsequently derives
income from abroad. In general, the recapture is accomplished by
treating a portion of foreign income which is subsequently derived as
income from domestic sources.

The loss recapture provisions generally apply to losses sustained in
taxable years beginning after December 31, 1975. An exception to the
general effective date was provided for cases where a loss sustained
In 1976 is from a direct investment in a foreign subsidiary which was
substantially worthless prior to the effective date and the taxpayer
terminated all operations of the corporation before January 1, 1977,
through a sale, liquidation or other disposition of the corporation or
its assets. This exception apylied where a corporation suffered an
operating loss in three out of the five years preceding the year in
which the loss was sustained, and the corporation sustained an overall
loss for those five years.

A second, limited exception was provided for taxpayers who satis-
fied the other requirements of the first exception but failed to qualify
because the operations of the foreign subsidiary were not terminated
in 1976. If the operations were continued after 1976 but were
terminated before 1979, the loss would nevertheless not be subject
to recapture, to the extent of the deficit in the subsidiary’s earnings
and profits on the general effective date of the recapture provisions
(December 31, 1975). -

(8)
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lTssue —

The issue is whether the second exception to the December 31, 1975,
effective date of the foreign loss reca.gture provisions (applicable to
investments terminated after 1976 but before 1979 as described
above) should be expanded to exempt from recapture the full amount
of the loss, rather than just the loss realized by the subsidiary before
1978, where substantially all of the foreign corporation’s employees
were discharged before April 15, 1977.

Explanation of the bill

Under the bill, a loss on the termination of an investment in a
foreign subsidiary after 1976 but before 1979 which qualifies for the
limited second exception to the December 3i, 1975, effective date
(but not the first) would be exempt in full recapture (rather than just
to the extent of the deficit in earnings and profits as of the general
effective date) if substantially all of the employees of the terminated
corporation are discharged before April 15, 1977.

e principal beneficiary of the bill would be the Sealed Power
Corporation. -

Effective date

The bill would be effective as of October 4, 1976, the date of ennct-
ment of the 1976 Act.
Revenue effect

According to preliminary estimates, this provision will reduce
budget receipts by less than $10 million annually for the next several
years.
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2. S. 2486—Senators Culver, McGovern, and Baucus

Tax Exemption for Industrial Development Bonds for
Railroad Rehabilitation

Present law

Under present law, interest on State and local government obliga-
tions is generally exempt from Federal income tax. However, since
1968, tax exemption has been denied to State and local government
issues of industrial development bonds (IDBs). A State or local
government bond is an IDB if (1) all or a major portion of the pro-
ceeds of the issue are to be used in any trade or business of a person
other than a State or local government or tax-exempt organization,
and (2) payment of principaf or interest is secured by an interest in
or derived from pagments with respect to, property or borrowe
money used in a trade or business.

An exception to the denial of tax exemption for IDBs applies in
the case of such obligations which are used to provide exempt
activity facilities, including certain types of transportation facilities,
e.g., airports, docks, wharves, mass commuting facilities, and public
parking facilities (Code sec. 103(b)(4)(D)). No exception is pro-
vided under present law for IDBs used to provide financing for rail-
road rehabilitation.

The exception for IDBs for exempt activity facilities applies where
the proceeds of an IDB are to be used to finance the construction of a
new facility or to finance the acquisition of an existing facility from
an unrelated person. However, under the IRS regulations, the ex-
ception does not apply where the proceeds of an IDB are to be used to
refinance an existing facility which was not originally financed with
tax-exempt bonds (e.g., it was conventionally financed). Under these
IRS regulations, the exception will agply to the financing of an exist-
ing facility only where the person who was a substantial user of the
facilities before issuance of the obligations and who receives the pro-
-ceeds of the obligation will not be a substantial user of the facilities
following the issuance of the obligations (Treas. Reg. sec. 1.103-8(s)
(5)(iv)). In general, a substantial user of a facility includes any non-
exempt person who regularly uses & part of such facility in his trade
or business where (1) the gross revenue derived by such user with
respect to such facility is more than 5 percent of the total revenue
derived by all users of such facility or (2) the amount of area of the
facility occupied by such user is more than 5 percent of the entire
usable area of the facility (Treas. Reg. sec. 1.103-11(b)). For example,
an IDB would not be tax exempt in the case where the proceeds of the
obligation are used by a governmental entity to purchase an exempt
activity facility which is then, in turn, leased back to the prior owner
for a period equal to the useful life of the facility.

(D
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lssue
The principal issue is whether tax-exempt IDBs should be allowed
to be used to provide financing for railroad rehabilitation. A subsidiary
issue is whether tax-exempt IDBs should be allowed to be used to
refinance existing conventionally financed railroad systems.

Explanation of the bill .

The bill provides that interest on an industrial development bond
would be exempt from Federal income taxation where substantially
all the proceeds of the bond are used to provide financing for railroad
rehabilitation or the acquisition of land or rights-of-way 1n connection
with railroad rehabilitation. Under the bill, railroad rehabilitation
includes the acquisition, construction, reconstruction, or erection of
any roadbed, track, trestle, depot, switching and signal equipment, or
any related equipment, but not rolling stock.

inally, under the bill, it is unclear whether tax-exempt IDBs may
be used for the refinancing of existing conventionally financed railroad
systems. :

Effective date
The bill would apply to obligations issued after September 30, 1980.

Revenue effect
It is estimated that this bill would reduce budget receipts by $1
million in fiscal year 1980, $30 million in 1981, $80 million in 1982,
$180 million in 1983, $300 million in 1984 and $460 million in 1985.
(For these estimates, it is assumed that tax-exempt refinancing of
existing facilities would not be allowed.)

65-48% 0 - 80 - 10
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3. 8. 2500—Senators Moynihan, Javits, and Heinz

Theatrical Production Investment Tax Credit Act of 1980

Present law

Under present law, taxpayers are entitled to receive an investment
tax credit for qualified tangible personal fropert,y which is placed in
service by the taxpayer (Code sec. 38). In order to receive the full
credit, the property placed in service by the taxpayer must have a
useful life of at least 7 years. If the g:'operty has a useful life of at
least 5 years (but less than 7 years) the taxpayer is entitled to two-
thirds of the full credit. If the property has a useful life of at least
3 years (but less than 5 years) the taxpayer is entitled to one-third
of the full credit. In addition, the property will cease to quality as
section 38 property if, during any taxable year, there is any pre-
dominant foreign use of the property.

The Tax Reform Act of 1976 provided rules that clarified and
modified the ap{)Jlication of the investment tax credit to movies and
television films. Under these rules, all of the direct production costs and
certain indirect costs of movies or films qualify for the investment tax
credit. The taxpayer may use the actual useful life of the movie or
film to determine the amount of the investment credit or, at his
election, the taxpayer may receive an investment tax credit for two
thirds (66% ercent) of the full investment tax credit re(gia.rdless
of the useful life of the movie or film. The Act also contains detailed
rules to insure that the investment tax credit applies to production
costs generally incurred in the United States regardless of where the
movie or film is shown. In addition, a taxpayer is entitled to the
investment tax credit only if he has an ownership interest in the
movie or film,

No investment tax credit is allowed for the costs of producing a
dramatic work before a live audience, such as a play or opera, because
a play, opera, or other live presentation is not considered tangible
personal property.

Issue

The issue is whether taxpayers should be allowed an investment tax
credit for qualified investments in certain theatrical productions.

Explanation of the bill

The bill would allow an investment credit for qualified investments
in “theatrical productions”. The credit allowed under Code section 38
would be based on two-thirds (66X percent) of the qualified United
States production costs. The bill contains detailed rules, similar to
those contained in the Tax Reform Act of 1976 for movies and tele-
vision films, to exclude foreign production costs from ben#]; eligible
for the investment tax credit. A credit would be allowed only to the
extent the taxpayer has an ownership interest in the theatrical
production.

(9)
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The bill defines “theatrical production” as the presentation of a
dramatic work in a commercial theater before a live audience. The
definition includes plays, musicals, operas, and ballets. A presentation
primarily for use in a film or nightclub or on radio or television, how-
ever, would not qualify for an investment tax credit under the bill.

Effective date
The effective date of the provisions is not specified in the bill.
. Revenue effect

This bill is estimated to reduce budget receipts by less than $6 million
annually.
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4. S. 2503—Senator Kassebaum

Refundable Tax Credit for Certain Interest orn Agricultural
Loans

Present law

. Taz credit

. Under present law, no income tax credit is allowed a taxpayer for
interest paid or incurred with respect to any debt.

Deduction for interest expense
In general, interest expense is allowed as a deduction in the taxable

year paid or incurred, depending upon the taxpayer’s method of
accounting (Code sec. 163). If a taxpayer uses the cash receipts and
disbursements method of accounting to compute taxable income,
interest which is properly allocable to any later taxable year must be
charied to the capital account and treated as paid ir the periods in
whic Sand to the extent that) the interest represents a charge for the -
use or forbearance of borrowed money during each such taxable year

(Code sec. 461(%)). -

In the case of a taxpayer other than a corporation which is not a
subchapter S corporation or a personal holding company, real propert;
construction period interest is to be capitalized in the year in whic
paid or accrued and amortized over a 10-year period after a transi-
tional period. A portion of the amount capitalized may be deducted
for the taxable year in which paid or accrued. The balance must be
amortized over the remaining years in the amortization period begin-
ning with the year in which the property is ready to be placed in
service or is ready to be held for sale (Code sec. 189).

With respect to interest on investment indebtedness, present law
limits the deduction to $10,000 per year increased by the amount of
the taxpayer’s net investment income (Code sec. 163(d)). However,
except for construction period interest, there is no limitation on the
smount of interest allowed as a deduction that is incurred in con-
nection with a trade or business.

Issue

The principal issue is whether a refundable tax credit for certain
interest paid or incurred on agricultural loans should be provided.
Subsidiary issues include whether the credit should be available with
respect to loans between related persons and, if not, what definition
of related persons should be prescribed.

Explanation of the bill
The bill would provide a refundable! tax credit for certain interest

! Appropriations acts may be required for the Internal Revenue Service to
make payments of the portion of the credit which exceeds the taxpayer’s tax
liability. See section 303 of Public Law 95-355 (92 Stat. 563—4).

(11
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paid or incurred by the taxpaper on agricultural operating loans. In
general, the amount of the credit is equal to the excess of the interest
paid or incurred on agricultural operating loans over the interest which
would have been paid had the annual percentage rate of interest on
the loan been 12 percent. The interest to be taken into account for
purposes of computing the credit may not exceed the discount rate,
including any surcharge, on 90-day commercial paper in effect at the
Federal Reserve bank in the Federal Reserve district where the tax-
payer resides, increased by 5 percentage points. Additionally, only
Interest paid or incurred on $25,000 of original principal amount may
be taken into account. To the extent a taxpayer claims a credit for
the interest on agricultural operating loans, no deduction for such
anmount would be allowed. Also, no credit would be allowed for interest
paid to a related person (as determined pursuant to the regulations
under Code sec. 52(b)). In the case of subchapter S corporations, es-
tates and trusts (and presumably partnerships), under regulations
prescribed by the Secretary of the Treasury, the credit is to pass
through to the shareholders and beneficiaries, respectively (and the
partners). -
Under the bill, the term ‘“‘agricultural operating loan” means a loan
- with a maturity not to exceed 12 months, the proceeds of which are to
be used for a purpose described in section 312 of the Consolidated
. Farm and Rural Development Act (7 U.S.C. 1942). This section gen-
erally provides that: ” .
‘“(a) Loans may be made under this subchapter for (1) paym;g
costs incident to reorganizing the farming system for more prof-
itable operation, (2) purchasing livestock, poultry, and farm
equipment, (3) purchasing feed, seed, fertilizer, insecticides, and
farm supplies and to meet other essential farm operating expenses
including cash rent, (4) financing land and water development,
use, and conservation, (5) without regard to the requirements of
section 1941(a)(2) and (3) of this title, to individual farmers or
ranchers to finance outdoor recreational enterprises or to convert
to recreational uses their farming or ranching operations, including
those heretofore financed under this chapter, (6) enterprises
needed to supplement farm income, (7) refinancing existing
indebtedness, (8) other farm and home needs includins but not
limited to family subsistence, (9) loan closing costs, and (10) for
assisting farmers or ranchers in effecting additions to or altera-
tions in the equipment, facilities, or methods of operation of
their farms or ranches in order to comply with the applicable
standards promulgated pursuant to section 655 of Title 29 or
standards adopted by a State pursuant to a plan approved under
section 667 of Title 29, if the Secretary determines that any such
farmer or rancher is likely to suffer substantial economic injury
due to such compliance without assistance under this paragraph.
“(b) Loans may also be made under this subchapter to residents
of rural areas without regard to the requirements of clauses (2)
and (3) of section 1941(a) of this title to operate in rural areas
small business enterprises to provide such residents with essential
income.”
‘“(c) Loans may also be made to eligible applicants under this
subchapter for pollution abatement and control projects in rural
areas.
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Effective date
The provisions of the bill would be effective with respect to taxable
years beginning after December 31, 1979.
Revenue effect
It is estimated that the bill would decrease Federal budget receipts
by $16 million in fiscal year 1980, $182 million in 1981, $85 million in
1982, and $49 million in 1983.
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5. S. 2526——Senator Baucus

Tax Exemption for Industrial Development Bonds for Facilities
Used To Furnish Railroad Transportation

Present law

Under present law, interest on State and local government obliga-
tions is generally exempt from Federal income tax. However, since
1968, tax exemption has been denied to State and local government
issues of industrial development bonds (IDBs). A State or local
government bond is an IDg if (1) all or 2 major portion of the pro-
ceeds of the issue are to be used in any trade or business of a person
other than a State or local §ovemment or tax-exempt organization,
and (2) payment of principal or interest is secured by an interest in
or derived from payments with respect to, property or borrowe
money used in a trade or business.

An exception to the denial of tax exemption for IDBs a?‘plies in
the case of such obligations which are used to provide ‘‘exempt
activity” facilities, including certain types of transportation facilities
(e.g., airports, docks, wharves, mass commuting facilities and public
parking facilities) (Code sec. 103(b)(4)(D)). No exception is pro-
vided under present law for IDBs used to provide facilities, including
rolling stock, for the furnishing of railroad transportation.

Issue

The issue is whether tax-exempt IDBs should be allowed to be used
to provide facilities, including rolling stock, for the furnishing of
railroad transportation.

Explanation of the bill

The bill provides that interest on an industrial development bond
would be exempt from Federal income taxation where substantially
all the proceeds of the Lond are to be used to provide facilities, in-
cluding rolling stock, for the furnishing of railroad transportation,
It is unclear whether the bill would apply only to rolling stock and
other facilities which are owned by or leased to regulated railroad
systems or whether it would also apply to rolling stock and other
facilities owned by or leased to industries (e.g., a tank car owned
by or leased to a chemical company).

Effective date
The bill would apply to obligations issued on or after the date of
enactment. T T

Revenue effect

If the bill does not apply to companies that lease equipment to
railroads, budget receipts would be reduced by $2 million in fiscal
year 1980, $40 million in 1981, $130 million in 1982, $280 million in
1983, $480 million in 1984, and $720 million in 1985. However, if
equipment leasing companies are eligible for tax-exempt financing
under the provision of the bill, preliminary estimates indicate that
budget receipts would be reduced by approximately $0.1 billion in
fiscal year 1981, $0.2 billion in 1982, $0.5 billion in 1983, $0.8 billion
in 1984, and $1.3 billion in 1985.

(14)
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L . 6. S, 2548—Senator Stone
Tax Exemption for Industrial Development Bonds Used to
Refinance Certain Docks and Wharves

Present law

Under present law, interest on State and local government obliga-
tions is generally exempt from Federal income tax. However, since
1968, tax exemption has been denied to State and local government
issues of industrial development bonds (IDBs). A State or local
government bond is an IDB if (1) all or a major portion of the pro-
ceeds of the issue are to be used in any trade or business of a person -
other than a State or local Fovernment or tax-exempt organization,
and (2) payment of principal or interest is secured by an Interest in,
or derived from payments with respect to, property or borrowed
money used in a trade or business.

An exception to the denial of tax exemption for IDBs applies in the
case of such obligations which are used to provide exempt activity
facilities, including docks and wharves (Code sec. 103(b){4)(D)).
This exception applies where the proceeds of an IDB are to be used to
finance the construction of a new facility or to finance the acquisition
of an existing facility from an unrelated person. However, under the
IRS regulations, the exception does not apply where the proceeds of an
IDB are to be used to refinance an existing facility which was not
originally financed with tax-exempt bonds (e.g., it was conventionally
financed). Under these IRS re ’])ations, ‘the exception will apply to
the financing of an existing facility only where the person who was a
substantial user of the facilities before 1ssuance of the obligations and
who receives the proceeds of the obligation will not be a substantial
user of the facilities followin§ the issuance of the obligations (Treas.
ReF. sec..1.103-8(a) (5) (iv)). In general, a substantial user of a facilit;
includes any nonexempt person who regularly uses a part of suc
facility in his trade or business where (1) the gross revenue derived by
such user with respect to such facility is more than 5 percent of the
total revenue derived by all users of such facility or (2) the amount of
area of the facility occupied bty such user is more than 5 percent of
the entire usable area of the facility (Treas. Reg. sec. 1.103-11(b)).
For example, an IDB would not he tax exempt in the case where the
proceeds of the obligation are used by a governmental entity to
purchase docks and wharves which are then, in turn, leased back to
th}? prior owner for a period equal to the useful life of the docks and
wharves.

Issue
The issue is whether tax-exempt IDBs should be allowed to be used
to refinance certain BXiSﬁ[?‘F conventionally financed docks and
wharves located in Tampa, Florida.

(15)
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Explanation of -the bill

The bill provides that interest on certain IDBs used to refinance
existing conventionally financed docks and wharves in Tampa,
Florida, would be exempt from Federal income taxation. In order to
qualify under this provision, six requirements must be satisfied. First,
part of the proceeds of the obligations must be used to make substantial
improvements in the existing wharf facilities acquired with the obliga-
tions. Second, it must reasonably ‘be expected that there will be more
than one person who is a substantial user of the facilities after the
issuance of the obligations. Third, at least one of the substantial
users of the existing wharf facility after the issuance of the obligations
must not have been a substantial user before the issuance of the
obligation. Fourth, all facilities with respect to which financing is
provided must be owned by the issuins govemmental unit. Fifth, the
only interest in such facilities to be held by a substaatial user must be
a lease executed after issuance of the obligations for a period (including
options) of not more than 80 years and under which no lessee has an
option to purchase the facilities. Finally, the facilities must be located
in a port with respect to which section 101 of Public Law 91-611
authorized the initiation and partial accomplishment of & project as
described in House Document[i\lo. 91-401.!

The principal beneficiary of this bill would be the Agrico Chemical
Company.

Effective date

-The bill would be effective for obligations issued after the date of

enactment.

Revenue effect

It is estimated that this bill would reduce budget mceiﬁts by $1 mil-
lion in fiscal year 1981, $2 million in 1982, and $3 million in 1983,
1984 and 1985.

! This document describes only the Port of Tampa, Fla.

O
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Senator Byrp. Now, 9 o’clock having arrived, the committee will
come to order.

The subcommittee today will consider six miscellaneous tax bills
and H.R. 5043, the Bankruptcy Tax Act of 1980. Two pamphlets
prepared by the Joint Tax Committee describing this legislation in
greater detail will be made a part of the hearing record.

In looking at the miscellaneous tax bills before the subcommit-
tee, I find that three of the six bills involve an expansion of the
rules governing the issuance of tax-exempt industrial development
bonds. While I approach this legislation with an open mind, I
should note that I am concerned about the growing trend to
expand the scope of tax-exempt financing through industrial devel-
opment bonds.

The Bankruptcy Tax Act of 1980 deserves close and careful at-
tention. It is important for both businesses and individuals, and
clarifies many bankruptcy tax issues which today are confused and
uncertain. A major part of the bill, the tax consequences of dis-
charge of indebtedness, is the subject of differing views, and repre-
sents a conflict between bankruptcy and tax policy.

The focus of bankruptcy policy is to provide a forgiveness of
debts for the bankrupt and assist the bankrupt in a fresh start.
Under this view, tax liabilities under normal circumstances should
be forgiven. However, a tax policy perspective would focus upon a
deferral of tax liability to a time when the debtor has an income on
which to repay the deferred tax liability.

I look forward to the comments of the witnesses about a proper
balance between the differing tax and bankruptcy policy consider-
ations.

Before proceeding further, Senator Packwood, do you have any
comments? } -

Senator Packwoob. No statement, Mr. Chairman.

Senator Byrp. The Chair recognizes the distinguished Senator
from New Jersey, Mr. Bradley.

Senator BRADLEY. Thank you very much, Mr. Chairman.

I would like to introduce to the committee today Mr. Robert
Schaeberle, the chairman and chief executive officer of Nabisco.
Nabisco is a very good corporate citizen, both in my State of New
Jersey, where it employs over 3,000 people, and in many other
States. Nabisco plays a very important role in our national econo-
my and in the international economy.

It is therefore a pleasure for me to introduce Mr. Schaeberle to
the committee. He brings before the committee a problem that we
should give full and sensitive hearing to. I personally am very
concerned about this problem and feel that there are some real
questions here that we should address. It is my pleasure to wel-
come him to the committee, and to thank you, K'Ir. Chairman, for
holding the hearing.

Senator Byrp. Thank you, Senator Bradley.

Mr. Schaeberle, you are traveling with good credentials when
you get such high comment from Senator Bradley. We are pleased
to have you, and pleased to have Chairman Mills, whom the com-
mittee knows so well, and all of the Congress and the American
people know so well.

ntlemen, welcome.
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The first piece of legislation will be S. 2484, Recapture of Foreign
Losses. Besides Mr. Schaeberle, who has already been introduced
by Senator Bradley, Mr. Edward Schalon of Sealed Power Co., and
Mr. Leonard L. Silverstein, Washington, D.C., for Champion Inter-
national Corp., will be a panel of three, and each witness will have
5 minutes.

Mr. Schaeberle, do you wish to proceed first?

STATEMENT OF ROBERT M. SCHAEBERLE, NABISCO, INC,,
ACCOMPANIED BY HON. WILBUR D. MILLS, WASHINGTON, D.C.

Mr. ScHAEBERLE. Thank you very much, Senator. Thank you for
the introduction, Senator Bradley.

I really appreciate the opportunity to appear before you today in
support of S. 2484, which, if amended and enacted, will provide
Nabisco equitable treatment in the closing down of an unprofitable
foreign operation.

Briefly stated, we seek an extension of what we consider to be an
inadequate transition period with in which to close down our
German business in an orderly manner. I will merely summarize
the prepared minutes that I have already submitted to you, and I
would like those included in the record today.

Senator Byrp. They will be included in the record.

Mr. ScHAEBERLE. Thank you.

We ask that the April 15, 1977, date in S. 2484 be changed to
December 31, 1977, so that Nabisco will be able to receive the
equitable relief from foreign loss recapture that we believe Con-
gress intended in the 1976 Tax Reform Act. Allow me to briefly
outline our situation.

Nabisco acquired a biscuit business in West Germany in 1964,
and operated it as a foreign subsidiary through its lifetime. Al-
though it was our desire to see this company reach a profitable
posture in a reasonable timespan, unfortunately, in July of 1977,
we had to close down the operation, and as a result, sustained a
worthless stock loss.

We want to emphasize that since this was operated as a foreign
subsidiary, those German losses were not taken for U.S. tax pur-
poses during its operations. This loss exceeded the foreign source
income that Nabisco earned in 1977, and was classified as an
overall foreign loss, in accordance with the then newly enacted
section 904(fX2) of the Code.

This section provides that an overall foreign loss must be recap-
tured in future years by the mechanism of converting foreign
source income into U.S. source income. This reduces the usage of
available foreign tax credits. However, sections 1032(c) (3) and (4) of
the Tax Reform Act of 1976 provided some relief for the onerous
provisions of secticn 904(f) if a taxpayer met the requirements set
forth therein.

Basically, section 1032(cX3) provided full relief from the foreign
tax recapture where a taxpayer, one, owned at least 10 percent of
voting stock of the corporation; second, the latter had sustained
losses in 3 out of the last 5 tax years beginning before January 1,
197:6(;d and also had sustained an overall loss in the prior 5-year
period.
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However, the relief did not apply unless the taxpayer terminated
its investment before January 1, 1977.

Nabisco met these tests except for the investment termination
requirement.

In 1976, Congress recognized the difficulties of closing down a
large foreign operation, and provided a limited transition period.
The Tax Act of 1976, which created this recapture concept, was
enacted into law on October 4, 1976, and it was virtually impossible
to close down and dispose of a multimillion-dollar operation be-
tween only October 4 and December 31 of that year. —_—
N’I;)his transition period was inadequate and Could not be used by

abisco.

Section 1032(cX4) of the Tax Reform Act provided for a more
liberal transition period, and Nabisco was able to secure some
relief under this provision. However, even under this section, Na-
bisco finds itself in a position where approximately $19 million of
foreign source income is subject to recapture, despite the fact that
the funds involved to support this portion of our loss were invested
in Germany prior to December 31, 1975.

We estimate the net revenue loss to the Treasury in this case
would approximate $2 million.

Senator Byrp. Excuse me. You are talking about your particular
case—

Mr. SCHAEBERLE. Yes, sir.

Senator BYRD [continuing]. Or the bill itself?

Mr. ScHAEBERLE. Yes, Senator, our case.

Senator Byrp. Not the bill itself, but in your particular case?

Mr. ScHAEBERLE. No, sir.

A substantial portion of Nabisco’s investment in West Germany
was in bricks and mortar. On a going concern basis, these assets
were properly reflected at book value. However, on a forced sale
because of liquidation we realized substantial losses on the disposi-
tion of these assets. None of these losses could have been reflected
in the deficit in earnings and profits as at the end of 1975, because
the sale took place at a later date. Similar substantial losses would
have been realized as at the end of 1975 if the forced sale had
taken place prior to that date.

