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EXECUTIVE SESSION (Morning session)
THURSDAY, JULY 1, 1982l

U.S. Senate |

Senate Finance Committee
Washington, D.C.

The Committee met, pursuant to recess, at 9:24 a.m,
in room 2221, Dirksén Senate Office Building, Hon.
Robert Dole (chairman) presiding.

Present: Sénators Dole, Packwood, Roth, Danforth, Heinz,
Wallop, Durenberger, Armstrong, Symms, Grassiey, Long, Byrd,
Bentsen, Matsunaga, Moynihan, Baucus, Boren, Bradley and
Mitchell.

Also present: Ms. Burke, and Messrs. Lighthizer,
Chapoton, DeArment, Stern, McConaghy, Hardee, LeDuc, Belas,

Glickman, Morrison, and Brockway.

MOFFITT REPORTING ASSOCIATES
2849 Lafora Court
Vienna, Virginia 22180
(703) 281-8686
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The Chairman. I know it's very crowded and we

apologize for that. And I apologize also for those who have

been waiting for two days for us to begin, including my

colleagues on my left. But it seems to me that unless the
Republicaps could agree on how to do this, it would not be
totally appropriate to ask the Democrats to help us raise
taxes to meet whét we think will help bring the deficit

down, along with the spending reductions made last week.

I would hope we might proceed as we haﬁe in the past. 2nd
that would be to have a diséussion of the.different items.

I think the staff has, as I think they have in the past, stayed
up most of the night putting together materials.

I think, Mark, you have distributed a short summary
plus a longer summary now to each member of the Committee.

Mr. McConaghy. That's correct, Mr. Chairman. The long
one is just going to be distributed. It is being xeroxed.
The short one we have, and we have been over it.

The Chairman. Does anybody have a statement before we
begin? Senator Long?

Senator Long. I don't have anything, but I do just
want to say this. I was called last night and told that
this information that is here before me was available.

Well, I was called last night and told that this information,
which is before me here, was available. And I told my wife

to tell the people that I would just as soon wait and see it
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when we came to the Committee this morning. Frankly, I did
not want to have any advantage over any other Democrat on
this Committee. I thought it would be better that we meet
and discuss the matter and make whatever suggestions we want
to make in due course. I have not read all of the matter,
but I will étudy.if with infefest.

The Chairman. We had planned to deliver it to each
member last nigﬁt. The Capitol Police were going to help
us but by the time the staff was able to get it together, it
was about 10:00. And I guess -at tha£ time, some may have
been sleeping. éenator Byrd.

Senator Byrd. Would the Chairman clarify the procedure?
Would we vote on each item as we go through it?

The Chairman. We can do it any way we like. What I
hoped we might do -- again, it depends on the will of the
Committee -- is to have a discussion of each item. Maybe
if we could proceed then to adopt the package and then move
to delete any provision that anybody wants to delete. Or,-
we can do it the other way around. But, obviously, some of
these matters are somewhat controversial so anybody who
wants to vote on any provision will havé that opportunity.

Senator Byrd. Could we do that as we go through it?

The Chairman. I thought first we might have a short
explanation. And then come back one at a time. Anyone

else?
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Senator Byrd. Which package will we be dealing with?

The Chairman. I think first you are going to start
with the four paged one.

Mr. McConaghy. The five paged short summary, Senator
Byrd, with thenrevenue attached, and the total‘on page 6 of
the revenue. I'm sorry. 1It's six pages. It's entitled
"Revenue Increase Package."

Senator Long, . How long has the staff had.this
information?

Mr. Stern. We first got it at a quafter of nine.

Senator Long. A quarter of nine this morning.

Mr. Stern. Yes, sir.

The Chairman. That one was available, I think. f got
mine at 8:00. |

Mr.*DeArment. Although one member of the minority
staff got it last night at midnight. . One member's staff.

Senator Long.\ Well, I was informed that sométhing was
available last night. What was that that was available
last night?

Mr. DeArment. That was this document.

Senator Long. Did the staff have ﬁhat information last
night?

Mr. Lighthizer. The personal staff of one minority
member was here when we finished it, Senator Long. And that

staff member got one last night.
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‘and others. We believe even in this package that there are

The Chairman. Senator Bradley.

Senator Bradley. Mr. Chairman, I want to complimen£
you for your opening statement that you made at the end of
the hearing day before yesterday. It sounded to me like
it came out in support of a fair, simplified festructuring
of the tax éode. And I fhinkAthat with your leadership,
that might indeed happen in due course. And I would hope to
be able to give the Committeeztﬁe opportunity to beduce
marginal tax rates dramatically. And I know you would too.
I, frankly, don't know if ‘we will have that oppbrtunity'duriné
this mark-up. We might. But certainly we will at least
have a chance to vote for a~dramatic reduction of the marginal
tax rate sometime this year, maybe even in this mark-up.
And I was very pleased to see at least from your statement
that you were supportive of that direction.

The Chairman. I thank you, Senator Bradley. And I

appreciate your initiative, along with Congressman Gephardt

some changes that I think many who have that view will find
interesting. Hopefully, acceptable.

Anybody else?

(No response)

The Chairman. Maybe we can proceed.

Senator Grassley. I have a statement I want to put in

the record.
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The Chairman. Without objection.

(THE PREPARED STATEMENT FOLLOWS:)




",

Mr. Chaifman. With sincere regret, all of us begin this mark up session
to raise taxes. Pursuant to our Reconciliation orders, we must
increase revenues by 485 billion in the next three years.

w1t§1corporate liquidity squeezed tight and mani—ggéggﬁﬁﬁgéms in

loss positions, none of us relish the task before us.

It is my hope that this exercise will yield some positive benefits.
Many of the measures we are considering today do not raise taxes, they
require individuals to pay tax they already owe or pay that tax in

a timely fashion. One of the focal points of this effort is

the Dolé—Grassley compliance bill. When this measure was introduced

it created some controversy; now many Senators find this bill a much

less offensive way of raising revenue than increasing taxes. My view

‘i's it makes more sense to collect as much of the revenue already owed

the government before we begin searching for new ways to increase
taxes. This bill also takes important steps toward improving

the taxpayer's view of our system. Since it makes an attempt to collect

.tax from everyone, it enhances the perception that the system is fair

and will improve voluntary compliance.

In addition to collect the revenue alre;dy owed the government in

a timely fashion, this revenue raising exercise will broaden the

base of our current tax system by limiting the deductions, exclusions
eznd credits that taxpayers purrently claim. During the past months,
211 of us on the committee have been the_targets of intensive lobbying
effToris to preserve certazin tax advanteges for vzricus grouvs. Ve have

211 secer. the constituencies wvhich would be affected by ezch vprovosed

(]

"revenue enhancer". To the extent thst we

to sperific groups, we increase our revenue bzse and engzble ourselves

0 ot St >ESTw DTy wWoo

imit or ‘deny some speciel bens

Sl .

Z1ILS
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to move toward a simiplified, lower rate tax system. Our current
system of taxation ié a narrow ba§ed, high rate tax. As long as we
are faced with the unsavory task of raising revenue, I would prefer
to move in the direction of enacting a broad based, lower rate tax.
In my opinion, a broad based tax is fairer; has leségéfféct on

economic decision making, &and would be simoler to’administer than our present system

Toward that end, the Chairman has agreed to include a bill T introduced
earlier this year in our package. S. 2376 supported by Senators Durenberger
and Wallop on this committee and eight other Senators asks Treasury to

study a series of alternative tax systems---a simplified tax on gross income;

" a consumption tax; a percentage tax on consumption; and a simplified,

broader based income tax. Treasury's view on the size of these

‘respective bases, the administrability of the various“systems and

the ramifications of replacing our current system with an alternative.
system need to be studied in deﬁth. Receiving this information from

one source will improve the consistency of the data, and permit

us to compare one system with another. In 6 months we cén determine

vhich system makes the most sense and what sort of rate, either progressive
or flat, will be necessary to raise the funds needed to operate the

government.

While the bulk of the task before us is very unpleasant, it is my
hope that we can salvage some good from this exercise by resolving to

investigate 2 simpler and fairer way to tax ourselves.



EPORT LANGUAGE

Included within the scope of the safe harbor tests are
subcontractors, which are frequently utilized in the construction
and homebuilding industry. Typically, a general contractor hires
subcontractors as independent contractors to accomplish a particular
result. The general contractor contracts with a developer who

owns the project. Often, the developer may also be the general
contractor. The general contractor is, therefore, the service-
recipient with regard to subcontractors.

Subcontractors must perform their services within a time
frame dictated by the sequential nature of the construction,
process. For example, in homebuilding, foundations must be
laid, followed by general frame work, followed by electrical
work, followed by plumbing, followed by heating and air
conditioning duct work, followed by installation of insulation,
followed by carpentry work, followed by flooring, followed by
finish drywall, followed by painting and installation of appliances,
cupboards, cabinets, etc. '

Despite the fact that subcontractors must coordinate the
performance of their service with the performance of other
services, the Committee specifically intends to cover sub-
contractors within the control of hours safeharbor. Provisions
in the Committee bill establish that an individual, such as a
subcontractor, will be considered to control the scheduling of
hours worked even though the control is limited -- because of
operating procedures and specifications required in the service-

"recipient's contract with a third party other than the individual

independent contractor, or because of the need of the individual
subcontractor to coordinate his service with the performance of
other services. Since the general contractor's obligations are with
the developer, the subcontractors, therefore, are following
operating procedures and specifications required by contract between
the developer and general contractor, even though the developer

and general contractor may be related parties. Also, ultimately,
the developer-owner is responsible for coordinating the performance
of services on the project. Since subcontractors are responsible

to the general contractor, service-recipient, subcontractors

will meet the coordination of service requirement.

Therefore, subcontractors fall within the control of hours
test even though their work must be coordinated by third parties
or performed in accordance with contractual obligations of the
service-recipient owed to the owner.



With regard to the place of business test, space furmished
on the job site for the storage of tools, plans, etc., does not
constitute a place of business for a subcontractor, and thus
does not require the payment of a fair rental. Additionally,
the mere fact that a subcontractor spends a-majority of his
working time on a particular job site will not cause that site
to constitute a principal place of business. Here, the important
criteria is the temporary nature of the relationship, as evidenced
by either the ability of the subcontractor to eanter into more
than one contract, or a contract which has a specific duration
which will terminate upon completion ofgthe project.

The income fluctuation test requires remuneration to be
based on entrepreneural skill engaged in the completion of a

given project. For example, a contract for the completion of all i

flooring in the homes of a discrete project would be subject to
the risk of income fluctuation, if payment is based upon the job ;
rather than number of hours worked. The similarity of repetitive
nature of elements of a total project will not disqualify such a
contract which otherwise meets the income fluctuation test.

= "
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The Chairman. Mark, are you going to begin?

Mr. McConaghy. Yes. We can go through the six paged
summary, and then go back to it in more detail.

The first item here deals with the Airport and Airway
Trust Fund. The item essentially imposes an 8 percent ticket
tax. And puts that money in'the trust fund. fresently,
that's a 5 percent ticket tax. This increaées it to 8 per-
cent and makes sure that those funds go into the trust fund.
In addition, it would increase the tax on non-commercial
gasoline. In the case of non-jet fuel, it would be $.12 a
gallon. 1In the case of jet fuel, it would be $.14 a gallon.
It would restore the old airway weigh bill tax to 5 percent.
That's on freight. And it would restore the internafional
departure tax to a level of $3.00 per person. That's
essentially the Administration's package. They would have
gone a little bit higher on the non-commercial gas tax. This
raises $1.1 billion in 1983; $1.3 billion in 1984; and
$1.5 billion in 1985. It also would have an exception for
helicopters that are used in timber and natural resoﬁrce
operations. They would be exempt from the fuels tax, if that
helicopter does not take off on land or at a facility which
is eligible for federal aid airport financial assistance.

Senator Long. Could'I ask a question about that? To what
extent is this the same tax that existed up until a couple of

years ago? We had an 8 percent airways tax that applied about




740

- FORM

' 07002

PENGAD CO., BAYONNE, M.J,

10

1"

12

13

14

15

16

17

18

20

a year or so ago.

Mr. McConaghy. Senator Long, the history of that tax
essentially was in July, I think it was, of 1980. On
October 1, 1980, I 'guess, that's when we ceased to put that
tax in the ticket fund, the trust fund. But it did continue
at 5 percent, but that mbney goes in presently to the
general fund. Prior law used to be an 8 percent tax. And
then it dropped down to 5 percent. And that 5 percent goes
into the general fund today. This would take it back up to
8 percent and put it in the airport trust‘fund.

Senator Long. This tax on gasoline -- has that been
there or is that being added? 1Is that something new?

Mr. McConaghy. It was there, Senator Long. Today,
it has dropped down to $.04 on gasoline, non-jet fuel. And
here we: are talking about general aviation, non-commercial,
use. Prior to it going down again in that September date,
it was at $:07 a gallon. And both jet fuel and non-jet
fuel.

The Chairman. I might say that Senator Packwood has

a great deal of interest in this provision. And he will be

21

22

23

24

25

along when we come back the second time.

Senator Long. Now does the Administration support this
proposal?

Mr. Chapoton. We support the proposal, Senator.

Senator Baucus. Mr. Chairman, a slight question here.
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I wondered if Mark could tell me how much revenue is
attributable to the gasoline tax portion of this provision.

Mr. McConaghy. I will look i£ up in just a moment.

Senator Baucus. Perhaps we could come back to it
later. |

Senator Long. Let me ask.this question. Now I have a
note that Senator Cannon is strongly opposed to putting the
Commerce Committee bill as an amendment to this bill. I
believe it's intended that if the’Commerce Committee bill is
made an amendment to this bill, it would be subject to a
point of order on the grounds that the Finance Committee
would be reporting an amendment not within its jurisdi;tion.

The Chairman. We checked with the parliamentarian,
Semator Long, and I think Mr. Lighthizer ' can address that
guestion.

Mr. Lighthizer. Senator Long, I think that the
intention is to report two Separate amendments, if the
Committee desires. One would be the amendment which raises
re¥enue and cuts spending. And the other would be this
ammdment which is within the jurisdiétion of the Committee
on Commerce or the Commerce Committee. When we then went
to the floor, that amendment would be subject to a point of
oxfer, and would fall, presumably, if the Senate sustained
tke ruling of the chair.

Senator Long. It seems to me that the Finance Committee
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should not report that.Commerce Committee bill. I think I was
in support for the Commerce Committee bill as a member of

the Commerce Committee. I would be pleased to support the
bill, assuming it is the same thing I voted for when the
Committee. voted. “And I think it was supported by an
errwhelming majoriﬁy. But if seems to me that we have

enough of a problem to do what is required to be done in

terms of_revenue without trespassing on the jurisdiction of
the other committees.

The Chairman. Senator Packwood will be here, and I know
he wants to address that. But I think Mr. Lighthizer gave
you a satisfactory response. It would be subject to a point
of order.

Mr; McConaghy. Senator Baucus, the amount raised by
the $.12 per gallon on non-commercial gasoline (non-jet
fuel) is $43 million in 1983; $45 million in 1984; and
$47 million in 1985. On jet fuel at $.14 a gallon, it
would be $86 million in 1983; $90 million in 1984; and
$97 million in 1985.

Senator Baucus. So if it was not presumably a $.12 a
gallon tax, it would be down to $.08.: Insﬁead of $43 million
million -- do you know what the revenue would be. then?

Mr. McConaghy. If it went dan to $.08 -- I think that
would drop it roughly a third, Senator Baucus, so that would

probably drop it from $43 to $27 or $28 million. From $45
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down to about $30 million. And from $47 to $30 or $31
million. |

Senator Baucus. Thank you very much.

Mf. McConaghy. The second item on the list is what is
labeled here as ITC basis adjustments. Today, if I buy a
piece of property, I get a 10 percent in?estment tax credit.
And I would depreciate the purchase price. And I would not
have to make an adjusfment to the purchase price for the
investment tax credit. This proposal woula require that
there be a basis adjustment to that cost of the property by
half of the investment tax credit. |

The third item here -

Senator Byrd. Let's don't go too fast on that.

The Chairman. Go ahead.

Senator. Byrd. Does that mean, then, that the invest-
ment tax credit would be limited to 95 percent?

Mr. McConaghy. No, Senator Byrd. The investment
credit would still be 10 percent. The way it would work
would be as follows: If I bought a piece of property for
a million dollars, I would still get the 10 percent invest-
ment tax credit on it if the property qﬁalified, meaning
if it was tangible personal property. That, essentially,
would be $100,000.00. And then after I got that investment
tax credit, today I depreciate the cost of that asset at

$1 million, not at$950 million. I do not, today, have to
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reduce the cost by the amount of the in§estment tax credit.
This would say I do ha&e to reduce that million dollars by
half of the investment credit for depreciation purposes, but
I would still get the full 10 percent credit. So under the
example I would get $100,000.00 in investment tax credit,
and I would‘Aepreciate $950,000.00. I would have to make

a basis'adjustment for half of the ITC.

Senator Byrd. Thank you.

Senator Bentsen. What you are trying to do is avoid
the situation where they are getting more-than full
expensing.

Mr. McConaghy. Right.

The Chairman. Right.

Senator Bentsen. Where they go more than 100 percent.
It's a rough approach to it, but that's what you are trying
to do.

Mr. McConaghy. That's right.

Senator Byrd. But you don't ever go more than 100
percent.

Mr. McConaghy. You don't get back that amcount, Senator.
You are correct. It is more complicated.

Senato: Byrd. I think that ought to be made clear. You
never get back more than 100 percent.

Mr. McConaghy. That's correct.

The Chairman. We want to make certain that it's not
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richer than expensing._ In fact, many of us, on our side,
thought it ought to be 90 percent rather than 95 percent.
But after Mark and others explained it carefully to us, we
agreed that perhaps this is the right figure.

Mr. McConaghy. The ﬁext item is essentially part\of
that to get fo that result. And that is, today, we do have
increases in the percentage with respect to depreciation
and those increases go into effect in 1985 and 1986. Those
increases would take the classes of property at a percent
which would be 175 percent in 1985, and‘200 percent in 1986.
Today, it's 150 percent of those accounts. This would repeal
those increases that are scheduled to go into effect in
1985 and 1986.

Senator Baucus. Mark, I want to double check the
point. I think the Chairman made it. Is it clear thét these
supervisions -- that result is they don't depreciate more
than expenses?

Mr. McConaghy. That is correct, Senator Baucus.

Senator Baucus. For 1983 as Qell as for subsequent
years. Is that correct?

Mr. McConaghy. Generally, that's right. It would be
a little bit more than that until 1985 and 1986. :But,
generally, that's right. 1It's very close to it.

Senator Baucus. You say a little more in 1985 and 1986.

What do you mean?
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Mr. McConaghy. A little more than that in certain
classes in the early years. But then it would all be right
at expensing in 1985 and 1986.

Senator Baucus. And also for the years beyond 1985
and 19862

_Mr. McConaghy. That's cofrect.

The Chairman. 1In fact; you might give them the 1986
and 1987 numbers on that last figure. It indicates it
rather substantially. About $10 billion a year.

Mr. McConaghy. It would jump up in 1986 to somewhere
around a $10 billion pickup in revenue, Senator Baucus.
And in 1987, it would pick up another $18 million.

Senator Mitchell. Mark, would you explain what you
mean when you say it will be a little more than that until
1985 and 19862 The reasons for that and what you mean by
"a little more"?

Mr. McConaghy. Well, essentially, it would be right
at expenéing, Senator Mitchell. But you would take the
combination of what you have today, which is 150 percenﬁ,
times that account, and make that one-half basis adjustment.
And that, depending on what discount raﬁe you use -- but
within 1 or 2 percent, essentially, would be right at
expensing.

Senator Chafee. Mark, Mr. Chairman, one question.

Going back to the historic rehabilitation credit. What's the
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maximum they can get on that now?

Mr. McConaghy. Twenty-five percent if it's an
historic structure, Senator Chafee. Twenty percent if it is
not historic, but it is a structure that is over 30 years,

; belie&é it is. And 15 percent if it is a structure that

is af'least 20 years long. Sé if it is an historic structure,
they would get a rehabilitation credit for the rehabilitation
expenditures of 25 percent.

Sénator Chafee. Well now, under this, I understand the
taking down to the 95 perecent. But how would this work with
a $1,000.00 structure, say, and the 25 percent tax credit?
Would that come down to 95 or would that go down to 877?

Mr. McConaghy. It would be a basis adjustment for
one-half of that credit, Senator Chafee. Today, we do have
a basis adjustment in the law for the rehabilitation
credit that is at the 15 percent level ahd 20 percent. But
as to the historic structure, you get that credit and there
is no basis adjustment. This change would also apply to
that historic structure so that it would have a basis
adjustment for one-half of that 25 percent credit.

Senator Chafee. And you say you have it for the
others now?

Mr. McConaghy. We do have a full basis adjustment for
that 15 percent credit and the 20 pefcent credit. Yes, sir.

Senator Chafee. Now what would happen to those under
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this? Would those go up? Would it only be a half? Or
would that continue to be the full basis?

Mr. McConaghy. That would continue the full basis as
it is under present law, Senator Chafee.

Senator Chéfee. " Thank you.

Senator Moynihan. The 25 percent credit for historic
structures is not affected, hbwevér. The initial 25 percent?

Mr. McConaghy. It would be affected to the extent that
this basis adjustﬁent would reduce thé basis of the property,
but it woqldn't reduce the credit. You a?e right, Senator
Moynihan.

Senator Long. Let me ésk Mr. Chapoton if the
Administration supports these two.

Mr. Chapoton. Mr. Chairman, we bupport the half
bésis adjustment. We want to keep the benefit of the --
the combined benefit of ACRS and the investment tax credit
at no faster than expensing. This is a way to do it. And
we supbort this way of doing it. The other way to do it
was when you get to 1985 and 1986, you could take ACRS up,
and make the full basis adjustment. But we think this is
a satisfactory way of doing the same thing.

Senator Long. So I take it that you support both the
second aﬁd third recommendations?

Mr. Chapoton. Yes, sir.

Senator Baucus. When you say "Administration," you
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mean the full Administration; not just Treasury?

Mr. Chapoton. I mean the full Administration. Yes, sir.

Senator Baucus. Thank you.

Mr. McConaghy. The next item deals with --

Senator Bentsen. Why don't we just say it? We are
talking about the President, aren't we?

Mr. Chapoton. I'm talking about the Administration,
representing the entire Administration, including the
President.

The Chairman. He's included in the Administration.

(Laughter)\

Sénator Long. I'm glad we got that understood.

(Laughter)

Mr. McConaghy. The next one deals with accelerated
corporate payments and that change, essentially, would be
that the amount that would have to be paid in estimated
taxes quarterly would have to be 90 percent of that tax
rather than 80 percent of the estimated tax per quarter.

It, however, would provide that underpayments as a
result of some misestimate on any portion between 80 percent
and 90 percent would be penalized only at half the rate of
the basic penalty that applies under existing law. So,
today under existing law, I have to make estimated
corporate tax payments. And, essentially, they have to be

80 percent current for each quarter. There are a couple of
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safe harbor rules, but this basically would take that
estimated tax payment ﬁp from 80 percent to 90 percent, so
I would have to be 90 percent current each guarter. Howe&er,
essentially the safe harbors with minor adjustments would
continue.

Senator Byrd. When you say "minor adjustments," what
do you mean by "minor adjustments?"

Mr. McConaghy. Today, there are a number of adjust-
ments or a number of safe harbor rules that apply, Senator
Byrd, so that I.can look at past years' téx liabi}ity and

if I need certain percentages of past years' tax liabilities,

then I am safe from any'estimated tax payment.

Senator Byrd. Well now, do you change that?

Mr. McConaghy. They would go up to B5 percent in
1985, and 90 percent in 1986, I think, under the
Administration's proposal.

Mr. -Chapoton. That's correct. That's for corporations
who have more than a million dollars in taxable income in
any of the three preceding years.

Senator Byrd. I'm not clear whether you changed that
safe harbor provision or not.

Mr. Chapoton. There are three changes here, Senator.
The one you are addressing now is the provision déaling with
the safe harbor. The basic rule in the present law is you

must pay 80 percent of your current tax liability in estimated




- FORN 740

PENGAD CO., BAYONNE, N.J. 07002

-—b

N

10

n

12

13

14

15

16

17

18

19

20

21

22

23

24

25

19

tax. There is no penalty imposed, however, if the corpora-
tion pays 80 percent of last year's tax liabiliéy. This
change would do -- I will mention the third later -- two
basic changes in those rules. The basic rule that you must
pay 80 percent of current tax would be changed to 90
percent of»cﬁrrent tax. That;s for all corporations.

In addition, the rﬁle that you would have no penalty
if you pay at least 60 pércent of the prior -- iet's see --
80 percent of the prior year's tax liability would be
increased to 85 percent. Large corporations must pay 85
percent of prior year's tax liability beginning in 1985.
And 90 percent in 1986 and thereafter.

Mr. McConaghy. Those were scheduled, Senator Byrd,
to go up under the law that we passed previously. And this
just speeds that up just a little bit.

Senator Byrd. Well now, if a corporation pays 90
percent of the tax it had to pay for the previous yéar --if
it based its quarterly payments on 90 percent of the tax
it paid the previous years, is that a safe harbor?

Mr. Chapoton. That would be a saf¢ harbor. Yes, sir.

Mr. McConaghy. The next item on the list deals with
pensions. And it basically makes three or four cbanges, the
first of which would be to lower the limits on both what we
call a "defined" contribution plan, and a "defined" benefit

plan. Today, under a defined contribution plan, a person can
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get aAdeductién for pu;ting away essentially $4S,000700.
That's the upper maximum limit. In the case of a defined
benefit plan, that individual can put enough in a plan so
that at>age‘55'he is entitled to receive an amount or
actﬁariail?; computed he would be able to haye an annual
amount Sf $l36,000;00 per yeaf. And those are indéxed.i We
indexed them back in 1974 when they went into the law.

The first- change here would reduce those amounts to
$30,000.00 in the case of a defined contribution plan from
$45,000.00. And in the case of a defined'benefit plan,vif
would reduce the amount from $136,000.00 to $90,000.00. That
would be the first change.

The second change deals with the age at which I can
compute the defined contribution. As I séid, today I can
actuarially figure out how much I would need to put away
to be able at age 55 to receive an amount equal to
$136,000.00 annually. This change wouid say in making the
computation of the new limits, $90,000.00, you would use
age 62; not age 65.

And the third change here today deals with what we call
the so-called "1.4 rulei/" And that rule, essentially, is
that if I have two plans, I can have an amount in\each plan
so that the combination of those amounts is greater than
what I would have if I only had one plan. For example,

today if I were able to have a defined benefit plan and fully
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funded, so at age.55 I would be able to have annually

$136,000.00, I could also have an amount in a defined
contribution plan for an extra four-tenths or 40 percent.
So I could put in four-tenths or 40 percent of the
$45,000.00 that is the limit, if I only had that plan by
itself. That would be somewhere around $18,000.00. The
combination of my full defined benefit plan and my full
defined contribution plan could be 140 percent of what I
could have had if 1 had only had one plan. This change would
take that 1.4 down to 1.25, so it would say that if I had
two plans, I coula fully fund one of them. And I could have,
in effect, a quarter of what I would be permitted in the
other plan. |

The other change here déals with loans. Today, we
do not permit loans with respect to sélf—employed plans,
H.R. 10 plans. 1In the case of certain kinds of those, we
never did permit loans. We do not permit loans in the case
of IRAs or KEdGHs. Last year we took the rest of H.R. 10s
and said there can be no loans from those plans. This would
make a step in the direction of saying with respect to
corporate plans, we would limit the amount of loans that
corporate pension plans can make. BToday, they can make
loans. There has been a criticism that I can put money in
the plan and borrow it back the next day. And this change

would say, essentially, you can borrow back so Yyou can have
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a principal balance of $10,000.00.

The last change deals with the so-called "H.R. 10s."
Essentially, the self-employed or partnership plans. Today,
they have limits of $15,000.00. We made that change last
year. Before that change last year in the H.R. 1l0s, you
could put away $7,500.00. ‘Last year, we changed it to
$15,000.00. This further change suggested here would take
that amount in an H.R. 10, self-employed plan or partnership
plan,up to $30,000.00, which would be the new corporate limit.
And it would take it up in three stages of $5,000.00 per
year.  so that the year this went intoieffect, 1983, they would
be permitted in an H.R. 10 plan to go up to $20,000.00; in
1984 up to $25,000.00; in 1985, they would go up to
$30,000.00.

The other change I forgot in the first instance is
we would prevent indexing of those amounts for a two year
period. And then we would index after the two year period
to essentially the Social Security index.

Senator Bentsen. Mr. Chairman, the complexity of this
issue is a good example of why I am very concerned about
the process by which we are trying to véte on some $20 billion
worth of new taxes in the short period of time that we have
had to consider them. Now you, gentlemen, on you£ side,
have had a couple of days. And that is not much obviously.

But we have had virtually none. And to say that we are going to
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go into this complicated a field -- I was one of the authors

of ERISA., I can't imagine a more complicate@, more complex
subject than that was. And how difficult it was to try to

get some kind of equity. Even yet, we have substantial

flaws in the legislation.‘ And this addresses‘pa;t of them.
But you are talking about é situation here where you are going
to, say, age 62. As I recall, we would be giving for
government employees -- they would still be left at age 55.
And I don't quite understand the fairness in that kind of

a disparity.

You get into a situation where you have got a 1.4
on a defined contribution and a defined benefit where you
put the two of them together and you go to 1.25. I don't
know why you did that. I don't know how it affects the
low and middle income worker. I'm not concerned about the
high income worker in that situation. But I don't know how
that low and middle income worker comes out.

I'm concerned about taking this major step -- and it is
going to be repeated in many instances here -- in something
that is as far-reaching as this. In 1973, we forced the
change of most of the pension plans in this country. We did
another one in 1978. And then we came with the mglti—
employer. And now we are coming with another one with very
little time to consider it.

And, again, I fully agree that there are some serious
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flaws in the present program that have to be addressed. But
these are concerns to mé that -- I really wish this thing
was frozen and we had some hearings and made a decision on
which we had been given more time to consider the results.

Mr. McConaghy. Senator Bentsen, on the'1.4 going to
1.25, as to.who would be affected, I think we could answer
by saying that we have looked at the number of plans that
are presently having contributions over that 1.0 limit.
And, essentially, this change would directly affect about
200,000 people out of about 45 million that would be covered

R

under the plans thehselves.

Now the issue there, obviously, is if I can, in my
second plan, put in 25 percent.of the otherwise limits or
a quarter of it, rather than 40 percent, am I going to
continue that plan or am I going to drop that plan? Some
think perhaps if you went down to 1.0 that that person
who was fully funded in one plan and couldn't get anything
else under that sort of formula would drop. ﬁhat second
plan. By taking it to 1.25, it still allows that person at
the top to get another quarter in that second plan. _And
many think those would be continued. |

The Chairman. I don't quarrel with Senator Bentsen
because he is the expert in this area. But we haQe had the
information available since June 15 in the booklet. That

may not be long enough either because this is a complicated
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program. What we haveltried to do is just take a look at
some ofvthe areas that we think should be corrected. There
is no doubt about it -- we need to go in and probably have
gomplete hearings and maybe do a more thorough oﬁerhaul of

the entire program.

But it seemed to many that this program -- that at least

N

we ought to cap those at the upper end. And I think, as
Mark has indicated, we affect betw;en 180,000 and 200,000
upper income Americans. But we belieﬁe it is something that
should be done. Now we don't do endugh, ﬁut we at least
make a start.

Mr. McConaghy. This does not deal, Senator Bentsen,
with any of the so-called rules relating to integration,
meaning plans that are integrated with Social Security. It
doesn't attempt to look at that issue, which is a rather
complicated issue.

Senator Baucus. Mr. Chairman, may I ask whether the
President supports this proposal?

Mr. Chapoton. Senator Baucus, we supported in
testimony before the House certain provisions of the Rangle
Bill. We opposed certain provisions of the bill. We did
support the provisions in this bill, dropping the limits,
as long as there was indexing; dropping the maximum limits
that could be put into a pension plan. This bill does --

this provision does do that. We had expressed concern about
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lowering the 1.4 even though it probably makes no sense being
in the law. If you have a cap that is supposed to exist,

it doesn't make sense, if you have two plans, to raise the
cap. We were concerned about the affect of changing

rank and file. This change, however, as we understand it,
would affect only the limit -—- dropping from 1.4 to 1.25

would only affect the dollar limits and not beyond that. And

'so we support these changes.

Senator Baucus. So the Administration --

Mr. Chapoton. The one thing that we have concern about
this is the attractiveness of doing something in this area,
to us, was bripging parity between self-employed persons
and corporate employees. As I understand it, this provision
does Aot retain indexing of the limits for the self-employed
persons. We are concerned about that. We would like to
have absolute  parity, no matter the form of business or
organization.

Senator Baucus. What I am trying to determine is if
some of these provisions are voted on and passed out as
committee, what course are they going tq have as far as
the Senate by the White House?

The Chairman. They are going to have suppor? by the
White House.

.Senator Baucus. That's why I'm asking.

Mr. Chapoton. We are going to support this package
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that was agreed to yesterday.

Senator Baucus. Does the President specifically support
this specific pension provision?

The Chairman. I don't think he has had time to
examine it all. But he does support the provision. We had
this gang of 17 and met for five weeks, and this is one of
the items in that area. So the President is aware that we
are looking af pensions and capping the other limits. He
may not be'aware of every provision in here. I don't suggest
that he knows about thé anti-borrowing prbvision or raising
the KEOGH limits. But we try to keep him informed on a
daily basis.

Senator Long. As I understand, we heard of a provision
and it was thrust among members from time to time. That was
apparently a broader provision. And I believe that it
affected pension systems to the extent that organized
labor was rather upset about the matter.

If I understand what you are recommending here, this
does not deal in the area where org#nized labor would --
or does it?

Mr. Chapoton. That is my understanding as well, Seﬁator
Long. That was primarily the integration with Social
Security. |

Senator Long. Let me just ask you. 1Is organized labor,

to your knowledge, opposed to what you are recommending here?
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Mr. McConaghy. To my knowledge, they are not opposed
to what is recommended here. As Mr. Chapoton said, Senator
Long, if we got into the issue of what happens when you have
a pension plan integrated with the Social Security system,
then they certainly would have a very strong interest. But
this does nét deal with that'qhesfion.

Senator Long. I want to get this straight. It looks
to me -- and I could be badly in error and I want you to
speak to it if I am in error about this. It looks to me
as though what you are talking about hgre are the plans
that tend to benefit high income profeésional peéple, most
of whom have incomes over $100,000.00 a year.

Mr. McConaghy. That's corréct, Seﬁator Long.

Senator Long. In other words, these are where people
have incorporated their law firms or their medical practice.
Generally speaking, you are talking about high income
individuals who are getting more benefits than they could
get under the KEOGH plan?

Mr. McConaghy. That's correct. Today, I could
obviously show you, with a combination of these rules, how
I could put away $165,000.00 per year, és a deduction,»and
have $12 million left when I wanted to retire. That's the
sort of thing this is directed at. That's correc£.

Senator Chafee. And, also, you could borrow against

it.
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The Chairman. Yog borrow it right back at a higher
rate.

Mr. McConaghy. You borrow it back. That's correct.

Senator Byrd. May I aék this question? 1Is this
basically the Rangel bill? . .

Mr. MéConaghy. It abes ﬁot go nearly as far, Semator
Byra, as:the,Rangél bill. Part of the Rangel bill would
take the limif dbwn to 1.0, if you had two plans, not
1.25. The other parts of the Rangel bill deal with this
issue of integration and require changes fhat I think are
major with respect to how a plan that is integrated with
Social Security would operate, and what benefits would have
to be provided under such a plan. That portion of it, I
think, is very complicated. And certainly has raised the
most question with respect to the hearings. I think the
Treasury --.and Buck may want to comment -- testified that
they would like to look at this area some more. But this
does not deal with those issues. It does not deal with the
estate and gift tax provisions that wefe in Mr. Rangel's
bill -- the exclusions for annuities. It does not deal with
a proVision that would put the non-discrimination rule on
fringe benefits. It does not deal with any of thgse issues.

The Chairman. Senator Bradley.
Senator Bradley. Mr. Chairman, it sounds like a good

proposal. I just want to make sure that it does what the
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sheet says.

What was done is to reduce from $136,000.00 to
$90,000.00 the amount the person in the upper income brackets
can put away. Right?

Mr. McConééhy. The amount he can put away to fund the
benefit at Age 55 of $136,000.00.

Senator Bradley. Does this in any way affect the guy
who is making $15,000.00 who has been putting away $4,000.00?
Will he automatically be put back or will he or she still be able
to put away $4,000.00?

Mr. McConaghy. He or she will still be able to put
away $4,000.00, Senator Bradley.

The Chairman. He will like this provision though.

Senator Bradley. Then I have one more question. It
relates to the item just previous which is accelerated
corporate payments. This presents some probiem for the
firm whose business is cyclical. Let's say fhe firm that
makes fertilizer to sell to the farmers. Their money comes
in in the first quarter usually. Maybe the first two
quarters. And then they don't have anything. And the
question is is there anyway that we couid make this fairer
for the firm that has the problem of cyclical révenue?

