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1981-82 MISCELLANEOUS TAX BILLS V

FRIDAY, MAY 8, 1981

U.S. SENATE,
SUBCOMMITTEE ON TAXATION AND DEBT MANAGEMENT,
COMMITTEE ON FINANCE,
Washington, D.C.

The subcommittee, met, pursuant to notice, at 9:30 a.m., in room
2221, Dirksen Senate Office Building, Hon. Robert Packwood
(chalrman of the subcommittee) presiding.

Present: Senators Packwood, Durenberger, and Bensten.

[The committee press release announcing this hearing; the bills
S. 639, S. 702, S. 738; the description by the Joint Committee on
Taxation follow:] ‘

@



Press Release No. 81-125

PRESS RELEASE

POR IMMEDIATE RELEASE COMMITTEE ON FINANCE

April 16, 1981 . UNITED STATES SENATE

Subcommitteeé on Taxation and
Debt Management

2227 pirksen Senate Office Bldg.

FINANCE SUBCOMMITTEE ON TAXATION AND DEBT
MANAGEMENT SETS HEARING ON MISCELLANEOUS TAX BILLS

Senator Packwood, 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
May 8, 1981 on three miscellaneous tax bills. .

The hearing will begin at 9:30 a.m. on May 8, 1981 in’
Room 2221 of the Dirksen Senate Office Building. ~

The following pieces of legislation will be considered
at the hearing:

Incentive Stock Options

S. 639 -- Introduced by Senator Packwood for himself and

Senator Bentsen. Would create a new class of stock options
entitled to favorable tax treatment, including deferral of

the tax ordinarily applicable on exercise of the option.and the
taxation of gain on the sale of option stock at capital gains - ]
.rates. -

Deduction of‘Devalued Motor Carrier Operating Rights

S. 702 -~ Introduced by Senator Baucus for himself and others.
Would permit the ratable deduction over 36 months beginning
July 1, 1980 of the adjusted basis of motor carrier operating
licenses and other rights devalued by deregulation.

St. Paul Port Authority Revenue Bondp

S. 738 -~ Introduced by Senator Durenberger. Would permit certain

advance refunding issues of industrial revenue bonds to qualify
under section 103 of the Code. This provision is narrowly drawn
and intended to benefit the Port Authority of the City of St. Paul,
Minnesota.

Requests_to Teat1f¥. Witnesses who desire to testify at
the hearing must s t a written request to Robert E. Lighthizer,
Chief Counsel, Committee on Finance, Room 2227 Dirksen Senate
Office Building, Washington, D.C. 20510, to be received no later
than noon on April 30, 1981. Witnesses will be notiflied as soon
as practicable thereafter whether it has been possible to schedule
‘them to present oral testimony. If for some reason a witness.is ..




unable to appear at the time scheduled, he may file a written
statement for the record in lieu of the personal appearance. In
such case a witness should notify the Committee of his inability
to appear as soon as possible.

Consolidated Testimony. Senator Packwood urges all
witnesses who have a common position or who have the same general
interest to consolidate their testimony and designate a single
spokesman to present their common viewpoint orally to the Subcom-
mittee. The procedure will enable the Subcommittee to receive a
wider expression of views than it might otherwise obtain. Senator
Packwood urges very strongly that all witnesses exert a maximum
effort to consolidate and coordinate their statements.

Legislative Reorganization Act. Senator Packwood 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) All wiénesses must submit written statements
of their testimony.

{2) All witnesses must include with their written
statement a summary of the principal points
included in the statement.

(3) The written statements must be typed on letter-
size paper {not legal size) and at least 100
copies must be submitted by noon on Thursday,
M'_an 7, 198l.

(4) Witnesses should not read their written statements
tc the Subcommittee, but ought instead to confine
their oral presentations to a summary of the
points included in the statement.

(5} Not more than five minutes will be allowed for
the oral summary.

Written statements. Witnesses who are not scheduled to
make an oral presentation, and others who desire to present their
views to the Subcommittee, are urged to prepare a written state-
ment 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 Robert E. Lighthizer, Chief Counsel, Committee on
Finance, Room 2227 Dirksen Senate Office Building, Washington, D.C.
20510, not later than Monday, May 25, 198l. On the first page of
gour written statement please xndicate the date and subject of the

earing.

P.R. #81-125



97T CONGRESS.
18T SESSION ° 639

To amend the Internal Revenue Code of 1954 with respect to the income tax
treatment of incentive stock options.

IN THE SENATE OF THE UNITED STATES

MaroH 5 (legislative day, FEBRUARY 16), 1981 -

Mr, PACKWOOD (for himself and Mr. BENTSEN) introduced the following bill;
which was referred to tl.e Committee on Finance

A BILL

To amend the Internal Revenue Code of 1954 with respect to
the income tax treatment of incentive stock options.

1 Be it enacted by the Senate and House of Representa-
2 ti;Jes of the United States of America in Congress assembled,
3 That (a) part IT of subchapter D of chapter 1 of the Internal
4 Revenue Code of 1954 (relating to certain stock options) is
5 amended by aﬁldmg after section 422 the following new
6

gecion:
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“SEC. 422A. INCENTIVE STOCK OPTIONS,

“(s) IN GENERAL.—Section 421(a) shall apply with re-
spect to the transfer of a share of stock to an individual pur;
suant to his exercise of an incentive stock option if—

“(1) no disposition of such share is made by him
within 2 years from the date of the granting of the
option nor within 1 year after the transfer of suéh
share to him, and

“(2) at all times during the period beginning on
the date of the grantil‘lg of the option and ending on
the day 3 months before the date of such exercise,
such individual was an employee of either the corpora-
tion granting such option, a parent or subsidiary corpo-
ration of such corporation, or a corporation or a parent
or subsidiary corporation of such corporation issuing or
assuming a stock option in a transaction to which sec-
tion 425(a) applies.

“(b) INCENTIVE STOCK OpTION.—For purposes of this
part, the term ‘incentive stock option’ means an option grant-
ed to an individual for any reason' connected with his employ-
ment by a corporation, if granted by the employer corpora-
tion or its parent or subsidiary corporation, to purchase stock
of any of such corporations, but only if—

“(1) the option is granted" pursuant to & plan —
which includes the aggregate nuiﬁber of shares which

may be issued under options and.the employees (or



1
2
3
4
5
6
7
8
9

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

3
class of employees) eligible to receive options, and
which is approved by the stockholders of the granting
corporation within 12 months before or after the date
such plan is adopted;

“(2) such option is granted within 10 years from
the date such plan is adopted, or the date such plan is
;,pproved by the stockholders, whichever is earlier;

“(3) such option by its terms is not exercisable
“after the expiration of 10 years from the date such
opfion is granted;

‘“(4) the option price is not less than the fair
market value of the stock at the time such option is
granted;

“(5) such option by its terms is not transferable
by such individual otherwise than by will or the laws
of descent and distribution, and is exercisable, during
his lifetime, only by him; and _

“(6) such individual, at the time the option is
granted, does not own stock possessing more than 10
percent of the total combined voting power of all
classes of stock of the employer corporation or ;)f its

parent or subsidiary corporation.

23 Paragraph (6) shall not apply if at the time such option is

24 granted the option price is at least 110 percent of the fair

26 market value of the stock subject to the option and such



4

1 option by its terms is not exercisable after the expiration of 5

2 years from the date such option is granted.

3
4
5
6
7
8
9

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

“(c) SpEciAL RuLES.—

/(1) EXERCISE OF OPTION WHEN PRICE IS LESS
THAN VALUE OF S8TOCK.—If a share of stock is trans-
ferred pursuant to the exercise by an individual of an
option which would fail to qﬁalify as an incentive stock

option under subsection (b) because there was a failure

_ in an attempt, made in good faith, to meet the require-

ment of subsection (b)(4), the requirement of subsection
(b)(4) shall be considered to hs.ve been met.

“2) CERTAIN DISQUALIFYING DISPOSITIONS
WHERE AMOUNT REALIZED IS LESS THAN VALUE AT
EXERCISE.—If—

“(A) an individual who has acquire& a share
of stock by the exercise of an incentive stock
option makes a wdisposition of such share within
the 2-year period described in subsection (a)(1),
and

“(B) such disposition is a sale or exchange
with respect to which a loss (if sustained) would
be recognized to such individual,

then the amount which is includible in the gross
income of such individual, and the amount which is de-

ductible from the income of his employer corporation,
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a8 compe_nss,tion‘ attributable to the exercise of such
option shall not exceed the excess (if any) of the
amount realized on such sale or exchange over the ad-
justed basis of such share.

‘(8) CERTAIN TRANSFERS BY INSOLVENT INDI-
vipuaLs.—If an insolvent individual holds a share of
stock acquired pursuant to his exercise of an incentive
stock option, and if such share is transferred to a trust-
ee, receiver, or other similar fiduciary in any proceed-

ing under title 11 or any other similar insolvency pro-

ceeding, neither such transfer, nor any other transfer of . .

such share for the benefit of his creditors in such pi'o-
ceeding, shall constitute a disposition of such share for
purposes of subsection (a)(1).

“(4) STOCK MAY BE PAID FOR WITH EMPLOYER
8TOCK.—The employee may pay for the stock with
money or other property (including stock of the corpo-
ration granting the option).

~“(5) COORDINATION WITH SECTIONS 422 AND
424.—Sections 422 and 424 shall not apply to an in-
centive stock option.”.
(b) TECHNICAL AND CONFORMING AMENDMENTS.—

(1) Bection 421 of such Code (relating to general

rules in the case of stock options) is amended—
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(A) by inserting “422A(a),”’ after ‘“422(a),”
in subsections (a), (b), and {c}(1)(A), and
~ (B) by inserting “422A(a)(1),” after “section

422(&)(1),” in subsection (b).

(2) Section 425(d) of such Gede-(relating to attri-
bution of stock ownership) is amended by inserting
“422A(b)(6),” after “4220bX7),”.

(8) Section 425(g) of such Code (relating to spé—
cial rules) is amended by inserting ‘“422A(a)(2),” after
“422(a)(2),”.
 (4) Section 425(h)(3)(B) of such Code (relating to
definition of modification) is amended by inserting
“422A(b)(5),” after “422(b)(6),”.

(5) Section 6039 of such Code (relating to infor-
mation required in connection with certain options) is
amended—

(A) by inserting “, an incentive stock
option,”” after “‘qualified stock\option" in subsec-

tion (a)(1),

(B) by inserting “incentive stock option,”

after “qualified stock option,” ‘in subsection (b)(1),

and

(C) by adding at the end of subsection (c) the
following new paragraph: .
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“(4) The term ‘incentive stock option’, see section
422A(0)."”.
(6) The table of sections for part IT of subchapter
D of chapter 1 of such ‘Code is amended by inserting
after the item relating to section 422 the following
new item: '
“Bec. 422A. Incentive ttock options.”.
SEC. 2. EFFECTIVE DATES AND TRANSITIONAL RULES.
(2) The amendments made by se;Stion 1 shall apply with
respect to—
(1) options granted after December 31, 1980,
(2) qualified options (within the meaning of section
422) granted on or before December 31, 1980, which
are exercised after such date, and
(3) other options granted on or before December
31, 1980, which are exercised after December 31,
1980.
Paragraph (3) shall apply to an option unless the corporation
granting such option elects to have the amendments made by
section 1 not apply. Such election must be made not later
than 6 months after the date of enactment of this Act. Such
an election, once made, may be revoked only with the con-
sent of such Secretary or his delegate. o
(b) In the case of an option granted before January 1,
1982, paragraph (1) of section 425(h) of such Code shall not
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apply to any change in the terms of such option made before
not more than 6 months after the date of enactment of this
Act to permit the plan to modify or delete a stock apprecia-

tion right or other rights to cash payments concurrent with

exercise of the option.
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‘97T CONGRESS
18T SESSION ’ o 702

To allow an income tax deduction for certain motor carrier operating authorities

To

2 O Ot b W

to offset the impact of the Motor Carrier Reform Act of 1980.

IN THE SENATE OF THE UNITED STATES
- MARCH l2r(legislative day, FEBRUARY ie), 1981

. Baucus (for himself, Mr. PAckwoop, Mr. CANNON, Mr. RIEGLE, Mr.

BeNTSEN, Mr. WaLLOP, Mr. MATSUNAGA, and Mr. BOREN) introduced the
following bill; which was read twice and referred to the Committee on
Finance

A BILL

allow an-income tax deduction for certain motor carrier
operating authorities to offset the impact of the Motor Car-
rier Reform Act of 1980.

Be it enacted by the Senate and House of Representa-
tives of the United States of America in Congress assembled,
SECTION 1. DEDUCTION FOR MOTOR CARRIER OPERATING

AUTHORITY.

(a) GENERAL RULE.—For purposes of chapter 1 of the

Internal Revenue Code of 1954, in computing the taxable

income of a taxpayer who, on July 1, 1980, held one or more
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motor carrier operating authorities, an amount equal to the
greater of—
(1) $50,000, or |
(2) the aggregate adjusted bases of all motor car-
- rier operating authorities held by the taxpayer on July

1, 1980, or acquired on or subsequent thereto pursuant

to a binding contract in effect on such July 1, 1980,

shall be allowed as a deduction ratably over a period of

36 months. Such 36-month period shall begin with the

month of July, 1980, or, at the election of the taxpay-

er, the first month of the taxpayer’s first taxable year

beginning after July 1, 1980.

(b) DEFINITION OF MOTOR CARRIER OPERATING AU-
THORITY.—For purposes !of this section, the term ‘‘motor
carrier operating authority’”’ means a certificate or permit
held by a motor common or contract carrier of property and
issued pursuant to subchapter II of chapter 109 of title 49 of
the United States Code.

(c) SPECIAL RULES.—

(1) CoNTROLLED GROUPS.—For purposes of this
section—

(A) all component members of a controlled

-group (within the meaning of section 179(d)(7) of

the Internal Revenue Code of 1954) shall be

treated as one taxpayer, and

82-820 O-—81-——2
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(B) the dollar amount specified in subsection‘

(a)(1) shall be apportioned among the component

members of such controlled group in such manner

as the Secretary of the Treasury (or his delegate)
shall by regulations prescribe. '

(2) ApyusTED BASIS.—For purposes of the Inter-
nal Revenue Code of 1954, proper adjustments shall
be made in the adjusted basis of any motor carrier op-
erating authority held by the taxpayer on July 1,
1980, for the amounts allowable as a deduction under

this section.

(@) EFFecTIVE DATE.—The provisions of this section

13 shall apply to taxable years ending on or after July 1, 1980.
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97tH CONGRESS
18T SESSION o 738

To amend the Internal Revenue Code.

IN THE SENATE OF THE UNITED STATES

MagcH 19 (legislative day, FEBRUARY 16), 1981

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

A BILL

To amend the Internal Revenue Code.

[y

Be it enacted by the Senate and House of Representa-
tives of the United States of America z:n Congress as.;embled,
That (a) part ITT of subchapter B of chapter 1 of the Internal
Revenue Code of 1954 (relating to items specifically ex-
cluded from gross income) is amended by redesignating sec-
tion 103(b)(8) as section 103(b)(9) and by inserting after sec-
tion 103(b)(7) the folltg#ving new section:

“(8) ADVANCE REFUND OF QUALIFIED ISSUES.—

© W 02" O B W N

‘“(A) IN GENERAL.—Paragraph (1) shall not

et
(=]

apply to a refunding issue if—



© X a9 S O e W N e

O S
W 0 1 O Ot W N = O

16

2

“() the refunding issue is secured by a
pledge of substantial revenues of the issuer
derived from 20 or more facilities operated
or leased by the issuer,

“(i) the issuer of such refunding issue is
a political subdivision engaged ‘primarily in
promoting economic development,

“(iii) the issuer of such refunding issue
was created under State law at least 20
years prior to the issuance of such refunding
bonds for the express purpose of promoting
economic development, and

“(iv) any debt service savings derived
from the refunding may be used only for the
proper - corporate purposes of the issuer and
shall not be used to reduce any existing obli-
gations of any person who is not an exempt
person . (within the meaning of paragraph
@3).”.
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DESCRIPTION OF TAX BILLS
(S. 639, S. 702, AND 8. 738)

PrerPareDp FOR THE USE OF THE
QOMMI’I’.[‘EE ON FINANCE
BY THE STAFF OF THE ‘

JOINT COMMITTEE ON TAXATION

INTRODUCTION

The bill: described in this pamphlet have been scheduled for a public
hearing on May 8, 1981, by the Senate Finance Subcommittee on Taxa-
tion and Debt Management. ‘

There are three bills scheduled for the hearing: S. 639 (relating to
incentive stock options), S. 702 (relating to deduction for diminution
in value of motor carrier operating authorities), and S, 738 (relating to-
advance refunding of St. Paul Port Authority revenue bonds).

The first part of the pamphlet is a summary of the bills. This is fol-
" lowed by a more detailed description of the bills, including present law,
isﬂsues, an explanation of the bills, effective dates, and estimated revenue
effects.

1)
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I. SUMMARY
1. S. 639—Senators Packwood and Bentsen

Incentive Stock Options

Under present law, the value of a stock option granted by an em-
ployer to en employee is taxed, when the option is received, as ordinary
Income to the employee only if the option itself has a readily ascer-
tainable fair market value. If the option does not then have a readil
ascertainable value, the spread between the value of the stock receiv
on exercise and the option price is taxed, when the option is exercised
as ordinary income to the employee. The employer generally is allowed
& business expense deduction corresponding to the ordinary income
taxed to the employee (Code sec. 83).

Under the bill, a compensatory stock option which mests certain
requirements (called an “incentive stock option”) would not result in
taxation to the employee either when the option is granted or when
the option is exercised. Instead, when stock received on exercise of the
option is sold, the employee generally would be taxed at capital gains
rates on the difference between the amount received for the stock and
its basis (the option price). The employer would receive no deduction
with respect to an incentive stock option. )

Generally, the bill would apply to options exercised after Decem-
ber 31, 1980, :

2. S. 702—Senators Baucus, Packwood, Cannon, Riegle, Bentsen,
Wallop, Matsunaga, Boren, Symms, Durenberger, Jepsen,
and Kassebaum :

Deduction for Diminution in Value of Motor Carrier
Operating Authorities

Under present law (Code sec. 185), a deduction is allowed for a loss
incurred 1n a trade or business which is sustained during the taxable
year and not compensated for by insurance or otherwise. In general,
the amount of the deduction equals the adjusted basis of the property
involved.

As a general rule, no deduction is allowed for a decline in value of
property absent a sale, abandonment, or other disposition of the
property. In several decisions, courts have denied a loss deduction
where the value of an operating permit or license was reduced as a
result of legislation expanding the number of licenses or permits which
could be issued. These decisions held that the diminutioh in the value
of a license or permit did not constitite an event giving rise to a loss
deduction under Code section 165 where the license or permit continued
to have value as a right to carry on a business, '

(8)
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The bill provides that a deduction would be allowed ratably over a
36-month period (generally, beginning July 1, 1980) for taxpayers
who held motor carrier operating authorities on July 1, 1980, the date
of -enactment of the Motor Carrier Act of 1980. (The 1980 statute
lessened restrictions existing pursuant to prior law and administra--
tive practices on entry into interstate motor carrier business, as a
result of which holders of operating authorities had been afforded
protection ageinst competition; however, an operating authority still
must be obtained to conduct interstate motor carrier business.) The
amount of the deduction would be the greater of $50,000 or the total
adjusted basis of all motor carrier operating authorities held by the
taxpayer on July 1, 1980 (or acquired after that date under a binding
contract in effect on July 1, 1980).

- The provisions of the bill would be effective for taxable years ending

after June 30, 1980.

3. S. 738—Senator Durenberger
Advance Refunding of St. Paul Port Authority Revenue Bonds

Under present law, interest on certain industrial development bonds
qualifies for tax exemption if substantially all the bond proceeds are
used to provide certain “exempt uctivity” facilities. Interest on a re-
funding issue of a tax-exempt industrial development bond more than
six months in advance of the retirement of the original bonds qualifies
for tax exemption only if substantially all the proceeds of the re-
funded issue were used to provide a qualified public facility. Qualified

blic facilities include a.irs)orts, docks, wharves, mass commuting
~ facilities, and Earking facilities (and related stomfe or training

faoil}%e? )‘(';ﬁc are available for use by the general public (Code
8ec. .

Under the 1)11, interest on an advance refunding issue of industrial
development bonds would be exempt from taxation, without regard
to the present-law public use requirement, provided that: (1) the
refunding issue is secured by a pledge of substantial revenues of the
issuer derived from 20 or more facilities operated or leased by the
issver; (2) the refunding issuer is a Il>olitlca-l subdivision
primarily in promoting economic development; (3) the issuer was
created under State law at least 20 years prior to the issuance of the
refunding bonds for the express purpose of promoting economic
development; and (4) any debt service savings derived from the re-
funding are to be used only for the proper corporate purposes of the
issuer and not to reduce any existing obligation of & nonexempt
person (i.e, any person other than a State or local government or
tax-ex organization). : S

The bill is ir nded to benefit the Port Authority of the City of
St. Paul, Minnesota. The provisions of the bill would be effective on
enactment. = - )




II. DESCRIPTION OF BILLS
1. S. 639—Senators Packwood and Bentsen
Incentive Stock Options

Present law _

Under present law, the taxation of stock options granted by an
employer to an employee as compensation is governed by Code section
83. The value of the option constitutes ordinary income to the em-
ployee when granted only if the option itself has a readily ascertuin-
able fair market value at that time. If the option does not have &
readily ascertainable value when granted, it does not constitute ordi-
nary income at that time. In , when the option is exercised, the
spread between the value of the stock at exercise and the option price
constitutes ordinary income to the employee. Ordinary income on grant
or on exercise of a stock option is treated as personal service income and
hence generally taxed at a maximum rate of 50 percent.

An employer which grants a stock option generally is allowed a
business expense deduction equal to the amount includible in the
employee’s income in its corresponding taxable year (Code sec. 83(h) ).

Background of tax treatment of stock options

Restricted stock options

The Revenue Act of 1950 enacted provisions for “restricted stock
options,” under which neither grant nor exercise of the option gave .
" rise to income to the employee. Instead, income ienerally was recog-
nized at the time the employee sold stock which had been received
pursuant to exercise of the option. No deduction was allowed to the
employer matchinff.{ the amount of income recognized by the employee
(the gain on sale of the stock).

If the option price was at least 95 percent of the market price of the
stock at the time the option was granted, the entire amount of any gain
realized by the employee at the time the stock was sold was treated
as capital gain. If the option price was between 85 and 95 percent of
the market price at the time the option was granted, the difference

. between the market value of stock at the time of the option grant and
the option price was treated as ordinary income when the stock was
sold, and any additional gain at the time the stock was sold was treated
as capital gain.

For a stock option to be classified as “restricted,” the option price
had to be at least 85 percent of the market price of the stock at the
time the option was granted ; the stock or the option had to be held
by the employee for at least two years after the date of the granting
of the option, and the stock held for at least six months after it was
transferred to the employee; the option could not have been trans-
ferable other than at death; the individual could not have held ten

- percent or more of the stock of the corporation (unless tle option price

()]
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was at least 110 percent of the fair market value) ; and the option
could not have been for a period of more than ten years.

Qualified stock options

The Revenue Act of 1964 repealed the restricted stock option pro-
visions and enacted provisions for “qualified stock options.” These
qualified stock options generally were taxed similarly to restricted
stock options.

Qualified options had to be granted with an option price of at least
the stock’s market price when the option was granted (subject to a 150-
percent inclusion in income where a good faith attempt to meet this
requirement failed). In addition, qualified stock options were subject
to the requirements that the stock had to be held three years or more;
the option could not be held more than five years; stockholder ap-

proval had to be obtained ; the options had to be exercised in the order
- granted ; and no option could be granted to shareholders owning more
than five percent of the stock (increased u;l> to ten percent for corpora-
tions with less that $2 million equity capital).

1969 Tax Reform Act—Minimum tar and mazimum tax

The Tax Reform Act of 1969 enacted a minimum tax, under which
a tax was imposed equal to ten percent of the items of tax preference
(reduced by a $30,000 exemption plus rehgular tax liability). Both the
bargain element on restricted and qualified stock options and the ex-
cluded portion of capital gains were items of tax preference.

In addition, a 50-percent maximum marginal tax rate on income
from personal services was added by the 1969 Act. Income eligible for
this rate was reduced generally by the sum of the items of tax prefer-
ence in excess of $30,000. -

1976 Tax Reform Act—Repeal of qualified stock options

The Tax Reform Act of 1976 repealed qualified stock option treat-
ment for options granted after May 20, 1976 (except for certain tran-
sitional options which will cease to be qualified aRer May 20, 1981).
The 1976 Act also increased the minimum tax rate to 15 percent, re-
duced the exemptions for the minimum and maximum tax, and per-
mitted deferred compensation to qualify for the 50-percent maximum
rate on personal service income,

Revenue Act of 1978—T'reatment of capital gains

The Revenue Act of 1978 removed the excluded portion of capital
gains from the minimum and maximum tax and made it subject to a
new alternative minimum tax. In addition, taxes on capital gains were
reduced, so that the maximum rate of tax on capital gains is 28 percent.

Issue

The principal issue is whether to reinstitute rules for tax treatment of
stock options under which the employee would not recognize income -
on reoee:ft of the option or exercise of the option, the employee would
be taxed only at capital gains rates at the time the stock is sold, and
the employer would not receive a deduction with respect to the option.

. Explanation of the bill o

In general '
The bill would enact provisions for “incentive stock options,” which

would be taxed in a.manner gimilar to the tax treatment previously
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-applied to restricted and qualified stock options. That is, there would
-be no tax consequences when an incentive stock option is granted or
when the option is exercised, and the employee would be taxed at
capital gains rates when the stock received on exercise of the option is
sold. Similarly, no business expense deduction would be allowed to the
employer with respect to an incentive stock option.

‘the term “incentive stock option” would mean an option granted to
an individual, for any reason connected with his or her employment,
by the employer corporation or by a parent or subsidiary corporation
o¥ the employer corporation, to purchase stock of any of such
corporations,

Requirements (holding period, ete.)

To receive ineentive stock option treatment, the bill would provide
that the employee must not dispose of the stock within two years after
the option was granted, and must hold the stock itself for at least one
year. If all requirements other than these holding period rules are met,
the tax would be imposed on sale of the stock, but gain would be treated
as ordinary income rather than capital gain, and the employer would
be allowed a deduction at that time.!

In addition, for the entire time from the date of granting the op-
tion until three months before the date of exercise, the option holder .
must be an employee either of the company granting the option, a
parent or subsidiary of that corporation, or a corporation (or parent
or subsidiary of that corporation) which has assumed the o;;t,mn of
another corporation as a result of a corporate reorganization, liquidu-
tion, etc. This requirement and the holding period requirements would
be waived in the case of the death of the employee.*

Terms of option

For an option to qualify as an “incentive stock option,” the bill
would provide that the terms of the option itself would have to meet
the following conditions:

1. The option must be granted under a ﬁ)lan specifying the number
of shares of stock to be issued and the employees or class of exﬁgloyees
to receive the options. This plan must be.aprroved by the stockholders
o(f1 thedcorporation within 12 months before or after the plan is
adopted.

2. The option must be granted within ten years of the date the plan
is adopted or the date the plan is approved by the stockholders, which-
ever is earlier.

8. The opinion must by its terms be exercisable only within ten years
of the date it is granted.

4. The option price must equal or exceed the fair market value of
the stock at the time the option is granted. This requirement would
be deemed satisfied if there had been a good faith attempt to value

' In the case of a sale which does not meet the holding period requirements, the
amount of ordinary income, and the amount of the e.!:hployer’s deduction, would be
‘llﬁxited to the difference between the amount reall on the sale and the option
price.

* For purposes of the holding period requirements, the bill also would provide
that certain transfers by an insolvent individual of stock received pursuant
to exercise of an incentive stock option are not to be treated as dispositions of
such stock. The transfers which would be covered by this rule are transfers to
2 trustee, receiver, or similar fiduclary, or other transfers for the benefit of the
individual’s creditors, in a bankruptcy case or similar insolvency proceeding.
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tl:g stock accurately, even if the option price was less than the stock |
value.

8. The option by its terms must be nontransferable other than at
death and must be exercisable during the employee’s lifetime only by
the employee. _

6. The employee must not, immediately before the option is granted,
own stock representing more than ten percent of the voting power
or value of all classes of stock of the employer corporation or its
ﬁrent or subsidiary.* However, the stock ownership limitation would

waived if the option price is at least 110 percent of the fair market
~ value (at the time the option is granted) of the stock subject to the
option and the option by its terms is not exercisable more than five
years fiom the date it is granted.

Other rules

The bill would provide that stock acquired on exercise of the option
could be paid for with stock of the corporation granting the option.

The difference between the option price and the fair market value
of the stock at the exercise of the option would not be an item of tax
preference.

Also under the bill, any option which is a qualified stock option
or restricted stock option under present law would become an incen-
tive stock option if 1t was not exercised before January 1, 1981, and
if it otherwise satisfies requirements for incentive stock options.

Effective date - '

The bill generally would apply to options exercised after Decem-
ber 31, 1980. However, in the case of an option which was granted on or
before December 31, 1980 and which was not a qualified option, the
corporation granting the option conld elect (within six months after
enactment of the bill) to have the option not treated as an incentive
stock option. ‘ 3

In the case of an option granted before 1982, the modification or
deletion of any stock appreciation right or right to receive cash pay-
ments to permit the option to qualify as an incentive stock option
could be made within six months of the enactment of the bill without
the modification being treated as the grant of a new option.

Revenue effect

Tt is estimated that the bill would reduce budget receints by a negli-
gible amount in fiscal year 1981 and by less than $5 million annually
in fiscal years 1982 through 1984. It is further estimated that this bill
would increase budget receipts by $15 million in fiscal year 1985 and by
$30 million in fiscal year 1$36.

Prior Congressional action

In the 96th Congress, the Senate Finance Committee reported a bill
(H.R. 5829, sec. 224) including substantially identical provisions for
incentive stock options (Sen. Rpt. 96-940). No further action was
taken on that bill. :

SFor this purpose, the individual would be considered to own stock owned
directly or indirectly by brothers and sisters, spouse, ancestors, and lineal des-
cendants, and stock owned directly or indirectly by a corporation, partnership,
estate, or trust would be considered as belng owned proportionately by share-
holders, partners, or beneficlaries.



2, S. 702—Senators Baucus, Packwood, Cannon, Riegle, Bentsen,
Wallop, Matsunaga, Boren, Symms, Durenberger, Jepsen,
and Kassebaum

Deduction for Diminution in Value of Motor Carrier
Operating Authorities
Present law
Background

Enacted in 1935, Part IT of the Interstate Commerce Act (the “1935
Act”) provided the basic framework for regulation of the motor car-
rier industry until enactment of the Motor Carrier Act of 1980. Under
the 1935 Act, carriers were obligated to provide nondiscriminatory
service at regulated rates for the public convenience and necessity,
and further industry regulation was effected by issuing or withholding
certificates of operating authority.

During the period 1935 to 1980, the Interstate Commerce Commis-
. sion (“I%C”) granted a limited number of permits and certificates of
operating authority to motor carriers and freight forwarders. The
basis for the grant of an authority from the ICC was a showing that
additional service of the type for which authority was sought was or
would be required by the public convenience and necessity. %usinesses
with existing operating rights could intervene in a proceeding for a
request of operating authority to show that the proposed service was
not or would not be required by the public convenience and necessity.

The right of existing operators to intervene (based on ICC pro-
cedural rules) and the applicant’s burden of showing that the pro-
posed service was requi by the public convenience and necessity
(based on the 1935 Act) gave existing operators protection against
competition. Persons wishing to either enter the motor carrier busi-
ness or expand an existing gusiness therefore often would purchase -
an existing business with its operating authority.

Substantial amounts were paid for these operating authorities, re-
flecting, in part, the protection against competition afforded to author-
ity owners under ICC administration of the 1935 Act. The value of the
operating authorities provided owners with an asset that constituted
a substantial part of a carrier’s asset structure (sometimes amount-
ing bolover 50 percent of a concern’s assets) and a source of loan col-
ateral.

In 1975, the ICC began to grant a higher percentage of rearests for
operating authorities under the standard of “required by the public
convenience and necessity.” On July 1, 1980, the Motor Carrier Act of
1980 was enacted (P.L. 96-296). Under the 1980 Act, applicants do
not need to show that the proposed service is required by the public
convenience and necessity. Existing operators protesting the grant of
an authority bear the burden of showing the proposed service is in-
consistent with that standard. Thus, the 1980 statute further lessened

(9)
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restrictions existing pursuant to prior law and administraive practices
on entry into interstate motor carrier business. However, an operating
authority still must be obtained in order to conduct interstate motor

_ carrier business.

The ICC, following an opinion of the Financial Accounting Stand-
ards Board, has required that the value assigned to certificates of
authority in the regulated books of motor carriers be written off in one
year.

Deduction for realized loss of property

Section 165 of the Code allows a deduction for certain losses, includ-
ing any loss incurred in a trade or business which is sustained during
the taxable year and not compensated for by insurance or otherwise.
In general, the amount nf the deduction equals the adjusted basis of
the property involved (Code sec. 165(b) ).

Treasury reculations provide that to be allowable as a deduction,
the loss must be realized, i.e., “evidenced by closed and completed
transactions, fixed by identifiable events” (Reg. § 1.165-1(b)). As a
general rule, no deduction is allowed for a decline in value of property
absent a sale, abandonment, or other disposition of the property * nor
for loss of anticipated income or profits.? Thus, in order for a loss to
be allowed under present law, generally either the business must be
discontinued or the property must be abandoned or permanently dis-
carded from use in the business (Reg. § 1.165-2). Generally, if a cap-
ital asset declines in value and is sold or exchanged at a loss, the loss
is a capital loss, the deduction of which is subject to the limitations
of Code sections 1211-1212 (Code sec. 185(f) ).

