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EXECUTIVE MEETING

WEDNESDAY, SEPTEMBER 22, 1982
U.S. Senate

Senate Committee on Finance
Washington, D.C.

The committee met, pursuant to notice, at 10:12 a.m.
in room 2221, Dirksen Senate Office Building, Honorable
Robert J. Dole (chairman) presiding.

Present: Senators Dole, Packwood, banforth, Wallop,
Durenberger, Armstrong, Symms, Long, Byrd, Bentsen,
Matsunaga, Moynihan, Baucus, and Boren.

Also present: Mssrs. Stern, Lighthizer, De Arment,
McGonaghy, Hersch, Chapoton, Glickman, Hardee, Stretch,
Brockway, Hoyer, and Ms. Burke.

(The press release announcing the meeting follows:)

MOFFITT REPORTING ASSCCIATES
2849 Lafora Court
Vienna, Virginia 22180
(703) 281-8636
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The Chairman. I am certain there will be other
members present. I just wanted to indicate that we would
like to take up, first, Subchapter-S, and then Technical
Corrections. But before we do anything, I think we have to
recognize that we are probably in the last few days of this
session.

I have heard some members had seven amendments and some
had five amendments. I would just say at the start, if we
are going to start trying to load up Subchapter-S with
amendments or the Technical Corrections bill with amendments,
we are just not going to report them out of our committee
because we are under time constraints. Unless we can have
some agreement I doubt that the leadership on the Senate
floor will even let us bring the bills up.

I believe the Subchapter-S Legislation is very
important. I have asked the staff in the past two days to
review some of the questions that have!been raised in the
hearings. There will be a few staff suggestions.

We know there are two or three areas of controversy; we Kknow
there are some who would like certain amendments added to
Subchapter-$. I have asked the Administration "at the
appropriate time" to respond to one or twoe of those areas:
but I would just urge my colleagues that if in fact we

want Subchapter-S to pass, and if in fact we want

Technical Corrections to pass, that we keep it on that basis:
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Technical Corrections -- Yes, and Subchapter-S -- Yes.

There are other tax bills that the House has now sent
to the Senate. We will have a total of 10 of those. Of
course, they are all subject to amendments; but I would
just stress again the time constraints and the need to make
decisions rather quickly.

Could we start with Subchapter-S? Mr. Monaghy?

Mr. Monaghy. Yes, Mr. Chairman.

We have a couple of handouts -- two of them --
that briefly describe what is in the bill, H.R. 6055, and
one of those has a comparison chart of present law and
H.R. 6055.

This started as a project some years ago with all
staffs assigned to come up with ways to simplify and modify
Subchapter-S to make it more workable, to eliminate traps,
and to make it operate more akin to the treatment with
respect to partnerships.

We might spend just a minute going through the
principal changes in the bill. Maybe this comparison sheet
would be one we could use real guickly.

It increases the number of permitted shareholders, for
instance, from 25 to 35. It makes some changes with respect
to classes of stock, saying that stock may differ in voting
rights, that straight debt instruments are never going to

cause disqualification.
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It repeals the passive income limitation that is
presently there. Today you can't have passive income in
excess of 20 percent of gross receipts. It repeais it for
any new Subchapter-S corporation, any corporation that has
been a Subchapter-S since its existence, and any "regular"
corporation -- we call them "C-corporations" -- that does not
have earnings and profits.

With respect to a corporation that has earnings and
profits and wants to elect Subchapter-S, the passive income
limit is retained.

It gets rid of a problem with respect to foreign income;
it essentially eliminates retroactive terminations and
inadvertent terminations; it changes some rules with respect
to revocations, so that the majority, for instance, of the
shareholders may terminate on election -- not all of them
are required.

It provides a rule on the choice of taxable years,
saying it will be the calendar year unless_there is a
business purpose.

It provides for the straight pass-through treatment
of items of income and loss, as exists with respect to
partnerships.

It makes a better allocation of items of income and
loss on a per-share basis.

It allows losses to be carried forward. Today you
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can't use the loss to the extent it exceeds your basis -- it
is lost forever -- and this says you can keep it, and if
the basis is restored you get the loss in a subsequent year.

It simplifies the rules with respect to basis of stock
and debt.

Also, with respect to fringe benefits it adopts the
partnership rules on fringe benefits.

With respect to the audit of partnerships or
Subchapter-S's, in the Heffer Bill we provided for a
partnership audit at the partnership level. This provides
a similar treatment which will permit audits at the
Subchapter-S level to conform to that.

It simplifies the rules with respect to distributions,
to treat them like partnership distributions. This generally
is effective for taxable years after December 31; 1982.

Again, I think this is something that has been worked
on by all the staffs. They are all in agreement over a
period that really started six or eight years ago.

There is another sheet based on the items that have
been submitted and locked at. I think all staffs have gone
over them -- I know they have -- and suggested technical
amendments: The first deals with trusts and permits
certain trusts to qualify even though they have multiple
beneficiaries. It takes care of a prcblem with respect

to accrued expenses, and it makes clear that rules
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requiring the matching of inclusion and deductions only

apply in the case of cash-basis taxpayers.

It makes it clear with respect to windfall profits that

an existing Subchapter-S corporation presently is entitled
to the exemption for treatment for a thousand barrels. It
can continue to have that treatment if it maintains the
present Subchapter-S rules.

It makes a change with respect to the transfer of
stock, saying that we will permit transfers by gift under
the grandfather rules.

I think it would be our recommendation to all the
staffs that these reallv are in the nature of technical
amendments.

The Chairman. Is that the view of Treasury on those?

Mr. Glickman. Yes, Mr. Chairman.

The Chairman. And that has been reviewed by staff of
members of the committee? Minority staff?

i Mr. McGonaghy. Yés.

The Chairman. Do you have any objection, Mr. Hardee?

Is there any objection to the technical amendments?

Senator Bentsen?

Senator Bentsen. Mr. Chairman, I will have an
amendment to it at the appropriate time.

The Chairman. Right. But you have no objection to

these?
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Senator Bentsen. No, I do not.

The Chairman. Senator Wallop?

Senator Wallop. I have no objections, either.

The Chairman. Without objection, then, the additional
technical amendments will be agreed to.

Mr. Monaghy. There are three other items that
have come to the attention of the staffs, that weren't
necessarily in the category of "staff technicals."”

The first one was raised by a number of members --
Senator Byrd has raised it with us -~ and it deals with
whether or not, with respect to the change dealing with
fringe benefits, there should be a grandfather provision.

The Chéirman. This is the amendment that Senator
Byrd had an interest in. 1Is that correct?

Mr. Monaghy. That is correct, Mr. Chairman.

There is a suggestion, if the committee decided, that
would retain the existing treatment for a 5-year period
s0 long as the current passive income limitation is not
violated and the majority of stock is not transferred.

The Chairman. Is there any objection? Is the Treasury
familiar with that provision?

Mr. Glickman. Yes. There is no objection, Mr.
Chairman.

The Chairman. And that has been discussed with

Senator Byrd, David?
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Mr. Hardee. I would prefer waiting gntil Sengtor
Byrd got here to give his final okay on it. We discussed
this last night and I havé not had a chance to tqlk with
him about it.

The Chairman. Fine. We will just reserve on that,
but we don't want the vote to go through without his
amendment.

Mr. Monaghy. The second of those deals with whether
a Subchapter-S can have a disk corporation or a foreign
subsidiary. What the bill does presently is state that
as to the future the answer to that is No for simplicity
purposes, but it would grandfather existing situations. The
date on that grandfatﬁer is June 23rd.

There are at least one or two situations where thefe
has been a disk presumably set up as a subsidiary of
Subchapter-S, and the issue there is whether the committee
would like to move that date from June 23rd to take care of
those one or two cases to some other date such as the date
of the committee's markup day.

I think the reason as to the future those aren't
permitted is really a simplification reason. Some have said
that date should be moved to the date of the markup.

The third one deals with scmeone who has broken the
Subchapter-S election. Under current law they cannot go

back and make the Subchapter-S election for a period of five
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years. They have asked that they be able toc go back and
make that Subchapter-S election because of the major
revisions here and not have to wait for that five years.

The Chairman. Well, I would suggest, unless there is
some objection, that we withold on Senator Byrd's amendment,
but that we may apprcve the other amendments just described
by Mr. McGonaghy. Without objection, that will be done.

Senator Bentsen?

Senator Bentsen. Yes, Mr. Chairman. I have an
amendment which I would like to offer, and that is to strike
out the passive income test.

I really believe tha£ the passive income test does not
serve a useful purpose. That is one, of course, where if
you have more than 20 percent of a corporation's gross
receipts as passive income you lose your Subchapter-S
rating.

Passive income is things such as royalties, grants,
dividends, interest, annuities -- that type of thing. It
is a trap that the unwary can fall into.

You get into a situation where you have a company
that is perhaps in home building. Business gets bad, and
you decide to rent your equipment out for a while. &all of
a sudden you have rental income in. You have been a
Subchapter-38, and all of a sudden you are forced into a

termination and lose your election. I can cite you a vast
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number of cases where that typé of situation has happened.

Now, when we get to looking at what we have had in the
testimony, the American Bar Association section of.the
taxation statement in September of this year correctly
points out, I think, when it says, "The passive-income
limitation is no longer necessary, causeé severe problems
in the application of Subchapter-S."

In 1980 the Joint Committee Staff recommended

elimination of the passive-income test entirely, stating that

elimination of this restriction would remove much
uncertainty, reduce litigation, and prevent retroactive
terminations of Subchapter-S elections.

I really don't see the reason for its continuance, and
when you get into the question of possible loss of revenue
the Joint Committee has estimated that the net effect of
all provisions of S. 2350, if you eliminate that, is a
revenue loss of less than $10 million annually.

I think removing the last vestige of this passive
income trap could not add materially to this negligible
revenue loss. I think it would certainly simplify it and
save a lot of small companies.

You get into a situation questioning earnings and
profits and, whether you have an undue accumulation of
surplus or earned surplus, some small companies think

because they have no earned surplus that they don't have a
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revenue and profit problem. And yet you have two different

' ’ 2 ways to figure that -- from a tax standpoint or a revenue
3 and earning category. Some people don't keep twoc sets of
4 boocks and are generally not that sophisticated.
5 So I think you simplify the whole thing if you do away

6 with it, at very little cost. I would urge that, and I have
7 the specific provisions of the amendment. It would be page
8 13, strike out line 10 and all that follows through line

9 3 on page 15; and then on page 15, line 4, strike out

10 paragraph 4 and insert paragraph 3.

n The Chairman. As I understand, the Administration

12 would like to be heard on this amendment. They have a
; . 13 different view.

14 Mr. Glickman?

15 Mr. Glickman. Yes, sir.

16 Senator Bentsen, this is a little background. As you
; 17 know, as we have gone through this bill, this has really been
é 18 done in the process of letting everyone work out something
; 19 that makes sense. We are all concerned with the problems
% 20 in the Subchapter-S area. As stated, it has been done on
g 21 a collegial basis.
E 22 We, too, appreciate the problems with the passive

23 investment income test that have been out there for many,

24 many vears. That is why, as a practical matter for new

25 corporations or for old corporations that had no earnings
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and profits -~ Subchapter "C" corporations with no earnings
and profits -- we eliminate the passive investment income
test.

But we do see a severe problem with respect to thoée
corporations that are presently in existence -- Subchapter
"C" corporations that areApresently in existence -~ that have
earnings and préfits, or future Subchapter "C" corporations
that are going to accumulate earnings.and profits.

If all you do is allow them to move freely from
Sub-C to Sub-S when they have substantial stock of earnings
and profits, as a practical matter, in our jngment, Qhat
you have done is dramatically changed tax planning up
not only with the Sub-$S area but with the Subchapter-C
area.

As you know, we have gone towards the direction.
mak ing Sub-S corporations more like a partnership. In
order for a Subchapter-C corporation to go to partnership
solution it has to liquidate today, and it will have to
pay some tax on that liquidation.

Senator Bentsen. Now, wait a minute. You don't
go to liquidation to go to Subchapter-S. And that's where
you are headed, to a Subchapter-S.

Mr. Glickman. As a practical matter now, Senator,
after the new bill is finished, we have a pass-through type

of entity that is very, very similar to a partnership.
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Senator Bentsen. No; you are making it one, and that
isn't the case. I don't think you have a liquidation. You
have not put the assets in the hands of the shareholders,
and they will have to pay a tax as those assets are paséed
to them at some future date. It is not a partnership
situation.

Mr. Glickman. But as a practical matter, all items of
income, all items of deduction will now flow through from
the Subchapter-S corporation. There will be a single
tax.

Senator Bentsen. That's the reason to go. If you
are going to get away from a corporate tax, then that's the
reason for a Subchapter-S.

Mr. Glickman. I agree with that, sir. The point 1is,
the whole purpose here is to make the Subchapter-S
provisions very similar to the partnership provisions. That
was the gtated purpose of this, to make this type of
pass-through entity very similar to a partnership
pass-through entity. As a practical matter, that is what
the bill is going to do.

All I was saying was if you went to the partnership
entity, in that type of situatien, you would have to go
through a liquidation.

Now what we are saying is that any Sub-C corporation

that wants to, from this point forward, can go straight into
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a Sub-S, have all the benefits of a partnership --

Senator Bentsen. How can you say that? I don't have
the assets, if I am a stockholder of a Subchapter-S. Those
assets have not passed into my hands.

Mr. Glickman. But in a partnership they are in the
partnership also, Senator., Just like if they are in the
corporate solution, they are in the corporation. In other
words, if you own 100 percent of the stock of a Subchapter-S
corporation, or two people own 50 percent each of stock of a
Subchapter-S corporation, or those two people own 50 percent
interest in a partnership, in both situations the assets,
the ownership of the assets, is in the entity and not in
the hands of the shareholders of the partners.