Mr. Chapoton. Senator, I am just not certaiﬁ. This
raises the limits. Whatever problems they had before, if

they had problems -- there are several exceptions. Let me
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interrupt myself to state that I misstated in an answer to
Senator Byrd's question a minute ago. When you asked me
whether basing the present year's payment on 90 percent of
last year's tak liability -- would that avoid penalty. My
answer was "yes." fThat is incorrect. The present law
exception for last yeaf's liability is 100 percent of las£
ye;r's liability. That would stay the same. In addition,
under this provision for larger corporations, there wéuld be
the requirement, going up inV1985\and 1986, that in addition
to making 100 percent of last year's liability, you have got
to have 85 percent of this year's liability. And in 1986,
90 percent of £his year's liability.

Seﬁator Byrd. Well then you don't have the same safe
harbor that you have at the present time of 100 percent.

Mr. Chapoton. For the larger corporation ~- for over
@ million dollars -- that is correct that you must also
meet criteria for this year's tax liability. You must meet,
beginning in 1985, 85 percent of current year's tax liability.

Senator Byrd. 1Instead of what? |

Mr. Chapoton. 1Instead of -- I 5elieve it is 80 percent.
Let me check that. 1It's rising to 80 pércent. It will be
80 percent under current law in 1984, This would take it
up to 85 and 90 percent in the following two year;.

Senator Bradley. Mr. Chairman, getting back to the

point. As I understand it, it's not the intent here to
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penalize the firm that has, because of the nature of its
business, the bulk of its revenues coming in in the first
quarter. Couldn't we make some kind of technical correction
here that would at least assure some fairness across differ-
ent industries and different companies? I know that I have
raisea thisiwith Joint Tax. Ahd as I understand it, there
might be a way to work it out.

Mr. McConaghy. I think we have been looking at it,

Senator Bradley. And we might take care of that minor

problem for you. Yes. We will bring something back to you.

Senator Bradley. Okay. So you will have something
later today? |

Mr. McConaghy. Yes, Senator Bradley.

Senator Mitchell. The purpose of this has been stated
as equalizing corporate plans with self-employed plans. And
also to reduce the maximum benefit for higher income persons.

And in response to Senator Bradley's question, Mr. McConaghy

said that persons below the cap could continue to make their

contributions. That's obviously true. The question is is
there any way in which adoption of this proposal could
have an adverse impact on those who parﬁicipate in such
plans below the cap?

Mr. McConaghy. Well, I think it could in this sense,
Senator Mitchell. 1If I, today, were an employer and I

had two plans -- a defined benefits plan and the defined
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contribution plan -- and I had the maximum so that I was
funding for myself an amount which I would be able to retire
with an annual amount of $136,000.00 at age 55, and that
plan were integrated with Social Security so that I got
credit in that plan for the amount of Social Security
benefits the rank and file were going to get, and then I had
an additional plan on top of which was a defined contribution
plan -- and in that plan I could pdt away that extra 40
percent, but in that plan I would have to provide certainly
an amount -- the same percentage of pay for the rank and
file as wéll. Now té’the extent that I am putting away
$18,000.00 in that plan, and perhaps an amount for rank and
file in that plan--we would have to give you salary ranges
and so forth--and the cap went down from 1.4 to 1.25, if I
wanted to as an employer, I could continue with the rank and
file as I had in the past. However, because I might not be
able in that second plan to put away quite the $18,000.00
but a guarter of 45, essentially, which would be about
$10,000.00, I may cut proportionately the people that are in
that second plan in the defined contribution plan.

I think if we showed you some figufes that would be a
very minor amount. It would be up to me as a decision on
whether I wanted to cut the rank and file. And I\certainly
wouldn't have to. And it wouldn't be any more expensive to

maintain it. But what I would be saying is well, if I can't
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get that extré 40 percent, why should I give that amount to
the rank and file.

Senator Mitchell. So one possible consequence, one
p§ssible consequence, is the dropping of plans that now
provide coverage for lower and middle income persons, who
would then be uncovered as a résult of that. What you are
saying is you can't assess how widespread that would be, but
you have identified that as a possible consequence. 1Is that
correct?

Mr. McConaghy. That's a possible consequence. There
would only'be 200,000 people in that category with that
second plan that are over that 1.0. And they wouldn't, I
don't think, drop it if you went to 1.25. They would |
perhaps just lower the amount in that second plan by 15
percent of the amount you could put in that second plan.

I think we could show you calculations where that
amount is very minor. And in that second plan, when we
ran numbers on it, I think about 95 percent of the benefit’
goes to the top paid. And 5 percent perhaps in that second
plan, under existing rules, goes to the rank and file. So
I don't think they would necessarily drép it. And it
wouldn't cost them anymore to maintain it at that level.

Senator Bradley. I just want to again clarify. 1Is
there anything in present law that would prevent you from

dropping the amount that you set aside for lower income
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persons in your company if you chose to do it? My guess is
that there isn't anything in law that prevents you erm'doing
that if you choose to do that. "So my question is is what you
just said that you think that.because-we are reducing the

cap for the upper income indi?idual then there is a
possibility'that in retaliétién for him or her not being able
to get her pehsion putkaway bigger -- that they might
retailiate by cutting lower income individuals? As I
understand it, that could happen now.

Mr. McConaghy. That's correct, Senétor Bradley.

The Chairman. That hasn't changed.

Senator ﬁitchell. No. But the incentive to do SO may
be increased as a result of the change. 1Isn't that correct?

The Chairman. It's.Very minor. There were full page
ads that were going to scuttle the whole program if we
even touched this. That was those uppef cats' who didn't
want to =- .

Senator Mitchell. Could I justvcontinue, Mr. Chairman?

The Chairman. Sure.

Senator Mitchell. And I would like to ask you, Mr.
McConaghy, and, Mr. -Chapoton, is there any other conceivable
way, in your judgment, that adoption of this propqsal might
affect persons in coVered plans now contributing below the
cap? The middle income, the working person. In other words,

I understand the intention of this is not directed at persons
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that they could Be adQersely affected by adoption of this
proposal? |

Mr. McConaghy. There is no direct way. Thét's correct,
Sena£6r Mitchell. Indirectly,lés Senator Brédley said, if
they wanted to make that kind §f adjustment, they certainly
céuid.'

Senator Mitchell. I understand that. In addition to
the possibility, which you have just described, is there any
other wéy in your judgment?

Mr. Chapoton. No, Senator. I think there is no other
way.v‘The question you addressed and the question Mr.
McConaghy addressed is the one that is constantly raised
however. That is, whether by dropping the amounts that the
upper paid can provide -- whethe; they will either terminate
a plan or fail to put in a plan because they lack the
incentive to do so.

Senator Mitchell. Right. And you say, Mr. McConaghy;
that you have some figures on that?

Mr. McConaghy. We could show you, Senator Mitchell,
where in the present situation where people maintain two
plans -- they are obviously going to vary based on age and
so forth, but in those that go over 1.0 today -- what the

kind of typical benefit would be for the rank and file. And

the typical benefit for essentially the people at the top.
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And how, if any, that would change if the employer decided
he wanted to cut a little bit down below. And I think we
would probably conclude that 90 to 95 percent in that second
plan is going to end up with that top employer. And that's
assuming that everybody down bélow fully vesﬁé.

Senator Mitchéll. Could I ask one further question
about the loan provision? I understood you remarks, Mr.
McConaghy, that a person in a'self-employed plan or an
individual in aiKEbGvalan cannot borrow.

Mf. McConaghy. That's correct, Senator. Last year
we made the change that no one in an H.R. 10 KEOGH could
borrow. | '

Senator Mitchell. And under the corporate plan they
can. And it has been suggested that one of the abuses is
that they make a large contribution and then borrow it back
and get the tax deferred on it until the money is received.
And also deduct the interest.

If that is the case, why are we simply placing a limit
on outstanding loans if the purpose is to make the two
separate programs as equal as possible, which we are doing
by reducing the maximum contribution for corporate plans,
and increasing the maximum contribution for individual plans
so that by 1985 they will be the same amount? Why not go all
the way on loans? What is the rationale for $10,000.00?

Mr. McConaghy. I think the judgment, Senator Mitchell,
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was that in certain kiqu of plans, a cash and carry plan
or a thrift plan, some had maintained that unless there was
some provision for limited borrowing that people would not go
into those two plans. I think that some also felt that with
respect torpension plans that were not thrifts or cash and
carries thaﬁ some do have 1oaﬁ teachers even though many
are not utiiized at this point for smaller amounts. And that
if you permitted some principal amounﬁ outstanding, but no
greater than that, that would be a way to resolve it and
allow that limited portion. |

Another way to deal with it certainly would be just to
prohibit the loans or to prohibit the loans for key employees
where many feel the major abuse is. But it was decided
that because of many people saying that with respect to
cash and deferred and thrifts that they just wouldn't go
into the plan, the rank and file, unless they had the
opportunity to borrow a limited amount. It was decided that
$10,000.00 would be permitted as an outstanding principal
amount and no more.

Senator Mitchell. Would you define for me what you
mean by "cash and carry" and "thrift plans"?

Mr. Chapoton. Senator, that's basically a p}an that
an employee has an option of putting amounts in rather than
current salary.

Mr. McConaghy. He can pick and choose.
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The Chairman. That is agreeing with Senator Bentsen
in parts. Some of theseanm@w before we just start making
arbitrary changes, we want to be certain we know where we
are. And that‘is probably an area that should be addressed.
But we thdﬁght at least we could take this on small steps
without any adverse iﬁpact. Just cut off one of the abuses.
I think you make a good point.

Senator Mitchell. Well, I was jﬁst trying to get at
the rationale for it. How was the figure of $10,000.00
arrived at? |

Mr. Chapoton. The $10,000;00 is an arbitrary figure,

I would assume, Senator Mitchell. The concern is not only
the abuse case but these are sﬁpposed to be for retirement
and if they are borrowed out, they are obviously not.
available for retirement. But there is a very legitimate
concern. We worried that some employees will not go into
these plans without a possibility of a loan provision for
needs for education or for other hardship provisions. And so
some minimal amount of borrowing seems desirable, provided

it doesn't undermine entireiy the retirement factor of the
plan.

Mr. McConaghy. Senator Mithcell, one point I meant to
mention. On the H.R. 10 plans, the rank and file essentially,
the non-owner or the non-partner can today borrow. We did

not prevent that last year.
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Senator Mitchell. Is it limited in any way? 1Is there
a dollar limit on it?

Mr. McConaghy. Under this bill, it would be limited to
say that you couldn't have an outstanding principal balance
of more than $10,000.00. |

Senator Mitchell. No, I mean, prior to this. You just
said that under existing law persons -- rank and file as
you described them -- under én H.R. 10 plan can borrow.

Mr. McConaghy. They can borrow.

Senator Mitchell. 1Is there any limit on that now?

Mr. McConaghy. No, Senator, there is not.

Senator Mitchell. it's unlimited?

Mr. McConag;y. That's correct.

Senator Mitchell. I see.

Senator Long. Mr. Chairman.

The Chairman. Senator Long.

Senator Long. Are you throuéh, Senator Mitchell?

Senator Mitchell. Yes.

Senator Long. David Hardee of our minority staff
presented questions to me that I would rather he ask.

The Chairman. Sure.

Senator Long. I would suggeét that Mr. Hardee ask the
guestions.

The Chairman. Go ahead, Dave.

Mr. Hardee. Yes, Mr. Chairman. In looking at these
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proposals, there are several things that we would rather
not decide at the staff level because we think they are
senatorial type decisions that just occurred to me.

One is that you stated -- and it is applaudable that
you are increasing the KEOGH limit up to the corporate
limit so that we have parity.. I assume by that you also
want to bring.KEOGH under the same increase ceiling that
the corporate plans would have. 1Is that true? That is
different from current law. That is why I bring it to your
attention. So that KEOGH, after two yearé, will increase
the same way that the corporate plans will increase.

Mr. McConaghy. That will be the issue I think, Senator
Dole, that we referred to as.to whether or not we would
index essentially those limits similar to the indexing of
the corporate limits. The suggestion was to freeze it for
two years at the lower limits, and then index it to Social
Security. I think there are certainly good arguments to be
made to go ahead and make that change.

The Chairman. But I might say that we decided not to
do it for two years on the theory that we would be
addressing the same issue, the larger issue, in Social
Security after the Advisory Commission reports. And then we
would use that same formula index. But they should be the
same.

Mr. Hardee. And you would use the Social Security
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increase as being the increase?

The Chairman. Well, that's what we have in mind.

Mr. Hardee. Okay. One of the reasons we need -

Senator Mitchell. Just a minute. What is the answer
to your question? That the increase would apply to all
plans, indi&idual as well as corporate?

Mr. McConaghy. If you made this change, Senator
Mitchell, then with respect to the non-corporate plans, thére
would be parallel indexing with the corporate plan.

The Chairman. Parity.

Senator Baucus. At this point, what do you mean by
Social Security increase?

Mr. Hardee. Okay, Senator Baucus. If you look at
current law, it says that this ceiling will increase the
same way that the Social Security payments increase.

Senator Moynihan. At the same percentage rate.

Mr. Hardee. And then if you look at the Social Security
law, the Social Security law says increases with the cost of
living rate.

Senator Baucus. So the increase would be the same
rate as the Social Security benefit increases?

Mr. Hardee. Yes. Now under the Republican proposal
there would be a flat two year freeze on that. And then I
assume -- does it then follow the Social Security formula?

Mr. McConaghy. And I think the answer would be we would
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provide the same paral;el indexing, if that were the wish
of the Committee.

Senator Baucus. So I understand this. Would the Social
Security increase by the CPI increase? Or the amounts at
which £he Social Security benefits increase?

Mr. Hardee. Okay. Current law in the Internal Revenue
Code 'says it will increase by the way benefits increase.
They are proposing that you freeze it for two years.

Senator Moynihan. Mr. Hardee, you are using the word
"way" in a way that we don't understand. AYou mean the rate
of the amount? .

Mr. Hardee. That's correct.

Mr. McConaghy. That Social Security index is
basically the CPI index, just using a different quarterly.
The same index.

Senator Baucus. So you take the CPI and index it at
100 percent.

Mr. McConaghy. Quarterly. That's correct.

Senator Baucus. So if you changed that index, it
would change. If you didn't,it would stay the same.

Mr. Hardee. The point I am making, Senator, is that
if we did nothing on this cap here, but then you come along
and you solve your Social Security problem by putting a
ceiling on Social Security benefits, that same ceiling would

then apply here without any other legislation.
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Senator Baucus. Right.

Mr. Hardee. Okay; Senator, one of the reasons that
we want to bring KEOGH up to corporate plans is to have
parity and to keep lawyers and doctors from incorporating
themselves. Once we bring this up to parity, there are

going to be a lot of lawyers and doctors who are incorporated

who don't want to be incorporated anymore. And we would like

to be able to give them an out so that they can get rid of
their corporations and go back under normal law. That will
take a number of series of complicated amendments. But we
would like some direction to let the staff work that out so
that corporations -- so we can get rid of all these
professional corporations.

The Chairman. That's fine with me. If you can work
it out at the staff level and then submit it to us, we will
take a look at it.

Mr. McConaghy. I think we would have to do a lot of
work on that and then bring something back. |

The Chairman. Right. We may not be able to put it in
this.

Senator Long. Well, the point is if we had had the
law the way you made it, they wouldn't have incorporated to
begin with. And so while we are passing it, we oﬁght to go
ahead and provide a way that they can unincorporate, and

get back to the way we think they should have been.
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The Chairman. Can you do that in time?

Mr. McConaghy. Yes. The thrust of this is to fry to
get more parity. And certainly we could try to work that éut
and bring somethipg back. to you, Mr. Chairman.

The Chairman. We will have a week of drafting time and
maybe we can do it.

Senator Chafee. Mr. Chairman.

The Chairman. Senator Chafee.

Senator Chafee. Mr. McConaghy, aren't there problems
with that in fhat as I understood the rationale of the
KEOGH originally, the reason that the limits wefe kept --
and indeed there is a difference here in that under the
qualified contribution plan it is 25 percent, whereas under
the KEOGH it is 15 percent. And as I understood the
rationale, the reason the KEOGﬁ originally was kept so
low, not only in the amount -- $7,500.00 and now $15,000.00 -+
was to encourage péople to go into the qualified plans so
that their employers would -- they would have to create a
plan for their employees as well. 1Is that correct?

If you have a KEOGh now, you are
an individual practitioner or lawyer, presumébly, you have to
make‘KEOGHs available for the employees, but that doesn't
mean you make any contributions to.those. |

Mr. McConaghy. There are different rules, Senator

Chafee, with respect to KEOGHs, depending upon whether it's
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an owner-employee plan or a non-owner-employee plan. And
they do require differént standards of eligibility and
different standards of. vesting in the number of other things
that are different with respect to corporate plans.

Those rules generally require faster vesting in an
owner-employee plans. That's one where there is essentially
a 10 percent shareholder or partner. . Those are different
than the vesting rules with respect to corporations.

I think that if we were going to do what was suggested
we would have to bring some modifications back to you. But
there are rules that do attempt in the H.R. 10s to make sure
that the rank and file have benefits as well as the top
people.

Senator Chafee. Well, in brief, my concern is that
by making the KEOGH as attractive as the qualified plan, you
are possibly encouraging the sole owner to proceed on his
own and leave out his employees.

Mr. Chapoton. No, Senator Chafee. If I could address
that. Historically, I think there was a concern that
partnerships and sole proprietorships would benefit only
themselVes and not their employees. Buﬁ, in fact, there is
no reason that will occur anymore under that form of
business organization -- partnership or sole propfietorship -
than it might under a single man corporation. The purpose of

the qualified plan area is to cover a broad range of
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employees. You want that whether it is a partnership or a
corporation.

There was a feeling that I think is not justified that
in the sole proprietorship or in corporations there would be
fewer common law émplé?ees éo%ered. But there is no reason
to assuﬁe that.

Both plans -~ both corporate plans and self-employed
plans -- require that the common law employees be covered.

Mr. McConaghy. I think, Senator Chafee, what is being
suggested here is that we try to take a 1§ok and make sufe
that we can achieve as much parity as possible. We can work
in the H.R. 10 professional corporation area. There is
certainly a concern, as Mr. Chapoton stated, that in those
plans there are not the benefits provided for the rank and
file. I assume that the Committee would not want to let oné
individual incorporate himself and not cover anybody who
would otherwise be employees. I think we need to take a long
look and try to mesh together essentially so>that there 1is
protection for the rank and file. And we would be glad to
work on that and bring something back to the Committee.

Senator Mitchell. 1Isn't that a goéd argument for not
acting on this today?

Mr. McConaghy. With respect to the H.R. 10 éortion, I
think you would need a proposal. I think those things have

nothing to do with the first part, which are the limit
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changes, Senator Mitchgll.

Senator Mitchell. I think you havexjust made a very
eloquent statement as to why we shouldn't act on this. Maybe
we should have hearings.

Senator Bfgaiéy. VAiéo;.wguidﬁ't you need a proposal
on the question that Mr. Hardée raised before we can really
decide that?

Mr. McConaghy. Really, éhe harder part of this is what
has been made as a suggeétion here with respec; to H.R. 10s
and the big corporate plans to try to achieve that parity. |
Thaﬁ portion of it Qe are goiné to have to work on. If we
try to follow through with this suggestion, that will
requiré some work. The other issue here that is complicated
is integration. And we are not dealing with that. We were
not attempting to achieverfull partity on H.R. 10s, but we
can try to bring something back to you. But that really
is not related to the other changes.

Mr. Hardee. And Mf. McConaghy meant parity in terms of
the top limits, not all the other rules, because they are
too extensive to do this morning, I would think.

I only had two other comments, Mr. Chairman. You have
got actuarial reduction from 55 to 62. A lot of }arge
corporate plans don't base retirement on a retirement age,

but rather years of service so that when an employee has

30 years of service, he gets X benefit, regardless of his age.
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And I assume that you don't want to cut back on that years
of service requirement; |

The Chairman. Right.

Mr. McConaghy. We are not requiring under this
proposal’éctuariaffreééétiongi it;é:only the dollar amount
that is:redﬁced. And wé have reviewed the plans and made --

Mr. Hardee. So as long as you have Your years of service
in and your retirement plan relates to Years of service, then
there is no cut‘back even though ydu may have 30 years at
55 Qrvyou.may have 30'years at 62?

Mr. McConaghy. That's correct.

Mr. Hardee. You get the same benefits?

Mr. McConaghy. That's correct.

Mr. Hardee. And I had Some questions on the 1.4 rule.

I had a lot of large employers come in‘to me and they said
that tha£ would affect the rank and file if you cut it back
to one and a quarter. Ang they suggested an alternative,
which wbuld be td have a 1.4 rule, but not let the
contribution to the Plan each year exceed 25 percent of
compensation. Just look at the tax return and take
compensation, and wﬁatever you contribufe to your cbrporate
plans could not exceed 25 percent of that and get a
deduction. And it seems to be the thought that tﬁat would
have less effect down the line on the lower paid employees.

The Chairman. I don't want to criticize any upper paid
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employees. I'm not so certain they are concerned about the
ones down the line. Aﬁd we made minimal changes in this
provision. And we understand that the primary groups were
not objecting to the change to 1.25. They would rather not
do it but I don't know if that is'an'acceptable change or not.
I don't think so.

Mr. McConaghy. I think, Mr. Cﬁairman, this, of course,
takes that down only as to the dollar limits -- the 1.4 to

the 1.25. Directly, that would only affect, we feel,

200,000 people. I mean there are only 200,000 people that

really are in the situation that would be affected by that
out of 45 million.

I think the suggestion made as a percentage of comp
may, in fact, impact more on the rank and file in the
hundred corporation area. And so I would think we would
want to explore that change before we did it. No one wants
to reduce their benefits. But it wouldn't go down to 1.0.
Certainly in that other bill, it would have more affect
gn the outside.

The Chairman. Senator Bentsen.

Senator Bentsen. Mr. Chairman, atAthe appropriate
time, I would like to introduce an amendment for the funding
of annuities for clergymen by church foundations.‘ Now this
is one that you are a co-sponsor of. And so is Senator

Chhafee and Senator Mitchell.
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The Chairman. Dogs it cost me anything?

Senator Bentsen. No. It has little or no revenue
impact, as I understand it. We did, on the Section 403 (b)
annuities as done by the foundations -- I think that the

Treasury is in concurrence with this that they did not mean

- to preclude those on their ruling that was done in, I

believe, March of this year. Now we had some other
differences but I think most of them have been worked at.
And at the appropriate time I would like to pose that
amendment.

The Chairman. Could I just ask Mr} Chapoton?: .

Mr. Chapoton. Mr. Chairman, as I understand it, if it
is limited, as we discussed -- I want to familiarize myself
with it again. 1If it is limited to that one issue, we would
have no objection.

Senator Bradley. How do you define "clergymen?" 1Is
it someone who is actually working or someone who has
graduated from divinity school?

Mr. Chapoton. I think the present law does result in
a discrimination in certain cases on clgrgy on the one hand
as distinguished from other employees or entitled to
benefits under 403 (b) plans -- employees of educa@ional
institutions. There is a definite problem in that they have
less benefits and we were trying to correct that situation.

Senator Bentsen. Well, this allowed -- 1910 allowed
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Mr. Chapoton. The catch-up is the point we are agreeing
to.

Senator Bentsen. The catch-up-and that they can do the
funding of such annuities. .They are not precluded from these
church foundations 6r not? Tﬁe proQisions of 1910, as we
have tried to work thém:out with Treasury, is what I am
talking about. And I think you pretty well worked them oﬁt.

Mr._Chapoton} Yes. We had some problems with some of
the provisions of 1910, but those --

The Chairman. I think on'that!basis why don't we assume
that the amendment is accepted. And then if there is a
problem, you raise a problem with it.

Senator Bentsen. All right.

The Chairman. Mr. Chapoton?

Mr. Chapoton. Yes. We will be:happy to do that, Mr.
Chairman.

The Chairman. Mr. Hardee, do you have further
guestions.

Mr. Hardee. No further questions._

The Chairman. All right. Next?

Senator Baucus. Can this proposal index contributions
under KEOGHs as well as the corporate?

The Chairman. Yes. After two years.

Senator Baucus. Second, I was wondering what effect,
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if any, this proposal will have on those employees subject
to mandatory early retirement provisions like policemen,
airline pilots, firemen and so forth? Does this proposal
have any adverse gffeqt atvall upon them?

Mr.'McConééhyl!ZWeél; £he céﬁﬁng would be reduced from
$136,000.00-to géo;ooo;Ob;»Sehator Baucus. But they are no
where near the $90,000.00 per year ceiling.

Senator Baucus. So it in no way affects them?

Mr. McConaghy. Not at the present time. No.

Senator Baucus. The employees I was talking about?

Mr. McConaghy. That's correct.

Senator Bentsen. Mr. Chairman, I have another
technical amendment that has passed this Committee but has
not resulted in legislation. And that was the gquestion on
the judgeships in Texaé. And I believe that Treasury had
no objections to this.

Mr. Chapoton. This is the same provision that we have
been through before? We have had no objection.

The Chairman. Without objection.

Mr. McConaghy. The next item deals with the medical
and casualty deductions. Today, with réspect to a
casualty loss, I am entitled to a deduction, if the
casualty is incurred and the amount is over $100.60, and
that amount is not reimbursed by insurance.

So if, for instance, I suffer a $4,000.00 loss, and I

~




£ 7R

U

+ Form %40

PENGAD €O.,' BAYONNE, N.J. 0700%

10

n

12

13

14

15

16

17

18

19

20

21

22

23

25

54

am not paid by insurance;fdr that loss, then I can deduct
$3,900.00, the amount above $100.00. The first change here
would say that we are going to make a modification to the
casualty loss ?eduqtion proVision so_that deductions would
nbw be permiﬁfég?wi;ﬁ ;é;éect té logges; first, over $100.00,
and then moré tﬁén 10 ég;;ent of the adjustea gross income
of the individual. |

In addition to that, with respect to medical deductions,
today, I am entitled to deduct one-half of the medical
premium that I pay up to $150.0b. In addition, with
respect to drugs, I can take that portion Qf drugs over

1 percent, throw it into a larger pool, and to the extent

that my other medical expenses exceed 3 percent of adjusted

‘gross income, I am entitled to a deduction.

The change with respect to medical expenses hére would
raise essentially that 3 percent floor to 10 percent so that
I would be entitled to a deductioh for medical expenses
unreimbursed to the extent they were more than 10 percent of
my adjusted gross income. But the deduction for the
medical premium equals to one-half of the medical premium
I pay up to $150.00 would be retained.

Senator Byrd. Let me ask you this, if I may . Let me
give you an example. If a person earning $40,000.00 owns a
home and there is damage to the home -- casualty loss of

say $lp,000.00 -- under this, he would be permitted to deduct
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only $4,000.00 of that loss.

Mr. McConaghy. It depends on what his adjusted gross
income would be, Senator Byrd.

Senator Byrd.< Well, if hi; adjusted gross income is
$40,000.00. | |

| ﬁr. McConaéhy. Théﬁ 10 peféeht og that would certainly

be $4;000.00. And he would be entitled to deduct that
portion of his IOSS'aboVe thg-$4,000.00. In your case,
$6,000.00. N

Senator Byrd. Oh,.the amount above $4,000.00 would be
deductible. He would have‘to absorb the first 10 percent
of his adjusted gross income.

Mr. McConaghy. Exactly.

Senator Bradley. Mr. Chairman.

ThevChairman. ‘Senaior Bradley.

Senator Bradley. So basically this means that people

-have to pay more for medical care. Right?

Mr. McConaghy. I don't know how to answer that,
Senator Bradley.A I would say they would not have to pay
more for medical care. Obviously, to the extent they have
medical insurance and get reimbursed today, they do not get
a deduction for that. It is only for the portion of the
medical loss that is unreimbursed that they get a deduction.

Senator Bradley. And this wéuld allow a deduction for

a larger portion of unreimbursed or smaller proportion?
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Mr. McConaghy. Smailler portion, depending upon their
adjusted income, Senator Bradley.

Senator Bradley. So that because they could reduce
their taxes by a smaller amount, that means that they woula
end up paying more for médicél'ébverégé? Right?

Mr. McConagky. I think thaf's:cérrect.

The Chairman. It's a little effort and a flat rate
tax.

Senator Bradley. Yeah, well, this sets the stage for
a very reasonable discussion. And that ié if you are goihg to
force people to pay more for medical programs, if4you are
going to deny them the kind of help that you have given them,
what are they getting in exchange? And I would argue that
if they are getting significantly lower tax rates that this
might be a reasonable approach. The fact is that they are
not getting significantly lower tax rates, which raises the
queStion about the way you cut takes is importaht and not
just the cutting of taxes. And this particular provision
in the context of dramatically lowering the mafginal rate
might make some sense. What it simply means is you are
raising the amount people have to pay fér their medical
serviqes. And I, frankly, don't think in this context it is
the fairest kind of proposal that we could make. \I under-
stand that it generates some revenue. But it's the linking

of the reduction of marginal tax rates with the elimination
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of loopholes that is absent in this whole exercise.

What we are engaged in is an attempt to close loopholes
with a stick because essentially -- not many people will
agree on this Committee, I guess -- but because of a tax
bill that was hét3fﬁdﬁéht £htohéh. ‘igd it produced this
receséion. ASo n;wAQéAare c0miné backvfo try to raise taxes
selectiQely on peoplé across the board. And we happen, in
this case, to be raising taxes on those people who don't
have sufficient medical coverage and will have to pay more
for their medical expenses. So I think this is a perfect
example of where it is -- in the proper cbntext this might
be appropriate, but it is certainly, in my view, not
appropriate in this context.

Mr. Chapoton. Senator Bradley, if I might just

comment. The 3 percent of existing law -- it has been in the

- law for many, many years. It was designed to say that when

medical expenses are in the catastrophic nature or
unusually large then some tax benefit would be given. I
think the logic of raising that floor is that medical
expenses have increased significantly.  And that an
unusually high degree of medical expensés would call for a
higher floor.

It also seems appropriate to do something of‘this
base broadening category when we are having marginal rate

cuts. As you well know, we are having a 10 percent rate
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Senator Bradley. Yes, well, I would argue that if
this kind of change in the medical deduction was made in the
context of a competition bill or medical care in the country

it might make some sense. But it isn't. 1It's being done

" to plug a gap in budgét that is created by the recession

essentially.

And my second point is, yeah, we are getting a little
marginal rate reduction. But the margina1 rate reduction
is insignificant. The fact that we ﬁaven't.taken a bold
enough action .to cut margihal rateé only is the result of
our Committee in trying to eliminate credits, exclusions
and deductions. So here we are kind of nibbling around the
edges in a way that, in my view, hurts people who are out
there trying to make it with rates with very little

reduction in taxes.
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Senator Bradley. Yes, well, I would argue that if this
kind of change in medical deductions was made in- the context
of a competition bill for medical care, in that case it might

make some sense. But it isn't. It is being done to ¢lose

a gap in the budget that is created by the recessién,
essentially.
My second point is that, yes, we will get a little

marginal rate reduction, but marginal rate reductions is

insignificant. The fact is we haven't taken a bold enough

action to set a marginal rate, only as a result of our
timidity in trying to eliminate a present solution to the
deddctioﬁé.

So here we are, kind of nibbling around the edges in
a way that, in my view, hurts people who are out there

trying to make it with very little reduction in taxes.

Let's say you have a catastrophic medical problem, and

you don't have access to health insurance. Right now you

would be able to deduct over 3 percent of your gross income

in expenses if the expenses exceeded 3 percent. What you
are telling that person now is, "You have got to get to

10 percent." Now, what is he getting for the increased

medical costs that he will be incurring? The answer is --

you have just given it to me -- $2 a week in a tax reduction,

or $4 a week in a tax reduction. That is not sufficient.

If he was getting $50 a week in a tax reduction; if his
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marginal rate was dropped not to 50 percent but to 14 percent

you might be able to argue that point. But it is not
credible in this cqntext; as are a number of these actions
that the committee is considering.

So tﬁat is something that we will evidently discuss
from time to time; But I thiﬁk it applies to a number of
the measures that are coming to the‘committee now. The
result is that people are going to be paying more for their
medical expenses, that the older person out there, or the
working family that didn't get the health insurance that
tﬁey Wanted, that aren't union members and therefore not
covered, are going to have to pay 10 percent of their
income for health expenses now without any deduction
whatsoever, as opposed to 3 percent.

MR. CHAPOTON. Well, Senator Bradley, we should keep
in mind also that about 68 percent; near 70 percent, of
taxpayers do not itemize.

You are correct on the point that if someone has a
catastrophic illness, from 3 to 7 percent will be
nondeductible, and therefore that portion of the-medical
cost will increase.

The main benefit of the medical expense deduction, of
course, is middle and upper income taxpayers who do itemize
deductions already.

Senator Long. Well, Mr. Chapoton, you are talking
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who has a catastrophic meéical expense is going to itemize,
isn't he?

Mr. Chapoton. A catastrophic illness would presumably
put him into an itemizing cétegory,-éﬁd this would cut back
somewhat thé benefit of the déduction.

Senator Bradley. But this doesn't improve health care.
This doesn't-improve the financial circumstance of the person
who has got to pay more. all it does is plug a revenue gap
that has been left by a recession. I mean, fhat is all we
are doing here. We are trying to plug a revenue gap that
has been:created by a recession. And; if you want me to
go through, we all know why we are in the recession.

Senator Long. Well; I think we understand the arguments
for and against. -

Mr. McConaghy. The next item deals with original
issue discount and coupon strippiﬂg. Essentially the
proposal would legislatively do what the Treasury
regulations that were issued recently accomplish; and that
is they would provide that the formula for the inclusion of
interest and the deduction of interest-would be'changed to
reflect actually how that annual interest is earned. Today
that is not the formula; the formula is just pro rata. As
a result, a number of zero-discount bonds have been going

out, taking advantage of the provision that exists under
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current law.

The second change deals with what we call so-called
coupon strippiﬁg; where essentially I buy a bond and I
strip off the coupons and, let's say, hold them. I sell
the bond. I obviously ah going to sell the bond at a loss
if I allocate all my basis of-the bond to the naked bond,
and, correspondingly, téke the loss in‘this iyear and not
have the income until a later year. So this also follows
the regulations that Treasury issued.

Under the change in the statute that is suggested here
with respect to original issue discount, the change would
be made as of May 3, 1982 -- that's the date of the Treasury
regulations. As to coupon stripping, that date would be
June 9, the same as the press release on thoée. They
really were press releases of the Treasury, not changes in
regulations.

Senator Bentsen. Mr. Chairman, if I might comment on
that, I certainly think the law ought to be changed{ too.
But it does require the law to be changed. And I am one

who has historically been against retroactivity in these

- situations, that we ought to do it from the date that this

committee starts its consideration or acts on it.
Frankly, instead of doing it by press release where ydu
would have every lawyer and every tax accountant trying to

check out every press release that is coming out, we ought
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to be doing it when the Congress itself starts the
consideration of it.

Frankly, I think the date, as I think in each of these
instances, ought to be at that point rather than
retroactively. Instead of May the 3rd, I think it ought to
be as of today. And I sure think the law needs changing.

Mr. Chapoton. Mr. Chairman; if I might respond to
that, I think we all agree that the law does need to be

Changed. This was -- addressing specifically the major

problem, the original issue discount proposal -- simply -

a glitch in the law that should not have been there. i .-
The result was that issuers of obligations learned that

they could greatly accelerate the deduction of interest by

" issuing zero-coupon bonds.

We got a number of calls that something had to be
done because a great volume of zero-coupon bonds were being
issued, and they had noichoice but to issue them because of
the tremendous tax benefit that would be involved.

Had we stated a prospective date, there would have been
a significant volume of bonds issued after that date. I
thought; in most quarters, a date on the effective date of
the announcement which was, I think, expected in many.-
quarters, indeed welcomed in many quarters, was appropriate.
Had we been prospective, we would have had a real problem

on our hands.
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Senator Moynihan. Wduldn't you have accomplished ?our
purpose} and couldn't we maintain our regular order which
would be to make this date July 1, inasmuch as your press
release has the inhibiting effect whi¢h you intended?

Mr. Chapoton. Well, I don'£ kﬁow, Senator. 1 wouid
be concerned ébout the transactions that went forward during
thét interim period, banking on some delay in the effective
date. The proposal would give a deduction for the real
interest rate. We are not talking about denying a
deduction. Whatever non-tax benefits exist for  these
transactions would continue to exist; 5ut_you would not
be able to get a deduction for more than the actual interest
cost.

Indeed, using zero-coupon bonds, the deduction in the
early years can far exceed even the amount of principal
obtained by the borrower.

Senator Moynihan. Are you saying that would matter to
us? Of course, in some measure the good faith of the -
Treasury Department is involved here;,or your reputation
for plain dealing. 1If it is, obviously we want to do right
by you.

Mr. Chapoton. Well, we certainly were dealing in good
faith, and we think that it was'an appropriate .announcement
date -- effective date.

Senator Bentsen. I just don't believe that we ought to
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let the Treasury do these things by press release. I really
think it is something for us to do when you are talking about
a change in the law, and you get-into a retroactive situation.
I frankly don't like to see that type of thing done, and
traditionally we don't do it. There are rare exceptions.

