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Mr. Chairmen asd Mambere of the Commitbes:

Ozdinsrily we weuld wsleens aa oppectunity teo appear befere this
Committss to testify om tax lagislatiea. Teday, this is net the
0888, e are ast happy te be here, Our sppearsnse is not an endecse-
meat of these presedures mer sheuld it be cemstrued im any way te
rehabilicate or legitimize the aumsrous ill-censidered and secretive
l.u.ul relist mwmnm&omjnto!th;uw.
We are bere bessuss we ars concernsd about the integrity of the tax
Aegislative pricess, the tax system, and the public's loss of com
fidense ia that system,

lat us say at the sutset that these heariags caa be & shas
ealess there is sems precedural ocnsequence flowing from them, W
would eall on the Cemmittes, therefors, to consider im a subsequeat
mark-up ssssisn all the legislation undsr discussion as well as other
legislatien net fully cousidsred by the Committee. umm‘.,m
fer the Committes te reconsider after full discussioa and full dis-
Cm of all the facts relating to this legislation and other parts
of the Committes's tax reform bill, thess bearings becams & mesningless
ax-paet fagte exsrcise comncerniag legislation already approved.

Secendly, eves if ihe Committee re-convesmss to consider these and
other previsioms, these hearings will be of limited use ia that
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psessss. The burden sheuld net be ea publis vitnssees sush aa ews®,
selves to ovelusts & ssriss of asrrew iaterest amsndmsats where
there has boea far less thes full diselesure of the effests of that
lagislation or vho 1te damsfisiariss are. Ve sheuld be testifyiag
today nst e & list of bill sestisns but ea specifis previsisms fully
diselesed and explained Dy the staff. Our analysis sheuld be based
on publis facts abeut thecs bills, ast on what we cem asssrtaia
abeut them ia spite of the lask of pudliis infecmatiem ec chbseure
seforenses ia the bil]l of its repert. Iades), these hearings are

& consoquanse of soms greups digging eut infermatioca ea these
provisiens that thy Committes refused to zeveal er chese met te revesl
fa 1ts Repert. It is s dengarous and ludisrous pressss that predusss
publis laws that the publis docs mot knew abeuts- Sax lews that
bemafit sarrev slasves cf tarpayers kmowm ealy to the bensfisisries
of these lawe, a calest greup of staff, and indecd, ealy seme
sssbecs of the Committes and fever rowbezs of the Comgress that
passes thes, Ia fect, without a puwlic disclesure of all the
selevant fasts, it is (ifficult te sea Low the members of this
Cemmittes eould svaiuats the tesotimeny they are about te receive ea
ths mere them eighty (80) techmical provisicns which are the subject
of these hearings.

The fact that we caa ultimstsly deciphar the real effect of some
of these tax provisicns and have aa epportunity te commsat ea thes
gives us 1ittle cause for cheer. It sust give less te ths other
ssmbers of the taxpoyiag public whe will alse be affected ia veryiag
dagress by such legislstion. ilow cam 8 taxpeyer of group leara
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onsugh abeut & asrrev intezest previsiea frem & cus seatencs deserip-
tien ia s Committes prese relssss te fermulats a pesitiem em it.

It 1s net ensugh te say, as the press relsase samcuncing these
hoarings said, that seny of thess previsicas have bessz - ths subjest
of testimsny. The bearings em N.R. 10612 drew & great deal of testimeny
o pemersl tax referm or specifis areas deslt with by the Newse-
passed bill. A cempany or greup of taxpayers might testify em &
spesial mssasure fer their ewn bemsfit, but it is impeseidls fer
sssbers of the publis to cemment on legislatisa they de net kaew
exists. Asy sush msrrew interest legislatiem should be fully dis-
elesed and explained befecohand se that testimeny om beth sides of
the issus ean be slicited. The burdes should met be on the taxpayiag
”m.m-mmolthuum.a!unymhhm
peovisien and te shew why they sheuld receive spesial treatmsst.

Wn do net oppese this type of legislesien simply besewse it
bemafits sarrew intsrest greups. hmth..muunm
by whish these previsions ware written. Ia fact, umder the full
disclosure procedurss teceatly adopted by the Rouse Ways and Meams.
cp;;m._.u opposed oaly six of thirty bills subject te full publie
besrings is December. All tweaty-four of the “non-objscticnshia®
provisions ware approved while four of the siz othars were rejected
by the Committes. MNor deo we oppose this type of legislation becauss .
it involves ravenue loss te the Treasury. Vs want to emsure caly that
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the leat sevesue 15 mewey well speat--achisving poeper and wll
shought-eut pelisy peals or schisviag oquity smeng tanpayers,

Ths Cheimman of this Cowmittes has tahen the semswhet cyaissl
view that tax refors is whatsves fifty-ems Semstecs vill vets fee.
_We den't agres with that. But msre impectastly, it csamet eomtimue -
te be what ens Lebbyist ean cenvines ene member of this Cammittes
to vete for. The precess must be changed.

Ihe Precess

The major preblea with these specisl zelief measures is the
1ack of sa explamation of what the legislatiom really dess, whe it
benefits, and what its cests are. The public csa only comcluds from
sush asn-diselesure that the preponents of sush a bill have somsthing
te hide. Msritecious legislation should be able te withstaad sorutiny
is the 1ight of day and net depend upen coafusisn, igasrance or
imgreper influsmce te pass. Full disclosure would remove the cloud
of secrecy frem marrow interest legisistien as well as guard against
uawerthy legislaticn.

Witheut full disclosure, campaigs ceatributions from the bens-
ficiariss of such specisl relisf cast doubt on ths motives of
Congressicaal spoasors. As Appendiz B iadicates, there is & grest
dasl of everlap between campaign centributions to members of this
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Comnittes and the beasfisisrise of ths tax legislaties this Ommmittes
has appeeved. Vo are ast listiag these semtributisas te nessssarily
ingly eny imgrepristiss. The publis cam judge whether these pre~
mmm@ttmm. If campaign finmmes
refern is to mean anything it must require disclesure at beth sade
00 csnstitusats cas fully evaluate the performance of their repre-
seatatives.

The lack of full-disclosuce of the purpeses aad affects of
thess provisiens aslse eftes lsads to & lack of any real debate e
secisus deliberation ea thes. With ocnly the bensfiociariss of a bill,
8 fouw staff, snd ons or two msmbers of ths Committes fully umder-
staanding the effects of legislation being cocnsidered, acm-seriterieus
lagislatisa 1is reutinely approved.

Siailer peeblems exist with the deliberations over a number of
smmtel intsvest provisions invelving major policy questiocns.

Tor iastames, the Committes adopted after about thlrty sisutes
discussien, 8 multi-billion dollar tuitiom tax credit. There were
no heariags on this provision; there were ae msterisls prepared by
he staff dissussing the effects of this provisiom on post-seccadary
educatien; there wes no input from HEW, collegss and umiversities,
educatien greups, or other.cemmittess ia Congress knowledgsabls ia the
ares, Ia fact, there is no evidence that this multi-billiem dollar
progran will sead ene more student to collegs. The oaly thing that
1s certais is that it will provide several billion dollars of tax
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zelisf for these who happen te send their childres te college. Nwea
1f this peevisien were worthwhile, ne ene esuld pessidly kmew that
based en the deliberations of this Cosmittes. Such processes de
1ictle te enhance the image of the Comgress.

Siailarly, the Committes enacted & billice dollar reductiss ia
eapital gains taxss. Seastor Deatsea twld soms hearings
e this previsien a fovw years 830 and proposed such & changs te
stimulate a slumping stock msrket. It is unclear what this provisica
will sesemplish in 1977 whea it would becoms effsctive.

Other majoc policy decisiens involving huadreds of millioms of
dollars of aew tax subsidy programs wers made with 1little staff
ansiyeis, me real input fxom the publis or ether interested and
hasviedgesbis groups, and ia an atmosphere of confusiea thst oftem
hopt the press, the public and members of the Committes from
pastisipating fully. Ome of the most outrageous sxamples of this is
the srefussl of this Committes to maks available to Senators or the
publis the “quasi-bill report” desscribing the Committes amendments,
even theugh many are supposed to be the subject of comment at this
hearing,

The first casualty of such a process is sound tax pelicy. Equally
important is the loss of public confidence in a system that provides
special tax relisf for a select unnaned few. Finally, a wide rangs
of legitimate tax preblems can't be addressed becauss they become

labelled as a part pof this defective process.
¢
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If semsible precedures were established the Cemmittes ssuld
guazd apgainet pesr taz pelicy, peis needed refecms, aand provids s
methed fer legitimate marrew iatsrest tax preblems te be addressed.

Lxancead Raferme
Anycns whe sat through the Fiasace Committes's receat msrk-up

is eware that meny pecersl reforms are nseded ia the precess by which
the Committes censiders tax legislatien. It 1is net eur purpese
teday to focus ea thess ganersl reforms. Clearly, changes ased

to be mads. These inslude as apends vith mere notice for members
oa subjests uader discussion, staff pemphlets with background
iafecmation and propesed changss (imcluding changss te be prepesed
by other members), the positioa of the Depertmeat of Treasury sheuld
be selisited and mads pudlic, & larger roce te previde more 8000ss
by pezsemal staff to members and mere access for the public te the
sark-up sessions, a microphone systes that allows everyene te kaew
what is being said, voted upon, etc.

Seecific Prosoeqls For Considering Nerrew Interest legislstice.
Nerrew interest legislatiom falls inte several broad categeriss.
Fizst, there are technical changes in the lew designed te correst
as umintended and unanticipated result om a class of taxpeyer. Ia
this case legislatien may be s proper remsdy but the Congress must
guazd against techmnical changss in the law designed to reverse
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iatended changes ia the low. It is ne aceident that eme year after
reforms were passed ia the ares of shippiag "tax hevea" ineems and
the fereign tax eredit that & sumber of “transitiensl or permesent”
peovisiens have besa approved to miks those referms iaapplissdls
te osrtaia taxpayesrs. This is not a proper functiom of asrrow
iaterest lagislatica,

A seesnd ares involves legislatien which reverses curreat
eduinistrative iaterpretaties of the law, The Comgress, of course,
hes the perogative te ever-ruls the IAS through lagislatiem but
suet b very careful not to interfere with the fair and proper
edniaistration of the tax lawe, It is also bad policy te changs the
tules that all taxpayers live under retroactively for the beasfit
of spesifis taxpeyers.

A third area of asrrow interest lasgislatiom might iavelve
bread pelisy questions that iovolve narrow classes eof taxpayers,

The Congress must be very sareful in these situsticns nor te cempeund
the esmplexitiss ané inequitiee of the surreat law by making dis-
tisctisns for such taxpayers without stromg policy reasams after all
the fasts and cireuastances are kmewn.

Meny of these provisicas, whatever ferm they taks, ars gcivate
relisf bills. They sheuld be treated as other private relief bills
vith the names of the beseficiaries disclosed. But there is &
breadsr questien isvolving these bills that ths Committee sbeuld
address.
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Ia many respects, when this Committes oemsiders legisletiem of
this typs Lt is reslly fuactisaing ia & judisial capacity; sittiag
48 8 esurt of tax equity. The Cammittes may want te thisk ia the
lenger rva sbout lagislatiem te sstablish sems sert of taxpesrs'’
oourt of oquity. Presently, enly certaia taxpayers with sscritecisus
claims have the whare withal, the ceamections er the iaflusmes to
osmp to this Cemmittes and have their claime ocnsidesed. The merits
of their claims have beea less impertsnt thes the fimsmeisal reseuress
te hirs tax attormeys or lobbyists with Weshiagton ocommestiens o2
the sesess to Cemmittes membecs. Us weuld suggset that Ceagress
think about seme kind of lagislatios that will allew all taxpayess,
whethar they have the fisamcial rescurces te gt te Nashingtem er met,
to have A eppectumity te have the equitiss of their cease adjudisated.