Senator Bentsen. Yes; but if they are in tﬁe hands
of the partnership and the partnership is liquidated,
haven't you already paid such taxes as have accrued anyway?

Mr. Glickman. If you liquidate a partnership, as a
general proposition, there will be no tax on that.

Senator Bentsen. That's right. But if you turn around
and liquidate a Subchapter-5, finally you have got yourself
a tax, haven't you?

Mr. Glickman. Well, that's clear. That is clearly
correct; but what I am saying is that the benefits that you
have obtained by going to Subchapter~S are very similar to

the benefits you have obtained in going to a partnership.




740

« FORR

07001

PENGAD CO.. BAYONNE, W.J.

10

11

12

13

14

15

16

17

18

19

20

2

22

23

24

25

15

That is the whole purpose of the bill,

Senator Bentsen. Well, once again, if you get a
partnership you have ownership of it, and if the partnership
is liguidated there is no further. tax.

You liquidate a Subchapter-s, and you have got yourself
a tax.

Mr. Glickman. I hear what you are saying, sir, but I
disagree. I feel that when you go into a Subchapter-$
corporation, that is such a pass-through type of entity that
it is very similar to being in a partnership.

I think that the ownership in a partnership, from a
state law standpoint, is very similar to the ownership in
a corporation in the sense that the partnership is the
entity that owns it. The partnership will borrow the-
monies; the partnership will have the title in many
situations along whose lines.

I guess our most severe problem here, Senator Bentsen,
is the fact that if we allow this, from this point forward
from a planning standpoint, people will go into
Subchapter-C, accumulate income at the lower tax rate
at the Subchapter-C level, pay that lower corporate tax,
then feel no constraints --

Senator Bentsen. How much lower a tax rate is that
going to be when you have a situation now where you put a

top of 50 percent on the investment income? You have
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equated these much more than you have in the past.

Mr. Glickman. Let me just give you a rundown. These
numbers are based on 1979 rates, but the rates are not going
to vary that much in this situation.

If you had taxable income of $25,000, the corporate
liability and individual liability is not very different.

If you had taxable income of $100,000, the corporate
liability would be.$26,000 and the individual liability
would be $41,000.

If you had taxable income of $250,000, the corporate
liability would be $95,000 and the individual liability would
be $141,000.

What you are playing on here, Senator, is the surtax
exemption in the corporation and the fact that that first
$100,000 of income is taxed at a very low effective rate.
Thus, what you can do is accumulate that income in the
corporation, then move to Subchapter-C, convert that income
into passive investment income -- stocks, bonds, C.D.s --

Senator Bentsen. But you have paid the corporate
rate already, and then you turn around and ﬁay the individual
rate, don't you? That is, you pass it out.

Mr. Glickman. No.

Senator Bentsen. Yes.

Am I correctly reading your statement? Didn't you

state that a source of inadvertent termination of
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1 Subchapter-S elections is a source of worrying litigation?
' 2 Isn't that your statement before this committee on
3 September 10, 19827
4 Mr. Glickman. Absolutely. And it is still a big
5 concern, and that's one of the reasons there is é
6 provision in the bill that specifically gives the :
7 Commissioner of the Internal Revenue or the Secretary of
8 the Treasury the authority to waive those types of
9 inadvertent terminations because of those types of items.
10 As I understand it, at least on the House side, the
1 committee report language is even much broader than that
12 and gives an example of the type of situation we are
13 talking about. And it specifically refers to the
'@
14 inadvertent termination as a result of the passive violation
15 of the passive investment income case.
18 Senator Bentsen. If it is what you say, then why is
i 17 it that the Joint Committee estimated the net effect of all
g
; 18 of the provisions of S. 2350 as a revenue loss of less than
; 19 $10 million annually?
g 20 Mr. Glickman. Well, I don't think there is going to
f 21 be any revenue loss because people simply won't go into
% 29 Subchapter-S corporations. They will maintain their assets
‘ . 23 in the Subchapter~-C corporation, will not make the
? 24 distributions out, will accumulate their income in that
. ' 25 fashion, and with respect to new activity they will form
|
|
!
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new Subchapter-S corporations with respect to those new
activities. Thus, they would be willing to maintain the
Subchapter-C status withlrespect to those earnings involved
that are in the Subchapter-C corporation.

Mr. McGonaghy. I think, Senator Bentsen, that that
estimate on the bill does not take into.account the
elimination of the passive income limitation with respect
to corporations who had some earnings and profits while
they were Subchapter-C and want to make that election. The
estimate does not include the removal of that limitation as
to those corporations.

Senator Bentsen. What is staff proposing in this? I
want to get away as much as we possibly can from passive
income tests. I think it is a trap, and I think all kinds
of small companies get caught in that trap. I don't think
it serves a useful purpose, frankly.

Mr. McGonaghy. We would agree, Senator Bentsen. The
staff proposal says, with respect to any new Subchapter-S
corporation formed there is no passive'income limitation
that applies. With respect to any corporation --

Senator Bentsen. With respect to any new Subéhapter-s
that there would be no passive income test?

Mr. McGonaghy. Correct.

With respect to any Subchapter-S corporation which is

eXxistence already and which has always been a Subchapter-5
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corporation, there would be no passive income limitation
applying to them, either.

With respect to corporations that are presently
Subchapter-C corporations -- regular corporations -- if
they did not have earnings and profits and are moving to
Subchapter-S, then as to them there would be no passive
income limitations.

Senator Bentsen. But you really have some problems
on your tests there. 1In effect you have two different sets
of accounting that you would have to try to figure out.

Mr. McGonaghy. It really highlights the problem, which
is: Those corporations which are presently Subchapter-C,
or regular corporations, that have accumulated earnings and
profits at the corporate and now want to elect Subchapter-S,
it is that problem, I think, that we all feel -- and there
have been articles written about it after that 1980
recommendation -- that we are opening one of the biggest
loopholes to allow the bailout of those earnings at capital
gains rates.

If you would take, for example, a corporaticn, and
assume for the moment for illustration that it has been in
existence for 10 years and has had taxable income of a
million dollars a year, the difference let's say from 1969
to 1979 would be about $220,000 in tax difference. If it

were an individual or a partnership it would pay $220,000




1 more on that million per year -~ on that million dollars of
. 2 taxable income. If it were a Subchapter-C it would pay on

3 that same income $220,000 less.

4 Senator Bentsen. Well, what do you do if you have got
5 a Subchapter-S -- and I understood what he said; he said
6 a Subchapter-$ that has always been a Subchapter-S -- but
7 what if you have one that has been a Subchapter-C and then
8 "in good fait£ converted to a Subchapter-S? Are you going to
9 turn around and hit them with a passive income test?
10 Mr. McGonaghy. Only if they have old earnings and
11 profits that are carried over from their Subchapter-C status.
12 Senator Bentsen. But it does not necessarily mean an
_ 13 accumulated surélus, does it?
( @
14 Mr. McGonaghy. If there were not accumulated earnings
15 and profits --
16 Senator Bentsen. That isn't what I said to you. I
; 17 said if you did not have an accumulated surplus, you could
; 18 still have earnings and profits category, couldn't you?
; 19 Mr. McGonaghy. Well, we are just talking about those
g 20 corporations which have earnings and profits.
f 21 Senator Bentsen. That is right.
§ 22 Mr. McGonaghy. Right. And as to those, if those
23 earnings and profits were attributable, in other words are
24 from their Subchapter-C status where they got some benefits
. . 25 from being in that corporate form, then as to those they
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would have to -- as they do under existing law =-- continue
to have that passive income limitation apply to them.

We.agree.that'we would like to come up with a solution
that addresses it and gets rid of it as to those as well.
There have been two or three suggestions: One is to exact
a toll charge for them, éoing out of Subchapter-C status
into Subchapter-S, the séme way that a corporation may
liquidaté today to get out of corporate status and go into
partnership form. That essentially would impose a tax at
the shareholder level, either under normal liquidation
where there would be caéital gains on appreciatioﬁ, or under
the rules for 333 which would have ordinary income on
the earnings and profits. That has not been accepted by very
many people.

There has been another suggestion that we should exact
some kind of toll charge for doing that, because they did
have an advantage and they can bail out those earnings, but
let"s have a softer kind of a toll charge for doing it, but
only where they had the earnings and profits.

One solution has been suggested that is very
complicated. We do feel that we should look at it and try
to solve it so that we can get rid of that problem.

Certainly, on the other hand, most people will admit
that it is a problem, that it does potentially provide for

the bailout of earnings and profits at capital gains rates
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that is not permitted if I want to go and liqgidate and
essentially go into p;rtnership form. We should address
that issue.

I think the ABA, which has indicated it has a problem
and recognizes thqt that problem exists, would like to work
with us. I think there are other groups out there that
also recognize it is a prpblem and feel we should try to
attempt some solution.

But we decided we don't have an adequate solution and,
rather than address it in some complicated fashion, we
should go forward with those that ;re new Subchapter-S's,
those that have always been Subchapter-S's, and those
Subchapter-C corporations which do not have earnings and
profits, and put the new rules in place, get rid of the
passive income limitations to them, and keep the existing
rule until we can figure out how‘to handle the problem of
a "C" that essentiaily has earnings and profits and try to
come back to you with a recommendation as to that.

Senator Bentsen. When do you incorporate that?

Senator Armstrong. Would you yield to me for a
gquestion and perhaps for an observation?

Senator Bentsen. Sufé.

Senator Armstrong. I arrived after you began your
discussion of this issue, and my question is this: Do you

have an amendment pending to just abolish the whole
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passive earnings test?

Senator Bentsen. Yes, I do.

Senator Armstrong. May I be added as a cosponsor to
that?

| Senator Bentsen. Sure,

Senator Armstrong. I am aware of the points that are
being made by Mr. McConaghy, and I think they have some
validity; but in the final analysis, those previous earnings
and profits that are locked up in Sub-C corporations, one of
two things is going to happen: Either the value of those
assets will be consumed -- that is, used by their owners
in some consumptive way, in which case there will have to
be a liquidation because there is no way they can invest
those in consumption items, that is, food, clothing or
shelter, unless it gets into their hands personally, and
that requires a liquidation to occur or a dividend, in which,
in either case they are taxed -- or they are going to use
them in an investment mode, in which case tax will be paid
on the personal rate schedule under Sub-S.

I do see and understand the argument, but I'm
persuaded that Senator Bentsen is completely righf, and the
straightforward way to do it is just exactly what we set out
to do in 1980, and that is to abolish the whole thing.

The Chairman. I am not as familiar with the details

of this as either Senator Armstrong or Senator Bentsen; but,
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as I understand, the Treasury feels so strongly about this
provision; unless we can accommodate it you would just as
soon not have the bill at all. 1Is that correct?

Mr. Chapoton. Mr. Chairman, that is correct.

As Mr. Glickman said, we are all concerned about the
inadvertent terminations, and the staffs have worked very
hard dealing with that problem.

We are also very concerned that we not, in this very
worthwhile Subchapter-S project, open up a new planning
device for every corporate liquidation that comes along
where you can simply avecid the second tier of tax on which
would otherwise be a liquidation. And if we do that, we
will turn this worthwhile Subchapter-S project into something
that is a gimmick; there will be articles written about it,
and everybody will have to consider it in every liquidation
of a Chapter-C corporation. You will have to consider the
use of a Subchapter-S corporation. You will have to put
the pencil to it; and indeed in most cases it will come
out better not to liquidate but to kick into a
Subchapter-C corporation, reinvest the assets, and take
out what you need to consume. That's true -- what you
are going to spend on your home or personal consumption
you will have to pay the double tax; but what you are going
to reinvest -- there will be no reason to ligquidate; you

will simply avoid the tax and will have had the best of
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both worlds.

It would give us such concern that we would much prefer
to see the Subchapter-S put over rather than to use this
device to open up a --

Senator Armstrong. But, Mr. Chairman, the Secretary's
explanation doesn't respond to the threshold question of why
that isn't okay.

Senator Bentsen. That's right.

Senator Armstrong. These corporations and'these
investo?s do not exist in order primarily to produce taxes
for the Treasury. If they had elected in the first place to
be taxed as a partnership or as individuals they wouldn't
have incurred this.

I think that the first showing that has got to be made
is why this was a good idea in the first place. I have never
been convinced that it was. Why was the passive income
test a good idea in the first place?

Mr. Chapoton. Simply because of the concern that they
used the corporation to pay a lower tax in the interim, and
they have had the benefit of the lower tax.

Senator Armstrong. So what? What is wrong with that?
The whole point of this legislation is to say that people
who elect a corporate form of organization should not be at
a tax disadvantage vis-a-vis people who elect to be taxed

as a proprietorship or as a partnership.
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You are 5ust saying that is all right for the future,
but with respect to people who have previously been taxed
as Sub-C corporations tha? they shouldn't get that benefit.

My point is this: To the extent that they actually
consumed what they have liquidated, they do have to either
liquidate or declare a dividend, and that's a taxable
event. But if all they are geoing to do is invest it, even
in a passive investment, they are going to be taxed in
exactly the same way as any other partnership.

Why they should pay what Mr. Glickman has termed a
"toll charge" is simply not plain to me. I can sure listen
to it, but it seems to me pretty clear-cut.

Senator Bentsen. I must say, too, I don't understand
why the connotation is bad on passive income. I don't
understand why it should be.

Senator Symms. Would the Senator from Texas yield 'for
a question? You may want to answer his question first.

Mr. Glickman. Well, Senator Armstrong, let me see if
I can respond to your question.

