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MISCELLANEOUS TAX BILLS I

MONDAY, 3rUNE 19, 1978

U.S. SENATE,
SUBCOMMIrEE ON TAXATION AND

DEBT MANAGEMENT GENERALLY OF THE
COMMI'I'rE ON FINANCE,

'Wa hington, D.C.
The subcommittee met, pursuant to notice, at 9 a.m. in room 2221,

Dirksen Senate Office Building, Hon. Harry F. Byrd, Jr. (chairman
of the subcommittee) presiding.

Present: Senators Byrd, Jr., of Virginia, Long, Curtis, Hansen,
Dole, and Packwood.

[The committee press release announcing this hearing and the mis-
cellaneous tax bills follow:]

[Press Release]

SUsCOMuMITrEE ON TAXATION AND DEBr MANAGEMENT ANNOUNCES HEARINGS ON
MISCELLANEOUS TAX BILLS

Senator Harry F. Byrd, Jr., (I.-Va.), Chairman of the Senate Finance Commit-
tee Subcommittee on Taxation and Debt Management, announced that a hearing
will be held on June 19,1978, on various miscellaneous tax bills.

The hearing will be held on Monday. June 19. 1978. at 9:00 a.m. in room 2221
Dirksen Senate Office Building.

The following pieces of legislation will be considered:
S. 2872, sponsored by Senator Allen, a bill to exclude from gross income stat-

utory subsistence allowances paid to law enforcement officers. It is estimated
that this measure will benefit approximately 12 States which have established a
cash meal allowance system for law enforcement officers and will cause a loss of
revenues of less than $5 million.

H.R. 810, sponsored by Representative Conable, a bill amending Section 4941
of the Code to permit private foundations to pay or reimburse government of-
ficials for expenditures (up to certain limits) incurred for travel outside the
United States. It is estimated that this bill will not have any direct revenue
effect.

H.R. 1337, sponsored by Representative Steiger, a bill amending Section 4216
of the Code to modify certain rules used in determining the manufacturer's
excise tax on sales of trucks, buses, highway tractors, trailers, and semi-trailers.
The provisions contained in this bill are estimated to reduce revenues by $500,000
per year, beginning with fiscal year 1978.

H.R. 1920, sponsored by Representative Waggonner, a bill to amend Section
5064 of the Code to expand the list of circumstances under which distributors
or retailers of alcoholic beverages receive payments from Treasury for prepaid
excise taxes and customs duties on such products if destroyed by diasters, etc.
The provisions contained in this bill, as amended, are estimated to result In a
revenue loss of less than $100,000 in fiscal year 1978 and approximately $500,000
each year thereafter.

H.R. 2028, sponsored by Representative Conable, a bill to amend certain alco-
hol tax provisions of the Code to permit adults (after registration) to produce
beer in limited quantities for personnel or family use, and modifies present law
relating to tax-free production (without registration) of wine for home use.

(1)
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The provisions contained in the bill, as amended, are estimated to reduce reve-
nues by less than $1 million in fiscal year 1978 and by less than $1.5 million a
year thereafter. S. 2930, an identical measure sponsored by Senator Moynihan,
will also be considered.

H.R. 2852, sponsored by Representative Pickle, a bill modifying the proce-
dures pursuant to which excise tax refunds or credits are allowed for farming-
purpose use of aviation fuels, so that the cropduster (rather than the farmer)
claims the refund or credit. The provisions contained in this bill, as amended,
are estimated to reduce revenues by less than $100,000 in fiscal year 1978 and
by less than $1.5 million a year thereafter. (These amounts would otherwise go
to the Airport and Airway Trust Fund-through June 30, 1980.)

H.R. 2984, sponsored by Representatives Duncan and Pickle, a bill to amend
Section 4063 of the Code to modify an exemption provided in present law from the
10 percent manufacturers excise tax imposed on sales of certain trailers or
semi-trailers, in the case of trailers or semi-trailers designed for farming purposes
or for transporting horses or livestock. The provisions contained in the bill are
estimated to reduce revenues by $2 million per year, beginning with fiscal year
1978.

H.R. 3050, sponsored by Representative Corman, a bill providing a new tax
accounting method applicable to returns of unsold magazines, paperback books,
and records. This bill, as amended, is estimated to reduce budget receipts $22
million in fiscal year 1980, $11 million in fiscal year 1981, $12 million in fiscal year
1982, and $12 million in fiscal year 1983.

H.R. 5103, sponsored by Representatives Conable and Rostenkowski, a bill
clarifying and modifying excise tax provisions relating to warranty adjust-
ments on tires and tread rubber. The provisions contained in the bill, as amended,
are estimated to reduce revenues by less than $100,000 in fiscal year 1978 and by
less than $200,000 a year thereafter.

H.R. 6635, sponsored by Representative Pickle, a bill authorizing the Treasury
to increase the interest rate payable on previously issued U.S. retirement bonds,
so that those bonds will earn interest at rates consistent with rates currently
established for Series E U.S. savings bonds. The provisions contained in the bill,
as amended, are estimated to have no effect on budget receipts but will result In
increased budget outlays of $1 million per year.

H.R. 8535, sponsored by Representative Conable, a bill amending Section 44A
of the Internal Revenue Code to extend the child care credit to otherwise qualify-
Ing payments for child care services performed by grand parents or other adult
relatives, regardless of whether the relatives' services constitute "employment"
as defined for Social Security tax purposes. The provisions contained in the bill,
as amended, are estimated to result in a decrease in budget receipts of $3
million in fiscal year 1978, $36 million in fiscal year 1979, $35 million in fiscal
year 1980, $37 million in fiscal year 1981, $37 million in fiscal year 1982, and $38
million in fiscal year 1983.

H.R. 8811, sponsored by Representatives Ullman and Conable, a bill amend-
ing Section 7447 of the Internal Revenue Code to allow present or former U.S.
Tax Court judges to revoke a prior election to come under the Tax Court re-
tirement pay system, and qualify for Civil Service Retirement benefits (but
not for benefits under both systems). The bill would benefit any Tax Court Judge
who has elected the Tax Court retirement system and has not yet retired and
former Tax Court Judge Russell E. Train, who is not eligile for Tax Court
retirement and is currently ineligible for Civil Service Retirement benefits
because of his Tax Court election. The provisions contained in the bill are esti-
mated not to have any significant revenue or expenditure effect in the current
fiscal year or in any of the five following fiscal years.

Requests to Tetify.-Persons who desire to testify at the hearing should sub-
mit a written request to Michael Stern, Staff Director, Committee on Finance,
Room 2227 Dirksen Senate Office Building, Washington, D.C. 20510 by no later
than the close of business on Wednesday, June 14, 1978.

Legislatirc Reorganization Act.-Senator Byrd stated that the Legislative
Reorganization Act of 1946, as amended, requires all witnesses appearing before
the Committees of Congress "to file in advance written statements of their pro-
posed testimony, and to limit their oral presentations to brief summaries of
their argument."

Witnesses scheduled to testify must comply with the following rules:
(1) A copy of the statement must be filed by the close of business two days

before the day the witness is scheduled to testify.
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(2) All witnesses must Include with their written statement a summary of
the principal points included in the statement.

(3) The written statements must be typed on letter-size paper (not legal size)
and at least 75 copies must be submitted by the close of business the day before
the witness Is scheduled to testify.

(4) Witnesses are not to read their written statements to the Committee, but
are to confine their five-minute oral presentations to a summary of the points
included in the statement.

(5) Not more than five minutes will be allowed for oral presentation.
Written Tctimony.-Senator Byrd stated that the Subcommittee would be

pleased to receive written testimony from those persons or organizations who
wish to submit statements for the record. Statements submitted for inclusion
in the record should be typewritten, not more than 25 double-spaced pages in
length and mailed with five (5) copies by June 23, 1978, to Michael Stern, Staff
Director, Committee on Finance, Room 2227, Dirksen Senate Office Building,
Washington, D.C. 20510.
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05T CONGRESS S2o zso N S. 2872
IN THE SENATE OF THE UNITED STATES

APRIL 11 (legislative day, FRUARY 6), 1978

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

A BILL-
To amend the Internal Revenue Code of 1954, as amended, so-

as to exempt subsistence allowances of law enforcement

officers of the United States from Federal income taxes.

1 Be it enacted by the Senate and House of Representa-

2 tive3 of the United States of America in Congress assembled,

3 That chapter 1 of title 26 of the United States Code is

4 amended by adding after section 119 (2) a new section 119

5 (3) to read as follows:

6 "(3) (a) Gross income does not include any amount

7 received as a statutory subsistence allowance by an individual

8 who is employed as a law enforcement officer in the United

9 States.

10 "(b) The term 'law enforcement officer' means a full-

If
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1 time, certified, law enforcement officer with power of arrest

2 employed by a State, a political subdivision of a State, any

3 municipal corporation in a State, a territory, a possession

4 of the United States, or by the District of Columbia, who is

5 required by the terms of his employment, whether such

6 employment exists by virtue of election or appointment, to

7 give his full time to the preservation of public order and the

3 protection of life or property, or the detection of crime, and

9 shall include enforcement officers for consea r laws,

10 wardens, guards of penal institutions, and full-time coroners,

11 but shall not include any district attorney, assistant district

12 attorney, commissioner, deputy commissioner, any municipal

13 inspector, county inspector, or State inspector, or any like

14 employee of a State, a political subdivision of a State, any

15 municipal corporation in a State, a territory, a possession of

16 the United States, or the District of Columbia.

17 "(c) The provisions of this bill shall be retroactive to

18 January 1, 1970.".
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2D SESSIONON H. R. 810

IN THE SENATE OF THE UNITED STATES

MARCH 15 (legislative day, FEBRUARY 6), 1978

Read twice and referred to the Committee on Finance

AN ACT
To amend section 4941 (d) (2) (G) of the Internal Revenue

Code of 1954.

1 Be it enacted by the Senate and House of Representa-

2 tives of the United States of America in Congress assembled,

3 That section.4941 (d) (2) (0) of the Internal Revenue Code

4 of 1954 (relating to payment or reimbursement of certain

5 traveling expenses) is amended by striking out "or" at the

6 end of clause (vi), by striking out the period at the end of

7 clause (vii) and inserting in lieu thereof ", or", and by add-

8 ing at the end thereof the following.

9 "(viii) any payment or reimbursement of

10 traveling expenses for travel between a point

11 in the United States and a point outside the
II
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1 United States, but only if such payment or

2 reimbursement with respect to any one trip by

3 an official does not exceed the lesser of the

4 actual cost of the transportation involved -or

5 $2,500, plus an amount for all other traveling

6 expenses not in excess of 125 percent of the

7 maximum amount payable under section 5702

8 (a) of title 5, United States Code, for like

9 travel by employees of the United States for a

10 maximum of 4 days.

11 Clause (viii) shall not apply to any payment or

12 reimbursement made by a private foundation if more

13 than one-half of the foundation's support (as define'd

14 in section 509 (d)) is normally derived from any

15 business enterprise, trade association, or labor

16 organization.".

17 SEc. 2. The amendments made by the first section of

18 this Act shall apply to travel beginning after the date of the

19 enactment of this Act.

Passed the House of Rlepresentatives March 14, 1978.

Attest: EDMUND L. HENSITAW, JR.,

Clerk.
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9&mh CONGRESS KW &~
2D SESON 1337

IN THE SENATE OF THE UNITED STATES

MAY 19 (legislative day, M.ty 17), 1978
Read twice and LefCrred to the Committee on Finance

AN ACT
To amend the Internal Revenue Code of 1954 with respect to

excise tax on certain trucks, buses, tractors, et cetera.

I Be it enacted by the Senate and House of Representa-

2 ties of the United States of America in Congress assembled,

3 That (a) paragraph (1) of section 4216 (b) of the Internal

4 Revenue Code of 1954 (relating to constructive sale price)

5 is amended by inserting after the second sentence thereof the

6 following new sentence: "In the case of an article the sale of

7 which is taxable under section 4061 (a) and which is sold at

8 retail, the computation under the first sentence of this para-

9 graph shall be a percentage (not greater thAn 100 percent)

10 of the actual selling price based on the highest price for

11 which such articles are sold by manufacturers and producers

12 in the ordinary course of trade (determined without regard

13 to any individual manufacturer's or producer's cost".
II
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1 (b) The second sentence of paragraph (1) of such sec-

2 tion 4216 (b) is amended by inserting "(other than an ar-

3 ticle the sale of which is taxable under section 4061 (a))

4 after "sold at retail".

5 SEc. 2. The amendments made by this Act shall apply

6 to articles sold by the manufacturer or producer after Sep-

7 tember 30, 1977.

Passed the House of Representatives May 16, 1978.

Attest: EDMUND L. HENSHAW, JR.,
Clerk.
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95ti CONGRESS

2D SEMON H. R. 1920

IN THE SENATE OF THE UNITED STATES

MAY 9 (legislaiive day, ARI'L 24), 1978

Read twice and referred to ihe Committee on Finance

AN ACT
To amend section 5064 of the Internal Revenue Code of 1954

to provide for refund of tax on distilled spirits, wines, recti-

fied products, and beer lost or rendered unmarketable duo
to fire, flood, casualty, or other disaster, or to breakage,

destruction, or other damage (excluding theft) resulting

from vandalism or malicious mischief while held for sale.

1 Be it enacted by the Senate and House of Representa-

2 tives of the United States of America in Congress assembled,

3 That (a) so much of section 5064 of the Internal Revenue

4 Code of 1954 (relating to losses caused by disaster) as pre-

5 cedes subsection (c) is amended to read as follows:

II
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2

1 "SEC. 5064. LOSSES RESULTING FROM DISASTER, VANDAL-

ISM, OR MALICIOUS MISCHIEF.

3 "(a) PAYM ENTS.-The Secretary, under such regula-

4 tions as lie may prescribe, shall pay (without interest) an

5 amount equal to the amount of the internal revenue taxes

6 paid or determined and customs duties paid on distilled

7 spirits, wines, rectified products, and beer previously with-

8 drawn, which were lost, rendered unmarketable, or con-

9 demned by a duly authorized official by reason of-

10 " (1) fire, flood, casualty, or other disaster, or

11 "(2) breakage, destruction, or other damage (but

12 not including theft) resulting from vandalism or mali-

13 cious mischief,

14 if such disaster or damage occurred in the United States

15 and if such distilled spirits, wines, rectified products, or beer

16 were held and intended for sale at the time of such disaster

17 or other damage. The payments provided for in this section

18 shall be made to the person holding such distilled spirits,

19 wines, rectified products, or beer for sale at the time of such

20 disaster or other damage.

21 "(b) CLAIMS.-

22 " (1) PERIOD FOR MAKING CLAIM; PROOF.-No

23 claim shall be allowed under this section unless-

24 " (A) filed within 6 months after the date on

25 which such distilled spirits, wines, rectified products,
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I or beer were lost, rendered unmarketable, or con-

2 demned by a duly authorized official, and

3 "(B) the claimant furnishes proof satisfactory

4 to the Secretary that the claimant,-

5 "(i) was not indemnified by any valid

6 claim of insurance or otherwise in respect of

7 the tax, or tax and duty, on the distilled spirits,

8 wines, rectified products, or beer covered by

9 the clim; and

10 "(ii) is entitled to payment under this

11 section.

12 "(2) MINIMUM CLAI.-Except as provided in

13 paragraph (3) (A), no claim of less than $250 shall be

14 allowed under this section with respect to any disaster

15 or other damage (as the case may be).

16 "(3) SPECIAL RULES FOR MAJOR DISASTERS.-If

17 the President has determined under the Disaster Relief

18 Act of 1974 that a 'major disaster' (as defined in such

19 Act) has occurred in any part of the United States,

20 and if the disaster referred to in subsection (a) (1)

21 occurs in such part of the United States by reason of

22 such major disaster, then-

23 "(A) paragraph (2) shall not apply, and

24 "(B) the filing period set forth in paragraph

25 (1) (A) shall not expire before the day which is 6
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1. months after the date on which the President makes

2 the determination that such major disaster has

3 occurred.

4 "(4) REoULATIOS.-Claims under this section

5 shall be filed under such regulations as the Secretary

-6 shall prescribe."

7 (b) The table of sections for subpart E of part I of sub-

8 chapter A of chapter 51 of such Code is amended by striking

9 out the item relating to section 5064 and inserting in lieu

10 thereof the following:

"Sec. 504. Losses resulting from disaster, vandalism, or
malicious mischief."

11 (c) The amendments made by this section shall apply

12 to disasters (or other damage) occurring on or after the first

13 day of the first calendar month which begins more than 90

14 days after the date of the enactment of this Act.

Passed the House of Representatives May 8, 1978.

Attest: EDMUND L. IIENSHAW, JR.,

Clerk.

32-978 0 - 78 - 2
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9&m CONGRESS

SESSION H. E. 2028
IN THE SENATE OF THE UNITED STATES

MARCH 15 (legislative day, FFBRUARY 6), 1978
Read twice and referred to the Committee on Finance

AN ACT
To authorize the home production of beer and wine.

1 Be it enacted by the Senate and House of Representa-

2 ties of the United States of America in Congress assembled,

3 That (a) EXEMPTION FROM TAX ON WINE.-Section

4 5042 (a) (2) of the Internal Revenue Code of 1954 (relat-

5 ing to production of wine for personal consumption) is

6 amended to read as follows:

7 " (2) WINE FOR PERSONAL OR FAMILY USE.-

8 Subject to regulations prescribed by the Secretary-

9 "(A) EXMPTIoN.-Any adult may, without

10 payment of tax, produce wine for personal or family

11 use and not for sale.

II
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1 "(B) LIMITATIOX.-The aggregate amount of

2 wine exempt from tax under this paragraph with

3 respect to any household shall not exceed-

4 "(i) 200 gallons per calendar year if there

5 are 2 or more adults in such household, or

6 "(ii) 100 gallons per calendar year if there

.7 is only 1 adult in such household.

8 "(C) ADULTS.-For purposes of this para-

9 graph, the term 'adult' means an individual who has

10 attained 18 years of age."

11 (b) EXEMPTION FROM TAx ON BEER.-

12 (1) IN ONERAL.-Section 5053 of such Code (re-

13 lating to exemptions from excise tax on beer) is

14 amended by redesignating subsection (e) as subsection

15 (f) and by inserting after subsection (d) the following
16 new section:

17 "(e) BEER FOR PERSONAL Ou FAMILY Us.-Subject

18 to regulations prescribed by the Secretary, any duly regis-

19 tered adult may, without payment of tax, produce beer for

20 personal or family use and not for sale if the amount of such
21 beer on hand at any time (including beer in process) does

22 not exceed 30 gallons. The aggregate amount of beer exempt

23 from tax under this subsection with respect to any household

24 shall not exceed-
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1 "(1) 200 gallons per calendar year if there are

2 2 or more adults in such household, or

3 "(2) 100 gallons per calendar year if there is only

4 1 adult in such household. -

5 For purposes of this subsection, the term 'adult' means an

6 individual who has attained 18 years of age."

7 (2) ILLEGALLY PRODUCED BEER.-

8 (A) Section. 5051 of such Code (relating to

9 imposition and rate of tax) is amended by adding

10 at the end thereof the following new subsection:

11 "(e) ILLIEALLY PRODUCED BEmn.-The production

12 of any bder at any place in the United States shall be sub-

13 ject to tax at the rate prescribed in subsection (a) and suoh

14 tax shall be due and payable as provided in section 5054

15 (a) (3) unless-

16 "(1) such beer is produced in a brewery qualified

17 under the provisions of subchapter G, or

18 "(2) such production is exempt from tax under

19 section 5053 (e) (relating to beer for personal or fainily

20 use) ." .. .. ......

21 (B) Section 5054(a) (3) of such .Code (re-

22 lating to illegally produced beer) is amended to

23 read as follows:

24 "3) ILLEAMY PRODUCED iBE.-The tax on
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1 any beer produced in the United States shall be due and

2 payable immediately upon production unless--

3 "(A) such beer is produced in a brewery

4 qualified under the provisions of subchapter G, or

5 "(B) such production is exempt from tax un-

6 der section 5053 (e) (relating to beer for personal

.7 or family use)."

8 (3) DEFINITION OF BRBWER.-Section 5092 of such

9 Code (defining brewer) is amended to read as follows:

10 "SEC. 5092. DEFINITION OF BREWER.

11 "Every person who brews beer (except a person who

12 produces only beer exempt from tax under section 5053

13 (e)) and every person who produces beer for sale shall be

14 deemed to be a brewer."

15 (4) EXEMPTION FROM CERTAIN PROVISIONS RE-

16 LATINO TO DISTILLING MATEIRIALS.-Section 5222 (a)

17 (2) (C) of such Code (relating to certain exemptions)

18 is amended by striking out "; or" and inserting in lieu

19 thereof "or 5053 (e) ; or",

20 (5) PENALTY FOR UNLAWFUL PRODUCTION OF

21 BEE.-

2(A) Scdton 5674 of such.Code (relating to
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1 penalty for unlawful removal of beer) is amended to

2 read as follows:

3 "SEC. 5674. PENALTY FOR UNLAWFUL PRODUCTION OR

4 REMOVAL OF BEER.

5 "(a) UNLAWFUL PRODUCTO.-Any person who

6 brews beer or produces beer shall be fined not more than

7 $1,000, or imprisoned not more than 1 year, or both, unless

8 such beer is brewed or produced in a brewery qualified un-

9 der subchapter G or such production is exempt from tax un-

10 der section 5053 (e) (relating to beer for personal or family

11 use).

12 " (b) UNLAWFUL REMOVAL.-Any brew r or other

13 person who removes or in any way aids in Che removal

14 from any brewery of beer without complying with the

15 provisions of this chapter or regulations issued pursuant

16 thereto shall be fined not more than $1,000, or imprisoned

17 not more than 1 year, or both."

18 (B) The item relating to section 5674 in the

19 table of sections for part III of subchapter J of

20 chapter 51 of such Code is amended to read as

21 follows:

"Sec. 5674. Penalty for unlawful production or removal of
beer,"
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1 (c) EFFECTIVE DAT.-The amendments made by this

2 section shall take effect on the first day of the first calendar

3 month which begins more than 90 days after the date of the

4 enactment of this Act.

Passed the House of Representatives March 14, 1978.

Attest: EDMUND L. HENSIIAW, JR.,

Clerk.
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IN THE SENATE OF THE UNITED STATES

MAY 9 (legislative day, APRIL 24), 1978

Vead twice and referred to the Committee on Finance

AN ACT
To amend the Internal Revenue Code of 1954 to provide that

refunds of the taxes on gasoline and special fuels shall be

made to aerial applicators in certain cases.

1 Be it enacted by the Senate and House of Representa-

2 ties of the United States of America in Congress assembled,

3 SECTION 1. REFUNDS TO BE MADE TO AERIAL APPLI-

4 CATORS ,N CERTAIN CASES.

5 (a) ENTITLEMENT OF AERIAI, APPLICATORS TO RE-

6 FUND OF GASOLINE TAx IN CERTAIN OASES.--Subsec--

7 tion (c) of section 6420 of the Internal Revenue Code 6f

8 1954 (defining use on a farm for farming purposes) is

9 amended by redesignating paragraph (4) as paragraph (5)

If
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1 and by inserting after paragraph (3) the following new

2 paragraph:

3 " (4) CERTAIN FARMING USE OTHER THAN BY

4 OWNER, ETC.-In applying paragraph (3) (A) to a

5 use on a farm for any purpose described in paragraph

6 (3) (A) by any person other than the owner, tenant, or

7 operator oi sich farm-

8 "(A) the owner, tenant, or operator of such

9 farm shall bo treated as the user and ultimate pur-

10 chaser of the gasoline, except that

11 " (B) if the person so using the gasoline is an

12 aerial applicator who is the ultimate purchaser of

13 the gasoline, subparagraph (A) of this paragraph

14 shall not apply and the aerial applicator shall be

15 treated as having used such gasoline on a farm for

16 farming purposes."

17 (b) ENTITLEMENT OF AERIAL APPLICATORS TO RE-

18 FUND OF SPECIAL FUELS TAX IN CERTAIN CASES.-The

19 second sentence of subsection (c) of section 6427 of such

20 Code (relating to use for farming purposes) is amended to

21 read as follows: "For purposes of this subsection, if fuel is

22 used on a farm by any person other than the owner, tenant,

23 or Operator of such farm, the rules of paragraph (4) of

24 section 6420 (c) shall be applied (except that 'liquid taxable
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1 under section 4041' shall be substituted for 'gasoline' each

2 place it appears in such paragraph (4) ) ."

3 (c) CONFORMING AMENDMENT.-Subparagraph (A)

4 of section 6420 (c) (3) of such Code is amended by striking

5 out "except that" and all that follows down through the

6 semicolon at the end of such subparagraph (A).

7 SEC. 2. EFFECTIVE DATE.

8 The amendments made by the first section of this Act

9 shall take effect on the first day of the first calendar quarter

10 which begins more than 90 days after the date of the enact-

11 ment of this Act.

Passed the House of Representatives May 8, 1978.

Attest: EDMUND L. IIENSHAW, JR.,

Clerk.
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IN TIIE SENATE OF TiE UNITED STATES

MAY 9 legislativev day, AIn'L 24), 1978

Read twice and referred to the Committee on Finance

AN ACT
To amend the Internal Revenue Code 0f 1954 to exempt from

the excise tax imposed on trailers any trailer designed to

be used with a light-duty vehicle for farming purposes or

for transporting horses or livestock.

1 Be it enacted by the Senate and House of Representa-

2 ties of the United States of America in Congress assembled,

3 SECTION 1. EXCISE TAX EXEMPTION FOR CERTAIN

4 TRAILERS DESIGNED TO BE USED WITH

5 LIGHT-DUTY VEHICLES.

6 (a) IN GENERAL.-Section 4063 (a) of the Internal

7 Revenue Code of 1954 (relating to exemptions from motor

8 vehicle excise taxes) is amended by adding at the end thereof

9 the following new paragraph:
II
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"(8) CERTAIN TRAILERS USED FOR FARMING OR

FOR TRANSPORTING HORSES OR LIVESTOCK.-Tlc tax

3 imposed under section 4061 (a) shall not apply in the

4 case of any trailer or semitrailer, or any chassis or body

5 for any trailer or semitrailer, which is-

6 "(A) suitable for use with a vehicle having a

7 gross vehicle weight of 10,000 pounds or less (as

8 determined under regulations prescribed under sec-

9 tion 4061 (a) (2)), and

10 "(B) designed to be used for farming purposes

11 (determined in accordance with section 0420 (c))

12 or for transporting houses or livestock.".

13 (b) FLOoB ST OC REFUNDS.-

14 (1) IN GENBRAL.-Where, before the day after the

15 date of the enactment of this Act, any article made

16 exempt from taxation by reason of the amendment made

17 by subsection (a) has been sold by the manufacturer,

18 producer, or importer and on such day is held by a

19 dealer and has not been used and is intended for sale,

20 there shall be credited or refunded (without interest) to

21 the manufacturer, producer, or importer an amount

22 equal to the tax paid by such manufacturer, producer, or

23 importer on his sale of the article, if-

24 (A) claim for such credit or refund is filed

25 with the Secretary of the Treasury or his delegate
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1 before the first day of the tenth calendar month be-

2 ginning after tile day after the date of the enact-

3 ment of this Act based upon a request submitted to

4 the manufacturer, producer, or importer before the

5 first day of the seventh calendar month beginning

6 after the day after the (late of the enactment of this

7 Act by the dealer who held the article in respect

8 of which the credit or refund is claimed; and

9 (B) on or before the first day of such tenth

10 calendar month reimbursement has been made to

11 the dealer by the manufacturer, producer, or im-

12 porter in an amount equal to the tax paid on the

13 article or written consent has been obtained from

14 the dealer to allowance of the credit or refund.

15 (2) LIbIITATION ON ELIGIBILITY FOR CREDIT OR

16 REFUND.-No manufacturer, producer, or importer shall

17 be entitled to credit or refund under paragraph (1)

18 unless he has in his possession such evidence of the in-

19 ventories with respect to which the credit or refund is

20 claimed as may be required by regulations prescribed

21 by the Secretary of the Treasury or his delegate under

22 this subsection.

23 (3) OTHER LAWS APPLICABLE.-All provisions of

24 law, including penalties, applicable with respect to the

25 taxes imposed by section 4061 of the Internal Revenue
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1 Code of 1954 shall, insofar as applicable and not incon-

2 sistent with paragraphs (1) and (2) of this subsection,

3 apply in respect of the credits and refunds provided for

4 in paragraph (1) to the same extent as if the credits

5 or refunds constituted overpayments of the tax.

6 (c) DEFINITIONS.-For purposes of subsection (b) -

7 (1) The term "dealer" includes a wholesaler, job-

8 ber, distributor, or retailer.

9 (2) An article shall be considered as "held by a

10 dealer" if the title thereto has passed to such dealer

11 (whether or not delivery to him has been made) and if

12 for purposes of consumption title to such article or

13 possession thereof has not at any time been transferred

14 to any person other than a dealer.

15 SEC. 2. EFFECTIVE DATE.

16 The amendment made by subsection (a) of section 1

17 shall apply with respect to articles sold on or after the day

18 after the date of the enactment of this Act.

Passed the House of Representatives May 8, 1978.

Attest: EDMUND L. ]IENSIHAW, JR.,

Clerk.
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IN TILE SENATE OF THE UNITED STATES

MAY 25 (legislative day, MAY 17), 1978
Read twice and referred to the Committee on Finance

AN ACT
To amnend ihe Internal Revenue Code of 1954 to provide an

exclusion from gross income with respect to magazines,
paperbacks, and records returned after the close of the tax-

able year.

I Be it enacted by the Senate and House of Representa-

2 lives of the United States of America in Congress assembled,

3 That (a) subpart B of part II of subehapter E of chapter 1

4 of the Internal Revenue Code of 1954 (relating to taxable

TI
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1 year for which items of gross income included) is amended

2 by adding at the end thereof the following new section:

3 "SEC. 457. MAGAZINES, PAPERBACKS, AND RECORDS

4 RETURNED AFTER THE CLOSE OF THE

5 TAXABLE YEAR.

6 "(a) EXCLUSION FROM GROSS INCOME.-A taxpayer

7 who is on an accrual method of accounting may elect not to

8 include in gross income for the taxable year the income at-

9 tributable to the qualified sale of any magazine, paperback, or

10 record which is returned to the taxpayer before the close of

11 the merchandise return period.

12 " (b) DEFINITIONS AND SPECIAL RULES.-For pur-

13 poses of this section-

14 "(1) M1AOAINE.-The term 'magazine' includes

15 any other periodical.

16 "(2) PAPEBACK.-The term 'paperback' means

17 any book which has a flexible outer cover and the pages

18 of which are affixed directly to such outer cover. Such

19 term does not include a magazine.

20 " (3) RECORD.-The term 'record' means a disc,

21 tape, or similar object on which musical, spoken, or

22 other sounds are recorded.

23 "(4) SEPARATE APPLICATION WITH RESPECT TO

24 MAGAZINES, PAPERBACKS, AND RECORDS.-If a tax-

25 payer makes qualified sales of more than one category of
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1 merchandise in connection with the same trade or busi-

2 ness, this section shall be applied as if the qualified sales

3 of each such category were made in connection with a

4 separate trade or business. For purposes of the preceding

5 sentence, magazines, paperbacks, and records shall each

6 be treated as a separate category of merchandise.

7 "(5) QUALIFIED SAL.-A sale of a magazine,

8 paperback, or record is a qualified sale if-

9 "(A) at the time of sale, the taxpayer has a

10 legal obligation to adjust the sales price of such

11 magazine, paperback, or record if it is not resold,

12 and

13 "(B) the sales price of such magazine, paper-

14 back, or record is adjusted by the taxpayer because

15 of a failure to resell it.

16 "(6) AMOUNT EXCLUDED.-The amount excluded

17 under this section with respect to any qualified sale shall

18 be the lesser of-

19 "(A) the amount covered by the legal obliga-

20 tion described in paragraph (5) (A), or

21 "(B) the amount of the adjustment agreed to

22 by the taxpayer before the close of the merchandise

23 return period.

24 "(7) MERCHANDISE RETURN PERIOD.-

25 " (A) Except as provided in subparagraph (B),

32-978 0 - 78 - 3
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1 the term 'merchandise return period' means, with

2 respect to any taxable year-

3 "(i) in the case of magazines, the period

4 of 2 months and 15 days first occurring after

5 the close of taxable year, or

6 "(ii) in the case of paperbacks and records,

7 the period of 4 months and 15 days first occur-

8 ring after the close of the taxable year.

9 "(B) Under regulations prescribed by the Sec-

10 retary, the taxpayer may select a shorter period than

11 the applicable period set forth in subparagraph (A).

12 "(C) Any change in the merchandise return

13 period shall be treated as a change in the method

14 of accounting.

15 (8) CEBi N EVIDENCE MAY BE SUBSTITUTED

16 FOR PHYSICAL RETURN OF MERCIIANDISE.-Under

17 regulations prescribed by the Secretary, the taxpayer

18 may substitute, for the physical return of magazines,

19 paperbacks, or records required by subsection (a), cer-

20 tification or other evidence that the magazine, paper-

21 back, or record has not been resold and will not be

22 resold if such evidence--

23 " (A) is ill tile possession of the taxpayer at

24 the close of the merchandise return period, and

25 " (B) is. satisfactory to the Secretary.



31

5

"(9) REPURCHASE BY THE TAXPAYER NOT

2 TREATED AS RESALE.-A repurchase by the taxpayer

shall be treated as an adjustment of the sales price rather

4 than as a resale.

5 "(C) QUALIFIED SALES TO WHICH SECTION

6 APPLIES.-

7 "(1) ELECTION OF BENEFITS.-This section shall

8 apply to qualified sales of magazines, paperbacks, or

9 records, as the case may be, if and only if the taxpayer

10 makes an election under this section with respect to the

11 trade or business in connection with which such sales

12 are made. An election under this section may be made

13 without the consent of the Secretary. The election shall

14 be made in such manner as the Secretary may by regu-

15 lations prescribe and shall be made for any taxable year

16 not later than the time prescribed by law for filing the

17 return for such taxable year (including extensions

18 thereof).

19 "(2) SCOPE OF ELECIOW.-An election made

20 under this section shall apply to all qualified sales of

21 magazines, paperbacks, or records, as the case may be,

22 made in connection with the trade or business with re-

23 spect to which the taxpayer has made the election.

24 " (3) PERIOD TO WHICH ELECTION APPLIES.-An

25 election under this section shall be effective for the tax-
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able year for which it is made and for all subsequent

2 taxable years, unless the taxpayer secures the consent

0 of the Secretary to the revocation of such election.

4 "(4) TREATMENT AS METHOD OF ACCOUNTING.-

5 Except to the extent inconsistent with the provisions of

6 this section, for purposes of this subtitle, the computation

7 of taxable income under an election made under this sec-

8 tion shall be treated as a method of accounting.

9 " (d) 5-YEAR SPREAD OF TRANSITIONAL ADJUST-

10 MENTS FOR MAOAZINB.-In applying section 481 (c) with

11 respect to any election under this section which applies to

12 magazines, the period for taking into account any decrease

13 in taxable income resulting from the application of section

14 481 (a) (2) shall be the taxable year for which the election

15 is made and the 4 succeeding taxable years.

16 "(e) SUSPBNSB ACCOUNT FOR PAPERBACKS AND

17 RECORDS.-

18 " (1) IN GENERAL.-In the case of any election

19 under this section which applies to paperbacks or records,

20 in lieu of applying section 481, the taxpayer shall es-

21 tablish a suspense account for the trade or business for

22 the taxable year for which the election is made.

.23 "(2) INITIAL OPENING BALANCE.-The opening

24 balance of the account described in paragraph (1) for

25 the first taxable year to which the election applies shall
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1 be the largest dollar amount of returned merchandise

2 which would have been taken into account under this

section for any of the 3 immediately preceding taxable

4 years if this section had applied to such preceding 3

5 taxable years. This paragraph and paragraph (3)

6 shall be applied by taking into account only amounts

7 attributable to the trade or business for which such ac-

8 count is established.

9 " (3) ADJUSTMENTS IN SUSPENSE ACCOUNT.-At

10 the close of each taxable year the suspense account shall

11 be-

12 "(A) reduced by the excess (if any) of-

13 "(i) the opening balance of the suspense

14 account for the taxable year, over

15 "(ii) the amount excluded from gross ,in-

16 come for the taxable year under subsection (a),

17 or

18 "(B) increased (but not in excess of the initial

19 opening balance) by the excess (if any) of-

20 "(i) the amount excluded from gross in-

21 come for the taxable year under subsection (a),

22 over

23 "(ii) the opening balance of the account

24 for the taxable year.

25 "(4) GRoss INCOME ADJUSTMENTS.-
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"(A) REDUCTIONS EXCLUDED FROM GROSS

2 INCOME.-In the case of any reduction under para-

14I graph (3) (A) in the account for the taxable year,

4 an amount equal to such reduction shall be excluded

5 from gross income for such taxable year.

"(B) INCREASES ADDED TO GROSS INCOME.-

7 In the case of iny increase under paragraph (3)

8 (B) in the account for the taxable year, an amount

9 equal to such increase shall be included in gross

10 income for such taxable year.

11 If the initial opening balance exceeds the dollar amount

12 of returned merchandise which would have been taken

13 into account under subsection (a) for the taxable year

14 preceding the first taxable year for which the election

15 is effective if this section had applied to such preceding

16 taxable year, then an amount equal to the amount of

17 such excess shall be included in gross income for such

18 first taxable year.

19 "(5) SUBCHAPTER 0 TRANSACTIONS.-The appli-

20 cation of this subsection with respect to a taxpayer which

21 is a party to any transaction with respect to which

22 there is nonrecognition of gain or loss to any party to

23 the transaction by reason of subchapter C shall be deter-

24 mined under regulations prescribed by the Secretary."
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1 (b) The table of sections for such subpart B is amended

2 by adding at the end thereof the following:

"Sec. 457. Magazines, paperbacks, and records returned
after the close of the taxable year."

3 SEC. 2. The amendments made by the first section of

4 this Act shall apply to taxable years beginning after Decem-

5 ber 31, 1976. The time for making an election under section

6 457 of the Internal Revenue Code of 1954 (as added by the

7 first section of this Act) for any taxable year beginning

s before the date of the enactment of this Act shall not expire

9 before the date which is one year after such date of

1o enactment.

Passed the House of Representatives May 23, 1978.

Attest: EDMUND L. HENSHAW, JR.,

Clerk.
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IN THE SENATE OF THE UNITED STATES

ALmtcii 15 (legislative day, FEBRUARY 6), 1978

Read twice and referred to the Committee on Finance

AN ACT
To amend the Internal Revenue Code of 1954 to provide for

excise tax refunds in the case of certain warranty adjustments

on tires, and for other purposes.

1 Be it enacted by the Senate and House of Representa-

2 ties of the United States of America in Congress assembled,

3 That (a) subparagraph (0) of section 6416 (b) (2) of the

4 Internal Revenue Code of 1954 is amended to read as

5 follows:

6 "(0) in the case of tread rubber in respect of

7 which tax was paid under section 4071 (a) (4) -

8 "(i) used or sold for use otherwise than in

9 the recapping or retreading of tires of the type

if
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1 used on highway vehicles (as defined in section

2 4072 (e)),

3 "(ii) destroyed, scrapped, wasted, or ren-

4 dered useless in the recapping or retreading

5 process,

6 "(iii) used in the recapping or retreading

7 of a tire the sale of which is later adjusted pur-

8 suant to a warranty or guarantee, in which case

9 the overpayment shall be in proportion to the

10 adjustment in the sales price of such fire, or

11 "(iv) used in the recapping or retreading

12 of a tire, if such tire is by any person exported,

13 used or sold for use as supplies for vessels or

14 aircraft, sold to a State or local government for

15 the exclusive use of a State or local government,

16 or sold to a nonprofit educational organization

17 for its exclusive use,

18 unless credit or refund of such tax is allowable

19 under paragraph (3) ;".

20 (b) Section 6416 (b) (3) of such Code is amended by

21 inserting after subparagraph (C) the following new sub-

22 paragraph:

23 "(D) in the case of tread rubber in respect of

24 which tax was paid under section 4071 (a) (4) used

25 in the recapping or retreading of a fire, such tire is



38

3

I sold by the subsequent manufacturer or producer on

2 or in connection with, or with the sale of, any other

3 article manufactured or produced by him and such

4 other article is by any person exported, sold to a

5 State or local government for the exclusive use of a

6 State or local government, sold to a nonprofit educa-

7 tional organization for its exclusive use, or used or

8 sold for use as supplies for vessels or aircraft, unless

9 credit or refund of such tax is allowable under sub-

10 paragraph (C) ;".

11 (c) (1) Section 6416(b) (2) (E) of such Code is

12 amended by inserting after "paragraph 3" the following:

13 " (or in the case of the tread rubber on a recapped or re-

14 treaded tire, resold for use as provided in subparagraph

15 (D) of paragraph (3)),".-

16 (2) Section 6416 (a) (1) (C) of such Code is amended

17 by 'striking out " (b) (3) (C) " and inserting "(b) (3) (C)

18 or (D)".

19 (3) Section 6416(b) (3) (A) of such Code is amended

20 by inserting "(D)," after "(C) ,".

21 (4) Section 6416(b) (4) (A) of such Code is amended

22 by striking out "section 4071" and inserting in lieu thereof

23 "section 4071 or a recapped or retreaded tire in respect of

24 which tax under section 4071 (a) (4) was paid on the tread

25 rubber used in the recapping or retreading".
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1 (d) Section 6416 (b) (2) of such Code is amended by

2 striking out "or" at the end of subparagraph (J), by strik-

3 ing out the period at the end of subparagraph (K) and

4 inserting in lieu thereof "; or" and by adding at the end

5 thereof the following:

6 "(L) in the case of a tire in respect of which

7 tax was paid under section 4071 (a) (1) or (2) or

8 under section 4071 (b), adjusted pursuant to a war-

9 ranty or a guarantee in connection with the sale of

10 a replacement tire or otherwise, in which case the

11 overpayment shall be in proportion to-

12 "(i) the adjustment (whether the adjust-

13 ment method is by tread wear or otherwise) in

14 the sales price to the ultimate consumer of the

11 replacement tire, or

16 "(ii) in the case of a contract providing

17 an overall adjustment for reimbursement with

18 respect to tire warranties or guarantees, an

19 average amount per tire based on the adjust-

20 ment method (whether the method is tread

21 wear or otherwise) which is in accordance

22 with regulations prescribed by the Secretary

23 and which is used by the ultimate vendor in

24 making tihe adjustment to the ultimate con-

25 sumer of the replacement tire,
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1 unless credit or refund of such tax is allowable

2 under paragraph (3).

3 For purposes of subparagraph (L), in the case of a con-

4 tract providing an express warranty or guarantee only

5 between the manufacturer, producer, or importer and an

6 immediate vendee other than the ultimate consumer, (i)

7 subparagraph (L) (i) shall be applied by substituting

8 such immediate vendee for the ultimate consumer, (ii)

9 subparagraph (L) (ii) shall be applied by substituting

10 the manufacturer, producer, or importer for the ultimate

11 vendor and by substituting such immediate vendee for

12 the ultimate consumer, and (iii) no adjustment shall be

13 made under subparagraph (L) before the adjustment to

14 the ultimate consumer is made (or, in the case of sub-

15 paragraph (h) (ii), deemed made)."

16 (e) Section 6511 of such Code is amended by redesig-

17 nating subsection (g) as subsection (h) and by inserting

18 after subsection (f) the following new subsection:

19 "(g) SPECIAL RULE FOR CERTAIN TREAD RUBBER

20 OR TIRE Excise TAx CREDITS OR REFUNDS.-The period

21 for allowing a credit or making a refund of any overpay-

22 ment of tax arising by reason of subparagraph (0) (iii) or

23 subparagraph (L) of section 6416(b) (2) with respect to

21 any adjustment of sales price of a tire pursuant to a war-

25 ranty or guarantee shall not expire if claim therefor is
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j filed before the date which is 1 year after the day on which

2 such adjustment is made (or, in the case of section 6416 (b)

3 (2) (L) (ii), deemed made) ."

4 (f) Section 4071 of such Code is amended by adding at

5 the end thereof the following new subsection:

6 "(f) IMPORTED RECAPPED OR RETREADED UNITED

7 STATES TIRES.-

8 " (1) IN GENERAL.-For purposes of subsection

9 (a) (4), in the case of a tire which has been exported

10 from the United States, recapped or retreaded (other

11 than from bead to bead) outside the United States, and

12 imported into the United States-

13 " (A) the person importing such tire shall be

14 treated as importing the tread rubber used in such

15 recapping or retreading (determined as of the com-

16 pletion of the recapping or retreading), and

17 "(B) the sale of such tire by the importer

18 thereof shall be treated as the sale of such tread

19 rubber.

20 " (2) EXCEPTION FOR CERTAIN TAXABLE SALES.-

21 Paragraph (1) shall not apply with respect to the sale

22 of any tire if such tire is sold on or in connection with

23 the sale of an article on which tax is imposed under

24 section 4061."
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1 (g) The amendments made by this section shall take

2 effect on the earlier of-

3 (1) the first day of the first calendar month which

4 begins more than 10 days after the date of the enact-

5 ment of this Act, or

(2) April 1, 1978.

Passed the House of Representatives March 14, 1978.

A tt 3t: EDMUND L. HENSHAW, JR.,

Clerk.
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D~ii CONGRESS
2SErswopf' - rii..0 3H 6635

IN THE1 SENATE OF THE- INIT9D. STATES -

MJARCtj 15 legislativeo. day, FFQRU.%Y.y 6), 197 . (!
Red twice and referred to the Committee on Finance .

.:

AN ACT,
To amend, -the-Second Librty, Bond A.t to allow, the interest

rates paid on United states retirement plan and individual
retirement bonds to be increased to the rate paid on United

States series E savings bonds.

1 Be it enacted by the Senate and House of Representa-

2 tive.q of the United States of America in Congress assembled,

3 That the first section of the Second Liberty Bond Act (31

4 U.S.C. 752) is amended by adding at the end thereof the

5 following new paragraph:

6 "The Secretary of the Treasury, with the approval of

7 the President, may provide by regulations that the invest-

8 ment yield on any offerings of bonds issued under this 'Act

9 which are described in section 405 (b) or 409 (a) of the

II
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1 Internal Revenue Code of 1954 (relating to retirement

2 plan bonds and individual retirement bonds, respectively) be

3 increased for the interest accrual periods specified in such

4 regulations so that the investment yield on such bonds for

5 such periods is eonsittent with the investment yield on series

6 E savings bonds for such periods."

7 Swc. 2. The amendment made by the first section of this

8 Act shall apply with respect to the investment yield on bonds

9 issued before, on, or after the date of the enactment of this

10 Act, but only for purposes of increasing the investment

11 yield on such bonds for interest aeral periods beginning

12 after September 30, 1977.

Passed the House of Representatives March 13, 1978.

Attest: EDMUND L. HENSHAW, JR.,
Clerk.
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95TH CONGRESS

2 1L IC 8535

IN THE SENATE OF THE UNITED STATES
MAY 24 (legislative day, M.y 17), 1978

Read twice and referred to the Committee on Finance

AN ACT
To amend the Internal Revenue Code of 1954 with respect to

the treatment of amounts paid to relatives for purposes of
the credit for expenses for household and dependent care

services necessary for gainful employment.

1 Be it enacted by the Senate and House of Representa-

2 ties of the United States of America in Congress assembled,

3 That (a) paragraph (6) of section 44A (f) of the Internal

4 Revenue Code of 1954 (relating to payments to related

5 individuals) is amended to read as follows:

6 "(6) PAYMENTS TO RELATED INDIVIDUALS.-No

7 credit shall be allowed under subsection (a) for any

8 amount paid by the taxpayer to an individual-

9 "(A) with respect to whom, for the taxable
II

32-978 0 - 78 - 4
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1 year, a deduction under section 151 (e) (relating to

2 deduction for personal exemptions for dependents)

3 is allowable either to the taxpayer or his spouse, or

4 "(B) who is a child of the taxpayer (within

5 the meaning of section 151 (e)(3)) who has not

6 attained the age of 19 at the close of the taxable

7 year.

8 For purposes of this paragraph, the term 'taxable

9 year' means the taxable year of the taxpayer in which

10 the service is performed."

I t (b) The amendment made by subsection (a) shall ap-

12 ply to taxable years beginning after December 31, 1977.

Passed the House of Representatives May 23, 1978.

Attest: EDMUND L. HENSHAW, JR.,

Clerk.
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95'ru CONGRESS
2D SESSION 14~I9& oG~sH.RK 8811

IN THE SENATE OF THE UNITED STATES

JANU TY 25 (legislative (lay, ,J.,NvAnY 24), 1978
Read twice and referred to the Committee on Finance

AN ACT
To amend section 7447 of the Internal Revenue Code of 1954

with respect to the revocation of an election to receive retired
pay as a judge of the Tax Court.

1 Be it enacted by the Senate and House of Representa-

2 ties of the United States of America in Congress assembled,

3 That section 7447 of the Internal Revenue Code of 1954

4 (relating to retirement of Tax Court judges) is amended by

5 adding at the end thereof the following new subsection:

6 "(i) REVOCATION OF ELECTION To RECEIVE RETIRED

7 PAY.-

8 " (1) IN OENERAL.-Notwithstanding subsection

9 (e) (2), an individual who has filed an election to

10 receive retired pay under subsection (d) may revoke

II
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1 such election at any time before the first day on which

2 retired pay (or compensation under subsection (o) in

3 lieu of retired pay) would (but for such revocation)

4 begin to accrue with respect to such individual.

5 "(2) MANN.R OF REVOKn.-Any revocation

6 under this subsection shall be made by filing a notice

7 thereof in writing with the Civil Service Commission.

8 The Civil Service Commission shall transmit to the chief

9 judge a copy of each notice filed under this subsection.

10 "(3) EFFEOT OF RBVOCATION.-In the case of any

11 revocation under this subsection-

12 "(A) for purposes of this section, the individual

13 shall be treated as not having filed an election to

14 receive retired pay under subsection (d),

15 "(B) for purposes of section 7448-

16 "(i) the individual shall be treated as not

17 having filed an election under section 7448 (b),

18 and

19 " (ii) section 7448 (g) shall not apply,

20 and the amount credited to such individual's

21 account (together with interest at 4 percent per

22 annum to December 31, 1947, and 3 percent

23 per annum thereafter, compounded on Decem-

24 ber 31 of each year to the date on which the
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1 revocation is filed) shall be returned to such

2 individual,

3 "(C) no credit shall be allowed for any service

4 as a judge of the Tax Court unless with respect to

5 sitch service either there has been deducted and

6 withheld the amount required by the civil service

7 retirement laws or there has been deposited in the

8 Civil Service Retirement and Disability Fund an

9 amount equal to the amount so required, with

10 interest,

11 "(D) the Tax Court shall deposit in the Civil

12 Service Retirement and Disability Fund an amount

13 equal to the additional amount it would have con-

14 tributed to such Fund but for the election under sub-

15 section (e), and

16 "(E) if subparagraph (D) is complied with,

17 service on the Tax Court shall be treated as service

18 with respect to which deductions and contributions

19 had been made during the period of service."

20 SEC. 2. (a) The amendment made by the first section

21 of this Act shall apply with respect to revocations made after

22 the date of the enactment of this Act.

23 (b) Any individual who elects to revoke under section

24 7447 (i) of the Internal Revenue Code of 1954 within one
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1 year after the date of enactment of this Act *shall be

2 treated as having the requisite current service for purposes

3 of redepositing funds in the Civil Service Retirement and

4 Disability Fund and for purposes of reviving creditable serv-

5 ice under subchapter III of chapter 83 of title 5 of the

6 United States Code.

Passed the' House of Representatives January 24, 1978.

Attest: EDMUND L. HENSHAW, JR.,

Clerk.
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Senator BYRD. The subcommittee will come to order.
Today we will consider a group of bills which, except for S. 2872,

sponsored by the distinguished late Senator James B. Allen of Ala-
bama, have been passed by the House of Representatives.

Because there are so many bills to consider today, each witness on
each bill is limited to 5 minutes of oral testimony. I urge the witnesses
to summarize their main points. The full text of their written testi-
mony will be printed in the record.

The Department of the Treasury will testify after the other wit-
nesses. However, I understand that representatives from the Depart-
ment of Treasury are to be present throughout the hearing and are
prepared to offer comments as the witnesses appear.

For the record, it should be noticed that the distinguished Senator
from Kansas, Senator Dole, has introduced S. 2153, which is identical
to H.R. 8535. S. 2153 will be considered in connection with the House
bill today.

I would suggest that the committee begin with testimony from the
distinguished Members of the House of Representatives who are here
today.

Congressman HuGoms. Congressman Duncan, we would be glad to
take up the bill that you are interested in now, if you would like. What
is that number ?

Representative DUNCAN. H.R. 2984, Mr. Chairman.
Senator BYRD. You may preceed as you wish, Congressman. We are

glad to have you.

STATEMENT OF HON. JOHN 7. DUNCAN, A REPRESENTATIVE IN
CONGRESS FROM THE STATE OF TENNESSEE

Representative DUNCAN. Mr. Chairman, I appreciate the oppor-
tunity to appear before you on behalf of this bill, H.R. 2984. May I say
that Mr. Pickle and I are cosponsors of the bill and he thought there
might be some chance that he would not get back in time to testify
but-

Senator Byin. So you are testifying, in effect, both for Congress-
man Pickle and yourself ?

Representative DUNCAN. Yes. I am sure that he can do a much
better job than I, and if he gets here, then he can add his part
to it.

Senator BYRD. I think that both of you do a great job.
Representative DUNCAN. In 1971, we acted to amend the section

4061 of the Internal Revenue Code to exclude from the manufacturers'
excise tax certain bodies and chassis of trucks and buses, truck trailers
and semitrailers. Our intent at that time was to exempt from the tax
the majority of farm and ranch trailers. Actually all but the three-
axle trailers of the so-called gooseneck configuration.

In the case of these truck trailer and semitrailer chassis and bodies,
the exclusion applies to the chassis and bodies that are suitable for
use with the the trailer or semitrailer having a gross vehicle weight of
10,000 pounds or less. However, because of very technical regulations,
revenue rulings, and revenue procedures which the IRS has promul-
gated for the administration of this law, unrealistically low limits are
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imposed upon trailers intended to be used for farming or for horses
or for livestock transport purposes.

These restrictive administrative practices have limited the avail-
ability of the exclusion in the case of farm and ranch trailers. The
trailers in question are manufactured by a relatively small number of
producers, many of whom are currently involved with disputes in
IRS in some 38 States. Approximately 15,000 people are employed
by this industry.

Because the industry is so small and does not have precise engineer-
ing standards or specifications, it is all but impossible for the industry
to respond to the strained and technical limitations which the IRS is
seeking to impose. A further hardship is imposed on the industry
because the IRS, lacking sufficient personnel to enforce payment of the
tax by all producers, often "misses" some marginal producers, pri-
marily welding shops which may only build two or three trailers a
year, thus putting legitimate producers at a competitive disadvantage.

H.R. 2984 would change current administrative practices and pro-
vide an exemption from the 10-percent manufacturers excise tax in
the case of sales of trailers or semitrailers or the chassis or body for
any trailer or semitrailer which is suitable for use with a vehicle
having a gross vehicle weight of 10,000 pounds or less and which is
designed for use for farming purposes or transporting horses or
livestock.

Mr. Chairman, m.-ay I say that we passed this legislation in our Ways
and Means Committee in the last Congress. It was late in coming to the
floor and when it passed the House of Representatives and it was too
late for consideration over here. It again passed in the Ways and
Means Committee and the House in this Congress by almost unanimous
vote, and I hope you will certainly consider a favorable report on this
legislation.

It is certainly badly needed. I am glad Mr. Pickle has arrived now.
As I say, he can do a much better job than I.

Senator BYRD. Thank you very much. Congressman Duncan. The
committee is glad that Congressman Pickle is present, and you may
proceed as you wish, Congressman.

Representative PICKLE. Well, Senator, may I file a statement with
the committee and consent to revise and extend my remarks in addi-
tion to that?

Senator Bi-wv. Yes. That will be published in the record.

STATEMENT OF HON. 1. j. PICKLE, A REPRESENTATIVE IN
CONGRESS FROM THE STATE OF TEXAS

Representative PICKLE. This bill is an attempt to clear up an
amount of confusion that is brought on by the Internal Revenue Serv-
ice to try and give interpretation to what they mean by gross axles and
the weights involved. We are simply saying that these trailers, these
gooseneck type trailers, that would be exempt if they are hauling
commodities to and from the farm and if they are using it for vehicles
that are suitable for farming purposes.

It does not invade the big vehicles. It is not in competition with
that. It is an attempt to clarify what has been brought about because
of the interpretation of the IRS.
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This simply would exempt them from this excise tax. I think this
has been intended all along. The manufacturers have been very sur-
prised that they have had this added legal interpretation about gross
weight. This just simply would say that if it is suitable for the light
duty truck under the 10,000 pounds, then you would be exempt.

We have an anomaly, Senator, where if you haul feed to the farm
that would be exempt, this type of vehicle. But if you hauled cattle
from the farm to the market, that would not be exempt. And, of course,
that was an oddity that should not be allowed.

This bill woulA clear up that type of thing and simply say, if they
have the vehicles under 10,000 pounds and it is for light duty purposes,
not intended for commercial uses and is for farming purposes, then it
would be exempt. That is basically all the bill does.

Senator BYRD. Is one of the rationales behind the bill that the trailers
in question do not make sufficient use of the Federal highways to war-
rant the payment of excise taxes?

Representative PICKLE. Senator, that is correct. They are going a
distance of maybe 5 or 10 miles to and from the farms and that is not
out on the highway. It is a very small revenue loss and it is not in the
big tractor purposes at all.

Senator BYRD. What was the attitude of the Treasury Department
when you appeared before Ways and Means?

Representative PICKLE. Well, I do not remember that the Internal
Revenue offered any testimony on it. I am not. certain of that one way
or the other. I think they would welcome a clarification of the law.

Senator BYRD. The revenue loss, as I understand it, would be very
little.

Representative PICKLE. Yes, $1 million a year, or less.
Senator BYRD. Thank you very much. The committee is glad to have

both of you here this morning.
Representative PICKLE. Senator, I have two other bills, and I pre-

sume before this same committee.
Senator BYRD. Well, the committee would be glad to take up those

two bills.
Representative PICKLE. I do not know what order you have for

witnesses--
Senator BYRD. Your two bills would be H.R. 2852 and H.R. 6635?
Representative PICKLE. I believe that is correct.
Senator BYRD. Why do you not proceed with H.R. 2852, then?
Representative PICKLE. Well, thank you, Senator. And I have a very

short statement. Let me just present the statement here.
More and more of our farm operations are now handled by air.

Planting. as well as spraying, are increasingly done by air. It is more
efficient, faster, uses less fuel as well as less manpower.

This bill merely puts the aerial aircraft operators in the place of the
farmer to obtain gasoline tax refunds for use on the farmlands.

Under the present law, gasoline and special fuel used in noncom-
mercial aviation are subject to excise tax totalling 7 cents per gallon.
The present law provides exemptions from these taxes in certain cases
including farming. These refunds also apply to gasoline or other fuel
as used on the farm by someone other than the owner, tenant or op-
erator, such as crop dusting.
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However, in order to get this refund, the owner, the tenant or the
operator must know exactly how many gallons of fuel were consumed
over his particular farm, so that he can then claim the excise tax credit.
The cost of making individual determinations and of supplying each
farmer with information adequate to obtain the credit or repayment
of taxes paid by the aircraft operator frequently exceed the applicable
result.

All that this bill does is to make the applicable excise tax repayment
or crldit directly to the agricultural aircraft operator in place of the
farmer.

This cuts out a lot of complicated bookkeeping. The amount that an
individual farmer would have collected is not that large.

For example. the refund per acre would be 1.4 cents, or $1.40 for a
100-acre farm. This is hardly worth the necessary paperwork.

However, for the crop duster who is spraying many farms, it is
wolhwhile and easily calculated, since. he knows exactly how many
gallons of fuel he uses.

Fuel used in going to and from the farm is not included in the
refund.

All this bill is doing is giving to the crop sprayer the refund that the
farmer is already entitled to on the gasoline used in crop dus.ing the
farm. This is a nece-sarv service to the farmer, and the person who
buvs the gasoline, it seems to me. should be entitled to the exemption.

Senator ByRm). 'Mav I say, at this point, that the committee has re-
ceived a letter from Senator Burdick of North Dakota expressing keen
interest, in this legislation and urging that it be. approved. Senator
Birdick feels that it would be very beneficial to the farmers, at little,
if any. cost to the Treasurv. and I assume that. that is your view also.

[T'he letter referred to follows:]
UNITED STATES SENATE,

COMMITTEE ON APPROPRIATIONS,
Washington, D.C., June 15, 1978.

lion. RussEm.i B. LONG,
('hairman, Cointnittec on Finanre', U.s. Rcnatc, Washington, D.C.

)EAR 31R. CHAIRMAN : It is my understanding that the Senate F'inance Com-
inittee will hold a hearing Monday, June 19. 197,%. on II.R. 2P52, a bill providing
for the refund or credit of the gasoline excise tax to operators of agricultural
aircraft. As a long-time sponsor of similar Senate legislation, I amN writing to
express my suppiort for 11.11. 2 52 arid to urge you and your committee e colleagues
to give this bill favoralle consideration.

As you may know. present law exempts gasolinee excise taxes for farming pur-
poses but restricts the claini and issuance of the tax refund or credit to the
farmer. This situation has resulted in aln admiinistratiie situation whereby the
aircraft operator pays the tax outright and passes this cost along to the farmer
who, in turn, files a claim with the Internal Revenue Service for a credit or
refund. The cost of providing the documentation to the farmer frequently
exceeds the refund or credit, and very often no claim is made at all.

The legislation before the Committee simply changes the procedure to permit
tae plane operator, and not the farmer, to claim the refund or credit. This bill is
noteworthy also in that it will not have an inflationary implet o1 the national
economy and that it will reduce the amount of paperwork required under the
present system.

I am pleased that the Senate Finance Committee has provided the foruim in
which the proposal contained in II.R. 2852 can be Ttudied and reviewed. Once
again. I ask your favorable consideration of this measure and I appreciate this
opportunity to share with you my views.

With kind personal regards. I am
Sincerely.

QUENTIN N. BURDICK.
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Representative PicuKi. Senator, it is. Senator Burdick had sub-
mitted testimony to the House which we made known to our commit-
tee when it was considered over there. Really all this is is a bookkeep-
ing change that, says instead of the farmer making an application to
the crop duster and return back, he just goes directly to the crop
duster. And that does not. hurt the farmer. He does not bother with it,
and does not want to bother with it. It is a bookkeeping correction
that would save time and be helpful to the duster.

Senator BYRD. Then I assume that the farmer and the crop duster
could not both apply?

Representative PICKLE. No, no. Not at all. It would go to one, the
direct applicator, and that would be it.

Senator BYRDm. Thank you, Congressman Pickle. And now, do you
want to go to I.R. 6635?

Representative PIcKiT. Yes, Senator. I do not want to impose on
anybody else's time, but it will not, take but a minute, I think, and I
would appreciate it. if I could go right ahead.

Senator BYRD. Yes; go right ahead.
Representative PICKLE. The next bill, Senator, is H.R. 6635 and it

amends the second Liberty Bond act. It is a rather small bill, but never-
theless an important effort to provide an equitable investment for

persons setting up retirement plans.
The measure allows the interest rate paid on U.S. retirement plans,

individual retirement bonds, to be increased to the rate paid on U.S.
Series E Savings Bonds. Under present law, money set aside in the
individual retirement accounts, or Keogh plans, may be invested in
individual retirement bonds, or retirement plan bonds offered by the
TrI'easury.

But these bonds are an extremely long good investment, but they
have a very low interest rate. And we ought to remember that any
bonds sold helps relieve the pressure on the short-term market and
thereby also helps to slow down pressures on the interest rate.

But the share of the market affected bv these bonds has historically
been very small. Currently they offer serious drawbacks to the inves-
tor, drawbacks which this legislation seeks to remedy.

The IRA. or the individual retirement bonds, and the retirement
plan bonds bear an interest rate fixed as of the (late of purchase. They
cannot be sold or exchanged until age 591, or until death or disability.

Thus, in most instances, the l)urchaser is locked into an investment
of these bonds at a fixed rate of interest until retirement. Some retire-
ment 1)onds still outstanding were issued at 33/-percent rate of in-
terest. They have been like that for 5 or 6 years or longer.

This legislation before you would provide simple equity to these in-
vestors by increasing the rate of return to the current rate of return on
Series E bonds. It, would maintain that equity in the future.

It would also make these bonds a -uore attractive investment by in-
suring that the future rate of return kept pace with the general market
condit ions, as does the Series E Savings Bonds.

At the same time, since the Series E rate i.; carefully set so as not
to interfere with the needs of the private market, these bonds would
have no deleterious effects.

As of Akpril 30. 1978, approximntelv $152 million in retirement plan
bonds and approximately $36 million in individual retirement, bonds
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were outstanding from the U.S. Treasury. The revenue impact of im-
proving the investment yields on these bonds is negligible, amounting
to less than $5 million in 1981. But, again, while this is a small bill
it is important.

Improved yield would allow these bonds to serve as a competitive
yardstick to private investors. A citizen would always have the option
to go into a nontrustee plan using these bonds. this will make it
harder for someone to be victimized by unscrupulous retirement plan
sellers offering programs which have a lower yield than is available on
the open market.

At the same time, it would provide a good investment for the U.S.
Government with beneficial effects on the overall interest, rate.

I urge the approval of this bill, Mr. Chairman. The Treasury en-
dorses this bill. It. was passed unanimously in the Ways and Means
Committee and passed out by unanimous consent on the calendar.

It just simply says that IRA bonds and Keogh bonds would have
the same rate of return as regular Series E bonds.

Senator BYRD. That seems reasonable.
Are retirement bonds widely used?
Representative PICKLE. Well, Senator, they are not so widely used,

really. When I read you the figures, that is a relatively small amount
and they do not anyw here near capture the portion of the market that
I think they are entitled to. I think the lower rate of return is one
reason for it. I would think and hope that they would grow, but I
think that has been one phase of the Gpvernment program that has
not been tried to sell the public.

