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INTRODUCTION

This pamphlet contains descriptions of the various tariff and
revenue [:ills listed for public hearings by the Committee on Finance
for August 24, 1976. Several bills which are pending before the com-
mittee have been excluded from the scope of the hearings because
action has previously been taken with respect to the subject matter of
those bills. Thus, descriptions of those bills have not been included in

this pamphlet.
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TARIFF BILLS
H.R. 1386
For the Relief of Smith College, Northampton, Mass.

Presc nt law.—Carillons containing more than 22 bells are dutiable
at 7 percent ad valorem under item 725.36 of the Tariff Schedules of
the United States (TSUS) (19 U.S.C. 1202) unless they are pro-
duced in a beneficiary developing country eligible for duty-free treat-
ment under the Generalized System of Preferences.

Iouse bill—Directs the Secretary of the Treasury to cdmit duty
free a carillon for the use of Smith College. If the duty has already
been paid, the bill requires a refund to be paid.

F ffective date.—Date of enactment.

Revenue cffect.—A one time loss of approximately $2,550.

Administration position.—XNo objection to the bill.

H.R. 2177

To Exempt From Duty Certain Aircraft Components and Mate-
rials Installed in Aircraft Previously Exported From the United
States Where the Aircraft Is Returned Without Having Been
Advanced in Value or Improved in Condition While Abroad

Prexent law.—Airplanes are dutiable at 3 percent ad valorem under
item 694.40 TSUS unless they are produced in a beneficiary develop-
ing country eligible for duty-free treatment under GSP. Any item
wholly produceﬁ in the United States which is exported and then re-
imported into the United States is eligible for duty-free treatment
querlitcm 800 TSUS if the item has not been advanced in value
abroad.

House bill—Provides that the duty under item 694.40 shall be ax-
sessed on the full value of the plane minus the value of U.S. produced
components if— '

(1) The plane was previously exported from the United States:

(2) The components were installed in the United States after
the plane was operational;

(13) The plane has not been advanced in value while abroad;
an

(4) The plane was entered into the United States for consump-
tion before 1970 but the entry has not been liquidated as of the
date of enactment of this act.

Eficctive date—Date of enactment. Any request for liquidation of
the entry of a plane under this act must be filed with Customs within
30 days after the date of enactment.

Revenue effect.—A one-time loss of approximately $24,640.

Admiénistration position.—No objection to the bill.

(1)
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H.R. 2181

To Amend the Tariff Schedules of the United States to Provide
Duty-Free Treatment of Any Aircraft Engine Used as a Tem-
porary Replacement for an Aircraft Engine Being Overhauled
Within the United States if Duty Was Paid on Such Replace-
ment Engine During a Previous Importation

Present law.—Piston type aircraft engines are dutiable at 4 percent
ad valorem under item (60.44 TSUS and nonpiston aireraft engines
are dutiable at 5 percent ad valorem under item 660.46 TSUS.

House bill.—Provides a new item 801,20 TSUS permitting duty-
free entry of an aircraft engine if—

(1) The engine was previously imported and duty was paid on
the importation:

(2) The engine was u~ed abroad as a temporary replacement
for an aircraft engine being repaired in the United States; and

(3) The engine is importe({)by the person who previously ex-
ported the engine.

Fffective date—Date of enactment.

Rercnue effect.—An annual loss of approximately $2.5 million.

Administration position—Department of Commerce favors the bill.
Other agencies have no objection.

H.R. 1047

For the Relief of Jack R. Misner

Present law.—Under item 864.05 T.S.U.S.. foreign articles may be
entered duty free for repairs upon the posting of a bond guaranteeing
the articles will be exported within 1 year. The bond may be extended
for not more than 2 additional years. Yachts are dutiable at 2 percent
ad valorem under item 696.05 T.S.U.S. or. if their value exceegse $15.-
000, 5 percent ad valorem under item 696.10 T.S.U.S.

House bill.—Directs the Secretary of the Treasury to extend the
expiration date of the temporary import bond posted by Jack R, Mis-
ner on the schooner Panda until September 18, 1977.

I'ffective date—Date of enactment.

Revenue effect.—No loss.

Administration position.—No objection.

H.R. 8656

To Amend the Tariff Schedules of the United States in Order to
Provide Duty-Free Importation of Loose Glass Prisms Used
in Chandeliers and Wall Brackets.

Present law.—Prisms for use in chandeliers are dutiable at 12 per-
cent ad valorera under item 545.57 T.S.U.S. unless they are produced
in ? benéeﬁciary developing country eligible for duty free treatment
under GSP.
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House bill.—Deletes item 545.57 and adds items 515.58 and 515.59.
Under item 515.58, loose gluss prisms for use in chandeliers would be
duty free. Under item 515.59, other prisms would be dutiable at 12
percent ad valorem.

£ ffective date—Date o1 enactment.

Recenue effect.—Annual loss of approximately $60,000.

Administration position—No objection.

H.R. 11259
To Lower the Duty on Levulose Until the Close of June 30, 1978

Prescnt law—Levulose is dutiable at 20 percent ad valorem, if ex-
ported from a country receiving nondiiseriminatory or most-favored-
nation tariff treatment. and 350 percent ad valorvem, if exported from
a non-MEN country, under item 493.66 T.S.UC.S.

ITowse bill.—Adds a new itein 907.90 to the T.S.U.S. establishing an
MFEN duty of 0.6625 cents per pound of levulose and a non-MFXN duty
of 1.9875 cents per pound.

Effective date.—Date of enactment through June 20, 1978,

Revenue effect.—An annual loss of less than $100.000,

Administration position.—No objection.

H.R. 11321

To Suspend Until July 1, 1978, the Duty on Certain Elbow Pros-
theses if Imported for Charitable Therapeutic Use, or for Free
Distribution, by Certain Public or Private Nonprofit Institu-
tions

Present lair—Externally powered clectrie elbow prosthetic devices
are dutiable at 10 percent ad valorem under item 709.57 T.S.U.S. unless
they are produced in a beneficiary developing country eligible for duty
free treatment under GSP.

House bill.—Adds a new item 912.05 to the T.S.U.S. providing for
dnty free entry of externally powered clectronic elbow presthetic de-
vices for juvenile amputees 1f imported solely for distribution free of
charge by any public or private nonprofit institution.

Effective date—Date of enactment throngh June 30, 1978.

Lerenue cffect—An annual loss of approximately $75.000.

Administration position.—No objection.

H.R. 11605

To Suspend for a Temporary Period the Rate of Duty on Mattress
Blanks of Rubber Latex

Picsent law.—Mattress blanks of latex rubber are dutiable at 15
percent ad valorem under item 727.86 T.S.U.S. unless they are pro-
duced in & beneficiary developing country eligible for duty free treat-

ment under GSP.

75-575—76——2
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House bill—Adds a new item 912.08 to the T.S.U.S. providing for
duty free entry of mattress blanks of rubber latex.

Efiective date.—Date of enactment through June 30, 1978. In addi-
tion. entries made after March 31, 1973, and before the date of enact-
ment would be eligible for duty free treatment upon request.

Rerenue effect.—An annual loss of no inore than $7,500.

Administrative position—No objection.

H.R. 12254

To Suspend the Duties on Certain Bicycle Parts and Accessories
Until the Close of June 30, 1978

Present lawr.—Generator lighting sets for bicvcles enter duty free
under item 912.05 T.S.U.S. which expires on December 31, 1976.
Parts of generator lighting sets are currently dutiable at 19 percent ad
valorem under item 653.39 T.S.U.S. unless they are produced in bene-
ficiary developing countries which are eligible for duty free treatment
under GSP.

Derailleurs. caliper brakes. drum brakes. three-speed hubs incorpo-
rating coaster brakes, click-twist grips. click stick levers, and multiple
freewheel sprockets enter duty free under item 912.10 T.S.U.S. which
expires on December 31, 1976. Coaster brakes. alloy butted frame tub-
ing, frame lugs, alloy cotterless crank sets. alloy rims, and parts thereof
are dutiable at 15 percent ad valorem under item 732.36 T.S.U.S.

House bill—Adds parts of generator lighting sets to item 912.03
T.S.U.S. and coaster brakes, alloy butted frame tubing. frame lugs,
alloy cotterless crank sets, alloy rims, and parts thereof to item 912.10
T.S.U.S. making all those goods duty free. The bill extends the ter-
mination date of items 912.05 and 912.10 to June 30, 1978.

Effective date.—Date of enactment through June 30, 1978,

Revenue effect.—An annual loss of aproximately $3.6 million.

Administration position—No comment.

HOUSE PASSED REVENUE BILLS
H.R. 2981

Treatment of Payment or Reimbursement of Government Officials
for Expenses of Foreign Travel by Private Foundations

Present lawr~—The Tax Reform Act of 1969 added a provision to
the Internal Revenue Code of 1954 (see. 4941) which in general pro-
hibits enumerated acts of “self-dealing™ between private foundations
and certain designated classes of persons. commonly referred to as “dis-
qualified persons,” by imposing a graduated series of excise taxes
on the self-dealer (and also on the foundation manager who willfully
engages In acts of self-dealing). Under this provision, the payment
or reimbursement of expenses of a Government official by a private
foundation generally is classified as an act of self-dealing.

-\ limited exception to this provision permits a private foundation to
pay or reimburse certain expenses of Government officials for travel
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solely within the United States. Under this exception, it is not an act
of self-dealing for a private foundation to pay or reimburse a Govern-
ment official for actual transportation expenses, plus an amount of
other traveling expenses not to exceed 125 percent of the maximum
per diem allowed for like travel of employees of the United States for
travel solely within the United States. However, no such payment or
reimbursement is permissible for travel to or from a point outside the
United States.

House Lill—The House bill amends present law (sec. 4941(d)
(2) (G)) to provide an exception to the ~elf-dealing provisions of the
Code for payment or reimbursement of a limited amount of foreign
travel expenses of a government official by a private foundation. The
travel expenses which are eligible to e reimbursed are for travel
hetween a point in the United States and a point outside the United
States. The amount which can be reimbursed for any one trip by a
government official is the sum of (1) the lesser of (a) the actnal
cost of the transportation involved, or (b) $2.500, plus (2) an amount
for all other traveling expenses not in excess of 125 percent of the
maximum amount payable under section 5702(a) of title 5. United
States Code (relating to like travel by U".S. employees) for a maxi-
mum of 1 days, or the number of actual days if less. I'nder ~ection
5702(a). in the case of travel outside the continental United States,
the President or his designee has the authority to establish the maxi-
mum per diem allowance for the locality where the travel is per-
formed.