S. 2484, with a December 31, 1977, date, would provide exemption
from the foreign loss recapture rules if substantially all of the
employees of a foreign subsidiary were discharged before that date.

As a result, the transition rules set forth in S. 2484, with our
amendment, is more equitable than the present law.

In summary, by providing for transitional periods in 1976, Con-
gress recognized that a major change in the tax law could create
problems for taxpayers. We are asking that this earlier congres-
sional recognition be implemented by a more realistic transition
period that would be provided by S. 2484 with our proposed amend-
ment.

Thank you for the opportunity to be before you this morning,
and we would be pleased to answer any questions.

Senator BYrp. Thank you, Mr. Schaeberle.

Mr. Schalon?
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STATEMENT OF EDWARD I. SCHALON, SEALED POWER CO.

Mr. ScHALON. Mr. Chairman, I am Edward 1. Schalon, the chief
executive officer of Sealed Power Co. Sealed Power is a publicly
owned company headquartered in Muskegon, Mich., which manu-
factures and sells piston rings and other parts for automotive and
industrial engines.

We appreciate the subcommittee holding these hearings, and we
are grateful for the opportunity to testify in support of S. 2484.
May I ask leave to file a copy of our testimony for the record, and
briefly summarize our position for the subcommittee this morning?

The purpose of S. 2484 is t0 correct an inequity in the foreign
loss recapture provisions enacted as part of the Tax Reform Act of
1976, which became law October 4, 1976. Prior to enactment of
section 1022 of that act, losses incurred from the failure of foreign
subsidiaries did not adversely affect computation of foreign tax
credits in future years. However, section 1032(c) provided that
where & taxpayer claims a foreign loss and thus reduces its U.S.
source income, the amount of the reduction must be racaptured in
future years to the extent the taxpayer has foreign source income.

This is done by reducing foreign tax credits on foreign source
income in those future years. In early versions of the legislation,
this new provision was made effective as of December 31, 1975. The
Senate Finance Committee recognized the unfairness of' applying
this new provision to transitional situations where losses. had been
economically incurred by companies prior to the effective date of
the act, but the loss could not be recognized for tar. purposes.

This statutory recognition took the form of transitional provi-
sions or exceptions which extended the effective date: of the new
law in certain limited circumstances.

Specifically, the loss recapture provisions do not apply to losses
incurred with respect to the stock or indebtedness of foreign subsid-
iaries which were substantially worthless before enactiment of the
provisions on October 4, 1976, provided that the taxpayer has ter-
minated or will terminate all operations of the subsidiary before
January 1, 1977.

In the case of Sealed Power, the 88-day time period between
encactment of the statute and the January 1, 1977, cutoff date was
unrealistic in light of the complex situation involving Belgian laws
which applied to the termination of operations of corporations.

It would have been virtually impossible for Sealed Power or
other taxyapers similarly situated who owned worthless foreign
subsidiaries on October 4, 1976, to dispose of those subsidiaries or
their assets prior to January 1, 1977. The cutoff date in the 1976
act benefits taxpayers who happen to be in a position to make a
quick sale of substantially worthless foreign subsidiaries, but
denies relief to other taxpayers with identical equities.

S. 2484 would eliminate unfairness by adding additional condi-
tions under which relief from the loss recapture provisions would
be granted. Under S. 2184, the discharge of substantially all em-
ployees of the subsidiary satisfies the act’s requirement that the
operations of the foreign subsidiary be terminated for purposes of
the bill. The cutoff date for termination of operations of January 1,
1971, is extended to April 15, 1977, and the time within which such
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losses may be realized is extended to January 1, 1979, to allow for
~ an orderly disposition of assets.

Mr. Chairman, not the least of the adverse effects of section 1032
of the 1976 act is that it constitutes a deterrent to the repatriation
of foreign earnings. Sealed Power currently is facing a dilemma
with respect to foreign earnings which would be relieved by pas-
sage of this bill.

We urge you to favorably consider and act upon this legislation.

Thank you for your consideration, and we will be happy to
respond to any questions the committee may have.

Senator ByRrp. Thank you.

Mr. Silverstein?

STATEMENT OF LEONARD L. SILVERSTEIN, WASHINGTON, D.C.,
FOR CHAMPION INTERNATIONAL CORP.,, ACCOMPANIED BY
THOMAS F. YOLPE, DIRECYOR, TAX AFFAIRS

Mr. SiLvERSTEIN. Good morning, Mr. Chairman, Senator Pack-
wood, my name is Leonard L. Silverstein. I am a member of the
law firm here of Silverstein and Mullins, and appear here today on
behalf of Champion International Corp.

Champion is a company engaged primarily in the manufacture
and sale of wood base building materials, paper, paper packaging,
and related products in the United States and elsewhere in the
world. Its headquarters are in Stamford, Conn., and it employs
worldwide more than 40,000 persons. We welcome this opportunity
to comment on S. 2484 as it relates to Champion.

First, some general observations about the statute; I might add
that we have just had opportunity, within minutes, to observe what
I regard as a rather contentious Treasury statement about the
policy of the statute. We believe it to be complex, and in its present
form, we believe that it fails to satisfy the tax policy objectives at
which it is aimed or properly should be aimed.

Since its enactment in 1976, this, section 904(f) has in fact proven
to be a deterrent, and in the case of Champion, certainly so, to
prudent management of its worldwide business operations. In the
case of Champion and other companies which may be similarly
situated, section 904(f) in fact operates not to cause double dipping,
as is stated in the Treasury statement, but in fact to cause
economic double taxation of foreign earnings.

On a previous occasion in 1977, Champion expressed its concern
to the Congress in connection with this section in circumstances
somewhat but not entirely similar to those stated by the other
companies that appear here today. In addition, Champion is today
faced with another situation in which the operation of section
904(f) causes in economic effect double taxation of foreign earnings.

This situation relates to a loss which Champion anticipates will
occur on the termination of its interest in United Kingdom carpet
manufacturing business. This business was acquired on January 3,
1974, as a wholly owned affiliate of Champion. That affiliate pur-
chased all of the shares of a corporation then actively and profit-
ably engaged in manufacturing synthetic carpeting in the United
Kingdom. This acquisition was made as part of a then planned
product diversification. As part of the acquisition transaction,
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funds were advanced or made available to the wholly owned affili-
ate in the form of capital contributions, loans, and guarantees.

At the time of the commitment, there wasn’t any realistic antici-
pation that future foreign tax credits would be forfeited if, contra
to management expectations, the United Kingdom business didn't
prove successful, and Champion was required to dispose of its in-
vestment at a loss. As a result of section 904(f)’s enactment, pre-
cisely that harsh result will occur if and when Champion repatri-
ates its foreign earnings from other, totally unrelated operations
for normal business reasons.

While section 904 permits Champion to reduce U.S. income tax
currently by the amount of the loss when it is realized in the
United States, it then requires that the tax benefits be recaptured
through the tax credit forfeiture provisions.

When Congress adopted 904(f), it recognized that undue hardship
could occur for numerous types of business investments which were
then in progress in reliance on existing law; as a result, the various
series of transitional rules to which reference has been made today
were adopted. Even these in 1977 were later changed because of
difficulties of their application.

We believe that section 904(f) should be further amended because
of the anomalies of its application with respect to investments,
?uch as those made by Champion, in reliance on the then existing
aw.

Senator Byrd, I would suggest that you, who are so interested in
the carryover basis provisions—there is a great similarity here,
-because even in their original form, full credit was given for what
was called a fresh start, or the commitments that were then made
at the date of the cutoff. That does not occur in the case of
Champion. It had its investment in place. It was not possible to
dispose of it immediately, as is suggested in the Treasury state-
ments. You can’t simply dispose of large businesses that way.

What we suggest, theretore, is that a more proper effect would be
a 10-year transitional rule from the date of the original statute,
from 1976 until 1986, to permit taxpayers who had investments in
place, commitments in place at the cutoff date, to give them a
chance, then, to account for the new and abrupt change in present
law. That is our proposal.

Now, we tell you that in the statute, contrary to the double-
dipping reference that is referred to in the Treasury statement,
there are situations, if double dipping exists, that are permitted in
the statute, and that occurs in cases such as shipwreck, theft, or
other allegedly external losses. When Champion made its invest-
ment in the United Kingdom, it could not have possibly taken into
account the unplanned losses that occurred. This arose as a result,
in fact, of the oil embargo which made the company unexpectedly
uncompetitive.

We suggest that that is very similar to the unplanned type of
loss which occurs in the case of shipwreck, theft, or other events
exonerated by statute. For that reason, we urge that companies
who had made foreign investments before 1976 should be permitted
to terminate these investments by the end of 1985 without forfeit-
ure of a foreign tax credit. -
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Novav, we request permission to submit the full statement for the
record.

Senator Byrp. The full statement will be published in the record.

Mr. SiLversTEIN. With the draft amendment. Thank you.

Senator Byrp. To put it in perspective, it has been mentioned
several times that the transition period is inadequate. What is the
transition period under the present law?

Mr. SILVERSTEIN. Well, there are a number of transition periods,
but I guess the basic one is, if a company whose investment was
totally economically worthless by the end of 1975 could dispose of
the business within 1 year, you would be out from under this
statute.

That, of course, fails to take into account the fact that busi-
nesses, as the other panelists today have indicated, simply can’t be
disposed of at the drop of a hat.

Senator Byrp. Well, Mr. Schaeberle mentioned, I believe twice,
that the transition period is inadequate.

Mr. SCHAEBERLE. Yes, sir.

Senator Byrp. Now, that is the 1-year transition period you are
speaking of?

Mr. ScHAEBERLE. Well, the legislation was signed by the Presi-
dent in October of 1976, and that required that we be out of
business by the end of 1976, some 3 or 4 months; it was completely
impractical for us to take a very large overseas subsidiary and
close it down that quickly.

We are asking that the date be extended until the end of 1977.

Senator Byrp. You are asking for an additional year?

Mr. ScHAEBERLE. Yes, sir.

Senator Byrp. Mr. Silverstein is asking for 10 years.

Mr. SiLvERSTEIN. Well, that is one way of looking at it. The other
way is to say that the present statute is retroactive in effect,
because it applies to companies that were fully committed and had
no way of realizing losses immediately. Our suggestion is that if
there 18 going to be cutoff, it ought to exonerate, as it does in the
case of shipwreck or theft or other external losses, those persons
whose investments were in place at the time of the cutoff and
could not have been removed.

Senator Byrp. Well, now, if the transition rules are changed,
doesn’t that open up the possibility for continually changing the
transition rules? Does anyone want to comment on that?

Mr. SiLversTEIN. No suggestion has been made, Senators, with
respect to any investments newly made after the public was on
notice that there would be recapture of foreign tax credit. We are
oiﬂy talking about investments made in reliance upon law than in
place.

Senator Byrp. In regard to Nabisco and Sealed Power, is it
correct that the statute already provides substantial relief for
losses sustained economically prior to 1976 but recognized after
1975, and haven't these two companies already obtained relief pur-
suant to these provisions?

Mr. ScHALON. Mr. Chairman, in our case, that is not true, be-
cause the books do not reflect the losses which were incurred in
§a917e6 of the building and some of the other assets subsequent to
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Mr. SCHAEBERLE. Senator, in our case, there was a partial recov-
ery by that legislation. However, we still feel from an equitable
point that we should be allowed to recover all of the loss that we
sustained, because it was absolutely impossible for myself to go to
our board of directors in a 3-month period and suggest that we
close out an installation that we had an $85 million investment in
a 3-month period. -

So, we are asking that—and we did it as quickly as we could
during the following year, and that is why we are asking for the
exter;:ilon to the end of 1977, to let us recoup an equitable recovery
in total. ’

Senator BYrp. You have testified that the legislation would mean
$2 million?

Mr. SCHAEBERLE. Approximately $2 million is the best estimate
that we can make today, sir.

Sefr)lator Byrp. How much relief has been optioned prior to this
time?

Mr. SCHAEBERLE. It was about $55 million, sir, the cumulative
losses and the deficit that—versus the $19 million that has not
been recovered so far. I mentioned the $19 miliion that has not
been recovered, which would translate into a bottom line estimated
revenue loss for the Treasury of $2 million.

Senator Byrp. What is the bottom line on the $55 million figure?

Mr. ScHAEBERLE. About $27 million, sir.

Senator Byrp. Now, what would the effect of this legislation be
dollarwise on Sealed Power?

Mr. ScHALON. Approximately $4 million, Mr. Chairman. .

Senator Byrp. And how about on Champion?

Mr. SiLversTEIN. Well, our loss hasn’t been taken yet with re-
spect to the investment made at the cutoff date. We don’t know.
The initial investment approximates $100 million. How much will
actually be subject to recapture depends upon the amnount of repa-
triated earnings that are made in the next ongoing years. Approxi-

_ mately $2 million per year for a period could be subject to recap-

ture, if I have stated that right. Thomas F. Volpe, the director of
tax affairs of Champion is here and can amplify on that.

Mr. VoLrE. The recapture penalty, or the loss of revenue that we
are referring to would approximate about $2 million over an ex-
tended period of time.

Senator BYRD. $2 million per year?

Mr. Vorrk. Per year.

Senator Byrp. Senator Packwood?

Senator PAckwoop. No questions, Mr. Chairman.

Mr. ScHALoN. Mr. Chairman?

Senator Byrp. Yes?

Mr. ScHALON. As an example of the inequity which we feel that
the present law holds for us, only about $3 million of the total §13
million which we incurred in losses represents a number which is
protected under the present statutory language.

Senator Byrp. Thank you, gentlemen.

Mr. Miuis. Mr. Chairman?

Senator Byrp. Mr. Mills?

Mr, MiLis. May I ask unanimous consent on the part of the
panelists to have permission to add additional information in the

65-489 0 - 80 - 21
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liﬁht of the Treasury report? There are some comments we would
like to file with the committee in response to that.

Senator Byrp. Yes, that would be satisfactory.

[The material referred to follows:]
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Supplemental Statement Subritted
on Behaif of Nabisco, inc.
Relating to §.2484

Following the written and cral testarony presented by
representatives of the Troarury Departrent to the Subcormittee in
connection with the public hearina on §.2484, we believe :t
necessary to respond and correct :lsimpressiong or risconcepticns

created by that testirony.

Purpose of Recapture Rules

Initially, we would take issue with the Characterizavion

r, 904 {2y 1.P.C.,

tad
19
o

of an exemption fror the "recapture rule® of 3cc
as ®double d1pping.” The foreign tax cracit Lecare lan Lelause of
the concern that derestiC CcOrporalicng with £orelsn overations would
pe doubly taxed. A review af the history of the revasture drovision
wi1ll show that it was oricinally nropesed for a2 very, very linited
surpose. That ourpose was te rrevent the taxcaver frorm deducting
*srazrt-ur® losses incident to the corsencerent of a ‘oreton business,
ané then takina & crecdit for foreiun taxes paid on inuer'e reccaived

in subsequenl years fror. tnat forcicn besiness, Tho.: Lindted vurpose
of the recapture rule was then expanded to cover cases in which
losses from ongeing foreicn operatioans reduced U.S, tax on U,S.
source incorme, and in later vears foreicn income was Jderivud from
otner foreicn operations. However, to apnly this very .inited pur-
pose rule toc a situation where thore has teen a terrination «f a
forelgn business, cormpletely distorts the oricinal intont ¢f the

provision.



treording to the tesuirmany subritted by tha remresen=
ta2zives of the Treasury to this Subcornmittee,thev "reijecr™ any

ar rurent that the recapture rule was technicil in nature and that

2 iikberal exermption oelicy for the terrinatvien of fcreion anerations

wag nocessary to carry out the intent of Concress. ‘lpvertheless,
we atand by the lecislative History of this rrovision and the
staterent tv the Honorable Williar E. Siren, Secretary of the
Treasurv, subritted to the Senate Finsnce Cormittee on March 17,
1976, in which he said:

"We view this [i.e., the recavturc rule] as a
cknical chang¢e te elininate .n unintended npeneaiie,
der rresent law, a U.S. texpayer can ude feraien
arruu losses te reduce U, S, tax and then vav no VLS.
ay on subsecuent ‘orecan tec-ure ¢f the foreien

ax cred:t. in susn casc.; 1 fair fcr ovhe
.0 U7 orecatture hc tax 1ost b the startup ceriod.”

e
n
L
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wricyr to the licuida=-

tyon in 1977, Nabisco never claireé any Yogses ‘rom this onaration
fecause it was alwavs operated as a foreiun subsidiary.

ixtension of Trans:tion Rules Not Unusual

Texrination lesses are not corcarable to startur losses
and they should rot be subiect to the vecarture rule, iHowaver, we
are not asxing for such a chanme in the lay, Tresent law nravides
an exerontion from the recagrur? rule far g coroarericn whose Sub=

sidiary has sustained losses in three out »f the last five taxable

years kecinnine rrior to 1976, and alsc had sustainad an cverall loss

for the five-vear ueriod, provided the corporation terrinated 1ts
investrent before January 1, 1977. We arc askine that the date by
which a cerreration rust terrinate “ts nvest-ernt b2 extended ‘rom

January 1, 1377 to Decerber 31, 1977,

et
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To extend this type of equitable reliecf is not unusual
for the Finance Committee. 1In fact, just such relief was granted
last year and characterized as merely a technical change.*

Driginal Three Month Transition Period

Senator Byrd specifically asked the Treasury Department
the length of time Nabisco had {n the form of a transition period.
Treasury rasponded "It had from October of 1976 to December 31, 1978.*
This was not accurate. In order for Mabisco to have teen comvletely
exerpt fron the recapture rule it would have had to tearminate its
investment in the_foreign subsidiary Lv the end of 1976. This
gave Nabisco less than three ronthe to corpletely liguidate an
$85 rmillion foreian investmant, which {ncluded substantial plant
and equiprent. It was chysically irpossible te terminate a foreion
investrent of that size in that period of tire,.

Alternative Limited Transition Period

The 1976 2ct also included a second, limited exception
for taxpayers who satisfied the other }equ:rements of sustained losses
over a five-vear pericd but f21led ta cualify becauss the crerations
of thoe foreign subsidiary were not tersrinated in 1976, If the
operation was terminated before 1972, the lose would not e subject
tc recdapture, but cnly tC the extent of the deficit in the sub-
sidiarv's "earnings and orofits' as of Oecerber 31, 1975, ‘“abisca's

German subsidiary had such losaes reflected in its earnines and

* The Revenue Act of 1%7% provided a transitional perind
o the end ¢f 127¢, whish perritted sarticizants in 2 fqualified
retirerent tlan to roll-nver their {nvestrent tax-free inte an I.R.A.
Lecause the bill dic not become law until late in che vear, the
transition reriod was less than 60 days, The Concress reatized this
was not enough tire and in the Technical Corrections Act of 14979
extended the transitional ceriod for another year.
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profits as of Deccrber 31, 1975 and these amounts have not been
subjected to recapture. However, the lossas reflected on the
earnings and profits statements qi¢ not begin to accurately reflect
the total liquidation of a subsidiary. This was because the losses,
as reflected on the earnings and profits staterent, were operational
losses. They did not and could not accurately reflect the sub-
stantial losses that would only be incurred when the plant,
equiprent and machinery were sold at forced liguidation values,
In response to Senator Byrd's questions concernindg the oxtent to
which Nabisco had been able to avail itself of this second existing
transitional rule, corporation records reflect that there has been
a savincs of $26.6 million in taxes. However, corrorate records
also reflect that an additional 519 millicn ¢f foreian source income
remained subject tc the recapturo rules.

Revenue Loss

It appeared in 1977 that if the transition rule was
extended, exemption from the recapture of $19 million of foreign
source income would result in a raovanue loss to the Treasury of
approximately $8 million., However, by preper planminc, Nabisco
believes this revenue loss will be cut to only $I milliou. 1In
order to accormplish this result, 'labisce has hagd to adent poliiciles
which alter its financial dlannino and ko an adverse impact on the
U.5. halance of payrents. MNakisco has deferred the raenatriation of
earaings in trte fcrm of dividends fror its subsidiaries located in
high tax rate countries. This policy ig cesignad to aveid the
genaration ¢f cxcess foreign tax credits at a tirme when foreion

source income is subject to recapture.
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In addition, Nabisco is now directing its foreign subsidiaries
to forego borrowing fram local banks and to borrow instead from the
parent corporation. This enables Nabisco to derive additional foreign
source income, but also leads to an outflow of funds from the U. S.

The effect of these policies is to increase Nabisco's foreign
excharge exposure and has required us to enter into additional costly
forward exchange contracts to hedge the increased exposure.

Relief Requested
Mr, Chairman and members of the Subcormittee, the issue can be

reduced to these simple terms. In 1976, the rules governing this area
were changed and made far more restrictive. Asaacteqintolawitwas
more restrictive than even the Treasury had originally proposed. Sev-
eral corporations attempting to compete overseas were trapped by the
expanded coverage of the recapture rules and were given a transition
period of less than ninety days to liquidate a foreign holding in order
to awoid the new rules. Alternatively, at the urging of the campanies
which realized that foreign subsidiaries could not be liquidated that
quickly, a limited exemption was enacted, but this, too, proved inade-
quate,

In 1976, Oongress realized that an equitable transition rule
was required to protect certain cases. This transition rule has proven
to be inadequate, but that does not change the equities that Congress
recognized and tried to protect. The solution is quite simple. We are
asking only that the remedies originally proposed in 1976 be made ade-
quate to protect those equities as Congress intended.
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SUPPLEMENTARY STATEMENT ON S.2484
BY EDWARD I. SCHALON
IN BEHALF OF SEALED POWER CORPORATION
BEFORE THE
SUBCOMMITTEE ON TAXATION AND DEBT MANAGEMENT
SENATE FINANCE COMMITTEE
May 30, 1980

R ey e

(Submitted on June 18, 1980 by leave of the Subcommittee)

RIS

International Tax Counsel, Department of the Treasury, .
has presented testimony in oppesition to S§.2484. 1Invoking
the pejorative term "double-dipping", they arque that a
change in the current law is not sound policy, that the
existing law was carefully drafted and is reasonable, ard
that, in any case, $.2484 is "special legislation." Their
response mischaracterizes the thrust of S,2484, and in-

correctly states the effect of the change in the law.

The Treasury position with respect to "double-dipping"

is inappropriate., This is illustrated as follows:

A U.S. taxpayer who received foreign income (and has no
foreign losses) generally must include the foreign income in
his gross income for U.S. tax purposes and is entitled to a -
credit against U.S. taxes fpr foreign income taxes paid to
the extent of the lesser of the effective foreign tax rate

or the U.S. tax rate. Under those circumstances the United
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SUPPLEMENTARY STATEMENT ON S.2484
BY EDWARD I. SCHALON
IN BEHALF OF SEALED POWER CORPORATION
BEFORE THE
SUBCOMMITTEE ON TAXATION AND DEBT MANAGEMENT
SENATE FINANCE COMMITTEE
May 30, 1980

(Submitted on June 18, 1980 by leave of the Subcommittee)

International Tax Counsel, Department of the Treasury,
has presented testimony in apposition to S.2484. Invoking
the pejorative term "double-dipping", they argue that a
change in the current law is not sound policy, that the
existing 1l..- was carefully drafted and is reasonable, and
that, in ény case, S$.2484 is "special legislation." Their
response mischaracterizes the thrust of S.2484, and in-

correctly states the effect of the change in the law. -

The Treasury position with respect to "double-dippihg"

is inappropriate. This is jillustrated as follows:

A U.S. taxpayer who received foreign income (and has no
foreign losses) generally must include the foreign income in
his gross }ncome for U.S. tax purposes and is entitled to a
credit against U.S. taxes for foreign income taxes paid to
the extent of the lesser of the effective foreign tax rate

or the U.S. tax rate. Under those circumstances the United
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States receives tax revenues equal to 46% of the taxpayer's
domestic income. The taxpayer's U.S. and foreign income
taxes are egual to at least 46% of his aggregate worldwide

income.

gsection 904 (f) applies to a -U.S. taxpayer who receives
foreign income and also incurs a foreign loss. The Treasury
Department states that Section 904 (f) is designed to prevent
a taxpayer from "double dipping", which it defines as
"claiming the benefit of (a foreign loss) as a reduction of
U.s. sourcé income in one year and claiming a second benefit--
the foreign tax credit--to shelter foreign income from U.S.‘

taxation in a subsequent year."”

The implication is that by claiming the foreign tax
credit after taking a foreign loss, the U.S. taxpayer is
taking a second free ride or "double dip" which gives him an

advantage over other taxpayers. As a practical matter, this

simply is not the case.

Under the law prior to the enactment of Section 904 (f),
the effect of the taxpayer's ability to reduce his worldwide
income by the amount of foreign income taxes paid was to
maintain the taxpayer's aggregate U.&. and foreign income

taxes at approximately 46% of his aggregate U.S. and foreign

-2 -
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income. The taxpayer's total U.S. and foreign income taxes
expressed as a percentage of his total income could never be
less than the 46% rate paid by a U.S. taxpayer with solely

domestic operations.

For example, if over a period of years the taxpayer
received $200 of U.S. income and $200 of foreign income (on
which he paid foreign income taxes at 46% of $200, or $92),
and incurred a foreign loss of $100, his aggregate U.S. and
foreign income would have been $200 plus $200 less $100, or
$300. The taxpayer could have claimed the foreign loss as a
deduction against his U.S. income, thereby reducing his U.S.
income taxes from $92 to $46. His total U.S. and foreign
income taxes of $138 would have been equal to 46% of his
total income of $300. The Treasury woﬁld have received less
revenue, however, then had all the income been earned in the

U.S.

with the enactment of Section 904(f), the taxpayer in
the above example can no longer apply the foreign loss to
reduce his U.S. taxes. He therefore incurs an additional
$46 of U.S. tax on his total income of $300. The sum of his
U.S. taxes of $92 plus his foreign income taxes of of $92 is
equal to 61.3% of his aggregate foreign and U.S. income. A
U.S. taxpayer ordinarily cannot use foreign losses incurred

in one country to offset foreign income in another country,
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so that Section 904 (f) prevents the taxpayer from utilizing
foreign losses to reduce his U.S. income taxes. As a

result, the taxpayer is subjected to double taxation since
he must pay both U.S. income taxes and foreign losses taxes

on a portion of his foreign income.