Senator Moynihan. Wel;;.the Chairman does it sometimes.

The Chairman. Put that on -- "Oh; right." Like
leasing?

I understand the prqblem on this, and I think we can
just reserve on it. We will discuss it maybe over the
lunch hour with you.

Senator Bentsen. I have no question at alllthat the
law should be changed. I think it should. It is just a
question of my traditional opposition to the retroactivity.

Senator_Mitchell. Mr. Chairman; I would like to
express my support of the sentiment expressed by Senator
Bentsen.

Mr. DeArment. The next item deals with the Federal
Unemployment Tax.. - The proposal, effective January 1, 1983,
would'raise the CETA wage base from $6000 to $7000; and the
tax rate would be increased from 3,4Vpércent -- Federal Tax
rate -- to 3.5. That would have the effect, in those states
that have a less than $7000 wage base, that those states
would bring their wage bases for state unemployment tax

purposes to $7000.
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Effective Januaryll, 1985, the Federal Tax rate would
be increased to 6.12 percent -- that's 6 percent permanent
tax and a 2 percent temporary extended-benefit tax -- and
the credit for employers against the tax would be increased
to 524 percent. This would require that states would have
a maximum experiénce—rated ta# ratée of 5.4 percent; although
obviously there is an array of taxes, ahd that would just be
the top of the experience rating. It would tend to broaden
the experience-rating band and strengthen experience rating.

Senato;‘Byrd.i What you are doing is really to double
the tax; from 3.4V£o 6.2 is virtually a doubling of the tax.

Mr. DeArment; No, the net Federal tax would stay the
same. It would be a net of .8 percent. And, while the
maximum required experiepce—rated state tax rate would
go from 2.7 to 5.4, that would not require that taxes be
doubled in:theistates; indeed, there is no state at 2.7.
Virginia, for instance, is already at 6.9. So,;Virginia,
without any change, right now already has a rate of
experience-rated tax rates on employers that exceeds 5.4
percent. And many states already do have.

Senator Byrd. But if it goes from, say, 2.7 to 5.4?

Mr. DeArment. That is the amount of the federal credit,
and it will be the maximum tas rate that a state will have
to have under an experience-rated system.

That doesn't necessarily mean that at any given point
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there will be an employer in that top band that would
actually pay 5.4. But, basically, the states look at those
employers who have experienced the most unemployment claims
of their employees and the least, and set the rate based

on the use of the system. So there is basically an array
of tax baéed on the employer‘é experience.l This would
simply strengthen that requirement by widening the base.

Senator Byrd. But small business is being hit pretty
hard already on this program. Now, this would certainly
substantially.increase the burden on sﬁall_buSineés;_would'
it not?

Mr. DeArment. The increase in the Federal Tax would
have an effect on all employers, and to that extent all
employers would also be affected.

It is sort of a state-by-state analysis to what exten£
24 states already have taxable waée bases above.$6000;

a number of them already have tax rates --

Senator Byrd. You are increasingAboth the wage base
and the tax.

Mr. DeArment. That's right.

Senator Byrd. That is bound to be a substantial burden
because you are picking up between $2- and $3 billion.

Mr. DeArment. The increase in the Federal Tax rate
as a result of this proposed change would be about $1.20

per month per employee.
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‘Senator Byrd. Bu; I assume that these figures that you
have here on this sheet are what the Federal Government will
get, not the state government.

Mr. DeArment. Under the unified budget, it's a
combination of both; because\the unemployment trust fund
is reflected in the federal_bﬁdget, to the exﬁent that there
is increase in --

Senator Byrd. Well, does the Federal Government pick
up 1.4 and 2.3 and 3 billion, or does it not pick it up?

M;. DeArmenti. That is the total budgetary effect upon
the federal budget. To some extént, I ‘think the majority
amount of that is the Federal Tax; but some portion of it
is also an increase of the state tax which is reflected in
the balances of the unemployment trust fund.

Now, the unemployment trust fund draws loans from the
Federal Government to the extent that there is not
sufficient money to pay out state benefits. We are currently
in a position, we are putting general revenues from the
Federal Government into the trust fund which will then --

Senator Byrd. What I would like to know, yea or nay,
is does the Federal Government pick up $1.4 billion, next
year $2.3 billion; and the following year $3 billion, or does
part of that go to the states?

Mr. DeArement. The Federal Government picks that money

up in --
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Senator Byrd. Picks that money up. Thaf's what the
Federal Government itself picks up.

Mr. DeArment. Senator, there are two proposals here:
one affects state taxes. The Federal Budget reflects
balances in ‘the unemployment trust fund.

Senator Béntsen. Mr. Chéirman, is the Senator thrqugh?

Senator Byrd. ‘I will yield.

Senator Bentsen. It does have a direct and a major

.impact on small business, and small business is in real

trouble in this countfy., You had a 41 percent increase
in bankruptcies of small businesses last year over the
preceding year, and you have got an increase this year over
last year. And for everyone that goes through formal
bankruptciés you have eight to ten that just close thgir
doors. |

Now, you have got a situation here where you are putting
an increased burden on them at a time when they are in
trouble and at a time when you havg high unemployment in
this country. So it also further discourage; the hiring
of people.

And you have got a situation, too, where small business
hires over 50 percent of the people in this country. So
the timing on it is a very difficult one for small
businesses.

Senator Bradley. Would the Senator yield there?
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Mr. Chairman, this is another one of those

proposals that;,in your search for revenue, you shoot =
yourself in the foot.

We are in a deep recession. You have got 10 million
people unemployed; and what you are saying now is, if you
want to employfsomeone else; put.someone to work; you have
got to pay a higher tax. So it's a very cleaf disincentive
to putting people to work at a time where you have got the
highest unemploymept in the nation's history since the
Depression.

I don't see the rationale for this in a general
economic. sense. Do we want people to work or not? What
you are saying, as the Senators from Texas and Virginia
have said; if you are in a small business, and you have got
a possibility of hiring a person in a recession, yoursay;
well, what is it going to cost me to hire him?

What the committee is saying in this proposal is, "It's
going to cost you more after this proposal is ehacted than
it will right now to hire that person.f That might just
be what thevperson needs not to hire'him.

Mr. DeArment. It is about $1.20 a week more, in that
o:der.

Senator Bradley. Well, It's a marginal disincentive

for hiring people in the country in a time when we are in

the deepest recession since the 1930s.
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Senator Long. Mr. DeArment, you are talking about it
béing $1.20 more. But that's $1.20 multiplied by the number
of employees that he already has there, isn't it?

Mr. DeArment. It.is for all employees $1.20 per
month. It is about $14 a year.. |

Senator Long. Jusﬁ to get your answef in context,
let us assume I have 1000 employees in a business out here.

Mr.‘DeArment.l Right.

Senator Long. So you have increased my tax by, let's

. say, $1.20 multiplied by 1000, a week. 1Is that what we

are talking about?
Mr. DeArment. That is what we are talking about.
Senator Long. Well, if I am thinking about hiring
one more guard, I am talking about $4- or $5000 in taxes
a month;,not just the $1.20 a week that you were talking
about. It.seems to me you are talking about that rate
mﬁltiplied by the number of employees that you have got
multiplied by the number of weeks. .
Mr. DeArment. Actually; it's a thousand per month.
I misspoke earlier in talking with Senator Bradley. I said
if was $1.20 per week; I misspoke. It is $1.20 per month;
$14 a year. So in your example it would be-about $1000."
Senator Long. Multiplied by the number of employees;
Mr. DeArment. That is correct.

Senator Long. All right. Thank you.
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Mr. DeArment. No, no. If you hired one more it would
be --
Senator Bradley. If you have 1000 employees, you have

to pay $1400 more per month. What is it, per month or

. per year?

Mr. DeArment. Fourteen per year.

Senator Bradley. Fourteép thousand} right. I was never
too good at math.

Senator Chafee. Except that wouldn't apply in every
state. Some states are up over the 7000 now.

Mr. DeArment. The increase in the'Fedefal Tax would

~apply to every state.

Senator Chafee. Oh, yes.

Senator Byrd. May I ask Mike Stern if he would comment
on this issue? .

Mr. Stern. Well,.tﬁe question that you raised,
Senator Byrd was: Of the total amount of $1.4 billion,
$2.3 billion, and $3 billion raised in the three fiscal
years; 1983 through 1985} how much of that is the net
Federal Tax, and how much of that is increased state taxes
which;,as Mr. DeArment pointed out, is counted in the
combined budget.

And the breakout that I understand the Labor Department
has is, that of the $1.4 billion, $600 million is Federal

and $800 million is state; of the $2.3 billion, $1 billion
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is Federal, and $1.2 billion'is statée; and then of the

$3 billion in 1985, $1.1 billion is Federal, and $1.9 billion

is state.

The reason that distinction is important is because,
while the Feéerallnumbers are_presumably firm numbers, a
state may feséruct;re its tax syétem so aé not to raise that
much additional money.

Mr. DeArment. Yes, that's correct. That's the Labor
Department's estimate of what they think will happen.

Mr. Stern. The state numbers are; in a seﬁse} much
softer numbers; beqause a state legislature can restructure
its tax system so that even though the wage base goes up
they may experience rate in a way that they don't raise
this.

Seﬁator Byrd. Well, is this correct? What we are
really doing under this proposal, we are substantially
increasing the burden on small business. But a substantial
part of that increase in revenue is going to the states
and not to the Federal Government.

Mr. Stern. I think it would be correct to say,:
Senator Byrd, that if the states do what the Labor
Department is predicting, that is reflected in thése numbers
here, yes} it will be a substantial increase in the burdens.

Senator Byrd. But the Federal Government is not

picking up the additional revenue. The states are getting
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a part of the additional,revenue, and a substantial part
of it.

Mr. DeArment. Senator Byrd, to the extent that the
Federal Government doesn't have to pump billions of dollars
of geﬁéral revenues into the unemployment trust fund to
cover state payment of benefits, it will directly accrue
to the Federal Government even if we didn't have this under
a unified budget. |

Senator Byrd. Well, that's the only way states are
borrowing, So to speak, from the trust fund.

| Mr. DéArment. Yes, states are borrowing. And to the
extent that the unémployment trust fund has sufficient
funds, we havé been putting billions of dollars in recent
years into the federal trust fund to cover that borrowing,
$13.5 billion.

Senator Byrd. But that has not gone to all of the
states; that has gone to a few of the states.

Mr. DeArment. It has gone to.those that have had to
borrow.

Senator Byrd. That's right. But_all of them have
not borrowed.

Mr. DeArment. That is correct.

Senator Byrd. It seems to me that this is really an
unjustified burden to put on small business at this

particular time, particularly when the Federal Government




is going to get so little of it.

ii) 2 Mr. DeArment. One of the factors in terms of why there
3 is some desire for this tax increase is the federal tax
4 money‘funds, the employment service and job placement. There
, 5 has been some intereét in maintaining a strong empioyment
6 service and job-placement program to place people who are
7 unemployed.
8 So, while this has the effect that you suggest on
9 small business at a particular inopportune economic moment,
10 there is also the need to maintain an effective employment
0 1 | service function.
12 Senator Byrd. Well, this is partly just a spending
13 program, an increased spending program.
~ 14 Mr. DeArment. That's right.
15 Senator Byrd. I don't think much of this proposal.

16 ’ Senator Mitchell. Are the sums advanced to the states

17 grants? Or are they repayable?

» FORM 740

3 18 Mr. DeArment. I beg your pardon?

; 19 Senator Mitchell. You gave as a justification for

§ 20 || this the monies advanced to the states.

f 21 ﬁ Mr. DeArment. The employment service is not --

£ 22 "Senator Mitchell. ©No, I am not talking about the
23 employment service. Earlier you used the figure of

24 $13 billion.

v,

25 Mr. DeArment. Those are loans to the states.
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Senator Mitchell. Those are loans that are repayable?

Mr. DeArment. They are repayable.

Senator Mitchell. With interest?

Mr. DeArment. No, only the ones that occur after.
April lst are subject to interest. The others are'répayable
to the extent the state is default under the penalty tax.

Senator Mitchell. But that's the only point I wanted
to make, that they are repayable. Your justification for,
in effect, contradicting the distinction pointed out By

Senator Byrd was that, well, it all goes to help the Federal

. Government anyway because we are advancing these sums to

the states. 1In the context of that discussion it appeared
as though these were grants to the states. It was not if
they are repayable.

Mr. DeArment. Yes, but a lot of these loans are very
old. They are theoretically repayable, but they have not
been coming back. .

Senator Mitchell. Some of the states are not current?

Mr. DeArment. Indeed. I suspect'that a good chunk
@f that $13 billion relates back to the 1974-75 recession.

Senator Bradley. Mr. Chairman, is there any way that
®e could at least limit this rate increase for states that
are really in disastrous positions now, with incredibly
high unemployment?

Take Michigan, for example; I don't know what their
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ﬁhemploymenf is, but it is close to 22 percent, I understand,
or 20 percent. But it is very high unemployment. Is therxe
any way we could get a kind of sliding scale so that this

full tax increase doesn't ‘go into effect in a state with,

‘'say, over 7 percent or 8 percent unemployment? And then

you but the tax increase in on a phased basis for states
that had lower and lowe; unemployment?
’Otherwise, you are going to keep states with very
high unemployment én the bottom for a long time to come.
Is there any way we couid phése this in'fér those
states, with a sliding scale?
The Chairman. I am not.certain that can be done; but
we can explore that.
Senator Bradley. Could we do that?
It is myAundersténding that you could phase it in with
a minimal revenue impact, something like $15-20 million.
The Chairman. Well, let's look at it. We are coming
back to all these issues again.
Go ahead.
Senator Mitchell. I think we should phase this right
6ut.
The Chairman. If you have a substitute, we would be
glad to discuss it.
Mr. McConaghy. The next item deals with the Medicare

tax on Federal employees. Today, of course, Federal
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employees are not. subject to F.I.C.A. This would say that,
with respect to that éortion dealing with Medicare, which
is really a rate of 1.3 percent, that Federal workers
essentially would be covered.

quay'I think approximately 80 percent of all retired
Federal Workérs over 65 are covered and receive the benefits
of Medicare because of either pfevious employment or because
of a spouse. So this would subject Federal workers to that
Medicare tax, and of course all of them would be eligible

for the benefits. That money would go into the H.I. trust

fund.

Senator Long. Can we have some prediction as to how
the Federal workers are going to feel about this? My
impression is when we considered something relevant to this
at some time back, it went along fine uﬁtil we heard from
the Federal workers. I just wonder what'we can expect from
them. Are fhey_going to like this?

The Chairman. They are going to be in better health.

Mr. McConaghy. Well, I don't think you have a vote
at the table here, Senator Long. They are really super
excited about it. |

- The Chairman. I assume they don't want this, but it
is the right thing to do. It may not be painless, but it's
the right thing to do.

Senator Packwood. Mr. Chairman, could I ask Mark a
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question?

Mark, what is the situation with Federal employees now,
who worked their entire career for the Federal Government,
when they retire? They have no Medicare coverage, right?

Mr. McConaghy. ©Unless they have previous -

Senator Paékwood. Unless they have some other,
non-Federal earnings.

Mr. McConaghy. That is correct, Senator Packwood.

Senator Packwood. So, in essence, what we are saying
is we are going to extend the protectionwof Medicare to
them but ask them to pay for it.

Mr. McConaghy. Exactly.

Senator Heinz. - Mr. Chairman?

The Chairman. Senator Heinz?

Senator Heinz. Bob Packwood stole my question, but
I have some others on this.

Now, Mark, is it not cérrect that there are two pther
groups of employees that are in a somewhat similar position
to Federal employees, namely the state and local government
employees, who number around 4 million people, and about
1l million employees of non-profit institutions, both groups
of which, it is my understanding, don't pay anything into
Medicare, but nonetheless should they have the necessary
quarters of coverage after their state or local or nonprofit

coverage -- and I guess those numbers of quarters are now




O

» FORM 740

PENGAD CO., BAYONNE, N.). 07002

—t

N

10
1
12
13

14

16
17
18

19

21
22
23
24

25

80

up around 31 or so -- can get it? 1Is that riéht? 3

Mr. McConaghy. I think so. I am not sure on the
percentages. I';hink maybe about half of them under
voluntary égreements of state and locals may be covered,

Senator Heinz. But.generally you are right.

Senator Heinz. It would be good to get those statistics

because that would indicate we are dealing with one issue .

but not the entire issue, and that we may be singling

Federal employees out here.

A second question. As I understand it; in addition to

the roughly 20 pércent of the 2 million Federal employees
who are cafeer and who would pay; as Senator Packwodd said,
in but get very little out because they would be covered
under the Federal Retirement Benefits Program, what
percentagg of Federal employees have actually earned their
Social Security including their Medicare benefits?

Mf. McCoﬁaghy. I think about 60 percent by reason of
their own minimum coverage, Senato; Heinz.

Senator Heinz. So that leaves about 20 percent who
are getting Medicare based on spousefs»working record or
something such as that?

Mr. McConaghy. That is correct.

Senator Heinz. So we have really three groups of

Pederal employees ~- the career people, the people who have

*earned it" and the people who are getting a ride on their
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spouse's. And then we have the other state and local and
nonprofit employers. | |

Well, let me ask you this. Isn't it true that the
Federal employees just experienced a fairly stiff increase
in their insurance premiums last year?

Ms. Burke. Yes; Senator Heinz, it is correct that their
healtﬁ insurance premiums did increase.

Senator Heinz. bBy about what percentage did they go
up?

Ms. Burke. I don't know across all plans, Senator. It
would depend on the size of the plan. In some cases it was
more than in other cases.

Senator Heinz. My information -- it may not be right,

_ but maybe you can check it when we come back to this -- is

they went up about 30 to 50 percent.
My last question: We have had a pay cap on Federal
employees for how long?
Ms. Burke. I don't know the answer to that, Senator.
Senator Heinz. And I gquess a‘subsidiary guestion:
Is there aanody else under the budget resolution other
than Federal employees that is subjectéd to the 4-percent
pay cap?
The Chairman. We don't have jurisdiction over that.
Ms. Burke. I don't know, Senator.

Senator Heinz. So, as far as we know, they are the
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only people who wopldAbe spbiect to that kind of a
limitation.

Th;nk you, Mr. Chairman.

Sen;tor Mitchell. Mr. Chairman, coyld I ask one
qpestion?

XNo:response)

Senator Mitchell. Senator Packwood inquired as to the
20 percent of the Federal employees who are not covered
by Medicare by virtue of ﬁbt having been employeed other
than in the Federal Government or not through their
épouses, and this is intended to extend coverage to them.
What do they do now for hedicél coverage after retirement?

Ms. Burke. They are offered, under the Federal
Employees Health Benefits Plan, Senator, a retirement plan
which includes health insurance. They may choose to continue
their Federal employee health benefits upon retirement. So,
in many cases they would obviously choose to do so.

Senator Mitchell. So they do have an alternative that
is available to them by virtue of their employment?

Ms. Burke. Yes, sir. 1In fact, most individuals who
retire, both those who have earned coverage under Medicare
and those under FEVA, would choose if they are offered both
to retain both, and indeed the Federal employees plan wraps
around Medicare. Medicare, in all cases; pays first. And

FEVA simply becomes a wraparound in those cases.
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Senator Mitchell. So the 80 percent that we are talking
about, probably the majority of them have coverage under
both plans, as You suggested.

Ms. Burke. VYes, Senator, that is correct.

Senator Mitchell. And this would make mandatory for
the rémaining 20 percent the same thing. 1Is that correct?

Ms. Burke. That is correct, Senator. It would apply
Medicare to all Federal employees.

The Chairman. Can I follow that up? How does this
differ from what we attemptéd to do last year on FEVA?

Ms. Burke. Last year, Senator, rather than create
coverage for all Federal employees, we simply made Medicare
secondary to Federal employment health benefits in those
cases where inaividuals had both coverage; so Medicare became
a secondary payor for people covered under both.

The Chairman. And then,'secondly} as I understand,
many Federal employees who qualify for Medicare have minimum
coverage. Is that correct?

Ms. Burke. That is correct, Senator.

The Chairman. Plus, some will now be able to qualify
for Medicare who would not have been able tQ'qualify for
Medicare.

Ms. Burke. Yes, sir. About 20 percent.

Senator Baucus. Mr. Chairman?

Senator Mitchell. Excuse me. Could I finish?




O

- FORM 740

07002

PENGAD CO., BAYONNE, N.J.

10

1

12

13

14

15

16

17

18

19

21

22

23

24

25

84

I guess the poinp I was trying to make is that those
employees who are now eligible for Medicare, the 80 percent,
are eligible on terms and conditions to those available to
all Americans, are they not?

Ms. Burke. That is correct} Senatorﬁ

Senator Mitchell. They are not getting a special
treatment, they have to comply with whatever the
requirements for eligibility are?

Ms. Burke. Minimum quarters. That is correct.

Senator Mitchell. And they make whatever contributions
are required of anybédy who is to be a participant in the
program. Is that correct?

Ms. Burke. That is,correct;-Senator. They would have
had to qualify with at least minimum quarters of coverage.

Senator Mitchell. Right. So, this doesn't extend
coverage in the sense that it makes something available to
someone that.is not otherwise available; it in effect is a
mandatory provision compelling them to participate?

Ms. Burke. It provides insurance to all Federal
employees, not simply those who qualify under minimal
coverage.

Senator Mitchell. Right.

Now, what would happen to those who have participated,
who are eligible by virtue of other employment, and have

paid in? They would be eligible anyway; now they will have
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to pay here, as well?.

Ms. Burke. That is correct, Senator. They would
continue, as ;ll covered employees do, to pay taxes through
the time of their employment.

Senator Mitchell. Thank you.

Senator Baucus. Mr. Chairman, I would ask Sheila:

As I understand, the revenue estimates here are the net
result of the increase of tax that Federal employees would
pay;_offset againsf the additional payments out of the
ﬁealth insurance trust fund.

Ms; Burke. That is correct, Senator.

Senator Baucus. And that would be because of the
additional 20 percent that would be covered?

Ms. Burke. Those numbers are also reflective of the
fact that the Federal Government as a payor pays a certain
amount -- they pay half of the tax; they pay 1.3 percent.
So those numbers are net numbers that are solely the result
of increase in income to the trust fund from the tax itself,
and it also recognizés in the outyears the additional cost
of those populations.

Senator Baucus. Those are increases to the health
insurance trust fund?

Ms. Burke. That is correct, sir.

The Chairman. Next?

Mr. McConaghy. The next item deals with
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taxpayer compiiance. This essentially is a bill that

was introduced by The Chairman and Senator Grassley. It is
S. 2198.

The Chairman. Do you want to comment on this, Senator
Grassley? If so, go ahead.

Senator-Grassley. Is this the compliance on these
provisions from the Commissionef?

The Chairman. Yes.

Senator Grassley. ©No, I think they ought to go into

.detail on it.

The Chairman. Go ahead, Mark.

Mr. McConaghy. There is a 5 or 6-page more detailed
technical discussion of the provisions and the modifications.
Essentially, I think we might go through the key aspects,
and if there are questions obviously we will handle ‘them.

Senator Grassley. There is one thing I could comment
on that isn't printed here because we left it out of the
original bill: We had IRS exempted from:ithe provisions of
the Paperwork Reduction Act. Senafor Dole and I had that
in our original bill. We thought about that, considered
it, and have taken out that exemption ﬁow.

The Chairman. So they are not exempt from the Paper
Reduction Act. since ‘they create about~half of it.

Mr. McConaghy. The key aspects, really}_of this bill

are as follows: One, there are penalties that would 'be
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imposed on tax-shelter promotors and persons who assist
others in committing gax fraud. Two, a penalty would be
imposed on large underpayments of tax arising from what

we would call agfessive filing positions on returns -- there
are certainly defenses permitted to that. Three, -~
registration of most long-tefm bonds,.essentially over one
year; flexible registration allowing book-entry systems would
be contemplated; the information return system generally

be expanded in a number of ways and strengthened -- most
significant would be improved information reporfing on
independent contractors, foreign transactions, and tip
income.

Five, there would be a system of voluntary witholding
on pension payments, and information returns obviously
would be restructured with respect to those.

Six, our interest rates on deficiencies and refunds
would be adjusted so that they.would be semi-annual
adjustments with interest compounded daily.

Seven, the procedures for thifd—party summons would be
streamlined.

I think that réally is the highliéht or the key aspects
of the provisions.

, In addition, additional IRA funding would be called for
in the sense of the Senate resolution on this =- IRS funding

for agents.
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The Chairman. As I understand -- and Andre LeDuc has
been working on this —; this provision is the culmination of
I guess several years' effort ffom IRS, with members 6f this
staff in the years past, and with direct séllers, realtors,
independent truckers. I think there is near unanimous
support fof'whaf we seek to do.

There would be one amendment offered. There may be
more than that, but one that I know of.by Senator Symms.

It corrects the problem that one corporation has or are

- perceived to have under the proposal.

Andre, havé there been any other changes made other
than those outlined by Mr. McConaghy?

Mr. LeDuc. Mr. McConaghy outlined the principal
provisions, and indeed, ‘to the extent there has been
any controversy, the controversial provisions.

The Chairman. For the record, what will be the revenue

increase if we adopt this provision?

Mr. LeDuc. 1In Fiscal Year 1983 it will be $4.3 billion;
in Fiscal 84 it will be §$5.9 billioﬁ; and in Fiscal 85 it
will be $7.3 billion.

Senator Long. How much of this woﬁld you estimate
will be coliected by these provisions by tips?

The Chairman. About $400 million, I think.

Mr. Brockway. Yes. The estimate with respect to the

improvement in the reporting system on tips would be
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$200 million in Fiscal 83, $600 million in Fiscal 84, and
$700 million in Fiscal.85.

The Chairman. It has been estimated that $10 billion
in tip income is unreported each year. We are not seeking
witholding; we are looking at information reporting. 1Is
that right, Jim?

Mr. McConaghy: That is cofrect, Mr. Chairman, and I

think that figure may be a .little low. I think it may even

‘be more unreported.

The Chairman. More than what?

Mr. McConaghy. Than the $10 billion.

The Chairman. More than $10 billion?

Mr. McConaghy. Yes.

The Chairman. ©Oh. I'm sorry.

Senator Chafee. Mr. Chairman, could somebody explain
the tip provision in more detail?

The Chairman. I can't.

(Laughter)

Senator Chafee. No, I didn't'mean you.

Mr. LeDuc. Senator, underkthe proposal the owner of
a full-service restaurant would be reqﬁired to allocate
7 percent of his gross receipts other than receipts of
carryout sales to his tipped employees for reporting
purposes. That allocation would be made by the employer

by agreement with the employees or by the employer in the
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absence of agreement.

The employer would also report to the IRS its total
grpss receipts; its gross receipts from charge transactlons,
and the aggregate amount of charged tips.

Senator Mitchell. 1If an employer has gross receipts of
a million dollars, he does wﬁat? He distributes as income
to employees'7’percent of that total?

Mr. LeDuc. Senator, he reports to the IRS a total
of. 7 percent of that million dollars, assuming it is not
from carryout. sales.

As amounts to his employeee,,they areunet taxed on
that amount unless they. so report it themselves to the
Internal Revenue Service.

Senator Mitchell. so this is just a figure that isg
reported by the employer; irrespective of the number of
employees; the length of emplOynent of an individual
employee,_irrespective of actual tips or anything like that?

Mr. LeDuc. Senator, the proposal contemplates that the
allocation of that aggregate 7 percent would, in the first
instance, be by agreement with the employees; and, in the
absence of agreement, as he determines in good faith.

Senator Mitchell. But I am still trying to understand
what the relationship is between the allocation of 7 percent
of gross receipts as a figure on a report filed with the

Internal Revenue Service, and the income of the individual
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employees who work for the restaprant.

Mr. LeDuc. Senator, our statistics indicate that tip
rates approximate 10 to 15 percent of gross receipts.
Sevep percent is designed to substantially undershoot that
mark but to give the IRS some indication of where either
the émployees-agree. tips aré being paid or where the
employer believes in good faith there are tips being
féceived.

Senator Mitchell. Well, I --

Mr. Brockway.. Senator, you might find it helpful to
know that the proposal does hot directly call for
witholding on this 7-percent amount allocated.

The theory of this provision is tq create the
necessary data base to enable the IRS to conduct effective
audits. Under present law it is necessary, in auditing the
employees of an establishment, to go back and start by
reconstructing the gross receipts of the establishment and
reconstructing a tip rate for the establishment; and then
trying to figure out how much of that would have been earned
by particular employees.

What the proposal is designed to do is to provide the
IRS with the aggregate data from which to derive the tip
rate; and also with an indication of what the employer and
employees believe is the sharing arrangement among the

tipped employees.
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A tipped employee could clearly show from his own

records that he had less income; and the IRS would have the
burden of proving that he had more than a 7-percent tip
income.

Senator Mitchell. Well, then, if I understand it, all
you>are talking about is establishingAa percentage of
gross receipts and reqﬁirihg every restaurant to file some
kind of a plan.

Mr. McConaghy. A report, so that there is an audit
trail, Senator Mitchell.

Senator Mitchell. A report tha£ describes the method
ef allocating that 7 percent among the employees?

Mr. McConaghy. Essentially, that is correct.

Senator Mitchell. 1Is this the Federal Government
mandating tip allocation among employees in restaurante?

Mr. McConaghy. No.

Senaeor_Mitchell. It seems like this is the contrary
of getting the Government off people's'backs.

Mr. LeDuc. HSenator, that is eot our intent. However,
for the record, we should note that our statistics show that
tip compllance is the worst of any compllance rate.

Mr. McConaghy. Senator Mitchell, really, the Service,
GAO, and others believe that the tip compliance is about
16 percent, and that thatAmoney out there is probably as

high as $15 to $20 billion that is not reported at all.
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The Chéirman. And of course the working men and women,
their rate is 99 percent compliance. There is a lot of
revenue that somebody else is paying because somebody isn't
paying.

Senator Lbng. Well, now, is that a,suggestioh that
these people who work in restaurants and hotels are not
working? It is my iﬁpression tﬁat those people are hard
workers, too.

The Chairman. It is not that they are not working;
it is that somehow the income is overlooked.

Senator Byrd. Mr. Chairman, I am sympéthetic with
what you are trying to accomplish, but I don't see exactly
how tﬁis accomplishes it.

Now, you mentioned the tip rate, that you need to know
the tip rate. Well, the 7 percent doesn't give you the
tip rate, doesrit?

Mr. McConaghy. No. That's correct, Senator Byrd. It
just attempts, as was explained; to provide a base and an
audit tr;il for the Service then to be able to look.

The first thing it does today in a tip case is try to
establish the gross receipts of that restaurant; and then
perhaps figure out how much essentially would be allocated
to that particular individual.

Senator Byrd. Well, they would have to do the same

thing under this proposal.
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Mr. McConaghy. This just shows, essentially, what the
gross receipts would se, obviously, because the amount
repo;ted would be 7 percent of those gross receipts. . If _the
employer and the employee want to work ouf'an allocation
formula, then dbviousiy that should provide certaihly a
resolﬁtion of it between the employee and the IRS és to
how much of that perhaps is-allbcated to him.

Still, the empioyee can obviously show that he did not
in fact receive that>amount,aand this is purely reporting.
It is not witholding of any tip amount.

It is an attempt to give an audit trail to the IRS.

Senator Byrd. How does it give an audit trail when
you take an arbitrary figure of 7 percent? When you say
that tips actually are 16 pércent? I don't see ho@ that
gives you anything that you don't have now other than the
gross receipts.

Mr. McConaghy. It would give them also the aggregate
receipts from credit cards and what the credit card tips
would be, and obviously in the aggregate, and that certainly
is going to give them a relationship as to what essentially
the normal percentage is on the charge-receipts and the
charge tips.

Senator Grassley. And didn't -our hearings show that
about half the tips are charged on credit cards?

Mr. McConaghy. I think it is a little bit lower than
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that, Senator Grassley.

The Chairman. Abéut 40 percent, I think.

Senator Byrd. But isn't this going to be a tremendous
burden on a small restaurant to do all of this?

Mr. LeDuc. ' -Senator,’ the prbposal woﬁld-prOQide an.. ..
exception for the small restahrant with 10 employees or less.

Senator Long. Well, I would like to suggest 10 to 15
employees. Let mé ask you this: Has a hearing been
conducted on this matter?

Mr. LeDuc. Yes, sir.

Senator Long. Did the restaurant and the hotel people
come to that hearing and teétify? Could that be made
available to us?

The Chairman. They were not enthusiastic, about it,
Senator.

{Laughter)

Senator Grassley. Senator Long, this proposal we have
is a compromise of what was worked out in the original
Dole-Grassley Bill that they testified. I am not intimating
that they are in support of this, but at least this is
different and a compromise. One of thé reasons it is a
compromised is to take care of some of the paperwork problems
created by our original proposal.

The Chairman. When it gets into the controversial

areas, I refer to it as "The Grassley-Dole Bill."
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Senator Long. I have had the restaurant people and
the hotel people importune me many times about this, and of
course their position is, as I understand it, that they
contend that this is not their income. It is not paid to
them. It is the felationship between the customer and the
waiter or the person who providés the service. And generally
they confend that they shouldn't be put in this crossfire
bétween the Government and a tipped employee.

Mr. McConaghy. That, Senator Lohg, is an issue of
whether it is a gift or income, and the test on that is
whether it is given with "detached and disinterested
generosity;"

The dealers in Las Vegas made that argument that it
wasn't received for services performed; it was received in
detached and disinterested generosity. They have lost those
cases in court, but that is the argument.

Senator Long. I don't quarrel with anybody going down
to Lousiana and serving that crab fisherman down there who
has been catching all those blue crabs and paying no tax
on it. He collects good money, and no tax. I don't objéct.
I think the Internal Revenue Service ought to pursue that
fellow and make him pay taxes on what he sold those crabs
for. But these restaurant people do have a point, that this

is not their income, that it is the other fellow's income
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over there, and sometimes they know about it and sometimes
they don't.
But this 7 percent that you are talking about to give

you an audit trail, that's an arbitrary assumption; is it

not? That is just your aseumption;;a legal assumptioh that

. they collected 7 percent. It might be 7, it might be

anythiﬁg. Right?

Mr. McConaghy. That is correct, Senator Long.

The Chairman. Isn't there some evidence that in some
of the larger restaurants you actually pay tc get the job?
It's so gqod that you don't pay any tax.

Mr. LeDuc. That was asserted at the hearing, Senator.

The Chairman. What was thedamount?

Mr. LeDuc. They were four-figure amounts, Senator.

Senator Byrd. They were what?

Mr. LeDuc. . Four-figure amounts. In se§eral thousands
of dollars. So that would be'limited to larger restaurants.

Senator Long. Mr.'Chairman; let's understand, there
is a difference between the tips the waiter gets and the
the burden on the fellow that owns the restaurant, the
employer.

Mr. LeDuc. Senator, if I may clarify the proposal.

It would require information reporting by the employer of
the restaurant. It would not impose a tax upon him.

Senator Mitchell. May I follow up that with one
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more question?

I still don't understand the relationship of the
7-percent allocation to the income of the employees. Let
me ask by example.

An employer files an information return, grosé receipts}
anybody can figure out what 7-percent of that is. Now you
take all of the income tax retufns of all of the people
who have worked in that establishment during the year. 1If
you add up all of the tips and they come out to a total of
5 percent of the gross receipts, what does that establish?
Is there any relationship?

Mr. LeDuc. Senator, the statistics available to us

~show that tip rates are over 10 percent of total gross

receipts. So if you reported tips of 5 percent in that
establishment ;t would suggest that the overall tip rate
was 5 percent -- an unlikely result in most éstablishmeﬁts.

Senator Mitchell. Well, I know, but what would that
do? What would this law do?

Mr. LeDuc. It would require the employer to allocate
an additional 2 percent of his gross receipts by agreement
among his employees or by himself in good faith.

Senator Mitchell. So what you are saying is that
you are establishing a mandatory minimum tip rate in the
United States of 7 percent.

Mr. McConaghy. I don't think necessarily, Senator.
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I think all it does is say that this amount would be
allocated for information reporting purposes. And to the
extent, obviously, that the employee did not receive those
tips; it is a mere matter for him to show the IRS "I did not
receive that kind-of tip income; I received x—kind>of
incomé;f It does not impose a tax; it just puts that

audit trail. So if you in fact had received 7 percent tips
on basically your receipts, this is what the information
shows you'wopld have received during the year. But it does
not imposg a tax; it doesn't impoée witholding; it just
gives thaﬁ information torthe IRS for purposes of an audit
trail.

Senator Mitchell. Well, so what you are saying is £hat
for every person who performs se;vices for which tips are
given in restaurants, you create a paper strqcture in which
a'presumption exists that he received as tips the equivalent
of his portion of 7 peréent of the gross receipts.

Mr. McConaghy. If he would report that amount it's
really a safe harbor for him. But if he didn't get that
amount, then obviously he has to demonstrate that to the
Service.

Senator Mitchell. And he has to;,then, prove that he
didn't get the amount that the allocation suggests?

Mr. LeDuc. He would make that proof, Senator, from his

bocks and records which under present law he is required -
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to maintain.

Senator Grassley. So from that standpoint there is no
new recordkeeping for any person who does receive tips as
part of their income?