But we are not talking about a high sun. now. It does not take a lot
of revenue out of the Treasury. but it does give equity to them. If
they want to invest in it, at. least they would not be locked in in this
334-percent interest.

Senator BYRD. 33/4 percent ?
Representative PICKLE. That is mighty small.
Senator BRD. Thank you very much. Congressman Pickle.
Representative PICKLE. Thank you. Senator. and I appreciate the

courtesy you have extended to me by allowing me to present my testi-
mony on all three bills.

Senator BYRD. It is an honor to have you here today, sir.
Representative PICKLE. Well. sir, I spent the weekend in your lovely

State tending to my garden and I can report to you that we beat the
birds out of two big cherry trees, and that is a good accomplishment
for the weekend.

Senator Bvw). I thought you had a good Virginia suntan.
Thank you, sir.
[The prepared statement and attachments of Mr. Pickle follow:]

STATEMENT OF HONORABLE J. J. PICKLE, TO THE SENATE FINANCE COMMITTEE

Mr. Chairman, in support of H.R. 2985 that would amend the Internal Rev-
enue Code to exempt from the excise tax imposed on trailers a trailer designed
to be used for farming purposes or for transporting horses or livestock that is
suitable for use with a vehicle having a gross vehicle weight of 10.000 pounds or
less. The types of trailers involved that would now be tax exempt include cattle
trailers, generall livestock trailers, flatbed farm and ranch equipment trailers.
and other agricultural trailers. However, since they must be suitable to be used
with a vehicle having a gross vehicle weight of 10,000 pounds or less we are still
not talking about the really heavy trailers. This bill is designed to help the
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farmer and rancher who carries produce or cattle in a trailer hooked up to his
pickup.

The reason for this bill that passed the Ways and Means Committee last ses-
sion, and the House on August 24, 1976, and again on May 8, 1978 is to correct
an IRS revenue ruling saying these trailers, which can be pulled by a light
vehicle, were subject to the trailer excise tax. The ruling came as quite a surprise
to the people who make the trailers because they naturally assumed the tax
code exempted all agricultural vehicles. The present requirement for exemption,
that the trailer itself have a gross vehicle weight of less than 10,000 pounds, is
administered by the IRS in a manner which imposes unrealistically low limits in
the case of trailers designed to be used for farming purposes or for transporting
horses or livestock.

As I drive around my district, I see these small trailers hooked to the back
of pick ups all the time. I am sure you do too. It seems unjust to me to make
the manufacturer, and in turn, the farmer and rancher pay an excise tax on
these small trailers used for local, not long distance hauling. With the farmers
having to pay more for everything this year, this is one way we can help. I
urge you to support this bill. The revenue loss is estimated at $2 million.

Mr. Chairman, more and more of our farm operations are now handled by
air. Planting as well as spraying are increasingly done by air. It is more efficient,
faster, uses less fuel as well as less manpower. This bill merely puts the aerial
air.-raft operators in place of the farmers to obtain gasoline tax refund for use
on farmland. Under present law, gasoline and special fuels used in noncom-
mercial aviation are subject to excise taxes totaling 7¢ per gallon. Present law
provides exemptions from these taxes in certain cases including farming. These
refunds also apply where the gasoline or other fuel is used on the farm by some-
one other than the owner, tenant, or operator such as a crop duster. However in
order to get this refund, the owner, tenant, or operator must know exactly how
many gallons of fuel were consumed over his particular farm so that he can
then claim the excise tax credit. The cost of making individual determinations
and of supplying each farmer with information adequate to obtain a credit or
repayment of taxes paid by the aircraft operator frequently exceeds the appli-
cable result.

All this bill does, is make the applicable excise tax repayment or credit directly
to the agricultural aircraft operators in place of the farmers. This cuts out a lot
of complicated bookkeeping. The amount that an individual farmer would have
collected is not that large--for example the refund per acie would be 1.4€ or
$1.40 for a 100 acre farm. This is hardly worth the necessary paper work. How-
ever, for the crop duster who is spraying many farms it is worthwhile and easily
calculated since he knows exactly how many gallons of fuel he used. Fuel used
in going to and from the farm is not included in the refund.

All this bill is doing is giving to the crop sprayer the refund that the farmer
is already entitled to on the gasoline used in crop dusting the farms. This is a
necessary service to the farmer and the person who buys the gasoline it seems
to me should be entitled to the exemption.

H.R. 6635, AMENDING THE SECOND LIBERTY BOND ACT

Mr. Chairman, distinguished members of this Committee, I am pleased to have
this opportunity to review with you a bill which has received strong support
in the House of Representatives.

H.R. 6635, to amend the Second Liberty Bond Act, is a small bill, but it never-
theless is an important effort to provide an equitable investment for persons
setting up retirement plans.

The measure allows the interest rates paid on United States retirement plan
and Individual retirement bonds to be increased to the rate paid on United States
series E savings bonds.

Under present law, money set aside under individual retirement accounts or
Keogh plans may be invested in individual retirement bonds or retirement plan
bonds offered by the U.S. Treasury.

These bonds are an extremely good long-term investment for the U.S. Treasury,
and any bonds sold help to relieve the pressure on the short term market and
thereby also help to hold down pressures on interest rates.

But the share of the market affected by these bonds has itorically been very
small. Currently they offer serious drawbacks to the investor--drawbacks this
legislation seeks to remedy.
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The individual retirement and retirement plan bonds bear an interest rate
fixed as of the date of purchase. They cannot be sold or exchanged until age
59% or until death or disability. Thus, in most instances, the purchaser is locked
into an investment in these bonds at a fixed rate of interest until retirement.
Some retirement bonds still outstanding were issued at a 3% percent rate of
return.

The legislation before you would provide simple equity to these investors by
increasing that rate of return to the current rate of return on the series E savings
bond. It would maintain that equity in the future-and also make these bonds
a more attractive investment-by ensuring that the future rate of return kept
pace with the general market conditions, as does the series E savings bond.
At the same time, since the series E rate is carefully set not to interfere with
the needs of the private market, these bonds would have no deleterious effect
there.

As of April 30, 1978, approximately $152 million in retirement plan (Keogh)
bonds and approximately $36 million in individual retirement bonds were out-
standing from the U.S. Treasury. The revenue effect of improving the investment
yield on these bonds is negligible, amounting to less than $5 million by 1981.

But, again, while this is a small bill, it is an important one. An improved yield
will allow these bonds to serve as a competitive yardstick with private invest-
ment. The citizen will always have the option to go to a non-trustee plan using
these bonds, and this will make it harder for someone to be victimized by un-
scrupulous retirement plan sellers offering programs which have a lower actual
yield than is available on the open market. At the same time, we provide a good
investment for the U.S. government with beneficial effects on the overall interest
rate picture.

I urge approval by this Committee of this measure and thank you for your
consideration.
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Union Calendar No. 470
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IN THE HOUSE OF REPRESENTATIVES

A RL 28,1977

Mr. PICKLE introduced the following bill; which was referred to the Com-
mittee on Ways and Means

MARCH 3,1978
Reported with an amendment, committed to the Committee of the Whole House

on the State of the Union, and ordered to be printed

[Omit the part struck through and insert the part printed In Italic]

A BILL
To amend the Second Liberty Bond Act to allow the interest

rates paid on United States retirement plan and individual
retirement bonds to be increased to the rate paid on United

States series E savings bonds.

1 Be it enacted by the Senate and House of Representa-

2 tive, of the United States of America in Congress assembled,

3 That the first section of the Second Liberty Bond Act (31

4 U.S.C. 752) is amended by adding at the end thereof the

5 following new paragraph:

6 "The Secretary of the Treasury, with the approval of

7 the President, may provide by regulations that the invest-

8 ment yield on any offerings of bonds issued under this Act

9 which are described in section 405(b) or 409 (a) of the

I
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2

1 Internal Revenue Code of 1954 (relating to retirement

2 plan bonds and individual retirement bonds, respectively) be

3 itefr-emed fe eoeh iwreest teera! peied whieh begift ai4ef

4 Septmbe 4 176, ie fhfi te i~vestmen y,4e4 off saeli

5 hm4n i eensisei*t wi t inv estment ye W off seie B

6 sftvitg:; increased for the interest accrual periods

7 specified in such regulations so that the investment yield on

8 such bonds for such periods is consistent with the investment

9 yield on series E savings bonds for such periods."

10 SEC. 2. The amendment made by the first section of this

11 ,let shall apply with respect to the invedment !ield oi bonds

12 issued before, on, or after the date of the enactment of this

13 Act, but only for purposes of increasing the investment

14 yield on, such bonds for interest accrual periods beginning

15 after September 30, 1977.
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RATE OF INTER~fr ON INDVXDUAL RETIREMENT BONDS

Mr. ULLMAN. Mr. Speaker, I move to suspend the rules and pass the bill H.R.
66-35 to amend the Second Liberty Bond Act to allow the interest rates paid on
U.S. retirement plan and individual retirement bonds to be increased to the rate
paid on U.S. series E savings bonds, as amended.

The Clerk read as follows:
H.A. 6635

Be it enacted by the Senate and House of Representatives of the United States
of America in Congress assembled, That the first section of the Second Liberty
Bond Act (31 U.S.C. 752) is amended by adding at the end thereof the following
new paragraph:

"The Secretary of the Treasury, with the approval 9f the President, may pro-
vide by regulations that the investment yield on any offerings of bonds issued
under this Act which are described In section 405(b) or 409(a) of the Internal
Revenue Code of 1954 (relating to retirement plan bonds and individual retire-
ment bonds, respectively) be Increased for the interest accrual periods specified
In such regulations so that the investment yield on such bonds for such periods
is consistent with the investment yield on series E savings bonds for such periods."

SEC. 2. The amendment made by the first section of this Act shall apply with
respect to the Investment yield on bonds issued before, on, or after the date of
the enactment of this Act, but only for purposes of increasing the Investment
yield on such bonds for interest accrual periods beginning after September 30,
1977.

The SPEAKER pro tempore. Is a second demanded?
Mr. CONABLE. Mr. Speaker, I demand a second.
The SPEAKER pro tempore. Without objection, a second will be considered as

ordered.
Mr. SYMMs. Mr. Speaker, I object. And on that I demand tellers.
Tellers were ordered, and the Speaker pro tempore appointed as tellers Mr.

Pullman and Mr. Symms.
The House divided, and the tellers reported that there were-yeas 13, nays 1.
Mr. Symms. Mr. Speaker, I object to the vote on the ground that a quorum

Is not present and make the point of order that a quorum is not present.
The SPEAKER pro tempore. Evidently a quorum is not present.
The Sergeant at Arms will notify absent Members.
The vote was taken by electronic device, and there were-yeas 372, nays 1, not

voting 61, as follows:
(Roll No. 1311
YEAS--872

Abdnor
Addabbo
Akaka
Alexander
Allen
Ambro
Ammerman
Anderson, Calif.
Andrews, N. Dak.
Annunzio
Applegate
Archer
Armstrong
Ashbrook
Aspin
Badham
Bafalis
Baldus
Barnard
Baucus
Bauman
Beard, R.I.
Beilenson
Benjamin

32-978-78------ 5

Bennett
Bevill
Biaggi
Bingham
Blanchard
Blouin
Boland
Bolling
Bonior
Bowen
Brademas
Breckinridge
Brinkley
Brodhead
Brooks
Brown, Calif.
Brown, Mich.
Brown, Ohio
Broyhill
Buchanan
Burgener
Burke, Calif.
Burke, Fla.
Burke, Mass.

Burleson, Tex.
Burlison, Mo.
Burton, John
Burton, Phillip
Butler
Byron
Caputo
Carney
Carr
Carter
Cavanaugh
Cederberg
Chappell
Chisholm
Clausen, Don H.
Clawson, DeL
Clay
Cleveland
Cochran
Cohen
Coleman
Collins. Tex.
Conable
Conte
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Corcoran
Corman
Cornell
Cornwell
Cotter
Coughlin
Cunningham
D'Aniours
Daniel, DanDaniel, R. W.
)avis

de le Garza
Delaney
Dellums
Derrick
Derwiuskl
Devine
Dickinson
Dicks
Dingell
Dodd
Dornan
Downey
DrInan
Duncan, Oreg.
)uncan, Tenn.

Early
Edgar
Edwards, Ala.
Edwards, Calif.
Edwards, Okla.
Eilberg
Emery
English
Ertel
Evans, Colo.
Evans, Del.
Evans, Ga.
Evans, Ind.
Fary
Faseell
Fenwick
Findley
Fish
Fisher
Fithian
Flood
Flowers
Flynt
Fol ey
Fokrd. Tenn.
Forsythe
Fountain
Frenzel
Frey
Fuqp,a

("aydos"
(;!,lhardt

Giaiho
(i iblons
Giluan
(limn
Glickman
(lolwater
Gonzalez
(;o)dling

Gore
Gradison
Grassley
Green
Gudger
Guyer
Hagedorn
Hall
Hamilton
Hammerschmldt
Hanley
Hannaford
Harkin
Harrington
Harris
Harsha
Hawkins
Heftner
Heftel
Hightower
Hills
Holland
Hollenbeck
Holt
Holtzman
Horton
Howard
Hubbard
Huckaby
Hughes
Hyde
Ichord
Jacobs
Jenrette
Johnson, Calif.
Johnson, Colo.
Jones, N.C.
Jones. Okla.
Jones. Tenn.
Jordan
Kastenmeier
Kazen
Kelly
Kemp
Ketchum
Keys
Kildee
Kindness
Kostmayer
Krebs
LaFalce
L.agonarsino
Latta
Le Fante
Leach
Lederer
Leggett
Lent
Ievitas
Livingston
Lloyd, Calif.
Lloyd. Tenn.
Long, Md.
I.ot t
Luken
lundine

McCloskey
McCortnavk
Mc Donald
McEwen
McFall
McHugh
McKay
Maguire
Mahoni

Mann
M1arkey
Marks
Marlenee
Marlott
Mathis
Mattox
Mazzoli
Meeds
Metcalfe
Meyner
Michel
Mikuiski
Mlkva
Milford
Miller, Ohio
Mineta
Minish
Mitchell, Md.
Mitchell, N.Y.
Moakley
Moffett
Mollohan
Montgomery
Moore
Moorhead, Calif.
Moss
Mottl
Murphy, Ill.
Murphy, Pa.
Murtha
Myers, Gary
Myers, John
Myers, Michael
Natcher
Neal
Nedzi
Nichols
Nowak
O'Brien
Oakar
Oberstar
Obey
Ottinger
Panetta
Patten
Patterson
Pattison
Pease
Perkins
Pettis
Pickle
Pike
lPoage
Pressler
Preyer
Prire
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Pritchard
Pursell
Quayle
Raliall
Ralisback
Rangel
Regula
Reuss
Rhodes
Richmond
Rinaldo
Roberts
Robinson
Rodino
Roe
Rogers
Roncalio
Rooney
Rose
Rosenthal
Rostenkowski
Rousselot
Roybal
Rudd
Runnels
Russo
Sarasin
Sawyer
Scheuer
Sehroder
Schulze
Sebelius
Seiberling
Sharp

Shuster
Sikes
Simon
Sisk
Skelton
Skubitz
Slack
Smith, Iowa
Smith, Nebr.
Snyder
Solarz
Spellman
Spence
St Germain
Staggers
Stangeland
Stanton
Stark
Steed
Steers
Steiger
Stockman
Stokes
Stratton
Studds
Stump
Symms
Taylor
Thompson
Thone
Thornton
Treen
Trible
Tsongas

NAYS-1

Danielson

NOT VOTING-61

Anderson, Ill. Fraser Nix
Andrews, N.C. Galnmage Nolan
Ashley Garcia Pepper
AuCoin Hansen Qule
Beard, Tenn. Heckler Quillen
Bedell Ireland Risenhoover
Boggs Jeffords Ruppe
Bonker Jenkins Ryan
Breaux Kasten Santini
Broom field Krueger Satterfleld
Collins. I11. Lehman Shipley
Conyers Long, La. Teague
Crane Lujan Traxler
Dent MeClory Tucker
Diggs McDade Vander Jagt
Echardt McKinney Watkins
Erlenborn Madigan Weaver
Flippo Martin Wiggins
Florio Miller, Calif. Wilson, C. H.
Ford. Mich. Moorhead. Pa.
Fowler Murphy, N.Y.

Mr. ScItULZE changed his vote from "nay" to "yea."
5, a second was ordered.
The result of the vote was announced as above recorded.

Udall
Ullman
Van l)eeriin
Vanik
Vento
Volkiner
Waggonier
Walgreii
Walker
Walsh
Wampler
Waxtuan
Weiss
Whalen
White
Whlitehurst
Whitley
Whitten
Wilson, Bob
Wilson, Tex.
Winn
Wirth
Wolff
Wright
Wydler
Wylie
Yates
Yatron
Young, Alaska
Young, Fla.
Young, Mo.
Young, Tex.
Zablocki
Zeferetti
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The SPE.x1u pro tempore. The gentleman from Oregon (Mr. Ullman) and the
gentleman from New York (Mr. Conable) will be recognized for 20 minutes each.

The Chair recognizes the gentleman from Oregon (Mr. Ullman).
Mr. ULLMAN. Mr. Speaker, I yield myself such time as I may consume.
Mr. Speaker, H.R. 6635 authorizes the Treasury Department to increase the

interest rate payable on previously Issued U.S. retirement bonds, so that those
bonds will earn interest at rates consistent with rates currently established for
series E U.S. savings bonds.

Under present law, a person eligible to establish an individual retirement ac-
count may purchase retirement bonds issued for this purpose by the Treasury.
Also, self-employed persons with "H.R. 10 plans" and companies with certain
qualified retirement plans may purchase retirement plan bonds from the Treasury.

The interest rate on these retirement bonds remains the same, under present
law, from the date of issuance until the bond is redeemed when the owner retires,
becomes disabled, or dies. For example, retirement plan bonds Issued in 1963 to
self-employed persons with "H.R. 10 plans" bear interest today at only 3.75
percent.

By contrast, present law authorizes the Treasury Department to increase the
interest rate payable on previously issued series E U.S. savings bonds so that those
bonds earn higher interest rates when the rate goes up for newly issued series
E bonds. For example, the owner of a series E bond issued In 1963 at 3.75 percent
today receives interest at 6 percent.

HR. 6635 eliminates this unfair treatment of holders of different types of U.S.
bonds, and makes Treasury retirement bonds more attractive to potential buyers.
The bill permits the Treasury Department to adjust upward the interest rate
paid on outstanding retirement bonds, so that such rates are consistent with
the rates on series B bonds. The bill requires that any Interest rate Increase
proposed by the Treasury must be submitted to the President for approval.

Mr. Speaker, H.R. 6635 eliminates an inequity in present law and encourages
investment in Treasury bonds. The Treasury Department supports this bilL I
urge its adoption.

Mr. Speaker, I yield such time as he may consume to the gentleman from Texas
(Mr. Pickle), the author of the bill.

Mr. Pickle asked and was given permission to revise and extend his remarks.)
Mr. PiciL. Mr. Speaker, I thank the chairman for yielding.
As the chairman said, this bill provides equity for those who want to buy

the individual retirement bonds or retirement plan bonds.

H.R. e865-LIERTY BOND AMENDMZNTS

Mr. Speaker, the bill before us is a small bill. It Is recommended by the
Treasury. It will effect revenues by less than $5 million between now and 1982,
about $1 million per year. At the same time, it is an important effort to provide
equity for persons setting up retirement plans.

Under present law, money set aside under Individual retirement accounts or
Keogh plans may be invested in individual retirement bonds or retirement plan
bonds offered by the U.S. Treasury.

These bonds are an extremely good long-term investment for the U.S. Treas-
ury, and any bonds sold help to relieve the pressure on the short-term market
and thereby also help to hold down pressures on interest rates.

But the share of the market affected by these bonds has historically been very
small. Currently they offer serious drawbacks to the Investor---drawbacks this
legislation seeks to remedy.

The individual retirement and retirement plan bonds bear an interest rate fixed
as of the date of purchase. They cannot be sold or exchanged until age 59% or
until death or disability. Thus, in most instances, the purchaser is locked into
an investment in those bonds at a fixed rate of interest until retirement. Some
retirement bonds still outstanding were Issued at a 3%-percent rate of return.

The legislation before you would provide simple equity to these investors by
increasing that rate of return to the current rate of return on the series F) sav-
ings bond. It would maintain that equity In the future-and also make these bAnds
a more attractive investment-by insuring that the future rate of return kept
pace with the general market conditions, as does the series E, bond. At the same
time, since the series F rate is already carefully set not to interfere with the
needs of the private market, these bonds would have no deleterious effects there.

As of February 28, 1978, approximately $183 million in retirement plan bonds
and approximately $37 million in individual retirement bonds have been issued
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by the Treasury. Most are still outstanding. The revenue effect of Improving the
investment yield on these bonds is negligible, amounting to less than $5 million
by 1982.

But, again, while this is a small bill, it is an important one. An Improved yield
will allow these bonds to serve as a competitive yardstick with private invest-
ment. The citizen will always have the option to go to a nontrustee plan using
these bonds, and this will make It harder for someone to be victimized by unscru-
pulous retirement plan sellers offering programs which have a lower actual yield
than is available on the open market.

At the same time we provide a good investment for the U.S. Government with
beneficial effects on the overall interest rate picture.

Mr. CONABLE. Mr. Speaker, I yield myself such time as I may consume.
(Mr. CONABLE asked and was given permission to revise and extend his re,

marks.)
Mr. CONABTE. At the outset, let me express my deep and abiding gratitude to

Members of this House for having supported my demand for a second. I regret
that the gentleman from Idaho (Mr. Symms) could not see fit to go along with
this perfectly reasonable request, but I shall be brave.

Mr. Speaker, I rise In support of H.R. 6635, which would amend the Second
Liberty Bond Act, to allow the interest rates on U.S. retirement plan and indi-
vidual retirement bonds to be raised to the rate paid on series E savings bonds.

Under present law, U.S. retirement plan savings bonds yield, until redemption,
the interest rate which was applicable when the bond was issued. H.R. 6635
would enable investors in such bonds to earn interest at the same rate as is paid
currently on series U bonds by allowing the Treasury Department to make
adjustments in the interest rate.

Currently individuals receive a tax deduction for amounts paid to purchase
individual retirement bonds which are issued by the Treasury Department. The
bonds are not transferable and are subject to a number of the same restrictions
which apply to individual retirement accounts. Similar bonds are issued for
annuity and retirement plans which have been established by employers for their
employees. H.R. 6635 will enable Investors in retirement plan bonds to receive
the same Interest rate as do series E bonds investors.

It should be noted that HR. 6635 will increase the Interest paid in interest
accrual periods beginning after September 30, 1977, on retirement bonds issued
on. before, or after the date the bill is enacted.

The bill would correct an Inequity In treatment of Investors In the two types of
U.S. savings bonds. Absent this correction, it Is feared that investors will turn
increasingly to retirement plan schemes offered in the private sector, thereby re-
ducing Treasury receipts from the sale of these bonds and increasing the amounts
of money which will have to be raised In the money markets generally.

The Treasury Department supports H.R. 6635, believing that this bill will help
maintain the competitiveness of retirement plan bonds and individual retirement
bonds with other investment vehicles, thereby assisting the Treasury in Its debt
management functions. I urge its enactment.

Mr. Speaker, I reserve the balance of my time.

GENERAL LEAVE

Mr. ULLMAN. Mr. Speaker, I ask unanimous consent that I may revise and
extend my remarks that all Members may have 5 legislative days in which to
revise and extend their remarks on the bill H.R. 6635.

The SPEAKER pro tempore. Is there objection to the request of the gentleman
from Oregon?

There was no objection.
The SPEAKER pro tempore. The question is on the motion offered by the gentle.

man from Oregon (Mr. ULLMAN) that the House suspend the rules and pass the
bill H.R. 6635, as amended.

The question was taken; and (two-thirds having voted in favor thereof) the
rules were suspended and the hill, as amended, was passed.

A motion to reconsider was laid on the table.

Senator BYRD. I note that Senator Allen of Alabama is present and
she is interested, as I understand it. in S. 2872.

Senator Allen, will you come forward, please?
I understand also that Congressman Hughes is interested in this

legislation. Congressman, we are glad to have you.
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Senator Allen, I believe this is your first time to appear before this
committee, and I want to say that we are tremendously pleased to have
you here today. I know this is a very important bill to you, just as it
was to Senator .James B. Allen, and you may proceed as you wish.
Then, following that, I will ask Congressman HIughes if he will speak.

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

Senator Amai .Thank you. I am proud to be here.
Mr. Chairman, I take great pleasure in introducing to you this

morning a panel of witnesses from Alabama who will testify in sup-
port of S. 2872, a bill introduced on April 11, 1978, by my late husband,
Senator .James B. Allen. The bill is designed to exclude the taxable
income the statutory subsistence allowances paid to state law enforce-
nent officers.

Mr. Chairman, prior to the recent decision of the Supreme Court in
Koo',q qki, State statutory subsistence allowances were considered non-
taxable since they are paid principally for the convenience of the State
or local governments rather than for'the income benefit of the law en-
forcement officers. S. 2872 would allow the States to continue to pro-
vide nontaxable subsistence allowances through legislative enactment
and would recognize that State troopers are paid subsistence not. as an
income benefit. bt rather for the convenience of the State in providing
meals to officers while they are on duty.

B,,t. Mr. Chairman, the gentlemen with me can provide the subcom-
mittee with detailed information on this subject. Col. M. L. Hilyer is
the director of the Alabama Department of Public Safety and has had
a long and distinguished career in public service in Alabama.

M[aj. Harold Hammonds is a career State trooper who has risen
through the ranks to his present position as head of the Drivers
License Division of the Alabama Department. of Public Safety. and he
served previously as director of administrative affairs for the
department.

Capt. Jerry Shoemaker has worked in the Alabama Denartment of
P, blic Safety since the age of 18. and he now heads the Intelligence
Division.

It. Roy McLellan will next year complete 25 years of outstanding
service as an Alabama State trooper, and he is, at. present. president
of the Alabama State Policemen's Association, an organization of 900
law enforcement officers throughout the State of Alabama, all of whom
have been adversely affected by the Kmalskl decision.

The i)anel ig al1o accompanied by Edward Ti. Hardin of Birming-
ham. Ala.. who provided legal couisel to the Alabama State Police-
man's Association during the litigation of Kgowalski and related
lawsuits.

Niaj. Harold lammonds will be the principal witnes.- and will pre-
sent testimony for the entire panel. However, each gentleman is avail-
able to the subcommittee for questions.

Ir. Chairman. please accept my sincere thlank, for your considera-
tin in scheduling this hearing and allowing this opportunity for
disousion of S. 2872.

Thank you very much.
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Senator BYRD. Thank you very much, Senator Allen.
Before going to the panel, I would like to call on Mr. Hughes so

-liat we will not hold him up any longer. Then I do have a few ques-
tions to ask the panel, Senator Allen.

Congressman Hughes? Welcome, Congressman Hughes.
Representative HUGhms. Thank you, Senator, and good morning.

'STATEMENT OF HON. WILLIAM 3. HUGHES, A REPRESENTATIVE
IN CONGRESS FROM THE STATE OF NEW JERSEY

Representative tIhGmIs. Mr. Chairman, I wish to thank you for pro-
viding me this ol)polunity to testify this morning on S. 3134. That
legislation, sponsored bv lhe late Senator Allen of Alabama, would
alleviate the severe financial hardship upon State police officers that
is resulting from the Supreme Court's recent decision in Commissioner
v. Kowal8ki.

The case, as you know, cinded almost 25 years of relatively con-
sistent judicial opinion that meal allowances paid to State police of-
filers were not taxable. As a result of that decision, State police of-
ficers are now liable for taxes on their meal allowances back through
1971.There can be little. question but that the retroactive enforcement
of that decision bak through 1971 will result in a Very serious hard-
ship. In my home State of New Jersey. I am personally aware of sev-
eral State'troopers who have already" been audited and assessed for
a, much as $.000 in back taxes as a result of the Kowalski decision.
AXz~essments could go as high as $7,000 in the case of some individuals.

Needless to sav. for troopers who have an average take-hope pay
of between $10,000 and1 12,500 pr year. the burden of such high as-
se--ments will be crushing. It will' inevitably force many troopers
deeply into debt. I understand that similar hardships will occur in
.other States as well.

T believe it is our responsibility under the circumstances to take
action to relieve this heavv burden. It is one thing to say that State
l)olice must pay taxes on their meal allowances from now on, but it is
(luite another thing to say that they must pay taxes for a 6-year period
in which the prevailing; law was different from that found by the
Supreme Court in 1977.The Third Circuit (ourt of Appeals, for example, followed a con-
st:tent policy of excluding meal money from taxation from 1954, when
the tax code was adopted, through 1977 when it was reverse(l by the
Supreme Court. A similar policy of excluding meal money from taxa-
tion was followed in the Fifth, the Eighth, and Tenth Circuit Courts
of Appeals as well.

The Supreme Court itself commented on this issue in a case that
wa, decided a few weeks after Kowalski, in the case of Central Illinois
Piibe;r Servh'e Company v. the United AStates wherein the Court
stated that: "The income tax character of lunch reimbursements * * *
wore not entirely clarified until the Kowalski decision a few weeks
a rro.

underr the circumstances, it would be fair for us to conclude that
the, AKowal,sl decision represents a substantial shift in the law on the
tax treatment of meal money. In not paying taxes on their meal al-



68

lowances prior to Eowal8ki, I feel that State police officers were acting
in good faith in reliance on the law as it existed at that time.

It is a very simple principle of equity that persons should be al-
lowed to act upon reliance on the law until it is changed. I believe
that in applying the Kowalski decision back to 1971, we are violating
that principle. and working a great injustice.

The House Ways and Means Committee has already acted to remedy
this injustice by ap)proving an amendment to H.R. 1281 which is iden-
tical to S. 3134. It is possible that H.R. 12841 will be considered by the
full House today andI am very hopeful that in the interests of justice
and equity you Nill take similar favorable action on S. 3134.

Senator, the amount of money we are talking about to the Treasury
is very small, but I can attest personally to the hardship it will cause.
I worked for about 10 years with State troopers in my home State as
a prosecutor and I know that these men and women of the State
police have been seriously affected by the decision. The morale is ex-
tremely low. In some instances, troopers are seriously considering
bankruptcy because they just do not have the funds. And I just hope
that this distinguished subcommittee will move the legislation ahead
so that we can provide the relief that I think they are justly entitled
to.

Senator BYRD. Congressman, you say the Internal Revenue plans to
go back to 1971 ?

Representative HrUGMIES. Yes: Mr. Chairman, they already have, in
fact, audited many returns and there are dozens and dozens of audits
being conducted now. Many assessments have already been made by the
Internal Revenue Service and, in some cases, the assessment, as I Indi-
cated, could go as high as $7,000.

But when you are only talking about a trooper making $12,500, with
three or four kids, as in many instances, they just do not know where
to turn.

Senator BYRD. Regardless of what might be done in the future, it
does not seem to me to be very reasonable to go back 6 or 7 years on a
matter where the individuals acted in good faith and apparently acted
in accordance to the law at that particu ar time.

Representative HuGm's. I agree, Mr. Chairman, and I would say
that Colonel Pagano, who is our superintendent of State police, wil
be testifying subsequently, and I am sure that he can corroborate what
I have indicated.

I am aware that there are State troopers in my own particular dis-
trict, which is a very rural district in south Jersey, comprising about
one-third of the lanal area of the State, who travel long distances and
must eat away from home. I do not think a week goes by that I do
not have telephone calls from State troopers whom I have worked with
over the years who are just besides themselves trying to figure out
how to try to come up with the assessment.

Senator BYRD. That is the reason for the retroactive date to January
1, 1970, 1 take it?

Representative HuoHES. That is correct.
Senator BYRD. What States are affected by the taxation as gross

income of meal allowances? How many States, do you luow?
Representative HuonEs. Fifteen States are.
Senator BYRD. Fifteen States are affected by it.



69

And what is the amount of additional tax liability which the taxa-
t ion of meal allowances places on the average State trooper? You men-
tioned the possibility of $7,000. Also, $4,000 was referred to? Is $4,000
tie average figure, would you say ?

Representative IIUGHES. Of course, it is averaging around $3,000
but it is a little premature, because we are just in tie auditing process
now. But we are aware, in some instances, where assessments as high
as $7,000 will be imposed and there have been a number of assessments
as high as $4,000. To date, it averages about $3,000 per trooper.

And of course, in some instances, these troopers sometimes travel as
far away as 80 miles from their home, and it is unreasonable and un-
realistic that they could get home for meals. Of course, that was a
major rvason for ihe meal allowance to bein with.

Senator BYi). Thank you very much, Congressman.
Re1)reentatiVe I[UyHER. Thank you, Senator.
Major Hammond, I understand you will be speaking for the panel

from Alabama?
Mr. IL.AM.rouD. That is correct, sir.
Senator BYRD. We are delighted to have you, and you may proceed

as von wish.
.fr. IA1MoN..-D. Thank you very much, Senator.

STATEMENT OF HAROLD HAMMOND, HEAD, DRIVERS LICENSE
DIVISION, ALABAMA DEPARTMENT OF PUBLIC SAFETY

.Mr. If.M.O-D. Thank you, Senator Byrd, for this opportunity. I do
represent State police officers in the State of Alabama. I am grateful
to this committee's willingness to hear us today on this question.

I aln here to speak in support of S. 2872, introduced by Senator
James Allen. The bill, of course would exclude from gross income
statutory subsistence allowances received by State law enforcement
officers. "My comments will be brief, but we would like to submit to
this committee later this week fuller written detail.

I would also like to submit for the record a letter from Colonel
Dennis E.'isnach who is superintendent of the South Dakota Depart-
llint of Public Safety who sends his regrets that he could not be here,
bt, he also writes in siipport of S. 2872.

Senator BYRD. Could you, at this point, list the 15 States which are
involved?

Mr. IIAM.o10N . Senator, I could call some of them. I could not call
them all. I do not think.

The history of subsistence payments of State police officers in Ala-
bamna is rather brief, since it was proposed and passed in 1973 to become
effective on October 1 of that year. It wa . first proposed by the or-
ganization. representing the State police of Alabama. It had the sup-
port of Governor Wallace and the leadership of agencies of the State.

In 1973, the State Police officers in Alabama were among the lowest
paid State police officers in the Nation. They averaged about $8.000 a
year. At that time. our attrition rate was very high and many officers
worked at second jobs to provide adequately for their families.

Dmrinq the legislative hearings at the State capitol while a sub-
sistence bill was beina considered. it. was established that many State
police officers were forced to spend out of pocket money for work-
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related expenses. Most of it went to provide meals on duty, since our
officers are assigned over the entire county and, iii many cases, could
not return to their homes for meals because of their responsibilities
as law enforcement officers.

Under the State law, no per diem could be paid them so long as they
remained in their assigned county. It was not unusual for an officer to
find himself 20 or 25 miles away from his home at mealtime.

At that time, le was performing duties which would not permit him
to return home for his meal.

Our department director at that time and the department staff felt
that it was unfair to expect a trooper or a State police officer to have
to (lip into his own pocket to pay expenses incurred as the direct result
of his employment as a State police officer.

The legislature of Alabama agreed and passed the bill providing a
modest $5 a day daily subsistence allowance for each working day- to
defray the cost of meals while these officers were on duty.

In the face of limited resources on the State level, the State was
able to relieve a growing burden by enacting this statute.

I should mention, and I am sure you realize, that Alabama is pri-
marily a rural State. A large number of our 67 counties have only two
or three troopers assigned to provide rur'al law enforcement. Several
of them have only one.

This means that there is never more than one trooper on duty at any
given time in many of the counties of Alabama. An officer cannot call
for relief at mealtime if his duties demand his presence. Ile cannot
block off one hour of his daily shift and say that is reserved for his
mealtime,

In fact., it is not uncommon for a trooper to order a meal and then
be called away for an emergency before the meal is even set before him
and sometimes before he finishes eating it.

Ile cannot call for relief to take a lunch hour, hut must remain at
accident scenes, at scenes of disorders, at traffic congestion, at crime
scenes, oftentimes eating on the run by grabbing a sandwich and eating
as he runs to an emergency call.

It is advantageous--the Department realizes it and I believe that
State Police officers in Alabama realize-that it is advantageous to both
and to the citizens we serve by taking our meals iii our a-signed areas.

After the subsistence law passed in 1973, the Director of our Depart-
ment issued instructions to all State police officers regarding the tax
status of such payments. Based on conversations with attorney. and
accountants dealing with tax matters and relying, on several courts of
appeals decisions, including our own Fifth Circuit in New Orleans. our
officers were instructed not to report subsistence payments as income.

The State Comptroller concluded that the payments were not sub-
ject to State and Federal taxes, and none was withheld. In 1976 when
our State revenue department announced that they were considering
taxing this income, the leadership of both the State House and Senate
and Governor Wallace informed the revenue department to delay any
attempt to collect the State tax until the legislative intent could be
further clarified.

This was done in 1977, when the legislature of Alabama amended the
act to read: "It is the legislative intent of this legislature that the sub-
sistence, allowance provided by this section is to be solely a subsistence



71

expense allowance for the purpose of providing meals while said of-
ficers are on duty and is not to be considered as compensation under
the laws of this State."

Senator BYm. What is the subsistence allowance in Alabama?
Mr. HARDIN. It is $5 a day, Senator, and it amounts, for the average

officer, to $1,100 a year.
Senator Bi-RD. It is how much a day?
Mr. HARDIN-. Five dollars. Senator, we have a list of the affected

States, if you would like them.
Senator BYRD. Yes, would you read those off?
Mr. HARDIN. Alabama, Arkansas, Colorado, Connecticut, Idaho,

Iowa, Texas, Louisiana, Mississippi, Missouri, New Jersey, New
Mexico, North Dakota, South Dakota, and West Virginia.

Senator B-t-D. Thank you. I thought it would be well to have that
as a part of the record.

The subsistence allowance became effective in your State, you say,
in 1973?

Mr. HARDI.N. Yes, sir.
Senator BYRD. So the effect would vary from State to State as to

the number of years that would be affected, I assume?
Mr. HARDI.: Yes, sir.
I think the average would be-it would be approximately $300 on

an average per officer per year, for a total of around $1,200.
Senator BRD. Yes.
Well, thank you, thank you gentlemen very much, and we are glad

to have you.
I cannot speak very much about the State police in Alabama, or any

other States except Virginia, and I have been very much impressed
with the consistently high quality of State police personnel that we
have in the State of Virginia. I do not. remember the exact total, but
I believe we have somewhere in round figures of a thousand. How does
that compare with Alabama?

Mr. ItMMoNxD. 1,200.
Senator BYRD. You have 1.200?
Maybe Virginia is a little higher than a thousand.
Anyway, I have been much impressed with the State troopers in my

State and judging from you gentlemen, it must be the same caliber in
Alabama. We are glad to have you.

Mr. HAMM OND. Thank you, sir.
[The prepared statements of the preceding panel follow:]

TESTIMONY OF MAJOR HAROLD J. HAMMOND, ALABAMA DEPARTMENT OF PUBLIC
SAFETY, SPEAKING IN BEHALF OFr'HE ALABAMA STATE POLIcEMEN's ASSOCIATION

Thank you, Senator Byrd. I represent State Police Officers of Alabama and am
grateful for this Committee's willingness to allow us to appear and offer testimony
In support of Senate Bill 2872 introduced by Senator James Allen. This bill ex-
cludes from gross Income statutory subsistence allowances received by law
enforcement officers.

My comments will be brief this morning, but we would like to submit more
detailed, written comments outlining my Department's position for the Com.
mittee's consideration later this week. I would also like to submit for the record,
a letter of support for S. 2872 from Colonel Dennis Elsnach, Superintendent,
South Dakota Department of Public Safety, who sends regrets he could not
be present for this hearing today.

The history of subsistence payments to State Police Officers In Alabama Is
brief since it was proposed and passed by the State Legislature in 1978 to become
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effective October 1, 1973. It was proposed by the organization representing State
Police Officers in Alabama and had the support of the Governor and the leader-
ship of State Law Enforcement Agencies.

In 1973, State Police Officers in Alabama were among the lowest paid in the
nation, averaging $8,000 annually. Our attrition rate was high and many officers
worked at a second job to provide adequately for their families.

During hearings while the subsistence bill was being considered, it was estab-
fished that State Police Officers were forced to spend out-of-pocket money for
work related expenses. Much of it went to provide meals on duty since our of-
ficers are assigned to an entire county and in many cases could not return to
their homes for meals because of their responsibility as law enforcement officers.
No per diem could be paid them under state law so long as they remained in
their assigned county. It Is not unusual for an officer to find himself 20-25 miles
from his home performing duties which did not permit him to take his meal at
home.

Our Department Director and Staff felt it unfair for a Trooper to dip into his
own pocket to pay expenses incurred as a direct result of the performance of his
duties. The Legislature of Alabama agreed and passed the bill providing a modest
$5.00 daily subsistence allowance for each working day to defray the cost of
meals and other work related expenses for State Police Officers. In the face of
limited resources, the state was able to relieve a growing burden on state officers
by enacting this statute.

I should mention. Alabama is primarily a rural state and a large number of
our 67 counties have only 2-3 Troopers assigned, in fact several have only one
(1). This means that there is never more than one Trooper on duty at any
given time. He can't call for relief at meal times if his duties demand his
presence. He cannot block off one hour of his day and treat it as reserved for
his meal time. In fact, it is not uncommon for a Trooper to order a meal and
then be called away for an emergency before the meal can be el.ten. He cannot
call for relief to take his meal hour, but must remain at accidents, on man-
hunts, at crime scenes, or at scenes of traffic congestion oftentimes eating on
the "run" by grabbing a sandwich and eating while responding to an emergency
call. It is advantageous to the Department and to the public he serves for an
officer to take his meal in his assigned territory.

After the subsistence law passed in 1973, the Director of our Department
issued instructions regarding the tax status of such payments. Based on con.
versations with attorneys and accountants dealing with tax matters and rely-
Ing on several Court of Appeal decisions, including our own Fifth Circuit at New
Orleans, our officers were instructed not to report subsistence payments as in-
come or claim deductions. The State Comptroller concluded the payments were
not subject to state or federal income taxes and none was withheld.

In 1976, our State Revenue Department, Income Tax Division, announced they
were considering taxing the payments for state tax purposes. Based on state-
ments from the leadership of both the State House and Senate and upon Instruc-
tions from Governor Wallace, the Revenue Department delayed any attempt to
collect state tax on subsistence payments until the State Legislature further
clarified their intent. This was done in 1977 when the Legislature amended act
to read-

"It Is the legislative intent of the Legislature that the subsistence allowance
provided by this section is to be solely a subsistence expense allowance for the
purpose of providing meals while said officers are on duty and is not to be con-
sidered an compensation under the laws of this state. It is the legislative intent
that this subsistence allowance shall not be subject to any income or other taxes
levied by the State of Alabama or the federal government". Codified as amend-
ment to 1973 subsistence law, Code of Alabama, Title 36, Chapter 21, Section
2(b).

In late 1977, taxes were assessed for subsistence payments received in 1974
and 1975 against all 1200 Alabama State Police Officers. In addition, interest
was added to tax bills received by the officers.

State Police Officers faced tax bills amounting to $O00-$700, even though they
had followed instructions and did not claim legitimate work related deductions.
No provision had been made to pay federal taxes because our officers relied upon
the Circuit Court of Appeals for the Fifth Circuit and instructions from the
Department Director that such payments were non-taxable.

We are concerned, as are other states, because of the financial burden this
retroactive levy Is having on the average officer who must already budget an In-
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adequate salary wisely. We expect our men to meet their financial commit-
ments, but this tax levy may mean some must seek other employment to properly
provide for their families.

I would urge you to give S. 2872 a favorable report and support its passage
among your colleagues. The amount of funds we speak about today may seem
small and insignificant to many people, but a levy of $700 for back taxes is a
burden on any taxpayer who is paid the salary of a Trooper in Alabama.

A reasonable subsistence allowance of $5.00 for duty days permits the officer
to protect a modest salary by providing tax free funds for duty related and
deductible expenses incurred in this unique occupation.

I trust you will send this bill to the full Senate at the earliest possible time.
If this committee cannot in good conscience support S. 2872, we urge your sup-
port for S. 3134. If you have questions, I shall be happy to respond.

DEPARTMENT OF PUBLIC SAFETY,
DIvisIoN OF HIGHWAY PATROL,

Pierre, S. Dak., June 7, 1978.
DEAR SENATOR ALLEN: I am writing to you as author of Senate Bill 2872 which

exempts subsistence allowances of law enforcement officers from Federal Income
Tax. South Dakota will not be able to have anyone present to offer testimony
on behalf of this legislation but we would like to take this means to go on record
in support of Senate Bill 2872.

The South Dakota Highway Patrol has for the past several years paid our
officers a flat rate per diem which has been considerably less than what other
state employees are entitled to. We have chosen to do this because of the unusual
schedules and assignments that our troopers are called on to work, that make it
next to impossible to meet the requirements of the regular state subsistence
allowance. The criteria for the regular subsistence spells out specifics such as
being away from your home station at certain specified times of the day in order
to qualify for payment of meals. One can readily see that this type of criteria is
not compatible with police duties and scheduling.

Our present flat rate per diem of $4.50 per working day, does not cover the
actual meal expenses and with Federal Income Tax now being withheld, it
further reduces the actual take-home pay by approximately $1.00 per day.

Sincerely,
COLONEL DENNIS EISNACH,

Superintendent.

STATEMENT OF EDWARD L. HARDIN, JR., GENERAL COUNSEL, ALABAMA STATE
POLICEMEN'S ASSOCIATION

5Mr. Chairman and Members of the Subcommittee: On behalf of the 1.200 law
enforcement officers of the State of Alabama adversely affected by the Koiral-
ski decision, I thank you for an opportunity to supplement the oral testimony
given on June 19,1978, in support of Senate Bills 2872 and 3134.

As you well know, S. 2872, introduced by Senator Allen, would amend See-
tion 119 of the Internal Revenue Code to exclude from gross income subsistence
payments received by law enforcement officers. The bill would provide retro-
active relief as well as prospective relief. S. 3134, also introduced by Senator
Allen, only provides retroactive relief from Federal income taxes from 1970-1977
for statutory subsistence allowances received by certain state law enforcement
officers. The Department of The Treasury, as expected, appeared and spoke in
opposition to S. 3134. No mention was made by Mr. Halperin of S. 2872, but. we
must assume The Department of The Treasury is opposed to S. 2872 for the
same reasons advanced in opposition to S. 3134 plus some others.

The Department of The Treasury has advanced three arguments In support
of their position:

(a) The exclusion of subsistence pay for law enforcement officers is inequit-
able and that was decided by Congress in 1958 when Section 120 of the 1954
Internal Revenue Code was repealed.

(b) The Internal Revenue Service has consistently taken the position that sub-
sistence allowances were taxable. Therefore, the risk of financial hardship has
been voluntarily assumed by law enforcement officers because they" wiere aware
of the position of the Internal Revenue Service.



74

(c) Enactment of this legislation would encourage other taxpayers to protest
Internal Revenue Service positions because, if the taxpayers lose in Court,
they may be liable for taxes only in the year following the Court decision.

We respectfully request careful consideration of the Internal Revenue Serv-
ice position in light of all the facts and circumstances.

In 1954 (tie same year Section 1201 of the Internal Revenue Code was en-
acted), the Third Circuit Court of Appeals in Saundcrs v. Commissioner, 215
F.2d 768, determined that cash payments under the New Jersey meal-allowance
program were not taxable. The law governing the taxability of subsistence pay-
ments for law enforcement officers in New Jersey and all other law enforce-
ment officers in the states comprising the Third Circuit remained the same until
the Supreme Court of the United issued its opinion in Commtnsioner v. Kowal-
ski on December 29, 1977. The law of the Fifth Circuit has been that subsistence
payments were non-taxable from 1963 (United Statc v. Barrett, 321 F.2d 740)
until the Kotcalski decision in December, 1977. The same is true for the Eighth
Circuit from 1966 to December of 1977. Consequently, subsistence payments have
been held to be non-taxable by case law governing some 15 states for many
years even though Congress repealed Section 120 in 1958. The payments were
considered to be ion-taxable under Section 119 of the Internal Revenue Code.

So, as to the Internal Revenue Service position that it is unfair or inequitable
to apply the Kowalski decision retroactively because Congress repealed § 120
and the Internal Revenue Service has always taken the position that subsistence
allowances were taxable, it is important to keep In mind that the courts con-
tinued to hold subsistence payments non-taxable, and these decisions were the
law, upon which the Troopers had to rely. The Internal Revenue Service Is con-
tending that the affected state law enforcement officers should have relied upon
the position of the Internal Revenue Service and disregard the law as determined
by the Federal Courts. The law, as interpreted by the Federal Courts, said the
payments were not taxable and the law enforcement officers relied thereon. It
is well settled law in this country that one who reasonably relies upon a fact
which he In good faith believes to be true will prevail against one who mis-
represented the fact and induced one to act in reliance upon that fact to his detri-
nient. The equity in the proposed legislation overwhelmingly favors the affected
law enforcement officers.

On page 3 of the Internal Revenue Service statement filed with the Chairman
of this committee, It is stated that the Internal Revenue Service has required
states to withhold income tax from state troopers' meal allowances since 1970
and "such taxes have been withheld." While this may be true for the State of
New Jersey, the State of Alabama did not withhold income tax from the trooper's
subsistence pay until 1977.

In connection with the issue of fairness, Mr. Justice Blackmun with whom the
Chief Justice Joined, stated in his dissenting opinion In the Kowalski case:

"The Court in its opinion makes only passing comment, with a general reference
to fairness, on the Ironical difference in tax treatment it now accords to the
paramilitary New Jersey state trooper structure and the federal military. The
distinction must be embarrassing to the Government in its position here, for
the Internal Revenue Code draws no such distinction. The Commissioner is
forced to find support for It-support which the Court in Its opinion in this case
does not stretch to find--only from a regulation. Treas. Reg. § 1.61-2 (b), excluding
subsistence allowance granted the military, and the general references in 37
U.S.C., 1 101 (25) (1970 ed., Supp. V), added by Pub. L 93-419, 11, 88 Stat. 1152
(1974), to "regular military compensation" and "Federal tax advantage accruing
to the aforementioned allowances because they are not subject to Federal income
tax." This. for me, is thin and weak support for recognizing a substantial benefit
for the military and denying it for the New Jersey state trooper counterpart.

"I feel that state troopers the country over, not handsomely paid to begin with,
will never understand today's decision. And I doubt that their reading of the

I"sEc. 120. STATUTORY SUBSISTENCE ALLOWANCE RECEIVED BY POLICE
(a) GENKRA, Rt,r .-- Gross income does not include any amount received as a statutory

subistence allowance by an individual who Is employed as a police official * * .
"(1) LIMITATIONS.-

"(1) Amounts to which subsection (a) applies shall not exceed $5 per day.
"(2) If any Individual receives a subsistence allowance to which nubspctinn (a)

applies, no deduction shall be allowed under any other provision of this chapter for
expenses in respect to which he has received such allowance, except to the extent
that such expenses exceed the amount excludable under subsection (a) and the excess,
If otherwis.. nhlowable as a deduction under this chapter." Pub. L, No. 83-591, 1 120,68A $tat..30."
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Court's opinion-if, indeed, a layman can be expected to understand its technical
wording-will convince them that the situation is as clear as the Court purports
to find it."

As to the position of the Internal Revenue Service that the tax system cannot be
administered properly, if unsuccessful contestants are only liable for taxes for
years after a Court decision, we think it is important to remember that no one is
compelled to avail himself of an exemption or deduction. If the proper legisla-
tion is unfair to those persons who did avail themselves of the exemption, it is
equally unfair to penalize those who availed themselves of what the Courts said
was a legitimate exemption. The fact that some persons chose not to avail them-
selves of the exemption is not material.

We respectfully submit -there Is substantial justification for treating law
enforcement officers subsistence payments as non-taxable-not only because they
relied upon the law as determined by the Federal Courts, but because the terms
of their employment required that they be on duty continually without time off
for meals. This requirement coupled with the fact that there is no way to furnish
troopers actual meals which would not -be taxable to the troopers as income,
means that the trooper situation is unique in that they are required to be on
duty at all times for the convenience of their employer, but are denied the exemp-
tion for meals offered under the "Convenience of Employer Rule" because the
employer cannot supply additional meals.

Additionally, the current practices of the Internal Revenue Service vary from
state to state as well as from individual to individual within the states. Some
District Directors have chosen not to assess back taxes while other District Direc-
tors are aggressively assessing and instituting collection procedures. The situa-
tion is completely unfair to these taxpayers.

As- Mr. Ialperin stated, the Internal Revenue Service realizes that the life
savings of many state policemen will be wiped out if this proposed legislation
fails.

We respectfully request favorable action to avoid this deplorable situation.
Senator BRD. I understand there is another panel, which is inter-

ested in this same piece of legislation so we wouldbe glad to have testi-
mony from this panel at this time. I would suggest that one individual
be the spokesman for the panel. We would be glad to put in the record
any written testimony that any panel members may have.

Vould you identify yourself, each of you?
MNr. PAGANO. Senator Byrd, I am Col. Clinton Pagano, superintend-

ent of the New Jersey State Police.
Mr. MuRPiry. I am Glen Murphy, legal counsel for the International

Association of Chiefs of Police, of which the State provincial division
is a division of our association.

Mr. LUI KER. I am Col. Al Luhker, a superintendent of the Missouri
Highway Association.

Mr. CIIAM'BERS. I am Sgt. John Chambers of the Arkansas Highway
Department.

Senator BYRD. We are very glad to have you.
\1r. PAGAX o. If you please. Senator, I would appreciate it if Mr.

Murphy would lead off, and we will be quick.

STATEMENT OF GLEN R. MURPHY, DIRECTOR, BUREAU OF GOV-
ERNMENTAL REGULATIONS AND LEGAL COUNSEL, INTERNA-
TIONAL ASSOCIATION OF CHIEFS OF POLICE

.fr. lMUtRpy. Senator, we are here to support bill S. 2872 and bill
S. 3134. I have filed a written statement with the subcommittee and I
will not read that. I would just like to comment that there are 49 State
police agencies in the United States all of whom are members of the
International Association of Chiefs of Police which represent 95 per-
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cent of the law enforcement agencies of the United States, and all of the
49 State police agencies.

We will file with the subcommittee this week a supportive resolution
from all 49 States, although, as has already been testified to, there are
only 15 States which are affected directly by this at this time. However,
over the period of time that this has been under litigation, all States
have been adversely affected by this piece of legislation.

We certainly are in support of Senator Allen's bill, S. 2872, which
has retroactive as well as prospective legislation but because of the vital
nature of this bill, we certainly think the least that we would like to see
reported from the subcommittee, Senator, is S. 3134 which eliminates
the abhorrent retroactive aspects applied by the Internal Revenue
Service.

We have unsuccessfully used administrative and judicial procedures
to work this problem out and so legislation is our final alternative. And,
at this time, I would like to have Colonel Pagano-

Senator BYRD. I would like to say, at this point, Colonel, that the
committee has a letter addressed to me as chairman from Senator Wil-
liams from New Jersey who had hoped to be here this morning to intro-
duce you to the committee and I want to make his letter a part of the
record.

[The letter referred to follows:]
U.S. SENATE,

COMMrTEE ON HUMAN RESOURCES,
Waahington, D.C., June 16, 1978.

Hon. HARRY F. BYRD. Jr..
Chairman, Senate Subronmittee on Taxation and Debt Management, Dirksc,

Sen ate Office Building, Vashington, D.C.
DEAR SENATOR BYRD: I had hoped to appear before your Subcommittee today to

introduce Colonel Clinton Pagano, Superintendent of the New Jersey State Police,
and to indicate my full support for legislation to remove the retroactive tax on
state troopers' meal allowances. Unfortunately, previous commitments have pre-
vented my attendance at your hearings, and so I would be most appreciative if
you would read into the hearing record the following statement:

The back taxes resulting from the Supreme Court's recent Kowalski decision
have greatly concerned me. Troopers in fifteen states are affected by the decision,
and a number of them face additional tax obligations stretching back seven years
and reaching as high as $6.000. Such crushing tax burdens threaten to drive these
individuals and their families into financial ruin, and undermine the morale and
effectiveness of state police organizations. To provide the necessary relief, I re-
cently Joined with the late Senator from Alabama, James Allen, in introducing
legislation that would exclude from taxation meal allowances provided to state
troopers between 1970 and 1977.

Appearing before your Subcommittee today to testify on this legislation will be
Colonel Clinton Pagano of the New Jersey State Police. For many years, Colonel
Pagano has dedicated himself to the safety and security of the people of New
Jersey, and as a result has earned the highest reputation for excellence in public
service. Recently, he has assumed a leadership role in the efforts of state
troopers to receive the fair tax treatment they deserve. He has proven himself
to be an articulate and effective spokesman for state troopers all across the
nation and has played an important role in focusing the attention of Congress
on their plight. I am sure that his views will be most helpful to the Subcom-
mittee's deliberations.

In closing, let me commend you for the concern you have shown for our state
troopers through your scheduling of these hearings.

With best wishes,
Sincerely,

HARRrsoN A. WILL. MS, Jr.

Mr. MrIft ,iy. This is Colonel Pagano of New Jersey.
Senator BYw). Colonel Pagano you may proceed.
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STATEMENT OF COLONEL CLINTON L. PAGANO, SUPERINTENDENT,
NEW JERSEY STATE POLICE

Mr. PAGANO. Mr. Chairman, I am Colonel Pagano, the superinten-
dent of the New Jersey State Police and what I may say briefly will
echo the presentation of Congressman Hughes and essentially the same
presentation by the Alabama group. We all find ourselves in a little
bit different circumstances through the 15 States, but nonetheless, the
heavy burden that we face today is the retroactive burden.

In New Jersey, we say there is an average of $3,000 but it is not
unusual to find a $6,000 levy. With the meager income--and the
Supreme Court itself addressed the fact that State troopers in general
are not well paid, but with that kind of an assessment we find our-
selves with a situation where the morale of the organization and the
manner in which our people are responding to this heavy burden
creates a real problem as far as the administration of the organization
is concerned.

We have consistently, since 1949, been in accord with the Internal
Revenue Service over the taxability of the food and maintenance al-
lowance and until Kowalski in 1977, with the exception of one rule or
one tax court ruling, New Jersey won the case.

In the tax coult ruling in 1976, the court itself said that, as far as
Kovalaki was concerned, that he was entitled to approximately three-
quarters of that meal allowance as a deduction.

Our biggest problem right now is the manner in which the assess-
ments are being granted. Even though the tax court. said that three-
quarters of Kowalski's maintenance was not taxable. we find other
troopers right today going through assessments, audits and assess-
ments, where they are not being granted that amount.

This is a heavy burden on a State trooper. Without question, I can
represent to you that our people cannot bear this burden.

I know, as a matter of my own conversation-not from my own ex-
perience, because I have not been in for assessment yet-but Ido know
that in many of the cases the troopers are being assessed and they are
not in a position to pay and this creates a great deal of difficulty.

I think the one point that I want to make is that across the spectrum
of those 15 States there is no specific equality being shown. In some
States they have only gone back 1 year. In'other States they have
really not taken any action at all.

In New Jersey, because we were the original test State, we find our
selves being assessed back to 1970. It is an unfair lmrden. We edin
argue for prospective relief, but what we really need the relief from,
today, is for that retroactive burden which we cannot shoulder.

Senator BYRD. What is the subsistence allowance in New Jersev?
Mr. PAGANO. In New Jersey, it is $3 000. And I would say without

question, that regardless of what the Atate may be, it is all relative.
Living costs are different from State to State, and I am sure yotare
well aware of that., Senator.

Senator BYRD. What is the allowance in MissouriI
Mr. LuKER. It is up to $3.25 a day, but we do not get subsistence;

we just have an expense account.
Senator BYRD. $3.25 a day.
Mr. LUJIKER. Up to, yes, sir.

,32-fi78- 78S6
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Senator BYRD. Up to $3.25 a day.
How about Arkansas?
Mr. CHAMBERS. $4.
Senator BYRD. $3.25 in Missouri, $4 in Arkansas and $5, I believe

they said, in Alabama. And then yours is on an annual basis?
Mfr. PAGANO. Ours is on an annual basis, and I guess 'McDonald's

must charge more in New Jersey.
Senator BYRD. Thank you gentlemen very much. We are glad to have

you.
Do you have additional comments?
Mr.'LmHKF. Yes, sir, if I may speak.
We have a system in our home State and I know you can argue one

way or another, but I do not feel like we can let our troopers brown-
bag their lunch or let them have a picnic lunch alongside of the road.

They are on duty 9 hours a day. They make $12,000 a year and, as
they said in Alabama, they are called out many times, or anytime they
sit ilown for lunch, it seems like the citizen has a question.

And we are requiring these people to eat away from their homes
and, again, we allow up to $3.25 a day.

Our troopers receive no overtime and last year they put in 77,000
hours of overtime without any compensation. We have had no trouble
with IRS. They have been very cooperative since this case.

But certainly we would be in favor, in the future, if we could go to
a system like we have had where you swear that this was on-the-road
expense, produce your tab, if necessary. I just really feel like these peo-
I)le have it coming. It is a business expense.

And I would appreciate it, on behalf of our 800 troopers, if anything
could be done to give them some relief in this situation.

As has been pointed out, morale is very bad. It seems like the State
troopers are being the ones that are being picked out, that industry
and everyone else are reimbursed for their expenses away from their
home. station.

Again, I do not want to say that we have not found IRS cooperative,
because they certainly have been, but we do need some relief, sir.

Senator BYrD. Do you have a comment from Arkansas?
Mr. CHAMBERS. What has been said, sir-the troopers from Arkan-

sas are grateful to be represented here and what has been said, we just
go along with.

A beginning salary for a State trooper in Arkansas is just $9,900
a year. We work 10 hours a day. This would be a great morale booster
if we could just possibly have some tax relief.

We are just like every other State represented here, sir. We are try-
ing to do a job and anything that can be done, we would greatly ap-
preciate it.

Senator BYRD. The starting salary is $9,000?
Mr. CIAMBERS. Yes, sir.
Scator BYRD. And it goes up to what figure?
Mr. CHAMBERS. $14,000.
Senator BYRD. $14,000?
Mr. CHAMBERS. Yes, sir.
Senator BRD. What is New Jersey?
Mr. PAGAxo. New Jersey starts at about $12,500. We go, after a 15-

year period, about $18,000. But again, Senator, I think we find the liv-
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ing conditions and the salaries are relative when you speak in terms of
an expense like this, because living costs are higher in the Northeast.
Not that I do not think that Arkansas and Missouri should not have a
pay raise, but as a matter of fact, it is a relative situation.

Senator BYRD. I do not believe that this committee ought to get into
that question.

Mr. PAGAN-0. Do not get into the pay raise area, Senator. Just take
care of that tax for us, if you will.

Senator ByRm. Thank you gentlemen.
Mr. PAOANO. Thank you, Senator.
[The prepared statements of the preceding panel follow:]

STATEMENT OF GLEN R. MuRpnY, DIEcroR, BUREAU OF GO1M.NMENTAL RELATIONS
AND LEoAL CouNsEL

Thank you, Mr. Chairman. I appreciate this opportunity to appear before the
Senate Subcommittee on Taxation and Debt Management to express the beliefs
of the International Association of Chiefs of Police (IACP) regarding 8. 2872,
a bill to exclude from gross Income statutory subsistence allowances paid to law
enforcement officers.

The IACP is a professional membership organization with more than 11,000
members In 64 nations. The Association was established in 1893 to further the
science of police administration. It is comprised of chiefs of police and other
law enforcement officials, although command personnel make up over 70 percent
of its membership.

As you know, there have been many bills introduced by various Congressmen
and Senators dealing with this very real problem of the taxing of statutory
subsistence allowances given to law enforcement officers. One difference found
aniong these bills is that some of them apply to all law enforcement officials,
whereas others refer only to police Officers and highway patrolmen employed by
a state (including the District of Columbia) on a full-time basis with the power
of arrest. You may be assured that the IACP fully supports either of these ver-
sions. However, since the Association largely represents command personnel and
police officers I will limit my testimony to discussing the legislation which ad-
versely affects that segment of the law enforcement community.

The primary difference found in the various bills is that some of them apply
only retroactively whereas others apply both retroactively and prospectively.
Again. the Association would support passage of either of these versions. How-
ever. we realize the problems which may be presented by the bills which apply
prospectively and therefore we will focus our support on those bills that apply
only retroactively because they have a more realistic possibility of passage. The
IACP is completely willing to accept as law the decision handed down by the
Supreme Court concerning the taliability of subsistence allowances as gro4s In-
come. We believe, however, that it is a gross misapplication of justice to penalize
state police officers and patrolmen for exclusions which were permissible when
they were taken.

I would now like to relay to the Subcommittee a concise history of the prob-
lem as it relates to law enforcement officers.

On November 2-9, 1977, the U.S. Supreme Court rendered a decision in the Com-
,i.siioncr of Internal Revenue v. Robert J. Kowalskt. The Court held that cash
payments to state police troopers, designated as meal allowances, are included
in gross income according to 161(a) of the Internal Revnue Code of 1954, as
amended, (26 U.S.C. 1 61(a)), and are not excludable under 1 119 of the Code.'

The Court concluded that in the absence of a specific exemption, meal allow.
ance payments are Income within the meaning of 1 61 since the payments are
undeniably accessions to wivalth, clearly realized, and over which the respondent
(Kowalski) had complete dominion.' The Court further concluded that 1 119

- U.S. -. 98 S. Ct. 315, 54 L.Ed. 2d 252, 46 L.W. 4015.
Spection 119. Meals or lodging furnished for the convehenee of the employer. "There

Phal be ercluded from gross income of an employee the value of any meals or odging fur-
nished to him by his employer for the convenience of the employer but only if * (1)
in the case of meals, the meals are furnished on the business premises of. the em-
ployer * "

I - U.S.'- , 46 L.W. at 4017.
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does not cover cash payments of any kind but rather 1 119 covers meaI. furn-
ished by the employer and not cash reimbursements for meals.'