Contrary to the Treasury Department's implication,'
section 904 (f) did not eliminate an advantage enjoyed by
U.S. taxpayers with foreign operations relative to other
taxpayers with solely domestic operations. On the contrary,
Section.904(f) imposed a disadvantage for taxpayers with
foreign operations relative to other taxpayers with solely
domestic operations, since a taxpayer with foreign operations
now may be subjected to U.S. and foreign income taxes on his
total worldwide income, and in excess of the 46% U.S. tax

rate.

Without debating the merits and rationale underlying
Section 904 (f), the point is that since Section 904 (f) is a
gsection which results in the imposition of additional U.S.
and foreign taxes (rather than eliminating a "double dipping
of benefits,") to permit the section to apply retroactively

is unfair and inconsistent with Congressional intent.

-4 -
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The Treasury asserts that the transitional period was
adequate, and that taxpayers participated in its considera-
tion by the Congress. This assertion is incorrect on both
counts. Sealed Power did not appear before the subcommittee
in 1976, since it was unaware of the proceedings. An elabora-
tion of our position with respect to the transitional period

is in order here.

The Tax Reform Act of 1976 as passed by the House in
December, 1975, contained no transition rules for the
effective dates for Section 904(f). Under the House bill,
Section 904 (f) would have applied to losses incurred upon
the disposition or worthlessness of stock of a foreign

subsidiary after December 31, 1975,

A taxpayer who owned a "substantially worthless"
foreign subsidiary on January 1, 1976 could have reasonably
an;;cipated, on the basis of the House version of the Tax
Reform Act, that either no change would be made in the
effective date for Section 904 (f) or that the Section would
be extended on a uniform basis to permit all taxpayers with
built-in losses in substantially worthless foreign sub-
sidiaries a reasonable time either to dispose of the stock

of the subsidiary or establish that the stock had become

worthless within the meaning of Section 165(f).
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Section 1032(c) (3) was added to the Senate version of
the Tax Reform Act in the late Summer of 1976, apparently at
the suggestion of one taxpayer. A taxpayer certainly had a
right to be surprised that Section 1032(c) (3) provided
relief for the taxpayer who actually disposed of stock of a
foreign subsidiary during 1976 while denying relief to a
taxpayer who owned stock of a foreign subsidiary which had

become worthless during 1976.

A taxpayer who read Section 1032(c)(3) on the earliest
possible moment that-it was released to the general public
in proposed form would have had a maximum of three or four
months prior to Jaﬁﬁary 1, 1977 in order to comply with the
conditions of the section by making a disposition of the
stock or assets of a fcreign subsidiary. For most taxpayers,
it would have been practically impossible in the Autumn cf
1976 to arrange for a disposition of the stock or assets of
a troubled foreign subsidiary by January 1, 1977, as our
testimony makes clear. For those taxpayers, there was
indeed an "element of surprise” in Section 1032(c) (3), and

an inequity created that warrants correction now.

The Treasury makes a curious argument that since
taxpayers have received some "benefit" from one tran-

sitional rule, there is no need to give additional "benefits"
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by addressing possible inequities in transitional rules
addressed to other situations. The Treasury compounds this
faulty reasoning by arguing that the "privilege" of the
extended transitional period under the other transitional
rule (Section 1032(c) (4)) somehow cures the inadequate

period of 88 days (three months) under the transitional rule
(section 1032(c) (3}) which results in the inequity to Sealed
Power. The answer to Senator Byrd's question to the Treasury
about the adequacy of the transition time addressed in

§.2484 should have indicated that only approximately three
months elapsed following enactment of the bill to the cutoff -
date in the bill; and only approximately six months elapsed
following consideration of the transitional rules to the
cutoff date in Section 1032(c)(3). This is a far cry from
the two years stated by the Treasury in reply to the question.
G“As indicated in Senate Report No. 94-938--Part 2 at
page 64, Section 1032(c)(4) is intended to apply to the case
in which "a corporation may want to continue an investment
beyond 1976 in an attempt to try to make investment profit-
able. . ." If the investment in a foreign subsidiary is
terminated before January 1, 1979, a taxpayer obtains relief
from Section 904 (f), but only for that portion of his 1loss
which represents pre-1976 operating losses of the subsidiary.
He does not obtain any relief for that portion of his loss

representing a decline in value in the subsidiary'’s business

-7 -
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and assets. The extent to which Section 1032 (c) (4) provides
relief will vary from taxpayer to taxpayer, depending on the
nature of the taxpayer's loss. In Sealed Power's case, the
larger part of its $13,000,000 loss on its investment was
attributable to a decline in the value of the subsidiary's
business and assets rather than to pre-1976 operating losses.
Consequently, Sealed Power obtained little relief from

Section 1032 (c) (4).

As our testimony states at pages 5 through 7, Section
1032 (c) (3) did not even address the Section 165(g) type of
disposition of a failed foreign subsidiary that Sealed Power
was forced to implement. We are asking that the equity
intended to be done by the enactment of Section 1032(c) (3)

be made to apply fairly to all taxpayers.

Finally, the Treasury dismisses S.2484 as "special
intere-t" legislation, Whatever effect they may intend from

such a glos:, it is inappropriate here.

As indicated in the figst section of this response, the
effect of Section 904(f) is not to remove a "benefit" that
certain taxpayers enjoyed relative to other U.S. taxpayers,

_but rather to impaose on these taxpayers both U.S. income
taxes and foreign income taxes to the extent they receive

foreign income matching foreign losses.
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Section 1032 (c) (3) extended the effective date of
Section 904 (f) for those taxpayers able to comply with its
terms. Sealed Power believes that the time period for
complying with the terms of Section 1032(c) (3) was so
unrealistically short that the section in practical effect
would have to be classified by the Treasury as “special
interest legislation" for the benefit of a few taxpayers.
S.2484 would extend the effective date of Section 904(f) for
substantially all remaining taxpaxers who were in the
process of closing down "substantially worthless" foreign
subsidiaries. S.2484 broadens Section 103§(c)(3) from its
present protection of a few taxpayers into general legislation
for the benefit of substantially all taxpayers similarly

situated.

Senator Byrp. Thank you, gentlemen.
[The prepared statement of the preceding panel follow:]

65-483 0 ~ 80 - 12
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STATEMENT
ON BEHALF OF
NABISCO, INC.

B

Y
ROBERT M. SCHAEBERLE

Before the
Senate Committee on Finance
Subcommittee on Taxation and Debt Management
on
S. 2484

May 30, 1980

Good morning!

I am Robert M. Schaeberle, Chairman and Chief Executive
Officer of Nabisco, Inc. Nabisco is a publicly held New Jersey
corporation principally engaged in the manufacturing, processing
and sale of a variety of consumer products. We have a business
presence in all 50 of the United States and over 100 foreign
markets. ‘ _

I appreciate this opportunity to appear before you today
in support of S,2484 which if amended and enacted will provide
Nabisco, Inc. equitable treatment in the closing down of an
unprofitable -foreign operation. Briefly stated, we seek an exten-
sion of what we considered to be an inadequate transition period
within which to cloﬁe down ‘our Geiman business in an orderly
manner. &

We ask that the April 15, i977 date in S.2484 be changed
to December 31, 1977 so that Nabisco will be able to receive the
equitable relief from "foreign loss recapture" that we believe

Congress intended in the 1976 Tex Reform Act. This is consistent



with the December 31, 1977 date found in H.R.6117 now pending
before the Committee on Ways and Means, Subcommittee on Select
Revenue Measures{?:

Perhaps a brief glimpse at our circumstances will provide
you with the necessary background to better understand our need
for legislative action, ~

Nabisco had a biscuit subsidiary in West Germany that
was operating in a loss position. Certainly our desire and
efforts were to see this company reach a profitable position
within a reasonabls time span. These losses in Germany were not
taken for U.S. tax purposes during the period of operatioms,
since it operated as a foreign subsidiary from the date of our
acquisition in 1964, While reluctant to close aé operation in
Europe due to employee, customer and business responsibilities,
it became evident that a profitable return to our shareholders
was too remote and tco costly for the continued efforts of our

—_management team. Inmieality, a decision had to be made to "fish
or cut bait".

_In July 1977, Nabisco, Inc. closed down its biscuit
operations in West Germany, and as a result sustained a worthless
stock loss within:tbe meaning of section 165(g) (3) of the Internal
Revenue Code of 1954, This loss exceeded the foreign source
income that Nabisco earned in 1977, and thereby was classified
as an '"overall foreign loss' in accordance with the then newly
enacted section 904(f)(2) of the Code. Section 904(f) provides
that an "overall foreign loss' must be recaptured in future

years by the mechanism of converting foreign source income into
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U.S. source income. This reduces the usage of available foreign
tax credits. -

However, sections 1032(c)(3) and (4) of the Tax Reform
Act of 1976 provided some relief from the onerous provisions of
section 904(f) if a taxpayer met the requirements set forth
therein. Basically, section 1032(c)(3) provided full relief from
foreign loss recapture where a taxpayer owned at least 10% of
the voting stock of a corporation, the latter had sustained losses
in three out of the last five taxable years beginning before
January 1, 1976, and also had sustained an overall loss for the
aforesaid five year period. However, the relief did not apply
unless the taxpayer terminated its investment before January 1,
1977.

Nabisco met these tests except for the investment
termination requirement. In 1976 Congress recognized the dif-
ficulties of closing down a large foreign operation and provided
a limited transition period. The Tax Reform Act of 1976, which
created this recapture concept, was enacted into law on October
4, 1976, and it was virtually impossible to close down and dispose
of a multi million dollar opergtion between October 4 and Decem-
ber 31, 1976. This transition period could not be used by
Nabisco. In fact, it took Nabisco approximately 19 months after
the decision was madé‘to completely dispove of its West German
biscuit business. -

Section 1032(c)(4) of the Tax Reform Act provided for
a more liberal transition period, and Nabisco was able to secure

some relief under this provision. This paragraph sets forth the
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same requirements as in section 1032(c)(3) except that the loss
can be sustained in a taxable year beginning before January 1,
1979, and relief from foreign loss recapture is provided to the
extent of the foreign_corporation's deficit in "earnings and
profits" as of December 31, 1975. However, even under section
1032(c)(4), Nabisco finds itself today in a position where
approximately $19 million of foreign source income is subject to
recapture despite the fact that the_funda involved to support this
portion of our loss were invested in Germany prior to December
31, 1975. We estimate the net revenue loss to the Treasury in
this case would approximate $2 million.

"Earnings and profics" is a federal tax concept which
reflects nét income or loss computed in accordance with a tax-
payer's method of accounting and adjusted to reflect tax
accounting rules. A substantial portion of Nabisco's investment
in West Germany was in '"bricks and mortar'. On a going concern
basis these assets were properly reflected at book value, How-
ever, on a forced sile because of liquidation, we realized sub-
gggntial losses on the &isposition of these assets.'JNone of
these losses could have been reflected in the deficit in '"earn-
ings and profits" as of December 31, 1975 because the sales
took place at a later date. Similar substantial lossé; would
have been realized as of December 31, 1975 if the forced sales
had taken place prior to that date.

S.2484, with a December 31, 1977 date, would provide
exemption from theroreign loss recapture rules if gubstantially




all of the employees of the foreign subsidiary were discharged
before December 31, 1977, 1If S.2484 is adopted with our pro-
posed amendment, Nabisco will not be subject to foreign source
loss recapture with respect to the loss from its West German
biscuit subsidiary since substantially all of its employees were
discharged before December 31, 1977.

The transition rule set forth in S.2484, with our
amendment, is more equitable than the present law as contained
in section 1032(c;(3) of the Tax Reform Act of 1976, It would
. allow.a United States parent corporation approximately 15 months
from the date of enactment of the new '"recapture' rules to have
its foreign subsidiary dismiss its work force. 1In this con-
nection, the months of intensive negotiations involved in
closing down a business under West German labor law should not
be overlooked.

In summary, by providing for transitional periods in
1976, Congress recognized that a major change in the tax law
could create problems for taxpayers. We are asking that this
earlier Congressional recognition be implemented by the more
realistic transition period that would be provided by S.2484
with our proposed ;mendment.

I thank you for the opportunity to be here today and
will be pleased to try to answer any questions you may have

with respect to my testimony.
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STATEMENT OF S.2484
BY EDWARD I. SCHALON
ON BEHALF OF SEALED POWER CORPORATION
BEFORE THE
SUBCOMMITTEE ON TAXATION AND DEBT MANAGEMENT -
SENATE FINANCE COMMITTEE

May 30, 1980

I am Edward I. Schalon, the Chief Executive Officer of
Sealed Power Corporation. Sealed Power is a publicly-owned
company headquartered in Muskegon, Michigan, which manufactures
and sells piston rings and other parts for automotive and
industrial engines. We appreciate the Subcommittee holding
this hearing and we are grateful for the opportunity to
testify in support of S.2484. May I ask leave to file a
copy of our testimony for the record, and briefly summarize
our position for the Subcommittee this morning.

¢

The purpose of §.2484 is to correct an inequity in the
foreign loss recapture provisions enacted as part of the Tax
Reform Act of 1976 which became law October 4, 1976. Prior
to enactment of § 1032 of that Act, losses incurred from the
failure of Fforeign subsidiaries did not adversely affect
computation of foreign tax credits in future years.

However, Section 1032(c) provided that where a té§§ayer
claims a foreign loss and thus reduces its U.S. source
income, the amount of the reduction must be recaptured in
future years to the extent the taxpayer has foreign source
income. This is done by_reducing foreign tax credits on

foreign source income in those future years.

In early versions of the legislation, this new pro-
vision was made effective as of December 31, 1975. The
Senate Finance Committee recognized the unfairness of
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applying this new provision to transitional situations where
losses had been economically incurred by companies prior to
the effective date of the Act, but the loss Eould not be
recognized for tax purposes. This statutory recognition
took the form of transitional provisions or exceptions which
extended the effective date of the new law in certain

limited circumstances.

Specifically, the loss recapture provisions do not
apply to losses incurred with respect to the stock or
indebtedness of foreign subsidiaries which were "substantially
worthless" before enactment of the provisions on October 4,
1976, provided that the taxpayer has terminated or will
termipate all operations”" of the subsidiary before January
1, 1977.

In the case of Sealed Power, the 88-day time period
between enactment of the statute and the January 1, 1977
cut-off date was unrealistic in the light of the complex
situation involving Belgian laws which applied to the
termination of operations of corporations. It would have
been virtually impossible for Sealed Power or other taxpayers
similarly situated who owned worthless foreign subsidiaries
on October 4, 1976 to dispose of those subsidiaries or their
assets prior to January 1, 1977. The cut-off date in the
1976 Act benefits taxpayers who happen to be in a position
to make a quick sale of "substantially worthless" foreign
subsidiaries, but denies relief to other taxpayers with
identical equities.

S.2484 would eliminate unfairness by adding additional
conditions under which relief from the loss recapture
provisions would be granted. Under S.2484, the discharge of
substantially all employees of the subsidiary satisfies the
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Act's requirement that the operations of the foreign sub-
sidiary be terminated, for purposes of the bill. The cut-
off date for termination of operations of January 1, 1977 is
extended to April 15, 1977, and the time within which such
losses may be realized is extended to January 1, 1979 to
allow for orderly disposition of assets.

Mr. Chairman, not the least of the adverse effects of
section 1032 the 1976 Act is that it constitutes a deterrent
to the repatriation of foreign earnings. Sealed Power
currently is facing a dilemma with respect to foreign
earnings which would be relieved by passage of this bill.

We would urge you to favorably consider and act upon this
legislation.

Thank you for your consideration. We will be happy to
respond to any questions the Committee may have.
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STATEMENT ON S, 2484
BY EDWARD I. SCHALON
_ON BEHALF OF SEALED POWER CORPORATION
BEFORE THE
SUBCOMMITTEE ON TAXATION AND DEBT MANAGEMENT
SENATE FINANCE COMMITTEE

May 30, 1980

(Filed on June 18, 1980 by leave of the Subcommittee)

SUMMARY

Sealed Power believes that the loss recapture provisions
of Section 904(f) apply unfairly to taxpayers owning

worthless securities of foreign subsidiaries.

The ineguity arises because complete relief from Section
$04(f) is accorded only to losses arising out of & dis-
position of securities cZ a subsidiary before January 1,
1977. No relief is accorded for losses under Section
165(g)} arising out of the worthlessness, rather than the
disposition, of securities. In addition, for many tax-
payers owning worthless securities of subsidiaries,
January 1, 1977, which is 88 days after enactment of the
section, is not a reasonable or fair cut-off date ﬁor

the disposition of those subsidiaries.

Sealed Power recommends the enactment of S$.2484 which
would eliminate unfairness by increasing the transitional
period within which relief from the losses accrued under

Section 904(f) would be granted.
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STATEMENT

Mr. Chairman, I am Edward 1. Schalon, Chairman of the
Board of Sealed Power Corporation. I am appearing in support
of S.2484, which would correct an inequity in the foreign loss
recapture provisions enacted as part of the Tax Reform Act of

1976 ("the Act") on October 4, 1976.

Sealed Power Corporation is a publicly-owned company
headquartered in Muskegon, Michigan, which manufactures and
sells piston rings and other parts for automotive and industrial
engines. The company employs approximately 4,400 people in
operations in the United States. It also has subsidiaries in

Canada and Mexico. 1979 sales and net income were approximately

$280 million and $21 million, respectively.

Sealed Power's Failed Foreign Subsidiary

In 1973, Sealed Power organized a Belgian subsidiary and
advanced funds to the subsidiary in the form of capital contri-
butions, loans and guarantees. The subsidiary, which construc-
ted a plant in Belgium specifically designed for the manufacture
of piston rings, incurred substantial unplanned losses“in
each year of its existence. By 1976 Sealed Power's investment
in the subsidiary was wholly worthless. Sealed Power claimed
a worthless security loss on its 1976 tax return under Section

165(g) (3) and in March 1977 caused the subsidiary to terminate
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its labor force and put its plant on the market. Sealed Power's
total loss on the termination of its Belgian subsidiary, in-
cluding payment in 1977 and 1978 in discharge of guaranty obliga-
tions under thg subsidiary's ;oan agreements with Belgian banks,

was approximately S13 miltlion.

Tax Reform Act of 1976

Under the law as it existed prior to enactment of the Act
on October 4, 1976, Sealed Power would have been entitled to
claim the losses incurred as deductions for U.S. tax purposes
without adversely affecting the computation of foreign tax
credits in future years. The Act, however, changed the law re-

garding the future computation of the foreign tax credit.

Section 904 (f) added by the Act provides in general that
any taxpayer who gustains an overall foreign source loss which
reduces the taxpayer's U.S. tax for any taxable year after
December 31, 1975 is required to repay this tax benefit over -
future years by reducing its use of future available foreign
tax credits. In effect, a taxpayer is required tg match
foreign source losses incurred in one year against foreign
source income incurred in a future year. As a consequence, the
foreign source income is subject to both U.S. and foreign in-
come taxes, while the taxpayer receives no tax effect from his

foreign loss. -

In hearings before the Senate Finance Committee considering
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Section 904(f), testimony by a small number of affected tax-
payers raised the question of the proposed effective date of
Section 904(f), i.e., which foreign source losses should be
matched against future foreign source income. These tax-
payers pointed out that when é taxpayéz has operated abrecad
through a foreign subsidiary, losses incurred by the foreign
subsidiary would create "built-in" losses in the taxpayer's
investment in the subsidiary on the date of enactment of
Section 904(f), even though they would not become deductible
losses for U.S. tax purposes until the taxpayer's investment

in the subsidiary was disposed of or became worthless.

In recognition of the fact that it would be unfair to
permit Section 304(£f) to 2pr’y to economic losses already
built into investments in foreign subsidiaries on the date
the section became law, two transitional exclusion provisions,
Sections 1032(c) (3) and (4) of the Act, were added through

action initiated in the Senate Finance Committee.

8.2484 is concerned with the first of these exclusionary

provisions, Section 1032{c) (3). Section 1032(05?3), entitled

"Substantial Worthlessness Before Enactment”, provides protection

from Section 904(f) for losses incurred on stock or indebted-
ness of a ffreign corporation in which the taxpayer owns at
least ten percent of the voting stock where the foreign cor-

poration sustainéd losses in three out of the last five taxable

—
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years, beginning before January 1, 1976, as well as an overall
loss for those five years. However, the protection is not af-
forded unless there is a termination of operations "by reason'*
of sale, liquidation, or other disposition before January 1,

or itc asoctc
While Sealed Power met the other requireménts of Section
1032(c) (3), it could not dispose of all of the stock or all of
the assets of its Belgium subsidiary before January 1, 1977.
Consequently, it is not entitled to the protection from Section

904(f) written into the law by Section 1032(c) (3) of the Act.

. Inequities of the Current Law

A U.S5. taxpayer recognizas a loss on an investment in a
"substantially worthless" foreign subsidiary in one of two ways:
he may either dispose of the stock of the foreign subsidiary or
he may establish, pursuant to Section 165(g) of the Internal
Revenue Code, that the stock has become worthless and could not
be disposed of to anyone for more than a nominal consideration.
The major defect of Section 1032(c) (3) is that it addresses only
the first of these two ways in which losses on securities are
recognized. -It provides protection from Section 904(f) when the
taxpayer incurs a loss through the disposition of stock in a
foreign subsidiary prior to January 1, 1977, but it does not
provide protection from Section 904(f) when a taxpayer incurs a

loss by establishing that stock of a foreign subsidiary has
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become wholly worthless prior to January l: 1977.

As a practical matter, if a wholly worthless foreign subsidiary
cannot be sold or disposed of as a going concern, the "termination
of operations™ musi be vifecied Ly discﬁargiﬁg the enployees and
liquidating inventories and other assets on a piecemeal basis.

In most instances in foreign countries, it would be unrealistic

to expect that the liquidation of all of the subsidiary's assets
and the "disposition" of jits stock through the dissolution of the
subgidiary could be completed in less than one year. Consequently,
in the normai course of events, the taxpayer can be expected to
incur a worthless security loss under Section 165(g) with respect
to the stock of a subsidiary in one year even though the ultimate
dissolution of the subsifiary and the disposition of its stock

does not occur until a subsequent year. See, e.g., Steadman v.

Commissioner, 424 F.2d 1 (6th Cir. 1970), aff'g 50 T.C. 369.

As a result, the condition in Section 1032(c) (3) that a tax-

payer "terminate the operations” of its foreign subsidiary by dis
posing of all of the subsidiary's stock or all of its assets by
January 1, 1977 is a completely unrealistic requirement for a

taxpayer owning a wholly worthless stock in a foreign subsidiary.

The January 1, 1977 cut-off date is also unrealistic in
cases where the operations of a "substantiully worthless" foreign
"~ subsidiary are integrated with domestic operations of a taxpayer.

If the operations of the subsidiary represent a foreign extension

of the taxpayer's domestic business, it would be unrealistic to
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expect that the foreign operations could be sold in the three-
month period from the enactment of the section to January 1, 1977
even if they retained some value. As a practical matter, the
operations of a foreign subsidiary conducting a business inte-
grated with its parent's bﬁsiness must be terminated by the 3dis-
charge of employees and the cessation of business, rather than
through a sale of its assets or stock to a third party who
continues the business.

To repeat, Section 1032(c) (3) provides protection from Sec-
tion 904(f) for a taxpayer who owned a foreign subsidiary which
(a) still had some value, and (b) conducted operations unrelated
to the taxpayer's domestic operations and therefore happened to
be in a position to rake 2 guick sale of the subsidiary before
January 1, 1977, 88 days after t$e sectioqﬁbecaﬁe law. 'Bﬁt
Section 1032(c) (3) provides no protection from Section 904(f) for a
taxpayer who incurred a worthless security loss on stock in a foreigq
subéidiary in 1976, but could not realistically dispose of the
assets or stock of the subsidi;;& before January 1, 1977, either
because the subsidiary had ﬁo value or because its operations were
tied to the taxpayer's domestic operations. Theré is no equitable
reason “to distinguish between these two types of losses, the loss
on disposition and the worthless security loss. We are certain
that this result could not have been intended by Congress, and

$.2484 is designed to cure the resulting inequity.
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Application of Section 1032(c) (3) to Sealed Power

Sealed Power's experience in terminating the operations of
its Belgian subsidiary is illustrative of the need for an amend-
ment to Section 1032(c) (3). As explained above, the stock of
the Belgian subsidiary was worthless as- of December 31, 1976 and
Sealed Power claimed a worthless security loss under Section
165(g) (3) for its entire equity investment in the subsidiary.
However, even though the stock of its Belgian subsidiary became
worthless in 1976, by reasons of conditions in Belgium and Belgian
laws Sealed Power was not able to dispose of all of the assets or
all of the stock of its subgidiary before January 1, 1977. Sealed
Power therefore cannot obtain the protection from Section 904(f)

offered by Section 1032(c) (3).

The decision by Sealed Power's board to terminate operations
in Belgium was made in March of 1977. However, even if it had
been made in 1976, because of numerous business and legal problems
in Belgium there was no way to meet the statutory requirement
of selling, liquidating or otherwise disposing of the stock or all —_
of the assets of the Belgian subsidiary prior to January 1, 1977.
Selling or otherwise disposing of the stock of the Belgian sub-
sidiary was not possible because the stock had no value. Selling
the assets of the Belgian subsidiary as a going concern to a third
party who would then compete with Sealed Power in the manufacture

of piston rings was not a practical or conceivable possibility.