This new exception to the self-dealing rules does not apply where
the private foundation making the payment or reimbursement nor-
mally receives more than one-half of its total support from any busi-
ness enterprise, trade association, or labor organization, whether such
support takes the form of interest. dividends. other income. grants. or
contributions.

Effective date—This provision is to apply with respect to travel
beginning after the date of enactment of this Inll.

Revenue effect.—It is not expected that this bill will have any
direct revenue effect.

Administration position—The Treasury Department supports this

legislation.
H.R. 3052
Treatment of Option Lapse Income of Exempt Organizations

Present iaw.~—With the exception of social clubs and employees’
Leneficiary associations.! the investment income of exempt organiza-
tions generally is not subject to the tax on unrelated business income.
The types of investment income sources listed as being free of this
tax include dividends, interest. annuitie=. royalties, anf capital gains
from the sale of investments.

The tax treatment of income which an exempt organization receives
from writing options to buy or sell securities generally depends on
whether the option is exercised, lapses, or is terminated. If an option

1In thix description of H.R. 3052 further references to “exempt organizations’ do not
include these two categories (secs. 501(c) (7) and (9)).
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written by an excrpt organization on a security is exercised and the
security is required to be sold (a “call”) by the exempt organization,
the premium received for the option is treated as part of the gain
or loss from the sale. In this cuse the entire gain on the sale—including
the premium on the option—realized by the exempt organization is
free of tax since under present law (sec. 512(b)(5)) the term “un-
related business taxable mmcome™ excludes all gains or losses from the
sale, exchange, or other disposition of property (except in the case
of inventory and property leld for sale to customers). Similarly, if
the option written on a security is exercized and the security is required
to be purchased (a “put™) by the exempt organization, the premium
income received for the option is treated as reducing the purchase
price of the security. Subsequently. if the security is -old. this reduced
purchase price means a larger capital gain on the sale of the security,
which as noted above is excluded from the tax base of the exempt
erganization (except in the caze of inventory and property held for
sale to customers).

On the other hand, if an option is not exercised by the exempt orga-
nization (in the case of either a put or a call) and the option lapses, the
premium which the exempt organization receives generally is treated
as ordinary income rather than as income from the sale of property.?
As a result, the premium received by an exempt organization on a
lapsed option generally is subject to the unrelated business income tax.

In some cases, the writer of an option may “buy in” an option which
lie has previously written (or an option identical to one which he has
previously written) and which has not yet been exercised. This offsct-
ting transaction, known as a closing purchase, terminates his obliga-
tion under the first option. The aption writer would receive a gain in
the amount of the excess of the premium received for the original
option over the amount paid for the second option purchased to termi-
nate the first. As in the case of lapsed options, the gain from terminated
options (which are necessarily unexercised options) is also gencrally
ordinary income.

House bill —The bill amends present law (see, 512(b) (5)) to exclude
from the term “unrelated business taxable income™ all gains on the
Iapse or termination of options to buy or sell securities, when the op-
tions have been written in eonneetion with the exempt organization’s
investment activties. Thus. the term “un ~lated business taxable in-
come 15 to exclude all premiums received by an exempt organization
on options which it writes under these circumstances. regardless of
whether the option is exercised, lapses, or is terminated. This bill has

2 Present law (sec. 1234 (a)) provides that gain or lcxe in the case of the sale or exchange
of an option ir to be given the rame treatment as would the gain or loss on the sale of the
property to which the option relates. However, in the case of the fallure tn exercize an
optien. thiz provisicn indicates that only in the care of a loss is the failure to he treated
as having the same charucter as the underlying property. On the basis of this, where there
ix a gain on the failure to exercise an option, the regulations provide (sec. 1.1234-1(b))
that this gain represents ordinary income to the writer of the option (even though the
raivdme:\t of the premium by the holder of the lapsed opiion resuits in a capital loss to that
oiaer).

Under present law (sec 1234(c)) cain from the lapse of an option written as part of a
“straddle” (a simulta-eously granted combination of an option to buy and an option to
sell the same quantity of recurity at the same price duriug the same period of time) is
treated as gain from the rale or exchange of & capital asret held for not more than 8 months
on the date that the option expired (ree regulation sec. 1-1234-2(f), example (3)). Con-
sequently. option lapse income from “straddles” is already excluded from unrelated busi-
nese taxable income of exempt organizations (other than the social clubs and employees’
beneficlary associations referred to above).
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the effect of overriding for the future a 1966 Internal Revenue Service
ruling that income realized from unexercised call options is subject
to the unrelated business income tax. . ]
Effective date—This amendment applies to gains from options
which lapse or are terminated on or ufter January 1, 1976,
Rervenue effect.—1It is estimated that this bill will have no effect, or
at most a negligible effect (under $1 million) on the revenues.
Administration position.—The Treasury Department has no objec-

tion to this bill.
H.R. 3055

To Amend Certain Provisions of the Internal Revenue Code of
1954 Relating to Distilled Spirits and For Other Purposes

Present law.—Under present law, the manufacture, bottling, stor-
age, transportation, and sale of distilled spirits are subject to regu-
lations promulgated by the Secretary of the Treasury, pursuant to
provisions of the Internal Revenue Code. For example, under present
law (sec. 5233(c)), no trademark may be placed on any bottle of
distilled spirits bottled in bond unless the name of the actual distiller
or of the company in whose name the spirits were produced and ware-
housed is also placed on the bottle. Also, for example, a drawback
equal to the amount of the tax determined or paid on wines or dis-
tilled spirits that are exported is allowed if the wines or distilled
spirits were manufactured or produced in the United States (sec.
206e(b)). .AAnother provision of present law allows distilled spirits
withdrawn from bond on payment or determination of tax to be
returned to bonded premises for various specific purposes (sec. 5215).
Present law also allows distilled spirits to be withdrawn, without pay-
ment of tax, from the bonded premises of distilled spirits plants for
exportation. but there is no comparable provision allowing withdrawal
without payment of tax for transfer to customs bonded warehsuses for
storage pending exportation (sec. 5214(a) (4)). Similarly. under pres-
ent law (see. 5214(a) (9)). distilled spirits may be withdrawn from
the bonded premises of a distilled spirits plant free of tax for use as
samples in making tests or laboratory experiments, but the permitted
uses are very narrowly defined. Under present law (sec. 5234(a) (2)).
distilled spirits mingfed on bonded premizes must be returned to the
same packages (barrels) from whicli removed and the mingling must
be for the purpose of further storage in bond. Present luw (sec. 5025
(b)) allows an exemption from the rectification tax (in general, a tax
on redistilling to achieve a different product) in the case of the produc-
tion of gin by redistillation of a pure spirit over juniper berries and
other natural aromatics, but does not allow such an exemption where
natural oils are used. Present law (sec. 5008) also provides for abate-
ment or refund of tax in the case of distilled spirits lost or destroyed
under certain circumstances, but by oversight the abatement of taxes
does not apply in the case of distil ed spirits from Pureto Rico or the
Virgin Islands.

House bill —The House bill consists of a series of amendments to
present law. The House bill—

(1) eliminates the requirement that the name of the distiller
be placed upon gin or vodka bottled in bond for export;
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(2) extends to distilled spirits that are imported and then
packaged or bottled in the United States for export the same tax
drawback benefits given to domestically produced spirits that are
packaged or bottled for export ; ]

(3) allows distilled spirits to be returned to bonded premises
of distilled spirits plants or to export storage facilities, with bene-
fit of tax credit or refund. etc., for storage pending exportation
and certain other preferred dispositions (e.g., use on vessels and
aireraft transfer to foreign-trade zones) ;

(4) allows spirits bottled in bond. or returned to an export
storage facility for export, to be transferred without payment of
tax to customs bonded warehouses for storage pending
exportation;

(5) allows spirits to be withdrawn from bonded premises with-
out payment of tax for purposes of research, development. or
testing;

(G)grelaxos the conditions under which bonded spirits may be
mingled ;

(7) allows gin to be made with the extracted oils of juniper
berries and other aromatics, as well as with the juniper berries or
other aromatics themselves, without payment of the rectification
tax:

(8) enables taxes on distilled spirits brought into this country
from Puerto Rico or the Virgin Islands to be abated, remitted.
credited, or refunded in appropriate cases of loss or voluntary
destruction just as are the taxes imposed on domestic distilled
spirits; and

Effective date—The amendments contained in the IHouse bill take
effect on the first day of the first calendar month which begins more
than 90 dayz « .ter the bill’s enactment.

Revenuve effect—The Ways and Means Committee estimated that
sections 3 and 4 of the bill would result in a one-time revenue loss
of $3 to 85 million; the other ~ections of the bill were estimated to
have little or no revenne effect. The Treasury Department concurred
with the estimates.

Administration position.—The Treasury Department has no ob-
jection to this bill. Tlowever. it recommends one change. Section 1 of
the bill would amend section 5233 (c) of the Code to eliminate, in the
case of gin and vodka for export. the requirement that the label show
the real name of the distiller in whose name the spirits were produced
if the label contains a trademark. This label requirement is now appli-
cable to all spirits bottled in bond. While Treasury has no objection
to this change, it recommends that comparable treatment be accorded
all distilled spirits exported. not just gin and vodka. Moreover, as the
name of the actual distiller is not required to be shown on distilled
spirits not bottled in bond, it believes that the label requirement for
spirits bottled in bond serves no useful purpose; and it recommends
complete repeal of section 5233(c¢) in lieu of the amendinent propo=ed
by section 1 of the bill.
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H.R. 5071
Maintenance of Common Trust Fund by Affiliated Banks

Present lawe.—Under existing law a bank may maintain a “common
trust fund” which fund itself is neither subject to Federal incoe tax-
ation nor considered a corporation. A fund qualifies as a common trust
fund if it is (1) maintained by a bank exclusively for the collective
investment and reinvestment of moneys contributed by the bank in its
fiduciary capacity. and (2) maintained in conformity with rules and
regulations of the Comptroller of Currency pertaining to the collective
investment of trusts. The income (including gains and losses from the
sale of property) from the fund, representing amounts contributed
from various separate trusts. is included in the gross income of each
participant in the common fund on the basis of its proportionate
share of the income.

The pur of the common trust fund provision is to permit
diversification in the investment of trust funds for which a bank has
fiduciary responsibility.

The Internal Revenue Service has taken the position (Rev. Rul.
70-302) that a fund maintained by a member bank of a hank holding
company will not qualify as a “common trust fund™ if it aceepts con-
tributions to the fund by other member banks (or trust companies)
acting in a fiduciary capacity, The Internal Revenue Service holds
that under present law the common trust fund must be “maintained™
by the bank which contributes the moneys to the fund for investment.
The stafl also understands that the Internal Revenne Service holds
that a fund maintained by various members of a bank holding com-
pany will not qualify even if each member bank acts as a cotrustee
of the common fund.