Mr. LeDuc. No;.sir. And indeed it may lessoﬁ the
recordkeeping obiigatibn.thrdugh the safe harbor.

Senator Byrd. May I ask this. If you are a
restaurant owner and I am an.employee, can you come to me
and ask me how much I have made? And am I required by law
to tell you hbwvmuch I have made in tips?

Mr. LeDuc. YouAare under present law; Senator.

Senator Byrd. You are required to tell the employer?

Mr. LeDuc. Yes, sir. That is present law, but this
proposal is designed to improve compliance with existing
law.

Senator Byrd. But what I don't understénd is how you
can improve the compliance -- and I think these 'people otht
to pay taxes; everybbdy else has to pay additional taxes
to make up for what they don't pay, so I'm not arguing the
caseAthat they shouldn't pay taxes.- But if. you put it on the
basis of 7 percent when you know that it is over 10 and
probably 16, I don't understand exactly what you are gaining
by it.

The Chairman. I guess it is to make certain that you

did not overstate --
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Mr. LeDuc. .Senater, this proposal is a two-way street;
that is, it provides a safe harbor for the employee. The
IRS must carry the burden of proof if it believes a higher
amount was received. So there was an intent not to go below
7 percent;.because that would be unduly burdensome on the
Internal Revenue Servicé, which believes that tip rates
exceed 10 percent in most full-service restaurants. And
they have elaborate statistical evidence to show that.

At the same time, it was believed that because of
tip-splitting and tip-sharing arrangements, attempting to
go to 10 percent of 12Apercent as was described in the
pamphlet furnished to the committee might be too high,
and this is a rough measure as the committee has remarked.

The Chairman. Well, I mighf say to Senator Byrd, I
think it might be well just to have someone from the IRS
here this afternoon to go back through this.v

Senator Byrd. Yes.

Senator Baucus. Mr. Chairman, I.still don"t understand
how this works. So, let's::explain it this afternoon.

The Chairman. We'are coming back to all these again.
We wanted to go over it one time.

Senator Baucgs. If we coulgd, though, just go through
an example of how this works, to clarify some of the
problems.

The Chairman. All right. Could you give an example?
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\

Senator‘Baucus. Assume that I am an employer and I have
a certain amount of gross receipts. Then what is the
requirement under this proposal?

‘Mr. LeDuc. Senator, let's assume you are an employer
and you have $10,000 in gfoés receipts other than from
carryout sales. |

In example one, your-employees report to you for: their
W-2s, as required under present law, that they have received
tips aggregating 8 percent of your gross receipts; that is,
they-have‘received, in this example, $800 of tips. Your
obligafiqn will be splély‘to report to the Internal
Revenue Service and to withold on such amounts the amounts
reported to ydu»by the employees. That is presen£ law.

If, however, your émployees have reported to you only
$600 in tips; that is a 6-percent rate. Ydu will be
required either to agree with your employees where the
additional $100 is to be allocated; or, if you fail to

reach agreement with your employees, you must make that

"allocation yourself and at that point report the additional

$100 but not withold on it.

Senator Mitchell. And do you have to include in that
report the method of allocation? Or just that Joe Jones
got $16 and Mafy Smith got $20?

Mr. LeDuc. Senator, it is simply a report of the

amount together with information on total gross receipts of
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the restaurant and cha;ge tips. There is no filing of a
plan.

Senator Mitchell. 1Is the report required by law now
made at any particular time in the calendar year?

Mr. LeDuc. The employer report is made when ﬂe files
his W-2 for the employees;_beéause the employees.feport to
the employer under present law the tips they have received
periodically through the year.

Senator Mitchell. They do do that?

Mr. LeDuc. They are required to report; Senator.

Senator Mitchell.v What happens, since this is an
industry with a substantial turnover, if a fellow comes

to the end of the year and finds that there is only

.5 percent reported and he has to allocate the extra 2 petcent,

and 23 of the people who worked as waitresses(and waiters
in his establishment, he doesn't know where they are
during the past year? Does he have to go out and find
them?

Mr. LeDuc. Today, Senator Mitchell, he would have to
provide a W-2 for that individual anyway.

Senator Mitchell. That's right. Providing a W-2,
though, is a different thing from --

Mr. McConaghy. This amount would just show up on thé
W-2, as well. So it would be on the same document.

Senator Mitchell. I understood you to say they had to
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make an allocation of the difference between 7 percent and
whatever the reported émount lesser than that was.

Mr. LeDuc. That is correct, Senator. That would be
an additional item on the form W-2. It would be another
box.

Senator Baucus. But whaf if that party is gone, if
you can't find him?

Mr. McConaghy. Well, it's the same problem, then,
Senator Baucus, that we haye under existing law with respect
to the W-2 for wages itself; and that is, it has to be
sent to his address. That is the requirement under law,
and this is just another item that would appear on the .
W-2. |

Senator Byrd. Do you have special peﬁalties on  the
employer under this proposal that do not exist now?

Mr. McConaghy. No special penalties, Seﬁator Byrd;

The Chairmanf I might say, in case there are other
questions, we will have someone from the IRS here. But we
have tried to approach this very gingerly; I guess, because
it is a very sensitive issue. But if in fact -- I didn't
know it was $20 billion =-- that it.:is sbmewhere between
$16 and $20 billion of income unreported, then I think we
have an obligation to‘try to get those people to pay some
income tax so that others don't have to pay quite as much.

So we are going to try to work it out. It is a very
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difficult area.

I remember being dn the committee before when the tip
issue came up.

Let me announce at this time that we will recess at
12:15 for lunch. . I understand Senator Long would like to
meet wiih the Democrats from 1:30 to 2:30. Soiwe will
reconvene at 2:30.

It is my hope, and I want to accommodate everyone, but
to put it positive, we would like to continue this afternoon
and this evening. If we can't finish, then tomorrow.
Becauée we are mandated by the resolution to report to the
Senate by the twelfth of.this month, and.it will take
some time, if in fact we pass this package or any part of
it; for the staff to prepare that report.

It is also my understanding that there is a recess
which begins at the close of business today 6r tomorrow,
and I guess we come back on the twelfth.

Senator Buécus. Mr. Chairman, I understand the
schedule, and I certainly understand your wishes. It is
my understanding;_though, by a simple resolution we can
change that date of July 12. Frankly, I think in the
spirit of good public.service here it should take some time
to look at the provisions.

Senator Long already indicated that we, on our side,

have had virtually no time to look at them. The first time
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I heard about it, frankly, was in the Washington Post, about
some of the words. I had not seen them until after I had
read about it in the paper. And I'm wondering if we could
discuss these provisions, as you have indicated today. I
think it WOuldﬁbé-bétter for everyone concerned if you were
to, then, lay this oﬁer until after the recess. We could
pick ‘it up for two or three'days, or three or four days,

of next week, and by a simple resolution extend that date

of July 12th to an appropriate later date.

The Chairman.. Well, I must say I don't share that
view. We have all had the same informétion. We have had
a booklet published on the 15th of June with every
conceivable option and an explanation of that option has
been available to everyone.

We met the last two days to see if we could find an
agreement on our side. I understand it is cémplicated, but
it would seem to me that if in fa;t we are serious about
trying to bring interest rates down and to reduce the
deficit, then sooner or later we are going to have to
consider the recession instead of the recess. And we could
meet next week. I don't have any quarfel with that. And
we don't need special authority to do that.

So I would hope if we don't finish Friday that we come
back on -- Monday is a holiday -- come back on Tuesday and

do it next week.
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do better than anyone anticipates.

The Chairman. Sure.

Senator Long.:.I think anyone who is:not knowledgeable:
around here, who.is a stranger in this room, perhaps ought
to be told that the Republican members have been meeting
fdr'twoAdéys and diébussing these provisions, énd the
Democrats arifting back to thé meeting were indicated,

"Oh; well, we'll study it; but éome back later on when
we fellows agree what we want to do."™ To us, some of this
is somewhat new.

Let me say, I don't envy the Chairman of the committee
his job. I once h@d such a job, but I don't envy the
Chairman at all this $20 billion tax increase. You are
welcome to 1it.

(Laughter)

Senator Long.::.But we, on this side of the aisle,
do need time to discuss this matter. That's-why I suggested
to the Chairman that during the recess I would like the
opportunity to speak to the Democrats for about an hogr,
and we might move a little faster this afternoon when we
do.

We simply want to make our suggestions and make our

input, and we hope that we might make this c¢ontribution
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The Chairman. We‘would like a contribution of about
$20 billion if you could come up with that.

Senator Long. Well, I've got a little amendment that
would pick up a few dollars.

‘The Chaifman.A No, I thihk that'!s fine. And we have
been meeting as Republicans, but that's not unprecedented
to have meetings. It's somefhing I picked up in the old
days in this committee, when I used to walk by the
Democratic caucus, wondering what ‘was goiﬁg on.

SenatOr Long. ﬁell, I'm glad you erught that up,
Mr. Chairman, because I'm not the one who started those
party caucuses. .Our Republican friends thought of that,
and after a while I had to start holding them in self
defense. |

But I ém not complaining about any of that. All I am
saying is that everyone -- and I'm.sure the Chairman, and
I hope that the Repubiican members -- would recognize
that those of us on this side of the aisle need an
opportunity to study these matters just as the majority has
been doing. I'm sure they are thoroughly familiérﬂwith
which explains why we have been asking so many questions
and why the others have not. They had their chance to
ask a lot of questions and to make an input, and we would -

like the same opportunity.
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May I say, I know of no desire to have any delay
other than just tﬁe kind of procedure that is expected when
you are considering a major tax méasure. We want the
opportunity to see what we have here and to make our
suggestions.

The Chairman. I understénd, Senator Long. There is
no effort to push anybody on this -- just normal speed.

Senator Long. .You don't have to keep the forum here
while we are asking questions, Mr. Chairman, as far as I'm
concerned. As long as we have the dignify of the Chairman
here, or someone in his place, why,.we will just move on
ahead and discuss it.

The Chairman. Sure. Thank you.

The next item?

Senator Baucus. Mr. Chairman, before you go on to the
next item I have one question. |

The Chairman. Fine.

Senator Baucus. That is Section 125. I am wondering
if Mark or somebody'could explain to me what amount of
additional materials have to accémpany a return in order to
avoid an additional penalty which woula occur if the tax
liability ultimately came out to be $4-5000?

As I understand, Section 125 is a traditional penalty
for those of the taxpayers who, due to some reasonable

difference of opinion as to what constitutes a deduction or
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a credit, or so forth, ultimately find out that they are
wrong, and the change bf the tax liability is more than
$5000.

According to 125, to avoid that additional penalty the
taxpayer would havevto have additional material on their
return or accompanying the return. The question is: What
constitutes additional material? Isn't there a lot more
paperwork involved here?

Mr. McConaghy. Senator Baucus, just a gquick response
to that is that, first, if he has an opinion of counsel which
éssentially says that position is a reasonable position, that
would be available, and that would satisfy it. He wouldn't
have to have any additional information.

So, to the extent that it is more likely than not that
that position he would be able to sustain; which is really
the CPA or the legal opinion, that would satisfy, which
he normally gets in many cases today.

Also, he would just have to adequately disclose the
items on the return. And, obviously some of that would
have to be done by regulations; but essentialiy he would
have to put down on the return enough information that
shows that that particular item has been disclosed.

Senator Baucus. So if it is the opinion of counsel
that such and such is reasonable --

Mr. McConaghy. That, it is more likely than not, would
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be sufficient except ip certain cases.

Senator Baucus. Thank you.

Senator Grassley. Mark, or Andre, does our revenue
estimates include money from assessment of penalties? Or an
increased assessment of penalties? And, if so, th much
of our revenue estimate is included in that?

And you say there is some included. I want to know
that it is reasonable, and I would like to get some
statement from Treasury that it can be accomplished and
that they intend to pufsue that; because otherwise we are
going to be short on theArevenue.

Mr. McConaghy. The révenue that we do have in here
certainly does include an amount that is picked up from
those increases in penalties, Senator Grassley.

Mr. Chapoton. I might add, Senator Grassley, I think
the overwhelming major portion of the revenue increase is
from compliance and not from the penalties themselves.

Senator Grassley. You are right on that; but I would
like to address just the penalty portion.

Mr. Chapoton. Fine. We can get that figure.

In response to your other point, I think you are raising
the question whether penalties would in fact be imposed
for failure to comply with information reporting and that
type of a thing. I understand that in the past penalties

have not always been imposed for failure to comply with
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the information-reporting requirements of the law.

We have discussed that with the Internal Revenue
Service, and they will impose penalties for failure to
file information reporting. Of course, those penalties
will be somewhat strengthened under this bill -- will be
considerably strengthened under this bill.

The Chairman. Senator Byrd?

Senator Byrd. Thank you.

In regard to improving the compliance, your memorandum
on page 2, you mentioned certain returns must be filed on
magnetic media, to require all»filers to file in
machine-readable form. What returns would be involved in
that?

Mr. McConaghy. Well, I think maybe Treasury might
want to comment; but most return information today is filed
on magnetic tape -- information returns, Senaﬁér_Byrd. I
am not sure of the percentages.

Mr. Chapoton. I am sorry, Senator Byrd. Would you
repeat the question?

Senator Byrd. I was asking, Mr. Secretary, it mentions
on page 2 of the memorandum dealing with compliance that
certain returns must be on magnetic media, and all filers
must file in machine-readable form. What does that mean?

Mr. Chapoton. That means that, where the capability

exists, that employers will be required to file information
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returns on wage witholding or other types of information

they are required to file on machine-processable information

rather than paper.

Senator Grassley. That basically means just in block

form.

Mr. Chapoton. In tape form.

Senator Grassley. Well, it can be in tape form if
they have it.

Mr. Chapoton. Or in block form that can be read by
a machine. Correct. |

Senator Grassley. But at no additional cost?

Senator Byrd. Does that require new equipment?

Mr. Chapoton. No. It would not be imposed where the
repofter did not have the equipment available.

Senator Grassley. Sehator, I pursued that, because
I had the same concern you had. And I got the same answer
about two months ago.

Senator Byrd. And you are satisfied with it?

Senator Grassley. Yes.

Senator Byrd. Thank you.

~Senator Mitchell. Mr. Chairman, éould I make one
further inquiry?.

The Chairman. Senator Mitchell.

Senator Mitchell. On the question of independent

contractors. I didn't know if you were going to have a
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to ask questions now. Did you plan a separate explanation?
Senator Grassley. Also, Senator Mitchell, I have some
guestions on independent contractors, too.
Senatdf Mitchell. Well; maybe I could just ask a
couplé of questions.

I wanted to know whether the provision regarding

¥

independent contractors is designed to include subcontractors

particularly in the construction trades and home building.
- Mr. McConaghy. Certainly.

éenator‘Grassley. Would you yield, Senator Mitchell?
I evidently have the same questions you have, so I won't
pursue it.

Senator Mitchell. Fine.

Mr. McConaghy. Senator Mitchell, under the safe
harbor rules that are built in, certainly subcontractors
could be included within that safe harbor.

Senator Mitchell. "Could" be included?

Mr. McConaghy. Would be included.

Senator Mitchell. Would be included. All right.
Then that is clear that they are included?

"Mr. ¥cConaghy. That's correct, if they meet the
safe harbor requirements like anyone else they would be

included.

Senator Mitchell. Right, if they meet the other tests.
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Mr. McConaghy. That is correct.

Senator Mitche11.~ I have some suggested report
language which I would like to submit, just to make certain
that there is no gquestion about that.

Mr. McConaghy. Fine.

Senator_Grassley.' Senator Mitchell, are your questions
related to the fact that sometimes peopie involved in the

construction industry, and self employed with their own

business, their hours aren't totally regulated by themselves,

be;ause'as they fit into the construction process they have
to be there at a certain time to do their work?

Senator Mitchell. That is correct, not only the
hours but the place-of-business requirement, and other
things.

I wanted to make clear that some of them may not
meet precisely the tests, and we just Qant td make certain
that they are included.

Mr. McConaghy. Yes, certainly. And there is a
specific proposal that says, essentially, if you don't have
complete control of your hours because it is completed in
éegments like that, then you don't havé to worry about the
control tests. But we will be glad to read it.

Senator Mitchell. Well, I'm glad we established that.

Senator Grassley. So, previous to our bringing it

up, you felt that this situation was adequately covered
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in the safe harbor provisions?

'

Mr. McConaghy. That is correct, Senator Grassley.

Senator Mitchell. And I will, as I ihdicated, submit
the proposed draft language to you in that regard.

Mr. McConaghy. Fine.

(The information follows.
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Mr. McConaghy. That brings us, I think, to the

telephone tax, which is on page 3. The current telephone
tax is 1 percent. It is scheduled to be that for another
year, and then be repealed as of 1984.

This proposgl would increase that telephone tax for
1983 to 2 percént.' It'wodld goiup to 3 percent in 1984
and in 1985, and then go down to 2 percent for 1986 and
thereafter.

The next proposal deais witﬁ witholding on dividends
and interest. It is éh pagé 3. What that proposal would
do would be to have a flat 10-percent witholding rate
on payments of dividends and interest. Payments to certain
kinds of institutions, or course, and the elderly; would.
be exempted. And payments made by individuals would
generally be exempted. At the same time that proposal would
lower fhe holding beriod for capital gains -—-the long-term
capital gain period -- from one year to six months.

This essentially, on the witholding, is the same
proposal as the Administration's.

Senator Long. Let me ask a question about that.

Why can't you achieve that objecti&e by just contracting
with enough young lawyers or having enough agents to go
out and ‘sue these people?

It occurs to me that when I was a young lawyer I hung

my shingle out, and everybody was predicting I wouldn't make
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it in that town anyhow, I would have sued anybody --
anybody. I think most young lawyers are that way.

I recall some fellow came to me and told me a sad
story and said, "What I want to know, lawyer, is can they
sue me?" I.said, "Hell, yes, they can sue you." He said,
"Why? I haven't done anythinngrong."

I said; "What you don't seem to understand is that
anybody can sue you about anything. You send me somebody
you want to sue, and I'll sue him right now.

"I didn't say they could win, I said they can sue you."

It occurs to me that if you would just contract with
enough people to do this job, espécially a lot of yoﬁng
lawyers who afe having a hard time trying to make ends
meet, they could go pursue these fellows, track them down
and sue them, and get the money for you.

Mr. Chapoton. Well, Senator Long, this question comes
up constantly. The first question is why don't we have
perfect or better matching of information returns with
actual returns filed so we then would know whether a
particular taxpayer has paid tax on interest and dividends
he has received. And of course, to thé extent that matching
is perfect, you can determine that information. But matching
is not perfect where information is filed on paper, where
the information return comes in on paper, and we have a lot

of problems with correct taxpayer identification number.
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Over 10 percent of.the_information.that comes in has the
wrong taxpayer identification number or no’ taxpayer
identification number. Another provision of the Dole-
Grassley Bill attempts to deal with that question.

'And then;unnce you -have agéregafe figUres;_you can tell
that a taxpayer has underpaid tax on dividends and interest,
you have got to go to the individual item to see whether it
relates to a mistaken calculation or a mistake from a
particular institution, or find out where the error is.

And those, of course, are very costly procedures;
time-consumihgAprocedures; and difficult to go through from
the Service's standpoint.

But once you go through them you often have very

.small amounts. It simply would not be cost-effective to

pursue those individual amounts; nor do I think it would
be desirable to pursue those amounts if you éimply are
talking about hiring more Internal Revenue Service agents,
having more presence of the Internal Revenue Service
pursuing taxpayefs.

It seems to me a much happier way to achieve compliance
is through witholding, as we do with wéges where witholding
is certainly the-most efféctive way of tax compliance.

Senator Long. I would think that if you had a heavy
enough penalty on it, if I were a young lawyer out seeking

to collect this thing, I could almost collect the money by
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telephone. We would call these people and say, "Either
bring me the check or else I am going to sue you. You
will have to pay the court qosts; and you are going to

have to pay the costs of the penalty as well," I would

think that that person WQuld>bring the check to you in

person if you had that type 8f procedure.

Mr. Chapoton. I'm afraid that wouid cause a lot of
ill will toﬁard the Inte;nal Revenue Service; though.

Senatoriﬂong; ‘Itf§(goiﬁ§tto.cause_i11 will to pursue
them, anyway. I am not,éaying you are going to make any
friends bf ;uingrpeopleL You havé'been a lawyer, Mr.
Chapoton, in private practice. You may make him cry by
suing. some fellow; if he sees how diligent yoﬁ are; but
isn't it trpe that more often than not -- you_don't make
a friend out of a fellow by suing him -- you will get the
money if you g§ after him. |

Mr. Chapoton. That is correct. .But let's assume -
the amount in some cases will be small -- $200, $300; $400,
$500. Those are very expensive to collect even in nén—tax
areas. They are very expensive to collect, those amounts,

and you always have the problem that the person will say,

well, he doesn't owe that because of other factors. You

are getting into an audit of the return where he claims that

he doesn't owe that tax. It is a very time-consuming

process to pursue a particular tax return.
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Senator Mitchell. Mr. Ch;irman, would you yield;,one;
just to follow up Mr.‘chapoton?

In response to Senator Long's question you suggested
that his proposal would create some ill willi Do you
anticipate that this proposal is going to create a lot of
good will?

(Laughter)

Mr. Chapoton. Senator Mitchell, this proposal has not
beeq a popular one with the Congress, or with us, for that
matter; but when you look at the alternatives;,particularly
raising people's taxes, we just came down on the side that
it is a lot easier to collect taxes that are now due than
raise new ones.

Senator Mitchell. Well; I'm inclined to agree with

you, but all I am suggesting is that it is a risky thing

-for you to be suggesting that an argument against the

proposal is that it will create ill will, because that

applies to alot of the proposals that are being presented

here.

Mr. Chapoton. That applies to a lot that we are doing
here today. Yes, sir. |

Senator Baucus. I am just curious. Could you give
the revenue estimates for the change in the holding period
to achieve capital gains?

Mr. McConaghy. Yes, Senator Baucus. In 1983 it would
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be .1, .2, and .2 for 1984 and 1985. That's a hundred
million in 1983, $200 million in 1984, and $200 million
in 1985.

The Chairman. Next?

'Mt. McCopaghy. The next one deals with the possession
cofpofations-limit; It ﬁrieé to solve a problem.

‘Today.taxpayers have taken the position they can
transfer, tax free, intangible assets that they create in
the U.S.

Senator Symms. Excﬁéé me. Are you going off the
taxpayer coﬁpiiancé now?

Mr. McConagby. We were, Senator.

Senator Symms. I would just like to bring up this

one point. We did discuss this yesterday. It was not

.settled; to my knowledge.

The Chairman. I might say I indicated that you would
have an amendment. We are going through them now just to
touch on them; then we are going back.

Senator Symms. O©Oh. So, if we go back to that I just
want to bring up that one point. Then you were going to

make some contacts with some of those industry people, also.

‘Otherwise I would like to make that very clear that we may

want to do something about this direct-seller question.
The Chairman. I indicated that.

Mr. McConaghy. In this provision, as I said, today
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taxpayers will go ahead and transfer intangibles tax-free to
a possessions corporation down, for instance, in Puerto
rico, and none of that income generated by that patent of

copyright or trademark, or whatever it may be, generally

a patent has to be allocated back to the u.s. corporation

that created it.

This proposal would really. say that income that
qualifies for the possession and credit would not include
income which is allocable to in;éngibles that have been
transferredjdown thefe;. |

In-addition; thé'current rule tﬁat permits a qualifying
corporation to earﬁ”upAto 50 perceﬁt passive income would
be changed to permit only 10 percent passive income.

Yes, Senator?

Senator Matsunaga. Mr. Chairman?

The Chairman. Yés; Senator Matsunaga?

Senator Matsunaga. Is it not ﬁrﬁe that by this
tax provision in Puerto Rico and in the territories they
have been able to create jobs which otherwise would not have
been created?

Mr. McConaghy. That is true, Senator Matsunaga.

Senatér Matsungga. So there is the danger of greater
joblessness in Puerto Rico if this provision goes through,
is it not?

Mr. McConaghy. That is true, Senator Matsunaga. I
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think Treasury did a study several years ago with respect
to, for instance, the drug companies. The conclusion was
that the benefits from these provisions really amount to
about a $43,000 credit per employee. That was several
yeérs ago; I don't knéw what it is now.

| But you are righ£ as to what thevissue is, and that is
how much tax benefit are we going to pro&ide essentially

to those? Certainly, to some extent it does create some
jobs. e |

The Chairman. That doesﬁ't mean the employee_was paid
$43,000, doeé it?

Mr. McConaghy. No, the cbrporation got a tax credit
for that. That is correct.

Senator Matsunaga. Inc;dentlly; what is the present
rate of unemployment in Puerto Rico and the others today?

Mr. McConaghy. We think it is on the order of
23 percent, Senator Matsunaga.

Senator Matsunaga. Well, I'm afraid that if this
provision is adopted we may be losing rather than gaining
as is anticipated.

Mr. McConaghy. This doesn't do away with the credit
for active business income, Senator Matsunaga.

Senator Matsunaga. But then you will have tax-eaters
instead of tax-payers if you take jobs away.

Mr. McConaghy. Well, it does not do away with the
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credit with respect to income from active business; it

just says to the exteﬁt that an intangible is transferred

from up here to down there, tax-free, then essentially

thét income generated by it would not qualify for the credit.
But, with respect to other income, active business

income, this does not take the credit away. whatsoever.

Mr. Chapoton. Mr. Chairman, I should interject here

-that we have been spending a lot of time on the problems

involved in Section 936. We are attempting to rgvise the
regulations under that provision.

We do not support fhis change, because we have some
concerns about the way Section 936 works. We would prefer
to address these concerns in the regulations. This would
go a lot further thén that.

Senator Matsunaga. O©Oh, Treasury does not support this?

Mr. Chapéton. We did not support this provision.

Senator Matsunaga. You are not supporting this?

Mr. Chapoton. Not this provision. No, sir.

The Chairman. That is not unprecedented. We support
it.

Senator Bradley. Mr. Chairman? Oﬁ this particular
provision, for what reason do you not support it?

The Chairman. There are no good reasons.

(Laughter)

Mr. Chapoton. We would like to pursue the regulatory
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approach that we are now pursuing.in dealing with Puerto
Rico. Our regulatory ;pproach, let me hasten to add; will
not be a revenue pickup; it will, we think, make the
Seétion 936 rules work better.

Senator Bradley. In your view will we get revenue from
this proposal?

Mr. Chapoton. Yes; sir. Our revenue estimates
indicate that we will.

‘Senator Bradley. What happens -- say we take'ghis
action -- if Puerto Rico decides to apply the corporate
tax? Does that tax qualify for the ta# credit?

Mr. Chapoton. No.

Senator Bradley. The foreign tax credit?

Mr. Brockway. Senator, it would not qualify for it
on the income qualifying for the credit -- that is, if it
were the income that qualified for active business income of
a tax. If they applied the tax on the intangibles income,
if they tried to draft a rule to tax that, then that would
qualify for the credit because that would now be subject
to U.S. tax} so the monies, if they did construct a tax,
would go fé the Puerto Rican Treasury..

Senator Mitchell. Léet me just read something. This
is, I think, the Governor of Puerto Rico speaking: "Should
Section 936 be repealed, and we subject these corporations

to our normal 45 percent corporate tax rate, the Federal
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Government would allow a foreign tax credit to be given to
these firms for monieg paid to Puerto Rico."

Is that a correct statement?

Mr. Chapoton. That would be a correct statement. Yes,
sir.

1géﬁ;£6r Miééﬁéii; His final sentence, then, of this
paragraph is: "This would leave little or no revenue to
be collected by the U.S. Government." So the point is,
what revenue are we getting from this proposal if the result
of it is going to be Puerto Rico is simply taxing those
same companies and getting an offset in the Federal Income
Tax?

Mr. Chapton. Senator, the problem has been allocating,
and it is a vefy difficult problem, allocating the income
of a corporation or a firm or related firms between Puerto
Rico and the mainland.

To the extent the firm allocates it to Puerto Rico

now, it is tax exempt. This provision would say that if

it attempts to allocate or transfer a patent to Puerto
Rico, and.élaims that the income is attributable to Puerto
Rico, that it would no longer be :exempt. That very gquestion
in particular fact situations is in litigation now.

But if U.S. law is that that income does not escape
taxation if it is transferred or attempted to be transferred

to Puerto Rico, then I suspect there would be no attempt to
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to transfer it to Puerto Rico.

Senator Mitchell.l So that we have the potential here
of no revenue gains?

Mr. Chapofon. No. I think the assumption is that
the infangibleerhldfnot.be'transferredftOfPuerto Rico,
and therefore it would be earned in the U.S. with no
exemption. |

Senator Mbynihan. ‘Mr. Chairman?

Mr. Secretary?

Mr. Chapoton. I'm sorry.

Senator Moynihanf Well, I'll ask Mr. Chapoton or

Mr. McConaghy: Has the Government of Puerto Rico been

consulted about this specific matter?

I spoke just yeéterday to Governor Romero Barcello,
and he did not seem privy to this at all.

Mr. Chapoton. No. This matter came up, and we have
not discussed it with Puerto Rico.

The Chairmani - .But I might say it is one of the options
thét have been under consideration for some time.

Senatof Long. Have we had a hearing on this subject?

The Chairman. No. |

Senator Moynihan. I would like to say, Mr. Secretary,
Mr. Chairman, as you know, the State of New York is the
region from which Puerto Rican affairs are managed from the

Federal Government in its regional offices.
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And it seems to me for a disputed sum of money, whether
there will be or not Qe don't know; to impose a matter of
this order on the Government of Puerto Rico without hearing
frbm it, without letting it give its say, and at a time when
this Administration has very admirably proposed'a
Caribbean Basin Initiative, which is designed to give
benefits to other islands similar to those of Puerto Rico,
it seems to me not in the democratic spirit that this
commonwealth relationship has prospered. I know no one
intended it to be other than that, but I do feel it is
Senator Long. Here is one thing that bothers.me about
this proposal. Usually when you find some place where you
are going to pick ué a billion dollars by just closing some
loopholes, when you look into it more deeply yoéu usuallyr
find that it is more involved than what you meet on the
surface.

Now; people came to me speaking for one of the drug
companies that has a patent down there, and so I"told them
in advance ‘I thought they were wasting their time
éoming to me. But as we discussed'the:matter I discovered
more and more that I didn't know as much about that thiné
as I thought I did. All I knew is what someone told me,

and I wasn't even fully apprised of what the facts in the

matter were.
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I do think that we ought to take a close enough look
here to see if there is more than meets the eye here, and
that this could indeed be :a disaster for ﬁhat government
down there in Puerto Rico. If they are actually achieving
the billion dollars by their taxes, one way or the other,
or some major part of it, and they would be very much
distressed by that, I think that that would make a difference
to us. So if the question is whether this is some gimmick
that the drug companies are getting away with or whether
this is something that is a very considerable item in the
economy of that island, that makes a big difference to us.
And, while they don't have a Senator to represent them in
the United States Senate, I think we have a special burden
to try to see to it'fhat we are fair to them when we make
a decision. ,

I would hépe that a hearing might be arranged on:this
matter before we finally wrap this matter up, before we
vote on it in the Senate.

I am not saying Fhat we couldn't report the bill until
holding it; I just think that, at a minimum, the govefnor
and anyone who wanted to speak for Puefto Rico ought to
have a chance to tell their case, and perhaps some of the
industries affected might have a chance to speak.

You do think, Mr. Chapoton, that there is a net gain

of a billion dollars, and it doesn't take the billion dollars
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away from Puerto Rico? 1Is that your opinion?

Mr. Chapoton. Th;t is correct. That is our revenue
estimate; that is correct.

The Chairman. Mr. Brockway?

'Mrf Brockway. Yés;ISenator. I should have given a
more complete answer to Senatbr Bradley} that the taxes:
imposed by Puerto Rico, if they were to-imposé them on this
income, would now qualify for ‘the foreign tax credit as any
other foreign-source income.

I don't expect Puerto Rico to start taxing that in any
substantial way, bécéusé the taxpayer would have to have
other foreign-source income to use the crediting in. To
ghe extent that they did have other foreign-source income,
they could use it. But they would have to have other
foreign-source income. Most U.S. corporations are already
in an excess foreign-tax-credit position; so they would

net dollar-out-of-pocket in that change, so they would

recommend strongly to Puerto Rico not to increase the tax.

But to the extent £hat Puerto Rico taxed; it would go
to their tfeasury. Those who were not in an excess-credit
position, fhey could then use the credit. So there would
be some interaction from that result if they actuaily did

increase a tax.
This proposal basically adopts what the IRS litigating

position has been, that, one, income attributable to these
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intangibles developed_in the U.S. and transferred down,
the IRS litigating position has been that.is U.S. income,
and this adopts that long-standing approach that the
coﬁpanies»report on the position that this is attributable
to Puerto Rico.

The Chairman. Senator Mitchell wanted to ask a
guestion.

Senator Mitchell. I just wanted to ask Mr. Chapoton
one general question.

You said that the Administration does not support this
provision?

Mr. Chapoton. That is correct.

Senator Mitchell. Then I want to go back and ask you
if there are any other proposéls that have been discussed
this morning which the Administration does not suppdrt?

Mr. Chapoton. Senator Mitchell, I will point that out.

There are individual items. I have raised, I think, a

couple of problems on individual items as they came up.

We have not covered a provision so far that we oppose.

Senatof Mitchell. We have not?

-Mr. Chapoton. We have not, beforé this one.

Senator Mitchell. Can we then, so we don't have to
keep asking the question; assume that in the absence of a
statement by you to the contrary that the Administration

supports each and every proposal out of this committee?
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Mr. Chapoton. We support the provision. I don't want
to be walked into the provision of saying if we had designed
it we would have designed it precisely the same way. We
ha&e worked with the staff and the Chairman on certain
details of some provisions. We may have desiéned them
differentiy;,as is often the éase.

Senator Mitchell. No, I understand that. I am not
talking about all of the details. But in the absence of a
contrary statement by you may we assume that the
Administration supports these proposed resolutions?

Mr. Chapoton. That is correct.

Senator Mitchell. Thank you.

Senator Moynihan. Mr. Chairman, I hope we might
reserve -- we are not making any judgment, anyway, right
now; but on this particular matter it really raises serious
questions..

The Chairman. It raises serious questions for some
who haven't paid taxes for .a long time, I know that. This
is one of our fairness provisions.

Senatof Bradley. Mr. Chairman, could I just raise one
guestion? |

The Chairman. Senator Bradley.

Senator Bradley. The Governor of Puerto Rico has
communicated to various members of the committee, and I

think he has communicated to you, that the amount of jobs
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that the 936 companies generate in Puerto Rico is something
of the nature of 150,600 jobs.

Now, I don't think the committee wants to be in the
position of doing anything that would jeopardize those
jobs, so I think it is.important that we at least look at
this é little more carefully(

Senator Matsunaga. And, Mr. Chairman, I would urge
that the Delegate from Puerto Rico, Mr. Colluro, be heard
on this matter also. I knowAfor a fact that he is anxious
to do so.

The Chairman. Well; we will be glad to visit with
him. I certainly want to look at this very carefully; but
it is mot a secret. There was a big £wo—page story in
the local paper here about a month or two ago on this
little tax haven. And it is something we have been looking
at for some time. It may not survive, but at least it has
gotten some attention. |

If we are going“to require the Administration's
approval with every émendment, then there may be other
amendments that will have to be rejected.

Mr. Brockway. The next provision; Senator, addresses
the situation of international petroleum companies; use of
their foreign oil extraction taxes and exploration losses .
to offset their tax on low-tax oil-related income conducted

in low-tax countries, such as o0il trading operations or
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The proposal heré would modify the special limitations
applied to foreign o0il extraction taxes so that none of
the extraction taxes or losses could be gsed against this
low-tax income. And then it would also say that low-tax
income such as the oi} tradihg and oil refining, other
oil-related income that arises in third countries which
are not the country of extraction or not the cauntry
of consumption of the petroleum products would be
currently subject to tax on the present anti-tax-haven

rules in the Code.

Mr. Chapoton. Now this is the other provision, Senator,

that we do not support. We are concerned about ending
deferral for this pérticular industry, for this particular
type of income.

We are concerned about ending deferral, singling out

out this type of income and ending deferral of tax on it.

Senator Long. As I understapd that you have a problem
here, that the American o0il companies are trying to help
solve this energy crisis.

One important aspect of that is td try to find oil
all around the world to help break the OPEC cartel;

Now, I know domestically we have almost 40 percent of
our rigs stacked right now, have we not? Or something

approaching that?
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Mr. Chapoton. I believe that is correct. I think the
rig count is below 3060 now. Yes, sir. So it's up to
46.

Senator Long. So we've got a real problem here in the
United States, and we really ought to be trying to do
something about it to get the drilling going again.

Would this have the effect of taxing those in the
oil-exploration business in a fashion less favorable than
thbsevin other lines of endeavor doing business overseas?

Mr. Chapoton. Yes, sir. It would have the effect.

Let me back .up just a bit. There is a concern about
the way the foreign tax credit works with respect to foreign
extraction income, and whether what purport to be taxes or
taxes which are entitled to a foreign tax credit are in
fact royaltiés which are not entitled to a credit but are
entitled only to a deduction. Tﬁat has been a problem that
has plagued the Tréasury for a number of years.