The courts in several decisions.® have denied a loss deduction where
the value of an operating permit or license decreased as a result of
legislation expanding the number of licenses or permits which could
be issued. These decisions held that the diminution in the value of a
license or permit did not constitute an event giving rise to a loss
deduction under Code section 165 where the license or permit con-
tinued to have value as a right to carry on a business.

In the Consolidated Freight Lines case,* the Ninth Circuit denied
deductions for lost “monopoly rights” when the State of Washington
deregulated the intrastate motor carrier industry by eliminating re-
strictions on entry. The court reasoned that the taxpayer had not lost
any rights conferred by the certificate of operating authority because
the taxpayer was still permitted to do business and the operating

18ee, e.g., Reporter Pudlishing Co., Inc. v. Comm'r, 201 F. 24 748 (10th Cir.),
cert. den., 345 U.S. 998 (1088) (no deduction allowed to newspaper for decline in
value of its memJership in Assoclated Press after exclusivity feature held to
violate antitrust laws) ; Monroe W. Beatty, 46 T.C. 835 (1968) (no deduction
allowed for diminution in a value of liquor lcense resulting from amendment of
State law limiting grant of such licenses).

! See, e.g., Alsop v. Comm’r, 200 F. 24 726 (24 Cir. 1961) ; Marks v. Comm'r,
890 F. 24 598 (9th Cir.), cert. den., 3903 U.8. 888 (1968) (no loss deduction for
difference between actual earnings and what taxpayer’s earnings would have
been absent revocation of her teaching credentials).

¢ Oonsolidated Freight Lines, Ino. v. Comm'r, 37 B.T.A. 876 (1988), afr’d, 101
1'6“261818 (8th Cir.), cert. den., 308 U.8. 562 (1939) ; Monroe W. Beatty, supra
n 1] -

¢ Note 8, supro. )
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authority had not given any further rights. Any “monopoly rights,”
the court stated, resulted from legislation and State administration
restricting the availability of operating authorities, Since the tax-
payer could not own (or purchase) property rights in legislation or
regulations, repeal or modification of legislation or regulations did
not give rise to a deductible loss, even if such action had the result of
making the taxpayer’s business property less valuable.

Issues

The principal issue is whether a taxpayer should be allowed &
deduction on account of diminution in value of its business resulting
from the Federal deregulation of any industry. A second issue is
whether such a deduction should be a deduction for an ordinary loss
.or a capital loss.

If such a deduction is to be provided to motor carrier operators,
other issues include whether the amount of the deduction should be
limited to the taxpayer’s adjusted basis (either in the certificate of
operating authority or in its motor carrier business as a whole), and
whether there should be an additional limit based on the actual loss
of fair market value (either the value of the certificate or of the
business as a whole) resulting from deregulation. Another issue is
whether motor carrier businesses which held and benefited from certifi-
cates for a period of time before deregulation should be given the
same tax relief as businesses which acquired their certificates shortly
before deregulation.

Explanation of the bill

The bill provides that an ordinary deduction would be allowed
ratably over a 36-month period for taxpayers who held one or more
motor carrier operating authorities on July 1, 1980. The amount of
the deduction would be the greater of $50,000 or the total adjusted
bases of all motor carrier operating authorities either held by the tax-
payer on July 1, 1980 or acqnired after that date under a binding con-
tract in effect on July 1, 1980. (The minimum deduction of $50,000
would be available even if that amount exceeds the operator’s invest-
ment in its operating rights or exceeds the value of such rights.) The
36-month period would begin JJuly 1, 1980 (or at the taxpayer’s elec-
tion, with the first month of the taxpayer’s first taxable year begin-
ning after Julv 1, 1980).

Under the bill, adjustments would be made to the bases of operat-
ing authorities held on July 1, 1980 (or acquired thereafter under a
binding contract in effect on July 1. 1980) to reflect amounts that would
be allowable as deductions under the bill.s

The bill also would provide special rules relating to component
members of a controlled groun of corporations. Under the bill, the
controlled group would be treated as a single taxnayer. If the deduc-
tion of $50.000 is allowed (exceeding the total adjusted bases of oper-
ating authorities held by the group on July 1, 1980), the deduction

® The bill would not provide whether adjustments would be made to the bases
of other property of the taxpayer if the deduction allowable under the bill exceeds
the taxpayer’s adjusted bases in operating authorities. This situation could arise
under the bill if the adjusted bases of operating authorities are less than the
alternative $50,000 deduction.
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would be apportioned among the component members in accordance
with Treasury regulations.

Effective date

The provisions of the bill would be effective for taxable years ending
after June 30, 1980.

Revenue effect

It is estimated that the bill would reduce budget receipts by $40

million in fiscal year 1981, $291 million in 1982, $143 million in 1983,
and $55 million 1n 1984.



3. S. 738—Senator Durenberger
Advance Refunding of St. Paul Port Authority Revenue Bonds

Present law

Industrial development bonds—In general

In general, interest on State and local government bonds is exempt
from Federal income tax (Code sec. 103 ?a) ). However, with certaln
exceptions, this exemption does not apply to interest on State and local
government issues of “industrial development bonds.” An obligation
constitutes an industrial development bond if (1) all or a major portion
of the proceeds 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 organiza-
tion, 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 (sec. 103(b2 (2)).

Under one exception to the general rule of taxability of interest on
industrial development bonds, the exemption applies to such bonds if
the proceeds are used to provide facilities for certain exempt activities.
Such exempt activity facilities include convention and trade show
facilities (sec. 103(b) (4) (C)) and airports, docks, wharves, mass com-
muting facilities, parking facilities, and storage or training facilities
directly related to any of the foregoing (sec. 103(b) (4) (DE).

In general, in order to qualify as an exempt activity facility, the
facility must satisfy & public use requirement ; that is, it must serve or
be available on a regular basis for general public use or be part of a
facility so used (Treas. Reg. § 1.103-8(a) (2) ). Transportation facili-
ties in general satisfy the public use requirement if available for use by
members of the general public or by common carriers or charter carriers
which serve members of the general public (Treas. Reg. § 1.103-8(e)
(1 { Also, a dock or wharf which is part of a public port satisfies the
public use requirement (Treas. Reg. § 1.103—8(08 (1) ). Convention and
trade show facilities in general satisfy the public use requirement if
available for an appropriate charge or rental for use by members of the
general public. However, such facilities do not satisfy the public use
test if use is limited by jong-term leases to a single user or group of
users (Treas. Reg. § 1.103-8(d) (1)).
Refunding bond issues

Present law restricts the availability of Federal income tax exemp-
tion with respect to “refunding issues” of those industrial development
bonds which themselves qualify for interest exemption. In general, re-
funding issues are bonds from which the proceeds are used to redeem
outstanding bonds. Refunding issues are issued typically to take ad-
vantage of lower current interest rates, or to remove restrictive cove-
nants 1n the original bond issue.

(13)
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Advance refunding issues are bonds issued more than six months

rior ¢o the retirement of the original bonds. In an_advance re-

gu.nding, both the original issue and the refunding issue remain
outstanding. A

In general, interest on an advance refunding issue of an industrial

+ development band is tax-exempt only if substantially all the proceeds
of the refunded issue were used to Erovide a qualified public facility
(Code sec. 103 (b) (7) ). Qualified public facilities, for this purpose, are
(1) convention and trade show facilities and (2) airports, docks,
wharves, and mass commuting facilities (and stomﬁe or training
facilities directly related thereto) which are generally available to
the general public.
Facilities that qualify as exempt activity facilities because they are
available for use by common carriers or by charter carriers that serve
-members of the general public are not considered to be qualified public
- facilities for purposes of Code sec. 103(b) (7) unless those facilities
directly serve the general public or are available on a regular basis
for general public use. Also, facilities that are part of a qualified pub-
lic facility are not considered to be qualified public facilities unless
they also directly serve the general public or are available on a regular
basis for general public use.

For example, a repair facility located in a public port that is owned
by a nonexempt Person, or leased to or assigned to & nonexempt person
permanently or for the major portion of its useful life, does not meet
the availability test if the facility does not provide services to the gen-
eral Fublic (e.g., repair services for all boats) or is not available on a
regular basis for general public use. However, a facility that is owned
by a governmental unit 1s considered to be available to the general
public if it is leased to or assigned to a nonexempt person on a short-
term basis, provided that the facility is available to the general public
~ for a major portion of its useful life.

Issue -

The issue is whether certain present law restrictions (relating to the
public-use requirement) on advance refunding of industrial develos-
ment bonds should apply in the case of the proposed advance refund-
ing of revenue bonds 1ssued by the Port Authority of the City of St.
Paul, Minnesota, as well as whether those restrictions should apply
in the case of any other issuer which could meet the requirements set
forth in the bill.

Explanation of the bill

Under the bill, interest on a refunding issue of industrial develop-
ment bonds would be exempt from Federal income taxation, without
regard to whether the proceeds of the refunded issue were used to
provide a qualified public facility, if certain requirements are met.

These requirements would be that: (1) the refunding issue is se-
cured by a gledge of substantial revenues of the issuer derived from
20 or more facilities operated or leased by the issuer; (2) the refund-
ing issuer is a political subdivision engaged primarily in promoting
economioc development; (3) the issuer was created under State law at
least 20 years prior to the issuance of the refunding bonds for the
exg:ess purpose of promoting economic development; and (4) any
debt service savings derived from the refunding are to be only

82-820 0—81—3
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for the proper corporate purposes of the issuer and not to reduce any
existing obligation of a nonexempt person (ie., any person other than
a State or local government or tax-exempt organization)..

The intended beneficiary of the bill would be the Port Authority of
the City of St. Paul, Minnesota. The Port Authority’s revenue bonds
are secured by a pledge of su'bsvt,a.nltial13;l all of its revenues derived

“from facilities owned by the Port Authority but leased to private
companies. The Port Authority desires to refund its prior issues in
order to relieve itself of restrictive covenants no longer required by
existing market conditions and to reduce the debt service on its obliga-
tions. The bill would also benefit any other issuer that meets the re-
quirements specified in the bill.

Effective date
The provisions of the bill would be effective on enactment.

Revenue effect
If the only beneficiary of the bill would be the Port Authority of
the City of St. Paul, it 18 estimated that the bill would reduce bugget
receipts by $3 million in fiscal year 1982 and by $6 million annually in
fiscal years 1983 through 1986. If other issuers also could meet the
uirements of the bill, as introduced, the estimated reduction of
bus receipts would be substantially greater.
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Senator Packwoop. The committee will come to order and we
will start on S. 702, providing a deduction for motor carrier opera-
tor rights. ‘

As most of you are aware, motor carrier certificates used to have
a great value. But, when we deregulated the trucking industry,
their value substantially diminished.

This bill addresses itself to that particular issue. The principal
sponsor of it is Senator Max Baucus of Montana.

Mazx, are you ready?

Senator Baucus. Yes.

Senator Packwoobp. OK.

STATEMENT OF HON. MAX BAUCUS, A U.S. SENATOR, STATE OF _
MONTANA

Senator Baucus. Thank fyou, Mr. Chairman. I appreciate very
much your cosponsorship of S. 702, the bill under discussion here,
and your willingness to conduct early hearings.

I am also pleased to have the bipartisan support of many mem-
bers of this committee, and others not on this committee.

Mr. Chairman, as you know, the Motor Carrier Act of 1980
substantially changed the 45-year-old Federal rules for motor carri-
ers.

At the time we passed that legislation under the able bipartisan
leadership of Senator Cannon and yourself, we recognized that
subsequent congressional action would be required to respond to
any difficulties that might arise. 4

pecifically, we knew that the bill might wipe out the value of
operating rights held by numerous regulated carriers.

A House report on the Motor Carrier Act made that clear when
it stated, “Should it become apparent that the effect of this legisla-
tion has been to substantially erode the value of operating rights,
then appropriate relief of such results should be considered as
early as possible.”

Essentially, Mr. Chairman, this bill is designed to address that
problem. It is clear that those operating rights have become sub-
stantially worthless. In fact, I have received a letter from Citibank
of New York so stating. I would like to include that letter in the
record, with the committee’s permission.

The bill essentially permits an income deduction for 3 years for
the adjusted basis of carrier’s operating rights or $50,000, which-
ever is greater. The $50,000 floor is designed to insure that the
smaller motor carriers, who are among those most threatened by
the Motor Carrier Act, receive a significant tax benefit. It is impor-
tant that the 3-year ratable period be retained in the bill. As, you
know, Mr. Chairman, the Financial Accounting Standards Board
recommends a 1-year deduction.

On the other hand, some might suggest that it should be more
than 3 years. Three years, essentially, is a compromise to reduce
the budgetary impact of the deduction. I suggest 3 years because, if
it is more than 3 years, the effect of the deduction becomes more
worthless over the longer period of time.

That, essentially, is my statement, Mr. Chairman. I thank you
for the early and expeditious manner in which you have handled
this hearing.
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Senator Packwoob. Well, Max, thank you for taking the lead on
this because it is very clear, we have taken away a property right
without compensation in essence by the trucking deregulation act.
I hope that we can attack this to the tax bill or if there are going
to be two tax bills, to the second tax bill as it goes through.

Senator BAucus. Thank you very much, Mr. Chairman.
| [St]atement of Senator Baucus and a letter from Citibank fol-

owSs:

STATEMENT BY SENATOR Max Baucus

Mr. Chairman, I appreciate very much your co-sponsorship of S. 702 and your
willingness to conduct early hearings on it. I am also pleased to have the bipartisan
support of the other Finance Committee members—Senators Wallop, Chafee,
Symms, Bentsen, Matsunaga, Boren and Durenberger—and others not on the Com-
mittee. _

I am confident that, with your valuable assistance, we can advance this legislation
that is so important to the motor carrier industry.

Mr. Chairman, as you know, the Motor Carrier Act of 1980 substantially chan%ed
the 45 year old federal rules for motor carriers. At the time we passed that
legislation, under the able bipartisan leadership of Senator Cannon and yourself, we
recognized that subsequent Congressional action would be required to respond to
any difficulties that might arise. -

ifically, we knew “hat the bill might wipe out the value of operating rights
held by numerous regulated carriers. The House report on the Motor Carrier Act
made clear what everyone suspected when it stated:

“Should it become apparent that the effect of this legislation has been to substan-
tially erode the value of orerating ri%hts, then appropriate relief for such results
should be considered as ear {)as possible.”

I believe it is now clear that this has occurred. I recently received a letter from
Citibank of New York stating that the bank now views motor carrier operating
rights as “‘substantially worthless.”

Citibank futher notes that this erosion of assets is reflected in the bank’s decision
whe:‘}éer to grant credit. I am submitting the letter for inclusion in the hearing
record.

It is clear that the new rules of the Motor Carrier Act have devalued motor
carrier operating authorities. B

The only equitable solution, it seems to me, is to recognize this adverse effect of
the law and permit the motor carriers to deduct the value of their operating
authorities.

As drafted, S. 702 permits carriers an income deducted over three years for the
aq‘}‘t.]l‘sbed basis of their operating rights, or $50,000, whichever is greater.

e $50,000 floor is designed to insure that the smaller motor carriers are among
those most threatened by the Motor Carrier Act.

Under standard accounting practices prescribed by the Finanical Accountin
Standards Board, such a deduction would ordinarily be taken in a one year period.
We have provided that the deduction is ratable over three years to reduce the
bu&getary impact of the bill. )

r. Chairman, the alternative to this legislation could well be a long period of
undertainty and unnecessary litigation. I hope we can avoid that prospect by
moving this leﬁiplation at an early date. Thanks again for your cooperation and

is

leadership on this issue.
New York, N.Y., March 30, 1981.
Re Senate bill 702.

gon. MAXOffBA%CU?[i
nate Office Building,
Washington, D.C. -

DEeAR SENATOR: We are pleased to submit our comments and views regarding the
impact of The Motor Carrier Regulatory Reform Act of 1980 on the value of motor
carrier operatin%lrights. As a major lender to the trucking industry for the past 20
ﬁ::rs, Citibank has followed closely those developments which have had a direct

ring on the economic status of the carriers. In our opinion, the July 1 1passe,ge of
the deregulation bill marks a watershed date for the industry, particularly as it
affects the interrelationship between intramodal competition and operating authori-
ties.
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Historically, government regulation of the motor carriers was premised on the
need to achieve industry stability in order to provide adequate service to the
shipping public. As the industry matured, regulatory perceptions also changed. The
Interstate Commerce Commission epitomized the new direction, with its philosophi-
cal shift towards promoting greater competition among the carriers. During the past
several years this policy was evidenced by a dramatic liberalization in the Commis-
sion’s grants of and application standards for new operating rights, a trend which
already diluted the value of existing authorities. The Motor Carrier Act has gone
beyond such administrative initiatives by providing legislative endorsement of the
Commission’s “de facto” deregulation efforts and by enlarging the scope of the
provisions.

In light of the foregoing developments our views on the worth of operating rights
have undergone a similar conversion. Heretofore, in evaluating the credit-worthi-
nesss of trucking comranies Citibank has recognized the inherent value of existin
authorities. Specifically, in measuring a carrier’'s net worth we have not trea
existing rights as intangible assets to be deducted from the equity account, provided
the company historically earned a profit on these rights. However, we excluded
newly-acquired authorities until the carrier demonstrated the ability to generate
earnings from this authority. It should also be noted that, as a lendinf policy,
Citibank traditionally has not made loans based on the theoretical value of a
company’s rights. Although we have financed the purchase of operating rights,
contrary to many other banks’ views, we have always regarded the use of authori-
ties as?t;an collateral to be an indication of financial distress.

While Citibank has not made a practice of viewing operating rights as collateral
per se, we have considered their value as a cushion for our traditional revenue
equipment financing. Qur inability to precisely quantify the market value of these
assets, other then by applying various subjective measures, in part explains our
Bank's reluctance to view authorities as a “bankable” asset. Nevertheless, until the
advent of deregulation in the late 1970’s operating rights had a number of underly-
ing characteristics to which we could ascribe definite value: (i) empirical observation
indicated they had undergone tremendous appreciation over time; (ii) they were
readily marketable, even in distress situations; and (iii) there was an active market
for existing rights among trucking companies. Given these favorable qualities, Citi-
bank over the years was willing to advance a relatively higher proportion of funds
to the carriers than would otherwise have been the case. This accommodation
became evident in the form of a more liberal borrowing base ratio, which is the
-lending formula used in equipment financing. The rationale for increasing the
borrowing base ratio in our credit agreements reflected our belief that rights afford-
ed significant, “hidden’ asset protection.

The recent actions taken b{ the Commission and, more particularly, by Congress,
as mentioned earlier, have lowered the barriers to entry and expansion in the
trucking industry. Consequently, in our opinion the practical effect of these events
has been to substantially eliminate the benefits and values previously associated
with a carrier’s rights. The resulting era of increased competition means that the
carriers will no longer be able to enjoy the protection afforded by a relatively
unique set of authorities. Instead, only the well-managed carriers, which demon-
strate an ability to earn a reasonable rate of return under the new and changing
environment, will be able to command a premium for their company.

The implications for the financial community are eﬁually serious. By renderir:f
motor carrier operating rights virtually worthless, the deregulation bill forces lend-
ers to reassess their credit grant‘i;;% criteria with respect to the trucking industrf'.
It, for example, no longer can be safely assumed that a carrier’s rights could be sold
or liquidated to help meet any operating cash shortfalls or provide funds for debt
amortization. Simply stated, there are now fewer assets available to cover existing
downside risks. This represents an abrupt departure from the asset Erotection
heretofore available and will undoubtedly lead to greater selectivity on the part of
lenders in extending credit.

Over the long-run Citibank firmly believes that business as a whole is better off
with less government regulation. e views expressed above, however, are not
intended to make a statement regarding the merits, pro and con, of The Motor
Carrier Act. Instead, they focus on the narrow issue of whether operating rights
have sustained a loss in value due to the enactment of the recent legislation. As
such, we would be pleased to have this letter inserted in the record and used in
connection with the upcoming hearings.

Very truly yours,
MIiCHAEL S. FRADKIN,
Vice President.

Senator PAckwoobp. Thank you, Max.
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Now, we have a panel consisting of Marvin Lourie, Roger Bur-

bage, and Laurence Pierce.
ntlemen, I might say, for the audience, in terms of timing, I

would assume that the total hearings would be done by 11:30 today.
It might be sooner than that unless we are interrupted by votes.
We should be done with this bill when this panel is done and I
would expect to be done with the stock option bill by 10:30 or 10:45.

In many cases, these bills are not controversial before the Fi-
nance Committee. However, the argument is often raised if we
attempt to put these bills on a tax bill and they have had no
hearings at all, that we are trying to railroad something through
that has had no hearing. This gives us a chance to have a record. If
anybody wants to know if we had a hearing, yes. There is a record.

Many of these provisions, especially- the stock option provision,
we have passed before. I think we will have no difficulty passing it
again and we will have a record.

Gentlemen, go ahead. Who is going to testify first? Mr. Lourie?
Do I pronounce it right?

STATEMENTS OF MR. MARVIN A. LOURIE, EXECUTIVE VICE
PRESIDENT, RENTAR INDUSTRIES, BURBANK, ILL.; MR.
ROGER BURBAGE, VICE PRESIDENT, FINANCE AND ADMINIS-
TRATION, O'BOYLE TANK LINES AND MR. LAURENCE A.
PIERCE, VICE PRESIDENT, FIRST NATIONAL BANK OF

BOSTON

Mr. Lourik. That is fine.

Thank you, Mr. Chairman and members ‘of the committee, for
the opportunity to appear before you concerning Senator Baucus’
bill S. 702. I request that my full written statement, as well as my
remarks today, be included in the record.

Senator Packwoob. All of the written statements of all of the
witnesses will appear in full in the record.

Mr. Lourie. My name is Marvin Lourie. I am executive vice .
president of Rentar Industries in Burbank, Ill. My company is the
Nation’s largest privately owned trucking distribution system of
meat and processed food. We operate in 48 States and last year had
gross transportation revenues of $162,500,000.

I stronfly support S. 702 and urge positive and rapid action on
th<iis legislation which is so critical to the financial stability of our
industry.

We, like many other motor carriers of our size, are in a worsen-
ing financial position due to the enactment of the Motor Carrier
Reform Act of 1980.

Before deregulation we at Rentar Industries had on our books,
operating certificates at a book value of $2.8 million and an ap-
praised value of $26 million.

These were very real assets to the company. They were included
in the value of our enterprise and were used as collateral for
borrowing and were generally similar to franchise or license values
in other industries.

Unlike the large publicly owned companies that utilize public
equity funds to finance capital costs, we are dependent on banks
and equipment manufacturer loans for such financing.
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With high interest rates, it is difficult for us to borrow necessary
funds to capital costs and the loss of $2.8 million in operating
rights which were accepted by banks as collateral for loans, has
seriously affected our ability to do business.

Rentar follows a particular economic cycle which involves a 2- to
4-year period of profitable operation, followed by a 2- to 4-year
period of unprofitable operation. We have just entered into that
period of unprofitable operation. Many other motor carriers are
also belnl;ering this unprofitable period and are in serious financial
trouble.

With this legislation, we would receive a refund of $355,632 over
the 3-year period because of the ordinary loss deduction. This ordi-
nary loss deduction will allow Rentar to continue to operate with
financial stability.

The real value of the operating rights will not be replaced, but
this deduction can stabilize our situation.

These were real assets. For instance, in 1962, Rentar purchased
on an operating certificate from a bankrupt carrier for $213,000. In
~ 1965, we purchased a trucking company for the price of $690,000;

$514,796 of that price applied to the purchase of operating certifi-
cates. : '

Also, in 1969 we purchased operating certificates from a compa-
ny for $500,000. These purchases, and a number of other purchases,
were accomplished at the behest of our shippers or as a means
reducing transportation costs.

As an example, the purchase of the operating rights for $213,000
was a direct result of the movement of the meat packing houses,
such as Wilson and Montford Packing to Colorado.

While we were able to secure rights from the Interstate Com-
merce Commission from Colorado to points in the Midwest and the
East, with the support of the shippers, we could not obtain west-
bound rights. _

Without such rights, the cost of transporting meat would reflect
the empty westbound mileage. By purchasing rights from another
carrier and transporting commodities westbound the costs of ship-
per and in turn, to the consuming public, was lowered.

The last two acquisitions were made at the collective request of
Charles Viser & Co., Peter-Paul Candy Co., Beechnut Foods, and
Lifesavers, among others.

These assets, acquired to serve the shipping public and the con-
sumers of food products, have been eliminated by the Motor Carri-
er Reform Act of 1980.

This legislation can stabilize the situation. I encourage your sup-
port of this legislation.

Thank you, Mr. Chairman.

Senator PACKwoob. Let me ask you just one question before the
next witness testifies.

Why is your business so cyclical? How do you know it is going to
be 2 to 4 years of profit and then 2 to 4 years of unprofitability? -

Mr. Lourik. Just following the historic figures of our company,
that cycle has run like that now, since about 1940—2 to 4 years, 2
to 4 years.
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We could tell—we really could tell at the end of 1979 that we
?adhhit a peak and sure enough, 1980 declined, 1981 is declining
urther.

Senator PAckwoobp. That is interesting. It has nothing to with
the kinds of products you haul or is in no way related to bad
weather and dairy and meat crops and products?

Mr. Lourie. Well, certainly it has something to do with the meat
cycle. For instance today people, for some reason, have stopped
eating as much meat as they had in the past. Movement of meat
from the meat producing area has dropped off substantially.

Now, whether this is the cycle that causes our profitability and
our losses or not, I am not certain, but they sure are there.

Senator PAckwoob. Thank you.

Mr. Burbage. :

Mr. BUrBAGE. Thank you, Mr. Chairman and members of the
committee for the opportunity to appear concerning a tax matter of
grave importance to the regulated motor carrier industry.

I request that my full written statement, as well as my remarks
today be included in the record. :

Senator Packwoob. They will be. _

Mr. BURBAGE. My name is Roger Burbage. I am vice president,
Finance and Administration, O'Boyle Tank Lines in Rockville, Md.
I appear here, today, on behalf of the American Trucking Associ-
ation, the National Federation of Motor Carriers having affiliated
associations in every State and in the District of Columbia.

The regulated motor carrier industry is composed of over 17,000
firms, 18,000 of which have gross revenues of less than one-half of
a million dollars annually.

Our industry directly employs over 600,000 persons. Total rev-
enues for 1979 were over $40 billion. ,
The Motor Carrier Act of 1980, which became effective July 1,
has made substantial changes in the industry. Of importance here,
the value of our operating rights which were previously acquired,
usually at significant expense, were rendered virtually worthless
thereby threatening the financial stability of the motor carrier

industry.

As was suggested by Congress when the act was passed, equity
demands a legislative solution to our problem.

Today, we are asking for tax relief due to the effect of the 1980
legislation on motor carrier’s operating rights. Specifically, we are
supporting H.R. 1964, introduced by Congressman Holland of South
Carolina and S. 702, introduced by Senator Baucus of Montana.

In 1935, Congress established a set of rules of the game for the
motor carrier industry. For 45 years these rules provided for strin-
gent entry controls into the business.

In accordance with these rules, trucking firms made substantial
capital investment by purchase or otherwise to obtain these neces-
sa%operating rights.

e 1980 Motor Carrier Act, although not totally deregulating
motor carrier operations, significantly changed the rules by provid-
ing far easier entry into the business. Likewise, existing motor
carriers were permitted to greatly expand their operating authori-

ty.
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The result of the reduction in the value of operating rights has
been the impairment of capital formation in the industry by poten-
tially jeopardizing current loans, making additional borrowing
more difficult, and diminishing access to equity capital.

Mr. Chairman, a decrease in value is clearly demonstrable. A
1979 ICC study indicates that the operating rights were reflected
on the balance sheets as intangible assets and were a very real
asset to the carrier.

These rights were included in the value of an enterprise and
were used as collateral for borrowing. Today, however, these rights
have lost their value since trucking companies need simply go
through the eased application procedures at the ICC to obtain
rights identical to those that were purchased or otherwise obtained
at great expense prior to July 1980. ‘

Financial publications, such as Value Line, have recognized the
severe reduction in the value for operating rights. In fact, the
accounting profession and the ICC have required an immediate 1-
year writeoff for book purposes.

The report accompanying the 1980 act recognized that the new
legislation might result in a severe reduction in the value of oper-
ating rights and that appropriate tax relief might be needed.

Mr. Chairman, there is an immediate need for the tax relief
discussed at the time Congress passed the 1980 act to prevent
inequitable and severe competitive impact on existing motor carri-
ers.

For example, one trucking company has total assets of about $46-
million, of which $18 million are investments in operating rights,
largely debt financed. As a result of the new act, the intangible
asset represented by operating authority became worthless and
total assets dropped over one-third to $28 million.

A new entrant into the business, today, with tangible assets of,
say, $35 million without debt financed operating rights, would be
able to effectively compete against the old company and drive it
out of business. This is all because the rules adopted and encour-
aged by the U.S. Government for over 45 years were changed
overnight.

This is not the free market enterprise envisioned by those who
voted for the Motor Carrier Act of 1980.

Mr. Chairman, under current law it is arguable that a deduction
is already available in these cases. We are proposing an ordinary
deduction for the effect of the 1980 legislation on operating rights
to preclude costly and time consuming litigation to determine that
a deduction is present.

The legislative process provides the most reasoned approach for
our industry, the public, and sound fiscal policy.

There is ample precedent for such a legislative solution. Congress
has often recognized that severe economic hardships can result
when the U.S. Government changes the rules of the game after
taxpayers have expended substantial resources in reliance upon
the old rules.

In such situations, Congress has provided appropriate tax relief.
For example, special rate provisions concerning changes in policy
by the Federal Communications Commission, distributions in obedi-
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ence to orders of the FCC and persons impacted by the bank
holding company legislation.

In summary, Mr. Chairman, the 1980 Motor Carrier Act substan-
tially reduces the value of motor carrier operating rights. Congress
anticipated this effect and has already indicated that legislative
tax relief may be appropriate.

In recognition of this and out of a sense of fair play, it is
equitable to allow an ordinary deduction for these rights. This
deduction is crucial to the financial stability and capital formation
capability of this vital American industry.

I apologize for running over.

Senator PAckwoop. Thank you. It is a good statement. The
entire statement will be in the record. I might, say, as the principal
cosponsor of the trucking deregulation act I am intimately aware
of this problem. We knew about it when we passed it. It was clear
in testimony before the Commerce Committee at the time we
passed it, in what we were doing to the value of the rights.

Mr. Pierce.

Mr. Pierck. Thank you, Mr. Chairman, for the opportunity to be
here and to have the statement of the First National Bank of
Boston included in the record.

I am Laurence A. Pierce, vice president of the bank and in
charge of the motor carrier segment of our bank lending activity.

The bank, by way of background, is one of the leaders in lending
to the motor carrier industry. It has been agent and lead bank in
syndicating credits over 25 years, has been an innovator in putting
together unusual financing programs for the motor carrier indus-
try and has authored over the years on 7 different occasions the
bankers analysis of the motor carrier industry.

In order to assume such a position of responsibility in the motor
carrier lending field, we determined at the outset that we should
learn as much as possible about the financial characteristics of the
industry that we viewed as a target for new business.

We understood the essential nature of the service provided by
motor carriers to the general public and recognized immediately
the public utility concept embodied in the grant of operating au-
thorities for the public convenience and necessity.

On the other hand, we also realized, through financial analysw,
that the motor carrier industry of the late 1950’s and early 1960’s

was relatively highl leverag with respect to the traditional rela-
tionship between debt and equity.

Our analytical efforts, we mlght add, were aided by our willing-
ness to work on the banker’s analysxs on several different occa-
sions.

Our initial conclusions which proved valid for at least 20 years,
encouraged us to become aggressive lenders to a fledging industry,
to take what agopeared to be greater than normal risks in providing
financing for borrowers whose long-term funded debt reached a
level up to three times tangible net worth.

The key factor, of course, was the value of the franchise, the
operating authority, the hidden asset on the balance sheet serving
to provide a fall-back position for both lenders and investors in the
event of unforeseen financial stress.
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The operating authority, in fact, played a dual role in attracting
institutional financing. On the one hand, justifying the extension of
credit which might otherwise have been unavailable and on the
other, serving as direct collateral.

Over the years we have frequently taken security interests in
authorities as the means of bolstering our collateral position with
marginal borrowers. Somewhat less frequently, but nevertheless on
occasion, we have utilized authority as collateral to enable existing
customers to expand their operations and increase their debt lever-
age by acquisition of assets or stock of other carriers. '

In addition, in functioning as secondary backup collateral for
loans, operating authorities have enabled carriers to finance other
assets such as revenue equipment and accounts receivable at ad-
vance rates exceeding normal standards. Whereas banks tradition-
ally have insisted on downpayments of 10 to 20 percent against
equipment purchases and reserves of 20 percent or more for uncol-
lectible receivables, the availability of a second source of collateral
has, in certain instances, permitted a borrower to obtain a more
liberal extension of credit.

The decade of the 1970’s witnessed a monumental change in the
direction of the pendulum as far as the value of operating authori-
ties is concerned.

Around the middle of the decade, the financial failure of a
number of large carriers brought about a series of asset auctions
through the bankruptcy courts. Prominent among the assets of-
fered for sale were sets of operating authority often packaged for
purchase by smaller carriers.

Prices obtained through the courts and through some private
sales were frequently quite substantial even though the acquiring
carriers did not gain any book of business or any market share
directly through the purchase.

Toward the other extreme, at the end of the decade, such values
tended to diminish with a change in attitude and administrative
action within the ICC as the possibility of greater freedom of entry
through regulatory reform became realistic. In that climate, the
attitude of our bank as lender has undergone a radical swing as
well. As prudent lenders we have been forced to become more
selective.

We have extensively revised our program of calling on prospects
giving high priority to larger carriers with proven records. More-
over, we have reacted decisively to financial weakness in our exist-
ing customer base, consistently-refusing to extend the terms of
loans in default and often encouraging managements of weaker
carriers to reach the difficult decision to liquidate.