Houxe bil1.—The bill amends the provision of the code dealing with
common trust funde (sec. 584) to provide that when banks are
m:mbers of the ~ame affiliated group (within the meaning of sec.
1501) they are. for purposes of this provision. to be treated as one
bank for the period of their affiliation. Consequently. if banks are
afliliated (as defined in sec. 1504) they may contain a common trust
fund to which they can contribute funds held in their capacity as
trustee, executor, administrator or guardian.

It is not necessary under the bill that banks contributing mone
to the fund act as cotrustees of the common trust fund. The aflia
group cf banks may maintain a common trust fund if any member
of the group serves as trustee. (Of course. one or more members of
the affiliated group may serve as cotrustees, but this is not required.)

Ffiective date.—The bill would apply to taxable vears beginning
after December 31, 1975.

TI.': renue ¢ fiect.—This bill is estimated to have a neglizible revenue
effect.

Adminestration position.—The Treasury Department supports this
IM|L The Comptroller of the Currency urges favorable action on the

nll.
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H.R. 5161
Tax Treatment of Magazines Used for Display Purposes

Present law.—Generally, taxpayers using the accrual method of
accounting for income must include sales in income for the taxable
vear when all the events have occurred which fix the right to receive
the income and the amount can be determined with reasonable ac-
curacy. Generally, the method used by the taxpayer in determining
when income is to be accounted for is accepted by the Internai
Revenue Service if it accords with generally accepted accounting prin-
ciples consistently used by the taxpayer from year to year. As an
example, the income tax regulations (Regs. § 1.446-1(c) (1)) provide
that a taxpayer engaged in a manufacturing business may account
for sales of the produvet when the goods are shipped, when the product
is delivered or accepted. or when title to the goods passes to the cus-
tomer. whether or not billed. depending upon the method regu-
larly employed in keeping books. When products are returned to
a taxpayer during a taxable year the return is generally treated as
a reduction from gross sales for purposes of financial and tax
accounting.

Tax accounting differs from financial accounting in that tax ac-
counting does not permit deductions for estimates of future costs.
Thus, tax accounting does not permit an offset in the year in which the
sale is made for the return of magazines in the following year.

Magazine publishers and distributors often distribute to retail out-
lets more copies of a magazine than it is anticipated the retailer can
sell. The extra copies are distributed to assure the retailers an adequate
number of copies for disslay purposes. When the next issue of the
magazine is published and shipped to the retailer, the earlier issue is
treated as being “off-sale” and the retailer returns the unsold copies of
the magazine to the publisher.

Many publishers have for a number of years accounted for their
returns of magazines on a net basis (by calculating the estimated re-
turns) at the time of shipment. The Internal Revenue Service has
taken the position that accrual basis publishers and distrioutors must
include the sales of the magazine in income when the magazines are
shipped to the retailers and may only exclude from income returns of
the magazines when the copies are returned by the retailer during the
taxable year,

Haouse hill—The Wl provides that in the ease of <ales of magazines
or other periodical: for display purpnses, a taxpaver may elect not to
inelnde in gross ineome for the taxable vear in which the magazines or
other periodicals ave shipped the income attrilmtable to the sale of anv
magazine or other periodical which is returned not later than the 15th
day of the third month after the close of the taxpaver's taxable vear
(i.c.. the date on which the corporate tax return is generally due).
The election applies only to taxpayers using an aeerual method of ae-
counting for the trade or business for which the election is made.

A sale is for display purposes under this provision if the sale i<
made in order to permit an adequate display of the marazine or other
periodical and if at the time of sale the taxpayer has a legal obligation
to accept returns of the magazine or other periodical.
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These provisions apply to zales for display purposes if and only
if the taxpayer makes an cleetion under t&xis rovision with respect
to the tm(&_e ‘or husiness in connection with which the sales are made.
An election nnder this provision may be made only with respect to
taxable years beginning after Deceraber 311975, and only with the
conent of the Secrctary or his delegate, The clection is to be made
in the tine or manier 2s the Neeretary may by regulations preseribe.

An election of this provision applies to all sales of magazines and
other periadicals made for display purposes in connection with the
trade or business with respeet to which taxpayer has made the elec-
tion. However, the election does not apply to sales made for display
purpo=cs before the first taxable year for which the election is made.
Onee an cleetion is made, it is cliective for the taxable yvear with
respect to which it is made and fer all subsequent taxable years unless
tha taxpayer secitre s the consent of the Sccvetary or his delegate to the
cevocatien of the ciectien, The computation of taxable inecme under
an election under this provision is treated as a method of accounting.
Thus, the provizions of the cede relating 1o adjustments required by
changes in 1cthod of accounting (see, 481) apply to the making and
the revocation of the election.

Effcctice date.—The Lill is to apply to taxable years beginning after
December 31, 1975.

Recenue (ffect—It is estimated that this provision will result in a
deercase of $10 willion in tax labilities in the first year that it is
effective.

Administration position.—-The Treasury Department has no objec-
tion to this legislation.

H.R. 7228

Devices Giher Than & mps on Distilled Spirits Contziners as
Evidence of Tax Payvizent

Prescat law.—Under present law. evidence of the payment of the
Federal excise tax on distilled =piriis is required to be demonstrated
by attaching to the container what i commonly known as a “strip
stamp.” This iz a paper stamp that is attached to the container in sucfl
a manner that it will be broken (thereby voiding it) on opening the
container. Present law restricts the preparaticn and distribution of
the strip stamps to the Secrctary of the Treasury or his delegate. The
stamps are now made by the Buieau of Engraving and Printing.

Recent developments in the technology of bottle container closures
indicate that it 1nay become simpler aud less costly in the future to use
devices other than paper stamps as evidence of payment of the excise
tax on distilled spirits. For example. the evidence of this tax-payment
may be printed on a metallic strip used to form the closure of a bottle:
this strip also will be brolen and thereby voided when the bottle is
opened.

House bidl—The bill amends present law to allow the Treasury
Department to anuthorize the use of forms or devices (other than paper
stamps) as evidence of payment of the excise tax on distilled spirits.
The bill further allows the Secretary of the Treasury to authorize the
preparation and distribution by persons outside of the Federal Gov-
ernment of stamps and other foru:s of evidence of tax payment. In

75-575—-76—-3
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addition, the Secrctary is to prescribe whatever controls are necessary
for the protection of the Federal revenucs involved when persons out-
side of the Federal Government aie authorized to prepare and distrib-
ute stanps or other devices for evidence of excise tax payment.

Effective date—The amendments made by this bill would become
effective upon the date of enactment.

Revenue effect.—The staff estimates that this bill will have no effect
on Federal revenues.

Administration position—The Treasury Departinent favors enact-
ment of this bill. In 1972 and 1973, the Treasury Department sent
identical bills to the Congress asking for their consideration and enact-

ment.
H.R. 8283

Types of Flavors Permitied To Be Used in the Production of
Speeial Nutural Wines

Present law.—Under present law, for purposes of the code provisions
relating to cellar treatment and classitication of wines (secs. 5381~
5388), special natural wines may be made with the addition (before,
during or after fermentation) of “natural” {lavorings and natural
herbs, spices. fruit juices. aromatics. or essences. FFlavors other than
natural are not permitted to be used in producing special natural
wines.

ITouse bill.—The bill amends present law (sec. ~6(a)) to permit
flavors other than natural to be used in producing special natural
wines, This change means that the addition of flavors other than natu-
ral to *“special natural wines™ would have to he approved in advance
by the Sccretary of the Treasury or his delegate before they could
be used in the making of such wines. The bill does not affect the cir-
cunistances under which natural herbs, spices, fruit juices. aromatics,
and other natural flavorings may be used in producing these wines.

Effective date.—The bill is effective upon the date of cnactment.

Revenue effect.—1t is estimated that the enactment of the bill would
hiave no effect on tax revenues, and. further. that the additional costs
to be incurred by the Government under the proposed change would
be negligible.

Administration position.—The Treasury Department has no objec-
tion to the bill.

H.R. 10101

Exemption From Fuel and Use Excise Taxes for Certain
Aireraft Museums

Prcgent Line.—Under present law (secs. 4041 and 4081 of the code)
gasoline and special fuells used in noncommercial aviation. including
use by aircraft museums. are subject to manufacturers and retailers
excise taxes totaling 7 cents per gallon of gazoline or special fuel.
Exemptions from the gzeline and special fuels taxes are presently
provided where the aircraft is used by commercial airlines, for farm-
ing, or as supplies for vessels or aircraft engaged in foreign trade. by
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a State or local government, or a nonprofit educational organization.!
In those cases where the manufacturers excise taxes have been paid,
a mechanism is provided for refunds of these taxes if the gasoline or
special fuel is consunied by an exemp. user.

There is alzo impo=ed an annual excise tax upon the use of civil air-
craft. This tax (under see. 4491) is based largely upon the weight of
the aireraft.®

ITouse bill —This bill exempts airevaft museums (of the type speci-
fied helow) from the retailers and mannfacturers excise taxes which
apply to gasoline and special fuels used for noncommercial aviation
purposes. A mechanism is also provided for refunds or credits of
manufacturers excise taxes where they have already been paid on gas-
oline used by an aireraft museum. In addition. aiveraft operated by an
aircraft museum are excmpted from the use tax on civil aircraft. An
aireraft musewn is defined. for these purposcs, as an organization
deseribed in code section H01(e) (3) which is exempt from Federal
income taxes under seetion H0l(a). Also. the organization must be
operated as a pizenm under State for District of Columbis) charter
and must be operated exclusively for the procurement. care, and ex-
hibition of aireraft of the type used for combat or tran=port in World
War II.

For the exemption or refund to be available. the fuel must be used
in an aireraft or vehicle (such as a ground servicing vehicle for air-
craft) which is owned by an aireraft museum and is used exclusively
for the procurcment. care. and exhibition of aircraft of the type used
for combat or transport in World War I,

Effectice do'c —The amendments pertaining to exemptions from
and refunds of the gasoline and specinl fuels taxes apply to fuel sold
or used on or after October 1, 1976, The exemption from the airveraft
use tax would take effect on July 1. 1976,

LRevenue « fect.—Tt is extimated that theze amendments will result
in a revenue loss of approximarely 850,000 per vear.,

Admivistration position—The Treasury Department opposes this
bill. Treasury notes that on areument presented in support of the bill
i< that the planes of the mu~enm do not u e the expenszive clectronie
facilities of the airway svstem and points out that the cost allocation
studies of the Department of Transportation indicate that noncom-
merein] avietion is greatly undertaxed. Tn the ease of the annual use
tax. the tax i< actually 2 charcee for the availability of facilities, and
a stmitlar ~itnation exi~t with the hichway use tax in the trucking
indun=try for sca-onal opcrators and tho~e who drive a limited number
of miles exch year. Finally. Treasury points out that the only exemp-
tion from the airway nser taxes is for aireraft fuel used hy state and
local #overnnients and private nonprofit schools. The state and local
government<. and the private schools, pay all the other taxes. includ-
ing the annual aireraft use tax.