Obviously, when Subchapter-S first came into the law
in 1958, the spread between the individual rights and the
corporate rights was dramatic. At that same time we had
the personal holding company rules in, and there was a real
feeling then that you shouldn't be putting passive

investment types of income into corporations.
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Senator Armstrong. Why?

Mr. Glickm;n. Because we do have a dopble tax system
here. Whether we like it or not, we were in a double tax
system, and this was one of the methods of accumulating
that type of income --

Senator Armstrong. Why was that just, or why was it
good tax policy? Why should somebody who invests, say, in
bulldozers be taxed differently than somebody who invests
in the stock of a bulldozer company?

Mr. Glickman. I think the answer to that, sir, is:
Why should you have the ability to go into a corporation and
get a lower tax than if you did the same thing as an
individual? 1In other words, what you are doing is putting
a premium on the entity you use, that you choose to do your
business in, and as a practical matter it seems to me that
we ought to be moving away from that type of preference of
one type of entity or another.

Following through, we now agree that we ought to
eliminate the passive investment income test. The rates
have become closer together -- the maximum rate is at
50 percent at the individual level, as you know. So
we are recommending the elimination of the passive
investment income test in the future with respect to these
types of situations.

The problem that we have here, though -- and I think
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you have put your finger on it ~-- 1is that what you really
are doing to some degree is integrating the tax system.
What you will have is people going to the Sub-C's,
accumulating at this lower rate of tax for a number of
years, switching into a Sub-S, never paying any tax on that
accumulation, yet distributing out income which is on that
accumulation.

Now, perhaps the integration of the tax system might
be wise} but I don't think we ought to do it through the .
Sub-chapter-S mode.

Senator Armstrong. Well, Mr. Glickman, I believe you
inadvertently stated something that is not exactly right;
and that is, you said the accumulation would not be taxed.
It would be taxed at the corporate rates during the period
that they were in a Sub-C tax mode.

Now, somebody thinks those tax rates are too low.
Somebody thinks we ought to have corporate tax rates at
60 percent or 70 percent. I don't think that. I think
this whole scheme we have built is sort of an
anti-investment, anti-productivity scheme.

So, in general, my desire is to lower both corporate
and personal taxes and to do those things which encourage
people to take the socially desirable course which 1is to
amass capital and employ it productively.

It seems to me that the amendment which
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Senator Bentsen suggests serves that end. It is not only
just to the taxpayers but it has some broader connotations
in terms of what it means to the economy.

Senator Symms. Let me ask a question on that point.
I1f you don't have the Bentsen Amendment, how are you going
to treat the construction company that, say in the last
10-year periocd, operated as a Subchapter-S corporation,
had most of their income from construction work, and in
the proceés built some buildings so they have rental income,
and now they are slowed down in the construction. Are they
going to wake up one morning and find out, without his |
amendment, that they have failed the passive income test?
How is Treasury going to treat that? That just doesn't
seem equitablé to me, when all of a sudden they find out
a year later that they are no longer a Subchapter-S
corporation.

Mr. Glickmant Senator Symms, in‘that case, if they
have been a Subchapter-S corporation since their inception
they probably will not havé earnings and profits which they
have accumulated. They could, but --

Senétor Armstrong. Well, they cculd have. What if
they built a building out here?

Mr. Glickman. No, but the Subchapter-S8 corporation,
as a general proposition, if they have been Subchapter-5

from their inception they can't have earnings and profits.
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And Treasury would not have any problem with saying, with
regspect to the earnings and prcfits which have been
accumulated during the period of time that they were
Subchapter-S, not to take those into consideration in making
the passive investmént income test.

So, in the.situation that you just now gave, that
corporation would not be. subject to_the passive investment
income test, because it wouldn't have earnings and profits

that would be taken intoc acccount.

Senator Armstrong. Well, I think it could have. What
if they lost all their income from construction jobs because
there is a slowdown in construction, so the only income they
have back is passive? And then next year they find out
when they file their tax returns that they are in a different
status?

Mr. Glickman. What I meant to say was that if they
have been Subchapter-S from their inception, with respect
to that type of situation, the passive investment income
test would not apply to them because either they wouldn't
have any earnings or profits accumulated or, if they did,
like I said, we could ignore that type of earnings and
profits so that the passive investment income tests do not
apply.

Senator Armstrong. Okay; but what about a Subchapter-C

that wanted to move into Subchapter-S? How would you treat
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that, then?

Mr. Glickman. Well, 1f it is a Subchapter-C cororation
that has accumulated earnings and profits and has moved into
a Subchapter-S corporation, that is the precise problem
that we are concerned about.

Now, if they inadvertently violate passive investment
income tests, the Commissioner has the ability to waive that
type of violation. And we specifically built that into the
provision to avoid the unintended termination problem.

Senator Bentsen. If the Senator would yield a moment,
I think what you are really getting to, and I think the crux
of this, is that you fellows are getting back to a
step~forward basis again. There is the question of the
carried-forward basis, and the fellow finally dies, and
the state has a stepped-up basis. We fought that fight
before. We settled that one last time. Senator Byrd-and
Senator Wallop were leaders in that fight. It loocks to
me like that is one of the things that is concerning you
here.

Mr. Chapoton. That could be an additional
consideration, 1 suppose, in the tax-planning device; but
that is not a major factor in our thinking.

I think we have two guestions. One is we are worried
about the inadvertent termination. We certainly are

worried about that and want to go as far as we can in
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1 avoiding an inadvertent penalty.

. 2 Then, I think Senator Armstrong meets the question
3 head-on when he says we should just aveid the double
4 taxation whenever we can. I think we might agree with that
5 on a policy grounq if we had that policy questipn before us;
6 but what we are clearly doing by putting in an unlimited

il

7 passive income test is we are giving taxpayers the
8 opportunity to plan to avoid the double tax in particular
9 situations. We just hate to see a good amendment, a
10 sound amendment to Subchapter-S, being used for that planning
" device. Obviously if it is available people would use it.
12 The Chairman. I wonder, before we dispose the final

) . 13 disposition of this amendment, if we might go back and

\
14 approve the amendment of Senator Byrd, as I understand on
15 fringe benefits? If that is acceptable to you.
16 Senator Byrd. It is not what I would prefer, but it

: 17 is acceptable,.

é 18 The Chairman. So, without objection, that amendment

; 19 will be approved. We were waiting for Senator Byrd's

§ 20 arrival.

§ 21 Again, I don't have'any strong feelings. I don't

§ 22 understand this amendment as well as some who have a direct
23 interest in it; but I do understand, as I think I heard
24 Treasury say, that if this amendment is adopted you would

. 25 just as soon not have the bill. So I think we have to make
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that judgment.

Now, 1s there any middle ground? Is there any way
we can satisfy some of the concerns expressed by Senator
Armstrong and Senator Bentsen and others. Still, if the
Administration doesn't support the bill we are not going to
have a bill.

There are a number of good provisions in it. What can
we do to get out of this dilemma?

Senator Baucus. Mr. Chairman, on that very point, I
personally believe the passive income tests are just too
strict as it is in the bill. Twenty percent is just too
low. However; I do understand some of the concerns that
Treasury has, as the Chairman has even alluded to.

I am wondering if 50 percent might make more sense to
some of the members of the committee here. I understand
that there is a 50-percent gross receipts tax used to
prevent abuse when they classify in losses on small business
stock. I am wondering if that 50-percent level that makes
sense there might also make sense in the test here?

Senator Bentsen. If I might interrupt, Senator, you
run into some of the same problems, I think. It is just a
guestion of degree.

I am quite willing to see if we can explore with
Treasury and find some middle ground. There are a lot of

good things in this piece of legislation, and I would like
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to see it prevail.

I strongly disagree with the passive income test. I
don't see what is wrong with passive income, frankly. I
don't see the bad connotation there. But if we find an
area of agreement, to try to be constructive, Mr. Chairman,
I would try -- I am not sure that we can.

Mr. Chapoton. Senator Bentsen, we have been kicking
this around. One thought we have had, and I am not sure we
thought it through thoroughly, is to the extent that you

exceed the 20-percent test it would be a tax on the passive

income at the corporate level. There would be no inadvertent

termination of the Subchapter-S, but you simply could not
use the Subchapter-S corporation for the purpose that we
were concerned about beyond the 20-percent limit. And it
would clearly prevent the inadvertent termination of the
Subchapter-S status.

Senator Bentsen. For that particular year you would
have a corporate tax on the excess?

Mr. Chapoton. On the passive income in excess of
20 percent.

Senator Bentsen. On the excess?

Mr. Chapoton. You see, there is precedent for that.
That is what is done in cerﬁain situations for capital
gains realized by Subchapter-S corporations.

Senator Bentsen. And you would not violate
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Subchapter-S classification?

Mr. Chapoton. That is correct; you would not lose your
Subchapter-S status.

The Chairman. Well, I wonder if we might agree that
we can maybe almost immediately start to see if we can
work out some agreement.'

Senator Bentsen. I am willing to explore that.

The Chairman. Is that all right, Senator Armstrong?
Senator Wallop?

Senator Armstrong. Well, Mr. Chairman, of course I am
always eager to reach an accommodation with the Treasury,
but I must say I am dumbfounded tc think that the Secretary
is really telling us that were an amendment such as
Senator Bentsen has suggested adopted that he would really
rather not have the bill at all.

Is the Secretary telling us that literally he would
recomménd to the President of the United States that the
bill be vetoed? And is he also saying he thinks the
President under those circumstances would veto such a bill?

Mr. Chapoton. I have learned not to speculate on
veto, Senator Armstrong. What I said was that we would
rather see it put over so we could work on this problem
more.

What we are concerned about -- and, as I said earlier,

I think you meet the point head-on -- is it would be a
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method of avoiding the double tax. We would then have
changed a bill which does a lot of good things into a bill
which is a great planning technique on every corporate
liquidation.

Senator Armstrong. I am skeptical of that.

I must say that my interest in this issue arose in the
first place when we had a measure on requlated investment
companies before this committee, and I said: Why is it fair
that companies that have a hundred stockholders or more get
one kind of treatment, whereas the smaller companies that
have less than a hundred stockholders can't qualify for
this treatment?

What I was told was, "Don't worry about it. We are
going to fix it up when the Subchapter-S bill comes." Well,
this is the Subchapter-S bill, and the expectation that
I had, and I think other members of the committee had, was
that we were going to do away with the passive income test.

Now we find out that the Treasury isn't willing to
do that. I understand the points. I think it is a
reasonable argument; but I am not persuaded by it. And I
am a little distressed, Mr. Chairman. Indeed, I am a little
offended by the notion that, from the Treasury's standpoint,
if we don't want to do it the way they want to do it this
year, as opposed to the way they wanted to do it last year,

that they are going to take their marbles and go home.
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Maybe some of the rest of us will do the same thing. You
know, at this stage of the game anybody can kill a bill:
that's nothing big.

But I would really appeal to the Treasury not to be
so adamant and so hard-nosed about it. We will try to work
something out; but, you know, this is a good bill whether
this provision is in or out.

Mr. Chapoton. Senator Armstrong, first of all, I think -
we have taken care of the pass-through for the future. The
small corporations can now have complete pass-through of
passive income. We are dealing with one particular
situation; but we want to emphasize how major it is to us.
Really, we have séent an awful lot of time on it, talked to
outsiders and staff here. It is a major concern,
ohviously.

The Chairman. Well, unless there are other questions
on this, I know we have a cloture vote at noon, and I would

1

hope we might address any other amendments or questions with

reference to éubchapter-s, and if in fact we can resolve

any other guestions leave this one question open. Then

perhaps by tomorrow morning we will have been able to --
Senator Bentsen. Will we be back on this tomorrow

morning, Mr. Chairman?

The Chairman. Well, I don't see how we can finish it

this morning.
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Senator Bentsen. Well, with that understgnding, that
we will have a chance to bring it up in the morning --

The Chairman. Oh, yes. We are not going to move on it
until there is, hopefully, some agreement.

Senator Bentsen. I am trying to be constructive. I
would like to work something out here. I am obviously
disagreeing with Treasiry on this issue.

Senateor Byrd. I would like to ask a question of the
Treasury.

Mr. Chapoton, Senator Bentsen brought up the question of
carry-over basis. Before you came to the Department that
portion of the Tax Law was repealed. In the vote to repeal
that, those who were opposed to repeal got 14 votes in the
Senate -- or it might have been 8, but there were very few
votes. But I still hear that word brought up by Treasury
officials.

What is the current attitude or view of the
Department of the Treasury and your division of the
Department of the Treasury in'reqard to carry-over basis?

Mr. Chapoton. Senator, we are against carry-over
basis. As I pointed out in response ﬁo Senator Bentsen's
question, the gquestion of a step-up of this stock and this
situation might enter into a planning device as the effects
of death on tax planning always are questioned. But we are

not getting into and do not want to get into the
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carry-over basis question. We are opposed to carry-over
basis.

Senator Byrd. You are opposed to carry-over basis, not
Just in regard to Subchapter-S, or this bill, or any other
bill -- you are just opposed to the principle of carry-over
basis, is that correct?

Mr. Chapoton. That is correct. I have seen those
problems; the Congress attempted to deal with that; and I
think the safest conclusion is to say they are insoluble
and we shouldn't revisit that.

Senator Byrd. That is a good, clear-cut answer, and
I am very glad to get that.

The Chairman. I think we can reassure you, Mr.
Chapoton, they are insoluble.

(Laughter)

Senator Moynihan. Mr. Chairman, I have an amendment
on Subchapter-S; but if we are not going to be able to
resolve the passive income guestion, then apparently we
won't be able to move forward on the legislation. So might
I reserve to bring it up afterwards, if it seems like it
would be productive?

The Chairman. Right.

Senator Wallop, do you have questions on this?