The problem we are faced with is not the Supreme Court's decision, per se, butr
rather, the opinion of the Commissioner of the IRS that this decision applies.
retroactively to law enforcement officers thereby creating a severe financial hard-
ship for thousands of state police officers across the nation.

As New Jersey (where Kowalski is employed), represents, the payment of
a cash meal allowance has been a tradition and even an ingredient of employ-
ment in many states. Prior to 1949, the State of New Jersey provided an official
meal station where on-duty troopers could stop (in the meal station) for his-
or her mid-shift meal. The station system proved unsatisfactory to the State.
because it required troopers to leave their assigned areas unpatrolled for ex-
tended periods of time. As a result, the State closed its meal stations and insti-
tuted a cash-allowance system which permitted troopers to remain on call in
their assigned patrol areas during their mid-shift break.

As previously stated, the issue as we perceive it is the IRS Commission's ruling
that troopers are retroactively liable for taxes, penalties, and interest as far back
as 1971. The relief we are seeking is to minimize any liability for retroactive.
payments that may be demanded by the IRS from state and local law enforce-
ment officers. To hold law enforcement officials accountable for past taxes,.
interest, and penalties on meal allowances is not only unfair, but could result
In the financial ruin of many.

Furthermore, the rule announced in Kowalski reverses the approved income tax
practice existing for 50 years. Until the decision was handed down in Kowalski.
the New Jersey police officers assumed (and it was affirmed by the United States
Court of Appeals for the Third Circuit) that the State Trooper's allowance-
wvas nontaxable." Throughout this period, troopers have acted in good faith in
deducting meal allowances pursuant to case law within the Third Circuit.

Throughout the country, there have been many differing opinions regarding-
this issue. The following is a list of a few Circuit Court of Appeals cases and
their holdings: Wilson v. United States, 412 F.2d 694 (CAI 1.69) (troope- siib-
sistence allowance taxable) ; United States v. Keeton, 383 F.2d 429 (CA10 1967)
(per curiam) (troopers subsistence allowance nontaxable); United States v.
Morelan, 356 F.2d 199 (CA8 1966) (same) ; United Statcs v. Barrett, 321 F.2d
911 (CA5 1963) (same): Magness v. Commissioner, 247 F.2d 740 (CA5 1957)
(troopers subsistence allowance taxable), cert. denied, 355 U.S. 931 (1958);
Ghastin v. Commissioner, 60 T.C. 264 (1973) (troopers subsistence allowance.
taxable) ; Hyslope v. Commissloner, 21 T.C. 131 (1953) (troopers meal allowance
taxable).

For many troopers, of whom there are approximately 2,000 In New Jersey
and approximately 9,000 in the 14 other states that have had subsistence al-
lowance programs similar to that of New Jersey, the Internal Revenue Service
will be able to apply the rule in Kowalski retroactively as far back as 1970 or
1971. IRS is now in the process of auditing the past tax returns of the New
Jersey state troopers for all open years for this very purpose.

The retroactive application of the rule handed down in Kowalski will place a
severe burden on all state troopers. The average salary of a trooper is low: be-
tween 1970 and 1977, it ranged from a minimum of $7,737 per year in 1970 to a
maximum of $14.616 per year in 1977. A trooper's subsistence allowance for the-
same period ranged from approximately $1,074 In 1970 to $3,000 in 1977. If held
acconntable for the retroactive payment, many troopers will be forced to seek
outAide employment to meet this tax liability.

We are proposing that the rule handed down by the Supreme Court In Kowaslki
apply to future tax years only, and that troopers should not be held accountable
for taxes applied retroactively, pursuant to Kowalski, by the Internal Revenue-
Service. Although we support S. 2872, we now urge the immediate passage of the
late Snator Allen's second bill (S. 3134) because of the urgent need to prevent
taxation of past subsistence allowances.

8. 3134 would apply the Supreme Court's decision to State police officers on a
prospective basis only. It would allow an exclusion from gross income for statu-
tnry subsistence allowances received by an officer during the years 1970 through
1976. to the extent that the allowances were not included In income on the officer's
income tax return. The exclusion would also apply to allowances an officer re-

4 Id. at 4017.
S, aunders v. Commlaefoner, 215 F.2d 768, 1954. IRS did not seek review by the Supreme-

-ourt.
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ported in gross income to the extent that lie claimed an offsetting deduction. In
addition, the bill would exclude from gross income all statutory subsistence allow-
ances received by State police officers during 1977. However, the bill generally
does not authorize the refund of taxes paid where statutory subsistence allow-
ances were Included in income on the officer's tax return.

I cannot emphasize enough the gravity of this legislation. The IACP whole-
heartedly urges passage of one of these bills. However, we do want to encourage
that any tax refunds to officers should be permissive and not compulsory. Many
state px)lice officers included these subsistence allowance payments in their in-
come tax forms, and it has been added to their income for retirement benefits. If
rebates were forced upon them, these officers would face a reduction In retirement
benefits.

At this time I would be happy to entertain any questions.
Thank you.

STATEMENT OF COLONEL C. L. PAGANO

I appear today to support the passage of S-3134 a bill to provide that certain
statutory subsistence allowances received by state police officers will not retro-
aetlh'ely be included in gross Income. The purpose of this proposed legislation is to
lift an unbearable retroactive tax burden that has been imposed upon thousands
of state police officers across the nation. This severe hardship that will befall
state police troopers comes as a result of the Internal Revenue Service application
of the rule recently announced by the Supreme Court of the United States In
(Commissioner of Internal Revenue v. Robert J. Kowalski (Argued October 12,
1D77, decided November 29, 1977).

In Kowalski, the Supreme Court held in a split decision that the State of New
Jersey's cash subsistence allowances to its state troopers to reimburse them for
the cost of meals consumed while on active policy duty constituted income and
that the allowance could not be excluded from income under the special provisions
of Internal Revenue Code. Section 119 (relating to the value of meals furnished
for the convenience of the employer) because the allowance was provided in
cash. Tile Kowalki rule would apply prospectively only under the proposed
legislation.

Since the establishment of the New Jersey State Police In 1921 and until the
Supreme Court's announcement of the Kowalski rule, meals and meal allowances
furnished to New Jersey Troopers had never constituted Income. Thus, this rule
reverses a statutory result in New Jersey that has stood for over 50 years.

From 1921 to 1949. the State of New Jersey provided meals to the troopers of the
state police at the state operated barracks. The Bureau of Internal Revenue never
challenged tile exclusion of these meals from income. In 1949. the State of New
Jersey eliminated the meals served at the various barracks and instituted a cash
meal allowance for administrative reasons. The Bureau of Internal Revenue Im-
mediately challenged the exclusion of the allowance from Income, but the exclu-

sion was upheld by the U.S. Court of Appeals for the Third Circuit In Saunders v.
Commissioner of Internal Revenue, (1954), reversing the U.S. Tax Court. The
Bureau of Internal Revenue did not seek review by the Supreme Court of the U.S.

The State of New Jersey continued to provide the meal allowance, and the
Internal Revenue Service on audit of Kowalski's federal income tax return for
1970--20 years after the Saunders audit-disallowed any exclusion of the meal
allowance and any deduction for meal expenses. Kowalski filed a petition In the
United States Tax Court disputing the determination of the IRS. In October,
1975 the Tax Court decided that the meal allowance was not excludable under
either Section 61 or Section 119 of the Internal Revenue Code. but that two-thirds
of the meal expenses was deductible, since Kowalski had spent two-thirds of his
time on overnight active duty. The Tax Court's opinion was joined in by nine
judges. Six other judges (including Judge Sterrett, the trial judge) dissented on
the ground that the meal allowance was fully excludable under Section 61 of the
Code and one other judge dissented on the ground that the meal allowance wa.q
fully deductible. Kowalski appealed, and In November. 1976 the Third Circuit re-
versed the decision of the tax court on the basis of its prior decision In the
Saunders case In 1.954 and on the basis of Judge Sterrett's dissenting opinion in
the tax court. Thus, the IRS lost. once again, in the U.S. Court of Appeals for the

'Third Circuit in a unanimous per curtain opinion.
In February, 1977, the IRS petitioned to the Supreme Court of the United

'States for review of the decision of the Third Circuit. The Supreme Court granted



82

the petition for review in March, 1977. The case was argued on October 12, 1977
and decided November 29, 1977. At this time the IRS decision was sustained by a
divided court, In spite of the fact that cash subsistence allowances paid to per-
sonnel of tile armed forces and certain other federal employees are excluded by
the Internal revenue Service from their income without statutory authority. This
is weak support for recognizing a substantial benefit for the Military and denying
it for the paramilitary New Jersey State Trooper counterpart.

Thus, as I previously stated, tile Kowu'l#ki rule has reversed an income tax
result of over 50 years standing with the New Jeresey State Police. Until tle U.S.
Supreme Court's announcement of the Kowal8ki rule, the New Jersey Troopers
assumed, and it was affirmed on two occasions by the U.S. Court of Appeals for
the Third Circuit, that the trooper's meal allowance was nou-taxable. As a result
of the Supreme Court Decision, the Internal Revenue Service has begun to audit
individual returns of state troopers in order to claim back taxes on meal allow-
ances. These audits are expected to reach eventually as many as 9,000 troopers
in 15 states across the nation. I understand that in some states the IRS has de-
cided that it will apply Kowalski only for the future. In other states, troopers face
retroactive tax obligations dating back only three years. the maximurn period of
tax liability ordinarily open under the statute of limitations. However, the trk)op-
ers in New Jersey are being forced to pay taxes on meal allowances retroa,.tive
as far as 1970 because, at the request of the IllS and In order to forestall tax
assessments, these troopers agreed to extend the statute of limitations lending
the outcome of the Kowalski case.

The Supreme Court's Kowal8ki decision and the determination of the Newark
District of Internal Revenue Service to collect taxes on meal allowances paid
over the past 7 years place thousands of state troopers and their families on
the brink of financial ruin. In spite of the fact that the Tax Court allowed
Trooper Kowalski a deduction equal to two-thirds of his meal allowance, the
Newark District is limiting the deduction for many other troopers to 9 gnuch
smaller amount. Such assessments will surely in many cases spell the difference
between fiscal solvency or personal bankruptcy of the Individual troopers whom
the Supreme Court admitted in its decision "are not handsomely paid to Ihein
with." Many of these troopers will have to seek outside employment to meet this
tax liability, and such outside employment may affect their primary occupation.
Since the Kowalski decision and the Internal Revenue Service's action, the re-
quests for outside employment to my office from sworn members of the Division
have shown a marked increase. As the Superintendent. I am very concerned for
the morale and well-being of the men of my command. The crushing tax assess-
ments they face under the current rule will surely place added mental and physi-
cal strains on our troopers and their families that can only destroy their
morale and jeopardize their effectiveness. Unless action is taken upon this pro-
posal, I feel a great many people across this nation will needlessly suffer severe
financial harm. I am also very concerned with the inequity of placing upon my
men a vastly disproportionate share of the retroactive application of the
Kowalski rule, owing to the zealous tenacity with which the Internal Revenue
Service has concentrated its efforts In New Jersey. This legislation would insure
that the state police troopers and their families receive the fair tax treatment
they deserve, and I strongly urge its endorsement by this committee.

Senator BYRD. Our next witness is Dr. Robert Hill, director of
research, National Urban League.

Dr. Iill ? WNrelcome, Dr. Htill.
Mr. ltLY,. Thank yon very much, Senator Byrd.
Senator BYiR). About whiel bill will you be iestifving?
Mr. lhLr,. It is H.R. 8535, introduced bv Senator Conable.
Senator BYRD. You may proceed as you w'ish.

STATEMENT OF ROBERT B. HILL, DIRECTOR OF RESEARCH,
NATIONAL URBAN LEAGUE

Mr. IImTTL. My name is Robert B. Hill, and I am director of research
for the National Urban Leagie, which is headed by Vernon E. Jordan,
president. I am grateful to this committee for giving me the oppor-
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tunity to make these remarks concerning bill 1I.11. 8535 relating to tax
credits for child care services provided by relatives.

It is the intent of this bill to permit working parents who pay
relatives for (lay care services to receive the same 20-percent tax
credit as working parents who place their children in the care of
nonrelatives or in formal day care facilities.

Unfoitunately, even the liberalized day care provisions in the Tax
Reform Act of 1976 exclude care by grandparents, if the child's parents
are married, or were never married, and/or if the child care takes
place in the grandparent's home.

In other words, in order for a working 1)arent to qualify for the
20-percent tax credit for day care services provided by a grandparent
under current law, that parent must be either widowed or divorced,
and the day care services must be provided in the child's home and
nmot in the grandparent's.

It seems highly unlikely that it was the intent of Congress to
suggest that married couples who depend on relatives for child care
services would have to dispose of their spouses through divorce or
death in order to take advantage of the tax credit for day, care expenses
paid to the child's grandparents. This anomaly has resulted from
(ie unfortunate cross-reference in the Tax Refonn Act of 1976 to
the Social Security definition of employment services in section
3121 (b) of the Internal Revenue Code.

This section defines domestic services provided by a parent, of the
taxpayer as qualifiable employment only when: They are rendered to,
taxpayers who are divorced, widowed, or have a mentally or physically
incapacitated spouse and those services are provided solely in the
home of the taxpayer.

Bill II.R. 8535, introduced by Representative Conable, eliminates
this inequitable cross-reference and thus removes the taxpayer's
marital status and the place where the care was provided as con(li-
tions to qualify for tax credits for day care services by grandparents.
when no such conditions hold for child care services provided by
non relatives.

Of course, understandably, this tax credit would not be allowed
for day care. services rendered by grandparents who are also the
depen(lents of their taxpaying children.

Senator By'm). Who are also what? I did not catch the relatioLship
to which you refer.

Mr. IIm,. Who are also dependents of their children.
Passage of this legislation wuhl constitute a major step forward

in the development of Federal policies that reinforced the strengths
of American families, instead of weakening them as so many current
Policies do. Any governmental policy that encourages grandparent s,
aunts, and uncles to care for their grandchildren, nieces, and nephews
to enable the children's parents to work, not only removes a barrier
that now prevents many moderate-income families from seeking em-
ployment, but also serves to strengthen the bonds among kin in
extended families.

Many research studies have shown that day care provided by rela-
tives and especially by grandparents. is not only preferred by the
majority of working parents, but is also the best "care and is vital to
the economic viability of many American families. This is particularly
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the predoininant mode of child care in the black community where
extended family ties are still stronger than in the larger society.

For example. research by Dr. Andrew Billingsley, who is currently
the president of Mforgan 8tate University, which emanated from his
stlldy, "Black Families in White America," strongly documents the
clo e relationship between governmental policies an d black family
stalbility.

Moreover, two of my own studies, "The Strengths of Black
Families" and "Informal Adoption Among Black Families," have
shown that the extended family is still a major source of strength in
the black community today, although many governmental policies
have the effect of weakening these self-help and coping efforts among
kin.

But it should also be clearly understood that, while day care by
relatives is the predominant mode of child care among black families.
it is also the most frequent, pattern among all other American families.

Today. 2.5 million children, or 39 percent of all children 3 to 13
years old with mothers in the labor force who are not able to care for
ilemselves are being cared for by relatives. At the same time, while
one-foiirth of these children are cared for by nonrelatives, only 4
percent are being left in day care centers.

These day care studies bv the U.S. Census Bureau also reveal that
over half of all black children with mothers in the labor force leave
their children with relatives, while 14 percent and 3 percent. respec-
tively, leave their children in the care of nonrelatives and day care
centmTs.

Thus. it is clearly evident that, day care by relatives, most of whom
are grandmother and aunts, is the most common form of child care
among mnnst working parents who are unable to provide such care
tlenmFelves.

Consequently. I strongly urge the passage of this legislation in
or(der to strengthen the bonds in American families-at a time when
it i Qo -orelv needed.

Thank you.
Senator Bn. The Chair Notes that, IT.R. 8.535 is identical with

legi,.lation introduced by Senator Dole, S. 2153. Senator Dole has
another commitment this morning. I know that, because I had the
same comnitment and had to leave to come here. but I want the record
to show Senator Dole's interest in this legislation.

Let me ask you a couple of questions. You make a good presenta-
tion. Dr. Hill. °

Does this proposal provide a great opportunity for abuse?
Mr. TIT.,,. I do not think so. I think there was a concern, particu-

larly in the cases of taxpayers who also had their grandparents as de-
pendents to also try to get credit for child care services, but that would
nnt be permitted in this legislation. In other words, they would not be
allowed to taxpayers who have their parents as dependents.

Senator B'rn. If the grandparents live in the same home, whether
it i- the grandparents home or whether it is the home of the child,
wolld tax credits be permitted under those conditions?

Mr. ILL,. Yes: either one of those conditions. It should be.
Senator BYRD. Provided that the grandparents are not dependents?
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Mr. HILL. That is right. Dependents of the taxpayer, the children.
That is right.

Senator BYRD. This bill, I assume, would reverse the decisions which
were made by the Congress in connection with the 1976 Tax Reform
Act?

Mr. HILL. Yes; well, I do not know whether you would say it would
reverse it. It really just eliminates-it maintains, I think, the essential
intent of that act, but it does eliminate the cross-reference to the Social
Security definition of employment in which the marital status of tax-
payers are involved.

Senator BYRD. From your study of this matter, what income levels
utilize child care credit?

Mr. HILL. It is pretty much across-the-board, but I would say it is
mostly moderate income. In other words, I would say families who are
between-well, first of all, many low-income families use relatives and
a numl)er of them do not, the lowest of them are not even able to pay
their relatives for it. But in terms of paid child care by relatives, I
would say that it ranges quite a bit from about-I guess the bulk of
them would be between about $7,000 to about $20,000.

Senator BYRD. Thank you, sir.
Senator Hansen, this is Dr. Hill, director of research for the Na-

tional Urban League. He is testifying on H.R. 8535 which is a bill
identical with Senator Dole's S. 2153.

Senator IANSEN. Thank you, Mr. Chairman.
Let me observe that I am sorry I was at another meeting earlier this

morning and I will not be able to stay here, despite my keen interest
in the panels who are yet to appear. I know my good friend and fQrmer
colleague, Senator Kuchel is here, and I just Vish I could hear him.

I am on the conference on the Outer Continental Shelf and, if you
will forgive me, I have to run to that. But I did want to come bi and
pay my respects and express my deep disappointment in being unable
to hear the witnesses who will appear.

I will read the testimony. Thank you, Mr. Chairman.
Senator BYRD. Thank you, Senator Hansen. The Outer Continental

Shelf is a very important conference.
Senator IrANSE.. Well, unless we want to run completely out of

energy, we had better start drilling.
Senator BYRD. We had better start now. Thank you, Senator Hansen.
Thank you. Dr. Hill.
Mr. HILL. Thank you, Mr. Chairman.
[The prepared statement of Senator Dole follows:]

STATEMENT BY SENATOR BOB DOLE

I would like to commend the chairman for calling these hearings to address a
number of miscellaneous tax bills. I am particularly interested H.R. 8535, a bill
to address the question of child care.

Last fall, I introduced S. 2153, which would alter the present law requirements
regarding amounts paid for child care servIces performed by relatives. The bill
before the committee, H.R. 8535, is a result of the House passing a bill similar to
S. 2153.

The bill before the committee eliminates the present law requirement that child,
care services performed by certain relatives must constitute "employment" as
defined by the social security tax rules in order to quality for the child care tax
credit. By eliminating the present law reference to the social security tax defini-
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tion, the bill makes the credit available for payments to grandparents to care for
their grandchildren while the parents are working. The bill does not change the
iireserit rule which denies the child care credit for amounts paid to a relative
who Is a dependent of the taxpayer or the taxpayer's spouses'.

Wien the Congress enacted the tax credit for daycare expenses In 1976, I
lI(dieved that it would be good for families and for the children to allow the credit
for ainounts paid to relatives. I thought that the 1976 provision accomplished this.
however, that was not the case when individuals who tried to claim the credit
were denied the credit by the IRS. The bill before the committee simply makes
clear that the day care credit accomplishes what the Congress thought it had done
two years ago.

This bill had overwhelming support In both the Ways and Means Committee
and in the House. I would hope that the Senate could act favorably on this issue.

Senator BYnD. Senator Dole is on his way to the committee room.
Until lie gets here, we will go to the next panel, which will consist of
Mr. William J. Lehrfeld, representing Fruehauf Corp.; Mr. John A.
Iftzlewood, representing Brenner Tank, Inc., accompanied by David
If. Brenner, president and each witness had better identify themselves.

M1[r. LEITRFELD. Mr. Chairman, my name is William Lehrfeld and I
am counsel for the Fruehauf Corp. On my left is Mr. T. Neal Combs
who is the vice president of Fruehauf Corp. and who will deliver the
oral remarks in support of II.R. 1337.

Mr. H-AZELWOOD. My name is John Hazelwood. I am a lawyer with
Carlton Brady in Milwaukee and I am the counsel for Brenner Tank,
of Fond-du-Lac, Wis.

Mr. BRENNER. I am David Brenner, president of Brenner Tank, Inc.,
of Fond-du-Lac, Wis.

Senator BYRD. All of you are most welcome. We are glad to have you
today. and you may proceed as you wish.

STATEMENT OF T. NEAL COMBS, VICE PRESIDENT AND GENERAL
COUNSEL, FRUEHAUF CORP.

Mr. Co Srnq. Thank you. Mr. Chairman. This statement is submitted
for the Fruehauf Cor. of Detroit, Mich. Mv name is Neal Combs and
I am vice president and general counsel of the Fruehauf Corp. We
are a major manufacturer of chassis and bodies for semitrailers and
trailers, truck bodies, and related parts and accessories for such
1)imiucts.

We are appearng in support of H.R. 1337 and we are informed that
time truck trailer industry, in general, supl)orts H.R. 1337.

Also. on September 7[ 1977, Daniel Haln'rin, Tax Legislative Coun-
sl of the Treasury Department testified before a subcommittee of the
hc e Wavs and" Means in support of H.R. 1337. We support its
enactment, and wish to make the following comments.

If a manufacturer does not. customarily sell an article in substantial
riiiatities to wholesale distributors, his constructive sales price must
be determined by the Secretary of the Treasury. As early as 1947, the
Tntv-iml Revenue Service determined that, in the automotive and truck
tiriler industry, the constructive sales price represents 75 percent of
thle P-Jablishcd retail price of the article. In 1954, the Internal Revenue
p,1ii1ihed this determination in Revenue Ruling 54-61.

This discount off the established retail price represented. in the
jirgement of the Internal Revenue Service, the approximately price
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of the nia nufacturer when it sold to the first level of distribution out-
side of its own corporate family.

As early as 1958, the Internal Revenue Service held that a manu-
facturer is not required to use a single method of determining con-
structive sales price where it. sells taxable articles at different levels
of (listibutions.

For example, if a manufacturer customarily sells milk tank trailers
to a wholesale distributor, then, with respect to retail sales of that type
or model milk tank trailer, the constructive sales price is the lower of
the actual pI'ice to the consumer or the highest wholesale price of the
ii1.1nufacturer.

If that same manufacturer sold a standard van trailer through deal-
ers and not through wholesale distributor., then the constructive sales
price on retail sales of that van trailer would be 75 percent of the man-
ufacturer's established retail sales price for the van.

Over the years, the Service, in private letter rulings to taxpayers,
has modified its position with respect to when a manufacturer may use
the 75 percent rule of Rev. Rul. 54-61 and what the term "established
retail price" means. By its terms, Rev. Rul. 54-61 literally applies only
where the manufacturer sells at retail, and does not sell both to dealers
and at retail.

At least as early as 1964, in private rulings, the Internal Revenue
Service recognized that when a manufacturer sells articles to dealers
and also sells that article at retail, then the manufacturer may use,
for its constructive sales price of the retail sales, 75 percent of the
established retail price of tile particular article.

There are two major problems which HI.R. 1337 will alleviate. First.
the Internal Revenue Service has for some time imposed a "cost floor"
in connection with tile constructive sales price for retail sales. Accord-
infc to the Service, a manufacturer using the retail method cannot go
below its apparent cost of manufacturing the taxable article.

One purpose of this bill is to abolish the cost floor to avoid the un-
certainty which occurs at the time when the excise tax liability accrues.
Because excise tax is paid on a quarterly basis, meaning there are four
taxable periods within the fiscal vear'of the manufacturer, there is
almost a. certainty that the manufacturer will not know the "cost" with
reslwct to tile taxable article sold until well after the close of the
taxable period.

Many manufacturers simply cannot state, with any degree of cer-
taintv. 'what their costs will be with respect to the articles even after
the close of the period in light of different costing factors, attribution
of selling expenses. reimbursement of freight and other transportation
charges, et cetera.

The cost floor is an administrative creature and not part of section
4-216(b) (1). It was adopted asa revenue ruling and not through notice
b]oaring and related provisions of the Administrative Procedures Act.
Tius. manufacturers affected by the 75 percent rule on their retail
sale,; were not able to comment'on the "legitimacy" of the new rule.

For those. reasons and several others, at least one Federal Court
(i,re(arded the cost floor. Qitaker City Iron I1orks v. United States,
0'-6 F. Sum). 450 (D.C. Pa. 1966).

Tn addition. determining the cost of a trailer is not a simple comnpu-
tat ion. It. is often rather sophisticated, especially since the cost, like the
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"established retail price," must be determined on a type-by-type ancd
miodel-by-model basis. Even if cost can be generally determined. there
are questions on whether a particular cost is a cost of manufacturing-
includable in the tax base--or a cost of retail selling--excludable from
the tax base. As early as 1954, the Service took' the position that all
costs, including selling expenses, administrative overhead, et cetera,.
had to be used in these computations. Some time later, the Internal
Revenue Service changed its position permitting a manufacturer to.

exclude retail selling and administrative expenses. It wasn't until 3
years later, in 1976, that IRS published its private letter ruling allow-
ing the manufacturer to take advantage of the more liberal interpreta-
tion of cost for manufacturers using the retail method.

Second, the bill substitutes "actual selling price" for "established
retail price" as the amount to which the percentage is applied. The
Federal excise tax on retail sales will hereafter approximate a retail

sales tax. Simplicity and ease of administration, not simply for tax-
payers, but also for the Internal Revenue Service, will result. The
iP-'oblem with "established retail price," now found in Rev. Rul. 54-61,
n; that it requires detailed price records for each model for each
quarter. A major manufacturer of trucks of trailers with numerous
models of trucks or trailers must now maintain an "established retail
price" as to each such model, adding significantly to his recordkeeping
requirements.

To 'avoid this complication, the bill wisely substitutes the actual
retail selling price of the taxable article on a transaction-by-transaction
basis, and that actual retail selling price will be multiplied by the per-
centage determined by the Internal Revenue Service.

Suppose that, in a retail sale, the actual selling price is $5,000 with
an additional $300 added for freight and delivery charges and $240,
for State sales tax. Further suppose that the Service publishes a 75-
percent rule for section 4216(b) (1) upon its amendment bv this bill.

o compute tax under the bill, the manufacturer would multiply
$5.000 by 75 percent by 1/ 1 to determine the tax due.

The example points out that the actual selling price of the article
is not the invoice price for the article. Inevitably, there are charges
made to the customer which are not part of the'selling price of the
article, such as, for example, any retail sales tax or use tax imposed by
a State, charges rendered to the customer to register or license the
trailer, freight or delivery or "make ready" charges for the unit where
the article is sold f.o.b. plant, et cetera. See, for example, Rev. Rul.
5G-335, C.B. 1956-2, 1006.

Moreover. there may be instances where, in the sale of a taxable-
article, another article is an integral part of such taxable article,
but is specifically exempt from tax by law. For example, cold storage
trailers, known as reefers are often sold with built-in refrigeration
units. In that situation, the Internal Revenue Service is called upon to
recognize that there are basically two articles heing sold, one taxable
and one nontaxable. and the "actual selling price" must be the actual
selling price only of the taxable article itself and not any part of a
tax-exempt component. See, for example, Therno King Corp. v.
United Sqtates. 354 F. 2d 242 (Ct. C). 1966).

Presently, the Service has determined that the proper discount for
our industry is 25 percent off the established retail price. The Internal'
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-Revenue Service is currently reviewing this percentage and may pro-
mulgate a new percentage, if this bill is enacted. Once it promulgates a
percentage, the industry will be able to determine, as to each and every
retail sale that it makes, exactly what excise tax should be charged to
the customer when selling a truck or trailer body or chassis at the
time of sale.

We would like to make two points to close our written presentation.
First, the sponsor of H.R. 1337, Mr. Steiger, said in his floor statement,
when the billI was brought before the House:

In addition, special rules are provided where articles are not sold to whole-
sale distributors. Thus, for example, where a manufacturer sells a taxable
article only at retail, the excise tax Is based upon a constructive sale price
which is #oual to the lower of, the price at which the article was sold, or the
highest priee at which such article is sold to wholesale distributors by other
manufacturers. The Treasury Department is authorized to determine the price
at which articles are sold by other manufacturers.

The Internal Revenue Service has ruled that in cases where a manufacturer
sells only at retail, the price at which articles are sold by other manufacturers
is considered to be 75 percent of the price at which the manufacturer in question
sold at retail. (See Cong. Rec., May 16. 1978. H. 3978 and H. 3979.)

We believe he intended to say the bill applied only to retail sales,
not to manufacturers who sold only at retail. At least since 1964, in
private letter rulings, the fInternal Revenue Service has held that a
manufacturer may use the retail method for computing his construc-
tive sales price where he sells the same article at retail and to retailers.
Thus, we wish to underscore the fact that, a company such as Frue-
hauf, selling both to retailers and at retail, is entitled to use the retail
method.

Finally, it will be some time before the Internal Revenue Service
promulgates a regulation dealing with what the new percentage, if
any, will be for 4216(b) (1), as amended. During that interim period,
we assume that the 75-percent rule of Revenue Ruling 54-61 will al)ply.
If the Service decides to raise the percentage, current law would re-
quire that the higher percentage be made prospective in effect.

Section 1108 (b) of the Revenue Act of 1926 provides, in pertinent
part:

"No tax shall be levied, assessed, or collected on any article sold or leased by
the manufacturer if at the time of the sele or lease there was an existing ruling,
regulation or Treasury decision holding that the sale or lease of such article
was not taxable, and the manufacturer, parted with possession or ownership of
such article, relying upon the ruling, regulation or Treasury decision. (See,
Cory v. Saber, 363 U.S. 709 (1960) at 717 (note 2).)

This limitation prevents the retroactive imposition of tax if a man-
ufacturer relied on a ruling and did not pay tax on an article. It has
been recognized to apply continuously to all excise taxes imposed upon
manufacturers under the 1954 Internal Revenue Code. (See Rev. Prc.
72-3, C.B. 1972-2, 698.)

The Supreme Court recognized its continuing efficacy as recently as
1960 in Gory v. Sauber, supra, as did the U.S. Court of Claims, in
International Busine88 Machines Corporation v. United States, 343, F.
2d 914 (Ct. Cl. 1965). Because manufacturers will part with possession
of their goods in reliance upon the 75-percent test of Revenue Ruling
54-61 and Revenue Ruling 68-519, a change of the percentage which
increases tax liability will have to be prospective in effect, because we
assume that a higher percentage will increase the excise tax burden.
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Thank you for the opportunity to submit this statement.
Senator BYRD. At this point in the current proceedings, I will ask

the official repoler to put Senator Dole's statement at the appropriate
place in the record. At the completion of testimony on H.R. 8535, the
Chair announced, at that time, that the committee would also consider
simultaneously an identical bill by Senator Dole. S. 2153. The Chair
noted at the time that Senator Dole was detained at another meeting.
Senator Dole is here now and, Senator Dole, if you have any comments
you would like to make on that legislation, tiis would be the appro-
priate time at which to do it.

Senator DOLF. I will not take the time of the committee. I know there
are a number of witnesses who have come long distances. I was detained
in a visit with Howard Jarvis, the originator of Proposition 13.

I do have a statement I would like to have made a part of the record
following the statement of Dr. John Hill. I think the bill is self-
explanatory. It has wide support in the House, and I will not detain
the committee further.

Senator BYRD. Thank you, Senator Dole.
Mr. Iazelwood?

STATEMENT OF JOHN A. HAZELWOOD, ESQ., ON BEHALF OF BREN-
NER TANK, INC., ACCOMPANIED BY DAVID H. BRENNER, PRESI-
DENT

Mr1'. HAZELWOOD. I am John Hazelwood and am a lawyer from Mil-
wankee. We represent Brenner Tank. Brenner Tank is a snall company
in Fond-du-Lac, Wis., with about 190 employees and $10 million in
sales.

We represent the other end of the spectrum in this industry, the small
manufacturers, compared to Fruehauf, who is a large manufacturer.

We are here in support of 1337. It is very important to us. We have
given the committee a brochureI which shows the type of product we
are in: Tanks, truck-mounted tanks, tank trailers. Historically, most
of them have been used for hauling milk.

Under the existing law, section 4216(b) (I) (A) of the excise tax
code, the Internal Revenue Service has the authority to set up a con-
structive wholesale selling price for manufacturers selling at retail
in order to create substantial equality between them and those who sell
at wholesale. This is the so-called percentage rule, and in the 1950's,
the service adopted a 75 percent rule under which a manufacturer sell-
ing at retail computes his constructive wholesale selling price supply
by multiplying 75 percent times his normal retail price.

This a.smes more or less a 25-percent markup.
1W'e have no objection to the 75 percent rule or even a higher percent-

age. It, is simple to apply and fair within the group. However, the In-
ternal Revenue Servic- "did not leave well enough alone back in those
1950 rulings and added some "but if" type language which denies to
manufacturers in the group the right to the 75 percent rule if their
costs exceed 75 percent of the retail price.

This is the so-called cost-floor doctrine and the proposed legislation
would eliminate it and further simplify the computation.

I The brochure was made a part of the committee file.
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Now in our industry, virtually everybody's costs exceed 75 percent,
.ov~'at ias iiappeca over the years is that the cost-floor doctrine
C d to become tie exception to" the rule and become the rule itself.

Now. at fir-t blush, computing excise taxes based on costs would ap-
pear fair and simple, but there are several reasons why this is not the
case.

First of all. cost is not an easy term to define and the IRS's defini-
tions have only male it worse. All in all, it is an administrative night-
mare for both the Service and the taxpayer.

Second, the excise tax is a transactional tax whereby each separate
sale is separate and distinct. Now, our costs vary from item to item,
even making the same product. Under the cost-floor doctrine, it is
impossible to compute the exact tax payable at the time of the sales
contract.

If the manufacturer undercharges the excise taxes. he pays the de-
ficiency when the Internal Revenue Service audits. If he overcharges
it, he cannot get the money back without the customer's consent, and
then the customer gets the money back.

It's a heads, the IRS wins; tails, the customer wins situation. In
either event, the manufacturer is harmed.

Finally, in a competitive industry like we are in, the cost floor doc-
trine becomes a regressive income tax. The higher cost, lower profit
manufacturer pays excise taxes that are higher than does the lower
cost, higher profit company. It is a classic regressive income tax.

Now, we should not be complaining because we are reasonably cost-
efficient here, but the administrative headaches are far worse to us
than the few advantages.

Gentlemen, we urge the passage of H.R. 1337 under the new statute
by adjusting the percentage level. The Treasury should not incur a
revenue loss. The unfair and regressive cost-floor rule imposed by the
ruling .would be eliminated, and finally, manufacturers who sel at
retail would have certainty as to amount of tax in advance of sale.

Now Mr. Brenner would like to make a couple of remarks, if that
is okay.

Senator BYRD. Did you say that there would be no cost to the Treas-
ury under this proposal?

Mr. IAZELWOOD. There is absolutely no reason why this should cost
the Treasury a dime. As a matter of fact, they should make money on
this proposition.

Senator BiRD. Mr. Brenner ?
Mr. BR, REN.S-R. Mr. Chairman, thank you for letting us appear. InI

light of all of the previous testimony, I will make my remarks as
brief as possible.

A small business has an extreme difficulty in coping with the various
IRS men and the individual IRS rulings -put forth on Federal excise
tax. Because our profits are relatively small, it is very difficult for us
to do extensive planning for the future with the fear that the IRS men
can come in and completely refiguire our Federal excise tax payments
retroactively perhaps three years or more, based on the cost floor
doctrine.

When the IRS audits our excise tax payments, if there are addition-
al payments to be made, we have to pay them. If we have overpaid
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our excise tax, we cannot get the money back from the IRS without
the consent of the customer and then he gets the money.

We try to live by the excise tax rules, but they are so complicated
and inconsistent that we live in a constant fear of an IRS audit where-
by the IRS wins and, tails, we lose.

A case in point. Last Friday we were just going over some cost
figures on some special tanks we just finished building for Coca-Cola.
Now, this is a very competitive account.

On two of these tanks we actually lost money due to variance in labor
hours. You can see in the back of our brochure we are in manufacturing
and our labor hours will vary in a plant considerably, based upon
whether it is Monday morning or Friday afternoon, whether it is 950
in the shade, or whether we have to rework for quality control.

Now, on the two tanks that we actually lost money, under the cost
floor doctrine our company would be penalized another $400 in excise
tax. The Federal excise tax would increase from $1,400 normally
paid to $1,800 per tank on the cost floor doctrine.

Now, what kind of a deal is it when you kick a man when lie is
down and charge him more tax because he lost money than you
would have charged him had he made a profit?

We are aware that it takes taxes to run the Government, the ame
way it takes money to run a business. We do not propose that the Gov-
ermnent reduce the total amount of excise taxes paid, including excise
taxes paid by us. We do not even argue with the percentage base at
which the Commissioner sets the wholesale rate.

We ask two things. We want certainty in advance as to the total
amount of the Federal excise tax due and uniformity and nondiscrim-
ination-meaning. we do not want a regressive tax situation resulting
from the application of the cost floor doctrine in which the less profit
we make, the more tax we pay.

Thank you very much.
Senator BYRn.'Is my understanding correct that the elimination of

the cost floor method for computing the excise tax would in effect
follow the current legal interpretation of section 4216(b) of the In-
ternal Revenue Code?

Mr. HAzELWOOD. I believe that is the case. There are some cases
that uphold that. There is a case in the Federal district court, I think,
in Pennsylvania called Quaker City which supports that. There is a
case that I think is distinguishable in the eighth circuit-it escapes
my mind what it is called-that might go the other way.

But I had some litigation involving this matter for Brenner Tank
that subsequently has been settled some time ago and I was con-
vinced we were going to win that case on the merits, and I think the
Justice Department was convinced as well, and that is the reason
why they basically gave up on the case.

I think it is the current law.
Senator BYm. How many companies would be affected by this

legislation?
Mr. HAZELWOOD. I think probably the representatives from Frue-

hauf can say, probably as well as anybody.
,%r. Comrs. Well, this affects the entire truck-trailer industry and I

hate to hazard a guess in terms of the total number of companies in
the industry because it ranges in size from a small company that
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manufacturers one trailer in the back of a garage to a company of our
size. Let me just use a. figure of 200 to 250 companies.

In addition, this will have an impact on a number of small corn-
panies in the truck body and truck equipment industry who are also
subject to the same cost floor. And just to go forward with the discus-
sion of cost floor, there is no support in 4216(b) (1) for a cost floor.
It is entirely a creation of the Internal Revenue Service, and I agree
with Mr. Hazelwood entirely in terms of its lack of legal basis.

Senator BYRD. Thank you very much.
Senator Curtis?
Senator Cuirrs. I have no questions, because we have a long list of

witnesses, but I thinkyou established your points and I am glad you
vere here. Thank you for your time.

Mr. IAzELwooD. Thank you very much.
[h le prepared statement of Mr. Hazelwood follows:]

STATEMENT OF JOHN A. HAZELWOOD

Mr. Chairman: I am a lawyer with the Malwaukee law firm of Quarles &
Brady, and I am here representing Brenner Tank, a Wisconsin corporation, with
approximately 190 employees.

David Brenner, the president of the company, Is here with me, and he would
like to give the committee some brochures to show the type of business we are in.

Mr. Brenner and I appeared both on August 26, 1976, and September 7, 1977,
before the House Subcommittee in support of this legislation. We believe it is
important to our company and industry.

In each case, the Truck Body and Equipment Association asked me to announce
its concurrence in my statement.

Brenner Tank is a manufacturer of truck mounted tanks and tank trailers.
Most of Brenner's tanks are purchased for milk hauling; some are for chemical
or other food product hauling. Typical buyers of its products include dairies, farm
co-ops and individual milk haulers. Annually Brenner sells between 300 and 400
units.

Most of Brenner's sales are directly to the user of the tank. This is what is
called a retail sale. 95 percent of the time Brenner uses no middlemen, but it oc.
casionally does sell at wholesale, to a dealer. This legislation Is concerned only
with direct retail sales.

A sale of a tank is subject to the 10-percent Federal manufacturer's excise tax.
The code section 4216(b) Is entitled "Constructive sale price." Subsection (b) (1)
(A) relates to sales at retail.

Under the existing statute the Internal Revenue Service has authority to set
a constructive wholesale selling price for manufacturers selling at retail in order
to create substantial equality between manufacturers selling at retail and those
who sell to wholesale distributors. That is the purpose of the basic law. However,
in attempting to create thIs equality, the Internal Revenue Service created an
inequality among members of the retail selling group itself, vis-a-vis one another.
and also created substantial administrative problems for these taxpayers and
the Internal Revenue Service.

Pursuant to various revenue rulings under section 4216(b) (1) (A) the Service
adopted the so-called 75-percent rule." Under this rule a manufacturer selling
truck bodies at retail computes his constructive wholesale price by multiplying
75% times his normal retail price. For example, if the normal price of a tank
is $10,000, the computed wholesale base is $7,500 and the excise tax would simply
be computed by multiplying 10% times $7,500 or $750.

Now we have no objection to the 75-percent rule or even to a higher percentage.
It is simple to apply and fair to all within the group. The problem here is that
the Internal Revenue Service could not leave well enough alone and added some
"lut If" type language in the ruling which denies to manufacturers In the group
the right to use the 75-percent rule If their "costs" exceed 75/v ?f the retail
price. This is the so-called "cost floor doctrine," and the proposed legislation

1 For example, Rev. Rul. 54-61, 1954-ICB 259 and Rev. Rul. 68-519, 1968-2CB 513.

32-978--78------7
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would eliminate it and further simplify the computation of the excise tax pay-
able on each sale.

Most tank and truck body manufacturers' costs exceed 75% of the ultimate
retail price. Accordingly, the cost of each item they sell under the revenue ruling
then becomes the tax base of the item. Ironically here the higher the cost and,
therefore, the lower the profit margin, the higher the excise tax payable. For
example, in a competitive industry a given size tank might sell for $10,000 without
the tax. Manufacturer A's cost is $7,500 to make and sell it. His gross profit is
$2,500, and he pays an excise tax of $750. B's costs are $9,000, his gross profit is
only $1,000 and yet his tax is $150 higher than A's or $900 for a sale of exactly
the same tank.

On a tax included basis, A's price would be $10,750 and B's would be $10,900.
This is a very competitive industry. One loses orders for a $25 differential. Since
B has a higher excise tax, he is forced to cut his margins even further, and the
regressive nature of this tax becomes doubly vicious as it cuts further into his
already narrow profit margin.

Our study of the legislative history of section 4216(b) (1) (A) indicates that
Congress never intended the Treasury to have the power to tax one competitor
on a percentage of selling price basis and the other one on cost. One court has
agreed with us. We believe that the proposed legislation confirms the correct in-
terpretation of the current law.

Gentlemen, there is another equally serious problem involved here, both for
the maunfacturers and the Internal Revenue Service. The cost floor doctrine is
a giant administrative headache. The term cost Is extremely difficult to define
and determine.

The excise tax is a transactional tax; each sale is separate and taxable. At
the time of the sale and collection of the tax from the buyer, a manufacturer
often does not know what his precise cost is. He especially does not know his
exact costs when he bids the job. Two years later when the Internal Revenue
Service audits his excise tax return, long and expensive disputes can arise be-
tween the manufacturer and the agent as to what constitutes cost. In fact, the
Internal Revenue Service itself is not sure what constitutes "cost" and has issued
conflicting and confusing opinions here. Costs not only vary from manufacturer
to manufacturer, they vary from item to item especially when the items are
built on individual order.

You should be aware that the manufacturer is caught In a heads the customer
wins, tails the Internal Revenue Service wins situation if he is wrong about
his excise tax computation. If he overcharges excise taxes to a customer, he can
only get the refund back with the custc,...r's consent-and usually the cus-
tomer gets the refund. If he undercharges, the Internal Revenue Service col-
lects the added amount due directly from the manufacturer. In either even the
manufacturer loses.

Gentlemen, please believe our objective here is not to pay less excise taxes.
Of course we would like to have the excise taxe repealed entirely because It in-
creases the cost of our product, but we are realistic. What we do want, however,
is a simple, fair rule applicable to all within the industry.

Under the proposed legislation the Internal Revenue Servilce would study each
industry, as it is required to do under existing legislation, and would set a fixed
percentage which all manufacturers selling at retail within that industry would
use to compute their excise tax base regardless of their individual costa. For ex-
ample, the Internal Revenue Service might determine that the constructive price
at which manufacturers would sell tanks to wholesale distributors would be,
say, 85% of the actual retail selling price. Maybe in some cases 85% would be
too high and in other cases It would be too low. Nevertheless 85% would then
become applicable for the entire industry. Each time a manufacturer sold his
product at retail, he would simply multiply the actual selling price times 85%/
and then multiply the result times the excise tax rate. This is a simple calculation.

It is important that the Committee Reports reflect that this calculation be
made based on the actual retail selling price of the article Involved as opposed to
any average or computed selling price. The bill uses the words "actual selling
price." The Intention is simplicity. For example, if a manufacturer sells at retail
a tank for $10,000 and the percentage rate is 85%, the tax would by $850. If the
manufacturer cuts his price by $100 to get that order, the resulting tax would
similarly decrease by $8.50. Similarly, If he raises his price by $100, the resulting
tax would increase by $8.50.

Gentlemen, we urge the passage of H.R. 1337. Under this statute by adjusting
the percentage levels, the Treasury should not incur a revenue loss. The unfair
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and regremive cost floor rule imposed by the Internal Revenue Service would be
elimiated and finally manufacturers who sell at retail would have certainty as
to the amount of tax to be collected in advance of the time of sale. Thank you
very much.

Senator Bnr. The next witness will be M,%r. Abraham Tunick, repre-
sent iitg Wine and Spirits Wholesalers of America, Inc., and M[r.
John F. White, executive vice president, National Beer Wholesalers
Association of America.

STATEMENT OF ABRAHAM TUNICK, WINE AND SPIRITS WHOLE-
SALERS OF AMERICA, INC.

.MIr. Tv.NwK. Mr. Chairman and members of the committee. My
name is Abraham Tunick and I am Washington counsel for Wine and
Spirits Wholesalers of America, the national trade association repre-
senting more than 816 independent distributors of alcoholic bever-
ages doing business in 37 States, the District of Columbia, and the
V irgin Islands.

.M1y testimony this morning is not only on behalf of WSWA but also
on behalf of every major national trade association representing every
segment of the alcoholic beverage industry including the National
Alcoholic Beverage Control Association which represents the 18 con-
trol States--that is to say those States in which the State itself is actu-
all engaged in the sale and distribution of alcoholic beverages at
either or both wholesale and retail. Such States as your own State,
Mr. Chairman, Virginia; Ohio, Pennsylvania, MIichigan, Oregon, and
Wyoming.

We support the enactment of H.R. 1920 and respectfully urge that
your subcommittee report it favorably and that the bill be speedily
enacted.

I.R. 1920 provides, in substance, for a refund of tax and duty on
liquors held for resale which are destroyed as a result of fire, flood,
casualty or damage resulting from vandalism or malicious mischief if
the claimant is not otherwise-indemnified. Theft is excluded.

In order to minimize the impact on revenue, the bill provides that
before a claim is eligible for refund, the amount of the tax loss must be
at least $250 and in order to avoid any undue administrative burden---
the loss must be as a consequence of a single occurrence, thereby elimi-
nating cumulative losses.

I think the committee would be interested in a translation of what
$250 in tax means in terms of quantity. For example, for distilled
spirits, it would mean 12.4 cases of fifthK at 80 proof. Forlified wines-
t a is wines over 14-percent alcohol-155.5 cases of fifths. For table
wines--wines under 14 percent of alcohol-612.7 cases of fifths. And
for beer, 382.8 cases of 24 12-ounce cans.

So we are not talking about a de minimus situation. We are not talk-
ing about a casual or insignificant loss.

At present, the only circumstances under which wholesalers control
States and retailers receive a refund as a consequence of losses such as
those described in this bill , would be losses sustained as a result of a
Presidentially declared major disaster.

The Ways and Mfeans Committee in its report recognizes that a
void exists in this area and that corrective action is needed. Implicit
in their report is a recognition of the fact that where a loss occurs to a
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holder of tax-paid liquor under the circumstances mentioned, that
loss is as great as though the loss had occurred as the result of a
Presidentially declared disaster.

Congress, over the years, has recognized this equitable concept. Spe-
cial enactments were passed to cover losses resulting from the floods of
193 , 1937, and 1951 and the hurricane of 1954. Finally, in 1958, the
Congress enacted the major disaster provision which requires a
Presidential declaration.

It was never intended that the burden of the tax should be borne by
anyone other than the ultimate consumer.

The equity of the concept of this bill is further supported by the
fact that when a Federal excise tax is increased, a floor stock tax is
levied on every gallon of tax-paid alcoholic beverage held for resale
at every level. Thus Trea-sury recognizes that while liquors are held
for resale, they remain within the competence of its taxing authority.
Conversely,. w here those tax-paid liquors are destroyed fairness and
equity require that there should be a refund of the tax and duty.

If I may take just 1 more minute, Mr. Chairman, the impact on
revenum would be minimal. The Ways and Means Committee in its
report recognizes this fact and the Treasury concurs in the estimate
of the Ways and Means Committee.

Senator BYRD. Thank you, Mr. Tunick.
Mr. TuNICK. One further sentence, Mr. Chairman.
I just want to disspell any notion that the relief afforded by this

bill extends only to the industry members in the private sector. On
the contrary, every one of the 18 control States are direct recipients
of the exact same type of relief as is afforded to every other holder of
tax-paid liquor.

I thank you, Mr. Chairman.
Senator BYRD. Thank you, Mr. Tunick.
This proposal has been criticized by some as creating an insurance

policy for liquor distributors and as being-unfair for sellers of other
types of merchandise on which an advance tax is paid.

I fow do you respond to that criticism?
Mr. TUTNICK. If the provisions of this bill are characterized as in-

surance, then I must submit that every other refund provision which
is lpresently in the Code is likewise an insurance provision, including
the major disaster provision.

At, the present time, the Code specifically provides for refunds of
tax and duty in limited and varied degree for losses resulting from
some of the perils described in this bill to distillers, importers, and
brewers and proprietors of bonded wineries.

As a matter of fact. the Code with respect to losses sustained by
brewers as a result of fire, theft, casualty or act of God provides spe-
cifically that those tax losses are refundable-provided that the brewer
has not transferred title.

As 1970, the code was amended to include theft as one of the perils.
covered, and the Treasury Department supported the enactment of
that. change. Losses resulting from theft are excluded under H.R.
1920.

Senator BYRD. How often do events that are covered by this bill
occur?
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Mr. Tumcm-Verv infrenquently, sir. If the estimate of the Ways
and Means Committee-and I say that was concurred in by the Treas-
ury-is any indication, the date of the committee report was April 5
and they estimated that for the balance of fiscal 1978, the loss would be
less than $100,000. For the remaining years, the estimate was $500,000
per year.

May I say at this point that the revenue generated by the excise tax
and other related imposts on alcoholic beverages for fiscal year 1977
was over $5,193,000,000. At this point, if I may, Mr. Chairman, inad-
vertently in my prepared statement at page 6, I refer to calendar
year when I show the estimated revenue. It should be fiscal year, and I
trust that will be corrected.

Senator Bym. That will be corrected, as you request.
Mr. White, do you have any additional information to give to the

committee? -

Mr. WIirrE. Yes, sir, I do.

STATEMENT OF JOHN F. WHITE, EXECUTIVE VICE PRESIDENT,
NATIONAL BEER WHOLESALERS' ASSOCIATION OF AMERICA

Mr. WHrr. Mr. Chairman and members of the subcommittee, I am
John F. White, executive vice president of the National Beer Whole-
salers of America, NBWA. I would like to thank you for giving
NBWA an opportunity to appear before you today in support o H.R.
1920.

I would like to introduce our lVashington counsel, Mrs. Cathleen
Douglas.

NBWA is a national trade association comprised of approximately
2,000 independent distributors of beer products doing business in all
States of the United States, the District of Columbia, and the Virgin
Islands. These small often family owned and operated enterprises,
are responsible for marketing the various brands of beer sold in this
country.

Most of our members do business in an area embracing one or more
counties. Few do business in more than one State. Most serve their
retail customers from a single warehouse facility utilizing a fleet of
delivery vehicles sometimes driven by the owner themselves.

If adopted, II.R. 1920 would amend the Internal Revenue Code to
providee the tax refund on the excise tax paid on beer. wine. andiquors lost or rendered unmarketable as a result of fire, flood, casualty,

or other disaster or breakage, destruction or damage, excluding theft
resulting from vandalism or malicious mischief while such products
are held for resale by the wholesaler.

Currently, the Internal Revenue Code provides such a rebate only
in the event of a Presidentially declared disaster, IRS Code 50-64.

H.R. 1920 merely seeks to apply the same relief to victims of isas-
ters which do not constitute major disasters. After all. it matters ittle
to the individual wholesaler who happens to suffer the loss whether
it is caused by a major or minor disaster.

There are a number of reasons H.R. 1920 should be passed, but I
shall concentrate on only four of them.

First, it, should be passed because it addresses a real problem faced
by beer wholesalers.
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Second, IH.R. 1920 will assist the small businessman and not sig-
nificantly reduce Federal tax revenues.

Third, the terms of H.R. 1920 are consistent with the intent of Con-
gress to impose an excise tax on alcohol products that are consumed
or sold.

Finally, H.R. 1920 will not impose a significant administrative bur-
den on the Treasury Department.

Disasters such as those covered by II.R. 1920 do occur. For instance,
on March 25, 1975, a tornado hit t he Atlanta area. Its path traveled
directly through the All State Beer Co. of Atlanta, Ga. It destroyed
All State's entire warehouse except for a portion of its small office
area.

While the tornado effectively destroyed All State Beer Co. ware-
house, it did not cause enough damage'in the region surrounding the
warehouse to constitute a Presidentially declared disaster.

No relief was available through the Federal Government on the ex-
cise. tax paid by All State's president Robert Randolph on the over
2,000 cases of product that he would never be able to sell. In addition,
no relief was then available to All State under State law.

I am delighted to report that the Georgia Legislature subsequently'
passed a bill that granted Georgia beer wholesalers a refund of State
excise taxes in this type of situation.

Because the problem is real, most, if not all, beer wholesalers insure
their inventories against loss including the loss of sums expended for
the excise tax. In the ordinary case, then, the savings of the beer whole-
saler would be gained by the passage of H.R. 1920 is the amount paid
by him annually for the purchase of inventory insurance. In the case
of the very small beer wholesaler, the savings would amount to $1,000
to $1,200 annually.

Although that might appear on the surface to be a small savings,
it is a considerable savings to the small beer wholesaler. His cost of
doing business has increased 8 to 10 percent while the price of his prod-
uct has increased at a far smaller rate.

I have, of course, referred to the plight of our members during the
course of this testimony but, as the committee is aware, added and
nonessential costs are passed, of necessity, by the businessman to the
consumer in the form of higher prices. The passage of 1920, then, will
ultimately benefit, the consumer.

NBWA respectfully urges that H.R. 1920 be reported favorably by
this committee and that it be speedily enacted.

Senator BYRD. Thank you, Mr. White.
Senator Packwood?
Senator PACKWOOD. No questions.
Senator ByRD. Senator Dole?
Senator DOLE. What is the total revenue loss?
Mr. Tu.ICK. The total revenue loss estimated by the Ways and

Means Committee for the balance of fiscal 1978 was less than $100,000-
less than $100,000. For each succeeding year, $500.000.

Senator DOLE. This bill seems to be reasonable, which means you
may have difficulty.

Mr. Wrirre. I thank you, Senator Dole.
Senator BYRD. Thank you, gentlemen. Thank vnii Mrs. Douglas.
[The prepared statements of the preceding panel follow:]
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STATEMENT OF ABRAHAMf TUNICK ON BEHALF OF WINE & SPIRITS WIIOLESALERS OF
AMERICA, INC., NATIONAL ALCOHOLIC BEVERAGE CONTROL ASSOCIATION, INC.,
DISTILLED SPIRITS COUNCIL OF TIlE UNITED STATES, INC., NATIONAL ASSOCIATION
OF ALCOHOLIC BEVERAGE IMPORTER, INC., WINE INSTITUTE, NATIONAL LICENSED
BEVERAGE ASSOCIATION, NATIONAL LIQUOR STORES ASSOCIATION, INC., UNITED
STATES BREWERS ASSOCIATION, INC., NATIONAL BEER WHOLESALERS ASSOCIATION
OF AMERICA, INC., AND STATE BEER ASSOCIATION EXECUTIVES OF AMERICA

Mr. Chairman and Members of the Subcommittee: I thank you for giving us the
opportunity to appear before you today to express our views on H.R. 1920.

My name is Abraham Tunick and I am Washington Counsel for Wine and
Spirits Wholesalers of America (WSWA), a national trade association comprised
of 816 independent distributors of alcoholic beverages doing business in 37 states,
The District of Columbia and the Virgin Islands.

This statement is presented on behalf of WSWA and tile following national
trade associations representing virtually every segment of the alcoholic beverage
industry:

National Alcoholic Beverage Control Association, Inc.; Distilled Spirits Council
of the United States, Inc.; National Association of Alcoholic Beverage Importers,
Inc.; Wine Institute; National Licensed Beverage Association; National Liquor
Stores Association, Inc.; United States Brewers Association, Inc.; National Beer
Wholesalers Association of America, Inc.; and State Beer Association Executive
of America.

We support the enactment of H.R. 1920 and respectfully urge your Subcommit-
tee to report the bill favorably.

H.R. 1920 would amend the Internal Revenue Code to provide for a refund
of tax and duty on liquors lost or rendered unmarketable as a result of fire, flood,
casualty or other disaster, or breakage, destruction or other damage (excluding
theft) resulting from vandalism or malicious mischief while such liquors are held
for sale, provided the claimant is not otherwise indemnified.

At present, the Internal Revenue Code limits the refund of tax and duty on
alcoholic beverages lost or rendered unmarketable to losses sustained by whole-
salers, control states and retailers as a result of a major disaster declared by the
President.

The reasons for the enactment of H.R. 1920 are cogently expressed in the Ways
and Means Committee report as follows:

"Prepaid excise taxes constitute a high proportion of the cost of alcoholic
products, as compared with excise taxes on other products. The tax on the pro-
duction of distilled spirits is $10.50 per gallon; the beer tax generally is $9 per
barrel (equivalent to about 29 cents per gallon) ; and the wine tax ranges from
17 cents to $3.40 per wine gallon (depending upon the type or aleholic content of
the wine).

"Accordingly, if alcoholic products held for sale are destroyed after taxes and
duties have been paid, a large portion of the loss will be attributable to prepaid
taxes which cannot be passed on to consumers.

"Under present law, the Treasury can make payments for such taxes and duties
only if the cause of loss is a Presidentially declared major disaster. The committee
believes that there are certain circumstances which, while not constituting such
a major disaster, can likewise result in substantial losses of distilled spirits,
wines, rectified products, or beer. The committee has concluded that losses of
such products caused by fire, flood, casualty, or other disasters, or by vandalism or
malicious mischief (not including theft), should be given the same treatment
with respect to tax and duty repayments as is now accorded to losses of such
products caused by Presidentially declared major disasters."

Implicit in the Committee's report is the recognition that a void exists in this
area and that the corrective action provided by this bill is fair and equitable.

If it is suggested that the enactment of this bill would place those holding alco-
holic beverages for sale in a preferred position insofar as their risks from casualty
losses are concerned, we respectfully submit that this contention is wholly without
merit. The Congress had determined many years ago and has consistently recog-
nized that when taxpaid liquors are destroyed or lost while being held for resale,
equity and fairness require that the seller sustaining the loss should have the
tax and duty refunded if he is not otherwise indemnified. It was never intended
that the burden of the tax and duty on liquor should be borne by anyone other
than the ultimate consumer.

More specifically, this equitable concept finds expression in the separate enact-
ments to cover such losses resulting from the floods of 1936, 1937, 1951 and the
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hurricane of 1954. To eliminate the necessity of special enactments to cover such
situations, the Internal Revenue Code was amended in 1968 to provide for tax
refunds on a continuing basis on liquors lost or rendered unmarketable as a re-
sult of a major disaster declared by the President.

The principle of tax refunds for losses other than those covered by a Presi-
dentially declared major disaster resulting from most of the same causes as
those covered in H.R. 1920 has been extended In varying and limited degree to
distillers, brewers, proprietors of bonded wineries, tobacco manufacturers, Im-
porters and export warehouse proprietors. However, as previously indicated, con-
trol states, wholesalers and retailers receive no tax relief whatever on liquors
lost or destroyed while being held for resale unless such losses occur as a con-
sequence of a Presidentially declared major disaster. If enacted, the amendment
will not only grant long overdue relief to control states, wholesalers and retailers,
but every other segment of the industry will also benefit from the extension of
the circumstances under which tax refunds may be made for liquor losses.

At the risk of repetition, I would like to dispel any notion that the only bene-
ficiaries under this bill are Industry members in the private sector. On the con-
trary, the 18 control states in which the state is actually engaged in the sale
and distribution of alcoholic beverages at wholesale and/or retail are also direct
recipients of the relief afforded under the bill.

If it is contended that the government should not act as an insurer of the
internal revenue tax and customs duties on alcoholic beverages since they form
part of the value of the dealer's inventory, and to do so would be to grant an
exception to those holding alcoholic beverages for resale, we submit that that
contention likewise is wholly without merit. In its report on H.R. 1920, the Com-
mittee on Ways and Means acknowledges that a high portion of the cost of alco-
holic Products is attributed to prepaid taxes and duties. As we have previously
stated, the rationale for legislation granting tax refunds on taxpaid liquors
lost or destroyed while being held for resale is based on the principle of equity
and fairness, and is intended to prevent unjust enrichment on the part of the
government. The Congress has consistently adhered to this policy. If there were
any merit in characterizing this type of legislation as "insurance" of tax and
duty, then each of the Congressional enactments referred to above, including
Section 5064, which provides for refund of taxes and duty on losses sustained
as a consequence of Presidentially declared major disasters, are by their very
nature an insurance of the tax and duty, provided the holder is not otherwise
indemnified. Far from granting a special exception to those holding liquors for
resale, H.R. 1920 is a reasonable and logical extension of the equitable concept
which Congress has adopted and implemented for many years.

In our judgment, the administration of H.R. 1920 would pose no problem. The
Bureau of Alcohol, Tobacco and Firearms has promulgated regulations regard-
ing proof of loss under existing refund provisions and those regulations have
fully protected the revenue and the government's interests. We respectfully sub-
mit that if H.R. 1920 Is enacted, appropriate regulations will be issued by BATF
which will accomplish both purposes.

We would also point out that In all cases the burden of establishing proof of
loss must be sustained by the claimant.

The equity of the proposed amendment Is further supported by the fact that
whenever the federal excise tax has been increased, a floor stocks tax has been
levied on every gallon of taxpaid liquor held for resale at every level. Thus, the
government recognizes that while liquors are held for resale, they remain within
the competence of its taxing authority. Conversely. when such taxpald liquors
held for resale are destroyed, fairness and equity require that there should be
a corresponding obligation on the part of the government to refund the tax and
duty paid on such liquors.

If the amendment is enacted it will save for the 18 control states and the
entire industry in excess of 50 percent of the insurance premiums paid on dis-
tilled spirits for this type of coverage since tax and duty represent that per-
centage of value on which the premiums are based. The insurance savings on
the other types of alcoholic beverages will be proportionately less, but substan-
tial in total, nevertheless.

For the calendar year 1977 the alcoholic beverage industry generated federal
revenue from excise and other taxes directly related to alcoholic beverages esti-
mated in the sum of $5.193.770,232. It is anticipated that the amendment would
have an insignificant effect on the revenue, because of the rigid limitations Im-
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posed on the filing of such claims. It is proposed that no claim would be eligible
unless the tax and duty ot such liquors lost amounts to $250 or more. Additionally,
such loss must have resulted from a single disaster, thus avoiding claims for
cumulative losses. These limitations will also avoid any undue administrative
burden on the government.

The Ways and Means Committee in its report on H.R. 1920 recognizes the mini-
mat impact on federal revenue resulting from its enactment and the Committee's
estimate Is concurred in by the Treasury Department.

Finally, every dollar saved by the industry (other than the control states)
in insurance premiums covering these losses will be eliminated as a deductible
business expense. This income tax offset would further lessen the impact on
the revenue expected to result from the enactment of this amendment.

We respectfully urge that H.R. 1920 be reported favorably and that it be
speedily enacted.

STATEMENT OF JOHN F. WHITE, EXECUTIVE VICE PRESIDENT, NATIONAL BEER
WHOLESALERS' ASSOCIATION OF AMERICA

Mr. Chairman and members-of the Subcommittee, I am John F. White, Exec-
utive Vice President of the National Beer Wholesalers' Association of America
(NBWA). I would like to thank you for giving NBWA an opportunity to appear
before you today in support of H.R. 1920. NBWA is a national trade association
comprised of approximately two thousand Independent distributors of beer
products doing business in all states of the United States, the District of Co-
lumbia and -the Virgin Islands. These small, often family-owned and operated
enterprises are responsible for marketing the various brands of beers sold in
this country. Most of our members do business in an area embracing one or more
counties. Few do business in more than one state. Most serve their retail cus-
tomers from a single warehouse facility utilizing a fleet of delivery vehicles
sometimes driven by the owner himself.

I. WHAT H.R. 1920 WOULD ACCOMPLISH

If adopted, H.R. 1920 would amend the Internal Revenue Code to provide a tax
refund on the excise tax paid on beer, wine, and liquors lost or rendered unmarket-
able as a result of fire, flood, casualty, or other disaster, or breakage, destruc-
tion, or other damage (excluding theft), resulting from vandalism or malicious
mischief while such products are held for resale by the wholesaler.