Specifically, we weuld recemmsad tbs follewing precedursl
referms ia ecensideriag aarrev Latsrest legislatioa:
Leptalation brecght to the Commitees's attemtioms This first step

would be designed to weed eut obvicusly nea-msritoricus provisiomns g
gonsszal pelicy issues properly the subject ef gemeral tax legislatien,

2.) The Treasury Departmsat, the IRS and eny other sffectad
ageacy sheuld prepare bill repects te accompany these provisioms.

3.) Staff pamphlets previding full disclosure of all relevaat
facts sbeut esch previsien imcluding bensficisriss amd lebbyists,
ratisnale for the provision, staff snslysis, Treasury and IRS pesitiocas,
and revenus effect.

4.) Jull public heariags cemducted after the dissemination of
the dascriptive pemphlets and after sufficieac time te evaluate the &
provisiens. If the propeneats of & provisiom arze unwilliag to testi
ea bebalf of that provisiea at these hearings, the previsiea should

be eutematicslly droppnd. 1]
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S.) Thees bills sheuld ast be repected eut as part of emibus
tax legislatiea, but rather sheuld be reperted sepesately as aisesl-
lasseus bills aseempanied by full Cemmittes repexts,

Smalaaien
In Light of the feregeing, wo weuld ask the Committes oo splis off

frea LR, 10612 sll these aisesllsaseus provisiens and Cemmittes
ensadusats that by the Committes's ewm aduiseien heve ressived
iasdoquats dolibecstica. lIreaisally, the ealy previsiems listed
1a the ssties of heariags are thees whish have already beea umesvered
end publisly eziticised by partiss ether tham the Csmmittes. Yet
s lmew there are seversl other narrew iaterest previsiens ia the
Mil,

Other provisiens ia the bill have hed equally imsuffisisat
treatasst. The Csmmittes sheuld ast feres the full Semats ts vets
ea provisisns that have set besa fully cessidered, s weuld sugpest
iastecd that the Semste precesd ea the msajor clemeats of A.R. 10612
ond oot asids these other previsioms fer eemsiderstisa ia this sessiem
wndss presedures ceasisteat vith eur propossls.

Sems Provisieas.
The folloving cemmsats are eu ocme specifis provisiens mentisaed
i the Committes's press relesse. These commsnts and, therefese,
our pesitien are based ea ths semstimess limited informstism sveilable

o2 essh provisisa.
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SOME OBJECTIOKABIE SECTIONS AND BRIEF ANALYSIS

--Refundability and extension of Investment Tax Credits.

Half of sll utilities are already off the tax roles.
The committee has not considered whether refund will be
subtracted from the "hypothetical faxes paid” used in the
utility rete dbase which would further compound the prodlea
of customer overcharging. Encourages over-investment by
airlines. Negative income tax for corporations.

806 =-Investment Tex Credit om ships. Also eligidle for tax free
oconstruction funds-- See Appendix A,

1021 --Investments in U.8. Property--two separste retroactive changes
to exocuse sny tax now owing. Benefits Superior 011 which in-
vested in U.8, oontinental shelf drilling rigs and Pyramid
Ventures which invested in U.8. stock market. Rach clsims
not to have knowm this was 8 repatriation. Unfairly éiscrim-
inates sgeinst others--who knew the law and peid the tex.

1024 --Rarrowing definition of shipping (“"tax haven®) income to
exclude, for seversl companies, the carrying of supplies from
¢ comtry (Nigeria) to a drilling rig om its continentsl
shelf. This might have been defensidle had there been added
the requirement that the carrier psy taxes in that country.

But it 1s (1n Psct purposely brosd} enough to
. cover compenies chartered in Panama, Liberia or other tex
haven countries.

1024 ~-Narrowing definition of shipping ("tax haven®) income to
exclude a Pansmanian shipping company which charters ships

to a related scrap dealer, Southern Berep Co., of Louisiens,

on other then s long term charter besis., There is no reason

why such a shipping compeny should escape taxes even though
[

N-200-1--3
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1025

1031

103

1032

1035

14

they olaim to have foreign competition. Ironically, the amend-
ment was drewn 8o narrowly (to disqualify sll other taxpayers)
that it inadvertently disqualifies the intended benefiociary.
--Exclusion of agriculturel products grown and sold outside

the U.S, from U.S. taxation. May perhaps give such goods @
competitive advantage over goods grown in the 0.8, and exported
Some tax experts are concerned that this will serve ss & pre-
cedent for extending tax free trestment to sales of every other
imaginable category of goods--any of which may presentiy be
subject to the tax haven rules (as "foreign base company sales
income.") This could significently undermine present tax haven
rules.

--Three yesr exclusion for mining and Puerto Rican operstions from

repeal of per country foreign tax credit methods for Freeport

Ninerals-and Pittsburg Plate Glass Co.. Such exclusions have

no valid rationale and reduce the erstwhile revenue impact of
repesl (450 m$1lion) so that it will be only $25 to $40 milliom.
-:&_&1 Carryback of denied excess 1y78 foreign tax credits of
011 companies. An unjustified partial repeal of the 1975 reform
(ror Natomas Corp) which will deny credits in excess of 508 of

income. Designed narrowly to benefit a few companies who won't
have large credits prior to 1978.

~=Sun 011 Exclusion from Recapture of Foreign Losses. The re-

capture rules enacted in 1975 are fair rules designed to pre-
vent "having one's cake and eating 1t too.” See attached
write-up. Sun 01l found it economically desirasdble to contract
to 4drill in the North Sea and it seems unlikely that this de-
cision was made in relfance on the continuation of en overly
generous tax law with respect to foreign losses.

--Expansion of "011 Related Income"definition to include interest




Section
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1035

1035

1035

1035

1081

15

incoms. See attached write-up. UOives multinationd] o1l compsnies
additional ways to use the extre 2 percentage points above ABE
which the Hartke-Nelson et. al. smendeent would sbolish.
--Sarrowing of "011 Relsted Income" definition _to suit I.U.
International. See attached write-up. BSeems to take income
(incore from trensportation or distribution of gas by a utility)
which would neturelly de 01l related income and classify it
(perhaps 11logieally) as non-oil related income. This oppor-
tunistio definition contrests with the preceding smendment snd
the Tenneco amendment which follows below.

--Rxpension (Clarification) of "011 Relsted Income” definition

to include sale of stook. This provision may be technisally

defensible a8 & mere clarifiostim of existing law which expressly
mludo;ulo of sssets. But contrests with preceding amendment.
It could apparently eover expropristions end this might have
unexpectadly large revenue cost.

=< Robil-Iranian, amendmentg--This provision unjustifiadly makes

the 1975 reform (80 recently agreed to by Congress) applicable
only to newocomers having no economic interest on larcp 29, 1975

st estimated cost of $40 million yearly for at least 10 years.
This estimate may prove very low if other countries expropriste
properties thus depriving more companies of an "economic interest”.
¥W1ll aake possidle the ladbeling of royslties as taxes.
--Indonesian-Production sharing unjustiftably overrules April 1976
IRS ruling. See attached write-up. The IRS ruling was believed
to have been well-founded by many tax specislists. This amendment
could have enormous revenue cost if 1t discoureges the IRS from
naking siailar rulings in other countries.

--Non-tsxation of interest earned by foreigners on bonds &nd bank

aggounts. On the House floor the non-taxation of band interest
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Section
of b1l

1042

1052

1305

and dividends was defested. The Finance Lommittee 8180 declined

to make dividends tax free. S8ee Appendix A,

=-H,H, Rodertson-- This provision reverses an IRS position upheld

by the oourts. It is strongly opposed by the Treasury staff, who
were not oonsulted during mark-up. See Appendix A.

=-Hanna Nining Co,--Under present law & company computing its foreign
tax oredit on the oversll method can't consclidate & Western Hemi-
sphere Trede Corporstion sudsidiary with other subsidiaries. WHIC's
are taxed at only 34€ instead of 48%--which rete advantage is phased
out by 1980 under the bill, (Companies using the per country method
can consolidate but the committee bill repeals this method.) The
existing non-consolidation rule was designed to prevent tax avoid-
ance that will result from mixing income tax at 3% with income
taxes at ABF when computing the credit. (If a foreign country levies
& tax at $45 on WHTC income of $100 and the U.8. taxes it at 348
there will be excess credits of $11 avsilable to shelter other
income.) In any case the amendment is discriminatory in its

narrow tailoring.

==Expensing of Pre-Publication Cosis-- Overrules an apperenily
logical IRS ruling requiring the capitalization of large research

and development costs incurred in publishing enoyclopedias and text
books over the 1ife of that particular edition. The staff has est-
imated no revenue loss for this provision on the theory that the IRS
ruling has not been enforced to date snd its overruling produces

no change. In fact, this provision will coet the Treasury seversl
hundred million dollars,largely to Encyclopedis Britanice otherwise
collectable under the legal ruling.
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=-ID8 Pace Amount Certificates. See Appendix A.

Alsbams Coca-Cols Pranchise-- S8ee Appendix A. Personal holding
oompany rules spply & 708 penalty tax to closely held corporations

(which are taxadble at M9€) which earn pessive types of inoome and

pay no dividends to shareholders (who mighs be taxable st 70%).
Royulties are regarded 88 "more passive” than reats. This amend-
ment alters & logiocsl 1971 IRS ruling that payments for a license

to 8 secret process are royalties rether than rents. The amendment
calls them rents. Lobbyists argued that the corporetion oaly held
the llcense (and thus received the royslties) to protect the per-
petuil 1life of the license and not for tex avoidance. But if this
were 80 1t can avoid the holding compeny tax by paying out its
profits as dividends.

=-Texas Optical Co.--See Appendix A. The 1969 Reform Act which
repealed favoredle capital gains treatment contained no exoeptions
for later sales under oontrects dinding in 196G, Such an exception
mey have been warranted and perhaps even 8 retroactive enactment of
one six years later 1s defensidle. But the draftsmen have seemingly
bent Over backwards to help one party by providing tnat the contract
in existence in 1969 need not have been "binding: and that the rule
(intended to cover a professional practice) also cover trensfer of
a related business. The rule narrowly excludes other taxpsyers, who
may have paid their tax without petitioning Congress.

--Reporting of Tip Income-- See Appendix A. Employers have always

been required to report to the IRS the amounts of tips reported to
them by the employee. It 1s not at all clesr why employees cannot
keep 8 running total of their charge account tips and report theam to
the employer just as they do on other tips. FPailure to report tips
1s & frequent sbuse whicl is hard to police.
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1508

1701 and --Railroad tax preferences--Very few reilrosds pay sny income taxes.

1702

18

--Contridutions to Capital of Water Utilities. The illogic of not

treating these non-refundsble payments by customers as income is
revealed by the fact that the commaittee decided not to apply this
same treatment to gas and phone utilities because it would then cost
$100 million per year.

==Consolidation of casualty insurence losses against income from

11fe or health insurence. Such consolidation has never been per-
mitted because (roughly speaking) only one half of life insurence
income 1s subject to tax. (This 1s & special preference enjoyed

beocsuse--argusbly--taxable income mey be overstated due to under-
estimation of future cleims.) The amendment pertially Geals with
this by allowing offset >f only one half of the casuslty losses but
they can continuslly be carried over to future years.

Prudential, Metropolitan, and perhaps other large insurers have
recently entered the casuslty business and the Treasury will in
effect sudsidize their start-uplosses and perhaps enable them to
undercut smeller compenies who have no other business against which
to use casualty losses. Kmerous casuslty compsnies, e¢.g. Keamper,
thus oppose this. Since 1t doesn't take effect until
1978 1t 1s not urgent and should be preceded by 8 comprehensive study

of inaurence taxation.