Indeed, we have had a set of regulations dealing with
it. We are now working on a new set Qf regulations. It is
a significaht problem.

This deals with that problem partially, and it does go
further and ends deferral on foreign o0il, on certain types
of income abroad -- non-extraction, but oil—reiabed income
abroad.

Senator Long. Well, now, don't we have a problem here




. l

FORM 740

07002 -

PENGAD CO., BAYONNE, N.J.

10

1

12

13

14

15

16

17

18

19

20

21

22

23

24

25

137

to the extent that.weltax our companies more heavily than
their competitors in this international effort to produce
energy? It would tend to take 6ur companies out of it.

Mr. Chapoton. Certainly, if we tax them more heavily
they aré less competitive.

Senator Long. Some couﬂtries'aren't even taxed at
all on what they can make 6Ve;seas. Some are much more
favoring us already, are they not?

Mr. Chapoton. Yes, sir. Some.

Senator ﬁOng. Well,’thank you.

Senator ﬁradley. Mr. Chairmaﬁf let me just ask

Treasury: DO you think that this change will in any way

alter the o0il industry's liklihood of going out and

seeking o0il in new places in the world?

I mean, we all understand we want to get off Persian
Gulf o0il. One of the incentives is to try to search for oil
in other more secure places around the world.

Is it your sense that this will reduce that search for

0il in more secure places around the world?

Mr. Chépoton. Senator, that's a hard question to
answer. I am really not sure I can say. It will change
the sys£em of taxation. It is ﬁot a very dramatic change.
It is signifigant to the companies that are affected.

I would just have to pass on that one.

Senator Bradley. But do you think it will change
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drilling pgttern;?

Mr. Chapoton. I aoubt that it will change drilling
patterns.

The Chairman. We might just take the next item, which
would finish page 3. It is doubling the cigarette excise
tax. And then Qe will recess until 2:30.

Mr. McConaghy. -The next proposal is to doublevthe
Federal Excise Tax on all cigarettes from 8 cents,
essentially, to 16 cents. A different adjustment would have
to be made for small ones, I think. But this essentially
has not been cthanged since 1966. The tax went in at that
point on the equivalent of 8 cents a pack,‘and this would
take it up to 16 cents a pack.

The Chairman. Are there any questions on that one?
Does the Administration support that? |

Mr. Chapoton. Yes, sir.

The Chairman. We will stand in recess until 2:30.

(Whereupon, at 12:32 p.m., the hearing was recessed.)
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The Chairman. I think when we recessed, Art, we

- were on the bottom of page. I know not all the Members

are here, but I know that everyone is represented by Staff.

I doubt that there are any amendments to be offered

PR 0 -

by any member, but in tﬁe event that some strange happen-
stance that somebody might have an amendment, I would hope
that without any strict guidelines, that obviously they'1l1l
be hapdled in the daylight and we will aék if they are
prepared now, if we could see that Mark McConaghy receives
them we could be looking at them thié afternoon. And, those
that appeér to be technical in nature or in effect, the
re§enue neutral, and agreed upon by Treasury and the joint
committee and our own minority and majority staffs, I see
no reasbn they could not be a part of the packace.

So, it would expedite things if anybody on either
side has any such amendment.

I.think the next item on page 4 is the corporate
minimum tax preférence reform.

Mr. McConaghy. That's correct, Mr. Chairman. This,

in the write-up, I think, that is being passed our presently,

which would go into some detail, this would look at preferencegs

directly and essentially cut them down across the board by

15 percent.
The cutback, of course, on this ocne is only for

corporations, so it is taking the preference provisions and
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cutting them back by 15 percent.

For example, specifically it would look at intangibléd
drilling costs and with respect to integrated o0il companies
who presently'expense_the entire amount of their intangibles,
it would meag éhatiégiie;ééﬁt ;f Eiét would be currently
éxpense and the other:l3 pércent would be spreéd over a five-
year pefiod, given ACRS treatment and that would include
the investment credit.

With respect to percentage depletion for hard
minerals, that would bg reduced by 15 percent and so forth.
The preferences are —;-the béd debt reserve, of coures, is
one. Bank interest to the extent that it is used to carry
tax exempt interest, this benefits structures essentially
and how that would operate is that 15 percent of it would
be subject to 1245, pollution control facilities, mineral
exploration development costs. And then in addition to
taking and cutting those preferences back by 15 percent
it onld take the investment credit level that we now have
anaAtoday you can offset up to 90 percent of your tax
liability by the investment credit, this would move that
percentage down to 85 percent so that i could offset up
to 85 percent of my tax liability with the investment
tax credit.

It would retain the add-on minimum tax and it

would provide an adjustment, essentially, so that people
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would not from the combination of one preference and basically
that's bad debts and intangibles, they would not be hit by
both the add-on and the'cutback here.

That'raisgs $700 milliqn in 1983, $1.2 billion
in 1984 and $;1.‘17 billion in 1985.

Thé;ﬁékt.itemais construction period, interest
and taxes. Essentiaily today =--

Seﬁator Long. Would you mind telling me now on
this corporate minimum tax, what are you going to tax --
What dq you tax that is not taxed now?

" Mr. McConaghy. I'm sorry, Senator Long, I didn't
hear the question.

Senator Long.  Tell me, do we have a corporaﬁe
minimum tax at the present time?

Mr. McConaghy. We do, Senator Long, and there are
basically six preferences in that cérporate minimum tax.
The present minimum tax is an add-on tax to the extent that
you have tax preferenbe which are in excess of the greater
of either the regular income tax or $10,000.. Then to
the extent of that excess today we have'an add-on minimum
tax at the rate of 15 percent.

Those tax preferences that aré listed for purposes
of today's add-on minimum tax are accelerated depreciation
on real property in excess of straight-line, amortization

of certain pollution control facilities. In the case of
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financial institutions certain of them, it is the excess
of the bad debt deduction over their actual experience,
percentage depletion in excess of adjustéd basis, 1846 of
capital gains'aﬁd though it is going to phase-out, the
amortization of éhiid'careifééiiities is the sixth preference
under today's corporate add-on minimum tax.

The Chaiiman. That's in addition to what you
have now. Now, do you reduce some'of these minimum taxes
that are presently there? ‘:Oh, I see. The present year tax
is an add-on tax. Right now it is an add-on?

Mr. McConaghy. Correct, Senator Long.

The Chairman. This would hot be an add-on, is
that right? |

Mr. McConaghy. This would not be an add-on. It
would look at this combination of preferences on 1 through
8 and it would cut them back by 15 percent. It has much
less effect than imposing a tax on 15 percent on an aggretate.

The Chairman. By the time you get through, you
increase taxes by $l.é,billion.next year?

Mr. McConaghy. An additional $1.2 billion in
1984 and an additional $1.1 billion in 1985.

Senator Byrd. This is not an alternative minimum
tax?

Mr. McConaghy. It is not an alternative minimum

tax, Senator Byrd. It looks at the preferences directly




g g

- FORM 740

07002

PENGAD CO., BAYONNE, N.J.

-—b

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

23@
and attempts to cut them back and does by 15 percent. Many
people said that we shéuld look at this kind of an approach
as opposed to trying to develop all these types of surtaxes
and the original proposal that the administration sent up
and we shouid déQéléé-é pfépoégi ;ﬂgf looks at essentially
cﬁ££iﬁg béékAthose preferences directly, that's the proper
way to go and that's what we essentially were asked to
design and thaﬁ is what is in the package.

Senator Byrd. There is not an alﬁernative minimum
tax. You told Senator Long it is not an add-on minimum
tax either?

Mr. McConaghy. That is correct. It looks ét the
preferences themselves and cuts them back.

Senator Long. Is this tax that is being recormmended
here now, is this an add-on tax or is it an alternative tax?

Mr. Mchnaghy. It really is a minimum tax preferenced
reform, I would call it, Senator Long. It is nqt an add-on
minimum tax. It is not an alternative minimum tax. It
looks at those kinds of preferences that we include in a
minimum tax and it cuts fhem back slightly, in this case
15 percent. |

‘Many of the people that came in after the Admini-
stration proposed their original minimum tax which would
have raised additional money beyond this said, why don't

you just look at those preferences directly and cut them
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back a little bit, rather than coming up with all these
other complicated schemes. That is what this proposal does.

Senator Symms. Mr. Chairman, I'd like to ask another
question right along that line that Senator Long is asking
a question.

If these preference items that we are talking about,
how long have they been in the tax -- What is the precedent
that we are talking about here?

Mr. McConoghy. They vary, Senator Symms, all over
the lot. Ninety percent investment credit started this
year. 1Prior to that time it was 50 percent of tax liability,
offset with the investment credit. That phased in.

Percentage depletion, essentially it goes way_back.
Disc is 1971. Motor carriers was last year. Structures
we have had for a long period of time.

Senatotrsimms. So, what we are saying is we just
reduce by lS»éercent all of the preference items?

Mr; McConaghy. That is correct.

Senator Symms. Well, what would be wrong,‘Mr. Chairman,
with the suggestion that maybe we would sunset ﬁhis in
or is that in the language? ,

Mr. McConaghy. It is not in the language as presently
constructed, SEnator Symms.

Senator Symms. If we would sunset it, it might cause

the committee in two or three years to at least take another
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look at the preference items. 2all I would be saying is
that along the line of what you first made the point that
~maybe we should be selecting -- maybe some of these or time
to review them, whether they should be preference items or
not.

Mr. MéConaghy. If you did for revenue purposes, I
think you certainly would want to do it at least pass 1985,
Senator Symms. But, that is certainly something that you
could do.

Senator Symms. Mr. Chairman, when would that be
appropriate if we wanted just to sunset this or would that
be -- We're just going through -- We're not in the amend-
ment process now -- not in the sunset yet?

Senator Symms. ®Not in the daylight.

Mr. Chairman. After we have gone through -- What we
thought we might do first is go through each item with a
brief description and start back from the beginning and
if there was further discussion or amendment, it would
happen at that time.

Senator Byrd. Lét me ask one question about this
minimum tax. VMark, on the bad debt resérve. Take an
example. If a corporation has a bad debt totallinc $100,000.
does that mean that they would be able to deduct only $85,00073

Mr. McConoghy. No, that's just for financial institution

Senator Byrd. Only for financial institutions?
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Mr. Moynihan. Mr7 Chairman?

Mr. McConaghy. And only on that artificial portion
of the bad debt reserve bv Statute above their actual
experience.

Mr. Moynihan. Mr. McConaghy; may I speak to the

‘designation of this as a corporate minimum tax. I read it

to.be a 15 percent reduction in certain tax deductions that
corporations can make and we are reducing the size of those
reductions. |

What has this got to do with what we have'generally
thought to be a'minimum tax which is a device that is to
prevent you from using so many deductione that you pay no
tax at all?

Mr. McConaghy. Well, I think, Senatof'Moynihan,
corporate minimum tax prefefence reform, most people would
conclude that these items that were listed here were
preferences for purposes of the corporations -- for purposes

of corporation's computation of tax. Many times we try to

‘get at these preferences through various kinds of minimum

tax such as the one the Administration’proposed’to try to
propose, in effect, some tax on those preferences.

Others have suggested that instead of going through
those complications, why don't you just look at those
preferences directly and cut them back somewhat and in

this case it cuts them back. -
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‘ 1 Mr. Moynihan. I wonder if we could hear from Mr.
! (i} 2 Chapoton on this, becaﬁse it seems to me, if I understand
3 the working of the corporate minimum tax, the higher amount
4 .| of deductions taken of the kind listed here, the sooner
5 the minimum ta#_tfiégers in. And,by lowering those deductions,
i 6 the later theAminiAﬁm fax:figureé i;.
7 Mr. Chapoton. Well, Senator, that is correct, but
8. also note as you lower deductions, you are in the same time
9 lowering the preferencefand indeed I guess I would not
, 10 agree with your initial statement. If you had no preference
g 11 deductions, there would be no minimum tax under any type of
%,' 12' minimum tax.
{:) 13 Mr. Moynihan. But, it would seem.to me that this
14 particular proposal will end up with fewer corporations paying
15 the minimum tax.
o 16 Mr. Chapoton. That is true, because fewer corporations,
i 17 ‘there would be fewer preference deductions being allowed.
:; 18 Mr. Moynihan. I am not against this proposal, but i
: 19 this is a proposal.to réduce the number of corporations

20 that pay the minimum tax.

PENGAD CO., BAYONNE, N.J.

21 Mr. Chapoton. Well, let me -- I think Mr. McConaghy
% ' ' 22 went through it, but there is a present add-on minimum tax

23 in the law, as you know.

2 We proposed, in lieu of that, an alternative minimum

25 tax which would take these same preferences and impose a
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1 .
15 percent alternative rate on these preferences plus your
(i) 2 regular taxable income, if that were higher than your
3

normal tax liability.

. by the minimum tax, saying that it hit unfairly between

6 industries and the statement, as Mr. McConaghy said, that

l \ | - |

‘ There were many objections to the complexity caused

|

|

\

| 7 ‘

we heard alot and I'm sure the staff here heard alot, that

j 8 if you want to do something about the overuse of preferencss,
% o we_should look at the preferences individually and cut them
| 10 e
| back individually.
‘ n Mr. Moynihan. You are just reducing the preference?
12 Mr. Chapoton. That is what is being done in this
13 proposal, as I understand it, is a reduction of preferences
1 and that does -- I think that that probably makes‘more
15 sense.
. 16 Mr. Moynihan. You won't mind me suggesting that in
§ 17 the Committee report we list the preference reduction |
‘é 18 sectioé, unless you are just so attached to the idea that
f 19 | there is going to be a corporate minimum tax in this Bill
§ 20 and even if there is nbt; you are going to say s0?
ﬁ; 21 Mr. Chapoton. We have referred to this as a -- It
: 22 is a preference cutback, I'm not disagreeing with that.
23 The minimum tax preference is why it gets this naﬁe, but
24 it is a preference cutback and it is in lieu of our minimum

25 tax proposal.
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Mr. Moynihan. Well, can we agree that we will call
it a preference cutback.

Mr. Chairman. You can call it anything you want.

Mr. Moynihan- ‘Well, it just seems to me a certain
aﬁount of tér@iﬁdiogiéal;}nexaCQitﬁdé is.necessary«on the
other éide thefz; Bul thafti£—6ught to be called at£ention
to.

Senator Byrd. The fact is it does faise revenue.

Mr. Chairman, It does have some people paving taxes,
or some corporations.

Mr. McConaghy. The next item deals with construction
period interest and taxes and the rule today, so that vou
know it with respect to an individual taxpayer if he incurs
interest in taxes during the construction period, those
interest in taxes are required to be capitalized and spread
over a ten-year period, rather than to be currently expensed,
except for one type of construction, and that's low-income
housing.

However, in the case of a corporation, there is no
rule similar to that, -and in that case interest and taxes
are currently expensed during the consfruction period.

This change would require £ha£ in the case of corpora-
tions there would be a requirement to capitalize interest

and taxes during the construction period with respect to

construction other than residential construction.
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Senator Bentsen. I1'd like to understand from Treasury,
in talking about doing that are we talking about Section

1250 on real property? Is it limited to that?

Mr. McConaghy. This really does not deal with Section

1250 atiall,“Sé;éibf Bentséh}>diféé£iy. It would just

IR B
1 .

say fhat when :é:cbfporafiéﬂ ié constructing a property
other than residential property that the interest and taxes
that are incurred during that constrﬁction period will be
required to be capitalized and spread over a ten-year
period rathervthén being currently expensed as under exist-
ing law.

Senator Bentsen. Well, in other words, are you talk-
ing about extending it to 12452

Mr. Mchnaghy. No, just real property.

Senatdr Bentsen. Well, that's what I am trying to
get to, real property. So, it is not the 1245, it is
just real property?

Mr. McConaghy. Yes, but some real property is subject
to.1245 today, as a result of changes we made in ERTA
last year. So, this just would go to real property
itself and say, when you are constructing real property,
interest and taxes during the construction period would

be capitalized and amortized over ten years.

Senator Bentsen. Mr. Secretary, do you want to comment

on that?
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Mr. Chapoton. No, Mr. McConaghy is right. Some 1250
property is now subject to 1245 is the point he was making.
This only applies to real property.

Senator Bentsen. Well, let me understand then. Would
it inciude str&ééurés;Affixea to ﬁhe ground, such as farm
implément sheasi ﬁiéélineé, thé rest of it?

Mr. Chapoton. No, it would not. It would include only
buildings.

Senator Byrd. Well, does not that run counter to what
we have been trying to do in legislation of last year to
encourage expansion?

‘Mr. Chapoton. The legislation last year provided

faster cost recovery for all buildings and equipment. This

is a rule that is already applicable to individuals and it
simply makes that rule applicable to individuals applicable
to corporations.

It will have the effect of not allowing, as early
as they are now allowed, certain expenses in connection
with the construction of a building, that is, the interest
and taxes that are incurred during the period of construction
of the building will have to be capitalized and recovered
over a ten—year»period so they will not be deducted-
immediately and therefore there will be a referrel of that
deduction.

These same buildings will have a force of a 15-year
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recovery period at an ;ccelerated rate, if they wish.

Senator Byrd. But, after the building is structured
and utilized, then taxes and interest paid at that voint
would be --

-Mr. Chgfotoﬁ;-;éré:déductiblé,,that's correct. Fully
deductible whenlpaid; v

Mr. Chairman. This ends the discrimination between
an individual and a corporation.

Senator Matsunaga. But, Mr. Secretary, as I recall,
the 1976 Act limited the tax to individuals because there
was abuse in the tax shelter use by individuals, but there
was no such abuse on the part of the corporation. 2m I
not correct?

Mr. Chapoton. Welljkas I've often said, an abuse is
in the eyes of the beholder. 1In any case, where this jitem
is an item of capital nature, it is a part of the construc-
tion of the building, if it is deducted eafly, it has the
effect, obviously, of offsetting other income since there
is no income from the building at that time before construc-
tion is completed.

So, in the case of individuals, it was a very popular
shelter device, that's correct. It haé the same effect in
the case of a corporation, of course.

Senator Matsunaga. But, did I understand you correctly

in response to Senator Bvrd's question that the proposal
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would be contrary to the Treasury's broposed -- completed
contract regulation which would allow construction here,
interest and taxes to be deducted as a veriod expense?

Mr. Chapoton. No, that is a different situation,
Sénaféf. Tﬁat.;s 66 £he side of £he:building; the cbnstru&—
tion company. Thié'deducfioh'felates to the builder, the
owner of the building who is having it built. pge may have
a4 contractor to do it. The completed contract rules deal
with the taxation of the éontractor. These rules deal with
the‘taxation of the owner of the building, the corporation
that is having the building constructed.

Senator Matsunaga. Would this not tend to delay con-
struction?

Mr. Chapoton. It will have the effect of reducing the
early tax benefits from the construction of a building.
With this deduction, these tax benefits can offset income
from other sources.

Under this-rule, these expenses would have to be
capitalized and recovered over the next ten yYears. So,
the tax advantage that now exists would_not longer exist,
that is correct.

Senator Matsunaga. What I am fearful of is that --
Well, the hotel construction'going on in Bawaii -- Well,
Hawaii I cite only as an example. And, this might delav

the expeditious construction of needed hotel space.
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Mr. Chapoton. It would help the economic recovery and
then they would all beifilled.

Senator Matsunaga. But, if we don't have the hotel
space to accommodate, those who want to spend the money that
they_will bé:acéuhmulating'uﬂdér YOui proéram, well, we
would not profit ffo¢ it bribenefit*from it.

Mr. Chapoton. Thosé hotels, as of last year, have a
15 year write-off period and that is a véry significant --

Senator Matsunaga. I realize that.

Mr. McConaghy. The next one deals with so-called
MCDCO, the taxation of life insurance companies. And, I
think there has been some arrangement that has been worked

out and I think Mr. Belas is going to go through that

arrangement.

Senator Bentsen. I would say, Mr. Chairman, that I do
believe we ﬁave worked out a reasonable compromise with
YOu and your proposal and if Mr. Belas would get into the
technicalitites of it, I think it would be helpful. I
think Senator Chafee is satisfied with the compromise.

Mr. Chairman. I want to thank you, Senator Bentsen, for
your valuable assistance in being the éxpert in this area

and also Senator Chafee. Senator Chafee is here.

We are just getting into the MODCO and Mr. Belas will

give me a description of what I understand may be acceptable

compromise?
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|
Mr. Belas. I believe this would be acceptable to the

industry. We worked this out with Senator Bentsen's staff

and Senator Chafee's staff in close conjunction with the
indust;y.

: Mr.véhaifﬁanz éaﬁlipﬁapﬁ}ifthé éike up just a bit,
Rich?

Mr. Belas. .Mr. Chairman, the primary problem that
Treasury attempted to add;ess in its proposals last February
was a tYpe of insurancé between insurance companies called
modified co-insurance.

While the.transactions themselves had longstanding
business purposes behind them, in recent years the trans-
actions had been used for substantial reductions in life
insurance company taxation.

Senator Bentsen and Senator Chafee and the other co-
sponSors introduced a bill which would have addressed the
modified co-insurance unintended tax benefit and also at
the same time revise some of the other rules relating to
Subchapter L of the Internal Revenue Code, the portion of
the Code that deals with life iﬁsurance compahies.

We have worked out on the staff level a compromise, of
which the major portions of which are as follows.

The modified co-insurance provisions wcould be renealed .

as. of January 1lst, 1982, the special tax treatment for the

modified co-insurance transactions, and also similar
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reinsurance transactions which have the same effect would
also be repealed or deﬁied favorable tax treatment.

Because of the possibility of intended or possible
hardship to certain reinsurers, however, the proposal would
ailow a»thfeefyeér récapture beriqdrSO that the additions
to income.wégia;not h;vex£o be tékéﬁ-into income in one
year.

There would be a grandfather provision for the modified
co-insurance in related-type transactions except in the
case of fraud.

The second major portion of the proposal relates to
the deductibility of policyholder dividends. There is
currently in the law a small company special deduction
which is limited to $250,000 worth of policyholder dividends.

This would be raised to $1 million. but an affiliated
group limit would be applied so that only one $1 million.
deduction would be allowed for an affiliated group.

Secondly, the $1 million. deduction would be limited
or targeted to smaller companies.

The second policyholder dividend issue would be to
allow and to make sure that 100 percen£ of vnolicyholder
dividends would be deductible for qualified pension business.

Third, there would be a safety net or safe harbor

which would allow up to 77 and a half percent of policyholder

dividends on nonqualified business to be deducted for mutual
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companies and 85 percent of such policyholder dividends
to be deducted by stock life insurance companies.

The third méjor area of the provosal concerns deferred
annuities. The Treasuryv has proposed and the proposal in-
cludes a modifidatidn of section 72, which deals with the
taxation of ;nnuity,coniract so that any withdrawals from
an annuity contract %ould be deemed to be income first. The
taxable amounts of investment income on those contracts
would be deemed to be taken out first if there were a with-
drawal from the contract.

A éimilar rule would apply to loans. There would be.
a ten percent penalty similar to that imposed on IRA's for
withdrawals prior to age 59 and a half or within ten years
of the contribution, which ever period is shorter.

The ten percent penalty, however, would not be applied
to the whole amount in the contract, however it would be
applied only to the investment income portion.

Also, as suggested by Treasury, the package would in-
clude a 100 percent excess interest deduction for amounts
credited to the deferred annuity business, that is a life
insurance company deduction.

The fourth major area deals with a special type of
formula called the Menghy formula. And, the formula would
be changed from an arithmetic computation to a geometric

computation, however unlike the Bill 2353, as introduced,
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there would be no special cap on that deduction or on that

ﬁ  > 2 "formula.

3 The fifth portion of the Rill relates to consolidated
4 returns. An affiliated group of life insurance companies

5 would be allowed to compute their’cqnsolidated returns on

6 a bottomline; ponsoliéation méfhéd; for the stop gap period
7 | of this bill.-

8 The sixth area of the Rill deals with reserve evaluations|.
9 Section 818(C) (2) of the Internal ReVenue Code, which provides
10 § an approximate revaluation formula for preliminary term

" reserves would be reduced from $21 per thousand dollars of

12 insurance in force to $19. per thousand dollars of whole

13 life insurance in force.
h 14 This would apply to business written after March 31lst,
15 1982.
; 16 The seventh portion of the Bill deals with a grand-
: 17 father protection. There would be grandfather treatment

-« FORM

18 of excess interest deductions, prior consolidated return

07002

1¢) treatment claimed and modified coinsurance transaction
20 related-type transactions, except for fraud would all be

21 grandfathered for transactions and for instance, before

PENGAD CO.. BAYONNE, N.J.

22 January lst of 1982.
23 Mr. Chairman. We're going to ask Treasurvy to comment
24 on the proposal, but I assume they approved this provision?

25 Mr.Belas. Mr. Chairman, I understand the Treasury still
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has certain objections to certain portions of this package.
Mr. Chairman. Let's go ahead and finish.
Mr. Belas. There is one final major portion of it.

There is a new or recent type of life insurance product

w,

fecently beingAintroduced,_referred to in the industry as

universal lifét.big'ié a fiéx;blé preﬁium type of policy.

The proposai woula presc¥ibe guidelines. The eligibility
of proceeds from universal life products for income tax
death benefit exclusions ﬁnder Section 101 of the Code,
and except for grandfather protection for prior periods,
wouid not prescribe treatment of excess interest.

There was a small technical problem that Qould be
solved by the proposal which would say that no reserve deduc-
tions would be allowed for interest guaranteed beyond the
annual evaiuation date. That would take care of a possible
problem over a statement of reserves.

Mr. Chairman. Now, I notice on the revenue side there‘s
a change in 1984 of 1.6 to 1.5?

Mr. Belas. That is correct, sir. That is the latest
joint committee estimate for this proposal.

Mr. Chairman. And, I only note that because that
would not make the package $100 million lighter which would
make it $98.3, which is precisely the target we have.

Now, Mr. Chapoton, do you want to comment on the

package?
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Mr. Chapoton. I';l be very brief, Mr. Chairman.

The package we proposed repealling MODCO, and doing nothing
further. We have had, since that proposal was made, many
and long d;scussions with the industry. This is in the
nature of a stop gap proposal.

Mr. Chaifﬁéﬁ?'rWhat‘is the length of this proposal?

Mr. Chapoton. .Three years.

Mr. Belas. Most of the provisions will terminate after
1985. It will go through 1982, through 1985.

Mr. Chapoton. There are permanent provisions in it.

It deal repeai MODCO, the use of MODCO altogether and it
certainly goes in the correct direction.

The parts of it that bother us, I am somewhat disturbed
by the agrandfathering of prior.transactions which had no
substance whatsoever. As I understand this pfoposal, we
would grandfather all except where there might be'fraud
involved.

In the case of the pension deduction, we agree that
100 percent of pension business of insurance companies,
we agree 100 percent deduction should be allowed. I think
we do need drafting discretion to make sure that the deduction
doesn't exceed 100-perceﬁt. The staff has worked on that.

The so-called preliminary term adjustment, it is a very
complicated subject, as I might say all of this is, but

the preliminary term adjustment is a $21. per thousand.
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I understand that we dropped $19. in this agreemént;

We had préposed in our further discussions with the
industry that that didn't really make any sense having any
artificial-allowance and- that we should take that to zero
and if ;hat pgs a‘result of»oyertaxation elsewhere in the
industry,:then aﬁéuéf'élsewhéré. kBpt, we're willing on a
stop gap basis to:live Qith it like this.

But, I would think that therershould be committee
report language to prevent cases that aren't entitled to
any preliminary term, théy are not really whole life policies|

Mr. Chairman. Could he just wind up and then -- Is
that the end?

Mr. Chapoton. No, one more item and it is the signi-
ficant one, the so-called universal life or variable
premium policy.

As I understand this agreement, we would allow 100
percent deduction of so-called excess interest in that case,
is that right?

Mr. Belas. It is not in the proposal at this time.

Mr. Chapoton. ©Oh, it is not in the proposél.

Sénator Heinz. Mr. Chairman, that was my question.

Is the deduction on excess interest on universal life in
here and if it is, is it at 100 percent for stocks and
90 percent for mutuals?

Mr. Belas. The proposal, as agreed upon, I believe,




740

- FORM

07002

PENGAD CO., BAYONNE, N.J,

10

1"

12

13

14

15

16

17

18

19

20

21

22

23

24

25

~they have a significant investment feature to them. If

253

is silent on that. You would have to make a choice on how
you would handle that.'

Senator Heinz. Mr. Chairman, is there objection with
that? 1Is there a problem with that?

Mr. Chéi?gaé;i ihw;ﬂ£ tb heqr ﬁrom Treasury on it.

Mr._Chaégth. ?hé;;ould sﬁbmit;that the deduction shoﬁld
be limited in the same way as the excess interest is cenerally

treated under the proposal, that is, an 85 percent deduction.

The concern here is these are life insurance policies,

100 peréent_deauction is allowed or if it is left open for
iitigation so that 100 percent deduction is allowed, the
effect is the investment income earned through this invest-
ment feature will not be taxed at all. It is nbt taxed at
the company 1ével and not taxed at the investor or policy-
holder level and we think that would be a serious move,
obviously, over time, to this type of investment-vehicle.

Some limit on the amount deductible would be appropriate,
we think.

Mr. Chairman. I would hope we might -- In other words,
you have two reservations, one in that area and one in
the grandfather clause.

Mr. Chapoton. Yes.

Mr.-Chairman. And we are just going througﬁ it for

the first time. 1Is there a chance there can be a resolution
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1 of those two issues?
£ 2 Mr. Belas. Mr. Cﬁairman, on the grandfather, I believe
h 3 it will be very difficult with Senator Bentsen and Senator

4 Chafee to work qut something under grandfather. 1If I am

5 mistaken, we wéﬁld be happy to Qéfk'that on the staff level.

6J dn the é;céss intefeéf issﬁé; the universal life

7 issue, there are fhreefopﬁions'thatiyou have before you.

8 One is to allow 100 percent and perhaps 90 percent or some-
9 thing, for mutual companies, if you think there should be
10 the continued differential.

1" Second would be to allow a litigating position to

12 give the safety net percentages to. these type products

13 and to allow the industry to litigate what the appropriate

Q;) 14 amount above that might be and the third would be to allow
15 only the percentages allowed in the safety net percentages
16 as in the proposal.
»g 17. (Continued.)
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The Chairman. Assuming we can resolve that --
I'm not certain how right now.-- thgn, are you objecting
to the proposal because of the grandfather clause?
Mr. Chapoton. No, this would be the most signifi-

cant part. With that chénge we would be happy to go along

with this proposal.

Senator Heinz. Mr. Chairman, I am not sure that
I heard Mr. Chapoton incorrectly. I think he said he would
be opposed to the third option.

Mr. Chapoton. No, I would vote for the third
option.

Senator Heinz. Oh, I'm sorry. Thank you.

The Chairman. Either Senator Bentson —--

Mr. Bensen. Well, I think overall on the proposal

what you're saying is the situation where when this

legislation taxing life insurance companies was first put
into effect in 1959, they were paying about 2.4'percent of
the corporate tax related to other corporations, but it was
based on the Walter Menghv formula which talked about
interest rates at four, five and six percent,.

You had a great distortion on interest rates that
started in the late '70's which at a very major phase
escalated the tax liabilities of the insurance companies,
not as it was intended when the law was written.

They then went to MODCO, and obviously MODCO is

1 I
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Something that has to be corrected, but they went to it
because of what was happening in the way of a tax burden.

This particular piece of legislation that we are
talking about now will bring up their tax burden to something
that approaches 5.4 percent as compared to the rest of the
corporations, substantially above what it was when the
legislation was first drafted to tax life insurance companies
in '59. |

It tries to preserve -- one of the reasons that
we keep talking about industry in this -- we are trying to
preserve in this tax effort the competitive balance between
the mutuals and the stock companies. And that is not an
easy job.

But they've tried to strike that kind of balance
in this and hopefully have done it equitably so we are in no
way destroying the competitiveness between these two branches
of the life insurance industry. I think a reasonable job
has been doné in that regard.

Now, things have been put into this that are going
to force both of these parties back to the bargaining
table. That's Treasury and the life insurance industry
because both of them have things in here that haven't
satisfied them. And as the Secretary said, it is an
exceedingly complex area, and it is going to take hearings,

and we have here an interim solution. And that is all it is,
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But we must say, I think, to the benefit of the
industry, that they are the only industry that has come up
on their own and said, you know, we are ready to go ahead
and pay a substantial increase in taxes.

Now, .the chairman said that's not enqugh; and
they thave now gone back, and we have worked with them,
and that has been increased to this point. Overall, I think
it is a reasonable compromise. It leaves everybody a little

dissatisfied.
4
Senator Grassley. Senator Bensen, how long do

you consider the interim now? Originally we were talking
about two years.

SenatorzBehtsen. You're talking about a maximum
of two years.-As Mr. Chapoton and the Secretary says there
are some things that are affirmative in this that Treasury
wanted, but most of the things have a maximum of two vyears.

Mr. Belas. It will terminate at the end of 1985
now, Senator.

The Chairman. Senator Chafee.

Senator Chafee. Mr. Chairman, Mr. Chapoton
pointed out that MODCO has been repealed in his opening
statement, and, thus, it, of course, put tremendous leverage
on the company to put back. We just hope Treasury will be
as enthusiastic to meet them.

Mr. Chapoton. Senator Chafee, I can assure you of
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our enthusiasm. There are severalbthings in here. The
preliminary term adjustment is a problem we want to revisit.
We will certainly revisit in any event the treatment of
Universal Life.

And I am concerned if this committee decides that
the Universal Life product which is a very sound product --

I don't mean to imply that it is as defined under this

"agreement is a very sound product, and I don't mean to

imply otherwise,

But it would contain a very substantial investment
feature. 1Indeed, could that aspect of it would be emphasized
and without some réduction, some.limit_on the reduction.

See there is no tax at the holder level, and so if you

have 100 percent deduction at the company level, there would
be no tax on this income whatSoever; on income earned
through this investment feature whatsoever.

And we are concerned on that on an interim basis,
and of course; I think there will be a significant -- a
possibility -- maybe é significant possibility that a stop-
gap will be rolled over for another year or two or longer,
and we would be concerned about that as well,.

Senator Chafee. Well, I think it is the hope of
everyone that we can get this thing settled in a couple
years.

The Chairman, I would hope -- you know -- we're




\

- FORM 740

BAYONNE, N.J. 07002

PENGAD CO.,

10

1

12

13

14

15

16

17

18

19

20

21

22

23

24

25

270

going through the first round -- that we can ask them to
focus on the question raised by Treasury. Here we're trying
to make certain that everybody gets to pay a little tax,

and it looks like we may be creating a loophole.here that
does just the opposite.

Let's try not to leave that unsettled.

Mr., Belas. Mr. Chairman, may I make one'last
comment on this? I believe you have a handout, and there are
a couple of typographical errors. One, it refers to the
Menghy fdrmula as being a permanent provision and the
deferred annuity provision as being tempérary. That is the
other way around. The deferred anﬁuity provision is the
one that would be permanent.r

And finally it does refer to leaving the issue of‘
excess interest to litigation, and as I understand it,
the proposal should have said that it is an open issue.

The Chairman. All right. Let's focus_oh that.

If you have somebody, Mr. Capoton, that can discusé that
with Rick and John,

Mr. McConaghy. The next item on the list deals
with dividend reinvestment provisions. Essentially that is
a provision which allows a certain amount of dividends paid
by public utilities to be excluded. It is $1500 in the
case of a joint return and $750 today in the case of an

individual return. That provision was put in last year and
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expires in 1985, This eésentially would repeal or terminate
that provision as of December 31, 1982,

The next item deals with the individual minimum
tax. There is a handout that should be circulating. Today,
as you know, we have both an add-on and an alternative mini-
mum tax in the case of individuals. The‘add-on individual
minimum tax works similar to the corporate add-on minimum
tax and that is to the extent that someone has tax preferences
which are greater than one-half of their regular taxes paid
or $10,000, then essentially there is a 15 percent tax
imposed on that excess.

The add-on minimum tax picks up the following
six preferences that are similar to the corporate preferences;

accelerated depreciation on real property, accelerated

amortization of pollution control facilities, perocéntage
depletion in excess of the adjusted basis of the property,
child care facilities, and intangible drilling costs in
excess éf the amount amortizable in excess of net income

from oil and gas production.

In addition, we have today an alternative minimum
tax in the case of individuals. Really there are two items
that are in that alternative minimum tax. They .are the

deduction for long-term capital gains. That's at 60 percent
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deduétionmand the amount of a taxpayer's adjusted itemized
deductions.

All itemized deductions other than medical
casualty state and local taxes ih excess of 60 percent of

adjusted gross income are considered to be the amount that

gets included in alternative minimum tax., We then apply a

ten pércent rate on taxable income defined this way

between 20 and $60,000; and 20 percent on the amount in

excess of 60,000.

The proposal in front of you really would get
rid of the existihg add—on minimum tax for individuals and
the alternative minimuﬁ tax that is under presen£ law
for individuals, and essentially it would replace it
with the proposal that is listed on page two of that

handout.