Senator Wallop. No; my questions were resolved in the

technical amendments. I have an amendment which we are
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trying to work on now, and I believe we may well have it
worked out very shortly.

I would jus£ like to say, with regard to Senator
Bentsen's amendment, that I really hope we can work something
out, because there are a lot of things that are very
important to small business in this piece of legislation
which I would hate to see us lose.

Senator Long. Mr. Chairman, I would just like to
make this point, somewhat parallel to the Treasury's
position.

We have here a bill, as I understand it, where the
purpose is to simplify and streamline the Subchapter-S. Is
that correct, Mr. Chapoton? It is not a bill to expand
Subchapter-S necessarily, or to enlarge upon it, but a bill
to streamline and simplify. It does expand it somewhat,
does it not? It affects more people;, being. a
Subchapter-S corporation, for éxample.

Mr. Cha@oton. It definitely does, and we are
encouraging that -- the number of shareholders -- and
indeed doing away with the passive income test in the
future. It will expand it and simplify it dramatically.

Senator Long. So, insofar as it goes, it is a good
bill. I sometimes have said that is about all you can say
of any bill, that it is a good bill insofar as it goes.

So everybody will have to agree that it is a good bill;
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it ought to become law. And there is not really much to
argue about in what is in the bill.

But now, when we go beyond that and try to broaden it
to do a lot more things for different people, it then
becomes controversial and will not pass -- it won't become
law.

I would hope that the Senators would be willing to
withold amendments that are going to have the effect of
killing a good piece of legislation.

Doesn't this have a lot to do with simplification, so
people can properly administer the laws that we have?

Mr. Chapoton. Yes, sir, it certainly does.

Senator Long. So, it seems to me as though we are
here with a good bill that would simplify it, make the
law more easy to administer; it would expand Subchapter-S
somewhat to make it more useful in more situations. So,
generally speaking, the taxpayers would all be better off.

Now, someone comes along and he wants to expand iﬁ
the areas of which some particular group has an interest.
Well, when they do that we wind up with no bill. I think
that would be a very sad travesty.

In these closing days you can't pass anything
controversial this late. Just one good solid man with a
good constitution and good lungs and a good digestive

tract can just stand there and keep the bill from. passing.
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We know that tc be the case, and everybody knows it -- a
single Senator can kill this bill. That being the case
this late in the session, I would just pray, Senators, let
us just try to pass what we can pass and forego what we
can't pass.

I will take my chances on the same basis. If it is
something where the Administration says, "Well, we are going
to have to be against the bill if you do that,” at that
point I think we know it is not going to become law. We
ocught to just to ﬁry to pass it.

Senator Bentsen. Mr. Chairman, if I may just respond
to that.

Mr. Chairman, I have never been a part of a filibuster
since I have been in the United States Senate. I have tried
to work to try to be constructive in these things, and I
think this is a constructive amendment that I have proposed,
and it is a simplification aﬁendment. I think it has
substantial merit.

That doesn't mean that we can't improve on a piece of
legislation that does have constructive things in it, and
that is what I am attempting to do.

I further stated that I would stand aside and try to
work something out with Treasury, and that has been my

posture I think ever since I have been on this committee.

The Chairman. And I would say, Senator Moynihan, does
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yours inveolve casualty companies?

Senator Moynihan. Yes.

The Chairman. That is another one that is hotly
disputed.

Senator Moynihan. And if Senator Bentsen's can be
resolved and the bill is going forward, I will offer it.
If in five minutes it can't be resolved, I will accept the
fact that it can't.

The Chairman. Again, I have discussed that with
Treasury, and there may be some way to accommodate it.

Senator Moynihan. Perhaps I could talk to Mr.
Glickman, who seems go know a lot more about it than I do.

The Chairman. I was going to say, if there are
amendments, maybe we can speed up the process if in the
interim here we can have a staff discussion, and if we can
work it out we would like to work it out. In fact, if we
could work it out between now ~-- or' even we could come back
again at 1:30, if we could work it out; because, as
Senator Long pointed out, we are in the last stage of this
session before the election. There may be a post-election
session, but this is a pretty good piece of legislation.
But I think generally we can work things out here, and
hopefully we can accommodate Senator Armstrong and
Senator Bentsen and others.

Senator Byrd?
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Senator Byrd. Yes.. I would like to ask a question.

On this fact sheet that has been distributed,
under "Distributions of Appreciated Property," it says
"Under the present law generally no gain recognized on
distribution." Now, under this proposal it says, "Gain
recognized on distribution of appreciated property." Now,
would you explain what that means?

Mr. Glickman. Senator Byrd, if there is appreciated
property in the Subchapter-S corporation, and that
appreciated property is distributed out, the new provision
would provide, in essence, the gain would be recognized,
as it reads here, on that appreciation; whereas, under the
prior law there would be a carrv-over basis, and thus there
would be no gain recognized.

The purpose for this, as I understand it, was to
prevent the bailing out of earnings and profits, again -=~
distributions by corporations with appreciated property
and without any recognition of the gain at the corporate
level.

Mark, you might go into this further.

Mr. McGonaghy. Senator Byrd, suppose that the
Subchapter-S has a piece of property with a $100 basis, and
it is worth $1000. TIf that is distributed out to a
shareholder, and the issue is what if the shareholder then

turns around and sells it, what should be his gain?
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Obviously, if a corporation sold it there would be
$900 worth of gain. 1In a partnership, when that same piece
of property comes out to a partner he steps into the
shoes of the partnership, and if he sells it the next day
he would have $%00 of gain.

Senator Byrd. Capital gain?

Mr. McGonaghy. Yes, capital gain.

This adopts that same rule that I just described for
partnerships for Subchapter-S corporations, so that if that
Subchapter-§ éorporation had that asset of $100 and it was
worth $1000, distributed it out to a shareholder and the
shareholder sold it the next day, the shareholder would have
a basis of $100, recognized $900 worth of capital gains. -
If he didn't have that rule, and on the distribution the
shareholder got a $1000 basis without any tax being paid,
if the corporation sold it the next day that would never
be taxed.

Senator Byrd. That's the way it is under the present
law?

Mr. McConaghy. Under partnership rules -- that is
Correct;

Senator Byrd. Under the present Subchapter-S rules?

Mr. McConaghy. ©Not under the present Subchapter-S
rules.

Senator Byrd. Well, I am looking at this sheet. It
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says "present lgw." I assumed that you are speaking about
Subchapter-S.

Mr. McConaghy. That's right. Presently you can make
that distribution ocut of an existing Subchapter-S, and that
is treated as a dividend today. And, as treated as a
dividend; there essentially would be ordinary income tax on
it.

Senator Byrd. Yes.

Now, suppose the individual dies and it is received by
his estate rather than by him individually -~ how is it
handled?

Mr. McConaghy. There would be a step-up, just as the
normal step-up rules with respect to his stock. It would
step-up the fair market value at death.

Senator Byrd. There would be no tax on that
appreciated value?

Mr. McConaghy. If he sold his stock which has that
step-up in basis, there would be no tax on it. That is

absolutely right.

Senator Byrd. Do you mean if the estate sold the stock?

Mr. McConaghy. That is correct.

Senator Byrd. Yes. So it doesn't change the estate

tax law?

Mr., McConaghy. Oh, no. It is not intended to nor

should it.
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Senator Byrd. Thank you.

Senator Matsunaga. Mr. President -- I'm sorry; I was
thinking of 1984 ~- Mr. Chairman.
(Laughter)

Senator Matsunaga. Mr. Chairman, I was prepared tb
offer an amendment relative to the grandfathering of
corporations with disk subsidiaries. As I understand it,
the staff, intelligent as they are, already recommended this
and the committee has approved it. Am I correct?

The Chairman. Right. Yes. And we apologize. We
knew it was your initiative, but we thought while there was
a movement to approve the amendment that we should do that.

Senator Matsunaga. Right. I appreciate it very much.
Thank you very much.

The Chairman. Are there any other amendments or
questions on Subchapter-S?

{(No response)

The Chairman. As I understand, I really believe if
there is staff available right now maybe we can m@ve on to
Technical Corrections. We might be able to resolve both
Senator Moynihan's concern and the other Senators'. So
let's move to Technical Corrections, and maybe we can get a

staff meeting in the back room.
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The Chairman. We are now on the technical
corrections. And Dave or whoever might want to explain that.
These are, as I understand, technical corrections that have
been in the process for a number of months based on
corrections of the 1981 passed last year, plus a couple
of necessary corrections we'd like to have made; maybe more
that I am not aware of in the bill just passed about a month
ago.

Mr. Brockway. That's correct, Senator. There are
some changes also in the Installment Sales Act that passed
in 1980 and also the Bankruptcy Act. There are two or
three where the act just passed. There are two or three
that have been suggested that are strictly technical and
it will be a real problem if they aren't adopted this year
rather than next year when you will consider the full
technical corrections on this year's act.

But, otherwise, they basically are on last year's
Economic Recovery Act. This House bill -- 56 =~ has a
number of them. I think there is a general concensus
that those are all strictly technical. And as far as I
know, there is no controvery on the provisions of that bill.

Since the House bill was passed, there has been a
number of submissions made to the Cémmittee. And the staff
has gone over it -- both Minority and Majority, Joint

Committee staff and Treasury. We have a list that we would
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suggest to the Committee that are strictly technical in
nature in our view. And are appropriate amendments to the
Act.

The Chairman. Could I just say to the members,
because I don't want to deprive anyone of the opportunity
of offering amendments -- what I thought we might do,
based on precedence, is to suggest to members that if, in
fact, they have amendments which they may feel are almost

technical, if they would submit those amendments to Mr.

Lighthizer. Then we would have the minority-majority staff,

Joint Committee and Treasury representatives go over the
amendments.

And if there is approval or agreement that the

amendments are technical in nature or amendments that should

be adopted, then we could add those amendments. Hopefully,
as soon as tomorrow. Because this is another bill -- if
we are going to act on it, we must move rather quickly.

It has passed the House. And we would like to make
these technical changes as quickly as we can.

Senator Long?

Senator Long. Well, I do want to offer or discuss
at least one amendment that I would like to offer. It
‘doesn't cost the\Treasury a penny. If there is a Treasury

objection to it, I would like to have an open discussion.

The Chairman. ©h, yes. We are not going to
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deprive anyone.

Senator Baucus. Mr. Chairman, do I understand you
to suggest that we discuss at this moment some amendments
we may have.

The Chairman. That we submit those amendments now.

Senator Baucus. Only submit them?

The Chairman. Right. It might save some time.

We certainly can discuss them now, but I thought first we

might have Mr. Brockway discuss the amendments that the staff

has already looked at, which were submitted by a number of
members. And if we have no objection to those, we will
adopt those.

Mr. Brockway. Senator, I gather that it has been
distributed with the hand-out. The summary.

The Chairmap. Do we have those?

Mr. Brockway. It'; entitled, "Suggested Technical
Amendments."

The first set of technicals deal with the ACRS
anti-churning rules. And the Economic¢ Recovery Act under
the ACRS rules. There were anti-churning rules to prevent
related parties from selling property that they had in
service before the effective date to a related party, and
therefore qualifying under the new, more accelerated
deductions provided under last year's act.

In certain circumstances, it appears that those
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anti-churning rules do go too far and deal with situations
that were clearly not motivated to receive the more
accelerated deductions provided under the ACRS system.

One situation is where a taxpayer inherits
property. Obviously, that is not a situation even though
you have acquired it. If you have acguired inherited
property from a relative, it is obviously not one where there
is a'churning transaction designed to get an increased
write-off.

Another situation is where taxpayers sell their
interest in a partnership. And under the anti-churning
rules, it provides that where a partnership has more than
10 percent common ownership with another partnership and sells
property to that other partnership is a transaction covered
by the anti-churning rules. It is not clear that one can
have that 10 percent out where you sell partnership
intereéts. If you sell the partnership interest rather
than the underlying property -- this would provide that if
there is a sale of the partnership interest and there is
less than 10 percent common ownership of the partnership
before and after the sale, the partnership interest ~w'the
anti-churning rules do not apply.

Finally, there is a situation dealing with
transfer of real estate where there is incidental personal

property included. Under the anti-churning rules, that
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personal property, in order to qualify for the new ACRS
deductions -- the property has to have both a new user and a
new owner. For real property, you only need a new owner.
There is no need to have a new user because that might force
eﬁictions.

This says that where the property is incidental under
regulations, there will not be the anti-churning rules,

The Chairman. As I understand, that amendment has
been -- has Treasury addressed this amendment?

Mr. Chapoton. Yes, sir. We are in agreement.

The Chairman. You concur that it's technical in
nature? It's been reviewed by members of staff on both
sides? Is that correct, Mike, David?

Mr. Stern. As far as I know.

The Chairman. I am advised that it has been. So
if there is no objection --

Mr. Brockway. The next amendment dealing with the
rehabilitation really just corrects a possible reading of
the Act resulting from erroneous cross-reference. To
gualify as a substantial rehabilitation, the property has
to have rehabilitation expenditures at least equal to the
basis of the property during the 24 month period before the
rehab property is put in service.

Arguably, this can be £ead in situations where a

taxpayer acquires an old building, rehabs it and then puts
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it in service where the acquisition date was less than 24
months before it was put in service. Arguably, this can
be read to not allow the credits to apply. And this allows
it to apply.

The Chairman. I don't want to shut any debate
off in any of these provisions, but if, in fact, they are
technical, and if they have been reviewed by Treasury,
and the staff on both sides has reviewed it and members have
been, therefore, alerted, I think we identify them as

strictly technical. We might speed up the process.

Now has the Treasury --
Mr. Chapoton. Yes, sir. We Have reviewed this

and agree with it.