Additional preferences will be used by some conglomerate holding
companies to shelter income from other businesses. At & miniaum, any

new preferences would not be deductible against nonrsilroad income--

even if the committee beiieves that reilroads need s subsidy and should
therefore be allowed to depart from normal accounting rules in writing

off reil and ties etc. The amortization of greding and tunnel bores

undercuts the compromise worked out in the 1969 Reform Act. Until 1969

such costs were not deductibie at all. . It was then decided to allow

(4

Y



19

such write-offs on post-1969 investments as en incentive. Now

8llowing write-offs on 611 pre-1969 investments 1s & giveaway which
oan heve no incentive effect.

PARTIALLY INCLUSIVE 1IST OF SOME SECTIONS WHICH ¥ OHT BF UNGRIECTIONARLE
(Judged golely upon insdequate information arallable to date.)

8ection
of bill

1013 p.215--Bffective date on foreign trusts sadvanced 8 week

1023 p.229--American Internstional Orovup, Inc. Bermuds insursnce esraings

1024 p.230--Hall Corporation 3hippinz td.

1032 p.280--Boise Cascade

1032 p.240--Robert Hsll

1035 p,250--Section JO7 1imit on individuals

1038 p.257--American Internationsl Oroup, lnc. --Reclassifying cerdsin
insursance income as foreign in-zome.

1043 p.2T1--Contiguous Country Pranches

104M p.276--Roya]l Bank of Canads

1308 p.801--Political debts

1317 p.42h..Depletion smendments

1320 p.A3l--Simultaneous )liquidations

1321 p.A33--Local Taxation of Berges Prohibited

1509 p.8#57--BMA--inadvertent distribution




=

APPRIDTX A

The following peges contain 8 description of the amendments
referred to in the preceding analysis together with nsmes of
beneficiaries where known.
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Refundsdle Investaent credit (ses 802 ;pg 177 of repert)
Primarily for sirlines, such as United Airlines and utilities.
Starting in 1984 compenies will receive 8 cheok frem the
treasury in the aagunt of any post 1979 investment oredits whioh
g9 unused bdecsuse future texsdble income 1s too low. Cost in
1984: $300-500 million

(Refunds don't start until 1988 decause taxpayers must exhsust
their existing right to cerry forwsrd unused oredite for 7 yesrs
te offset texadle income in those years.) Overinvestment ia
airoreft has yielded excess sccelersted depreciastion and investaent

oredits.

2 Year Extension of Existine Carrvover Periods for Bxpiring
Investment Crecit r x Credite - (gec

of _raport) sousht ty airlines . such ss United Airlines

and Chrysler. Airlines sought to extend their ability to keep
elive old (pre 1976) unused investment credits which cen alresdy de
oarried forwerd at least 7 years and often 10 years. They have
been seeking to make these 0ld credits refundable ( Just ss poet
1975 oredits will be) and this gives them two more years in which
to lodby. The committee later applied this to ‘onie tax oredits
sppsrently to benefit Chrysler. Cost: $14 million in PY 1977

end $30 million in PY 1978,
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Allowing the Invesiment Tax “redit cn Maritime Capital Construction
Punde (sec. 806, p.196 of report)

Explujgtion of :re Amundment

A Pinance Coamittee Amerniwent to the Fomse Tax Refora
f111 allows shipbullders to take the 10¢ investaent tax credit
for soney spent to tuild ships in the United States, even though
the construction is financed with previously untaxed profits
deposited in so-called “"capital construction funds® (CCFs).

These CCPs are special accounts created by tre Merchant
Parine Act of 1970 to provide tax tensfits to aripbullders.
Shipping earnings may be depocited tax free in these accounts
and used to build additional vessele. The interest and dividends
earnsd on fund deposits and all ad1itional vessel earnings
aay also be redeposited, tax free, in these furds, This money 1s
untaxed until it ie withdrawn fur non-shippings purposes.

The Pinance Conmitiee eport ex;.laing trat °when these
funds are used to finance ship corstruction, trere is no tar
cost, or basis® in order °t> prevant a doutle allowance for
trese tax-deferred amounts". 2ecause trere is no tax cost,
or ‘tasis®, sums expended ou: of rose privileged accounts
have not resui’ed in an inveutment tax cr<41: or depreciation
allowarices. Not surprisingly, the sripping industry ard ite
supporters have argued trat <he investaent credit should be
lgg lied to these expernditures, tut tre I35 -as resisted their
efforts.

Analysts

The Treasurr Depart-.en® stronvly opposed tris cranze in
testinony dbefore tre Wayr ard “eans Cozritilee ard under the present
%11l for four reasons-- 1) it 13 a danys=rous stiack on tasic tax
principles; 2) CCFs already oravide a major tax break; )) the exe
tension of the direct su.slly prorriz m,uid Le more efficient;
and &) there 18 no need for tre subcily and tre reverue loes could
be siznificant. Other teatinory srowed trat the subsidy is waste-
ful and its crief beneficiariec may re oll companies, banks and
stesl coampanies,

Ire Provisjon Does Violerce to 3asic Tax Principles

« The Treasury Department was particularly concerned
with the Iaplications of °*bdreakina t e connaction between
‘tasie’ and other provisiors of tre law®., As Asaistant Treasury
Seoretary Walker explairned: *The concept of ‘basis' is central
t0 the cods., Once a taxpayer ras freeciy diaposable money

or property which becomes froely 4lsposable cecause he has

paid the appropriats tazxes in acquirins it, he zets a tax cost
basis in any property re acquires witr it.°

I}
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Property acquired with soney from already tax-free profits
has no basis., The invertzert credit and depreciation allowances
are predicated on the existerce of a tax basis. Sranting tax-
free profits and then an investment credit for expenditures out of
those untaxed profits provides an enormous cdouble dip for one
selective industry. If inveastors in shipbullding are sranted an
investasnt tax credit in the abeenoe of a leritimate tax basis, there
18 no persussive arrumert aruinst riving t:ea depreciation without
basis, or extendins thnis terefit to other cubsidized industries,
The revenue implications would be prencmenal.

ncome, This asendment violater the basic principle
trat & recelpt 13 not tc e recormized for tax purposes until it has
first been taken into incose. Fersons and corporations who
pay no tax should not get tire terefi:s accorded to those wro do.

Agg;%ief. Tre exiaterce Of two different tax hases--one
for depreciation purposes and tre otrer for investment credit
purposes--will sigrificantly coamplicate an already difficult
audit Job for the IRS.

CCPp Already Provide & ¥alon Tax ‘reax

Treasury testinony anowed trat tre net tax benefit al-
ready provided by CCPs is equal to ar investment tax credit of
17 percent.

~

2he Wrong Corporations =ill Senefit
o

[*}}1 Eg‘ggpion. Zaventeen oll comparies have CCFs. Threy
receive a tax break for ruildins aripe 0 ‘ransport Alaskan
011, However, this srippins :9 cu* Ject to the cabotaxe laws,

80 there 18 no forelagr cowpetition and tre ~nited States gets no
oenefit from tris tax g:ift,

eggﬁt. Ny Suildins Zriprs and leasipg trea to com-
seroizl shippers, banxs are atle o use these CCFe to shelter
inocome completely unrelated :o shippine.

§§g!é iggggﬂéol. 7en ateel comparies rave TCPs. They
save tax are while bu'lding sripe for tre zoveaent of ore
on the “reat lakes. As .:t: Alasxan 0tl, tris ship construction

is free from foreign competl:ticn by law, so the tax sudsidy
4068 not result in addizional ".". shipuuilding.

Sy YPraul Direct

The Ddest aathod of arrivire a® e proper level of sub- )
814y and controlling wro rez~ives L% i t!rowsr tle appropriation
process, ratrer tran tre rack-4oor tecrrique of & “tax expen-
ajture®. Cver half-a-tillion dollars is already provided to tre
shipping indusiry tris way :~ler the Morcrart Marine Act.
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ri Rev a8

T™he Senate Pinance Committee estimates that in fiscal 1977
the amsndsent will oost $21 million and that by 1981 the annual
008t will be $45 million. The projections of the Shipbuilders
Council of Ameriocs sugrest an annual revenus loss of $75 sillion.
Some analysts project that the inoentive affects of the ochange oould
lead to revenues losses in excess of $100 million annually,

Neo t 1 be
In addition to CCPs, shipbuilders are given $600 million
in opsrating-differential and construction-differential subsidies

under the Merchant Marine Act. They also receive loan guarantees
of over $4 billion.

Private shipyard employment has increased ever year since
1971 and a8 of the bezinning of 1975 there was a ﬂ_,é_%jgg
bagklog of commercial ship construction contracts with U.S. yards.

Pilgxybacking the investment oredit on CCPs gives ship-

bullding an effective tax credit of 27€. There is no good
reason to add thie larre sutisidy.

A One Week Crange in the Effective Date of the New Crant >r
t Rule asc, 101 s 215 of tre raport)

People presently put their investm-ats in foreign
trusts because such trusts do not pay any United States
income taxes. The bill would remedy tris by taxing thre
Krantor on the income of the trust. The effective date
of the House bill is Ma)y 21, 1974, in orler to zatch
olonn.ti\ hou~ tax avolders who rushed to set up such

trusts onoe they heard that the House ‘lcys and "eans
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Comaittee was considering this provision, The Senate
Committes changed the effective date to May 29, 197%,
purportedly because the wire services delayed reporting
the House action for & veek. It is not clear who is

trying to best the effective date with this ameniment

but apparently it is @ client of Joha Hall, s Celifornia tax

attorney.

Investments in U.8. Property (8eg, 102); D, 229 of Report)

Under present law when 8 U.S. corporstion reinvests the

earnings of & foreign subsidiesry in property loceted in the U.8.
this 1s considered s repat-iation of foreign esrnings snd triggers
the U.8. corporate income “ax. The bill redefines what will te
considered investment in U.S. propsrty to eliminate socme
hardshipe.

However, the bill contains s specisl retroactive exception
for Superior 011 Co. Superior accidentslly invested foreign
earnings in a driliing rig on the U.S. continentel shel€ witrout
being aware that in 1969 congress defined U.S. investment as
including the continental shelf.

There 1 another special exception to the definition designate
to exclude Pyremid Ventures Corp. of Louisisna.

It 1s o that Pyremié Vemtures Corp.invested in the U.8. stook
sarket 1:‘19?5 without realizing that this triggered s tex. They
82111 have not paid the tax. The till's new definition of re-
patristion would result in such an investment {in stock of a party
not releted to the U.8. parent) not being considered » repatriation.
The new definition has teen made retroactive to 1973 tp help this
corporation. -
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Hax=haven sarmings of foreign operetions to V.8, tax (Bes. 102%;
Ra R29 of Report)

The American Internstional Orouo Inc.. a U.8. imsurance /ATRe
oretion sought this qxolutcn for ites Berwuda operetion.
Oost: #11 million in FY 1977; 410 millien yesrly theresfter.

The excluded earnings are those which must be set aside and
um\(ontod to meet capitel and legal reserve requirements gy if
(hypothetically) the more stringent U.8. requirements applied
in the foreign oountry.

X of eertain shi ofit
f r retions to U.8. ta
8e L 230

Consists of teohnical smendments narrowing only slightly the
definition of shipping inocome. (Shipping income is ineligible for
deferrs] of tax on foreign earnings-unless rromptly reinvested in
ahipping omutlopl-buluu.lhippini income can be eanily menipulated

into tax haven countries.)