And the way this alternative minimum tax would

apply, you would come up with what we would call an expanded

tax base, and then you would apply certain rates to it.
You would start with adjusted gross income and then you

would add back all existing tax preferences. The ones

I just went-over -- in addition you would add back interest

and dividend income to the extent it was excluded from

income such as interest on All Savers, the 100 and $200

dividend exclusion.

You would then add interest on tax-exempt bonds
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issued aftef 12/31/82 at the end of this year. You would
then subtfact the full charitable contribution deduction,
the medical and casualty deduction that you would be
entitled to, home mortgage interest, and interest to the
extent of investment income, and real net operating losses.

That, then, would give you something called a
minimum expanded tax base, and on that expanded tax base,
we now arrive at minimum taxable iﬁcome. You would take a
tax raté of zero on the first 40,000, if you had a joint
return, ten percent tax on 40 to 60,000, and a 20 percent
tax on amounts over 60,000,

Now, you would only pay that tax if, in fact, it
were greater than the tax you would pay undér’the regular
computations.

So, in effect, what it does is get rid of the add-
on tax today and the alternative minimum tax, takes the
same preferences, adds two additional preferences, and
then arrives at an amount at which we would impose a tax
of ten percent on amounts between 40 and 60,000; and 20
percent on amounts over 60,060 in the case of a joint
return. So it expands the base somewhat.

Senator Long. And how much are you going to raise
by the time you get through doing all that?

Mr. McConaghy. This, Senator Long, would raise

in 1984 200 million; in 1985, 300 million; and continue to
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go a lit?le bit progressive at that rate.

Senator Long. Well, let me just put my protest.

Mr. McConaghy. A good portion of that, by the
way, 1is from repealing, meaning that this is the net figure.
Obviously, you lose a good deal of money from getting rid
of today's add-on minimum, tax and today's alternafive
minimum tax. This would replace it. |

Senator Long. Let me just put my little protest
in., The existing minimum tax is horribly complicated.
It's a confused mess. And I thought it was difficult
to make anything worse than the one we have now or more
complex, more confusing and more difficult to handle,

This one -- I think this one'beap§ them all,
This is even worse than the old one., So that it is
incredibly complex and it is between two incredibly complex,
difficult to administer pieces . of legislation. The old one
had at least one advanfage: the people who have to live with
the old one at least know what it is.

But this one you have to learn what it is. And
to go through -- now, but look at one difference here.
This one here under Item C would tax the interest on
tax exempt bonds. I thought that is the one thing that
Congress had stayed consistent on up until now that we
were not going to let the Treasury tax these state and local

bonds. That is the one thing they have been wanting to do
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for 50 years is to get into court and try to prove -- and
try torget the court to reverse itself. But whether the
Supreme Court ruled its constitutional, you can't tax these
tax exempt bonds, they could do it. But the difference is
that up until now Congress hasn't given any basis to get
into court to contest that.

Let the Treasury take the states to court to
claim that you can tax state géverﬁment. I would say
for what little is gained by as revenue. It doesn't justify
changing from one to the other. It is important to get to
it., I want to urge that we not agree to this., And I
would like to suggést that we just stay with the old one
rather than go to this.

Senator Bentsen. Is the Senator through? I don't
want to intrude.

Senator Long. I am through.

Senator Bentsen. Let me ask some questions
concerning this so I can better understand it. On the
excluded interest and dividended income, adding that
fact to your adjusted gross income, what.would be that type

of interest in dividend income that would be excluded?

Mr, McConaghy. Today we have a dividend exclusion,

We have a net interest exclusion, and we have an exclusion
for All Savers certificates under this.

Senator Bentsen. Oh, sure. All right. Now, you
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got to C where you list those things that you subtract,
and you have your home mortgage interest and other interest
to the extent of investment income. At the present time,
don't we have a corridor between that, between the invest-
ment income?

Mr. McConaghy. Today we have a special provision,
Senator Bentsen, dealing with investment interest, and it
provides that you can deduct your investment income, your
investment interest to the extent of investment income
plus $10,000.

Mr. Bentsen, $10,000., That's the corridor; isn't it?

Mr. McConaghy. Right.

Mr. Bentsen. So you would. remove the $10,000
corridor; is that right?

Mr. McConaghy. After this alternative minimum tax
that excess above inveStmeﬁt income would be included in the
alternative minimum tax. That is correct.

' Mr. Bentsen. So you no longer have the corridor.

Mr., MCCbnaghy. For purposes of this alternative
minimum tax that is correct. Not for purposes of the
regular tax. It would stay there.

Mr. Bentsen. Oh, I understand that. Yes.

Mr. Moynihan. Mr. Chairman, could I ask Mr. McConaghy,
in the new proposal, the Item A in calculation says all

existing preferences. Do I take that to mean the six
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preferences in the current £ax as against all references
that can be found in the tax code?

Mr. McConaghy. That is correct. It is really the
six preferences in the add-on minimum tax and one of the
preferences in the alternative minimum tax which is capital
gain, and then it would add two oeher preferences here as
weli.

Now, there is a typographical error I'm sorry about
and that is in addition to excluded interest and dividend
income and interest on tax exempt bohds, there would be
two Gther or three other preferences, and they would be

mining exploration, development expenditures, circulation

expenditures so it broadens the list of preference, Senator

Moynihan, by adding five additional preferences to the

list of preferences, collapses the add-on and the minimum
tax_together;eand imposes'a tax at the rates listed on page
two on that.

Senetor MOynihan;' Butfitzis“;hatgnow.- IﬂdOn't suppose
anybody knows what all the existing preferences are in the
tax code. Or that men doesn't have to work for the’
joint committee on economic --

Mr. McConaghy. I would not have to try to designate
which items were preferences under the code, Senator
Moynihen.

Senator Moynihan. Thank you.
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.The Chairman. Senator Danforth?
Senator Danforth. In your view, is it simpler or more
complex than the present law?
Mrf Chapoton. 1It's probably simpler than the present
law because you have two minimum taxes in present law. One

of them is an alternative minimum tax. I should add we

reviewed the possibility of proposing an individual minimum

tax and decided not to do so because there would be a 1ittle»
additional money, and because of the difficulty of doing
so.

But I think an alternative minimum tax is, if one wants
a minimum tax, is-prbbably more approériate than an add-on
minimum tax. It does do what a minimum tax ana most people
think what a minimum tax is doing. That is that the taxpayer
must pay some minimum amount of tax .on economic income.
And, indeed, that is what we proposed in a corporate minimum
tax.

Senator Danforth., So it is your view that this would
be somewhat simpler than tﬁe present law?

Mr, Chapoton. I would agree with Senator Long that

minimum taxes are complex, If you have one rather than

"two, it probably is somewhat simpler.

Senator Danforth. Now, let me ask one other question.
A lot of times people complain that there are a lot of

relatively high income individuals who end up paying no
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taxes at all or almost no taxes, and it is something of a
natidnal scandel. 1It's part of the cause for the so-called
taxpayer revolt.

The figures come out, as they do periodically, indicating
that there are "x" thousands of people in the country who
ﬁave incomes of over a quarter of a million dollafs or what-
ever, and they end up paying no taxes at all.

And now from the standpoint of equity, and from the

‘standpoint of féirness, and from the standpoint of trying to

reduce the possibility of people getting off sscot-free

without paying any taxes or almost no taxes, would this

-provision, in your opinion, tend to make the tax system

fairer than it is today?

Mr. Chapoton. You are addressing that to me, Senator?

Senator Danforth. Either. I would like to hear from
both you and from the joint committee,

Mr. Chapoton. It would address that very question.
And you have to be concerned, as we've discussed and discussed
with the members about the different preferences, and one
of them that you must be concerned about is the tax exempt
interest, but it certainly does go to the very point.

That is it says that the code will require all taxpayers
to pay taxes, to pay some taxes on economic income, at least
not be able to avoid paying taxes with these preferences,

And this is a very broad list of preferences.
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! Mr. McConaghy. Senator Danforth, we did run based on
_~) 2 1979 income leyels this morning distribﬁtion and what
3 average tax increases would be and how this would be
4 compared to what we have under existing law. Now they would
° be ~-- the '79 levels would be blown upljust a little bit for
6 1981. But what we find is that it hits people that are in
¢ the very upper income brackets harder, over $200,000 of
8 expanded income, for instance, thoée individuals would have
® an average tax increase of $12,020.
10 In the bracket between 100 and 200, they would have
n an average increase of $3,095, and the average bracket from
12 50 to 100,000, they would have an average increase in tax
N 13 of $1174.
7 14
' On balance below 50,000, essentially there would be
15, a tax decrease because this would not pick them up. But
. 16 above 50,000, it would start to pick them up significantly.
§ 17 Senator Byrd., Can I ask‘both Treasury and Joint
é 18 Committee this? 1Is my understanding correct that under the
f 19 present law, high income individuals -- only way that that
g 20 individual can escape paying'somé tax is if his or her
g 21 entire assets are in tax exempt bonds?
) 2 Mr. McConaghy. I think, Senator Byrd, that certainly
23 is one way and probably an easier way to avoid paying
24 tax to have all your investments in tax exempt interest.
% There are other kinds of combinations obviously of tax
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-

shelters that I.can-put together. Many:.of. those. are.:. .

preferences, but,if. I .can.put. them together .in certain;

ways. I could- come, close .to.paying very little tax, but it

is.the easiest way .to escape it altogether,. of course, ‘is
with tax. exempt. interest. | o : - cge Lon . o he

xumﬁgnatprgByrd. Not only the easiest way but I was under

TaRiYs

the impressiomthat because, of .tax prefierences recaptured,
SO to fsip‘eaqks-!a;t:ha;@- that,is the only way thatvery high income
taxed :individuals; can.esgape .all taxation.

M-n Chapoton. Weill, Ewoulkd.agreenwithMcConaghy.
There, woirdld, berways. It probably,wouldnt becsmart v .
e.cpgnom,%é:a.l ly;. but,there. would be ways, I 'm;certain,. if .one

investmentsS.wan,  ano he Gnows oo Lo oonu BAN @melipt o sl
That:ds: wiere the deductions, in .the dnvestment are r .. .
greatly accelerated over egonomic-cost.y ias .»n o
 .-.u.8enator; Byrd.; And.my .other question is is it.wise-.orx
appropriate to include tax exempt bonds .as a preference item?
Noﬁ,“in L96§;this committee explored prettyv. carefully this. -
questiqh of -tax; exempt bonds, -and, every governor in every
state in the,unianOpposed-rtﬁ and most, mavors communicated
communicated with the committee in opposition to it.

- Mr. Chapoton. We have some concern about including

tax exempt bonds. We remember well the '69 experience, -and




J

- FORM 740

BAYONNE, N.J. 07002

PENGAD CO.,

10

1

12

13

14

15

16

17

18

19

20

21

22

23

24

25

283
rate. So you've already been taxed. You've been taxed
the benefit of the state government. You're getting less
return on your investment than you would if you bought
a security from the federal government.

But they have been taxed already. That was the case he
made because they-get this lower yield. Now, furthermore,
in many, many years, the retgrn on these state and local
bonds has been less than the depreciation of the-value'of
the money.

So in many cases it was really no real income at all.
It didn't even keep you whole against inflation. But beyond
that, oﬂce you let them establish a principle that we are
going to tax these tax-exempt bonds, you are goingﬂtq have to
go to the Supreme Court and get them to reverse themselves
because they have held that it is not constitutional. You
are familiar with that?

Mr. Chapoton. I am familiar with that case. I remember
that was a split decision.~ It was, I beliéve,>before the
turn of the century,vand it's been a rather controversial --

Senator Lbng. The majority came down on my side.

(Laughter.)

Sénator Long. I've never heard a government lawyer
talk about a split decision unless it was split against
him. I didn't think that you were that kind of a lawyer,

Mr. Chapoton. I thought you were the kind of lawyer that
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I would go pay my money to hire. I thought that you were the
kind of lawyer that said, look, back in the days when you
could rely on what the Supreme Court said from day to day.
They had this matter before them, and back in those
days the court ruled just exactly the way that we alwayvs
thought it was supposed té be, and we think that even the
Supreme Court said something back when John Jay Qas on the

Supreme Court or John Marshall was on the Supreme Court,

that is still good law.

But now you're the head people down there, and I never
thought you were one of them, but if you're the head people

down there in the basement of the Treasury, and some of them

have worked up from the basement of the Treasury. But you're

saving for years if we could just somehow or other get this
thing through the country -- if we could just somehow get
something through so on some kind of a basis -- just any
kind of basis =-- they can tax theée state and local bonds,
we might be able to.get those people to reverse themselves.
Now, I'm trying to hold out long enough so Mr. Reagan
can put more people on that court that would leéve the
old decisions the way they used to be. And it seems to me
that you shouldn't try to reverse them before Mr. Reagan
can put a few more conservative, strict constructionists on
that Supreme Court. If you had the kind of judgment that I

think would see it the wav it has alwavs been, I might be
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willing to give yoﬁ a people a chance to have a second

start at that matter, but up till now under your predecessor,
those people I've been talking about in the Treasury --

not the Secretary of Treasuryv, not the Under Secretary of
the Treasury, but somebody around has kept sneakinq these
things in these bills.,

And somehow they:swept it past the House, and we can
catch it and send —-- thou shall nét do this, and so we would
knock it out, and that would be the end of it for another
year or two until back it comes again.

I'm surprised at you, Mr. Chapoton, I thought you kﬁew
better than that.

Mr. Chapoton. Senator Long, let'me quickly add this
is not our proposal. We have --

Mr. McConaghv. Senatdr Long, I would like to add that
Mr. Chapoton.was here in 1969 when that provision came
through.

Mr. Chapoton. Short meﬁori, but not that short. And
we think -- I think one must be concérned about the
immediate impaét on the tax exempt market for doing something
like this. And we have expressed that concern.

Senétor Long. It's got to shake them all up; hasn't it?
It has got to scare them to death.

Mr. Chapoton. It will shake them up.

Senator Long. Mr. Dole said he hopes so. He's not
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afraid to scare them a bit. Well, they can only stand so
many shocks at one time. Now, they've got plentv of

shocks in this bill the way it is now. So I would suggest
that when we get around to voting on this, just what little
we have gained on this matter ought to be left out.

So far you've done a lot of improvement on this;
Compared to what thisAminimum tax was the first phase I saw
of it, it had been enormously improved.

Now, I want a suggestion for further improvement. Drop
what's left of it. Then, vou would have a real improvement.
The Chairman. We'll take that under consideration.

Next?

Senator Matsunaga. I might add, Mr. Chairman, that when
you run for president in 1984, you sav I'll take all these
taxes that the former Concress enacted and just save you my
people.

The Chairman. Well, we are just trving to be fair on our
side. Maybe we've overdone it. Let's go on to the next
item.

Senator Long. I just thought that the chairman of this
committee, John Dole, was a man I could depend on to stand
upand fight and save state and local government; You just
never can tell what happens to someone especially when they
begin to think about the Presidency of the United States.

It just seems to do something.




- FORM 740

07002

PENGAD CO., BAYONNE, N.J.

10
1
12
13
14
15
16
17
18
19
20
21
22
23
24

25

287

The Chairman. I don't want to establish parénthood
for this amendment, but it didn't come framthe chairman --
put it that way.

Senator Durenberger. Mr. Chairman, before‘we leave
this, can I ask just to clarify on the subtractioné from the
base. We've got almost all the deductions in thefe except
state and local taxes. Is that inadvertent?

Mr. McConaghy. Except one, Senator Durenberger?

Senator Durenberger. State and local taxes.

Mr. McConaghy. That should not be a deduction under
this proposal, Senator Durenberger.

Senator Durenberger. It would not be,

Mr. McConaghy. No.

The Chairman, The next proposal deals with the
industrial development bonds. There are really two parts
to it. It is contained in the package that you have in
front of vou. The first we will go to changes oﬁher than
those that are mortgage subsidy bonds. The first change
would be that with respect to industrial development
bonds, actually all private purpose bonds, there would be a
reporting requirement that would be enforced with respect
those bonds to the IRS and to the Treasury.

The second change would be that there would be a
public meeting or a public hearing that must be held before

any industrial development bond may be issued. The third
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that there be an approval on the part of the highest elected
official of the issuing jufisdiction to approve those bonds,
and then there would be a rule dealing with what we call
anti-double dip similar to the Administration's proposals,
and that is to the extent of facilities which are placed
in service after the end of this year and are financed by
any industrial development bond except an industrial
development bond issued before Jul? 1, 1982 that if they
chose that financing, then thein depreciation would be
under a different schedule, and that schedule woﬁld be
one using not the regular short ACR liveé and not the longer
ENP lives as suggested by the Administration but the minimum
tax lives which are in_between; .

So a five year, essentially asset woﬁld be able to
depreciate over eight years rather than five years if it
chose to finance that facility with industrial development
bonds. Next, we would get rid of kind of what we call
clean limit on being able to issue under the smaller issue
exception $1 ﬁillion where I can tack on a million dollars
on to my iséue.

Next, we would get rid of the revenue ruling that the
Treasury came out with dealing with so-called composite
issues or umbrella bonds. They would be permitted under
this proposal so long as no user financed more than one

facility from that composite issue, and no composite issue
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includes facilities in more than one state. Next, the
proposal WOuld'pick up a provision that is contained in
HR-4717 which is in conference dealing with research and
development expenditures, and it would say that‘those really
-- the amount credible under Section 44 of the Code-would not
be counted as capital expenditures for purposes of the
capital éxpenditure limitations.

Finally, there would be a sunset in 1985 with respect
to small issue, IDB's, and then there are two or. three
modifications to the mortgage subsidy bond proposal that is
contained in HR-4717 which has passed the Sehate and is
currently in conference, and that would raise the arbitrage
limitations with respect to mortgage subsidy bonds so that
arbitragé on a $30 million issue would be able to be 1 1/8
point instead of one percent under current law.

And that would phase up so that at the point of $100
million issue, then that arbitrage limitation would increase
from presently 1.0 to 1 1/16 percent. In addition, it would
make changes, and all of these are in 4717 where there would
be first time hbme buyers are required to be there. Under
present law this would say that of an issue of mortgage
subsidy bonds, only 80 percent of those home buvers have to
be first time home buvers. Q

It would change the level of the purchase price

limitation so that the mortgage subsidv bonds could not
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exceed 90 percent of the average residential purchase
price. That is today. That would be liberalized to 110
percent, and 120 percent, I believe, in targeted areas.

Laétly, it has a minor provision, also contained in
4717 which deals with liquidating reserves as mortgages
come in, and it would say you would not have to liquidate
those reserves where liquidation would result ih-a loss.

So that would be the entire packagé that is outlined here
on page five of the short summary dealing with industrial
development bonds.

The Chairman.. Let me say at the outset that we. under-
stand, of course, this 1is a verv, very sensitive and Very
controversial provision. We've tried to indicate some of
the problems in the chart. I don't really want to take time
to go through that chart, but if you just take a look at
what's happened so if we could see the chart.

Between '76 and '81, this chart demdnstrates the

phenomenal growth in the private purpose portion of tax

. exempt bond market. The green part at the bottom shows

the traditional uses: roads, sewers, schools and other
things. The annual rate of growth in this area has been
approximatelv one percent, almost no growth at all.

The vellow portion of the chart shows the growth in
private pollution control, housing, non-profit organization,

student loan bonds, and the growth has been about 20 percent
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per year; The red zone which has really been the growth
area between"76 and '8l represents a so—éalled small issue
IDB. It is a very small part of the market in '76, but a
very substantial growing part of the market today. This
type of bond -~ those used by the private taxpayeré for

any use has grown at an annual rate of 50 pe:cent.

The bottom line appears to be from what we were told
that the private purpose bond use is growing by leaps and
bounds while the public purpose bonds for hospitals. and
schools and other things remain static or decline in terms
of real dollars. And that is why the Administration came
forth with much more ~-- with a bettef proposal ~-- a more
substantial proposal. .

I'm not certain the Administration'—— this isn't much
of a compromise. It does a few things, but I think at
least an indication plus the sunset in '85 of the small»
issues will force us to take a look because -- I hope Mr.
Chapoton might indicate how much this mapket is going to

grow unless we do something in the next to ten to 20 years.
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CMr.McConaghy. There were a couple of comments, since
I guess, Mr. Chairman, that were interesting. One is that of
the tax exempt bond market today about 55 percent of that tax
exempt market is being financed with private-purpose bonds that
uséd to be 25 percent. Obviously those fhatnfirdanted schools,
waters, and sewers, and so forth have gone down in the last
ten years both in absolute dollars and certainly as a percent.

ﬁ%@i@@hﬁ@gﬁ@hu Yes, Mr. Chairman, we have been alarmed about
the very significant.growth in private-purpose bonds..-3As
Mr. McConaghy said.we will consumeﬁan'estimatéd 55 percent of
the entire tax exempt market this year, obviously haying an
impact on the cost of borrowing to state and local governments
for traditional governmental purposes.

We had proposed that the bonds be restricted in several
ways but the basic purpose of our restrictions were two-fold.
One, to make the locality the issuer--state or local govern-
ment issuing the bonds--havé:a meaningful imput into the deci-
sion whether or not to issue the bonds. At present there is
no reason for them to do. It is at no cost to the local govern
ment to provide financing for a business in their locality.
There is no competitive advantage since all localities now can
do it, and do do it. |

Our proposal was that they do it administratively; that
there has to be public approval of the bond; and that there be

a financial commitment after 1985. We suggested that they must
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contribute to the project one percent of the cost either
through actual eontribution or through exempting the project
from ad valorem taxes, or providing local services; some type
of commitment to the projectito show that the localities
hhogght>£ﬁiﬁas a good project as well.
In addition, we did want to deny the double benefit of

the acceleratédzcost recovery system and tax exempt financing.
But, if crediffﬁaé‘available we wouid allow the credit.

The ‘ChHaii

4#. I know thére are other questions, but I
just ask the qﬁestion -~ you support the compromises atsleast
to --

‘Mr. Chapéton: Yes, we can support this. It goes part

of the way; it doesn't go nearly as far -- it does have the

Sunéet provision which will cause an examination of this in
three years.

jSéh&Edﬁiﬁiaaléi; Mr. Chairman.

Mr. Chairman, what is the tarketing proposal that you
have suggested here?

Mr. MS¥rison. Senator Bradley, there is no specific
tarkéting exéeption to the rules. However, the ﬁodified
anti-double-dip rule would not apply.

Senator Bradle¥. I can't understand you. Would you --

"Mr. Morrison, The modified anti-double-dip rule, the
ACRS provision in the compromised proposal would not apply

with respect to a bond-financed project that is also partly
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finaﬁced with a UDAG grant or loan.
Senatoy. BEddley.. Okay. So, it is tied to the UDAG
criteria?

ME. MOFEFSOR. It's not only tied to the UDAG criteria:

it's tied to an actual HUD UDAG grant.
Tséhaﬁgrlgféaiéy{ It has to be a UDAG grant issued?

Mg, Morrison, That's correct.

“senftor iB¥adley. So that if you wanted to build a
facility in a dépressed area, in order to qualify for both
ACRS and tax exeﬁpt fihancing yoﬁ would.haVe to also_get a
UDAG grant?

M, MSPRTS6H. To qualify for full ACRS cost récovery,
yes, that's correct. If you didn't, you gpu}g be forced
under the proposal to use the straightline recovery method
over the minimum tax lives.

-Séh&ﬁdf;ﬁ%adiéy. So that it is not just a matter of who
would be éiigible for UDAG, but you have to have actually
received the UDAG before you can -- well, Mr. Chairman --

Mr, ‘Morrisen. Our preliminary estimates showed that
ﬁerhaps 35 percent of the population of the country lives in
UDAG eligible areas and that --

Sendtor Bradley. Well, let me suggest that if you took
the UDAG definition--it's in the Community Development Act

of 1974--and along with additional criteria it relayed to,

say for example, unemployment rate at one-and-a-half times
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the national average or 20 percent poverty popuiation, or
20-percent population decline in the last ten years; you would
then have reduced that 35 percent dramatically, and you would
have successfully targeted those precise areas of the country
where you would like to bring the greatest incentives ﬁo the
private sector to invest. |

So, I think that to be -- can we talk about this a little
bit? Is it possible & more preciseltargéting?

‘Phe. Chairman, We'd be happy to discuss it. I don't
know what -- if you would like to tighten it up some if
you wanted to -- if you're trying to tighten it up.

¥ir. McGonaghy. We cértainly can, Seﬁator Bradley. Any-

time you're drawing those lines it's pretty tough to draw
precise kinds of iines,aand as Mr. Morrison said, under this
definition it looks as thdugh 35 percent of the population of
the country would be covered by --

jSéhéfd%fEi&Hﬂé?ﬂ Well -~ but if ybu put these additional
essentiélly depressed areascriteria in there; I mean, if
you've lost 20 percent of your population in the last decade

1

that's not exactly a 'boom town." Or if you havé a very high
poverty population, or if you have unemployment of a percent
of one-and-a-half times the national average, what you're
talking about is a hard core area. If you're trying to get

the private sector to invest you don't want to tie it just

to a UDAG program that is decreasing each year.
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Mr, McGonaghy. We could certainly look at that. It depend%

upon that test area you draw. If they were able to draw the

issuer their own test area, then obviously they could gerry-

mander anyway they wanted to meet your definition. We could

look at it.

The Chairmadi. Let's haye Senator Chafee and then
Senator Boren.

“uﬁénéiQﬁpgééféé.:er; Chaigman; in tﬁe biil thét I
originally prgSeﬁﬁed, a1§ng with*the:Senatoré Danforth and
Heinz aﬁd othefs;lﬁe had some basic reforms which revolved
around eliminaﬁing COmméréial>projeéﬁs.except in distressed
UDAG areas, and amongst the commeré¢ial projects that we were
targeting in on were the' shopping centefs,»KaM#rts, restau-
rants, fecréational facilitigs, and so on. queVer, we
couldn't get a consensus on that in the-joint committee, and
I believe, treasury both resisted a restriction based on a
definition of the establishment that we could provide the
IDB's.for. So, we couldn't get a consensus on that nor on
the -- well; that's the basic thing. We had problems with
the targeting, too.

The Clairman,. That's true. There was an effort as
Senator Chafee indiéates, and I think that you indicated
it's very difficult to do that, and there might --

Mr. Chapoton. We also attempted to look at targeting,




302

1Vand we finally concluded that the best wéy to allow targeting
<m) 2 Ibr to have targeting is to have the local_government—;either

3 Ftate or local government--have a decision to make whether the

* lbonds were used in certain areas, and then they indeed were

5

Fargeted. Now, there's no need to target it, and it's very

6 Hifficult for the federal government to write rules where they

7 lkhould be targeted. You run into very difficult problems
'8*'mm9diately. |
9 (§EnAtoT ByHa. Whét would you think aboﬁt eliminating
10 11 private-puipqsé bqnds?
" 3M%.?@ﬁé§6£6ﬁf I'm sorry, Senator. I --
12 SEREESY B #d. What wouldiyou think about eliminating all
ééﬁ 13;>riVate-purpo§e --
: )

Mr, ‘Chapotdén. I think that would be a very dramatic step

15 Fright now, in all honesty.

16 :&géﬁ§£@r¢§§id, It's too dramatic.
- 17 fer;ﬁCha§6£én, I think it would be too dramatic.
. k{:"t - ’ i .
3 18 ‘“TheChairfnan. We certainly need to focus on this. It's
i 19 %oing'to be out of hand and then there won!t. .be any way to
: 20 phange it.
; 21 iy o Chdpoton., It is a serious problem for traditional
: 22 Wond issues as I know you know.
23 . The’.Chairman. Senator Boren and then Senator Durenberger
—> 24 &nd then Senator Wallop.
/ ey B . .Sénator Boréen., I'd like to.-=:z -
{TnAudible}
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~Mr. Chapoton. That is correct.

Séﬁétér'Bofeh. Also, is there -- there is no cap. 'Is
there any local contribution requirements stiil in the bill?

_Mr. .Chapéman. That's correct.

Senatér Boren. There is none.

m&.Eéﬁapbhéh. There is none.

Senator Bonen. What impact do you think, because we've --
iBICeftéin‘afeas and partiéuglly in rural areas in my-state
it's been very %mpbrtant ip tefms*of'bringigg in industry
that they will offer -this additional incentive:—a how much
benefit wili there be left bf the time we have changed the
appreciation rules and.gone to stréightline; how much behefit
and how much attraction will be left to utilize thesg because
théy had been a very important-tool in certaiﬁ céses; |

Mr. Chapoman. There will be benefit left undertthe
Tfeasury‘s proposal, Senator Boren. It would be just about --
there would be a little benefit, but pretty close to a toss-up
on whether one would choose tax exampt financing or the faster
cost recovery. If interest rates are --

SénéﬁériBbréﬁ; Prime.

Mr. Chapeman. If the differential would spread -- see,
the differential between taxable and tax exempt now is very
small. But the inevitable conclusion that you reach when you
look at the use of tax exempt bonds for private purpose as

an incentive device is that indeed that they are an incentive
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because everybody can offer them, and if you don't the facility
will go elsewhere. But it is a zéro sum:game in that instant
because all localities can and.do offer them.

séngter B6Eeh. So, yot're saying in your original pro-
posal you felt that you almost had it eqﬁalized in terms of
the choice, given the interest rate spreéd. Is tﬁié true of
the compromise package, or would you say'there would still exis
some -- | | |

'ﬂfﬂjCHaﬁbﬁ&ﬁg. I wquld sgyiﬁhgt there would a very

definite,advantége po-tax-exgmpt financing under this proposal.

iMr;chCdﬁaﬁhy; Séhétor,Boren, therg wduldn‘t_be any case
in which it wouldn't be édvaﬁtégeéﬂs&tq'go ahead and issue
tax exempt bonds and use thesg_other'lives compared to
existing --

Sénator'Béféh., You'reAtalking in terms of a -- say a
ten million dollar project; what would you think the
differential -- what would the differential be given the
current interest spread in the market? Any way of figuring
that:in terms of a rough estimate?

Mr. Monfison. Senator Boren, a $10,000 in&estment under
present law you would have present value of tax benefits,
and the present law includes ACRS, the ITC, and the given
value of IRB's of -- and a discount rate of 12 percent,
$5,037. Under the --

Senator Borensi-. 5,037 --
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Mr. Morrisoni. I'm sorry. That's for ten year equipment.
For five year equipment it would be $5,377. Under thé
compromised proposal, with-eight—year straighline investment
credit and IRB's, the preseﬁt value of the tax benefits would
still be in excess of expensing, but at $4,777.

The.Chaifman.. Senator Durenberger.

Senator..Durénbergér... First, a question mark. I noticed
the summary relative to the permitting of ACRS refers to
low inéome houSiﬁg,’and I wanted tq be sure that the reference
there is consistent with the definition of eligibility for
tax exempt financing for rental.hQusing not limiting beyond
those requirements for the 20 percent low income océupancy;
is that correct?

M, McCornaghy. That is correct, Senator.

Senator Dureﬁbérqer. Secondly, I undgrstand that there
are ~- you've explained this both in terms of industrial
develqpment, bonds, and some of the MRB proposals. I think
there is still negotiations going on somewhere relative to
additional elements on MRB that might go in here. Is that
also correct?

Mr. MoriConaghy. There are a couple of items, I think,

Senator --

Senator Durenberger.. I don't need to discuss them;

I just want to be sure --

Mr. McConaghy. Well, they are contained in 4717. They
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deal with multifamily housing.

Senator. Durenbergef. Just a last general observation,
speaking I guess, to.my colleague from Oklahoma, the cap isn't
in here because that was just a recommendation one person on
this side put forward as the way to come to grips with the

issue of financing that was withdrawn, The local contribution

{I'isn't in here because of constitutional problems in a lotiof

states.

But T thiﬁk it's fair tQ say in tefms of‘the consensus,
Mr. Chairman, that there's been a lot of stories out there
about what actually happenéd on this-issue. The fact of the
matter is we've had a half a dozen proposals to restrict IDB's,
including the nature of the one proposed by the -- or suggested
by'the Senator from Virginia, and a half a dozen proposals to
expand them. I think those of us who care a lot about this
area, particularly as an impact on housiﬁg and community
development, felt that this wasn't the time to go in depth
into the issue; and what the consensus coming from this side
in terms of recommendations to you is the best that we felt
we ought to do this year, then tackle the issue head-on in
the next year or so as The Chairman pointed out.
The Chairman. Senator Wallop.

Senator Wallop. Yes. Mr. Chairman, I want to say that
I approve of the new rules that are in the mortgage revenue

bond area and would just ask a question of Treasury. If they
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have any idea what would happen if those rules were applied to
issues already sold under'the old rule but some money remaining
in them? Would that have a major effect?

What's happened -- let me begin by explaining this. In
Wyéming we have an issﬁe, but given what's happened to first-
time homebuyers, and that's the rule that I'm talking abdut,
given what's happened in the general level of econqﬁy there
is some money that is sold but can't be put out Because.the
first-time hoqebﬁyers are not ﬁhgt numerous in there, which
presumably would impact on ahy seéQnd issue that thgy:would
go <zhaving to figure on the'8p.perc¢nt figure for --

%%f Chapoton. You're addréésing the allejiatibn of
allowing 20 percent second -

§$§?FOF W?&%Q?f Yes. I just weonder iflit wquia mak¢
any significant‘difference'on issues already sold under the
old rule if the new rule épplied as to 80 percent first-time
homebuyers instead of a 100 percent?

I don't think it would make any diffgrencee

Mr. Chapotornr. Senator, I'm just not aware. Of course,
the issues -- the money would be Qut there, I guess there
would be some issues that would be -- have money ayailable
and can't find first-time homebuyer, but --

Senator Wallop. That's right. The issue is already

sold but whatever tax effect is presumably already taken

place, whatever revenue effects on the government. Could we
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just bring that up and see if that can be accommodated? 1
don't want to do anything that has a major revenue effect,
but if it doesn't it would be of great help.

Mr. éﬁ&pdﬁdﬁ. We can look at that.

Senator Wallkop. Sure. Thank you very much. Thank you,
sir.

Senator Chafee. Mr. Chairman, I'd just make -- like to
make one point clear. On your IDB feform-sheet here you're
talking to the extended facilities in piace after'December 31,
1982 or financed by any IDBband SO fqrth, but that is any
IDB issued after-yesterday?

Zﬂfﬁgﬁc@ona§h§, There is a éhange that wquld be inserted
on line two, Senator Chafee. It would in effect accomplish
exactly what you say,:and that_is, except IDB's which are
issued before today, yes.

‘Senator Chafee. Thank you.

‘Senator Byrd. May I ask the SecretaryeChapqton --

Mr. Chépdtéﬁ. Yes, sir.

Senator Byrd. It appears to me that this does very
little toward tightening up a very severe probleﬁ that the
Treasury has.

‘Mr.. Chapoton. This does very little to tighten up. Any
proposal in this- area must deal only with future issues, we
all recognize that.

.Senator Byrd. ©Oh, yes.
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Mr. Chapoton. Even our proposalsin early years was --

I say even our proposal, it wasn't particularly dramatic, not

at all like putting a lid on bonds or simply terminating. - It
had very little rewvenue back in the first year, but it is a
problem that I think many meﬁbers realize, and we certainly
do, must be addréssed.

But one thing that gives us the greatest comfort in this
proposal is it does have a:sunset of the small issue bonds

which 1is where the largest growth has occurred, and that means

next three years. And if it deals with more than just

;exténding the sunset.we may have a meaningful decision.

Seriator Egg@, wWhat's a small iésue bond?

ME. McGonaghy. Yes, sir.

‘Senator Byrd. How much is a small issue --

Mr. MCCSﬁé@H?. $120 milldéon &sil s

Mf,rcﬁaﬁéﬁdﬁ; $10 miliiqn. Go up on the capital
expenditure if you have a due-day grant. But you can issue
up to $10 million at any time under the small issue exemption.

Mr. Brockway. I might say in reference --
start reVieWiﬁg this program -—-

The Chairman. The sunset may Be '85, but the sun's
going to come up before then.

Mr. Chapoton. We certainly would support that,

Mr. Chairman.
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Seniator ChHafee. Also, I'would point out, Mr. Chairman,
that this reform, modest though it is, gets two-thirds --
saves two-thirds of the revenue of the Treasury's proposal.

The Chairman. Next.

Senator Chafee. In the three years. 1Is that right,

Mr. Chapoton? |

Mr. Chapoton. Yes, but I think that would not be
indicitive of the relative-program'é— the out years #t would
be quite different I'm teld.

Sénator:Boréﬁ> Mr. Chaifman, one last quesfion'on it,

How does it change the}currént law in regard to the treatment df
pollutiomcontrol facilities and also conversion facilities?

I see rgfe;ence_here in the material to it. Whatvchanges
would be made under the compromise package from current law ih
terms of treatment?

Mr. MOrriSon. Senafor Boren, when pollution control
bonds are used to financed rehabilitations of current
facilities or to install pollution controlLvequipment in
plants that are in operation as of today, no new restrictions
would apply. None of the ACRS double-dip new réétrictions

would apply.

As to new plants, however, the ACRS double-dip would
apply.
Senator Boren. What is the rationale for applying a

different standard to -- it looks like that would discriminate
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against growing areas where you have new facilities being
established. Why would there be a difference of policy.between
the use of this mechanisihn to encourage pollution abatement -~-

‘The Ghairman. They're mandated to do it anyway.

Senator Boren. -- from one area to another?