Our loan portfolio mix has already reflected this change. The
number of borrowers has declined as customers have gone out of
business or sold to stronger carriers and the average size of our
loans has risen through attrition in the ranks of the smaller bor-
rowers.

Our early recognition of the potential decline in the value of
authority and concurrent loss of collateral value has been more
than vindicated by the impact of the Motor Carrier Act of 1980.

Through regulatory reform, the earlier administrative actions of
the ICC increasing the rate of grant of operating authority was
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substantiated by law. The public utilg;{ concept was impaired and
the value of operating authority virtually eliminated.

In light of the financial loss experienced by the motor carrier
industry, .as a whole and the companies within it individually,
resulting from actions over which they had no direct control, we
believe that some form of financial relief is justified.

We understand that legislative action through Senate bill 702, to
provide for deducting from taxable income over a 36-month period
the investment in motor carrier authority, is under consideration
and we wish to record our support for such a measure.

Thank you very much. \

Senator PaAckwoob. Thank, you Mr. Pierce. I appreciate hearing
from somebody that is on the other end of the trucking business, in
the sense of making the loans because we have heard from the
motor carriers frequently. I think the position is justified and you,
indeed, bring a banking viewpoint that is helpful.

Lloyd, any questions?

Senator BENTSEN. Why, I might make the comment, Mr. Chair-
man, first, I am pleased you are holding these hearings.

Second, there is no question that the Motor Carrier Act dimin-
ished the value of these motor carriers’ operating rights and I
think, through no fault of their own and often with their adamant
opposition, as I recall. Certainly, they should be allowed the ordi-
nary chargeoff over the 36 months and I am very pleased to join
you in supporting this legislation.

Senator PAckwoobp. Gentlemen, thank you very much. I have no
questions. I hope we can attach to the tax bill as soon as possible.

[The prepared statements of the preceding panel follows:]
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THANK YOU, MR. CHAIRMAN AND MEMBERS OF THE COMMITTEE FOR
THE OPPORTUNITY TO APPEAR BEFORE YOU CONCERNING SENATOR BAucus’
BILL, S.702, | REQUEST THAT MY FULL WRITTEN -STATEMENT, AS WELL AS
MY REMARKS TODAY, BE INCLUDED IN THE RECORD.

My NAME 1S MARVIN Lourie. 1 AM EXecuTive VICE-PRESIDENT OF

RenNTAR INDUSTRIES IN "BURBANR, ILLINOIS., My cOMPANY IS THE NATION'S
LARGEST PRIVATELY OWNED TRUCKING DISTRIBUTION SYSTEM OF MEAT AND
PROCESSED FOOD. WE OPERATE IN 48 STATES AND LAST YEAR HAD GROSS
TRANSPORTATION REVENUES OF $162,500,000. [ sTronsLY supporT S.702,
AND URGE POSITIVE AND RAPID ACTION ON THIS LEGISLATION WHICH IS SO
CRITICAL TO THE FINANCIAL STABILITY OF OUR INDUSTRY.

WE, LIKE MANY OTHER MOTOR CARRIERS OF OUR SIZE., ARE IN A WORSEN{NG
FINANCTAL POSITON DUE TO THE ENACTMENT OF THE MoToR CARRIER REFORM
Act oF 1980. BEFORE DEREGULATION, WE AT RENTAR INDUSTRIES HAD ON
OUR BOOKS OPERATING CERTIFICATES VALUED AT $2,8 MILLION., THESE
WERE VERY REAL ASSETS TO THE COMPANY, THEY WERE INCLUDED IN THE
VALUE OF OUR ENTERPRISE, WERE USED AS COLLATERAL FOR BORROWING,
AND WERE GENERALLY SIMILAR TO FRANCHISE OR LICENSE VALUES IN OTHER
INDUSTRIES . '

UNLIKE THE LARGE PUBLICLY ONNED COMPANIES THAT UTILIZE PUBLIC
EQUITY FUNDS TO FINANCE CAPITAL COSTS, WE ARE DEPENDENT ON BANKS
AND EQUIPMENT MANUFACTURER LOANS FOR SUCH FINANCING, WITH HIGH
INTEREST RATES, IT IS DIFFICULT FOR US TO BORROW NECESSARY FUNDS
TG COVER CAPITAL COSTS; AND THE LOSS OF $2,8 MILLION IN OPERATING



43

RIGHTS, WHICH WERE ACCEPTED BY BANKS AS COLLATERAL FOR LOANS., HAS
SERIOUSLY AFFECTED OUR ABILITY TO DO BUSINESS.

RENTAR FOLLOWS A PARTICULAR ECONOMIC CYCLE WHICH INVOLVES A 2 TO

4 YEAR PERIOD OF PROFITABLE OPERATION FOLLOWED BY A 2 TO 4 YEAR
PERIOD OF UNPROFITABLE OPERATION. WE HAVE JUST ENTERED INTO THAT
PERIOD OF UNPROFITABLE OPERATION., MANY OTHER MOTOR CARRIERS ARE
ALSO ENTERING THIS UNPROFITABLE PERIOD, AND ARE IN SERIOUS FINANCIAL
TROUBLE. WITH THIS LEGISLATION, WE WOULD RECEIVE A REFUND OF
$355,632 OVER THE THREE YEAR PERIOD. BECAUSE OF THE ORDINARY LOSS

* DEDUCTION.

THIS ORDINARY LOSS DEDUCTION WILL ALLOW RENTAR TO CONTINUE TO
OPERATE WITH FINANCIAL STABILITY., THE REAL VALUE OF THE OPERATING
RIGHTS WILL NOT BE REPLACED. BUT THIS DEDUCTION CAN STABILIZE OUR
SITUATION,

THEY WERE REAL ASSETS. FOR INSTANCE, IN 1962, RENTAR PURCHASED

" OPERATING CERTIFICATES FROM A BANKRUPT COMPANY FOR $213,000. IN
1965, WE PURCHASED A TRUCKING COMPANY FOR THE PRICE OF $690,000:
$514,796 OF THAT PRICE APPLIED TO THE PURCHASE OF OPERATING
CERTIFICATES. ALSO, IN 1969, WE PURCHASED OPERATING CERTIFICATES
FROM A COMPANY FOR $500,000, THESE ASSETS ‘HAVE BEEN ELIMINATED
BY THE MoTorR CARRIER REFoRM AcT oF 1980. THIS LEGISLATION CAN
STABILIZE THIS SITUATION., -1 ENCOURAGE YOUR SUPPORT OF THIS
LEGISLATION,

THANK You., MR. CHAIRMAN.
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SUMMARY OF STATEMENT OF ROGER BURBAGE
O'BOYLE TANK LINES, INC.
ON BEHALF OF THE
AMERICAN TRUCKING ASSOCIATIONS, INC.
SUBCOMMITTEE ON TAXATION AND DEBT MANAGEMENT
COMMITTEE ON FINANCE

UNITED STATES SENATE
MAY 8, 1981

Thank you, Mr. Chsirman and Members of the Committee for the opportuaity
to appear concerning a tax matter of grave importance to the regulated motor
carrier industry. I request that my full written statement, as well as my

remarks today, be included in the record.

My name is Roger Burbage. I am Vice President, Finance and Administration,
0'Boyle Tank Lines, Inc. of Rockville, Maryland. I appear hers today on behalf
of the American Trucking Associations, Inc., ("ATA") the national federation
of motor carriers having affiliated associations in every state and the District

of Coluabia.

The regulated motor carrier industry is composed of over 17;000 firms,
13,000 of which have gross revenuss of less than $500,000 annually. Our industry
directly employs over 600,000 persons. Total revenuss for 1979 were over

$40 bdbillion.

The Motor Carrier Act of 1980, which became effective July !, has made
substantial changes in the industry. Of importance here, the value of our
operating rights which vere previously acquired, usually at significant
expense, were rendered virtually worthless, thereby threatening the financial
stability of the industry. As wvas suggested by Congress when the Act was

passed, equity demands s legislative solution to our situation.

Today we are asking for tax relief due to the effect of the 1980 legis-
lation on motor carrier's operating rights. Specifically, we are supporting
H.R. 1964 introduced by Congressman Holland of South Carolina and §. 702

introduced by Senator Baucus of Montana.
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In 1935, Congress established a set of "rules of the game” for the motor
carrier industry. For 45 years these "rules" provided for stringent entry
controls into the business. In sccordance with the rules, trucking firms made
substantial capital investments, by purchase or otherwise, to obtain the
necessary operating rights. The 1980 Motor Carrier Act, although not totally
deregulating motor carrier operations, significantly changed some of the rules
by providing far essier entry into the business. Likewise existing mtor’
carriers were permitted to greatly expand their operating authority. The result
of the reduction in the value of opersting authorities has been the impairment
of capital formation in the industry by potentially jeopardizing curreat loans,
making additional borrowing more difficult, and diminishing access to equity

capital.

Mr. Chairman, the decrease in value is clearly demonstrable. A 1979 I.C.C.
study indicates that operating rights were reflected on the balance sheets as
intangible assets and ware a very real asset to the carrier. Thess rights were
included Ln the value of an enterprise and were used as collateral for borrowing.
Today, however, these rights have lost their value since trucking companies
need simply go through the eased application procedures at the I.C.C. to obtain
rights identical to those that were purchased or otherwise obtained at great
expense prior to July, 1980. Financial publications such as Value Line have
recognized the severe reduction in value for operating rights. In fact, the
accounting profession and the I.C.C. have required an immediste, one-time,

write-off for book purposes.

The report accompanying the 1980 Act recognized that the new legislation
might result in a severes reduction in the value of operating rights and that
appropriate tax relief might need to be considered. Mr. Chairman, there is
an immediate need for the tax redfef ‘diucuuod at the time Congress passed

82-820 O—81——4
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the 1980 Act, to prevent mequi_ubl.e and severe competitive impact on
existing motor carriers. For example, one trucking company has total assets
of about $46 million, of which§18 million are investments in operating
rights, largely debt financed. As a result of the new Act the intangible
asset represented by operating authority became worthless and total assets

drop over one-third to $28 million.

A new entrant into the business today, with tangible assets of say,
$35 million, without debt financed operating rights, would be able to
effectively compete sgainst the old coapany and drive it out of business
«- all because the rules adopted and encouraged by the U.S. ‘Govermunt for
over 45 years were changed overnight. This is not the free marketplace

envisioned by those who voted for the Motor Carrier Act of 1980.

Mr. Chairman, under current law, it is arguable that a deduction is
already available in these cases. We are proposing an ordinary deduction for
the effect of the 1980 legislation on operating rights to preclude costly and
time-consuming litigation to determine whether there is a deduction at present.
The legislative process provides the most reasoned approach for our industry,

the public, and sound fiscal policy.

There is ample precedent for such a legislative solution. Congress
has often recognized that severe economic hardships can result whean the U.S.
Government itself changes the "rules of the game' after taxpayers have expended
substantial resources in reliance upon the old rules. In such situations,
Congress has provided appropriate tax relief, e.g. the special relief provisions
concerning changes in policy by the Pederal Communications Commission distri-
butions in obedience to orders of the Securities and Exchange Commission, and

persons impacted by the bank holding company legislation.
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" In summary, Mr. Chairman, the 1980 Motor Carrier Act substantially
reduces the value of motor carrier operating rights. Congress anticipated
this effect and has already indicated that legislative tax relief may be
appropriate. In recognition of this and out of a sense of fair play, it is
equitable to allow an ordinary deduction for these operating rights. This
deduction is crucial to the financial stability and capitel formation

capability of this vital American industry.

Thank you, Mr. Chairman.
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STATEMENT OF ROGER BURBAGE
O'BOYLE TANK LINES, INC.
ON BEHALF OF THE
AMERICAN TRUCKING ASSOCIATIONS, INC.

SUBCOMMITTEE ON TAXATION AND DEBT MANAGEMENT
COMMITTEE ON FINANCE
UNITED STATES SENATE
May 8, 1981

Thank you, Mr. Chairman and Members of the Committee for the
opportunity to testify in support of S. 702 to allow an income tax
deduction for certain motor carrier operating authorities to
offset the impact of the Motor Carrier Act of 1980.

My name is Roger Burbage. I am here today on behalf of the
American Trucking Associations, Inc., a national federation of
motor carriers, with affiliated associations in every state and
the District of Columbia, plus thirteen affiliated national con-
ferences. 1 am also Vice-President, Finance and Administration,
O'Boyle Tang Lines, Inc. of Rockville, Maryland. My company
operates in 48 states and has annual gross revenues of about $25
million.

The motor carrier industry is composed of over 17,000 firms,
13,000 of which have gross revenues of less than 5500,000
annually. The industry directly employs over 600,000 persons and
- the regulated industry's total revenues for 1979, the most current
“available data, were over $40 billion. '

The Motor Carrier Act of 1980 made substantial changes in.the
operation of the federally regulated motor carrier indgstry. This
1980 Act severely reduces the capital formation capability of the
industry by making the value of operating rights acquired by motor
carriers and others virtually worthless compared to their previous
value. As a result of the 1980 Act, it is arguable that a
deductible loss has occurred under current law. The possible
prolonged litigation and uncertainty of result from an attempted
deduction, without a legislative mandate, will only further

adversely affect the industry as well as create administrative
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problems for the Internal Revedug Service. As was contemplated by
Congress at the time of enactment of the Act, the situation
demands a legislative solution in the interest of sound tax
administration. The purpose of this testimony is to discuss the
desirability and necessity of a proposed income tax deduction
relating to the effect ofvthat legislation on operating rights.
Specifically, we strongly suppori H.R. 1964 introduced by
Congressman Holland and S. 702 intro&uced by Senator Baucus as the
appropriate legislative remedies to this problem.

In 1935, President I:csevelt approved Part II of the
Interstate Commerce Act. That legislation provided the basic
regulatory framework for interstate motor carrier operation for
almost 50 years. That Act provided for certification of operating
rights by the Interstate “ommerce Commission upon a showing that
additional service is or will be required by the public
convenience and necessity. Carriers were obligated to offer
nonpreferential and nondiscriminatory service at reguiated rates.
These '"rules of the game" provided significant protection from
open entry and excessive competition at the cost of regulated
rates. Pursuant to these rules and in reliance thereon, companies
made substantial capital investments in operating rights (usually
by outright purchaée from others), which were listed as intangible
assets on their balance sheets. Today, more than 17,000 companies
hold operating rights pursuant to the provisiqns of the 1935 Act.

The Motor Carrier Act of 1980, signed by President Carter on
July 1, 1980, rendered these operating rights virtually worthless

compared to their previous value. This severe reduction in value
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dramatically affects the financial health of the motor carrier
industry. As a clear demonstration of this severe reduction, a
brief, but by no means inclusive, series of examples of this

devaluation is attached as Exhibit A.

Consequently, current loans may be jeopardized, additional
borrowing is more difficult, and access to equity capital is
greatly diminished. Let me give you a brief general example.
Among the many complex provisions in a typical ;evolving credit
agreeﬁent are many covenants concerning current equity require-
ments, working capital requirements, dividend restrictions, and
debt/equity ratios. Also attached as Exhibit B are typical
examples of the detrimental effects of the 1980 legislation on
financial transactions. A specific example is the situation of
McNair Transport, Inc. indicated in its letter. That Texas
company found its borrowing capability reduced 200% by the 1980
legislation. This resulted in its inability to purchase tractors
and trailers needed to further its business. Moreover, financial
institutions have indicated that the borrowing power of motor
carriers has been eroded by the 1980 legislation. As will be
explained more fully later, the Financial Accounting Standards
Board (?.A.S.B.), rulemaking body of the accounting profession,
has required a full, one-time, immediate write-off of operating
rights for book purposes in the year 1980. (F.A.S.B. Statement
No. 44, Dec. 1980). 1In such a write-off, the companies may be in
technical default on loans because loan covenants may be violated.
Legiglative relief would provide needed financial stability to be

considered in negotiating loans.
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Tﬁe 1980 Act, while not totally "deregulating" motor carrier
operations, makes substantial changes in the way the industry
operates. These Ehanges were designed to substantially increase
competition within the motor carrier industry. Among the many
changes is easier entry into the industry. Applicanis will no
longer need to show that service is required under the public
convenience and necessity standard. Existing oberators protesting
a new entrant on a route will bear‘the considerable burden of
showing the proposed service is inconsistent with the public
convenience and necessity. In addition, there are limitations on
who can oppose applications. The rules for hauling for a corpora-
tion under exclusive contract (contract carriage) are vastly
liberalized. Further, established truckers may obtain expandeé
authority with fewer restrictions under the new legislation. Many
other areas of truck transportation such as processed foods,
agricultural goods, shipments under 100 pounds, government
traffic, etc. may now be conducted by carriers simply by
demonstrating they are fit, willing and able to provide the
service. Finally, certain areas of transportation, for example,
highway transportation incidental to air transportation, are
totally deregulated. _

In short, under the new legislation, the previous significant
requlatory restrictions on entry and expansion are almost removed.
The new legislation renders operating rights pursuant to the 1935
Act virtually worthless compared to their previous value.

Mr. Chairman, there is uncertainty concerning the proper tax

treatment of operating rights after the 1980 legislation. This
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presents the need for a legislative solution (such as that
embodied in H.R. 1964 and S. 702) as a matter of fairness, sound
and efficient tax administration, and the national interest in
order to maintain a financially sound motor carrier system.

From a Federal income tax standpoint, the cost of operating
rights has historically been capitalized. These operating rights
had an indefinite life. However, the 1980 Act has required a
reexamination of this treatment. Events have demonstrated that
the rights which were considered to be "permanent" now have been
eroded by law and in fact, now haQe a finite life.

There is an old case, decided in 1938, Consolidated Freight

Lines, Inc. v. Commigsioner, 37 B.T.A. 576 (1938), in which the

then Board of Tax Appeals denied the taxpayer a deductible loss
where the State of Washington, which had granted a right to a
trucking company, repealed the monopolistic characteristics of the
law. The Court of Appeals for the Ninth Circuit, 10; F.2d 813,
affirmed the Board's decision in 1939, on the ground that the
monopoly was not part of.the certificate under which it had
previously operated. This case has distinguishable features from
the present situation, has been critized by other courts, and the
issue has not been tested in other jurisdictions. Therefore, the
case is not persuasive as to the correct treatment following the
1980 legislation.

In other cases ipvolving the proper treatment of intangibles,
such as the grant of a cable television franchise, the courts have
held a deduction depends on the specific facts and circumstances

with regard to whether the life of the rights invo.ved is
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determinable or has an indefinite life. In the case of a deter-

minable life, a deduction is proper. Chronicle Publishing Co., 67

T.C. 964 (1977); Toledo T.V. Cable Co., 55 T.C. 1107 (1971).

Further, there is authority for the proposition that the
enactment of the Motor Carrier Reform Act of 1980 creates grounds
for determining the wuseful 1life of operating rights.
Consequently, deductions based on the determinable life. are

proper. Gerrit Van de Steeq, 60 T.C. 17 (1973).

In short, the cases indicate that specific facts and circum-
stances are very important to the determination of a fixed and
determinable life that gives rise to a deduction. The facts and
circumstances having an impact on this industry after the 1980 Act
suggest a determinable life and deductions are proper.

Alternatively, there is a line of authority that indicates
that an ordinary loss deduction may be available under current law
for the entire basis of an operating certificate, reduced by
amounts allocable to the license aspect and by salvagé value, if

any. Parmalee Transporation Co. v. U.S., 351 F.2d 619 (Ct. Cl.

1965S); Meredith Broadcasting Co. v. U.S., 405 F.2d 1214 (Ct. Cl.

1969); The Transport Company of Texas v. U.S., 26 AFTR 2d 70-5804

(S.-D. Tex. 1970); Masspey-Ferquson, Inc., v. Commissioner, 59 T.C.

220 (1972), acq. 1973-1 C.B. 1. In other words, a deduction is
available for the tax basis in the expected continuation of the
restricted entry aspect of an operating rights certificate. This
expectancy aspect of the certificate is a clearly identifiable and

severable asset.
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Companies in the industry have claimed deductions under
either or both of the above theories. If disallowed by the

Internal Revenue Service, litigation will ensue. Of course, if

‘the deduction is authorized by current law, a legislative clarifi-

cation would generate no revenue loss.

Further, an abandonment generally leads to a deductible loss
under the current law pursuant to § 165 of the Internal Revenue
Code. If companies actually abandon an operating rights certifi-
cate, as may often occur, a deduction would be proper. A company
could therefore abandon a certificate and then apply to the I.C.C.
under the new procedures for an expanded authority. This would
result in a deluge on the I.C.C., an administrative nightmare and
possible disruption of this industry. Therefore, although
theoretically possible, this approach is impractical and calls for
a legislative solution.

Nonetheless, the determination involved with respect to the
deduction of the losses suffered by businesses invthe motor
carrier industry is a substantial one which, unless another
solution is forthcoming, will necessitate costly and time consum-
ing litigation in order to protect vital financial interests.
This will create a further period of disruption and uncertainty in
the financial status of this vital industry. For the interests of
all concerned, a legislative solution is advisable.

As stated, many companies have expended substantial sums, by
purchase or otherwise, to obtain operating rights under the
previous legislation. That legislation better protected thgse

rights from additional entry and excessive competition on a route.
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In some cases, operating rights represent more than S0% of the
total book value of a company. An issue to be considered in a
legislative proposal would be to determine if the old operating
rights have lost value. It is demonstrable that the value of
previous operating rights has been reduced to almost nothing,
indeed rendered virtually worthless compared to their previous
value.

In October, 1979, the Interstate Commerce Commission's Office
of Policy and Analysis released a study entitled "The Value of
Motor Carrier Operating Rights." The study clearly indicated an
active marketplace for operating rights, under Commission
supervision and with its consent. Of course, prices varied
according to the specific rights bought and sold. The study shows
thatloperating rights were a very real asset to a carrier,
functioning much as tangible assets do in other industries. That
is, operating rights were included in.the value of an enterprise
and were a source of collateral for borrowing. These operating
rights are generally similar to franchise or license values in
other, comparable, nontransportation industries.

The vast reduction of this previous value in operating rights
by the new legislation severely impairs capital formation. The
decrease may jeopardize current loans outstanding and makes
additional borrowing very difficult. Because of the decrease in
value, access to equity capital, via the stockmarket or otherwise,
will be limited. Overall, the availability of capital for th}s in-
‘dustry is imperiled by the new legislation. I merely re-reference

Exhibits A and B to substantiate these points.
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As stated, the previbus system provided significant restric-
tions on the granting of operating rights. These restrictions are
no longer present. Therefore, there is no longer an active market
in operating rights. This market has been replaced under the new
legislation, by obtaining new route authority from the Interstate
Commerce Commission by simple application.

This ease of obtaining operating rights under the 1980 Act
could have a severe competitive impact on us if tax relief is not
forthcoming. Let me give you an example. One of the companies in
our industry has total assets of around $46 million, of which $18
million is operating rights, largely debt financed. After the
1980 Act, this company's assets drop over 33% from $46 million to
$28 million. A future cgmpetitor with assets of say, $35 million,
without debt financed operating rights, could come in under the
new easier entry of the new law and compete more effectively
against the old company and drive it out of business. All because
the previous rules adopted and enforced by the U.S..government
have now been changed by that same government.

Stock market analysts and economic commentators have recog-
nized the substantial reduction in the value of operating rights.

For example, The Value Line Investment Survey of July 11, 1980,

page 306, states in its analysis of the trucking industry:
"Because of previous I.C.C. regulations, almost all trucking
companies have a considerable amount of operating rights, pur-
chased from other companies that are carried on their balance
sheets as intangible assets. The current regulatory reform render
these rights virtually worthless compared to their previous

value."
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The legislative history of the Motor Carrier Act of 1980
recognized the new legislation might result in the severe reduc-
tion in the value of operating rights and tax relief should be
considered. "Should it become apparent that the effect of this
legislation has been to substantially erode the value of operating
rights, then appropriate relief for such result should be
considered as early as possible. Preferably it will be considered
bf the Committee on Ways and Heans."- H.R. Rep. No. 96-1069, 96th
congress, 2d Sess. 4,11 (1980).

It is clear that the Motor Carrier Act of 1980 has signifi-
cantly reduced the value of existing operating rights. |

Having determined a severe reduction in value, the appropri-
ate relief is embodied by H.R. 1964 and S. 702. The trucking
industry's situation after the 1980 legislation is very similar to
a loss situation, via expropriation, casualty, or otherwise.
Based on established precedent under § 165 of the Internal Revenue
Code, an ordinary tax deduction is the appropriate apbroach. The
general concept of § 165 allows an ordinary tax deduction for
losses sustained. sSection 165(i), prior to its deletion by the
“deadwood" provisions of the Tax Reform Act of 1976, provided a
special loss deduction for certain property confiscated by the
Government of Cuba. In addition, § 165 authorizes a deduction for
general casualty losses and other expropriation type losses have

been allowed by the courts, U.S. v. White Dental Mfg. Co.

of Per ~sylvania, 274 U.S. 398 (1927).
There is other ample precedent for a reasonable legislative

solution to this problem. In these situations, Cbngress has
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recognized that severe economic hafdships can result when the U.S.
government “changes the rules of the game" that were set up by that
same government and after taxpayers have expended substantial
resources in reliance upon the old rules. In these situations,
Congress has provided appropriate tax relief to remedy the
governmental action. For example, § 1071 provides a special
nonrecognition provision concerning the sale or exchange of
property pursuant to a change of poiicy or a new policy of the
Federal Communications Commission. Likewise, § 1081 provides for
nonrecognition of gain in an exchange or distribution in obedience
to orders of the Securities and Exchange Commission. Finally,
§§ 1101-1103 provide special relief provisions for persons
impacted by the 1956, 1966, and 1970 bank holding company
legislation.

A tax legislative solution providing an ordinary deduction
permits a proper analysis of the economic impact of the 1980
legislation on the motor carrier industry. '

For equitable reasons and due to the unique nature and origin
of the rights involved, it might also be appropriate to base the
deduction on the higher of (1) adjusted basis or (2) $50,000. This
solution recognizes that many small firms have had their most
valuable asset, the operating rights, severely impacted by the new
legislation. A deduction for only the adjusted basis of the
operating rights in no way recognizes théir economic loss. These
small firms play a vital role in the trucking industry. These
entrepreneurs and smaller business people are often the first to

feel the strong hand of government policy and any changes in that
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policy. The individuais involved in these smaller firms have
planned on the value of existing operating rights being their
financial undervinning. For these individuals, the effect of the
1980 Act is part..cularly harsh.

It should be noted that there are no artificial allocation
problems in the allocation of price between goodwill and operating
rights. Amounts paid for either did not give rise to any tax
deduction for depreciation or amortization under prior practices.
These allocations have already been made and approved by the
Interstate Commerce Commission and are a matter of public record.
The amounts paid or expended for operating rights reflect economic
reality and do not reflect goodwill. This is particularly true in
many purchases of other companies. Many companies purchased wére
failing or bankrupt companies. In most of these cases, '"gocdwill"
was negative in character and the new companies had to immediately
take affirmative action to correct the deficiencies. However, the
ultimate determination, under a legislative nolution; should be
left to the facts and circﬁmstances of the particular case, to be
decided by the taxpayer and subject to the normal audit procedures
of the Internal Revenue Service.

The last aspect of the deduction to be discussed is timing.
The most desirable, least complex, and most accurate recognition
of the effect of the Motor Carrier Reform Act of 1980 would be to
allow an immediate deduction, as now recognized by the I.C.C.,
F.A.S$.B., and S.E.C. for book purposes. When President Carter
signed this legislation on July 1, 1980 the existing operating

rights were essentially rendered virtually worthless compared to
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their previous value. However, to ameliorate any revenue loss
impact over a period of time, the Congress may want to spread the
deduction over 3 years. Some aspects of the Motor Carrier Act of
1980 are "phaged in" over 3 years and it may be reasonable to make
the tax provision similar as provided in H.R. 1964 and S. 702.

One technical change merits discussion. Some companies,
because of prudent business reasons and considering current tax
practices, chose not to liguidate subsidiaries, the stock of which
they had purchased. This resulted in the fair market value
attributable to the operating rights remaining in the basis of the
stock rather than raising the basis of the operating rights.
During Committee consideration of the legislation, consideration
should be given to this problem. One solution might be to provide
a deemed increase in the basis of the operating rights with a
commenserate decrease in the basis of the stock, then allowing the
company a deduction which more clearly reflects economic reality.

Before I conclude, let me briefly discuss the'accounting
procedures for operating rights and the revenue loss estimate for
our proposal. Motor carriers have accounted for ope.ating rights
in accordance with the procedures promulgated by the Interstate
Commerce Commission under its uniform system of accounts. In
addition those carriers which are publicly held and those whose
books have been audited by independent public accountants have
acqpunted for operating rights in accordance with generally
accepted accounting principles.

Operating rights have been classified in the intangible

accounts prescribed by the I.C.C. whether such costs arose from



61

application to the Commission or whether such costs arose as a
result of outright purchase or by merger or combination of corpor-
ate entities. 1In all such cases the procedures followed and
classifications used for operating rights were based upon pro-

- nouncements of the I.C.C. or authorizations granted after proceed-
ings held before the I.C.C.

Under generally accepted accounting principles in effect
before December, 1980, operating rights acquired after 1970 had
been amortized §enerally over a period not to exceed 40 years. The
1.C.C. did not permit amortization or dispostion of carrying costs
of operating rights unless there had been impairment or diminution
of value. However, in view of current developments contained in
the Motor Carrier Act of 1980 and recent Commission decisions, the
I1.C.C. Bureau of Accounts has approved the issuance of Accounting
Series Circular No. 188, Accounting for Intangible Assets. The
1.C.C. has changed its accounting to conform its practices with
the new generally accepted accounting principles which require an
immediate, one time deducfion for book purposes, because such
legislative actions and recent Commission decisions impaired or
diminished the market value of carrier operating rights.

Mr. Chairman, the revenue loss of our proposal, assuming
there is no deduction under current law would be about $363
million, based on the latest available data. Of course, if these
rights are deductible after the 1980 Act under current law, there

.18 no revenue loss.
In summary, the Motor Carrier Reform Act of 1980 has had a

profound effect on the motor carrier industry. One unfortunate
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effect was to significantly reduce the value of operating rights
held by various companies. Congress anticipated that certain tax
problems would arise and should be addressed by the tax writing
committees. Rather than costly and time consuming litigation with
uncertain results to both the industry and gerrnnent, the proper
solution is legislative. ~“he legislative process provides the
reasoned approach that accounts for industry; public and fiscal
considerations. In recognition of ail this, it is appropriate to
allow an immediate ordinary income tax deduction for these
operating rights. This deduction is crucial to the financial
stability and capital formation needs of the industry.

The enactment of the Motor Carrier Act of 1980 anticipated
the problem outlined above and invited a legislative solution such
as we are seeking.

Thank you, Mr. Chairman.
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EXHIBIT A

EXANPLES OF DEVALUATION OF
OPERATING RIGHTS ACQUIRED THROUGR PURCHASES

With the passage of the Motor Carrier Act of 1980, the once significant
restrictions on the granting of operating rights are no longer present. Con~
sequently, the once active market for purchase of operating rights has been
replaced, under the new leqlllatién, by obtaining new route authority from the
Interstate CommerceCommission (ICC) through simple application.

Consider, that in 1976, the ICC staff included 100 Administrative Law Judges
whose responaibilities included the review of operating rights application cases.
In that same year only 4,760 applications were granted by the Commission. By
contrast, in October of 1981 there will be only 12 Administrative Law Judges
and for fiscal year 1980, the ICC has granted 22,076 applications, or 99.6%.
Further, since July 3, 1980, (two days after enactment of the Act) the Commission
has granted 16,033 common carrier applications and denied 94.

Perhaps the ultimate illugtratlon of how the value once attributable to
the restricted entry feature of operating rights has eroded is the grant on
January 30, 1981 of Consolidated Freightway's application for all points and
places in the contiguous United States. The application was filed on.Augu-t 14,
1980, with fewer than 75 supporting shippers and was not even subject to oral
hearing,

To date, nine applications to transport general commodities nationwide
have been granted., Such applications would have been unthinkable only three

or four years ago. Under the environment which existed as late as 1976 or 1977,
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a substantial general commodities carrier could not realistically expect to
exéand into significant new markets by ne;n- of a public convenience and
necessity application. If it chose to try, its burden in developing massive
shipper support and documentation of existing service inadequacy was enormous
and the case would have taken years, and perhaps hundreds of thousands of dollars,
to pursue. The only logical course for such a carrier which hoped to expand
territorially was to purchase existing authority when it was available and that,
of course, is why such authority was readily marketable and very valuable. Now
that authority can be obtained in timely fashion merely by application, the
purchase of interstate rights standing alone for any significant sum is not a
realistic option,

The'tollovlng are typical transactions which further illustrate the devaluation
of operating rights acquired through purchases:

(1) In 1976, Wilson Freight Company purchased rights between Atlanta, GA and
Cincinnati, OH for $2.45 million, from a large carrier, Associated Transport,
which had gone bankrupt.

In the third quarter of 1980, merely four years later, Wilson itself closed
its doors and filed for protection under Chapter XI, The company has teen run-
ning full page ads in the trade press to liquidate its equipment and although
Wilson's extensive operating authority in 30 states generated 1979 revenues of
$165 million, this company, unlike Associated, has been unable to sell those

rights for any material sum. Instead, other carriers have entered the warkets
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(formerly served by Wilson) by direct application with the ICC. Indeed, Murphy
Motor Preight sought and was granted temporary authority to serve Atlanta from
Cincinnati--the same rights that Wilson a short while ago had paid nearly two

and one-half million dollars for.