65-489 0 - 80 - 13
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Therefore, the manufacturing inventories of the Belgian subsidiary
could not be so0ld or disposed of to a third party (other than sales
in fulfillment of customer purchase orders in the ordinary course
of business). Special-purpose machinery and equipment could not
be sold or disposed of to any third party except a competing
manufacturer of piston rings. Consequently, inventories and
special~purpose machinery and equipment of the Belgian subsidiary

had to be acquired by Sealed Power itself.

The major remaining asset of the-subsidiary was its plant.
Although the plant was immediately placed on the market, there was
a glut of manufacturing-type buildings being offered at the time
and the plant was not sold until February, 1978. The plant's sale

price of $1,300,000 resrzzented less than thirty percént of its

original cost. The proceeds collected from the liquidation of

all of the assets of the Belgian subsidiary represented a short-
fall from the subsidiary's bank indebtedness and other liabilities
of approximately $6,000,000, which Sealed Power paid as guarantor

of the subsidiary's bank indebtedness.

S§.2484 Will Correct the Inequity of the Current Law

-~

Under the Internal Revenue Code, losses incurred at
the foreign subsidiary level cannot be deducted by its U.S. parent
until scme time in the future when the U.S. parent either disposes
of the stock of the foreign subsidiary or the stock becomes

worthless. The rationale underlying Section 1032(c)(3) is that
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unless some transitional accommodation is made for this time gap
between the year losses are incurred at the subsidiary level and
the year losses are recognized for U.S. tax purposes at the parent
level, Section 904(f) would have an unfair retroactive effect.

It is Sealed Power's position that the conditions under which
protection under Section 1032(c) (3) is granted should be realistic,
so that substantially all taxpayers similarly situated with built-
in losses in worthless foreign subsidiaries have a reasonable

opportunity to avail themselves of that protection.

S.2484 would amend Section 1032(c) (3) so that the section
applies not only to losses incurred by taxpayers who are able to
sell the assets or stock of a foreign subsidiary, but also to
losses (primarily worthless sscurity losses) incurred by taxpayers
who must pursue the more lengthy alterqative process of closing
down the operations of a foreign subsidiary and discharging its
employees. S,2484 accomplishes this by providing that the dis-
charge of substantially all employees of the subsidiary satisfies
the Act's requirement that the operations of the foreign subsidiary
be terminated. S.2484 includes recognition that the cessation of
business requires more time, as a practical matter, than the sale
of the assets or stock of a foreign subsidiary as a going business.
Consequently, the cut-off date of January 1, 1977 for termination
of operations is extended to April 15, 1977, Further, the period
in which such losses may be realized is extended to January 1,
1979, to allow for orderly disposition of assets, a period recog-

nized by the Congress in Section 1032(c) (4).
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§.2484 can hardly be considered special interest legislation

in the sense that it would grant extraordinary benefit to only

one or two taxpayers. On the contrary, S.2484 assures that the

protection accorded by Section 1032(c) (3) applies uniformly to

rather than to that limited number of taxpayers who happened to
be in a position to make a quick sale during 1976 of a "substan-—
-\‘\;ii}ly worthless" foreign subsidiary. §5.2484 would remove a
penalty which has been inadvertently imposed on taxpayers such as
Sealed Power who could not reasonably have disposed of their

"substantially worthless" foreign subsidiaries during 1976.

As indicated previously, a second transitional exclusionary
provision to Section 904{f)} is Section 1032{c) (4) of the Act.
This section sets forth the same requirements as Section 1032(c)(3),
except that the loss can be sustained in a taxable year beginning
before January 1, 1979 and relief from foreign loss recapture is
provided to the extent of the foreign corporation's deficit in
earnings and profits as of December 31, 1975. Section 1032(c) (4)
provides partial relief to Sealed Power to the extent of the
Belgian subsidiary's deficit in earnings and profits of approx-
imately $4.5 million. However, that section provides no relief
for the remainder of Sealed Power's loss reflecting the decline in
the value of the subsidiary's business and assets, even though
that loss was economically built-in prior to the enactment of

Section 904 (f).
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Conclusion

The hardship faced by Sealed Power because of the fact that
it does not come within the technical exceptions aimed at pre-
venting retroactive effect can be illustrated as follows: Sealed
Power sustained an approximate $13,000,000 foreign loss as the
result of the closing of its Belgian subsidiary. At least
$8,425,000 of this loss was not covered by one of the exceptions
presently contained ip the statute. Thus, if Sealed Power receives
$16,850,000 of foreign source income in future years, half of that
amount will be treated as though it were U.S. source income and
will therefore be subject to both foreign income taxes and full
U.S. income taxes. (The other half will be subject to foreign
income taxes, the payment of which will be a credit against U.S.

income taxes.)

Sealed Power's major potential for foreign-source income in
fuilure years is dividends which could be paid by Sealed Power's
Mexican subsidiaries. Sealed Power must choose Qhether to cause
its Mexican subsidiaries to transfer funds to the United States
through the payment of dividends or to reinvest those funds out-
side the United States. Sealed Power believes that its in-
vestment opportunities are greater within the United States.
However, under the present statute, the "cost" of bringing the
funds back to the United States rather than leaving them abroad
is an additional U.S. income tax of approximately $4 million to

$4.5 million. As indicated in the conclusion of the attached
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exhibit, the composite U.S. and Mexican income tax rate on Mexican
income distributed as a dividend to Sealed Power would be approxi-
mately 70%. It is not clear that the advantages of investing in

the United States rather than abroad can justify the additional
cost cf bringing funds howm

Mr. Chairman, we sincerely appreciate your convening this
hearing on S.2484. We are anxious to respond to any questions

you may have with respect to the merits of our situation or the

merits of the bill.
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With Recapture

EFFECT OF $2,000,000 DIVIDEND FROM MEXICAN SUBSIDIARIES

Without Recapture

- vith Vith With
Without Grossed-Up Dividend Not Without Crossed-Up
Dividend Dividend Grossed-Up Dividend Dividend
U.S. source income 15,000,000 15,000,000 15,000,000 15,000,000 15,000,600
Dividend (Grossed up =
2,000,000 + 58)* - 2448,000 2,000,000 = 448,00
Taxable Income 15,000,000 18,448,000 17,000,000 15,000,000 18,448, 00!
U.S. tax at 48X minus 13,500 7,186,500 8,841,540 8,146,500 7,186.500 1 841.54
Foreign Taxes Paid:
Texes withheld on dividend - 420,000 420,000 - 420,000
Taxes deemed to have been )
paid - 1,448,000 - - 1,448,000
Total - 1,868,000 420,000 - 1,868,000
Foreign tax credit limitation:
Gross foreign source
income - 3,448,000 2,000,000 -~ 3,448,000
Rechpture of loss carry-
forward - 1,724,000 1,000,000 - -
Net foreign source
income - 1,724,000 1,000,000 - 3,448,000
Dividend by total tax- . . .
able incone 15,000,000 18,448,000 17,000,000 15,000,000 18,446,000
Linitation percent [}3 9.345% 5.8827% 0% 18.69%
U.S. tax 7,186,500  8,841,5C0 8,146,500 7,186,500 8,841,500
Linitation amount [ 526,000 420,000%4 0 1,652,500
Net U.S. tax 7,186,500 8,015,500 7,726,500 7,186,500 7,189,000
U.S. tax without dividend 7,186,500 7,186,500 7,186,500
U.S. tax on dividend . 829,000 540,000 2,500
Foreign tax withheld on
dividend 420,000 420,000 420,000
Total tax on dividend 1,249,000 960,000 422,500
Tax rate on dividerd 62.45% 48.00% 21.13%
Effective tax rate - .42
Mexican tax + (.58 x
tax rate on dividend) 78.22% 65.84% 54.25%

%
The income tax rate in Mexico is 42X
*
* Limited to tax paid.
Note:
simplification.
credit and increase the U.S. tax.

Conclusien:

v.S. inome tax cost of $4,528,000,

Without using the Gross-~up election, it will require
dividends to completely offset the $8,425,00 loss recapture.
rate of $2,000,000 per year this will take 8.425 years and a
1f we elect the gross-up
will require $9,775,000 in dividends over the 4.887 years to

$16,850,000 in
At a dividend
total additional
procedure it
eliminate the

$5,425,000 loss at an additional U.S. income tax cost of §4,039,000.

The effect of the allocaticns required under Section 8061 have been omitted for
The effect of these allocations is to reduce the foreign tax
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SUMMARY OF STATEMENT
OF
LEONARD L. SILVERSTEIN, ESQ.
ON BEHALF OF
CHAMPION INTERNATIONAL CORPORATION

Under section 904(f) of the Internal Revenue
Code (added by section 1032 of the Tax Reform Act of
1976), if in a taxable year beginning after 1975 a
corporation has an "overall foreign loss" (that is,
an excess of foreign 1losses over foreign income),
then, in future years, this loss is applied (on a one
to one basis) to convert at least 50 percent of the
corporation's net foreign income to domestic income,
until an amount equal to all the loss is used up.
This, of course, reduces the cejling for the maximum
foreign tax credit permissible by 50 percent for such
future years.

This rather harsh treatment applies even to
losses realized on a corporation's termination of its
interest in a 50 percent controlled foreign
corporation, which it acquired before 1976, without
any plan or intent to save income taxes. Since it
seems inappropriate to increase taxes because of a
loss on a foreign business commitment made in good
faith before the enactment of the 1976 Act, an
amendment to the effective date is proposed. Under
this amendment, there will not be any forfeiture of
foreign tax credits on a termination loss with
respect to stock and debt of a foreign 50 percent
controlled subsidiary paid for before January 1, 1976
or guarantees of debts made before that date. For
the exception to apply, the subsidiary would have to
have been 50 percent owned and engaged in the active
conduct of a trade or business on January 1, 1976.
The exception will apply only to losses recognized
before January 1, 1986.

A copy of the draft bill submitted with the
statement is attached to this summary.
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Amendment to Effective Date
of Section 904 (f)
Champion International Corporation

Be it enacted . . .
(a) Section 1032(c) of the Tax Reform Act of
{relating to effective dates for foreign loss

recapture provisions) (Public Law 94-455, as amended
by Public Law 95~600) is amended by:

{l) Striking the words in paragraph (1)
thereof "except as provided in paragraph (2), (3)
and (5)" and substituting the words "except as
provided in paragraphs (2), (3), (5) and (7)," and

{2) Adding at the end thereof a new
paragraph (7) as follows:

"(7) LOSS ON TERMINATION OF PRE-1976
INVESTMENT. -- The amendments made by
subsection (a) shall not apply to losses
incurred before January 1, 1986, attributable
to the termination of all of the taxpayer's
interest in a corporation, to the extent such

~ losses do not exceed the amount of the
taxpayer's pre-1976 investment, if, on
January 1, 1976, the corporation was engaged
in the active conduct of a trade or business,
and the taxpayer owned (within the meaning of
section 958 of the Internal Revenue Code of
1954) more than 50 percent of the voting
stock of such corporation. The term
"pre-1976 investment" includes payments made
for stock and indebtedness (whether or not
later capitalized) of the corporation before
1976, and payments (whenever made) in
satisfaction of guarantees of debts of the
corporation (whether by contribution to
capital of the corporation or otherwise}, to
the extent of money borrowed under such
guarantees before 1976.

(b} EFFECTIVE DATE. The amendments made by ({(a)

above shall apply to all taxable years with respect to
which the filing of a claim for refund is not barred
by any law or rule of law on a date thirty days after

the date of enactment.
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STATEMENT OF LEONARD L. SILVERSTEIN
ATTORNEY, WASHINGION, D.C.
ON BEHALF OF
CHAMPION INTERNATIONAL CORPORATION

May 30, 1980

Mr. Chairman and members of the Subcommittee.

My name is Leonard L. Silverstein. I am a
member of the law firm of Silverstein and Mullens and
appear here today on behalf of Champion International

Corporation.

Champion 1is a company engaged primarily in
the manufacture and sale of wood based building
materials, paper, paper packaging and related products
in the United States and abroad. Zhampioun's

headquarters are in Stamford, Connecticut.

We welcome this opportunity to comment on
S. 2484, dealing with the operation of Section 904(f),
and to make specific recommendations for corrective
legislation in relation to Champion {and other

taxpayers similarly situated).
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First, some pertinent general observations.
Section Y04(f) is & complex statute which fails to
satisfy the tax policy objectives at wnhich it is
aimeu, or properly should be aimed. Since its
enactment in 1976, Section 904(f) has proven in many
cases to be a deterrent to prudent management of
worldwide business operations, including normal
continuing repatriation of earnings from foreign
affiliates. In the case of Champion and other
companies in like circumstances, Section 904(f)
operates to generate doubhle taxation of their foreign

earnings.

On a previous occasion in 1977, <Champion
expressed its concern to the Congress in connection
with the impact of Section 904(f) upon unplanned
losses suffered with respect to a Belgian subsidiary

iahich was disposed of a few months subsequent to an
arbitrarily chosen transitional effective date. Other
companies appearing here today also are confronted
with this problem and have proposed an extended

cut-off date to deal with it.
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In addition to the foregoing, Champion 1is
faced with another situation in which the operation ot
Section 904(f) causes, in economic effect, double
taxation of its foreign earnings. ''he situation
referred to relates to a loss which Champion
anticipaﬁes will occur on the term;REtion of its
interest in a United Kingdom carpet manufacturing
business. On January 3, 1974 (as a resuit of a
binding commitment made on November 7, 1973), a
wholly-owned affiliate of Champion purchased all ot
the shares of a corporation actively and profitably
engaged in manufacturing synthetic carpeting in the
United Kingdom. This acquisition was made as part ot
a then planned product diversitication of Champion.
As part of the acquisition transaction, funds were
advanced to the wholly owned affiliate in the form ot

1/

capital contributions, loans and guarantees.~

1/on November 30, 1974 the carpet company was
liquidated into the wholly-owned affiliate of Champion
in a nontaxable transaction.
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At the time of such commitments, there was no
realistic anticipation that future foreign tax credits
would be forfeited if, contrary to management
expectations, the U.K. business did not prove
successful and Champion disposed of its investment at
a loss. As a result of the subsequent enactment in
1976 of Section 904(f), however, precisely this harsh
result will occur if and when Champion repatriates its
foreign earnings (from other operations) for normal
ongoing business reasons. While E?at section permits
Champion to reduce U.S. income by‘EEe amount of the
loss, it requires that the tax benefits of the loss be
recaptured by causing Champion to forfeit future
foreign tax credits from other foreign operations.
when it adopted Section 904(f), however, Congress
recoynized that undue hardship would occur for
numerous types of business investments which were then
in progress in reliance on existing law. As a result,
Conyress adopted a series of transitional rules to the
general effective date of January 1, 1976, These
transitional rules allowed leeway in the impact of
Section 904(f) in order to phase in the new rules in

an equitable manner. However, in the heat ot battle
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in 1976, the transitional rules did not fully carry
out the philosophy of exempting losses arising fronm
investments irrevocably committed before the general

effective date.

In 1light of the above, we believe that
Section 904(f) should be amended with respect to prior
investments made in reliance on then existing law. To
this end, Champion proposes a 10 year transitional
rule which would exempt from the recapture provision
any loss recognized before January 1, 1986, resulting
from investments made by the taxpayer before the
general effective date of sSection 904(f), namely
January 1, 1976. We have prepared a draft amendment

carrying out this proposal.

Before describing the details of this
amendment, Mr. Chairman, I would 1like to point out
that unplanned termination losses such as those
confronting Champion are not comparable to the
start-up losses or other planned 1losses at which

section 904(f) was aimed. The existing transitional
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rules contained in section 1032 of the 1976 Act
reflect a Congressional intention to ameliorate the
effect of Section 904(f) where the business cycle
straddles the cut-off date. Particularly pertinent 1s
a transitional rule already in the statute exonerating
losses realized on the disposition of debt instruments
issued by a foreign government as payment for foreign
property or stock. Irrespective of the year in wnich
the debt instrument is sold, Section 904(f) does- not
apply. In addition, the statute excepts from its
reach unplanned losses such as those sustained from

tire, storm, shipwreck, casualty or theft.

when Champion made its investment in the
United Kingdom[ management could not have Dbeen
expected to take into account the possibility that if
the investment in the United Kingdom suftered
unplanned losses, such losses could cause the company
to forfeit the benefit of the foreign tax credit. In
fact, the loss suffered by Champion occurred
essentially because of the sudden o0il embargo which
caused a sudden increase in the cost of petrochemical

supplies for the principal product of the new
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business. The o0il embargo also caused a sudden
downward changye in the British economy, tnereby making
the U.K. synthetic carpet business noncompetitive. To
compound these unforeseen economic costs with the tax
burdens of Section 904(f) is a result much too unfair
to be tolerated by the Congress. ‘I'nis 1s particularly
so when the circumstances of Champion (and other
companies similarly situated) are compared with those
of a company sustaining losses as a result of
expropriation, fite., storm, shipwreck, thett or other
unanticipated casualty. In Champion's case, as in the
case of the events excepted in the statute, the losses
were just as unplanned and unpredictable in nature and
beyond the control of prudent businessmen as the
theft, fire and other excepted losses. In all of
these situations the unplanned losses were a result of
external events beyond cthe control of the taxpayer and
thus differ entirely from programmable costs such as
start-up expenses to which Section 904 (f) is

essentially directed.
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Accordingly, Champion urges that companies
committed to foreign investments before 1976 should be
permitted to terminate these investments by the erd of

1985 without forfeiture of the foreign tax creait.

The attached draft bill amends the effective
date provision of the Tax Reform Act of 1976 to
specify that there shall not be any forfeiture of
foreign tax credits on the recognition of a termi-
nation loss with respect to stock or debt of a foreign
subsidiary paid for before January 1, 1976 or
guarantees ot such subsidiary's debts made before such

date. The change would apply only if:

(A) the subsidiary was a 50 percent con-

trolled foreign corporation on December 31, 1975,

(B) the subsiaiary was engaged in the active

conduct of a trade or business, anhd
(C) the loss is recognized by the end of 1985,
I thank you for this opportunity to testity

and will be glad to answer any questions the

Subcommittee may wish to ask.

§5-489 O - R0 - 14
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Amendment to Effective Date
of Section 904(f)
Champion International Corporation

Be it enacted . . .
That (a) Section 1032(c) of the Tax Reform Act of
1976 (relating to effective dates for foreign loss
recapture provisions) (Public Law 94-455, as amended
by Public Law 95-600) is amended by:

(1) Striking the words 1in paragraph (1)
thereof "except as provided in paragraph (2), (3}
and (5)" and substituting the words "except as
provided in paragraphs (2), (3), (5} and (7)," and

(2) Adding at the end thereof a new
paragraph (7) as follows:

"(7) LOSS ON TERMINATION OF PRE~-1976
INVESTMENT. -- The amendments made by
subsection (a) shall not apply to 1losses
incurred before January 1, 1986, attributable
to the termination of all of the taxpayer's
interest in a corporation, to the extent such
losses do not exceed the amount of tne
taxpayer's pre-13976 investment, if, on
January 1, 1976, the corporation was engaged
in the active conduct of a trade or business,
and the taxpayer owned (within the meaning of
section 958 of the Internal Revenue Code of
1954) more than 50 percent of the voting
stock of such corporation. The term
“pre-1976 investment"” includes payments made
‘for stock and indebtedness (whether or not
later capitalized) of the corporation before
1976, and payments (whenever made) in
satisfaction of guarantees of debts of the
corporation (whether by contribution to
capital of the corporation or otherwise), to
the extent of money borrowed under such
guarantees before 1976.

(b) EFFECTIVE DATE. The amendments made by (a)
above shall apply to all taxable years with respect to
which the filing of a claim for refund is not barred
by any law or rule of law on a date thirty days after
the date of enactment. -
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SUPPLEMENTAL STATEMENT ON BEHALF
OF

CHAMPION INTERNATIONAL CORPORATION

Contents

A. Objectives of Section 904(f).

B. Practical Business Difficulties in Adjusting to
Section 904 (f).

C. Compatibility of Champion's Proposal with the
Transitional Rules Enacted in 1976.

D. Nonretroactivity of Champion's Proposal

E. Conclusion

At the Subcommittee hearing held on May 30,
1980, the Treasury made several statements critical
of S. 2484 and of the proposed amendment offered on
behalf of Champion International Corporation
{"Champion").

In its oral and written testimony, the

Treasury contended that (1) the foreign tax credit
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amendments adopted in 1976£/ were designed to
prevent "double dipping"; (2) the existing
transitional rules were "carefully” and "precisely"
considered in 1976; and that (3) both S. 2484 and
Champion's proposal constitute retroactive "special
interest" legislation.z/ Thus, according to
Treasury, Champion's proposal involves at least
"partial repeal" of section 904(f).§/ We believe

that these statements require a response.

1/p.L. 94-455, Tax Reform Act of 1976, §1031.
Unless otherwise indicated, all references to the
"Code" or to sections thereof refer to the Internal
Revenue Code of 1954, as amended. -

Z/Prepared Statement of H, David Rosenbloom,
International Tax Counsel, Department of the
Treasury, before the Senate Finance Subcommittee on
Taxation and Debt Management, May 30, 1980.

§/Treasury asked rhetorically whether, if
Champion is to receive the tax consequences in effect
when its U.K. investment was made, it should also be
taxed at the 48 percent corporate tax rate, also then
in effect. Traditionally, taxpayers have no right to
rely on existing rates of tax. These rates, and
changes thereto, are usually determined by economic

[footnote continued]
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A. Objectives of Section 904 (f).

The Tax Reform Act of 1976 made major
structural changes in the foreign tax credit
provisions of the Code. The opportunity for "double
dipping™” to which the Treasury refers was intended to
be curbed by a combination of repeal of the
per-country limitation and by enactment of section
904(f).ﬁ/ This major structural revamping
mandated, in effect, aggregation of a corporation's
worldwide foreign losses and profits regardless of
national boundaries or of the span of time over which
they occur. The latter effect was produced by a de
facto repeal (through enactment of section 904(f)) of

the annual accounting period rule. In other areas of

(footnote 3/ continued] -

conditions and budget needs from time to time. By
contrast, however, Congress has recognized the right
of taxpayers to rely on existing tax law with respect
to legislative changes in basic or longstanding
substantive provisions of the Code.

4/The per-country 1limitation made foreign tax
credits from one country available without diminution
in the same year that foreign losses were sustained
in a different country. See Section 904(a), prior to
repeal by the Tax Reform Act of 1976, §1031.
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the tax law, however, the annual accounting concept
has been deeply imbedded in the Code and in tax
jurisprudence.

Thus, the nature of the changes made in the
foreign tax credit prd@isions in 1976 were, from a
structural standpoint, fundamental and sweeping.

When section 904(f) was initially proposed
to the Congress in 1975-1976, Treasury Secretary
William Simon indicated that the proposal primarily
aimed at "start-up" losses. In testimony before the
Senate Finance Committee on March 17, 1976, Secretary
Simon stated:

"We view this (i.e., the proposed recapture
rule) as a technical change to eliminate an
unintended benefit. Under present 1law, a
U.S. taxpayer can use foreign start-up
losses to reduce U.S. tax and then pay no
U.S. tax on subsequent foreign gain because
of the foreign tax credit. In such a case,
it is only fair for the U.S. to recapture
the tax lost during the start-up period.”
This same targeted approach focusing on losses and

subsequent profits derived from the same business was

5/statement of william E. Simon, Secretary of
Treasury, before the Senate Finance Committee,
March 17, 1976.
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described in the Treasury Department's original tax
proposals in this area in 1973.9/

As enacted, however, section 904(f) was not
limited to losses and profits from the same business
or even from the same country. The reason that
section 904(f) was not so limited 1lay in the
simultaneous repeal of the per-country limitation,
Section 904(f) thus required a major upheavel in

foreign investment planning in 1light of the entire

complex of new law adopted in 1976,

6/ The Treasury's written proposal stated, in
part:

"Under the proposal ([the Treasury study
stated], certain losses incurred by United
States taxpayers operating abroad and
deducted against domestic income would
reduce foreign tax credits in later years
when the taxpayer earns profits on these
operations. ok When the foreign
operations in the country of 1loss become
profitable, taxes are often pailid to such
country without taking into account the
prior losses." (Emphasis added.)




212

Although the Treasury refers to “double
‘dipping" under pre-1976 1law, it is importan‘i: to
emphasize that even under prior law, U.S. taxpayers
paid taxes on foreign profits, although to a foreigﬁ
jurisdiction. No double benefit, in the sense of a
double deduction for the same expense, occurred, and
no complete escape from taxes on income occurred.
While proponents of section 904(f) argue that this
provision 1is necessary in order to eliminate the
possibility for "double dipping," it is important to
recognize that the phrase "double dipping"™ is not
being used in its customary sense. Used in its
customary sense, the phrase "double dipping"™ connotes
tax avoidance or evasion, in- situations where, \f\or
example, a taxpayer receives a double deduction for
the same item of expense. In the context of section
904 (£), however "double dipping" refers to a
situation where a - U.S. taxpayer incurs a real
economic loss on a foreign investment, which loss
currently reduces its U.S. income tax, and in
subsequent years, is then entitled to foreign_ tax

credits on its foreign source income without regard
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to the prior impact of the loss. Even in such a
situation, it is important to recognize that the
taxpayer, in fact, paid a tax on the foreign income
which section 904(f) recharacterizes, even though the
tax is paild to a foreign Jjurisdiction. Without
section 904 (f), what mechanically occurs is that the
foreign income is subject to both a foreign tax and
U.S. tax but a credit is allowed for the foreign tax
paid. Under section 904 (f), both the foreign tax and
U.S. tax are paid on the same income but no foreign
tax credit is allowed against U.S. tax so that a U.S.
tax is also paid on the foreign income.