The Chairman. Aren't they under law required to do it?

Mr. Chapoton. That's correct. In the financing a
pollution control facility with tax exempt bonds was enacted
in 1968, at which time many old piants were required to put
in pollution control facilities, non-productive facilities,
required by state and federal‘iestrictions. That's Shill
the case. But now most of the Qldgr plants have beén retro-
fitted{_and --

:Senator Boren. Would it.apply to public utilities as
well?.

Mr. Chapoton. No. Public utilities -- it's only
private facilities.,

;Sewator.nggng Well, I'm talking about facilities that --
in other words, where you would simply pass on the extra
cost énd the rate base.

Mr. Chapoton. If it's a -- if it's a public utility
faeility, yes, these rules would apply.

Senator Boren. So, in other words, the fact that a
utility that is building a new facility could not utilize

this would end up increasing the cost to the rate payers in
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the area; is that correct?

TMr.‘Chépotoﬁ. To the extent that they would lose a part
of.the depreciation benefit if they financed it with tax
exempt bonds.

IAmight point out, thé problem now is that in any new
facility pollution control and Safety requirements must be
put in is a significant part of the cost of the facility in
every case. ItAis not put in becauée tax exempt financing
is put in because of local and federal law requirements.

So what happerié ‘is every fa-cili'ty_ is'partially financed with
tax exempt bonds as a significgnt partﬁQf the tqtal issue of
the tax exempt.bénds.

‘Senator Boren. Well, T understand that. But it éeems
to me that if we're dealing with an area where we're talking
about rate -- where something goes into a rate base under
the supervision of a publically regulated business, that
we're simply then shifting that burden to the'lqcal rate payer
and in a sense would be discriminating againsf those regions
of the country where'you are having growth and where you're
building more new facilitiées, power generation, for example.

.Mr.. Chapoton. I think in that context the question is
whether all fédéral tax payers pay the cost or the local
users of the output pay the cost?

Senator Boren., Well, the federal taxpayers pay the cost

if it is the rehabilitation of an existing facility under
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this amendment, but they would not pay the cost if it were a
new.fagility.
-TMI,,Chipﬁtdh, That is correct. I don't think there

will be many --

Senator Bdﬁén;.'lt seems discriminatory to me on a
regional basis.

Mr. Chapoton. Oh, I see, what --

Senator Boren; If you're Western --

The Chairmarn. Let's take a look at that, if we can.
Maybe Qe.can_accqmmodate that change.

Let's moveion to completéd contracts.

Mr . ﬁcCOﬁagh&g The next one deals with_the comﬁleted
contract that's similar to thé proposal of the administration,

Séhatdf.BaUdﬁé. Mr. Chairman, are we still on IDB?

The. Chairman. Yes. Weli, we'll go back to IDB if --

Senator Bducus. What about nqn—profitvhospitals,
particularly rural hospitals? Are they affected in any way?

Mr. McCohdghy. They're exempt from all these rules,
Senator Baucus, except for the reporting rules.

Senator. Baucus.. What?

Mr. McConaghy'. Except for reporting rules which would
be imposed. |

Senator Bradley.. Mr. Chairman, what has the staff

concluded on the<targeting provision that I had suggested

and --
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'The :Chairman. I don't think they've had time. We're
coming back to that. I've asked them to get together and try
to work it out. I think Mr. Lighthizer .- is doing that now.

‘Mr. MeConaglly. The next one deals with the cqmpleted
contract method of accounting. Essentially it's close to the -
administratién‘s proposal, but a little bit less onerous thgir
original proposal.

We do three basic things. First, it would tightgn really
the rules dealing with when a completed contract is completed,
when it's terminated, and how you aggregate contracts. Those
changes are identical to the changes contained in
Senator Danforth's Bill $2690.

Second, it would say that with respect to taxpayers other
than certain céntractors, they would be féquired fq aliocate
a portion of their costs to the contract rather than deducting
them currently if the contract had an estimated completion
date of more than two years.

The third thing it would do wquld exempt certain
contractors from those new allocationsrules, and that is
where a construction contractor esséntially had gross
receipts in..the three preceding years of an average of
over $25 million -- of -- under $25 million, or any contract
whose expected completion date is three years of less.

It would have the effect under this other handout that's

being put out of listing the kindsof items. Basically the
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administration's proposals would have required that interest
had to be allocated to the contract to the extent that it was

]
attributable to that contract. Most general administrative

proposal would cut back on the types of items that wquld have
to be allocated to the contract and would allow many of them
to continue to be deducted as period costs. . It would.have

a transitional rule that would say that fo the extent that
the new rules wquld require-more ite@szto be'capitalized,
those would be Capital$zed accquing ;o a table;esihat!s'listec
on page 2 of the handout. That ﬁgblgquuld provide that

a third of them would be reqUireﬁttozbe capitalized.in

1983; two-thirds in 1984; and tﬁgn.thiS'fUl} rule would kick
in as to those that now would be required to be spréad over
the contract rather than deductéd currently.

The! Chairman.. I know there are questions on this, but

I wanted to checked with Mr. Chapoton. This is a rather
different proposal as far as revenue.

Mr.. Chapoton.. Yes.

The. Chairmani. It is the one that the administration
recommended. Now, with the changes made and the reduction
in revenue gained do you support this proposal?

Mr.. Chapoton.. Well, we can-accept this proposal,

Mr. Chairman. Our proposal would have gone a great deal

further, particularly in dealing with the completed contract
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method itself which does allow very sigﬁifiéant deferral of
taxable income. |

There are two problems, as Mr. McConaghy indicated, that

we saw. One is the completed contract method itself which

allows no income to be reported until the contract is completed.

And the second is the deduction of so-called period costs in
the early years when they are related to income that will not
be reported until significantly later.

But, we do think that it is important that this problem
be dealt with, and this is cgntginly,a.methOd of dealing with
it.

Senator Long. I would like to ask a question to
Senator Danforth, if I may. I came”here prépared_to support
Mr. Danforth's proposal. I want to ask the Senator from
Missouri, does your proposal -- this proposal as it stands
now,is there any assurénce that the regulations involved will
be published in the usual way with the opportunity for the
public to view and comment?

Senator Danforth. Yes. It's my understanding Treasury
regulationé spelling out, for example, what are.period costs
and what are not. They would have to be put out by the
Treasury. They would be published in the usual way with a
period for comment.

It's also my understanding that interest, general, and

administrative expenses, and research and experimental




\J}

- FORM 740"

07002

PENGAD CO., BAYONNE, N.J1.

10
1

12

13

14

15

16

17

18

19

20

21

22

23

24

25

317

expenditures, including independent research and development
as defined in Section 174 will continue to be treated as
period costs.

However, certain other costs, including research and

{ldevelopment, which is specifically contracted for, will be

required to be capitalized in such cases.

I 'would like to just add one point. That on the'handj
out that we've been given on paragraph three at the top of
fhe handout, ''"General Administrative Expénses,f that are
allocated'tq the contract under the defense pricing regula-
tionsare similar rules in the case of non-defense contracts

that was not my understanding of the arrangement that was

agreed to. I don't think that-we determined any particular

set of external regulations to determine what general and
administrative expenses will and will not be period costs.

It was my understanding that that would be left to
Treasury rate.

Mr. McConaghy.. We can certainly make a change, Senator.

‘Mr.. Chapoton. I think that's consistent with our under-
standing. There may be those that were directly allocable
would be capitalized, but not under a specific formula such
as --

_Senator Danforth. pjop¢

“Mr. Chapoton. Algo, I'd just like to mention that the

regulations would not be effective for contracts entered into
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before Decembér 3l, 1982, and that there would be a three-
year phase-in in the regulation. We would hope for committee
report language indicating though that there will be such
regulations issued because we didn't want to go --

The Chairman. Yes,.

Mr. Chapoton. -- forward without cqmmittee‘s'clear
understanding of what we were doing.

The Chairmarn. Senator Byrd.

Senator Byrd., 1 favored a proposal offered by |
Senator Danforth. I would like to aSkaenatér Danfqrph
whether this broposal is satisfactory to him, and is somewhat
similar to what he had --

Senator Danforth. Well, I think, Senator Byrd, it's N
ver&lmuch like any other compromise that you would-always
rather like to geti:exactly what you asked for. The bill that
I introduced I thought was a‘good bill. But I really think
that after protracted discussion with the Treasury Department
and with other members of the committee, thét what we have
arrived at is a fair arrangement, and I'm satisfied with it.

Sénator Bde: Thank you.

The Chairman. Any other questions on this --

Senator Mitchell. Mr. Chairman.

The Chairman= Senator Mitchell.

Senator Mitchell. Would either Mr. McConaghy or

Mr. Chapoton explain -- identify and describe briefly the areaT
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in which this proposalvdiffers from S2690, the bill originally
introduced bylSenator Danforth.

Mr. MeConaghy. S2690 deals with when the contract is
terminated or completed and how you aggregate the contracts,
buﬁ it does not deal with the issue of period costs,

Senator Mitchell.

| Senator Mitchell. So, as I-lqok at this handout, all of
the portions of this handout that deal with the allocation of
period costs to the contract, and those are -- well, eight
are listed here, in that respect this is different from the
Danforth bill? |

Mt.iMchﬁé@ﬁyﬂ That's correct. In other respécts it
is identical as to the termination and the aggregation of
contracts. Bug y§ﬁ-a;e absoi;;él;-éorreét;

Senator Mitchell. In .other wordé, there are essentially
three parts to this and two of which are identical to the
Danforth bill, one of which is-completely~different because
it doesn't exist?

Mr. McConaghy. Yes. There's really one that's the
same as the Danforth bill. The other two here are dealing
with the same allocation problem. So, Senator Danforth's
bill does not deal with the allocation problem, and therefore
wouldn't deal with either two or three here, but it fsva:

the same as the number one item dealing with when the contract

is terminated.
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Sénator Mitcehéll, One factual question. Now, on the

special rule for contractors, the first provision reads

‘contract -- this is average gross receipts over the preceding

three years aé 25 million less? That's an aggregate of
25 million over a three :year period, or &an average --

Mr. MgConaghy. An average --

Senatory Mitchell- annually?

M. ﬂﬁ@?ﬁéﬂﬁ?: An average annually. You take a three
year.pegiod; if the three year total happened to be 74,999
they woﬁld~meét that $25-millien averagé‘and'be out from the
resﬁriction.

Senator Mitchell. So, the word -- whose annual average

-gross receipts?

TME:"M@QQﬁéQ@Y; That's correct.
Senator Mitchell. Thank you.
THE CHAIRMAN. Next!

I might say, since otherbmembers are
here, I had iﬁdicated earlier if members should have an
amendment they might want us to consider I would hope that
they would let the staff know now so that the majority and
minority staffs, somebody in the joint committee and Treasury
can be méeting on those while we're doing this, and we may
find some agreement.

SENATOR LONG. 1I'll tell you one right now,

Mr. Chairman. In Section 162 we had a hearing, and you were
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testified fqr it.

’Thg Chairman, " What's this?

Senator Long. Taxpayer's union testified for it. They
testified anything other than their own proposal testified for
this suggestion that we simply amend the law so that we
strike oﬁt everything about Senators and Congressmen insofar
as claiming our travel expenses. What that would mean to
most of us would be that we could claim travel'expéﬁses in
our state, or claim ;he expénse of mainfaining a hbﬁe in
our state, rather than a home #p here.

Now, I'm also working on a constitution amendment that
would have the Pre31dent app01nt a board tO-le our salarles
rather than usAdo lt.“ I thlnk that we ought to do both
but I think the answer is we ought to take the salary thing
out of our own hands and hope that we could have a board
appointed that would figure our salary with what it.ought
to be, and that we just treat ourselves like everjbody else
as far as éXpenses are concerned.

The: Chairman. Okay. We'll be happy to look at that
and I assume it will have wide support at the appropriate time}

Sénator. Long.. Did the Treasury support that? Have
you looked at that --

The Chairman. The media’supports it I know. So -- I

know the media is for it.
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Senator Wallop. Mr. Chairman.

‘The .Chairman. Qh, excuse me.

Senator Wallop. 1 would just say this. I appreciate
what Senator Long is trying to do, and I especially appreciate
what he's trying to dé with the constitutional amendment.

But I'll be damned if I Waﬁt-anybody telling me that I live

in Wéshington. There's too many people out in the hinderlands
that 5elieve that we come to Washingtoﬁ and get hooked by the
Potomac and that we do indeed live there.

As far as I'm concerned, my home is Wyoming and I work
in Washington. I think that for anyquy, you know, even just
for tax purposes to tell you and to have it out for-all time
in publi¢ that Youyliye in Washiggpqpuis pretty --

Senator Loang. We don't do that. We just --

Senator Wallop. I thought that’s what you said.

Senator Long. We just --

‘Senator Wallop. You said you get travel expenses when
you're away from home back in your state.

Senator ‘Long. We just black out part of the law that
creates an irrebuttable presumption on the behalf of members
of Congress. We just have to go by the same rules that apply
to everybody else.

The Chairman. Let me say that we're not discussing the
amendmen now. I just said if anybody has amendments -- we'll

be glad to get into this. I know it's exciting. I wouldn't
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want to missrtherdiSéussion?_ But I think the record should
indicate it because ghefe'has been some questions asked if
there had been any amendments accepted during the caucus of
members, and I will include in the record there was an amend-
ment which exempt the offshore and logging heliceptors which
Senator Long and Senator Packwood had -- there is a mortgége

bond provision which Senator Roth and Durenberger, which has

lready been passed as an HR4717, which is contained in the

ackage.
There was annuities for clergymen, a technical amendment,
dopted this morning mhich.Senator Bentsen offered. The Texas

judges provision which Senator 'Bentsen offered, that was

|pccepted. That's also in 4717, so it's had hearings in .the

past.

The extension of the ta?geted jobs tax credit offered
by Senator Heinz has been included in the -package. Credit
Eof summer youth employment, which is part of the targeted
jobs credit offered by Senator Grassley has been included.

The general revenue sharing,vtechnical amendment for
New Jersey that Senator Bradley offered, There's an AFDC
prmendment which Senator Moynihan and I agreed that should be
fnade a part of the spending reduction package. We now determine
Che cost is minimal, about $40 billion -- $40 million over a
Fhree year period. 1Isn't that what Senator Moynihan said?

" Senator Moynihan. . Yés, Mr. Chairman.
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‘The Chairman. And finally, a technical amendment affecting

publfé“emﬁloyee'pension plans by Senator Wallop. So, those

are all of the amendments that have been acted upon, and if

lthere are amendments I would hope that staff--Mr. Lightizer,

has a basket and he can take those now. It might expedite

action on all of the amendments -- those that we can act on

early this evening.

1-i4

U
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@ Senator Armstrong. Mr. Chairman, I would just mention
in the spirit that you've suggested, but let me ask you, the

amendment which some of us discussed on the deduction of

expenses in connection with illegal activities, drug activities;

is that included at this point?

The Chairman. That is in there; isn't it? That should
have been added.

Senator Armstrong. Also, it's-my understanding that we
agreed to include the tax to the spirit of 51919, which is the
energy impact bill that Senator Wallop and I have introduced,
that that has been included as Well;

The Chairman. I think we may ha?e discusséd—that; if
not, we will -- ‘that should be raised.

Senator Armstrong. My understanding is that then if
there is a problem with it we'll be glad to explain it to
everyquy. I think it is not controversial. The hearing has
been held. Then, Mr. Chairman, I have --

The Chairman. Why don't we submit that adméﬁdment to
Mr. Lighthizer.

Senafor Armstrong. I believe he has the information
on it. What's your desire? At the right time we move it,
or --

The Chairman. No, mo. I just want to give notice
that if you have any amendments let us have them now.

Senator Armstrong. Okay. Let me mention two or three
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others that I do intend to foer.

Again, I think for the most pért they are matters with
which the Committge is familiar. I will be offering an amend-
ment to provide an exemption from the requirement that founda-
tions spin off certain businesses, and this is thé&Sqacalled
Broadmore Bill. It relates to the Broadmore Hotel in
Colorado Springs, and I think that is familiar to the Committee
and has been considered. |

The Chairman. Right.

Senator Armstrong. Then, Mr. Chairman, I'm not sure if
Senator Bentsen has alregdy indicatgd that he intends to offer
an amendment on auto léaée'back, Eut I think he'doés, If it
hasn't come to the attention of staff, I intgnd to join him
in offering that.

Then, Mr. Chairman, I'm going to offer an amendment to
index the basis of capital gain, and to pay for the revenue
loss related to that, that is, to permit taxpayers in the
computation of capital gains to index the basis for inflation,
and to pay for that by adjusting the ITC basis:adjustment
from 95 to 90 percent.

The Chairman. All right. Well --

Senator Armstrong. So, those are the amendments that I
will have to offer.

The Chairman. If we just submit the amendments, we'll

explain them later, if we can. Let's move on to the next --
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Senatqr Matsunaga. Mr. Chairman, when do you gxpect to
take up the amendments?

The Chairman. Well, we expect to take thdse'up later.

Senator Matsunaga. Tommorrow?

The Chairman. Tonight.

Senator Matsunaga. Or tomorrow.

The Chairman. Tonight. We hope to. If in fact it works
out as we hope, it will be tonight.  If not, tomorrow.

Senator Matsunaga. How late do you expeét to go tonight?

The Chairman. Well, we don't want to stay too latge.
Maybe 10 or 11.

I don't want to rush anyone, but I think we're moving
very well here. Once we go through'we only have about three
more items. I understand Senatér Lqﬁngould like to bé'
recognized. We'll do that.

Then depending on what happens after he's recognized,
we'll do something else. If he wins we'll adjourn. I mean

if --

Senator Long. Mr. Chairman, I had the amendment on the

study which actually the Treasury --

The Chairman. The amendment on the study I think you

have.

Mr. McConaghy. Yes, we do have that.

The Chairman. I think others had amendments, but we'll -|-

just give them to -- safe harbor leasing, I think, is next.
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Mr. McConaghy. Dave. Dave Brockway is going to go over
safe harbor leasing, Mr. Chairman.

Mr. Brockway. The proposal is to phase out the tax

proposal was to phase out the tax benefit transfer of washout
type of leases permitted in last year's act and to modify the
safe harbor leases to liberalize the lgygr?ge these type of
treatments -- leverage these type of leases that would be
allowed under the safe harbor;zand also to make certain changes
to proteet against certain abuses that have been pointed out
in the safe'harbor leases‘—— lgaéing provisions.

The phasé éut wQuld’operate by limiting the améunt of
eligible property that a lsssee'quld subject to the wash sale
type of lease to 25 percent of the lessee's eligible property.
placed in service in 1982; 20 percent of the lessee’s eligible
property placed in‘service'in 1983; 15 percent in 1984; and
thereafter the lessee would have to use the 1iberaliz¢d
leverage lease safe harbor rules.

There's one exception to the phase out for mass commuting
vehicles. They would continue without limitation through --
and this should read 1987 .rather than 1986. 1It's a mistake
in the writeup. If there is a binding contract or accepted
bid before March 31, 1983, the rule dealing with the leverage
lease type of transaction where there would be modified,

liberalized in several respects that these are the type of
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leases where they -- the tax benefits are allowed only where
there is an economic substance in the transaction, and that
would require as under the old revenue proceduresthat applied
under prior law that the lessor be the owner of the property,
and that the lessee have'no interest in the'property. That
is, the lessor would have to be =- finance the property.

Also, the profitability and cash flow tests of prior
law would have to be satisfied. That is, thélleSSor would
have to make a profit on a cash basis absent taking iﬁto
account the tax benefits.

The liberalized rule that would be-provided would be that
lessees unlike the old Reproc 1easeS'would be allowed to have

‘a fixed price pgrghisg'pptionAin'the lgage and that fixed
price purchase option could be as low as 10 percent of the
original cost of the property.

Also, the lessor could have a put option in the contract
so that the parties could agree that the lessee user could
have the property at the end of the lease term.

Second, that as under the Reproc leases the lease rental
payments could vary up to 10 percent of the level straightline
amount. This gives the lessee and lessor more flexibility in
arranging the lease payments so they more closely match the
cash flows of the lessor in the transaction.

Third, the lease term could not exceed 90 percent of

the ADR class life of the property as contrasted with the
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150 percent of the ADR class life of the property.

The proposal would also modify all safe harbor leases,
both those wash out type leases during the phase out period
and also the new liberalized leverage lease type'trahsactions
so that first these leases would not be ayailable for property
leased to a public utility,

Second, the lessor could not generate accarry back through
the trahsaction to use carry backs of neti operating losses
or investment tax credits to &ffset tax liability for a prior
year.

A Third, safe harbor leasing could not be used to increase
tax benefits qssqqiatéd‘with'perqgntagg depletion or the-
foreign tax credit, and also that the safe haerr leases
could not be used in transactions between related partigs.
These would typically be in percentage depletion or foreign
tax credit situations.

Finally, the safe harbor leases would not be available
for property predominately used outside the United States by
foreign users who aren't subject to tax on the income from
the use of the property.

So, in effect the safe harbor lease could not transfer
tax benefits from a user who would not be subject to tax
where the user himself would not have tax benefits and so that

the lessor would not be able to buy them.
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‘ The changes would generally apply ﬁo leases entered into
aftér today. As I mentioned, there would be an exception to
|that:for mass commuting vehicles. Also, there would be a
binding chtract rule for property acquired before February 19.

Finally, the rules which restrict the use of safe harbor
leasing in the case of percentage depletiqn, foreign tax
credit, related parties, and foreign use property, would also
not apply to property -- would applf to property pticedaid
service after‘Eebruary 19, 1982.

The revenue effect of the proposal would be to increase

revenues by 1.3 billion in physical '83; 2.5 billion in

bhysical '84; and 3.5 billion in physical '85.

Senator Byrd. . Mr. Chairman. ..

The Chairman. Senator Byrd.

Senator Byrd. I would 1ike to get just three figures
from you.

Mr. Brockway. Yes, Senator. It's -- in physical '83 --

Senator Byrd. Yes, but what I would like to get from

ou is assuming the law remains as it is, how much is the
[evenue loss in each of those three years?

Mr. Brockway. Well, if you had repeal of safe harbor
leasing completely affecting in the year it would be $3.2
pillion.

Senator Byrd. No, no. That's not my question. My

juestion is if you make no change in the present law, what
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would be.the réyenug --

The Chairman. What will it cost?

Senator Byrd. Wha; would be the revenue -- total revenue
loss? This dogsn't pick up the total revenue loss.

Mr. Brockway. Correct.

Senator Byrd. What is the total revenue loss?

Mr. Brockway. The total revenue 1qss would be 3.2 billion
in physical '83; 5.2 billien in physical '84; and 7.0 billion
in»physical '85.

Senatqr Byrd. So, you are picking up say roughly one-
half.

Mr.. quckway. Correct.

Senator Byrd. Thank you.

Senator Durenberger. Mr. Chairman.

The Chairman. I might say I know Senatqr Durenberger
has a keen interest in this, and you can either do it now,
Dave, or later. We're not -- what we want to do is go through
;first and then come back and offer amendments, whatever.

Senator Durenberger. All right. Just a couple of
questions to clarify the proposal.

The Chairman is correct in stating that I have an
amendment that will modify the safe harbor provisions, and
will not affect the leverage leasing provisions. But I just
to be sure that I understand what it is that is being changed

with regard to both safe harbor and leverage leasing.
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have been reading about and hearing about, are all those abuses
covered in this proposal?

Mr. Bowockway. ‘Well, Senator, I think abuse is in the
eye of beholder. Certain ones that you've discussed are dealt
with in here dealing with the £Qreign tax credit and depletion,

and also with carry-backs where a lessor could enter into a

lease and create a carry-back of'ITC, or NOL's carry them
back into prior years and offset tax liability in prior years.

Senator Durenberger. Are allcof the concerns that were
raised by the so-called Occidentai Petroleum abuse, are those
taken care Qf?

Mr. Brockway. I think that's generally referred to as

the transaction where you can increase your foreign tax credits|

Yes, that would be coyefed by thié this to stop that.

Senator Durenberger. There are no provisions here, then,
for applying benefits to any prior tax year?

Mr. Brockway. Yes. This would prevent you to generate
a refund by entering into -- becoming a lessor and create a
net operating loss or investment credit carry—baék and
generating a refund from prior years tax liability.

Senator Durenberger. And the cap on the lessor is at
what percentage?

Mr. Brockway. There is no cap on the lessor in this

proposal. There is a cap on the lessee. That's how it phases
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out. But therg is no cap on the lgSsqr other than the carry-
back rule.

Senator Durenberger. So that in this provision a lgssor
may in effect negate all tax liability through the use Qf
safe harbor --

Mr. Brockway. That is correct.

Senatqr Durenberger. Whap is the --

Mr. Brockway. Excuse me,-Senator, ‘I mean obviously the

lessor would be subject to the 90 pefcent limitation of invest-
ment tax credit so that that would bé the binding effect,
Senator Durenberger. Is thgrg any limitation other than
the existing limitation on intergét that may be'charged on
lease --
Mr . Brockway. Well, in this transaction there is not
any lessee financing so that that limitation is only applicable
to the wash sale type of lease Where the lgsSee and lessor --
the lessee lends the money to the lessor on the'property,
and the rental agreement -- the rents offset the leases. So
you can subject the interest payments at any level.
Here the lending -- if the lessor is getting outside
financing, he's getting it from a third party; so that would
pe a market set rate.in this transaction. Just the market
would set it. Whatever the lessor can borrow at.
Senator Durenberger. Your modification to the safe harbor

fliminates the lessee financing entirely.
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Senator Durenberger. And that has a 10 percent limita-
tion on the residual raﬁher than the current 207

Mr. Brockway. Well, rather than the old 20 percent,

Although the other distinction from the old rule is that
you can have a fixed price purchase option so that the'leSsee
knows that he can acquire it at the 10 percent.

Senatqr Durenberger. Can I ask a couple of reVenue
questions?

One, what savings do you calculate from the aafe harbor
portion of this proposal?

You gave some sa?ings figures of 1.3, 2.5, and 2.5.

Mr. Brockwgy. Correct. That‘s Fpe say§ngs on tbe:gntire
package. The other numbers I gave Senator Byrd were for the
entire cqst of safe harbor léasing.

The 1.3, 2.5, and 3.5 was for the entire proposal
described.

Senator Durenberger. Okay.

Now, I'm asking you within that proposal'thé savings that
relate to changes made in wash sales or safe harbor leases,
how many dollars are attributable in savings to safe harbor
leases over current law?

Mr. Brockway. I'm not sure I understand the question.

I think that the entire savings are attributable to requiring

that you havea transaction where the lessor is the owner of
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the property and provides the financing and has to have an
economic profit, and so that the operation of those rules
results in the lessor having té acquire the property with
more equity than is -- and that that reduces the tqtal tax
Bengfits ayailable in the transaction. And that's what raises
the revenue.

You lose revenue in this package from the phaseout. But
that's the one part that raises the revenue. As distinguishing

between that and the changes dealing with the carry-back or

substantial revenue impact, and that's regulated utilities;
and I'm not sufe what percentage that would be. AlﬁhOugh,
it's a meaningful number.

Senator Durenberger. Well, are wash sales, as you call
them, still permitted for a period of time under that? .

Mr. Brockway. They are permitted for -- in calendar
'83 it's the 25 percent; in calendar '84 it's 20 percent.
25 in '82; 20 in '83! and 15 in '84.

SenathDurenbergen;LAll'right.

Now, you're telling me that we are going to end up
with one form of lease after we --

Mr. Brockway. After the phaseout period then the safe
harbor would not longer permit the wash sale type of
transaction. That's correct.

Senator Durenberger. But we're still going to call
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this safe harber?

Mr. Brockway. It is a safe harbor in that these leases
we're describing here would not qualify under the old revenue
procedure. They've been changed in several respects such as
allqwing limited use property and allowing the fixed-price
purchase option andvlowering the residuals so that the lessee

could buy it. These changes would not satisfy the old revenue

Senator Durenberger. Well, I'm just trying to pull
apart in this proposal fhe amount of revenue savings thaf
are attributable to in effect liberalizing, as you might call
it, the old REVRDC 7521 and thQse that are attributable to
the various changes that are'p;oposed in Wash‘salesf Is
that possible for you to dogﬁhét?

Mr. Brockway. I don't think so. Maybe in part I've
confused the issue. This type of transaction is permitted
right now under the safe harbor enacted last year -~ the ones
that are permitted in this proposal.

They would not have been permitted absent the enactment
of the safe harbor. What this does is changes éertain of
the rules in Section 168 to no longer allow the wash sale
leases but still permit this type of lease. There are a
number of this type of lease going out right now under the
safe harbor.

Senator Durenberger. One last question, Mr. Chairman.
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I'11l save whateygr other comments I want to make for a question:
I want to ask for later. But given the analyses that have
been made by Trgasury and various reports on what happens to
the investment tax credit and other tax benefits, as between
the old REVROC 7521 and the curfenttsafe’harbor, could you
give us some idea of -- and on the assumption that under the
old 7521 the -- somewhere between 40 and 55 percent of the
tax benefits flowed through to the lessee and the rest stayed
with the lessor, and undér these studies that we've looked
at, something in phe neighbqthod of SQ to 85 percent went
to the lessee, and the balance with the lessor. Have you got
some idea of what happens tQ the tax benefits under>these
changed leasip& procg@ﬁres?»

Mr. Brockway. Well, Senator, our analysis of the tapes
under safe harbor indicated that of the total revenue loss
created by the leases entered into under the safe harbor
about 76 percent of the revenue loss went to hheilessee and
the remainder went to the lessor or the middleman in trans-

action.

Senator Durenberger. And what was under your study
under leverage --

Mr. Brockway. We do not have have numbers for the
leverage lease type transaction because there wasn't a data
base that did it. Our analysis from looking at it doees:inot

suggest that there is a 40 percent amount of the tax benefits
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going to the lesseejlessor. But we do ﬁot have at the
moment --

Senator Durenberger. Well, let's téke '76 then and give
me some figures on physical '83, '84, '85, '86 and beyond as to
what happens to the tax-benefits under this proposal? What
percentage would you expect us to find if we studied it a year
from now and the year after, and th year after tﬁat?

Mr. Brockway. I think, Senatoi, that that would be
speculation at the moment. To do that there's nothing
inherent in the stucture of a leverage lease that would make
it be more or lease efficient in terms of splitting up the

revenue laws between the lessor and the lessee that you can

lessors and lessees; they say that the transaction are
generally equally efficient.

You can construct them that way. The problem for many
lessees under the prior law was that they would enter into
the lease, and they could not have a fixed price purchase
option. And at the end of the lease if they wanted to have
the property back they would have to again in effect.buy
the property over again.

But there is nothing inherent in the structure of the
transaction. What is inherent in the structure of the
transaction is that it reduces somewhat by requiring more

equity financing by the lessor. It reduces somewhat the tax
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benefits involyed. So, the pie is shrunk. But there is

nothing inherent in it that says that more or less of the
pie -- the smaller pie goes to the lessor and the lessee.
And it's just a matter of dispute among pédple in the markgt
as to which would be more effective.

The Chairman. Senator Grassley.

Senator Grassley. Senatér Durenberger touched a little
bit on it, but just for clarification, I want to know that
the fixed priced-- fixed purchase price option applies to
all leases and not just leverage leases.

Mr. Brockway. It would apply tq allvtransactions
cqvered in the safe harbor, which is -- so that it wouldn't
make any difference whether -- in that situation whether
the lessor could finance the transaction entirely, which that
would be a non-leverage lease. And the fixed price purchase
option would also apply to that transaction.-

So that --

Senator Long. Just let me ask a question about what
Senator Durenberger -- now, you also --

The Chairman. No, we're just going through the explana-
tion.

Senator Long. Let me just make this further -- I personal
would like to keep what the Committee has done on the part

of the -- already. The Senator might want to add to.that

and say some more on it. I would like -- I don't want -- to
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be anymore difficult -- I would like -- I hope ~- that's

the kind of thing he had in mind.

Senator Durenberger. 1 certainly do.

The Chairman. We'll go on then.

Senator Matsunaga. Mr. Chairman, may I ask affew ques-
tions now?

As I understand it, the safe harbor leasing was enacted
to help business utilize the'benefifs of ACRS, businesses
which‘otherwise could not have.reCeived any benefits under

[ACRS. Am I correct?

Mr. Brockway. That's correct, Senator.

Senator Matsunaga. All right. Now, we are feverting
back to pre-ERTA which calls for restoring economic ‘substance
as a requirement for lease treatment you say.

Mr. Brockway. That's correct, Senator.

Senator Matsunaga. All right. NQW, as applied to the
airlines, how would your proposal operate?

Mr. Brockway. This would apply in a similar fashion

to the leverage leases that airlines used prior to the

nactment of the changes last year. That in fact that's the
ypical way that airlines finance the acquision of their new
ircraft is that they would enter into a transaction where a
leasing company would own the airplane and lease it to them
because the airline did not have sufficient tax base to use

iFhe benefits even under prior law.
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This wguld cqntinue that method of transferring the tax
benefits and associated with the financing of the airline, but
it would also liberalize it to resolve at least one of the
significant problems that airlines had before that they felt
when they financed the airlines under 1eVerage'leaseS that the
old rulgs required that there w@ould be no fixed price purchase
option at the'end of the 1eas¢. And so the airlines would have
to pay rental payments during the course of the 1ease'tha£ woul
be more than the amount of the original cost of the plane.

And they would have to cover that. And then they would have

to acquire the airliﬁe if they wanted it, whith was a fine
transactiqn if the airline -- th¢ airplane did not substantiall
appreciate in vyalue.

But for_thg‘airlines unfortunately the airlines did over
the last.ZQ years tend to substantiaily appreciate oyer their
lives. And so the airlines found themselves in the position
of having to acquire the aircraft for a»substantial price.
This is different thén in industry such as computers where
the lessors had property which by the end of the lease turned
out not to have any worth, and the airline property turned
out to have -- or the airplanes the property turned out to
have substantial worth at the end of the lease.

This problem is dealt with in this proposal by allowing
the fixed price purchase of no more than 10 percent.

Senator Matsunaga. Well, that's a long answer, but would

d

Y
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it affect the airlines advgrsgly, or would not affect the
airlines at all in their present mode of leasing from the
manufacturers?

Mr: Brockway. The airlines would be permitted to lease
under this --

Senator Matsunaga. They would continue?

Mr. Brockway. They would conFinue -

Senator Matsunaga. As they are.

Mr; Brockway. They definitely would continue to lease
in this fashion.

Senator Matsunaga. What about the tax benefits? Would
they be able't@ transfer that té the --

,Mr.lBrogkygzﬁt R%ghgfw_ihatigs tpe nature of this type
of safe harbor lgaée is to allow a pass through of some of
the benefits.l

Senator Matéunaga. So, even under your proposal that
would continue you are saying?

Mr. Brockway. That's correct, Senator. But it requires
écqnomic substance so the transaction has to have a business
purpose.

Senator Matsunaga. As the airlines are operating today,
do you consider the airlines having met the requirement of
economic substance? When théy enter into a -- as they are
operating today.

Mr. Brockway. In a wash sale lease, no, Senator. That
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|lcarriers as a group experienced over a -- a loss of a half-a-
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transaction is designed not to have any economics to it at all

Senator Matsunaga. Well, inasmuch as the airlines, say
of the six of the twelve major airlines reported losing and

when you take the aggregate of all twelve carriers, the major

billion dollars last year.

Now, how do you then expect them to take advantage of
the ACRS?

Mr. Brockway. Well, throughfthe use of proposed safe
harbor they could takg advantage Qf it by 1¢asing ﬁheir
aircraft from lgssors who would take adyahtage éf ACRS and
would pass %t:tgrquh £nLt§eAﬁqr@ of lower rentals.

This is the standard way that airlines -- many airlines
have financed aircraft.

Senator Matsunaga. This may not be fully related, but
supposing the 1essee, the airlines, makes improvements on
the plane leased. Now, who would get the tax benefit? The

lessee or the lessor?
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Senator Matsunaga. Looks like --
Senator Moynihan. We finally got you. .
Mr. Brockway. When the lessee makes an improvement
tp the airplane, it is income to the lgssor. If it is

property, it is nonseverable from the aircraft and so it is

property that reverts back to the lessor at the end of the

leasing.

Senatur Matsunaga. If the lessee is willing to make
the improvements and definitely coming from the state of
Hawaii where we are isolated, where air transportation
means so much, it is to the benefit of the consumers and

to the benefit of the airlines.thatthey improved the leased

- planes, for example, by putting on new engines which are

" fuel efficient.

And, if the lessor is going to be charged, increase
his property by it and therefore become taxable to a greater
extent? then how do you expect a lessor to agree to such
an arrangement, even though the lessee is willing to pay
for such improvement? v
Isn't there -- I hope that that would, -- Under your
proposal, the lessor would not be credited or be deemed
to have enjoyed capital increase.
Mr. Brockway. Senator, I understand that to cover
that situation you can provide in the lease that if the

lessee makes a nonseverable improvement, that he would
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be required to compensate the lessor for the tax effect, --

Senator Matsunaga. But, under the present lanquage,
that is not clear, is it?

Mr. Brockway. Senator, you would need a specific
amendment to exclude it from gross income of the lessor
in that transaction. Right now it would be included in
the lessor's gross income and it would be a indemnification.