The Chairman.  Without objection, that will be

adopted.

Mr. Brockway. The next one deals with foreign
currency contracts under the straddle rules. The mart to
market rules apply where contracts are created in a regulated
market where there is a mart to market system for regulated
futures contracts. 1In the foreign currency area, a number
of large transactions are created on the inner bank market
which does not meet all the specifications although the
securities are substantially identical, if not identical,

with those created on the mart to markets.

This creates a problem for taxpayers who deal in
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both markets. The House bill provides that transactions
on the inner bank market where they are substantially'to
those traded on the regulated futures exchange are covered
by the mart to market rules.

That, in the House bill, was -only on the
prospective basis. In order to resolve problems with
taxpayers, this allows it also to, by an elective basis,
retroactively to the ef?ective date of the mart to market
rule.

The Chairman. Again, does Treasury have any
objections?

Mr. Chapoton. We agree with the amendment. We
reviewed it very closely.

The Chairman. Has Treasury reviewed all these
amendments?

Mr. Chapoton. Yes, sir. All these on this list
we have reviewed.

The Chairman. Have they been reviewed by staff?

Mr. Brockway. Both the majority and the minority
have gone over them.

The Chairman. Any objections interposed by
members to any of these amendments?

Senator Wallop. Mr. Chairman, I have some
guestions to ask of staff on the tenth item.

The Chairman. We are going to go ahead cone at a
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time, but I thought we could speed it up unless there was
some reason not to.

Mr. Brockway. The next item deals with designation of
securities as being ordinary income assets or iqvestment
assets. Last year's bill provided that a dealer has to
designate it as capital gains from the day of buying.
Apparently, there is some possibility of avoiding this
rule by buying an option. If the option goes up in value,
you take delivery and redesignate and avoid the rule. This
provides that where you take delivery of securities,
pursuant to an option, that you have to designate the
option itself to be an investment asset.

There's another one dealing with the straddle rules.
Last year's bill required capitalization of interest
incurred to carry a personal property that was part of a
straddle.

Evidently, if you have certain short sell expenses
that are equivalent of interest that may not be covered by
this rule. And this would say that where they are equivalent
of interest that they would be treated as interest for
purpose of that capitalization of carrying charge rule.

The final oné dealing with straddles deals with
cash settlement contracts. In order to qualify for
mart to market treatment -- under the bill passed last year,

the property had to be a contract for delivery of personal
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property. This left out Eertain cash settlement contracts
where on a future stock index where you cannot deliver or
there is not delivery of the underlying property. The
House bill eliminates the requirément that there be a
requirement of delivery of the underlying property.

The suggestion here is to cut that back somewhat just
to deal with the transactions that haye come to light.
Saying that the settlement price has to be with reference
to a stock index or other personal property.

The Chairman. I'm going to suggest that we put the
entire explanation in the record. That was which number
that we just discussed?

Mr. Brockway. That was up through number 6.

The Chairman. Are there any questions of any members
on number seven, number eight or number nine? I mean they
are explained in the hand-out and it would save time.

(No response)

The Chairman. If there are no gquestions, then without
objection. They are technical in nature. When you get to
number 10, I think Senator Wallop had a guestion on that one.

Senator Wallop?

Senator Wallop. Mr. Chairman, with regards to the
second item under number 10, I have four questions which I

wish to raise.

And the first one is that the House version of the
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Technical Corrections Act, as it applies to the windfall
profits tax, adds the following language to the definition
of crude oil. And I will quote it:

"In the case of crﬁde 0il, which is condensate
recovered off the premises by mechanical separation, such
crude oil shall be treated as removed from the premises on
the date on which it is so removed."

Generally speaking, there is no particular problem with
that statutory language. However, there is a problem with
the House Committee report language interpreting the change.
It is my understanding that various staffs interested in
this provision have been working on alternative language
which will clarify the intent of the statutory change.

And my present understanding of the proposed Finance
Committee report language -- I quote -- "A bright line
test will be provided to the effect that if the gas well
production passes through, an operational standard and
mechanical field separater, that the condensate recovered
from that separation process will be subject to the so-called
windfall profits tax. But that any further condensate:z
collected beyond that point, unless there is compensation
to the producer, will not be subject to that tax."

Am I correct in that understanding?

Mr. Stretch. Senator, that is correct. Obviously,

if there is not compensation for the condensate, there would
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be a zero removal price, and there would not be a windfall
profit in that.

Sénator Wallop. Is it also clear, then, that no
windfall tax liability to a producer will be based on
compensation actually received for the condensate?

Mr. Chapoton. You mean not received?

Senator Wallop. Right.

Mr. Chapoton. That is correct.

Senator Wallop. And the third question is that some‘
concern has been expressed by the pipeline companies that
the statutory language apd the report language is going to
make them liable for the windfall profits tax rather than
just being responsible for withholding as the first
purchaser. ’

Will the éommittee report make it clear that no
windfall profits tax liability is being created for the
pipeline companies except to the expense that that company
is also a producer?

Mr. Chapoton. That is our upderstanding. Yes, sir.

Senator Wallop. Because the point that I'm trying to

make here is the fact that a pipeline may collect condensate

in its pipeline and does not make the pipeline a producer
for the purposes of the windfall profits tax.

Mr. Chapoton. That's correct.

Senator Wallop. And the last question is that am I also
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1 correct in my understanding that the only time a windfall
j (. 2 profits tax liability will accrue with respect to gas well
3 condensate will be between the wellhead and the gas processing

4 plant? And that products from the outlet side of the

5 processing plant will not be subject to the windfall profits

6 tax?
7 Mr. Chapoton. Senator, that is correct. Under the
8 DOE regulation, only condensate recovered at or before the
| 9 inlet side of the processing plant were treated as crude
i 10 0oil. And, therefore, those are the only things subject to
| 1 tax under the act.
12 Senator Wallop. I would ask that the Committee report
‘ 13 reflect that understanding.
( 14 Mr. DeArment. It will, Senator.
15 Senator Wallop. Thank you very much.
16 Senator Bentsen. I congratulate the Senator on the
i 17 clarification, which was certainly needed in that regard.
; 18 Senator Wallop. Thank you.
; 19 Senator Bentsen. Are there other comments on the list
g 20 of amendments.
é 21 Senator Matsunaga. Mr. Chairman, I was prepared to offer
f 22 an amendment on the all-savers certificate, but I note that

23 on page 2, item 8 covers it. And I want to congratulate the
24 staff and Treasury for having gone ahead on it.

. 25 Senator Packwood. Pat Moynihan.
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Senator Moynihan. Mr. Chairman, there is a technical
correction,which I believe the Treasury is well prepared to
accept, in our 1982 bill. We provided that the closely

held corporations could purchase tax losses under safe

harbor.
But by what I believe to be -~ and I am told by Mr.
Wessler of the Joint Committee -- was a simple drafting

error, this did not apply to leases with public transit
authority.

Mr. Brockway. Senator, at least that point is
ambiguous. It is not on the list of the other three or
four technicals that we prepared on technicals for this
year's bill because we weren't aware that time was of the
essence on it. But, evidently, there is some timing concern
on it. And that was a drafting error that arguably
closely held corporations cannot be safe harbor lessors
when you are dealing with mass transit properties, simply
because mass transit had a separate effect.

‘Senator Moynihan. Right. I wonder if the Treashry
could accept that technical change.

Mr. Chapoton. We are familiar with that. We have
no objection to it. It is, of course, the 1982 act and not
the 1981 act. We had no objections to it. &And it is, we
think, technicali

Senator Moynihan. If that is agreeable, Mr. Chairman,
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I would propose it. And express my appreciate.

Senator Packwood. Thank you. Any objections?

(No response)

Senator Packwood. Senator Boren next and then Harry.

Senator Boren. Mr. Chairman, on item 15, the alcohol
fuel amendment, I notice that we have cured the problem
of effective date here with this amendment, but there is
an additional problem that I have been contacted about.

And that is that the 90/10 percent index -- 10 peréent
alcohol content -- there is great difficulty in getting an
exacﬁ 10 percent. So the retailers of this product are
really caught in a Catch 22. If they exceed the 10 percent,
they are in trouble with the EPA. 1If they fall even a
fraction below the 10 percent, they are in trouble in terms
of the tax exemption. And so they have.to have exactly the
right content in terms of what is being enforced now. At
least this is being enforced this way in Oklahoma:. They
are running in and rﬁnning these spot tests. And if it is
Just a fraction off, they are denying the tax exemption,

And in heating the product in producing, I am told
that technically it is a virtual impossibility of achieving
an exact 10 percent content with each and every batch. And
I realize you can't just open the door and have no strength.

I would be willing to consider either approach. Either

that we would adopt report language saying that the IRS
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should be instructed to enforce the 90/10 test in a reasonabls

manner, which recognizes the commercial and operational
practicalities that are involved, or éerhaps that we might
amend the current language to say that there should be at
least 10 percent, and say 10 percent or more or something
else.

Mr. Chapoton. Senator Boren, we are aware of the
problem. I think tbe concexrn is legitimate. The
interpretation has been much too strict. We think -- and I
was just confirming that we have authority to take care of
the problem. We certainly are going to take care of the
problem. But if you want to have Committee report language,
that would be fine also.

Senator Boren. Well, Mr. Chairman, I would like to
propose that we put report language in then that
says it is enforced in a reasonable manner which gives
consideration to the practicing problems that the
operators and sellers have.

The Chairman. Thaﬁ seems reasonable to me. If
Treasury has no objection --

Mr. Chapoton. ©None at all.

Senator Boren. Thank you.

The Chairman. Senator Byrd.

Senator Byrd. Under the last tax bill, the partial

ligquidation provisions were repealed. A transitional rule
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was provided under which corporations which acquired

direct control of another corporation before July 23, 1982
and adopted a plan of partial liguidation of the acquired
corporation by October 1, 1982 would not be subject to the ‘
new rules.

Now my question is would there be any objection to
saying "acquired direct .control," which the law now says,:
or "indirect control"? Either direct or indirect control.

Mr. Chapoton. Senator Byrd, I need to look at that.

I am not familiar with it peréonally.

Senator Bfrd. If you don't mind, please take a look
at it and see what you think about it. Does Committee
staff have a view?

Mr. Stretch., At ﬁhe staff level, we are aware of it.
I guess there is some question as to whether it would come
within the nature of being a technical change. But we were
made aware of it in the last day or two. And it would be
helpful if we could have some time to look at it.

The Chairman. Then if we could submit that amendment.
Is that all right, Senator Byrd?

Senator Byrd. Fine,

The Chairman. Present it for staff review.

Senator Byrd. Sure.

The Chairman. Are there any other guestions on the

technical changes?
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Mr. Stretch. I understand that there is no objection
to any of the cones from the two lists.

The Chairman. So we can accept the technical changes
then with the report language suggested by Senator Boren.

Senator Wallop, your questions have been answered?

Senator Wallop. My gquestions were answered.

Senator Boren. Mr. Chairman, on the technical
amendments, I am curious what the revenue effect is, if
any.

The Chairman. Are there any revenue implications, Mr.
Brockway, in the package?

Mr, Stretch. Evidently, there is one provision -- item
13 ~- where there is revenue impact of possibly $50 million
a year.

Senator Wallop. How much?

Mr. Stretch. Fifty.

Senator Baucus. And there are no other revenue effects
from the others?

Mr. Stretch. Otherwise, the revenue impact is negligible
of the other amendments. And this is one simply the tfusts,
because of the mechanical rules, weren't eligible for the
exemption.

Senator Baucus. I'm just curious. What is your best
estimate of the total revenue effect of the items listed?

These 15 different technical amendments. The total is
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about $50 million annually. Is that correct?

Mr. Stretch. That's correct. $50 million.

Senator Baucus. Thank you.

The Chairman. Does this include -- there are members
that want to discuss their amendments. Are there other
staff.suggestions or recommendations that the Committee
might want to consider? Do you have other staff
recommendations or suggestions on the Technical Corrections
Act?

Mr. Chapoton. Let me get a clarification, if I might,
of one thing. It has just come to our attention. It's on
the second list, the number two item -- for-stock refund
on the cigarette tax. Aré we on that list?

The Chairman. No.

Mr. Stretch. I believe that was gone through.

The rules on the suggested tacking of amendments to this
year's act. Also, three or four were also part of the list
that was gone over.

The Chairman. Are they in this list?

Mr. Stretch. There's a separate piece of paper on
that. One is dealing with safe harbor leasing for
turbines and boilers for rural electric coops. A for-stock
rule and then a rule dealing with the merger provisions
where you elect to have a retroactive --

The Chairman. Well, in one of these that I read -- I
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believe it was the Wall Street Journal -- we had made a
mistake. Is that it?

Mr. Stretch. That's correct. That's the one dealing
in the merger bill where there's a special. 1In the
Committee amendment there was provided that cashpayers
could qualify for new merger rules under certain situations.
There were beneficial tax rates. They could gqualify by
electing on a retroactive basis.

Technically, this could be read to put the liability
in the selling group. This would resolve that problem.

The Chairman. Wrong group?

Mr. Stretch. Correct,

The Chairman. Are fhere any objections, then, to the
second list?

(No response)

The Chairman. Does Treasury want to be heard on any?

Mr. Chapoton. Mr. Chairman, we agree with the items
on the second list. The one point, though, that has been
raised on the cigarette tax -- it is an extension authorized
in that. They way it's drafted, it's by hardship. I think
we would prefer if a showing could be maée that the
extension is needed.

This problem was created because simply the date
specified in the statute was too early. Had the knowledeable

parties been there we would not have had that date. We just
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without any extension on a hardship.

The Chairman. Well, without objection, we will make
that change. And those amendments will be agreed to. .