Thus, coptrary to the customary meaning of
"double dipping," section 904(f) does not deal with a
situation where income escapes tax.

The true policy dquestion to be addressed
here concerns the propriety, after 1976, of imposing
two taxes, rather than one, on foreign source
income. This double tax burden results, wunder
section 904 (f), from denial of a foreign tax credit

with respect to certain foreign profits. As a
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result, the U.S. taxpayer pays one tax to the foreign
country and a second tax on the same income to the
U.S. Treasury. The wisdom of imposing such a double
tax is raised by enactment of section 904(f).1/

The combined effects of the 1976 foreign tax
credit changes required profound reformulation of
plans for existing, bona fide foreign investments
because the recapture rules significantly and

adversely increased the net worldwide economic risk

involved in terminating a foreign operation. A

1/Responsible commentators have pointed out
several defects in the mechanism of section 904(f).
Recapture occurs under section 904(f), for example,
even though the foreign loss did not produce a tax
benefit in the U.S. because U.S. operations produced
a net loss. Section 904(f) alsc may apply even when,
under applicable foreign law, the 1loss is in fact
carried forward against income in a future year. In
this situation there 1is, in fact, no foreign 'tax
credit to "double dip." Mentz, "The Effect of Net
Operating Losses on the Foreign Tax Credit,"” 30 Tax
Lawyer 309, at 317-318, 320-322 (1977); Dale, "The
Reformed Foreign Tax Credit: A Path Through the
Maze,” 33 Tax L. Rev. 175, 212-217 (1978). Other
policy issues require review, including the

[footnote continued]
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taxpayer must now add the section 904(f) tax cost
(depial of future foreign tax credits) to other hard
costé‘ occasioned by termination of a foreign
affiliate. Section 904(f) clearly operates in areas
beyond deliberate tax avoidance techniques or "double

dipping" to which the Treasury pejoratively refers.

B. Practical Business Difficulties in Adjusting to

Section 904(f).

In its May 30 testimony the Treasury stated:
"A U.S. taxpayer that chose to continue the
operations of a foreign subsidiary after
1975 was on notice with respect to the
possible effect of section 904(f) recapture
with respect to its investment in that
subsidiary."
Thus, according to the Treasury, on the
effective date of the new scheme a taxpayer was on
notice to "fish or cut bait.," Such a philosophy

gives no effect to the demands of prudent business

(footnote 7/ continued]

interaction of section 904(f) with the net operating
loss rules set forth in the Court of Claims decision
in Motors Insurance Co. v. U.S., 530 F.24 864 (Ct.
Cl. 1976).
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practice. In determining whether to continue or
terminate a business enterprise, business manaéement
must concern itself not only with the effects of
termination on other business operations, but also
with the economic effects on employees and on the
local community. In Champion's case, termination of
its U.K. investment is planned to occur in a manner
which will result in the least possible hardship to
all the variocus interests affected.
At the time it considered transition rules
in 1976, Congress recognized the very practical
business problems which a company such as Champion
now faces. The guiding policy principle for the
transition rules was stated as follows:
In some cases, a corporation may want to
continue an investment beyond 1976 in an
attempt to try to make the investment
profitable althou%?} it may ultimately fail
in that endeavor."&

This policy principle recognizes the practical

business decision problems in  connection with

planning for an existing investment. Congress

8/s. Rept. 94-938 (Part 2), 94th Cong. 2nd
Sess. 64 (1976), 1976-3 C.B. (Vol. 3) at 706.
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exhibited "tolerance toward the practical problems
involved for businesses to adjust investments already
in place to new legislative rules. The stated policy
principle describes Champion's present problem and
the reason for 1its current proposal. Despite the
1974 o0il embargo, which seriously threatened the U.K.
carpet business (depending:' as it does, on
petrochemical materials), Champion tried to make its
investment profitable. Ultimately, it failed in that
endeavor. This situation is precisely the rationale
set forth by the Senate Finance Committee in 1976 for
the transition rules.g/ Champion's efforts with
regard to its U.K. subsidiary is fully within this
policy.

C. Compatibility 0f - Champien's Proposal with the

Transitional Rules Enacted in 1976.

The Treasury asserts that the 1976
transitional rules were “"precise" and ‘"carefully

drafted,” as well as "deliberately"™ considered.

9/The same rationale was reiterated in the
Joint Tax Committee Explanation of the Tax Reform Act
of 1976 as representing the intent of Congress with
respect to the 1law as finally enacted. General
Explanation of the Tax Reform Act of 1976, prepared
by the Staff of the Joint Committee on Taxation,
December 29, 1976, 1976-3 C.B. (Vol. 2) 1, 254.

e,
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Notyithstanding this  assertion, none of  the
transition rules eventually adopted had been
considered by the House in its bill as initially
reported.lﬂ/ Although the bill reported by the
Senate Finance Committee contained two transitional
:ules,ll/ these rules were further liberalized when
the Finance Committee, in an unusual action in 1976,
held further hearings on the bill, leading iggég alia
to additional transitional rules under section
904 {£) . This activity occurred in a chaotic
atmosphere surrounding the additional hearings which
took place after the bill had already been ordered
reported by the ;;;QSEe Committee. Thereafter, the
Committee issued a "supplemental"™ committee report
adding 37 amendments to the bill, including several

new transition rules affecting section 904(f).é3/

10/see H. Rept. 94-658, 94th Cong. 1lst Sess.,
225, 229 (1976), 1976-3 C.B. (Vol. 2) 695, 921.

1ll/see s. Rept. 94-938, 94th Cong. 2d Sess.
236, 240 (1976), 1976-3 C.B. {(Vol. 3) 49, 278.

12/see s. Rept. 94-938 (Part 2), supra footnote
8. The transition rules under section 04(f) are

[{footnote continued)
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We submit that the atmosphere for "precise,
carefully drafted” transition rules did not'in fact
exist during this period. Indeed, ‘"perfecting"
amendments to the 1976 transitional rules were made
in the Revenue Act of 1978 and further underscore the
general lack of precision in the consideration given

to the transition rules to date.lé/

[footnote 12/ continued]

contained in §1032(c) of the Tax Reform Act of 1976.
Champion is aware that American Can Company provided
written testimony in 1976 suggesting that a fair
application of section 904(f) would -exempt from
recapture any termination loss resulting from
investments made before the effective date of the new
provision. See Summary of Testimony of American Can
Co., in Hearings Before the Senate Finance Committee
on Certain Committee Amendments to H.R. 10612, 94th
Cong. 2nd Sess. 370, 372 (July 20-22, 1976). It is
evident that this point, contained in a written
submission, was not specifically considered by the
Senators and Congressmen, however.

13/see bp.L. 95-600, Revenue Act of 1978,
§701(u). These 1978 amendments modified an existing
transition rule contained in 1976 Act §1032(c) (4),
relating to loss corporations having a deficit in
earnings and profits on December 31, 1975. The
amendment made in 1978 grandfathered, in effect,
earnings and profits of the corporations (from which
the loss arose) in taxable years beginning before

[footnote continued]
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A guiding policy principle for the
transition rules was -established 1in 1976. This
principle has been quoted earlier.lﬁ/ This policy
reveals an intent to allow leeway with regard to
investments in place before 1976, although continued
"beyond 1976." 1In the hectic atmosphere in which the
actual transition rules were adopted at the time,
this policy principle was not fully carried out.
Only a few 1limited applications of the basic

principle were written into the law at the time,

[footnote 13 continued)

December 31, 1962, Revenue Act of 1978,
§701(u) (7) (A).

The 1978 Act added several new transition
rules under section 904(f). The first relates to
possessions source income (including Puerto Rico) for
taxpayers still entitled to use the per country
limitation. Revenue Act of 1978, §701(u)(7)(B),
adding new §1032(c) (6) to the transition rules.

The second transition rule added in 1978
related to certain mining companies allowed by the
1976 Act to use the per-country limitation through
1978. Revenue Act of 1978, §701(u)(6), amending 1976
Act §1031(c)(2).

1l4/see text at footnote 8, supra.
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evidently reflecting those taxpayers able to contact
their Congressmen and Senators in time. As a result,

some of the transition rules allow relief only for

_losses which were "built in" but not yet recognized

before 1976.

Such transition rules are not in fact the
only Aillustrationsr of the business situation
described in the policy principle; Champion's
proposal encompasses another situation equally
deserving of relief under the same policy.

Champion submits that transition relief from
the radical change made through section 904 (f) should
not depend on the fortuity of whether a loss had been
realized "on paper" before 1976, particularly since
the timing of a business decline is primarily an

economic matter and ought not to result in different

tax consequences. Like Champion, those taxpayers who
obtained relief in 1976 had not recognized their
losses before 1976. Both they and Champion will have
recognized fheir losses after 1975 on pre-1976
investments, The only difference 1lies in the
rapidity of ;he actual economic suffering of the

loss. Champion submits that its fact situation is

65-489 0 - 80 - 15
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totally within the transition policy adopted by
Congress in 1976 under section 904(f).

D. Nonretroactivity of Champion's Proposal

The question is how section 904 (f) should be
applied to corporations which had made large foreign
business commitments abroad before 1976 in reliance
on then-existing law. As explained in Appendix A,
Congress has made it a practice to "grandfather"
existing tax law as to taxpayers who relied on
existing law nearly every time a basic structural
change in the tax law has been made. There is no
reason Congress should now depart from this practice
in a matter of this economic importance. The
question of how to treat those who had already
invested abroad before 1976 has received no in-depth
consideration up to the present time (except as to
those who had already suffered an economic loss). It
is therefore time to consider the broader question.

Champion proposes that pre-1976 law remain
applicable to losses recognized on termination of an
invesiient in a foreign subsidiary after 1976, to the

extent that such losses are attributable to pre-1976
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investment -- that is, money advanced and liabilities
incurred before the effective date of the 1976 Act.

Although the Treasury 1labels the relief
sought by Champion (and other companies under S.
2484) "retroactive" 1legislation, this observation
ignores the fact that the event which gives rise to
Champion's proposal -- 1loss of Champion's pre-1976
business investment in the U.K. -- had not been
realized by the close of 1975. Champion's proposal
would insulate from the penalties of section 904(f) a
loss realized after the general effective date but
only with respect to an investment commitment made
before such date.

Contrary to the Treasury's statement, the
relief proposed by Champion cannot be expanded
indefinitely. The amount of pre-1976 investment
cannot now be increased, and relief is sought only
for "termination" losses and not for losses from
operations. Thus, no "next cases" can or should
arise.

As noted earlier, the thrust of the already
enacted transition rules under section 904 (f)

suggests that Congress has_. basically accepted a
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"grandfathering"”  principle. In addition, by
excepting from section 904(f) losses arising after
1975 frbm fire, storm, theft or other casualty =-- in
reality, "termination losses” -- Congress has
expressly exonerated forms of termination losses
sustained after 1975.l§/ -

Special mention should be made of some of
the significant precedents for Champion's proposal to
except pre-1976 investments. The effective date of
section 1248 {(relating to gains from sales or
exchanges of stock of certain foreign corporations)
excepts earnings and profits accumulated before
December 31, 1962. The "fresh start" adjustment
allowed in_ 1976, when the longstanding stepped-up
basis rules for transfers at death were changed, also
exempted property values as of December 31,
l976.£§/ The pending proposed "legislative"

regulations under Code section 385 (relating to

15/5ee section 904 (£f) (2) (B).
16/see Code §1023(h).
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classification of interests in corporations as debt
or equity) would apply only to instruments issued
after December 31, 1980. This approach in effect
"grandfathers" any debt obligation issued before the
defined effective date.
E. Conclusion

In light of the fundamental changes in the
tax law made in 1976, Champion's proposal 1is fully
consistent with longstanding "grandfathering"
concepts and with the specific policy for transition
rules under section 904(f). Since the proposal is
limited to pre-1976 investments and to termination

losses, Champion submits that its proposal does not

"repeal"” section 904 (f) to any extent.

Respectfully submitted,

Leonard L. Silverstein



226

APPENDIX:
PRECEDENTS FOR "GRANDFATHERING"
- EXISTING INVESTMENTS

1. Carryover Basis

The Tax Reform Act of 1976 repealed the
"stepped-up" basis rule of Code section 101l4(a)
(relating to property acgquired from a decedent) and
generally required an heir to use as his basis in the
inherited  property the decedent's basis 1in the
property.l/

As originally proposed, the carryover basis
rule would have applied to property acquired from a
decedent who dies after December 31, 1976, and the
basis to be carried over was the decedent's basis in
the property.2 As enacted, however, section 1023
provided a "fresh-start" to all property acquired
from a decedent after 1976 by deeming its basis to be
the fair market value (if greater than its basis) of
the property on December 31, 1976.

This fresh start rule effectively
"grandfathered" existing investments at their value
on December 31, 1976, The rationale fecr such
treatment was expressed as follows:

"A multitude of taxpayers will have
relied on existing law to their detriment if
the carryover basis 1is enacted. Thousands
of investors have already made investment
decisions and have relinquished certain
financial advantages in reliance on present
law. Thus [without a fresh start rule] the
carryover basis provision will of necessity
be retroactive in its effect and as such is
unguestionably unfair."2

L/pub. L. 94-455, §2005 (1976). The carryover
basis provisions were repealed in 1980 without ever
having taken effect. Pub. L. 96-223, §401 (1980).

- 2/u.R. 14844, 94th Cong., 2d Sess. §6(a)(2)
(1976) .

3/4. Rept 94-1380, $4th Cong., 2d Sess. 179
(1976) (Supplemental Views of Representatives
Burleson, Waggonner, Pickle, Martin and Ketchum).
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2. Gain from Certain Sales or Exchanges of Stock in
Certain Foreign Corporations

Section 1248 ©provides that when a U.S.
shareholder of a controlled foreign corporation
(CFC) sells or exchanges the stock of the CFC, or
receives a redemption or liquidating distribution, he
must treat as ordinary income the gain recognized on
the sale or exchange to the extent of the earnings
and profits of the foreign corporation accumulated in
taxable years beginning after December 31, 1962,

As originally proposed, gain would have been
recognized to the extent of earningf and profits
accumulated since February 23, 1913.2 However, in
comments on this proposal, several witnesses,
including the New York Bar Association, argued that
this was potentially discriminatory and that under
the proposal, gains would be taxed as ordinary income
"to the extent of earnings and profits accumulated
during the entire forty-nine years that the Federal
income tax law has been in effect."2

As a result of this and other similar
arguments, Congress limited the operation of section
1248 as enacted to earnings and profits of the
foreign corporation accumulated after December 31,
1962. This rule effectively "grandfathered" earnings
and profits from investments before 1963.

3. Transitional —rules for recapture of foreign
losses.

In determining the effective date for the
foreign loss recapture provisions, section 1032(c) (4)
of the Tax Reform Act of 1976 provided that, with

4/4.R. 10650, 87th Cong., 2d Sess. §16 (1962).

5/Hearings on H.R. 10650 Before the Committee
on Finance, U.S. Senate, 87th Cong., 24 Sess. 3806
(1976) (Statement of the New York Bar Association}.
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respect to certain losses from stock or indebtedness,
a loss sustained on such stock or indebtedness after
December 31, 1976, and in a taxable year beginning
before January 1, 1979, need not be recaptured to the
extent that there was on December 31, 1975, a deficit
in earnings and profits in the corporation from which
the loss arose. As originally enacted, the existence
of a deEicit was determined with reference to all
taxable years of the corporation.

This provision was amended in the Revenue
Act of 19788/ to provide that the deficit in
earnings and profits was to be calculated only with
respect to earnings and profits accumulated in
taxable years of the corporation beginning after
December 31, 1962. Thus, the effect of the amendment
is to "grandfather"” all earnings and profits
accumulated in taxable years prior to January 1, 1963.

4, -Section 385 regulations.

Section 385 of the Code provides that the
Treasury Department is authorized to prescribe
"legislative" regulations classifying interests in a
corporation as debt or as equity.

On March 24, 1980, Treasury %Fblished
proposed regulations under section 385.1/ The
application of the regqgulations is to be prospective
only. The regulations will apply only to corpora}e
instruments issued after December 31, 1980.8

Thus, corporate instruments created before January 1,
1981, will not be affected by the regulations. .

5. Dividends.

Dividends are defined in Code section 316(a)
to include distributions by a corporation out of its

6/pub. L. 95-600 §701(u)(7) (A}, (1978).
1/45 Fed. Reg. 18957 (March 24, 1980).

8/1d4. at 18963, proposed §1.385-1(a).
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earnings and profits "accumulated after February 28,
1913. B

This cut-off date corresponds with the
effective date of the first general income tax law.
The provision "grandfathers" earnings and profits
accumulated prior to March 1, 1913, whenever such
earnings and profits are distributed.

6. Foreign trusts with U.S. beneficiary.

Section 679 of the Code provides that U.S.
persons who transfer money or other property to
foreign trusts are taxed on the annhual income of the
trust if there is a U.S. beneficiary of the trust.

This section was added by the Tax Reform Act
of 1976 and applies to all foreign trusts created
after May 21, 1974.9/ The effect of this provision
is that trusts created before ®ay 21, 1974, in
reliance on tax provisions of the prior law are not
affected by the legislative changes made in 1976.

7. Powers of Appointment

Code section 2041 provides that the value of
a gross estate for Federal estate tax purposes
includes the value of property with respect to which
the decedent has a power of appointment. The Code
provides that the value of property subject to a
power created on or before October 21, 1942, is
included in the value of the decedent's gross estate
only if the decedent actually exercised the
power.lg/ However, the value of property subject
to a power created after October 21, 1942, is
included in the decedent's estate whether or not the
decedent exercised the power.=zi '

9/pub. L. 94-455, §1013 (1976).
10/§2041(a) (1) .
11/g2041(a) (2) .
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In rationalizing this “grandfather"
treatment of powers created on or before October 21,
1942, the Congressional committee reports stated:

"The prior law, taxing only the
exercise of general powers, had been in
force for nearly 25 years. In 1942
there were 1in existence a great many
powers which had been created years
before, in reliance on the law as it
then existed."l2

8. Bad Debts

Section 166 of the Code was amended in 1976
to provide that a payment in discharge of an
obligation as a gquarantor of a noncorporate debt
could no longer be deductible as a business 1loss
against ordinary income, but must be treated as a
nonbusiness loss dédductible as a short-term capital
loss.13.

This amendment was effective for taxable
years beginning after 1975 "in <connection with
guaranties made after that date."14 Thus,
guaranties made before December 31, 1975, were not
affected by the amended law.

9. Basis of Property Acquired by Gift

The basis of property acquired by gift prior
to January 1, 1921, is the fair market value of the
property at the time of acquisition.lé/ The basis
of property acquired by gift after December 31,

12/4. Rept. No. 327, 82d Cong., lst Sess. 3
(1951); see also S. Rept. 382, 82d Cong. 1lst Sess. 2
(1951) .

13/pub. L. 94-455, §605 (1976).

14/14. at §605(c).

15/51015(c) .
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1921, is the:basis of the property in the hands of
the donor.16//

The effect of these two rules is to
"grandfather"” the basis of gifts made prior to the
Revenue Act of 1921 when the carryover basis
provision was adopted.li -

10. Transfers with Retained Life Interest

Section 2036 of the Code provides that the
value of a decedent's gross estate for PFederal estate
tax purposes includes the value of property which the
decedent has transferred at any time prior to his
death, if he had retained an interest in the property
for his life.

This section does not apply to transfers
made before March 4, 1931. The effect of this
provision is to '"grandfather" transfers made before
the amended lawl8/ in reliance on the existing law.,

11. Revocable Transfers

Section 2038 of the Code provides that the
value of a decedent's gross estate for Federal estate
tax purposes includes the value of property
transferred by the decedent if the decedent possessed
at the time of his death the power to alter, amend,
or terminate the transferee's enjoyment of the
property.

The value of property transferred after June
22, 1936, must be included 1in the wvalue of a
decedent's gross estate if the decedent possessed the
reqguisite power, regardless of when or from what

16/§1015¢(a) .
17/pub. L. 98, §202(a) (1921i).

18/Joint Resolution 131, 7ist Cong., 1lst Sess.
(1931) (approved March 3, 1931).
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source this power was acquired.1_9./ Transfers made
on or before June 22, 1936, are included only if the
power was reserved at the time of the transfer.20
The effect of the two provisions is that transfers
made before the effective date of the charge in
law2l/ in reliance on the tax provisions of the old
law continue to be subject to the provisions of the
former law.

19/g§2038¢(a) (1) .
20/Regs. §20.2038-1(c)
21/pub, L. 740, §805 (1936).

Senator Byrp. The committee would like to get the views of the
Treasury Department on this legislation.
Who will be speaking for Treasury on this?

STATEMENT OF H. DAVID ROSENBLOOM, INTERNATIONAL TAX
COUNSEL, DEPARTMENT OF TREASURY, ACCOMPANIED BY
STEVEN HANNES, THE ASSOCIATE INTERNATIONAL TAX
COUNSEL

Mr. RosenBLOOM. I will, Mr. Chairman.

I am H. David Rosenbloom, the International Tax Counsel with
the Treasury Department, and on my left is Steven Hannes, the
Associate International Tax Counsel. On this bill, we will be speak-
ing for the Treasury Department.

nator BYRD. You may proceed.

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

I have a prepared statement which I would request permission to
submit for the record.

Senator Byrb. It will be placed in the record.

Mr. RosENBLOOM. Thank you, Mr. Chairman.

I would like to summarize as briefly as possible our position
toward S. 2484, which we oppose. The issue presented is somewhat
technical, but it can be viewed as follows: U.S. tax laws establish a
fundamental difference betv .en U.S. source income and foreign
source income. The difference is that foreign source income is
susgeptible of being shielded from U.S. taxation by the foreign tax
credit.

The differentiation between U.S. source income and fcreign
source income breaks down by reason of another principle in our
law, which is the annual accounting concept. At the end of given
annual accounting period, it is possible to have losses from foreign
sources which under our rules would reduce U.S. source income,
and then in a subsequent year to have foreign income which is
completely shielded from U.S. taxation by the foreign tax credit.

It is in this sense that section 904 is aimed at a problem of
double dipping. The taxpayer in year 1 has the benefit of a foreign
loss offsetting U.S. source income, and in a second year, when
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foreign source income is earned, there is no U.S. tax revenue
because that income is offset by the foreign tax credit.

Section 904(f), which was enacted in 1976, responds to this prob-
lem by, in effect, restoring the losses that were taken against U.S.
source income to their proper place on the foreign side of the
ledger. It does this by recapturing the foreign source loss in a
subsequent year when foreign income is earned. That foreign
income is recharacterized as U.S. income to make up for the fact
that in the prior year a foreign loss shielded U.S. income from
taxation.

In short, section 904(f) is a sound policy statement by the Con-
gress which was taken with all deliberate action in 1976. It is
particularly sound in light of other action that was taken in 1976,
when Congress considered what the appropriate limitation should
be with respect to the foreign tax credit.

In that year, Congress repealed the per country limitation on the
foreign tax credit and provided an overall limitation for all taxpay-
ers. Under the overall limitation, all income, losses, and taxes
having to do with foreign source operations are lumped together.
In effect, our law takes the position that the world is divided into
the United States on the one hand and the rest of the world en
masse on the other.

Thus, under the overall limitation, foreign taxes from one coun-
try can offset U.S. tax liability with respect to income earned in
another country, and similarly, foreign losses in one country can
offset income earned in another country. In effect, once you have
the overall limitation in the law, section 904(f) becomes more im-
portant than ever, because, as the cases being considered today
illustrate, there are many circumstances in which a termination
loss can be encountered in a particular country while foreign
income continues to be earned in other countries.

Given the theory of the overall limitation, that the rest of the
world is lumped together, the fact that a company has terminated
operations in one particular country is, in effect, irrelevant.

As I said, Congress repealed the overall limitation in 1976.

Now, the issue before us today really goes, in the case of two of
the taxpayers, Nabisco and Sealed Power, to moving the effective
date with respct to the 901(f) rule established in 1976. With respect
to Champion, which is asking for a 10-year ongoing transitional
period, I think we are confronted with the issue of whether section
904(f) should be repealed, because I think the Champion position
would have that effect for a substantial number of people and for a
substantial period of time.

I also think that the revenue cost of these measures is quite
substantial. My statement takes the position that it is over $10
million. Rough calculations based on statements made in this com-
mittee today would suggest that doubling that figure would prob-
ably be on the conservative side.

So, substantively, we have a problem with the relief that is being
requested in S. 2484. Moreover, this relief is retroactive legislation,
changing an effective date that was deliberately considered by
Congress in 1976, in which consideration these taxpayers partici-
pated. There is specific relief in the law now in favor of these
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taxpayers, and we are being asked 4 years later to come back and
undo the specific relief that was put in the law in 1976.

This position has been considered by Congress in 1978 and was
rejected by Congress in 1978. Furthermore, the relief that is being
requested is unfair to the next case, and there will be next cases.
g‘_}llfare will be cases just beyond the dates that are sought in this

ill.

Congress made a decision in 1976, Mr. Chairman. It considered
the trasitional period deliberately. It provided rules which were
carefully thought out and from which all of these taxpayers have
benefited substantially, and we think that it is not appropriate or
necessary to extend the statute, or, for that matter, to effect its pro
tanto repeal.

Thank you, Mr. Chairman. That concludes my summary of our
position. I would be happy to answer any questions you may have.

Senator BYrRp. Mr. Rosenbloom, in regard to the reasonableness
of the trasition period, I don't believe you have commented on that.

Mr. RosenBLooM. Yes, Mr. Chairman. One point that I think was
not clearly stated in the discussion of the panel is that there were
two relevant transition periods provided in 1976. One went through
1976 for termination. The other, however, went through 1978, and
pursuant to the second provision, which was specifically requested
by one of the taxpayers here, and which was specifically provided
for its case, that taxpayer has reaped very substantial transition
benefits.