The first exception to the tax haven rules for foreign sub-
sidiaries would te provided for income froa shipping between two
or more points within the country in which & foreign shipping
subsidiary is inoorporated (snd in which the ship is registered).
In addition, if 8 company has virtuslly 8ll of its sssests in
foreign ahipping opoutiom.'upcynontl of unsecured loans wouid be
treated as reinvestment in shipping operations for purposes of the
tax haven rules in the same manner as is treated the repayment of
seoured loans. (Pourth exception 1isted in the Report.) Both of
these rules tre for Hall Corporation 8hipping Ltd. owned by Prank
A. Augsbury Jr. end family.
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Three Year Trensitional Exclusion of Certain Nining Compenies apnd
rte Ric ret Thi 's Re

Neth C t the Foreign Tex Credit (8ec, 10
(] “R‘ ,o

Benafits smong others, the Preeport Bulphur Co., and would cost
the Treasury between $10 million and $25 million of the anucip'uod
$50 million 8 ysar expected to come from the repesl. Would permit
use of the per country limitation for three more years provided that$
80% of a oompany's foreign operstions involved mining of hard
alnerels; there 1s & commitment to expand these operstions;and the
activities sre carried out through s separate corporation which has
been in existence for at least five yu.rl snd has teen opersted st
8 loss for at lesst two years.

A similar three-yesr postponement was sccorael Puerto Ricen

operatiocna, apperently at the requeat of PPG Industries, Inc.
(Pittaburgh Plate Glass).

E t to Foreign Loss Recapture Rules of the Senst | 4
Some of Bojse Cascade Corporation's Chilean Lopses (Seg, 1032 {g)(2)
ps 200 of Report).

After 1975 the bill will curh the advantages of deducting
foreign start-up lusses against 06.8. income and then paying no
U.S. tax on subsequent profitable foreign operstions (due %o the
foreign tex ciddit). But it doesn't spply t0 losses from the
future disposition of securities which were received before 1975
Af they were received as cmntion for an expropriation of
nroperty.



.

“The second exception” on p. 240 1s designed for the Rotert
Hall Co. (the spparel retatler) and sliows escepe from recspture
where the loss (although incurred after this bill's effective date)
is from stock, indettedness, or gusrsntees of 8 corporetion in
which the taxpayer owned et lesst 108 of the voting stock,if it has

had losses 1N three of tre .sst five yesrs.

8pecisl Carrytack of Excess Foreign Tax Credits of 011 Companies
{8ec. 1035 (a); p. 246 of Report).

Amounts not sllowed as foreign tax credits on foreign oil
sxtraction income in 1978 and later years (tecause of the Tex
Reduction Act of 1975) ocould be carried tack (to tixatle yesrs
anding in 1975 to 1977 only). The 1975 Act genersily provides
that 01) company credits in excess of S50% of taxst.ie income are
10t usatle. A floor amendment proposed by Nelaon, Hartke e%. al.
would reduce this 50% limit to 48%.

Designed to tenefit Natomss Corp. Cost: $8 mi:lion in FY 1977;
110 million {n PY 1978.

ngoul Transitionsl Exclusion From the Recapturs of Foreisn

011 Related Losses (Sec. 1035 b : p, 247 of Report).

Existing law (enacted in 1975) ourbs the practice of using
foreign drilling losses to_reduce U.S. taxsble income and then
paying no U.S. taxes when operations tecome profitstle (due to
the foreign tax credit). Such losses are jater "recaptured” by
reducing the amount of foreign taxes allowed to offset U.8. tax on

sutsequent profits.



The committee approved 8 trensition rule on foreign losses
S0 84d the 8un 011 Co., presumebly in it's North 8Sea operetiens.
The provision applies to losses incurred before July 1, 1979,
under binding contrects entered into prier to July 1, i91l. The
amount of the loss which could be recaptured in uiy yoor would
be limited to 138 of the loss in esch of the first four yesrs in
whioh oil-relsted income is earned. The reasining loes would be
Tecaptured in the fifth yesr. Costs $21 million in PFY 1977)
06 million 4in FY 1978. Recouped in later years.

!ggnum of the Definition of 011 Related Incpme {Againat ¥hioh

Certain Interegt 3
Repert).

Benefits most of the mejor oil companies. Most ns jors nave
brenches which are organited as U.S. corporstions tut earned all
of their income stros4. These tranches are capitelized with both
dedt and esquit *Mthul they poy dividends and interest to their
perent coapsnys/ lrovidu thot interest received from a domestis
corporstion which earned less then 20% of its income in the U.8.
will qualify as "01l1 Related Income". Poreign tax credits from
sxtrection operations can only be offset sgainst oll related
tncoms under present law (Tax Reduction Aot of 1975).

Dividends already are included, ss are toth interest and
jividends from foreign chartered corporations. There is nO
strong logic that dictates either exclusion or inclusion dut
4nclusion will cost the Tressury $40 million in PY 1977 and 490
million yesrly sfter that.

v Moreover, inclusion simply gives o1l companies snother way
%0 use their eredits for foreign "taxes” in escess of A% of
®X...~¢ion income, many of which "taxes” are sctuslly royalties.

74-62000-76--3
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Specisl Definition of 011 Related Income te Exqlude Income fres
Trepsportation or Distribution of Maturel Oss by 9§ Reguleted

ch Neets Ce Ns Re
(860.1035(c)(%); p.2%0 of Rerort),

Amsndment tenefits 1.U. International Corporation, 8 )
Philadelphia based conglomerete. Under the 1975 Tax Reduction Aot
o1l related income cannot be oomouduted- with non-o0il income.
1.U. International evidently desires to consolidate certsin gae
utility income with its non-eil income t0 use some foreign tax
eredits on suah tremes. Cost: $S millton,

Clarification of Definition »f 011 Related Income “EW' Which

011 Bxtrection Poreign Tax Credits Can be Offset) to Include Gain

On Sale of Common Stook of A Poreign Corporstionfec 1035(C)(2)(8)
P:250 of Report)

Amendment 1s designed to denefit Tenneco on its 1iquidation
of s Cansdisn subsidiary. The law elresdy allows this favoreblé
trestaent on the ssle of sssets. Cost: 1less than §5 million
sunually.

Repesl of 1 Tax Reduot Aot Al ]
011 € 98 In Iren To Claim Poreign Tax Credits &

Thaugh They Nave No “Esonomic Interest® in Properties At-tor

13 Se0, of Re N
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Anendment wes sought by Mobil 011 Corporetion. The 1978
Tax Reduction Act dsnies foreign tax oredits when 01l ocompenies
20 longer own sn "economic intersst” in the wells (Le. they om
B9 minerel rights after expropriation) and they buy their crude
o1l from the host country at other thlll’.lll'klt prices. This
prevents the disguising of part of the purchass price es & foreign
tax.

Nodil hopes to quietly repesl the 1975 Aot vh;nnr 8 compeny
had swned an interest on Merch 29, 1975. The 197% Aot thus
would only apply to newcomers. Cost: $40 million yearly for
a% least 10 years. '

Qearmuling of Recant (Aprdd, 1976) IRS Ruling Which Had Danied
Poreign Tax Credits On Prodyotien Sharing Contisots In

Anendment sought ty Natomas Corporstion and others who
operete in two Indonesisn consortiums. (Ratomas slse received
another specisl interest smendment allowing Cirrytack of Excess
Oredits disallowed by the 1975 Tax Reduction Act.)

IS is inoressingly common for s corporation wholly owneu .
by the host oountry to own sll oil reserves,while the U.S8. o1l
cm 8088 28 2 service contrector and receives & share of the
041 production as its compensation. ‘!'ho government-owned corpors-
tion pays over some of the oil revenues to the government and this
48 arbitrarily labelled sn indirect payment of income taxes on
behalf of the U.S. ovmed 01l company.

The INS denied the foreign tax oredit in part tecause the
foreign oountry siresdy owns sll the o1l and thus tm;o is really
NS payment by the ooncrector to the government end in any event,
any such psymant would be & roysity.
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Amendment will overrule the IRS ruling fer S yearsa ss to
eentrects entered inte by April 8, 1576, T restrict denefits
S0 smell companies the benefits will be unevailadle te the extent
8 cempeny has exoeas credits avsiladle from other countriec.
Cost: §25 mtliton yearly for five years.

Exslusisn Prom Taxation Of Interest Farned By Foreigners On

U.8. Bank Acocounts And Bonds ‘.“o 10'1! Pe ﬂ of R.Emlo

Asendment sought by Larede National Bank (Texss), which holds

large Nexicen deposits, and many other tanks.
The only U.8. tax thet foreigners now pay on dividends or interest

they make from investments in this country is & 308 withholding tax.
{This 1s lowereé¢ by bilsterel tresty with some countries.) H.R, 10612
sould repsel this 306 tax supposedly.to encoursge more investsent in
0.8. ocorporetions, donds, and bank deposits. -

Foreign investors who pay taxes on such interest in their country
of residence receive @ oredit against their domestic tax to avoid doudle
tazation. They would either pay the U.S. tag or the tex in their own
sountry. Repeal of the U.8. tax thus smounts to "revenue sharing” with
foreiga tressuries. Therefors, the mejor bensfactor of this Loovision will
be foreign governments and foreigners who pay little or no tax to their
home country and who will now pay no tax to the U.S. either.

Repsaling the tax would oreate an unwarrented windfell for such
invutnu, 88 well as treating them more generously than U.8. citizens
who make the same investments, but who are regquired to pey reguler U.8.
taxes. Moreover, the U.8. has long encouraged other u‘ttonn to msintain
the integrity of their revenus base and has criticized nstions which

oreate tax havens to sttresot capital.
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This tax holidey provision is costly Becsuse it will apply to
81l investors who already invest in the U.8. for non-tax reasons.

It 1s questionsble how much new investment will be oreated or
whether huge investment by foreigners in U.8, industry is in the mationsl
interest. Nany countries (particularly the .mly—cnrtohoa OPEC netions),
have strict 1imits on the samount of capital they allow to be invested
in other countries (fear of expropriation, outflows sf capital, etc.).
Because of OPEC hesitancy it appeass that any capital inflows will come
aocstly from VWestern Burope. Of .ourse, the banks and investasnt firms
oan only profit from whatever increase does result,but the Treasury
will foot the bdill. ZEvem if bank profits are increased,ths Treasury uon't.
benefit much since banks pey taxes at an extremely low effective rate.

Taabnical Clardification of Rules Far Detsraining the Souras OF
Insurense Underwriting Income (Sec, 1016 : n.257 af Renars).

Anendaant {5 ons of two specisl amendments sought by American
Internationa}@rpup. At preseat insursace contrscts nesotisted in the
U.8. covering overseas risks may de subject to foreign taxstion,
but classified es U.8. income under U.8. tax lsws and therefore
ineligidle for the foreign tax oredit. This saendment would
0lassify guch income as foreign inoome to prevent doudble taxation.
Cost: less than §5 million annually. '

Qverruling Of Tax Court Decision garnmg; by Court of Appeals)
h Had Required H.H. Robertson To Pay A

Pividend (Sea. 1042 : p. 270 of Reoort).
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N.E. Rebertson Ce. liquideted 8 foreign subsidiary snd aa
required by presens lavw (8ec. 367) obtained am IRS ruling that 18
w3uld pay srdinary income tax om its scoumulated earnings and
prefits. Robertssn miscsloulsted the tex swed beesuse it had
redused its seommulated earnings by the fedr merket walue of certsin
property 18 had esrlier peid out es & dividend inatead of by its
008t basis. The courts held that its qomputetion wes olesrly
emtrery to lav.

The bill modifies the generel requirement that aa IRS ruling
90 obtained defore & foreign liquidetion. But it alee includes
o ISir9sctive “speais) rule in the case of certain past liquide-
Sins: Dot withatanding that & refund weuld de darred by any
s esse.” Cest: §2 million,

ches
(ses, 1083, p.271 of the report,)

Under present law & domestio mutual 1ife insurence
eompany pays taxes on its worldwide taxable income, receiving
@ Oredit for foreixn taxes paid, Because taxes imposed vy
the United 3tates exceed those of Canads, the insurance
industry has tried to get a special exception for their
Canadian branches.