Now are there any other staff recommendations or
suggestions on the Technical Corrections Act?

Mr, Stretch. Not at the moment, Senator, although I
gather that certain Senators may have other things.

The Chairman. All right. Now we can proceed and
discuss what they perceive to be technical amendments. And
I would again suggest that if there is any dispute that
maybe we could go through the process of Joint Committee,
minority-majority, Finance Committee and Treasury looking
over all the amendments or we aren't going to be able to
finish this today.

Before we hear from Senator Long on his amendment, I
wonder if we can't take care of Senator Moynihan's anmdnent, tb
jump back to Subchapter S for a minute. -

Senator Moynihan.' Mr. Chairman, would you gfﬁe us just

a few more moments?
The Chairman. All right.

Senator Moynihan. If we have agreement, it is a two

minute discussion. If not, we won't bring it up.
The Chairman. Senator Long.

Senator Long. Here is a problem. We have an increase
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to major oil companies differently from the way we increase
the independents for purposes of depletion allowance and
for purposes of windfall profits tax. And I was around to
help write the bill and to help get the exception for
independents and to maintain it.

Now here is Crystal 0il over at Longview, Texas seeking
to sell jet fuel at Barksdale Air Force Base. Now Crystal
0il is an independent producer. Now the statute doesn't
say that a sale to the United States Government is a retail
sale or is not a retail sale.

Just to give you an example of whether it is or not,
this jet fuel is --

Mr. Chapoton. Senator Long, may I interrupt just a
minute? I was not for Crystal 0Oil but for other taxpayers.
I was personally involved in this very question in the
legislation and in the subsequent development of the
regulations on the other side of the issue. So I
personally have to disqualify on this issue. And perhaps --
I guess Mr. Glickman is still involved with the Subchapter
S discussion. I will have to bow out. Maybe we should wait
until he returns for you to discuss this issue.

Senator Long. Well, where is he?

Mr. Chapoton. I guess they are still involved in
the Subchapter S subcommittee.

Senator Long. Well, I'm sorry you can't help us in
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this because I thought you might be about the only fellow
in the Treasury who really would know what the dickens I
am talking about.

Mr. Chapoton. I am very familiar with what you are
talking about. I argued the issue at some length.-

The Chairman. I think we could go ahead and discuss
it and the Joint Committee could respond. The record will
show that Mr. Chapoton has removed himself from the
discussion.

Senator Long. Well, let me just explain this from
my point of view. Now this jet fuel is not sold except to
the military. But the nearest comparable price that I know
to find would be just the price they charge for aviation
éasoline out here at National Airport.

$1.80 a gallon. That's what you pay at National Air-
port to buy some jet fuel. All right. The Barksdale
Strategic Air Command wants their jet fuel tailoréd more
to their precise requirementé, which they callv"JP-4df“
This man is selling i& for $.93-1/2, approximately one-half
the price you pay if you bring your jet aifplane up for
retail sale at Naticnal Airport, Shreveport Airport,
Morris or anywhere else.

Now if that is not a wholesale sale, I would like to
know what it is. You are selling it at half the price

because you are making a big sale. Someone in Treasury --
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I don't know who. And it's just an honest difference of
opinion ~- would say, well, they would regard a sale to the
United States Government as being a retail sale. Well, that
means that the man can't sell.

So the resuit is that the government does not pick up
one penny. This man is not going to lose his independent
exemption in order to sell this fuel to the government. He
is not going to give up his independent exemption. He just
won't make the sale. And so the government pays a higher
price than it would have to pay otherwise to deny this person
the opportunity to sell the gas.

I have got an amendment that would just say that the
sale of this petroleum to the United States Government is
not a retail sale. Now this saves the government money.
There is no way the government can lose anything on it
because the person is just not going to make the sale
otherwise.

Now if it ever occurred te me that anybody was going
to construe the Act in that fashion, I would have taken care
of that when we were passing these laws. I would have
passed‘every one cf them.

But I just think it ought to be amended to say that
for this purpose, a sale to the United States: Government is
not regarded as a retail sale.. When you are selling it

at half the price that you sell for commerical products, and
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you are selling it in competition with people who are
making bulk sales, it ought to be regarded as something
other than a retail sale.

Mr. DeArment. So the amendment would provide that
these sales would be regarded as bulk sales for purposes of
both the independent exemption and --

Senator Long. Yes. That's right. You just amend the
law. You define "retailer" to make it clear that you
are not regarded as a major oil company because you make a
sale to the United States Government.

Mr. Glickman. Senator Long, I'm sorry I didn't hear
all of what you have said, but we have talked to the people
involved several times., We talked to them first when the
regs were in question as to whether we could do something in
our regulations. In our judgment, at that point in time,
there just wasn't anything that we could even get close to
hang our hat on.

It seemed to us that when you are talking about this
type of exemption what this Committee intended or what the
Congress intended -- I don't know. It could have clearly
exempted these people if you had wanted to at the time. I
don't think there was any inadvertence in where the
parathetical sprays in bulk sale was placed.

But our problem, just from the standpoint here -- it

started out with just sales to the Department of Defense. 1
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heard you say, I believe, sales to the Federal Government.

Senator Long. Department of Defense, yes.

Mr. Glickman. You were just limiting it to the
Department of Defense?

Senator Long. Department of Defense.

Mr. Glickman. Obviously, we sat around trying to think
who else are we going to hear from. And other agencies of
the government also buy fuel o0il, a number of type of things,
in bulk. So I would expect that we would start getting
pressure there. And then the state governments perhaps
would get into the picture.

And the question really was is how broad you were going
to ultimately make it. Obviously, you could keep it as
narrow as you want. But it just was a guestion of how do
you stop that once it starts. That was the problem that
the Administration had with coming out and saying we
support it unequivocally.

Senator Long. Well, now as far as I am concerned, this
would have been no problem at all if Treasury had seen fit
to construe the law and merely say, look here, you are selling
this stuff on negotiated sale for $.93; a retail sale at
there at National Airport brings you $1.80 -- twice the
price. So, obviously, when you are making a large sale, a
very large sale, and you are selling for half the unit

price, if you simply regarded that as being a wholesale sale
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or a sale by anybody other than the retailer -- that's it.
Now, I ask the question: Well, why couldn't this
fellow just sell to somebody that owns a string of filling

stations or just sell to the fellow who delivers gas

~aboard the commercial planes out at Shreveport Airport and

" let them sell it to Barksdale? Why couldn't he solve his

problem that way?

Well, the answer is: Well, they have thought about
that. But under the Department of Defense regulations, if
he did that, he would still be construed under the Department
of Defense law as being the seller. They would still
construe him as being the seller even though he sold it
to somebody who was, in fact, a retailer. And so there being
no other way to do it, the only way I thought of to do it
was to do it legislatively, but I can say here to this
Committee that this is the kind of thing that happens
because a little fellow is not represented up here. Any
major o0il company would have a representative and say, look,
you know this could create a problem for us. We would like
you to make clear that that's not regarded as a retail sale.
We are selling at half the price. It ought to be regarded
as a wholesale sale. Anything other than a retail sale.

We would have taken care of it. But here's a little
fellow down there in Shrevéport, Louisiana. He's got a

refinery over there in Texas. Sco he is not represented by
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a lobbyist up here to raise the point. And somebody
construes the law adversely to his interest. And he just
gets the worst of it SO it takes an act of Congress to get
him straightened back out.

But I would think that in fairness, the Treasury ought
to go along with this because it won't cost the Treasury
one red copper cent for the simple reason the man is not
going to make the sale if he is going to lose his independent
status. It will save the government money because he is
not going to get any sale at all unless he sells it cheaper
than the people that are buying it now.

This fellow has even laid a pipeline to take the jet
fuel into the airbase to take it from the Texas Eastern
Pipeline, across over to Shreveport, and on from the pipeline
into the base. They can't use the pipeline because of this
construction of the law.

And to me, it is very simple just to say, well, this
type of sale is not a retail sale.

The Chairman. Do you agree with that, Mr. Glickman?

Mr. Glickman. Well, the revenue impact, Senator Long,
is difficult. There could be some other taxpayers --

Senator Long. How can there be any revenue impact?

He is not making the sales and he is not going to make the
sales.

The Chairman. Does the Joint Committee have anything?
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Mr. Stretch. Evidently there may be some loss because
if there is at least one other taxpayer in this situation
that is making the sa;e and may be treated as a integrated
producer --

Senator Long. You understand that you can sell up to
$5 million worth without losing your independent exemption?

Mr. Stretch. .Yes.~

Senator Long. Okay. So that the other person selling
might be selling less than the $5 million, just like this
guy can sell less than $5 million. But he can't use that
pipeline when he's selling amounts less than $5 million.

Mr. Stretch. My understanding is that this other
taxpayer is treated as integrated now because of this. But
in any event, the revenue would not be substantial as far as
we are aware if you consider the windfall profits tax. It
would still be less than $10 million. We are working on
that number.

Mr. Glickman. Senator Long, I think from Treasury's
standpoint, if you are going to do this -- if this
Committee wants to do it -- I think it should be done
legislatively. I think that we have struggled --

Senator Long. That's what I recommended;

Mr. Glickman. I understand. We have struggled with
this and we.cannot do it through our regulétions.

The Chairman. You don't have any quarrel with doing it
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legislatively?

Mr. Glickman. Well, except for the problem of how
much you are going to open up, Mr. Chairman, I guess not.

Senator Long. I am told that-there is only one other
refiner in the United States who would like to deliver some
gas -- who might at some future point -- sell some gas where
this problem would exist -- jet fuel. At the present time,
hé doesn't intend to do so. But there is some base out in
Texas or somewhere where some person might want to make a
sale, and the same problem would apply.

Mr. Glickman. I guess I was concerned with when
somebody comes in and is selling to the Department of
Agriculture or to one of the other departments some other
type of item, how do we say --

Senator Long. Tell them to go see Congreés.

The Chairman. Does the Joint Committee have any
revenue estimates? Are you concerned aboﬁt this?

Mr. Stretch. We are working on this. As I responded
to Senator Long, there may well be some revenue, but it is
pretty clear that it is not substantial.

Senator Long. You understand that there can't be any
revenue loss as far as this taxpayer is concerned?

Mr. Stretch. That's right.

Senator Long. Becguse this taxpayer is just not going

to make the sale.
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Mr. Stretch. Given the representation that he does
not make the sale to =--

The Chairman. Well, is there objection to the
amendment?

Mr. Stretch. I think, Senator, the question comes down
to -~ on the windfall, it is clear it is a technical
question to that Act. On the depletion point, that's
obviously the 1975 Act, not the one under --

Senator Long. Well, let me get to that. We amended
the law. It was the Cranston amendment. I supported it.
Bob Dole did too. It was back when we knocked out the
percentage depletion for major companies. We defined
what "independent" was back at that time.

Then when Lloyd Bentsen came.along with his amendments
to the windfall law he used some of that same language
and incorporated it by reference into the windfall law.

So when Treasury construes the law, as they have -- and I'm
not quarrelling with them about the way they construe it.
They can construe it in good conscience the best way the
good Lord can show them how to do it. God knows, I don't
envy you your job. Now Treasury construes the law different
from the way some of us would construe it so we want to
correct an error that we made.

We have made it twice. We saw it get the worst of it

under the initial decision with the Cranston amendment. And
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then it gets the worst of_it again when we write the
windfall law. That compounds the burden on him of an
unintended provision in the law. It certainly wouldn't
have been there if I had known about it -- that this was
going to be a problem.

Now when we correct that, we are correcting a provision
in the law which was incorporated by reference in the
windfall act. In other words, you write a law and you start
by taking all these definitions over here and you incorporate
that into'your act. And the problem applies both with
regard to windfall law and with regard to the law that went
before that.

So to correct it, you can draft your language how you
want to do it. As far as I am concerned, we would have done
it when we had the windfall law before ué, just like we
could have done it when they had the prévious piece of
legislation Eefore us.

But the problem is there, and it is compounded by the
windfall law.

Mr. Stretch. Senator, let me say that I think staff
level -- we think it makes sense to coordinate the two.
Assuming that the change would be made in windfall, you
ought to coordinate the two provisions so that they are
tréated the same way.

The Chairman. I wonder if you might do this. We are
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not going to be able to complete this technical correction.
You might draft soﬁe language. Would that be satisfactory,
Senator Long?

Senator Long. I've got some language that might do it.
I suggest you look at the language that I have got. I've
got some language here that we think would take care of it.

But if I can solve the problem, you can write the
language any way yocur heart desires.

{Laughter)

The Chairman. Right.

Senator Long. If you get me out of the trap, write it
any way you want to.

The Chairman. That's fine. And we will do that. We
will solve the problem, and you write the language.

Senator Packwood. Mr. Chairman?

The Chairman. I think Senator Packwood has something.

Senator Packwoocd. 1I've got one that I think is
non-controversial that both the Joint Committee and Treasury
are familiar with. And that is that normalization will
apply to safe harbor leases. And it apparently does not
now under the way that we passed the law. Buck, am I
correct?

Mr. Chapoton. I think it may well apply now, but we
would welcome clarification that it does.

Senator Packwood. And you will write the regulations
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on it?

Mr. Chapton. We would have to do it by regulations.

Senator Packwood. But you do need a technical
amendment to say that it does apply. We intended it to
apply. I don't think.we meant that it shouldn't.

Mr. Chapoton. I think we could probably do it anyway.

The Chairman. It might be helpful. Without objection,
the amendment is agreed to.

Senator Moynihan. Mr. Chairman.

Mr. Chairman. Go ahead, Senator Moynihan.