(2) 1In 1977, Roadway contracted to sell certain specific “"heavy hauler" authority,
acquired from Western Gillette and extending from California to Texas, to an
existing specialized carrier, BHY Inc., for $500,000., As the purchase case
proceeded before the ICC, BHY, seeing how entry was being liberalized, balked
and atteampted to defeat the approval of their own purchase on fitness grounds.
The Commission, however, in both the initial decision and appeal level approved
.
the sale and its terms. The Commission’s decision acknowledges that it is now
considerably easier and quicker for trucking companies to attnip authority by
application, but also found that the contract had been reached at arms length
negotiations and that carriers should bear responsibility for assessing their
business risks. The Commission stated in this case:

"We are not insensitive to the fact that the purchaser's perception
of the value of the operating rights it is obtaining may well be
different from its perception of 3 years ago, The requirement of
regulatory processing undoubtedly contributed to that change in per-
ception. But BHY's fundamental problem is the change in the regula-
tory climate which has occurred during the intervening 3 years since
it negotiated the original contract., From our perspective, the change
in regulatory climate == which, after all, has affected the entire
industry -- is an element of ordinary business risk which must, in

the last analysis,.be borne by the contracting parties.”

(3) On February 18, 1977, McLean Trucking Company filed a Einance‘application

to purchase the capital stock of Wolverine Express, Inc. of Muskegon, Michigan

¢ L >
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for $4,000,000. Tﬁo application (docket $MC-F-13133) was consummated on
September 30, 1977. Ryder Truck Lines, Inc. filed an application on September
26, 1980, for a public convenience and necessity certificate which duplicated
McLean's purchase (docket §MC-2900 (437) and the application was granted by

the ICC,

(4) Ryder Truck Lines, Inc. filed an application to purchase a portion of
Associated Transport, Inc.'s authority in New Hampshire and Maine (docket #MC-F-
12913) for $1,300,000. Said application was filed with the ICC on July 12, 1976,
and consummated May 19, 1978, On December 31, 1979, Roadway filed an application'
for a public convenience and necessity certificate which duplicated this purchase.

This application (docket $MC-2202 Sub 627} was granted by the Commigsion.

(5) Graves Truck Lines, Inc. purchased a portion of Western Gillette, Inc. for
$2,000,000 for authority betwe;n Dallas, TX and Oklahoma City, OK. Churchill
Truck Lines, Inc. also purchased a portion of Western Gillette for $1,750,000
between Dallas, TX and Kansas City, MO. These applications were filed on

March 14, 1977 (docket numbers MC-F-13161 and MC-F-13159, respectively). Graves
consumpated its purchase on January 31, 1979, and Churchill on March 20, 1979.
In September 1978, Texas Oklahoma Express, Inc. filed a duplicating public
convenience and necessity application (docket MC-116004 Sub 45) and the rights

were granted.
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(6) Roadway Express, Inc, purchased the capital stock of Howard Rall, Inc.
for $10,197,007 of which $6,500,000 was operating rights. The finance
application was filed (docket §MC~F-12485) on April 8, 1975, and consummated
on September 30, 1977. Mason and Dixon Lines, Inc. filed a duplicating public
convenience necessity application on January 26, 1979, (docket MC-59583)

{Sub 1970) which is currently pending and expected to be granted by the ICC.

(7) Lee Way Motor Freight, Inc. purchased a portion of Associated Transport's
operating rights to serve points in North Carclina -and South Carolina for
$5,400,000., The finance application was filed on July 27, 1976, (docket §MC~F-
12905) and consummated August 22, 1977. Mason and Dixon, Murphy Motor Freight
and Interstate Motor FPreight System have filed duplicating public convenience

and necessity applications, all of which are pending.

(8) Roadway Express, Inc. pur;hased Knoxville-Maryville Motor Express' operating
rights in eastern Tennessee for $670,000. The application (docket $MC-F-12555)
vas filed on July 24, 1975, and consummated July 8, 1976. 1In addition on

June 9, 1976, Roadway filed an application to purchase Superior Trucking Service's
operating rights in central Tennessee for $775,000 (docket §MC-F-12866). This
purchase was consummated June 29, 1977. Also, Roadway purchased West Tennessee
Motor Express' rights for $600,000. This application was filed on June 18, 1979,
(docket #MC-F14090) and consummated.on December 8, 1979, Finally, Roadway pur-

chased rights in northern Georgia from Meadors Freight Lines for $385,000. This
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application was filed on July 27, 1976, (docket #MC-P-12906) and consummated
on December 8, 1979. Mason and Dixon filed public convenience and necessity
spplications, which duplicated all of the Roadway purchases, in an application
filed January 26, 1979, (docket §MC-59583) (sub 170), and AAA Cooper Transpor-
tation filed on December 18, 1980, (docket $MC--55889) (Sub 64), Both appli-

cations are pending before the Commission,

(9) Consolidated Freight Ways purchased the operating rights of Baggett
Transportation for $5,500,000 to serve variouspoints {n Alabama and th;ulppl.
The application was filed on May 15, 1977, (docket §MC~F-13224) and consumated
on January 3, 1978, AAA Cooper filed a corresponding public convenience and

necessity application on September 25, 1979, (docket #MC-55889) (Sub 55) and

the application was granted by the ICC.

(10) Smith Transfer acquired R;nablo Transportation's operating rights for
$2,067,206 in an application filed June 30, 1977. This purchase (docket §MC-F-
13274) was consummated on September 14, 1978. Smith also purchased M.R.&R.
Trucking whose operation was in Alabama and Florida for $3,277,587. The appli~
cation was filed on August 8, 1977, (docket $MC-F-13303) and consummated on
January 1, 1978. AAA Cooper filed a corresponding public convenience and
necessity application on May 22, 1980, (docket #1C-55889) (Sub 62) and again

was granted by the ICC,



To summarize, the aforementioned, but by no means inclusive series of
examples, illustrates that the Motor Carrier Act of 1980 has rendered operating
rights virtually worthless compared to their previous value., 1In light of these
developments, the views of financial institutions on the worth of operating
rights have undergone a similar conversion. Consequently, current loans may
be jeopardized, additional borrowing ia more difficult, and access to equity
capital greatly diminished. In essence, vovexnn;nt fiat has almost entirely
changed a pattern of economic regulation and private enterprise response that

had existed for almost 50 years.
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MCNATR Dty

Septomber 11, 1980

The Honorable Lloyd Bentsen
United States Senats
Rashington, D. C. 20510 .

Dexx Senator Beanktsen:

I am writing you in referocnce to HR-5829, ghc Major Tax Cut Bill.

In 1971 we purciased a motor carrier of petroleum products. At that time
we paid §971,042.00 for the operating rights that werc acquired. The Xotor
Corriar Act of 1980 has rendercd thase operating rights valusless which creates
A severe hardship on our part. Ve have been writing off the valua of thesa
operating rights over a forty (40) yocor period as vas prescribed by the Accounting
Principles Board. R ]

These rights axc prasesrtly on our books for $757,042.00. The stockholders’
equity in our company as of Juna 30, 1950 is $1,093,712.00. Afcer Teducing oux
total assets by tha wvrite—off of our oparating xights our stockholders’ equity 1s
reducad to $336,670.00. - : .

For some time I lave been negotiating with a commexcial bank for s line of
credit in the amount of $3,000,000.00 which is nesded in order to finznce the
heavy expenditures requirad for the. truck tractors and trailexs cmployed in our
business. One of the key financial ratios that had been negotiated with the bank
vas the dedt to equity ratio. It was agreed that debt could de no more than three

In our cass this would have been $3,281,136.00 and tha

times stockholders' equity.
loan request for $3,000,000.00 was vithin the ratio linit. Last wsek, housver,
after reading the article fa-the Yall Strest Journsl on ths Motor Carrier Act of

1980 our bank detcrained that our operating rights should be written off our books.
Therefore, our stockholders' cquity in thair view is $336,670.00 and cur borrowing
would bo limited to $1,010,010.00. Keodless to say, the reduccd line of credit is .
totally inadequate and cannot possibly meat the needs of our dbusiness.

- T undcrstand that your comnfttos is considering an amendmont that would sllow
carricrs to write off the value of their oporating rights against futuxe incowme
taxes as & rosult of the loss in value brought adbout by the Motor Carrler Act of
1980, Such action on tho part of Congress would not compensato us for our loss sincs
tha operating rights woro bought with after-tax dollars nine years age. Nowever the
opportunity for a tax deduction equal to the currcnt markat value of the rights
imzediately prior to the enactment of the beforementioned law would dinfnish our

loss.
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Everyone laments about the prollems that a swall husinessman faces wveryday
‘but it 1s very scldoa that ascistance is rcndctc‘d. The expericnee I have rulated
to you is possibly baing repeated 21l over tha country. I hopa that you vill feel
a mora) obligation to replacc at least part of the valua that has baen tokén sway
I hopa that we con count on'you for your help.

from us.
Yourxs very trxuly,
) McNATR TRANSPORT, IRC.
Cl Ao
. . Robert C. Mclaix
. President
RC4e:max : .

NOTE: This lctter was sent to the following:

Senators: Russell B. lLong, LA
Lloyd Bentsen, IX
lhbcr: Dole, KA

Reproscntatives:
Bi1l Archer, TX
Philip M. Crane, IL
. W. Henson Moore, LA
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THE FIRST NATIONAL BANK OF BOSTON
ﬁ BOSTON, MASSACHUSETTS 02110

March 23, 1981

EXEIBIT B

Congresssman Kenneth L. Holland
2531 Rayburn Office Building
Washington, D. C. 20515

AB: H. R. 2964
Dear Congressman Holland:

We have established, over the past quarter ceatury, a reputation as one of the
principal lending banks to the motor carrier industry. In terms of the
dollars committed and the number of carriers served, we would certainly place
among the top five commercial banks in that category. Moreover, our role as
direct lender has been extended to many other lending institutions, both banks
and insurance coapanies, through syndicating larger credits and acting as
agent for all the lenders.

In order to assume such a position of responsibility, we determined at the
outset that we should learn as much as possible about the financial
characteristics of the industry we viewed as & target for new business. We
understood the essential nature of the service provided by motor carriers to
the general public and recognized immediately the public utility concept
eabodied in the grant of operating authorities for "the public convenience and
necessity”. On the other hand, we also reslized, through financial analysis,
that the motor carrier industry of the late nineteen fifties and early
nineteen sixties was relatively highly leveraged with respect to the
traditional relationship between dedt and equity. Our analytical efforts, we
might add, were aided and abetted by our willingness to prepare the early
versions of The Banker's Analysis of the Motor Carrier Industry, an officer of
our bank having suthored four of the first six analyses.

Our initial conclusions, which proved valid for at least twenty years,
encouraged us to become relatively aggressive lenders to a fledgling industry,
to take what appeared to be greater-than-normal risks in providing financing
for borrowers whose long-term funded indebtedness reached a level up to three
times tangible net worth. ' The key factor, of course, was the value of the
franchise, the operating authority, as a hidden asset on the balance sheet,
serving to provide a fall-back position for both lenders and investors in the
event of unforeseen financial stress.
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THE FIRST NATIONAL BANK OF BOSTON

Congressman Kenneth L. Holland -2 March 23, 1981

The operating authority, in fact, played a dual role in attracting
institutional financing, .on the one hand justifying the extension of credit
which might otherwise have been unavailable, and on the other hand serving as
direct collateral for loans. Over the years, we have frequently taken
sSecurity interests in operating authorities as the means of bolstering our
collateral positions with marginal borrowers. Somewhat less frequently, bdut
nevertheless on occasion, we have utilized operating authorities as collateral
to enable existing customers to expand their operations and increase their
dedt leverage by acquisitions of assets or stock of other motor carriers.

In addition, in functioning as seccndary or back-up collateral for loans,
operating authorities have enabled carriers to finance other assets, such as
revenue equipment and accounts receivable, at rates of advance exceeding
normal standards for bank lenders. Whereas banks traditionally have insisted
on down payments of 10-20% against equipment purchases and reserves of 20% or
more for uncollectable receivables, the availability of a second source of
collateral has, in certain instances, permitted a borrower to obtain a aore
liberal extension of credit.

The decade of the nineteen seventies witnessed a monumental change in the
direction of the pendulum as far as the value of motor carrier operating
authorities is concerned. At one extreme around the middle of the decade, the
financial failure of a number of large carriers brought about a series of
asset auctions through the bankruptey courts, and prominent among the assets
offered for sale were sets of operating authorities, often conveniently
subdivided for purchase by smaller carriers. Prices obtained through the
courts and through some private sales were frequently quite substantial, even
though the acquiring carriers did not gain any book of business or any market
share directly through their purchases. Toward the other extrenme in
subsequent years, however, such values tended tc diminish with a change in
attitude and administrative action within the ICC as the possibility of
greater freedom of entry through regulatory reform became more realistic.

In that regulatory climate, the attitude of our bank as a lender in the
industry has undergone a radical swing as well, As prudent lenders, we have
been forced to become much more selective with respect to both new borrowers
and existing customers. We have extensively revised our program of calling on
prospects, giving high priority to larger carriers with proven track records
while rejecting most prospective torrowers with debt leverage in excess of
twice tangible net worth. Moreover, we have reacted decisively to financial
weakness in our existing customer base, consistently refusing to extend the
terms of any loans in default and often encouraging managements of weaker
carriers to reach the difficult and painful decision to liquidate to avoid
further erosion. Our loan portfolio mix has already reflected this change in
perception. The number of borrowers has declined as customers have gone out
of business or sold to stronger carriers seeking increased market peretration,
and the average size of our loans has risen through attrition in the ranks of
the smaller borrowers.
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THE FIRST NATIONAL BANK OF BOSTON

Congressman Kenneth L. Holland -3- March 23, 1981

Our early recognition of a potential decline in the value of cperating
authority and a concurrent loss of both collateral value and a fall-back
position for lenders and investors in the motor carrier field was more than
vindicated by the impact of the Motor Carrier Act of 1980. Through regulatory
reform, the earlier administrative aotions of the ICC in significantly
inoreasing the rate of grant of new operating authorities were sudstantiated
by law, the pudlic utility concept was impaired, and the value of operating
authority virtually eliminated. As suggested adove, certain carriers can no
longer obtain financing; certain others, having recently purchased operating
suthority through the courts or in the open market, sudject to the formality
of approval from an administrative body of government, s creature of the
Congress, find their investasnts rendered valueless. Government fiat has
essentially altered a pattern of economic regulation and private enterprise
response which had prevailed for nearly half a century.

In light of the financial loss experisnced dy the motor carrier industry as a
whole and the companies within it individually, resulting from actions over
which they had no direot control, we believe that some form of financial
relief is justified. We note that the preastigious Transportation Association
of America, coaprised of carriers and transportation companies in all the
modes and, more significantly in this case, of bdoth transportation users
(shippers) and investors, has formulated a policy position in favor of
specifio tax relief for motor carriers. We understand further that
legislative action through H. R. 1964 to provide for deducting from taxable
income over a 36-month pesriod the investment in motor carrier operating
authority is under consideration, and we wish to record our support for such a
aeasure. As evidence of this support, we request that you include this letter
in the record of the proceedings.

Sincerely
THE FIRST NATIONAL BANK OF BOSTON

,///’

Laurence A. Plerce
Vice President

LAP/ar
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'Republic National Bank Jim P, Wilson, Jr.

Senior Vice President
[
Of Da"au RE

RN

EXHIBIT B

April 16, 1981

The Honorable Kenneth L. Holland
Rayburn Office Building

Room 2431

Washington, D.C. 20515

Dear Congressman:

Re: H. R. 1964

Republic National Bank of Dallas has long been a major lender to the
transportation industry as we have recognized the great importance that
this industry has on the entire economy of Lhe United States. We were
concerned about the Motor Carrier Regulatory Reform Act of 1980 effect
on the trucking industry. Part of our concern dealt with the freedom of
entry and its impact on those carriers who historically have paid for
the right to position themselves in certain sclected markets. We stiltl
believe that government regulation of this industry was necessary to
achieve some sort of stability and think that since the act has now been
passed that there will be some disarray In the country and those trucking
firms that have a sound capital position will weather the storm but {t
will not be easy. Our bank, along with other hanks, has loancd money to
the trucking industry based on their route system, their management,
their load factors, their equipment and obviously their cash flow. The
collateral base has historfically been the rolling stock and in some
cases the operating authorities and permits have been taken. Whether
taken as collateral or not, we all considered the operacing rights as
sound collatcral should anything happen that would cause a particular
company to get into (inancial difficulties. Tn the past some companics
have gone into baukruptcy and the salvage for Lhe company and the
stockholders has hecen the sale of the operating rights to othe: firms.
We now consider this asset as having no valuc and consequently are
rethinking our lending procedures and will bhe more strict ir our credit
reviews of the motor carry industry.

Since the Motor Carrier Act was forced on the industry, cven though there
was overwhelming opposition to the deregulation act, from both the
fndustry and financial community, it seems to us that therc now has to

be concession from the Internal Revenue Service to allow the companies an
ordinary income tax deduction for the loss of the value of the operating
rights. This is no longer a viable assct with no value and in our
opinion should be written of(,
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We believe it {s very important to the industry and very important to
the acquisition of future financing that Congress support the operating
authority tax deduction bill and we urge you to support this bill during
your committee hearings this year.

I am enclosing a copy of an arcticle written prior to the passage of the
Motor Carrier Recgulatory Reform Act which expressed some of the views of
Republic National Bank. Even though this article will be redundant and
past history since the act was passed, it will give you an indication of
wliiy we were strongly opposed to some of the deregulation and how we felt
about the freedom of entry question and the relationship of the operatipg
certificates.

If there are any questions which you might have, we urge you to contact
us at any time.

Respectfully submitted,

Jim P. Wilson, Jr.
Scnior Vice President

Enclosure

IPW/gj
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Michee! 8. Fradiun
Vice Prescent

EXRIBIT B

. Maxch 13, 1981

Bonorable Kemneth L. Bolland
Rayburn Office Building
Room 2431

Washington, D.C. 203515

Re: H. R. 1964

Dear Congressman:

We sre pleased to submit our comments and views regarding the

impact of The Motor Carrier Regulatory Reform Act of 1980 on the
valus of sotor carrier operating rights. As a msjor lender to the
trucking industry for the past 20 years, Citibank hss followed
closely those developments which have had a direct bearing on the
acononic status of the carriers. Ia our opinion, the July 1 passage
of the deregulation bill marks a vatershed date for the industry,
particularly as it affects the intarrelsationship betwsen {ntramodal
compatition and operating suthorities.

Bistorically, governmant regulation of the motor carriers vas
prenised on the need to achieve industry stability in order to
provide sdequate sarvice to the shipping public. As the induscry
matured, regulatory perceptions also changed. The Interstate
Commerce Comission ¢pitomized the new direction, with its philosophical
shift tovards promoting greater competition among the carriers.
During the past several years this policy was evidenced by a dramatic
l1iberalization in the Commission's grants of and spplication
standards for newv operating rights, a trend vhich already diluted

the value of existing authorities. The Motor Carrier Act has gone
beyond such administrative initistives by providing legislative
endorsemant of the Commission's "de facto' deregulation efforts and
by enlarging the scope of the provisions.

In light of the foregoing developments our views on the worth of
operating rights have undergone a similar couversion. Herstofores,

in evalusating the credit-worthiness of trucking coupanies Citibank

has recognized the inhersnt value of existing authorities. Specifically,
in seasuring a carristr'e net worth ve have pot treated existing

rights as intangible assets to be deducted from the equity account,
provided the company hiscorically earned a profit on these rights.
However, we excluded newly-scquired authorities uatil the carrier
demonstrated the ability to generats earnings from this authoriey.

It should also be noted that, as a lending policy, Citibaok traditiomally
has not made losns bssed on the theoretical value of s company's
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rights. Although we have finsnced tha purchasse of oparating
rights, contrary to many other banks' views, we have alwvays regarded
the .use of authorities as losn collsatersl to be an indication of
financisl distress.

While Citibank has not made & practica of viewving operating rights
8s collataral per sa, we have considersd their valus as a cushion
for cur traditional revenue equipuent finsncing. Our inability to
precisaly quantify the markst value of thess asssts, other thes by
applying various subjective messures, in part explains our Bank's
reluctance to view suthorities as s "bankable" ssset. Neverthaless,
until the advent of deregulation in the late 1970's operating
rights bad & oumber of underlying characteristics to which we could
sscribe definite valus: {) empirical observation indicated they had
undergoue tremendous sppreciaticn over tise; i) they were resdily
sarkatable, even in Adistress situations; and 1i1) thers was an
active markat for .. -t'ag rights smong trucking companiss. Given
these fevoradble La.icles, Citidbank over the ysars was villing to
advance a rtalatively higher proportion of funds vo the carriers
than would otherwise hsva been the case. This sccomodation becams
evident in the form of a wore liberal borvowing base ratio, vhich
is the lending formuls used in equipment financing. The rationale
for increasing the borroving base ratio in our credit sgreemests
reflected our belief that rights afforded significant, "hidden”
asset protection,

The recent actiocns taken by the Commission and, wmore psrticularly, '
by Cougraess, ss mentioned esrlier, have lowersd the barriers to
entry and expsnsion 1o the trucking industry. Cousequently, in our
opinion the practical effect of these events has been to substantially
eliminate the benafits and values previously associated with s
carrier's rights. The xesulting era of incressed competition means
that the carriers vill no longer be able to enjoy the protection
afforded by a relatively unique set of authorities. Instasd, only
the vell-nanaged carriers, vhich demonstrate as ability to earn a
reascnable rate of return usder the new and changing eaviromment,
will be able to command s premium for their company.

The izmplications for the financial community are equally sariocus.
By readering motor carrier operating rights virtually worthless,
the deregulaticn dLll forces lendera to resssesa their credit
graating critaria vith respect to the truckisg industry. It, for
exzmple, 8o longer can be ssfely assused that a carrier's rights
could be sold or liquidated to help meet sny operating cash shortfalls
or provide funds for dedt amortization. Simply stated, thera are
uov fever sssats available to cover existing dowvnside risks. This
represents an abrupt departure from the sssat protection heretofore
available and will undoubtedly lesd to greater selectivity oo the
part of lenders in extanding credit.

Over the long~run Citibank firmly believes that business as & vhole

is batter off with less government regulation. The viaws expressed
above, hovever, sre not intendad to make a statement regarding the

BEST COPY AVAILABLE
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merits, pro and con, of The Motor Carrier Act. Instesd, they focus
on the narrov issue.of whather operating rights have sustained a
loss i{n value due to the enactment of the recent legislation. As
‘such, wva would be plessed to have this lettar inserted in the
record and used in comnection vith the upcoming hesrings.

Very truly yours,

N A F=a=-

-
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SUMMARY OF STATEMENT OF LAURENCE A. PIERCE
SUBCOMMITTEE ON TAXATION AND DEBT MANAGEMENT
COMMITTEE ON FINANCE

UNITED STATES SENATE

The pattern of economic regulation of motor carriers prevailing since 1935 has
sanctioned the purchase and sale of motor carrier operating authority among
carriers, subject to ICC approval in each case, as the principal means of
permitting carriers to enter new market areas or withdraw from existing ones.
The private enterprise response has resulted in major investment in operating
authority by growth-oriented carriers and recognition of the value of
operating authority by institutional investors and .traditional financing

sources.

The passage of the Motor Carrier Act of 1980, however, has significantly

altered the established pattern of economic regulations in the motor carrier
industry. 1In effect, the investment in motor carrier operating authority has,
by government fiat, bean rendered valueless. The motor carrier industry has
thereby been unfavorably impacted from the standpoint of both investors and

lenders, with serious consequences in certain instances.

We support the concept of some form of financial relief. Specifically, we
believe that the investment in motor carrier operating authority, calculated
on an aggregate adjusted basis as of July 1, 1980, should be deductible from
income, for tax purposes, over a 36-month period commencing on that date or in
the first month of the taxpayers' first taxable year subsequent thereto. We

wish to place on the record our support for the provisions of Senate Bill 702.

THE FIRST NATIONAL BANK OF BOSTON

Laurence A. Plerce
/. Vice President
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Senator Packwoop. Next, we will take up the incentive stock
option bill, S. 639. We have a panel consisting of Mr. W. A. Ander-
son, Mr. Norm  Winningstad, Chairman Wilbur Mills, and Mr.
Morton Collins.

I am personally happy to welcome Mr. Winningstad who I know
well and who this year won the SBA award for small businessman
of the year, although Floating Point Systems is not a mom and pop
operation. He won the top nationwide award for his business.

Norm, welcome.

Mr. Anderson, are you going to testify first?

STATEMENTS OF WILLIAM A. ANDERSON, JR.,, SENIOR VICE
PRESIDENT, ALASKA INTERSTATE CO., C. NORMAN WINNING-
STAD, CHAIRMAN AND CHIEF EXECUTIVE OFFICER, FLOAT-
ING POINT SYSTEMS, INC.,, HON. WILBUR D. MILLS, ESQ,
SHEA & GOULD, AND MORTON COLLINS, PRESIDENT, NA-
TIONAL VENTURE CAPITAL ASSOCIATION

Mr. ANDERSON. Yes, Mr. Chairman.

My name is William A. Anderson, Jr. I am senior vice president
of Alaska Interstate Co. I have a formal statement which I would
like to submit for the record.

Senator PaAckwoob. The entire statements of all of the witnesses
will be put in the record in full.

Mr. ANDERSON. Thank you. Now, to just briefly summarize that
statement, Alaska Interstate is a 16-year old diversified energy
company headquartered in Houston, Tex.

Last year we had revenues of approximately $262 million which
were generated primarily through domestic and international oil
and gas production and the transmission and distribution of natu-
ral gas in Alaska.

Alaska Interstate is pleased that the committee is holding this
hearing on S. 639. We would like to take this opportunity to
commend you and Senator Bentsen for your introduction and con-
tinued support of this bill.

The employees of Alaska Interstate Co. ﬁrmlﬁ believe that this
amendment will help lose productivity and thereby reduce inflation
by making it much easier for employees to obtain a proprietary
interest in the company for which they work.

Significantly, the bill will accomplish this without revenue loss.
One aspect of the Packwood-Bentsen bill ‘which adds to its useful-
ness is- the broad coverage it extends to almost all existing.and new
incentive stock option plans.

Alaska Interstate observes, however, that the bill’s coverage is
not as complete as it could be. We respectfully suggest that in
order for this bill to accomplish more fully its afoal of increased
productivity, its coverage should be extended to all employee stock

urchase plans similar in form and effect to those already included
in Packwood-Bentsen.

One such similar plan is Alaska Interstate’s proposed restricted
stock incentive plan. Like an incentive stock option plan, Alaska
Interstate’s restricted stock incentive plan is-aimed at providing its
employees a proprietary interest in the company, thereby, giving
them greater incentive to maximize work effort and increase com-
pany productivity and profitability.
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In fact, our restricted stock plan probably creates a greater in-
‘centive for increased productivity than stock option plans because
it gives employees an immediate proprietary interest in the compa-
ny. :
Under a restricted stock incentive plan, like Alaska Interstate’s,
a company transfers stock, instead of granting an option, to an
fmployee for par value or an amount greater if required by State
aw.

The employee is then eligible to receive dividends and is entitled
to voting rights. The employee, however, does not have unrestricted
ownership of the stock until he or she works a specified number of
years for the company. If the employee does work the appropriate
number of years, the restriction lapses and the stock is owned
without limitation by the employee once he pays the company an
amount equal to fair market value of the stock at the time of
initial transfer less the amount previously paid.

It is the tax treatment, at this point when the restrictions lapse,
which Alaska Interstate believes should be at the capital gains rate
that is provided under S. 639.

This favorable tax treatment would, of course, be available under
a restricted stock plan only if the six qualifying requirements
specified and S. 639 were observed.

- Besides increasing productivity gains by granting an employee a

proprietary interest in his company from the outset, coverage of
restricted stock plans would result in no revenue loss to the Treas-
ury.

The employer or corporation would not be allowed to take a
business deduction for the amount includable under present law
and the employee’s income.

There is one additional and significant reason that restricted
stock incentive plans should be covered, reduction of corporative
administrative expense.

Alaska Interstate has just recently begun implementing its re-
stricted stock plan. Implementation of that plan requires, among
other things, the costly solicitation of proxies from thousands of
shareholders.

If this new plan must be abandoned in favor of a qualifying plan,
as permitted by Packwood-Bentsen, not only will the costs of imple-
menting the new plan have to be borne by the company, but the
cost of implementing the corporation’s restricted stock plan will
have been wasted.

I thank you for the time you have granted me. If you have any
questions concerning my statement or the proposal, I would be
happy to answer.

nator PAckwoob. I think we will wait until the panel has
finished and then we may have questions generally.

Norm Winningstad.

Mr. WINNINGSTAD. Mr. Chairman and Senator Bensten, thank
you both for introducing S. 639, as well as the efforts of last year.

My name is C. Norman Winningstad. I am chairman, president
and founder of Floating Point Systems, Inc. based in Beaverton,
Oreg. I am a past chairman of the Oregon Council of the American
Electronics Association.
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Floating Point Systems, in the last 5 years, has become a world
leader in array processors; a specialized computer for solving nu-
merically intensive problems.

We have grown from under 30 people in 1975 to over 800 employ-
ees 5 years later. In those 5 years, we grew in sales by a factor of
50 to $42 million in 1980, 26 percent of which was exported.

Our products are used in many applications, but two outstanding
examples are data reduction in seismic explorations for oil, of great
interest nowadays, .and - image-processing computed axial tomog-
raphy, a breakthrough in X-ray diagnoses. The major reason for
our .success was that we reduced the unit cost of calculations by a
factor of 10 or more, a great contribution to improved productivity.

I am appearing before you this morning on behalf of the Ameri-
can Electronics Association. The AEA is a trade association of
more than 1,600 high technology companies in 43 States, more
};han one-half of these companies consisting of 200 employees or
ess.

FPS could not get invested venture capital prior to 1977 due to
the increase in capital gains tax rate after 1969. We did get invest-
ed time and talent, however, from key employees due to the oper-
ation of the qualified stock option plan then available.

Fortunately, we had enough personal savings to solve our lack of
invested capital while the company was still small, since it only
cost about $12,000 in assets to employee a person in our type of
small company in the high technology area.

Those key employees who contributed to the breakthrough prod-
uct were rewarded appropriately through the stock option plan in
those days.

We now need more key people to invest their talent. We don’t
have any trouble getting invested capital due to the fact that the
capital gains tax rate has been substantially reduced and our com-
pany is now a success.

These heavy capital requirements are easily handled, but we now
have heavy talent requirements and we want people to invest their
career time in our company and we feel strongly that they should
be rewarded appropriately for that effort.

I have no options of my own and in fact, I have contributed
personal stock to option plans in our company. Our efforts are to
improve the position of the employee investing time and talent.

We have data definitely indicating that your bill will be Treas-
ury revenue positive. One interesting aspect of that is that our
companies are actually requesting to pay more taxes. Under the
present unqualified stock option plan our companies can obtain a
tax deduction upon exercise of stock options.

We are, in fact, asking you to tax us. We want the benefits to
accrue to the key employees who make the key contributions.

A good example that is a personal one in our company, is that
we have grown to a point—$42 million a year—which has reached
the experience level of our present people.

I am hiring a new president into the company to become chief
operating officer. This gentleman has had experience operating in
the hundreds of millions a year range. It would be very difficult to
attract that gentleman of good experience to assure our continued
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growth and the improvement of exports and productivity, without
the help of your incentive option plan.

Thank you very much.

Senator Packwoob. I have often thought secretly that the major
large corporations of America opposed this bill because it gives the
Floating Point Systems of the world a chance to steal their best
engineers with stock options. They haven’t come forward and done
it yet, but you are absolutely right in terms of the incentive for

‘'small companies. There is nothing that is a better incentive than
the stock options for bright, young talent.

Mr. MiLLs. Thank you, Mr. Chairman and Senator Bentsen. I am
very pleased to be with you this morning.

I would first like to take this opportunity to congratulate both of
you for introducing S. 639.

I was against the favorable tax treatment of tax options in 1964
as chairman of the Ways and Means Committee because I felt they
were being abused. Since then we have lowered the maximum tax
rate on earned income so that it approximates corporate employ-
er’s tax rates and accordingly, I think we have virtually eliminated
the tax shelter appeal of tax options.

I am impressed by your arguments that favorable tax treatment
for stock options will spur productivity and be a valuable tool to
encourage the growth of small businesses.

I firmly believe that if we are going to turn our present economic
picture around we will have to increase productivity and encourage
the growth of new businesses.

After reading your bill, I would like to suggest one amendment
which would make S. 639 an even stronger bill. My suggestion is
aimed at more equitable treatment for existing stock options. It is
completely consistent with the bill and in fact, may make the bill
more appealing.

Any time you pass a law which becomes effective immediately,
you are going to affect the people who have acted and relied on the
law as it was before you changed it. This problem is particularly
apparent in one aspect of S. 630.

The bill, admirably, would extend the benefit of new incentive
stock option treatment to already outstanding nonqualified stock
options. The problem is that many of such nonqualified option
plans have been modified in any number of ways adding or delet-
ing various provisions. Most of these modifications have no tax
effect whatever or had none when they were made.

However, if S. 639 becomes law, the IRS will have to consider the
options as having been newly created when such modifications
were made. Accordingly, a stock option that satisfies S. 639 stand-
ards in every other way probably will not qualify because the
option had been modified before the new law was enacted.

The reason for this is that in order to qualify under S. 639, an
option cannot have an exercise price below the fair market value of
the stock on the date the option is granted.

If an option is modified, it is considered as newly granted and if
the value of the stock has gone up since the option was granted,
the option no longer qualifies.
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S. 639 already solves the problem in one limited case: Where an
existing stock option plan was .modified in a particular way and
affords those plans the benefit of this bill.

I think that it is a good provision except that it is not broad
enough. There are many existing stock option plans that have been
modified in ways other than the one mentioned in the bill and
holders of these stock options should not be penalized because of
modifications that were made before the new law became effective
and which, at the time, had no tax significance whatsoever.

My suggestion is to add an amendment that would allow plans
that have been modified prior to enactment of S. 639 to qualify as
an incentive stock option provided that the option as so modified
otherwise meets the requirements of an incentive stock option plan
under your bill.