1 An educational orzanization for these purposes is, in general. one which maintains
a faculty and curriculum to conduet onsite educational activities.

?The annual tax rate i« €23 plue 2 cents per pound of takeoff welcht over 2.300 pounds
in the case of a1 nop-turkine-hewered aireraft, and 3': cents per pound in the caze of
a turbine-powered aireraft
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H.R. 11997

Bank Holding Company Tax \Act of 1976

Present law—In general, the Bank Holding Company Act
Amendments of 1970 require a bank holding company (generaliy any
company controlling a bank) to divest either its banking or nonbank-
ing propertics on or before December 31. 1980. At the time of cnact-
ment. it was anticipated that the Congress would later consider the
need for legislation to provide relief from any tax burden resulting
from the divestitures required under the 1970 Amendments.

With respect to distributions previously required under the Bank
Holding Company Act of 1956 (and its amendment in 1966). bank
holding companies which controlled two or more banks were permitted
to make tax-free distributions (referred to as “spinofls”) of cither
their bank or nonbank assets. as the case may have been. This special
treatment provided for the nonrecognition of any gain to the share-
holders. upon the distribution to them of banking or nonbanking
property, including stock of a subsidiary. The tax on any gain realized
by sharcholders. or on any property received by them, would be im-
pesd upon their later disposition of stock or other property received
m the spinoff.

House 1" —The House hill provides two possible methods in which
fax relief may Le obtained by individuals and corporations for divesti-
tures made by a bank holding company of cither hank or nonhank
property pursuant to the Bank Holding Company et Amendments
of 1970, :

First. the Lill provides that a bank holding company may distribute
cither the Fank cr nonbani a:aets to it~ own shareholders {or, in some
eages, seetirity holders) without inclusion in income or recognition of
aain by these stock (or security) holders. However, any lo<s realized
hy a sharebolder (or seeurity holder) as a rezult of a distribution may
Le recognized. This “spinofl™ approach is generally the same as that
adopted with respect 1o dive:titnres under the hank holdir g company
lerislation enacted in 1956 and 1966, '

Second. the Tlouse hill permits a bank holding company to =ell its
vanking or nonbanking assets in 2 taxable sale or exchange and to pay
the income tax incurred at the corporate level in installments over at
least a 10-vear period with respect to sales or exchanges made under
the divestiture requirements of the Bank Tlolding Company Amend-
ments of 1970,

The methods of tax relief for divestitures permitted by the House
bill are not intended. however. to he exelusive. As a result they do not
limit the availability of anv tax relief for dispositions covered specifi-
eally by other provisions of the code. For example, a bank holding
company could make a required divestiture by means of a spinoff
covered at the shareholder level by section 355 of pre=ent law (distri-
bution of stock of a controlled corporation) if the specific require-
rents of that provision are o' herwise fully satisfied.

With re-pect to the spinff approach, the bill generally adopts the
provisions contained in present law (secs. 1101-1103), which applied
to divestitures made pur-uant to the 1956 and 1966 hank holding com-
pany legislation,
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In general, a corporation coming within the terms of the bank
holding company legislation of 1970 1s given its choice of two alterna-
tive routes—to remain a bank holding company and divest its pro-
lithited nonbanking assets. or to dispose of 1ts interest in banks and,
as a result, cease to be a bank holding company.

If a corporation decides to remain a hank holding company, subject
to supervision by the Federal Reserve Board, it must divest itself of
any “prohibited property” (that is, nonbank Fmperty). Under the
“spinoft” approach. nonbanking property (including stock) may be
distributed to a bank holding company's sharcholders without recog-
nition of gain by them on the distribution.

The distribution of “prohibited property™ may be made either di-
rectly to the shareholders of the corporation which is a bank holding
company (with or witl:out a surrender hy the shareholders of some of
their stock in the holding company) or may be transferred, together
with other nonbank property. to a wholly owned subsidiary created ex-
pressly for purposes of receiving the prohibited property.” In the
latter situation. the stock of the ~ubsidiary must be immediately dis-
tributed to the shareholders of the corporation which is a bank holding
company 1f the distribution is to qualify for nonrccognition of gain
to (or noninclusion in income of) the shareholders.

If a corporation which qualifies as a bank holding company decides
to cease to he a hank holding company (that is. if it wants to con-
tinue its nonbank activities). it must dive-t itself of its hank property.
Under the “spinoff™ approach, it may distribute to its <harchold-
ers any bank stock or other property of a kind which causes it to
be a hank holding company, without the recognition of gain
to the distributee shareholders ( if they exchange some of their stock
in the holding company) or without current inclusion in their income
(if they retain their stock in the holding company). As in the case
where a bank holding company divests its nonbanking property. as
indicated above, nonrecogmition is available whether the bank stock or
other similar property i distributed directly to shareholders or
whether it is first transferred to a wholly owned subsidiary expressly
created for that purpose and the stock of the subsidiary is then imme-
diately distributed to the shareholders of the parent company.

The spinoff provisions will not apply to a distribution of prohibited
property if the bank holding company has made distributions of bank
property or has made an election under the installment payment pro-
vision with respect to the sale of bank property. Conversely, the spin-
off provisions will not apply with respect to distributions of bank
property if distributions of prohibited property have been made by
the bank holding company under the spinoff provisions. or if it has
made an election to pay the tax in installments with respect to pro-
hibited property.

In general. distributions must be pro rata either with respect to all
sharcholders of the distributing bank holding company or with respeet
to all holders of conunon stock of the company. In the ca=e of distribu-

7In case where a wholly owned subnidiary is created to receive the prohibited property.
certain amounts of working capital mav be transferred in addition to the nrohibited nrop-
erty. However, the nonrecoznition provisionk of this hill would not apply if the subsidiary
r r;}ivo; a gr«{(:l\tvr umn;xnl’t of ]v.urk!nz mplt{ul tllmn ig necessary under the circumstances
ar {f other evidence indicates the ¢xistence of a plan one of the principal purposes of w
I8 to dirtribute earninge aud profits of a corporation, P pal purp bich
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tions to several classes of shaicholders. the determination of whether
the distributions are pro rata is to be made on the basis of the respee-
tive fair market valucs of claszes of stock.

A limited exception is provided in the hill to permit non pro rata
distributions where the Federal Rezerve Board requires it in order to
effectively separate bankine and nonl anking husinesses. e, if the
result of a pro rata distribution would be that the same small group
of sharceholders would continue their respective interests in two cor-
porations rather than one. This exception applics only in the case of
a cualified bank holding corporation which dees net have more than
10 individual sharcholders cother than @n e ate) at any time during
the period beginning on . July 7. 1970, and ending after the final distri-
hution required under the Dank Ioldine Company MAct is made.
Further, thiz exception i= to apyly only 7t e Doand certities that a
pro rata dictribution is not anprepriate o cifectuate the policies of
the Bank Holding Company et and that a disproportionate distri-
bution is neces-ary or apprepriate to efleetuate such policies. In this
ease, the Board = to niake =uch certification only after con-uliation
with the Seerctary of the Treazury or his delegate,

Where diziributions of divestitire property (banking or nonbank-
ing property as the caze may he) cre oonde dbeetly by a qualified bank
holdine corperation. the disvibations mav be pro rata with vespect
to cor mon sharcholders withiont the =urrender of shares of the dis-
tributing company held by them. In the case where the divestiture
property i< transferred to a whollv awpe bt Gdiary and then the
stock of the subsidiary is diztritmted. the coimmon stock of the subsidi-
ary may be distvibuted to all shareholders or oi'y 1o the common
sharcholders of the distrilmting corporation witheuat the surrender of
shares in the distributing carporation. Tn addition, preferred stock or
common <tock in the <ub-idizry may be disieibated 1 redeption of
the holding company™ own common crd preleres? steek (subject.
however, te the tender otfer re uivement under the pro rata rule in the
hill). Tn addition. if the « eention 1o the piovata requirements applies,
the holding company r ay disirnthute preferred or comnnon stoek or
seenrit e of the subsidiary in excharee for the holdine company’s
Own securities.

If ~harcholders of a hank holding company do not recognize gain
on a di: tribution of property to them in exchanwge for stock or seenri-
ties held by them in the holding company. the basiz of the property
received by a sharehclder iz the came as the hasis of the ~tock securities
exchangd. 1f property i- received hy snch shireholders without an
exchanze of ~to -k by thein, the shareholder i= reauired to allocate his
ba-is 'n the stock of the bank holding company between such stock and
the property Jdistributed to him. Thus= the tax which would have
otherwise been inenrred by a <harcholder with respect to a distribution
i wenerally postponed until the sharcholder disposes ¢f the stock or
property which iz received. )

Asaresult of the Tax Reform Act of 1969, pre~cnt law taxe<any gain
to a corporation which di-tri! ntes appreciaied property in redemp-
tion of ite own ~tock (<ee, 31141Y). TTowever, a number of exeeptions
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were provided to this rule at that time.* The bill adds another addi-
tional exception providing that gain will not be recognized by a cor-
poration di~tributing appreciated ~tock of a pre-existing banking or
nonbarking subwidiary i redemption of its own stock.

This additional exception to =cetion 311(d) is not to be available
tor distributions of ass 1z other than stock. Moreover, the exception is to
be available enly for discribution: made diiecily by the holding com-
pany (e new secs, o) (1) or (b) (1)) and does not apply to
distributions of stock of any wewly created subsidiary.? This excep-
tion is net to annly where the Erirthbutee i= a tax-exempt organization.

The second form cf tax relief provided by the bill Y’crmits the tax-
payver to make mstallment payments of the tux attributable to a di-
vestiture accomplished by a sale of bank or nonbank property, as the
case may be. Under the m:=talhaent payvment provision. a bank hold-
ing company selling bank property or nonbank properiy. after July 7,
1970, may clect to pay the tax ariribetable to das -ale in equal annual
installments, The first installinent is to be due on the due date of the
taxpayer’s return of taxes for the tuxabde vaar in which the sale oe-
curred. The installiients are to be paid anaually thercafter with the
fast installment payable on the due date of the taxpayer’s return in
1985 or, if laier. on the corre-ponding date 10 vears after the due date
for the year in which the =ile ocenrred. If vhe taxpaver mckes more
than one <ale under the 1970 bank holding company legislation, the
tax attributable to cach sale 1y be puid onan installnent besis begin-
ning in the vear after cach =ale wa- n.ade.