. This amsnament frees profits of Canadian tranches from
United Statee taxes, as long as the profita are not repatriasted
to the United States, It takes effect . December 3, 1975,

Hutual insurance companies use the separate branch
accounting system whereby oremiums and policyholder dividend
Fates are based upon the separate mortality and earninge
experience of the Canadian branch. Therefore, these specially
treated profits benefit only Canadian policyholders and may not
be used to provide benefits for U.S. policyholders.

C.
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T™he major insurence companies requested this tax preference.
The revenus loss will be $4 aillion in 1977 and $8 million
annuslly thereafter,

termitting Poreign Denks To Treat Oains M Debt Instrwents -
1 s Ca a to the Kxtent ve

Capital Losses Incurred Prior to July 11, 1969 (&c.lgﬂ,z
Pe m of Mjﬂ‘t).

Amendment sought by Royal Benk of Cansda. The 1969 Tex Reform
Act changed the charscter of certain income from capital gains te
ordinary inocome. This would accidentally prevent using capital
loss ocsrryforwards to reduce taxes o auch income. Cost: Less
than §5 millto-.

‘Permitting Consolidation of Canadisn Mining Subsidiariss
(Beg, 1052 (v) ; p. 284 of Report).

Amsndment tallored tc 8 Cansdisn iron ore subsidiary of
Banns Mining Co. The b1ll repesls favorsble treatment for
Western Hemisphere Trade Cos. (WiATCs) and repesls the per-
aountry sethod of computing foreign tax credits. The new foreign
tax oredit rules prohibit consolidation of WHTC's with non-
WH7C's. The amendment would 8llow such conso:idation if over

958 of groes 1s derived from mining in a country contiguous
to the U.8.

Zax Treabmantof Casiain Dabts Qwad Dy Political Pactiss ( 8€0. 1304,
840100 tha Ranact).
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The preseat law does net sllow o tan deduction for bad debts of pelitical
wcties. This law 10 aa effort ts aveid (avorabls tax treatment to individuals
or corporiticns whe would "danate* their services to political campaigns kpowing
they will aot actually be paid t;r them. However, receatly more aad more
professianal services are provided te political campaigas by prolessionsls who
saticipate paymeat for those services (polling, direct mailing, media campaigns,
<it.) Some of these peopls have bees stuck with large debts after receat
campeigns aad while making good faith efforts to collect the debts, have beea
t.subh 0. They ere aleo denied a tax deduction. The amendment would grant a
tax deduction te such hona lidg bad debrs.

",“-'ﬁuny. Charles Guggenheim has been seeking this change ia the law
tecause of bad debts incurred during pest Democratic campaigns.

lronically, the Semste Finance Committes has worded the prospective change
{s cuch & way that it could culy be of help to 8 major Republican campaign
grofessional, Heary Deirdorf, but could be of no help to Mr. Cuggenheim.

. 1 h uegtion of B ing Pre-
Publiostion Coste ( 8ec. 1308, p. 803 of the Report).

Ezrlanations

This samendment would sllow past expensing (writing off in one
J°+) of prepublicatiom oo ts, ov@rruling the IRS position re-
la7ing to enoyolopedia publishers and other technicsl and toxt.o

Loc putlishers.



37

The IRS has published & revenue ruling (Rev. Rule 73-39%),
that would requirs pudblishers to capitslize over the .ife of a book,
expenses relating to resesarch. Publisaers have been expensing °*
(writing off in one yesr) such costs. Txds primarily cove=s @
situation such as the Britannios IIZ -ynro most of the coet of
production is in resssrch. The IRS has ruled thst such expenses
should properly be deducted over the comme=cial 1ife of the pub-
1icetion and not written off in t.e first year and has applied this
ruling retrosotively. The bill would make this ruling prospessive saly.

Revenue Effect:

This emencment cou)d mean —eductions in tax llatilites of
several hundred million dollars for & narrow class of texpayers,
(mainly Encyclopedia Britannice) who F.ve tulen thege fast write-
offs in the past.

- Amendnent Ovorruling IRS Reguiations Oa The Tax Treatment Of
Face-Amount Certificates Bill 1307, p. 407 of the Report!.

This smendaent reletur te the ¢ex tiuatmen: o. face smount
oertificates--an installment investuisnt cectilicats pronising 8
lurp sum interest yield s.tor 22 yecra. 1tese curtificates are
s0ld almost exclusively {95X) oy Investors Syrdicate of America,

8 subsidisry of the Minneapolis-bassed mutuil fund, Investor
Diversified Services. Tue IRS has resently ruled that investors
in these cortificates nust inoliude in incorie a ratatle portion
of the interest peyments deferrred until miturity. (This trestment
18 the same as that applied to other deposit arrangements that
provide for interest to be paid in a lumn sum at maturity--i.e.
certificates of deposit).
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In 1975, IMA filed suit to enjoin the IRS from enforcing
1ts regulstions. The U.S. Court of Appesls in the District of
Columbis ruled agsinst ISA

The amendment would overtuin the IRS regulations,giving interest
th face smount sertificstes the Favorsbdle tax trestmeat sccorded Bsueh
investasnts before Congress crecked down on them in 1969.

The Nouse Ways & Means Committee sfter hesrings snd seversl
hours of dedbate defeated similer legislation earlier this year.

These certificates are notoriously bed investments yielding
nly 3% over the 22 year period. Purthermore, the investor will
1ose up te 208 of his money 1f he bows out of the desl within
the firet 8 yesrs. (According to Pordes, at lesst hslf of the
investors ds drop out esrly with an actusl out of pocket 108s.)
After 10 yeors the aversge yleld ir 1.1%, aftar 15 years it 1s

enly 2.9%,

Tens of thoussnds of people buy these certificates ($320
million worth in 1974). Portes notes “a person would be far
better off putting his money in s bank or U.8. S8avings Bonds,...or
in whole life insursnce,” and ssks; "Is 1t wrong to persusde people
te invest their hard esrned savings in 80 unprofitatie s way?!” As
8 precticel metter--Congress ought not to 11ft a ranor to grant
18A the legislation which it says it needs to continue marketing
Shese unconscionable instruments to consumers (whose aversge annusil
inoome 1s between $12,000 and $14,000)
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Amendment to Exempt From Personal Holding Company Income Rent From

The Lease of Intangible Property &c. 1308; e 409 of the Report).

This retroactive amendment would apparently exempt income received by &
Coca-Cola Franchise (we bslisve in Alabama) from being treated as persanal
holding company income (taxed at 70% instead of the 48% corporate rats) ,

Presently, a corporation or partmership set up to collect primarily passive
types of investment income for its shareholders or parmere {o treatead 28 &
perscnal holding company and taxed at the regular 70% tndividual tax rates,
Exceptions are made for income where the corporation lsases its tangible prop-
erty to 8 25% shareholder. The exception does not apply to intangible property
such as trademarks or licenses. The amendment would chanze this rule to
include certain intengidle property within the exception.

In thie case, spparently. a Coca-Cols bottling franchise owned by a corp-
oration or partmerstip leases its licence to one of ite own shareholders or
parters who operates the {ranchise 1a his owr right. Without this section, the
corporation or parmership,which is merely operating as a ''corporate pocketbook"
to shelter ordinary investment income,would be taxed ss a personal holding
company st 70%,

The amendment is retroactive for twelve yeare to 1964, Apparently, the

tndividuals involved would qualify for cash refunds from the Tressury,

Reporting Tip Income--(sec 13121 p.416 of report).

This amendnent was added at the behest of the Marriott
Corporation and trhe res‘aurant workers unions. Under the
aaendnent, an employer would not have to include any
tip income on an employee's W-2 Form which was not reportel

to him bty the employse pursuant to sec, 6053 of the
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Internal Revenue Cods. The effect of the amendsent is
to free employers from the rssponsidbility of reporting
tip income from charge account receipts, Thus, if
an employes fails to report charse account tip income to
his employer, the employer is not required to report
those tips to the IRS, -

The amendment will result in tax savings for res-
taurant workers of less than &5 million.

Rule s Relativ Limitations oa Oil & Gas Percentage Depletion c, 13178
P 424 of the &Erﬂ.

This section cantaine & series of amendments to help narrow classes of
2 . and gas operators,

The 1975 Tax Reduction Act repealed the oil and gas depletion allowance for
ntagrated ol producers who own retail cutlets. One part of this section
xaatarap the deplstion allowance for all integrated companiss with $5 mﬂuoa‘
of sales or less, There are several large oll and gas companiss who will benetit
{rom this proposal (amang the top 70 ofl compl'nhl in the country ,

Also & specisl provision restorees depletion sllowance for ane independent

ofl producer who happens to own six gas stations in Israel but does not

sell his U,S. prodiuction through those statioms. /pe)co petroleum Corporetion!

'8 insdvertentlv his bv the intesrated comosnv rule.)
Two sections modify the depletion repeal exception rules to benefit unnamed
ruste thet own oil properties and receive depletion,

axenva loag: Thie section lnses $18 million in FY 1977, $10 million in FY 1981,



Technical Rules Relatins to Sidulisneous Liguidation of Parent
and_Sybsidiery Corporstions (ec. 1320 p. 4J1 of the report),

Under present law a corporatior wricr has adopted a plan
of coaplete liquidation and sells or excranges some or all
of its assets within 12 months does not recognize a rain or
loes fros the sale or exchanpe, This 1s because te rhareholders
will be t:xed on the procee’s after liquidation iz completel.
This rule does nut spply to corporationc which ars 8C7 con-
trolled by other corporations because the parent corporation
(vhich is the shareholder in this instance) will not be
taxed at the t{me of liquidation., Trerefore, the sutaidiary
is taxed on the sale or exchanre. When botr the parent and
subsidiary are liquidated this rule migrt result in inequity,
(because the shareholders of the parent will be taxed) so
the Internal Revenue Service has held that so long as the
subsidiary is liquidated before the parent, the assets can
then be sold or exchanged as part of & reneral liquidation plan
and neither the parent nor the subsidiary must recognize
8 rain or losa., (Upon liquidation the shareholders of the
parent would recornize the zain or loss),

Thin amencmont lidberalizes the rules for zulen of property
by subsidiariec. Under the terms of the amendment the sale or
exchange 9f the subsidiary's assets as part of a reneral liquida-
tion plan does not result in the recornition of rain or locs

rerardless of »hether the subsidiary or the parent is liquidated
first.

This provision was suoported bv the American Bar Aasociation. But 1t

8 8lso bscked by an unidentified N, Y. city attorney on behslf of an

1dentified client. 71t 14 effective Januarv 1, 1976.
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Prohibition of State-Local Taxation of Vessels Usins Inter-
] L h

At the request of Senator Eastland, Cheirman Long
incluied this limitation on the taxing powers of the states.
The assndaent would prohibit the taxation by s state of vessels
of another state using the navizable waters of the United
States in interstate commerce. Apparently this was passed
because a political subdivision of Louisians. has levied o
tax on barges. Breat Towing of Greenville, Miss. requested it.

IS overrules s court csse upholding the right te tex.

Contributions to Capital of Rerulated Public Utilities in .

sec [ )

This provision sllows regulated water and seware
disposal utilities to exclude from income amounts received
as “contributions in aid of construction®,
Utilities typicslly make & hooiup charre for customers
and the aoney is placed in escrow uul is returned to the customer
when service is stopped, usually because of a move to another
locale by the customer, The funds placed in escrow are not
réquired to be counted in sross mgm. Ir. the case of sonme
customers, however, usually businesses, the cost to the utility
of initiatiag service 18 30 high that the utility requires
8 special contridbution, either in cash or materisl, before
it will hook up the customer. The contribution is mot refundable.
The IRS ruled that such a transaction rosuluci in income
to the utility. This amendment by making such payments “cone-
tributions to capital® of the utility, would reverse this result,
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This provision will de effective for ‘contributions®
made on or after February 1, 1976. It will save the utilities

$1) million in fiscal year 1977 and 211 million annually
thereafter.