In this way, you achieve your objective and yet treat fairly
taxpayers who have acted in reliance on current law.

I would request, Mr. Chairman, that the language of the amend-
ment and explanation of it be included in the record with my
remarks.

Thank you very much. I appreciate this opportunity.

Senator PAckwoob. It will be.

Mr. MiLis. I may have overlooked telling you that my name is
Wilbur Mills and I am representing today three clients of the firm
in New York, and I have with me one of our attorneys from the
New York office, Richard Halpern. We are representing Elgin Na-
tional Industries, Texas Oil and Gas, and Toys R Us.

Thank you very much.

Senator PAckwoop. My son Bill will appreciate your last client
very much.

Let’s take the statement from Mr. Collins.

Mr. CoLLiNs. Mr. Chairman and Senator Bentsen, my name is
Morton Collins and I am the senior partner of DSV Associates, a
$25 million partnership formed for the purpose of venture capital
investing.

I am president of the National Venture Capital Association, a
trade association representing most of the organized venture capi-
tal firms in the country. I am pleased to have been invited to
testify here today in the exploration of solutions of the economic
problems of our country.

Today, I speak on behalf of my own organizetion, which has
made a total of 51 investments in young, high technology compa-
nies since 1968.

In addition, I speak on behalf of the National Venture Capital
.Association. Qur organization has approximately $4.5 billion invest-
ed in small businesses. That $4.5 billion is especially critical as it
constitutes the bulk of the seed capital for the technology industry
of this country.

I am appearing here, today, to support the Packwood-Bentsen bill
creating employee . incentive stock options. This bill will provide
new incentives for individual innovation, as well as an increase in
Federal tax revenues.

Incentive stock options are important in enabling small compa-
nies to attract key management personnel. People leaving large
companies with excellent salary and other benefits view the proc-
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ess of as one of investing their energies and talents in the success
and growth of the small company.

These employees become partners with the financial investors
and it is just as appropriate to provide capital gains treatment to
them as it is to investors risking their money.

Stock options are not compensation. They are a method by which
employees investing their talents, side by side with investors pro-
viding money, can receive the same benefits and enable small
businesses to get started and grow.

Incentive stock options will motivate employees to find more
efficient ways to perform their jobs. Such options only have value
to the employee if the price of the company stock increases. Such
increases generally follow increases in the company’s sales and
profits. This has the benefit of specifically motivating improvement
and efficiency. Increased efficiency results in greater productivity
and business growth creates new jobs.

Nonqualified options, granted under the current law, while
better than nothing, are largely useless for inducing innovation
and risk taking. The employee is forced to pay tax at ordinary
rates on a phantom profit at the time of exercise of this option. He
must provide that capital in real dollars to pay such taxes.

While it is possible to construct plans, generally called stock
appreciation rights, by which company loans or grants are made
available to enable the employee to pay taxes, they do not work in
companies that have not yet reached profitability or are cash poor.

Generally, it is at this point in the development of a new compa-
ny that the attraction of key management personnel is most impor-
tant.

If a company is profitable, the use of stock appreciation rights
can produce a significant reduction in reported earnings, distorting
financial statements.

In particular, the more that good profit performance causes a
company’s stock price to rise, the greater will be the gain to the
employee upon exercise of the nonqualified options and the greater
will be the stock appreciation rights payment to the employee.

Since the stock appreciation rights payments are expenses for
financial reporting purposes, the greater the profit performance,
the greater the reduction of reported profit. For a small company
growing rapidly, such payments can cause significant fluctuations
in reported profit which will adversely affect the company’s stock
price. Therefore, this scheme is mostly useful to large companies
with a significant base of profitability. In any case, it creates an
accounting problem of substantial maﬁnitude.

The nonqualified option plus stock appreciation right is more
complex, not less complex, than an incentive stock option. A com-
plicated incentive plan is much less effective than a simple one.

It is difficult to explain to the employee whom you are trying to
motivate, a scheme under which he gets an option on which he
owes ordinary income at the time of exercise, but that the company
will take care of that by paying him some additional money that
will cover the taxes. '

That explanation lacks the simplicity of telling the same employ-
ee that he is being granted an opportunity t:)vﬁlurchase a number of
shares of the company’s stock and that he get all the benefits
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of ownership even though he does not have to make the cash
investment until sometime in the future.

The scheme is used by employees as convoluted. Indeed, it is
convoluted.

The incentive stock option proposal is a plan which benefits both
business and Government. Treasury revenues are increased be-
.cause ‘corporations lose the current front-end deductions achieved
with the nonqualified law.

Various groups have analyzed the effect of the incentive stock
option proposal on Treasury revenues. The results -of these esti-
mates show gains in the second to third year with the magnitude of
the increase reaching $30 to $60 million annually by 1985.

In conclusion, I urge you to include in the tax bill provisions for
an employee incentive stock option plan. The Packwood-Bentsen
bill, S. 639, contains the necessary provisions. Inclusion of this bill
in a tax package will benefit both business and Government.

I thank you for your attention and would welcome your ques-
tions.

Senator PAckwoob. I have no questions. As you are aware, we
managed to get this through the Senate last year, almost got it
through the Congress. I am confident we can do it. We got into a
little discussion last time on issuance versus exercise. I think we
?ave even worked that problem out in this bill to everyone’s satis-

action.

I might say, Mr. Chairman, you presented an issue that we had
not thought about before. We are indebted to you for bringing it to
our attention.

Lloyd.

Senator BENTSEN. Well, Mr. Chairman, I am very pleased to join
you in this. I start .out with a bias because I was a beneficiary of
the stock option before Wilbur changed his mind on the floor.

Considering the salary they were paying me, I would not have
stayed if I hadn’t-had that stock option. It turned out to be a very
fine investment.

I also experienced being a member of a board of directors that
.gave a substantial stock option under the current rules to the
president of the company who exercised it and then through no
fault of his own and because of governmental action, stock of that
company took a precipitous drop. The president of that company
was wiped out financially. It really is a bad approach.

Another problem we are running into, Mr. Chairman, since you
had viewpoint on this. You had a great change in the managerial
system of this country, you have a lot more professional managers
now, you have a lot more job hoppers and you have a lot of
headhunters around offering them bonuses to move to the next
company. You have lost a lot of the entrepreneurial interest in
companies.

So, you did the long term R. & D. and your successor is going to
. get credit for that. Company after company now pays a manager
based on how much better he did than last year. You have too
much short-term outlook in this country and that is one of the
problems we have in competing with the Japanese, who take the
long-term interest.
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What the chairman is talking about and what I am talking about
is giving them an entrepreneurial interest again, so they will hang
in there and take the long term, work the market share, be the
R. & D. that we need for the technological breakthroughs.

I think that this is something that is really materially going to
helf). I think the logic is on that side. If somebody finally makes a
little money out of it, well good, I will just be delighted.

Thank you.

Senator Packwoob. Lloyd is right. The logic is on our side. It
increases revenues. I do not, however—Mr. Chairman Mills knows
this very well—I don’t really expect the Treasury will endorse it
just because they will gain money and logic is on our side. We do
not have their commitment yet on it.

Senator BENTSEN. No, I must say that—just as you say, Mr.
Chairman and Chairman Mills, that I think address date is a very
valid point in this piece of legislation.

Senator PAckwoob. Dave, any questions?

Senator DURENBERGER. No questions.

Senator PAckwoop. Gentlemen, thank you very much.

PANEL. Thank you.

[The prepared statements of the presiding panel follows:)
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STATEMENT OF
ALASKA INTERSTATE COMPANY
on
§.639: 1Incentive Stock Options
May 8, 1981

Mr. Chairman, my name is William A. Anderson, Jr.,
Senior Vice President of Alaska Interstate Company (“Alaska

Interstate").

I. Alaska Interstate Company

Alaska Interstate is a sixteen year old diversified
energy company, headquartered in Houston, Texas, with both
domestic and foreign operations. These operations include
participation in a joint venture having oil and gas activities
in Indonesia, domestic oil and gas exploration and production,
transmission and distribution of natural gas in Alaska, and
the design, engineering, and construction of oil and gas pro-
cessing facilities. 1In 1981, the company plans to spend
over $110 million for oil and gas, exploration and develop-
ment, with the majority of these funds earmarked for domestic

exploration and development.

IX. Packwood-Bentsen In General

Alaska Interstate is pleased that tpe Committee
is holding this hearing on S.639. We would like to take
this opportunity to congratulate Senators Packwood and Bentsen
for their introduction and continued support of this bill.

The employees of Alaska Interstate firmly believe that this
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amendment will help boost productivity and thereby reduce
inflation by making it much easier for employees to obtain
a proprietary interest in the company for which they work.
Significantly, the bill will accomplish this without revenue
loss.

Under present law, compensatory stock options are
generally not taxable to the recipient unless they have a
readily ascertainable fair market value. The recipient is
.taxed, however, upon the excess of the value of the stock
over the option price upon exercise. The Packwood-Bentsen
incentive stock option bill would alter this current tax
treatment. It would treat "incentive stock options" similarly
to their treatment under this Committee's 1980 stock option
proposal. If enacted, S.,639 will eliminate any adverse tax
consequences at the time an employee is granted an incentive
stock option or exercises that option and will make an employee
eligible for capital gains treatment when he sells the stock.
In addition, the business expense deduction currently allowed
to the employer corporation for the amount includable in
.the employee's income will be eliminated.

Another progressive feature of the Packwood-Bentsen
proposal is its extension of favorable tax treatment not
only to new incentive stock options (i.e., those granted

' after December 31, 1980), but to prior qualified stock options

82-820 O—81——1
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(within the meaning of Section 422 of the Tax Code) granted
on or before December 31, 1950 which are exercised before
or after that date. ‘

The Packwood-Bentsen proposal provides equitable
treatment for workers in two respects. First, by eliminating
all taxation at the time an employee exercises an option
to purchase stock, 8.639 removes the risk to an employee
under current law that he will pay a tax on unrealized “profits”
which disappear when the value of the purchased stock declines.
Second, by treating new and existing sgbck option plans alike,
Packwood~Bentsen wiil prevent employees from changing jobs
merel§ to obtain coverage under plans offering capital gains

treatment.

III. The Need To Include Restricted Stock Incentive Plans

One aspect of the Packwood-Bentsen bill which adds
to its usefulness and effectiveness is the broad coéerage
it extends to almost all existing .and new incentive stock
option plans. Alaska Interstate observes, however, that
the bill's coverage is not as complete as it could be. We
.respectfuliy suggest that in order for the bill to gccomplish
more fully its goal of increased productivity,litq coverage
should be extended to all employee stock purchase plans similar
in form- and effaect to those already included in Packwood-Bentsen.
One such limilar‘plan is Alaska Interstate's proposed restricted

lﬁock incentive plan.
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. Like an incentive stock option plan, Alaska Inter-
stataﬁsprastrictad-atock incentive plan is aimed at providing
its employees a proprietary interest in the company, thereby
giving them greater incentive to maximize work effort and in-
crease company productivity and profitability. 1In fact, our

restricted stock plan probably creates a greater incentive for

. increased productivity than stock option plans because it gives

i
|
'
!
|
[

employees an immediate proprietary interest in the company.
Under a restricted’stock incentive plan like Alaska
Interstate's, a company transfers stock, instead of granting an
option, to an employee for par value (or a greater amount if re-
ﬁuired by state law). The employee is th;n eligible to receive
dividends and is entitled to voting rights. The employee, how-
ever, does not have unrestricted ownership of the stock until
he or she works a specified number of years for the company.
If the employee'does.work'the appropriate number of years, the 4
"restriction” lapqes and the stock is owned without limitations
by the employee once he pays the company an amount equal to the
fair market value of the stock at the time of initial transfer.
(This amount would be reduced, of course, by. the par value or
other amount paid initially.) It is the tax treatment at tﬁis
point which Alaska Interstate believea should be similar to
that provided under $.639. This favorable tax treatmgnt would,
of course, be available under a restricted stock plan only if

the six qualifying requirements specified in $.639 were observed.
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' Besides increasing productivity gains by granting .
an employee a proprietary interest in his company from the
outset, coverage of restricted stock plans Hould result in no
revenue loss to the Treaiury. The employer corporation would
not be allowed to take a business deduction for the amount -
inclugublo under prasent law 1n‘tho employee's income.

There is one additional and significant reason that
restricted stock incentive plaﬂs»should be covered: reduction
of corporate administrative expense. Alaska Interstate has
just recently begun implementing its restricted stock plan.
Implementation of that plan requires, among other things, the
costly solicitation of proxies from thousands of shareholders.
If this new plan must be abandoned in favor of f qualifying
plgp (as permitted by Packwood-Bentsen), not only will the
costs of implementing the new, conforming plan have to be

borne by the company, but the cost of implementing the pérpora-

.. tion's restricted stock plan will have been wasted. This waste

—

we hqé}euc~would violate the spirit of equity and flexibility

which characterizes S.639 as well as reduce the productivity

gains ﬁhich Packwood-Bentsen fosters.

Conclusion

—~—

Mr., Chairxman, I want to briefly repeat the reasons
why Alaska Interstate believes restricted stock plans shouid be

— covered under Packwood-Bentsen:
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First, from an economic standpoint, an incentive stock
option plan under Packwood-Bentsen is substantially equiyalent
to a restricted stock plan like Alaska Interstate's.

Second, the .only significant difference between the
plans is that with restricted stock an employee gets at the
outset a proprietary interest in his company. This will en-
hange the incentive for increased productivity.

Third, the exclusion of existing restricted stock
- plans from the benefits of S$.639 will needlessly increase the
costs of administering employee incentive programs.

Fourth, the inclusion of restricted stock plans will
result in no net revenue loss. '

Alaska Interstate believes that the spirit of S.639
will be well served by including among the plans covered by
‘the bill other employee incentive stock plans, such as Alaska
Interstate's employee incentive restricted stock plan, which
are aimed at maximizing employee work effort and increasing
employee productivity. Significantly, inclusion of these
plans would not result in the violation of any of the six quali-
fying rules specified in -Packwood-Bentsen.

Thank you for the time you have granted me. If you
have any questions-concerning my statement or propoaal I will

try to answer them.



98 - f

Statement of

C. Norman Winningstad
Chairman and President of
Floating Point Systems, Incorporated

before the
Subcommittee on Taxation & Debt Management

Senate Committee on Finance

May 8, 1981

Summary of Points in Support of S, 639

Restoration of the Restricted Stock Option would:

® Promote productivity growth;

e Help small, growing companies attract
talented employees;

e Eliminate the unfair tax treatment of the
current (non~-qualified) options; and

e Increase federal tax revenues,

Existing options, as well as those granted in the
future should be covered. -

3

AEA American Electronics Association

1612 K Street, N.W., Washington, D.C. 20008
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STATEMENT OF C. NORMAN WINNINGSTAD, CHAIRMAN, PRESIDENT & FOUNDER
FLOATING POINT SYSTEMS, INC.
ON BEHALP OF THE
AMERICAN ELECTRONICS ASBOCIATION

Before the Subcommittee on Taxation and Debt Management
Senate Committee on Finance

May 8, 1981

Mr. Chairman and Members 6f this distinguished Subcommittee.

My name is C. Norman Winningstad. I am Chairman, President, and
founder of Floating Point Systems, Incorporated, based in Beaver-~
ton, Oregon. I am past chairman of the Oregon Council of the
Anerican Electronics Association, and the U.S. Small Business
Administration's 1981 Oregon Small ‘Businessman of the Year.

Floating Point Systems (FPS) in the last five years has become a
‘world leader_}n Array Processors, a specialized computer for
.solving numerically intensive problems (it comes as a surpise to
most people that 90% of computer sales are for business-oriented
cémputers, which are very efficient in creating and manipulating
files, as opposed to "mumber crunching®.) We have grown from under
30 people in 1975 to over 800 employees five years later. In those
five years, we grew sales by a factor of 50, to $42 million in 1980,
26% of which was exported., Our products are used in many applica-
tionq, but two - outstanding examples are data reduction in seismic
exploration for oil, and image processing in Computed Axial Tomo-
graphy (a breakghrough in x-ray diagnoses). The major reason for
our success was that we reduced the unit costs of calculations by a
factor of 10 or more.

I am appearing before you this morning representing the American
Electronics Association. AEA is a trade association of more than
1,600  high-technology companies in 43 states. Our members are

manufacturers of electronic components and equipment or suppliers
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of products and services in the information processing industries.
While our member companies employe more than one million Americans
and include some of the nation's largest companies, more than
half of our member companies are small business employing fewer
than 200 people. ’

Mr. Chairman, the high-technology companies of the American
Electronice Association strongly support passage of your and
Senator Bentsen's bill, §.639. I am here ioday to explain why.
8.639 would amend the Internal Revenue Code to restore stock
options as a viable form of employee incentive compensation.
The capital gains-tax reduction encouraged investorl of

capital who make it possible to create jobs. But there is
another "investor" who has been left out. This is the person
who invests his career time and talent in a company, instead of
money. A reinstitution of "restricted stock options” (referred
to as 'inéentive options® in S.639 would improve the ability

of those companies to attract and motivate the personnel they
need to survive and grow.

In the last Congress, attempts were made to restore this valuable
tool for innovation. A majority of the House Ways and Means
Commi ttee apopsored a bill introduced by Congressman Jones and
Prenzel to restore the pre-1964 tax treatment of employee stock
options, and the Senate Finance Committee passed your version of
the bill by a 19-1 vote. The House bill this year is H.R.2797
again sponsored by Congressmen Jones and Frenzel.

We believe that the case for restoring restricted stock options
is unusually strong. Restricted stock options would:
o Promote productivity growth;
o Help small, growing companies attract talented employees;
o Eliminate the,unfair tax treatment of the current (non-
quezlified) options; and
o Increase federal tax revenues.
I shall describe briefly each of these positive effects.

-2-
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RESTRICTED STOCK OPTIONS WOULD PROMOTE PRODUCTIVITY GROWTH

Historically the American high-technology industrias have been
world leaders, contributing significant export sales to this
nation's trade balance and, by their products, permitting advan-
ces in U.8. productivity. However, the United States today
still lags behind most industrialized nations in productivity
-growth. .Although the main cause appears to be inadequate savings
and investment in this country, a major secondary factor may be
lack of motivation on the part of American employees to make the
kinds of effort and take the risks needed for American industry
to keep pace with our competitors abroad. :

Granting restricted stock options would motivate employees to do
a better job and find better ways to do the job. A stock option
only has value to the employee if the price of the company's
stock increases through growth in its sales and>profits. There-
fore, options give employeea a strong incentive to find ways

to expand the company's business and conduct that business more
efficiently. Business growth creates more new jobs. Increased
efficiency results in greater productivity.

In addition, based on the experience of my own company and those
of my colleagues in'the electronics industry, I want to point
out a more subtle, attitudinal effect that granting stock options
can have on a company's workforce. The effect is difficult to
quantify, but not hard to describe: it is that dramatic dif-

- ference between how people act when they are employees versus
how they act when they are also the owners. It is the extra
effort people expend to achieve goals and get the job done when
they have a stake in the company. The basic point is that no
one tends to someone else's business as well as he manages

his own.

Normall&, few employees would have the capital needed to become

significant owners in the companies that employ them, but restric-

ted stock options can give them the opportunity for the benefits

of ownership without their having to make the»up-front cash outlay.
. -3-
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Instead of cash, they invest their time, careers, and talents.

RESTRICTED STOCK OPTIONS WOULD HELP SMALL, GROWING COMPANIES
ATTRACT TALENTED EMPLOYEES.

Businesses of all sizes wo-1ld benefit from restoring restricted
stock options. We would expect large companies which seek to
‘improve their employees' motivation to welcome this change whole-
heartedly. However, the greatest benefit would flow to small
businesses. In fact, the White House Conference on Small Busi-
ness, to which I was a delegate earliex this year, endorsed the
restoration of favorable tax treatment of stock optiona'as one
of its key recommendations to promote innovation in small busi-
nesses.

Restoring restricted stock options would substantially reduce
the total cost of founding a new company. When you think about
the long lead time it usually takes before a new company can
begin shipping its first product, you can see that any form of
compensation that reduces the "up front" cash outlay during that
priod can be extremely valuable. That is precisely what res-
tricted stock options can accomplish. The employees who are
granted the options ultimately receive compensation in the

form of increased stock value (if the venture is successful),
but the company pays out no cash. Instead, the cost of compen-
sation from restricted stock options is borne indirectly by the
existing shareholders through dilution in value of their shares.
However, the shareholders desire this because they, in turn,
can anticipate increased appreciation in the value of their
shares in the company due to the increased productivity of

the employees. -

Restricted stock options would also give smaller, growing
companies a means of attracting talented employees away from
secure jobs in larger companies. Because the value of stock
options depend on_growth in value of a company's shares,
" the stock price of smaller companies can usually rise, on a
percentage basis, far faster than that of established
-4~
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companies. Thus, options are proportionately more rewarding
for small business employees than for employees of largex
companies. Smaller corporations can ill afford to pay the
salaries necessary to compete with Fortune 500 companies

for talented employees, but they can partially offset that
disadvantage with stock options.

Most high-technzlogy companies in the American Electronics Asso-
ciation are based upon the clever ideas of key employees across
many disciplines. Clearly, they should be rewarded for their
contributions to the success of their company. FPS has pursued
this policy by granting stock options since its beginning in
1970. I believe this incentive was a key factor in the willingness
of our engineering staff to work long hours, under the difficult
conditions of primitive resources, during the Array Processor's

- gestation period in late 1974 and early 1975. Stock options

. made "tigers" our of our early marketing managers in 1976 and
1977 when we quadrupled sales in both years. They also inspired
our. .manufacturing people as they transformed us from a job-shop
producing less than one Array Processor per week to a production
house turning out four per day.

RESTRICTED STOCK OPTIONS WOULD ELIMINATE ?HE UNFAIR TAX TREATMENT
OF CURRENT (NON-QUALIFIED) STOCK OPTIONS.

Restoring restricted stock options would create an attractive
alternative to today's so-called "non-qualified" otpions, which
are practically useless to many growing companies. Under the
present law, when an employee exercises these non-qualified
options, he must pay taxes--at ordinary incoﬁe tax rates--on
the "paper profit" between his option price and the price of
the stock when he buys it.

5w
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" Not only is taxation at 6rdinary income rates inconsistent with
what other owners would pay on their capital appreciation, but,
in addition, the employee must pay the tax before he actually
realizes the gain from selling the stock., It's analogous to
taxing the appreciation on a homeowner's house each year even
though he doesn't sell it. Employees without reserves of funds
may not be able to buy the stock and alsc pay the tax on a

"papet profit.” ‘

Fuithermore, they are often prevented from selling the stock imme-~
diately to generate such funds because their companies may be pri-
vately held or, if the stock is publicly held, because of insider
trading regulations imposed by the securities laws. The prospect
of getting into such a financial squeeze is hardly an incentive for
outstanding performance.

In other instances, today's law results in gross and unintended
hhrdship. For example, if the value of the stock purchased through
an option should decline, and after that the employee needs to sell
it, the employee not only takes a loss on the stock, but he has also
paia taxes at ordinary income rates on a "gain" he never realized.
This is not just a theoretical possibility. It has happened often
enough in the last few years to destroy any usefulness employee
stock options may have had for 9ompanies in volatile industries.

As a company like ours grows jobs and exports and provides its
customers with increased productivity, we need to hire one key
employee for roughly every 10 regular employees. Under the present
tax treatment of employee stock options we place that key employee
under great financial, and hence mental, strain, precisely when

he should be concerned only with the success of the company .

Under the provisions of S.639, the employee would pay no tax until
he finally sells the stock purchased under the option. Then he
would pay a capital gains tax. The company would receive no
deduction--but neither would it fear the imposition of unconscion-
able financial burdens on employees it had intended to motivate
and reward. ’

-6-
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RESTRICTED OPTIONS WILL INCREASE FEDERAL TAX REVENUES

- © e

The final and most compelling reason this bill should be passed is
that it will not cost the Treasury a dime. It will actually raise
more revenue than the current demotivating tax treatment of stock
options.

In 1976, Congress was told that phasing out the qualified stock
option would increase Treasury revenue. However, that change ac-
tually deprived industry of an extremely useful form of incentive
compensation that was not deductible from corporate taxes and
forced companies to substitute other forms of compensation that

are deductible. Greater deductions from the same taxable income
has actually resulted in lower corporate tax payments to the
Treasury.

Both cash compensation and non-qualified stock options generate
employee taxes to the Treasury. However, this revenue is more than
offset when the corporation deducts them as business expenses from
its own taxes. On the other hand, employee compensation in the
form of restricted stock options would not be deductible to the ]
corporation. Therefore, to the extent that these more attractive
options replace cash and non-qualified options, corporate tax pay-
ments will increase.

I am attaching an analysis of this bill done by the public accountin§
firm of Price Waterhouse and Company which confirms the positive
revenue effect of this bill and indicates that, in most cases, the
government is losing money under the current law.

The Jnint Committee on Taxation has also examined the revenue impact
of this bill. A copy of their analysis is also attached. 1In it,
the Joint Committee estimates that after an initial adjustment
perjod which should cost less than $10 million total, S.639 would
raise $15 million in Fiscal Year 1984 and $30 million in 1985.

This is a net revenue gain of $35 million in six years.

-7-
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We agree with the general conclusion of this analysis, but we think
its estimate of the positive revenue flow is much too low. Since

most companies desiring to use options would gladly use restricted
stock options rather than non-qualified options which are not as
effective as incentives, we believe one good indication of the revenue
that could be gained from this bill is the amount of deductions
companies now take for their non-qualified options.

In preparing for this testimony, AEA contacted 10 of its member
companies and asked them to report their non-qualified option de-
ductions for the last five years to the public accounting firm

of Coopers and Lybrand. Coopers and Lybrand informs us that be-
tween 1975 and 1979 these companies deducted more than $68 million
from their taxes due to non-qualified option realizations. At the
current corporate tax rate of 46%, that represents over $31 million
fewer tax dollars to the Treasury than these companies would have
paid if these had been restricted stock options. Of course, if these
had been restricted stock options, the employees would not have
paid ordinary income taxes--which would have almost exactly offset
the increase in corporate taxes. However, if these had been
restricted stock options (at an ansumed average capital gains tax
rate of 20%) the employees would have to pay $13.6 million of
capital gains taxes on the $68 million of realizations. Therefore,
the $13.6 million would approximate the net revenue increase to the
Treasury if restricted stock options could have been used by just
these ten electronics companies. Since there are hundreds of other
companies which would use restricted option programs if they could,
we think it is fair to expect that over a period of time as restric-
ted stock option plans are adopted throughout the economy, there
will be a positive net revenue flow to the Treasury far larger

than the current official estimate for this bill.

Mr. Chairman, we are asking you to let us pay higher taxes. You
may not hear that too often. But we are willing, even happy to,
because we believe restricted stock options are substantially more
attractive to our employees than equivalent cash or non-qualified
option compensation.

~8-
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1 should point out that paasage of this bill will not require
companies to pay higher taxes. Only those companies which, with
the approval of shareholdexs, choose to adopt a restricted stock
option blan would pay more.

"EXISTING STOCK OPTIONS SHOULD BE COVERED IN THIS FIELD

. Mr. Chairman, as I mentioned, your bill on this subject passed

the Serate Finance Committee in the last Congress. Though it

was drafted differently, it would have accomplished almost exactly
the same thino as the House bill. During the mark up, though, the
Finance Comnittee added a provision which we believe made a substan-
tisl improvement in the bill. We are pleased you have retained it
this year,  and hope you will keep it in conference with the House,
if that becomes necessary. I am referring to the way the bill
would treat existing stock Ooptions.

This year's Rouse bill H.R. 2797 would only apply to options granted
after its effective date, while your bill would apply to outstanding
options which are exercised after enactment. Briefly, there are
four strong reasons to prefer the Senate version:

First, it would immediately end the inequity that results when
people who exercise options and purchase shares have to pay tax,
at ordinary income rates, on whatever increase there has been--
even though they have actually realized no income. If the value

‘of the stock then declines, as often happens, these people are stuck,

Baving paid tax on a "profit" that subsequently vanished. This
risk of loss on pre-paid taxes, when added to the risk of loss on
the stock itself,has seriously diminished the incentive value of
stock options. Making the bill affective for options exercised
after enactment would prevent this inequity for all outstanding

options.

Second, if the bill defers that taxable event only for options
granted after enactment, it will seriously dilute the value of

-G
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all existing option plans and could contribute to an undesirable
spate of job-hopping in our industry and others. We are quite
willing to suffer such an effect if that is the price for re-
forming stock options. But it could easily be avoided by
covering the exercise of existing stock options in the bill.

The third important reason to make this change is that it will
further increase Treasury's revenue gain and begin that process
immediately. Companies which elect to convert their existing
options to restricted stock options would give up the off-set-
ting deduction they now receive when the employee buys the stock
and pays the tax. :

Finally, covering existing options will allow more restricted

stock options to be granted. Since most companies maintain a
ceiling on the number of outstanding shares dedicated to options,

an incentive to cash in the old ones would speed the process of
converting to the new improved version. Conversely, if the slower
moving old options were left out of the bills, it would limit

the number of new restricted options which the companies could grant.

Extending this bill to existing options would substantilly improve
its value to our industry. We hope you will do so, but let us

be clear that our highest priority is enacting the substance of

this bill. ‘ -

L]

Mr. Chairman, we hope you and your colleagues in the Senate

will pass this bill again this year, and send it to the House

. If you do, it is likely to receive a very positive welcome there,
since a majority of the Ways and Means Committee members co-spon-
sored the House version in the last Congress.

I sincerely appreciate'this opportunity to participate in your

crowded docket of witnesses. Thank you.

Attachments
=10~
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. OFFICE OF GOVERNMENT SERVICES
180t K STREET, N.W

aternouse X Co. romse.ca0
202-208-0800

October 26, 1979

Mr. Herbert M. Dwight

Chairman

Financial Incentives Task Force
American Electronics Association
1612 K Street, N.W.

Washington, D.C. 20006

Dear Mr. Dwight:

You have asked us to comment on certain tax aspects of pro-
posed legislation introduced in the House of Representatives by
Congressman James R. Jones of Oklahoma. The specific proposal on
which you have asked us to comment is H. R. 5060, referred to as
the "Employees Incentive Ownership Act of 1979", This proposal
would amend Internal Revenue Code Section 424 to reinstate treat-
ment given to Restricted Stock Options.prior to 1964. The pro-
posal would also amend Internal Revenue Code Section 57 to
exclude restricted stock options from the definition of tax
preference items.

In general, the proposal would result in deferring income
recognition to an employee recipient, who exercises a restricted
stock option, until such time as the stock is sold, rather than .
at the time the option is exercised. Assuming the option price
is at least 95 percent of the fair market value of the stock at
the date of grant, and the employee holds the stock for at least
one year following exercise of the option, the employee may real-
ize a capital gain on the entire gain attributable to stock
acquired by option. Current rules provide that the employee will
realize ordinary income on stock acquired by option to the extent
the fair market value exceeds the option price at the date of
exercise. The option granting employer would not receive a

TN oM o
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deduction for any value of the shares acquired under the proposed
option in excess of the option price. -

The deferral of the income recognition under the proposed
legislation can be particularly attractive to the employee.
Under these rules, the employee would not face the requirement of
‘making potentially significant tax payments when the event giving
rise to the tax liability (exercise of the option) has yielded no
. cash. This provision can be ncpecially jmportant in view of the
cash payment necessary to exercise the option. The possible
application of capital gain rates, rather than ordinary income
tax rates provides additional potential advantage to the
employee. _
In our capacity as professional accountants, we are not in a
position to estimate total revenue impact (including timing of
collection) of the proposal to the Treasury of the United States.
Neither are we in a position to. state yhether this proposal is
preferable to other incentive‘compensétion arrangements.
However, we can state that, depending on the circumstances, the
. proposed legislation may have a positive effect on revenue col-
lections to the extent restricted stock options are substituted
for non qualified options or cash compensation. The latter point
maijE”{llustra:ed by the following explanation. Under the cur-
rent law, a corporate employer is allowed a tax deduction for an
amount equal to the ordinary income an employee recognizes upon
the exercise of stock option. Under the proposdl the corporate
employer would not receive a tax deduction. Thus assuming an
individual is in the top earned income bracket of 50 percent and
the corporate employer is in the top 46 percent bracket, the
Treasury is in a position to collect only a maximum of 4 percent
of the difference between the option price and the fair market
, value at date of exercise. Under the proposals of H. R. 5060 the

%ﬁ&zz
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gain could ultimately be taxed at rates up to 28 percent, assum-
ing the stock maintains a value at least equal to the value at
the date of exercise. Consideration of appreciation in value
after exercise is not relevant since it would be subject to the
'same rules under the existing and proposed law. .

The elimination of the corporate tax deduction is the key
feature which, depending on the marginal rate of the taxpayer,
could cause Treasury collections to increase. For example,
assume an option for 100 shares at $10 per share is exercised
when the stock is selling for $15 per ghare. and the stock is
sold one-year later without either depreciation or further appre-
ciation. Assume further that the individual employee is in the
top tax bracket of 70 percent and the employer is in the highest
corporate bracket of 46 percent. The tax collections are as
follows:

Proposed Law . Tax Due
Employee's capital gain tax

(81,500 - $1,000) X 28%* $140
Ordinary income tax to the employee -0 -
Ordinary tax reduction for the employer -0 -
Net revenue under the proposal 140

Current Law

Ordinary income tax to employee

(§1,500 - $1,000) X S0%** $250
* Ordinary tax reduction for employer
($1,500 - $1,000) X 46% 230)

Net revenue under current law

Increase of revenue under this proposed law _$120

*Maximum capital gain tax rate (100% - 60%) X 70%

**Maximum rate on earned ix;
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This example reflects an employee and employer in the highest
tax brackets. Obviously the effect on Treasury revenues is a
function of the employee's and employer's marginal tax brackets.
'The effect on revenue can be more dramatic if the corporation is
in the maximum tax bracket of 46 percent and the employee is in a
relatively low rate bracket.