As indicted above. the bill provides for a minimum in=tallment
period of 10 vears. Thus, in the ca-e of a ~ale in 19%0, the instaliment
period would be available until 1990 cither rhan 1985). However.
interest s not lapo-ed upon the deferied tax in the case of install-
ments due through 1955, but is prvable with respect to installment
payments due after 1985,

The installment payiment of tax iz not to be avai'able for a -ale of
nonbank property if the bank Lolding company elects to apply the
provision to the ale of hank property orif the compuny has distributed
bank property under the =pinotl provisicnz Conversely. the install-
ment pavment of tax i= not to apply witl respect to a zale of bank
property if the bank holding company eleets to pay the tax in in<tall-
ments with vespect to nonbank property or has distributed nonbank
property under the spinoff provisions. TIf the bank holdine company
elects to report gain on a sale under the vecular installment method
(section 153). 1t 1s not to be cntitled also to eleet for this cale the spe-
cial installiment method provided here.

8 The rule does not apply to (1) a Jdistritntion in partial or complete liquidation of a
corporation, (2) a distribition of <tock or securitlea in a divisive reorganization, (3)
cersaln ecomplete relemnti ns of A 10-1ercent <harcholder, (1) certaln distributione of a
stock of a 50-percent controlled corporation. (3) certain distributions of stock or «ecurities
purcuant to the terms of a jndrzment requirine divestiture under the antitrust laws, (8)
certain distributions in relemption of stock to pay death taxes, (7) certaln distributions
to a private foundation in redemption of stock, and (8) certain distributions by a regn-
lated investment compary in redemption of its stock,

® If stock of a newly created subsidlary couid be distributed under the protection of the
new exeor:ition to <op. 3114d), the rle limtting the excention to crock ditribetions cculd
e cirevmvented hy trans‘erring booiness 2ssets to a newly ereated sabshliary and then
distributing the stick of that sibsldlary to the sharebolders of the Pank holding company.
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If the company elects to pay the tax in installments, the payments
are to be accelerated and the tax paid in full if (i) an installinent is
not paid on or before its due date; or (ii) the Federal Reserve Board
fails to make a certification, within the time prescribed that the com-
pany has disposed of all the property the disposition of which is neces-
sary to effectuate the policies of the Bank llolding Company Act or
that the company has ceased to be a bank holding cempany.

If the company elects to pay the tax in installments, the Sccretary
of the Treasury or his delegate mnay, if he feels that it is nccessary to
ensure payment of the tax, require the company to furnish a bond.
The provision relating to bonds (sec. 6165? where the time to pay the
tax has been extended, is to apply as though the Secretary is extending
the time for the payment of tax. The running of the period of limi-
tations for the collection of the tax attributable to a sale is to be sus-
pended for the period dusing which there ave any unpaid in=tallments,

The tax relief provided under the bill is available for divestitures
occurring from July 7, 1970, through December 31, 1980. In general, a
bank hoﬁling company must be qualified as such and the property
being divested must have been held as July 7, 1970. This date 1s the
date upon which the Senate Banking and Currency Committee an-
nounced that it was reporting out a bill dealing with one-bank holding
companies. This restriction 1s considered necessary to preclude tax
relief for acquisitions made after it became clear that the separation
of banking and nonbanking businesses was to be requirved of the one-
bank holding companies.

Since the Bank Holding Company Act of 1970 requires all divesti-
tures to he made by December 31, 1350, the tax relief is made avail-
able only for those divestitures which will Lave taken place hy that
date.

Licetive datcs—The “spinott™ amendment=z made by the bill aie to
Le effective with respeet to distributions after July 7. 1070, The bill,
Lowever, 1s to take effect on Octo! er 1, 1977, The etfective date of the
hill is postponed until Geteber 1, 1977, s0 that there will be 1.0 revenue
loss until fiseal year 197810

In the case of distributions occurring hefore enactment of the bill,
the period of limitations for refunds or credits is extended for one year
following the October 1. 1977,

The provision relating to nonrecognition of gain by a corporation
using appreciated property to re'liom its stock is to apply to distribu-
tions made after December 31, 1975, However. the bill also provides
that this provision is not to take effect until October 1. 1977.

The nstallment payment ef tax provision is to apply to sales mde
after July 7, 1970, The bill, however, is not effective until Octoler 1.
1977. As in the case of the <pinoff approach. the postponement of the
effective date of the bill is provided so that there will e no revenue
loss until fiscal year 1978.

1 In the case of any distribnti.n which takes pince on or before 90 Jdavs after the date
of the enactment of this blll, the requirement that the Feleral Reserse Board certify that
the distributfon i{s necessary or appropriate to effectuate the purposes of the Bank Io!d-
ing Company Act i to be treated as made before the distribution if an application for
certification Is made before the close of the 90th day after the date of enactment. The final
certification (required by section 1101(e)) is to be treated as made before the close of the
calendar year following the calendar year In which the last distribiation occurred If appli-
:)?llo: tror ttlfat certification is also made before the close of the 90th day after the date

enactmen
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In the case of any sale which takes place on or before 90 days after
the date of enactment, a certification by the Federal Reserve Board is
to be treated as made before the sale if application for the certification
is made within 90 days after the date of enactment.

In the case of a sale occurring before enactnent of the bill, refunds
or credits are to be available for the portion of the tax attributable to
the sale not yet due on October 1. 1977 under the installment payment
provision. Under the bill, no refund may be made or credit allowed
under the provision before October 1, 1977.

Any refund due under this provision may be used by the Internal
Revenue Service as an offset to any outstanding deficiencies as pro-
vided under present law (scc. 6402). In the case of refunds attrib-
utable to sales, in two or more taxable vears the refunds attributable
to the sales are to be used in the order of time as offsets to the deficien-
cies arising in the order of time and in the manner provided under
present law where the taxpayer does not specifyv the liability being
satisfied (first as to interest. second as to penalties. and third as to
tax liabilities).

In the case of an overpayment avising from the installment provi-
sions interest to the taxpayer is to be allowed for only for periods
6 months or more after the later of th. Jate of enactment. the date
on which application for refund is filed. or the due date for filing the
income tax return for the taxable vear in which the sale occurs.

Revenue eficet.—The bill would become effective on October 1. 1977,
=0 that there would be no revenue effect for fiscal vear 1977, There-
after. the revenue loss is estimated to be approximately S50 million in
fizcal vear 1978, §25 million in fiscal year 1979, $50 million in fiscal
vear 1950, and =60 million in fiscal vear 1981, Of this amount, $125
million would be returned to tiie Treasury during the period 1981
through 1990 as installment payments are made with respect to the
taxes deferred nnder the installment pavment method.

Administration position—The Treasury Department supports this
legislation, With respeet to the ~pinofl provision«, however, it recom-
mends that non-pro-rata disiributions be generally permitted rather
than being Hmited as in the bill. to cas < where a non-pro-rata distri-
bution is required by the Federal Reserve Board.

REVENUE BILLS PENDING ON HOUSE CONSENT
CALENDAR

H.R' 1142
Tax Treatment of Cemetery Perpetual Care Fund Trusts

Prescint lar—The position of the Internal Revenue Service is that
perpetual care fund trusts establizshed by a taxable cemetery are sub-
ject to tax.! The Service al-o has held that the deduction for income
distributed to beneficiaries of trusts (under secs. 651 and, or 661) is not
to be allowed to perpetual care funds because they do not have any
specific beneficiaries. The Service’s position in this regard is that

In Rev. Rul. 84-217 (1964- 2 C B. 153), the Service held that a perpetual eare fund, the
:ncome of which is turned over to a profitmaking cemetery companv for use in connection
;g‘i:ih ﬂ;etmnlntenance of cemetery rites and burial lots. s not entitled to exemption frown

eral tax.
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the benefit of the trust is diffused among the owners of the lot, the
cenetery companies, and the public in general.

However. in a recent and related case, Graceland Cemetery Improv-
ment Fund v, U8, 515 F. 2d. 762 (Ct. CL. 1975), the Court of Claims
held that a corporation formed for the perpetual care of a taxable
cemetery was entitled to deduct as ordinary and necessary business
expenses all payments made for cemetery care and upkeep.

House bill.—The bill amends the trust provisions (sec. 642) of
present law to provide a deduction for those amounts expended by
perpetual care fund trusts for the care and maintenance of grave-
sites. The deduction allowed is to the lesser of the amount actually
distributed during the year for such care and maintenance or $5
per gravesite, Since perpetual care funds are established for the care
of gravesites that have heen previously sold by cemetery corporations.
the deduction is to apply only for amounts expended for the care of
gravesites sold before the taxable vear in question. For the same
reason. the deductions are to be available only with respect to the care
and maintenance of gravesites with respect to which the fund actually
has an obhgation of carve,

Thie bill would have the effect of eliminating the taxable income of
Csubstantially all of these perpetual care fund trusts since the deduction
Fprovided by the bill in almost all cases is more than is usually needed

to provide for the care and maintenance of the gravesites,

Frective date—~The amendment is rvetroactive and applies to
amounts distributed during taxable years ending after December 31,
1963, which is when the Service first gave public notice of its position
regarding the tax treatment of perpetual care funds of profit-making
cemeteries,

Recenne eiect.—The estimated annual revenue loss is $10 million,
The revenune effect pertaining to taxable vears ending after Decem-
ber 31, 1963, and beginning before January 1, 1976, cannot be esti-
mated with any degree of accuracy. In any event, it is understood
that the Internal Revenue Service has not been imposing any tax in
these cases in the past which means that the bill in effect would fore-
stall any revenue collections for the prior vears.