Senator Moynihan. Mr. Chairman, I would simply like to~
ask if the Committee would consider as a technical amendment
a situation in Rochester, New York where for a quarter of
a century there has been a hospice program before they were
known as such. However, it provides its services
indirectly. It sees that patients get the care through
this arrangement and that arrangement rather than directly
in the same institution. It has the exact purpose as a
hospice, but it is not eligible under the legislation -- our
1982 legislation -- because of the question of Qhe direct
as against the indirect provision of services.

And since the object is the same -- I do not assert that
this is technical, but I think it might be. And I think it
i1s good legislation because there are several ways to

achieve the purpose that we made eligible for Medicare
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reimbursement. And I believe the Committee --

The Chairman. We have on the agenda a Medicare
technical correctidns provision. Would this be -- I'm not
familiar with the amendment. Sheila, do you have any
comment on it?

Ms. Burke. The amendment is, as Senator Moynihan
indicated, not a technical amendment in the purest form.

It is the inclusion of a hospice that would not otherwise
be covered under the statute as we passed it. Basically

a hospice that coordinates services rather than delivers
them. Therefore, because we require you to deliver things
directly, it would not qualify.

The amendment could be considered in the context of
the Medicare/Medicaid provision which would go back to
Ways and Means because it is, indeed, a Ways and Means
issue.

Senator Moynihan. Well, when that time comes, I would
like to offer it. Thank you very much. It's a good
amendment, but if it is not technical, it's not technical.

The Chairman. Well, I would be very willing to add that
to our technical. It may be an amendment that the Ways and
Means Committee would want.

Senator Moynihan. I think they would.

The Chairman. But if they did not, we --

Senator Moynihan. Could we do it on that basis, Mr.
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Chairman?

The Chairman. Yes.

Senator Moynihan. I appreciate that very much. And
so would the people in Rochester.

The Chairman. There is a vote just started. We might
be able to conclude Subchapter S. I understand, Senator
Moynihan, that your amendment --

Senator Moynihan, We will let that pass.

The Chairman. You will not bring up your amendment
so that leaves one amendment of Senator Bentsen.

Senator Boren. ©On the Medicare/Medicaid is it in
order to offer technical amendments on that?

The Chairman. I promised Senator Bentsen he may be
recognized for a couple of technical amendments on the
Technical Corrections Act.

Senator Bentsen. Thank you very much, Mr. Chairman.
The first one is on Cal Farley's Boys* Ranch. This is a
boys' ranch in Texas that was started back in 1939. It now
has some 400 boys that they take care of. And that's boys
from broken homes, destitute parents; that type of a
situation.

But on the windfall profits tax, they were exempted on
their properties of the ranch itself, but they had separated
out back in about 1960 into a foundation their investment

properties. Now we are only talking about approximately
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$30,000.00 a year in the way of taxes that would be lost by
it.

But the two charities operate for the same purpose.

The one for the properties of the ranch itself, and their
investment properties dedicated to the same purpose. And,
frankly, I should have taken care of that one when we passed
the piece of legislation, but I had not anticipated that.
And it's a disparate treatment that is taking place on those
two charities. 2And I would like to see that corrected. And
I have an amendment for that purpose.

The Chairman. Does Treasury have --

Mr. Chapoton. Senator, the question I'm not clear on --
we have no problem whatsoever if the organization holding
the property was a title holding company and what is
referred to as a 501 (c) (2) title holding company. We had
concern extending the across the board exemption to a
private foundation which qualifies as a public charity
under 509(a) (3) because it is controlled by a public
charity. Now I don't know whether the latter situation is
required in your case. If it's just a title holding
arrangement, we have absolutely no difficulty. I understand
there is a problem with title holding companies not
qualifying.

Senator Bentsen. Frankly, I don't know the exact

situation on that as to the title owning. Just a minute.
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Let me talk to staff and see if we have it.

Mr. Chapoton. 1If it is the latter, maybe we could --

Senator Bentsen. It is the latter.

Mr. Chapoton. It is the latter?

Senator Bentsen. Yes.

Mr. Chapoton. Let us look at it a bit further. I
think we would have reluctance to just open up the exemption
to an organization which is -- all 509(8) (3) organizations
are in many, many respects like private foundations.

Senator Béntsen. Obviously, you have got disparate
treatment for the two charities operating for exactly the
same objective, and that's just not equitable. And I would
like to see it addressed and correéted. You might put that
kind of a limitation on it.

Mr. Chapoton. Okay. We could probably take care of
my concerns if we just had drafting authority to handle that.

Senator Bentsen. That's fine. 1I'd be glad to work
with you.

Mr. DeArment. Senator Bentsen, this new categoy of
eligible foundations would still have the same kind of
rules that applied to other charities in that the royalties
had to be in the organizations hands on a particular date
in 1980. I forget what it was.

Senator Bentsen. All right. It sounds all right to me.

Mr. DeArment. I think that's the way this works.
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Senator Bentsen. I am quite willing to have the
drafting authority there as long as we understand the
objective and try to achieve it.

I would like to touch one more then. Another one is
on the REIT, reinstated invest trust, disqualification under
the ACRS rules. We've got a situation there where you
have a 35 year life on a dividends paid deduction. And on
the other hand, your ACRS on is about 15 years. You end
up with a contradiction there. And I have an amendment in
to try to correct that. And I believe that has been taken
up with staff.

Mr. Brockway. Senator, the staff is looking at it.
They do think this is a technical question. But we just
received it this morning. I gather that Treasury is not
fully familiar with this so if we could have some time to
look at it and go over it.

Senator Bentsen. All right.

Mr. Brockway. But it does appear to be something that
is technical.

Senator Bentsen. All right, Mr. Chairman.

The Chairman. I am going to recognize Senator Symms.
We still have a few minutes. If we might come back at
1:30 maybe we*d have an opportunity to wrap up the
Subchapter 8. VWould that be all right, Senator Bentsen?

Senator Bentsen. That's fine.
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conference on H.R. 4717, which has some provisions that
Senator Durenberger and other Senators are interested in.
And if we can't resolve that in conference, then it might
mean that he would want to offer amendments at the
appropriate time.

Senator Packwood. Will we have more amendments to this
bill tomorrow or the day after?

The Chairman. What I would suggest -- anybody who has
amendments, they will submit them to staff, and then we
will have sort of a Committee review to see if they
are technical in nature. If there are any objections, if
we know we are going to have some problems in the House,
we probably better be very careful about whether or not we
accept them. We are down to the point, as Jake Garnes
said, a chimp can delay this for a week. And there's no
reference to anyone here.

{Laughter)

Senator Boren. Are we going to do the Medicare/Medicaid
tomorrow or the next?

The Chairman. We can do it interchangeably here.

Senator Symms. Mr. Chairman, it may be that you would

rather do it if it is a technical amendment. I'm not

‘certain how the Chair is going to view this amendment --

whether it is technical or not.
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Senator Boren. I have one. It'll take 15 seconds.
The Chairman. All right. Fine.
Senator Boren. And this is offered on behalf of

Senator Packwood and myself. It's a situation that just

affects the states of Oklahoma, Georgia, Kansas, Mississippi,
South Carolina and Oregon.

In the error rate calculations, when we used the
108 percent charges figure, we did not realize at that
time that there is some states with a declining match. And
this federal match -- we have already taken care of problems
like New York who have an increasing match, but we have
inadvertently penalized those states with the declining match|/

Staff has the exact wording of the amendment, but all it
would do is stay harmless to those states that have a
declining federal match.

The Chairman. That's correct. In fact, the Senator
called it to my attention and I have discussed it with
staff. And I think the amendment should be adopted.

Senator Boren. I would move the adoption.

The Chairman. And it is technical in nature.

Senator Symms. I'm for the amendment too.

The Chairman. Right. Senator Symms, do you want to
raise yours now?

Senator Symms. I'd just like to raise it before

Senator Bentsen and Senator Long leave the room. And the
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Chairman may have a different bill he wants to put it on.
We do have a problem. I view it as a technical amendment.
And if you recall in the last summer's tax bill, Senator
Bentsen coffered the amendment dealing with loan loss
reserves for banks at 1 percent.

On January of 1983, they are automatically going to be
reduced to a six-tenths of one percent loan loss reserve
level: And in my opinion, if we want to ask our banks to
be undercapitalized, that's the fastest way to do it. We
ought to fix that right now. I view it as technical. I
understand Treasury is in support of it. I just want to see
that we get it done on a bill that is going to pass between
now and the end of tﬁe session.

The Chairman. I don't think Treasury supports it as
technical.

Senator Symms. It's not technical, but it's in the
present tax law and --

The Chairman. It's not technical but they support it.

Mr. Chapoton. We are supporting the 1 percent bad
debt reserve.

Senator Long. Are you supporting it on this bill?

Mr. Chapoton. Well, I think that's a judgment for the
Committee. It's clearly not technical.

The Chairman. If the Senator would permit me, let me

check around and see how that might operate.
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Senator Symms. I just think it's very important. I
will just say that. I won't offer it this morning and we
can maybe do it tomorrow.

The Chairman. There was a discussion, to be very
candid about it, during the consideration of the tax bill.
And we had inquiries from a number of'bankers across the
country who are concerned about this. And we made the same
kind of inquiries to them about withholding.

(Laughter)

Senator Symms. Mr. Chairman, I think we all have to
admit we made a mistake. We didn't put it in the same
amendment with the withholding because some of the bankers
did, in fact, back off on some of their opposition.

The Chairman. Do we apply it just to those who
supported withholding?

(Laughter)

The Chairman. Well, we will come back at 1:30.

(Whereupon, at 12:12 p.m., the hearing was recessed.)
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AFTERNOON SESSION

(L:50 p.m.}

The Chairman. I know Senator Armstrong, Senator
Bentsen and the Treasury representatives, as well as well as
some members of the staff, are meeting with reference to
Subchapter S, and we will know in a few moments whether or not
that can be resolved. If not now, maybe later today or
tomorrow.

But are there technical corrections in the Medicare area
that we might look at? There are not too many members present
right now.

(Laughter)

The Chairman. It might be a chance to really make some
changes in the tax law.

{Laughter)

The Chairman. But there are some strictly technical
areas that I think have been agreed upon by a majority of the
Minority staff, cleared with the appropriate departments.

Shiela, do you want to comment on those?

Ms. Burke. VYes, sir. The technical amendments are, in

fact, literally that. They are corrections in titles and

cross-references. They have been cleared by the Administra-
tion--by the Democrats--and they have been seen by all sides.
They should cause no problem.

The Chairman. Is that correct, Bob?
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Mr. Hoyer. Yes, sir.

The Chairman. Now as I understand, Senator Baucus had a
technical amendment. Is that included in the ones that you
have included here?

Ms. Burke. It is not, Senator. It is an amendment that
is not technical in nature. It has to do with the
Administration's review of the existing PSROs.

The intention, as I understand it, of the Baucus
provision would be for the Administration to redo the
evaluations done earlier this year because of discrepancies
found in those reviews by the GAO. It is not technical in
nature. It is a direction to be included to the Secretary to
redo those reviews in proceeding with the statute as we
changed it this year. We have no objection.

The Chairman. It is not technical in probably the
technical sense, but it is desirable. Correct?

Ms. Burke. Yes, sir.

The Chairman. I know of no objection to the amendment.
I cannot obviously approve it. But are there other
technical amendments that other members have callea our
attention to? We have taken care of Senator Boren's.

Ms. Burke. Yes, sir

The Chairman. And Senator Packwood's.

Ms. Burke. Mr. Moynihan's position.

The Chairman. Senator Moynihan's Rochéster hospice




Rant

- FORM T40

FENGAD CO.. BAYOMNE, N.J, OFD01

-

10

1

12

13

14

15

18

17

18

19

20

21

22

23

24

25

92

amendment. That is not technical. And if there is any
question about that, it will be properly taken care of.

Ms. Burke. There are no others that we have been made
aware of.

The Chairman. It is my hope that we might then add the
technical Medicare amendments to the Technical Corrections
Ac£.

Now have we checked with the Ways and Means Committee to
see if that meets with their approval?

Ms. Burke. Yes, sir, I believe so. And the technical
amendments have indeed been cleared by the House committees
involved also. So they are aware of them. And they have
cleared them with the exception of the two we added this
morning which we will talk with them about.

The Chairman. All right. Well, let's proceed on the
basis that if any member has any objection to any of the
technical amendments or have any additions--technical
additions--obviously they can still be considered. But I
don't see any problem, as long as there is complete
agreement, that we can't on a temporary basis adopt those
technical amendments. They will be made a part of the
Technical Corrections Act.

And is there anything else?

Ms. Burke. No, sir.

The Chairman. The Chair is informed that they are still
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discussing, and negotiating, or whatever, the one remaining
question of Subchapter S, and that appears to be a matter
that will take some time. So I think we will recess. I
hope to meet tomorrow afternoon.

We have a conference tomorrow morning on H.R. 4717, and
it has been a rather slow conference.

(Laughter)

The Chairman. We started last November, and many people
have forgotten what is in it, but some haven't. So we are
going to meet again tomorrow.

But I would hope that we could have some resclution
because Treasury, not that they will make a final determina-
tion, but if their view is that we should not report
Subchapter S, if in fact the amendment offered by Senator
Bentsen and Senator Armstrong is adopted, then we will not
report Subchapter S. But we will go on with the technical
corrections matter tomorrow afternoon. If we work out the
other, we will go on to that.

(Whereupon, at 2:00 p.m., the meeting was adjourned.)
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1. RH.R. 6055, The Subchapter S .Revision .