A schedule which detzils tax collections using various indi-
vidual marginal tax brackets, assuming marginal corporate tax
rates of 46 percent and 26.75 percent, is attached to this let-
ter. The previously stated example and an illustration of a 46
percent rate corporate and a relatively low tax rate employee are
included in the schedule. A review of this schedule makes it
clear that net revenues to the Treasury are negative under the
current rules relating to stock options to the extent the mar-
ginal tax rate of the option granting employer exceeds the mar-
ginal tax rate of the employee. The converse is true to the
extent marginal tax rates of the employee exceed those of the .
corporation.

‘Uain& the assumed facts, the schedule also indicates that the -
proposed legislation-would result in net revenues to the Treasury
in each transaction, whereas the present law can result in a net
revenue loss to the Treasury in many instances. In fact, the
proposed legislation results in increased revenue over that which
exists in each example under current law provided that the mar-
ginal corporate tax rate is 46 percent. The present law provides
revenue in excess of the proposed legislation in only two exam-
ples assuming the marginal corporate tax rate is 26.75 percent.
The rate of this occurrence increases as the marginal corporate
tax rates decrease from 26.75 percent to zero.

‘%ﬁ&'&?
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Mr. Herbert M. Dwight -5 - October 26, 1979

Tax revenues under the proposed legislation would decrease
below the level reflected on the attached schedule if the price
of the stock decreased following exercise of the option, prior to
the date of sale. If the value of the stock fell to the option
price prior to sale, the revenue would be eliminated.

The proposal to eliminate restricted stock options from the
definition of tax preference items should not have a significant
negative effect on revenue as currently projected. This is
attributable to the fact that additional restricted stock options
can not be granted under tu: law as it currently exists, and all
presently outstanding restricted stock options must be exercised
by May 21, 1981,

In summary, "The Employees Incentive Ownership Act of 1979
appears to offer the combination of reducing individual tax
burdens for the employee and potentfally increasing Treasury
collections.

Yours very, truly,

Peter J.V\ Hart

National Director of Tax
Polica

Price Waterhouse & Co.
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ATTACHMENT TO LETTER OF OCTOBER 26, 1979
ILLUSTRATION gFlEFFECT OF H. R, 5060 ON TREASURY REVENUE

Assumptions

A. Fair market values at the date of exercise exceeds the option
price by $500.

B. Corporate tax rate is either 46 percent or 26.75 percent (the
maximum corporate rate is 46 percent, while the effective
rate on the first $100,000 of corporate taxable income is
26.75 percent).

Summary
Individual Marginal e Taanue (Expenditure)

Tax Bracket-- Corporate Rate of H. R. 5060(2)

Joint Returns 467 26.75% Proposal
70% $20.00¢")  s116.25¢1) $140.00
68% 20.00¢") 116.25¢") 136.00
64% 20.00¢"? 116.25(") 128.00
59% - 20.00(D) 116,25 118.00
54% 20.00¢") 116.25(1) 108.00
49% 15.00 111.25 98.00
43% <15.00> 81.25 86.00
37% <65.00> 51.25 74.00
32% <70.00> 26.25 64.00
28% . €90.00> 6.25" 56.00
24% <110.00> <13.75>  48.00
2% <125.00> <28.75> 42.00

Ve&?@m
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Treasury--Revenue <{Expenditure)
Individual Marginal Current Law -

Tax Bracket-- Corporate Rate of H. R, 5060(2)
Joint Returns 40% Z2b./5% Proposal
18%2 <140.00> <43.75> 36.00
16% <150.00> <53.75> 32.00
14% <160.00> <63.75> 28.00
M Reflects the 50 percent maximum tax rate on earned
income.
2) It should be noted that collections are delayed until the

recipient disposes of the option stock.
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1013 LONSWORTH HOUSE OFFICE BUL.DING

Washington, B.C. 20818
0CT 251979.

Honorable Bill Prenzel
House of Representatives
Washington, D.C. 20515

Dear Mr. Frenzel:

This i8 in response to a letter from Dave Rosenauer
of your staff regarding the revenue impact of H.R. 5060,
a bill which would permit the use of restricted stock
options while removing the exercise of such options as
an item of tax preference. As you know, the Tax Reform
Act of 1976 required that a restricted stock option as
defined.in.Section 424(b) of the Internal Revenue Code
. be exercised before May 21, 1981 or be subject to the same
tax treatment accorded nonstatutory options under Section 83.
If enacted, H.R. 5060, would continue to allow the issuance
of this type of preferred compensation under a more favorable
tax arrangement.

Introducing a new and presumably more preferred instrument
of executive compensation raises the possibility of some
shifting in the make-up of the compensation package, making
it difficult to assess the potential revenue¢ impact. We are
convinced, however, that although such restructuring is
inevitable, the net effect on budget receipts in the near
future will be negligible. Speculation on the long-term
revenue impact of H.R. 5060 depends invariably on the vagaries
‘of the stock market, and. could be misleading. Nevertheless,
elimination of the restricted stock option as an item of tax
preference at time of exercise, and the failure to treat this
gain as ordinary income does result in a positive net revenue ¢
effect. This is due principally to the fact that the granting
corporation is no longer allowed a deduction for compensation
paid.

Accordingly, should H,.R. 5060 become law for taxable
years beginning after December 31, 1979 the effect on budget
receipts for fiscal years 1980-1983 will be an annual net
reduction of less than $2.5 million. This short-term anomaly
is a result of the substitution in compensation elements
induced by the bill. 1In years subsequent, when the inevitable
disposition of the restricted stock results in its being
treated as a long-term capital gain, we estimate the con-
comitant increase in net revenues to be $15 million in fiscal
year 1984 and $30 million in fiscal 1585.

Sincerely yours,

B.L

Bernard M. Shapiro
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STATEMENT
WILBUR D. MILLS
Shea & Gould

. washington, D, C. "‘Y 8, 1981

Good Morning. I would first like to take this
opportunity to congratulate Senators Packwood and Bentsen
on introducing S. 639. 1 was against the favorable tax
treatment of stock options in 1964 because I felt they
were being abused. It was a tax shelter, pure and simple.

But since then, we've lowered the maximum tax rate on earned
income so that it approximates corporate employers' tax rates
and accordingly we have virtually eliminated the tax shelter
appeal of stock options.

1 am impressed by your arguments that favoraple
tax treatment for stock options will spur productivity and
be a valuable tool to encourage the growth of small businesses.
I firmly believe that if we are going to turn our present ec-
onomic picture around, we will have to increase productivity
and encourage the growth of new businesses.

After reading your bill, I would like to suggest one
amendment which would make S. 639 an even stronger bill. My
suggestion is aimed at more equitable treatment for existing
stock options, is completely conaistept with 8. 639 and, in fact,
may make $.639 even more appealing.

Any time you pass a law which becomc; effective immed-
iately, you are going to affect the people who have acted and
relied on the law as it was before yoﬁkchanged it. This problem
is particularly apparent in one aspect of S. 639. The bill, ad-
mirably, would extend the benefit of new incentive stock option
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treatment to already outstanding nonqualified stock options.

The problem is that many of such nonqualified\option
plans have been modified in any number of ways, adding or deleting
various provisions. . Most of these modifications had no tax effect
-whatever when they were made. BRowever, if S. 639 becomes law,
the IRS will have to consider the options as having been newly
created when such modifications were made. ' Accordingly, a stock
option which satisfies S. 639's standards in every other way prob-
ably will not qualify because .the option had been modified before
the new law was enacted. - The reason for this is that in order to
qualify under §. 639, an option cannot have an exercise price be-
low the fair market value of the stock on the date the option is
granted. If an option is modified, it is considered as newly
granted and if the value of the stock has gone up since the op-
tion was granted, the option no longer qualifies,

S. 639 already solves the problem in one limited case
‘where an existing stock option plan was modified in a particular
way and affords those plans the benefits of this bill. I think
that is a good provision except that it is not broad enough.

There are many existing stock option plans that have been modified
in ways other than the one mentioned in the bill and holders of
these stock options should not bé penalized because of modifications
that were made before the new law became effective and which at the
pime had no tax significance whatever,

My suggestion is to add an amendment that would allow
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plans that have been modified prior to enactment of S. 639 to
qualify as an incentive stock option, provided, that the option
as so0o modified otherwise meets the requirements of an incentive
stock option. In this way you achileve your objective and yet
treat fairly taxpayers who have acted in reliance on current
law.

I would request that the actual language of my suggested

amendment be made part of the Record. Thank you.
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SUGGESTED AMENDMENT

It is suggested that proposed paragraph (b) of
*Saction 2. Effective Dates and Transitional Rules”™ of Senate

Bill 639 be changed to read as follows:

"(b) In the case of an option granted be-
fore January 1, 1982, paragraph (1) of section
425(h) of such Code shall not apply:

(1) to any change in the terms
of such option made before not more
than 6 months after the date of enact-
ment of this Act to permit the plan
to modify or delete a stock apprecia-
tion right or other rights to cash pay-
ments concurrent with exercise of the
options; and

(2) to any modification in the terms
of such option made before the date of
enactment of this Act which would other-
wise result in disqualifying such option
as an incentive stock option by reason of
.the application of such paragraph (1) of
section 425(h), provided that the option as
so modified otherwise meets the requirements
of an incentive stock option."
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SUMMARY OF TESTIMONY

MORTON COLLINS
NATIONAL VENTURE CAPITAL ASSCCIATION

Employee Incentive Stock Options are extremely
important in enabling small companies to attract
critically needed key management personnel.

Stock options are not compensation; they are a
method by which employees investing their talents
side by side with investors providing money can )
receive the same benefits and enable small businesses
to get started and grow. :

Stock options will motivate employees to find more
efficient ways to perform their jobs. Increased
efficiency results in greater productivity. The
resulting business growth creates new jobs.
Non-qualified options, available under current law,
are often combined with Stock Appreciation Rights

to yield results for the employee similar to those
which would be obtained with Incentive Stock Options.
Such programs do not work in young companies when key
management personnel are most needed.

The Employee Incentive Stock Option proposal will
increase Treasury revenues by an amount estimated
to aggregate $30 - $60 million annually by 1985.
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STATEMENT OF
MORTON COLLINS
GENERAL PARTNER, DSV ASSOCIATES
PRESIDENT OF THE NATIONAL VENTURE CAPITAL ASSOCIATION
BEFORE THE )
PINANCE SUBCOMMITTEE ON TAXATION
AND DEBT MANAGEMENT
May 8, 1981

Mr. Chairman and Members of this Distinguished Committee:

My name is Morton Collins and I am a General Partner of

DSV Associates, which is a $25 miilion Limited Partnetship
formed in 1974 for the purpose of venture capital investing.
Prior to the formation of DSV Associates, I was Chief Executive
Officer of Data Science Ventures, Incorporated, a privately
held corporation formed in 1968 for the purpose of venture
capital investing. Since 1975, T have been a Director of the
National Venture Capital Association, a trade association
representing most of the organized venture capital firms in
the country, and I am currently President of this Association.
Prior to initiating my career in venture capital, I was the
founder and Chief Executive Officer of a computer services
company and before tnat I was a faculty member in the School

of Engineering at Princeton University.
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Finance Subcommittee on Taxation
and Debt Management

Page ~2-

‘May 8, 1981

I am pleased to have been invited to testify here today and
I thank the Committee for this opportunityﬂto further explore
solutions to the economic problems of the country. Today, I
% ~ speak on behalf of my own organization, DSV Associates, which
.when combined with its predecessor has made a total of 51
investments in young high technology companies since 1968.
Our sole objective is to provide equity funding and sophisti-
cated management and technical assistance prima;ily to new,
high risk, growth oriented companies. 1In addition, I speak on
«———behalf of the National Venture Capital Association. The NVCA's
membership consists of 105 firms throughout the ccuntry which
in the aggregate have approximately $4.5 billion invested in
small businesses. That $4.5 billion is espec;ally critical
~as it constitutes the seed capital for the technology industry

©
of this country.

My organization is representative of the venture capital
industry as a whole in what it does. While the principal

—_ focus tends to be on high technology, often more mundane areas
of business are financed by the venture industry. An example
of such a company is Federal Express. Federal Express,
financed by the venture capital industry has beat the United
Parcel Service and the U.S. Postal Service at their own game

by provided a service the marketplace needed.
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Finance Subcommittee on Taxation
and Debt Management

Page -3-

May 8, 1981

I am appearing here today to urge you to include in the
tax package a provision creating Employee Incentive Stock
Options. This provision will provide new incentives for
individual innovation as well as an increase in Federal tax

revenues.

Incentive Stock Options are important in enabling small
companies to attract key management personnel. Such a stock
option gives the employee the right to buy shares in the
company at the current price for a fixed period of time and

to obtain capital gains tax treatment on any gain realized
from later sale of the shares after the shares have been held
for a prescribed period. People leaving large companies with
excellent salary and other benefits view the process as one

of investing their energies and talents in the success and
growth of the small company. These employees become "partners"
with the financial investors and it's just as appropriate to
offer capital gains treatment to them as it is to investors
risking their money. Stock options are not compensation; they
are a method by which employees investing their talents side
by side with investors providing money can receive the same -

benefits and enable small businesses to get started and grow.

82-820 O—81——9
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Finance Subcommittee on Taxation

and Debt Management ’
Page ~-4-
Nay 8, 1981

Incentive Stock Options will motivate employees to find more
efficient ways to perform their jobs. Such options only have
value to the employee if the price of the company's ltéck
increases. 8uch increases generally folldw increases in the
company's sales and profits. This has the benefit of specif-
ically motivating improvement in efficiency. Increased
efficiency results in'greater productivity and business growth

creates new jobs.

"Non-qualified" options, granted under the current law,

while better than nothing, are largely useless for inducing
innovation and risk taking. The employee is forced to pay

tax at ordinary rates on a "phantom" profit at the time of
exercise of his option. He must provide the capital in “real”
dclhfa to pay such taxes. While it 1; possible to construct
plans, generally called Stock Appreciation Rights, by which
company loans or grants are made available to enable the employee
to pay taxes, they do not work in companies that hav; not yet
reached profitability or are cash pdor. Generally, it is at
this point in the development of a new company that the
attraction of key management personnel is most important. If a
company is profitable, the use of S8tock Appreciation Rights c.an
prodﬁco a significant reduction in reported earnings distorting
financial statements. In particular, the more that good profit
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Pinance Subcommittee on Taxation
and Debt Management

Page -5-

May 8, 1981

performance causes a company's stock price to rise, the

greater will be the gain to the employee upon exercise of the
non-qualified options and the greater will be the Stock
Appreciation Rights payment to the employee. Since the Stock
Appreciation Rights payments are expenses for financial report-
ing purposes, the greater the profit performance, the greater

the reduction of reported profit. For a small company growing
rapidly, such payments can cause significant fluctuations in
reported profit which will adversely affect the company's stock
price. _Therefore, this scheme is mostly useful to large companies
with a significant base of profitablility. In any case, it '

creates an accounting problem of substantial magnitude.

The non-qualified option plus . Stock Appreciation Rights is
more complex, not leis complex than an Incentive S8tock Option.
A complicated incentive plan is much less effective than a
simple one. 1It's difficult to explain to the employee whom
you are trying to motivate a scheme under which he gets an
option on which he owes ordinary income at the time of exercise,
ﬁut that the company will take care of that by-paying him

some additional money that will cover the taxes. That explana-
tion lacks éhe simplicity of telling the same employee that he
is being granted an opportunity to purchase a number of shares
of the company's stock and he will get all the benefits of
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Pinance Subcommittee on Taxation
and Debt Management

Page -6~

May 8, 1981

MQrship even though he does not have to make the cash
investment until some time in the future. The qualified
option program is simple, straightforward and effective,
vhile the other scheme is viewed by employees as convoluted.

Indeed, it is convoluted.

The Incentive Stock Option proposal is a plan which benefits
both business and government. Treasury revenues are increased
because corporations lose the current front—-end deductions
achieved with the non-qualified option law. Various groups
have analyzed the effect of the Incentive Stock Option proposal
on Treasury revenue. The results of these estimates show Qains
in the second to third year, with the magnitude of the increase
reaching $30 - $60 million annually by 1985.

In coﬁclusien. I urge you to include in the tax bill provisions
for an Employee Incentive Stock Option Plan. The Paekvoog!-
Bentson Bill, 8.639 contains the necessary provisions.
Inclusion of this bill in the tax package will benefit both

business and government.

I thank you for your attention and would welcome your gquestions.
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Senator PAckwoon. We will wait just a moment for the room to
clear out and then we will take up S. 738, the St. Paul Port
Authority revenue bonds issue.

We have a panel consisting of Mr. Kraut, Mr. Wellington, and
Mr. Preeshl.

Senator Durenberger.

Senator DURENBERGER. Thank you, Mr. Chairman. I thank you
for the opportunity to present S. 738 along with two other bills
which I am supporting, one of which I am a cosponsor, S. 702,
because of the impact that you probably did not perceive but you
now know it’s having on motor carriers in this country.

S. 738 is a measure designed to allow the Port Authority of the
city of St. Paul to advance refund prior to issues of revenue bonds.
Such refundings will relieve the port authority of restrictive cov-
enants, improve its cash flow, and strengthen the port authority’s
ability to finance future projects.

St. Paul Port Authority revenue bonds are unique because,
unlike typical investor revenue bonds, the port authority bonds are
secured by a pledge of almost all of the port authority’s revenue
derived from facilities owned by the port authority but leased by
private companies.

This so-called full security has allowed the port authonty to
finance many projects which could not attract private finance
when standing alone.

To market the bonds, however, the port authority had to enter
into many restrictive covenants which have impacted on the entire
?peratlon of the authority and its ability to issue bonds in the

uture

The most serious restriction is the requirement that an addition-
al reserve fund be maintained as additional security for the port
authority’s so-called full security bond. Although the additional
reserve fund was needed over 5 years ago when the port authority
initially made the bonds available, the requirement is no longer
necessary for the marketing of the bonds because of the proven
success of the program.

The upshot is that major revenues to the port authority are
being trapped in this additional reserve fund rather than used to
help fund the port authority’s economic development program
which is essential to the city of St. Paul.

The problem is that refunding the prior issues is the only practi-
cal remedy the port authority has of relieving itself of restrictive
covenants no longer required by existing market conditions.

The remedy, however, is not available to the port authority
because of the fact the interest on such refunding bonds would not
be exempt from Federal income taxation under the existing provi-
sions of section 103B of the Internal Revenue Code.

‘This bill, S. 738, would resolve that problem. The proposed re-
funding amendment 103B also allows the port authority to improve
its cash flow by requiring that any debt service savings gained by
the refunding accrue for the benefit of the port authority rather
than be passed on to private companies due to facilities financed by
the bonds being refunded.
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This requirement further enhances the ability of the port author-
ity to finance future bond issues backed by a pledge of revenues
derived from port authority facilities.

In short, the proposed refunding amendment solves the problem
of the St. Paul Port Authority and because of the narrow scope of
the amendment, would not impact throughout the rest of the coun-
try.
For this reason, I submit that that Internal Revenue Service
should have no objections to this amendment. The three people—I
guess there are four people now on the panel, three of them you
have introduced. Gene Kraut, who is the assistant executive vice
president of the port authority. Steve Wellington, who is director of
development for the city of St. Paul and Warren Preeshl, who is
vice president of Miller & Schroeder Municipals based in Minne-
~ apolis but with offices in other parts of this country.

The fourth person is an old friend, as all these people are, Peter
Seed. I see Esq. after his name. I don’t know what that means, but
that may only be because I know him too well. He is the bond
council to the port authority and I recommend their testimony to
you, Mr. Chairman.

Senator PAckwoobp. Gentlemen, welcome.

STATEMENTS OF EUGENE A. KRAUT, ASSISTANT EXECUTIVE
VICE PRESIDENT, PORT AUTHORITY OF THE CITY OF ST.
PAUL, MINN,, STEVE WELLINGTON, DIRECTOR OF DEVELOP-
MENT, DEPARTMENT OF PLANNING AND ECONOMIC DEVEL-
OPMENT, CITY OF ST. PAUL, AND F. WARREN PREESHL, VICE
PRESIDENT, MILLER & SCHROEDER MUNICIPALS, INC.

Mr. Kravur. Mr. Chairman and Senator Durenberger, my name is
Eugene Kraut and I am assistant executive vice president of the St.
Paul Port Authority.

St. Paul Authority issued its first industrial revenue bond in
1966. It has issued approximately $400 million worth of various
types of revenue bonds since, $144 million of which are issued as
parity lien bonds under Port Authority Resolution 876. They are
the bonds which we hope we will be allowed to refund if Senator
Durenberger’s bill is acted upon.

We recently commenced a study by Midwest Research Institute
to determine what the port authority’s impact and its financing
program have on the city of St. Paul.

The figures are nothing short of astounding for a community
with a population of 265,000 persons. We have retained a greater
percentage of our manufacturlng jobs than Minneapolis, Duluth,
Omaha, Kansas City, Des Moines, and Milwaukee.

We have increased our total jobs by a larger number and a

greater percentage than either of these communities, As of Decem-
ber 31, 1980, we had created or saved 16,640 direct jobs. The multi-
plier effect of these jobs is a total number of 31,500.

Of the total economic base, based upon sales and value added in
1980 of $8.6 billion, $6 billion for St. Paul, our activities primarily
~ through a sophisticated revenue bond ﬁnancmg program accounted

for $2.5 billion or 29 percent. -
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In short, for every dollar circulating from sales or value added in
St. Paul’s economy, nearly 30 cents was a direct result of port
authority activities. :

Now, we are embarked on our biggest project ever. We currently
own and operate seven industrial parks in St. Paul and are in the
process of creating St. Paul Energy Park. It is a project created by
a partnership of the Federal Government, the State of Minnesota,
and the city of St. Paul through the negotiated investment strategy
process which emanated from the Department of Housing and
Urban Development as a result of studies by the Rand Corp. and
the Kettering Foundation as an experiment in Federal, State, and
municipal cooperation.

The project involves a reclamation of 200 acres of underutilized
railroad and industrial reuse property. It is being developed at a
cost of $44 million, approximately $14 million of which will be port
authority funds.

The project will, when complete, employ 4,800 people, contain
950 multiple family housing units, both rental and owner occupied,
and be an international example of energy conservation.

The ability to refund our outstanding parity lien bonds will
release unnecessarily impacted cash and cash flow to facilitate the
development of this unique and outstanding project.

While this project would develop with our assistance and that of
the Federal Government, without the ability to refund our parity
lien bonds, it would by the same token, impact our ability to do
other necessary projects in our city.

I have attached an analysis of existing fund balances which
illustrate those funds which would be released, that is, the addi-
tional reserve fund and the cash flow by refunding.

Until recently, the port authority did not use Federal funds in
any manner, other than the tax exemption granted industrial reve-
nue bonds. - ]

In our case, the $2.5 billion generated would, in my opinion, be a
substantial return on investment to the State and Federal Govern-
ments for that tax exemption. We are now involved in numerous
UDAG grants where our bonding capacity and our “A” rating,
which we utilize on these projects at the request of the city, are the
only reason that we fulfill the developments for which the grants
or loans have been made. It is to further improve this ability that
we request your consideration of S. 738,

Thank you. -

Senator PAckwoob. Thank you. Mr. Wellington.

Mr. WELLINGTON. Thank you, Mr. Chairman. My name is Steven
Wellington, deputy director for development for the city’s depart-
ment of planning and economic development. I am here on behalf
of Mayor George Latimer.

The city of St. Paul is an older, northern city that is fully"
developed with limited available land for economic development.
The city shows some of the signs of economic stress exhibited by
many of the cities in the northern tier.

We have experienced 1l4-percent population loss in the last
decade. Many manufacturing jobs have relocated to suburban and
southern areas. A substantial portion of our housing stock is in
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need of rehabilitation and many of our industrial and commercial
facilities are in need of redevelopment.

The city’s response to this set of circumstances has been an
ambitious and successful economic development program. After a
number of years of economic in the early and mid-1970’s, the city’s
efforts to attract new industrial, commercial and housing invest-
ment have paid off dramatically.

In the past 4 years, running, over $200 million in new building
permits have been issued each year in the city for a combined total
of close to $1 billion of new investment.

This is in contrast to previous annual figures of approximately
$100-$120 million annually. In the downtown area alone, nearly
$300 million in new investment is currently underway or just
completed.

We have been able to attract more than $30 million in urban
development action grants from the Department of Housing and
Urban Development for eight major redevelopment projects.

Our ability to turn around our local economy in the face of
larger demographic and market forces which are admittedly work-
ing against us, is due in no small measure to the activities of the
St. Paul Port Authority.

As Mr. Kraut has indicated in his statement to the committee,
the - port authorlty s track record in attracting employment and
investment is outstanding.
~ Their unique form of revenue bond financing which relies on a
sophisticated form of reserve funds and guarantees, has enabled us
to raise capital, in many cases where without such a vehicle, in-
vestment simply would not have taken place.

The port authority’s success has enabled the c1ty 8 economic
development department to bring the port authority’ s resources to
bear on a number of complicated and quite expensive redevelop-
ment projects.

Whereas 10 years ago the port authority was primarily restricted
to more traditional industrial park development, today, its activi-
ties encompass the full range of commercial and mdustnal develop-
ment and redevelopment throughout the city.

Such important projects as Energy Park, which has been previ-
ously mentioned, would simply be xmposs1ble without the financial
resources the port authonty can bring to bear.

Senator Durenberger’s bill would substantially expand the abili-
ty of the port authority to assist the city in its economic develop-
ment activities.

While the provisions of the bill may seem somewhat unrelated to
our direct economic development program, from the city’s stand-
point, passage of this legislation would quite simply mean an addi-
tional $20 to $25 million estimated in funds available over a 10-
year period, being available for local redevelopment activities.

This financial resource is critical to many future projects as yet
only in the planning stages. Such local resources, particularly
when viewed in the context of apparent reductions in Federal
grant funds for economic development activities make passage of
t}l:e legislation quite important to the future economic viability of
the city.
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Mayor George Latimer and the members of the St. Paul City
Council have indicated to me their strong support for congressional
asgistance in this area.

I would urge this committee’s positive action of the Durenberger
legislation so that the city can continue in its efforts at locally
initiated economic revitalization. ‘

Thank you, very much. :

Senator PAckwoop. Thank you. Mr. Preeshl.

Mr. PreEsHL. Mr. Chairman, Senator Durenberger. I am Warren
Preeshl, vice president of Miller & Schroeder Municipals, Inc.,
which is a municipal bond underwriting firm based in St. Paul-
Minneapolis with offices in Chicago and LaJolla, Calif.

I participated with Mr. Kraut in structuring the initial financing
concept in 1974 whereby the various bond issues all were combined
into a pool of revenues such that each bond issue supported the
other. As we discussed the concept with the rating agencies, we
made it quite conservative because it was a new concept. One of
the conservative techniques was to have not only a reserve fund,
but an additional reserve fund.

As the port authority has grown and as the financial pool has
increased, it now has about 70 companies involved with approxi-
mately $144 million worth of bonds outstanding. The additional
reserve security device is no longer needed and is acting to unnec-
essarily trap revenues that otherwise could be used by the port
authority for additional development.

The issuance of revenue bonds puts into effect a contract be-
tween the bondholder and the issuer whereby the terms of those
bond issues established by the bond indenture cannot be changed
without the bondholders consent.

There are hundreds of bondholders now and it is just not possible
to go and get their consent. The needed technique, then, is to issue
a new master bond issue of approximatelg $100 million, the pro-
ceeds of which would be invested in U.S. Treasury obligations,
‘made specifically avallable for the purpose as ‘“‘State and local
government series” which effectively defeases the outstanding
bonds and those bondholders would no longer have a right to an
additional reserve.

The new bond issue would be serviced, as is the present one, by
the rental income derived from the tenants. With luck, we would
expect the new debt service to be less than the old so that there
will be additional cash flow coming to the port authority from the
refunding as well as a release of the money presently in the addi-
tional reserve.

With a refunding, under the permission granted by S. 738, the
Treasury arbitrage regulations regarding the reinvestment of bond
proceeds, would still be complied with, of course.

Thank you very much.

Senator PAckwoop. We congratulate all of you on the apparent
success that you have had with these bonds and the regrowth of
the St. Paul area. I am somewhat familiar with some of the north-
ern tier cities’ problems and this program is very unique. You
gegtleman are entitled to congratulations.

gve.
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Senator DURENBERGER. Thank you, Mr. Chairman. Thank you for
your recognition of the uniqueness of a community that I get used
to expecting unique things from, but it is a compliment to hear
your recognition of that.

Warren, to your knowledge is there any other entity anywhere
in the country that has a problem similar to the one we are trying
to address with S. 738?

Mr. PreesHL. To my knowledge there is no other entity that
operates as the port authority does with the pooling of a whole
series of industrial revenue bonds. There are other entities that are
authorities operating docks, wards, airports, and so forth. Some of
these authorities had a problem with the 1977 IRS regulations.
Peter Seed, bond counsel, knows more about this than I do, but
they were essentially assigted by the 1978 tax bill which said it is
OK fellows for you to do something, but the bill didn’t apply to the
port authority because of its unique structure.

Senator Packwoob. Peter, maybe I could ask you to expand on
the exemptions to the arhitrage regulations that Warren spoke of.
If Jou could, would you expand, both on what the IRS regulations
did in 1977 and then what was done in 1978 as far as certain
airports and authorities were concerned.

Mr. SEED. I would be happy to, Mr. Chairman. I am Peter Seed
and serve as bond counsel for the Port Authority of St. Paul and
for the city of St. Paul. ‘ ‘

Fundamentally, what is at stake here is a fairness issue. The
program that has been described to you was one that was put
together in February of 1974.

One of the reasons that the port authority felt secure in putting
together such a program, even though it would be merging securi-
ties and therefore be required to make covenants that would affect
its future operations, was the expectation, which was very real and
justified under then existing law, that if some of these restrictive
covenants proved to be unnecessary in the future there was a
mechanism under existing law at that time to advance refund and
be discharged of those kinds of obligations. '

It was not until 1977 that the Treasury promulgated prospective
regulations which had the effect of eliminating this rem K’ this
fall-back fail-safe remedy that was available to the port authority.

Subsequent to 1977 it became clear that we were unnecessarily
trapping great amounts of revenues, including a reserve of in
excess of $3.5 million and a cash flow in excess of $650,000 a year.
When it became clear that these restrictions were no longer
- needed, there was nothing that the port authority could do. It was
caught by a subsequent regulation.

at the port authorit¥ is asking for, here, is some relief for a
unique program that would solely impact upon the port authority
and the proposed legislation was designed so that the impact would
not be far reaching use we appreciate that Treasury may have
some objection if it were not narrowly circumscribed.

Senator PAckwoop. Thank you very much. I have no questions.
Gentlemen, your problem is unique.

Dave, thank you for bringing it up. ‘ .

| Bl;he prepared statements of the preceding panel follows:]
earing adjourned at 10:45 a.m.f
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{By direction of the chairman the following communications were
.made a part of the hearing record:]
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Testimony of Eugene A. Kraut
Assistant Executive Vice President of
Port Authority of the City of Saint Paul
25 W. 4th St., St. Paul, Minnesota

Before
FINANCE SUBCOMMITTEE ON TAXATION AND DEBT MANAGEMENT
Friday y 8, 1981, 9:30 a.m.

Room 22%, Dirksen Senate Office Building
Washington, D. C.

The St. Paul Port Authority issued its first industrial revenue bond
in 1966. It has {ssued approximately $400 million worth of various types
of revenue bonds since, $144 m11lfon of which are issued as parity 1ien
bonds under Port Authority Resolution 876, whichare the bonds which we hope

we will be allowed to refund {f Senator Durenberger's bill is acted upon.

We recently commenced a study by Midwest Research Institute to
determine what ;he Port Authority's impact and its financing program
has been on the city of St. Paul. The figures are nothing short of
astounding for a community with a population of 265,000 persons.

~_We have retained a greater percgntage of our manufacturing jobs than
Minneapolis, Duluth, Omaha, Kansa City, Des Moines, and Milwaukee. We
have increased our total jobs by a larger number and a greater percentage
than either of these communities. As of December 31, 1980, we had created
or saved 16,640 direct jobs, the multiplier effect of these jobs results
jn a total number of 31,500.

Of the total economic baée based upon sales and value added in 1980
of $816 bi11ion, our activities primarily fhrough our sophisticated
~ Trevenue bond finaﬁcing program accounted for $2.5 billion of the total
or 29%. In short, for every dollar circulating from sales or value added
in St. Paul's economy.nearly 30¢ was a direct result of the Port Authority's

activites.
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. Now we are embarked on our biggest project ever. We currently own
and operate seven industrial parks in St. Paul and are in the process of
creating Sf. Paul Energy Park, which is a project created by a partnership
of the federal government, the state of Minnesota, and the city of‘St.
Paul, through the Negotiated Investment Strategy process, which emanated
from the Department of Housing and Urban Development as a result of studies
by the Rand Corporation and the Kettering Foundation as an experiment in

federal, state and municipal cooperation.

Th{s project involves the reclamation of 200 acres of under-utilized
railroad and industri{al re-use property and is being developed at a cost of
$44 million, approximately $14 million of which will be Port Authority

funds.

The project will, when complete, employ 4,800 people, contain 950
multiple family housing units (both rental and owner-occupied) and be an

international example of energy conservation.

The ability to refund our outstanding parity l1ien bonds will release
unnecessarily impacted cash and cash flow £; facilitate the development
of this unique and outstanding project. While this project would develop
with our assistance and that of the federal government, without the ability
to refund our parity lien bonds it would by the same token impact our

ability to do other necessary projects in our city.