Admivestiation position.—The Treasury Department supports this

legislation.
H.R. 1144
Tax Treatment of Social Clubs and Other Membership
Organizations

Present lawr.—

Income from nowmembers and investment sources—Among the
present law categories of exempt organizations are social clubs
and other somewhat similar nonprofit organizations. such as na-
tional organizations of college fraternities and sororities. Present
law. (vec. 501(e) (7)) provides that these organizations must be or-
ganized and operated exclusively for pleasure, recreation, and other
nonprofit purposes with no part of the net earnings inuring to the
benefit of any private shareholder. The regulations under this provi-
sion ~tate that a club which engages in business is not organized and
operated exclusively for nonprofitable purposes and, therefore, is not

exempt.
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Generally, the Internal Revenue Service has not challenged the ex-
empt status of these organizations if the income derived from pro-
viding goods and services to persons other than members and their
guests is small in relation to the total activities of the organization.
Thus, as an audit standard (Rev. Proc. 71-17. 1971-1 C.B. 683) the
Serviee has indicated that it generally will not disturb a social club’s
exempt status solely on the basis of its nonmember activitics if the
club’s annual income from outside sources is not more than the higher
of $2.500 or 5 percent of the total gross receipts of the organization.
Where gross receipts from nonmember dealings exceed this 3-percent
fizure, all facts and circumstances are taken into account in determin-
ing whether the organization continues to qualify for exempt status.
In the case of investment income, the Service applies no percentage
rule. but instead looks to whether a substantial part of the club's in-
come is from investment sources (Rev. Rul. 66-149, 1966-1 (.RB. 146).

In the Revenue Act of 1950, Congress imposed the regular income
tax on the income certain tax-exempt organizations receive from active
husiness enterprises which are unrelated to their exempt purposes in
order to prevent such tax-exempt organizations from enjoving a com-
petitive advantage over other businesses. Social clubs, national orga-
nizations of college fraternities and <ororities and certain other tax-
exempt organizations were not subjected to the unrelated income tax
imposed at that time.

In the Tax Reform .\ct of 1969, however. Congress extended the
unrelated business income tax to virtually all of the exempt orga-
nizations not already subject to that tax because many of the exempt
organizations not subject to the unrelated businesz income tax were
engaging in substantial business activity. As a result, social clubs and
national oreanizations of college fraternities and sororities are subject
to tax on all of their unrelated business income.

In addition. the 1969 act extended the unrelated business income tax
in the case of these ~ocial clubs and employees™ beneficiary associations
to cover investment income as well as the unrelated business income.
Investment income was made taxable in the ca=e of these membership
organizations because not to do so would have permitted them to pro-
vide recreational or social facilties and =ervices out of income other
than membership fees. and as a result. would have allowed individuals
to devote investment income. free of tax. to personal activities.

Dividends rveceived deduction for ecempt sociul elubs. cte.~—Gen-
crally, under present law the tax on unrelated business income does
not apply to investment inconie. However. in the case of social clubs
and employee beneficiary associations. “investment income™ is included
in the tax base. This result is accomplished in the case of these orga-
nizations by defining their unrelated business taxable income (see.
512(a) (3)) as gross income (other than exempt function income) less
allowable deductions directly connected with the production of gross
income (again excluding exempt function income).

One of the deductions allowed corporations in the computation of
the regular corporate income tax is the dividends received deduction.
Generally, this allows corporations a deduction equal to 85 percent
of dividends received from taxable domestic corporations. The pro-
posed Treasury regulations on social clubs and employce beneficiary
associations provide that the dividends received deduction is not
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allowed for purposes of computing the unrelated business taxable
income for social clubs and employce beneficiary associations, because
it is not an expense directly connected with the production of income.

Dividends received deduction for noncxrempt membership organizu-
tions.—The third section of the bill also relates to the dividends re-
ceived deduction in the case of investment income, but in this case
where the dividends are received by nonexempt membership organiza-
tions. The Tax Reform Act of 1969 (sec. 277 of the code) provided
that in the case of taxable membership organizations the deduction
for expenses incurred in supplying services. facilities, or goods to the
members was to be allowed only to the extent of the income received
from these members. This was provided in order to prevent taxable
membership organizations from escaping tax on business or invest-
ment income by using this income to provide services, facilities, or
@oods to its members at less than cost and then deducting the loss from
the membership activity against the investment income.

House bill.—

Tucome from nowmembers and (nrestment sourres—The first
amendment made by the bill (subsection (a) of the bill) substitutes
for the present law requirement that clnbs which are exempt from tax
under ection 501(c) (7) must be organized and operated “exclusively”
for pleasure, recreation, and other nonprofitable purposes, the require-
ment that “substantially all” of such a club’s activities must be for
these purposes.!

The effect of this change is twofold. First, it is intended to make
clear that these organizations may receive =ome outside income, includ-
ing investiment income. without losing their exempt status. Second. it
1s intended that the level of income a social elub can dervive from the
u-e of its facilities or services by nonmembers be somewhat higher
than was previously the case, without the organization losing its
exempt status.

Dicidends reccived deduction for excmpt social clubs, ete.—The
second amendment made by this bill (zubsection (b) of the bill) denies
a corporate dividends received deduction to tax-exempt social clubs
and voluntary employees beneficiary associations (described in secs.
S01(e) (7) and (9)) in computing their “unrelated business taxahle
income.” Under present law the unrelated business taxable income of
these organizations is defined as their gross income (excluding wnv
exempt function income) less the dednctions under this chapter
“which are directly connected with the production of the gros= income™
(again excluding exempt function income). The Lill provides that
the corporate dividends received deduction is not to be considered a- a
deduction which is *“directly connected with the production of gross
income.’

Dividends received deduction for noncecmpt membership organi-
zutions.—The third amendment made by this bill (subsection (¢) of
the bill) denies a corporate dividends received deduction to taxable
social clubs or other membership organizations operated primarily
to furnish services or goods to members (referred to in section 277 of
the code). These organizations, with certain exceptions set forth in

1 The bill continues the present law requirement that no part of the n 1
organization may inure to the benefit of acy private shnnhols". the Det earnings of the
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present law, are permitted deductions attributable to furnishing serv-
ices, Insurance, goods or other items of value to their members only 10
the cxtent of the income derived fromn members or transactions witl:
members. The bill provides that the corporate dividends received de-
duction (secs. 243, 244, and 245 of the code) is not to be allowed to
corporations to which this provision of law applies.

Piohibition of discrinination—The House bill also provides that
an organization otherwi-e exemipt from income tax under ~ection 5ul
(¢) (7) is to Joxe its exerapt status for any taxable vear if, any time
during that vear. its governing instruments or written poliey state-
ments contain a provision which provides for the diserimination
against any person on the ta<i~ of race, color, or religion.

Fpeelve date ~=The amendinent with respect to the changes in the
tequirelent for exempt =tutus of cluls under section 501(e) (7) is to
apply retroactively to taxable vears begiuning after December 31,
1969, the effective date of the provision in the Tax Reform Act of
1969 extending the unrelated business incenze tax to social elubs, colleze
fratermities. ete,

The amendwent deaying the ccrporate dividends received deduetion
to tax exempt social elubs and \'oiumm'y emplovees beneficiary asso-
el ions applics retroactively to taxable years beginning after Decem-
ber 31,1968, the efleetive date of the provision of the 1969 act taxirg
unrelated business taxable income (includine investiient incone) of
social clubs and voluntary employees beneficiary associations.

The amendment denying the corporation dividends received dedue-
tion to taxable social elubs and other membership organizations oper-
ated primarily to furnish services or goods to members applies to
tanable vears heginning after December 31, 1970, the effective date
of the provision of the 1969 act limiting the deductions of taxable
member=hip organizations.

Reveine effect—Tt 1s estimnted that the revenue effeet of this bill
will be a small revenue gain. probably less than 8100000 a vear.

SAduilnistzation pos’tion ——The Treasury supports the provi-ions of
TLR. 114 which would allew social clubs including college fraterni-
tond sorotities to earn fmired income from nonmember sources and
v estiments without losing their general tax exemption, The Treasury
al-o nipport the proviziens of the bill which would deny the dividend
teeenned deduction in compmting taxable investinent income of ~ocial
club~ a~ well as taxalie member-hip orranizations=, Section 2(a) of the
bill provides that organizations which have a written policy of dis-
crimination on the basi~ of race, color. or religion would lose their ex-
einpt status under seetion H01(e) (7) of the Internal Revenue Code.
Ninee abont one-quarter of the 40,000 zocial etibs, which are exempt
under seetion H01(¢) (7). are organized on the basi~ of a common bond
of religion or ethnie origin. the Treasury opposes section 2(a) of the
bill. There is no apparent rea-on for discouraging social clubs orga-
nized on the basis o} stuch a common bond. The practical consequences
of denying tax exempt status to seetion 501 (c) (7) =ocial clubs would
Le that they would have to file corporate tax returns, Since ~vch clubs
world seldom. if ever. have any taxable net income. paperwork burdens
would be imposed on both the elubs and the Internal Revenue Serviee,
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H.R. 6521

Exemption From Tax for Farm Trailers and Horse or Livestock
Trailers

Present law.—Nection 4061 (a) (1) of the Internal Revenue Code
imposes a 10-percent tax on the sale by the manufacturer, producer. or
importer of enumerated articles including truck trailer and semi-
trailer bodies and chassis.

Section 4061 (a) (2) provides an exclusion from the tax. however,
for <ales of bodies and chassis of “light-dutv™ trucks. buses. and truck
trailers, and semitrailers. To qualify for the exemption, the truck
trailer and semitrailer chassis and bodies must be suitable for use
with a trailer or semitvailer having a “gross vehicle weight™ of
10.000 pounds or less (determined according to Treasury regulations).
In addition, the tiuck trailer or semitrailer itself must be suitable for
use with a towing vehicle with a gross veliicle weight of 10.000 pounds
or less.

House bil—The bill would provide an exemption from the manu-
facturers excise tax in the case of trailers. ~emitrailers, and hodies and
chassis for trailers or semitrailers that are snitable for use with a tow-
ing vehicle with a gross vehicle weight of 10,000 pounds or less. To
qualify for the exemption. however. the trailer or semitrailer must be
designed for use for farming purposes or for transporting horses or
livestock. In addition. parts or accessories =uitable for use with an ex-
empt trailer. semitrailer. or trailer or ~emitrailer body or chassis arve
also to be exempt.

To avoid creating competitive disadvantages because of the rela-
tive size of dealers” inventories. and in conformity with prior practice.
the bill would provide for floor stocks refunds with respect to all
articles exempted hy the bill that are still in dealers’ inventories on
the day after the bill’s enactment.

Ffiectice date.—The exemptions proposed by the bill would apply
with respect to articles sold on or after the date of enactment.

Revenue ¢ffect—The revenue loss from this provision is expected
to be less than 2 million annually.