2. H.R. 6056, the Technical Ccrrections Act of 1982,

3. Technical corrections of Medicare and Mecdicaid
provisions of the Tax Zcuity and Fiscal Responsi-
bility Act of 1982.




I. H.R. 6055

In general, H.R. 6055 is intended to simplify ané modify the
tax rules relzting to 2ligibility for subchzoter S status and the
operazticn of subcheapter S corpeorations. This is accomplished by
remcving eligibility restrictions that @bpeer unnecessary and by
vevising the rules relzting to income, cistributions, stc., that
tend to create traps for the unwary. The principal changes from
presenc law made by the bill zre summarized below,

Elioibility

With respect to initizl and continued elicibility of a
cozporation for subchapter § treatment, the dill makes t‘he
fellewing changes:

—
—

The number of permitted shazrehollers will be increasegd
from 25 to 35;

(2) Differences in voting rights in COﬂmon stock will not
violate the one-class-of-stock reguirement :

(3) The present lazw rule which results in the terminztion of
&n elsction if the coerporation derives more thzan 20 vercent of
1TS Cross receipts from sources outside the United Stztes will be
recazled;

(4) The present law rule which dutcmatically terminates =z
corporaticn's subchapter S electicn if more than 20 percent of a
cerperation's gross receipts for any texasle vear is passive
nvestment inceme will be eliminazted for corporaticns which do
not have accumulztied earnings and profits from reculzr cerporaie
Yye&ars zt the clcse of the taxzbie yeer, and will be modified for
corporations with zccumulated €zrnings andé profits; zand

(5) A person who becomes =z cshareholder of a subchapter S
corperetion after the initial election of subchapter S status
will not have the power to terminzte the election by
affirmatzvely refusing to consent to the election, Accordingly,
the new share hoTGcr will be bound by the initizl election until
the election is otherwise terminzted.

Tlections, revocations ang terminations

The bill liberalizes the rules relating to (1) the effect of
gn election of subchapter § status, (2) the effect of an event
which causesa corporation to become ineligible for subchapter S
treatment, and (2)- the manner of revoking z subchapter S
election.

Fassthrouch of income, stc.

Trhe »ill provicdes that the character of items of incoma,
cuction, loss, znd credits of the corporaticn will pass through
’ r 4

[}




2

to tne shareholders in thz same cenerel menner zs the charzcter
ci such iitems of a partnsrshipo passes through o Dariners. |
Selection of taxable year

Uncer the bill, rules generally similer #o those acplicable
t0 partnerships will aoccly %o the selecticn of & taxzble year for
& subchapter S corporetion. The tarable ysar ¢f 3 corporation
which mekes z subchapter S election will oz rezuired to be either
th2 czlendar year, or &ny other accounting zeriod for which the
corperation estzblishes z business burpcse to tne setisfacticn of
the Trezsury Depdartment.
Cerrviorward of loss

Under the bill, a subchzpier S sharehoicder will be entitleg |
Lo carry forward a 10ss =0 the extent “hat the emount of the loss
passed through for the vear exceeds the accreczte amount of the
Sesis in his or her subchzpter § stock &ndé lozns to the
corperation. The loss czrried forward can be c¢educted only by
thzt shareholder if ané when the Szsis in "is or her stock of, or
locens to, the corporaticn is rectorad.
Distributicns

The ruvles relsa ticns frem subchapter S
cocrpcrations zazre e 2d to mexe the rules more
enelogous to those Zrtnershics,
Frince benefits

r the bill, r
1

vles
Y to emplovee fr

imi
e

si © the parinsrshioc tzx rules
ing its.

Treztment of trensacticrne between co

t{
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and relateé parties

sh»basis

Uncer the bill, amcun:ts accruin z
orporation's stock

shzreholdier owning 2 percent or mor
will be deductible onlv whnen paid.

<
c

Aéministration

The bill provides thzt the items of subchepter S income,
ceductions, and credits will be determined in zudit and judicial
proceeclngs at the corpcrate level rather than separately with
each shareholder.  Shareholders would bhe ¢iven notice of, and the
tpportunity to particira:te in, Internzl Revenus Service
preceadings .with the ceorcoratien.

This provision conforszs subcha pter S corgpcerations to the
"entity zudit" zpporoach snacted for pertnershics z2s vart of the
Tax Zguity and Fiscal Resconsibility Zct of 1682,

.



tifective Gate

The bill generzlly will be effect ive for texable years
Zzginning after December 31, 1¢82.

IT. -H.R., 6056

n.R. 6056 contezins technical, co“Lc_.-nu, gnd clerifying
SMENCments to previsions of the Econom 11C Recovery Tax Act of
1881, the Crude 0il Windfall Profit Tax Rct of 1880, *the
instzllment Sales Revision Act of 1880, the Bankruptcy Tax ict of
1980, &nd certzin other 1980 tax lecislaticn. The provisions are
TeEnt To carry out the intent of Congress in enzcting the
original lecislation.

13T Mecicaid znd Medicarae Frevisicns

The cemmittee will also coensicer certein technical amencments
L0 the mEdicaid znd medicare provisions of the Tax Ecuity and
Tiscel responsibility Ret of 12g2.




Sucgested Technical Amendments

Trusts
The present cgualified subchapter § trusts rules
woulé be amended so that a trust would not be Ciscualified simply
because, after the death of the inccome benef iciary, e tr
=21 rust
cculc have multiple beneficiaries. A §0- -day crace period would
be zllcwed for a trust to dispose of stock after the death of the

“h

current inceome beneficiary. Successor bereficiaries would Le
Ceemed to elect gualified trusts treatment unless an affirmative
reiusal is made.

Accriel expenses

The bill weuld be clarified sc that the new rules (sec. 267 (f))
ching the decuctions of subchepter § corporaticns with inclusions
income by shareholders would only applv to such corporations
ulng expenses Lo case basis taxpavers.
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“Other Suggested Amendments

frince benefits

Existing subchapter $§ corporations could retain existing fringe
benefits for five vears so long as the current passive income test
is not viclated and the majority of stock is not transfered.

DISC and foreign subsidiaries

The provision in ¢
subsidiaries would apply as cf September 22, 1982.



Svggested Technical zmendments

Safe Harbor Lezsing Transitional Rules for Turbines and RBoilers

The bill would zmend the safe harzor leasing transitional rules
uncder the new tax act for turbines znd boilers of cooperatives (sec.
208(d) (3) (E}) . Uncer the amendment, the transitional rule for boilers
and turbines is clarified to apply only to a cooperative organization
engaced in furnishing electric enercy to persons in rural areas.

-
s
-

Floor Stocks - Cicarette Tax

The bill would provide that no interest would be charced during
the period (up to 30 davs) that Treasurv extends the term for
paving the tax on cigarette floor sitocks.
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lon to treat the purchase of
f assets. The rrovision was
ané before
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r purchases after August 31, 198

corooration wa
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The new tax bhill
stock of a ccrporat
made retroactive fo

)
Se :tembe* 1, 1882. +Where the tarcet S & member of an
filiated croup on the acguisiticn date, concern has been raised
that the selling corporation mav incur addéitional tax liability
An amendment would be provided that the seller of a target corpora-
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Clerical errors

Certain typographical and similar clerical errors in the new Act
would be corrected.




SUGGESTED TECHNICAL AMENDMENTS

1. ACRS - Anti-churning

ERTA provided recovery benefits for both new and used
property placed in service after 1980. Anti-churning rules apply
to prevent turn over of pre-ERTA property. The bill would clarify
that the anti-churning rules of ACRS would not apply in the case
of the death of a taxpayer, or in the case where more than 90
percent of partnership interests are acguired by parties unrelated
to the selling partners.

Also, the Treasury Department could prescribe regulations to
provide that the same anti-churning rules would be provided for
secticn 1245 property transferred incidental to the transfer of
section 1250 property as applies to the section 1250 property itself.
This would allow certain property to gqualify for ACRS where the
user has not changed.

2. Rehabilitation Credit

ERTA adcded provisions allewing 13, 20, and 25 percent invest-
ment credits for the rehabilitation of certain buildings where the
rehabilitation was substantial, In order to qualify as a substantial
rehabilitation, generally expenditures equal to the adjusted basis of
the property must be made during a 24-month period, not to begin
before the holding period begins. The bill would clarify that the
beginning of the holding period for this purpose would be determined
when the property is acquired, rather than when placed in service.

3. Foreign Currency Contracts

The House bill provided that foreign currency contracts will
be marked-to-market beginning with contracts entered into after
May 11, 1982. The amendment would provide that these provisions
can be elected, within 90 days of enactment of the Technical
Corrections bill, to apply as if the provision had originally been
included in ERTA. The 5-year income spread-foward allowed by ERTA
for pre-ERTA gain would not apply.

4. Designation of Securities by Securities Dealers

The bill would be amended to provide that the requirement
that the dealers in securities can elect, on the date the security
was acquired, to have the security treated as an investment asset
would apply to securities acquired pursuant to the exercise of an
option only where the option had been properly designated as held
for investment. This rule would apply to securities acquired after
September 22, 1982.



5. Capitalization cf Carrving Charges

ERTA added a provision reguiring the capitalization of
interest to carry personal property as part of a straddle. The
Act would be amended to provide that certain short sale expenses
which are the equivalent of interest would be treated in the same
manner as interest for this purpose.

6. Cash Settlement Contracts

The Technical Corrections bill, as passed by the House, treats
"cash settlement” contracts as regulated futures contracts which are
market-to-market, notwithstanding that personal property is not de-
livered as required by ERTA. This provision would be clarified to
insure that the amendment applies only to cash settlement contracts,
i.e., contracts where cash settlement is provided by reference to
the price of personal property, including indices based on the price
of personal propertv.

7. Tarceted Jobs Cradit

‘The bill woulé provide that the certification that an
individual is an elicikble employee based on his cr her income would
be determined for the six-month periocd ending on the earlier of the
hiring date or determination date. This would be effective with
respect to individuals who begin work after May 11, 1982, with regard
to certifications issued after the date of enactment of the Technical

Corrections Act.

8. All Saver's Certificate

The bill wouléd be amended to provide that certain certificates
issued by U.S, military banking facilities abroad could qualify as
an All Saver's certificate, notwithstanding that the deposits are not

insured.

9. Bankruptcy Tax act

The Bankruptcy Tax Act provided tax-free reorganization treat-
ment for certain asset transfers in bankruptcy cases. The bill would
provide that a tax-free reorganization could include transfers to a
bankrupt corporation as well as from a bankrupt corporation, under the
same conditions generzlly made applicable by the Bankruptecy Act. That
Act also provided for ordinary income treatment on certain stock
disposed of by former creditors who received the stock in exchange for
their claims. The bill would clarify that income would not be recogn-
nized to the extent that stock received by a creditor was disposed of
in a later tax-free recrganization.



10. Definition of Crude 0il

Under the Windfall Profit Tax Act, crude oil subject to the
tax is defined to include condensate covered at or before the in-
let side of the gas processing plant by mechanical separation.
The technical corrections bill passed by the House provided for
two changes in the Windfall Profit Tax Act to remove arguments
against the taxability of condensate.

Two modifications of the actions taken by the House are
recommended

1. The statute should specifically provide that no with-
holding will be required retrocactively as a result of the techni-
cal amendments (although the producer's liability for the tax will
remain).

2. The committee report would be modified to indicate that
the Finance Committee does not believe it would be appropriate to
impose a windfall profit tax on incidental liquids recovered in
pipeline operations (unless such liquiés are allocated back to
the producer by contract) if (1) the producer of the gas apprlied
standard separation technology before delivery of the gas to the
pipeline, and (2) the producer was not compensated for the inciden-

tal liguids.

11. Independent Stripper 0il Transfer Rule

The technical corrections bill passed by the House provides
that the anti-transfer rules in the independent stripper oil
exemption will not apply unless there is, in fact, a transfer of
property.

The committee could provide that zhe transfer rule is to apply
only in the case of transfers of proven o0il and gas properties.
The committee report would clarify that a farm—-out for development
is not a transfer for purposes of this rule. There is no revenue
estimate as yet.

12. Net Profits Interest Arrangements

The bill passed by the House provides special rules for the
allocation of crude oil and exploration, development, and produc-
tion costs for windfall profit tax purposes in the case of net pro-
fits interest arrangements entered into after March 31, 1982.

l. The committee could provide that these rules are not to
apply, under regulations, to oil produced prior to the first time
- the property subject to the agreement reaches payout. Allocation
rules would be provided to govern the allocation of oil frem differ-
ent tiers and price categories. -
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Trusts are not entitled to the qualified royalty
exemption under the windfall profit tax.

Beneficiaries of trusts would be permitted to claim the
royalty owners exemption with respect to their respective share
of the trust's production. The exemption would be claimed through
refund claims at year end. No exemption would be allowed with re-~
spect to production allocated to the trust. Anti-transfer and
allocation rules would be provided. The amendment would apply to
production in 1982 and subsequent years.

14. Incorporation of 0il as Gas Property

| Under present law, the 1,000-barrel percentage depletion amount
is not available if a proven property is transferred. An exception
to this rule occurs in the case of the incorporation of o0il or gas
property.

The House bill clarifies that, in the case cf any well,
gualifying transfers include eguipment essential to the efficient
and effective production of 0il or gas. The committee could clarify
this amendment by indicating that the gualifying eguipment need
not relate to any particular well as long as it is related to the
efficient production from the property.

15. Alcohol Fuel Denaturant Amendnment

To be eligible for the gaschol exemption from the motor fuel
excise tax, the fuel mixture must contain at least 10 percent
alcohol. The Windfall Profit Tax Act authorized the use of gascline
as an alcochol denaturant and when so used the gasoline would become
part of alccohol volume. This and all of the other alcohol fuel
provisions in the Windfzll Profit Tax Act became effective on
October 1, 1980.

The amendment would permit the use of gasoline as an denaturant

13. Royalty 0il Exemption for Trust Beneficiaries
as of the effective date of the Windfall Profit Tax Act.
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