If this treatacn: were to be extended to ras and telcphone
coapanies it would cost 3100 million 8. year,

Amendment to Allow Certain Franchise Transfere To Receive Capital Gains

Treatment c. 1411, p. 414 of \he Report).

The firet part of thas section simply extends the 1969 Tax Reform Act
goneral rule,denying capital gains treatment to the transfer of a {ranchise,to
parmership situations,

But the zatzoactixe transitional rule l-o a special rule to sllow capital gaine
treatment to the transfer of a professionsal practice if a contract was in existence
prior to January 1, 1970, and the transferor 1s an employee or partner of the
transferee,

Such franchise transfere are typically franchise optical companies, The

amendment was offered on bebalf of the Texas State Ootica)] Companv.

Permitting Insursnce Companies To Consolidate Their Life
Insurence Operstions With Casualty Inaurance Operations
(Sec. 1508; p. 454 of Report).

Amendment sought by a dogen major insurers. At present
non-insurance companies (such as ITT) can file a consolidated
return and thus offset casualty insurance losses against other
business income. The amen-ment 1s a logical extension of this
rule. Cost: $0 in FY 197/; $25 million in FY 1978; $50 million
yearly thereafter.
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dpegis] Treatment of Certain Inadvertent Distributions Of
A Life Insurence Company (Sec. 1509; p. 457 of Report).

Amendment will apply only to Businessmen's Assurence Co.
of Americs. It miscalculated the tax effect of 8 dividend
whieh was inadvertently peid from & (taxadble) surplus scoount.
It diooovornd the error and had the dividend paid teck before
the end of the yesr. Amendament 18 retroactive to 1959 end applies
only to dividends paid tack before the end of the yeor.

This provision was ensoted ss the vehicle for September 1, 1976

tax-gut extension.

teent of Concrete Railroad Ties Replaci
.

This amsendment was introduced for the benefit
of Florida Last Coast R.R. and Xansas City Southern R.R.,
the only privately-owned railroads using concrate ties.
Contrary to principles: of ccc;untinc and past tax rules,
it allows the immediate deduction of the costs of in-
stalling concrete railroad ties, but rot o excred the veplacement
cost of wood tiss. FPecause wood ties have become extreme-
ly expensive, this amendment allows trese companies
to deduct much of the installation cost immediately, Urder
normal business practice the cost of these ties would be
capitalized over their useful 1life..

The bill grants this favored treatment for any
expenses since December )1, 1975 and for the future,
It will cost less than 85 million a year, but all benefits
will go to these two companies.
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Specisl Interest Energy Amendment (8ec. 2001 et. seq.: p. 549
of Report).

T™he homeowner insulation credit, which will generslly benefit
Johns-Nanville, Certain-Teed Products, eta., has appended to it 8
eredit for automotive clock-timers.(the so-called "Noneywell
amendment”) and s oredit for heat pumps, pushed by O and
VYestinghouse. 7The geothermal drilling and depletion deductions
will probabdly muly benefit Union 011 or Pscific Gss And
Riectric in their joint Cslifornis Geyser operstion. The
“exemption from the retsiler excise tax on special motor
fuels (propene) for certsin non-highway use” will simply equslize
the treatment of propane and diesel fuel. It will benefrit Eatom
Corp. @ maker of 1ift trucks.

Income from Fairs, Expositions and Trade Shows
(sec.2107; p.A0} of report)

This amendment provides that tax-exemp: orranizations

will not be subject to an unrelated-business income tax
on rental income from trade shows even though the
exhibitors sell their products .nt the trade show, It
also exempts income from entertainment activities at
public fairs. 1Two IS rulings had held trat income from
pariautuel betting on horse racing at a county fair and
income received by an exempt business learue fron renting
dlispiay space at a trade show. where 8ellinz was permitted
ere taxable as unrelated business income,

This provision was urged by the American Society
of Association Executives and is retroactive to Decex-er
31, 1962 for pudlic fa.rs and to Decemter 31, 1942

for conven:.onfand trade shows.

4-6200-76-- ¢
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APPENDIX B1 Campalgn Contritutiona

The following is a partial list of companies who
appear to benefit from specific provisions in the Tax Refora
Bill. 1Included is a separate compilation of contributions
mads by officers of those companies to the campaigns of
members of the Senate Pinance Committee. The information
is necessarily tncomplete because of difficulties both in
ldenttfying the deneficiaries of particular provisions 1n
the bill, and ascertaining the corporate affiliations of many
oampaign contridutors. In light of these difficulties, time

has not permitted a check of all campaign finance records.

Ve suggest no impropriety with regard to the
various campaign contributions. We feel, nevertheless, that

it 1s important that this information be made available to the

publtc.
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1021, p. 225  Pyramid Ventures Donald Scafidi, Pres.
4800 To Long
Superior 011 Co. $1000 to long

500 to Bentsen (pres.)

1028, p.230 Jackson Marine Corp. ‘1ooo to Bentsen (pres.)
Aransas Pass, Tex. 500 to Bentsen (sen.)
Arthur Levy Boat Services

Morgan City, La. 2300 to Long

Deutsch, Kerrigan and Stiles,
lawyers for Arthur levy, Inc. 1000 to long

1025¢, p.232 Orain companies,
Cook Industries, Memphis $4750 to Bentsen (pres.)
880 to Brock
200 to Packwood

1001e, p.238 Preeport Minerals $1700 to Long
400 to Bentsen (sen.)

1032, p.2%0 Boise Cascade Corp. $250 to long
(officers are residents of
I1dako)
1035a, p.246 Nstomas Corp. $500 to Bentsen (pres.)

p— m— - - - = ———

10350, p.2AT7 Sun 011 Co. (officers & Pew $2200 to Hansen
Pamily) 2060 to. pole
1000 to Curtis

Pepper, Hamilton & Scheetz,
lobbyists $ 200 to Packwodd

1035¢(2),p.25Q Tenneco, Inc. $5000 to Bentsen (sen.)
$800 to Long
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1035¢(2),p.259 I.U. Internaticnal $550 to Bentsen (sen.)
$500 to Bentsen (pres.)
$100 to long
Williams and Jensen, $100 to Dole
lobbylsts $2700 to Dole
42100 to Long

21000 to Bentsen (sen.)
250 to Packwood
200 to Hartke

1035¢,p. 248 All major oil companies
1035e¢,p. 251

officers cf the major oil companies:

Gravel: Atlantic-Richfield §2,500 Bentsen:

Hess O11. 2,%00

Std. 011 of Onhio 7C0
Continental 01l 700

Dole: Union 011 Callf. 1,00
Atlantic Richfield 50

Citgo 1,000

long: Continental 01l 1,500
citgo 1,006

Bxxon 1,000

Shell 909

Ragan and Mason, icbbyists for Gulf Oli:

Patton, Bogge and Blow, lcbtyists for
Atlantic-Rickfield, Exxcn and Schio:

Dawson, Riddell, etc., lobby iats for
Standard 011 of Chlo:

Contributions by those identifying themselves as

Monarief 0Oil,

Pt. Worth ‘7 »
Continental 2,
Std. Of Ohio
Mobil
Qulf
Shell
Oravel $1,000
bertsen 550
Hartke 500
Dclie 500
Haskell 200
Gravel 2,050
bentsen 1,680
Haskell 200
PackWood 100
Hartke 1,100
Bonteen 750

1C0
000
800
600
400
350
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1035¢, p. 253 Natomas Corp. (see above)

1081, p. 258 Laredo National Bank J.C. Martin, Mayor of
Laredo, and Radcliffe Killam,
Directors of the bank, and
Mr. Martin's wife gave
$1000 each to Bentsen's
senate campaign
and $1000 each to Bentsen's
pres. campaign

1043, p. 262 All major insurance companies
Long: MNutual of Omahas $2,500
Pan American Life 2,000
New York Life 1,250
Continental Life 200
Bentsen: Prudential Life 2,000 (sen.)
Equitable Life 500

Ribicoff : $5,400 from Connecticut
insurance agents
Dole: Over $:0,000 from varicus insurance
agerits whose company affiliations
could not be identified

1317, p.424 Belco Petroleum Co. Artnhuer Bclfer, Pres.
contributed:

$2,000 to Ribicoff
1,000 to Qravel
500 to Hansen

Reglistered Lobbyists:

Vinsor, Elkins, learis, Connally and Smith
cf Houston, through
cohn Clapsion

The firm contributed $6,500 to Bentsen's
senate campalgn, $550 to his presidential

campalign
Maurice Rosentia-t, Natloral Counsel
Associates $100 o Bentsen (pres.}
1411, p.U1M Texas State Optical Ce. Rogers Bros. makes

Rogers Brotners lnveatmen-.s optical equipment. Two *
the four brothers are op-
The four brcthers gave tcmetrists, and own a
$2200 to Bentsen (ser.) 7SG franchise in Beaument
$1500 to bentsen (pres.)



1321, p. ¥33

50

Brent Towing, Greenville, Misas. Sl.SOe to Eastland
Jesse Brent (1972)

Amendment proposed on behalf of
Senator Eastland by Senator
Long.

(American Waterways Operators of
Virginia, which donated $1,0
to Eastland, may also benefit.)

I'Smlnnl' Tax Analyats and Advacatanl

1508, p. 454

All casualty companies affiliated (see above)
with life insurance companies.

1509, p. 457

BMA Corp. sz.oso(to Bo?tsen
pres.
$1,000 to Dole

Committee

amendment on use
of 1DB's for
private hospital
construction

PFEDPAC, the political action committee
of the Federation of American
Hospitals ard beneficiary of one
of the Committee amendments, gave:

$1,000 to Bentsen
$1,000 to Dole

42,100 to Packwood
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@nvironmental action@

Sute 731 1346 Connecticut Ave. NW Washington, OC 20038 (202) 6331846

TESTIMONY OF A. BLAKEMAN EARLY
QF ENVIRONMENTAL ACTIOM
BEFORE™ TRE
SENAT FINANCE COMMITTEE
oM H.R. 16012
THE TAX REFORM ACT OF 1976

JULY 20, 1976
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Good morning. My name 1s A. Blakeman Early, I am with Environmental Action, a
national citizen's environmental lobbying ot_qamzanon. Environmental Action has
been particularly active in promoting resource recovery legislation before the Con-
gress. 1 am here to discuss section 2006 of H.R. 10512, the Tax Reform Act of

1976, the Recycling Tax Credit.

Tax Equity

As the Cosmmittee knows, many recycling tax credit propusals have been considered
over the past scveral years and with each succeeding proposal the complexity of this
subject area has becche more apparent. While this proposal is distinguishable from
others primarily by the addition of the base period which is designed to prevent
windfall benefaits, 1t stil]l atempts to deal with a complex problem in the same fash-
jon. It seeks to eliminate the effects of tax benefits to virgin materials users
by creating a countervailing tax benefit to recyclable materials users across the
board without regard to whether the benefits will achieve greater recycling of a
given material. The benefits are extended without regard to whether the use of the
recyclable material is even in competition with virgan materials which generate the
original tax credits to be offset. Indeed, the benefits are extended without regard
to whethier there is any additional recyclable material which can be recycled. As
the Aluminum Recycling Association has pointed out in its statement in opposition
to this proposal, recycied aluminum alloy and primary aluminum alloy are used in
wholly different products and so are not in competition. In addition, prumary alloy
manufacturers rely on foreign sources for their raw material, bauxite, and therefore
can not use the percentage depletion allowance to a great extent. Materials such
as textiles and plastics qualify for the tax credit when no data has been developed
indicating to what extent virgin material counterparts have achieved an unfair tax

advantage. Clearly then, i1f tax equity is the goal, the equity achieved by the
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subject proposal is a rough one, indeed. The only effective means of achieving
tax equity, if that is the Committee's goal is to remove the benefits which accrue
to virgin materials users, not to enact a countervailing benefit to recyclers which

can not even be shown to approximate the virgin materials benefits.