Currently, the Internal Revenue Code provides such a rebate only in the event
of a Presidentially declared disaster (IRS Code, § 5064). H.R. 1920 merely seeks
to apply the same relief to victims of disasters which do not constitute major
disasters. After all, it matters little to the individual wholesaler who happens to
suffer the loss whether It is caused by a major or minor disaster.

Ii. WIlY H.R. 1920 SHOULD BE PASSED

There are a number of reasons H.R. 1920 should be passed, but I shall con-
centrate today on only four of them. First, H.R. 1920 should be passed because it
addresses a real problem faced by beer wholesalers. Second, H.R. 1920 will assist
the small businessman and not significantly reduce federal tax revenues. Third,
the terms of H.R. 1920 are consistent with the intent of the Congress to impose
an excise tax on alcohol products that are consumed or sold. Finally, H.R. 1920
will not impose a significant administrative burden on the Treasury Department.
A. H.R. 1920 addresses a real industry problem

Disasters such as those covered by H.R. 1920 do occur. For instance, on March
25, 1975, a tornado hit the Atlanta area. Its path traveled directly through the
All-State Beer Company of Atlanta, Georgia. It destroyed All-State's entire ware-
house except for a portion of its small office area. While the tornado effectively
destroyed All-State Beer Company's warehouse, it did not cause enough damage
in the region surrounding the warehouse to constitute d Presidentially declared
disaster. No relief was available through the Federal Government of the excise
tax paid by All State's President, Robert Randolph, on the over two thousand
cases of product that he would never be able to sell In addition, no relief was
then available to All-State under state law. (I am delighted to report the Georgia
legislature subsequently passed a bill that granted Georgia beer wholesalers a
refund of state excise taxes in this type of situation.)
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B. H.R. 1920 wil save the hard-pressed small businessman money
Because the problem Is real, most, if not all, beer wholesalers, insure their in-

ventory against loss, including the loss of the sums expended toward the excise
tax. In the ordinary case, then, the savings to the beer wholesaler that would
be gained by the passage of H.R. 1920 is in the amount paid by him annually to-
ward the purchase of inventory insurance. In the case of the small beer whole-
saler, the savings would amount to $1,000 to $1,200 annually. That might appear
like a small savings to you. It is a considerable savings to the small beer whole-
saler. Recently, his cost of doing business has Increased eight to ten percent, while
the price of his product has increased at a far smaller rate. With the larger beer
wholesaler, the savings on insurance costs is, of course, very substantial.

Compare now the substantial savings that the beer wholesaler will experience
with the passage of II.R. 1920 against the income the Federal Government re-
ceives each year from the imposition of the excise tax on the beer industry. In
1977, 156,500,000 barrels of beer were sold in the United States, an increase of
0,100,000 barrels from-1976.1 Excise tax on beer is $9.00 per barrel (IRS Code
§ 5051(1)), thereby providing the United States Treasury with some $1,408,500,-
000 in income. The House Ways and Means Committee staff estimated in 1977 that
the total expected reduction of revenues resulting from the enactment of II.R.
19*20 would be $500,000 per annum. Remember, this is the expected reduction
caused by the wine, liquor and beer industry combined. It Is an insignificant sum
to the Federal Government, especially when you realize that the tax is on products
that the beer wholesaler was never able to sell to the retailer for public consump-
tion.

Where then do the equities lie? With the beer wholesaler who objects to pay-
ing tax on beer that is destroyed or with the legitimate need of government to
collect revenues. An analysis of the Internal Revenue Code sections imposing the
tax on beer makes it clear the equities lie with the beer wholesaler.

0. H.R. 1920 is consistent with Congress' intent to impose an e.rclse tax only on
alcohol consumption and sale

Section 5051 of the Internal Revenue Code imposes an excise tax "on all beer
brewed or produced and removed for consumption or sale, within the United
States . . ." A careful reading of this section of the Code and those
sections which impose a similar tax on liquor and wine makes clear that
Congress intended that the excise tax on alcohol be ultimately borne by the
consumer of alcoholic beverages. This reading of section 5051 Is supported by
other provisions of the Internal Revenue Code concerning destroyed products.
If beer is destroyed at the brewery, Congress has provided a rebate of the Federal
tax to brewers. Any tax paid by a brewer may Le refunded or credited to the
brewer if the beer is lost or destroyed or otherwise rendered unmarketable "by
fire casualty, or act of God" prior to sale (IRS Code § 5056(b) ). In addition, any
tax paid by a brewer on beer which is returned to any brewery or voluntarily
destroyed pursuant to IRS regulation, is also rebated (IRS Code § 5066(a) ).

When H.R. 1920 is read with these existing sections, It is seen for what it is-
merely another amendment in a chain passed by Congress to insure the excise
tax is paid only on products that are sold for consumption.

D. H.R. 1920 will not impose.administrative burdens on the Treasury Department
In addition, H.R. 1920 will not impose an administrative burden on the Treasury

Department. Rigid limitations are imposed on the filing of claims under H.R. 1920.
It is proposed that no claim would be eligible for refund unless the tax and duty
on the product with respect to which refund is sought amounted to $250 or more.
Such loss must be filed within six months of the occurrence which must result
from a single disaster, thus avoiding claims for cumulative losses. The burden of
proof is on the wholesaler to prove his loss. Since the Treasury Department al-
ready successfully imposes stringent recordkeeping requirements on the beer
wholesalers In order to determine the amount of the tax owed by the wholesaler
to the government, It would appear they will be able to rely on this same docu-
mentation to prove loss.

IUf. CONCLUSION

During the course of this testimony; I have, of course, referred to the plight
of our members. But as the committee is aware, added and nonessential costs are
passed of necessity by the businessman to the consumer In the form of higher
prices. Passage of H.R. 1920, then will ultimately benefit the consumer.

1 Beer Marketers Insights, January 30. 1978, p. 1.
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NBWA respectfully urges that HR. 1920 be reported favorably by this com-
mittee and that it be speedily enacted.

Has Senator Cranston come in yetI
Senator DOLE. I think he is with Mr. Jarvis.
Senator BYRD. The next panel will consist of Fran Reibman, Lee

Coe, and Albert Copp.
You seem to be by yourself.
Mr. Copp. It looks like that. I believe we represent different in-

terests.
Senator BfYRD. We now have several witnesses. Each of you had

better identify yourself.
Mr. Copp. While they are getting arranged, my name is Albert M.

Copp, I live in Baltimore and I represent the American Wine Society.
MNS. REIBMAN. My name is Fran Reibman, I am here representing

Vynox Industries of Rochester, N.Y."Mr. CoE. My name is Lee Coe. I am speaking on behalf of a national
trade organization and five California home brewers' clubs.

Senator BYRD. I might say that Senator Cranston is interested in
this legislation. He is on his way to the committee now. He also has
a statement to make, but we will not hold up the hearing until he gets
here. You may proceed.

Who is the spokesman for this panel?
Mr. Copp. I believe you will find that there are three different spokes-

men. In fact, I did not know we were a panel until we got here in
the committee room and saw our names listed as a panel.

STATEMENT OF ALBERT M. C0P, AMERICAN WINE SOCIETY

Mr. Copp. The American Wine Society is a consumer organization
working for the improvement of American wines and winemaking. It
is a small organization of some 2,000 persons, but it is growing.

It was organized in 1967 in southern New York State. Approxi-
mately 70 percent of the membership make vine.

I have been an amateur winemaker for the past 10 years and
in each of these years I have dutifully registered my intent to make
wine with the Federal Government. At no time in the past 10 years
has the Federal Government found it necessary or desirable to visit
me or to ask me any questions about my winemaking.

In addition, each year I have entered wine in at least one wine evalu-
ation contest and in several of those years I have been responsible for
organizing and conducting various amateur wine contests in the Balti-
more area.

It is with humbleness that I appear before you today, for the sub-
ject legislation hardly compares with many of the issues before you.
However, to people engaged in amateur winemaking, the passage of
this legislation is important.

On June 10, 1978, the board of directors of the American Wine So-
ciety adopted a position in favor of H.R. 2028 and Senate bill 2930.
To the organization, and to amateur winemakers everywhere, it has
several benefits.

One, it removes a minor-although important to us--inconvenience
to a delightful and growing hobby of amateur winemaking.

Two, it will contribute to an effort to streamline our Government by
eliminating Federal regulations that, we believe, have outlived their
need.
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Three, it will tend to encourage the development of an expanding
domestic wine culture and industry in this country.

Amateur winemaking is an important market for the small fruit
farmer and businessman. Several people in the Baltimore area, as well
as in other parts of the country, have grown from ,'nateur winemakers
into small growers and commercial winemakers.

In summary, the American Wine Society feels that the elimination
of the registration requirements on amateur winemaking will be
beneficial with no adverse effects, and we urge favorable considera-
tion of this legislation by the subcommittee and by the Senate.

Senator PACKWOOD. I have no questions, either. Which of the others
are going to go next?

Mr. Corp. Fran, do you want to be next?

STATEMENT OF FRAN REIBMAN, VYNOX INDUSTRIES, INC.,
ROCHESTER, N.Y.

M. REiBmAN. Mr. Chairman and members of the committee, I
would like to thank you for the opportunity to testify today. I ap-
pear here on behalf of H.R. 20"28, which Senator Moynihan has in-
troduced before your committee to amend Section 505(3) of Title
XXVI of the United States Tax Code to allow for the home produc-
tion of beer.

I will dispense with a reading of most of my statement and tell you
that I understand that Senator Cranston has introduced a similar
bill. Now, we have no objection to the bill that he has similarly intro-
duced, providing that the BATF is willing to go along with it.

II.R. 2028 recently passed the House and we understood from the
Treasury Department that they did have a problem with the Cranston
bill because it lifted all restrictions.

So that, if they have no problem with it, fine with us. Otherwise,
we tend to support H.R. 2028.

Senator P.ACKWooD. What is Vynox Tndustries?
Is. REIBM11AN. Vynox Industries manufactures home beermaking

and winemaking equipment.
Senator PACKWOOD. Equipment?
Ms. REB.MA-N. Yes, sir.
Senate' PACKWOOD. I have no other questions.
Go ahead, sir.

STATEMENT OF LEE COE, ON BEHALF OF HOME WINE MERCHANTS
ASSOCIATION

MJr. CoE. I told yoit whom I represent. I am, myself, a home brewer
and have been one for more than 25 years, so I am spc.aking from
experience.

I want to present, first, the-well, let me put it this way. The sub-
committee has had by mail copies of petitions bearing 991 signatures.1
I have another petition that brings the total to 1,017 and I want to put
that in the record with the others that have been mailed to you.

Senator BYRD. Without objection.
rThe material referred to follows:]

The remaining petitions were made a part of the committee file.
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Mr. CoE. I have also been asked to put into the record an article on
home-brewed beer that appeared in the Los Angeles Times of June
13.

Senator BRD. Without objection, it will be incorporated in the
record.

[The material referred to follows:]

(From the Los Angeles Times, Tues. June 18, 1978)

Hom-BREWED BmzR CoMEs OUT OF THE CLosET

(By Mark Jones, Times Staff Writer)

Every few months, Ray Sandoval cooks up 25 gallons of home-brewed beer,
and though his wife prefers Budweiser they've worked out a satisfactory ar-
rangement. lie brews it, she bottles it, he drinks it. She drinks Bud.

The other day Sandoval confessed that, although Prohibition ended 45 years
ago, he fantasizes that a pair of gray-suited federal agents will knock at his front
door one day, interrogate him about his home brew, then whisk him off.

"Sure, I know the government doesn't give a damn about a guy making a few
gallons of beer on the kitchen stove," the San Fernando Valley man said, "but
Just the same it Is still Illegal to do it in this country."

True enough, the Prohibition-era state and federal laws are still on the books
prohibiting beer brewing without a manufacturer's license, but things are chang-
ing. Congress and the California Legislature are expected to legalize home brew
by the end of summer, thus putting such phrases as "bathtub beer" and "base-
ment booze" back into the language for the first time in a half-century.

And Sandoval can finally put an end to his private fantasy.
Amateur beer makers, of which there may be as many as 3,000 in Southern

California-an estimated 100,000 nationwide-are a cautious lot who until the
proposed legislation becomes law are naturally reserved about what they do and
what they say to strangers.

As one of them said recently, "The crazy thing about the law is-that It's so
contradictory you can legally buy beer-making books, kits, supplies and equip-
ment, but the law says you can't use them! My conscience is clear, though," he
said stiffly, "because at least I don't sell the stuff.

"But please do me a favor and leave my name out of the story. The last thing
I want is the Treasury Department snooping around my house."

One day last week the Maltose Falcons, a small and little-known organization
of Los Angeles-area beer-making hobbyists, gathered for an unpublicized, mem-
bers-only meeting in Woodland Hills where they spend the day paying their
profound respects to what is believed to be man's oldest fermented beverage.

The men and women members were a mixture of ages and occupations. They
share a disdain for domestic beer ("tastes like It's been processed through a
horse" complained one of them), a creative desire to concoct beer to their per-
sonal taste and a consumer's need to cook a tasty brew for the equivalent of 15
to 25 cents a quart.

The cast of characters that afternoon included:
Orville Byrd, 63, the church deacon's son who as a child drove a bootlegger's

truck for date money and who in 1934 tried his hand, he says, at a little base-
ment booze while his father studied the Bible upstairs.

Merlin Elhardt, 55, a utility company lineman who cultivated a taste for Ger-
man beers during the years the Army stationed him in Europe and who's been
brewing quality pilsners for the last four years.

Tracy Grade, 33, a Glendale teacher who said last year she prepared 300 gal-
lons of home-brewed beer and Zinfandel wine and explained that her "sign"
(she's a Cancer) dictated that she spend a lot of time working at domestic
activities.

Sylvester Tomm, 28, a UOLA doctoral candidate from Britain who says he's
been drinking 7% ale since age 14. He's been making beer since he came to this
country six years ago.

"Your American beer Is all right if you're spending a hot day at the beach
and'you want something cold, light and refreshing," Tomm said, "but the domes-
tic stuff is really the white bread of world beers and it Just doesn't have the
rich, malty taste that the best beers have."
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Throughout the day the Maltose Falcons (maltose, as in beer malt) huddled
around sycamore-shaded picnic tables, sampling chilled home brew in everything
from stemmed wine glasses to German steins, nibbling sesame crackers between
beers and observing, with a chemist's sobriety, "Hmmmmm, good aroma
here * * * yes, yes, a delicate taste, very bitey, too * * * uh-huh, this one has
a nice upfront hop flavor and a good malty character * excellent, what sort
of yeast did you use?" And so on, until the sun disappeared behind the hills.

AN AESTHETIC EXPERIENCE

It was a serious, genteel affair and it was not surprising that everyone was still
on his feet at the end of the afternoon. As Jim Brenneman, a Santa Monica Col-
lege student, explained, "Most of us are into the taste of beer, not the 'buzz.'"

The sponsor of the small beerfest was John Daume, a bearded, accomplished
beer- and winemaker in his early 30s and owner of the Valley's Home Winemak-
ing Shop, one of a growing number of such outlets throughout California and
the Pacific Northwest (where more home brew is made than anywhere else in
the country).

Daume said that in the past--and to some extent now-the image of home brew
has been of the "strong, cidery, vile-tasting" beer that often was cooked under
unsanitary conditions. "Nowadays," he said, "with a little practice and no more
than a $30 investment in equipment and supplies, almost anyone can turn out a
batch of ale, lager or stout that in some cases I'd even stack against some of the
commercial stuff."

Daume speculated that in the next few years the homebrew hobby (which in
1977 accounted for $4 million In national gross supply sales) will grow far more
popular than it is today.

"For one thing," he speculated, "I think more and more beer drinkers will start
making their own brew because of the trend by commercial breweries to produc-
Ing lighter, less alcoholic beer with less of a malt and hop taste."

Legalization of home brew, too, will have a dramatic effect, he said.
"The British finally legalized home brew in 1968, and now you should see all the

people cooking up ale, bitters and stout at home. People in this country love drink-
ing beer, too (they consume almost 14 million gallons a night, according to an
Industry publication) and I think what happened in England can happen here."

A VINTAGE NECTAR

At the height of the Maltose Falcons' tasting session Merlin Elhardt, whose
T-shirt was inscribed, "Beermaker* make better lovers," ambled among his
fellow club members pouring an inch of his latest batch of amber pilsner into
their glasses. His beer is acknowledged to be the club's best and it usually evokes
the same response all around: a sip, a smile and a hearty compliment.

Elhardt is modest but realistic. "Yes, it is good isn't it? Well, it only took me
four years to get the recipe down."

The utility company lineman makes beer from scratch rather than using com-
mercial malt extracts (he even grinds his own barley and uses a yeast culture
reportedly smuggled out of Denmark's Tuborg Brewery by a friend). He says he
tried dozens of beer recipes but always returns to the beer tasting most like the
brew he knew as a GI in Germany.

After all these years and thousands of gallons of home-brewed beer, though,
does Elhardt ever turn out a bad batch? "Yes," he said with a laugh.

"The other day I finished making five gallons of a new recipe that tasted so
bad I was tempted to pour it out on my lawn. I think the problem was a con-
taminated yeast culture. Anyway," Elhardt said, "the beer was terrible.

"But then I thought, 'Who am I to judge?' So I let my neighbor sample the beer
and he loved it, and he gave it to his friend who swore the stuff tasted better than
a bottle of commercial beer. Heck, I let them both have the whole batch, and I
probably saved my lawn in the bargain."

The idea behind fermenting barley to produce alcohol (and hangovers, too)
hasn't changed much since the Babylonians wrote the book on beer 8,000 years
ago; nor do the mechanics of beer making differ greatly from the Prohibition
era. The equipment is still essentially a pair of 5-gallon bottles or crocks and
a quantity of malt, hops and distilled water (and a bit of sugar to increase the
alcoholic content from two to three times higher than the 3.2% permitted in com-
mercial beer).
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SIMPLE, ANCIENT RECIPE

Orville Byrd, an Antelope Valley retiree and senior member of the Maltose
Falcons, has been brewing beer since one hot summer night in Wichita, Kan.,
in 1934. Byrd was 15 then and driving a bootlegger's truck after school to supple-
ment his weekly allowance.

"That night in '34 my buddy and I finished aging our first batch of beer. Oh,
yeah, that tasted good. Made it from a can of drugstore malt, sugar, raisins and
live gallons of sweet Kansas water.

"Man, that beer was so thick you could have eaten it with a fork., but what a
taste," Byrd recalled at the Woodland Hills beerfest. lie said, though, he almost
didn't get to enjoy it, because most of the bottles exploded In the summer heat,
one bottle setting off another.

"The funny thing was," said Byrd, "is that my daddy was studying the Bible
upstairs all the time and must have known what I was up to, but he never let on."

Just as beer maker Ray Sandoval fantasizes that one day federal agents will
discover his home-brew operation and cart him off to prison, so, too, do other
home-brew hobbyists wonder what will happen if they have a brush with the
law.

A couple of months ago Brent Wilson, 25, a West Los Angeles artist and presi-
dent of the Maltose Falcons, was driving to the club meeting with a partially
filled bottle of home-brew on the front seat when suddenly a California Highway
Patrolman waved him to the side of the San Diego Freeway. "I was petrified,"
Wilson recalled, "and I didn't know how I was going to explain about the beer."

Wilson said he got An unexpected reprieve when the patrolman couldn't decide
if the capped, half-filled bottle represented a violation. "I really thought the
ClIP guy was going to take me in until he asked me if I could tell him how to
make home-brew. What a relief that was.

The Maltose Falcons said that each home-brewer prepares from 5 to 25
gallons of beer every few months (the new law would permit up to 200 gallons
to be brewed a year and eliminate certain fees) and that in most cases they
drink some and give the rest away to friends. Sometimes as gifts.

"Most of the people I know who make beer are not heavy drinkers," said
teacher Tracy Grade, who has gallons of beer and wine aging in bottles and
barrels in the dining room of her San Fernando Valley home ("You never know
when company is going to drop over"). Had she ever consumed too much of her
own home-brew?

"Well, just put it this way," she said, "my husband and I don't drink the stuff
in the morning."

Mr. COE. I an speaking on behlf of Senator Cranston's bill, S. 3191.
We want just one thing. We want equality of treatment for home
brewers and for home winemakers.

Senator Cranston's bill provides that equality; the other bills before
this subcommittee do not. We think that the restrictions in the. other
bills are grossly unfair.

I have submitted a written statement that. explains this in detail. and
I think that is all I need to say. I will, of come, answer any questions
you may have.

Senator B-t-D. Thank you.
Senator Cranston has a statement which I will insert on his behalf

at this point, at wh;ch he starts out by stating that he is pleased to
testify today on the Home Brew Beer Equality Act and this statement
will b~e inserted in the record at this point.

If Senator Cranston is able to be here before the committee adjourns
todav, we will be glad to hear Senator Cranston.

[The prepared statement of Senator Alan Cranston follows:]

STATEMENT OF SENATOR ALAN CRANSTON

Mr. Chairman, I'm pleased to testify today on behalf of the Home Brew
Bepr Equality Act.

As you know, inder current law, only heads of households, after registering
with Treasury, can produce up to 200 gallons of wine per year for family use
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without payment of tax. This means that a single individual who is not the head
of a family cannot produce wine without being subject to tax and penalties.

The House.passed bill, H.R. 2028, eliminates this absurdity and allows any
Individual 18 years of age or older to produce up to 100 gallons of wine or beer
for personal and family use. The maximum amount is 200 gallons per year in a
household where there are two or more individuals age 18 or older.

The House bill also eliminates the registration requirement for home wine-
makers who produce less than the maximum amount. But it imposes a registra-
tion requirement for homebrewers. In other words under the House bill, home
winemakers need not register but homebrewers must register with the Bureau
of Alcohol, Tobacco and Firearms or be subject to a $1,000 fine and one year in
jail.

The House bill also limits the amount of beer a household may have on hand
at any one time to 30 gallons.

My bill, the Home Brew Beer Equality Act, would eliminate these discrepancies
and provide equal treatment for homebrewers.

My bill, like II.R. 2028, will permit the production of up to 200 gallons of
homebrew beer annually, but it will also drop the registration requirement for
homebrewers and lift the 30-gallon restriction on beer permitted to be on hand
at any one time.

Treasury has Indicated that the registration requirement for winemakers has
been of little use to the Federal Government, and indeed, has proven burdensome
to the public.

But Treasury expresses concern that removing the registration requirement for
homebrewers would open the door to widespread moonshine distilling operations.
liomebrewers, on the other hand. point out that a whisky mash is significantly
different from homebrew fermentation. To make beer, you use brewer's yeast;
to make whisky, you use distiller's yeast. Brewer's yeast and distiller's yeast are
quite different. Brewer's yeast will not produce the high alcoholic content neces-
sary to make whisky.

And, as far as I've been able to learn, the present widespread practice of
making beer at home has not led to increased moonshine operations.

It's unfortunate that BATF is convinced that hordes of "Phantom Moon-
shiners" are lurking in the basements and closets of ordinary citizens who make
Ieer in their own homes. The bureau has stated, on the other hand, that it has
not the slightest Interest in small scale homebrewers and has not made any
arrests of small scale homebrewers since prohibition was repealed 44 years ago.
To go ahead with legislation requiring homebrewers to register is a foolish waste
of everybody's time. energy. and money. BATF took a common sense position
with respect to home winemakers. The bureau ought to accord equal treatment
to homebrewers. My bill assures that the bureau will.

My bill also eliminates the 30-gallon restriction. Beer must be aged to acquire
an acceptable taste. Homebrew should be aged at least two months-meaning
It should not even be tasted until two months from the day the yeast was pitched.
And three mnnths Is better. Many homebrewers have multiple bate.hes going and
with the standard three-months aging period, the 30-gallon limit would penalize
them by reducing the amount of beer they would be allowed to make in a calen-
dar year. The effect of such a limit would be to discourage homebrewing and
encourage the purchase of store beer.

liomebrewers brew home beer because domestic beer lacks the rich, malty
taste they like. IHomebrewers share a creative desire to concoct beer to their own
personal taste. They also share a consumer's need to cook a tasty brew for the
equivalent of 15 to 2.5 cents a quart.

My bill would permit them to enjoy these privileges, just as home winemakers
do.

Senator BYRD. Senator Packwood?
Senato' PA('KWOOD. I have no questions.
Senator BYRD. Senator Dole?
Senator Domt. Well, as I understand it. you are all seeking about the

sanie relief. but von want to make certain that th Cranston bill is not
going to be opposed by BATF. Is that correct ?

You do not have any quarrel among yourselv'es. You are all seeking
pretty nmch the same net ion by the Congress.

72-. ---- S.



110

Mr. CoE. We have common ground, but there are some differences.
We think the restrictions written into the bill by the BATF are
unduly severe. Our written statement explains why.

Senator DOLE. All right. Is that bill passed the House, the one
Mr. COE. H.R. 2028 has passed the House. A companion bill, identi-

cal to 2028, has been filed in the Senate by Senator Moynihan of
New York.

Senator Cranston's bill differs in only a few words in that it re-
moves the restrictions in the other two bills-the restrictions that we
regard as grossly unfair.

Senator DOLE. As I understand, the Cranston bill is acceptable to
the other two witnesses. Is that right?

Mr. Cop. Yes. If the BATF approves.
Senator BYRD. Well, there are three bills, H.R. 2028, S. 2930, and

the Cranston bill. Now, all three of you approve the Cranston bill?
1Mr. Cop. We will accept the Cranston bill, yes.
Senator BYRD. You accept the Cranston bill.
Do all three of you support or oppose H.R. 2028 and Senator Moyni-

han's duplicate bill?
Mr. Copp. Yes.
Senator Bym. You favor both of those bills
Mr. Cor. Yes, sir.
Mr. COE. I most emphatically oppose Senator Mo han's bill and

Representative Conable's bill. They are the objectionable ones.
Senator BRD. Senator Curtis, do you have any questions?
Senator CURTIS. Yes. In reference to the age limit to which your bill

would apply, it is age 18, is it not?
Mr. Copp. I believe it is.
Mr. COE. I think the bills say "adult."
Senator CuRTiS. And it defines an adult as 18 years of age, as I

understand it.
Would you have any objection to an amendment which left the

minimum age up to State law?
Mr. Copp. No, I would think that would be a good amendment,

because many States have varying minimum age limits for the pur-
chase of alcoholic beverages.

Senator CuRTis. Yes, and as a matter of public practice, the United
States Government has not fixed the minimum age for dispensing
liquor in the various States, and we might have a problem if we defined
adult as an 18-year-old while some States defined adult as a 19-, 20-, or
21-year-old. It would seem to me that we should leave that particular
decision to the individual State.

Thank you.
Mr. CoFR. Senator, as I understand it, all three bills simply say

"adult." There is a bill before the California legislature now which
makes the age 21, and it is exactly the same in its effects as the Cranston
bill. It has passed the lower house in California; it has passed unani-
miously a Senate committee and is now before the State Senate.

Senator CURTIS. I am reading from the description of tax bills ire-
pared for this hearing by the Committee on Finance and the staff of
the Joint Committee on Taxation in reference to H.R. 2028.
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It says that the bilh allows "any individual 18 years of age or older,"
and then later on it says: "* * *nin a household in which ther are two
or more individuals 18 years or older."

But at any rate, you have no objection to having it conform to State
law?

Mr. CoF. None whatever. None whatever.
Senator CURTIS. All right.
Senator BYRD. I would think that the point raised by Senator Curtis

is important. You mentioned that the State of California is already
considering legislation to set the age at 21. So you-I think Senator
Curtis' proposal would be logical for the committee to accept.

Mr. CoE. We would definitely support that.
Senator BYRD. Just to clarify tings a bit, as I understand it, two

members of the panel support H.R. 2028 along with the Moynihan
bill, those two being identical; and would accept the Cranston bill.
One member of the panel opposes the H.R. 2028 and its companion,
the Moynihan bill, and favors the Cranston bill.

Mr. Copp. That is correct.
Senator Bym. Thank you. No further questions.
[The prepared statements of the preceding panel follow:]

STATEMENT OF FaNrq REIBMAN, REPRESENTING VYNOX INDUSTRIES, INC.,
ROCHESTER, N.Y.

Mr. Chairman, members of the committee, I would like to thank you for the
opportunity to testify here today. I appear on behalf of H.R. 2028, which Senator
Moynihan has introduced before your committee, to ammend section 5053 of title
26 of the United States Tax Code to allow for the home production of beer. I will
dispense with reading our full statement and ask that you enter it into the record.
I would, however, like to call your attention to the following letters. The first
dated April 4, 1977 from the Department of Justice reiterates its support for this
legislation. The second dated April 11, 1977 from the General Council of Treasury
also indicates the administration support for this legislation. I would be happy
to answer any questions you have pertaining to this issue and strongly urge you
to favorably report H.R. 2028 out of committee.

Thank you again for this opportunity.

DEPARTMENT OF JUSTICE,
Washington, D.C., April 4, 1977.

Hon. AL ULLMAN,
'hairmnan, Committee on Ways and Means,

Hotse of Representatives, Washington, D.C.
DEAR MR. ULLMAN: This Is in response to your request for the views of the

Department of Justice on H.R. 2028, a bill to authorize the home production of
beer and wine.

The portions of H.R. 2028 which would amend the Internal Revenue Code pro-
visions relative to the production of beer are virtually identical to the provisions
of H.R. 8643, 94th Congress, 1st Session. That bill was the subject of our letter
to you dated January 14, 1976. H.R. 2028 reflects the one minor suggestion which
we made in that letter.

The home production of wine, limited to 200 gallons per year, is currently
exempt from the tax under Section 5042(a) (2) of the Code. H.R. 2028 proposes
to amend that exemption to limit the production to 100 gallons per year when
there is only one adult in the household. The same annual gallonage limitations
would apply in connection with the proposed exemption for the home production
of beer.
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The Department of Justice has no objection to enactment of H.R. 2028. Tle
Office of Management and Budget has advised that there is no objection to the
submission of this report from the standpoint of the Administration's program.

Sincerely,
PATRICIA M. WALD,

Assistant Attorney Gencral.

TiIE GENERAL COUNSEL OF THE TREASURY,
II'aahington, D.C., April 11, 1977.

[on. AL ULIMAN.
Chairman, Conimittce on lIays and Mcans, HousC of Representatives, Washing-

ton, D.C.
I)FAR MR. ChAIRMAN : This report is in response to your request for the views

of the Treasury Department on 11.11. 2028, -To authorize the home production of
beer and wine." The bill would revise section 5042(a) (2) of the Internal Revenue
Code of 1,954 relating to home production of wine, and would authorize the home
production of beer.

Under existing law (26 U.S.C. § 5042), the head of any family may, after regis-
tering, produce up to 200 gallons of wine a year for family use without payment of
tax. An individual or married woman who is not the head of any family is not
covered under this exemption.

Existing law has no provision which authorizes the home production of beer.
However, the Treasury Department recognizes that since the brewing of beer en-
tails the production of a mash fit for distillation, and in order to protect the reve-
nue in the distilled spirits area, specific controls are necessary.

1t.R. 2028 would permit any duly registered individual 18 years of age or older
to produce wine and beer without payment of tax for personal and family use and
not for sale. The aggregate amounts which may be produced free of tax could
not exceed 200 gallons of wine and 200 gallons of beer per year in a household in
which there are two or more individuals 18 years of age or older. If there is only
one individual 18 years of age or older in the household. the annual limit is 100
gallons of wine and 100 gallons of beer. However, a 30-gallon per household limita-
tion has been placed on the amount of beer that can be on hand at any one time
I Including beer in process). The exemption under Federal law would not serve
to authorize the home production of beer contrary to State law.

In addition, the proposed bill would amend section 5051 by adding a new subsec-
tion (c) to provide that any beer produced in the United States at any place other
than a qualified brewery or as authorized by section 5053(e) would be subject to
tax at the rate prescribed in subsection (a), and such tax would be due and pay-
able as provided in section 5054(a) (3) relating to the tax on illegally produced
beer. This amendment Is in no way intended to affect the imposition of the tax
pursuant to section 5051(a) on beer produced in the United States in a qualified
brewery.

Section 5092 would be amended to redefine the term "brewer" as every person
who brews beer, except a person who brews beer pursuant to the home brew ex-
eniption, or every person who produces beer for sale. Thus., except for a person
who brews beer for home consumption pursuant to section 5053(e), any person
who brews beer or produces beer for sale would be subject to the special (occupa-
tional) tax as a brewer and all the provisions of title 26 of the United States
('ode relating to beer.

Since the brewing of beer entails the production of a mash fit for distillation,
section 5222(a) (2) (relating to exemptions for production, removal etc., of dis-
tilling materials) would be amended to provide an additional exemption for the
hon e production of beer. Section 505 (a) (3) which imposes the tax on illegally
produced beer would be amended to include unauthorized production of home
I rew.

Finally, existing section 5674 imposes a criminal penalty on the unauthorized
removal of beer from a brewery. The bill would add a new criminal penalty for
the production of beer at any place other than a brewery or for the unauthorized
production of home brew. This offense would be a misdemeanor.

Enactment of H.H. 2028 would affect the revenue only to the extent that those
newly granted the right to produce tax-free beer and wine for personal or family
covni option carried out such production in lieu of purchases of taxpaid beer or

'in. We believe any such revenue effect would be quite small.
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The Department has no objection to the enactment of H.R. 2028. We recommend
that "duly registered" be deleted from proposed section 5042(a) (2). Registration
of producers of wine for personal or family use has proven of little use to the
Bureau of Alcohol, Tobacco and Firearms and is burdensome to the public. As
you know, elimination of unnecessary Federal paperwork is one of President Car-
ter's goals. However, for enforcement and revenue protection purposes, registra.
tion is necessary in the case of home brew since the process entails the produc-
tion of a mash fit for distillation.

The Department has been advised by the Office of Management and Budget that
there is no objection from the standpoint of the Administration's program to the
submission of this report to your Committee.

Sincerely yours,
.HItENRY C. STOCKWELL, Jr.,

Acting General Counecl.

TESTIMONY OF VYNOX INDUSTRIES, ROCHESTER, N.Y.
Mr. Chairman, members of the committee, we would like to thank you for the

opportunity to testify here today. We speak on behalf of H.R. 2028, which would
amend section 5053 of title 26 of the United States Tax Code to allow for the home
production of beer. Specifically, this redesignation of subsections 'e' would permit
'"Any duly registered individual 18 years of age or older without payment of tax
to produce beer for personal use and not for sale." I

Under the present law it is neither legal or tax exempt to produce beer at home.
Yet it is specifically permissable to produce wine for personal use without pay-
ment of tax.' Ironically, wine has a higher alcohol content (up to 10% by volume)
than does beer. Article XXIX section 178.195 of the United States Treasury De-
loartment regulations states the following with regard to home wine production:

"A duly registered producer may produce not in excess of 200 gallons of still
wine per year for the use of his own family without payment of tax. Wine thus
produced must not be sold or otherwise removed from the place of manufacture." '

H.R. 8643 reflects the aforestated regulation. This legislation would limit the
amount of beer to be produced to 200 gallions per annum for a household of two
or more and 100 gallons per annum for a single individual.

It is our contention that the present code governing the production of beer at
home is anachronistic and should be amended. In a Cleveland Plain Dealer arti-
cle, dated August 5, 1973. the author noted that "Test cases in Ohio courts have
protected stores that sell home brew equipment, a Government spokesman ex-
lpn med. because the statute governing beer is a poorly written law." '

On January 30, 1973, Heinz L. Herz, District Director, Treasury Department
Bureau of Customs, Chicago, issued a memorandum concerning restrictions and
prohibitions on kits for the home manufacture of beer. This memorandum stated
that "Kits for the home manufacture of beer will be admissible to entry without
specific authorization by the Bureau of Alcohol, Tobacco, and Firearms."' The
memo did not concern itself with the legality of home brewing, therefore, the kits
are permissible but, the practice of home brewing is not. This is rather con-
tradictory.

We are convinced that the passage of H.R. 2028 would not have a negative im-
lact on the beer producers of America. Home brew kits, are in general, purchased
by hobbyists. These persons tend to be connoisseurs of beer and wish to brew to
personal taste. In addition, the legislation provides that "The amount of beer on
hand at any one time (including beer in process) shall not exceed 20 gallons per
household." Thus the overall market for home production of beer will remain rela-
tively small and non-competitive with the retail market. Our major concern is
that purchasers of these kits not be in violation of the law and subject to
penalties.

Due to specialization of the market, we do not feel that the Government will
lose significant revenues by permitting home production to be tax-exempt. It is
our understanding that the Treasury Department supports enactment of this
legislation and agrees that "any such revenue effect would be quite small." ' As

SH.R. 2028.H.R. 2096.
United States Treasury Department Regulations No. 7, Wine, 1945, pp. 99 and 100 (see

appendix I).
'The Cleveland Plain Dealer, Sunday, August 5th, 1973 (see appendix 11).
5 See appendix 11.
4 See appendix IV.



114

over the counter sales of beer will continue to predominate the market, we can-
not foresee any negative effects on either the market or Government with enact-
ment of this legislation. Sales tax of the kits and supplies should offset revenue
loss to the States. Finally, small enconomies may be effectuated when need for
prosecution of home brewers is eliminated.

In conclusion, we request your support of H.R. 2028, and would be happy to
answer any questions you may have regarding this Issue.

Title and description

Action-All Congressional Record
page numbers refer to daily Con-
gressional Record

CONFERENCE ACTroN

Agreed to Senate Amendments
Increasing interest paid with re-

spect to tax deficiencies and In-
terest charged with respect to tax
ovei payments;

Relating to interest on certain de-
posits, etc., in the United States;

Excluding interest on certain obli-
gations issued prior to 1971;

Extending existing credit and de-
duction provisions for political
contributions to contributions for
newletters;

Increasing political contributions
credit and deductions;

Relating to transfer of appreciated
property to political organiza-
tions; and

Providing that gift taxes are not to
apply to contributions to political
parties or committees.

Rejected Senate Amendments:
Dealing with tax treatment of stu-

dent loan funding programs; and
Exempting from Federal taxation

the interest on obligations issued
by the American Falls Reservoir
District.

Modified Senate Amendment:
Relating to tax on certain income

of political organizations was
modified to clarify the provision
regarding separate segregated
campaign funds established by
exempt organizations to conform
to State laws.

Dec. 20, 1974.-Senate agreed to the
conference report by voice vote
(Congressional Record 822529).

Dec. 20, 1074.-House agreed to the
conference report by rollcall vote
(No. 723) of 257 yeas, 71 nays
(Congressional Record S12598).

BILL SIGNED

Jan: 3, 1975.-Signed by the Presi-
dent.

(Public Law 93-625)
R. 2096 Sept. 12, 1973
To prohibit the imposition by the

States of discrimination burdens
dpon interstate commerce in
wines, and for other purposes.

Prohibits any State from imposing
any tax, regulation, prohibition.
or requirement on wine produced
out of the State that is not im-
posed on wine produced in the
State.

AMENDMENTS

Sept. 19, 1)73 (Packwood) Enables
individuals to produce for pri-
vate use and not for sale up to
100 gallons of wine per year.

Oct. 11, 1973.-Referred to Office of
Management and Budget and De-
partment of the Treasury.

Jan. 11, 1974.-Report from the
Department of the Treasury (no
objection).

Jan. 11, 1974.-Favorable report
from the Office of Management
and Budget.

Jan. 17, 1974.-Referred to Depart-
ments of Agriculture and Com-
merce.

Jan. 17, 1974.-Report from Depart-
ment of Justice (no position).

Jan. 21, 1974.-Public hearing.-
Printed.

Jan. 25, 1974.-Report from the De-
partment of Commerce (favors,
but defers to the Department of
Justice).

Feb. 7, 1974.-Report from Depart-
ment of Agriculture. (Defers to
Justice Department.)

Apr. 19, 1974.-Adverse report from
the Department of the Treasury.
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APPENDIX I

SEc. 178.194 APPROVAL OR DISAPPROVAL OF PRoczess.-The district supervisor
will forward all three copies of the statement of process to the Commissioner
with his comment. Upon examination of the process, the Commissioner will note
his approval or disapproval on all copies of the statement, retain one copy and
return two copies to the district supervisor, who will keep one copy for his files
and send the other copy to the winemaker. If the process is approved, the wine-
maker shall file his copy at the winery available for reference by Government
officers.

(a) Extent of Commissioner's approval or disapproval.-The Oommissioner's
approval or disapproval of the statement of process shall pertain only to the
manufacture of the product on bonded winery premises and the labeling of the
same as to kind, and shall not constitute in any way an approval or disapproval
of the product as to quality.

ARTICLE XXIX.--PODUCTION OF WINE FOR FAMILY USE

SEC. 178.195 REGISTERED PRODUCER.-A duly registered producer may produce
not in excess of 200 gallons of still wine per year for the use of his own family
without payment of tax. Wine thus produced must not be sold or otherwise re-
moved from the place of manufacture. Such exemption does not authorize the
production of wine for such use contrary to State law. (Sec. 3030(a) (1), I.R.C.)

SEC. 178.196 LIMITATIONS OF EXEMPrION.-The statutory exemption does not
apply to (a) wine made ;by one person for the use of another, whether consumed
on the premises or removed therefrom for the family use of the owner; (b) wine
produced by a single person, unless he is the head of a family; (e) wine produced
by a married man living apart from his family; (d) wine made by a partnership
or produced at a winery operated by two or more heads of families jointly; (e)
wine produced by a corporation or association; or (I) wine furnished to persons
not memliers of the producer's family. (Sec. 3030(a) (1), I.R.C.)

SEc. 178.197 REGISTRATION: FORM 1541.-Every person (other than the op-
erator of a bonded winery) coming within such exemption and desiring to pro-
duce still wine for the exclusive use of his family must prepare Form 1541.
registration for production of wine for family use without payment of tax, in
duplicate and send both copies to the district supervisor, Alcohol Tax Unit, of
the district in which he resides. The form must be sent to the district supervi-
sor at least five days before commencing to produce the wine. A new form must
be submitted each succeeding year during which it is desired to produce wine
for family use, the year to be reckoned as commencing on July 1 and ending on
June 30. (3030(a) (1), I.R.C.)

SEc. 178.198 RmENTION OF FORM 1541.-When Form 1541 is received by the
district supervisor, he will stamp both copies with his receiving date stamp. If the
form is properly prepared and the supervisor has no information indicating that
the registrant is not entitled to the exemption, he will retain one copy for his
files and return one copy to the registrant, who shall keep the same at his
premises and upon production of the wine shall enter thereon the quantity pro-
duced and the date of production. (See. 3030(a) (1), I.R.C.)

ARTICLE XXX.-WINE TO BE DEPOSITED WITHIN BONDED PREMISES

Sno. 178.199 STOsAor.-Upon removal from the fermenters wine must be con-
veyed immediately into storage containers within the storage portion of the
winery or fortifying tanks in the fortifying room. When the manufacture of
vermouth is completed, it must be transferred from the processing tanks to
storage or shipping containers. Wine received in bond from other bonded premises
must be deposited immediately in the storage' portion of the winery or bonded
storeroom. Wine may not be stored in outbuildings or containers outside the
storage portion of the bonded premises.

(a) Execption: sun-baking of sherry wine.-The district supervisor may, in his
descretion, permit the sun-baking of sherry wine in an open area on the bonded
winery premises, in cases where the wine will be protected against theft by a
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secure and substantial fence or wall of appropriate height and construction, with
locked gates, surrounding the winery or the area In which the wine will be baked,
or where the wine will be otherwise equally safeguarded during the baking proc-
ess. Application for such permission should be made In writing to the district
supervisor, setting forth the approximate quantity of wine to be baked, the pe-
rioa during which the wine will be stored in the open, and the means by which
the wine will be safeguarded.

APPENDIX II

[From the Plain Dealer, Sundays Aug. 5, 1973]

Ho ME BRnw CAN LAND MAKER IN PRISON

(By D. Vivian Aplin)

Home brew, the bubbly beverage that has made some good times even better,
can take a heavier toll on its maker than Just a bad morning after. It can also
cost him $5,000 and five years in prison.

Home brew kits are available froip some Cleveland retailers. Selling the equip-
ment and materials is not illegal, but its manufacture in a private home consti-
tutes an offense.

Rex D. Davis, director of the U.S. Bureau of Alcohol, Tobacco & Firearms, is-
sued a recent warning to those who might brew up a few bottles in the family
cellar, using their own makings or a store-bought kit. It is a federal ol~ense.

"Home beer kits have been advertised extensively in newspapers and maga-
zines, and some of the ads have stated than an individual can make up to 200
bottles of beer for personal use," Davis noted.

"Since it is unlawful to make beer in any amount other than on brewery prem-
ises, we want to insure that a person doesn't unwittingly break the law as a re-
sult of such false and misleading statements."

On the other hand, the home production of up to 200 gallons of wine yearly for
personal use is permitted, provided the family head registers with the Bureau of
Alcohol, Tobacco and Firearms before beginning production.

A statement on the side of the American Home Brew, Inc., kit declares: 'Tech-
nically, beer is wine made from hop-flavored, malted barley." The notice contin-
ues: "The federal law Implies that beer made at home cannot be sold or removed
from the premises."

This description of wine Is taken from a very loose dictionary definition, which
says wine is the fermented Juice of fruits and plants.

Using that approach, whiskey would also be wine, since It is made from the
fermented mash of grain.

But the federal definition differs. One section of the Code of Federal Regula-
tions clearly distinguishes wine from beer.

"Molasses, malts, cereals and grains may not be used in the production of
wine," it states.

Another section explains that "wine" means the various products of grapes,
berries or other fruits.

Test cases In Ohio courts have protected stores that sell home brew equip-
ment, a government spokesman explained, because the statute governing beer is
a "poorly written law."

It is also one that is only loosely enforced. Probably the worst a home brewer
can expect is a visit from a government Inspector bearing bad tidings, but no
arrest warrant.

"It amounts to this," a spokesman said, "It's the kind of thing that doesn't have
much prosecutable appeal. If someone makes a little home brew we Just advise
them to cease."'
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APPENDIX II[

TREASURY DEPARTMENT,
BUREAU or CusToMs,

Ohcago, Ill., January 30, 1973.
To: Customhouse brokers, importers and others concerned.
Subject: Restrictions and prohibitions; kits for the home manufacture of beer.
References: Internal Revenue Code of 1954 (26 U.S.C. 054(a) (3), 5222(a));

sections 18.25 and 15.5, Customs regulations.
The Director, Bureau of Alcohol, Tobacco and Firearms, Department of the

Treasury, has ruled that the restriction on the importation of kits for the home
manufacture of beer, and kits which may be used for that purpose is to be
discontinued.

Kits for the home manufacture of beer will be admissible to entry without
specific authorization by the Bureau of Alcohol, Tobacco and Firearms, Depart-
ment of the Treasury.
Pipeline No. 84 dated February 14,1972 is hereby superseded.

HEINZ L. HERZ,
District Director.

DEPARTMENT 01 THE TREASURY,
BUREAU OF ALCOHOL, TOBACCO AND FIREARMS,

Washington, D.C., December 21, 1972.
M1r. BE NARn PossEn,
Turnbrtdge Wells Products, Ltd.,
New York, N.Y.

DEAR Ma. PossER: This is in reply to your letter of November 30, 1972, concern-
ing our position on selling homebrew kits.

We agree with the position taken by our regional office that the production of
beer in the home is illegal. This position is based on Sections 5054 and 5222 of
the Internal Revenue Code 1954. Notwithstanding our position in this regard, we
do not oppose the commercial sale of homebrew kits.

Sincerely yours,
REx D. DAvIs.

APENDIX IV

THE GENERAL COUNSEL OF THE TREASURY,
Washington, D.C., December 24, 1975.

lon. AL ULLMAN,
Chairman, Committee on Ways and Means, House of Reprsesntatives, Washing-

ton, D.C.
DEAR MA. CHAIRMAN: This is in response to your request for the views of the

Treasury Department on H.R. 8643, 94th Congress, 1st Session. H.R. 8643 would
amend section 5053 of title 26 of the United States Code by adding a new sub-
section (e) which would authorize the home production of beer. Under existing
law, there are no provisions which would authorize this production.

The Treasury Department recognizes that since the brewing of beer entails
the production of a mash At for distillation, and in order to protect the revenue
in the distilled spirits area, specific controls are necessary.

New section 5053(e) would require that before an individual produces beer
for home consumption, he be 18 years of age or older and registered with the
Secretary or his delegate and that the beer must be produced for personal use
and not for sale. The bill would limit the amount of beer that can be produced
in any household to 100 gallons per annum where there is only one individual 18



118

years of age or older in such household or 200 gallons of beer per annum if
there are two or more individuals 18 years of age or older in such household.
Further, due to the nature of the product and for reasons of effective law en-
forcement, a 20-gallon per household limitation has been placed on the amount
of beer that can be on hand at any one time (including beer in process). Of course,
the exemption under Federal law would not serve to authorize the home pro-
duction of beer contrary to State law.

In addition, the proposed bill would amend section 5051 by adding a new sub-
section (c) to provide that any beer produced in the United States at any place
other than a qualified brewery or as authorized by section 5053(e) would be
subject to tax at the rate prescribed in subsection (a), and such tax would be
due and payable as provided in section 5054(a) (3) relating to the tax on Illegally
produced beer. This amendment is in no way intended to affect the imposition of
the tax pursuant to section 5051(a) on beer produced in the United States in a
qualified brewery.

Section 5092 would be amended to redefine the term "brewer" as every person
who brews beer, except a person who brews beer pursuant to the home brew
exemption, or every person who produces beer for sale. Thus, except for a person
who brews beer for home consumption pursuant to section 5053(e), any person
who brews beer or produces beer for sale would be subject to the special (occu-
pational) tax as a brewer and all the provisions of title 26 of the United States
Code relating to beer.

Since the brewing of beer entails the production of a mash fit for distillation,
section 5222(a) (2) (relating to exemptions for production, removal, etc., of
distilling materials) would be amended to provide an additional exemption for
the home production of beer. Section 5054(a) (3) which imposes the tax on
illegally produced beer would be amended to include unauthorized production of
home brew.

Finally, existing section 5674 imposes a criminal penalty on the unauthorized
removal of beer from a brewery. The bill would add a new criminal penalty for
the production of beer at any place other than a brewery or for the unauthorized
production of home brew. This offense would be a misdemeanor.

Enactment of H.R. 8643 would affect the revenues only to the extent that those
newly granted the right to produce tax-free beer for personal consumption carried
out such production in lieu of purchases of tax-paid beer. We believe any such
revenue effect would tbe quite small.

Accordingly, the Treasury Department favors enactment of H.R. 8643.
The Department has been advised by the Office of Management and Budget that

there is no objection from the standpoint of the Administration's program to
the submission of this report to your Committee.

Sincerely yours,
DONALD B. E. RrrEn,

Acting General Counsel.

STATEMENT OF LEE COE, ON BEHALF OF HOME WINE MERCHANTS ASSOCIATION, A
NATIONAL ORGANIZATION; 'SANTA CLARA VALLEY BREWERS, MOST OF WHOSE
MEMBERS LIVE IN SAN JOSE; MALTOSE FALCONS, OF WOODLAND HILLS, A Los
ANGELES SUBURB; SAN ANDREAS MALTS, OF SAN FRANCISCO; REDWOOD LAGERS, OF
MARIN COUNTY; YEAST BAY BREWERS, OF BERKELEY AND ADJACENT CITIES.

SUMMARY

You are considering three bills, IS 3191, HR 2028, and 5 2930. The latter two are
identical. We urge passage of S 3191.

Registration of home winemakers and beermakers-HR 2028 and S 2930 would
alllsh registration for winemakers, but would institute it for beermakers *
S 3191 would not require it for either group; we urge passage of S 3191 because
registration "han proven to be of little use to the Federal Government and Is
burdensome to the public."

Beer ard icwne should be aged-HR 2028 and S 2930 would allow home-made
wine to be aged properly. But they would allow home-brewed beer to be aged
properly only If home brewers were to make less than the bills purportedly allow.
That Is, HR 2028 and S 2930 contradict themselves * * * S 3191 would allow both
wine and ber to be aged properly; we urge its passage because beer, like wine,
must be aged to be at its best.
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DISCUSSION

Registration.--All three bills would abolish the present requirement that home
winemakers must register. The sponsor of HR 2028 has said: "* * * that require-
ment has proven to be of little use to the Federal Government and is burdensome
to the public." We agree.

But HR 2028 and 8 2930 would also institute registration for home brewers of
beer--while abolishing it for home winemakers.

S 3191, on the other hand, would not require registration for either group. We
favor it.

Like Wine, Beer Should be Aged.-Our principal objection to HR 2028 and
8 2930 is that they would penalize home brewers who age their beer to improve Its
quality. S 3191, on the other hand, would allow proper aging for both wine and
beer.

HR 2028 and S 2930, identical twin bills, would forbid beermakers to have on
hand at any one time any more than 30 gallons of beer, including fermenting beer,
beer being aged, and beer being consumed. But these twin bills would have no such
limitation for wine. S 3191 would have no such limitation for either wine or beer.

How the twin bills would work in practice is shown In the table on Page 4 of
this statement.

The twin bills say in one place that a single Individual would be allowed to
make 100 gallons of beer in a calendar 'year. But the table shows that if a single
individual were to make 1 batch a month, age It for 3 months, and take 3 months
to drink it, bhe or she would 'be allowed to make only 72 gallons a year, 6 gallons
a month.

Surely it would be Improper for a law to say In one place, "You can make 100
gallons a year," but then add in another place, "It is illegal for you to make more
than 72 gallons a year if you age your beer properly."

Things would be even worse for a household with more than 1 individual in it.
The -twin bills say such a household would be allowed to make 200 gallons a year,
but the actual limit would be 72 gallons a year if the beer were to be aged 3
months and if the householders were to spend 3 months drinking it.

Moreover, 3 months' aging for beer is a minimum. Home brewers who desire
the utmost in quality age their brew for 4, 5, 6 months, even more in some cases.
If the twin bills were to become law, such dedicated hobbyists would be restricted
to an absurd degree.

Thus, the effect of HR 2028 and S 2930 would be: the worse your beer, the more
you could make-the better your beer, the less you could make. The faster you
were to drink it, the more you could make-the slower you would drink it, the
less you could make. You could make the limit of 200 gallons a year the twin
bills promise, but only if you were to drink green beer, bed beer, "aged" only
24-25 days-and you would have to drink all of each in 1 month if you were to
have beer on hand at all times.

Nothing of the sort would happen under Senator Cranston's bill, S 3191. The
limits of 100 and 200 gallons a month would be genuine.

We support the Cranston bill with enthusiasm.
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If you want home brew on hand at all times,
and if you make I batch a month,
HR 2028 would allow you to make only this much:

FAge your beer 3 months

take I month take 2 months take 3 months
to drink a batch to drink a batch to drink a batch

maximums: maximums: maximums:
batch, 7 1/2 gallons batch, 6 2/3 gallons batch, 6 gallons
1 year, 90 gallons 1 year, 80 gallons 1 year, 72 gallons

Age your beer 2 months

take 1 month take 2 months take 3 months
to drink a batch to drink a batch to drink a batch

maximums: maximums: maximums:
batch, 10 gallons batch, 8 4/7 gallons batch, 7 1/2 gallons
1 year, 120 gallons 1 year, 102 6/7 gal. I year, 90 gallons

Age your beer 1 month

take 1 month take 2 months take 3 months
to drink a batch to drink a batch to drink a batch

maximums: maximums; maximums:
batch, 15 gallons batch, 12 gallons batch, 10 gallons
1 year, 180 gallons I yer, 144 gallons 1 year, 120 gallons

Senator BYD. The next panel consists of Senator Thomas Kuchel
representing the Petersen Publishing Co.; James Pratt, vice president
and director of taxes, General Mills, Inc., accompanied by Roger Sher-
man, manager of taxation, Pillsbury Co.; and Mr. Townsend Hoppes,
president, American Association of Publishers.

Welcome, gentlemen. Senator Kuchel, we are glad to see you back at
this committee again.

Mr. KucIIEL. Thank you very much, Mr. Chairman.

STATEMENT OF THOMAS H. KUCHEL, ESQ. ON BEHALF OF PETER-
SEN PUBLISHING CO.

M r. KUCHEL. Mr. Chairman, I am Thomas Kuchel. I am a partner in
the law firm of Wyman, Bautzer, Rothman, & Kuchel, whose prin-
cipal offices are in Los Angeles.

\Ve represent Petersen Publishing Co., also of Los Angeles, a pub-
lisher of sundry magazines. Accompanying me here today is Mr.
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Chapin Carpenter, the executive vice president of the Magazine Pub-
lishers Association and I think I may say on this occasion I speak on
behalf of the Magazine Publishers Association as well as, particularly,
our own client.

Mr. Robert McI)avid, a certified public accountant with Petersen
Publishing Co. over the years, came with me here from California but
was compelled to return home suddenly over the weekend because of an
emergency in his family.

1Peterse'n sells its magazines through a national distributor to retail
outlets, and it sells not only the number of copies which the parties to
the contract of sale anticipate will be sold to the general public, but it
also sells an additional number of copies which will be used for display
piirposes only and which the parties do not anticipate will be sold.

Petersen agrees, again by contract, to accept the return of the un-
sold copies which are used for display purposes, or for advertising pur-
poses. And when the next issue of the magazine is published and
shipped to the retailers, the unsold copies of the prior issue, now for all
intents and purposes dead and perished, are returned to Petersen. In
actual practice, the cover pages of the prior issue are torn off and
returned.

Petersen is an accrual basis taxpayer. Under IRS rules, Petersen is
required to include in its income the sale of magazines based on the
total number of copies which are shipped to the retail distributors, in-
cluding those copies shipped for display purposes only. When the new
issue arrives, and copies of the prior issue are returned to Petersen,
Petersen reduces its income accordingly. But if the sale occurs in one
taxable year, and the return occurs in the following year, Petersen is
not permitted to reduce its income in the year of sale, but, instead, in
the. year of return.

In other words, if the taxable year concludes on the last day of
)ecember and copies for display purposes are returned to Petersen in

,January representing the December issue of the magazine, perhaps the
November issue of the magazine--quite conceivably the September is-
sue of the magazine-Petersen is not allowed, by the IRS, to reduce its
income accordingly for its taxable year, but must reduce its income in
the next, year in which the actual return of the copies takes place.

This, r. Chairman, is unfair. Petersen is deprived, by this method
of accounting. to reflect accurately its income subject"to tax.

The bill before you corrects this distortion by providing a new ac-
count ing procedure. VUnder the bill, an accural basis publisher of maga-
zines may elect to exclude from its gross income for the taxable year the
income attributable to those copies of magazines used for display pur-
poses which are returned to him within 2 months and 15 days after
the close of the taxable year. That is to say, up to the date upon which
the corporation would normally file its return.

The bill requires that, at the time of sale, the publishers have a legal
obligation to accept return of the unsold copies. It provides further
that in the first year that the section is made by the accrual basis pub-
lishers. the reduction in taxable income for that vear be taken into ac-
count over a 5-year period, to diminish the impact on the Treasury.

This bill was introduced in the beginning of the last Congress after
Petersen appeared before the late, able Chief of Staff of the Joint Com-
mittee, Laurence Woodworth, who agreed with the complaint of Peter-
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sen and who proceeded, through his staff, to draft the bill affecting
magazines only.

It passed the House in that form but came here too late in the last
Contrress to be acted upon by this committee.

Tihis year, practically the same bill was introduced and the spokes-
man for the publishers of paperback books and records, representing
both of those industries, came before the House committee and asked
that the bill be amended by giving somewhat similar relief to paper-
back books and records and he said then, -"The revenue impact can be
minimized by including a suspense account provision in the bill to
defer the transition year adjustment until such time as there is a de-
cline or termination of the taxpayer's business."

He also asks that the return period for the paperback books and for
the magazines be 4 months after the taxable year instead of 21,/.
months.

The magazine publishers took no part in those deliberations. The
House committee approved an amendment to provide for an election by
paperback books and records to utilize a 41/2-month period after the
end of their taxable year in order to receive returns and to account for
the value of those returns in the suspense account.

The House approved the bill as the House committee amended it and
widened its coverage, and it is before you for action.

Mr. Chairman, my words are spoken on behalf of magazines. They
are periodicals. They are somewhat like newspapers, except that they
exist for more than a 24-hour period. They are either weekly magazines
or monthly magazines, and they are all dated.

Books are not dated. Records are not dated, but magazines are. And
when the new issue comes on the newsstand, the old issue is dead.

Nevertheless, we do not take a position objecting to the amendment
of the House. We respectfully urge the members of this committee to
approve the adoption of the'bill in the wording which is before you
now.

Senator BYRD. Thank you, Senator Kuchel.
Do other members of the panel have a statement?
Mr. PIArr. Yes, please.

STATEMENT OF JAMES PRATT, VICE PRESIDENT AND DIRECTOR,
TAXES, GENERAL MILLS, INC., ACCOMPANIED BY ROGER SHER-
MAN, MANAGER OF TAXATION, PILLSBURY CO.

Mr. PRArr. Mr. Chairman and members of the subcommittee, my
name is James Pratt. I am vice president and director of taxes of Gen-
eral Mills in Minneapolis. I am accompanied today by Roger Sherman.
manager of taxation of Pillsbury Co. and by Ernest Christian and
James O'Hara, our Washington lawyers.

We support H.R. 3050 which provides the special tax accounting rule
for sales and returns of magazines, books and records. We believe it
gives a much more accurate tax basis for that industry.

I would like to call the committee's attention to a situation which,
in terms of accounting principles, is substantially identical to the prob-
lem addressed by H.R. 3050. I refer to the discount coupons that are
issued bv manufacturers. You are probably familiar with them. They
are "ceznts-off" coupons that are published in newspapers and maga-
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zines or sent out with the product. They allow the discount on the sub-
sequent purchase of the same product or of a different product.

"Cents-off" coupons are very popular with consumers. Over 60 bil-
lion were issued last year and about 3 billion were redeemed. They are
issued by more than 1,000 companies in the consumer products
industry.

Most give significant discounts on sales of the products to which they
relate and they are used by over 70 percent of the households in the
United States. These coupons are perceived by homemakers to be a
very useful way to reduce grocery prices, particularly in periods of
inflation, and they do give families of moderate income an opportunity
to make substantial savings on grocery bills.

Senator ByRD. Let me interrupt you for a minute for clarification.
Is that a part of H.R. 3050?

Mr. Putrr. It is not now a part of H.R. 3050. I am calling the com-
mittee's attention to a situation that is very similar in principle to that
addressed in H.R. 3050.

Senator BinD. So your testimony, then, is on behalf of extending
H.R. 3050 to cover this?

Mr. PRAr. Yes, sir.
These coupons have been used for over 50 years under a Treasury

regulation which allows taxpayers to set up liabilities at the end of
the year for estimated redemptions of trading stamps and coupons.
It has been possible to make such estimates with great accuracy by
using statistical data built up over many years, and this accounting
procedure is very widely used in the consumer products industry.

The Internal Revenue Service has recently, through a series of
rulings, attempted to greatly narrow the regulations governing the
tax treatment of such coupons by excluding coupons issued through
newspapers and magazines from the provisions of the regulations and
also, very recently, they have now tried to reinterpret the regulation
to exclude the so-called "in-pack/on-pack" discount coupons.

The IRS's position would almost eliminate the possibility of using
this 60-year-old regulation for consumer products companies except
in very narrow cases, such as the familiar Raleigh cigarette coupon.
We do not believe that such narrowing has any economic justification.
It creates an artificial distinction, very arbitrary, between trading
stamps and coupons on the one hand and the types of coupons that I
am talking about, the "cents-off" discount coupons, on the other hand.

We believe that such a distinction is inequitable and should be
corrected.

We urge that H.R. 3050 be expanded to include a new section, sec-
tion 3458, which would codify 50 years of industry practice and make
clear that the regulation applies to "cents-off" coupons, as well as to
trading stamps and to merchandise coupons.

A form of such amendment is contained in the House bill, H.R. 13047
recently introduced in the House by Mr. Frenzel of Minnesota. We
have, with our statement, included a complete and comprehensive
description of the coupon system and the reason that we believe that
the present attitude of the IRS is unreasonable.

We urge the committee to take this into account in their deliberations
on H.R. 3050.

I thank you very much for your attention.
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Senator BYRD. Thank you.
To get my mind clear on this matter, the bill as originally intro-

duced, H.R. 3050, applied only to magazines; is that correct, Senator
Kuchel ?

MNfr. KuCmr,. Yes, sir.
Senator BYRD. And then that was expanded in the House to include

books and records?
Mr. KUcHEL. In a little different treatment, Mr. Chairman.
Senator BYRD. And then your proposal$ is to expand it again to

take care of the coupons that you mentione
Mr. PRArr. Yes, sir.
Senator Bym. Thank you.
Mr. Hoopes?

STATEMENT OF TOWNSEND HOPES, PRESIDENT, AMERICAN
ASSOCIATION OF PUBLISHERS

MIr. Ilootrs. Mr. Chairman, my name is Townsend Hoopes and I am
the president of the American Association of Publishels. Accompany-
ing me are Robert Klayman of the Washington law firm of Caplin
an( Drysdale; Cary Sherman of the Washington law firm of Arnold
and Porter; and Charles Ruttenberg of the Washington law firm of
A rent, Fox, Kintner, Plotkin and Kahn.

Mr. Klayman represents the Association of American Publishers
in connection with the consideration of H.R. 3050. Mr. Sherman and
Mr. Ruttenberg represent, respectively, the Recording Industry Asso-
ciation of America and the National Association of Recording
Merchandisers.

Because we share common interest, and in order to conserve the time
of the subcommittee, I am testifying on behalf of all three of these
associations.

Members of the Association of American Publishers publish more
than 90 percent of the paperback books produced in the United States.
The member companies of the two recording associations create and
market about 90 percent of the sound recordings sold in the United

States.
We are here to urge the enactment of H.R. 3050 and, in this regard,

I wish to emphasize Just two brief points. They are covered in greater
(lei)th in our joint statement which has been submitted for the record.

The first point is that, in the case of producers and distributors of
magazines, paperback books and records, I4.R. 3050 provides a sig-
nificant improvement in the tax accounting rules for reporting income
on merchandise which is sold subject to a right of return.