Admiiistration position—The Treasury Department oppo-es this
legislation because of the resulting dizcrimination against single-unit
trucks (that is. without trailers or semitrailers) and non-farm trailers
and semitrailers. The argument is made that heavy-duty trailers and
semitrailers designed to be used on a farm or for transporting horses
or livestock make infrequent use of the highways and. therefore. should
be exempted from the highway use tax. But there are many types of
vehicles (electric company trailers, construction equipment, ete.) that
may be in a ~similar situation. The highway use taxes are appropriately
a combination of taxes that seek to recover the costs of making high-
way facilities available (e.z. highway vehicle excise taxes and annual
use) and taxes that reflect highway usage (c.z. the gasoline tax). It is
impractical to differentiate vehicles by the extent of highway usage
for purposes of the vehicle excise taxes and annual use taxes.
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H.R. 2474

Refunds in the Case of Certain Uses of Tread Rubber and Tires

Prexeat law—Present law (sec. 4071) impo=es a tax of 3 cents per
pound on tread rubber used for retreading tires of highway-type vehi-
cles and a tax of 10 cents per pound on new tires used on Inghway
vehicles.!

In the case of new tires, a credit or refund of tax is provided where
the tire is exported. is sold for use as supplics for vessels or aircraft
engaged in foreign trade, or is sold for exclusive use by a State or
local government or by a nonprofit educational organization (~ee.
6416(b)).

There are several instances under present law where a manufac-
turers tax is imposed on tread rubber when in a similar situation a
manufacturers tax would not be imposed (or a eredit or retund would
be allowed) on a new tire.

First, rubber wasted in manufacturing new tires is not subjeet to
tax since the tax is imposed when the completed tire ix ~old and is im-
osed only upon the material actually in the completed tire. The tax
on tread rubber is imposed before the completion of a major manu-
facturing process—the recapping or retreading of a used tire, Wast-
age of tread rubber in that process occurs after the tread rubber tax
lability has been determined, and under present law no refund or
credit 1s provided for any portion of the tax impo=ed on tread rubber
which is wasted.

Second, under pre~ent law, where the sale of a new tire is adjusted
on account of a tread mileage or road hazard guarantee or other ~imi-
lar arrangement. a credit is allowed for a portion of the tax in accord-
ance with the amount of the adjustment in price. However. if the sale
of a retreaded tire is adjusted under the same circumstances, no eredit
or refund of the tread rubber tax is provided.

Third. a credit or refund of the tax on new tires is available when
the tire is exported, sold to a State or local government. sold to a non-
profit educational organization. or used or sold for use as ~upplies for
a vessel or aireraft. .\ credit also is available where a new tire is
mounted on a new automobile that is then disposed of in any of the
above ways. However. no credit or refund is available for the tread
rubber tax when a recapped or retreaded tire (or the car on which it is
mounted) is disposed of in any of those ways.

In addition. the present credit or refund of tax which is permitted
in cases of new tire guaranty or warranty adjustments may be com-
puted incorrectly because the amount of the refund is based on the
price of the replacement tire (not the original tire) and becan~e the
refund is not available where an individual other than the original
buyer receives the adjustment.

ITouse bill—The bill wonld make a eredit or refund of the tread
rubber tax available in three situations. These changes are intended to

! The tax is scheduled to he eliminated for tread rubber and to be reduced to 3 cents per
pound for new tires on October 1, 1977 (sec. 4071(d)).
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permit a credit or refund of the tax on the tread rubber used on a
recapped or retreaded tire, under the circumstances where a credit or
refund would be available for the tax on a new tire.

First, the credit or refund is to be available where rubber is de-
stroyed, scrapped, wasted, or rendered useless in the recapping or
retreading process.

Second, the credit or refund is to be available where the tread rub-
ber is used in the recapping or retreading of a tire if the sales price of
the tire is later adjusted because of a warranty or vuarantee.

Third, a credit or refund of the tread rubber tax is to be available
to the manufacturer for the tread rubber on a recapped or retreaded
tire if the tire is by any person (1) exported, (2) sold to a State or
local government for the exclusive use of a State or local government,
(3) sold to a nonprofit educational organization for its exclusive use,
or (4) used or sold for use as supplies for a vessel or aircraft.

Where a retreaded tire is sold by a second manufacturer on or in
connection with another article (for example, a truck) manufactured
by him. the bill provides that a credit or refund of the tread rubber
tax is to be allowed to the further manufacturer if the article is ex-
ported or sold for any of the above purposes. Also, a credit or refund
of the tread rubber tax is to be available to the manufacturer of the
recapped or retreaded tire if that retreader sells the tire on or in
connection with any other article manufactured by him, and that other
article is exported or sold by any person for one of the purposes de-
seribed above,

In addition, the bill makes it clear that present credit or refund for
any tire tax paid in cases of guaranty or warranty adjustments is to
be Dased on the adjusted price of the tire being returned (not the re-
placement tire) and is to be available whether or not any replacement
tire is made by the same manufacturer as the tire being returned and
whether or not a replacement tire is obtained. The bill also modifies the
statute of limitations so that a credit or refund of the tread rubber or
new tire tax can be obtained for a period of 1 year after the war-
ranty or gnaranty adjustment is made. Finally, the bill impozes a tax
on tread rubber used in recapping or retreading tires abroad. if those
tires are then imported into the United States

I'ffcetive date—~The amendments made by this bill are to take
effect on the first day of the first calendar month which begins more
than 10 days after the date of the bill's enactment.

Lerenue ¢ fiect—The bill is expected to result in a negligible reve-
nue loss. less than $200.000 arnually.

Administration position—The Treasury Department favors enact-
ment of the bill. but recommends elimination of the provision, in new
section 6414(b) (2) (i1). which permits a deemed overpayment of tax
to be coniputed on the hasis of advanced price adjustments in lieu of
warranty adjustments based on actual loss.
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H.R. 8046

Exclusion From Income of Rental Value of Parsonage Furnished
to Surviving Spouse of Minister

Present loie—Under present law (sce. 107 of the code), a minister
of the gospel is entitled to exclude from his gross income the rental
value of a home furnished to him as part of his compensation or the
allowance paid to him for housing.

This provision applies to anyone who is an ordained, licensed. or
commissioned minister of the gospel and performs such services as
normally considered functions of such a person. The exclusion does
not apply to the surviving spouse of a deceased minister.

Under present law. if the surviving spouse of a deceased minister
continues to receive the same housing benefits which were provided
tax-free to the minister during the performance of his ministerial
duties, then theze amounts are included in the gross income of the sur-
1iving spouse. However, the housing benefits furnished a minister of
the gospel during his lifetime were a part of his compensation and if
furnished to his surviving spouse after his death could be considered
to be furnished because of the prior services rendered by the minister.

Mouse bill—The bill provides. generally. that if the widow or
widower of a deceased minister of the gospel continues to be furnished
a home after the death of the minister and if the rental value of the
same home was excludable by the minister under preseut law (sec.
107). then the widow or widower may likewise exclude from gross
income this amount. The exclusion by the widow or widower. however,
is to apply only with respect to the 1-vear period beginning on the
date of the minister's death. The exclusion is to apply only if the
home is furnished to the surviving spouse, and not to any allowance
which might be furnished in lien of the home. Also. remarriage by
the surviving spouse terminates eligibility for the exclusion.

Fffective date—The amendments made by this bill are to apply
with respect to taxable vears ending on or after the date of enactment.

Rcrenve cffect.—It 18 estimated that enactment of this bill will
result in a decrease in tax liability of approximately $500,000 a yvear.

Administration position.—The Treasury Department opposes enact -
ment of this bill. Tt sees no justification for extending the section 107
exclucion. which has itself been the subject of criticism.

H.R. 10155

Tax Treatment of Certain Income of Political Organizations

Present lar—Under present law (sec. 527 of the code) political or-
canizations (such as political parties or committees) are generally
subject to Federal income taxation on income from investments and
income from any trade or business. However, the exempt function
income of such organizations is not taxable.

Under present law, “exempt function income™ includes contributions
of money or other property and membership fees, dues, or assessments
from members of the organization. Exempt function income also
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includes proceeds received from political fund raising or political
cutertainment events, or proceeds from the sale of political campaign
materials, which are not received in the ordinary course of any trade
or husines. Thus, proceeds received from casual sporadic fundraising
events or political entertainment events, such as political dinners, re-
ceptions, or an annual athletic exhibition, are to be treated as exempt
function income. Iowever, in all of these cases the income is exempt
function income only if the event is a political event and is not carried
on in the ordinary course of a trade or business. Factors to be taken
into account in determining whether an activity is a trade or business.
for purposes of this section. include the frequency of the event, the
manner in which the event is conducted, and the span of time over
which the event is carried on. Whether an event is a political fund
raiser or a political entertainment event will depend upon the facts and
circumstances of the particular event. taking into account the extent
to which the event is related to a political activity aside from the need
of the organization for income or funds.

In addition. amounts received on the sale of campaign materials are
cligible for exempt function income treatment under present law if
the sale is not in the ordinary course of a trade or business, and is
substantially related to the political activities -1 che organization.
Thus. proceeds from the ~ale by a political organization of political
item= such as political memorabilia. bumper stickers. campaign but-
tons. hats, chirts, political posters. stationery, jewelry, or cookbooks
are generally not to be taxable to the political organization where the
sale is closely related to other political activity such as distributing
political literature, organizing voters. ete. Iowever, where these mate-
rials are cold in the regular course of a trade or business, the income
derived from the sale is to be taxable. .

House hill —The bill provides that income received by a political
organization from any trade or business which is regularly ecarried on
would not be taxable if substantially all the work in carrying on the
trade or business is performed for the political organization without
compensation, Thus, the bill provides that a political organization
would not ordinarily be taxed on income from political fund-raising
or entertainment events, or from the sale of political campaign mate-
rials, even if the events or sales are regularly carried on, if substan-
tially all the work performed in connection with the events and sales
is normally performed by unpaid volunteers. This would have the
cffect of treating political organizations in a manner similar to tax
exclmiption organizations (under sec. 501). since these other organiza-
tions are not generally subject to the tax on income with respect to any
trade or business regularly carried on “in which substantially all the
work in carrying on such trade or business is performed for the orga-
nization without compensation™ (sec. 513(a) (1) ).

Effective date—The bill applies to taxable years beginning after
December 31, 1975,

Llcrenue effect.—It is estimated that the bill will have a negligible
effect on revenues, a loss of less than $100.000 annually.

Administration position.—The Treasury Departmient has no objec-
tion to this bill.
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H.R. 10902

Tax Treatment of Securities Acquired for Business Reasons and
Not as an Investment

Prcsent law.~Under present law, the treatment of gain or loss on a
sale or exchange of a stock or other security depends on whether the
security iz a capital asset in the hands of the taxpayer. Any stock or
other security which is held for investment is treated as a capital asset
and if held for more than 6 months is accorded the more favorable
long-term capital gain treatient (that is. only one-half of the gain is
subject to tax). Capital losses, however, are limited for both indi-
viduals and corporations as to the amount that may be deducted in a
vear. If a stock or other =ecurity is held for business purposes, gen-
crally it would not be treated as a capital assct and, therefore, any
gain would be treated as ordinary income and any losses would be
treated as ordinary losses (which could be deducted in full in the
current year). As a result. if a taxpayer has a gain on the sale of a
stock or other security. he would prefer to have capital gain treat-
ment. ITowever, if there is a loss from the «ale. he woul(f prefer to
have ordinary loss treatment.