Increased Recycling

The testimony and data provided to the Finance Committee in support of this
proposal and past proposals 15 replete with the environmental, energy, materials,
and balance of payment benefits which will accrue from the increased recycling pro-
moted by the proposal. But will any appreciable increase in recycling result from
the enactment of the subject provision? Proponents of this measure have presented
no data to demonstrate its effectiveness in increasing the use of recyclable mater-
jals. Again, this is due 1n part to the failure of the measure to treat each
material category on an indavidual basis. The lack of greater recycling of these
materials is caused by a bewildering-combination of technical, economic, and insti-
tutional barriers which vary depending upon which material is considereud. Although

[
it is difficult to generalize, many problems surround the impuritics found in most
recyclable materials which either require more processing than virgin naterials
need in order to remove them, or which samply are not removable using existing tech-
nology. (Attachment 1) The Committee can not expect that a tax credit of the size
proposed will be suffic:ent to overcome technological barriers requiring extensive
research and development 1n each materials area, for the needs are different for
each material. Section 2006 does not take into account that for sume materials
the technological barriers are too great. Therefore the use of that recyclable
material should not qualify for the credit since no additicnal recycling will re-
sult and the only result would be that existing levels of recycling will receive
windfall benefits.

The evidence we have examined indicates that the recycling tax credit proposal

will also be ineffective in overcoming the economic factors which inhibit greater
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recycling. This data indicates that the factors limiting the use of secondary
materials are not fundamentally altered by the minor adjustment in price enabled

by this proposal. Attachment 2, taken from a study done for the U.S. Environmental
Protection Agency, which compares subsidies to the product charge in the papcr in-
dustry, illustrates that even when excessively large subsidies are introduced, demand
for secondary material increases only slightly. This is because the subsidy would
not be passed forward in the form of lower prices and stimulate demand. The sub-
sidy would be kept as "economic rent®, or excess profit. Attachment 3 demonstrates
that the cumulative tax subsidies availableto virgin materials extraction industries,
and to users of such materials because of the high degree of vertical integration,
represent a small percentage of the total price of such materials. These findings
indicate that the removal of these tax advantages would provide only a marginal
increase to the cost of virgin materials in the form of higher prices. Consequently,
the incentive to substitute post-ccnsumer scrap would also be very low. A corres-
ponding tax credit for secondary material suppliers would also represent a small
percentage of post-consumer scrap price, since such prices are equal to or higher
than competing virgin material prices. If the impact of such a tax credit on post-
consumer scrap prices is small, then the corresponding incentive to suppliers to
increase supply will also be small. Moreover, such a small reduction in post-
consumer scraps prices would be unlikely to cause manufacturers to substitute such
material for vizgjin materaials,

Another study of the paper and steel industries found that demand and supply
are inelastic and not responsive to price. The study found that subsidies of supply
would have a reduced impact on the users siice often half the cost of scrap mater-
ials is 1n transportation which would not be affccted by a subsidy. (See Attach-
ment 4).

Therefore, the reduction of recyclable materials cost to the user through the
proposed tax credit 1s unlikely to increase demand for such material significantly

because the credit will lower the cost of such materials only slightly., To the
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extent that demand 1s marginally increased, suppliers will respond, in part, by
raising prices and shifting more recyclable materials from the export market to the
domestic market -- not by obtaining more recyclables from the waste stream. This

is why the proposal is opposed by the Association of Brass and Bronze Ingot Manufac-
turers and the Aluminum Recyclers Association as well as the Garden State Paper
Company which provided much of the testimony in favor of the original proposal
considered by the Finance Committee last summer. Indeed, we feel that the prancipal
reason the measure 1s supported by recycled materials suppliers, who do not qualify
for the credit, is that such suppliers will be able to increase the price of recycl-
able materials they sell users receiving the credat.

Pinally, a major defect in the formulation of the provision is that the calcu-
lation of the credit is based on the price of the recycled material, which bears no
relationship to the weight of the material -- a more accurate measure of the burden
such material places on the disposal system -- and which also is no measure of the
quantity of the materials available in the waste stream for recycling. Consequently,
nonferrous metals such as aluminum would receive a disproportionately high part of
the tax credit relative to the low tonnage of non ferrous which is presently recycled
and relative to the additional tonnage which is available for recycling. In addition,
basing the credit on the price will have . tendency to exacerbate the boom and bust
pricing cxperienced in the recyclable materials markets. This 1s because when de-
mand for recyclable material is low, prices are down too, and the tax benefit is
at its lowest, since it is based on price. This 1s the time when the i1ncentave is
most needed. Conversely, when prices are high, due to high demand, the tax benefit

is at its greates during a period when it is least needed.

The Windfall Problem

The tax credit proposal will provide substantial “windfall™ profits despite
complex but ineffective provisions to prevent them. Manufacturers will receive a
"windfall® by qualifying for the credit by recycling materials which they would

have recycled without the tax credit. The provisions, by limiting accrual of the
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credit until purchases of recyclable material by the manutacturer exceed 75 per-
cent of base period purchases, subsidize the manufacturer for increases in total

production over previous levels even if he has not incrcased the actual percentage

of recycled material in his product. Thus, manufacturers will be subsidized for

using recycled material which tiey would have used simply to meet increases in pro-
duction. Proponents of the recycling tax credit proposal claim that tax loss will
be minimal because for each ton of recyclable material used, there will be a corres-
ponding decrease in use of virgin material which would qualify for a tax credit.
This assumes that there will be an increase in recycling, which we question. The
assertion fails to account for the tax loss I have just described. The revenue
loss would be much greater under Senator Gravel's amendment which I will discuss
later.

In addition, we note with dismay that provisions in previous recycling tax
credit proposals designcd to limit possible windfall have been eliminated in this
proposal. The provisions make no attempt, as found in prior versions, to limit
the credit to purchasers of post-consumer material and exclude purchases of indus-
trial converting wastes, 90 percent of which. are currently being recycled. Gone
is the requirement that the tax credit can only be applied against new investment
in recycling equipment. (Identified by EPA as the best means of assuring that
long term substitution of recyclable material will take place.) Except for scrap
paper, gone also is the ceiling provisica which terminates the credit should the
price of the recyclable material rise high enough to provide its own incentive
ty increase supply and to prevent excessive revenue loss. Finally, the requirement
that the credit be terminated at such time as tax benefits for virgin materials
users are removed by the Congress has also been eliminated.

A great deal of controversy surrounds the level of tax loss and windfall
benefit which will result from the proposal. Although the Report on H.R. 10612
states that the tax loss in 1977 will be $9 million, the Association of Brass and

Ingot Manufacturers calculates that the scrap copper processors it represents would
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be entitled to $6,913,012 in credits. Since copper represents lcss than 5 percent
of the material recycled each year, the Committee's calculations may be in error.
More importantly, the Committee calculation of the revenue loss when the proposal
is in full effect in 1981 is $345 million. Attachment 5 provides the U.S. Treasury
calculation of the cost-per-ton of additional recycling created by the proposal
when in full effect. It shows that the Federal govermment will in effect be paying
from 2.60 to 20.10 times the market price in the form of lost revenue for every

ton of additional material recycled. We submit that these moneys would be far more
effectively spent if used to ensure that the recently passed 50lid Wuste Utilization
Act (S. 2150) were fully funded. This bill provides technical assistance, planning,
grants, and loan qudarantees to stimulate the supply and use of recyclable materials
and the safe dispcsal of non-recoverable waste. We are far more optimistic about
the prospect of success for such an approach.

Finally, I would like to addrcss the amendments to section 2006 recently pro-
posed by Senators Mike Gravel and John Tunney. In our view, both proposals would
anplify the current problems with the measure which I have outlined.

Amendment number 2016, introduced by Senator Gravel would essentially elimin-
ate the base period as established 1n H.R. 10612 over a three year pericd. Recyclers
would therefore receive a credit for 100 percent of the base year plus 100 percent of
any incremental increase 1in recyclables used. Therefore, barring any rajor economic
decline the revenue loss i1n 1981 should be about four times the Committee's origin-
al estimate, or $1.380 billion. A staggering tax loss, yet the data we presented
indicates that as a percentage of recyclable materials cost to the user, it will
be small and thus have little effect.

Amendment number 2017 introduced by Senator Gravel and Senator Tunney is a
clear example of the inappropriateness of trying to apply the recycling tax credit
approach across the board without regard to the technological and economic realities
of the materials involved. The major effect of the amendment 1s to extend the S

percent recycling tax credit already provided to purchasers of recyclable glass




59

and plastic to purchasers of energy and other products produced from garbage resi~
dues, after all recyclable materials have been rewoved.

First, the amendment can not be supported by a tax equity argument since the
production of steam is not directly subsidized through tax benefits resembling the
dcpletion allowance and such allowance has been largely removed for oil production.
This is not to imply that other subsidies for fossil fuels producers do not exist.
More important, 1s the fact that the ovcrwhelming impediment to the purchase of
energy products from these resjurce recovery facilities ig caused by the newness
and questionable reliability of the technology involved and the technological modi-
£ications users must make in order to accomodate these products. These technological
zi\tks could not be remotely affected by such a mcdest tax benefit. Although we
support the concept of encouraging the‘ development of energy recovery facilities,
we believe that such facilities must operate on a free market basis without depend-
ing on subsidies for support. where financial encouragement is necessary, it is
far more effective if provided directly to the energy developer, rather than indirect-
ly rhrough the energy user, which simultaneously has the effect of encouraging in-

creased cnergy use caused by lower energy costs.

Alternative Proposals

Although we recognize that current tax policy encourages the excessive use
of virgin materials and energy, there are several approaches to correcting such
inequities and providing an incentive for increased recycling: 1) tax credits
for users of recyclable material, 2) tax credits for suppliers of recyclable mater-
ial, 3) severance taxes on virgin materials extractors, 4) disposal charges on
producers of consumer products which do not contain recycled material, and 5) the
removal of existing tax benefits available to virgin materials users. The best
manner for Congress to rationaliy alter t;x policy in this area so as to create an
effective incentive for recycling which will minimize tax revenue loss 1is to con-
sider such proposals concurrently, rather than consecutively. In this way, if the

Congress chose to pass more than one proposal, the passage of one would not jeo-
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pardize valuable support for the other. The Senate passed the Solid Waste Utiliza-
tion Act on June 30 which contains a comprehensive ctudy provision requiring an
examination of all the available proposals for creating an effcctive incentive to
encourage greater recycling. We urge the Senate to defer passage of the recycling
tax credit until the completion of such a study to enable an effe_cive analysis of
the options to be conducted. Given the importance and complexity of improving our
national materials policy to increase recycling and the importance of reducing
revenue loss to a miramum to achieve the budget cciling estariished by the congress-
ional budgeting process, a delay to ensure that such information 1s considered
before legislation in this arca is passed is @ nccessity. Make no mistake about
it, we view this provision as a special 1nterest tax lcophole -- not as a provision
to save energy and improve the environment.

My testimony presented today has the support of the following organizations

besides Environmental Action:

Environmental Policy Center
Friends of the Earth

Taxation with Reprecentation
Public Interest Econcmic Center

Public Citizen - Tax Research Group
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Attachment 1-2

The Outlook for Paper Recycling

as well. In total, however, wood pulp continued to increase as a percent of total
paper mahing fibers untd 1973,

From 1973 to 1988, the use of waste paper is forecast to grow from 22.3
percent in 1973 to 24.4 percent in 1985. In tonnage. this s a sigmlcant turn-
around, and in fact, the actual waste paper fiber use will increase substantially
a8 its use outpaces growth in total paper demand.

The trends in fiber sources are summarized in Table 2-1. Total waste
paper use will increase from 14.3 million tons in 1973 to 23.0 mulhon tons in
1985, or from 22.3 percent of total fiber to 24.8 percent of total fiber.