All three of these industries experience a high percentage of returns,
ranging from 20 to as much as 60 percent of the initial distributions.
This is because the companies intentionally distribute more l)roducts
than they actually expect to sell so that the product will be available
at the retail level during its short demand time.

The companies are under a legal obligation to give full refund or
credit for copies not sold. Existing tax accounting rules require all
distributionss to be included in income, but fail to give credit for re-
tur s which come in after the close of the tax year. This results in
a mismatching of income and related business expenses.
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H.R. 3050 resolves discrepancy by providing that distributions
made in one taxable yJair and returned within a specified period after
that year are not includible in taxable income. The bill thus achieves a
more accurate statement of actual sales, and thus of current income,
one closer to the requirements of generally accepted principles of
accounting.

The second point I wish to emphasize, Mr. Chairman, is that under
H.R. 3050 as it passed the House, a deduction will be denied for actual
returns of paperback books and records that are received during the
first 41/2 months of the year in which the new accounting method is
first used. As a general rule, changes in method of accounting result
in a duplication or omission of items of income or deductions in the
charge year.

Recognizing the need to prevent such duplications or omissions, the
Congress, in 1954, enacted section 481 of the Code which corrects this
situation by spreading the adjustment amount over a period of years.

Under H.R. 6050, the change in the method results in the loss of
deductions for certain actual returns. In the case of magazines, as
Senator Kuchel has said, the bill provides that these lost deductions
will be recovered over a 5-year period.

In the case of paperback books and records, however, H.R. 3050
provides that section 481 will not apply at all. Instead, the lost deduc-
tions will be placed in a suspense account. This has the effect of deny-
ing the taxpayer the benefit of these deductions until the taxpayer goes
out of business.

We believe that the treatment of the transition year adjustment pro-
vided for the magazine industry in this bill is fair and equitable and
that the spreading technique providedd by section 481 should be ex-
tenlded to the paperback book and sound recording industries as well.

There is no equity in a provision that places deductions to which tax-
payersare entitled' in suspense for an indefinite period of time.

With this one change, Mr. Chairman, we strongly urge that the
Financp Committee approve H.R. 3050 as passed by the House.

Thank you, sir, for the opportunity to appear here today.
Senator BYRD. Thank you.
Senator Packwood?
Senator PACKWOOD. No questions.
Senator BYRD. Senator Curtis?
Senator CURTIS. Senator Kuchel, I want to make sure I understand.

Under l)resent law, if, in November, 100 copies of a particular maga.-
zinc are delivered to a retailer, another 100 in December, and after the
first of the year. they return 7 of the November issue and 7
they could not sell of the Decemher issue, then, under existing law,
he cotfld not take a deduction for those returns in the year of the sale,
is that right ? Simply because the taxpayer was on a calendar year
baf-is an(d the returns were made after the year ended?

Mr. Krcim.L. That is correct.
Senator Cuwns. And what you propose is that if the returns are

made within 21/2 months after the close of the taxable year, then a
deduction in the year of the sale would be available?

Mr. ICCnmFL. Yes. sir.
Senator Curii-s. Now, in reference to the coupon issue, is this the

problem you are trying to solve? You run an ad in a publication that
32-97S-78-9
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says send in a box-top and a dollar and get something that is worth
$3. You do not have a complete return, but you know approximately
what the anticipated response will be.

Someone sends that coupon in a taxable year different from the date
of publication, or the date the magazine was offered for sale. Under
existing law, the cost of subsidizing that sale cannot be charged in
the year that the offer was made, is that right?

Mr. PRAvir. That is basically right, Senator Curtis. What we
Senator CuRTIS. And then what is it you are seeking?
Mr. PRAvrr. I am sorry?
Senator CURTIS. What are you asking?
Mr. Pr-r. We are asking for a clarification of the present regula-

tions that make it clear that we can set up a liability at the end of the
year in which the coupon is issued based on statistical data, for esti-
mated redemptions of those coupons.

It covers not only the kind you described, but also the "cents-off"
coupons, where thev

Senator CURTIS. Wrhat kind?
Mr. P..xrr. What they call "cents-off" coupons, or discount coupons.,

where the consumer can take a c,)il)on into the store and get, say, 10
cents off on a box of cereal, something similar to that.

Senator CHITIS. Is the present law burdensome to business?
fr. PRA'1T. Yes, it is.

I inifrit say that we have been using the accounting method pre-
scribed by the regulation for many years under what we thought. was
a clear manage to (1n so. The fact is tlhat the IRS has changed their
position recently and has retroactively said that. we can no longer
use, this accounting method and that is what we are trying to correct.

The present law, really, is in a state of limbo now until this is
straightened out.

Senator CURTIS. In the overall, is there any loss of revenue?
Mr. P,'nrr. I believe, Senator Curtis, that the loss of revenue would

be quite small. The, Ser'ice has not yet really applied its new position
to very nany taxpayers. A few taxpayers have been issued assessments,
),it I doubt, there would be any large loss of revenue because the prac-
tive that we want to have confirmed is still being used by most. tax-
payers, in my opinion.

Se nator CURTIS. Well, if there is a coupon in a magazine published
in 1977 that says it will give 6 cents off on a pound of coffee, you have
a thousand of those redeemed in 1978. You want to charge tle expense
of that redemption in 1977?

Mr. PIx7r. That is right.
Senator CURTIS. Within that, same 21/2-month period?
Mr. PRATr. We would like a little different rule on that because, in

thle publishing business, of course, the returns do come in very quickly.
In our business, it takes a matter of more months than that. We would
rather use a statistical estimate than to base it on the actual returns
over a short t)eriod of months.

Senator CUmrIs. Is this practice limited to rather large companies
were the statistics and figures are available?

Mr. PTvrT. I think that most of it is. I am sure there are some
smaller organizations that do this, but it is mostly large consumer
products companies.
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Senator Ctirs. 'N'ow. to the gentleman who testified with reference
to the books, what is it that you are seeking? The paperbacks?

Mr. Iloovr.s. We are seeking, Senator, the right to deduct in the
taxable year revenues attributable to returns that come in within 41/2
months in the next taxable year.

Senator CURTIS. For paperback books. and what else?
Mr. IOoES. For paperback hooks and records, yes, sir.
Senator ClumIs. What kind of records?
Mr. Ilooio.;s. Popular records. All kinds of plhonograph records.
Senator CrTrrs. The issue is just a little different, is it not? In one,

nobody wants them because they do not like them, or it does not appeal,
right?

In reference to the magazine. they do not want to read the October
issue when the January issue is available, is that right ? Is that the
difference ?

Mr. ILoopEs. I think that is a difference, but I think there are con-
siderable similarities in that we are dealing with consumer products
of high topicality in each case. Mass paperback books are sold en masse
in airports and other places.

Senator CURTIS. Al' these sold on consignment ?
Mr. Iloopus. It is as if they are sold on consignment, yes, sir. The

publishers, both of books and records, have the obligation to take
back returns.

Senator Ciuris. Would what. vou are advocating here have an ap-
plicationi to all merchandise sold on consignent ?

'Mr. I looi i:s. It would not. ;ti our case, no, sir.
Senator CtURTiS. That is all.
Senator Byni). Thank you, Senator Curtis.
On the coupons, over a period of time, will that not be a wash,

whether you use the present system or whether you go to the system
that you are recommendin g?

Mr. Pax'rr. It is basically a timing difference, Senator, but the prob-
lent is that if you are forced to switch methods and continue to issue
coupons over a period of years, of course, you have a permanent cash
loss because you are not allowed to accrue a liability that exists at the
end of each year. In other words, you never catch up with what you
lost, the year of the changeover.

Coupons have grown over the years and, of course, any time that
you are required to change accounting methods you have to pay a big
tax to the Internal Revenue Service and you do not really get that
back, on a cumulative basis, until you either go out of business or you
drop your coupon business entirely.

Senator B13--,. Well, in regard to Senator Kuchel and Mr. Hoopes'
situation, what will be done with the funds due to be refunded under
the old rule if a company elects to be covered under the new methods?

Mr. IooPEs. I think the bill provides, if I may say so, in the case
of magazines for a recovery by the taxpayer over a 5-year period. The
impact of the transitional adjustment will be spread over 5 years, in
the case of magazines.

As the bill is now written, the transitional adjustment will go into
a suspense account in the case of paperback books and records, and
we are recommending that a comparable spreading technique be
applied, as in the case of magazines.
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Mr. KUCIIWL. r. Chairman, may I comment on that?
Senator BYRDn. Yes.
Mr. KUCIIEJ. Mr. Chairman, I think your question concerns the.

transitional year when the taxpayer elects, as he is given the right to
do here.

Senator BYRD. Right.
Mr. ILUCHEL. The magazine publishers must spread out the money

represented by the transitional year over a 5-year period, whereas, as
my friend hns suggested, the book publisher or record manufacturer
must establish for that one transitional year a suspense account.

That was written into the bill in the House to lessen the impact on
the Treasury and the Treasury Department's position pretty generally
approves the bill before you, with one caveat directed at our people.

Tle Treasury I)epartment, according to your staff, believes that the
relief provided by the bill should be allowed only to those taxpayers
who, in the year they elect the new method of accounting, establish a
suspense account to delay the reduction for goods returned during the
year the election is made or the due date, without extension of time, for
filing, the income tax for the prior year.

Requiring a st)spense account, says the Treasury, would prevent a
substa ntial revenue loss in the year of enactment.

However, it says, Mr. Chairman, in the case of an election to ac-
count for magazine returns under the bill, if it is determined, and it
means by this committee and by the Congress, that amortization of
the transitional adjustment is preferable to the establishment of a sus-
pense account-and it is confining this comment to magazines-the
Treasury Department recommends that the normal 10-year amortiza-
tion period for such adjustments be used instead of the 5 years which
the bill does.

I would like t6 point out, too, Mr. Chairman-just one more sen-
tence-we are giv-en the 21/2-month period in which to accept returns
after the close of the taxable year. The way the bill reads before you the
paperback and record people are given 42 months.

I just want to say that the magazine people do not quarrel with what
the. House did, and I again urge your favorable consideration

Senator BYRD. Well, in regard to the 21/2 months and the 41 months,
does the corporate report not have to be filed within 21/2 months fol-
lowing the close of the fiscal year?

And. if so, how would the 21 /-month proposal be handled?
Mr. 1loopES. Mr. Chairman, I would like to refer to my counsel to

answer that question. I can tell you that the 41/2 months was developed
because it. is consistent with the pattern of distribution and return in
the paperback and record industries, but in technical response to your
question, let me refer to counsel.

Mr. KrAY~r.N. Mr. Chairman, my name is Robert A. Klayman and
I will respond to your question.

We are dealing here with corporations in these various industries,
and corporations are permitted an automatic extension of a 3-month
period for filing their returns. And, even without regard to this legis-
lation, almost all corporations avail themselves of that, so their re-
turns are actually filed 51/2 months after the close of the preceding
year.

The reason for the 41/-month period would be that it would permit
the recognition of the returns that come in after the year in keeping
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with the practices of these industries and still not require any addi-
tional extensions of time, because you would have from 41/ months to
51/2 months to get the returns prepared.

Senator BYRD. You say the 3 months extension is automatic? Three
months extension beyond the 2 ?

Mr. K IAY.tAN. If it is requested.
Senator BYD. Thank you.
Senator Packwood?
Senator PACKWOOD. I have no questions.
Senator BxRD. Thank you, gentlemen.
[The prepared statements of the preceding panel follow:]

STATEMENT OF ROBERT H. McDAVID

SUMMARY OF PRINCIPAL POINTS

The statement explains the reasons why magazine publishers are erroneously
taxed on their newsstand sales and how H.R. 3050 will provide relief.

STATEMENT

My name is Robert E. McDavid. I am a Certified Public Accountant repre-
senting Petersen Publishing Company, Los Angeles, California.

My statement relates only to the portion of H.R. 3950 pertaining to publishers
who sell magazines on newsstands. It explains why those publishers need H.R.
3050. a Bill titled "Tax Treatment of Magazines, Paperbacks and Records".

Publishers distribute more copies of magazines to newsdealers than will be
sold in order to obtain effective newsstand display. A reserve for return of un-
sold copies, having a dollar total equal of the sales value of the estimated over-
shipnient, Is es'tablished concurrent with the date of shipment.

Magazines are sold to newsdeale±s on a fully returnable basis. Newsstand maga-
zines have a predetermined on-sale period and upon expiration of that period,
the next subsequent Issues are delivered to newsdealers and the unsold copies of
the off-sale issues are returned to the publishers for credit.

It Is not unusual for pulishers to show a reserve balance applicable to three
separate issues. Normally two of the three issues are off-sale and the unsold
copies are in the process of being returned. Open reserve balances have little or
no effect in the determination of actual final sales. The sales results were pre-
determined when the reserve for returns was established.

The Internal Revenue Service, in its interpretation of the Code, maintains that
unsold magazines must Le received by publishers before they can be used to re-
duce the sale dollar value of the original gross shipments to newsdealers. This
means that, at tax year-end, all reserve balances, including reserves applicable to
off-sale magazines, must be added to the true sales to determine taxable Income.

This inequity in the Internal Revenue Code requires publishers to pay income
tax on non-existing income. It Is a prepayment of tax that Is not owed. It deprives
time publishers of the use of their funds that may be needed to operate and ex-
pand their businesses.

H.R. 3050 will permit publishers to take Into account unsold magazines received
from newsdealers within two months and fifteen days after the close of their
tax year. This extra time of 75 days, to receive and process returned magazines
that were sold in the prior year, will alleviate to a large extent, the present tax
inequity. It will also reflect taxable income In the year earned.

I urge your approval of H.R. 3050.

STATEMENT OF JAMES PRATT, VICE PRESIDENT AND DIRECTOR OF TAXES, GENERAL

MILLS, INC.

SUMMARY

1. We support the principle In H.R. 3050, which provides a special method of
accounting for publishers and distributors of magazines, books, and records.

2. Since 1918, Treasury regulations have provided a similar method of account-
ing for manufacturers of food and other products who Issue redeemable coupons
and for trading stamp companies.
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3. H.R. 3050 should be expanded to codify in statutory form this long-standing
method of accounting for coupons and trading stamps.

4. Over one thousand companies issue coupons, and coupons are used by two
,out of every three families as an integral part of their shopping for food and
other basic essentials.

5. After 60 years, the Internal Revenue Service has "reinterpreted" the regu-
lations, and in Revenue Ruling 78-212 held that this method of accounting does
not apply to "media" coupons and "cents-off" coupons.

6. In order not to disrupt the coupon system or to create arbitrary distinctions,
H1.R. 3050 should reaffirm the application of the method of accounting to "media"
and "cents-off" coupons.

STATEMENT

Mr. Chairman and members of the Committee. My name is James Pratt, Vice
President and Director of Taxes. of General Mills, Inc., in Minneapolis, Minne-
sota. I am accompanied by Mr. Roger 'herman, Manager of Taxation, of Pills-
bury Company, who supports my statement. We are also accompanied by Mr.
Ernest S. Christian, Jr., of the Washington, D.C. law firm of Patton, Boggs &
Blow.

H.R. 3050 provides a special tax accounting rule in the case of sales and returns
of magazines books, and records. When, for example, a publisher or distributor
of a magazine sells a quantity of magazines to a dealer, he is obligated to re-
purchase so-called "returns" which the dealer does not sell to customers. However,
many such "returns" do not come back to the i)ublisher or distributor for repur-
(hase until several months after the end of the taxable year in which the maga-
zines were sold. Accordingly, in order accurately to reflect income, H.R. 3050 per-
mits an accrual method publisher to accrue for the taxable year in which the
magazines were sold. the expense of repurchasing magazines which are returned
within 2 months after the end of the taxable year. Absent the special method
of accounting that would be added by proposed new Code section 457, an accrual
method publisher or distributor would be required to prepay taxes he does not
owe.

We support the principle of H.R. 3050. However, we believe that H.R. 3050 is
0oo narrow in scope. H.R. 3050 should be expanded to apply the same tax account-

lng principle to redeemable coupons and to trading stamps which present an
.exactly similar situation.

Indeed, since 1918, the Treasury regulations, § 1.451-4, have provided a com-
parable method of accounting for redeemable coupons and trading stamps. When,
for example, an accrual basis manufacturer of food products such as General
Mills. Inc., sells products during the taxable year, and also issues redeemable
coupons to consumers of such products, its income is the price for which the prod-
ucts were sold minus its liability to redeem the coupons. But, like returns of
magazines, many coupons do not come in for redemption until after the end of
the taxable year. Unlike returns of magazines, however, coupons do not all come
In for redemption within a period of 21/2 months after the end of the year.

Nevertheless by using statistical data built up over many years, and methods
prescribed by the Treasury, the number of coupons that will be presented for
redemption can, as of the end of the taxable year, be predicted with a high degree
of accuracy. Thus, Treasury Reg. § 1.451-4 has for 60 years provided that the
amount of such liability is to be estimated and accrued as of the end of the tax-
able year. Any slight inaccuracies are taken into account in subsequent accruals
for estimated future redemptions.

This method of accounting for coupons and trading stamps has worked well
for many years and insofar as Is known, no problems of inaccuracy or misuse have
ever been associated with it. Absent this method of accounting, thousands of
manufacturers and all trading stamp companies would have to prepay taxes
they do not owe.

Redeemable coupons, as well as trading stamps. play a large and vital role
in the efficient retail distribution of goods at the lowest price to consumers.
Redeemable coupons are moqt prevalent in the sale of dry packaged food
products, but are also used to a substantial extent in the sale of household
products. toiletries, drugstore items and the like. Over one thousand manu-
facturers all over the country now issue coupons. The issuance and use of
coupons is increasing. The annual volume of coupons issued Is now approximately
60 billion; compared to about 45 billion coupons issued in 1976 and 35 billion
coupons issued in 1974. This greater importance of coupons is significantly at-
tributpble to increasing inflationary pressures on the price of food and other
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basic consumer purchases. It is obvious that the discounts offered by coupons
assume greater importance when family budgets-for food and other essentials
are squeezed tighter by inflated price levels.

The average redemption value of a coupon is 15 cents-often as much as 25
percent of the cost of the merchandise. Coupon discounts are especially important
to large families. Coupon usage is particularly high in large urban areas where
there are concentrations of low income families. However, coupon usage is
widespread throughout the nation. Two out of every three families use coupons
as in integral part of their shopping. Coupons are a means by which manufac-
turers ,selectively provide discounts to those families to whom discounts are the
most important, and are the only effective way of assuring that these discounts
are actually passed on, beyond the retailer, to the consumer.

Thus, as it is important to provide in H.R. 3050 the special method of account-
ing for magazines, books, and records, it is also important to perpetuate In
statutory form the long-standing, and similar, tax accounting rule for coupons
and trading stanips which has been contained in the regulations.

The greater certainty and more uniform application provided by a statutory
rule will facilitate the increasingly vital role of redeemable coupons rad trading
stamps in ameliorating to some extent the spiraling inflationary pressures on
the prices of food and other basic consumer products.

The need to reaffirm this method of accounting is made particularly timely by
recent actions by the Treasury and the Internal Revenue Service.

Although the language of the regulations has not been changed, after over a
half century, the Internal Revenue Service has arbitrarily reinterpreted Reg.
§ 1.451-4. On June 5, 1978, Revenue Ruling 78-212 announced that this method
of accounting does not apply to so-called "media" coupons which are issued by
manufacturers in newspapers and other publications. Revenue Ruling 78-212
also held that this method of accounting does not apply to so-called "centsoff"
coupons which entitle the consumer to a discount on a subsequent purchase.
-('ents-off" coupons have been in use, and subject to this accounting method,
at least since 1927. Such a reinterpretation, after 60 years, Is as a basic proposition
unjustified. The gromds stated in Revenue Ruling 78-212 are also erroneous.

The result is to disqualify nearly all coupons, to require substantial prepay-
ments of tax by some issuers of coupons but not by others, and to disrupt the
efficient distribution and discount system represented by coupons. Hundreds of
manufacturers all over the country are directly affected, and many millions of
consumers are indirectly affected.

Revenue Ruling 78--212 not only creates inconsistent and random distinctions
between different forms of coupons where no differences in substance exist, it
would also create unjustified differences between coupon on the one hand and
trading stamps on the other. For example, all trading stamps, as well as a
few coupons, presumably would remain under the method of accounting pre-
scrihed by the regulation and have the competitive advantage of not being re-
quired to prepay tax. Ultimately, the Internal Revenue Service may also deny
the application of this method of accounting to trading stamps. Otherwise, it
may maintain a totally arbitrary position in which one taxpayer is required to
prepay tax and another not.

Accordingly, we would urge that H.R. 3050 be expanded to add proposed new
section 458 to the Internal Revenue Code which would codify the historical
method of accounting in the regulations and reaffirm its application to "media"
coupons and "cents-off" coupons, as well as to trading stamps and the other re-
deenmable coupons to which the regulation has applied. A form of such amend-
ment is contained in H.R. 13047, which was recently introduced in the House by
Mr. Frenzel of Minnesota.

A complete description of the coupon system, and the types of coupons in use,
is set forth in an appendix to my prepared written statement.

I thank the Committee for its attention.
June 19, 1978.

APPENDIX TO PREPARED WRITTEN STATEMENT OF JAMES PRATT

BRIEF DISCRIPTION OF TRADING STAMP AND COUPON SYSTEMS

A. Trading stamps
Every shopper Is familiar with trading stamps. Although there are many

trading stamp companies and stamps, perhaps the most well-known are S&H
"green" stamps. A trading stamp company Issues the stamps by selling them for a
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specific price to a retailer. The retailer then distributes them to his customers in
proportion to their purchases from him. Any particular dollar amount of pur-
chases entitles the customer to a specific number of stamps. Typically, when
the purchaser has accumulated a sufficient number of stamps, be can redeem
them for merchandise at a redemption center maintained by the trading stamp
company. The redemption center stocks a wide variety of consumer merchandise-
each item of which has a price expressed as a number of trading stamps.

Thus, in essence, the trading stamp system is a method by which each retailer
promotes his own sales, at his own expense, by allowing a discount to his
customers in the form of redeemable stamps which he has purchased from the
issuer-the trading stamp company.
B. Redeemable coupons

Although equally familiar to every shopper, the redeemable coupon system
is somewhat more complex and varied. In this case, the manufacturer of a
product issues the coupons in connection with a sale of that product by a
retailer. The most typical case is where the manufacturer of a product issues
a coupon entitling a consumer to a specified discount on the retail purchase of
one of the manufacturer's products. The consumer takes the coupon to one of
the retail stores which sell that product. The retailer allows the discount on the
retail sale by him, collects the coupon, and then sends the coupon to the manu-
facturer who issued it. The manufacturer then redeems the coupon by cash
payment to the retailer.

Coupons are issued in several ways. So-called "media" coupons are issued
gratuitously in newspapers, magazines and the like. A potential customer may
clip out the coupon, take it to any store which sells the product, and apply it
against the price. Sometimes such coupons are distributed to potential custo-
mers by direct mail or by circulars. Similar to "media" coupons are "in-ad"
coupons, inserted by the manufacturer in the retailer's weekly advertisements.
Coupons may also be Issued by. attaching them to a product. This Is the familiar
"in-pak/ou-pak" coupon. In this case, a consumer who purchases the manuf'ic-
turer's product at a retail store obtains not only that product, but a redeemable
coupon also. In relative amounts, about 92 percent of all coupons issued are
"media" coupons, and about 8 percent are "in-pak/on-pak" coupons. However,
the redemption rate on "in-pak/on-pak" coupons is three times greater.

Coupons may also be used or redeemed In several ways. A "cents-off" coupon,
whether issued In the media or attached to a product, entitles that user to a
discount of a specified amount on the purchase of merchandise. If such a coupon
is an "in-pak/on-pak" coupon, the merchandise for which it can be exchanged
may be the same product as the item to which the coupon was attached, or may
be some other product.'

Other coupons widely in use are much like trading stamps: once the con-
sumer has accumulated the required minimum number of coupons. he may ex-
change them for an item of merchandise or, occasionally, for cash. It is relatively
rare that a single coupon will entitle the user to obtain cash or to obtain a whole
item of merchandise without the payment of at least part of its price.

The result of all coupons, however issued and however redeemable, is to create
a liability on the part of the issuer to redeem them and to reduce the effective
price of a wide variety of consumer products in connection with which coupons
are issued.

ROLE AND SIONIFICANCE OF COUPONS

Coupons play a large and vital role in the efficient retail distribution of
goods at the lowest price to consumers. Redeemable coupons are most preva-
lent in the sale of dry packaged foods, hut are also used to a substantial extent
in the sale of household products, toiletries, drugstore items and the like. Today,
approximately one thousand different manufacturers Iss:e coupons in con-
nection with the retail sale of their products and two out of every three house-
holds use coupons as an Integral part of their regular shopping.

Tho Issuance and iie of coupons i. increasing. The annual volume of couponC
Issued is now approximately 60 billion; compared to about 45 billion coupons

'When a coupon on one product may be applied against the purchase of a different
product. It is called "cross-couponing". That type of coupon arrangement Is, however, rela-
tively minor in amount.
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issued in 1976 and 35 billion coupons issued in 1974. This greater importance of
coupons is significantly attributable to increasing inflationary pressures on
the prices of food and other basic consumer purchases. During periods of high
inflation, manufacturers tend to switch part of their budgets out of advertising
and into coupons! Advertising is primarily designed to increase sales above
existing levels. But in a period of high inflation, when the price elasticity of
demand becomes critical, the discounts offered by coupons may better serve to
maintain sales. From the standpoint of the consumer, it is obvious that the
discounts offered by coupons assume greater importance when family budgets
for food and other essentials are squeezed tighter by inflated price levels.

The discounts offered by redeemable coupons are substantial in amount. The
average face value of redeemable coupons is about 15 cents each and the average
price of food products purchased with coupons is about 60 cents--a discount
of roughly 25 percent. In the aggregate, the total sales price of food products
purchased with coupons is about $1 billion annually, ultimately reduced by
about $250 million in coupons redeemed. If all available coupons on all products
were in fact used by consumers, the savings would be about $8 billion annually,
or about $112 per household.

The potential savings to consumers who maximize the use of coupons, as well
as the high degree of interest among shoppers, is illustrated by an article at
page 107 of the May 22, 1978 issue of People magazine. By assiduous, systematic
use of all available coupons, a young housewife was able to feed her family of
three on $10 per week. After appearing on a local television program, she re-
ceived 80,000 letters inquiring about her coupon techniques. Since then, she
has begun the publication of a newsletter to keep other consumers informed.

The importance of coupons Is, however, not limited to the absolute amount
of the discounts and indirect price reductions involved. Perhaps more important
is the way the coupon system works In selectively providing the discounts, at
the least cost, to those consumers to whom the reducton in price is most
significant. In effect, coupons provide a discount at the option of the consumer.
Those consumers who are not motivated to save the coupons and use them will
rceive a discount. Those consumers to whom the reduction in price is less
important will not save the coupons, and will thus pay the full price for
their purchases. Accordingly, a manufacturer, through the mechanism of the
coupon system. iQ able to offer a larger price reduction to those who desire it,
than he could by merely reducing the basic price of his product across-the-board.
Moreover, coupons are the only mechanism by which a manufacturer can as-
sure that discounts and indirect price reductions are actually received by con-
sumers. If the manufacturer merely reduced the wholesale price of products,
the reduction might be taken up by the retailer and not passed on to the
consumer.

Efficient shoppers in all parts of the country use coupons, without regard to
income level, family size or age. Nevertheless, there are variations. Coupon usage
is greatest among large families. The data indicate that 78 percent of large
families use coupons, and only 60 percent of small families use coupons. Cou-
pons are, in fact, the only practical way of allowing what amount to volume
discounts. where numerous small items are bought intermittently, as needed,
at many different retail stores.

In addition, the greatest potential beneficiaries of coupons are low and mid-
(le income families. Some data indicate that middle and upper income families
use the most coupons; but those famlies also purchase the most merchandise.
On the other hand, when expressed as a percentage of family income or as a
percentage of the family budget for food. coupon discounts loom largest for
lower income families. Some indication of this relative importance Is the unusu-
ally high incidence of coupon usage by consumers in New York City, in Chicago,
and In other areas where there are large concentrations of urban families, many
of whom have lower incomes. Typically, a family in the income bracket of
$5.000 to $10,000 would spend $29.72 per week for food. On the average, cou-
pons provide such a family about 1 days of "free" food per year. Many low
income families who maximize the use of coupons achieve a much greater sav-
ings on the food costs.

S Wall Street Journal, June (, 1978, p. 20.
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TAX TREATMENT OF TRADING STAMPS AND COUPONS

A. Historical application of method of accounting '
The income of an accrual basis manufacturer who issues coupons in con-

nection with sales of his product is the amount for which he sold the product
minus the amount he has paid to redeem coupons during the taxable year, and
minus his liability for future redemption of coupons which, as of the end of the
year, have not yet been presented for redemption.

Since 1918, Treasury regulation § 1.451-4 and its predecessors,' have provided
that the liability for future redemption is to be accrued at the end of the taxable
year. The amount of such accrued liability is to be determined by estimating the
number of coupons outstanding that will be presented for redemption, and by
multiplying that number by the average cost of redeeming each such coupon.
The Internal Revenue Service has prescribed detailed procedures for making
these estimates. Over many years, the industry as a whole, and each manu-
facturer individually, has built up a substantial statistical base. As a result,
the number of coupons which will be presented for redemption can be estimated
with great accuracy. Although there are variations among different companies
and types of coupons, on an industry-wide average, about 5 percent of the
coupons issued are ultimately presented for redemption. The average rate
of redemption on 'in-pak/on-pak" coupons is, however, about 11 percent.

Insofar as is known, there have never been any significant problems of misuse
or inaccuracy associated with this method of accounting for stamps and coupons
prescribed by Treasury regulation § 1.451-4. Without this method of accounting.
issuers of trading stamps or coupons would be required to prepay substantial
amounts of taxes which, in fact, they do not owe. It is clear at the time of issu-
ance that a certain amount of the coupons will be presented for redemption. The
only question is with respect to a very small margin of variance around that
base amount; and even that variation can be predicted with sufficient accuracy
to permit accrual of the liability-especially in view of the procedure in Treasury
regulation § 1.451-4 for adjusting any small inaccuracies that may occur.

Over the period of years since 1918, this method of accounting for coupons has
in various respects been broadly interpreted in order to give effect to its intended
meaning. See Gunn Bro.q. Stamps, Inc. v. United States, 75-2 USTO § 9740 (N.D.
Tex. 1975); Brown & Willian.son Tobacco Corp., 16 T.C. 432 (1951); United
States v. Morrison Stores of Fairmont, 99 F. 2d, 77 (4th Cir. 1938) ; and Cream-
ette Company, 37 B.T.A. 216 (1938). Historically, the method of accounting pre-
scribed in Reg. § 1.451-4 has applied to "cents-off" coupons, "media" coupons,
and the other types of cash and merchandise coupons previously described.
"Cents-off' coupons, for example, have been in use by one malor manufacturer
of household products at least since 1927, and the Raleigh coupons have been in
use at least since 1932.
B. Recent reinterpretation by Internal Revenue Servtce

After more than a half century, the Internal Revenue Service has now under-
taken to reinterpret Treasury regulation § 1.451-4 in a manner contrary to its
historical application and Intended meaning.

Although the language of the regulation has not been changed, on June 5, 1978,
the Internal Revenue Service published Revenue Ruling 78-212 which held that
the method of accounting prescribed in Reg. § 1.451-4 does not apply to "media"
coupons or "in-ad" coupons, and does not apply to "cents-off" coupons, however
issued.

The result is to disqualify nearly all' coupons, to require substantial prepay-
ments of tax by some issuers of coupons but not by others, and to disrupt the
efficient distribution and discount system represented by coupons. Revenue Rul-
Ing 78-212 also creates inconsistent and random distinctions between different
forms of coupons where no differences in substance exist, and would create fur-
ther unjustified differences between coupons on the one hand and trading stamps
on the other. For example, all trading stamps, as well as a few coupons, would
remain inder the method of accounting prescribed by the regulation and have
the competitive advantage of not being required to prepay income taxes.

3 T lq h1lcucsinn is equally applicable to trading stamnR. It Is, however, concentrated on
rn d mrnhie coupons because it is coupons, not stamps, that would be affected by Revenue

4 RHe. 45, Art. 88 (Revenue Act of 1918).
widelv used and accepted duita Indicates that the overwhelming majority of all coupons

historically covered by Reg. 1 1.451-4 would be disqualified.



135

A reinterpretation of the historical meaning of Reg. § 1.451-4, after many dec-
ades and countless audits of taxpayers, is unwarranted as a basic proposition.
A sudden 6 and drastic change of such magnitude and consequences, based on
such tenuous grounds is, in the opinion of many, sufficiently arbitrary to be un-
authorized. See Fribourgh Navigation Company v. (Jommieaioner, 383 U.S. 272
(196).

At best, this recent action by the Internal Revenue Service is an example of the
type of tax administration that ought not occur.

Wholly apart from the broader considerations of sound tax policy and ad-
ministration, the new interpretation of Reg. § 1.451-4 utterly departs from logic
and the plain meaning of the language in the regulation. The narrow technical
grounds stated in Revenue Ruling 78-212 simply do not support its conclusion
that "niedia", "in-ad", and "cents-off" coupons suddenly are outside the scope of
Jleg. § 1.451-4. To understand this most clearly, it is necessary to go back to
the basic purpose of Reg. §1.451-4.

The inethod of accounting in the regulation is designed to achieve, In the special
circumstances of coupons, essentially the same result as would occur if the
amount of coupons issued were exactly equal to the amount of coupons the manu-
facturer ultimately would have to redeem. If all coupons issued during the year
were certain to be redeemed, there would be no need for Reg. § 1.451-4. Under
the basic accrual accounting rules in the Code, the manufacturer's accrued income
from total sales of all products during the year properly would be matched with
his total accrued liability to redeem in the future any coupons issued during the
year. 8uch tortured distinctions as Revenue Ruling 78-212 seeks to make between
different coupons would be irrelevant; as would the Pnternal Revenue Service's
new inmdstence on trying to match particular coupons with particular items of
merchandise. Reg. § 1.451-4 serves only closely to approximate the same result
by nieanus of estimating the number of coupons that will be redeemed. Therefore,
distinctions between different coupons and attempts at item-by-item matching
are equally irrelevant to Reg. § 1.451-4.

Nevertheless, Revenue Ruling 78-212 concludes that "media" and "in-ad"
coupons are disqualified because, it is said, they are not issued "with sales".
The l)urportedly critical phrase in Reg. § 1.451-4(a) (1) is as follows: "an ac-
crual basis taxpayer issues trading stamps or premium coupons with sales". But
the terni "with sales" is only descriptive, not limiting in any technical sense. In
view of the pturl'ose of Reg. § 1.451-4, the meaning of "with sales" is obvious.
The term "with sales" means no more than "associated with sales" or "in con-
nection with sales". The whole point of the regulation is to determine the
amount of the manufacturer's actual income from the sale of products, taking into
account his liability for coupons which are related to sales of products. Where,
as part of a single sales promotion and pricing structure, a manufacturer is
clling products wholesale to a retailer and the products are sitting on the store

shelf for resale to the consumer, and the manufacturer is also issuing to potential
retail consumers coupons which they can apply to the purchase price of the
manufacturer's products, it is inconceivable that those coupons are not issued
"with sales" within the meaning of the regulation.

It is not apparent why a coupon is any more or less issued "with sales", de-
pending upon whether the coupon is delivered to a consumer by being attached
to the product or by Inclusion in the customer's morning paper. Yet, Revenue
Ruling 78-212 concludes that an "in-pak/on-pak" coupon is issued "with sales",
but that a "media" coupon is not issued "with sales". Even if the literal lan-
guage of the regulation were after 50 years subject to such an interpretation,
what conceivable reason could there be for straining to read it that way. Cer-
tainly, such a distinction between coupons is unrelated to the purpose of the
regulation, which is accurately to reflect income on an accrual basis.

Revenue Ruling 78-212 also concludes that a "cents-off" coupon, even though
issued "in-pak/on-pak", is disqualified because it is not, as the regulation requires,"redeemable in merchandise, cash or other property." Here Revenue Ruling 78-
212 undertakes to distinguish between coupons redeemable in cah or redeem-
able for the full value of an item of merchandise, and coupons which represent
only part of the value of an item of merchandise; i.e., discount or "cents-off"
coupons. Obviously, however, the right to purchase an item of merchandise at a
reduced price has value. When such coupon Is used to satisfy part of the purchase

6 It wa% not until 1973, In Revenue Ruling 73-415, which dealt with "media" coupons,
that the Internal Revenue Service began the process of dismantling Reg. 1 1.451-4 ; which
process has now culminated in Revenue Ruling 78-212.
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price ot merchandise, the user has exchanged It either for the equivalent of
cash, or, in the words of the regulation, "other property." Certainly, for other
purposes of the Code, and In other regulations of the Internal Revenue Service,
the right to purchase at a discount is treated as the equivalent of cash or as
"other property".' Thus if the redemption of a "cents-off" coupon occurs when
the consumer uses It to obtain a discount, then such coupons fall squarely within
the literal language of the regulation.

Revenue Ruling 78-212 advances further Justification for Its conclusion that
"cents-off" coupons are excluded from the regulation. The basic concept of Reg.
j 1.451-4 Is stated by Revenue Ruling 78-212 to be as follows:

"Implicit to the matching concept Is that the issuance of a coupon with the
sale of a product creates an incidental obligation in an accrual method tax-
payer that requires the taxpayer to incur additional expenses at some future
time. Money Aircraft Inc. v. United States, 420 F. 2d 400 (5th Cir. 1970). This
additional expense of coupon redemption Is properly matched with the revenue
derived from the sale of the product with which the coupon was issued."

Except for the Internal Revenue Service's new erroneous Interpretation of
"with sales", the quoted statement would be reasonably accurate had Revenue
Ruling 78-212 stopped there and said no more. But this would not support the
conclusion reached and Revenue Ruling 78-212 went on to say:

"Such right of redemption must be unconditional, that Is, the coupons must be
redeemable without additional consideration from the consumer * * *.

'The purpose of section 1.451-4 is to match, in the same taxable year, rev-
enmes with expenses Incurred In producing those revenues * * *.

"When the right of redemption of the in pak and on pack coupon is conditioned
on an additional purchase of the retailer's product by the consumer, the purpose
of section 1.451-4 of the regulation is not fulfilled * * *.

"The amount of the discount is an expense properly attributable to the revenue
derived from the second purchase and not the first because the retailer has no
obligat ion to redeem until the second purchase of its product."

In this statement of its penultimate conclusion Revenue Ruling 78-212 seems
to be saying a number of things, all of which are erroneous. First, by citing the
Mooney case, the ruling seems to be saying that, In order for Reg. § 1.451-4 to
,epply, the redemption of each coupon must be certain to occur. But that obviously
.could not be correct. The whole purpose of Reg. § 1.451-4 Is to provide a method
,of accounting based on estimating the number of stamps and coupons that will
'be presented for redemption, In circumstances whore It is clear that the vast
,majority of stamps and coupons Issued will not be re.'eemed. No stamp or coupon
Is certain to be redeemed, and if such certainty were to be required, the entire
j-egulation would be pointless.

Next, Revenue Ruling 78-212 seems to be saying that the consumer's ability to
use the coupon cannot be conditioned upon the consumer making an additional
purchase. But that obviously cannot be the case either. It is not only the "cents-
off" coupons in Revenue Ruling 78-212 that involve an additional purchase. Al-
most all "in-pak/on-pak" coupons in use, both presently and in the past, Involve
additional purchases. Certainly the coupons in use in the early days, when the
regulation was taking shape and around which it was built, Involved additional
purchases. So do trading stamps which were as recently as 1972 included in Reg.
§ 1.451-4 by a special amendment to the regulation.

A good example is the familiar Raleigh coupons in use at least as early as 1932,
And still in use today. As described by the Tax Court in Brown. & Williamson
Tobacco Corp., supra, a coupon attached to the package of cigarettes had a cash
redemption value of % of a cent. Quite clearly, the consumer had to purchase at
least one additional package of cigarettes In order to be able to get even one cent
of redemption value--which would not have paid the cost of first-c!ass postage
to mail the coupon into Raleigh for redemption. As a practical matter, only if
the consumer continued to make additional purchases over a period of time
could he accumulate coupons In a useable monetary amount. Only then could
he have them redeemed for either cash or merchandise.

Other similar coupons to which Reg. § 1.451-4 has traditionally applied are a s
follows: (I) merchandise or cash may be obtained for some specified number of
labels or box tops, but rarely for only one such top; (i1) b,ok clubs and record
clubs Issue "dividend" coupons which can only be used after the consumer has
made enough additional purchases to accumulate the number of "dividends"
required to obtain a "free" book or record.

' See sections 856 (a), 1001 (b) and 1031(b) of the Internal Revenue Code.
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Trading stamps also Involve additional purchases by the consumer. There is
nothing so worthless as one trading stamp or even tell trading stamps. The con-
sumer must accumulate a significant number of stamps in order to redeem any
of them. Moreover, there are very few individual items in a food store, for ex-
ample, which alone carry with them a sufficient number of trading stamps to
reach the minimum redeemable amount. In fact, the whole structure and concept
of the trading stamp system is based on the accumulation of stamps from a large
number of purchases over a period of time.

In viewv of tmese fais, how call Re enue Ruling 78--212 conclude that "cents-
off" coupons are outside the scope of Reg. § 1.451-4? "Cents-off" coupons are no
,n-re and no less "conditioned oil an additional purchase" than are all stamps and
nearly all "in-pak/on-pak" coupons. The logical dilemma is apparent. If the In-
ternal Revenue Service applies Revenue Ruling 78-212 only to "cents-off" coupons,
then the regulation, as so interpreted, Is sufficiently arbitrary and unreasonable
to lie unlawful. If, onl tile other hand, Revenue Ruling 78-2:2 is extended to the
other coupons and to trading shainps as its stated rationale would compel, the
regulations wouzl( apply only to a few fairly isolated coupon transactiois. A regu-
lation so narrowly confined, for no rational reason related to accrual accounting,
w-oti he sufficiently arbitrary and unreasonable to ie inla\N fill.

Two other errors liu the albove-quoted language of Revenue Ruling 78-212 must
lie mentioned. It is not correct, as Revenue Ruling 78-212 subtly implies, that the
purpose of accrual accounting in general, or the purpose of the method of ac-
counilng in Reg. § 1.451-4, is to match revenues and expenses "ill tile taxable
year" on (in il'mn-by-item basis. Moreover, even if that were the case, it would not
justify the conclusion that a "cents-off" coupon is outside the regulation because
it is an expense attributable to the revenue from the second purchase instead of
the first purchase to which the "in-pak/on-pak" coupon was attached.

This last assertion in Re' enue Ruling 78--212 is indicative of a fundamental
misunderstanding of Reg. § 1.451-4. The necessary comparison is between the
issuance of a coupon, the use by the consumer and the redemption by the Issuer. In
the case of an "in-pak/on-pak" coupon, the manufacturer issue.3 the coupon when
lie attaches it to the product and sells the product to the retailer. It is tile manu-
fa.turt-r's Ilaillty to redeem this coupon which Reg. § 1.451-4 requires to be
estimated and accrued as of the end of the year in which the coupon was issued.
The use of the coupon by the consumer in obtaining cash or merchandise Is either
the redemption or a stage in the redemption process, depending on which type
coupon is involved. If, for example, the consumer sends in four box tops to the
manufacturer in exchange for cash or merchandise, the use by the consumer is the
redemption by the manufacturer who is the issuer. If, on the other hand, the manu-
facturer issues a "cents-off" coupon which the consumer turns In to the retailer
for a discount on a purchase, the use by the consumer is only a step in the re-
demption process. The actual redemption by the issuer-to which Reg. § 1.451-4
clearly is referring-takes place when the retailer presents the coupon to the
manufacturer who redeemns It for cash.

This p4mint alone is sufficient to invalidate Revenue Ruling 78-212 as an In-
teriiretation of Reg. § 1.451-4, both in the case of "media" coupons and in the case
of "in-pak/on-pak" coupons. One need only read the regulation as follows:

"If an accrual method taxpayer issues * * * coupons with sales * * * and such
* * coupons are redeemable by such taxpayer in merchandise, cash, or other

property, the taxpayer should, in computing the income from such sales, sull-
tract from gross receipts * * *."

It is perfectly clear that the manufacturer is both the issuer and the tax-
payier and that, In the case of the "cents-off" coupon described, the taxpayer has
redeemed the coupon for cash. The fact that Reg. § 1.451-4 also refers to a re-
demption by the taxpayer in "merchandise * * * or other property" does not mean
that a "cents-off" coupon is redeemed by the taxpayer when the coupon is usr-d
at tie retail store. The reason the regulation refers to redemptions by all three
means is because the regulation also covers other types of coupon transactions,
as described, in which the consumer sends the coupon to the manufacturer il ex-
change for merchandise or other property. The foregoing is thought to ie a cor-
rect Interpretation of Reg. § 1.451-4; but even if the retailer Is considered to lio
the manufacturer's agent and the redemption by the taxpayer occurs when the
consumer Is allowed a discount on a purchase in exchange for the "ceits-off"
coupon, the taxpayer (the manufacturer) still has redeemed the coupon for the
equivalent of cash, merchandise or other property. See discussion at page 15.

Finally, In an overall assessment of Revenue Ruling 78-212, it must ht kept
in mind that the Internal Revenue Service Is, in that ruling, reinterpreting its ows



138

regulation. Thus, the tortured new interpretation of Reg. 5 1.451-4 is not the
result of being constrained by narrow, mandatory statutory language. If, after
many decades, the precise language of the regulation were somehow thought to
compel the illogical result in Revenue Ruling 7,-212, the Internal Revenue Serv-
ice coul rea(dily change the language to continue to give effect to its long-stand-
ing and intended meaning.

On the other hand, if, as Is obviously the case, tile Internal Revenue Service
no longer agrees with the method of accounting in Reg. § 1.451-4, it could, under
established procedures, revoke the regulation. Such a revocation would, under sec-
tion 7-5 of the Code, lie )roslective only. However, instead of revoking the
regulation, the Internal Revenue Service has chosen to interpret it out of exist-
ence for all taxpayers other than trading stamp companies and a few issuers of
coupons. Such de facto revocation is retroactive for 60 years and is contrary to
sect ion 7805 of the Code.

fl.R. 3050 WOULD CODIFY REG. § 1.451-4 AS IT HAS HISTORICALLY BEEN APPLIED

In order to avoid the disruption of the coupon system, and to reflect accurately
the icomne of accrual basis taxpayers, I.R. 3050 should be amended to add new
sect ion 45R' to the Internal Revenue Code.

Section 458 would codify Reg. § 1.451-4 as it has been historically Interpreted
prior to Revenue Ruling 73-415 and Revenue Ruling 78-212. Thus, the accounting
method prescribed by section 458 would apply to "media" coupons, "in-nd" cou-
poni. and "cents-off" coupons. as well as to trading stamps and to other types of
-coupons described in this memorandum. New section 458 would, however, tie
elective by the taxpayer; whereas Reg. § 1.451-4 is mandatory. In all other
respects, the new statutory rule would be the same as the regulation.".

Proposed new Code section 458 reflects the same Congressional policy givern
effect in tI.R. 3050, introduced by Mr. Corman of California, reported out by the
Committee on Ways and Means, and recently passed by the IiLuse. 1 5435-)
would by statute apply a substantially similar accounting method of lIlli1,.'r',
and distributors of books, magazines, and records. In the case of magazines. e'.
an accrual basis distributor must take into income the magazines, etc.. ',
to newstands and other retailers; but typically he has a liability to) relurcu-te
"returns" of unsold copies-fa liability exactly similar to a manufacturer's li-
ability to redeem coupons. However, many of these "returns" do not cone ini
to the distributor until months after the close of the taxable year in which the
ma,',azines, etc., were sold by the distributor to the retailer.

In order not to require an accrual basis distributor to prepay a tax that lie
does not owe, HI.R. 3050 permits the distributor to take into account "returns"
made within 21/2 months (in the case of magazines) or 41/2 months (In the Case
of paperbacks and records) after the close of the taxable year in which the
sale was made. That particular remedy was chosen because, in the case of
magazines, etc., all permitted returns are made within the specified periods. In
contrast, coupon redemptions are not confined to a specified period. Coupons
continue to cone in for redemption in significant amounts for many mouths after
the year in which the coupons were issued. However, the number of coupons
that will be presented for redemption can, as of the end of the taxable year, be
estimated with a high degree of accuracy.

hience, proposed new Code section 458 Is In form slightly different from pro-
poed new Code section 457 as contained in TI.R. 3050; but in substance, tile two
amendments are the same and both reflect the same policy decision already
recently adopted by the House.

STATEMENT OF TILE ASSOCIATION OF AMERICAN PUBLISIIERS, TIE RECORDING TN-
IUSTIlY ASSOCIATION o AMERICA, AND TiE NATIONAL ASSOCIATION OF RECORD-

ING M1ERCIJANDIS!"RS
SUMMARY OF PRINCIPAL POINTS

I. IP.. ,050 will prevent distortion of income by correcting present tax treat-
ment of returns of magazines, paperback books, and sound recordings

II.R. 3050 will ameliorate a hardship faced by producers and distributors of
magazines, paperback books, and sound recordings by adopting a tax accounting
rule for returns of these products which Is more consistent with the generally
accepted accounting principle of matching income and expenses. In recognition of
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the facts that (1) these taxpayers distribute more products than they expect
to sell, (2) the products have a short shelf life at tile retail level, (3) the tax-
payers are under a legal obligation to accept all returns for full refund or credit,
44) there is a high rate of return (in excess of 20 percent in all three industries),
and (5) a failure to match these returns with related sales results ill a dis-
tortion of income. H1.R. 3050 provides that distributions made in one taxable
year and returned within a specified period after that taxable year are not in-
cludible in taxable income. The bill would thus bring tax accounting for returns
into closer alignment with financial accounting.
II. I[.. 3050 would be improved by inclusion of an amendment to permit pro-

ducers and distributors of paperback books and records to recover over a
period of ycars the deduction for certain rctur7s that will otherwise be lost
because o fthc change in method of accounting

Because a change in method of accounting generally results in a duplication or
omission of items of income or deductions, section 481 of the Code provides for
an adjustment to income, spread over a period of years, to eliminate the dupli-
cation or omission. Under the change in method of accounting for returns pro-
vided by 11.R. 3050, the deduction for certain actual returns would be lost.
In the czse of magazines, the bill provides that these lost deductions are to be
recaptured over a 5-year period under section 481. In the case of paperback books
and records. however, II.R. 3050 provides that section 481 is not to apply at all;
rather the lost deductions are to be placed in "suspense." In effect, the lost
deductions are deferred until the taxpayer goes out of business.

We urge that 11.1t. 3050 lie anided so that the spreading technique of
section 481 is extended to the paperback book and record industries.

STATEMENT
rhis Statement is submitted on behalf of the Association of American Pub-

lishers, the Recording Industry Association of America. and the National Asso-
ciation of Recording Merchandisers to urge passage of II.R. 3050.

1. Problem addre'ssed by H.R. 3050
II.R. 3050 would go a long way toward eliminating a disparity which exists

between the financial and income tax accounting of accrual basis taxpayers in
the magazine, paperback book and sound recording industries. Under generally
accepted accounting principles, producers and distributors of magazines, paper-
biack iooks. and sound recordings are required to maintain a reserve to provide
for refunds p)ayabde with respect to products returned after the close of the tax-
aide year in which they were sold. Under current tax law, however, such reserves
are considered nondeductible, even though the producer or distributor Inten-
tionally ovoe-dist ributes its products to assure that adequate copies are available
at the retail level to meet demand during the short shelf-life of these products,
and even though the taxpayer is legally obligated to accept for refund all returns
of the excess distributions. This results in significant distortions of taxable in-
come because, in the three industries covered by the bill, the ratio of returns to
sales is very high, ranging from about 20 percent up to as much as 60 percent.1

II.R. 3050 would ameliorate the income-distorting effect of the present tax law
on producers and distributors of magazines, paperback books, and sound record-
ings. The bill would accord those taxpayers an elective right not to include
in income for a taxable year products returned within a specified period after
the close of that year (21 months in the case of magazines and 4 months in
the case of paperback books and sound recordings), provided the taxpayer has
a legal obligation to accept the returns.

In effect, H.R. 3050 would authorize a tax treatment for excess distributions
of magazines, )aperl)ack books and sound recordings which is more consistent
vith economic realities than is the present treatment. Producers and distributors

of these products would no longer be required to report artificially inflated in-
come attributable to excess shipments of products-whch will never really be
sold.

1 A study of the American Institute of Certified Public Accountants singled out paper-
back pu!licatIons, magazines and sound recordings as items that are so often returned that
It Is inatlpropriate to treat all distributions as completed sales. See Accounting Standards

yiclion of A1CPA, "Statement of Position on Revenue Recognition When Right of Return
Exists." p. 16 (January. 17, 1975).
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II. Treatment of one-time revenue cost of permitting change in method of ac-
counting for returns

Whenever a method of accounting is changed, an adjustment Is necessary to
prevent the omission or duplication of items of income or deductions. In general,
section 481 of the Code prevents such duplications or omissions by spreading
an adjustment over a period of years.

In the case of returns, the change to the more accurate method of accounting
envisaged by H.R. 3050 would result in the loss of deductions for actual returns
in the early part of the first year in which the new method is employed. For
magazines, H.R. 3050 provides that the adjustment covered by section 481, that
is. the lost deductions for returns in the first year of the mw method, is to be
spread equally over a 5-year period beginning with the year of change. However,
in the case of paperback books and sound recordings, H.R. 3050 provides that
section 481 is not to apply at all, but rather that the taxpayer is to place the
deductions for those returns in "suspense." A complex suspense account proce-
dure is provided under which the taxpayer can never take the deductions to
which it is entitled so long as Its business Is stable or growing. In effect, the
deductions are locked up until the taxpayer goes out of business.

The Association of American Publishers, the Recording Industry Association
of America and the National Association of Recording Merchandisers believe
that the treatment of the transition year adjustment as provided for the maga-
zine indu.try in II.R. 30.50 Is fair and equitable. Indeed, we believe that the
spreading technique provided by section 481, which is applied generally to
changes in method of accounting, should he extended to the paperback book
and sound recording industries as well. There Is no sound reason to place the
adjustments to which these taxpayers are entitled in suspense for an indefinite
period of time. With this one change, we strongly urge that the Finance Com-
mittee approve ILR. 3050 as passed by the Ilouse of Representatives.

Senator BYRD. WVe have only one additional witness before calling
on the Treasury for its comments on the various proposals. Our next
witness will be Mr. Donald G. Brotzman, vice president, Rubber
Manufactiters Association.

.Nfr. BRoTZrAN.-. Thank you, Mr. Chairman.
I am acconipsnied at the table by Mr. Morgan of the law firm of

Alexander and Green.

STATEMENT OF DONALD G. BROTZMAN, VICE PRESIDENT, RUBBER
MANUFACTURERS ASSOCIATION

Mr. Bro'rzi.AN. Very quickly, Mr. Chairman, the bill that I am
speaking ahout here today is one that is probably familiar to this com-
mittee in that it, like others I have heard mentioned today, has been
before this committee before. In fact, it was within about 1 inch
of i)assage last session.

It passed the House of Representatives and then was reported out
of this committee. It got caiught in the rush to adjournment.

So we are back here today with a little bit more time. This measure,
very briefly, codifies our existing practice of dealing with the adjust-
meat and the credit on the excise tax when a tire is returned on a
warrant,-.

I knov the chairman is aware of the fact that there is an excise tax
on tire:- and that particular tax is passed on down to the dealer and
then down to the consumer.

We have a system working now that would appear to be infallible
in that anyone that has a deficiency in a, tire that is covered by a war-
ranty can take it back to anyplace in this country where there is a
dealer selling that particular tire and lie will receive credit for the un-
used portion of the tire, not only as to the value of the tire, but also
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will receive a credit on the unused portion of the tax, if I might put
it that way.

This, then, redounds to the benefit of the manufacturer and the
dealer. So that, as the system is currently working, it is fair and equi-
table to ever one.

By that, 1?imean first of all, the manufacturer is covered. He receives
his credit. The customer is certainly taken care of, because he receives
exactly the amount of the credit to which he is entitled, predicated
upon measurement of the portion of the unused tread. And the Govern-
ment also is paid its tax in a constitutional and legal manner in that
it is uniformly applied.

The reason we are here is because the service has chosen another
approach which does not have all of these laudatory features. The
service, in its push for consistency, or at least theoretical consistency,
is trying to apply a so-called al valoreni taxation system here and
while technically it in ight sound good, it simply does not work, and
actually is inequitable in its application.

So we have been able to receive two extensions on the application of
that new system so that we might seek relief in the Congress of the
United States in this regard.

Now, as the chairman notices, there was supposed to be another
member or two on this particular panel today and may I comment
on that very quickly, to mention the issue that they are interested in?

Under AR. 510;3, as originally drafted, we hacl also provided for
other methods called "overall methods" of permitting excise tax ad-
justments which would have broadened the scope of how we could
proceed in that it would have moved away from the strictly tire by
tire arrangement to "warranty reserves" and "discounts in lieu of
warranty."

However, as this particular measure was presented in the House of
Representatives, first before Congressman Waggonner's Committee on
Miscellaneous Taxation and then to the full Ways and Means Com-
mrittee, the Treasury raised, and interposed, objections to the "dis-
count in lieu of warranty" approach that I mentioned before.

Accordingly, we, in the interests of passage of this bill, struck that
particular method out of the bill and this is what those individuals
that were going to testify would have spoken in behalf of, because
they believe, and certainly we, also, believe that it is a fair system of
doing business.

However, I want to make it clear to the committee that we did make
this agreement with the Treasury and that we are staving hitched with
that particular agreement. However, we do feel that it is a fair system,
and this is what they would have testified to.

Senator BYRD. Thank you, sir.
Senator Packwood?
Senator PACKWOOD. No questions.
Senator BYID. Under this proposal, H.R. 5103, arc there other in-

dustries, other than the tire manufacturing industry, which would
benefit from it?

Mr. BROTZ-MAN. It basically would benefit the tire manufacturing
industry but, of course as I have said in my testimony in chief, really,
I think'that those who benefit the most are the customer, the consumer,
because they will still be able to maintain this opportunity to go get
their tire adjusted any place in this country.

32-978-78-10
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Senator BYrm. Thank you, sir.
Mr. BROTZmAN. Thank you, Senator.
[The prepared statement of Mr.,Brotzman follows:]

STATEMENT BY DONALD G. BROTZMANq, VICE PRESIDENT, RUBBER MANUFACTURERS
AsSOCIATION

I am Donald G. Brotzman, Vice President of the Rubber Manufacturers Asso-
ciation. In this hearing today, the Association is representing the United States
tire manufacturing Industry. Our members have tire manufacturing facilities In
'21 states, and when office and sales facilities are considered, are in active business
in all 50 states. I am very pleased to have this opportunity to appear before the
Subcommittee, in connection with H.R. 5103.

Initially, I would point out that the subject matter of H.R. 5103 should lie
familiar to the Committee. A bill introduced for the same objective was passed by
the House in the last Congress, and after some adjustments to more precisely
carry out the bill's purpose, was reported on favorably by the Senate Finance
committee . The version reported out by the Finance Committee was approved by
the Joint Committee on Internal Revenue Taxation and was not objected to by the
Treasury Department. It appears the bill would have been passed in the last
Congress had it not been reported out so near to adjournment. H.R. 5103 unani-
mously passed the House of Representatives on March 14, 1978. Because of the
implementation deadline In Rev. Ru. 76-423 (presen ly April 1, 1.978, with a re-
(Inest for extension pending at the date this statement is submitted), prompt
action on H.R. 5103 is urgently needed. The Rubber Manufacturers Association
strongly recommends adoption now of H.R. 5103 as the best solution to the
problem of excise tax adjustments in connection with tire va; ranty adjustments.

If we take the subject to its barest essentials, the purpose of H.R. 5103 is to
e'4tblish workable excise tax adjustment procedures for cases where new (or re-
treaided) tires fail before normal service and are adjusted under warranty or
guaranty. The tire Industry proposes to codify existing administrative procedures
which have been proven to be workable for more than 40 years. The Internal
Revenue Service has (through Rev. Rul. 76-423, 1976-2 C.B. 345) proposed dras-
tically different procedures, involving substantial administrative costs for all
concerned without any Improvement In either tax equity or tax revenues. The
long-standing administrative practices on excise tax adjustments have also been
questioned during a number of IRS field audits in recent years. Notwithstanding.
tie Treasury Department Is not opposed to the legislative changes of I.R. 5103
which will make It perfectly clear that the long-standing administrative pro-
cedures are in conformance wjth the law.

Present law imposes an excise tax of 10 cents per pound on new highway tires
(5 cents per pound for off highway tires and tread rubber). A credit or refund of
the tax is available to the manufacturer where an adjustment or refund has, after
the original tire sale, been made to the tire purchaser, or the tire dealer and then
ultimately the tire purchaser, because of a guarantee or warranty. For the ulti-
mate consumer, the existing administrative procedures are not only workable;
they are simple and uniform In their application. Regardless of where the con-
sumer bought his tire, he can now present It for warranty adjustment anywhere
In the United States where the same brand is sold, and get the identical excise
tax adjustment. His proportionate product adjustment and excise tax adjustment
are measured by unexpended service use (generally by tread wear) and are not
affected by whether he Is doing business with a large or smaller, company store,
gas station, or private brand merchant. If the excise tax for the consumer's type
of tire Is $2.50, and the olG tire rendered only 40% of the service warranted, the
excise tax adjustment to the consumer will be 60% of $2.50, or $1.50.

From the example, It Is apparent that price is not a necessary element to cor-
rect computation of the tax adjustment. The tire tax is based upon weight, and
all that Is needed for proper tax adjustment is the tire type and the measure of
unexpended service use (i.e., 60% in the example). With that measurement
accurately made, the adjustment to the consumer also has reality, because the
same percentages are used for both the product and the tax adjustment. The IRS
would change all of this and substitute a system, premised on theoretical con-
sistency with the more common ad valorem taxes, which would distort the eco-
nomic effects of the present direct warranty relationship between the manu-
facturer and the consumer, and produce Inconsistent excise tax results for



143

Identical warranty adjustments at the consumer level. In effect, the Service
would require manufacturers to revise their warranty adjustment policies, ac-
counting procedures, computer programs, dealer contracts, schedules and forms,
directives and training materials for dealers and others handling warranty pro-
cedures, and informational materials to educate the general public-and neither
the Treasury nor the consumer would be the better for the changes made.

In. every ease where a tire manufacturer's warranty runs to the consumer,
excise tax adjustments have always been computed without regard to the varia-
tions in manufacturers' distribution procedures, product pricing between the
manufacturer and dealer, or other manufacturer-dealer arrangements concerning
the adjustment in tire price between the manufacturer and dealer net of excise
tax considerations. (Such arrangements may be made, for example, to share the
cost of tire price adjustments between the manufacturer and the dealer, or to
insure that a dealer does not make unjustifiable tire adjustments.) In contrast
with the Service's new proposal, this insures that the excise tax will be uniformly
imposed and that consumers will be uniformly treated. The computation of the
excise tax refund or adjustment independent of other manufacturer-dealer
arrangements does not unjustly enrich the manufacturer (or dealer), because
the manufacturer receives a tax credit from the government only for the precise
amount of tax credit already passed on to the consuiner. The consumer appropri-
ately benefits from the full excise tax adjustments or refund computed by the
manufacturer, since the consumer bears the economic burden of the excise tax
on tires.

11.R. 5103 will therefore continue the existing administrative procedures in
the most common tire warranty situation which has been discussed. The bill will
also continue the existing administrative practice, accepted by the Internal Reve-
ine Service, in certain private brand situations. Manufacturers' warranties com-

mnly run to the ultimate consumer (with the dealer handling warranty trans-
actions with the consumer as an agent for the manufacturer), but some major
private brand distributors handle their own warranty adjustment procedures.
In such cases, the manufacturer's express warranty Is extended only to its imme-
diate vt ndee, and a tire adjustment is made at that level.

11.R. 5103 will also permit the use (under regulations to be prescribed by the
Secretary of the Treasury) of overall methods of excise tax adjustment in cases
where the manufacturer utilizes an overall method of product warranty adjust-
ment. The provision allowing overall methods was originally added to H.R. 2474
last year when it was suggested that the law should permit manufacturers to
shift from traditional tire-by-tire bookkeeping to more modern statistical sam-
pling or averaging techniques. At the request of the Treasury Department, the
lorovision was amended by the House in the current bill in order to exclude
discounts i lieu of warranty, pursuant to Rev. Rul. 68-400, 1968-2 C.B. 502.
(II.R. 5103. as passed by the House, also includes at Treasury suggestion the
tread rubber provisions of the bill from the prior Congress. This would essen-
tially give tread rubber treatment more equivalent to new tires than in the past
and we therefore support the tread rubber provisions also.)

In connection with the foregoing, the bill will preclude the application to war-
ranty adjustments of the ad valorem concepts proposed by Rev. Rul. 76-423.
While an ad valorem theory might have been adopted for the tire tax forty
years ago, the fact is that it was not. Complex systems of tire distribution have
Mince evolved, in reliance ulon existing weight-oriented procedures. Given the
lack of revenue impact of the Service's proposed changes, no good reason has
been suggested why the tire industry, tire dealers and ultimate consumers should
Ie forced to change now. Only an expensive and useless administrative exer-
cise for the tire industry and others would be involved, and it is totally unneces-
i-ary to equitable administi-ation of the excise tax on tires ana tread rubber. Such
a change, fundamentally, should not be made, because it would tend to.intro-
duce the very inconsistencies in excise tax administration which Congress said
should be avoided when the manufacturers' excise taxes were originally enacted
in 1932:

"It is of utmost importance that the tax be imposed and administered uni-
formly and without discrimination. Each member of a competitive group must
pay upon substantially the same basis as all his competitors, even though his
sales methods may differ." H.R. Rep. No. 708, 72 Cong., 1st Sess. (1932), reprinted
in 1939-1 (Part 2) C.B. 457, 480.