In order to make sure that it was excluded from the
lessor's income when the less made the improvemént, you
would need a specific amendment.

Senator Matsunaga. So, we would need a specific amend-
ment.

Mr. Brockway. Otherwise, there would be income of the
lessor.

Senator Long. Mr. Chapoton, what is the Treasury's
position on this proposal?

Mr. Chapoton. Senator, we do not chair altogether
the joint committee's conclusion on the efficiency of war
sale/leases. We have studied them, are still studying
them. As you know, farms are required now of taxpayers
entering into so-called war sale/leases and we will continue
to study them.

However, we are concerned about the perception problem
that leasing has caused, the safe harbor leasing. We've

all seen numerous articles in magazines and newspapers where
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it is generally regarded as something of a ripoff of the
American people. We are concerned about that and we have
looked at that in great length. We have gone over provisions

that would attempt to deal with some of the so-called abuses,

- but it turns out in reality that alot of the abuses are in

the way the provision works itself.

We can accept and live with the proposal. It would
permit safe harbor leasing to continue for a period of
years, on a limited amount of the lessee's property. It
would also facilitate significantlynthe use of the old
leverage lease rules, the new rules Mr. Brockway.described
and that is an important element, so we can live with this
provision.

Seﬁator Matsunaga. Although you can live with it --

Mr. Chairman. Alot of us can life without it too,
without any of it. |

Senator Matsunaga. But, it is yoﬁr position that as
the provision, as it now stands and as it was provided in
ERTA was not objectionable from your point of view?

Mr. Chapotaon. It was not objectionable?

Senator Matsunaga. Yes.

Mr. Chapoton. No, we were -- I would have to say
we were very concerned about specific aspects of it and

we have been concerned about the verception of it and so

we did not --
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Senator Matsunaga. Are you a Harvard Law grad?

Mr. Chapoton. No, sir, I am not.

Senator Matsunaga. Oh, you are not. Well, I tell
you —-- Recently -- I don't know if you have seen -= The law
review editors of Harvard Law School came out suppofting
the original position, one that it Qould treat economical
equivalent transaction in the same wéy, it will provide
certainty and esfablish simple administration. And, it
came out in support of the safe harbor provision as is.

Mr. Chapoton. Senator, there has been an awful lot
of analysis of this, different conclusions have been reached
on that point. The efficiency, we .think, is %etter than
the joint Committee, but there is alot to be discussed in
the analysis of safe harbor leasing. |

Senater Matsunaga. Well, we will discuss it later
when we bring it up again.

Senator Long. Mr. Chapoton, since vou séid you are
not a Harvard, might I just dash the hope that you might
be a graduate of some land-grant college. A Treasury
official, a tax lawyer, a graduate of a land-grant college,
I think that would be a great improvement over what --
What college did you graduate?

Mr. Chapoton. University of Texas.

Mr. Chaifman. All right. Can we move onto the next

item? We are coming back to this issue. It will take some
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time. We only have two items left, I understand, and I
think we can move to those.

Mr. Brockway. The next proposal cdntains the provisions-
of Senator Danforth's Bill dealing with mergers and acquisi-
tions. The Bill is generally designed to deal with certain
ﬁransactiohs where taxpayers use the corporate reorganization
rule to dispose of business assets of an ohgoing business
appreciated property Wiﬁhout recognizing complete gain
on the property and only realizing the recapture gain on
the property while the acquirer of the pro?erty receives
a step up in basis in the . assets. |

The'general rule, of course, is the taxpayer on disposi-
tion of property recognizes :full gain. However, in a liquida-
tion, the taxpayer, wﬁen the business terminates.the entire

business, the taxpayer, the corporation is only subject to

certain recapture taxes.

In addition, when certain partial liquidation transac-
tions, certain redemptions, limited transactions, redemptions
of stock transactions, the corporation can dispose of
appreciated property and not recognize full gain on the
transaction but only recognize recapture gain.

The probleﬁs that come up through the use of these
liquidation redemption rules where a corporation might
acquire stock from another corporation and then picking

assets that had appreciated, great appreciated value but low
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basis, might then either cause a distribution of the
property and a partial liquidation or a redémption which
is, in effect, a puréhase of the underlying assets, but
the seller of the ﬁarget company would not sell the property
directly which would héve triggered a gain recognition |
of the property, but would have only had a recapture.

And, where you have this, you may have heard of a
variety of transactions in Ehis;régard. Mobil.S“market
is one of the more prominant ones utilizding these rules
where the transaction can pccur'to acquire pért ofithe
assets of the target companyiwithbut recognizing full gain.
There's a -- The proposal here wouldqrequife recogni-
tion of gain on these transactions. Another rule deals

with the situation where one corporatiohuacqﬁires all the

stock of another corporation. The general rule on a liquida-

tion, there's a carryover basis. No gain is rergnized,
but there is a carryover basis.

However, if one corporation acquires more than 80
percent of the stock of another corporation, the acquiring
corporation can treat the transactions gs'a purchase of
the assets, in effect, by treating it as a liquidation,
by liquidating in five years and then it gets a step up
basis in the assets and only recognizes -- The recapture
gain that'gets full recapture, this is a type of transaction

described and this proposal would simplify thaose rules.
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The Chairman. Does the Administration support these
proviéions?

Mr. Bancello. Yes, Mr. Chairman, we do.

Mr. Chairman. There have been hearings held on these
two measures in the house.

Mr. Bancello. That is correct.

Mr. Chairman. The Administration did testify in
support? | |

Mr. Bancello. The Bill that was in the House was
different than Senétor Danforthfs Bill. We made a number
of recommendations for changes in that, and Senator Danforth's
Bill does include those changes which have been drafted
into the new section.

Mr. Chairman. There's nothing in either'provision
that you have a disagreement?

Mr. Bancello. No, sir, we don't.

Mr. Chairman. Senator Byrd?

Senator Byrd. Yes, Mr. Chairman, I'm neither for it
not against it. I don't know anything about it. This
Committee, as fér as I know, has not had hearings on such
a proposal, has it?

Mr. Chairman. No.

Senator Byrd. It is a pretty complex subject and the
ramifications are rather wide, are they not?

Mr. Bancello. It is a structural change in the taxation
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of corporations and the ramifications afe substantial,
that is correct.

Senator Byrd. Mr. Chairman, something gf this magnitude
complexity, dé we want to handle this without hearings on
it at all?

Mr. Chairman. I might say, Senator Byrd, that the
reservation has been éxpressed. In fact, we spent, I
think,_probably‘sevéral hours Staff'time, as well as meeting
with Senators. Mr. Glickman is totally familiar with this
proposal. We tried to extract every assurance that we ‘were
not embarking on some ﬁnéhartered course of not having some
adverse impact.

Maybe Mr. Glickman might elaborate:on that.

Mr. Bancello. As the Chairman said,.Senatbr Byrd,
over the last several days a number of hours had been spent
on this. But, in preparation for the hearing before the
Ways and Means Committee, there were a number of our attornief
that spent many many hours analyzing the Bill that was
considered there.

Senator Byrd. You were looking at it from the Govern-
ment's point of view. Did anyone analyze it from the
business point of view?

Mr. Bancello. Senator Byrd, the way we tried to view
this Bill -- This is a technical change in the Subchapter C

area and one of the orinciple concerns we had was depending

p
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upon the quality of the attorney or tax advisor involved,
you could possibly accomplish things by manipulating the
rules that someone else'might not be able to achieve.

Senator Byrd. Well, isn't that true of any tax law?

Mr. Bancello. In many tax laws it is and I think
we should all endeavor to try to make that type of maneuver-
ing not the sine qua non of whether the deal goes forward
or whether one persOn_gets<a'béﬁterléeal than sdmeone else.

And, we tried to make the provision-neutral so that'
when ybu make the acqﬁisitibn we're'talkiﬁg about or make
the decision to buy-tﬁe stock and then have that stock
redeemed, the tax céﬁsequences are not géing to chénge
depending upon the étructure you‘devise.

We think that would be a very nice way for the entire
tax system to work.

Senator Byrd. Maybe my colleagues are experts on this
section. I must say, I don't know a thing in the world
about it. We've always been leary of getting into these
complex far reaching tax proposals wheﬁ no hearings have
been held, when those in the business community and private
citizens who will be effected have had no chance to present
a viewpoint. This may be the finest proposal ever presented,
I don't know. I don't say it isn't.

Has the minority staff looked into this proposal?

Mr. Bancello. Senator, hearings were held on this Bill
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on the House side and me, I was in private practice for
ten years doing this kind of transaction. And, I attended
those hearings and I listehed to an awful lot of commentators
who substantiated what my private practice experience

indicated and that is that there is alot of abuse in this

area, but it is extremely complex. And, there are alot of
interrelationships.

And, because .0f the abuse, I tried to raise some
interest at the staff level. After the hearings were
introduced on the House side, I could not raise any interest
on the staff side.

I didn't know anything else about this proposal until
I read about it in the newspaper this morning. And so, the
minority staff has not had a chance to examine theAproposal
at all and to see. There are abuses, but it is extremely
complex and it is something that needs some time and study
on it.

Senator Bentsen. Let me ask a question, Senator,
for a moment.

I can recall one of the abuses and a rather serious
one where a company went out and wanted to buy a subsidiary
and bought the stock, parent company, as I recall, and
then turned around and traded that stock for it and had
in effect, I guess a partial -- but then took a new stepped

up phase. That is an obvious abuse and it ought to be
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corrected.

}But, what I'm trying to find out here is, can't much
of this be done by regulation by the Treasury?

Mr. Bancello. Senator Bentseﬁ, there are a number of
tﬁings that can possibly be done by regulations and we have
a regulations project started. But, depending upon the
transaction involved, many of ﬁhe:abuses, many of the sub-
stantial abuses, transactions which we think should be
changed --

Senator Bentsen. You know the one I cited, and that
is a prime example of what you are talking about.

Mr. Bancello. The transaction, as.you cited, we cannot
solve that type of transaction by regulation. Now, there
was one transéction in which the transaction was really
wired together. In other words, when they bought the stock,
they already had a deal arranged pursuant to which the
redemption would take place. We have a project underway
right now to look at that from a ruling standpoint to see
if we can stop it.

But there are other deals out there where stock is
purchased, many times in tender offers where they don't
get control and then they want out and they reach a deal
in which they're redeemed out through appreciated property
without any gain being recognized at the corporate level.

If there is no tie-in between the original acquisition
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and that type of transaction, even.though’they pay cash
for the stock and now they end up with a piece of property

that has appreciated in value. We have more questions
as to that type of transaction, whether we can or cannot
stop it.

And, the real problem here goes to the question of the
purchase of: stock by the corpQration with appreciated
assets without any gain being taxed at the corporate
level where there is a step-up in basis at the shareholder
level after the redemption.

Senator Symms. Give us an example of what you're
talking about.

Mr. Bancello. I didn't hear who asked the question.

Going to Senatbr Bentsen's.transéctions, Senaﬁor
Symms, £he two transactions I cén think of, is one of
them corporation A -- or, Senator Bentsen said, corporation
A wanted to buy a subsidiary of corporation B.

If he had bought the subsidiary for cash, corporation
B would have had a gain on the difference between whatever
its cost basis in the stock was and the fair market value.

But instead of doing that they entered into a trans-
action in which corporation A bought stock in corporation
B with the clear understanding that subsequent to that
acquisition that corporation B would buy that stock back

in in exchange for that subsidiary, which we generally
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refer to as a rgdemption and that transaction under current
law, if there is no tie between the two, there.prbbably will
be no gain at corporation B's level on that type of trans-
action.

Now, as I stated earlier, if it is a tie we're looking
at a wire, in other words, where they did it solely fqr
that purpose and evervbody -agreed going in, we're looking
at that transactien right now.

If that.is not the situation, an unpopular tender
offer goes out in which they end up with a small block “of
stock and then they reach this deal, even though cash has
passed hands, there would be no gain ét corporation B's
level and I think.that,,at least_Treasury's position is
that in that type of sit&étion it wéuld be appropriate to
have a gain at,corpdration B's level.

Senator Byrd. Well, Treasury has testified that this
represents a-very sweéping change and many ramifications.

I wonder whether we are being fair either to ourselves or
to individuals throughout the nation or business community
to take something of this magnitude with ramifications
everyone admits it does have and handle it on a freék basis
without any public hearings on it, anybody have an oppor-
tunity to present varying viewpoints on it, that's my only
point.

I'm not arguing against tighteninag up.
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Mr. Bancello. Senator Byrd, that's the type of question
that I can't respond to, as to whether this. committee
feels that it should look closer at. All i can say is
that Treasury has reviewed the issue and we feel comfortable
with the approach that has been adopted, that it solQes
some of the problems which we see out there and hopefully
some of the others we‘ré going to be able to take care of
thfough regulations.

Senator Danforth. May I also ask if the joint
committee has looked at it?

Mr. McConaghy. We have looked at it, -Senator :Danforth.

It is part of a previous'Bill and was modified at your
request.‘ We have looked at it. It is certainly é major
change, there's no question about that.

Senator Danforth. This is ﬁot a surprise in any sense,
as far as either joint committee or Treasury are concerned.
It is a matter that the cases involved have been commented
on, they are very weil—known transactions and the legislation
has been examined, reviewed, revised, as I understand it,
by Treasury Department. So, it's not exactly é novel or
surprise matter.

Mr. McConaghy. That is correct.

Mr. Hardee. It is a surprise to the minority staff,
Senator. And, in fact, before the Republican caucus, in

talking with the joint tax and majority, I did not realize
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this provision had interest and was planning to move or

we wéuld have been alot more active in it.

Mr. Chairman. We didn't realize it had so much interest
either wuntil somebody brought it up. I wonder if we might
go on to the targeted job. We are-coming back to this again.

Mr. McCohaghy. The last one deals with the targeted
job credit, which is due to expire at the end of this year.
This proposal would extend that targeted jqbs credit for a
three-year period and it would also add a'éroup to the
eligible groupjand that group-would be economically dis-
advantaged youth, age 16 to 17. They would become an
eligible target group for éummér employment.

Mr. Chairman. As I understand, this is an extention
of the present law? |

Mr. McConaghy. Thatfs correct, Mr. Chairman.

Mr. Chairman. Again, we are coming back to each one
of these, but I think that explains that provision.

Senator Matsunaga. Does this in parenthesis mean
loss rather than gain?

Mr. Chairman. Yes, loss. And, we hope we can retain
this amendment but right now we are obliged to raise 98.3
billion. Our figures now are 98.3 billion and depending
on what may be deleted or what amendments may be adopted,
then we'll have to go back and review our priorities.

Senator Packwood. Mr. Chairman —--
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Mr. Chairman. Senator Packwood?

Senator Packwood. We are going to start down the
list now. We are done with our discussions.

Mr. Chairman. I am going to recognize Senator Long.

Senator Packwood. .Let me ask the Secretary a quegtion
because I may have to prepare an amendment depending upon
his answer.

Buck, I'm getting-mixed signalé as to whether or not
the Administration wants tuition tax credits added»on this
bill. And, if they want it, Pat Moynihan and I have been
working on this for five years and we are pfepared to go,
but it cannot be one without the Administration and I'm
cﬁrious, do you-know what their position is?

Mr. Chapoton. Yes, Senath Packwood. That hés been
discussed. The Administration thinks the best way to go
on tuitiion tax credit is for this committee to hbld the
hearings that have been scheduled by the chairman and
address it at that time --

Senator Packwocd. And do not put it on this bill?

Mr. Chairman. In fact, I might add the héaring_has
been scheduled for July 15th.

Senator Packwood. I might say with that, I'm not sure
we can win it with the Administration's support; right now
it is an uphill battle. But, I know we can't with it and

with that I will not offer it.
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The Chairman. :Senator_Long?

Senator Long. Mr. Chairman, I, éf course, was
not a party to putting together the Bill we had before us.
There are a considerable number of items in this Bill that
I can vote for, however I cannot support everything in the
Bill and I will vote against certain provisions. But,
as a matter of fiscal résponsibility, I think that someoné
here should accept the Chairman's challenge to try and put
some revenue in the Bill to replace some of that that we
would take out and‘fherefore I am going to propose that we
defer part of the third year tax cut.

I believe we have a sheet -- Do you have a sheet
prepared here.to pass out to the Senators?

Now, I had originally planned to propose that we defer

‘part of the third year tax cut and that we delete certain

items which are shown on the back of this sheet. I am not
going to propose the second part of that at this point.

I'm simply going to.suggést that we defer part of the third
year tax cut on the theory that if this were agreed to

we would have the slack to eliminate parts of the Rill

that the Committee finds most objectiocnable and the
Committee could use its own judgment. I would join with
thé Committee in seéking to eliminate the points that we
find most objectionable.

As I stated, on the back you see the ones that I
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would have ordinarily off-hand think of keeping. But, I'm
not going to suggest that. I'm just going to sqggest the
first part of the page, because if this is agreed to, we

would have enough revenue that we could strike any one

of several provisions.

In faét; I have a list here of 14 significant provisions
that could be eliminated if ﬁhis were agreed to. But, the
Committee might want to chose different items, depending
upon its own judgment.’

Now, I would like to ask Mr. Hardee who has worked very
hard on this to explain how much revenue this would pick
up and just who would be‘effected by it. Suppose, really,
to say that all those in the third year who have $40,000.
ér léss of inéome would reéeivé fhe ten percentAtax cut
and it would be deferred until We have a balanced budget
as far as the others are concerned.

Mr. Hardee, Well, first, Senator, wé defer the whole
tax cut for three months. We're taking up President Reagan
on his offer with Tip O'Neill when he said, if you'll get
me a good budget, I'll be willing to compromise and defer
the third year for three months.

So, we got a budget and we.have chosen to defer the
third year for three months, so it would not go into effect
until October 1 of next Fall. That picks up 6.7 billion

in FY '83.
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After that we give a 50 percent tax cut of the whole,
in terms of dollars, of the whole '83 cut. Fifty percent,
though, will be distributed to the lower and middle income
people, those people who get the bulk of their_three—year
tax cut in the third year, so it is intact.

So, if you have a joipt return with an-economic income
of $40,000. or less with twolcpi;dren; you will get your
full ten percent tax éut. And, then that tax cut phases
out between $40,000;'and $46,000. ﬁeibw $40,000. we figure
that at least 75 percent of the taxpayers will get their
full ten percent tax cut in 1983 and then some part, between
$40,000. and $46,000. will get part of their tax cut and
above $46,000., the tax cut will be deferred until we do
get a balanced budget.

Senator Long. How much revenue will that raise in
the third year -- '84 and '85?

Mr. Hardee. 1In fiscal year '84 it raises 13.5 billion.
In '85 it raises 17.1 biliion. TheApostponing.of indexing,
until we get a balanced budget, is 9 billion for fiscal
year '85.

Senator Long. My thought, Mr. Chairman, is that
when we support this --Even if the amendment is not agreed
to that we ought to have something in tﬁe Bill, so that
Members on the floor who might want to eliminate, that

has something that adds to the Bill otherwise, or if they
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left something out, anything out of the Bill, they would
have nowhere to go to add something to it.

And, (Senator Lpng's microphone is obviouslyAdefective.
Words are skipped and distorted.) -- somethingAfroﬁ the
Bill ~-- I would ask that this be in the effective language,
but was shown béfore how we can draft something so that
you can say that the followipg‘langugge is not effective
until Congreés -- by joint reéoiution or whateVer, and. so
you got the language there ——'might want to leave out some
part of what we are recommending. Tﬁat would then make it
possible for anyone who wants to offer an amendmént'——
strike this part of that part and he would eliminate the
third year tax .cut in order to bring that about. |

I am suggesting, as I stated, to simply add this
revenue to the Bill at this point? The purpose of doing
that is to make it possible to --

The Chairman. I appreciate vefy much the spirit in
which this has been offered and I certainly want to try
to accommodate a vote on the third year or some modification
in the reconcilliation package. I think we need to work
out some language without opening up the whole thing and
I can understand some who want that vote. I believe we
can do that.

Yes, Mike?

Mr. Bancello. Mr. Chairman, I wanted to say that
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the material handed out talks about an alternative tax
package, but that is not what Senator Long is offering
at the moment, just to make it clear, since the material
that was handed out does include a table that has other
things on it.

Senator Long. The material that I distributed was --
Please understand that I've had a éhort time to work on
this, after I saw the proposals, énd.so the Committee
prepared the proposal packet insert. I am at this point
only offering the insert.

But, I do this because there are, on this side of the
isle; a consider number who would like to vote against
certain things thét\are in the recommended tag'hepe, We
want to do it én the basis of fiscal responsibility. We
want to make it clear that this how -- or oﬁe way that
we would go about filling in the gap in the event -- the
view, for example, on the medical expense, for example,
it should prevail.

Now, if we prevailed on just strikingxone or two

provisions we wouldn't need -- BRut basically out thought

is that we would reduce the third year for those 25 percent
of the taxpayers who are best able to pay and if we were
not able to strike but one or two provisions of the Bil1l,
then we would add more of the tax cut back in.

The Chairman. I think I understand that. I would
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like to put in the record a letter from President Reagan
that restates his firm committment to observing all of
the third year, as is, a reference to his willingness to
postpone a three months was in the course of a negotion .

with the Speaker that didn't go anywhere. You don't give

up -- you don't get anything back. And, that's what happened

in that session.

Senator Long. :Well, the Spe&ker’didn't take him up,
but some of us might have taken him up.

The Chairman. Right; I wish the Speaker ;— I won't
get into that -- wish him well. I think there's no need
to debate. I think everybody'understands this issue. I
know there are mixed views on it. I would like to have
Mark give some coﬁment withéutgnot -- not extensivé comment
on distribution of third Year tax cut.

I think its very interesting when we look at how the
third year, the second ten percent, the first ten percent
being effective today, having been celebrated by Senator
Roth with an apple pie party at the Sylvan Theater earlier
today.

I think we should have some indication on the third
year distribution.

Senator Bradley. Mr. Chairman, before Mr. McConaghy
begins, we are not proposing to take the third year tax

cut away from anybody earning under $40,000. in income,
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so I hope that your comments about the distribution will
be related to what the proposal is and not the propdsal
to defer the entire third year. That's not What we're
déing. |

The Chairman. I want to make it a part of the record
and find out what happens to the -- what happened to the
rate, those above $40,000. I assume that might be of some
interest too.

Mr. Romero. <== the peOple‘in4the.lower end of" the.

scale. The people onthe top énd,ofithe<scale.got:more

“than thevproportion'ofﬂthe%amOUnt in the: first year and.

a half;primarily;becaQSe»70 came down to?SO;f”And, for
example, in responding to:Senator Bradley in th- 30 to

50 percent bracket, that cut coming in the third year
would have been about 37 and a half percent of the entire
cut that they got over that three-year period and then the
50 to 100 class, that essentially is 37.9.

So, it's really, I think, in that area where they
would get the biggest percentage of their cut yet to come
which obviously would be effected.

Senator Bradley. Mr. Chairman --

The Chairman. Could I just ask -- What happened to
the people in the rates above $40,000. to‘$46,000. under

this proposal?

Mr. Hardee. Senator, from $40,000 to $46,000, there's
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a gradual phase-out of the.cut. Above 46,000 there would
not be any third year tax cut until we reach the'trigger
point or - the balanced budget. |

That's where you have the other half of the revenue.

Senater ﬁradley. So, Mr. Chairman, I would argue,
as Senator Long has, that this is a balanced proposal and
it is certainly one that we have offered in the sense
ef trying to be fiscally responsible. If we are going to
move, for example,-to,eliminage the medical deductions,
we want to at least reélace the revenue and it seems respon-
sible to us that if now under current law you ean deduct
over three percent if you have ﬁedical expenses that exceed
three percent of your income.

And, under this proposal that the Commitfee ie con-
sidering, you would have to exceed ten percent of your
income. That is going to result in some increased health
expenses for aiot of people out there who are working and
it is our judgment that it is those people who shouldn't
have to pay the higher health costs from this and it is
those individuals who should get the benefit of the ten
percent tax cut that comes into effect in July of 1983.

So, we will probably be making a number of these
moves to strike things that are in the package, but we
do that with the idea that we'd like to be revenue neutral

so that we meet the suggestion of the Senate.
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Senator Byrd. 1I'd just like to make a very brief
statemént. I have an objective viewpoint in regard to the
third year of the tax cut. I am not weded to it. I'm
flexible. I may, at one point or another, vote to defer
or to rearrange it a little bit.

I don't think I want to vote to change it at the
present time, but I.want'the record to show that I may at
some subsequent point in this Committee meetipg or on the
floor vote contrary to the way I'm going to vote thus now.

Mr. Chairman. Let me say'again.for the record -- I
don't want to be misunderstood. We are going to try to
work out something, Senator Long, that this can bé offered
on the floor and I think Mike and Bob Lighthizer, they
can work on it. I don't want to deny anyone thérright,
even under this procedure, to lose that opportunity‘and I
don't want to lose on the floor either, so it's ;— but
try to accommodate.

I think we are probably ready to vote.

Senator Mifchell. Could I just say that I commend
Senator Long for this proposal. It is a fiscally responsible
proposal. Almost all of the economists, private economists,
many leading business organizations, many businessmen
around the country have heard that the most responsible
step Congress can take to reduce the deficit is to defer,

at least in part, the third year of the tax cut.
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We've heard alot of talk about the need to control

the deficit, to bring interest rates down. This is an
opportunity to demonstrate our commitment to that and I
think it's a very sound éroposal,Aone whiéh deserves the
support of all the members of the Committee.

Senator Bentsen. Mr. Chairman, if I might comment
just a minute here. Certainly I've supported tax reduction
and I supported increasing defense expenditures and I
thought we ought to slow the growth of money supply. .And,
if we had tried to do just one of those, we would have got
along with it just fine. Maybe two out of three.

But, when we try to do all three at the same time
at the speed we tried to do them, this economy juSt could
not digest it. .I don't think it's a time to give ué objec-
tives, but I do think it's a time to- take more time in
accomplishing some of those objectives.

We did some major things for those of major income
in lowering their tax rate from 70 to 50 and a further
reduction of the capital gains and now in this situation
I think Senator Long has proposed something that is fiscally
responsible and I'm one that sees that that tax cut is
deferred only for three months and then after that only
for those who have substantial incomes who had received
other considerations under the tax Bill we received last

year and I am pleased to support it.
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‘" Senator Chafee. Mr. Chairman, I'm not very enthusiastic

_“7 2 about the third year tax cut and would go for a deferment
3 of it under some conditions. I think, as you indicated,
4 that's a possibility of those chances arising in the future.
5 In the meantime we have a program here that does balance
6 the -- come up with the revenues that we have to come up

with, but at some later time I might chose to vote for the

+
v
8 postponement. of the_third year cut. ‘
9 :Senator Packwood. Mr.~Chairman; you'll recall when
10 the Republicans Caucaséﬁ, I iﬁdicatéd that my first preferenceg
1 to reach our revenues was a broad-based energy consumption
12 tax, if we coula not have that an elimination or.pérring
- 13 down of the third year of the tax cut and if we couldn't
i -ja 14 - have that, whatever we could find to come up with the
1 15 roughly $100 billion I'm going to support Senator Long.
| .
? 16 It is my preference to the package we have. If it fails,
; 17 I'11l support the packagé.
é 18 Mr. Chapoton. Mr. Chairman, the point has already been
; 19 made that the third stage of the tax cut is significantly
§ 20 weighted toward the lower income and that a deferral or
g 21 elimination of. the third year would fall most heavily on
g 22 the below $40;Q00.Jor_$30,000. income class.
23 This proposal seeks to avoid that problem by askewing
24 the rates. The problem -- And then similar proposals

25 were made and discussed and analyzed during last year's
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bill at great leﬁgth and each of them ran into a problem
that I think this type of a proposal runs into also, but
this proposal does keep the maximum rate at 50 percent,
as I understand it.

But you get into a steep graduation of rates at soﬁe—
place in the scale when you try to do this thing. For
example, if I just review these rates proposals quickly,
you are in the ——Athere's.$16,000—$20,000 range is in 22
percent brackets, this was af£er fully effective, -- $20,000.
to $24,000. and then 25 pércent bfaéket, $24,000-529,000 and
28 -- it would be inthe 28Mpercent bracket when fully

effective, but under this proposal, would be in a 35 percent

bracket, so you would have a ten point jump from the $20,000.+

$24,000. range to the $24,000-$29,000, from a 25'percent
marginal rate to a 35 percent marginal rate and the next
jump would be a full five points in the $29,000. to $35,000.
income range would be in the 40 ‘percent bracket.

And then it smébths out again and picks up with the’
normal schedule, 42, 46, and on up to 50, the normal schedule
as would go into effect -- it would be a smoothér schedule,

But anytime you askew the rates like this, you have
these very steep marginal rate increases somewhere in the
scale.

I just point that out tha£ the point has been made

fully that if you do nothing, if you simply defer the tax
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cut, the effect falls certainly most heavily on the lower
end of the scale.

Senator Bradley. Keep in mind that anyone who makes
under $40,000 in income gets the full ten percent tax
déduction.

Senator Long. I just want to make this point, if I
might, Mr. Chairman.

Mr.. Chairman, the purpose of this proposal is to set
the stage, not only to take care of things>like medical
expenses, but to take care of some of the best provisions
that the Adminiétration has suggested down through the
years héving to do with industrial expansion.

For example, here's a letter by a Mr. Richard Ron who
is the Chief Ecdnomist of the Chamber of Commerce of the
United States. This is not a bunch of Democrats when I'm
reading this letter, you know.

The Chairman. I don't think he's a Republican either.

Senator Long. It says that, we believe it would be a
tragic mistake for the Senate Finance Committee to vote for
nearly $100 billion dollars in new taxes over the next
three years just as the economy is about to receive its
first major benefit from last year's tax reductions.

The $21 billion dollar increases for fiscal year 1983
are fully -- 70 percent of the $30 billion dollars in

reduction. In particular, many of these provisions will
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harm savings, investment, cash flow, thus stopping the
recovery which has already begun, among the anti-investment
proposals, or the new minimum tax on individuals and corpora-
tions, withholding on dividends and interest,_after tax
collecﬁions from companies, -- leasing and depreciation, --
repeal the tax deferral for reinvestment for dividends,
partial taxation of merger and acquisitions -- lower limits
on pension confributions and restrictions on completed
contract method.

I simply stop at that point. But, the point is that
the purpose here is to set the stage to continue the incentive
that would dé the most to spur recovery, that's what we
hgve in mind.

The Chairman. I have the,greatest respect for Mr. Ron,
but it is a known fact that the Chambgr leadership is
opposed to aﬁy tax increases. They are for more tax cuts,

I think probably more_tax cuts.

They want to protect-- Thev don't want anybody to pay
a minimum tax. Businessmen, they don't want to touch leasing.
They don't want to do anything that might effeét business,
just take it away from the individual taxpayer. That's
been their attitude. That is called supply side, I believe,
is what they used to call it.

There aren't many supply siders left, but there's still

a few in the Chamber -- not this Chamber but in the other
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Chamber.

So, I think it's time to vote.

The Clerk. Mr; Packwood?
Mr. Packwood; Yea.

The Clerk. Mr. Roth?
Senator Roth. Nay.

The Clerk. Mr. Danforth?
Senator Danforth. Nay.
The Clerk. Mr. Chéfee?
Senato; Chafee. HNay.

The Clerk. Mr. Heinz?
Senator Heinz. Nay.

The Clerk. Mr. Wallop?
Senator Wallop. Nay.

The Clerk. Mr. Durenberger?
Senator Durenberger. Nay.
The Clerk. Mr. Armstrong?
Senator Armstrong. Nay.
The Clerk. Mr. Symms?
Senator Symms: Nay.

The Clerk. Mr. Grassley?
Senator Grassley. Nay.
The Clerk. Mr. Long?
Senator Long. Yea.

The Clerk. Mr. Byrd?
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1 Senator Byrd. _Nay.
‘-) 2 The Clerk., Mr. Bentsen?
3 Senator Bentsen.AYea,
4 The Clerk. Mr. Matsunaga?
5 Senator Matéunaga; Yea.
6 The Clérk. Mr. Moynihan?
7 Senator Moynihan. Yea.
8 The Clerk. Mr. Baucus.
_ 9 Senatur Baucus. Yea.
10 The Clerk; Mr. Boren?
1 Senatér Boren. Nay.
12 The Clerk. Mr. Bradley?
}_5 13. Senator Bradley. Yea.
‘ —is .14V | The Clefk. Mr. Mitchell?
; 15 Senator Mitchell. Yea.
1 16 The Clerk. Mr. Chairman?
i 17 The Chairman. Nay..
; 18 The-Clérk. The Yeas. are 7 and the Nays are 12.
; 19 The Chairman. The Nays are 12, the Yeas are 7. The
g 20 Amendment is not agreed to.
é 21 Senator Long. I just want to anew my suggestion,
g 22 Mr. Chairman, that in view of the fact that the Democratic
23 caucus at one time recommended at one time almost unanimously
2% that the third-year tax cut be deferred as part of the

25 budgetary reducing -- budget reducing proposal, that in
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one fashion or the other, that this bill, that it contain
language that would set the stage to offer such an Amendment.
The reason I say it, as said before, Senators, I think,
should have an opportunity on the floor to vote to reduce
of eliminate some of the items that are in this bill and
they would be subject to point of order, -- to raise additiona
revenue and I think -- this opportunitg or some opportunity
to offer altneratives.
The Chairman. I'll éertainly try to fashion some way
to do that. I don't have any desire to try to avoid that.
Senator Symms. Mr. Chairman, I might just say, one
package that hasn't been on here and for the benefit of
our colleagues on the other side of the isle, I'm sfill very
interested, even though the Administratibn has le;ned quite
heavily on me for the last 24 hours to see us raise some
revenue from the Interstate Trust Fund, even if it has to
be suspended, as far as spending, for up to 24 months. And,
we might keep that in mind. I hope we don't gét some kind
of a rule that would make it, if we do happen to strike
out some of these taxes that are on this measure, that we
don't end up with some kind of a rule where we couldn't
offer that as an amendment to raise some of that revenue
to keep the thing under the $98.7 billion.

And, I've got a proposal worked out that I think is

pretty fair. If it ever becomes appropriate, we might look

1
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at that anyway.

I might also say, Mr. Chairman, I find this like I'm
sure all my colleagues, that there aren't any of these
taxes that are very pleasant and I'm very sympathetic to
the letter that Senator Long just read from Richard Ron,
personally. But, I think if the Administration would have
accepted the suggestion that the Chairman and others on
the Committee and éhe Bnget.cémmiﬁtee made last fall to
really go in and have some real true entitlement reform,
we could have éut out $20 billion dollars in.spending.

We wouldn't be in here asking to raise $20 billion dollars
now. |

This old game is, you always tax the other buy, but
don't tax me. And, I don't see any easy Qay to raisé any
tax, as far as I'm concerned. 1I'd rather vote against all
of them. But, we do have a problem that we didn't cut
spending enough.

And, since we haven't cut spending enough, we're going
to have to bite the bullet here on something and I would
still like to have the Committee and the Admihiétra;ion
consider that we've got a declining road system in this
country and we ought to raise some revenue and put it in
the highway trust fund, even if it means a suspension of
spending it for 24 months and it would help the budget

picture and it would be a way to maybe avoid some of these
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other taxes. I don't kKnow just which ones, but I'll hold
that back and’ see what happens. If we end up that we've
chopped out $4 or $5 billion of these because we don't
have the votes, well, we could come up with a fuel user's
fee and a tax on.rubber, which would be acquated out to
try to be evenly distributed over cars and trucks and so
forth, and:I'think it's a possibility the Committee might
keep under'éonsideragioh.

The Chairman. ‘I thank the Senator from idaho, and he
did, as he indicated -- in fact, I don't think it's a secret.
In our caucus, we did adopt a gas tax and then that word
filtered downtown and we unadopted a gas tax.

The President talked to me about it, talked to the
Senators about it. We wan£ to try to accommodate ﬁhe
President. We hgve so far.

And now I'm going to make -- I'm not unsympathetic
with Mr. Ron, no.one misunderstood. We're'not here raising
revenue because it's Thursday afternoon.

We're here because people in this country are crying
out to do something about high interest rates and the
high deficits and we are raising revenues as a last resort.

And, I must say that I think this Committee has been
very responsible on the spending reduction side and I hope

that we'll have a responsible package when we finish the

revenue side.
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So, I don't disagree with anyone who desn't want new
taxes, though I must say that in the package that now hope
that we can adopt by a voice vote and open it up to Amendment
or deletion, we find a number of areas that deal with
equity, fairness, balanée, that should be addressed whether
there's a deficit or a sufplﬁs and I would hppe that in
those areas that we -- and we'll go ﬁhrougﬁ those now that
we can have other broad support.

Now, is there ény objection to adopting on a tentative
basis the package and then going through one at a time,
asking for amendments or if they want a roll call vote on
airport and airways? We'll proceed on that basis.

Senator Long. Mr. Chairman, you can do it if‘you want
to, but there are éome of us that would like to vote on
everything that's in the package first, vote on these
various items and then based on what the package is, seé
what remains intact and then vote on the package after
we've taken opposition on the individual items.

Senator Bentsen. I don't want to be in a position of
being on record as voting for the entire package.

The Chairman. Well, then, let's proceed 