1 have attached an analysis of the ex{sting fund balances which
illustrate those funds which would be released, 1.e., the additional

reserve fund and the cash flow by refunding.
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Until recently the Port Authority did not utilize federal funds in
any manner other than the tax exemption granted industrial revenue bonds.
In our case the $2-1/2 bill{on generated would, in my opintfon, be a sub-
stantfal return on investment to the state and federal governments for that
tax exemption. We are now involved in numerous UDAG grants where our
bonding capacity and our 'A' rating, which we utilize on tﬁese projects at
the request of the city, are the only reason that we fulfill the devalop-
ments for which the grants or loans have been made. It is to further

improve this ability that we request your consideration of S.F. 738.
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PORT AUTHORITY OF THE CITY OF SAINT PAUL

After the ciosin? of a $1,450,000 {ssue (Series 1981-C) the statistics
with regard to bonds issued under the Port Authorities general guarantee plan
{Basic Resolution #876, as amended) are as follows:

Total Bonds Issued (125 issues) : $375,230,000
Bonds Outstanding (all party 1ien) 144,260,000
1981 lease rental fncome 9,982,791
1981 debt service 8,967,197
Maximum lease rental income (1985) 14,585,499
Maximm debt service (1986) 14,508,943
Reserve fund (5-5-81) 14,547,691
Additional Reserve fund (12-31-80) 3,173,174 \

Note 1. Ceftaﬂn facilities' rental is not included (See Page 9 of the Official
Statement), but rental income 1s expected. In addition, some $2,800,000 per year of
additional lease income and interest income is available, as shown below.

The Port Authorfty develops, as income, the following jtems, as roughly predicted
for the-calendar year of 1981:

1. Income from non-revenue bond facilities (in 1980) § 774,467
2. [Interest income on the sinking fund float

$9,982,791 @ 3% (3 month average life) 299,484
3. Interest income on the Reserve Fund

Assume 10X of $14,547,691 (this rate allows

for certain reserves escrowed by the tenant). 1,454.769
4. Interest income on the Additional Reserve
Assume 10% on $3,173,174 ] 17,317

Total income in excess of debt service (without
allowance for excess lease rental income in certain
years, e.g. 1981) 2,846,037 (2)

Note 2. Of this 75% of items 2 and 3 above goes directly to the Additional
Reserve ($224,613 + $1,091,076 = $1,315,689). The remaining $1,530,348 will be
added to the retained earnings of the Port Authority (termed Accumulated Net
s:v:nues) and used for operating expenses, land acquisition, debt service on 6.0.

nds, etc.

These simplified 1981 estimates will change during the year, but the actual
figures will be precisely determined by the 1981 CPA audit.
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Testimony of Stephen B. Wellington
Deputy Director for Development
Department of Planning and Economic Development
City of Saint Paul
25 W. 4th St., Saint Paul, Minnesota

On behalf of Mayor George Latimer
Before

FINANCE SUBCOMMITTEE ON TAXATION AND DEBT MANAGEMENT
Friday, Jay 8, 1981, 9:30 a.m,

Room 2221 Dirksen Senate Office Building
Washington, 0. €

The City of Saint Paul is an older northern city that is fully developed with
1imited avqilable 1and for ecoromic development. The city shows some of the signs
of economic stress exhibited by many of the cities in the northern tier. We have
experienced 14 percent population loss in the last decade. Many manufacturing
Jobs have relocated to suburban and southern areas. A substantial portion of our
housing stock is in need of rehabilitation and many of our industrial and commer-

clal facilities are in need of redevelopment.

The city's response to this set of circumstances has been an ambitious and
successful economic development program. After a number of years of economic
stagnation in the early and mid-'70s, the city's efforts to attract new industrial,
commercial and housing investment haVe"paid off dramatically. In the past four
years running over $200 million in new building permits have been issued each
year for a combined total of close to a pél)(on dollars in new investment. This
is in contrast to previous annual figures approximately $100-$120 million. In
the downtown area alone, nearly $300 million in new investment is currently under
way or just completed. We have been able to attract more than $30 mi1lion in
Urban Development Action Grants from the Department of Housing and Urban Develop-
ment for eight major redevelopment projects.
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Our abflity to turn around our local economy in the face of larger demographic
and market forces which are admfttedly working against us s due in no small
measure to the activities of the St. Paul Port Authorit}. As Mr. Kraut has
ifndicated 1n his statement to the committee, the Port Authority's track record
in attracting employment and investment is outstanding. Their unique form 6f
revenue bond financing which relies on a sophisticated form of reserve funds and
guarantees, has enabled us to raise capital in many cases where without such a

vehicle investment simply would not have taken place.

The Port Authority's success has enabled the city's Eco;omic Development
Department to bring the Port Authority's resources to bear on a number of compli-
cated and expensive redevelopment activities. Whereas ten years ago the Port
Authority was primarily restricted to more traditional industrial park develop-
ment, today 1ts activities encompass the full range of commercial and industrial
development and redevelopment throughout the city. Such important redevelopment
projects as Energy Park, which has been previously mentioned, would simply be
impossible without the financial resources the Port Authority can bring to bear.

Senafor Durenberger's bill would substantially expand the ability of the
Port Authority to assist the city in its economic development activities. While
the provisions of the bill may seem somewhat complicated, from the city's stand-
point passage of this legislation would most 1ikely mean an additional $20-$25
million in funds over a ten year period being available for redevelopmer:
activities throughout the city. This financial resource is critical to many
future projects as yet only in the planning stages. Such local resources,
particularly when viewed in the context of apparent reductions fn federal grant
funds for economic development activities make passage of the legislation quite

important to the future economic v1ab1lity of the city.

82-820 O0—81-—-10 -
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Mayor George Latimer and the members of the Saint Paul City Council have
indicated to me their strong support for congressional assistance in this area.
I would urge this committee's positive action on the Durenberger legislation so
that the city can continue in its efforts at locally initiated economic

revitalization.
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Testimony of F. Warren Preeshl

Vice President of
Miller & Schroeder Municlpals, inc.
7900 Xerxes Avenue South
Minneapolis, Minnesota 33331
Before
FINANCE SUBCOMMITTEE ON TAXATION AND DEBT MANAGEMENT
Friday, May 8, 1981, 9:30 a.m.
Room 221, Dirksen Senate Office Building

"shlnstm’ D.Cl :

My name Is Warren Preeshl and I am Vice President of Miller & Schroeder
Municipals, Inc., a municipal bond underwriting tirm located in the Twin Cities of St.
Paul and Minneapolis. My firm, and myself In particular, has been associated with the
Port Authority of the City of Saint Paul since the middle 1960's. We presently manage
an underwriting group, comprised of most of the municipal bond dealers in Minneapolis
and St. Paul, which stands ready to underwrite the revenue bonds of the Port Authority
whether they be very small issues or very large issues, our duty and opportunity being
to provide financing for the projects that the Port Authority deems advisable to
undertake.

The financing structure that the Port Authority has developed is, to my
knowledge, unique in the country in that it essentially pools each forthcoming issue of
industrial revenue bonds into the previously existing pool of bonds, issuing the new
bonds on a parity lien basis so that all projects as a grbup help to support any one
project. The result of this pooling concept has been that both large and small
companies can be financed. The efficiency of the financing is very great with a part
of the benefits of this efficiency being passed on to the prospective tenant in the form
of favorable interest rates on long-term financing and a part of the benefit being used
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to develop a stream of income to the Port Authority in-excess of that required to
service the debt. With this financing concept, any particular project can go into
default insofar as its lease payments to the Port Authority are concerned but the
ongoing stream of revenues supports the bonds issued to finance the project until such
time as the project has been re-leased to a new tenant. This financing concept was
first placed Into effect in 1974 and approximately $34,000,000 of bonds were placed
intc; this financing pool In the initial financing done In the years 1978, 1975, and 1976..
Since this was a relatively new concept, a "belt and suspénders" security device was
established whereby all available revenues were pledged to the Common Reserve Fund
from which all revenue bonds are serviced. A Reserve was established, and is required
in each tsubsequent bond_issue, equal to the maximum annual pﬁnclpal and interest
requirement. An Additional Reserve Fund was established as a backstop to the basic
reserve. This Additional Reserve Fund now Is approximately $3,700,000 of being
annually increased by a pledge of 75% of the Interest earnings on the Common
Revenue Bond Fund which approximates $750,000 a year,

The Port Authority has been actively seeking additional land within the City
limits <;f St. Paul to acquire for commercial and industrial purposes. To the extent it
Is able to acquire this land from its own cash resources, the need for long-term
borrowing for this purpose is of course eliminated.

The proposed legislation recognizes that it is necessary to refund and defease the
presently outstanding revenue bonds secured in the above manner so that the
restrictive indenture provisions can be eliminated and the Additional Reserve Fund
transferred to the land acquisition account of the Fort Authority and so that the
revenues preset—ltly "trapped" In the continuing build-up of the Additional Reserve Fund
can be released to the ongoing operations of the Port Authority.
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At the present time there are approximately $144,000,000 of revenue bonds
outstanding under this pool concept of which a minimum of approximately
$100,000,000 would need to be defeased in order to achieve the desired purpose of the
Port Authority. The method of doing this, of course, Is to Issue a new $100,000,000
bond issue, depositing the proceeds with a trustee to be invested in the U.S. Treasury
obligations under the existing ubluagé limitations so as to pay the outstanding bonds
out of the principal and interest from the U.S. Treasury obligations and service the
new bonds (absent the Additional Reserve Fund requirement) out of the ongoing
revenues of the Port Authority. We would hope, of course, that it might be possible to
refund these bonds in such a way that the new debt service will be less than the
present debt service, thereby enhancing the cash flow of the Port Authority, inasmuch
as it is not the practice of the Port Authority to reduce rents to tenants, retaining
instead all advantages to itself, so that the excess funds, if any, will be available for
additional development wifhin the City limits of St. Paul.

We have distributed copkes*of the officlal statement whereby issues of the Port
Authority are sold to the public, the latest issue being for $1,450,000, designated
Series 1981-C. This is the usual offering document for industrial revenue bonds and
shows on the first page the way the bonds mature and the mtgéest rates the Investors
may receive depending on the maturity of the bond purchased. Information Inside
demonstrates the cash flow of the Port Authority and its fund balances. Appendix A
at the back is a list of tenants whose lease payments pay debt service on the bonds
that are presently outstanding. Appendix B is a much smaller list of tenants who are
paying rent to the Port Authority for one reason or another, principaily fleeting and
land rental, but whose facilities were not financed by revenue bonds. The sum of the
rents available under Appendices A and B, together with Interest earnings on the
various funds of the Port Authority, constitutes the source of income to the Port
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Authority from which it pays debt service on its outstanding bonds, pays its aperating
expenses and adds each year to its available land.

The Port Authority of the City of Saint Paul is unique in my experience in the
small size of its staff, the rapid response of the staff to make an opportunity to
develop iobs and tax base for the City, and the rapport which it maintains with all of
its tenants so that one of the best sources of referrals is satistied tenants of the Port
Authority.

We would appreciate your consideration of this- Senate File No. 738 which it
passed into law, will allow the Port Authority to remove the unnecessary indenture
restrictions and thereby develop a greater cash flow for reinvestment in the economic
growth of the Ci(y of Saint Paul.

FWP/cay
5/ 8/81

e
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SUBMITTED STATEMENT BY THE
AMERICAN FEDERATION OF LABOR & CONGRESS OF INDUSTRIAL ORGANIZATIONS
TO THE SUBCOMMITTEE ON TAXATIONl & DEBT MANAGEMENT OF THE
SENATE FINANCE CCMMITTEE ON .
INCENTIVE STOCK OPTIONS ---- S, 639

May 22, 1981

The AFL-CIO is opposed to S. 639. The measure, would cverturn
a significant tax reform made in 1976 to curb a widespread and much
abused tax avoidance scheme for high paid executives.

The so-called "1ncen£1ve"'stock option proposal is nothing more
than a reinstitution of the pre-1976 "Qualified"” Stock Option loop-
hole which permitted executives to both postpone and avoid taxes by
" taking “options" to buy their company's stock in lieu of salary.
Under this bill, the value of the option would not be considered
taxable income when received. No tax would have to be paid when
the executive exercised the option; and, as long as the stock was
purchased within 10 years of receipt ofAthe option, no tax would be
owed gt the time of the actual purchase of the stock regardless of
its value and the profit. The income would be taxable only if and
when the stock is sold and then the profit would be treated as a
“Capital Gains:" That is, 60X of the profit would be tax free and
only 40% would be included as taxable income.

Ironically, reinstituting this loophole is advocated as an
"incentive to innovation and risk taking." VYet, it is strictly a
one-way street although the executive has much to gain through
deferring taxes and convertiing what should be fully taxable compen-
satloﬁ into preferentially taxed capital gains; no risk of loss is
involved. If the value of the stock should fall, the executive

simply does not exercise his option.
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The device was also used, in the past, as a lure to executives
to jump from firm to f£irm leading, in our view, to a diminution of
commitment, managerial productivity and efficiency.

We should also note that the 50% maximum tax that now applies
on an earned income was basically enacted.as a quid pro quo for
closing the qualifled stock option loophole. The Treasury, last
fall, testifying on a similar measure stated “it is important to
note that the!SO percent maximum rate of tax on:earned income was
enacted in 1976 primarily to reduce the time and effort expended by
executives on complicated and unusual fringe benefits and 'tax

loopholes,' such as tax-qualified options, at the expense of normal

business operations."

‘ Lastly, the device also enables corporations to obscure --
from the public as well as its own shareholders -- the actual level
and value of compensation paid to executives.

We, therefore, urge rejection of S. 639.
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STATEMENT OF
BAKER INTERNATIONAL CORPORATION
ON
S§.639, INCENTIVE STOCK OPTIONS
BEFORE
THE SUBCOMMITTEE ON TAXATION AND DEBT MANAGEMENT
-OF
THE SENATE FINANCE COMMITTEE

Baker International Corporation appreciates the op-
portunity to submit this statement in support of 8.639, legis-
lation which would amend the Internal Revenue Code with respect
io the income tax treatment of incentive employee stock options.
We believe that this legislation is urgently needed to promote
our country's capital formation and long range productivity,
and we respectfully urge that its provisions be incorporated
in this year's major tax proposa}.

Baker International Corporation, with more than
23,000 employees throughout this nation and the world, serves
the petroleum and mining industries by manufacturing and mar-
keting a wide range of products and performing services util-
ized in the extraction, recovery, and processing of oil, gas,
and other minerals. In 1964, Baker developed and implemented
an employee stock option plan as a device to p}omote long
range productivity by its key employees. Since 1968 we have

granted options once a year to our key employees, with morxe

=
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than 312 such employees receiving option awards on the most
recent option grant date.

Our experience with stock options at Bakér has demon-
strated that option awards are the most efficient device for
the promotion of long range productivity by our key employees.
In contrast to cash bonuses which focus on short one year goals,
options give an employee an incentive to look beyond the imme-
diate year and to develop long range business plans vital to
our company's growth. Because of this, Baker has chosen the
option award as the principal compensatory device for the pro-
motion of the company's growth. The company has no "phantom"
options or similar arrangements.

While our stock option plan has assisted us in our
efforts to attract and maintain highly motivated key employees,
we believe that the incentive plan has been severely hampered
by the federal tax treatment of these plans under current law,
Presently, our employees are taxed at ordinary rates on the
value of the stock option (i.e., the difference between the
value of the stock and the option price) at the time the option
is exercised. Typically, the employee wénts to retain the stock
he acquires, and we want him to continue his interest in that
stock, but unless he has éubstantial capital resources, he must
presently sell about three-fourths of the stock received upon
option exercise in order to pay the taxes and exercise price

(assume the stock price is twice the grant price and a fifty
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percent tax). We have found that being a holder of our com-
pany's stock is a powerful productivity motivator for our kay
employees. The present tax treatment works to reduce the num—
ber of shares they can hold and,therefdte sharply reduces the
préductivity motivation. §.639 will enhance that motivation.

It is possible for a corporation to adopt a parallel
S8tock Appreciation Rights ("SAR") program whereby the corpora-
tion loans or grants the employee sufficient funds to pay the
taxes. This is a complex arrangement, not easily explainable
to employees or shareholders. Furthermore, the SAR exercise
itself would result in even more taxes at ordinary rates to the
participating employee. Thus, the SAR is an awkward method of
compensating for deficiencies in the taxation qf stock options.

Requiring our employees to pay cash taxes at ordinary
rates on a "profit®™ which they have never realized is both in-
consistent with the treatment of other capital appreciation
and is a substantial deterrent to the use of the most efficient
and direct employee motivation device our company has at its
disposal. We feel at Baker that one of the major causés of
this corporation's rapid growth in revenues and earnings is its
highly motivated key employees, and that stock options have
played a vital part in that motivation.

8.639, the Packwood-Bentsen Incentive Stock Option
bill, would eliminate these inequities and at the same time in-

stitute a tax policy designed to spur economic growth and capi-
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tal formation. Under S.639, employees who participate in such
plans would not be required to pay cash taxes until they actu-
ally receive cash from sale of the stock and then such tax would
be at capital gains rates, which is more corsistent with the
long~term values we are striving to implant in our key employees.
At the same time, corporationrs, such as Baker, would ro longer
be permitted to take the currently allowable business expense
deductior with respect to the ircentive stock option. Baker
stards ready ard willing to suffer this tax deduction "loss”
because we appreciate the substantial motivatior ircrease which
would accrue to us as a result of these options.

We are particularly supportive of the provisions with-
ir S,639 which would exterd this tax treatment to existing non-
qualified stock options if they meet the incentive stock option
test. If this legislation is to achieve its ecoromic ard pro-
ductivity objectives, these provisions must be retained. Many
of Baker's existinrg options do rot expire for a number of years.
The productivity motivation of employees holding these options
will be keerly erhanced by the provisions of S.639.

We support the purpose of S.639 and urge that the
clarificatiors suggested by Wilbur D. Mills before the Subcom-
mittee or May 8, 1981, be incorporated into the Bill in order
to treat fairly holders of presently unexercised options.

Ir a year in which Corgress is attempting to return

this pation to fiscal responsibility, every effort should be
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made to develop tax proposals which stimulate investment and
productivity. S.639 is such a proposal. Epactment of this
legislation coverirg existing ard future stock optiors is ur-
gertly needed if corporations are to provide their employees
with mearingful incentives to achieve business growth ard ex-
pansion. We commend the Serate Firance Committee for includirg
an incentive stock option proposal in its versior of the Tax
Reduction Act of 1980, ard we urge that any tax package report-
ed by this Committee incorporate the provisions of $.639 and

the foregoing clarifications.
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STATEMENT OF A, M, BODFORD
COLONIAL MOTOR FREIGHT LINE, INC,
TO COMMITTEE ON PINANCE
- U, S SBNATE
May 8, 1981
My name is Al Bodford, I am Vice President of Colonial Motor Freight
line, Inc, of High Point, North Carolina., My company transports gen~
eral commodities and furniture between Maryland, Vivginia, North Caro~
1ina, South Carolina, Georgia, Tennessee and the District of Columbia,

fe have annual gross revenuve of about $13 million,

I thank you, Mxr, Chairman and unberu ot the Committee, for ths opporte=
unity to share our thoughts concernt.ng the tax upoo& of President ;
Reagan's economic program, specifically conocerning anh aspect of great
importance to the Motor Carrier Industry and Colonisl Hotor Freight Line,
Inc, The purpose of this testimony is to discuss the necessity of a
proposed income tax deduction relating to the effect of the Motor Carrier

Act of 1980 on carrier operating rights,

The American Trucking Association, Inc, (ATA) has made an excellent case
for the necessity of tax relief for the Motor Carrier Industry, Ve agree
that legislation 18 needed, but we disagree with the metiod presented in
S=~702, V¥e think a formula should be used in allowing for tax relief that
1s-fair and equitable to all motor carriers, not just the one's which bave
acquired opexating rights through exorbitant purchase prices in recent
years, . Hindsight is 20~20, but it oertainly shows that many companies
made bad decisioos in recent years to acquire operating rights, whereas,
other companies such as Calonial nurtured and developed the authority
-granted by the ICC many years ago, Will the proposed tax legislatioo
give inequitable tax relief to compavies which made bad docu!.ou? Ve
think so} Two identical segments of operating authority botmn umtn
points had :.dontzcn values oo July 1, 1980 when the Motor Carrier Act ot

BEST COPY AVAILABLE
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Page 2

"1880 made these rights virtually worthless. Shouldn‘t the tax relief be
identical, fair and consistent for the owners of that identical authority?
¥We think so, Simply because one company bought authority and sanother
company applied for and acquired the authority through the ICC many years
ago does not mean that the tax relief should be dufemnt. We want an
equitable, consistent, fair formula 'h:l:ch will recognize the economic
loss of both companies on a consisteut basis, Exhibit . rétleeta one
such formula based on operating revenue, This formula rclates the loss
in value 0f operating rights to revenue and would afford one consistent
approach, There are other possible formulas, We are not so concerned
about the formula as we are about the fairness and consistency. involved,
3-702 as now written is discriminatory and should be nodiﬁeq to elimivate
this unfair feature, Operating rights are operating ripghts and should

be treated as one and the same,

Mr, Chairman, had Colonial Motor Freight Line, Inc, sold and bought and
resold and rebought it's very same operating rights over the year's, we
would be looking at a large unjustified tax deduction as proposed in
S=702, Colonial has been operating within the same family over the last
forty years, The owner's have not milked the company of it's uset_l and
. have tried to abide by the then '"rules of the game," Colonial is now
being discriminated against in favor of companies which have gone out and
bought often time bankrupt companies operating rights. Ve strongly ep~
courage that equity be considered in S-702 to eliminate the now existing .
discriminatory aspects of that bill, Legislation is indeed necessary to
compensate carriers for the real loss in value sustained by the o:;'acmnt,
of the Motor Carrier Act of 1980, During committee consideration of the .
legislation, equitable legislation should be bo.llt into 8-702 hy using a
fair, consistent method for determining the tax relief to be granted,

{
!
i

Thank you, Mr, Chairman, for entering this testimony into the record,



156

EXHIBIT B

PROPOSED PORMULA

The following table can be used to calculate the proposed tax deduction
for operating rights resulting from the Motor Carrier Act of 1980.

REVENUE $ (MILLIONS) )

- o - 25 10
25 - 50 8

so - 75 . 6

7% - 100 4

100 + 2

The proposed tax deduction would be obtained by multiplying the average
revenue for 1977, 1978 and 1979 times the appropriate percentage.
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STATEMENT OF THE BUSINESS ROUNOTABLE
With Respect To
THE TAXATION OF U.S. CITIZENS WORKING ABROAD
Submitted To the
FINANCE SUBCOMMITTEE ON TAXATION AND DEBT MANAGEMENT
May 8, 1981

The current provisions in the Internal Revenue Code for taxation of U.S.
citizens working abroad impose a competitive disadvantage on U.S. corporations
in the international marketplace. Legislation is needed which would exclude
from tax all of the foreign earnings of most of these citizens.

Background

The United States is the only major industrial nation which taxes foreign
source income on a citizenship basis. It taxes not only base salaries but
also foreign allowances to the extent these amounts are not offset by
deductions or exclusions provided under the Code.

Since the late 1920s, Congress has recognized the need to provide tax relief
to Americans working abroad in order to.promote foreign trade. Initially the
relief was provided in the form of an unlimited exclusion for those who met
certain foreign residency tests. This relief was later extended to those who
were not foreign residents but who were physically present abroad for 510 full
days during any consecutive 18 month period.

In 1953, a limitation on the exclusion for the latter group was imposed
primarily to halt what was widely perceived as abuses by highly paid movie
stars. The limitation, which was later extended to foreign residents, was
deliberately set high enough so as not to affect most Americans working
ovaerseas. However, it was not adjusted to keep up with inflation. By the
mid-1970s sharply rising overseas l1iving costs as well as rising salary and
benefit levels had overtaken the amounts that could be excluded from foreign
earned income.

Congress addressed this problem by passing the Foreign Earned Income Act of
1978 which generally replaced the existing exclusion with a series of -
deductions for éxtraordinary overseas living expenses. An alternative limited
exclusion was made available for overseas Americans 1iving in qualified camps
in remote hardship areas. -

Unfortunately, the new deductions have not proved sufficient to offset the
added expenses incurred in working abroad, and neither the exclusion for those
living in camps nor the deductions have provided the tax relief required to
put overseas Americans on an equal footing with citizens of competing foreign
nations. Moreover, tax returns are more difficult and expensive to prepare
under the 1978 Act complex rules.

82-820 O—8i——11
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Scope of the problem

Americans who work in countries with high tax rates and pay foreign taxes
equal to or higher than the U.S. taxes imposed on their foreign earnings,
generally have no net U.S. tax liability after application of foreign tax
credits. These Americans are not disadvantaged from the point of view of
taxes when compared to citizens of competing nations who work in the same
countries. Americans working in countries which impose low taxes or no taxes,
however, may incur significant U.S. tax 1iability on their foreign earnings
whereas their counterparts from competing nations generally incur no home
country tax ifability on their foreign earnings. Thus, the problem of U.S.
taxation of expatriates s largely a problem in low tax countries. This is
significant witn low tax countries such as most Middle East countries which
accounts for a large portion of today's major foreign trade opportunities.

Effect on U.S. exports

Because corporations that send employees overseas generally find it necessary
to pay tax allowances when employees incur excess taxes, U.S. corporations
with Americans stationed abroad in low tax countries have an element of cost
not shared by competing corporations whose overseas employees are not U.S.
citizens. Where cost is an important factor, this can result in a loss of
business to foreign competitors and acts as a disincentive to American
corporations to compete abroad. .

Moreover, in large part because of the cost of tax allowances, American
corporations which continue to operate abroad are turning increasingly to
foreign nationals or citizens of third countries to staff overseas positions.
This results in reduced U.S. presence abroad with its serious consequences for
U.S. exports. American employees responsible for purchasing goods and
services are more likely to order from American firms or to specify American
products than are employees who come from other countries. Also, Americans
1iving abroad tend to bring their U.S. lifestyle with them, thereby exposing
U.S. products to the local population and creating a local demand.

General Accounting Office study published on February 27, 1981

GAO completed an in-depth study of the impact of the Foreign Earned Income Act
of 1978 and its effect on employment of U.S, citizens abroad. The study
confirms that the Act does not fully meet its goal of relieving taxes on
income reflecting excessive costs of 1iving abroad. It notes that U.S. firms
surveyed in the study have reported decreases in employment of Americans
ove:sea? both in absolute numbers and relative to employment of third country
nationals.

The study urges Congress to consider placing Americans working abroad on an
income tax basis comparable to that of citizens of competing countries. It
concludes that this could be accomplished by a "complete exclusion or a
limited but generous exclusion of foreign earned income for qualifying
taxpayers®.
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Proposed legislation to solve the problem

During the past two years a number of bills have been considered by both
nouses of Congress. In the debate that followed, both Congress and industry
have had the opportunity to study the various approaches carefully.

Attachment A susmarizes four bills which are currently under consideration by
the Senate. These bills reflect an increased understanding of the problem and
are superior to some which were considered earlier. They would provide relief
ranging from total exclusion of foreign earned income (Jepsen bil1); a $75,000
exclusion (risin? to $95,000 1n 1985) plus a deduction for excess housing
costs (Bentsen bill); an exclusion of the first $50,000 plus half of the next
$50,000 along with an exclusion for excess housing costs (Chafee bill); and a
flat 80% exclusion (Moynihan bill).

Recommendat ions

Legislation should be adopted to exclude from tax all of the foreign earnings
of most Americans working abroad. If there is a 1imit on the exclusion, a
periodic review of the 1imit should be mandated and a separate deduction or
exclusion for excess housing expenses should be provided. To insure equity
and simplicity, the exclusion should not be limited to income earned in target
countries or to individuals in targeted industries or occupations.
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ATTACHMENT A
FOUR BILLS CURRENTLY UNDER CONSIDERATION BY U.S. SENATE
$.598 - Introduced by Senator Jepsen. '

- Unlimited exclusion of foreign earned income.

- Available for bona fide foreign residents and those physically
present abroad for 510 full days during 18 consecutive months,

- Foreign taxes on excluded income not creditable.
- Effective for years beginning after Decemoer 31, 1981.
$.436 - Introduced by Senator Bentsen.

- Elective exclusion of $75,000 of foreign earned income for 1981
(would increase $5,000 per year to $95,000 for 1985 and later years).

- Deduction for reasonable housing expenses incurred in excess of
$5,500.

- Available for bona fide foreign residents and those physically
present abroad for 330 full days during 12 consecutive months.

- Lodg?ng furnished in camps would be excluded under Section 119,
- Foreigﬁ taxes on excluded income not creditable.

- Effective for years beginning after December 31, 1981.

S.408 - Introduced by Senator Chafee.

- Elective exclusion of first $50,000 plus half of next $50,000 of
foreign earned income.

- Elective exclusion of reasonable housing expenses in excess of 16%
of salary rate for step 1, grade GS-14 Government employee.

- Available for bona fide foreign residents and those physically
present abroad during 330 full days during 12 consecutive months.

- Lodging furnished in camps would be excluded under Section 119,
-  Foreign taxes on excluded 1ncome‘not creditable.

- Effective for years beginning after December 31, 1980.

$.867 - Introduced by Senator Moynihan.

- Elective exclusion of 80% of foreign income.

- - Avaflable for bona fide foreign residents and those physically
present abroad for 330 days during 12 consecutive months.

- Forefgn taxes on excluded income not creditable.
- Effe.tive for years peginning after December 31, 1980.
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May 22, 1981
4 PRLIMS PABRGNT
o commts

Honorable Bob Packwood
Chairman, Subcommittee on Taxation &
Debt Management
Senate Committee on Finance
United States Senate
Washington, D. C. 20510
Attention: Robert E. Lighthizer, Chief Counsel
Re: May 8, 1981 Hearings on S. 639
Dear Mr. Chairman:

This statement is submitted in support of S. 639,
relating to incentive stock options, and to bring to your
attention several technical problems, which, if corrected,
will make the bill more effective to accomplish its intended
purpose.

S. 639 would create a new category of stock options,
termed incentive stock options. Such options would combine
features of pre-1969 law applicable to restricted stock
options .and qualified stock options, but would not be defined
in precisely the same terms as either of those other types

of option. Under S. 639, tax rules similar to those in prior
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law for restricted and gqualified stock options would apply

to incentive stock options. The employee would not recognize.
income on receipt or exercise of the option, but would be
taxed at capital gains rates on any gain at the time of sale
of the stock, and the employer would not receive a deduction
with respect to the optioned stock.

A principal purpose of the bill is to promote
productivity by making it more attractive for employees to
obtain an'ownership interest in the corporation for which
they work, a significant factor in motivating superior
employee performance. As a result of changes in the éLx rates
previously made (for example, the maximum tax rate on personal
service income), the incentive effect of the bill can be
accomplished with negligible impact on current revenues and,
as the Staff of the Joint Committee on Taxation has stated,
enactment of the bill is estimated to increase budget receipts
in future years.

This firm represents a number of corporations that
presently maintain stock option programs for their employees,
and can affirm the importance attached by them, in developing
incentives for attracting and motivating employees, to stock
option programs of the type envisioned by S. 639, However, )
we believe that there are several respects in which the bill

could be further improved to accomplish its intended purpose.
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First, as presently written, the favorable treatment
afforded under the bill would apply, at the election of the
corporation, to outstanding non-qualified options issued on
or before December 31, 1980, that otherwise meet the require-

Auents set forth in the bill. However, many ou’standing options
may have been modified, for one reason or another, prior to -
enactment of the bill. Moreover, a number of existing non-.
qualified stock option programs may presently contain technical
deficiencies that would prevent their qualification as incen-
tive stock options under the bill. 1In each case, the existing
section 425(h) (1) of the Internal Revenue Code of 1954 could
well preclude such plans and outstanding options thereunder
from qualifying for the favorable t:<atment available under
the new provisions.

Under section 425(h) (1), any modification of the
terms of an existing option which gives the employee addi-
tioral benefits is considered as the granting of a new option.
To qualify as an incentive stock option under S. 639, an
option cannot have an exercise price below the fair market
value of the stock on the date the option is granted. Hence,
if the value of the stock involved has increased since the
option was first granted, a modification of an outstanding

option, either prior to enactment of the bill for a reason
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unrelated to the bill's provisions, or subsequent to enact-
ment of the bill to correct a technical deficiency in order
to secure the benefit of the bill, could preclude the option
from qualifying as an incentive option under the bill..

8. 639, as presently written, recognizes a similar
problem in the case of outstanding options which have stock
appreciation rights. Because the existence of stock apprc-.
ciation rights might prevent treatment of such options as
incentive stock options under the bill, Section 2(b) of
S. 639 permits a corporation to modify or delete a stock
appreciation right within six months after enactment of the
bill without having the change treated as a "modification®
for purposes of section 425(h) (1).

Options which, for one reason or another, were
modified before the enactment of S. 639, should also not be
precluded from qualifying as incentive stock options solely
because of that modification. Nor should it matter that an
option which was modified before enactment of the bill
would not, as modified, meet the requirements for an incen-
tive stock option. The technical deficiencies that would
prevent qualification as an incentive stock option might
still exist after such a modification. A previously modified
option should be afforded the same opportunity subsequent to
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enactment of the bill to conform with the requirements of
the bill as an option which was never modified.

The solution to these problems is to expand
Section 2(b) of the bill to provide that section 425(h) (1)
shall not apply to any changes (not just changes made for
the purpose of modifying or deleting stock appreciation
rights) to existing stock option plans and outstanding opti&nl
made within a specified period after enactment of the bill to
bring a plan and outstanding options thereunder within the
scope of the bill's provisions, and to any modifications in
the terms of an option or plan made before the date of enact-
ment. Since some modifications may require shareholder
approval, in order to avoid the costs of special shareholder
solicitations and meetings, it should be provided either
that such modifications may be made within a 12-month period
after enactment of the bill; or, if a six-month modification
period is used, it should be provided that the date of any
modification subject to shareholder approval shall be deter-
mined as if such shareholder approval were not required.
Cf. Section 425(1).