I think we heard today that the transition benefits were on the
order of $30 million already pocketed, in effect, and we are talking
about, according to that taxpayer, a lesser amount today.

I might add parenthetically, Mr. Chairman, that our own compu-
tations of the amount at issue with respect to that taxpayer would
suggest that the amount involved here is somewhat more than $2
r?lillion, but I obviously do not have access to the full figures on"
that.

Senator Byrb. The taxpayer has already benefited to the extent
of $30 million?

Mr. RoseNBLoOM. Yes, sir. I think that is what they said. My
statement doesn’t say that, but that is what I understood them to
say.

Senator Byrp. That is correct. That is my understanding.

Well, I think Nabisco said that it was given only 6 months,

Mr. RoseNBLoOM. No. Mr. Chairman, the second effective date,
which is regularly forgotten in the discussion, extended through
1978, and it is pursuant to that second transitional rule that Na-
bisco has already reaped $30 million in benefits.

Senator Byrp. Well, it has had what period of time in the form of
a transition period? :

Mr. RoseNBLoOM. It had from October 1976 to December 31, 1978.
And it has used that privilege. It has taken advantage of it.

Senator Byrp. It had a little over a year, then. -

Mr. RoseNBLooM. No, I think a little over 2 years.

Senator Byrp. Yes, 2 years. You are right.

Senator Packwood?

Senator PAckwoob. No questions, Mr. Chairman.

Senator Byrp. Thank you, gentlemen.

Mr. RoseENBLooM. Thank you very much.

[The prepared statement of Mr. Rosenbloom follows:]
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FOR RELEASE UPON DELIVERY
9:00 a.m, DST
May 39, 1980

STATEMENT OF H. DAVID ROSENBLOOM
INTERNATIONAL TAX COUNSEL
DEPARTMENT OF THE TREASURY

BEFORE THE SENATE FINANCE SUBCOMMITTEE

"ON TAXATION AND DEBT MANAGEMENT

Mr. Chairmen and Members of the Subcommittee:

I am pleased to have the opportunity to present the
views of the Treasury Department on S. 2484.

S. 2484 is special interest legislation designed to
change retroactively the effective date rules governing
an important provision in the Tax Reform Act of 1%76. The
Treasury opposes this bill.

In the 1976 lecislation Congress addressed the question
of "double dipping" in regard to foreign losses: claiming
the benefit of such losses as a reduction of U.S. source
income in one year and claiming a second benefit--the foreign
tax credit-~to shelter foreign income from U.S. taxation in
a subsequent year. Conagress added a provision to the Internal
Revenue Code (section 904(f)) which requires that when a
foreign loss reduces U.S. tax on U.S. source income, the loss
is recaptured when the taxpayer subsequently derives income
abroad. This recapture rule is designed to prevent "double
dipping."”

The recapture rule operates in the context of the over-
all limitation on the foreign tax credit which was also
considered by Conaress in 1976. Under that limitation,
losses and gains and foreign income taxes from all foreign
countries are grouped together in computing the allowable
credit. In 1976, Congress repealed the election to use a
per-country limitation.

The recapture provision generally applies to losses
sustained in taxable years beginning after December 31, 1975.
Thus, a loss sustained in a foreign operation in 1975 would
not be subject to recapture, whereas the same loss sustained
in 1976 would be. An exception to the general effective
date was provided where a U.S. 10 percent shareholder of a

M-513
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foreign corporation sells or otherwise disposes of the stock
of such corporation prior to 1977 and the stock was sub-
stantially worthless because of a loss sustained in the five
taxable years beginning prior to 1976. A second exception
to the general effective date was provided if the shareholder's
loss on its investment was sustained after 1976 but prior to
1979; this exception, however, allows the shareholder to avoid
the recapture provisions only to the extent of the subsidiary's
re-1976 losses (i.e., its pre-1976 deficit in earnings and
Drofits). We understand that the second exception was added
to the 1976 legislation at the urging of the Nabisco Corporation.

That same taxpayer now argues that the relief given it
in 1976 is not adequate. The Nabisco foreign subsidiary
continued to operate and additional deficits in earnings and
profits were sustained by it in 1976, 1977 and 1978. Another
taxpayer, Sealed Power Corporation, requests that the exception
to the effective date be delayed so that it too can obtain
additional benefits. A third taxpayer, Chanpion International
Corporation, apparently seeks a ten-year transitional rule.

S. 2484 and H.R. 6117, the bill introduced on behalf of
Nabisco, are intended to provide additional relief from the
effective date of section 904(f). The bills do not, however,
amend the special effective date exception originally enacted
on behalf of Nabisco. Rather, the bills would amend the first
special effective date rule, carrying the already delayed
-effective date of section 904 (f) from January 1, 1977 to
January 1, 1979. This additional delay would apply only if

"substantially all of the employees" of the foreign subsidiary
are discharged prior to April 15, 1977 (S. 2484) or December 31,
1977 (H.R. 6117).

These bills are objectionable. The special effective date
provisions already in the statute provide substantial relief
for losses sustained economically prior to 1976 but recognized
after 1975. And Nabisco and Sealed Power have already obtaxned
relief pursuant to these provisions.

Moreover, S. 2484 fundamentally alters the original purpose
of the effective date provisions. S. 2484 does not merely
extend the period of time for disposition of a subsidiary with-
out a recapture of pre-1976 losses. S. 2484 would allow losses
recognized in 1976, 1977, or 1978 to be shielded from the
recapture rule. ..In so doing S. 2484 effectively resurrects,
at least for these particular taxpayers, the per-country
limitation which Congress repealed in 1976.
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We have heard arguments that this legislation is technical
in nature and necessary to carry out the intention of Congress
in 1976. These claims were made and rejected in the past in
connection with the Technical Corrections Act of 1978. We
believe such claims should be rejected again. The Tax Reform
Act of 1976 has precise, carefully drafted transition rules
for section 904 (f). These rules were not accidental or
haphazard; they operate as intended and excuse the recapture
of losses only if losses were sustained by a foreign sub-
sidiary by 1975 and where the subsidiary is disposed of by
1976 or, in certain cases, by 1979. There can be no element
of surprise or misiinderstanding about these provisions. A
U.S. taxpayer that chose to continue the operations of a
foreign subsidiary after 1975 was on notice with respect to
the possible effect of section 904 (f) recapture with respect
to its investment in that subsidiary.

As mentioned earlier one taxpayer goes so far as to
request that the effective date of section 904(f) be delayed
until 1986, apparently on the theory that it is entitled to
the tax consequences of U.S. law as in effect at the time
of its foreign investment. We wonder whether this taxpayer
would also request that it should bear U.S. tax at the then
prevailing rate of 48 percent.

In 1976 Congress did not intend to provide a benefit for
losses sustained after 1975 or to "grandfather" indefinitely
all existing investments. We do not now believe that it is
either necessary or advisable to change retroactively the
thrust of the precise effective date orovisions of section
904 (f) for the benefit of a few taxpayers.

We estimate that S. 2484 will decrease government revenues
by over $10 million, with a benefit of from $5 to $10 million
going to one taxpayer.

Senator Byrp. Mr. Samuels and Mr. Shakow, do you want to
comment on this legislation?

Mr. SAmuELS. No, Mr. Chairman.

Senator Byrp. What do you want to comment on?

Mr. SamukLs. I would like to comment on five of the bills that
are to be considered today, and Mr. Shakow will comment on the
bankruptcy legislation.

Senator ByYrp. Very well. Proceed.

STATEMENT OF JOHN M. SAMUELS, TAX LEGISLATIVE
COUNSEL, DEPARTMENT OF THE TREASURY

Mr. SaMuELs. Thank you, Mr. Chairman.

I am John M. Samuels, Tax Legislative Counsel of the Treasury
Department.

I have a prepared statement on five of the bills that I would ask
be submitted in full for the record.

Senator BYRrp. It will be placed in the record. ]

Mr. SaMuELs. In view of the limited time and number of wit-
nesses scheduled to testify this morning, I would like to address
orally today only the two bills that would permit tax-exempt fi-
nancing for railroads, and then I would be delighted to try to
answer any questions you might have about any of the other bills.

Senator Byrp. Now, that is S. 2486 and S. 2526. Is that correct?

Mr. SamuUELs. Yes, Mr. Chairman.

65-489 0 - 80 - 16
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S. 2486 would allow the issuance of tax-exempt industrial devel-
opment bonds to finance railroad rehabilitation and the acquisition
of railroad rights-of-way, and S. 2526 would permit tax-exempt
industrial development bond financing for all railroad equipment,
including railroad rolling stock.

I am sure it will be no surprise to you, Mr. Chairman, to learn
tha;.t the Treasury Department is strongly opposed to both of these
bills.

Senator Byrp. I assume the same would apply to S. 2548, Indus-
trial Development Bonds for Refinancing Certain- Docks and
Wharves?

Mr. SAMuUELs. We are opposed to that bill in its present form.
However, we believe that bill raises a policy question in our regula-
tions that we feel——

Senator BYrp. You will comment on that separately?

Mr. Samuers. Yes, I will. As you know, Mr. Chairman, and
Senator Packwood, since the adoption of the Federal income tax in
1913, interest on State and local governmental obligations has
generally been exempt from Federal income tax. This exemption
represents a recognition of the independent sovereignty of States
and their instrumentalities under our Federal system, as well as
the desire to enhance the strength of State and local governments,
the entities closest to the people, in solving local problems.

The rationale for this tax exemption applies to all State and
local government borrowings for public purposes. However, it does
not apply to the kind of industrial development railroad bonds that
would be issued under either of these bills, because these bonds
would be obligations of State and local governments only in the
most purely formalistic sense.

In substance, they would be obligations issued by the railroads
themselves. For example, these bills would permit a municipality
to issue bonds and then turn the bond proceeds over to a railroad.
The railroad would agree to repay the municipality the precise
amount of mcney necessary to make the interest and principal
payments on the bond.

The municipality would assume no obligation, either direct or
indirect, for the payment of principal or interest on these bonds,
and the bond purchasers therefore would look solely to the credit
of the railroad for payment. Indeed, in frank recognition of the
economic reality of these transactions, State courts would generally
not treat these bonds as obligations of the issuing government for
purposes of constitutional debt limits or other similar state restric-
tions on municipal borrowing.

Because these bonds would in no meaningful sense be obligations
to state and local governments, but rather would be railroad obliga-
tions, the only reason for extending tax exemption to them is to
provide a subsidy to the railroads in the form of a lower tax-
exempt interest rate.

In addition to opening up the tax-exempt market to increased
private borrowing, we believe the use of these tax-exempt bonds to
provide further subsidies to the railroads would be wasteful, ineffi-
cient, and excessively expensive. They would be expensive because
the lower interest rates that would be passed on to the railroads
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would be possible only because the interest on the bonds in the
hands of the bondholders is exempt from tax.

Therefore, the full benefit that would be derived by the railroads
is achieved only at the expense of the loss of Federal revenues, and
this loss of revenues would be quite substantial. We estimate that
the revenue loss attributable to S. 2486, the bill that would permit
tax-exempt financing for railroad rehabilitaticn, would be $562
million for the period from 1981 through 1985, and in the longer
run, would be §1 billion every year. The revenue loss from S. 2526,
the bill that would permit tax-exempt financing of all rail transpor-
tation equipment, would be approximately $4 billion for the same
5-year period, and in the long run, would be $2.7 billion every year.

These losses would be in addition to the substantial direct Fed-
eral outlays for railroads, which amounted to $2.3 billion in fiscal
year 1980. These losses would be completely outside the budget
process. They would require no authorizations, no appropriations.
In short, they would be open ended and uncontrollable.

In this time of inflation, when we face an absolute necessity to
reduce budget deficits, uncontrollable losses of this magnitude are
simply unacceptable.

In addition to being expensive, these bonds are inefficient and
uneconomic. The cost to the Federal Government in lost tax rev-
enues would substantially exceed the financial benefits that the
railroads would realize. We estimate that the Treasury would lose
at least $1.33 of revenue for every dollar of benefit provided to the
railroad.

These railroad bonds would also compete in the municipal
market with bonds issued by State and local governments for tradi-
tional governmental purposes, such as the construction of schools,
firehouses, city halls, and other essential governmental projects.

Senator Byrp. Have such bonds been issued in the past?

Mr. SamuELs. Railroad bonds have not been issued in the past,
but before 1968, a number of industrial revenue bonds were issued,
and in 1968, for the reasons I have outlined today, Congress recog-
nized that industrial development bond financing is a fundamen-
tally unsound way to provide a subsidy. Nothing has changed since
1968. They still represent a wasteful, inefficient——

Senator BYRp. I understand that, but that is not my question. My
guestégn is, have other railroad industrial development bonds been
issued?

Mr. SamuEeLs. No, Senator, not to our knowledge, or if they have,
they would be taxable.

one of what I have said this morning or anything that is
contained in the written statement should be interpreted to mean
that the administration is not aware of and being responsive to the
rail situation in the Midwest that has spawned these two proposals.
We believe that the Federal Government and State governments
both have an important role to play in the restructuring of the
bankrupt Milwaukee and Rock Island Railroads. However, we do
not believe that this Federal assistance should be provided through
the use of tax-exempt industrial development bonds.

As I mentioned earlier, in no sense can these bonds be deemed to
be State aid to the railroads. The States are not liable, and the
States are not spending any money. -
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Senator Byrp. Now, at this time, do you want to comment on
2584, or do you want to do that later?

Mr. SAMUELS. As yout wish, Mr. Chairman.

Senator Byrp. All right. Go ahead.

Mr. SAMUELS. We do oppose 2528, as well, in its present form. It
is a special interest bill for the Tampa Port Authority. I think it is
important to understand the transaction to understand the prob-
lem. It is rather technical.

Basically, the current law permits tax-exempt industrial develop-
ment bonds to be issued to provide certain kinds of facilities; for
example, docks and wharves, but only to provide those facilities.
However, the current Treasury regulations do not allow an owner
of dock or wharf to refinance that facility that with industrial

"development bonds.

For example, if there is already an existing dock or wharf, the
current Treasury regulations don’t permit the owner of that dock
or wharf to go out, if he can talk a port authority into it, and
borrow $50 million at tax-exempt rates and then use that money
for a purpose other than providing a dock or wharf.

However, the restriction in the regulations that prevents such
refinancings has two rather anomalous effects. It prevents a sui-
stantial rehabilitation of a dock or wharf. Now, in one sense, a
substantial rehabilitation of an already exempt facility could be
considered to be the providing of a new facility, or, at least very
close, to providing a new facility; perhaps tax-exempt bonds should
be issued in these cases if it is a truly substantial rehabilitation.

On the other hand, the current regulations would permit the
owner of that dock or wharf to sell it to a third party in a sale
financed with tax-exempt bonds, even when there is no new con-
struction so that no new dock or wharf is being provided.

Senator Byrp. That is the part you object to, I assume.

Mr. SamueLs. No—well, that is the part of our regulations we
are reexamining.

Senator Byrp. Well, that is not involved in the bill, then.

Mr. SaAmUELs. We have met with the proponents of the bill, and
do not yet know enough of the facts about the acquisition of the
existing facility and thz renovation. Now, if the renovation of the
facility that is being acquired is sufficiently substantial, I think
that perhaps it would be appropriate for us to reexamine our
regulations, which we are currently doing, and that reexamination
perhaps, depending on the facts, would permit that renovation to
ke financed with tax-exempt bonds.

On the other hand, if it is a mere acquisition of an existing
facility, we see no pollcy reason for allowing tax-exempt bonds
to——

?Senator Byrp. Well, does the legislation get into that aspect of
it?

Mr. SamuELs. No, it doesn’t. The legislation really was a—what
we at the Treasury sometimes refer to as describing a particular
hippopotamus. It describes just the particular case, and says tax-
exempt bonds can be issued——

Senator Byrp. Well, I am having a difficult time understanding
whether you favor it or oppose it.
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Mr. SAMUELS. We oppose it in its current form. However, depend-
ing on the facts we think that working with our regulations and
with the proponents of the bill, we may be able to accomplish their
objectives. However, we do oppose the enactment of this legislation,
frankly, because we would be unable to hold—it would continue to
permit, as you pointed out——
abgenator Byrp. That is your own regulation that you are talking
about. ’

Mr. SaAMUELs. Well, we are examining——

Senator Byrp. You disagree with your regulation. Is that it?

Mr. SAMUELS. Yes, we do. Or at least we are re-examining it. 1
might point out the regulation was drafted well before this Treas-
ury arrived in Washington.

Senator Byrp. I might say at this point that Senator Stone and
Senator Chiles are very much interested in this legislation. They
have discussed it with me, and Senator Stone had planned to be
here today, until the development of the death of a very close
associate prevented him from being here, and Senator Chiles is in
the same situation, or else both of them would have been here in
regard to this legislation.

Thank you very much.

Now, Mr. Shakow?

STATEMENT OF DAVID SHAKOW, ASSOCIATE TAX
LEGISLATIVE COUNSEL, DEPARTMENT OF THE TREASURY

Mr. SHakow. Yes, Mr. Chairman. I am David Shakow, Associate
Tax Legislative Counsel for the Treasury. I am appearing to pres-
ent the Treasury’s views on H.R. 5043, which is the Bankruptcy
Tax Act.

With your permission, I would like my whole prepared statement
to be included in the record.

Senator Byrp. Yes; it will be.

Mr. Suakow. I will try to summarize briefly here.

Senator Byrp. Good.

Mr. SHakow. H.R. 5043 revises the provisions of Federal income
- tax law dealing with taxpayers in bankruptcy to make them con-
sistent with the rules of the new bankruptcy law which went into
effect on October 1 of last year.

This bill has been developed over the course of a number of
years, during which it was subject to substantial comment from
outside practitioners as well as the Treasury and the Justice De-
partment and the Internal Revenue Service, and it has been before
Congress in various forms for more than 2 years.

Like any document that must take into account different and
sometimes conflicting considerations because both bankruptcy
policy and tax policy must be accommodated in its provisions, H.R.
5043 will not completely satisfy everyone. The Treasury, for exam-
ple, would have liked to see the rules in the bill made more
coasistent with tax policy.

However, we believe it is very important to have the bill passed
expeditiously, so that taxpayers in bankruptcy and practitioners
who advise them can plan their transactions with knowledge of
what the consequences of those transactions will be.
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Accordingly, my prepared statement does not suggest any
changes in the bill, because we think that treating it expeditiously
is the most important thing to be done at this time.

Senator BYrp. Do you support the bill as it is?

Mr. SHAKow. Yes, we do. - :

The bill covers a number of significant areas, and I would like to
review in summary fashion a few of the more significant changes
that are made by the bill. -

The bill attempts to remedy some of the anomalies under present
law in the treatment of forgiveness of indebtedness income, with-
out accepting across the board the view that is the Supreme
Court’s position, which is that forgiveness of indebtedness is always
income like any other income.

Thus, even for a taxspayer outside bankruptcy, the bill will
generally continue the rule of current law that allows taxpayers to
reduce the basis of its assets rather than recognize income. How-
ever, the basis reduction that will be permitted under the bill will
now be restricted to depreciable property, so that no reduction will
be allowed where reducing the basis of an asset can have the
practical effect of no tax being paid on forgiveness income.

In other words, if a corporation owed $100, and because interest
rates had gone up, it was allowed to pay off the debt with $80, it
would have received the $100, paid out $80, and it would have $20
of income. The current law would say you can reduce the basis of
any of your assets as a means of somehow spreading forward that
$20 of income, but in a substantial number of cases the corporation
would be permitted, for example, to reduce the basis of the land on .
which its plant is located.

Now, the land is not depreciable property, so that even if its
basis is lower, there is no depreciation to be taken, so it has no
effect on income, and the corporation has no intention of selling
the land on which its plant is located. The net effect of applying
that rule is that the $20 of income never gets taxed. The present
bill says you must reduce the basis of depreciable assets, so that
your depreciation deductions in the future will be lower, and there-
fore your income ultimately will reflect that $20 of forgiveness.

Now, in the case of a taxpayer in bankruptcy, or an insolvent
taxpayer, the bill provides an even more lenient rule. Such a
taxpayer is never required to recognize income when debt is forgiv-
en. Instead, the taxpayer is required to reduce any of its favorable
tax attributes. If it had a tax credit which it hadn’t been able to
use, or a loss, or a capital loss, or the basis of its assets, it can
reduce those, and a floor is placed on that below which the attrri-
butes can’t be reduced.

Any additional forgiveness is totally forgotten for tax purposes.

This essentiailly will permit the taxpayer to compete fairly there-
after with other taxpayers who have not gone through bankruptc,
without saddling the bankrupt business with potential tax liabil-
ities that will make it difficult for it to rehabilitate itself economi-
cally in the future.

Now, one other significant aspect of the Bankruptcy Tax Act
involves the treatment of stock that is issued in exchange for a
corporation’s debt. Under current law, a corporation generally rec-
ognizes no foregiveness income when stock is used to satisfy a debt.
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. Let’s take the case I used before. The corporation had $100 of
debt, and if it, let’s say, issued stock for $80, and took the $80 and
paid off the debt, there is no question that there would be $20 of
income. If instead it took stock worth $80 and gave it to the
creditor, current law would say, no taxable income at all.

On the creditor’s side, though, there is no question, if the credi-
tor was owed $100, and it received $80 for that $100 debt, whether
it was $80 of cash or $80 of stock, a normal trade creditor would
have a loss in that case. So, the bill says, in general, in the cases
where a creditor has a loss, the corporation should have a match-
ing gain. In other cases where the creditor, for example, owns a
bond—like a trade bond, where, when it receives stock in exchange
for the bond, the tax law says no income at all, in that case, the
corporation also will not have income.

So, the bill just tries to match the consequences to the creditor
with the consequences to the debtor in that situation.

The bill also clarifies a large number of issues involving the
treatment of individuals in bankruptcy, and my statement covers
g}ﬁrely some of the particular provisions that are treated in the

ill.

Basically, for most individual taxpayers, it tries to provide rules
that will allow those taxpayers to disregard any special tax rules in
bankruptcy, so that the taxpayer can just continue to file its tax
returns without having to worry about what the niceties of tax law
are as they apply in bankruptcy.

An individual who has a complicated business picture is given
the flexibility to arrange his affairs under the law in a way that
when he goes into bankruptcy, he really puts a stop to anything
that has happened before. Everying before that is a concern of his
bankruptcy estate, and he starts again with his fresh start thereaf-
ter. The bill also has a number of provisions dealing with corporate
reorganizations, and basically just tries to adapt bankruptcy reor-
ganization rules to the general flexible reorganization rules that
are provided in the code, and there are a number of other corpo-
rate provisions and provisions dealing with tax procedure that are
covered in the bill, which is rather long and in most cases simply
technical and conforming, and I think generally helpful for taxpay-
ers who will be going into bankruptcy courts trying to decide issues
in this area.

Neither my written testimony nor my oral testimony has covered
nearly all the provisions of the bill. Many of these, as I say, are
rather technical, but I would like to stress again the importance of
dealing with the bill swiftly and favorably.

Taxpayers going into bankruptcy should know what the tax con-
sequences of their subsequent actions will be.

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

Senator Byrp. Thank you. I have just one question. You men-
tioned two examples of $100 and $80. Now, the first example that
you mentioried, mentioning the $80, you have mentioned an in-
crease in interest rates. Now, I didn’t catch the connection.

Mr. SHakow. I am sorry. I was simply trying to suggest one of
the reasons that you would have forgiveness of indebtedness. In
other words, when a corporation issues a bond at 6 percent and
then interest rates go to 12, if the bond is a long-term bond, it is
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going to trade in the marketplace at well below the $100 it was
issued for. I was saying, for example, it might trade at $80.

Now, the Supreme Court case that is the basic case in this area
said if the corporation goes out and buys this bond back for $80,
having received $100 and having gaid back $80, it has $20 of
income. I was merely suggesting that as an example of a case
where you would have forgiveness of indebtedness.

It may seem as if forgiveness of indebtedness only applies to
taxpayers who are in financial difficulty, but in fact, particularly
because of circumstances like this, there can be perfectly solvent
corporations that will have what is considered under the tax law
forgiveness of indebtedness, and that is one of the major—— :

Senator Byrp. Well, they had a loss, is what happened, isn't it?

Mr. Suakow. Well, the corporation had a gain. In other words, it
had received $100 for issuing its debt, and then it paid back only
ggg of that $100 in buying back the debt for $80, so it stayed with
Now, the creditor has had a loss, and the creditor’s loss is always
recognized, and this bill doesn’t deal with the creditors. And as I
say, current law, just as an example, current law does recognize
that if $80 of cash is used to satisfy that $100 debt, the corporation
will have $20 of income. It is just a question of how it will be
treated.

Senator Byrp. Thank you.

Senator Packwood?

Senator PAckwoop. No questions, Mr. Chairman.

Senator Byrp. Thank you, gentlemen.
¢ l[;l‘he] prepared statements of Messrs. Samuels and Shakow
ollow:
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—

Mr. Chairman and Members of the Subcommittee:

_I am pleased to have the opportunity to present the
views of the Treasury Department on the following five bills:
S. 2486, allowing tax exempt financing for railroad
rehabilitation; S. 2526, allowing tax exempt financing for
all railroad facilities; S. 2500, providing a tax credit for
theatrical productions; S. 2503, providing a refundable
credit for interest on certain agricultural loans, and S.
2548, permitting tax exempt financing for certain harbor
improvements. These bills raise a number of significant
issues of tax policy and we commend the Subcommittee for
providing the opportunity to discuss these issues.

M-511
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After settinc out a summary of the position of the
Treasury Department with respect to each bill, I will discuss
each proposal in detail. -

Summary

S. 2486 would allow the issuance of tax exempt
industrial development bonds to provide financing for
railroad rehabilitation or the acquisition of land or
rights-of-way in connection with such rehabilitation. 1he
Treasury Department is opposed to S. 2486.