Senator BYRD. The next bill is H.R. 8811, which permits a Tax
Court judge to elect civil service retirement. As I understand it, there
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are no witnesses in regard to this legislation, but a statement has been
submitted for the record, and then I assume that Treasury will com-
ment on it at th6 appropriate time.

At this point in the record, I will submit a statement of C. Moxley
Featherston, Chief Judge, U.S. Tax Court, and, without objection,
ask that it be published at this point in the record.

[The material referred to follows:]

STATEMENT OF C. MOXLEY FEATHERSTON, CHIEF JUDGE, U.S. TAX COURT

In Re. I.R. 8811-a Bill to amend section 7447 of the Internal Revenue Code of
1954 with respect to the revocation of an election to receive retired pay as
a judge of the tax court.

Mr. Chairman and members of the committee, I appreciate your invitation
to present the views of the U.S. Tax Court with respect to II.R. 8811. As you
know this bill was introduced jointly by Mr. UIlman and Mr. Conable, reported
unanimously 1)y the House Ways ard Means Committee, and passed by the
House of Representatives on Janunery 24, 1978. The Tax Court did not initiate
this legislation, but we heartily endorse and support it. In our opinion its enact-
ment would be in the public interest and would provide more equitable treatment
for judges of the Tax Court.

This bill would allow a Tax Court judge who has filed an election to receive
retired pay as a judge to revoke that election at any time before retired pay
would begin to accrue, thereby enabling the judge to seek to qualify for bene-
fits x-nder the civil service retirement system.

Section 7447, Internal Revenue Code of 1954, establishes a retirement plan for
judges of the United States Tax Court. When a judge is appointed and takes
office, he becomes an employee of the United States, and as such, he is covered
by the civil service retirement system. However, section 7447 allows any judge
to elect not to be covered by the civil service system but instead to participate
In the Tax Court judicial retirement system. Subsection (e) of that section pro-
vides in part suchuh an election * * once made, shall be irrevocable." Section
7447(g) (2) (A) further provides:

(2) EFFECT OF ELECTINO RETIIRED PAY.-In the case of any individual who has
filed an election to receive retired pay under subsection (d)-

(A) no annuity or other payment shall be payable to any person under
the civil service retirement laws with respect to any service performed by
such Individual (whether performed before or after such election is filed
and whether performed as judge or otherwise) ;

These provisions have been Interpreted to mean that a Tax Court judge who
has elected the Tax Court retirement system can never qualify for civil serv-
ice retirement even though he has not served on the Court long enough to qualify
under the Court's plan. H.R. 8811 would permit a judge to revoke his election of
the Tax Court system, make the required payments to the civil service fund, and
receive a civil service annuity on the same terms as other employees.

The Treasury Department supports H.R. 8811. We have been advised by the
staff of the Committee on Ways and Means that the Civil Service Commission
also supports this bill.

We believe that making the election of the Tax Court retirement system ir-
revocable frustrates the public interest. From time to time judges are asked
to serve in other public positions. Recently, Court of Appeals Judge Wade H.
McCree, Jr., was appointed Solicitor General of the United States, and Court
of Appeals Judge William 11. Webster was appointed the Director of the Federal
Bureau of Investigtalon. Judge Russell E. Train, who served on the Tax Court
from 1957 to 196.5, later became Undersecretary of the Department of the In-
terior, Chairman of the Council on Environmental Quality, and Administra-
tor of the Environmental Protection Agency.

When one of our judges elects to participate in the Tax Court judicial retire.
meant plan instead of the civil service retirement system, he does so on the basis of
the circumstances known to him at that time. However, none of us can foresee
the future with accuracy. Judges McCree, Webster, and Train bad no way of
knowing that there would be asked to assume those positions of great public re-
sponsibility. Judges McCree and Webster were not faced with a forfeiture of
eligibility for civil service retirement benefits because the judicial retirement pro-
visions applicable to them do not contain the restrictions embodied in section
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-447(e) and (g) (2)(A). A United States Court of Appeals or District Court
judge may receive retirement benefits both as a judge and under civil service. See
45 Comp. Gen. 383. A Tax Court judge may not receive both and H.R. 8811 would
not allow a Tax Court judge to receive both. But the irrevocability of the election
to participate in the Tax Court judicial retirement system, applicable to Judge
Train, may create economic conditions which are such as to stand in the way of a
judge accepting such a responsible nonjudicial position when requested to do so.
In that event, the public would be the loser. Indeed, in Judge Train's case, the
effect of these provisions has been to forbid him to receive civil service retirement
benefits, even though he ls not eligible to receive Tax Court retirement benefits.
In other words, he has been shut out of both systems.

Moreover, it is very unfair to deprive Judge Train of any civil service retire-
went benefits for any of his almost 30 years of service on Congressional staffs, in
the Executive departments, and on the Tax Court because of the election which
lie mth while s(,rvieg on the Court. When he was appointed to the Tax Court, he
had no reason to anticipate that at some later date he would be asked to serve
in another position covered by the civil service retirement system. Yet, he did
not serve on the Court long enough to receive retired pay as a judge, and if he is
not allowed to revoke his election, he will recei.'e no credit tinder the civil service
retirement system for any of the years lie spent serving this Government. To us,
it seems eminently fair to allow Judge Train to revoke his election and allow him,
after making the required contributions, to receive whatever benefits he is eligible
for under the civil service retirement system. Furthermore, in the future, some of
the judges of the Tax Court may be asked to take other key positions in the
government or private sector and it would be equitable to allow them to revoke
their elections under such circumstances.

Allowing a judge to revoke the election made under section 7447(e) will not
defeatt Ilie purpose of that provision. In connection with the amendments of see-
tion 7417 made in 19019, the Senate Finance Committee report indicates that the
Congre.s (lid not Intend to deny nil retirement benefits to a judge making this
election. The purpose of the election was to allow a judge to choose between the
Judicial retirement system and the civil service retirement system, )ut not to
allow him to receive benefits under both systems. S. Rept. No. 91-552 (1969) pp.
3102-30.5, (1969-3 C.B. 423, 614-16). That purpose will still be accomplished if
11.1t. 8811 is enacted, because a judge will still be required to make a choice be-
twveen the two systems, lie will not be allowed to participate in both.

To lie sure that the committee is aware of all relevant facts, we feel compelled
to point oit that HI.R. 8811 does involve some costs. If the bill Is enacted, the
Court would be required to contribute to the civil service system the amount
which would have been contributed for the judge if he had been participating in
that system while serving on the Court.

We will be happy to furnish any additional information regarding this matter
and to cooperate with you and your staff In any manner you desire.

Senator Bfyn,. Now, the Treasury is represented by Daniel 1Ialperin,
tax legislative counsel of the Treasury Department.

1.r. Ilalperin, in what order do you wish to take up your comments
on these various bills?

STATEMENT OF DANIEL I. HALPERIN, TAX LEGISLATIVE COUNSEL,
OFFICE OF TAX POLICY, DEPARTMENT OF THE TREASURY

M[r. TALPE, RIx. Thank you, Mr. Chairman.
I have a written statement in which, basically, I commented on S.

3134, the one involving the subsistence payments to police officers, and.
we have attached an appendix to that which has our positions on the

t4her 11 bills. I guess we can do it in any way that seems fit.. if you
want to get into some of the comments that have been raised by the
various witnesses.

Senator Bfynn. Well, now, No. 1, sumpose that your statement be in-
certed into the record at this point. Is that what you would prefer to be
<lone?
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Mf r. LILPERIN'. That is correctA.
[The prepared statement of Daniel I. Halperin follows:]

STATEMENT OF DANIEL 1. HALPERIN, TAX LEGISLATIVE COUNSEL, DEPARTMENT OF
THE TREASURY, OFFICE OF TAX POLICY

Mr. Chairman and Members of the Subcommittee: We welcome the opportunity
to present the Treasury Department's views on the 12 miscellaneous bills to be
considered },y your Subcommittee. The Inost far-reaching and important of these
bills is S. 3134 (the only one of the 12 which has not been passed by the House)
and I want to devote the bulk of my statement to a discussion of the Departmental
position on that bill. The Treasury's views on the other 11 bills are summarized at
the end of my statement and fully described In the appendix.

However, before turning to S. 3134, 1 would like to comment briefly on what we
see as the purpose to le served by consideration of these miscellaneous bills. It is
extremely important to have a forum for the examination of legislative proposals
that might bear on only one of the many sectors of our society ; proposals that
might otherwise not receive adequate attention from Congress. The existence
of such a forumn encourages continuous review of the law by both the Internal
Revenue Service and groups in the private sector such as the American Bar Asso-
elation and the American Institute of Certified Public Accountants. This continu-
otis review promotes an atmosphere In which necessary corrective changes may le
identified and enacted expeditiously.

On the other hand, we urge extreme caution in the use of the miscellaneous )ill
Irocedure to create special exceptions to generally applicable rules for particular
taxpayers. Opinions may (lifter as to whether such relief is equilable In the par-
ticular ease involved. However. we should all recognize that special exceptions
Inevitably increase the complexity of the Code, invite other taxpayers to seek
similar relief and, unless scrupulously drafted, may create new potential for
abuse. As not(d In the Appendix, the Treasury opposes 1I.R. 1920 and H.R. 2984 on
their merits: but even if you disagree with us we urge the Subcommittee to coll-
sider these other factors-complexity and potential for abui---before approving
these proposals.

The guiding principle for the Treasury in our review of these miscellaneous bills
Is the continuing effort to further simplicity, as well as equity, in the tax law.
Thus. while we continue not to raise any objections to II.R. 5103, we are disap-
pointed it the industry reaction to our alternative suggestion that warranty ad-
justnients for taxes lie eliminated In favor of a reduction in the original tax on
tires. I have read fI.R. 510.3 and the background material a number of times, and
I will readily admit that I (10 not fully understand all its ramifications. If it is at
all possible to eliminate a substantial administrative burden for both the IRS and
the industry without an overall increase in tax, we should push as hard as we can
to see if it Is feasible.

Let me now turn to S. 3134. This bill would provide an exemption from Federal
Income taxes for years 1970-77 for statutory subsistence allowances received by
certain State police officers. The bill is Intended to reverse as to prior years, the
result of the November 1977 Supreine Court decision in Kowalski holding that"
meal allowan-e paid by New Jersey to its State troopers are includible In income.

On the merits there is no justification for treating a portion of compensation as
tax-free merely because it is designated as a subsistence allowance. Such a special
tax exemption would loe unfair to the overwhelming majority of American work-
ers who must pay tax on the compensation out of which they buy their meals and
meet their other subsistence needs.

S. *3134 would recognize this by not allowing tax ex-emption for the future. Fur-
tlr, it allows tax exemption for 1970-76 only to those police officers who elnined
the exclusion In a tax return filed prior to the Kotraleki decision. The case for the
bill must then rest on the supposed unfairness of applying the Kou-alski decision
for prior years to those who acted as, If the subsistence allowance was tax exempit.
In our opinion there s no sum)lrt for this position.

First, it must le understood that the idea that State troopers' meal allovances.
are includible in income is not new. In 1951 Congress enacted an exemption for
State and local police subsistence allowances of up to $5 a day. Within a few
years, Congress found that amounts which constituted ordinary police salaries

I For 1977, the relief would be available to all State police who received subsistence
allowances.
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had been designated as subsistence allowances to obtain the benefits of the exemp-
tion. The Senate Finance Committee reported that a number of States and locali-
ties had altered, or were in the process of altering, the form of payment of
compensation to their police officials in order to maximize utilization of the
exempt ion.

In 195S the Finance Committee concluded that there was "no reason to provide
what in effect is likely eventually to amount to a $5 a day exclusion for police
officials." The Committee believed that the exclusion was "inequitable because
there are nany other individual taxpayers whose duties also require them to in-
cur subsistence expenditures regardless of the tax effect." Therefore, to "bring the
tax treatment of subsistence allowances for police officials in line with the treat-
meat of such allowances in the case of other taxpayers," the Committee recoin-

nwded that the exclusion be repealed. Congress promptly followed this advice.
Second, the IRS has consistently taken the position that subsistence allowances

were taxable. While it was not successful in several courts of appeal, the U.S.
('ourt of Appeals for the First Circuit upheld the IRS position as long ago as 1969.
Ever sliice 11070. the Internal Revenue Service has required States to withhold
inc,,nI taxes from State troopers' meal allowances and such taxes have been
withhleld.

State troopers who owe taxes based on the Kowalski decision owe such taxes
only because they claimed rcfund.. of taxes withheld on meal allowances. Those
refunds were claimed in disregard of the Internal Revenue Serviee's long-stand-
iug position. Most of the refunds were claimed by State troopers in New Jersey
even though New Jersey troopers were aware that the IRS was contesting their
Iuosition and were advised by their own association it 1974 to set aside additional
ioney to pay income taxes that might Ihe due. If the Supreme Court decisionn in
Korahlki imposes hardship by requiring, in effect, that the refunds be repaid to
the Federal Treasury, the risk of such hardship was voluntarily chosen.

thirdd and most important, S. 3134, if enacted, would set a precedent which has
very serious implications for administration of the tax law. Providing a tax
exemiltion for only those allowances received in 1970 through 1976 for which tax
refumls were claimed would provide about $6 million, all df which would go to
State tro4)wrs who chose not to follow the Internal Revenue Service's interpreta-
tion of the law and inost of which would go to State troopers in New Jersey." We
cannot administer the tax system if taxpayers who unsuccessfully contest an IRS
position are liable for taxes only for years following the court decision. Thki is
unfair to those who (1o not contest the position and it encourages everyone to take
aggressive positions on their returns since they have nothing to lose and every-
thing to gain by doing so.

It should go without saying that we have sympathy for the plight of the New
Jersey trooper but it is inequitable to Ixle.-t taxpayers in the other 49 Sates to
bail them out. As suggested in a N'cw York Times editorial of May 18, 1978. "A
fairer solution would be for New Jersey to grant the troopers bonuses or retro-
active pay raises in the amount of their tax debts."

SUMMARY OF TREASURY DEPARTMENT POSITIONS

1. 8. 11.34 (police officer-subsistence allowances)-Opposed.
2. II.. 810 (foreign travel-govermient officials)-Not opposed in principle.

Suggests limit to coach air fare.
3. H.R. 137 (constructive sales prices-trucks)--Supports. Suggests delay in

effective date.
4. 1!.R. 1920 (repayment of liquor excise taxes)-Ov posed.
5. H.1R. 2028 (home production of beer and wine)-Not opposed.
Co. 11.. 2 52 (crop dusters)-Supports refund to crop sprayer if farmer waives

rights in writing.
7. H.H. 2984 (trailers for farm use)--Opposed.
8. H.h. .3050 (accounting for sale of nagazines)-Supports In principle lit

recommends modification in treatment of prior year's idjnw'ment for magazines.
9. If.!R. 5103 (tire warranty adjustments)-Does not olppoe.
10. H.R. 6635 (retirement bonds)-No objection if certain modifications are

made.
11. H.R. 8535 (ehild care payments to relatives) -Not opposed.
12. H.R. 8811 (Tax Court judge)-Supports.

2 Providing a tax exemption for all allowances received In 1977, as S. 3134 would also
do, would provide an additional $2 million to State troopers in about 16 States.
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TREASURY DEPARTMENT RECOMMENDATIONS ON 11 BILLS To BE CONSIDERED BY SUB-
COMMITTEE ON TAXATION AND DEBT MANAGEMENT

2. J1.B. 810

The Tax Reform Act of 1969 added a provision to the Code (section 4941)
which in general prohibits certain transactions between private foundations and
certain disqualifiedd persons," by imposing a graduated series of excise taxes on
the disqualified person (and in certain circumstances on the foundation man-
ager). Governnct officials are "disqualifled persons" for this purpose except for
certain specifically set forth transactions including the payment of expenses of
domestic travel. The bill would provide an additional exception for payment or
reimbursement of foreign travel expenses of a government official by a ipivate
foundation.

The Treasury Department recommends that H.R. 810 1* amended to limit the
permitted amount of reimbursable transportation exl.enses to the cost of the
lowest coach or economy air fare charged by a commercial airline.

The re(oniiended change would make the reinmlursi Ile amounts wider the bill
consistent with the limitation on deductions for attending foreign conventions
under the Administration's 1978 tax program. Treasury would not oppose H.R.
810 if this change were made.

'I. H.R. 1387

Present law provides that for purposes of computing a manufacturer's excise
tax on sales at retail of trucks, buses, and trailers the taxable price is the lower
of (1) the price for which the article is sold or (2) the highest price at which com-
peting articles are sold to wholesale distributors in the ordinary course of trade.
If a manufacturer has an established practice of selling taxable articles in sub-
stantial quantities to wholesale distributors, the tax on his sale at retail ordi-
narily will be computed upon the highest price for which similar articles are sold
by him to wholesale distributors. Where the manu, orturer does not ordinarily
sell trucks and trailers to wholesale distributors (and few do), the constructive
price for sales at retail is 75% of the manufacturer's retail selling price. However,
this constructive price cannot be less than the manufacturer's cost where the
manufacturer has an established retail price, and cost plus 10% where (as in the
case of custom work) he does not have an established retail price.

f.R. 1337 would eliminate the use of an individual manufacturer's costs (or
cost plus 10%) in determining a constructive prioe in the situation where the
75% rule Is now applied, i.e., sales at retail where the manufacturer does not sell
such articles to wholesale distributors. In addition, even if the manufacturer
does sell such article to wholesale distributors, he would be required to adjust the
price of his retail sales by the ratio generally prescribed for manufacturers who
do not sell to wholesalers.

The Treasury Department supports H.R. 1337. The not less than cost rule
produces uncertainty at the time of sale as to the amount of the manufacturer's
excise tax liability. Computing "costs" Is always complicated, especially the
problem of allocating overhead costs. A straight percentage of retail price would
greatly simplify matters for the trade and the Internal Revenue Service.

The Treasury Department recommends that the effective date of the bill be
September 30. 1978 to eliminate the possible need to adjust taxes on sales made
before enactment of the bill.

Even though the not less than cost rule is deleted, we recommend repetition
of the explanation In the report on H.R. 1337 by the House Committee on Ways
and Means (H.R. No. 95-976) that the rule may continue to be prescribed for
eonstructing a taxable price where a person makes and uses a taxable item (see.
4218 of the Internal Revenue Code). Such item may be a specialized unit which
is never sold. so that no market price is available from which to construct
a manufacturer's price. In this case, cost of production is the only realistic tax
base.

4. H.AL 1920

The proposed bill would require the Treasury Department to repay the amount
-of internal revenue tax paid (or determined) and customs duty paid on distilled
spirIts, wine, rectifled products, and beer, which, while being held for sle, are
lost, rendered unmarketable, or condemned by duly authorized officials, by reason
of fire, flood, casualty, or other disaster, or breakage, destruction, or other
damage (excluding theft) resulting from vandalism or malicious mischief. No
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reimbursement would be made for tax losses of less than $250 per occurrence, or
for losses covered by insurance.

Present law provides for similar payments for both alcoholic beverages and
tobacco products (without the $250 minimum requirement) only in the case of a
"major disaster" as declared by the President.

The Treasury Department Is opposed to H.R. 1920. The dollar a business in-
vests in inventory is a dollar of cost irrespective of the factors going to make up
the cost, whether such factors be raw materials, wages, transportation, or
taxes. Past Congressional policy as to casualty losses has recognized this fact
and, as a consequence, losses by handlers of alcoholic beverages, except in the.
case of disasters of extraordinary severity, have been treated as ordinary busi-
iiess hazards to be borne by the holder of the beverages or his insurance company.
I.t. 1920 would provide an exception to this general policy by, in effect, having

the Federal government provide free insurance to dealers in alcoholic beverages
for the portion of their inventory reflecting internal revenue tax and customs
duty. By so doing, the Federal government would be treating those holding alco-
holic beverages for sale on a more favorable basis than other merchants selling
products subject to excise taxes and all merchants selling products not subject to
excise taxes.

II.R. 1920 would be difficult to administer. It would be quite difficult, often
impossible, to make a factual determination as to the amount of loss by vandalism
or malicious mischief as distinguished from theft or mishandling. And in the
ease of civil disorders, the circumstances often would make it virtually impos-
sible to segregate the cause of losses.

The present "major disaster" provision also provides dealers in alcoholic
beverages and tobacco with free insurance that is not given to dealers in other-
products, both products subject to excise taxes and those not taxed. Since there
is no reason why dealer's losses of alcoholic beverages and tobacco products
should he treated differently than losses of other products, repeal of the
"major disaster" provision is indicated.

5. H.. 2028

Under present law, the head of any family may, after registering, produce
lip to 200 gallons of wine a year for family use without payment of tax. An indi-
vidual who is not the head of any family is not covered under this exemption.
Existing law has no provision which authorizes the home production of beer.

II.R. 2028 would permit any adult (an individual 18 years of age or older)
to produce specified amounts of wine and beer for personal or family use and
not for sale without payment of tax. Individuals would have to register before
producing tax free beer and could not have more than 30 gallons of beer oai
hand at any time. The exemption ,,dr Ft dernl law would not serve to authorize
the home production of beer contrary to State law.

The Treasury Department has no objection to the enactment of H.R. 202R.
The deletion of the present law requirement for registration by producers of wine
for personal or family use reflects the fact that registration has proven of little
Use to the Bureau of Alcohol, Tobacco and Firearms and is burdensome to the
public. However, for enforcement and revenue protection purposes, registration
alnd the inventory limitation are necessary In the case of home brew, since the
process entails the production of a mash fit for distillation.

6. H.R. 2852

Under present law, when gasoline or special fuels are used on a farm for farm-
ing purposes by a custom operator, credit or refund of the tax on the fuel so used
,.oln lie claimed only by the owner, tenant or operator of the farm. The bill would
revise the law to provide that an aerial applicator (crop duster, etc.) would be
entitled to the credit or refund of gasoline and special fuels excise taxes used
in aerial applications on a farm.

The restriction of the farm fuel tax refund to the owner, tenant or operator
of a farm was intended by the Congress to assure that the farmer received the
benefit of the refund. It was felt that if the refund were given directly to the
custom operator, the farmer would not benefit through a lower price for the
custom work. Over the years since the enactment of the credit or refund pro-
vision, it has been argued that the farmer hasn't gotten the benefit of the refund
for custom work because the custom operator doesn't give him the information
as to gallons used so that he (the farmer) can claim the refund. The instant bill
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would meet this argument by permitting an aerial applicator doing custom work
to apply for the farm fuel refund without any consent from or notification to the
farmer. This would not be consistent with the original intent of the Congress of
making sure that the farmer received the benefit of the credit or refund of the
tax on fuel used by the custom operator.

The Treasury Department would support H.R. 2852 if it were amended so that
the farmer would have to waive in writing to the aerial applicator his right to
a refund. This would put the farmer on notice as to the existence of the credit
or refund provision and permit him to obtain the benefit of the credit or refund
indirectly through a reduction in the fee paid to the aerial applicator or to apply
himself for the credit or refund. The waiver provision was in a bill ordered re-
ported out by tile Ways and Means Committee in the mild-1960's. Thit lill,
although supported by Treasury and tie Department of Agriculture, was never
enacted.

The Treasury Department also suggests that tt.R. 2R52 be extended to cover
all custom work. not just aerial application, since plowing and harvesting is done
buy custom operators.

7. R.R. 2984

The bill would exempt from the 10 percent manufacturer's excise tax on trucks,
truck trailers, and buses, whose trailers or semitrilers whirli are suitable for use
with a towing vehicle having a gross vehicle weight of 10000 pounds or less and
which are designed to be used for farming purpo-es or for transporting horses or
livestock. Provision also is made for refund of the tax to dealers holding tax-
paid trailers eximnjited by the bill which they hold for sale on the day after the
(late of enactment of the bill.

The Revenue Act of 1971 (Public Law 92-178) exempted from the manu-
facturer's excise tax trucks with P. gross vehicle weight of 10.000 pounds or less
and trailers mid semitrailers with a gross vehicle weight of 10.000 pounds or less
if suitable for use with a vehicle having a gross vehicle weight of 10,000 pounds
or less. The proposed bill would remove the present 10.000 pound limit for the
exemption of trailers and seniitrailers provided they were do.signled to be u.s-ed
for farming purposes or for transpo" ting hors-es and other aainials.

Because the trailers proposed to be exempted would have a gross vehilel
weiatrht in excess of 10,000 pounds. the exemption would be accorded to trailers
with a gro.s vehicle weight at which single unit trucks are taxable. Tie proposed
exemption for trailers thri would constitute an obvious discrimination against
siafle unit trucks in the 10.000 and 20,000 pound class.

The bill also would create a dual standard for trailers o-er 10.000 pounds grogs
vehicle weiglht which are suitable for use with pickup trucks. Those designed
for farming purposes or the hauling of animals would be exempt, while t-ailers
of the same capaity designed for hauling general merchandise, or supplies and
e41f|ipniont for mnechanics, woulb continue to lie taxable.

The Treasury opposes M1.R. 29S4 b eause the bill would discriminate against
sinzl e unit trucks and non-farm trailers and semitrailer.s of the same carrying
capacity. It could also lie expected that there would lie problems In differentiating
trailers and senitrailers designedd to be used for farming purposes" from similar
vehicles designed for the criage of general cargo.

8. H.B. 8050

To ens ure that retail outlets have an adequate number of copies of magazines,
paperlac'k iboks and record s, publishers and distributors often distribute mnor'
(0T11T0 of a magazine, book or record than it is anticipated the retailer can sell.
When the retailer has sold as many of the particular items as will he likely, he
returns tie unsold merchandise to the publisher or distributor. The Internal
Revenue Service has taken the position that accrual basis publishers and distrib-
uttors must include the sale of the magazines. paperback books. and records in
income when tluey are shipped to tile retailers and may exclude from income tile
returns'only when the merchandise is actually returned by the retailer during the
taxable year.

T 1e ii would allow accrual basis publishers and distributors of magazines,
lialmrhlacks and records to elect to exclude from income amounts attributable to
merchandise returned within a specified period of time after the close of the
tlVh:ul , year in which the publisher or distributor shipped the merchandise to
retailers.
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The bill requires publishers and distributors of paperbacks and records who
Oelct the new method to establish a suspense account to avoid a double deduction
for the initial year under the new method. In the case of returns of magazines,
the bill permits taxpayers to amortize the deduction attributable to actual re-
turns from prior years sales in the year the new method is elected over a five-
year period.

The Treasury Department believes that the special relief provided by the bill
should be allowed only to those taxpayers who, in the year they elect the new
method of accounting, establish a suspense account. The suspense account pro-
cvedure essentially allows the new method of accounting for the future while
del:i.ying the deduction for the additional amount the taxpayer would have de-
ducted for all past years under the new method is opposed to the old until there
i% a termination or decline in business. If this approach is not taken there would
h-e an additional revenue loss ($S6 million for hooks and records If the entire
,t.giut ion were allowed in the year of change) which could prevent the a(loption
1 0\N hat w%'e lie]ve are souild( accounting procedures for those industries and others
with may have similar problems. Current allowance of deductions denied in
lprior years may well provide a wimdfall gain to current owners since the tax
isurdeni may well have been iorne by customers or prior owners. However, in the

.if an election to account for magazine returns under the bill, if the Sulicom-
miftie bIelie,-es amortizatiim of the transitional adjustment is preferable to the
etahlishmnent of a suspense ani'iomnt. the Treasury Departmnent recomnmends that
the normal ten-year amortization period for such an adjustment be used instead
iif the special five-year amortization period provided by 11.11. 3050. The Treasury
1 )elartment woul oppose amortization of the transitional adjustment for pub-
ii,,Aes and distribtuors of paperback books and records who elect the new method
oif accounting.

9. I.R. 5103

The bill wouhl provide credit or refund to the manufacturer or Importer of
thv, excise tax on tread rubber destroyed or scrapped in the retreading of re-
4'apping process or used in retreading or recapping a tire which is used or sold
fr i purloses for which new tires may lie used or sold( tax free. Provision is
'motde for credit or refund to the manufacturer or importer of the taxes on tread
rmWihler or on new tires where the sales price of the recapped or new tire is later
mi lostedl pursuant to a warranty or guarantve. In addition, the bill miodifles the
-tatute of limitations so thiat claim for a credit or refund of the tread rubber or
L,.w tire taxes can lie tiled for a period of one year after the warranty or gtiar-
antee adjustment is made. Finally. the bill imposes the tax on tread rubber used
in a foreign country to recap or retread tires which have been exported from the
United States and then reiinported into the U'nited States.

"'lm( Treasury Ilepartmnent has no objection to the enactment of II.R. 5301.
The credit or refund provisions for tread ruldier are intended to make the tax

t:',,atment of this product eouivalnt to the tax treatment of newv tires. Because
tle tread rubber hoses its identity wvln attached to a tire, it has not been I)o.s'i-
1li. under present law to grant credit tor refund "f tread rubber tax when the
ritreaded tire has been exported, sold to a State or lical government, or sold
in nny other transactioiin for which a newv tire may ie sold tax free.

A tire which has been taxed in the United States can be exported and reim-
1 ,rted into the I'nited States without payment of the tire tax. If the tire has
t-een retreaded. the tr,'rd rublier tax is not due because the tread rubber is con-
sidered to havbe lost its identity w lhen attached to the retretided tire. United
Sta tes retrmaders located near ('anaia or 'Mexico have complained that so me
Vtited States (Ialers are shipping domestically used tires to Canada or Mexico
for retreading to take advantage of this tax treatment. The bill would rectify
thi,4 c'mlliotitive inequlity.

Tim section granting a credit or refund of tax when the price of a new tire Is
readjwsted pursuant to a warranty or guaranty is intended to codify procedures
which have been permitted for a number of years even though present law limits
the credit or refund of tax for warranty adjustments of products subject to
minnufacturer. excise taxes to cases where the tax is an ad valorem tax. The
hill would grant a credit or refund of tax proportionate to the price adjustment
made with the ultimate consumer: and proportionate to the price adjustment
made with the Immediate vendee where the manufacturer's guarantee runs only
to h s immediate vendee. In addition, a new approach is included in the bill
whereby provision is made for the granting of a credit or refund for warranty
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adjustments of an average amount per tire based on some overall method (e.g.,
a sampling method) rather than computation on a tire-by-tire basis. The Ways.
and Means Committee report (11. Rep. No. 95-916) notes that this procedure
would not permit an adjustment in the excise tax prior to the time the war-
ranty or guarantee adjustment is made (or deemed to have been made) to the
ultimate consumer.

The extension of a credit or refund of the tread rubber tax to cases where the
retreaded tires are adjusted pursuant to a warranty is consistent with the treat-
ment of new tires.

Since the guarantee on a tire may last for the life of the tire, a manufacturer
could be prevented from obtaining refund or credit of tax for a warranty ad-
justnient by the fact that section 6511 of the Code requires claims for overpay-
ment of tax to ie filed within 3-years from the time the returns were filed or 2-
years from the time the tax was paid, whichever expires the later. Accordingly,
the bill proposes to modify the statute of limitations as indicated above as to
allowance for claims for refund or credit or overpayment of tire or tread rubber
taxes in the case of warranties.

Some private brand dealers have requested that where the manufacturer's
warranty or guarantee is extended only to his immediate vendee there be deleted
the requirement in the bill that the prior granting of an adjustment to the ulti-
mate consuumer is a prerequisite to the allowance of a credit or refund of tax
to the manufacturer or importer. Rulings under present law have held that where
the tire warranty runs only from the manufacturer to his immediate vendee, the
adjustment by the manufacturer need only be made with his immediate vendee.
This interpretation is based on the general rule for price readjustments in sec-
tion 6416(b) (1) of the Code which requires the manufacturer, or importer,
to make an adjustment with his im-nediate vendee to obtain a proportionate
credit or refund of tax.

One way of retaining the general principle set forth in the bill of requiring
a(ljustment of tax to the ultimate consumer before the manufacturer can claim
credit or refund would be to state in your committee report that where the pri-
vate dealer's warranty to the ultimate purchaser is as good or better than the
manufacturer's warranty to the dealer, it then will be assumed that the required
adjustment has been made to the ultimate consumer when the immediate vendee
makes his request for credit or refund from the manufacturer.

The effective date ,qecIfled in the bill is April 1, 11)78. This Is the effective date
of Part 1 of Revenue Ruling 76-423. Part 1 of this ruling specifies that the credit
or refund of tax to the tire manufacturer for a warranty adjustment is to be
proportional to the reduction in the price of the replacement tire that the manu-
facturer sells to his Immediate vendee. The tire industry's practice where the
tire warranty runs from the manufacturer to the ultimate consumer has bieei
to take credit or refund of tax based on the proportionate reduction by the dealer
in the lprlee of the replacement tire to the ultininte consumer even though the
manufacturer may reduce the price (exclusive of tax) of the replacement tire
to the dealer by less than the prornortionnte reduction to the conrnmer, or perhaps
not even re(uce the price to the dealer at all. The bill would give statutory sanc-
tion to this practice and the April 1, 1.978 effective date would Insure that Part
1 of floy-. Ril. 7-12.1 would not be effective for the period of time between April
1. 1078 and the enactment of the bill.

10. Hf.R. 6635

The bill wold amend the Second Liberty Bond Act to allow the Secretary of the
Treasury, with the approval of the President, to increase the investment yield
on outstanding United States retirement plan bonds and Individual retirement
bonds- for eah interest accrual period beginning after September 30, 1977, so
that the Investment yield on such bonds is consistent with the investment yield
on Series E savings bonds.

Treasury would support H.R. MM35 if it Is amended (1) to permIt the interest
rate on already issued retirement bonds to be changed to match the Interest rate
on new retirement bonds rather than to match the Interest rate on Series E
saviniz, bonds and (2) to change the effective date to permit an increase In the
inve4tment yield for interest accrual periods beginning after the date of enact-
ment rather than for periods beginning after September 30, 1977. The bill will
bel to aniure that the rate of return to holders of retirement lann honds and
Individual retirement bonds is maintained at a level conunensurate with the rate
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of return on new retirement bonds. It will help maintain the competitiveness of
retirement plan bonds and individual retirement bonds with other investment
vehicle and, therefore, will assist the Treasury in the exercise of its borrowing
authority.

11. H.R. 8535

Under present law, the child caretredit is not allowed for amounts paid to a
relative unless (a) neither the taxpayer nor the taxpayer's spouse is entitled to
a dependency personal exemption deduction with respect to that relative, and (b)
the .services provided by the relative constitute "employment" within the meaning
(of the Social Security taxes definition.

The bill would allow the child care credit for amounts paid for child care
services performed by relatives of the taxpayer whether or not such services con-
stitute "employment" within the meaning of the Social Security taxes definition
of that term, provided neither the taxpayer nor the taxpayer's spouse is en-
titled to a dependency personal exemption deduction with respect to that rela-
tive. The child care credit will not he allowed for amounts paid to a child (or
t otechild) of the taxpayer under age 19.

The Treasury Department does not oppose H.R. 8535.

12. H.L 8811

Under present law If a United States Tax Court Judge elects to come under the
Tax Court retirement system, he Is required to make an irrevocable election
which liars him from ever receiving any benefits under the Civil Service retire-
ment system for any nonjudicial Federal service performed before or after his
elpction is made, even though he. served as a Tax Court Judge for less than the
luinimnum 10-year period required to qualify for retired pay under the Tax Court
retirement system.

The bill would amend section 7447 to allow a Tax Court judge to revoke an
election to receive retired joy under the Tax Court retirement system at any
fline before the first day on which retired pay would begin to accrue with re-
sle.t to that individual. The bill would also provide that no Civil Service re-
tirement credit would be allowed for any service as a Tax Court judge, unless
with respect to such service the amount required by the Civil Service retirement
llv, hn b, een deposited, with Interest, in the Civil Service Retirement and Qils-
al~illty Fund.

The Treasury Delartment supports tI.R. 8811.
Now, in the interests of time, go through these bills and let. me

W/ik tiie rreasury*s position on each one. That. might save us a little
tile, to (10 it that wvay, and if there is no controversy, we can proceed
r ,ther rapidly.

Now, S. 2827, dealing with the, State troopers, what is the Treasury's
position on that ?

M r. lI.lPIiix. The Treasury is opposed to that, Mr. Chairman, and
my statement does concentrate on that bill because we do feel that it
is tl(' most important of the bills that are before you today.

Senator BR'nD. Do you oppose leaving out what might be done in the
future, prospectively; do you oppose making adjustments retroac-
tiv'elv?

Mr. TIALPERT N. Yes. We oppose S. 2872 which would affect the treat-
ment for the future, and we also oppose S. 3134, which affects only
1970 to 1977.

Let me see if I can explain briefly why.
First of all, the idea that State troopers' meal allowances are in-

clndable in income is not a new idea with the Supreme Court in the
A', (al.i.'? decision of last November. In 1954, Congress enacted a $5-
a-day exemption for subsistence allowances for police officers; 4 years
lnter , that exemption was repealed, and the Finance Committee stated
in its report that the exclusion was "inequitable because there are
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many other individual taxpayers whose duties also require them to
incur subsistence expenditures regardless of the tax effect."

Therefore, to "bring the tax treatment of subsistence allowances for
police officials in line with the treatment of such allowances in the case
of other taxpayers," the committee recommended that the exclusion
be repealed.

That quote is on page 3 of my statement.
Senator BYm). What date was that?
Mr. IA.PERtIN. That, was done in 1958.
The IRS has consistently taken the position that subsistence allow-

ances are taxable. Now, it is true that it was not ,:uccessful in all the
courts. It was successful in the Tax Court, but several of the courts of
appeals reversed the. Tax Court., and some others supported the IRS.

Senator BYRD. Is it not correct that IRS has not levied on State
troopers up until just recently?

Mr. IIALPERI*N. The IRS has consistently levied on State troopers. It,
has not always been successful in the courts. biit it did win in the First
Circuit in 1969, and it asked that States withhold: and ever since 1970,
State troopers have been withheld on-at least, we are sure of that in
New Jerser. and we assume that that is true in most States.

Kawalski itself, the case, involved the tax year 1970. The State
troopers in New Jersey knew that the IRS was contesting their posi-
tion. Let me point oui. that, these amounts wei'e withheld. It is not a
question of somebody getting- a paycheck in which there is no with-
holding on a subsistence allowance, and you come ground to April 15
and you are required to make a big payment.

Senator BYRD. The amounts
Mr. IImPFx. The States treated these amounts as income for pur-

poss(:. of withholding, beginning-
Senator BYRD. Federal withholding?
M r. ITT.L, RiTtN. Federal withholding, beginning in 1970.
Senator BYRD. And that was the State of New Jersey?
Mr. IT.rLPERIIN. The State of New Jersey did that.
Senator BYRD. Now, what about the 14 other States?
Mr. IIALP.RIN. We are not sure of that. but most of the money from

1970 through 1976 does involve the State of New Jersey. By far the
largest percentage of the $6 million involved for those years, and prol)-
ably closer to half of the $2 million involved for 1977 is New Jersey.

Senator Beun. That is already withheld from the troopers ?
M'. IHALPERIN. It was withlld. Of course, they filed tax returns on

April 15 and asked for refunds, and did get the amount back on the
end of each year.

Senator Bvm). IRS returned
Mr. IALPERI.N. The Goveriment does not have it at the moment. It

repaid it.
It (loes not audit tax returns when people ask for refunds. In tli

normal course, when the troopers filed for refunds and excluded these
subsistence allowances, they received their checks.

The point that, we would make here is that, they knew of the prol)-
lem. They did get a cheek in April which they conceivably could have
put aside, assuming the possibility that they would lose the case.

They were advised, at. least. in New Jersey, by their own association
in 1974, to do just that, to set aside additional money to pay income.
taxes that might be due.
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We think that this bill could set a very unfortunate precedent be-
cause it basically, at least from 1970 through 1976, does not give every
police officer a refund based on subsistence allowances. It only gives it
to those who filed tax returns prior to the Ko walski decision in which
they took this position.

So if you filed the tax returns and you read the IRS rulings and
you beloved that they were correct, or you Just did not want to go
tihroumgh the hassle of contesting it, and you included the subsistence
allowance as income, the bill does not help you, except for 1977. It
only helps those people who took the position that the subsistence a]-
lowances were tax free and it really puts a premium on contesting
Service positions.

If people know that if they file tax returns and contest an IRS posi-
tion, even if they lose, we Nill say, "Well, it is unfair because you do
not have the money now; you will therefore only be liable for'future
years."

If we do this it is unfair for people who do not contest the IRS'
position. It encourages everyone to take aggressive positions on their
returns since they have nothing to lose, and everything to gain, by
doing so, since their only liability would be for future years, if we
followed this precedent.

Now, it is a very sympathetic situation and I do not want to be put
in the position of feeling no sympathy for these State troopers, many
of whom owe, as they say, $3,000 or $4,000 and that is a significant
part of their life savings. But we do not think it is fair for the tax-
payers in the otler 49 States to bail out the New Jersey State troopers.

Senator ihY'u). You have been dealing mostly with New Jersey. Can
you cite other States that have withheld from the State troorers?

Mr. HALPeRIN. Let me point out that the New Jersey allowance,
which is $15 a (lay right now, is almost twice as big as the allowance
of an, other State. It is also true that they have far more people in-
volvel than in any other State.

So the real revenue cost is there.
In terms of whether or not other States have withheld or not. the

IRS issued a ruling in 1970 which required the States to withhold on
this and we have no reason to believe that that was not generally
followed.

Senator Wlynn. "Well. you have records in your department. You
could easily ascertain that.

Mr. ILILERI-. Yes; we could, and we could submit for the record
wlhat information we have.

Senator BYRD. Why1v do you not submit for the record what other
States, if any, have ifthheld?

Mr. IALPERIN. We will do that, Mr. Chairman.
Senator Byu). Thank you.
[The following material was subsequently supplied for the record:]

The following states have withheld taxes from troopers' meal allowances:
Alabama (from 1977) ; Connecticut (from 1970) ; Mississippi (from 1974) ; New
Jersey (from 1970) ; anti We 4 Virginia (from 1975). (The year in parentheses
is the year in which withholding was begun.)

Senator Bi-RD. The next on my list is 810, but we have not had a
hearing on that, so we will pass that by temporarily.

'The next on my list is H.R. 1337, the 10-percent excise tax on man-
ufacturers wholesale, placed on trucks, buses, and so forth.
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Mr. HALPERIN. We have no objection to that bill as it passed the
House. Some people have asked that they be allowed to use the price
that they sell to retailers since they do sell to retailers in addition to
selling directlyy to the ultimate consumer.

They want to use the price to which they sell to retailers rather
than 75 percent of the price that they sell to ultimate consumers.

I think that one of the things that we have tried to keep in mind
when we have commented on these miscellaneous bills is the need to
try to get as much simplicity as possible. I suppose that one can look
at the situation of 200 different truck manufacturers and say that this
particular method is good for 150 of them and we should have this
other method for 75. But I do not think any serious objections have
been raised to the equity of applying a percentage of the ultimate re-
tail price to everyone, and we would think that a case really cannot
be made for special treatment in one case as opposed to others, so we
think that the House bill ought to go through as it was originally
enacted.

Senator BYRD. You have no objection to the House proposal?
Mr. HALPERIN. That is correct.
Senator BYRD. And your opinion of the additional suggestions?
Mr. HALPERIN. We -do have objection to the additional suggestion

that has been made.
Senator BYRD. You would prefer not to expand it beyond the House

proposa l ?
Mr. ITALPERIN. Right. We think there is a lot to be said for treating

everybody alike and having one method of collecting it.
The objection to the present treatment is the administrative diffi-,

culties in trying to measure costs, and we think that is correct. There
is no reason to get into that problem. But we would like to keep it
simple and have one method across the board.

Senator Byw). Now. H.R. 1920. the beer and wine bill ?
Mr. H.ALPERIN. The Treasury has consistently opposed that bill and

we are staying with that position. We believe tfiat, on the merits, there
is no reason to, in effect, provide free insurance for this particular
cost and for these particular people.

We also think that there will be administrative difficulties in trying
to deal with this bill. You have to decide whether there has been van-
dalism, which is covered by the bill, as distinguished from theft or
mishandling which is not. Tr liquor is destroyed through mishandling,
or if liquor is stolen, this bill does not apply. It applies only to losses
through fire, et cetera, and also through malicious mischief. And we
think that that is a line drawing problem that may be difficult.

So on administrative grounds, we are opposed to it. We also believe
that, there is no policy that would require the Federal Government to
provide this kind of insurance for these costs.

Senator BYRD. Do you have any quarrel with the revenue estimate?
Mr. HALPrRIN. No; we do not.
Senator BYRD. Now, there is another wine and beer bill, H.R. 2028,

and a companion bill, S. 2930. And then another bill on the same sub-
ject. but slightly different, Senator Cranston's ropozal.

Mr. HALPERIN. That is correct. Mr. Chairman. We have no objec-
tion to II.R. 2028 as it has passed the H~ouse and the companion bill.
The Bureau of Alcohol, Tobacco, and Firearms has objected to Senator



157

Cranston's proposal which would delete the registration requirements
for the home brew of beer.

I might point out that the suggestion that the registration require-
ment for home producers of wine be deleted came from the Bureau,
the ATF. They believed that they did not need it, and there was no
reason to put people through that particular burden.

On the other hand, when it comes to beer, the Bureau is convinced
that there is greater potential for harm because the beer process pro-
duces a mash which is fit for the production of whisky which they
think creates greater potential, and they would, therefore, like to see
the registration requirements in that area.

I think that they have shown that they are reasonable and they
are not insisting on registration just for the sake of having a lot of
people keep records, but are really conscious of their enforcement
problems. Ad if it turns out that they really do not need it in the
case of beer as well, I think we can rely on the Bureau to come forward
with that position, in view of what they have done in the wine area.

Senator Bnin. Well, let me see if I can understand Treasury's posi-
tion.

Treasury, as I understand it, then, does not oppose H.R. 2028 and
-it does not oppose Senator Moynihan's bill, which is a companion to
that?

Mr. HALPERIN. That is correct.
The major difference in Senator Cranston's bill-there are two pro-

visions, I think, in there. One, it removes the registration requirement.
Now, I guess, the witnesses who have testified here believe that
one interpretation of present law is that there is no registration re-
quirement at all today so that H.R. 2028 actually imposes the registra-
tion requirement on home brew of beer for the first time.

Now, the Bureau of Alcohol, Tobacco, and Firearms have opposed
removing it because they think there is a greater danger of abuse go-
ing into the production of whiskey from the beer process, but that is
the issue and Senator Cranston's bill would not have a registration re-
quirement for either wine or beer.

Senator Brim. The objection, really, is to the registration require-
ment for beer rather than for wine? "

Mr. HALPERMI. Right. The Bureau had recommended the deletion
of the registration requirement for wine by itself.

Senator Byiw. H.R. 28521
Mr. HALPERIN. We have no objection, in principle, to that bill. We

have suggested, in our comment, that the farmer be required to waive
his right in writing.

The farmer now has the right to refund himself. The bill would give
the right to the refund to the crop duster, the argument being that
since the amount is so small the farmer never applies for the refund
particularly because the crop duster never figures out for him how much
the farmer'is entitled to.

If the theory of the bill is that the farmer ought to get the bene-
fit of it, we tlink that the crop duster ought to, in effect. make dis-
closure to the farmer what is going on here and the farmer could
waive his right. We did make that suggestion on the House side; they
did not accept it over there.

32--97R--78-11
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Senator Bnn. Well, my recollection of the testimony of the spon-
sors is that at least one sponsor and maybe both said that it was not
contemplated that both the farmer and the crop duster would get the
refund.

Mr. HALPEar. Right. The farmer has no right to get the refund
under this bill as it passed the House. Our suggestion would be that
the farmer would retain the right unless he waives it. But the bill does
take it away from the farmer and give it to the crop duster. Their argu-
ment would be they are not taking anything away since nobody uses
it at the present point.

Senator BYRD. I cannot see that the Treasury would care one way or
the other, would it, so long as both do not get the refund ?

-Mr. HALrERIN. Well, the purpose of the bill is to give the benefit to
the farmer and not to the crop duster. Now, they may, in effect, pass
it on in terms of the price but if, right now, nobody is getting the re-
fund and under this bill, the crop uster gets the refund, one would
expect, perhaps, a reduction in price to the farmer.

If that, in effect, does not happen, then we are giving the refund to
the crop duster and the farmer does not really have any notice as to
what is happening.

Senator BYRD. But, under the bill, the farmer and the crop duster
both cannot get a refund?

Mr. HALPERIN. No; only the crop duster can under the bill.
Senator BYRD. What about II.R. 2984?
Mr. ITALrERIN. We have opposed that bill for several reasons. This

bill gives an excise tax exemption for trailers which are suitable for
use with trucks which have a gross vehicle weight of 10,000 pounds'
or less. That, in effect, gives an exemption for trailers when single-unit
trucks of equal size would be subject to the excise tax.

Second, the bill gives an exemption to these trailers which are
designed to be used for farming purposes.

That creates, we think, two problems, one is discrimination in favor
of trailers which are designed to be used for farming purposes com-
pared to trailers which are used for retail businesses for delivery, for
example.

Second, there is going to be a problem in trying to distinguish
trailers. In order to he able to tell whether a particular trailer is tax-
able or not, one would have to decide whether it is designed to be used
for farming purposes or not, and we think that that can create diffi-
culties in administering the law.

Congressman Pickle, this morning. I think raised two points in
favor of the bill. One that these vehicles are not used on the highway
very much. That may be true on certain of these trailers, but cer-
taily trailers for transporting horses are used on the highway a good
deal.

Tim gasoline tax is the tax that imposes differential costs on users of
the higAhway based on how many miles they drive. We believe that the
tax on the trnck and the trailer b'ody itself is not intended to draw that
kind of line and, if it were, we would be in an impossible. area. There
are a lot of other trucks and trailers which do not get driven very
IIwb and yet are subject to the excise tax and it is hard to distinguish
the farm vehicles on that basis.
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Mr. Pickle also pointed out that there was already an exemption for
vehicles used for hauling feed, seed, and fertilizer antd this just extends
it to other farm trailers. That exemption in the present law is limited
to the body itself and does not include the chassis of the truck or the
trailer, so that there is a further extension of the exemption here, not
only to new kinds of trailers, but also to the full trailer itself.

Senator BYRD. It only applies to those that can carry loads of less
than 10,000 pounds.

Mr. HALPERIN. No, that is what present law does. Present law pro-
vides an exemption for trailers which can carry loads of less than
10,000 pounds. This extends it to a trailer that'can carry a greater
load than that, provided it is designed for use with a towing vehicle
that can only carry 10,000 pounds or less.

It is hard to understand that, since a truck, which itself can carry
more, than 10,000 pounds. is subject to tax. The exemption for the tow-
iiig vehicle, or the main truck, only applies if it carries 10,000 pounds
or less, and we are now suggesting here an exemption for trailers
which can carry more than 10.000 pounds. We understand it is perhaps
as high as 18,000 pounds which could be carried by these trailers.

Senator BYRD. 1ll, it really extends the use of the farm equipment
to carry the livestock whereas it now exempts it if it carries feeds
or fertilizer or whatnot?

Mr. HALPERIM. That is true. It extends it to livestock and it also
expands the exemption because the exemption for feed and fertilizer
only applies to the body of the trailer and not to the chassis. Exactly
what that means in terns of what percentage of the fax is excused,'I
do not know, but it is not a full exemption for carrying the feed and
the fertilizer.

Senator BYmn. Anyway, Treasury opposes it?
Mr. HALPERmI. Treasury is opposed.
I might note, Mr. Chairman, that of the 11 bills that have passed

the House, we have essentially raised no objections to 9 of them.
We are objecting only to 2984 and 1920 and we do have some minor
suggestions as to some of the others.

Senator BYm. 1920. yes.
'ow, what about H.R. 3050?
Mr. HALPERIN. Well, we have-let me say first that we have no

argument with the principle that is involved in that case as it applies
to the magazines, book publishers, and record dealers. We believe that
the accounting treatment that they are asking for the future is both
correct and administratively feasible.

The issue is what to do'about prior years and really what is in-
volved here is under the present methods.of accounting that is re-
(1uired by present law, they have paid more total taxes up to this point
than they would pay under the new method. They paid a little bit more
each year. If they have been in business for 50 years, they have paid
a little bit more each of those 50 years than they would under the new
method, and in cumulative total, they have this excess tax payment,
not that it was not proper under prior law, but it is more than they
would have paid if this new provision had always been effective.

The question is, when should they get that back?
The Treasury has recommended a suspense account procedure which

essentially says you do not get it back until your business declines or
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you go out of business completely. What the taxpayer has asked for is
that they get it back over a 10-year period or, in the House bill, in the
case of magazines, over a 5-year period.

Now, we think that it would be better if we could adopt a general
principle that we always look to suspense accounts. When tius par-
ticular bill came up bere this committee 2 years ago, there was a
long colloquy about whether the committee could afford the revenue
that would be involved in giving relief to the magazines without a
suspense account procedure And generally, Larry Woodworth, at that
time. recommended to the committee that a suspense account procedure
he followed. It is my understanding from reading the transcript that
the committee generally seemed to eel that that was a good idea, but
there was not enough time to try to do it before the end of the session.

As you know, this problem has been around for 25 years. In the
-1954 code. a provision was enacted which allowed income to be
,deferred, in many cases, and which also allowed the setting up of re-
:serves, which people with the food coupons have asked for.

Congress retroactively repealed those 1954 code provisions right
Ihway because of the fear of the large amount of the one-item revenue
lOSs.

Senator Brm). When were they repealedI
Mr. HALPMU1. They were repealed, I think, a year or so later. I

think it was 1955 and it was retroactively repealed, primarily because
of the one-time revenue loss.

Since that time, people have sat down and figured out a way out of
that problem and come up with the suspense account procedure which
eliminates the one-time revenue loss and enables us to contemplate on
the merits and decide whether this accounting treatment that these
industries seek is correct and whether it raises administrative problems
for the IRS. And if it is determined that it is correct and that the
IRS can handle the auditing problems involved then we ought to be
able to say, OK, let's give it to them, without getting into these argu-
ments year after year about whether we can afford it or not.

Now, it may be true that magazines are different from everything
else and therefore. since we can afford the revenue loss from magazines,
which is $22 million, without ,breaking the bank, we do not need a
suspense account procedure. They argue that they have a special case.

The records say no, they are very close to magazines and they are
different from everybody else and we now have the coupon people'come
in and say no. they are quite the same as everybody else.

There have got to be lots of other industries out there waiting in
line and we hope that we could deal with these other industries on
the merits without the reyenue implications getting in the way. and
that is why we prefer a suspense account procedure across the board.

Now, as we said in our statement, that if the committee wants to
adopt the House bill as it is, which gives the magazine special treat-
ment, we would urge two things--one, that it not be extended to any-
body else, and second, that the normal 10-year amortization period be
applied rather than the special 5-year period that is provided by H.R.
3050.

Senator BYnnrt. The revenue loss, if it applied to magazines, you said
was $22 million, but would not, that be the loss when applied to maga-
zines, paperbacks, and records? Are you giving the loss only for
magazinesI



161

Mr. HALPEIN. Magazines is $22 million. There is a 2-year revenue
loss in the first year since this bill does go back to 1976, and that is
$22 million in fiscal year 1979 and then $11 million for the next 3 years.

For paperback books and records, it is $86 million altogether; and if
they had the same treatment as magazines, there would be a $42 million
revenue loss in 1979.

Senator BYRD. How serious is the problem for the magazines underthe present lawI
Mfr. HLPERIN. ] Well, I do not know whether it is a serious problem.

The question is whether their income has been properly measured if'
they are required to pay taxes on the amount of money that they re-
ceived, for example, for a November or December issue when they
know that a substantial part of that will not be sold and they will have
to, in effect, give credit or that accrued income in the following year.

I think it is correct, as they say, that that results in an overpayment
of taxes. Of course, as you pointed out, Mr. Chairman, once you have
a going concern, provided that there is no growth, in future years
their income tends to be measured correctly.

But the primary effect of the bill, as to companies presently in busi-
ness, if the suspense account procedure is adopted, would be to take
care of that growth and to avoid having to pay the taxes to the extent
that the returns for this year are more than the returns for last year.

And we think that their income is more correctly measured under the'
system that is put in -by the bill, and we have no objection to that
particular change.

Obviously, they have been existing for a number of years under the
old system, so I do not know whether one can claim it is a serious prob-
lem, but I do not think there is any reason to overtax people if you
can avoid it.

Senator ByRD. What about adding the coupons to it ?
Mr. HALPERIN. Well, we have not considered it on the merits. I think

that there we are clearly switching away from the question of how
much income should be reported in current years and talking about a
reserve for future expenses.

They are asking to set aside as an expense the amount of money
that it will cost them to redeem coupons which have been put into a
magazine.

It seems to me that there is very little difference between that, and
an announcement that says, "I am going to reduce my prices next year,
and therefore I would like to set up an expense this year."

Now, maybe I am wrong about that, but at least on first blush it seems
to me that they are not saying that they have collected too much on
this year's sales or that this year's income is overstated. They are really
saying that they are going to be selling next year's goods cheaper and
therefore they ought to have a reserve against that cost.

But we would be glad to look at it and see if they were correct in
asking for this tax treatment, and second, whether there are adminis-
trative problems for the Service. And if they make the case that they
fit in with the other issues here, then we would have no objections to
extending it, but at least on first hearing about it which was on late
Friday afternoon when I got a copy of their testimony, it seems to me
that there are distinguishing features here.

Senator BYRD. In other words, you feel that you need a little addi-
tional time and information?
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Mr. HALPERIN. Yes, sir.
Senator BYRD. How about H.R. 5103?
Mr. HALPERIN. We have not objected to H.R. 5103. As I said in my

prepared statement, I am not sure I really understand it completely,
but to the extent that I can figure it out, we have not objected to it.

We have-let me just say one thing about that. Mr. Brotzman men-
tioned the fact that the bill does not help those wholesalers who do not
get warranties from the manufacturers.

Apparently, the major retailers, under private brands like Sears,
do receive a warranty from the manufacturer, but other retailers who
use. private brands do not, and the bill as proposed, does not help those
people, with all of its complexity. It, does not help those people.

Wh at the Treasury suggested'to the tire manufacturers and asked
them to try to think about very seriously is that this bill creates an
immense aaministrative problem, not only for the IRS but also for
the industry, to have to keep track of all returns in order to determine
how much tax they are entitled to get refunded. And we suggested to
them that they give serious consideration to the possibility of eliminat-
ing the refund on warranty adjustments. In return, we thought we
cnnl(l support a reduction in the tax rate so that the total tax collec-
tions would not go up and we could ignore warranty adjustments
completely.

I recognize that any new system creates problems and readjustments
among people, but from what I have heard from the private brand
manufacturers, we have not heard the last word on this problem and
the IRS assures me that there will be many administrative problems
in administering H.R. 5103 and that they expect to hear from the
industry again.

I would hope that if we were going to get into this again that
,Congress would urge the industry to see if they can work with the
Treasury and the congressional staffs to come up with a system where
we just get, rid of warranty adjustments and reduce the tax in the
:fir.) place. It just seems to me that that is a better way to do things.

,'enator BYRD. You started off by indicating that you had no
objection.

Mr. HALPERIN. We do not object to the bill as it now stands.
Senator BYRD. 'What is your position on I.R. 6635 ?
Mr. HALPERIN. We have no objection to the bill in principle. Wie

have suggested two minor modifications.
The bill as passed the House, was effective back in 1977. We would

ask that the effective date be moved up to a current period. And sec-
ond, the bill ties the interest rate on these retirement bonds to the
interest rate on series E bonds. We think it would, on reconsideration
of this matter, be more logical to tie it to the interest rate on the new
issues of retirement bonds. They are now consistent with series E
bonds, but if, in fact, there are differential interest rates in the future
between these retirement bonds and sries E bonds, it would be more
logical to change the interest rate on old issues to the rate on the new
retirement bonds rather than the interest rate of the series E bonds.

Senator BYmn. What is your position on H.R. 8535 and the com-
panion bill, Senator Dole's S. 2153?

Mr. HALPERIN. We do not oppose H.R. 8535. And I guess the last
bill was H.R. 8811 and the Treasury supports H.R. 8811.
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Senator BiRD. Treasury approves H.R. 8811?
31r. HA1-rEmN. Right.
Senator BYRD. Well, that takes care of everything except M.R. 810.

I have not had a chance to look at that. I would like to carry that over
until next time.

Mr. HALPERIN. I could describe it if you would like, Mr. Chairman.
Essentially, present law prohibits private foundations from making
certain grants to Government officials. One of it is for foreign travel.
They are allowed to pay for domestic travel of Government officials,
but not for foreio-n travel.

The bill would allow certain-private foundations to pay for foreign
travel.

We have not objected to it. We suggested, in accordance with pro-
posals we have made earlier this year for tax changes generally, that
the reimbursement be limited to commercial airfare as the bill, as it
passed the House, would permit the payment of first class fare.

Senator BYRD. I would like to carry that bill over to the next meet-
in, of the committee.

With regard to H.R. 8811, which Treasury approves, Treasury has
had correspondence with Judge Queely of the Tax Court in regard to a
possible amendment. I do not know whether you are prepared to go
into that at this point, or whether-

Mr. HALPERIN. Mr. Chairman, we have not gotten clearance from
OMB as to whether they will agree with the position we have taken
in our letters with Judge Queely.

Senator BnD. Very good.
Thank you very much, gentlemen.
[Thereupon, at. 12:10 p.m., the subcommittee recessed, to reconvene

at the call of the Chair.]
[By direction of the chairman, the following communications were

made a part of the record:]
UNITED STATES SENATE,

Washington, D.C., June 20, 1978.
Hon. RUSSELL B. LONG,
Cha irinan, Senate Finance Committee,
U.S. Senate, Washington, D.C.

DEAR MR. CHAIRMAN: I understand that the Senate Finance Committee has
under consideration H.R. 2852, a bill providing for the refund or credit of the
gasoline excise tax to operators of agricultural aircraft.

As a long-time sponsor of similar legislation in the House and as co-sponsor
of a Senate companion bill, S. 196, I am writing to express my support for H.R.
2.S52 and to urge you and your Committee colleagues to give this bill favorable
consideration.

As you know, the legislation before the Committee changes the procedure to
permit the agricultural aircraft operator to claim a gasoline excise tax refund
or credit, rather than the farmer claiming tax credit as in the past after the cost
is passed on to him by the aircraft operator. With the present system, the cost
to the farmer and the administrative burden of providing documents-often ex-
ceeds the value of the tax refund or credit.

We are all opposed to red tape and It is noteworthy that this bill will have an
anti-inflationary impact in that it will reduce the amount of paperwork required
under the present law exempting gasoline excise taxes for farming purposes.

I again ask your favorable consideration of this bill and appreciate the oppor-
tunity to share my views with you.

Best personal regards.
Sincerely,

JOHN MELcir.
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STATEMENT IN SuPPoRT OF H.R. 8535 BY REPS. BARBER B. CONABLE, JR., RAYMOND
F. LEDERER, JOSEPH L. FISHER, WILLIAM M. KETOHUM, BILL FRENZEL AND
MARTHA KEYS

We strongly favor enactment of H.R. 8535 into law, and urge the Finance Com-
mittee to act favorably on it. This bill would eliminate the existing "anti-grand-
mother clause" and "marriage penalty" from the Section 44A daycare credit.

Existing law requires that in order for a taxpayer to claim the daycare credit
for amounts paid to his/her parent, the taxpayer's parent must be "employed"
under the definition of employment contained in Section 3121(b) of the Social
Security Act. This cross reference to Section 3121 (b)( has had capricious and
absurd results. Married taxpayers are denied the tax credit when "grandma"
babysits, but widowed or divorced parents are allowed the credit in identical
circumstances. The tax credit may be allowed if the grandmother lives in or
comes to the parent's home to babysit, but it is not allowed if the child is taken
to the grandmother's home for babysitting. The credit is allowed when the baby-
sitters are the taxpayer's sisters, aunts, cousins or nieces but usually not when
the babysitter is the taxpayer's parent.

When Congress voted to extend coverage of the daycare tax credit to relatives
In the Tax Reform Act of 1976, it did not anticipate that the cross reference to
the Social Security Act would work out this way. The cross reference was de-
scribed simply as a way to avoid possible abuse by making sure relatives were
bona fide employees and that social security taxes were not evaded. It is doubtful
that Congress realized it was creating a new marriage penalty in the tax code
and an anti-grandmother clause to boot.

The bill we have cosponsored would remove this cross reference, and replace
it with new safeguards which better and more accurately address the situations
which arise when relatives are paid for babysitting services.

Our main concern in this bill is the elimination of anti-family provisions in our
laws. We recognize that when economic dealings take place between close family
members-in this case between taxpayers and their parents--there is indeed a
potential for possible abuse. However, we believe it is possible to structure the
bill in a way that encourages family ties while discouraging tax abuse.

For example, some critics of this measure fear that some taxpayers would
try to minimize their tax burden by transferring income to lower-bracket rela-
tives in return for babysitting services instead of supporting those relatives
as dependents. However, under both existing law and under the changes pro-
posed by H.R. 8535, the tax credit is not allowed for payments made to an
individual with respect to whom the taxpayer or his spouse is entitled to claim
a dependency deduction. This means that a taxpayer could not choose to trade a
$750 dependency exemption for a $400 or $800 daycare tax credit depending
on whether he treated his parent as a dependent or a babysitter. So long as he
is entitled to the dependency exemption, even though he does not claim this
exemption, he must forego the daycare tax credit.

It has been suggested that some people would claim the daycare tax credit
for amounts that they did not actually pay their relatives. This sort of fraud
would show up in IRS audits of taxpayer returns and any taxpayer who claimed
a credit against amounts which were not paid or for which proof of payment
could not be produced-whether to a relative, a neighbor, dayare center or
hired babysitter-would be subject to the appropriate penalties.

The language of H.R. 8535 addresses another potential area of abuse by
prohibiting the tax credit for amounts paid to one's own child younger than
age 19. The idea here is that we did not want to permit parents to claim a tax
credit for paying an older child to care for a younger one, particularly during
the yearswhen the older child was still of school attendance age.

Language in the House report on the bill also made it clear that Congress and
the IRS do not believe either the present law or proposed changes allow the
credit to be claimed for amounts paid to one's own spouse.