The question of whether a security (or any asset) is a capital
asset is factual and depends on the facts and circumstances of the
particular case, ic., whether the taxpayer acquired and held the
security as an investment or whether he acquired and held it for sale
to customers in the ordinary course of business or held the stock for
u~e in his business. In some situations, individuals or corporations
which have acquired stock in another company and later sold such
stock at a loss have successfully argued that they purchased and held
the stock to assure themselves a source of supply of the other company’s
products or for similar business reasons. As a result these taxpavers
have often been upheld in treating their loss as ordinary rather than
capital. Few, if any. situations have arisen. however, where in similar
circumstances a gain on later sale of the stock or securities has been
held to be ordinary income.

Under present law (sec. 165(g) (1)) a loss resulting from a security
hecoming worthless during the taxable vear is a capital loss if the
security is a capital asset. The loss is ordinary if the security is not
a capital asset in the taxpayer’s hands. .\ special statutory rule also
provides ordinary loss treatment for a security held by a parent
corporation in a controlled subsidiary where the security becomes
worthless during the taxable vear (sec. 165(g) (3)).

ITouse bill—The bill adds a new provision (sec. 1234) which re-
(uires a taxpayer (including individuals and corporations) to notify
the Secretary within 30 days after initially acquiring a security that
the acquisition was not made as an investment in order to obtain ordi-
nary loss treatment on a sale or exchange of the “security” (as defined
in present section 165 (g) (2)). The bill authorizes the Service to issue
regrulations concerning how the notice must be given and the informa-
tion it must contain. The giving of notice would not guarantee ordi-
nary loss treatment for a taxpayver; he would still have to establish
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that he did not acquire and hold the stock as a capital asset. The bill
simply adds a threshold condition for ordinary loss treatment that. in
any event. the taxpayer must have filed the required notice within the
la}uired period.

f a taxpayer filed the necessary notice and realizes a gain when he
sells the security. the bill provides that his gain shall be ordinary in-
come and not capital gain. In such a situation. ordinary income treat-
ment is automatic; the bill does not permit the taxpayer to show that
on the particular facts he held the stock as a capital asset.

These rules operate together to prevent a taxpayer from subse-
quently coloring his description of his original purposes in acquiring a
security. depending on whether he suffers a loss or realizes a gain on
sale of the security.

The bill also adds a notice requirement in order for a worthless
security to be treated as producing an ordinary loss. Where a security
hecomes worthless during the vear, the taxpayer may obtain an ordi-
nary loss only if he establishes that the security was not a capital asset
in his hands and also that. within 30 days after he initially acquired
the security. he notified the Service that he held the security other
than as an investment.

This notice requirement would not be imposed. however, in the cn-e
of a worthless seenrity in an affiliated corporation (under the provi-
sions of present section 165(g) (3)), but would be imposed in the case
of a :ale or exchange of a security in such a corporation.

The new section would also not apply to a securities dealer. Present
law (sec. 1236) creates uniform treatment for securities dealers by
providing capital gain or loss treatment on sale or exchange if, within
30 days after he acquires a security. the dealer clearly identifics it in
his records as held for investment and also if he does not later hold
the «ecurity for sale to customers. A dealer who does not identify his
cecurities in this manner receives ordinary income or loss when he sells
the cecurity.

The new rule also would not apply to losces on stock in a small
lusiness investment company operating under the Small Business In-
vestment Aet of 1958, or to losses on certain other small business ~tock
where ordinary loss treatment is prescribed by other provisions of
present law (secs. 1242, 1243, and 1244). Finally. the new rule would
not apply to losses on sales or exchanges of certain kinds of securities
held by banks or other financial institutions if. and to the extent. such
losses are governed by section 582(¢) of present law.,

Effectire date—The bill applies to taxable vears ending after the
date of enactment. However, the new rules would not apply to any sale
or exchange occurring before the issuance of regulations under the new
code provision.

The bill also contains a transition rule for securities acquired on or
before the date of enactment of the provision. or acquired after that
date but before the issuance of the first regulations under the new sec-
tion. In such cases, the taxpayer's notice must be given to the Service
within 30 days after such regulations have been issued (rather than
within 30 days after he initially acquired the security).

Revenue cffcet.—1Tt is estimated that enactment of this provision
will not have a sigmificant revenue effect during the first two years.
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However, in the later years this provision could generate annual reve-
nue gains in the range of $20-350 million.

Administration position.—During the Ways and Means Committee
consideration of this bill. the Treasury Department opposed the bill
cn the grounds that it would not entirely eliminate the problem (tax-
payers might forget that they had filed the required notice or hope to
escape detection on audit, and they might still clai an ordinary loss)
and that the requirement of a notice would introduce some additional
complexity and would tend to catch taxpayers who are ignorant of
the rule, The Treasury Department has reconsidered that position
and has now withdrawn its opposition. It believes that the bill would
substantially eliminate an existing tax abuse.

H.R. 10936

Recapture as Ordinary Income of Properly for Which a Business
Expense Deduction Was Allowed

Present law.—Under present law (see. 1245). gain realized upon
the sale or exchange (or certain other dispositions) of section 1243
property (generally tangible peisonal property and certain other
property subject to an aliowance for depreciation or amortization)
Is =ubject to recapture as ordinary income (rather than as capital
tain) (o the extent of any depreciation or amortization allowed with
respect to that property after December 3101961 (or. in certain cases,
later eifective dates). Also. in the case of the contribution of property
to charity. the deduction otherwise allowable with 1espect to that
contribution is to be reduced by the amount of ordinary income which
would have been realized by the taznayer had the property been sold
for its fair market value (see. 170(e) ). This has the eifect of disallow-
iner the deductions for any wmounts which are =ubicet to recapture
under section 1245,

There is no provision under present law which provides that where
the cost of property is dedneted. instead of being depreciated or amor-
tized, the amount deducted is to be subject to recapture as ordinary in-
come if the property is later sold or otherwise disposed of at a gain.

ITouse Lill—Under the bill. in the case of property acquired after
December 51,1975, if the purchase price of the property was deducted
as an expense (and the deduction was not disallowed). the purchase
price is to he subject to recapture under section 1245, Thus. for ex-
ample, if the taxpayer purchases a profes-ional periodical which
has a uscful life of less than one year, and deducts the purchase price
as a trade or business expense. any gain (un to the amonnt of the
deduction) realized on the later sale of the propertv would be treated
as ordinary ircome. Also, if the property were contributed to a char-
itable or cducational instituton, a charitable deduction would be
allowed only to the extent of the sum of (1) the remaining basis and
(2) the excess of the unrealized appreciation over the trade or Lusi-
ness deduction claimed previously.

The bill does not apply with respect to research and development
expenscs allowed as a deduction under section 174 or to intanzible
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drilling and development costs allowed as a deduction under section
263(c).

Eﬂt)‘ctive date—This provision would apply to property acquired
after December 31, 1975, and disposed of after the date of enactment
of this bill.

Revenue effect.—It is estimated that the enactment of this bill will
result in an Increase in revenues of less than $ million a year.

Administration position—The Treasury Department supports this

bill.
H.R. 7929

Interest on Corporate Debt To Acquire Another Corporation

Present lowe —~Under present law, a corporation generally is allowed
to deduct interest paid or incurred on its indebtedness, but is not al-
lowed a deduction for dividends paid on its stock or equity. However,
under certain circumstances, a corporation is not allowed an interest
deduction (either for stated interest or unstated interest such as origi-
nal issue discount) for indebtedness which it issucs as consideration for
the acquisition of stock in another corporation. or for the acquisition
of assets of another corporation (sec. 279).

A number of exceptions or modifications are provided under existing
law to this interest disallowance rule. Generally the disallowance of
the deduction for interest in the case of acquisition indebtedness ap-
plies to interest paid or incurred with respect to indebtedness incurred
after October 9, 1969. However, this provision is inapplicable in cer-
tain cases where the issuing corpuration had at least a 30-percent
voting interest in another corporation on October 9, 1969, even though
the obligation is issued after that date: this exception does not apply
to indebtedness issued to acquire stock in excess of the amount neces-
sary for control for tax purposes (i.e., 80 percent).

The interest disallowance provision was added to the Code in 1969
because of a Congressional concern over the increasing number of cor-
porate mergers in which debt. rather than equity, was being exchanged
for control of acquired corporations. This trend was thought to have
adverse implications for tLe economic well-being of the companies
involved (by increasing corporate debt to dangerous levels) as well as
for the economy as a whole. The purpose of the exception for acquir-
ing corporations having 50-percent or greater control of another cor-
poration on Qctober 9, 1969, was to permit such acquiring corporations
to obtain the 80-percent control of the acquired corporation necessary
for certain tax purposes.

House bill.—The House concluded that the 80-percent limitation im-
posed in connection with pre-October 10, 1969, control situations does
not appear to serve the purpose of the interest disallowance provision
(which is to discourage the future use of debt acquisitions under cer-
tain prescribed circumstances). This is =0 since the acquisition, in such
cases, has already occurred. In addition. minority shareholders of a
corporation which is 80-percent controlled may find themselves with-
out a ready market for t‘mir stock, unless the controlling corporation
is able and willing to purchase their shares.
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Under the House bill. the provision denying a deduction for interest
on corporate acquisition indebtedness is not to apply where a cor-
poration which had acquired at least 50 percent of the total combined
voting power of all classes of stock of another corporation by October
9. 1969, incurs acquisition indebetedness in increasing its control over
the acquired corporation. Thus, the S0-percent limitation (contained
in see, 279(1) of the Code) which applies under present law in such
situations, is to be removed.

Effectice dute.—The bill applies to taxable vears ending after Octo-
ber 9. 1069,

Under the bill. any refund or eredit resulting from the removal of
the §0-percent limitaiion is not to be barred (by the statute of limita-
tions, by res judic ita in a litigated case. by a closing agreement. or
otherwise) 1f the ciaim is filed within 1 year of the date of enactment.

Revcnue ()(ect.——lt is estimated that this bill will result in a cne-
time revenue loss of less than $1 million.

Adminastration position—The Treasury Department has no objee-
tion to this bill.
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