Such an amendment would be consistent with the

past practice of Congress in this very context. In the -
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Revenue Act of 1964, Pub. L. No. 88-272, 78 Stat. 19, Congress
introduced special rules applicable to qualified stock options.
The new qualified stock option provisions were applic#ble to
taxable years ending after December 31, 1963, but section 221
(e) (3) (B) of the Revenue Act provided that section 425(h) (1)
of the Internal Revenue Code would not apply to any changes
made in the terms of an option made prior to January 1, 1965;
to permit the option to qualify under paragraphs (3), (4), and’
(5) of section 422(b) of the Internal Revenue Code.

A second problem we wish to bring to the attention
of the Subcommittee relates to the period for exercise of an
incentive stock option in the cﬁle of the death of an employee-
optionholder. Employee stock option plans commonly provide
that in the case of death the option may be exercised by the
person or persons to whom the employee's option rights pass
by will or on intestacy. Moreover, because of the time needed
to organize and administer a decedent's estate, such plans
often provide that the option may be exercised within a period
of up to ore year after death. In the case of an non-qualified
stock option plan, whers there is presently no need to limit
exercise of zn option to a maximum ten year period, it is
the.'efore possible that an employee stock option may be
exercisable more than ten years after it was granted ~-- this
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would be the case if an employee were to die more than nine
years after the date his option was granted. Permitting a
longer exercise period in this limited situation, in recogni-
tion of the very real practical problems involved in organiz-
ing and administering a decedent employee's estate, does not
in any way conflict with the objectives or purposes of S. 639,
and it is therefore recommended that a limited exception to
the maximum ten year option exercise period rule contained in
Section 422A(b) (3) be made, %0 permit exercise by a decedent's
representatives within a one year period following the deced~-
ent's death.

A final matter we wish to bring to your attention
relates to the treatment of options that also embody stock
appreciation rights. Stock appreciation rights may take many
forms, but they generally involve a right on the part of an
employee, upon surrender of all or a portion of an outstand-
ing stock option, to receive, without payment to the corpora-
tion and in lieu of the stock otherwise available under the
option surrendered, an amount (sometimes in cash, other times
in stock, or a combination of cash and stock) equal to the
excess of the market value of the shares covered by the option
on the date of surrender over the exercise price under the '

option. A principal purpose of stock appreciation rights is
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to provide employees who are not in a position to make the
financial outlay required to exercise a stock option the same
performance incentives that are afforded to employees who

have the cash with which to exercise a stock option, and to
provide an alternative means to obtain an equity interest in
the employer. "',

Although the matter is not entirely free from doubt,
the position of the Internal Revenue Service would appear to
be that the existence of stock appreciation rights or other
alternative rights in tandem with a stock option would preclude
a stock option from qualifying as an "incentive stock option®
under S. 639. As noted previously, the sponsors of S. 639
recognized this prospect, and hence the bill permits the
elimination of stock appreciation rights subsequent to enact-
ment of the bill into law without affecting an option's =
qualification as an "incentive stock option.*"

We do not believe that there are any policy reasons
requiring disqualification of an option from "incentive stock
option® treatment merely because of the existence of stock
appreciation rights. Therefore, we recommend that S. 639 be
amended to provide expressly that the existence of stock
appreciation rights or other alternative rights in tandem

with a stock option shall not preclude the option from qualifying
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a3 an "incentive stock option."™ Of course, the favorable

tax treatment available upon exercise of "incentive stock
options" would not apply to the exercise of stock apprecia-
tion rights in lieu of such options. Instead, the amount
received by an employee who exercises stock appreciation
rights would be fully taxable as personal service income at.-
the time the appreciation rights are exercised.

In our view, this provision would further the
purposes of the bill significantly. All employees covered by
such a stock option plan, not just those who anticipate being
in a financial position to exercise the option, have an
incentive to improve the productivity and hence the profit-
ability of their emplofet, since they will benefit therefrom.
An express provision permitting inclusion of stock apprecia-
tion rights without disqualifying the plan would make even
more effective the "incentive stock options™ contemplated
under S. 639.

We have attached suggested amendments to S. 639

that would implement our recommendations.

Respectfully submitteg,

)

Arnéld C. Johnso

Attachment

82-820 O0—81—12
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SUGGESTED AMENDMENTS

Revise paragraph (b) of "Section 2. Effective

Dates and Transition Rules® of S. 639 to read as follows:

"(b) For purposes of determining whether

an option is an incentive stock option under
section 422A, in the case of an option granted
before January 1, 1982, paragraph (1) of
section 425(h) of such Code shall not apply --

2.

(1) to any modification in the
terms of such option made before the
date of enactment of this Act; and

(2) to any change in the terms
of such option made within twelve
months after the date of enactment of
this Act to permit the option to
qualify as an incentive stock option
under section 422A of such Code."

Amend subsection (b) of Section 422A, as proposed

to be added by S. 639, by adding at the end thereof the follow-

ing new sentence:

3.

"An option otherwise meeting the require-
ments of paragraph (3) shall not be dis-
qualified because it is exercisable at

any time within the twelve-month period
following the decedent's death by the
person or persons to whom the optionee's
rights pass by will or the laws of descent
and distribution.”

Amend subsection (c¢) of Section 422A, as proposed to

be added by S. 639, by adding at the end thereof the following

new subparagraph:

"{(6) An option which otherwise meets the require-
ments of subsection (b) may not be disqualified

as an incentive stock option because the option

is related to or associated with any alternative
rights (such as stock appreciation rights) which
may be exercised in lieu of the option.*®
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SENATOR BOE PACKNOOD, CHAIRMAN

COMMITTEE GN COMMERCE, SCIENCE & TRANSPORTATION
SENATE OFFICE BLDG,

WASHINGTON OC 20530

DEAR B0B, _

THE MEMBERSHIP OF THE OREGON TRUCKING ASSOCIATIONS WCULD
LIKE T0 BE ON RECORD IN BUPPQORT QF 8,702 WHICH WOULD ALLON
DEPRECIATICN OF MOTOR CARRIER OPERATING AUTHORITY,

IN DIgCUSSING THE MAY 8 PUBLIC HEARING WITH YOUR STAFF, WE
TENTATIVELY RESERVED TIME FOK 4 PERSONAL APPEARANCE, BUT 1Y
NOW APPEARS THAY 1T WILL BE IMPOSSIBLE 10 COME TO WASHINGTON,
FOR THI§ REASON; WE WOULC APPRECIATE [T IF THE RECORC WOULD
SHOW THAT THE OREGON TRUCKING ASSOCIATIONS FULLY SUBSCRIBES
TO AND SUPFORTS THe POSITION OF THE AMERICAN TRUCKING ASSOC-
1CATIONS,

BEST PERSOMAL REGARDS,

RUBERT Rs KNIPE, PRES,
OREGON TRUCKING ASSOC,

16157 EST .
MGMCOMP PN
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MAY 8, 1981

SUMMARY OF THE STATEMENT OF
PETROLEUM EQUIPMENT SUPPLIERS ASSOCIATION

The Problem. The technical leadership of the U. S.
petroleum equipment services industry is being challenged
by foreign competitors who are more price competitive in
world markets because of the tax costs of maintaining
American employees abroad.

Americans losing Jobs Overseas. While there has been a
tremendous explosion of oil and gas activity, the jobs
which would have normally gone to U. S. citizens are

going to foreign nationals. The increase in employment
abroad of third country and local nationals by U. S.
petroleum supply companies from 1975 through 1980 was

more than twice the growth in Americans so employed. By
training foreign personnel we are exporting our technology,
thereby exacerbating the loss of technological superiority
by U. S. manufacturing and service firms.

Exports are Vital to Our Industry. Exports support re-
search and development. Worldwide operations provide a
testing ground for new equipment.

The Need for American Technicians Abroad. Salesmen,
servicemen and engineers must be available at or near a
well site to sell and service U. S. equipment and supplies.

The High Cost of Maintaining Employees Abroad. Many costs
have been cited. One should not overlook the cost of hiring
expert tax assistance due to the complexity of the present
act. One cannot overlook the colossal cost of housing in
many areas abroad. One company recently entered into a five
year lease of a three bedroom house in Lagos, Nigera for
$51,400 per year--payable in advance--a total cost to move
in of $257,000.

PESA Recommends. We strongly recommend passage of S$.436.
This bill has a reasonable income exclusion with a maximum
limit to avoid abuse and it recognizes the housing problem
resulting from r>. ~ant inflation in many countries.
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S"ATEMENT OF
PETROLEUM EQUIPMENT SUPPLIERS ASSOCIATION
BEFORE THE
SENATE FINANCE COMMITTEE,
SUBCOMMITTEE ON TAXATION AND DEBT MANAGEMENT
MAY 8, 1981

Petroleum Equipment Suppliers Association (PESA) represents
approximately 225 companies with well over 200,000 employees.
PESA members are the manufacturing and service companies which
supply a substantial portion of the equipment and services used
by the oil and gas producing industry in all parts of the world.
In other words, PESA members furnish the hardware, the skilled
services, and the supplies to the o0il and gas industry in its
search for and the production of oil and gas. PESA comp&nion are
small, medium and large, and sell to independents, major oil com-
panies and government .owned oil companies. Most PESA employees
are United States citizens and a large percentage are stationed
in various parts of the world. At these worldwide locations PESA
members support the sale and service of products which are pro-
duced primarily in the United States and exported. It is because
of our substantial stake in foreign markets that we are concerned

about the legislation under consideration.
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THE PROBLEM

In past years our industry's technological leadership and
the reliability and superiority of United States products have

made it possible for us to penetrate and maintain a dominant
position in foreign markets. As a result our industry has
historically generated substantial sales of United States
manufactured equipment which has creafed jobs in the United
States and aided in our nation's balance of payments position.
Unfortunately, our status in the foreign marketplace has been
seriously undermined by two developments:

(1) Technological advances by foreign competitors, and

(2) Changes'in Section 911.

Our foreign competitors have made rapid technological ad-
vances both in the field of design and manufacturing capabilities.
As a result we can no longer rely on our technical superiority
to assure us of success in foreign markets. Competitive pricing
is now becoming the factor which determines whether we will
secure foreign sales. The change in the taxation of Americans
working abroad has added tremendous amounts to our costs, making
us less competitive in world markets. It is difficult for those
in our industry to understand why our government would add this
increased burden to our efforts to sell United States manufactured

goods and services.

LOSS OF JOBS BY UNITED STATES CITIZENS

The chart on the cover of this statement highlights the
result from an employment standpoint. The petroleum industry

te '37... o
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has experienced tremendous expansion in recent years due to

the high prices of oilland the world need for a source of
energy. Nevertheless, Americans have not realized their share
of the employment increases in foreign locations. The graph
covers the period 1975 through 1980 and reflects information
accumulated by Price Waterhouse from a confidengial survey of
our members. The survey shows that third country nationals
employed abroad by our companies increased 948, The employ-
ment of local nationals increased 89%. Yet despite this

obvious need for increased employees abroad in the petroleum
services industry, the employment of United States citizens
abroad increased only 37¢. And why have Americans lost out
abroad? Since 2 1/2 Englishmen can be hired for the cost of

one American due to the American's tax treatment a United States
company has no choice but to replace its United States employees
working overseas with foreigners. Our experience is that
American salesmen, servicemen and technicians are better train-
ed, more dependable, more experienced, and more loyal to United
States companies and United States products than foreign nationals.
Nevertheless, faced with price competition our companies have had
to look elsewhere for its employees.

One of our compinies was forced to establish training facil-
ities in Montrose, Scotland and Singapore to train Scotsmen, '
Britains, Prenchmen, Germana, Norwegians, Danes and other
nationals to service and install its equipment. By training
these foreign nationals, we are exporting our technical superi-

ority and rapidly eliminating any United States technical advantage.

-3-
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This is because there is no way to recover technology that has
been implanted in the minds of foreign personnel. This training
alone has gone a long way toward allowing foreign competitors

to play catch-up with United States technology.

THE NEED FOR EXPORTS

The importance of exports to the economy of the United
States is well known. Not so well known is the fact that exports
are especially vital to our industry because:

"~ (1) Exports support research and development, and

(2) worldwide operations provide a testing ground

for new equipment.

A large percentage of the equipment and services now
offered in our industry was not available ten years ago. —In
an effort to stay ahead of foreign competition, PESA members
spend an enormous amount on research and development each year.
Without export sales to foreign markets, we would have to
absorb the total burden of research and development. By in~
creasing exports the cost of research and development can be
spread over a larger volume of sales thus reducing costs for

the production of oil and gas in the United States.

By providing equipment and services on a worldwide basis
our member companies have access to a wide variety of operat-
ing problems and sub-surface conditions. New and improved
technologies which were developed to meet the conditions exist-
ing in the North Sea, for example, have been of substantial
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ben;%it in the search for oil and gas offshore in the United
States. Equipment regquired to resist the highly corrosive ef-
fects of the high sulphur content wells currently being drill-
ed in the United States was developed, tested, and put into
service in Canada and the Arabian Gulf. The testing and
development of such equipment has been of enormous benefit

in our search for domestic oil and gas.

THE NEED FOR TECHNICIANS ABROAD

In our industry experience has shown that the only way
to make a substantial penetration in a foreign market is to
have salesmen active in and servicemen available in the foreign
areas involved. Down time in oil and gas drilling is expensive
and we mus: maintain stocks of equipment and a staff of trained
personnel, both of which are immediately available at or near
the well site, to shorten the down time as much as possible.
Ve must have people present to install, repair and maintain

our products.

THE HIGH COST OF MAINTAINING EMPLOYEES ABROAD

It is axiomatic that oil and gas seems to be located in
some of the most unattractive areas on the earth, such as off-
shore, in jungles, and in deserts. 1In the areas where we must:
send our employees it is usually very expensive to merintain a
standard of living which is considered even adequate by United
States standards.  Rampant inflation in many countries continues
to rapidly escalate the costs of maintaining United States

citizens abroad. Many of the excess costs of living abroad

y e <t . -5-
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have previously been cited. Two should be emphasized in partic-
ular. One is a result of the complexity of the present act, and
the second is a cost which has reached outrageous proportions in
some areas. S8ince all employers must have a program to reimburse
employees for income tax on excess foreign costs, the computation
of the employees' tax liability is important. Due to the enormous
complexity of the current law, it is necessary to employ outside
experts to make this calculation. The cost for this service is

now running between $700 and $1,000 per employee per year.

The second expense to be highlighted is the cost of housing.
This cost has continued its rapid escalation all over the world.
A survey of some of our companies has revealed the following

housing costs at the present time.

- One company has an employee in London in a 3 bedroom
house renting for $36,000 a year.

= A Manager in Londcu has been living in a house under
a three-year lease, now expiring, at a rental of only
$20,000 a year. In negotiations to extend the lease
the landlord offered a 70-year lease for $500,000.

- An Engineer in Abu Dhabi is paying $50,000 a year for
a 3 bedroom, two bath home.

- One of our companies recently rented a 3 bedroom home
in Lagos, Nigeria for a Controller. The rental on this
house was $51,400 a year and the landlord required 5
years payment in advance, a total of $257,000.
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Bear in mind that these are not what we in the United States
would characterize as luxury dwellings. Also remember, theae
prices do not include utilities or the high cost of security in
some locations, nor do they include items we would expect in a
leased home, such as built-in cabinets, light fixtures, carpets
or drapes, all of which must be supplied in addition.

PESA RECOMMENDS

We have examined the bills pending before the Senate and
strongly recommend to the Subcommittee S.436. This bill provides
a reasonable exclusion with a maximum limit to aveoid abuse. 1In
addition, it recoghizes the need for separate treatment of the
cost of housing which, as previously shown, can be sufficiently
large to completely offset an exclusion. The bill alsoc recognizes
that the present residency regquirements are too long since the
‘excess costs of living abroad begin as soon as an employee moves

outside the United States.

We urge that you give rapid consideration to this problem
as the taxation costs of having American employees abroad has
reached crisis proportions and places United States' businesses

at a distinct competitive disadvantage in the foreign marketplace.

Respectfully submitted,

Carswell H. Cobb
Chairman, Tax Committee
Petroleum Equipment
Suppliers Association
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STATEMENT OF KEN KIVETT
CENTRAL TRANSPORT, INC.
TO COMMITTEE ON WAYS AND MEANS
U. 8. HOUSE OF REPRESENTATIVES

APRIL 7, 1981

My name is Ken Kivett. I am Comptroller of Central Transport, Inc. of °
Righ Point, North Carolina. My company transports commodities in bulk
liquid and dry between all points in the United States. We have annual

gross revenue of about $23 million.

I thank you, Mr. Chairman and members of the Committee, for the opportunity
-to share our thoughts concerning the tax aspects of President Regan's economic
program, specifically concerning an aspect of great importance to the Motor
Carrier Industry and Central Transport, Inc. The purpose of this testimony
is to discuss the necessity of a proposed income tax deduction relating to

the effect of the Motor Carrier Act of 1980 on carrier operating rights.

We agree that legislation is needed, but we disagree with the method presented
in H. R. 1964. We think a formula should be used in allowing for tax relief
that is fair and equitable to all motor carriers, not just the one's which

have acquired operating rights in recent years. Example: two identical
segnents of operating authority between certain points had identical values cn
July 1, 1980 when the Motor Carrier Act of 1980 made these rights virtually
worthless. The tax relief should be identical, fair and consistent for the
owners of that identical authority. Simply because one company bought authority
and another company applied for and acquired the authority through the
Interstate Commerce Commission many years ago does not mean that the tax relief

should be different. We want an equitable, consistent, fair formula, which will
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recognize the economic loss of both companies on a consistent basis. H. R.
1964 as now written is discriminatory and should be modified to eliminate
this unfair feature.

Mr. Chairman, Central has been operating with the same owner over the last
thirty years. The owners have not milked the company of its assets and have
tried to build up the equity. Central is now being discriminated against in
favor of the companies which have often purchased bankrupt companies’
operating right. We strongly encourage that equity be considered in H. R.

1964 to eliminate the now existing discriminatory aspects of that bill.

Legislation is necessary to compensate carriers for the real loss in value
"sustained by the enactment of the Motor Carrier Act of 1980. During Committee
consideration of the legislation, equitable legill.atioh should be built into
H. R. 1964 by using a fair, consistent method for determining the tax relief

to be granted.

Thank you Mr. Chairman, for entering this testimony in the record.
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TRW

May 18, 1981

The Honorable Robert Packwood

Chairman, Subcommittee on

Taxation and Debt Management

U. S. Senate Committee on Finance

2227 Dirksen Senate Office Building

Washington, D. C. 20510

Attention: Mr. Robert Lighthizer

Dear Mr. Chairman:

1 am writing on behalf of TRW Inc. to support S$.639, a bill introduced
by you to create employee incentive stock options. TRW is a diversified
worldwide manufacturer of high technology products and services for car
and truck, electronics and space, and industrial and énergy markets. TRW

employs 96,000 people worldwide and has gross sales of $4.98 billion.

Testimony provided to the Subcommittee on Taxation and Debt Management -
last year and again on May 8, 1981 has adequately indicated the need for
increased stock incentives for employees and the desirability of restoring
restricted stock options as a method of filling that need. Testimony

before the Subcommittee has outlined four major points: (1) restricted
stock options encourage productivity and capital formation; (2) they help
growing and dynamic companies attract and retain employees even if high

cash compensation is not feasible; (3) they eliminate the inequitable tax
treatment that occurs under current law; and (4) they have positive

economic recovery effects which increase federal revenues. This testimony

will concentrate on the productivity and revenue aspects.

TAW INC.+ 23558 EUCUD AVENUE + CLEVELAND, OO 44117
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Statistics on Amerfcan productivity are not very encouraging and have
been the subject of numerous articles and recent congressfonal hearings.
One éenernly accepted reason for lags in productivity growth is
insufficient savings and investment. To remedy this, President Reagan
has proposed an Economic Recovery Package which TRW fully supports. We
are encouraged by the recognition of the problem by Congress and sincerely
hope quick action will provide the necessary stimulus for recovery. We
suggest, however, that passage of $.639 in a second tax bill would
coqﬂeuent such stimulf by encouraging savings and investment in one's
own company. This would provide an infusion of capital for many companies
~ and ensure that a higher proportion of individual savings from marginal

rate reductions are invested in productive assets.

A sécond reason for slow productivity growth is jack of motivation by
employees. The greatest benefit of employee incen;ive stock options .
can 1i{e in this area since an employee can only profit from a stock option
1f the value of the company's stock increases. Itis, therefore, an
efficient way of giving an employee a direct stake in the company and

the motivation to inrcrease the value of that stake. The increase in
motivation will be reflected not only in te;-us of output quantiiy. but

also quality and innovation which is the key to overseas competition.

On May 1, 1981, Robert M. Lynas, Vice President and General Manager of
Chassis Components Group, Automotive Worldwide, TRW Inc., testified
before the Joint Economic Committee. The subject of this testimony was
“The Effect of Business Management Practices on Productivity”, and -seveul
pofnts he made then are relevant to consideration of S.639.
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As compared with labor in other countries, an American worker can be
every bit as productive. To be so, however, he must be given the
proper tools, trained and managed properly, and must be given some
incentive to learn, produce and grow with the company. Employee

incentive stock options can be one form of that incentive.

A second major area to be considered is the revenue impact. It has
been estimated by the Joint Committee on Taxation that the revenue

loss in three years would be less than $2.5 milifon. From that point
on there would be net gains of up to $30 million per year, six years
after enactment. 1In a year when Congress is attempting to reduce taxes
and reduce the deficit, and simultaneously trying to stimulate the
economy, the employee incentive stock option is unique in working toward
all three goals.

An additional positive feature of this bill is that it would allow
favorable incentiye treatment not only on options granted in the future,
but also currently held, unexercised options. This avoids complexity
and tnequitable treatment of presently held options. Also, the positive
revenue {mpact will be felt sooner because of this feature. Allowing
the employre to exercise this already granted option under the new rules
and not allowing a deduction to be taken by the corporation mininizes
the initial {mpact of federal revenues and starts the motivatfon process
{mmediately.

In conclusion, M. Chatrman, I would 1ike to reemphastze that the btll
before the Subcommittee, $.639, presents an opportunity to enhance
productivicy. Employee incentive stock options assist small business -
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as well as large, and will be particularly helpful to growing, dynamic
firms, precisely the kind that are the most productive and most compet-

{tive with businesses abroad.

We appreciate the prompt hearings on this subject and hope the Subcommittee
will take positive action on this needed legislation. :\

Sincerely,

e \ \'L\CL/C\
Howard Y. Knicely

Yice President
Human Relations

HYK/ai

82-820 0—81——13
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GULF RESOURCES & CHEMICAL CORPORATION
&7 Roor © 1100 Milam Buliding o Houston, Texas 77002 © (T13) 658-0471

May 8, 1981
Senator Bob Packwood Doneld B. delBrier
Chairman, Subcommittee on Taxation 00 Prosidunt snd Genavel Counsel
and Debt Management
Committee on Finance
United States Senate

2227 Dirksen Senate Office Bullding
Washington, D.C. 20510

S._639—~Incentive Stock Options
Desr Mr. Chairman:

These comments are submitted In support of the enactment of S. 639,
relating to incentive stock options. We support this legislation because we believe
that it represents the best way to deal with stock options granted to employees.
We also believe that S. 639 should be strengthened by allowing stock appreciation
rights to be utilized in conjunction with incentive stock options.

As a general rule, when an employer transfers property to an employee, the
fair market value of that property is taxed to the employee at the time of transfer
at ordinary income rates, and is deductibje by the employer at the time of such
transfer. This general rule does not apply to.an option granted to an employee
unless the option has a readily ascertainable fair market value when granted.
Under the Treasury regulations, the typical employee stock option is hot considered
to have a readily ascertainabie fair market value when granted, despite a 1976
directive from the Congress that standards for val options should be developed
and that an employee should be allowed to elect to be taxed on the value of the
option. As a resuit, when the typlcal stock option is exercised, the difference
between the fair market value of the stock at that time and the amount paid by the
emp:oyee is taxed to the employee as ordinary income and is deductible by the
employer.

This tax treatment produces anamolous and unfair results. For example,
assume that a corporation grants a ten-year option to buy one share of its stock for
$10 (the current value of the stock) to each of three employees, A, Band C. A
exercises his option in 1983 when the stock is worth §12 per share; B exerclses his
option in 1986 when the stock is worth $16 per share, and C exercises his option In
1991 when the stock Is worth $14 per share. Under the tax treatment described
above, A wiil have $2 of compensation for-income tax purposes, B will have $6 of
compensation, and C will have $4 of compensation. This disparity is difficult to
rationalize in view of the fact that all three employees started out with the same

_ option, pald the same amount to their employer and were left with the same asset
(one share of stock). The only variation in these scenarios Is the value of the stock -
_on the dates of exercise. Nevertheless, the tax treatment varies widely. From the
- standpoint of the employer, the tax effect is equally unequal and unjustifiable.
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Under S. 639, this disparity would be eliminated since no compensation would
be deemed to be realized by the employee, or deemed to be paid by the employer,
upon the exercise of an option meeting the statutory requirements. This proposed
new legisiation provides that an employee, who meets the various requirements of
the blll, such as those relating to the length of time the stock must be held, will be
taxed at capital gains rates when the stock is ultimately sold. Of course, the
employer receives no deduction for the value of the stock at any time,

We also support the provision in S. 639 that would apply its substantive
provisions to presently outstanding options. It is relevant in this regard also to note
that the 1976 Congressional directive to the Treasury to develop standards for
valuing stock options was never followed, We believe that this directive is an
integral part of the 1976 legislation terminating the qualified stock option
provisions and is clear evidence of Congressional intent to replace those provisions
with provisions under which compensation would be realized but in a manner that
results in uniform treatment and avoids the anomalies alluded to above. We believe
that it is entirely appropriate for new legislation to apply to presently outstanding
options so that the holders of such options are not subject to these anomalous tax

consequences.

We further believe that S. 639 would be immeasurably strengthened if it
were amended to permit so-called stock appreciation rights to be utilized in
connection with incentive stock options. As you know, a stock appreciation right
("SAR") allows an employee to surrender a stock option for stock or cash (or a
combination thereof) equal to the difference between the value of the stock at that
time and the option price. For example, assume that an employee has an option to
buy 100 shares of stock at $20 per share and that the value of the stock is now $350.
It he exercises the option, he will receive $5,000 worth of stock after paying his
employer $2,000, resulting in a net benefit of $3,000. If he exercises the SAR, he
will receive $30 per share (i.e., $50 (current value) - $20 (exercise price) ) or a total
of $3,000 In stock, cash or a combination thereof. The economic benefit is the
same in either case, but exercising the SAR permits many employees to avolid
borrowing at today's astronomical interest rates. If the employee does exercise his
stock appreciation rights, he will give up the right to receive $2,000 of stock and,
m::‘ Importantly, the ability to gain from the subsequent appreciation of the
stock. .

Therefore, we respectfully suggest that S. 639 be amended so that any stock
received upon the exercise of a stock appreciation right be treated as stock
qualifying under the proposed legislation. Upon receipt of such stock the employee
would not be taxed (nor would the corporation receive a deduction), but upon
ultimate sale of the stock the employee will be taxed at capital gains rates on the
entire sales price of the stock since he will have a zero basis in the stock. Thus,
the tax consequences upon the exercise of the SAR will be exactly the same as they
would have been if the employee had exercised the option rather than utilized his
SAR--, he will not recelve any compensation in either event and nv tax will be due
until the ultimate disposition of the stock. Of course, in those situations involving
stock appreciation rights where cash also is received, the employee would be
subject to immediate taxation at ordinary income rates in the year of receipt with
a concomitant deduction for the employer.

Sincerely yours,

Donald P. deBrier
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Statement of Nicholas B. Romito

Assistant Treasurer, U.S. Truck Lines, Inc. of Delaware
In Support Of 8. 702
Senate Finance Committee
May 26, 1981

U.S. Truck Lines, Inc. of Delaware is a motor transpor-
tation and management company. Our operating subsidiaries, Be-Mac
Transport Company, Brown Express, Inc., Central Truck Lines, Inc.,

The Cleveland, Columbus & Cincinnati Highway, Inc., Motor Express,
-inc. of Indiana and Mercury Freight Lines, Inc. are interstate

motox common carriers. Each of these subsidiaries operates under
certificates issued by the Interstate Commerce Commission (hereafter
*I.C.C."). Our subsidiaries actively serve the public by transporting
general freight throughout a large portion of the eastern two-thirds
of the United States. |

We strive to improve our interstate service through a
program of continuous replacement and growth of our over-the-road
equipment, and local delivery trucks, through upgrading our existing
freight terminals and opening new terminals. We have also improved
our service through acquiaftion of interstate motor carriers whose
route systems complement our own. For example, in 1979 our subsidiaries

collectively invested $16,310,631 for tractors, trailers and delivery
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trucks, $3,297,931 for terminals in Chicago, Illinois and Cleveland,
Ohio, $670,543 for shop equipment, office equipment and other
miscellaneocus equipment, and $2,250,000 for the purchase of a
certificate authorizing one of our subsidiaries to transport inter-
state freight. 1In 1980 our subsidiaries collectively invested
$12,386,618,

Over the years, our company and its subsidiaries have

made substantial capital investments in operating rights which were
‘necessary to do business and which were recorded as intangiblé-assets
on its balance sheet. As a result of the Motor Carrier Act of 1980,
these intangible assets have te.ome virtually worthless, since the
I1I.C.C. now freely authorizes firms to compete with our subsidiaries
without making comparable capital investments. This severe reduction
in value of these intangible assets has decreased the finanical

worth of our company, because we were required to write off, as of
December 31, 1980, assets valued at $14,071,745. Because Federal
legislation has destroyed the value of these investments, it now
seems reasonable and equitable that the Federal government provide
relief for the substantial decrease in the net worth that interstate

motor carriers, including ourselves, have suffered.
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8. 702, which is now under consideration, would provide
such relief. Such relief is not in any way unprecedented; indeed,
when Prohibition was enacted, taxpayers with substantial investments
in liquor licenses were permitted to deduct the amounts of those
investments under the provisions of the tax laws then in effect;:/
Arguably, similar deductions may be available to taxpayers in our
siguation now under section 165 of the Internal Revenue Code; but
in the absence of §. 702 or some equally clear mandate, taxpayers
who claim such deductions may face protracted and costly disputes
with the Internal Revenue Service.

We therefore support S. 702, and as evidence of this

support, we request that this statement be included in the record

of these proceedings.

*/ see for example, Elston Co. to use and benefit of United States
Brewing Co. v. United States, F. Supp. ’ Cct. Cl1, .
and zakon v. Commissioner, 7 B.T.A. 687 (1927).
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STATEMENT OF C. V. WOOD, JR.
CHAIRMAN OF

THE COMMITTEE OF PUBLICLY OWNED COMPANIES
SUBMITTED TO THE SUBCOMMITTEE ON TAXATION AND DEBT MANAGEMENT
OF THE SENATE COMMITTEE ON FINANCE

June 15, 1981

SUBJECT: _S. 639

Mr. Chairman and Members of the Subcommittee:

My name is C. V. Wood, Jr. I am chairman of The Committee
of Publicly Owned Companies, a nationwide association of 700 chief
executive officers, founded in 1973, to support measures to facili-
tate capital formation, trim overregulation, spur exports and

otherwise revitalize our Nation's economy.

On behalf of The Committee of Publicly Owned Companies, I
would like to take this opportunity to endorse S. 639 introduced
by Subcommittee Chairman Bob Packwood and Senator Lloyd Bentsen,
to amend the Internal Revenue Code of 1954 with respect to the

income tax treatment of incentive stock options.

The Committee of Publicly Owned Companies is vitally
interested in the enactment of legislation which will permit and
encourage the use of stock options by our members and corporations
gimilarly situated. We believe that S. 639 is a sound and
constructive measure to accomplish goals that are of special

importance to small- and medium-sized corporations, like our
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700 membexs, which provide much of the dynamism and fnnovation
in our economy and are principal sources of new .wléy‘unt. .

A critical problem for smaller, growing companies is attracting
and retaining talented individuals in mansgerial and technical positions.
It is these persons who are primarily responsibla for the technological,
production and marketing innovations which are the key to the vigor
and competitiveness of the American economy. Our Nation faces an acuto.
shortage of skilled employees in the coming years. According to NYU's
Center for Sclence and Technology Policy, there probably will be
80,000 openings for synfuel engineers alone in this decade. Noteworthy,
46% fewer Americans obtained master's degrees in physics in 1980 than
in 1970; in mathematics, the drop was 40Z.

Small- and midranged companies cannt;c compete for talent with
established, giant enterprises in offering immediate, current
compensation in the form of salaries and bonuses. They can offer to
talented individuals only an opportunity to share in the future
growth and prosperity of the éntetprtee. With the expiration on
May 20, 1981, of the qualified stock option legislation, however,
this poio:lbil[ty is foreclosed, as a practical matter. $S. 639 would
make this essential instrument again available, on an improved and
carefully structured basis which, as you Mr. Chairman have pointed
out, will not result in a loss of revenue, but in a revenue gain
after possible negligible losses in th}e first three years of its

operation.




\ I should like to emphasize an upc‘ct of thtq bill which i-

, ‘of cardinal importance. The special contribution of smaller,
innovative companies to the nationsl welfare is dependent upon
dedicated persomnel who will stsy with the enterprise th:pugh the
‘lean years of its early developament, inspired by the prospect of a
share in its long-term success. Younger, growing companies camot |\
aurvive unless their key personnel have the incentive to take the
long view. 'The only practical instrument to encourage them to do
this 1s a constructive stock option program made feasible and
attractive by special tax treatment. S. 639 will make such programs
available with, I am confident, substantial benefits 'to the Nation
ﬁ\ terms of productivity, technological innovation and our ability -

to compete overseas.

The Subcommittee should be applauded for considering this .

vital measure, and we strongly recommend that the Congress proceed

with the utmost speed to enact S. 639.