The final area of abuse sometimes cited is a practice that we do not believe is
an abuse at all. Some critics have charged that the credit should not be allowed
for amounts paid to a grandmother who babysits for her grandchildren because
the grandmother would probably have provided this care in any event, even in
the absence of the credit or pay. We believe. however, that simply because
the parents have hired a babysitter who loves the children enough to provide
the services even if pay had not been offered, they should not have to forego
the tax credit. If all the requirements have been met-both parents working,
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young children in need of care, a paid relative who actually provides the care-
then we believe the credit constitutes good public policy, not tax abuse.

For many children, particularly infants, organized daycare centers are not a
desirable alternative. As the House Report on the Tax Reform Act of 1976
stated, "Relatives generally provide superior attention' We agree with this
principle, and believe further that in times when family life is under visible
stress, our laws ought to encourage reliance on family and kin relationships
wherever possible rather than acting as a deterrent to such ties. This bill is
designed to accomplish this goal by carrying out what many of us believe wan
the intent of the 1976 Act. We therefore urge the Senate Finance Committee
and the Subcommittee on Taxation and Debt Management to consider H.R. 8535
favorably and order it reported.

FREEMAN CROP SERVICE, INC.,
Mt IN, Va., June 1, 1978.

Senator HARRY F. BYRD, JR.,
senatee Office Building,
Washington, D.C.

DEAR SENATOR BYRD: We seldom write you unless it is deemed necessary to
keep you posted on your cojistituent's attitudes.

On May 8, the House of Representatives passed HR 2852 which is an amend-
ment to the Internal Revenue Code 54 exempting certain agricultural aircraft
from aircraft use tax, and provides for refund of the gasoline tax to the agri-
cultural aircraft operator. To clarify that, up until this time the ag-avlation op-
erator (crop clusters ) have been paying gas taxes which the farmer can recover
and which is an inequity in itself and In the law. By obtaining the refund
directly, it will hold down costs or perhaps reduce costs to the farmer, thus
lowering their farm input. With the complexities as they now exist, nobody really
got the benefit of the tax and the paper work more than out-weighed the benefits.
Your cooperation in helping in this important project for our industry would
certainly be appreciated.

I know all the other ag-aviation operators in Virginia as well as in the nation
feel the same way. I would be grateful for anything you could do concerning this
matter.

Sincerely, Baucz FREEAN.

WINE AND SPIRITS WHOLESALERS OF AMERICA, INC.,
Washington, D.C., June 23, 1978.

Mr. MICHAEL STERN,
Staff Director, Committee on Finance, Dirksen Senate Offlce Building, Wash-

ington, D.C.
DEAR MR. STERN: This is to comment on the Treasury Department's statement

In opposition to H1R 1920 presented to the Subcommittee on Taxation and Debt
IManagement at the hearing held on June 19. 1978.

As you will recall, I testified before the subcommittee on June 19 on behalf
of a coalition representing virtually every segment and level of the alcoholic
beverage industry including the eighteen control states which are actually
engaged in the sale and distribution of alcoholic beverages at wholesale and/or
retail. Although most of the objections raised by Treasury were addressed in
my testimony, I feel It important to further amplify my comments because of
the erroneous interpretation of previous congressional policy which underlies
Treasury's reasoning for opposing HR 1920.

At the outset, It would appear that Treasury views the concept of tax refunds
on alcoholic beverages lost as a result of the perils covered by HR 1920 as inno-
vative and requiring a policy determination for the first time. On the contrary,
the Congress made this determination many years ago and has consistently
recognized that when taxpaid alcoholic beverages are destroyed or lost while
being held for resale, equity and fairness require that the seller sustaining the
loss should have the tax and duty refunded if he is not otherwise indemnified.

In stating the policy of the Congress with respect to such casualty losses,
Treasury alleges that ".... losses by handlers of alcoholic beverages, except in
case of disasters of extraordinary severity, have been treated as ordinary busi-
ness hazards to be borne by the holder of the beverages or his Insurance com-
pany." This statement is at substantial variance with the facts.
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kor example, in addition to the separate enactments to cover such losses re-
sulting from the floods of 1936, 1937, 1951 and the hurricane of 1954, I would
call the Subcommittee's attention to the specific relief granted to distillers in
Section 5008(c) (A) (ii) and (ill) of the Internal Revenue Code.

That section in substance provides for a refund of tax for losses sustained
prior to removal from the distilled spirits plant premises by reason of flood,
fire or other disaster or by reason of accident while on the distilled spirit's
plant premises if the loss amounts to 10 proof gallons or more in respect of any
one accident. Taxes are also refundable to distillers under Section 5008(a)
(1) (A) for losses resulting from theft.

HR 1920 provides that no claim would be eligible unless the tax and duty on
such liquors lost amounts to $250 or more. Translated in terms of proof gallons
this would mean almost 24 proof gallons.

As a further illustration of congressional policy on tax refunds on liquors
lost or destroyed while being held for sale. Section 5056(e) of the IRC provides
for a tax refund to brewers on beer lost by fire, theft, casualty or act of God
before transfer of title to another person.

It should be noted that losses by theft are covered for both distillers and
brewers provided there was no connivance, collusion, fraud, etc., where as HR
1920 expressly excludes theft from the perils covered.

It is difficult to reconcile Treasury's opposition to HR 1920 with their ap-
proval of the foregoing enactments including Section 5064 of the IRC which
provides for tax refunds on liquors lost as a result of a presidentially declared
major disaster. As further evidence of Treasury's inconsistency, on April 21.
1970, Treasury filed a report with the Senate Committee on Finance approving
an amendment to Section 5056 of the IRC to include theft among the perils
covered for losses sustained by brewers.

In our filed statement we have responded fully to Treasury's assertion that
the enactment of 1tR1920 would in effect provide free insurance to dealers
in alcoholic beverages covering tax and duty. I would only emphasize that legis-
lative history and congressional policy over the years makes It abundantly clear
that It was never intended that anyone other than the ultimate consumer
should bear the burden of the tax. If there were any merit to Treasury's con-
tention, then carried to a logical conclusion virtually every provision under
Section 5008 of the IRC covering abatement, remission, refund and allowance for
loss or destruction Is by its very nature some form of insurance.

We have also responded to the contention that IR 1920 would be difficult
to administer. Again we point out that in all cases the burden of establishing
proof of loss must he sustained by the claimant. If he cannot sustain that burden,
there would be no refund.

Finally, after initial approval as well as twenty years of acquiescence, Treasury
now contradictorily suggests the repeal of the major disaster provision since
that precedent is not compatible with the position it now takes on HR 1920.
We submit that any consideration of that proposal would be a giant step back-
ward and would frustrate the concept of fairness and equity which the Con-
gress has consistently applied to tax refunds on liquors lost or destroyed
while being held for resale.

We request that this communication be made part of the hearing record and
urge that IR 1920 be reported favorably and speedily enacted.

Respectfully yours,
ABRAHAM TUNICK.

On Behalf of the Coalition.

NATION AL WOMEN'S CHRISTIAN TE MPERANCE UNIO.
Washington, D.C., June 12, 1978.

Re. H.R. 2028-an act referred for deliberation to the U.S. Senate.
U.S. Senate Committee on Finn ce,
227 Dirksen Ftenatc Office Building,
Wa.0ington. D.C.

HONORABLE GE0TLEMEN: As this legislation has all the earmarks of bootlegging
which the nation rejected by Repeal of the Eighteenth Amendment, we urge yon
not to put this "stumbling-block" (Romans 14:13-K.TV) in the way of our
youthful citizens.

The at deflnes Adult as any individual who has attained 18 years of age. A
multitude of citizens this age both male and female, are still in high school un-
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prepared for adult responsibilities. Giving them the authority to produce alco-
holic beverages within the home, would only cause problems for parents and
teachers.

The health hazard of imbibing alcohol has now reached the ultimate victim, in
the current medical concern for prevention of the Fetal Alcohol Syndrome dur-
ing pregnancy. Voting to suspend their own rules to facilitate human debilita-
tion is unworthy of constituent trust in elected capability.

The Space Age has made possible intelligent cognizance of causal health
factors. The oft-repeated excuse "we cannot legislate morality" has now been
sensibly adjudged, "we can only legislate against the consequences of immorality."

This, gentlemen, gives you the opportunity to exercise ethical statesmanship
by renouncing the excess availability of alcoholic beverages this legal loophole
would produce, and furtherance of governmental rehabilitation expense to
remedy the inevitable consequences!

Sincerely,
MARioN B. S. CRYMES,
Washington Correspondent.

HUDSON, WILF & KRONFELD,
Philadelphia, Pa., June 21, 1978.

Re. II.R. 1337.
Mr. MICHAEL STERN,
Staff Director, Committee on Finance,
Senate Ofice Building, Washington, D.C.

DrN M. STERN: This statement is being submitted by me as counsel for
Strick Corporation, of Fort Washington, Pa. Strick Corporation's primary busi-
ness is the manufacture and sale of truck trailers.

Strick CorPoration urges the enactment of H.R. 1337. The elimination of the
so-called "cost floor", as an alternative method for determining a constructive
sales price under Section 4061(a), is highly desirable for all segments of the
truck trailer manufacturing industry. The report of the Committee on Ways and
Means, dated March 16, 1978, with respect to II.R. 1337 (Report No. 95--976)
very ably sets forth the essential considerations warranting the adoption of II.R.
1337. We would like to amplify some of the comments mentioned in that Report.

First, we wish to point out that the enactment of H.R. 1337 will eliminate the
uncertainty and controversy tinder present law as to whether the "cost floor"
method adopted by the Internal Revenue Service is, in fact, a permissible method
of determining a constructive sales price. In the one case on point, Quaker City
Iron II'orks v. United States, 66-1 U.S.T.C. 15,684 (E.D. Pa. 1966), the court
held that the "cost floor" is not a permissible method. A second relevant case,
Whattoff v. United States, 355 F. 2d 473, 66-1 U.S.T.C. 15,670 (8th Cir. 1966)
upheld the application of the "cost floor" method. but under circumstances which
the Circuit Court believed to he the most favorable method available to the tax-
payer. Strick Corporation is presently involved in litigation in which the validity
of the "cost floor" method is at issue. Irrespective of the outcome of Strick Cor-
poration's present litigation, It.R. 1337 has the highly salutary effect of eliminat-
ing, for all periods after its enactment, the continuing uncertainty as to whether
the "cost floor" method is valid to affect the tax consequences prior to its effec-
tive date, by stating (page 4) :

"It is also intended that no inference be drawn from this legislative action with
regard to controversies between taxpayers and the Service concerning either
the validity of the cost floor rule or determinations of cost for taxable transac-
tions which occurred before the effective date of this legislation."

Second, the "cost floor" method discriminates against Strick Corporation, a
high unit product cost maufacture. This discrimination, as stated in the House
Committee Report, is contrary to the purpose and intent of the excise tax. All
competing maufacturers should be treated fairly by the excise tax. And. fair
treatment can only be attained by a tax based upon a uniform percentage of
selling price.

Third, the "cost floor" method necessarily involves the determination of what
is "cost" for such purposes. The Committee Report correctly points out (page 3)
that a manufacturer may be assessed a deficiency at a date "long after the sale
has occurred" by reason of the Service's concept of cost. Strick Corportalon is,
also. presently litigating the assertion by the Service that a substantial excise
tax deficiency arose in 1971 (and in subsequent years), because, in the Service's
view, another item should be added to Strick Corporation's cost of manufacture.
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H.R. 1,337, by eliminating the "cost floor", eliminates all problems involved In
determining cost for all manufacturers, a highly desirable result.

In summary, we support the views expressed in the House Committee Report
that the elimination of the "cost floor" concept will provide the competitive fair-
ness and certainty of taxation so essential to the proper administration of the
excise tax. IR. 1337 will also greatly simplify the tax laws in a narrow but im-
portant area. There will be no need for sophisticated methods of allocation and
-determination of costs or for the audits and litigation relating to such deter-
minations, with the concurrent savings of time and money both to taxpayers and
the Government. II.R. 1337 will promote both certainty and fairness in the ap-
plication of the excise tax, two highly important results In an era of increas-
ingly complicated and ambiguous taxing measures.

We have one suggestion for your consideration. The purpose of the legisla-
tion is to provide a uniform rule for determining the excise tax base for all sales
at retail of Items under Section 4061 (a). There is language in the Internal Rev-
enue Service rulings which, it read In a narrow way, could be used by the Serv-
ice in an attempt to defeat this Congressional intent. Accordingly, we respect-
fully suggest that the Report of the Senate Finance Committee explicitly elimi-
nate any possible inconsistent Interpretation by the Service. We further re-
spectfully suggest that this could be accomplished with a statement along the
following lines (to be inserted immediately preceding the penultimate sentence
of the first paragraph under the hearing "Explanation of the bill", page 3 of the
House Committee Report) :

"It is intended that all sales at retail by manufacturers of items taxable under
Section 4061 shall be governed by this rule, whether or not a manufacturer sells
the same or similar items at other levels of distribution."

We appreciate the opportunity of presenting our views to you.
Very truly yours,

MERVIN M. WxI..

STATEMENT OF INTERNATIONAL HARVISTER Co.

International Harvester Company ("III") submits this statement for the
record to the Subcommittee on Taxation and Debt Management of the Senate
Finance Committee in connection with the Subcommittee's consideration of H.R.
1337. a Bill to amend the "constructive sale price" provisions of section 4216(h)
(1) of the Internal Revenue Code (the "Code").

1. INTROMctION

IH is a major manufacturer in the truck, bus and highway tractor industry.
The sale of these items by IH Is subject to the manufacturers excise tax im-
posed by section 4061(a) of the Code. While the normal practice for manufac-
turers in the industry Is to sell these Items to independent retail dealers, some
manufacturers (Including IH) sell both to independent retail dealers and directly
at retail to ultimate consumers through retail outlets. It is not the practice of
any major manufacturer In this industry to sell to wholesale distributors.

lH currently sells approximately 85,000 taxable vehicles of various sizes and
prices per year. Identical models have the same "suggested retail price", without
regard to whether the vehicles are destined for sale to an independent retail
,dealer or directly at retail to a consumer by an !H retail outlet.

IH supports H.R. 1337 insofar as the Bill Is directed towards the elimination
of the "cost floor" as a possible constructive sale price for purposes of computing
the excise tax on retail sales of trucks, buses and trailers. IH agrees that using
the "cost floor" can lead to uncertainty at the time of the retail sale as to the
amount of excise tax that may be due.

However, in i's view, H.R. 1337 goes too far by providing a mechanical rule
(based on percentage of the actual retail sales price) which Is to apply to all
retail sales of all manufacturers in the industry. lH believes that the rule con-
templated by H.R. 1337 makes good sense for manufacturers who sell only or
primarily at retail and, as a consequence, have no other available constructive
sale price for use in computing the excise tax due on their retail sales. How-
ever, that rule should not automatically be imposed by the statute with respect
to the retail sales of manufacturers who, like IH, also sell a substantial portion
of their taxable items to independent retail dealers. Such manufacturers should
be permitted to use their lowest price to such dealers as the constructive sale
price for retail sales.
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II. III's P05rrii

In support of its position, IH submits the following points:
1. Certainty as to the amount of tax.--One of the primary arguments ad-

vanced on behalf of H.R. 1337, as currently drafted and under consideration, is
that it will simplify the excise tax computation for retail sales by providing
a constructive sale price that will permit the tax to be computed simply and with
certainty at the time of each retail sale. See H. Rep. No. 95-976, 95th Cong., 2d
Sess., which accompanied H.R. 1337 and the Statement (pp. 2-3) of Mr. Daniel
I. Halperin, Tax Legislative Counsel, submitted to this Subcommittee. This argu-
ment is valid with respect to manufacturers who sell only or primarily at retail.
However, where, as is the case with IH, a manufacturer has substantial sales
to independent retail dealers, utilization of the manufacturer's lowest price to
such dealers as the constructive sale price for a vehicle being sold at retail also
affords the manufacturer certainty in computing the tax on the retail sale. The
III method of paying tax on a retail sale produces the same tax on each retail
sale of the same item- without regard to the specifically negotiated retail price.

2. Uniformity and fairness.-Another argument advanced on behalf of H.R.
1337 is that it will provide uniformity and fairness by causing the same amount
of excise tax to be generated if different manufacturers sell the same article at
retail at the same price. H. Rep. 95-976, supra. In this way, it has been sug-
gested the excise tax itself will become a neutral factor insofar as price com-
petition among competitors is concerned.

Again, this argument is valid only where manufacturers sell only or primarily
at retail. However, where, as is the case with IH, a manufacturer has substantial
sales to independent retail dealers, H1.R. 1337 bus the opposite effect and results
in a lack of uniformity among competitors. In IH's case, H.R. 1337 wIll operate
in a discriminatory manner by providing for different amounts of excise tax where
two competitors (namely, IH and the III Independent retail dealer) sell exactly
the same item at exactly the same price.

I.R. 1337 would cause IH to pay a different amount of excise tax on the same
Items depending on whether IH sold the item to an independent retail dealer

lit which event the tax would lie biased on the actual dealer price) or at retail
through IH's own retail outlet (!u which event the tax would be based on a per-
centage of the actual sales price to the customer). This difference in the com-
putation of the tax obviously would produce a competitive disadvantage for either
III or the independent dealer depending on which tax base was higher. Thus,
H.R. 1337, as drafted, will produce a result which is contrary to its intended
goal of uniformity and fairness within a competitive group.

In effect, H.R. 1337 would be undermining the provisions of the Excise Tax
Technical Changes Act of 1958 (the "1958 Act") dealing with the constructive
sale price in just this type of situation. See sections 4216(b) (1) and (b) (2) of
the Code as added or amended by the 1958 Act. The whole thrust of these pro-
visions was to provide a rule whereby a manufacturer selling at different levels
in the market place--4.e., to wholesale distributors, retail dealers, and at retail-
would compute the excise tax on all items on the same tax base or constructive
sale price, without regard to whether the particular item actually was sold at
retail or to a dealer. See S. Rep. No. 2090, 85th Cong., 2d Sess. 21-26.

3. I'. position is in accord with current statutory provision as evidenced by
Proposed Regulation.-Prior to the 1968 Act, the constructive sale price rule
contended for herein by IH (based on the sales price to independent retail deal-
ers) unquestionably represented the position of the Internal Revenue Service
where a manufacturer sold both to independent retail dealers and to consumers
at retail. See Rev. Rut. 5-J-61, 1964-1 C.B. 259; see also, H. Rep. No. 481, 85th
Cong., 1st Sess. 21, 24, and S. Rep. No. 2090, 85th Cong., 2d Sess. 22, 25, which
accompanied the 1958 Act. In addition, IH received letter rulings from the In-
ternal Revenue Service to that effect going back to 1934.

IH believes that this constructive sale price rule was not changed by the
1958 Act. However, some confusion has apparently developed in this regard in
view of the sentence added by the 1958 Act to section 4216(b) (1) of the Code
to the effect that the constructive sale price should be the lower of "(I) the
price for which such article Is sold, or (1i) the highest price for which such arti-
cles are sold to wholesale distributors, in the ordinary course of trade, by manu-
facturers or producers thereof, as determined by the Secretary." This provision
created doubt as to the manufacturer's ability to continue to use Its dealer
prices as Its constructive sale prices. Rev. Rui. 68-519, 1968-2 C.B. 513.

However, this confusion has been resolved by Prop. Reg. 84&4216(b)-2(b)
which provides, In part:
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"* * * However, in the case of an article that In the ordinary course of trade
is not sold by manufacturers to wholesale distributors, the constructive sale price
shall be the lowest price for which the article is sold by manufacturers to retail
dealers in the ordinary course of trade, as determined by the Secretary or his
delegate. If the constructive sale price so determined is less than the actual sale
price, the constructive sale price shall be used as the tax base. If the construc-
tive sale price is not less than the actual sale price, the actual sale price shall be
considered as not less than fair market, and shall be used as the tax base. * * *"

This rule makes perfect sense since the "lowest price for which the article
is sold by manufacturers to retail dealers" is likely to be very close to the "highest
price for which such articles are sold to wholesale distributors". Certainly, it
is more appropriate to use the lowest sales price to Independent retail dealers
under these circumstances than to pick an arbitrary percentage of the actual
retail sales price. IH endorses Prop. Reg. § 48.421(b)-2 (b).

4. II.R. 1337 is contrary to the settled practice in the truck industrp.-As In-
dir-ated by the foregoing. III has consistently used its sales price to independent
retail dealers as its constructive sale price for its retail sales since 1934. This
practice has been confirmed by letter rulings from the Internal Revenue Service
and upon audit. It is the understanding of IH that other manufacturers in the
truck industry whx sell both to independent retail dealers and at retail also
follow the saame practice. Thus, H.R. 1337, as currently drafted, will disrupt the
established practice in the industry and will have an advense effect on those
mn manufacturers who sell at retail and their relationship with their independent
retail dealers.

III. IH'S PROPOSAL

To avoid the problems described above, IH proposes that H.R. 1337 be modified
so that the third sentence of section 4216(b) (1) of the Code will read as follows:

"Inl the case of an article the sale of which is taxable under section 4061(a)
and which is sold at retail, the computation under the first sentence of this para-
graph may be either (i) a percentage (not greater than 100 percent) of the ac-
tual selling price based upon the highest price for which such articles are sold,
or (ii) the lowest price for which such articles are sold to retail dealers, by
manufacturers and producers in the ordinary course of trade (determined with-
out regard to any individual manufacturer's or producer's costs)." [Proposed lan-
guage in italc.1

III believes that this provision would go far towards establishing certainty and
uniformity of tax imposed by section 4061(a) in the case of all manufacturers,
whether they sell (a) only at retail, (b) primarily at retail, (c) primarily to
independent retail dealers, and (d) only to independent retail dealers.

STATEMENT OF THE NATIONAL CATTLEMEN'S ASSOCIATION

(Submitted By B. H. (Bill) .Jones, Vice President Policy Development, National
Cattlemen's Association)

The National Cattlemen's Amsociation is the national spokesman for all seg-
ments of the nation's beef cattle industry-including cattle breeders, producers,
and feeders. The NCA represents approximately 280,000 professional cattlemen
throughout the country. Membership includes individual members as well as 51
affiliated state cattle associations and 13 affiliated national breed organizations.

H.R. 2852-AGIOULTURAL AIRCRAFT

The proposed legislation would amend the Internal Revenue Code to exempt
certain agricultural aircraft from the aircraft use tax and to provide for the
refund of this tax when aircraft are used in Agriculture.

The excise tax currently levied on fuel use by aircraft engaged in agricultural
operations constitutes an unjustified added production cost to farmers and
ranchers. The aircraft designated In the bill makes very little or no use of
commercial airport facilities financed by the use tax; therefore, it Is unjust to
levy the tax on fuel used for agricultural purposes.
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H.R. 2984-LIVESTOCK AND FARM TRAILERS

The bill provides an exemption from the 10 percent manufacturers excise
tax for certain trailers or semitrailers which are designed to be used for farm-
ing purposes or for transporting livestock or horses.

Current law provides an exclusion from the tax in the case of chassis and
bodies of light-duty trucks, buses, truck trailers, and semitrailers. To be eligi-
ble for the exclusion, the chassis or body truck trailer or semitrailer must be
suitable for use with a trailer or semitrailer having a gross vehicle weight
of 10.000 pounds or less. Furthermore, in order to be exempt, the truck or send-
trailer itself must be suitable for use with a towing vehicle having a gross
vehicle weight of 10,000 pounds or less.

The manner in which present law Is administered by the Internal Revenue
Service has aborted the actual Congressional intent with respect to exempting
trailers or semitrailers used for farming purposes or for transporting livestock or
horses. The Revenue Act of 1971 repealed the excise tax on automobiles and their
trailers and semitrailers. The IRS subsequently ruled that one-horse and two-
horse trailers were considered to be suitable for use with passenger automobiles.
Three-horse and four-horse trailers, however, were concluded to be designed
for highway use in combination with taxable trucks.

Also, under the present regulations, the primary determinant of gross vehi-
ele wveight is frequently the maximum load carrying capacity of the axles used.
Manufacturers of farming trailers and trailers designed for transporting live-
st(,(.k or horses often use axles produced primarily for recreational mobile homes
and these vehicles are frequently rated at more than 10,000 pounds.

In 'iew of these developments, the Subcommittee is urged to act favorably on
H.R. 2984 in the interest of re-establishing the original intent of the Congrcss
to exempt trailers and semitrailers designed for farming purposes or for trans-
porting livestock or horses from the 10 percent manufacturers excise tao.

STATEMENT OF JAMES F. MARSHALL, ExEcUTIVE DIRECTOR, ASSEMBLY OF
GOVERNMENTAL EMPLOYEES

Subject: Support of legislation to exempt subsistence allowance of law enforce.
ment officers from Federal income tax (S. 2872, S. 3134 and similar legis-
lation).

Mr. Chairman and Members: I appreciate an opportunity to present a state-
ment on behalf of state and local public employees on the matter of subsistence
allowances to police officers. For over 25 years the Assembly of Governmental
Employees has been a federation of independent public employee organizations
representing state and local employees throughout the United States. Some of our
affiliate organizations have been representing public employees for more than
50 years. We have 46 affiliate organizations located in 35 states, including 34
state employee associations. Most of our affiliates include state police and other
law enforcement officers in their memberships.

Your late colleague, Mr. Allen of Alabama, earlier this year introduced S. 2872,
and subsequently for himself and other members, S 3134. Public employees in
Alabama and throughout the United States appreciated his efforts and deeply
regret his untimely passing.

These bills and similar legislation introduced in the House of Representa-
tives are intended to deal with the serious financial problems created for thou-
sands of law enforcement officers throughout the United States when the United
states in serious financial Jeopardy, facing retroactive tax assessments averaging
cash meal allowances paid to a New Jersey state trooper could not be ex-
cluded from income for federal income tax purposes.

This decision places thousands of law enforcement officers in at least 16
states in serious financial Jeopardy, facing retroactive tax assessments averaging
$3000.00 apiece. We feel this is a very unfair assessment. Relief for these law
enforcement officers from serious tax liability incurred over past years when
they were following long-established practices and precedents is urgently needed.
We urge quick congressional action on the retroactivity clause of this legis-
lation.
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S 2872 covers all law enforcement officers and applies both retroactively and
prospectively. S 3134 covers only state police and applies retractively. Both refer
to "statutory subsistence allowances."

We urge the committee to consider an amendment. The phrase "statutory sub-
sistence allowances" that appears In both S 2872 and S 3134 assumes that all
such subsistence allowances have been provided by statute. We know of at least
one exception to that assumption in a collective bargaining agreement between
the State of Montana and the Montana Public Employees Association. The sub-
sistence allowance is authorized through a contract agreement rather than
through statutory provision. We can only assume that there might be other,
similar contractual arrangements. If relief from a retroactive tax assessment
is valid for those law enforcement officers who receive such an allowance by
statute, then the same should be valid for contractual arrangements.

We respectfully request that the language be amended, either by deleting the
word "statutory" or by rewording the phrase to read, "statutory or contractual
subsistence allowance."

Although we are not personally aware of other law enforcement Jurisdictions
that have such subsistence allowances, it is feasible that there are similar sub-
sistence allowances for law enforcement officers In other jurisdictions. We there-
fore suggest that the committee consider use of the language "law enforcement
officer in the United States" that appears in S 2872 instead of "state police
officers" that appears in S 3134.

With regard to the prospective tax relief proposed in some of the legislation
pending before Congress, we agree with Mr. Justice Blackmun, who pointed
out the difficulty of reconciling a statutory interpretation which allows tax ex-
emption for meals and housing allowances for the entire military establishment
and denies exception for a state trooper's lunch money.

We believe that the meal allowance granted to on-duty law enforcement officers
by state and local government to meet the service needs of the law enforcement
agency involved should be tax exempt in the future as it has been in the past.

We thank you for your considration of our requests. We stand ready to as-
sist the committee in any way possible to ensure a responsible conclusion to this
Issue.

STATEMENT OF RAYMOND P. BILGFR, VICE PRESIDENT-TAXES ON BEHALF OF SEARS,

RoEBucK AND CO.

SUMMARY OF STATEMENT ON H.R. 5103

1. H.R. 5103 codifies long-standing administrative practice by allowing tire
manufacturers an excise tax credit or refund with respect to warranty ad-
justments of tires. The bill provides that where the manufacturer's warranty runs
only to its immediate vendee (and not to the ultimate consumer) no adjust-
ment shall be made by the manufacturer nor excise tax credit taken before an
adjustment has been made with the ultimate consumer.

2. The Ways and Means Report on H.R. 5103, but not the bill, places the
burden on the "immediate vendee" to maintain records to prove that the adjust-
ment has been made to the ultimate consumer. Sears is a private brand retailer
of tires. The manufacturer's warranty on Sears brand tires runs only to Sears,
and Sears provides its own broader warranty on the tires to its customers, the
ultimate consumers. Sears takes exception to the record keeping requirement
which would be placed on it and similar tire retailers.

3. Sears recommends elimination of the record keeping requirement (1) by
deleting the provision in the bill coupling the manufacturer's warranty adjust-
ment with the immediate vendee to the independent adjustment of the immediate
vendee with the ultimate consumer, or (2) by having the Senate Finance Com.
mittee Report accompanying the bill make it clear that the immediate vendee,
i.e.. the private brand tire retailer, is not required to maintain records of its war-
ranty adjustment with its customer, the ultimate consumer, in order to sup-
port the excise tax credit taken by the tire manufacturer on its warranty adjust-
ment with the immediate vendee.

Mr. Chairman: I am Raymond Bilger of Sears, Roebuck and Co., and am
pleased to submit comments regarding H.R. 5103 as passed by the House and
presently pending before the Subcommittee.
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By way of background, Sears is the world's largest retailer of general mer-
chandise. The company and its consolidated subsidiaries distribute broad lines
of goods through some 3,800 selling locations, (including 1,400 independent
catalogue merchants) in fifty states, Puerto Rico and Central America. As a re-
tailer of general merchandise, Sears sells a variety of products, among which
are automobile and truck tires.

H.R. 5103 as passed by the House deals with this sales area by providing for
excise tax refunds in the case of certain warranty adjustments on tires and for
other purposes. Principally, the Act clarifies the treatment of credits or refunds
of the manufacturer's excise tax on new (or retreaded) tires where the sales
are later adjusted as a result of a warranty or guarantee. It also deals with
retread rubber, modifies the statute of limitations, and affects imported re-
treaded tires. H.R. 5103 as passed is essentially designed as it pertains to new
tires to clarify long-standing administrative practice under which a manu-
facturer is allowed an excise tax credit or refund with respect to sales of
tires for which a warranty adjustment is made on a tire-by-tire basis and to
apply this same principle to cases where warranty adjustments are made on
an overall basis.

The Report of the Committee on Ways and Means (No. 9.5--916) contains a
requirement in reliance on subpara'graph (L) (ill), p. 5, lines 12-15 of H.R. 5103
as passed which would have an adverse effect on Sears and similar retailers and
which we believe Is not entirely consistent with the stated Intent of the bill to
codify long-standing administrative practice relative to the excise tax aspects of
tire warranty adjustments.

In dealing with the situation where a tire manufacturer's warranty runs only
to its immediate vendee (and not to the ultimate consumer), the Act provides that
no adjustment shall be made by the manufacturer on which an excise tax credit
is taken before an adjustment is made with the ultimate consumer. The Ways and
Means Report, (page 5), directs the Treasury Department to issue Regulations
on acceptable methods to prove that the adjustment has been made to the ultimate
consumer and places a burden on the Immediate vendee, in this case Sears, to
maintain records to prove that the adjustment has been made with the ultimate
consumer. It is this recordkeeping requirement and provision to which Sears
takes exception.

As a "private brand" retailer of general merchandise, Sears gears it's operating,
merchandising, and accounting policies and procedures regarding Sears brand
tires to reflect this "private brand" approach to retailing. The manufacturer's
warranty on Sears' brand tires runs only to Sears-not to the Sears customer, the
"ultimate consumer," for purposes of this legislation. Sears provides its own
broader tire warranty to its customers. Any adjustment made under the Sears
warranty is based on the Sears retail price of the tire. After Sears makes
an adjustment with its customer, an adjustment may also be made under the
manufacturer's warranty to Sears. Then the tire is physically returned by
Sears to the manufacturer for such an adjustment and the adjustment would be
based on the manufacturer's price of the tire to Sears. An excise tax credit taken
by the manufacturer would be in proportion to the sales price adjustment paid by
it to Sears. As with any item of Sears "private brand" merchandise, the tire
manufacturer's warranty to Sears is not contingent on Sears warranty to its
customer (the ultimate consumer), nor is the Sears warranty to its customer con-
tingent on the manufacturer's warranty to Sears. Sears warranty adjustments
with its customers are completely independent from adjustments made by the
manufacturer pursuant to its warranty with Sears. Sears does not, nor is re-
quired to, maintain any records which would connect Its warranty adjustment to
the Sears customer (the ultimate consumer) on an individual tire to any subse-
quent warranty adjustment with Sears by the manufacturer which would be ap-
plicable to any individual tire.

Thus, to comply with the provisions of H.R. 5103 as passed, Sears would he
required to initiate and maintain special records supporting the fact that it made
an adjustment with the ultimate consumer on each individual tire In order for
the manufacturer to make an excise tax credit incident to its warranty adjust-
ment with Sears on that tire.

While the consumer ultimately bears the expense of the tire tax (as well as
with any other excise tax on a product or service), it is not an excise tax imposed
on the ultimate consumer. The tire tax Is imposed directly on the manufacturer,
the same as all other manufacturer's excise taxes covered by Chapter 32 of the

32-978-78-12
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Internal Revenue Code. The factor which distinguishes the tire tax from other
manufacturer's excise taxes is that it is not based on selling price, but in weight.
iEven in this respect the tire tax is not unique: the manufacturer's excise tax
on gasoline and on lubricating oil are based on volume rather than selling price.
For a manufacturer to take an excise tax credit on a price adjustment to Sears
under its warranty it is not required that Sears maintain a record of its inde-
piendent adjustment with its customer in the case of a shotgun, of a truck part, of
at fishing rod, or in the case of any other item subject to a manufacturer's excise
tax which is sold by Sears. It make little sense that this should not oe a require-
ment In the case of tires.

Requiring a "private brand" tire dealer to maintain records to prove that an
rdjustme t was made with the ultimate consumer has never been a part of the
icng-standing administrative practice under which a manufacturer is allowed
an excise tax credit with respect to a tire warranty adjustment. This long-stand-
ing administrative practice began in 1932 (at about the time the tire tax became
effective). In a letter to an association of tire manufacturers, the Commissioner of
the (then) Bureau of Internal Revenue ruled on the tire adjustment question by
sitiily pkaraphrasing a paragraph in the then existing Regulations applicable to
ad raloren excise taxes. The paraphrased passage read:

"Where a taxpaid article is returned to the manufacturer thereof for adjust-
mant. replacement or exchange, under a guaranty as to quality or service, and a
new article given pursuant to guaranty, free or at a reduced price, the tax on the
article given in exchange or replacement shall be computed on that portion of the
total weight which is proportionate to that portion of the actual price, if any, to
be paid to the manufacturer of the new article."

Thus, from the very outset, the long-standing practice was simply an attempt to
extend to warranty adjustments of tires those manufacturer's )rice adjustment
provisions in effect for other articles subject to a manufacturer's excise tax. There
was n) intent or suggestion that the tire manufacturer should go beyond its ownm
price adjustment transaction in order to support its excise tax reduction. This ad-
ministrative position was later contained in a Revenue Ruling S.T. 644, XII-1 C.B.
31. published in 1933, and reiterated in Revenue Ruling 59-394. 1959-2 C.B. 2O.

In Revenue Ruling 59-394 the administrative position was stated as follows:
" * * * it is held that where the manufacturer sells a customer a new replace-

ment tire at a reduced price pursuant to the guaranty contract, the manufac-
turer's excise tax on the replacement tire is computed upon that proportion of
the total weight of the second tire which the actual sale price bears to the regu-
lar sales price of the second tire."

In 1960 several tire manufacturers decided to require "private brand" tire
dealers such as Sears to provide them with documentation of the dealer's adjust-
ment of a tire with the ultimate consumer to "protect" the excise tax credits
taken by the manufacturers on their subsequent adjustments with the dealers.
Sears refused to do this on the basis that it was an unreasonable burden and un-
necessary, and requested a ruling from the National Office of the Internal Rev-
enue Service as to whether such documentation was required. In July, 1961. Sears
received a ruling on the question which supported its position. In the ruling the
Internal Revenue Service held:

"Under the situation present here where the manufacturer's guarantee runs
only to Sears, we consider that Sears is the 'customer' involved in the transac-
tion within the meaning and Intent of Revenue Ruling 59-394. This conclusion
applies without regard to the guarantee which Sears may independently extend
to its customers. Thus, a tire manufacturer claiming a tax credit with respect
to replacement tires sold to Sears under this arrangement at a reduced price
pursuant to guarantee Is not required to show that such credit is passed on to
the ultimate consumer. The tax due from the tire manufacturer with respect to
the sale of the replacement tire under its guarantee Is to be computed upon the
basis of the ratio outlined in Revenue Ruling 59-394."

Clearly, the provision in the bill as passed coupling the warranty adjustment
made by the tire manufacturer to the warranty adjustment made independently
by the tire dealer to the ultimate consumer is contrary to long-standing adminis-
trative excise tax practice relative to tire adjustments.

Also the maintenance of records to support this warranty adjustment would
be unnecessary and superfluous. Where a "private brand" tire has been used on
the road and appears to have failed because of a factory defect and is physically
returned to its manufacturer for a price adjustment under the manufacturer's
warranty, then it would be self-evident that a price adjustment on that tire
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has been made by the retailer to the customer. By the wildest stretch of imagina-
tion, it would be ludicrous to assume that the retailer could come into possession
of many thousand of such tires each year, if it had not obtained them through
warranty adjustments with its customers.

We recommend deletion of the provisions in the bill to the effect that "no ad-
Justments shall be made under subparagraph (L) before the adjustments to the
ultimate consumer is made (or, in the case of subparagraph (L) (ii), deemed
inade ." Alternatively, we think it should be made clear in the Senate Finance
Committee Report accompanying the bill explaining this provision that the tire
manufacturer would not have to go beyond its warranty adjustment transaction
(in which the proportionate excise tax credit is based in order to support the
exci-e tax credit. In other words, it should be clear that the immediate vendee,
i.e.. the retailer, is not required to maintain records of its warranty adjust-
ment V its customer, the ultimate consumer. This could be accomplished by
lat gimgAd,sijined ti, insure retention of the procedures permitted private brand
dealers in the 1961 ruling, namely "that where the private brand dealer's war-
ranty to the ultimate purchaser is as good or better than the manufacturer's
warranty to the dealer, it then will be assumed that the required adjustment has
been made to the ultimate consumer when the immediate vendee makes his
request for credit or refund from the manufacturer."

With the foregoing clarification, Sears would not have objection to the Ifonse-
passed bill.

COMMENTS OF THE PRIVATE BRAND TIRE GROUP

The Private Brand Tire Group, an organization of some fifty independent com-
lanies who market tires with private brand labels, submits these comments on
IH.R. 5103. We sincerely appreciate the opportunity the subcommittee has afforded
us to loresent our views on a matter which is of great importance to the industry
we represent.

Plefore I discuss our interest In this Bill, it would be useful to describe for the
Subcommittee the role and operations of a private brand marketer In the tire
industry. Generally speaking, private brand marketers market, distribute, or sell
tires under their own brand name. These tires are produced to the specifications
of the private brand marketer by tire manufacturers who have no financial in-
volvement In the marketing function. In some cases, these tires are marketed in
competition with brand labeled tires manufactured by the same tire manufac-
turers. In many cases private brand tires are marketed in competition with the
so-c.alled "Big 5" tire manufacturers. It should be noted at this point that while
large retailing organizations such as Sears and Montgomery Ward, as well as
national oil companies who market tires, may fit within the purview of this
definition, the Private Brand Tire Group does not purport here to represent their
views. Our companies market brands which are relatively small, on an individual
basis, and which, even though sold nationally in most cases, have not achieved the
national recognition afforded those brands of the major retailers. This is not to
say, however, that our combined marketing strength is insignificant. More tm-
portantly, we believe private brands are a viable part of the replacement tire
industry and contribute significantly to maintaining an open and competitive
marketplace which, of course, ultimately redounds to the benefit of the tire
consumer.

Let its turn now to M.R. 5103. We are concerned only with subparagraph (L)
which HI.R. 5103 would add to Section 6416(b) (2) of the Internal Revenue Code.
Our concern with subsection (I,) may be briefly stated. As interpreted by the
Ways and Means Committee Report ' section (L) would only benefit that segment
of the tire retail industry which includes tire manufacturers. It would deny the
relatively small independent tire marketer the vehicle for excise tax recovery that
it grants tire manufacturers who are vertically integrated into marketing or. as
In the case of the Big 5 manufacturers, who are further integrated Into retailing.
Consequently, our companies are placed at a significant competitive disadvantage.
Because the law would hamper our ability to compete and therefore to stimulate
competition in the tire retail industry, the tire consumer ultimately will bear the
resulting burden of higher tire prices.

In order to better understand H.R. 5103, it is necessary to examine briefly how
excise tax refunds are made in the tire retail Industry. Federal excise taxes are

SH.R. Rep. No. 95-916, 95th Cong., 2d Sees. 6 (1978).
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taxes generally Imposed on the manufacture of the product to be taxed. Under
such a tax, generally it is the manufacturer who is liable to pay the tax. This is
also true for the tire manufacturing industry. Under long standing administrative
practice, however, when a purchaser of tires receives an adjustment on the price
of a tire incident to a claim made under a tire warranty, he also receives a cor-
responding adjustment to the federal excise tax. The manufacturer Is entitled to
receive a credit or refund from the government if he can show that he repaid the
tax to the ultimate consumer.' For warranty purposes then, the customer is
deemed to have paid the tax. In pertinent part H.R. 5103 codifies this historic
practice. Thus, when the consumer returns a tire to his retail dealer and receives
an adjustment pursuant to a warranty, II.R. 5103 allows the dealer to allocate a
portion of this adjustment to the excise tax paid on the tire and to collect this
"credit" through the distribution chain from the government. Clearly, then, the
recovery of that portion of a warranty adjustment attributable to the excise tax
depends upon the existence of a warranty. Accordingly, three basic situations
arise in which the question of excise tax refund is raised.

First, a warranty may run directly from the manufacturer to the consumer. This
is the most common situation with which we are all probably familiar. In this case
II.R. 5103 allows a direct pass through of the tax credit from the consumer to the
government.

The second situation involves two warranties. The first extends from the.
manufacturer to his distributor. The second extends from the distributor to the
consumer. If the scope of each warranty is the same we presume H.R. 5103 allows
the manufacturer to receive a tax credit from the government. Thus, in this situa-
tion, even though there is no warranty relationship between the manufacturer
and the consumer the continuous warranty chain apparently would provide the
basis for tax relief:

There Is a third basic situation. ]But in this situation H.R. 5103 would be deemed
to preclude the retailer from obtaining a credit from the government when a
warranty adjustment is made. It arises as follows. Where the manufacturer does
not extend a warranty or guarantee to the dealer-in our case a private brand
marketer-hut merely reduces the price to the dealer to reflect the anticipated
warranty or guarantee expenses which the dealer may incur when the dealer pro-
vides the consumer his own warranty, no refund or credit of excise tax is allowed
to the fanufacturer when a warranty claim Is later made. We refer the committee
specifically to page 6 of the Ways and Means Committee Report, No. 95-916 and to
the language of the new subparagraph (L).

Apparently. the law would apply the term "adjusted pursuant to a warranty
or guarantee" In subparagraph (L) only when warranties or guarantees are isqued
by the manufacturer. If this Is indeed the meaning of this language then no refund
would be allowed for the third situation outlined above. We believe this result
places private brand marketers at a substantial competitive disadvantage by de-
priving them of the opportunity to Issue their own warranties on an equal basis
and at equal cost with that of the manufacturer. Proper tax policy should allow
private brand marketers the opportunity to compete fully with tire manufacturers
who, with their own brand name products, compete directly with us.

Let us attempt to illustrate how this unfairness comes about. 11.R. 5103 does
not allow tax credit pass through to the government when the net result of a sale
by a manufacturer to a distributor is that the manufacturer bears no warranty
risk. Accordingly. the manufacturer reduces his price to the distributor. In order
to remain competitive with the brand name products produced by that same
manufacturer, or produced by competing manufacturers, the private brand mar-
keter creates his own warranty program and thereby warrants his privately
labeled product. Of course, he is able to stay competitive in the sale of privately
labeled tires by taking advantage of his reduced price. If the private brand mar-
keter cannot pnssq through to the government the tax credit he must provide his
customer, the cost of his warranty program per tire goes up by the amount of
that tax credit.

On the other hand. consider the result when there is no break In the warranty
chain from the manufacturer to the consumer. In that case, the manufacturer In-
cludes in his price to his wholesale marketer the cost of administering the manu-
facturer's warranty. Thus. the price to the manufacturer's wholesaler or distribu-
tor is increased by that amount-an amount which was absent in the price to the

2 I.R.C. 1 6416.
S However, if the distributor's warranty is greater in scope than the manutacturei's, It

is not clear to us how H.R. 5108 would apply.
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.private brand marketer who receives no warranty from the manufacturer. When
the consumer in this situation receives an adjustment on a warranty claim, he
also, of course, receives a tax credit. Since H.R. 5103 would unquestionably allow
the dealer, through his wholesaler and through the manufacturer, to recover the
amount of that tax credit from the government, the government is, in effect, sub-
sidizing the manufacturer's warranty program.

The following demonstrates the effect of H.R. 5103. Let us assume that the ex-
cise tax on a particular tire is $3.00 and that this tire Is sold through the manu-
facturer to a consumer. The manufacturer's price to the consumer Includes both
the excise tax and the cost of his warranty program. If a defect occurs after 50%
of the tread life, the government will refund to the manufacturer $1.50 and the
manufacturer will, in turn, pass this refund down through the chain of distribu-
tion to the ultimate consumer. The price adjusted to the consumer, of course, is
independent of the excise tax adjustment. The net effect is that the manufacturer
ne( i.ot consider the $1..i0 in planning his warranty program. Now consider the
situation where an independent private brand marketer buys the equavalent tire
(perhaps even made by the same manufacturer) from a manufacturer at a dis-
count in lieu of the manufacturer's warranty. The manufacturer's price to the
private brand marketer in this case includes only the excise tax of $3.00. In or-
der to remain coml)etitive the independent marketer then issues an equavalent
warranty to the consumer. After 50% use, the consumer makes a claim. As in our
first situation, lie receives an adjustment on price and receives $1.50 as a tax
credit from the private brand marketer. But in this case under H.R. 5103 the
private brand marketer cannot recover this $1.50 from the government. Unlike the
manufacturer. then, the independent private brand dealer must absorb this $1.50
and must consider it when planning his warranty program. In this example in
each case the consumer is benefited by equivalent warranties. Yet in the first case
the manufacturer receives a subsidy from the government to the extent of the tax
adjustment-$1.50 per tire. The private brand marketer enjoys no such help.

As is apparent from the example above, it has become a traditional marketing
practice in the industry to return to the customer a portion of the "tax" he
originally paid. This law would prevent the private brand marketer from comply-
ing with this customer requirement or, more likely, would force him to increase
his original price to make up for the tax credit he must ultimately give the
consumer. Thus, not only would this law increase the private brand marketer's
warranty costs as compared to the manufacturer, thereby making it less likely
that lie could offer such warranties, the law would create an automatic retail
level marketing bias in favor of tire manufacturers.

It is obvious that such a result would place the private brand marketer who
chooses to issue his own warranty to the consumer at a serious competitive
disadvantage. We do not believe this result is fair. Nor do we believe it is proper
tax policy. Tax policy should encourage competition, not hinder it. The ex-
clusion of pass throughs on adjustments resulting from private brand warranties
seems to us to be completely arbitrary.

The Internal Revenue Service has taken the lead in opposing our view on
this matter. In 1976 it published Revenue Ruling 7-423,' which disallows the
tax credit with respect to tires sold to distributors at a discount in lieu of war-
ranty. (Exhibits 1 and 2 to this testimony are copies of a letter to Congressman
Long by one of our members concerning this problem and the IRS response.)
Apparently the Service believes that since the tax is imposed upon the manu-
facturer there must be some adjustment of the manufacturers price after a sale
18 made to the distributor before the Service will allow a tax refund to pass
through to the government. With all due respect to the Service's position, we
believe its view clearly elevates form over substance.

The availability of a tax credit is the result of an administrative practice which
is based upon the economic reality that the ultimate tire consumer pays the ex-
cise tax. It is assumed that by allowing the refund the Service wishes to
encourage the industry to offer consumers tire warranties. Again, we see that
it is the existence of the warranty which is crucial, not the point in the distribu-
tion chain at which the warranty originates. Yet it is only when the manu.
facturer, in effect, agrees to assume the costs of administering a warranty pro-
gram that the Service would allow, and apparently the law would formalize, a
tax refund from the government. Keep in mind that payment of the excise tax,
which is based on tire weight, does not depend upon the terms of sale or the

'1976 Int. Rev. Bull. No. 44, at 13 (November 1, 1976).
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manner in which the manufacturer sells his tires. It is only when a warrantly
adjustment is made that the law will deem the tax paid by the consumer and
therefore allow a tax credit.

When the manufacturer transfers the cost of a warranty program to some
one else-in this case case the private brand marketer-and thereby excludes
completely the warranty factor from his price, the manufacturer nevertheless
still allows for a warranty. But, in this case he does so in his price at the time
the sale Us made. Competitive pressures will force the private brand marketer to
offer a competitive warranty. Yet under H.R. 5103, as presently interpreted, tire
marketer is not afforded the flexibility of the tax credit pass through that his
manufacturing competitor enjoys. In short, the Service would, artificially in
our view, limit to manufacturers a tax incentive to offer consumer warranties
and. at the same time, increase the relative cost of warranty programs for
private brand marketers. We can find no sound tax policy basis or other
reason for this result.

CONCLUSION

We urge the subcommittee reject the Ways and Means Committee view that
there should be no refund as a consequence of a consumer warranty adjustment
when the manufacturer does not extend a warranty to his immediate vendee.
We find nothing in the language of the bill that is inconsistent with our views.
The reason for the refund is the existence of a consumer warranty. We respect-
fully submit that the source of the warranty is irrelevant to the proper deter-
mination of whether the refund should be allowed.

The subject matter of H.R. 5103 has been pending before Congress for some
time. Its predecessor, H.R. 2474, was reported on favorably by the Senate Finance
Committee during the 94th Congress but failed to achieve passage because it
was reported out too near to adjournment. Because of the overall importance to
the entire tire industry of the need to resolve the general problems of tax credit
In connection with warranty adjustments, the Private Brand Tire Group does
not now oppose passage of H.R. 5103. But we note that subparagraph (L) need
not le interpreted to exclude refunds in the easp of discmiut.; in lieu of wvar-
ranties. Nevertheless, even If the subcommittee feels constrained to accept
the Interpretation given subparagraph (L) by the Ways and Means Committee,
we strongly urge that the Senate Finance Committee in its report recognize the
inequity that results from such an Interpretation and leave the way open for
future amendments of the language of subparagraph (L), if that proves neces-
sary. In this context, we note that refunds for discounts in lieu of warranties
were not prohibited under H.R. 2474 and that, except for the IRS there appears
to be no opposition to the relief we are seeking.

The Private Brand Tire Group is vitally interested in insuring that excise
tax recovery is not arbitrarily limited to a particular group. We believe that
even handed tax policy is particularly crucial in the case of independent tire dis-
tributors and marketers who, as small businesses, simply cannot afford the un-
necessary competitive barriers that the House Committee Report would
impose.

EXHIBIT 1
SCHENUIT TIRE & RUBBER Co.
Timonium, Ml., March 18, 1977.Hon. CLAREN'CE D. L ONO,

(hesaprake and Washington Avenue.,
To wson, Md.

DEFA CONORMSMSAN LoN.G: In further reviewing Revenue Rulings #74-55S and
#76-423 which pertain to Section 4071 of the Internal Revenue Code, one can-
not help but question the logic employed.

First, the rulings fall completely In understanding the role and competitive
position of a relatively small Independent tire marketing company such as
Schenult by denying any reasonable route to Excise Tax recovery. At the same
time, they allow those manufacturers who are vertically Integrated into market-
ing and, in the case of the Big 5, further Integrated into retailing full access to
this recovery. Also protected are large retailers such as Sears. Penneyq. and
Wards as well as the oil companies such as Exxon and American Oil. Both of
these methods of private labeling are based on tremendous power on the buying
end and controlled distribution on the selling end, thereby permitting them a
correspondingly larger margin and permitting them the luxury, if desired, of
purchasing tires from manufacture with warranty. In Schenuit's case, we have
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elected to assume the risk of buying without the manufacturer's warranty in
order to help maintain a competitive position based on our experience that, as a
marketing tire company, we can support a warranty program comparable to
our larger competitors at a cost less than our principal manufacturer would
charge us if warranty were included in our buying price.

Secondly, while it is true that we buy without warranty and maintain a re-
serve, it would appear that confusion exists at the Internal Revenue Service as
to the competitive need for warranty coverage regardless of the channel of dis-
tribution through which a tire reaches the consumer. In order to be competitive,
a marketing company is required to take a position similar to the manufacturers
with regard to defective workmanship and other warranties extended by manu-
facturers. In view of this, the rulings ignore the basic premise that in selling
a tire brand to consumers thru any channel of distribution, warranties are
necessary and that independent marketing companies, such as Schenuit, have
substantially the same obligations to the public to refund pro-rated excise tax
on adjustments as does a Goodyear or a Sears.

Thirdly, warranty reserves, whether maintained by the manufacturer and
included in the selling price, or whether maintained independently as in our case,
pertain to the cost of merchandise only and not to Excise Tax. Excise Tax is a
pass thru cost from the manufacturer to the marketer and then to the dealer and
finally to the consumer. We are aware that excise tax is based on weight and not
on selling price, and we are also aware that the excise tax is paid by the manu-
facturer and we feel that both of these are reasonable, in that, by basing the
excise tax on weight, there is consistency of application of the law and the fact
that the tax is paid by the manufacturer appears to provide consistency of col--
lecting excise tax on all tires manufactured, rather than some other tax collec-
tion vehicle that would be most difficult to administer and possibly not have the
consistency that currently exists. However, regardless of the formulation or
Interpretation of the current revenue rulings, it makes a very substantial differ-
ence in collection of excise tax as to whether tires are sold by manufacturer's
outlets and other large retailers, or a small Independent marketing company,
such as Scheniut.
Example

If a tire is sold through a manufacturer and excise tax is calculated to be $3.00.
this amount is then remitted to the government. If a defect occurs after 50% of
the tread life, a new tire is sold to the consumer and the price, as well as the
excise tax, is adjusted. The net effect of this excise transaction is that the govern-
ment will only receive $1.50 on the replacement tire after the adjustment offset.
The total of money collected by the government on the above transaction is $4.50.
($3.00 on original plus $1.50 on replacement.) A tire sold through an independent
would remit to the manufacturer the same $3.00 and pass thru to the consumer.
With regard to the adjustment tire, the independent would then provide the re-
placement tire to the consumer at the same adjusted price as above, however,
with the purchase of the replacement tire for the customer the independent again
pays $3.00 excise tax to the manufacturer who will remit same to the govern-
ment. The total tax collected by the government under the second situation is
$6.00. ($3.00 on the original purchase and $3.00 on replacement.)

This example cites the inconsistency since tires marketed through independent
marketers are taxed at rates equivalent to 100% of their tread life regardless of
whether the tire is in service for 100% or 10%. This is not merely a hypothetical
situation since enclosed Is a letter from our supplier stating that $8.771.76 of our
excise tax credits from prior years are being disallowed and the inconsistency
that exists is that these same credits would be allowed if they were adjusted by
the manufacturer. The true impact of this $8,771.76 charge measured in sales
dollars is approximately $350,000 since a 2 % profit margin is an average
achievement in today's competitive climate.

Fourthly, reference is made in hese Revenue Rulings to the marketer re-
purchasing the adjusted tires from the manufacturer. While this is technically
true, these were paper transactions only made for the purpose of recovering
Excise Tax previously passed by us to our dealers and by them to the consumer.
Actually, the tires re-purchased are failed tires having only scrap value.

In light of the above and as these aforementioned rulings now stand, Schenuit
and other independent marketing companies are being subjected to tax digcrlml-
nation by the Internal Revenue Service by being denied any reasonable route to
Excise Tax Recovery on adjustment tires. Because substantial dollar amounts are
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Involved, our competitive position will be noticeably weakened if these rulings
continue to prevail.

To remedy this, we recommend that Section 3 of Revenue Ruling 76-423 be
revised to read as follows:

Situation 3. The facts are the same as those in Situations 1 or 2 except that
instead of the manufacturer giving its usual warranty to the marketer, it sells
tires to the marketer under a price reduction arrangement in lieu of a warranty
(a standard price without warranty). However, the marketer also pays an
amount, in addition to the price, to the manufacturer who places it in the tire
adjustment reserve for the marketer for a specific period of time. Charges are
made to the reserve when the manufacturer makes adjustments for defective
tires sold to the marketer. At the end of the specified period, if the charges ex-
ceed the reserve, the marketer reimburses the manufacturer for the excess, or if
the charges are less than the reserve, the balance is refunded to the marketer.
This arrangement effectively removes the future liability of the manufacturers
of the tires that prove defective, however, the excise tax adjustment liability re-
mains with the marketer.

Section 4071(a) of the Internal Revenue Code of 1954 imposes a tax on the
sale by the manufacturer, producer, importer, or marketer of tires made wholly
or In part of rubber.

Rev. Rul. 59-394, 1959-2 C.B. 280 should be amended to hold that when a
tire manufacturer or marketer sells a customer a new replacement tire at a
reduced price pursuant to a guaranty contract, the manufacturers or marketers
excise tax on the replacement tire Is computed upon that proportion of the total
weight of the second time that the actual sale price bears to the regular sale
price of the second time.

The rationale of Rev. Rul. 59-394 should also be amended or modified as
follows: A Tire Manufacturer or Marketer would be allowed a proportionate
credit or refund of the excise tax Imposed by section 4071(a) of the Code when
It makes an actual, after-the-fact price adjustment pursuant to a warranty on
a tire that proves defective. The credit or refund shall be computed in proportion
to the extent of the manufacturer's or marketer's warranty, and his obligations
thereunder.

In Situation 3 the pre-determined reduction In sales price is made by the
manufacturer In lieu of selling its tires under a warranty. The marketer's pay-
ment in excess of this tire prc ' to the manufacturer is repaid to the marketer
in the form of tire adjusments avd cash if there is a balance. The net effect of
this system Is that the marketer bears the risk and burden of the tire adjust-
ments and the manufacturer's future liability on Its defective tire is therefore
eliminated.

Accordingly, While in Situation. 3, the manufacturer sells tires to the marketer
at a price reduction and makes no warranty under which adjustments In price
wilt actually be made by him if -the tire proves defective.

The marketer, under his own warranty to his dealers, may still be liable for an
adjustment in Excise Tax. If this be the case as a matter of consistent policy, then
an adjustment in Excise Tax Is allowable. Since Excise Tax accounts are main-
tained by the manufacturers, Excise Tax adjustments on a pro-rated weight
basis should be passed by the manufacturer to marketer at the time merchandise
adjustments are charged against the marketer's warranty reserve. The manu-
facturer, In turn, would then apply these Excise Tax adjustments as credits to
his Excise Tax account.

Conclusion: The Intent of this revision or rewording of Section 8 of Revenue
Ruling 76-423 Is to properly recognize the role of an Independent marketer as a
viable and desirable force In the distribution of replacement tires to the con-
sumer, by allowing parity with the manufacturers when it comes to recovery of
Federal Excise Tax on adjustment tires.

This is consistent with our valued concept of fairness and Is also consistent
with the Intent of the Anti-Trust laws and with more recent consumer legisla-
tion suh is tbe Magnuson-Moss Act.

We 'sk that serious consideratio, be given to our recommendation and will be
very happy to meet with the proper people at IRS or elsewhere to substantiate
what we feel Is a fair position.

IOincerely,
W. T. CONKLIN, Preaident.
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Exm T 2

DEPARTMENT OF THE TREASURY,
INTERNAL REVENUE SERVICE,
Washington, D.C., April 20, 1977.

Hon. CLARzNcE D. Logo,
200 Post ODfce Building,
Towson, Md.

DEAR MR. LONo: This is In reply to your March 21, 1977, letter transmitting an
inquiry from your constituent, Mr. William T. Conklin, President, Scheniut Tire
and Rubber Company (Scheniut), relating to the availability of a credit or re-
fund of manufacturers excise tax where defective tires are adjusted pursuant to,
a private brand distributor's warranty.

Mr. Conklin states that Scheniut purchases tires from the manufacturer at a
price discount in lieu of the manufacturer's warranty, and, maintains a reserve
account for purposes of making defective tire adjustments. Scheniut and other
independent distributors, like the tire manufacturers, bear the risk and burden
of the adjustments and play an important role in the distribution of replacement
tires to the consumer.

Mr. Conklin indicates, further, that Revenue Ruling 59-894, pubUhed in In-
ternal Revenue Cumulative Bulletin 1959-2, at page 280, Revenue Ruling 74-558,
1974-1 C.B. 354, and Revenue Ruling 76-423, 1976-44 I.R.B. 13, discriminate
against independent marketing companies like Scheniut because the Rulings do
not allow the private brand distributors to obtain excise tax credits for replace-
ment tires sold pursuant to a distributor's warranty. Mr. Conklin recommends
that the Rulings be modified to correct what he perceives to be an Inequitable
situation.

Section 4071 of the Internal Revenue Code of 1954 imposes a tax on the sale by
a manufacturer (including a producer or importer) of tires made wholly or in
part of rubber. This tax is based on the weight of the tire, not on its sales price.

The general practice in the industry is for the manufacturer to add an amount
equal to the tax in its price to its distributor or dealer-customer. The manufac-
turer, however, is liable for the tax on the tires and is responsible for paying it.

Revenue Ruling 59-394 concludes that, when a tire manufacturer sells its
customer (a distributor or dealer) a new replacement tire at a reduced price
pursuant to a guaranty contract, the manufacturers excise tax is computed upon
the proportion of the total weight of the second tire that the actual sales price
bears to the regular sales price of the second tire. Under section 6416(b) (1) of
the Code a credit or refund of tax is available only to the manufacturer since the
manufacturer paid the tax in the first case. A further requirement is that an
actual after-the-fact adjustment in price be made to the customer (the distribu-
tor or dealer). The customer benefits from the price adjustment. The manufacturer
benefits from the credit or refund. Whether the manufacturer produces and sells
private brand tires to a private brand distributor is not material. The credit or
refund would be available whenever a price adjustment is made by the manufac-
turer.

Rev. Rul. 74-558 discusses a situation where the net result of transactions be-
tween a tire manufacturer and its customer is that no adjustment has been made
by the manufacturer and no tax credit or refund is allowable.

Rev. Rul. 76-423, (situation No. 3), concludes that the net effect of a pre-
determined reduction in sales price by the manufacturer in lieu of selling its tires
under its warranty is that the manufacturer's future liability on its defective
tires is eliminated and, therefore, no adjustment in excise tax Is allowable.

There is no provision of excise tax law that would permit any tire distributor
to obtain a credit or refund on the basis of a distributor's warranty. Credits and
refunds are based on the tax paid. The manufacturer, not the distributor, pays the
excise tax on the manufacturer's sale of tires.

We fully appreciate Mr. Conklin's concern in this matter; however, our decision
must be made in light of the existing law and regulations.

With kind regards,
Sincerely,

JoN L. WrrHus,
AeMatont Commissloner.
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STATEMENT OF ALFRED DAHL, PRESIDENT, NATIONAL AGRICULTURAL AVIATION
ASSOCIATION

My name is Alfred Dahl. I own and operate Dahl Air Spray, Inc. in Cogswell,
X. l)ak. I am also President of the National Agricultural Aviation Association
(NA,%L), an organization which represents over 3,300 aerial applicators whose
lIusinesses involve aircraft application of seed, fertilizer and pesticides through-
out the United States.

I offer this document to the Senate Finance Committee as an aid to their delib-
erations on H.R. 2852, a bill to amend the Internal Revenue Code of 1954 to pro-
vide that refunds of the taxes on gasoline and special fuels shall be made to
aerial applicators in certain cases.

InI the Itouse of Representatives the rules were suspended and the bill, as
amended, was passed. NAAA believes that positive House action occurred because
ILl'. 2852 is a bill free of controversy; resolves an inequity in the tax law; re-
dluces the paperwork burden on government and taxpayers alike and helps con-
tinue utilization of an energy efficient food and fiber production tool-agricul-
tiral aviation.

A t the present time, Sections 4041(c) (2) and 4081(a) of the Internal Revenue
Code of 1954 provide that gasoline and special fuels used in non-commercial avia-
tion are subject to excise taxes totaling seven cents per gallon. The revenues from
these taxes on fuel used by noncommercial aviation go to the Airport and Air-
ways Trust Fund.

Section 4081(a) imposes a manufacturer's excise tax of four cents a gallon and
is included in the invoice cost of gasoline to the consumer. Under the amendments
proposed in H.R. 2852, the consumer will be able to claim a rebate on tax formi
1040 for the four cent tax paid on fuel used by the aerial applicator for farming
purposes.

Section 4041(c) (2) imposes a retailer's excise tax of three cents a gallon. This
tax is not necssarily included on the buyer's invoice and the tax must be paid
quarterly on reporting form 720 by the purchaser or his agent. While some aerial
applicators have entered into agreements with their fuel suppliers whereby the
supplier collects from and pays the tax for the buyer, the responsibility for pay-
ment of this tax rests solely with the buyer. Under the amendments proposed iI
H.R. 2852 this tax will no longer be paid thereby eliminating the need for a re-
bate.

Our nation's farmers now have the right to claim a refund on the total seven
centq tax when the fuel is consumed for farming purposes. The current law also
permits the farmer to claim a refund on fuels used by the aerial applicator, how-
ever, the refund Is so small the cost of recordkeeping frequently exceeds the tax
rebate. Tax refunds directly to the aerial applicator, as provided in H.R. 2852.
would be worth claiming and be of benefit in holding down agricultural production
costs.