S. 2526 would permit the issuance of tax exempt
_industrial development bonds to provide all facilities,
including rolling stock, for the furnishing of rail
graggggrtation. The Treasury Cepartment is also opposed to

S. 2500 would allow a tax credit for the costs of
certain theatrical productions. The Treasury Department
opposes S. 2500.

S. 2503 would provide a refundable credit for interest
in excess of 12 percent per annum on certain agricultural
loans. The Treasury Department opposes S. 2503.

S. 2548 would permit tax exempt financing for the
acquisition and rehabilitation of certain harbor
improvements. The Treasury Department is opposed to S. 2548
in its present form.

S. 2486 and S. 2526
Tax Exempt Bonds for Railroads

S. 2486 would permit the issuance of tax exempt
industrial development bonds to provide financing for
railroad rehabilitation or the acquisition of land or
rights-of-way in connection with such rehabilitation. For
this purpose, the term "railroad rehatilitation" is broadly
defined to include the acquisition, construction,
reconstruction, or erection of any roadbed, track, trestle,
depot, switching and signaling equipment, or any related
equipment. Rolling stock, however, is expressly excluded.
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S. 2526 would permit the issuance of tax exempt
industrial development bonds to provide all facilities,
incluéing rclling stock, for the furnishing of rail
transportation.

The Administration is aware of and has Lteen responsive
to the rail situation in the Midwest which has spawned these
proposals. Both the federal goverrment and the states have
roles to play in the restructuring of the bankrupt Milwaukee
and Rock Island railroads, but we believe the Congress and
the states should focus on more direci and efficient means of
accomplishing this objective than the use of tax exempt
industrial revenue bonds.

The Fiscal Year 1980 supplemental appropriation
currently pending in the House contains a rescission of §75
million in rail restructuring funds which would severely
compromise the ability to maintain and improve rail service
in the Midwest. These funds could be restored.

Moreover, the states have a number of availaktle
mechanisms for providing true state assistance to railroads.
For example, states can and do make direct appropriations,
either from general revenue or from dedicated taxes, to
assist in the acquisition and rehabilitation and operation of
rail lines. States also have available the Cepartment of
Transportation's State Assistance Program, in which shippers
and local communities often provide matching funds from
surcharges on the rail cars they use or from other sources.
At least one state has issued general obligation bonds in
part to provide grants to continue rail service. 1In those
states which have constitutional blocks to state funding of
rail facilities, the Department of Transportation has
supported creation of port authorities for the purpose of
receiving and spending public funds

The Treasury does not dispute the legitimacy of the need
to provide public assistance for rail restructuring or
preservation of rail service. However, it does oprose using
tax exempt financing to provide this assistance and thus
opposes both S. 2486 and S. 2526. These bills would open the
tax exempt market to increased private borrowing. Further,
the bills are wasteful, inefficient and overly expensive.
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Backgroungd

An industrial development bond is a debt obligation
issued under the name of a state or local govermment for the
benefit of a private industrial corporation. A typical
industrial development bond financing involves a municipality
which issues bonds and uses the proceeds to construct a
facility; the facility is then "leased” to a corporation for
a rental set at the precise amount needed to make the
interest and principal payments on the bonds.
Characteristically, the bonds are revenue bonds payable only
out of the rent; the municipality assumes no obligation,
direct or indirect, for their payment. Thus, such bonds
really represent obligations of a private corporation, but
because the municipality places its name on the bonds, it
claims and passes on the federal tax exemption.

In recognition of the economic reality of these
transactions, state courts generally agree that these revenue
bonds are not debts of the issuing govermmental unit for
purposes of applying state or local debt ceilings or similar
restrictions on municipal borrowing. In some less prevalent
situations a govermmental unit will issue its general
obligation_bonds secured by the lease revenues, so that the
municipality assumes a subordinate role as a guarantor of the
corporate obligation. However, the lease revenues are
regarded as the principal security behind the bonds and the
use of general obligation bonds does not materially alter the
abuses that flow from the transaction.

Prior to 1968, interest on industrial development bonds
issued@ by state and local goverrments had been exempt from
federal income taxation. The use of these bonds had been
growing in importance as a mechanism by which state and local
govermments sought to attract plants to their communities.
Through their use, these govermments had been able to extend
the tax exemption afforded to interest on their securities
issued for public investment to interest on bonds issued for
essentially private purposes. Of course, as many states and
localities came to utilize this method, the competitive
advantage was lost and the increased volume of tax exempt
financing affected the interest cost of public issues, These
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factors, and fear of increasing federal revenue losses as use

of this method of financing long-term private debt expanded,

led to the limits on industrial development bond financing
r—included in the Revenue and Expenditure Control Act of 15968.

In the past few years, the volume of tax exempt bonds
issued for non-govermmental purposes -- principally for
private residences, private hospitals, pollution control
facilities, and various commercial and industrial purposes ==
- has increased sharply as a share of the tax exempt market.
There are indications that this trend is likely to increase
and with it the potential for abuse.

A study being conducted by the Congressional Budget

Cffice shows the extent and degree of abuse. - It appears that
more than $7 billion of industrial development bonds were
s0ld in 1979 to finance such projects as shopping centers,
fast-food restaurants, pizza parlors, doctor's offices and
even a massage parlor. In many cases, the industrial
development bonds are nothing more than a conventional bank
loan, rubber-stamped by a local authority. 1n fact, the

_ _borrowing arrangement is almost identical to a commercial

T—1can, except for the official sanction of the industrial
development authority. Often, the requisite approval is
granted as a matter of routine. Under those circumstances,
the authority cannot be said to exercise any independent
judgment that the borrowing serves a public purpose.

Industrial Development Bonds are an Inefficient
Method of Providing a Subsidy

In all cases the exemption from tax of interest on
industrial develorment bonds is simply a federal subsidy to
private corporations. The lower interest rates -- which are
passed on to the private corporations in the form of lower
rental charges -- are only possible because the interest in
the hands of the bondholders is tax exempt. Therefore, the
full benefit derived by private industry is achieved only at
the expense of a loss of federal tax revenues. Thus, such
obligations are in no real sense a vehicle for state aid.
Instead, they represent a forced federal subsidy. The amount
of the, subsidy, the beneficiary of the subsidy, and the use
to which the borrowed funds are put are not considered in any
way by the federal govermment. The sole decision as to
whether or not to benefit a private corporation rests with
the various state and local govermments, and since industrial

.revenue bond financing imposes no direct costs on the issuing
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govermmental units, there is no agency that has any effective
interest in assessing the merits of extending federal tax
benefits to any particular private corporate beneficiary.

In addition, industrial development bond financing
represents a most inefficient and uneconomic means of
subsidizing private industry. The cost to the federal
govermment in lost tax revenues substantially exceeds the
financial benefits that corporations realize through their
ability to borrow funds at lower interest rates. This
inefficiency is best illustrated by an example. When the
yield on taxable securities is approximately 10 percent, the
yield on tax exempt bonds of similar quality will be
approximately 7 percent. This means that a borrower who has
access to tax exempt financing is able to save thirty cents
on each dollar of interest that would normally be paid. On
the other hand, the average marginal tax bracket for holders
of tax exempt securities is approximately 40 percent and, if
the interest were not exempt, taxes would have been payable
at that rate. This means that Treasury loses about forty
cents for each dollar of interest paid on these bonds. 1n
other words, the Treasury loses about $1.33 of revenue for
each dollar of incentive provided by tax exempt borrowing.
Moreover, the cost to the federal govermment will constantly
increase as the volume of tax exempt bonds grows larzger and
interest rates for all tax exempt obligations rise in order
to elicit more demand, particularly from relatively lower
bracket taxpayers.

Cost to Federal, State, and Local Governments

Treasury estimates the revenue loss attributable to S.
2486 at $562 million for the period 1981-1985 and the revenue
loss attributable to S. 2526 at $3.94 billion for the same
period. In the longer run, we would stand to lose as much as
$1 billion every year from S. 2486 and $2.7 billion every
year from €. 2526 (expressed in 1985 dollars).
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Revenue Loss Assuming

EE;;%ES_QE_ELEEEE
S. 6 or S. 2526

Bill FY 1981: FY 1982: FY 1983: FY 1984: FY 1985:

S. 2486 34 64 107 154 203
S. 2526 298 493 759 1043 1347

These revenue losses, also known as tax expenditures,
are one type of indirect federal subsidy for railroads. 1o
this must be added direct federal outlays for railroads
which, for fiscal year 1980 alone amounted to $2.3 billion.l/
In this time of inflation, when we face an absolute necessity
to reduce budget deficits, increasing federal subsidies in
either form to railroads must be closely examined.

The Treasury also estimates that S. 2486 would bring
$7.2 billion of obligations onto the tax exempt market during
the period 1981-1985 and that S. 2526 would bring $39 billion
of such bonds to the market in the same period. This
additional volume of bonds would raise borrowing costs for
all state and local govermments and could squeeze some out of
the market entirely.

Considerations of Tax Equity

Tax exempt bonds also raise serious guestions of tax
equity. The dollar loss in foregone revenues to the
Treasury, as described above, is a dollar benefit to the
wealthy investors who buy tax exempt bonds. 1f the ordinary
working man has to pay taxes on his entire paycheck, it is
hard to justify an incentive program which provides billions
of dollars of tax free interest for the very wealthy.

1/ The Budget of the United States, Fiscal Year 1981,
96



252

New Incentives For Rolling Stock Are Unnecessary

Ags indicated previously, S. 2526 permits tax exempt
financing of railroad rolling stock. This rule rests on a
belief that the current incentives for investment in such
equipment are inadequate. The opposite appears to be true,
however. Equipment leasing tax shelters involving railroad _
rolling stock are, according to reports, a very popular
variet¥ of investment.l/ 1In addition, there are some small
rail lines whose princIpal business is the leasing of rolling
stock at favorable rates.2/ Thus, the incentives provided
under current law both through the tax system and otherwise
seem to be guite adequate.

In any case, if the supply of rolling stock were
inadequate and existing incentives were insufficient to
supply & sufficient stock, the whole policy toward railroad
rolling stock would have to be evaluated. To do otherwise
would be to impose a patchwork of incentives, some through
tax expenditures and some otherwise, that were totally
unfocused. 1In particular, the efficacy of providing
subsidies for railroads through the tax system would have to
be carefully examined.

Distinctions Between Public and Private Borrowing

Since the adoption of the federal income tax in 1913,
interest on state and local government obligations generally
has been exempt from federal income tax. This exemption
represents a recognition of the independent sovereignty of
states and their instrumentalities under our federal system
as well as the desire to enhance the strength of state and
local govermments, the entities closest to the people, in
solving local problems.

p————————

1/ Wall Street Journal, August 21, 1979, 6

2/ Wall Street Journal, August 6, 1979, 19
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This rationale applies to all state and local
govermmental borrowings for public purposes. It Goes not
apply to industrial development bonds, however, because they
are merely obligations nominally issued by a state or local
government to raise funds for private development.

The only reason for making industrial development bonds
tax exempt is to provide a subsidy or incentive. This
reason, which is the one underlying S. 2486 and S. 2526, is,
for the reasons we have stated, fundamentally unsound. Tax
exempt bonds such as those provided for in S. 2486 and S.
2526 have considerable drawbacks as a method of providing a
subsidy or incentive. They are demonstrably inefficient and
inequitable, and they damage the market for tax exempt bonds
as a whole.

S.

2500
Tax Credits for Theatrical Productions

S. 2500 would allow a tax credit egual to 6 2/3 percent
of the production costs incurred in the United States for the
presentation of a dramatic work, such as a play, opera, or
ballet, before a live audience. Production costs eligible
for the credit would include the cost of equipment and
supplies, and compensation for services performed by actors,
directors, producers and other production personnel. Certain
indirect production costs would also be eligible for the
credit if at least 80 percent of the direct production costs
were allocable to the United States. 7The proposed theatrical
credit appears to be modeled after a similar credit allowed
for the production costs of motion pictures.

The Treasury Department is opposed to S. 2500. We do
not believe that a tax credit is an appropriate method for
providing additional public subsidies to stage productions.
Instead, in this time of special concern for control of the
federal budget, we believe that any additional public
support for the theatre should be provided directly through
the regular appropriations process, so that the theatre would
have to compete directly for funds with other programs of
encouragement to the arts. 1Indeed, such direct aié is
particularly appropriate in view of the existence of

65-489 0 - 80 - 17
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established, directly funded programs of public support to
the theatre and other arts, with oversight by agencies and
Congressional committees charged with the responsibility for
fostering the arts.

For example, during the most recently completed fiscal
year the National Endowment for the Arts expended
approximately $20.2 million in support of stage productions,
including theatre, opera and dance, and approximately $22.05
million 1s budgeted for these programs in the current fiscal
year, a sum that does not take into account assistance
provided by state and local agencies. Any additional
assistance to such productions should be provided through an
expansion of these existing programs.

wWhile S. 2500 is couched in terms of an extension to
theatrical productions of the investment credit now allowed
for machinery and equipment, we believe such a
characterization of the proposed theatrical credit is
inapposite. The investment credit was enacted in 1962 for
the express purpose of stimulating capital investment and the
modernization and expansion of our industrial capacity. 10
achieve this goal, the investment credit was limited to
durable equipment used in production processes. Then
Secretary of the Treasury Douglas Dillon explained the
reasons for limiting the credit to machinery and equipment in
his testimony before the Senate Finance Committee:

"Machinery and equipment expenditures -- the type
of business capital expenditure which is basic to the
creation of new products and which also makes the most
direct contribution to cost-cutting, productivity and
efficiency ~-- constitute a smaller percentage of the
gross national product in the United States than in any
major industrial nation in the world. 1n recent years
we have devoted less than 6 percent of our GNF (less
than 5 percent in 1961) to this type of vital capital
outlay, only one-half the portion devoted to this
purpose by West Germany, only three-fourths of that of
the United Xingdom, and only about 60 percent as much as
the combired average of the European members wf the
CECD. Even .ore significant is the fact that in the
United States this percentage has recently been
declining steadily, whereas it has been increasing in
these other nations. . .
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“[T)he credit should be viewed primarily as a means
of encouraging the modernization of industrial, mining,
agricultural and other eguipment, increasing the
productivity of the American econamy by adding to the
quantity and quality of capital available per worker,
and increasing the relative attractiveness of investment
at home compared with investment abroad."

Thus, the investment credit today applies to trucks,
office equipment, cash registers, power plants, stamping
machinery, and other such durable capital equipment.

However, it does not apply to many other kinds of assets that
may 2lso be regarded as productive, such as inventories, the
development of new products and processes, works of art, and
buildings, to name but a few. By targeting the investment
credit on a limited class of productive assets, Congress has
evidenced a special concern for expanding and modernizing the
stock of producers' durable eguipment as a means of improving
the productivity and growth of the Nation's economy. -
Whatever the merits of providing additional subsidies tc the
theatre, doing so cannot be justified by likening theatrical
productions to durable eguipment.

To be sure, the proposed tax credit for theatrical
productions would help to stimulate economic activity in the
theatre industry. This could mean additional jobs in the
theatre, additional demand for related goods and services,
and additional entertaimment for patrons of the arts.
HBowever, these effects are by no means unique to the theatre.
Similar benefits to other industries would result from other
measures of economic stimulus, whether narrowly targeted or
broadly applied. 1In the final analysis, the issue boils down
to how much, either in direct expenditures or foregone
revenues, the federal govermment can afford at this time, and
to what purposes those funds should be applied. We believe
this to be a particularly inopportune time to make an
open-ended commitment of budgetary resources in the form of
tax credits to the theatre industry or, for that matter, to
any specific sector of the economy.

The proponents of S. 2500 may contend that the proposed
credit merely provides treatment for theatrical productions
that is equivalent to that now accorded motion pictures. The
same argument, however, can be made on behalf of any number
of specific economic activities for which tax credits are not
now provided; theatre productions have no special claim to
such treatment.
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Finally, in many cases credits for the cost of
theatrical productions would offset the tax liability of
so-called "angels," wealthy individuals who finance
theatrical productions by investing in tax shelter
partnerships. The opportunity afforded by present law to
utilize the losses incurred in these ventures to offset
income from other sources already provides these investors
with substantial tax benefits. Availability of the
investment credit would make theatrical investments an even
more attractive tax shelter.

Indeed, for the very purpose of preventing wealthy
individuals from using the investment credit to escape their
tax liability, that credit is not available to passive
investors with respect to machinery and equipment that is
leased by them to third parties in transactions that are in
substance tax shelters. It would surely be anumalous %to deny
the investment credit to passive investors in machinery and
eguipment -- the very property whose production was intended
to be stimulated by the investment credit -- while at the
same time permitting these investors to avoid tax by claiming
a credit for investments in theatrical productions.

S. 2503
Tax Credits for Agricultural Loans

S. 2503 would provide a refundable credit against income
tax for interest in excess of a specified amount on
"agricultural operating loans." Specifically, subject to
certain limitations, interest charges on such locans exceeding
a 12 percent annual rate (but subject to a maximum described
below) could be credited against the borrower's income tax
liability instead of being deducted. If the credit exceeded
the borrower's tax liability, the borrower would be entitled
to a refund in an amount equal to the credit.

An agricultural operating loan is defined as a loan that
_will be repaid within 12 months and whose proceeds are used
for a purpose described in section 312 of the Consolidated
Farm and Rural Development Act. That section describes the
following 10 categories of loans:

(1) paying costs for reorganizing the farming system
for more profitable operation;
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(2) rurchasing livestock, poultry and farm equipment
(including equipment which utilizes solar energy):

(3) purchasing feed, seed, etc., and to meet other
essential farm operating expenses including cash rent;

(4) financing land and water development use and
conservation;

(5) financing outdoor recreational enterrrises or
conversion of farm or ranch operations to recreational uses;

(6) enterprises needed to supplement farm income;
(7) refinancing existing indebtedness;

(8) other farm and home needs, including family
subsistence;

(9) loan closing costs, and

(10) assisting farmers in effecting additions to, or
alterations in, their equipment, etc., in order to comply
with other state or federal statutory standards.

The bill would allow a credit for interest payments in
excess of an annual rate of 12 percent on the first $25,000
of qualified indebtedness. The creditable interest is
limited to interest paid at a rate which is no more than five
percent greater than the discount rate (including surcharges)
on S0-day commercial paper in effect at the Federal Reserve
bank in the Federal Reserve district where the taxpayer
resides. No credit would be allowed for interest paid to a
"related person,” which is defined by reference to the
regulations under section 52(b), relating to the jobs credit.
Finally, as drafted, the credit would apply to all taxable
years beginning after December 31, 1979. However, we
understand that the bill's sponsor anticipates that the
credit would expire in 24 months.

Although we share Senator Kassebaum's concern with the
prcblems high interest rates pose for the agricultural
community, we do not telieve S. 2503 is an appropriate
response to these problems and, therefore, the Treasury
Cepartment opposes the bill.

~
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High interest rates affect all citizens and are a
particular burden on businesses where credit is essential for
operations. However, the agricultural sector is not the only
segment of our economy faced with the problem of high
interest rates. A sustained and disciplined program to
control inflation is of paramount importance to all segments
of the economy at this time. It would frustrate
well-conside-ed monetary policies designed to bring inflation
under control by gradually cooling off the economy to provide
special tax subsidies that would have the effect of
insulating the targeted groups from these policies.

It is important that all govermment subsidies be
examined closely and compared with the many other competing
demands on the limited financial resources of the federal
govermment. During this period of fiscal austerity, we
believe it is particularly inappropriate to avoid this
examination process by providing subsidies through the tax
system.

This is especially true in the case of agricultural
operating loans since current law already provides the
Secretary of Agriculture with the authority both to make
funds available at less than the market rate of interest and
to guarantee "operating loans" that are identical to the
loans for which S. 2503 would provide a tax subsidy. These
subsidized loans and guarantees are available only if the
applicants are unable to obtain sufficient credit elsewhere
to finance their needs, a standard we believe to be
appropriate for providing govermment assistance. The
borrower is charged not more than the interest rate on
federally insured loans, except thit low-income, limited
resource borrowers may be charged an interest rate of six
percent per year.

Current information indicates that about 38,000 loans,
with a total loan balance in excess of $897 million, were
outstanding in fiscal year 1979. Slightly fewer loans are
expected for fiscal years 1980 and 198l.

We estimate that the revenue loss attributable to s.
2502 would be $22.5 million for fiscal 1980, $263 million for
fiscal 1981 and $175 million for fiscal 1982, assuming the
credit expires at the end of 24 months.
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We also question whether it is appropriate to include as
eligible for the proposed credit interest on loans for the
conveérsion of farms or ranch land to recreational purposes,
or interest on loans to supplement farm income. Both of
these categories of loans qualify as operating loans in the
Consolidated Farm and Rural Development Act and thus would be
eligible for the credit. While it would seem appropriate --
and indeed likely -- that the Secretary of Agriculture would
exercise discretion on a case-by-case basis in determining
whether loans for these purposes should be directly
subsidized, such an exercise of discretion is not possible SN
under the proposed tax credit. . !

In addition to our general concerns with using the tax
system to provide subsidies outside of the appropriations
process, we are also concerned with the bill's provision that
the interest credit will k fundable if it exceeds the
farmer's or rancher's in¢ome tax liability.

Refundable credits raise important questions of tax
policy. First, in many cases, the persons who would benefit
from a refundable credit are those who pay no income tax
because, as a result of investing in ventures that are
hopeless losers, they have no profits. A refundable credit
would permit these improvident investors to continue to
receive unchecked government assistance in the form of
refundable credits. Second, and perhaps more importantlg.
once the principle of allowing tax credits to be refundable
is established, any govermnment spending program can be
cleared through the tax system, thereby avoiding the
safeguards and controls that can be built into a direct grant
program. Moreover, although a refundable credit would serve
the same function as a direct grant program, it would be
perceived as an integral part of the income tax system.
These refundable credits would further erode the belief that
the tax system is fair since the beneficiaries of these
credits would, in many cases, be paying what is in effect a
negative income tax.

Finally, we believe the proposal would be extremely
difficult to administer. The calculation to be made in
arriving at the credit (particularly where the ceiling based
on the local Federal Reserve discount rate applies) and the
determination of whether a loan qualifies for the credit
would be extremely difficult both for taxpayers and the
Internal Revenue Servrice. We also have technical and
administrative problems with the definition of the interest
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ceiling and, if the bill is adopted, recommend that the
ceiling be restated as a specified percentage, such as 16
percent (the current Federal Reserve discount rate plus five
percent).

S. 2548
Tax Exempt Financing for
the Acquisition and Rehabilitation
of Harbor Improvements

S. 2548 would provide for a special application of
section 103(b) of the Code where the proceeds of an issue of
industrial development bonds are used to acquire and improve
an existing wharf facility. Regardless of who used the
facilities before and after the issuvance of such obligations,
the interest on the bonds would be tax exempt. We understand
€. 2548 is intended to benefit the Tampa Port Authority by
enabling it to acquire and expand the Agrico Chemical
Company's Big Bend phosphate terminal at Tampa and lease it _
back to a joint venture in which Agrico will own a
substantial interest.

The Treasciy is opposed to S. 2548 in its current form.
If S. 2548 were eracted, issuers would be quick to point out
the inconsistency which would permit the issuance of tax
exempt industrial development bonds to rehabilitate a wharf
(or similar exempt facility) but not a sports stadium (or
other similar facility). The bill does raise, however, a
broader issue which we feel merits discussion -- the extent
to which tax exempt industrial development bonds should be
available to finance the renovation and rehabilitation of
exempt facilities.

Current Treasury regulations provide that if the
original use of a facility which is permitted to be financed
by tax exempt industrial development bonds (in this case, the
wharf) commences prior to the date of issuance of the bonds,
there are certain restrictions relating to the subsequent use
of the facility that must be met. A person who was a
“substantial user™ of the facility at any time during the
five-year period preceding the date of issuance of the
obligations and who received, directly or indirectly, 5
percent of the face value of the industrial development bonds
for his interest in the facility generally may not be a
"substantial user®" of the facility at any time during the
five years following issuance without the interest on the
bonds losing their tax exemption. (Because Agrico is now a
"substantial user"™ of the facility, would remain so after
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the proposed transaction, and would receive the largest share
of the bond proceeds for its interest in the temminal, the
current regulations bar the use of tax exempt financing.)

The purpose for the restrictions in the regulations is
plain. Tax exempt borrowing was permitted for industrial
development bonds to provide facilities, and not to permit
persons to borrow agagnst existing facilities or refinance
taxable indebtedness with tax exempt bonds. If a facility is
already in use, the regulations provide that tax exempt
borrowing is available unless the facility will continue to
be used substantially for the benefit of those persons
already using it (and such persons receive 5 percent or more
of the face amount of the obligation in payment for their
interest). Thus, the regulations appropriately bar
refinancing with tax exempt industrial development bonds.
Eowever, the current regulations also prevent a continuing
owner from financing substantial rehabilitation with tax
exempt bonds, but yet permit the issuance of tax exempt bonds
to finance the acquisition of an existing property even
though no new facility or construction is provided.

We believe that the distinction drawn by the current
regulations with regard to the use of tax exenpt horrowing to
finance the acquisition and rehabilitation of facilities
already in use should be reexamined, and we are currently
considering the extent to which such borrowing, with
appropriate safeguards, should be available to finance the
acquisition, renovation and rehabilitation of all types of
exempt facilities.

We believe a rational approach to the use of tax exempt
borrowing for rehabilitation must strike a balance betweea
the goal of preventing the use of such financing-to borrow
against existing facilities or to refinance, directly or
indirectly, existing taxable debt and the goal of allowing
certain rehabilitation of existing facilitles even though
there is no change in the persons who use them. 1In
accamplishing this latter goal, it must be acknowledged that
some bond proceeds will likely be expended to pay off
existing debt.