Since 1970 many members of the Congress and the ag-aviation industry have
worked hard at substantial cost to all Involved to bring H.R. 2852 this far. We
believe H.R. 2F452 is an excellent example of needed legislation developed as a re-
sult of outstanding cooperation between government and a segment of the agricul-
turil community. We urge the Committee to bring this effort to a long sought for
and positive conclusion.

Please accept our sincere thanks for inviting us to be heard today.

LAW OFFICzS OF CAPLIMN & DRYBDALP
Washington, D.C., June 26, 1978.

Re. H.R. 3050-tax treatment of returns of magazines, paperback books and
sound recordings.

Hon. HARRY F. BYRD, Ja.,
Chairman, Subcommittee on Taxation and Debt Management, U.S. Senate, 417
Russell Senate O)?e Buiding, Washington, D.C.

DEAR SENATOR BYn" I am writing on behalf of the Association of American
Publishers, the Recording Industry Association of America, and the National
Association of Recording Merchandisers to clarify several points discussed with
respect to H.R. 3050 at the hearing held by the Subcommittee on Taxation and
Debt Management on June 19, 178.
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REVENUE I)LPAaI

During his testimony. Daniel I. Halperin. Tax Legislative Counsel, Depart-
meut of the Treasury, indicated that the revenue cost estimates for H.R. 3050
t$22 million in fiscal 1979, $11 million in fiscal 1980, $11 million in fiscal 1981,

$12 million in fiscal 1982, and $12 million In fiscal 1983) related only to maga-
zines. In fact these revenue estimates relate to the entire cost of H.R. 3050 if It is
enacted in its present form. Thus, the estimates Include (1) the loss of revenue
to the Treasury resulting from the use of the better accounting method in the
magazine, paperback book, and sound recording industries; and (2) the loss of
revenue resulting from magazine publishers and distributors spreading their
transition year adjustments over a five-year period commencing in 1977. Since
the transition year adjustments for the paperback book and record industries
are to be placea in "suspense," no further revenue losses are incurred under the
bill.

Townsend Hoopes, testifying on behalf of the three Associations listed above,
urged that the spreading technique provided for magazines be extended to paper-
back books and records as well. According to Mr. Halperin's prepared statement
i page 12), Mr. Hoopes' recommendation would have a total revenue impact of
.$ 6 million. If the normal rule of section 481 of the Code were applied, this reve-
lie impact would be spread over a ten-year period, producing a revenue cost of
,i'1ly $8.6 million per year.

Mr. Halperin in his testimony indicated that adopting the spreading technique
for paperback books and records would increase the revenue cost of H.R. 3050
in fiscal 1979 by $20 million. This is because the bill as written Is effective as of
the beginning of 1977. If a ten-year spread for paperback books and records were
added to the bill and no further changes were made, the revenue cost of the
readed applicalle to 1977, 1978, and a portion of 1979 would all fall in fiscal
197'). This exaggerated impact can readily be avoided, however, If the commence-
ment of the spreading period for paperback books and records is deferred until
1080. Under this approach, the spreading technique of section 481 can be ex-
tended to paperback books and records without affecting the fiscal 1979 revenue
east of H.R. 3050 at all. In 1980 and subsequent years, the revenue cost of the
bill would increase by only $8.6 million.

In sum, the traditional rule for spreading transitional adjustments resulting
from changes In methods of accounting can be applied to the paperback book and
record industries in H.R. 3050 without incurring a substantial Increase in the
annual revenue cost of the bill. Most Important, such a change would mean that
taxpapers in these industries are not, by means of the suspense account proce-
dure, denied the benefit of deductions to which they are clearly entitled.

INOONSISTENOY O TREASURY POSITION

The Treasury argument in favor of the suspense account approach, as ex-
pressed by Mr. Halperin at the hearing, Is that It will be easier for Congress to
adopt sound accounting procedures for future years, if it avoids the cost of
transition year adjustments.

This argument is contrary to the policy adopted by the Congress in 1954 when
it enacted section 481 of the Code. That section provides that, If there Is a
change in method of accounting, "there shall be taken into account those adjust-
ments which are determined to be necessary solely by reason of the change in
order to prevent amounts from being duplicated or omitted ." These ad-
jusqtments are generally spread over a ten-year period.

Moreover, the Treasury position is inconsistent with Treasury practice. When
a change in method of accounting results In an omission of income, the Internal
Revenue Service, as a condition to the change, requires the omitted items to be
included in income over a ten-year or even shorter period. Certainly, the Treas-
ury Department has never suggested the use of a suspense account to freeze lost
items nf income rather than lost deductions. The Treasury should not have It
both ways.

QUESTIONS REGARDING OONSIGNMENT

During the hearing, Senator Curtis asked several questions which suggested
that magazines, paperback books and records are distributed on a consignment
basis. In fact, these items are not consigned, but are sold subject to a right of
return.
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When goods are consigned, title passes only when the goods are sold to the
consumer. There Is no income recognition until the ultimate sale. Thus, items
that are consigned are not sold at the time of consignment, and do not give rise
to the problem addressed by H.R. 3060.

In the three industries covered by the bill, for business reasons, the goods are
sold-i.e. title passes-when the goods are shipped, but there is a legal obliga-
tion to accept returns. The business effect is the same as consignment, but be-
cause a sale has taken place, the Internal Revenue Service requires the income
to be recognized upon shipment and gives credit for returns only when they are
received.

H.R. 3050 has no effect on consignment arrangements. Rather, it brings the
tax treatment of the three affected industries closer to that which would apply
in a consignment situation.

Thank you for the opportunity to supplement our testimony on H.R. 3050.
I respectfully request that this letter be included in the record of the Sub-

committee's June 19 hearings.
Very truly yours, ROBnT A. KLAYMAIr.

Senator HARRY F. Byw,
Chairman, Subcommittee on Taxation and Debt Management of the Senate

Committe on Finance, Dirksen Senate Office Building, Washington, D.C.

SIR: There Is a bill currently before you known as the Home Brew Equality
Act of 1978 (S. 3191) which the undersigned would like to comment upon. Please
admit the following as testimony regarding the above mentioned bill.

Beginning early in 1975, an unaffiliated group of home wine and beer making
supply merchants circulated a petition requesting changes on four points of the
regulations concerning home-made beer and wine, specifically:

1. Allowing home brewers the same privileges extended home winemakers.
2. Removing the Head of Household requirement In favor of any Interested

adult concept permitting women and single persons to participate.
3. Removing the federal transprotation restrictions in favor of existing state

regulations.
4. Permitting untaxed beverages to be shared with friends or relatives as long

as there was no monetary transaction involved.
The result of the petitioning was the Conable Bill (H.R. 2028), passed recently

by the House and sent to your Committee. Unfortunately, this bill was modified
to such a degree as to make It unfair and unenforceable to the nation's home
brewers.

Subsequently, Senator Cranston introduced his Home Brew Equality Act of
1978 to return the original intent to the Conable Bill. We would like to urge
passage of the Cranston Bill as introduced for the reasons documented below.

For the record, we would like to point out that it is estimated that less than
ten percent of the nation's home winemakers comply with the registration re-
quirements of the current regulations. The Treasury's Bureau of Alcohol, To-
bacco, and Firearms (ATF) has recommended that these regulations be dis-
continued. However, they have reversed themselves and recommended regula-
tions creating a similar problem for home brewers. They have also admitted that
they have not arrested anyone for violations since the Repeal of Prohibition.
This makes the undersigned wonder why Congress should enact legislation that
is either unenforceable or that the appropriate agency is unwilling to enforce.
Aren't there enough of these kinds of regulations already?

Further, it is the opinion of the ATF that it is necessary to restrict the amount
of home brew on hand to thirty gallons. They have stated that this Is necessary
to prevent the possibility of moonshiners distilling legal beer Into illegal whiskey.
We can not believe that the Enforcement Section of ATF can not tell the differ-
ence between mash and malt. Any informed amateur can. We suggest that these
regulations are also unenforceable and should be removed in deference to the
limits established for home winemakers.

Two of Virginia's greatest statesmen made their own beverages. Waqhington
was a brewer and Jefferson spent years trying to raise wine grapes in Virginia.
We can't help but wonder how they would feel about the restrictions in the
Conable Bill as it stand In our opinion, it was the intent of an earlier Congress
to continue the right of Americans to produce beer and wine for their own con-
sumption without being subject to federal taxation or regulation other then those
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minimal safeguards necessary to protect the federal tax revenues. We are of
the opinion that The Home Brew Equality Act of 1978 best meets these guide-
lines. In the absence of any evidence to the contrary, we urge prompt passage
of that document.

EDWARD R. BRUECK.
ABOUT THE MITIONER

Edward R. Brueck, who resides at 341 Woodland Avenue, Lynchburg, Vir-
ginia 24503 Is the American Wine Society's Regional Vice President for the
Commonwealth of Virginia. He was a founding member of the Home Wine Mer-
chants Association, The Blue Ridge and Lynchburg Chapters of the American
Wine Society, and the Central Virginia Winemakers. He is an active member
of the American Society of Enologists, the Vinifera Wine Growers Association,
the Society of Wine Educators, and a number of local wine oriented wine or-
ganizations. He has taught winemaking and wine appreciation at Central Vir-
ginia Community College. He frequently is the guest speaker at a variety of
civic and social organizations throughout Virginia. He is the sole proporietor of
the Wine Cellar, a small wholesaler of wine and beer making supplies. He is
primarily an amateur home winemaker and brewer who has won a number of
prizes in both local and regional competitions. He is a strong believer in the
philosophy that the government that governs least governs best.

[Western Union Telegram]
KRAFT, INC.,

Glenview, Ill., August 9, 1978.
Hon. RUSSELL LONG,
Chairman, Senate Committee on Finnoe,
Dirksen Senate 01oe Building,
WaehMngt o, D.O.

DEAR MI. CHAIRMAN: We want to express our strong support for adding an
.amendment to H.R. 30 which would permit manufacturers who Issue redeem-
able coupons to continue to account for them under the regulations which have
been in effect since 1918. At a minimum, the Internal Revenue Service should
not be permitted to withdraw application of these regulations retroactively and
increase the taxes of our company and others for prior years.

The amendment to H.R. 80}0 should at least perpetuate application of these
regulations for all years prior to 1980.

I ivquest that my letter be entered in the record of the hearings on H.R. 3050.
Very truly your

THOMAS MoHuGH,
Vioe PresidentTaee.
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I. INTRODUCTION
The bills described in this pamphlet have been scheduled for a

hearing-on June 19, 1978, by the Subcommittee on Taxation and
Debt Mauagement of the Committee on Finance. The bills include
11 bills which have passed the House of Representatives.

The amphlet first briefly summarizes the bills, in the order in,
which the bills were listed in the press release announcing the hearings.
This is followed by a discussion of each bill, setting forth present law,.
the issue involved, an explanation of what the bill would do, the bill's.
effective date, the revenue effect of the bill, any prior Congressional
consideration of the bill, and the position of the Treasury Department
with respect to the bill.

(1)

32-978 0 - 78 - 13
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II. SUMMARY

1. S. 3134

Subsistence Allowance for Law Enforcement Officers

In 1977, the U.S. Supreme Court held that cash meal allowances
paid to New Jersey highway patrol officers constitute gross income to
the recipients and are not excludable under section 119 of the Code,
relating to meals furnished for the convenience of the employer.
The bill (S. 3134) provides an exclusion from gross income for statu-
tory subsistence aIlowances received after 1969 and before 1978 by
State police officers (including highway patrol officers).

2. H.R. 810

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

Present law in effect prohibits any "self-dealing" between private
foundations and "disqualified persons." Under these rules, any pay-
ment or reimbursement by a private foundation of expenses of gov-
emnment officials generally is classified as an act of self-dealing. How-
ever, a limited exception in existing law permits a private foundation
to pay or reimburse certain expenses of government officials for travel
solely within the United States.

The bill (H.R. 810) broadens this existing exception to permit a
private foundation (other than a foundation supported by any one
business enterprise, trade association, or labor organization) to pay
or reimburse government officials for certain expenses of foreign travel
under similar types of limitations as apply under current law in the
case of expenses for domestic travel.

3. H.R. 1337

Constructive Sale Price for Excise Tax on Certain Articles
Present law imposes a manufacturers excise tax on trucks, buses,

highway tractors, and trailers at a rate of 10 percent of the price at
which the manufacturer or importer sells a taxable product. Statutory
rules provide for constructive sale prices in certain cases, including
sales at retail by the manufacturer. In the case of a manufacturer
selling at retail, the Internal Revenue Service has developed con-
structive prices as a percentage of the manufacturer's retail selling
price.

The Service also has ruled, however, that in cases of such retail
sales, if the manufacturer's actual costs in making and selling the
article exceed the percentage constructive price, the costs instead will
be used as the base for computing the manufacturer's excise tax.

(8)
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The bill (H.R. 1337) provides that percentage constructive prices
are to be used in cases where a manufacturer sells trucks, buses,
highway tractors, or trailers at retail, and prohibits the use of manu-
facturer's costs as an alternative tax base in such situations.

4. H.L 1920

Repayment of Alcohol Taxes and Duties After Loss Due to
Disaster or Damage

The bill (H.R. 1920) expands the definition of the circumstances
under which a loss of distilled spirits, wines, rectified products, or
beer held for sale gives rise to payments by the Treasury, to those hold-
ing the products for sale, of amounts equal to the -excise taxes and
customs duties earlier paid on these products. At present, the only
recognized circumstance which can give rise to such payments is a
Presidentially declared "major disaster." The bill provides for pay-
ments on account of losses resulting from fire, flood, casualty, or other
disaster, or from damage (not including theft) resulting from van-
dalism or malicious mischief.

5. H.R. 2028

Excise Tax Treatment of Home Producers of Beer or Wine

The bill (H.R. 2028) allows any individual 18 years of age or older
to produce wine and (if the individual registers with the Treasury
Department) to produce beer for personal and family use up to certain
quantities without incurring the wine or beer excise taxes or any
penalties. The maximum amounts which may be produced free of tax
are 200 gallons of wine and 200 gallons of beer per year in a household
in which there are two or more individuals 18 years or older. If there is
only one individual 18 years or older in the household, the annual limit
is 100 gallons of wine and 100 gallons of beer. In addition, the bill
provides that the amount of such li-ome-brewed beer on hand in any

ousehold at any one time (including beer in process) may not exceed
30 gallons. 6. H.R. 2852

Credit or Refund of Fuel Excise Taxes for Aerial Applicators

Present law provides an exemption from the excise taxes imposed
on gasoline and special fuels if such fuels are used for farming purposes.
Under the bill (H.R. 2852), an aerial applicator, such as a cropduster,
who uses fuel (on which taxes have been paid) for farming purposes
is authorized to claim the applicable excise tax repayment or income
tax credit directly, in place of the farmer.

7. H.R. 2984

Exemption From Excise Tax for Farm, Horse, or Livestock
Trailers and Semitrailers

The bill (H.R. 2984) provides an exemption from the 10-percent
manufacturers excise tax on sales of trailers and semitrailers which
are (1) suitable for use with "light-duty" towing vehicles and (2) de-

4
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signed to be used for farming puroses or for transporting horses or
livestock. The exemption also applies to sales of separate bodies and
chassis for these trailers and semitrailers.

8. H.R. 3050

Tax Treatment of Returns of Magazines, Paperbacks, and
Records

Under present law, sellers of merchandise who use an accrual
method of accounting generally must include sales proceeds in income
for the taxable year when all events have occurred which fix the right to
receive the income and the amount can be determined with reason-
able accuracy. The Internal Revenue Service has taken the position
that accrual-basis publishers and distributors of magazines, paper-
backs, or records must include the sales proceeds of these items in
income when they are shipped to purchasers, and may reduce income
for returns only in the year the items actually are returned unsold by
the purchaser.

The bill (J.R. 3050) permits an accrual-basis publisher or distribu-
tor of magazines, paperbacks, or records to elect to exclude from in-
come amounts attributable to items returned within 2 months and
15 days (in the case of magazines) or 4 months and 15 days (in the
case of paperbacks and records) after the close of the taxable year in
which the sales of the items were made.

9. H.R. 5103

Excise Taxes on Tires and Tread Rubber

The bill (H.R. 5103) clarifies the treatment of credits or refunds of
the manufacturers excise tax on new (or retreaded) tires where sales
are later adjusted as the result of a warranty or guarantee.

The bill also provides for credits or refunds of the manufacturers
excise tax on tread rubber where tax-paid tread rubber is (1) wasted
in the recapping or retreading process, (2) used in the recapping
or retreading of tires the sales of which are later adjusted under a
warranty or guarantee, or (3) used in the recapping or retreading of
tires which are exported, sold to State or local governments, sold to
nonprofit educational institutions, or sold as supplies for vessels or
aircraft.

In addition, the bill 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 one year after the warranty or guarantee adjustment is
made. Also, the bill imposes a tax on tread rubber, used in recapping or
retreading certain tires abroad, if those tires tn are imported into
the United States.

10. H.R. 6635

Interest Rate Adjustments on Retirement Savings Bonds

Under present law, the interest rate on an individual retirement
bond issued by the Treasury Department or a retirement plan bond
issued by the Treasury Department remains the same from the date

5
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of issuance until the bond is redeemed (generally when the owner
retires, becomes disabled, or dies). The bill (H.R. 6635) authorizes the
Treasury Department to make upward adjustments in the interest
rate on outstanding retirement bonds, so that such a bond will earn
interest at a rate consistent with the rate then established for Series E
U.S. savings bonds. 11. H.R. 8535

Child Care Credit for Amounts Paid to Certain Relatives

Under present law, payments by a taxpayer to certain relatives for
child care services qualify for the child care credit only if the relatives'
services constitute "employment" as defined for purposes of social
security taxes. Because of the operation of that definition, payments to
grandparents to care for their grandchildren generally are not treated
as qualifying for the credit.

Ihe bill (H.R. 85:35) repeals the requirement that qualifying child
care services of relatives must constitute "employment" under the
social security tax rules. Thus, otherwise qualifying payments to
grandparents to care for their grandchildren will be eligible for the
child care credit. Also, the bill disallows the credit for amounts for
child care services paid by the taxpayer to his or her child if the child
performing such services is under age 19.

12. H.R. 8811

Revocability of Election to Receive Tax Court Judge Retired Pay

The bill (11.R. 8811) allows an individual who has filed an election
to receive retired pay as a Tax Court judge to revoke that election at
any time before retired pay would begin to accrue, thereby enabling
that individual to seek to qualify for benefits under the civil service
retirement system (but not under both retirement systems).

6
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III. DESCRIPTION OF BILLS

1. S. 3134

Subsistence Allowance for Law Enforcement Officers

Present law
Section 61 of the Code defines gross income ai including "all income

from whatever source derived," and further specifies that it includes
"compensation for services." Treasury regulations provide that gross
income generally includes compensation for services paid other than
in money, including the value of meals which an employee receives
in addition to salary secss. 1.61-1 (a), 1.61-2(d)(3)).

The Congress has provided a number of express-statutory excep-
tions to the broad definition of gross income. One exception provides
that an employee's gross income does not include the value of em-
ploy.er-furnished meals if they are supplied for the employer's con-
venience and on its business premises (sec. 119).

In Comramisioner v. Kowalski, 98 S. Ct. 315 (1977), the United
States Supreme Court held that New Jersey's cash payments to its
police troopers for meals consumed while on iighway patrol duty
constitute gross income to the troopers.' In aTiving at its decision,
the Court pointed out that in 1954 the Congress had enacted a com-
panion provision to section 119 which allowed an exclusion of up to
$5 per day of statutory subsistence allowances received by police
officials. This provision was repealed in 19582 in order "to bring the tax
treatment of subsistence allowances for police officials into line with
the treatment of such allowances in the case of other taxpayers.
Thus, if cash meal allowances were excludable from an employee's
gross income under section 119, the C6urt reasoned, the repeal of the
former $5-per-day exclusion would be rendered ineffective.

I In Central Illinois Public Service Co. v. U.S., - U.S. -, 41 AFTR2d 718
720 (1978), the Supreme Court noted that "it is fair to say that until this Court's'
very recent decision in Kowalski, the Courts of Appeals have been in disarray
on the issue whether, under J§61 and 119 of the 1954 Code or under the respective
predecessor sections of the 1939 Code, (cash meal) reimbursements were income
at all to the recipients * * *."

In Central Illinois, the Court held that cash reimbursements for employees'
lunch expenses did not constitute "wages" subject to withholding under the law
applicable at the time the reimbursements were made, even though the reimburse-
ments constituted gross income. The Court's decision did not alter the treatment
of meal reimbursements for FICA (Treas. regs. sec. 31.3121(a)-1(f)) or FUTA
(see. 3306(b)) purposes.

2 Technical Amendments Act of 1958, see. 3, 72 Stat. 1606, 1607.
I I.R. Rep. No. 775, 85th Cong., 1st Sess. 7 (1957).

(7)
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Issue
The issue is whether certain subsistence allowances received by law

enforcement officers should be excluded from gross income.
Explanation of the bill

The bill in effect applies the Supreme Court's Kowalski decision to
State police officers on a prospective basis only.

The bill provides an exclusion from gross income for statutory sub-
sistence allowances received by an officer during theyears 1970 through
1976 to the extent that the allowances were not included in income on
the officer's income tax return (including an amended return filed be-
fore December 1, 1977). In addition, the bill excludes from gross in-
come statutory suosistence allowtaces received by an officer during
1977. The bill applies to police officers (including highway patrolmen)
employed by a State or the District of Columbia on a full-time basis
with the power to arrest.'

Effective date
The bill applies to statutory subsistence allowances received after

December 31, 1969, and before January 1, 1978.
Revenue effect

It is estimated that the bill would result in a decrease in budget
receipts of $8 million for fiscal year 1979.

- Departmental position
The Treasury Department opposes the bill on the ground that it

would provide an unjustified tax refund to individuals who chose not
to follow the clear and long-standing interpretation of the law by the
Internal Revenue Service. The Department believes that any tax ex-
clusion for subsistence allowances received by State police officers
would be unfair to the overwhelming majority of workers who had to
pay tax on the compensation out of which they bought their lunches
and met their other subsistence needs,

' The press release issued by the Suhcnmmittee on Taxation and Debt Man-
agement of the Committee on Finance to announce the June 19 hearing stated
that the issue of the tax treatment of -tatutory sub4stence allowances paid to
law enforcement officers would be considlered at the hearing, and referred to S.
2872. The latter bill would amend section 119 of the Code, retroactively to
January 1, 1970, to provide that certain amounts paid to full-time law enforce-
ment officers (including conservation officers, wardeos, prison guards, and coroners)
as statutory sui)sistence allowances are excludable from grosQ income. Subsequent
to issuance of the prtss release, the 11ou~e Committee on Ways and Means re-
ported H.R. 12841 (H.R. Rtp. No. 95-1232), ; action 3 of which is substantially
identical to S. 3134 described in the text above.

8
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2. H.R. 810

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

Present law
The Tax Reform Act of 1969 added a provision to the Code (sec

4941) which in effect piohibits "self-dealing" acts between private
foundations and certain designated classes of persons (referred to
as "(disqualified persons") by imposing a graduated series of excise
taxes on the self-dealer (and also on any foundation manager who will-
fully and knowingly engages in self-dealing acts). Under this provision,
the payment or reimbursement by a private foundation of expenses of
a government official generally is classified as an act of sell-dealing
(see. 4941 (d) (1) (F)).

A limited exception to this provision permits a private foundation
to pay or reimburse certain expenses of government officials for travel
solely within the United States (see. 4941 (d) (2) (G) (vii)). Under this
exception, it is not an act of self-dealing for a private foundation to
pay or reimburse a government official for actual transportation ex-
penses, plus an amount for other traveling expenses not to exceed
1Y times the maximum per diem allowed or IC travel by Federal
employees. However, no such private foundation payment or reim-
bursement to government officials is permitted for travel to or from a
point outside the United States.

Issue
The issue is whether private foundations should be permitted to

pay or reimburse government officials for expenses for foreign travel
and, if so, under what circumstances.

Explanation of the bill
The bill provides that a private foundation does not engage in an

act of self-dealing in paying or reimbursing certain expenses of govern-
ment officials paid or incurred for travel between a point in the United
States and a point outside the United States. The maximum amount
thich can be paid or reimbursed by a private foundation for any one
wrip by a government official is the sum of (1) the lesser of the actual
cost of the transportation ip-'olved or $2,500, plus (2) an-amount for
all other traveling expenses not in excess of 1N times the maximum
amount payable under section 5702(a) of title 5, United States Code
(relating to like travel by a U.S. Government employee) for a maxi-
mum of 4 days.i

'Under 5 U.S.C. 5702(a), in the case-of travel outside the continental United
States, the President or his designee has the authority to establish the maximum
per diem allowance for the locality where the travel is performed. Currently, for
example, lY4 times the daily amount so established for travel expenses in London
is $102.50, for travel in Paris, $100.00, and for travel in Tokyo, $110.00.

(9)
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The exception added by this bill is not available to a private founda-
tion if more than one-half of the foundation's support (as defined in
sec. 509(d)) is normally derived from any one business enterprise, any
one trade association, or any one labor organization, whether such
support takes the form of interest, dividends, other income, grants, or
contributions.

Effective date
The bill would apply with respect to travel beginning after the date

of enactment.
Revenue effect

It is estimated that this bill would not have any direct revenue effect.
Prior Congressional action

An identical bill (H.R. 2984,-94th Cong.) was passed by the House
of Representatives by voice vote on May 18, 1976, but was not acted
upon by the Senate Finance Committee or considered by the Senate.

Departmental position
The Treasury Department recommends that the bill should be

amended to limit the permitted amount of reimbursable transporta-
tion expenses to the cost of the lowest coach or economy air fare
charged by a commercial airline.

The recommended change would make the reimbursable amounts
under the bill consistent with the limitation on deductions for attend-
ing foreign conventions under the Administration's 1978 tax pro-
gram. The Treasury Department would not oppose the bill if this
change were made.

10
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3. H.R. 1337
Constructive Sale Price for Excise Tax on Certain Articles

Present law
Under )resent law, a manufacturers excise tax of 10 percent is

imposed on the sale by a manufacturer or importer of trucks, buses,
highway tractors, and their related chassis, bodies, and trailers (sec.
4061 (t)).' Generally, the tax is based on the price at which a taxable
item is sold by the manufacturer.

However, present law also provides for a constructive sale price if
taxable articles are sold by a manufacturer or importer to other than
a ".-holesale distributor (sec. 4216). If a manufacturer or importer
sells a taxable article at retail-i.e., directly to ultimate consumers-
the constructive sale price is the lower of (1) the price for which the
article was sold, or (2) the highest price at which competing articles
are sold by wholesale distrihutors, as determined by the Treasury
Department (sec. 4216(b) (1)).

The Internal Revenue Service has ruled that if a manufacturer
sells taxable items at retail, the )rice at which competing items
are sold to wholesale distributors is considered to be 75 percent of the
established retail price (Rev. Rul. 54-61, 1954-1 CB 259). The "estab-
lished retail price" is the highest price for which a manufacturer sells,
or offers to sell, an item for use by an independent purchaser who
ordinarily would not be expected 'to buy more than one item. If
a taxable item actually is never sold at its list price, because of dis-
counts or other price modifications, the "established retail price" is
the price resulting from the minimum discount off the list price (Rev.
Rul. 68-519, 1968-2 CB 513).

The Service also has ruled that if a manufacturer's actual cost
of making and selling a taxable item is greater than the percentage
constructive price referred to above, then its actual cost is used in
lieu of the percentage constructive price for purposes of computing
the applicable excise tax (Rev. Ruls. 54-61 and 68-519, as noted
above). This method of calculating the tax base hasbeen referred to
as the "cost floor" rule.

Issue
The issue is whether the "cost floor" rule should be applied for pur-

poses of determing a constructive sale )rice if a manufacturer sells
trucks, buses, and similar articles at retail.

Explanation of the bill
The bill amends the constructive sale price rule to eliminate the use

of a constructive sale price based upon the manufacturer's costs in
cases where trucks, buses, highway tractors, and related articles tax-

The tax is scheduled to be reduced to 5 percentlon Octoberl, 1979. Revenues
from this tax go to the Highway Trust Fund (through September 30, 1979).
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able under section 4061(a) are sold at retail by a manufacturer. The
excise tax in these situations is to be determined by using a percent-
age constructive sale price based on the price for which such articles
are sold, in the ordinary course of trade, by manufacturers, as deter-
mined pursuant to Treasury regulations. As under' present law, the
Internal Revenue Service may establish percentages to be used for
determining the excise tax base. However, under the bill, the per-
centage constructive price is not to exceed 100 percent of the actual
sale price.

Effective date
This bill would apply to articles which are sold by the manufacturer

or producer after September 30, 1977.
Revenue effect

The bill is estimated to reduce budget receipts by $1 million in
fiscal year 1979 and by $500,000 annually thereafter. These revenues
would otherwise go into the Highway Trust Fund (through September
30, 1979).

Departmental position
The Treasury Department supports the bill. However, the Depart-

ment recommends that the effective date of the bill be changed to
September 30, 1978, in order to eliminate the need to adjust excise
taxes on sales made before enactment of the bill.

12
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4. H.R. 1920

Repayment of Alcohol Taxes and Duties After Loss Due to
Disaster or Damage

Present law
The excise taxes and customs duties on distilled spirits, wines, recti-

fied products, and beer are paid or determined before these products
leave the site of their production and enter marketing channels. If the
products subsequently are lost, made unmarketable, or officially con-
demned while held for sale, amounts equal to the taxes and duties can
be paid by the Treasury to wholesalers or retailers holding the prod-
,ucts for sale only if the'cause is a "major disaster" so declared by the
President (see. 5064 of the Code). Similar repayment rules apply
to tobacco products lost in major disasters so declared by the President
(sec. 5708).

Issue
The issue is whether payment by the Treasury of alcohol excise

taxes and duties should be authorized for losses resulting from van-
dalism or malicious mischief or from disasters of a lesser magnitude
than those which are declared by the President to be "major disasters."

Explanation of the bill
The bill provides for payment (without interest) by the Treasury of

amounts equal to the alcohol excise taxes and duties paid or determined
on distilled spirits, wines, rectified products, or beer held for sale but
lost or ruined because of certain events if these events occurred in the
United States. These events are: (1) fire, flood, casualty, or other dis-
aster or (2) breakage, destruction, or other damage (not including
theft) resulting from vandalism or malicious mischief.

As under present law with respect to Presidentially declared major
disasters, payment is not to be available for taxes, or taxes and duties,
the loss of which was indemnified by insurance or otherwise.

Present law does not impose any "floor" or minimum amount for
which a claim for repayment of taxes, or taxes and duties, may be
filed under the Presidentially declared major disaster provision. The
bill imposes a $250 floor on any claim arising from any single disaster
or damage, other than one for which a claim would have been allowable
under present law. The bill makes no change on this point with re-
spect to claims that would have been allowable under present law.

The bill provides that no claim under this section is allowable unless
it is filed within 6 months after the date of the loss, except that in the
case of a Presidentially declared major disaster, the claim period is
not to expire before the day which is 6 months after the date on which
the President determined the disaster occurred.
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Effective date
The bill would apply to disasters (or other specified causes of loss) oc-

curring on or after the first day of the first calendar month which
begins more than 90 days after the date of the bill's enactment.

Revenue effect
It is estimated that the bill would reduce revenues by about $500,000

annually, beginning with fiscal year 1979.
Departmental position

The Treasury Department opposes the bill on the following grounds.
The bill would, in effect, provide free fire, casualty, and flood insurance
for merchants for the portion of their alcoholic beverage inventories
attributable to excise taxes and customs duties. Merchants holding
other types of products do not receive similar protection against
losses, and there is no reason to provide such protection on a general
basis. The Treasury Department also recommends repeal of the
"major disaster" provisions of present law for both alcoholic beverages
and tobacco products, since these provisions also grant holders of
alcoholic beverages and tobacco products free insurance that is not
given merchants who lose other merchandise in a "major disaster."

14
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5. H.R. 2028

Excise Tax Treatment of Home Producers of Beer or Wine

Present law
Present law (sec. 5042 of the Code) permits the "head of any

family," after registering with the Treasury Department, to produce
up to 200 gallons of wine a year for family use without payment
of tax. However, a single individual who is not the head of a
family is not covered by this exemption. (See Treas. Regs. 27 CFR
§ § 240.540 et seq.)

The Bureau of Alcohol, Tobacco, and Firearms interprets present
law (sec. 5054(a)(3)) as providing that it is illegal to brew beer in
one's home for home consumption. As a result, the tax of $9 per barrel
(31 gallons or less), which is imposed on the production of beer (sec.
5051 (a), is (lue and payable immediately upon production. In addition,
the Bureau takes the position that home brewers are subject to the
criminal penalties imposed by the Code (sec. 5687) for liquor tax
offenses that are not otherwise specifically covered.

Issues
One issue is whether the present exemption from the wine tax for

a head of a family who produces up to 200 gallons of wine a year for
family use should be expanded to include other adult individuals.

Another issue is whether there should be an exemption (similar to
the exemption for home-produced wine) for beer which is produced
by an individual in his or her home for personal use, rather than for
commercial sale; and if so, under what limitations or conditions
the exemption should be provided.

Explanation of the bill
Wine

The bill modifies the provisions of existing law that permit heads
of families to produce wine tax-free for family use. Under the bill,
the present limitation of 200 gallons of tax-free production in acalendar year is to apply if there are two or more adults (age 18 or
older) in the household. The present law's requirement that any pro-
ducer of wine under the family-use exemption must be a "head of any
family" is repealed; however, the producer must be an adult.

The bill provides that, if there is only one adult in the household,
then 100 gallons of wine may be produced by that adult tax-free in a
calendar year.

In addition, the bill would eliminate the present-law requirement
that the person producing the wine must have registered with the
Treasury Department.
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Beer
The bill provides essentially the same rule in the case of household

production of beer, with the added requirement that, in order not to
be subject to the beer tax, the amount of beer on hand at any one time
(including beer in process) is not to exceed 30 gallons. Also, the
bill requires that producers of beer register with the Treasury De-
partment in order to qualify under the home brewing exception.

The bill also makes it clear that criminal penalties imposed under
Federal law in connection with illegally produced beer do not apply
to home production which qualifies for the exemption provided in this
bill. The provisions dealing with illegally produced beer are amended
to make it clear that home production of beer that does not qualify for
the new exemption is illegal.

Identical bill
S. 2930 is identical to H.R. 2028.

Effective date
The bill would take effect on the first day of the first calendar month

which begins more than 90 (lays after the date of the bill's enactment.
Revenue effect

The bill is estimated to reduce budget receipts by less than $1.5
million annually, beginning with fiscal year 1979.

Departmental position
The Treasury Department supports the bill.
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6. H.R. 2852

Credit or Refund of Fuel Excise Taxes for Aerial Applicators

Present law
Under present law, gasoline and special fuels used by noncommercial

aviation are subject to excise taxes totalling 7 cents per gallon secss.
4041(c) and 4081 of the Internal Revenue Code).I Present law provides
an exemption from these taxe-; if the fuel is used for farming purposes
(sec. 4041 (f)).

The farming-ue exemption applies if gasoline or special fuel is sold
for use, or used, on a farm in the United States for farming purposes
by the owner, tenant, or operator of the farm secss. 4041(f), 6420(c),
and 6427(c)). If the taxes have been paid, the owner, tenant, or operator
may obtaiti a "refund" of the excis-e taxes, either by a payment under
the excise tax system (sees. 6420 and 6427) or by refundable income
tax credit (see. 39). The repayment e.nd credit provisions also apply if
the gasoline or other fuel is used on the farm by someone other than
the owner, tenant, or operator (such as a cropduster). In the latter
situations, the owner, tenant, or operator reports the number of gal-
lons of fuel consumed on or over the farm and claims the repayment
or credit (see Treas. Regs. sec. 48.6420(a)-1(c)).

Issue
The issue is whether aerial applicators, such as cropdusters, should

be allowed to claim the-credit or refund of aircraft fuel taxes for fuel
used on or over farms for farming purposes.

Explanation of the bill
Thc bill permits aerial applicators, such as cropdusters, to claim

the credit or refund of aircraft fuel taxes for fuel used on farms for
farmingpurposes. Under the bill, the farmer is no longer permitted to
claim the credit or refund for these taxes. The bill does not change
the uses which qualify a taxpayer to claim the credit or payment.

The exemption a pplies only to the extent that gasoline or special
fuels are used for farming purposes by the aerial applicator as de-
termined in accordance with Treasury regulations (secs. 4041(f)(1),
6420(f), and 6427(h)).-

Effective date
'the bill would apply to fuels used on or after the first calendar quar-

ter which begins more than 90 days after the date of enactment, even
if the tax was paid before the effective date.

1 The excise tax on gasoline imposed by section 4081 is scheduled to be reduced
to I 1j cents per gallon on October 1, 1979 (sec. 4081(b)). At that time, the excise
taxes imposetl by section 4041(c) are scheduled to he 5% cents per gallon (to total
7 cents per gallon on aviation fuel; the section 4041(c) taxes are then scheduled
to expire on July 1, 1980 (sec. 4041(c)(5)). The revenues from these taxes on
fuel used by noncommercial aviation go to the Airport and Airway Trust Fund
(through June 30, 1980).

2 S. 196, which also has been referred to the Committee on Finance, would per-
unit aerial applicators, effective July 1, 1977, to claim the credit or refund of air-
craft ful t: es for fuel used on or over a farm for farming purposes (see. 2 of the
bfill).
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Revenue effect
The bill is estimated to reduce budget receipts by less than $1

million annually, beginning with fiscal year 1979. 'these revenues
would otherwise go into the Airport and Airway Trust Fund (through
June 30, 1980).

Departmental position
The Treasury Department recommends that the bill should be

amended to provide that aerial crop sprayei-s will be entitled to re-
ceive credits or refunds of the fuel excise txes only if the farmers
otherwise eligible for the credits or refunds have waived in writing
their rights in favor of the aerial crop sprayers. The Department
would support the bill if this change were made.

18
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7. H.R. 2984

Exemption From Excise Tax for Farm, Horse, or Livestock
Trailers and Semitrailers

Present law
Under present law, a manufacturers excise tax of 10 percent is im-

posed on sales of chassis and bodies of trucks, buses, highway tractors,
or their related trailers and semitrailers by a manufacturer, producer,
or importer of such an article (see. 4061 (a) of the Internal Revenue
Code).'

Present law provides an exemption from the tax in the case of sales
of chassis and bodies of light-duty trucks, buses, truck trailers, and
semitrailers (see. 4061(a)(2)). To be eligible for this exemption, the
chassis or body of the truck trailer or semitrailer must be "suitable for
use" with a trailer or semitrailer having a gross vehicle weight of
10,000 pounds or less, determined in accordance with Treasury De-
partment regulations (sec. 4061 (a)(2)).' Furthermore, in order to be
exempt, the truck trailer or semitrailer itself must be suitable for use
with a towing vehicle having a gross vehicle weight of 10,000 pounds
or less (see. 4061(a) (2)).

Issue
Present law excludes from the manufacturers excise tax "light-duty"

trailers and semitrailers suitable for use with "light-duty" trucks. The
issue is whether the "light-duty" limitation on the trailer or semitrailer
exclusion should be removed in the case of trailers or semitrailers de-
signed to be used for farming purposes or for transporting horses or
livestock.

I The tax is scheduled to be reduced to 5 percent on October 1, 1979. Revenues
from this tax go to the Highway Trust Fund (through September 30, 1979).

2 "Gross vehicle weight" is defined as the maximum total weight of a loaded
vehicle (Treas. Regs. §48.4061(a)-1(f)(3)(i)). The maximum total weight of a
loaded vehicle is the gross vehicle weight rating of the manufactured article as
specified or established by the manufacturer, unless such a rating is unreasonable
in light of the particular facts and circumstances. Generally, a manufacturer
must specify or establish a weight rating for each chassis, body, or vehicle sold
by it if the item requires no significant post-manufacture modifications (Treas.Rep. 1 48.4061(a)-1(f) (3)(ii)).

The manufacturer's gross vehicle weight rating must take into account the
strength of the chassis frame, the axle capability (capacity and placement), and
the spring, brake, rim, and tire capacities. The lowest weight rating component
ordinarily is determinative of the gross vehicle weight (Treas. Regs. § 48.4061
(a)-1(f)(3)(v)). The total of the axle ratings is the sum of the maximum load-
carrying capability of the axles and in the case of a trailer or semitrailer, the
weight that is to be borne by the vehicle used in combination with the trailer or
semitrailer for which gross vehicle weight is determined (Treas. Regs. 1 48.4061
(a) -( (f) (3) (vi)).
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Explanation of the bill
Under the bill, an exemption is provided from the 10-percent manu-

facturers excise tax for certain trailers or semitrailer. which are de-
signed to be used for farming purposes or for transporting horses or
livestock. The bill, in effect, eliminates the present-law requirement for
exemption that a trailer or semitrailer designed for such purposes
have a gross vehicle weight of 10,000 pounds or less. However, the
bill retains the present law limitations on the size of such a trailer or
semitrailer-that it be suitable for use with a light-duty vehicle having
a gross vehicle weight of 10,000 pounds or less. If a body or chassis
is sold separately, then it must be suitable for use with such a trailer
or semitrailer in order to qualify under the exemption.

The bill does not affect the separate 8-percent manufacturers excise
tax on truck parts and accessories (see. 4061(b)).

To avoid creating competitive disadvantages which might arise be-
cause of the relative sizes of dealers' inventories, and in conformity
with prior practice in excise tax legislation, the bill provides for floor
stocks refunds or credits (without interest) with respect to all articles
exempted by the bill that are in dealers' inventories on the day after
the date of enactment.

Effective date
The exemptions made by the bill would apply with respect to articles

sold on or after the day after the bill's enactment.
Revenue effect

The bill is estimated to reduce budget receipts by less than $2
million per year, beginning with fiscal year 1979. These revenues
would otherwise go into the Highway Trust Fund (through September
30, 1979). If the bill becomes public law within the next three months,
it could also reduce 1978 budget receipts by a negligible amount.

Prior Congressional action
An identical bill (H.R. 6521, 94th Cong.) was passed by the House

of Representatives by voice vote on August 24, 1976, but it was not
acted upon by the Senate Finance Committee or considered by the
Senate.

Departmental position
The Treasury Department opposes the bill because the bill would

discriminate against single unit trucks (i.e., without trailers or semi-
trailers) and .non-f arm trailers and semi-trailers of the same carrying
capacity. In addition, determination of whether a trailer was designed
for farming purposes could be difficult and add to the complexity of
the law.
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8. H.R. 3050

Tax Treatment of Returns of Magazines, Paperbacks, and
Records

Present law
Generally, sellers of merchandise who use an accrual method of

accounting must report sales proceeds as income for the taxable year
when all events have occurred which fix the right to receive the income
and the amount can be determined with reasonable accuracy (Treas.
Regs. sec. 1.451-1(a)).

In some cases, the seller expects that accrued sales income will be
reduced on account of events subsequent to the date of sale, such as
returns of unsold merchandise for credit or refund pursuant to a pre-
existing agreement or understanding between the seller and the pur-
chaser. In these instances, the reduction in sales income generally
must be recogaLed in the taxable year during which the subsequent
event, such as the return of unsold merchan dise, occurs. Deductions
or exclusions based on estimates of 'future losses, expenses, or reduc-
tions in income ordinarily are not allowed for Federal income tax
purposes.Under these general tax accounting rules, the Internal Revenue

Service has taken the position that accrual-basis publishers and dis-
tributors of magazines, paperbacks, or records must include the sales
proceeds of these items in income when they are shipped to the pur-
chaser, and may reduce income for returned items only in the taxable
year the items actually are returned unsold by the purchaser.

Issue
The issue is whether an accrual-basis publisher or distributor of

magazines, paperbacks, or records should be permitted to elect to
exclude from income amounts attributable to items returned within a
specified period of time after the close of the taxable year in which the
publisher or distributor shipped the items to purchasers.

Explanation of the bill
For taxpayers who account for sales of magazines, paperbacks, or

records on an accrual method, the bill provides an election to exclude
from gross income for a taxable year the income attributable to unsold
merchandise returned within a certain time (the "merchandise return
period") after the close of the taxable year (new sec. 457 of the Internal
Revenue Code). In the case of magazines, the merchandise return
period extends for 2 months and 15 days after the close of the taxable
year. In the case of paperbacks and records, the merchandise return
period extends for 4 months and 15 days after the close of the taxable
year.

The bill establishes several requirements to define those returned
items which may be used to reduce gross income if a timely election
is made: (1) the taxpayer must be under a legal obligation, at the time
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of sale, to adjust the sales price of the magazine, paperback, or record
on account of the purchaser's failure to resell it; (2) the adjustment to
the sales price must be on account of the purchaser's failure to resell
the magazine, paperback, or record in its trade or business; and (3)
the merchandise must be returned to the taxpayer by the close of the
merchandise return period.

The amount to be excluded from gross income on account of other-
wise qualifying returns is limited to the lesser of (1) the amount covered
by the acknowledged legal obligation with respect to such returns or
(2) the amount of adjustment to the sales price agreed to by the tax-
payer before the close of the merchandise return period.

The computation of income under the merchandise-return election
constitutes a method of accounting. In the absence of a specific stat-
tutory rule to the contrary, an adjustment to income attributable to a
change in method of accounting (called the "transitional adjustment")

-is-amortized over a period of time prescribed by the Internal Revenue
Service, usually 10 years (sec. 481(c)). However, the bill provides
specific rules for the transitional adjustments arising out of merchan-
dise-return elections.

In the case of an election to account for magazine returns under this
bill, a special 5-year amortization of the transitional adjustment is
provided in )lace of the normal 10-year period. In the case of an
election to account for paperback or record returns, the bill establishes
a "suspense account" to hold the transitional adjustment. The opera-
tive effect of the suspense account is to defer deduction of the transi-
tional adjustment until the taxpa er is no longer engaged in the trade
or business of selling tie items which were the subject of an election.

In the case of a suspense account established with respect to paper-
back or record returns, as lon, as merchandise returns during the
merchandise return period remain at or below the level of the initial
opening balance in the account, taxable income under the merchandise-
return method is the same as it would have been absent an election.
However, an increase in returns over the initial opening balance is
recognized one year earlier under the elected method.

Effective date
The election provided by the bill could be made with respect to

taxable years beginning after December 31, 1976. The time for making
the election for any taxable year beginning before the date of enact-
ment of this bill would not expire before the date which is one year after
the enactment date.

Revenue effect
The bill is estimated to reduce revenues by $22 million in fiscal year

1979, $11 million in fiscal year 1980, $11 million in fiscal year 1981,
$12 million in fiscal year 1982, and $12 million in fiscal year 1983.

Prior Congressional action
A bill relating to accounting for magazine returns (but not paperback

or record returns), somewhat similar to this bill, was passed by the
House of Representatives by voice vote on August 2, 1976, but it was
not acted upon by the Senate Finance Committee or considered by the
Senate (H.R. 5161, 94th Cong.).
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Departmental position
The Treasury Department believes that the special relief provided

by the bill should be allowed only to those taxpayers who, in the year
they elect the new method of accounting, establish a suspense account
to delay the deduction for goods returned during the year the election
is made before the due date (without extensions of time) for filing the
income tax return for the prior year. Requiring a suspense account
would prevent a substantial revenue loss in the year of enactment.
However, in the case of an election to account for magazine returns
under the bill, if it is determined that amortization of the transitional
adjustment is preferable to the establishment of a suspense account,
the treasury Department recommends that the normal ten-year
amortization period for such adjustments be used instead of the
special five-year amortization provided by the bill.
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9. H.R. 5103

Excise Taxes on Tires and Tread Rubber

A. New Tires--Credit or Refund If Tire Sale Is Adjusted Pur-
suant to Warranty or Guarantee (Subsec. (d) of the bill)

Present law
Present law (see. 4071(a) of the Code) impose-, a manufacturers

excise tax of 10 cents per pound on new tires of the type used on high-
way vehicles, and 5 cents per pound on new nonhighway tires.'

Since these taxes are imposed on the basis of weight, rather than
on the basis of the price for which the tire is sold, changes in the sale
price of the tire generally do not affect the amount of tax due on a
manufacturer's sale. However, under present practice (Rev. Rul.
59-394, 1959-2 CB 280), if a tire manufacturer sells a customer a new
replacement tire pursuant to a warranty or guarantee on the tire that
is being replaced, the manufacturers excise tax on the replacement tire
is reduced in proportion to the reduction in price of the replacement
tire.

The tire industry's practice has been to apply thi,; rule based on the
proportionate reduction in the price to the ultimate consumer where
the manufacturer's warranty or guarantee runs to the ultimate con-
sumer. The Internal Revenue Service did not dispute this industry
practice before the publication of Rev. Rul. 76-423, 1976-2 CB 345. In
that ruling, the Service has taken the position that the tax should be
reduced in proportion to the reduction in price from the manufacturer
to its immediate vendee-usually, a wholesaler or a dealer. Since this
price reduction often is proportionately less than the reduction given
by the retail dealer to the ultimate consumer, the Service's position
generally produces a smaller tax reduction (hence, a larger net tax)
than that produced by the rule that focuses upon the adjustment in
sale price to the ultimate consumer.

As originally announced, the 1976 ruling was to take effect with re-
spect to this issue on April 1, 1977. This effective date has been twice
postponed by the Service, most recently to April 1, 1978, in order to
give the Congress an opportunity to consider whether legislative
change is appropriate.

Issues
The issues relate to the proper method of computing the manufac-

turers excise tax where tire warranty or guarantee adjustments have
been made.

The revenues from these taxes go into the Highway Trust Fund (through
September 30, 1979). The tax on new highway tires is to be reduced to 5 cents
per pound as of October 1, 1979.
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Explanation of the provision
The bill codifies the long-standing administrative practice under

which a manufacturer is allowed an excise tax credit or a refund with
respect to sales of tires for which a warranty or guarantee adjustment
is made on a tire-by-tire basis. The bill also applies the same general
principles to cases where warranty or guarantee adjustments are made
on an overall basis. In addition, the bill provides corresponding rules
for situations where the manufacturer's warranty or guarantee runs
only to its purchaser and not to the ultimate consumer.

B. Tread Rubber-Credit or Refund Under Certain Circum-
stances (Subsecs. (a), (b), and (c) of the bill)

Present law
Present law imposes a tax of 5 cents per pound on tread rubber used

for recapping or retreading tires secss. 4071(a)(4) and 4072(b)). 2

Tread rubber may be sold tax-free for use otherwise than in the
recapping or retreading of tires of the type used on highway vehicles
(sec. 4073(c)). Also, a credit or refund (without interest) of the tread
rubber tax may be obtained if the tax-paid tread rubber is used or
sold for use otherwise than in the recapping or retreading of tires
of the -type used on highway vehicles (sec. 6416(b)(2)(G)).

In the case of new tires, sales may be made tax-free (or a credit or
refund obtained if tax has been paid) if the tires are exported, sold
for use as supplies for vessels or aircraft engaged in foreign trade,
or sold to a State or local government for exclusive use by such an
entity or to a nonprofit educational organization for its exclusive
use (sees. 4221(a) and 6416(b)). A credit or refund also is available if
the sale of a n3w tire is adjusted later under a guarantee or warranty.
However, if a retreaded tire is exported, etc., or the price is adjusted
pursuant to a warranty or guarantee, no credit or refund is available
as to the tread rubber tax.

No credit or refund of the tread rubber tax currently is available
if the rubber is destroyed, scrapped, wasted, or rendered useless in
the recapping or retreading process.

Issue
The issue is whether a credit or refund of the tread rubber tax

should be mode available in various situations if a credit or refund
would be available for new tires in comparable situations.

Explanation of the provision
The bill makes a credit or refund of the tread rubber tax available

(1) if rubber is destroyed, scrapped, wasted, or rendered useless in
the recapping or retreading process; (2) if the tread rubber is used
in the recapping or retreading of a tire and the sales price of the tire
is later adjustedbecause of a warranty or guarantee; (3) if a recapped
or retreaded tire is exported, sold to a State or local government for
the government's exclusive use, sold to a nonprofit educational organi-
zation for its exclusive use, or used or sold for use as supplies for a

2 Revenues from this tax go into the Highway Trust Fund. This tax is scheduled
to expire as of October 1, 1979.
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vessel or aircraft; and (4) in certain cases if a retreaded tire is sold
by a second manufacturer on or in connection with another article
manufactured by the second manufacturer.
C. Statute of Limitations (Subsec. (e) of the bill)

Present law
Under present law, tie general time by which a claim for credit

or refund of a tax must be filed is 3 years from the time the tax return
was filed or, if later, 2 years from the time the tax was paid (see. 6511).

Issue
The issue is whether the statute of limitations for filing refund

claims should be extended with respect to credits or refunds of the
excise taxes on tires and tre~(l rubber.

Explanation of the provision
The bill modifies the statute of limitations in cases where a claim

for credit or refund of tire tax or tread rubber tax is filed as a result
of a warranty or guarantee adjustment. The bill provides that in
such a case a claim for credit or refund may be filed at any time before
the date which is one year after the date on which the adjustment is
made, if otherwise the period for filing the claim would expire before
that later date.
D. Imported Recapped or Retreaded U.S. Tires (Subsec. (f) of

the bill)
Present law

The excise taxes on tires and tread rubber apply to imported articles
as well as those produced or manufactured in the United States. How-
ever, if a used tire which has been taxed in the United States is ex-
ported, is retreaded (other than from bead to bead) abroad, and is
then shipped Ick into the United States, then there is neither a tax
on the imported retreaded tire nor on the tread rubber used in the
retreading, because the tire already has been taxed and the tread
rubber is considered to have lot its idenity.

Issue
The i sue i; whether u-ed tires which are exported, recapped or

retreaded abroad, and then returned to this country, should be subject
to the excise tax on tread rubber.

Explanation of the provision
The bill provides that u-ed tire, which are exported from the United

States-, recapped or retreaded abroad (other than from bead to bead),
and then reimported into the United States are to be subject to the
tax on tread rubber to the extent that tread rubber is incorporated into
the tire. For this p iirpo-e. the amount of tread rubber to be taken into
account i.; to be determined as of the completion of the recapping or
retreading of the tire.
E. General

Effective date
The amendments made by this bill would take effect on the earlier

of (1) April 1, 1978, or (2) the first day of the first calendar month
which begins more than 10 (lays after the date of the bill's enactment
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The statute of limitations amendment would apply on and after the
effective date. In effect, it would apply to adjustments made (or
deemed made) on or after the date one year before the effective date.

Revenue effect
The bill is estimated to reduce budget receipts by less than $300,000

in fiscal year 1979 and by less than $200,000 per year thereafter. (If
the bill becomes public law within the next three months, 1978 budget
receipts could be reduced by as much as $100,000 and 1979 revenue
lo-ss would be reduced by a corresponding amount.) These revenues
wouhl otherwise go into the Highway Trust Fund (through September
30, 1979).

Prior Congressional action
A bill with somewhat similar provisions (H.R. 2474, 94th Cong.)

was passed by the House of Representatives by voice vote on August
24, 1976. The bill was reported by the Senate Finance Committee
(S. Rept. 94-1348) on September 29, 1976, but wvas not acted upon by
the Senate because of lack of time before adjournment.

Departmental position
The Treasury Department loes not oppose the bill.
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10. H.R. 6635

Interest Rate Adjustments on Retirement Savings Bonds

Present law
Under present law, a person eligible to establish an individual re-

tirement account may purchase retirement bonds issued for this pur-
pose by the Treasury Department. These bonds are not transferable
and are subject to many of the restrictions that apply to individual
retirement accounts. Retirement plan bonds are issued for H.R. 10
plans established by self-employed persons and for retirement and
annuity plans established by employers for their employees. The
interest rate on any such retirement bond remains unchanged through-
out its life.

By contrast, the interest rates on issued Series E savings bonds are
increased whenever there is an increase in the interest rates on new
issues of Series E bonds. This adjustment is made in recognition of
the holder's ability to redeem the outstanding bond before maturity
for the principal and accrued interest and to reinvest the proceeds in
new Series E bonds issued with the higher interest rate.

Issue
The issue is whether the Treasury Department should be authorized

to increase the interest rate on U.S. retirement plan bonds and U.S.
individual retirement bonds so that the investment yield on the bonds
is consistent with the yield on Series E savings bonds.

Explanation of the bill
The bill permits the interest rate on U.S. retirement plan bonds

(see. 405(b)) and U.S. individual retirement bonds (sec. 409(a)) to
be increased for any interest accrual period so that the investment
yield for that accrual period on the bonds is consistent with the in-
vestment yield for that accrual period on Series E saving bonds.

Any increased interest rates, and the accrual periods to which
these rates apply, are to be specified in regulations to be issued by
the Treasury Department. The bill provides that these regulations, to
be effective, must be approved by the President.

Effective date
The bill would apply to interest accrual periods that begin after

September 30, 1977, with respect to bonds issued before, on, or after
the date of the bill's enactment.

Revenue effect
It is estimated that this bill would have no effect on budget receipts,

but would result in increased budget outlays of $1 million per year.
(28)
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Departmental position
The Treasury Department would not object to the bill if it is

amended (1) to permit the interest rate on already issued retirement
bonds to be changed to match the interest rate on new retirement
bonds rather than to match the interest rate on Series E savings
bonds and (2) to change the effective date so that the bill applies to
interest accrual periods that begin after the date of enactment of the
bill, with respect to bonds issued before, on, or after the date of the
bill's enactment.
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11. H.R. 8535

Child Care Credit for Amounts Paid to Certain Relatives

Present law
Present law provides a nonrefundable income tax credit equal to 20

percent of household and dependent care expenses incurred to care for
a dependent child under the age of 15 or for an incapacitated de-
pendent or spouse. The maximum tax credit for one year's qualifying
expenses is $400 for one dependent and $800 for two or more depend-
ents (sec. 44A of the Code).

The credit is allowed for amounts paid to a relative only if (1) neither
the taxpayer nor the taxpayer's spouse is entitled to treat the relative
as a dependent for whom a personal exemption deduction could be
claimed, and (2) the services provided by the relative constitute
"employment" as that term is defined for purposes of social security
taxes (sec. 44A(f) (6)).

For social security tax purposes, child care or other domestic services
performed in the taxpayer's home by the taxpayer's parent generally
do not constitute "employment" (sec. 3121(b)(3) (B)). Also, services
by the taxpayer's parent which are not performed in the course of the
taxpayer's trade or business generally do not constitute employment,
whether or not, performed in the 'taxpayer's home. The Internal
Revenue Service apparently takes the position that child care services
performed in a grandparent's home are not performed in the course of
the taxpayer's trade or business. Under this view, both child care
services performed by a grandparent in the taxpayer's home and child
care services performed by a grandparent in the grandparent's home
generally would not constitute "employment," and hence payments
for such services would not qualify as expenses eligible for the child
care credit.

However, services performed by a grandparent in caring for a child
(living in the taxpayer's home) who is either under 18 or is mentally
or physically incapacitated may constitute "employment" if the tax-
payer is a surviving spouse or is divorced and not remarried, or if the
taxpayer has a mentally or physically incapacitated spouse who is
unable to care for the child (sec. 3121(b)(3)(B)). In these circum-
stances, payments for child care services performed by the child's
grandparent may be eligible with respect to the child care credit.

Services performed for the taxpayer by other relatives (other than
by the taxpayer's child if under age 21) may constitute "employment"
under the social security tax definition if a bona fide employer-
employee relationship exists. Therefore, payments to these relatives
may qualify with respect to the child care credit if neither the taxpayer
nor the taxpayer's spouse can claim a personal exemption deduction
for the relative. Services performed by the taxpayer's child, if under
age 21, do not constitute such "employment" (sec. 3121(b) (3) (A)) and
hence cannot qualify with respect to the credit.
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Issue
The issue is whether the child care credit should be allowed for pay-

ments to adult relatives in catns where the services rendered by the
relatives do not constitute "employment" as that term is defined for
purposes of social seeu ity taxes.

Explanation of the bill
The bill eliminates the requirement of present law that child care

services performed by relatives must constitute "employment"
within the meaning of the social security tax definition in order to
qualify under the child care credit, provisions. As a result, otherwise
qualifying amounts paid by a tax paver for care of his or her child
by a grandparent of the child woul(1 be eligible for the credit to the
same extent as if paid to a person who is not related to the taxpayer.

,rhe bill does not affect the rule of present law that disallows the
child care credit for amounts paid to a relative (including amounts
paid to a child or to a parent of the taxpayer) for whom the taxpayer
or the taxpayer's spouse could claim the deduction for personal exemp-
tions for dependents. Thus no credit would be allowed for otherwise
qualifying amounts paid by a taxpayer for child care services performed
by a grandparent of the child if either the taxpayer or the taxpayer's
spouse could, for the year in which such services are performed, claim
a personal exemption deduction for the grandparent.'

The bill provides that the credit is not to be allowed for amounts
paid by the taxpayer to his or her child (including a stepchild) for
child yare services if the child being paid is under the age of 19 as of
the close of the year in which the services are performed. The credit
would not be allowed for any such payments to the child under 19
whether or not either the taxl)aver or the taxpayer's spouse could
claim a personal exemption deduction for the child being paid for child
care services. If the taxpayer's child is 19 or over by the end of the year,
payments for child care services performed by the child would qualify
for the credit only if neither the taxpayer nor the taxpayer's spouse
could claim a personal exemption deduction for the child performing
the services.

Amounts paid by a taxpayer to his or her spouse to care for the
taxpayer's child (including 'a stepchild) would not qualify for the
child care credit.

Effective date
The bill would apply to taxable years beginning after December 31,

1977.
Revenue effect

The bill is estimated to reduce budget receipts by $3 million in
fiscal year 1978, $36 million in fiscal year 1979, $35 million in fiscal
year 1980, $37 million in fiscal year 1981, $37 million in fiscal year
1982, and $38 million in fiscal year 1983.

Departmental position
The Treasury Department does not oppose the bill.

IS. 2153, which also has been referred to the Senate Finance Committee,
would delete, effective for taxable years beginning after December 31, 1976, the
present-law requirement that amounts paid for child care services performed by
relatives must be for services which constitute "employment" within the meaning
of t' e social security tax definition in order to qualify for the credit.
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12. H.R. 8811

Revocability of Election to Receive Tax Court
Judge Retired Pay

Present law
If a United States Tax Court judge elects to come under the Tax

Court retirement system, all civil service retirement benefits are
waived. Thus, any Tax Court judge who elects to be covered by the
Tax Court retirement system may not receive any benefits under the
civil service retirement system for any service performed before or
after the election is made, for services performed as a judge or other-
wise.

The Tax Court retirement system is noncontributory. The survivors'
benefit provisions, however, require that the judges make contribu-
tions (3 percent of salary) if they want coverage for their families.
The civil service retirement system is contributory (generally, 7
percent of salary). The civil service system includes survivor benefits
with no additional contributions required for those benefits. If a judge
elects to come under the Tax Court retirement system, then not
only is that judge excluded from civil service retirement benefits,
but also the judge's survivors are excluded from the civil service
survivors' program, whether or not the judge also elects to come
under the Tax Court survivors' program.

Present law has been interpreted as barring an individual who elects
to be covered by the Tax Court judges retirement system from ever
receiving any civil service benefits, even though the minimum require-
ment of 10 years of Tax Court service necessary to qualify for Tax
Court judge retired pay never may be met, and notwithstanding the
fact that the indivi dual otherwise might qualify for civil service re-
tirement benefits. Thui, an individual who has creditable civil service
time before and after Tax Court service, and who elected Tax Court
retirement pay while a judge, but served in that capacity for less than
10 years, will be precluded from receiving benefits under either
system.

Issue
The issue is whether an election to come under the Tax Court retire-

ment system should be allowed to be revoked before retired pay begin.-
to accrue, thereby allowing the individual to qualify to receive civil
service retirement benefits.

Explanation of the bill
The bill allows an individual who has filed an election to receive

retired pay as a Tax Court judge to revoke that elcctio, at any time
before the first dav on which retired pay would begin to accrue with
re pect to that individual.

Under the bill, no civil service retirement credit is to be allowed
for any service as a Tax Court judge, unless with respect to that
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service the amount required by the civil service retirement laws has
been deposited, with interest, in the Civil Service Retirement and
Disability Fund. The bill also provides that if an individual revokes
an election to receive retired pa and thereafter deposits the required
amount with the Civil Service Retirement and Disability Fund, serv-
ice on the Tax Court is to be treated as service with respect to which
deductions and contributions had been made during the period of
service. Therefore, such a revocation will allow service on the Tax
Court to satisfy the civil service rule that an individual must have
current covered employment in order to be permitted to revive his
or her credits for prior covered employment.

Under the bill, a revocation of an election to come under the Tax
Court retirement system also constitutes a revocation of any election
to come under the Tax Court survivors' benefit system. In addition,
the bill provides that upon a revocation of an election, the individual's
account is to be credited with any amounts paid by the individual,
together with interest thereon, to the Tax Court judges survivors'
annuity fund. This amendment is necessary to prevent the individual
from having to contribute to two survivors' annuity systems (U.S.
Tax Court and Civil Service) even though his or her survivors would
be entitled to benefits under only one system.

This bill applies to any Tax Court judge who has elected the Tax
Court retirement system and has not yet retired. It also applies to a
former Tax Court judge Russell E. Train, who did not serve on the
Tax Court long enough to qualify for Tax Court retirement, but has
been ruled by the Civil Service Commission to be ineligible for civil
service retirement benefits because of his Tax Court election, and to
any other former Tax Court judge who may be in a similar rJosition.

Effective date
The bill would apply to revocations made after the date of

enactment.
Also, if anyone revokes his or her Tax Court retirement system

election within one year after the date of this bill's enactment, that
individual is automatically treated as satisfying the civil service rule
that an individual must have current covered employment in order
to be permitted to revive his or her credits for prior covered employ-
ment. This provision is expected to apply to Mr. Train's situation,
discussed above. After leaving the Tax Court, Mr. Train served in
covered employment under the civil service retirement system from
1969 until early in 1977. If this bill had been enacted before the end
of that 8-year period, Mr. Train could have complied with the regular
civil service rules regarding current covered employment. This effec-
tive date provision gives Mr. Train, and anyone else similarly situated,
one year to "catch up" to the change in the law.

Revenue effect
It is estimated that the bill will not have any significant revenue

effect.
Departmental position

The Treasury Department supports the bill.
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