We are currently considering an approach that would bar
the issuance of tax exempt obligations for the mere
acquisition (with no significant renovation or
reconstruction) of a facility which is already in use. That
is a clear case in which tax exempt industrial development
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bonds are used merely to supplant private borrowing. No new
facilities are provided for public use. There has only been
a change in ownership. There seems little reason to allow
tax exempt industrial development bonds to finance such a
transaction. -

Cn the other hand, it may be appropriate to permit tax
exempt industrial development bonds to be issued for the
substantial renovation or rehabilitation of an exempt
facility. 1In the case of a substantial reconstruction or
rehabilitation, a facility with a changed or expanded use
which benefits the public is piovided. 1In some sense, it can
be said to be a "new" facility. Such a change woulé
eliminate the rule of the current regulations which restricts
the identity of the persons who can make substantial use of
an existing, renovated facility after issuance of the bonds.
The new standard might be drawn to require that any issuance
of tax exempt obligations to substantially rehabilitate or
reconstruct a facility would reguire that the amount of bond
proceeds spent for the rehabilitation equal or exceed some
percentage of the facility's adjusted basis or fair market
value immediately prior to the rehabilitation or
reconstruction. If this percentage were set high enough,
substantial renovations could be undertaken without a risk
that the obligations would be used principally to refinance
an existing taxable indebtedness.

Of course, an extension of tax exempt industrial .
development bonds to finance rehabilitation without a change
in users would reqguire appropriate safeguards. The
gquantitative standard by which a qualifying rehabilitation
might te measured is one such safeguard. Another would be
the period of time that must intervene between a qualified
rehabilitation and the time the property is first placed in
service. Any proposal creating incentives to rehabilitate
property will, to some extent, encourage the deferral of
routine maintenance and repair until it could be financed as
part of a qualifying rehabilitation. Such expenses are
usually paid out of working capital, and deferral of these
expenses may indirectly allow tax exempt borrowing to finance
working capital.
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We believe that the use of tax exempt becrrowing for the
rehabilitation of exempt facilities, accompanied by
appropriate safequards, may well be justified in certain A
cases., Policy in this regard should certainly be reexamined
and clarified. We stand ready to work with this Committee,
and all interested persons, ih examining and clarifying the
rules in this area.
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_— STATEMENT CF CAVIC J. SHAKCW
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CCMMITTEE ON FINANCE
SUBCOMMITTEE ON TAXATICN ANC LEB1 MANAGEMENT

Mr. Chaimman and members of the Subcommittee:

o I am pleased to appear before you today to present the
Treasury's position on H.R. 5042, the Bankruptcy Tax Act of
1980.

H.R. 5043 systematically revises the provisions of the
Federal income tax law dealing with taxpayers in bankruptcy
and makes them consistent with the rules of the new
bankruptcy law which went into effect on Cctober 1, 1579.

The bill has been developed over the course of a number of
years during which it was subject to substantial comment from
outside practitioners, and it has been before Congress in
various forms for more than two years. Like any document
that must take into account different and sometimes
conflicting considerations--both bankruptcy policy and tax
policy must be accommodated in its provisions--H.R. 5043 will
not completely satisfy everyone. The Treasury, for examgle,
would have preferred a bill that was more consistent with
overall tax policy. However, we believe it is very important
to have the bill passed expeditiously so that .taxpayers in
bankruptcy and practitioners who advise them can fplan their
transactions with knowledge of what the consequences will be.

The bill covers a number of significant areas. 1t
provides a general treatment of discharge of indebtedness, &an
important aspect of any bankruptcy proceeding. 1t develogs &
coherent structure for the tax treatment of individuals in
bankruptcy so that they can deal easily with the tax
consequences of their bankruptcy. It coordinates the
provisions of corporate reorganizations in bankrugtcy with
the general corporate reorganization provisions, so tnat the
flexibility generally provided for all tax-free

M-512
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reorganizations will apply equally to tankruptcy
reorganizations. It also adopts a number of miscellaneous
changes in the corporate tax law and in tax procedures that
will allow for clearer treatment of taxpayers in bankruptcy.
I would like to review in summary fashion a few of the more
significant changes that are made by this bill.

I. Tax Treatment of Cischarge of Indebtedness

As a general rule, when a business borrows money, it can
be expected that the money will be used either to pay the
business's day-to-day expenses or to purchase assets used by
the business. Accordingly, one would generally expect the
borrowed funds to be reflected in the calculation of the
business's taxable income, either through an immediate
reduction of taxable income because the funds were used to
pay for an item that can be deducted, or else through a
future reduction of taxable income because the amounts are
reflected in the basis of the assets of the taxpayer.

If the taxpayer thereafter is not required to reray the
loan, it might seem plausible to trace the borrowed dcllars
to their final resting place and reverse whatever tax
consequernces resulted from the borrowed funds. However, the
Supreme Court (and subsequently Congress, in drafting the
Internal Revenue Code itself) has ruled that forgiveness of
indebtedness is, except in unusual circumstances, income like
any cther income, without regard to the use of the loan
proceeds.

Bowever, because taxpayers who have their debts forgiven
are often (although not always) in financial cifficulty, both
the courts and Congress have developed rules that moderate
the consecquences of the rule that forgiveness leads to
income. For example, the courts have ruled that a taxgayer
who is insolvent before and after a debt was forgiven coes
not have any income because the forgiveness of the dekbt has
not freed up any assets that the taxpayer could use for its
own purposes. This rule has been adoptec by the courts even
though no similar rule is applied to exclude any other kind
of income recognized by an insolvent taxpayer. Congress, for
its part, has adopted the provisions of sections 108 andé 1017
of the Code, which allow taxpayers to reduce the basis of
progperty rather than recognizing income when debt is
forgiven. When the basis of property is reduced, a taxpayer
may expect his income 'in the future to be increased as the
basis is taken .into account in calculating taxable income.
However, it should be noted that the basis reduction rules of
current law will apply even when the basis reduction will
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have no significance in calculating taxable income of the
taxpeyer in the foreseeakle future, for example, when the
taxpayer reduces the basis of the stock of a subsidiary or of
the land on which the taxpayer's plant is located. 1I1n those
cases, a taxpayer may, in practice, recognize no income when
its debts are forgiven.

The bill attempts to remedy some of the anomalies under
present law in the treatment of forgiveness of indebtedness
income without accepting across the board the Supreme Court's
view that forgiveness of debts is always incame. Thus, even
for a taxpayer outside bankruptcy, the bill will continue te
allow a taxpayer to reduce the basis of its assets rather
than recognize income. However, the basis reduction will now
be restricted to depreciable propecty, s0 no reduction will
be allowed where reducing the basis of an asset can have the
practical effect of no tax being paid on forgiveness incame.
In the case of a taxpayer in bankruptcy or an insolvent
taxpayer, an even more lenient rule is provided., Such a

_taxpayer will never be required to recognize income when aebt
is forgiven. 1Instead, the taxpayer will reduce its favorable
tax attributes to reflect the debt forgiven. Moreover, a
limit is placed on the amount of attributes that a taxpayer
may be required to reduce. Accordingly, the taxpayer's basis
in its assets may not be reduced below the amount of any
liabilities that remain when it emerges from bankruptcy. 10
the extent any debt is forgiven after this limit is reached,
the forgiveness is disregarded for tax purposes. This will
permit the taxpayer to move ahead in reasonatle competition
with other taxpayers who have not gone through bankruptcy
without saddling the bankrupt business with potential tax
liabilities that will make it impossible for it to

_rehabilitate itself econamically”

Cne significant aspect of H.R. 5043 involves the
treatment of stock that is issued in exchange for a
corporation's debt. Under current law, a corporation ’
generally recognizes no forgiveness incame when stock is used
to satisfy a debt. Under the bill, if a corporation issues
$40 of stock in exchange for a debt of $100, it may have $60
of income from forgiveness of indebtecness just as if it had
issued $40 of cash for that $100 of debt. This provision
makes the treatment of a corpocration that issues stock for
debt consistent with the treatment of the creditor who
receives stock in exchange for debt. Accordingly, where the
debt cancelled would be considered a security for tax
purposes, and thus an exchange of stock for such cebt would
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not normally be taxed to the holder c¢f the debt, the
corporation will not be deemed to have forgiveness of
indebtedness income. On the other hand, if the Gebt is of
the type that will allow the creditor to claim a deduction on
the exchange (or beforehand, through a taé debt deduction),
the corporation must also recognize forgiveness of
indebtedness income on the exchange.

II. Tax Treatment of Individuals in Bankruptcy

The bill clarifies a number of issues involving the
treatment of individuals and their estates in bankruptcy. 1n
general, the bill provides that the estate of an individual
in bankruptcy is treated as separate from the individual, the
same general rule as current law. Tne bill provides a
coherent set of rules that indicate what tax attributes are
accounted for by the taxpayer and what attributes belong to
the estate in bankruptcy. The bill provides that a taxpayer
may reflect on his or her individual tax return all
pre-bankruptcy income and deductions in the calendar year in
which he or she has declared bankruptcy. 71his rule will make
it easier for individuals who are not faced with a
complicated tax picture to ccntinue to file their tax returns
with relative ease and without bothering to distinguish fine
points of tax law. On the other hand, an individual with a
complicated tax picture is permitted to terminate his tax
year at the time the bankruptcy proceeding is commenced, so
that all the pre-bankruptcy income and decuctions will be
associated with the estate in bankruptcy, inasmuch as the
estate in bankruptcy will get the benefits (and will be
saddled with the burdens) of any of those income and
deduction items. The bill also indicates when the tax
attributes of the debtor can be used thereafter by the
estate, and provides rules that will make it easier for an
estate in bankruptcy to use deductions incurred in the
administration of the individual's estate.

III. Corporate Reorganization Provisions

The bill attempts to give corporate taxpayers in
bankruptcy the benefits of the flexible rules for cocrporate
reorganizations that have been included in the Code generally
for corporations outside tankruptcy. In general, this is
done by adding the definition of a bankruptcy reorganization
to the list of tax-free corporate reorganizations. As a
result of this change and variocus conforming amendments, most
of the rules that apply to corporate reorganizations at
present, and that may be extended to corporate
reorganizations in the future, will apply automatically to
bankruptcy reorganizations.



268

A difficult problem in this area relates to the
ambiguous position played by shareholders and creditors of a
bankrupt corporation. As a corporation moves toward
bankruptcy, the shareholders of the corporation will often
lose their equity interest in the bankrupt corporation and,
ultimately, their control over the corporation. Normally, in
deciding whether a reorganization is tax-free, it is
necessary to determine whether the transaction satisfies the
judicial test of "continuity of interest,"” which attempts to
distinguish a true reorganization of & corporation from a
taxable purchase of the corporation by new interests. hwhen
creditors take over a corporation, it may be difficult to
determine whether what they are giving up in exchange for
stock is the equivalent of an old investment or new money.
We believe that, in applying the provisions of this bill to
the new bankruptcy law, it will be possible to distinguish
between true reorganizations and gpurchases. W%e will monitor
closely the application of these rrovisions and will be
prerared to offer suggestions for legislation if needeo.

IV. Cther Corporate Amencdments

The bill amends a number of other provisions involving —
the taxation of corporations in bankruptcy. For examgle,
although a corporation in bankruptcy may become a personal
holding company under the Code, it would normally not be
appropriate to subject the corporation to the special tax on
personal holding companies. Accordingly, such corgorations
are generally excluded from the definition of personal
holding companies. Similarly, the rules for corporate
liquidations are modified to extend beyond one year the
period over which a tax-free liquidation may take fplace.

When properly restricted to avoid abuse, this rule takes
account of the fact that a corporation under court
supervision may not have the flexibility to act guickly that
other corporations normally have. Also, a rule is provided
under” the general provisions involving incorporation of a
business so that there will be no technical distinction
between incorporating a sole proprietorship for the benefit
of creditors and selling the assets of a sole proprietorship
for the creditors' accounts. In either case, the transaction
will be treated as a sale.

It should be noted that these provisions generally
provide flexibility for corporations and allow them to
operate without some of the constraints of the tax law in
order to accommodate the concerns of bankruptcy policy.
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V. Chances in Tax Procedure

A number of technical changes are made in the lnternal
Revenue Code to coordinate the Code with the rules of the new
bankruptcy law and to carry out certain policy decisions that
were made when the new bankruptcy law went into effect.
Included are rules involving the statute of limitations and
the authority of the Bankruptcy Court to permit the debtor's
tax liability to be determined by the Tax Court.

My testimony has not covered all the provisions that are
included in H.R. 5043. It must be recognized that many of
these provisions are highly technical, and involve fairly
éifficult areas of law where bankruptcy policy and tax policy
must be meshed. I would like to stress again the imgportance
of dealing with the bill swiftly and favorably. Taxpayers
going into bankruptcy should know what the tax conseguences

of their subseguent actions will be. N

Senator BYRD. The next panel will deal with H.R. 5043, the
Bankruptcy Tax Act of 1980. Mr. Charles M. Walker, chairman,
tax section, American Bar Association, accompanied by Edward N.
Delaney, Esq., Washington, D.C.; George F. Crawford, ., Kansas
City, Mo.; Robert H. Lipsey, Federal Tax Division, American Insti-
tute of Certified Public Accountants.

Welcome, gentlemen. We are glad to have you.

STATEMENT OF CHARLES M. WALKER, CHAIRMAN, TAX SEC-
TION, AMERICAN BAR ASSOCIATION, ACCOMPANIED BY
EDWAF.DB-N. DELANEY, WASHINGTON, D.C.

Mr. WaLkER. Thank you, Mr. Chairman, Senator Packwood.

My na:ne is Charles M. Walker. I am from Los Angeles. I appear
today us chairman of the section on taxation of the American Bar
Association.

Senator Byrp. We are glad to have you, sir.

Mr. WaLKER. Thank you, Mr. Chairman. -

We have l.grepared a written statement, which I ask be included
in the record, and I will give an oral summary, if I may.

Senator Byrp. Yes; it will be published in the record.

Mr. WALKER. We reflect only the position of the tax section, and
are not to be considered as speaking also for the entire association.

We support H.R. 5043, an ur%e that it be passed. We share the
Treasury’'s comment that it should be passed promptly. Most of the
bill is noncontroversial, and much of it is essential. For example,
the bill conforms the Internal Revenue Code’s tax assessment and
collection procedure to the new bankruptcy law.

Also, it enacts for the first time a comprehensive set of rules
dealing with the tax responsibilities of bankruptcy trustees and the
computation of taxable income of bankruptcy estates. These have
been almost universally lauded as a major advance. The bill also
rationalizes many corporate income and reorganization procedures
as they impact on bankruptcy.

There are three provisions of the bill I would like to mention in
my oral statement. The tax section supports one of them, opposes
another, and takes no position on the third.

€5-489 0 - 80 - 18
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The first provision, which we support, deals with the so-called
attribute reductions. Under the present law, it may be possible to
structure a bankruptcy reorganization under which the debtor
compromises its debts without realizing taxable income—a point
with which we wholeheartedly agree—but it also emerges from
bankruptcy with its net operating loss carryovers and the basis of
its assets intact. This {ves it a tax break that other taxpayers
don’t enjoy. Every bankruptcy tax proposal, beginning with the
Bankruptcy Commission’s draft statute, has contained some provi-
sion for reducing net operating loss carryovers in bankruptcy when
the debtor enjoys the nonrecognition of income from the discharge
of indebtedness.

After hearing all the arguments from all the interested groups,
the House now has agreed on a compromise which would allow the
debtor to reduce the basis of his depreciable assets before charging
net operating loss carryovers. This is a sensible result, in that it
preserves the principle of attribute reduction, while allowing some
tax relief to cornpanies emerging from bankruptcy.

In the end, both the Government and the taxpayer will have
their due.

The second provision, which we oppose, deals with the stock for
debt rule.

Senator Byrp. The what? -

Mr. WaALKER. The stock for debt rule. The Treaury has given you
some comment on that. It has long been established, both inside
and outside of bankruptcy, that the substitution of stock for debt
does not represent income to the debtor nor does it affect net
operating losses and other tax attributes.

The courts reached this result on the theoretical basis that the
substitution of stock for debt did not finally discharge the debtor’s
liability. It merely changed the form of the creditor’s_jnterest in
the company. It has been argued that this notion is theoretically
unsound. The Treasury steadfastly has pushed to abolish the rule,
and the bill has gone 7 long way in doing so. We believe it has gone
too far, and we urge you to allow the preexisting rule to continue.
It is a salutary rule, since it gives tax relief to a company which
reorganizes by giving stock to its creditors, who can continue the
company, saving jobs and revitalizing it as a taxpayer.

But if the House version of the bill is enacted, creditors will have
no incentive not to demand cash, and possibly force a liquidation of
the company, or at least make its post confirmation life precarious.

-If the present stock-for-debt rule is to be retained, which we urge
we would like to repeat a suggestion we made to the Ways and
Means Committee. In some situations, the stock for debt rule has
been availed of where the stock issued has important characteris-
1(:lics of debt, such as liquidation preference and short-term maturity

ate.

Since that doesn’t carry out the intent of the rule, the committee
could address that narrow issue but leave the existing rule other-
wise intact. This would accomplish a reasonable goal without frus-
trating any competing bankruptcy policies. We urge you to consid-
er this alternative.

This third provision deals with the elective nonrecognition of-
income by financially distressed taxpayers who are neither insol- .
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vent nor who are in bankruptcy. We take no position on the merits
of this provision, because it is not clear to us that the subject has
been sufficiently explored to assure such-taxpayers that the bill
provides them adequate relief. -

Individual members of the tax section, however, have analyzed
the bill from this standpoint, and tend to support it, but find some
trouble with it.

I have not taken time to mention some technical changes which
we have included in the statement and other statements that have
been made to the staff, and they are working with some of these
technical changes.

Finally, Mr. Chairman, I repeat that the tax section supports the
bill as a whole. It is an important piece of legislation, while we
urge this amendment I have mentioned about the stock for debt,
we hope consideration of that recommendation will not delay en-
actment of the bill, which we think is important.

Thank you, Mr. Chairman.

Senator Byrp. Thank you, Mr. Walker.

Before calling on the next witness, Senator Dole, do you have
any questions?

nator DoLE. No questions, Mr. Chairman, but I would like to
have my opening statement made a part of the record.

(The opening statement of Senator Dole follows:]

OPENING STATEMENT OF SENATOR DoOLE

Mr. Chairman, once again you have provided us with an opportunity to explore
the feasibility of several innovative tax incentives. Given the deteriorating economic
condition, it is particularly important to give substantial attention to incentives
which may help this nation to become more productive. This Senator has long been
an advocate of providing incentives to spur productivity and is most interested in
the reaction of the witnesses we shall hear to the specific proposals at issue today.

Amongthe bills subject to discussion are three concerning a tax-exemption for
industrial development bonds. This area has been a sensitive subject for several
years and the concerns which led Congress to deny a tax-exemption for interest on
these bonds are understandable. However, the need for reliable and efficient trans-
portation systems in an era of escalating fuel costs certainly mandates a re-exami-
nation of the advisability of taxing interest on industrial development bonds issued
to rehabilitate our railroads. Similarly, there may be merit in re-examinin7 the
rules relating to the financing of wharves and docks. This Senator hopes to learn
much from the testimon{ today on these issues.

Similarly, there is little question that inflation and the high cost of credit causes
severe hardship to farmers. Serious consideration must be given to comments on S.
2503 indroduced by Senator Krssenbaum.

Finally, this Senator, for one, is pleased-to have an opportunity to receive com-
ments on the Bankruptcy Tax Act of 1980. Much work has gone into this Ieiislation
over a period of years to provide new rules governing the tax aspects of bankruptcy.
This legislation would complete the revision of the Federal laws relating to bank-
ruptcy and is much needed. However, the specific rules are very technical. We must,
of necessity, look to practitioners and experts in this area to determine whether this
bill satisfies the reasonable needs of the concerned parties. Mr. Chairman, a hearing
on this bill should be of unique usefulness to this subcommittee and the Committee
on Finance as a whole.

Senator BYrp. Senator Packwood?

Mr. WALKER. Mr. Chairman, may I just say, there are additional
technical amendments that we have been discussing with the
staff—I believe yesterday there was a meeting about this—and we
have prepared a memorandum which we would like to submit in
addition to the written statement. -

Senator Byrp. It will be received.
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Mr. WALKER. Thank you.
Senator BYrp. Mr. Crawford

STATEMENT OF GEORGE F. CRAWFORD, KANSAS CITY, MO.

Mr. CRAWFORD. Mr. Chairman, Senator Packwood, Senator Dole,
my name if George Crawford. I am appearing as an individual. I
ﬁside in Overland Park, Kans., and practice law in Kansas City,

0.

I have submitted a written statement which I would requ:st
permission to have included in the record.

Senator BYRrp. You.. statement will be included in the record.

Mr. CrawroRrD. My statement is directed to essentially one point
relating to the consequences of discharge of indebtedness under
section 2 of the bill. The bulk of my written statement was pre-
pared at a time when the House bill contemplated a complete
repeal of the so-called section 108 election in regard to solvent
taxpayers. This would have effected a return to previously existing
law which had proved unworkable in application, in that is in-
volved extreme factual uncertainties as to the existence or non-
existence of insolvency, and would have, at least in my opinion,
provided a very direct incentive to bankruptcy.

I believe both the joint-committee staff report and the testimony
of Mr. Halperin on behalf of the Treasury in earlier stages in the
development of this bill have acknowledged the importance of
avoiding any incentive or disincentive to bankruptcy.

The bill has undergone evolution to the extent of eliminating the
total repeal of the 108 election in relation to solvent taxpayers, and
to that extent could be supported relatively.

However, there are still differences in the tax consequences of
indebtedness discharge as between bankrupt taxpayers and insol-
vent taxpayers on one hand and solvent taxpayers on the other
hand. In other words, as the spokesman for the Treasury has
stated, a bankrupt or insolvent taxpayer may have the election to
have certain tax attributes reduced or in the alternative, to elect a
reduction in the basis of depreciable assets, and then have attri-
butes reduced, and if any portion of the discharged amount is not
exhausted by that process, there are no tax consequences whatso-
ever.

On the other hand, a solvent taxpayer is limited to reduction -of
the basis of directly depreciable assets. As stated before, with re-
spect to a ﬁnanciafly istressed taxpayer, it can be an intensely
factual question whether or not the taxpayer is insolvent under the
statutory ‘“‘balance sheet” test, which is phrased in terms of excess
of liabilities over fair market value of assets.

This is a much more stringent test of insolvency than the bank-
ruptcy test, and I submit that is these discrepancies are retained,
there will still remain albeit to a lesser degree than under total
repeal of the 108 election for solvent taxpayers, a direct incentive
for taxpayers in certain instances to take bankruptcy in order to
vbtain the relatively more favorable consequences available to
them in that environment and to avoid the uncertainties of litigat-
ing the issue of insolvency.

The bill in its original form provided a condition to reduction in
the basis of a nondepreciable asset consisting of stock of a subsidi-
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ary. The condition was to obtain the consent of the controlled
subsidiary to a reduction in the basis of its depeciable assets.

I would respectfully urge that consideration be given to reinstat-
ing this alternative for solvent taxpayers and in like manner re-
?uiring insolvent and bankrupt taxpayers to obtain such consent

rom a controlled subsidiary as a condition to reducing basis in the
stock of the subsidiary.

Finally, I would suggest that this issue is of sufficient importance
that, if it cannot be resolved to the mutual satisfaction of all
interested parties, perhaps consideration should be given to moving
the legislation forward with treatment of the 108 and 1017 issues
at a later time.

Senator Byrp. Thank you, Mr. €rawford.

Mr. Lipsey?

STATEMENT OF ROBERT H. LIPSEY, FEDERAL TAX DIVISION,
AMERICAN INSTITUTE OF CERTIFIED PUBLIC ACCOUNTANTS

Mr. Lirsey. Good morning, Mr. Chairman and Senators Pack-
wood and Dole.

Wedhave submitted a written statement to be introduced into the
record.

Senator ByRbp. It will be placed in the record.

Mr. Lipsey. Thank you very much.

I am Robert Lipsey, a member of the Bankruptcy Task Force of
the Federal Tax Division, American Institute of Certified Public
Accountants. I appreciate the opportunity to appear here today on
behalf of the AICPA.

I would like to emphasize our agreement with the other speakers
as to the necessity for a prompt solution to this complex problem of
bankruptcy tax law, to provide guidance for taxpayers who cur-
rﬁntly have no clear indication as to the tax law application to
them. —

In general, we support the adoption of H.R. 5043, although we
are still in disagreement with some of its provisions as currently
drafted. I will touch briefly on those aspects of the bill and our
suggestions for their improvement in the time which has been
allotted to me.

First, however, I would like to point out that we are very pleased
with the thoughtful way in which this legislation has been devel-
oped to the present. Throughout the process, our Institute has
worked closel\{, with the staff, and they have been receptive to our
suggestions. We feel that a good piece of tax legislation is being
developed, and that it can be made somewhat better.

We are particularly pleased with the elimination of the tracing
concept for debt cancellation, and the change in the effective dates
applicable to taxpayers outside of bankruptcy.

Let me now address the two areas olP the bill where we most
strongly urge that changes be made to result in what we believe
will be the best tax law. The major thrust of the bill is to provide
debt-ridden companies with a fresh start and to eliminate the head
start that sometimes occurs under existing law when debts are
reduced or canceled.

We believe that financially distressed companies who are able to
renegotiate and reduce their debts in order to continue in business
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should be treated the same with respect to their tax attributes
whether or not they are solvent.

As accountants, we are frequently faced with the task of trying
to determine the fair market value of a company’s assets in order
to decide the extent, if ary, of its solvency, and thus its taxable
income from debt canc