Thus waste paper will become a more important fiber source in the future.
This means it will be used in more grades of paper and in higher percentages. As
it becomes more important, the type of contaminants associated with paper re-
covered for recycling will be of to the comp that recycle post-con-
sumer grades.

§ome uncertainties occur today because the concentration of contami-
nants is nising and the types of substances encountered cannot be fully removed
or dispersed in the paper mills. If this situation prevails, then recycling costs and
recycled products could become noncompetitive with virgin fiber and recycling
will not expand as rapudly as it would otherwise. In either case, the effect of
rapidly increasing contaminants could be unfavorable to the industry as it shifts
its raw matenals base toward waste paper.

TABLE 2-1 i
Fbrous Rew Materials Used m Paper Manufecture, 1950 to 1985
Un thousand tons and percent)

7

_mm_-m _Josal Wood Pulp  __ Wapge Papgr
Iong Psxcaar - Iens Pexcent  Jonp Parcant  Jong Percent

15,518
19,732
21,331
25,349
30,110
30,490
34,010
39,3510

59.9
62.0
.8
56.2
5.8
47.6
.2
2.6

1
1,116
&,369
8,638

12,482
18,312
24,130
29,210

3.0
5.4
12.2
19.2
2.3
28.6
k198 }
1.5

16,509
21,453
23,700
34,007
4,192
3,062
38,140
63,720

3.7
67.4
2.0
75.6
n.1
76.2
5.3

161

7,656
9,041
9,032
10,231
12,021
16,319
17,860
22,990

30.7
ll.lv
25.3
22.9
.3
2.3
a2
2.8

Other Fibers
Iong Pggcant

1,430
1,340
”
879
28
%4
1,000

1,000

Source: Aserican Pulpwood Assoclatior, Amsrican Paper Institute, Midwest Research lmstitute.

5.6
4.2
2.7
2.0
1.3
L3
1.3

1983l
25,400
3,868
13,703
43,107
56,041
o, 165
17,000

92,110
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Attachment 2-1

Soms of the factors adduced to explain that trend are discussed in a;apendix
C.
§.2 Reuse Ratfo Effects

Figure 5-1 arrays predicted virgin fiber shares in 1985 versus charce/
subsidy rates. Under all three generic policy specifications the virgin fiber
share wil) decline from the predicted baseline level of 82 percent in 1985,
{.e. the predicted baseline wastepaper reuse rate of 18 percent in 1985. The
rate of descent, however, differs considerably among the three policies. For
example, at a $25 rate the virgin fiber shares are predicted at 64, 81.6, and
73.3 percent for the charge. subsidy, and mixed policies, respectively. These imply
reuse rates of 36, 18.4, and 26.7 percent respectively. It is interesting to
nots that the predicted 36 percent reuse rate under the $25 dnrge policy s
nearly identical to the reuse rates that were emerienc'e.d in the U.S. during
Wor'd War II. At the extreme rate of $50 per ton the virgin fiber shares .
 would be 47, 79.2, and 65 percent under the charge, subsidy and mixed policies,
respectively. Clearly, the subsidy policy appears completely ineffective. .
Furthermore the effectiveness that the mixed policy does have is associated
with the increasing charge rate over the tén-year period.

Siace the subsidy policy was found uniformly ineffective 1t may be
useful, at this point, to mention the two main reasons for this cbservation.
First, the elasticity of secondary fiber supply is very low, .09. Therefore,
virtually none of the subsidy would likely be passed forward. It would be
absorbed as economic rent by paperstock suppliers and/or paper producers.
Second, the subsidy has a perverse demand effect as noted in chapter 3. This
results because the little subsidy that does get passed forward lowers overall
fiber furmnish costs and, hence, paper production costs. This, in tum, shifts
the paper supply functions rightward and downward. Therefore, with small
substitution effects this shifting paper supply function may actually serve
to increase total virgin fiber consumption above what it would have been in
the absence of any policy.

§.3 Fiber Consumption Effects

§.3.1 Secondary Fiber Consumption Effects

Figure 5-2 shows projected secondary fiber tonnage consumption projec-
tions for 1985 under the three policies at the ten rates. At a $25 rate the
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racheent 3 MAXIMUM ESTINATED IMPACT OF
Acts DISCRIMINATCRY TAXES AND TAN BENCF:TS
ON TIEL COST OF SELECTED COMMODITIES - 1§

Aluminum, Pulp & Paper Glass Stee!) Petroleurr, Natura! Gas
. € Per Newsprinm persoard = (s Per Ton of (Fper BBL) (¥ per MCH) |
Tax Element Ingot Ton) (¢ Per Ton) (& Per Ton) (¢ Per Ton) Raw Steel) For 1974 For 171
Percentage Depletion $1.35 s - ' - $0.20 8. %0 00.28 20.013
Foreipn Tax Trestment 1.51 - - - ) 0.27 9.13 -
Eypenmns of Lhine .
Faplaoration & De\ eiopment
Lapenditures : 1.02 - - - . 0.27 - -
Expensing of Irtangible ‘ Rt
Dri''t<g & Development
Cee.s - . - - - 0.01 0. 002
C apital Gains Treatment
of Income From Timber
Sales - 1.14 3.48 - - - -
Mimamur. Tax on .
Preferences - - - - - (0. 04) (0. 002)
Siate and Local (0. 08) - - - (0.19) ", 08) 40.007)
Resources Taxes ° . *
Tetal (Alter Tax) £45.80 $1.14 €2. 48 £0. 20 ! £5.2% $0. 298 30.008
* of Price 0.7 0,7 1.4 2.2 1\ 1.4 1,7 9.8 4.4
Total (Before Tax) $£7.92 $2,28 4. 906 $0.40 $£2. 60 a. 40 0.017
% of Price 1,5 1.4 .8 -1.9 2.1 1" $.5- . 3 -
®  Percent of estimhpted average cost of producing raw sieel § $73. 00 (ton) -
e+ Includes estimated pereentege depl for It ooda ash (» Lmeatone derivative) and feldsper

Note: Impactis are shown 88 tax savings associated with tax benefits (afler tax basis). Before tax LIMpacts represent Lhe Ameount
that prices would have te be Lacressed te fully alfect the offects of the remeval of tax bonefits. :
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from tlxation.‘
To the extcnt scrap supply and demaud curves are inelastic, subsidies
to either buyers or sellers have only a nominal impact upon quantities

recycled. For example, a 10X ad valorem depletion allowance (or recycling

tax credit as it was termed in pending energy conservation legislation)

would, according to our estimated supply and demand elasticities, increase

the quantity of wastepaper recycled by only 0.82.’. A similar subsidy

to the scrap steel industry would increase the guantity of steel recycled

Sy st
The equalization of effcctive tax rates im virgin aud secondary
materials industries achieved thorugh the elimination of some of the
income tax subsidies currently accorded the virgin material producers,
wvould as we have seen in the econometric section, have a negligible
impact on recycling over the snort to intermcdiste term for which the
elasticity estimate may be considered valid. The tax code may also
be uscd to incresse the final price of certain virgin based products
80 as to encourage greater recycling. HR 2172, for example, would tax
beverage containers but would exempt all returnable containers from
the tax.
The dilemma faced by those who would seek to increase recycling

rates is that subsidization of either supply or demand fails to significantly

increase recycling to the extent that production and consumption decisions

are not responsive to price. In attempting to formulate a public policy
vhich might have s greater impact one must first examine the underlying

determinants of inelastic supply and demand curves. Inelasticity of
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dcmand with respect to the price asked by scrap dealers may be attributed

to at least two, factors. First, the full cost of scrap to s user includes
transportation charges which occasionally exceed the dealer's price

in -A;nitude.‘o This weans that though dealer prices are quite volatile,

the price perceived by the user will flociu’te over a much narrower

range. Tﬁﬁ.iﬂQl!ij?ﬂaﬂg.F¥°"‘P°TEEPE_Shffﬂﬁl_iﬂ_EEf_!Ejff_ﬁg_fff"

“substantially reduces the elasticity of demand in veponse to a change

in dealer prig::. Second, many users perceive supply as being uarespon-
sive to market signals and consequenily way be reluctant to dcpend upon
scrap supplies as a rcgular source of raw wmaterials. These users purchase
scrap only wicn other sources of supply are unaviilable, and demand
for their final outputs is strong. During these periods such users
probably care little vhat they must pay for raw materials - availability
counting far more than price in their purchase decisions.

Scrap supplies tend to be inelastic for two related rcasons.
First is the fact that over half of all scrap generated is of the home
or proapt variety ana is recycled automatically, or at least with little
reference to prevailing prices for scrap. Of the post consumer sources
most of the high quality, generator separated metals and paper are sub-
ject to disposal contracts with scrap dealers and will be rccovered
irrespective of curreat market conditions. Only the widely dispersed
post consumer wastes arc available as new supply sources when scrap
demand rises, and the marginal costs of processing these supplies is
high. The second, related factor leading to supply inelasticity is

t&c volatile nature of demand which increase the risk of financial ruin



Estimated Impact of Fully Effective Recycliang Credit; ’

ive Major Recyclable Materials 1/ /

s : : i : Cost per ton of 4,

i Typical :° . : :__incremental r.c!:l;gl

H market ! Unsubsidized H Incremen.aL :ocyc%}n; : !t Ratio to

H price : recyclaing - due _to credit : ¢ mearket
Paper (overall) $ 45 16,000,000 120,000 0.75 $ 230 5.18
Scrap iron (overall) 78 ? . 40,000,000 190,000 0.47 ' 310 &.10¢
Copper 1,100 t * 400,000 750 0.19 : 11,100 10.10
Aluminum 300 .© . 350,000 3,900 .10 788 2.60
Lecad - 220 ° 560,000 500 0.09 - 4,400 20.10 6
Office of the Secretary of the Treasury . Juns 21, 1976,

Office of Tax Analysis
- .
1/ These calculations aie based on assumptions intended to overstate response to the subsidy, hence under-
state the cost per incremental ton of recycling:
(1) Induced cyclable instability of the credit due to use of prior year bases is ignored.
(2) No allowance provided for administratively uncontrollable fraud.
(3) Estimates of market response rounded upward.

2/ This assumes that the base for the credit is purchases iz excars of 75 percent of the taxpayer's base
period quantity. If the base is redefiried to be purchases in excess of 50 percent of the base period
quantity, the numbers in this column would be doubled.

3/ Entries in this column are u\dop.ndont of the definition of the credit base, they depend uly on price
response of market demand and -upoly.

:_- oo
H
- .

S 3useydwyyy



R}

71
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STATEMENT OF HOMARD M. BENEDICY
CHAIRMAN OF THE NATIONAL ASSOCIATION OF REALTORS® ECONOMICS AND RESEARCH COMMITTEE
BEFORE THE SENATE FINANCE COMMITTEER
OM TAX REVISION

WEDNESDAY, JULY 21, 1976

The NATIONAL ASSOCIATION OF REALTORS® is comprised of more than 1,700 local boards
of REALTORS® and 50 State Associations. Combined membership of these boards is
approximately 500,000 persons actively engaged in ssles, brokerage, management,
counseling, and appraisal of residential, comsercial, industrial, recreational

and farm resl estate. The activities of the Associstion's membership involve all
aspects of the real estate industry, such as mortgage banking, home building, and
commercial and residential real estate development, including development,
construction and sales of condominiums. The Associstion has the largest sembership
of any association in the U.S. concerned with all facets of the real estate
industry. Principal officers are: Philip C. Smaby, President, Minneapolis,
Minnesota; Harry C. Elmstrom, Firgt Vice President, Ballston Spa, Nev York; and

H. Jackson Pontius, Executive Vice President. Headquarters of the Association

is at 155 East Superior Strest, Chicago, Illinois 6061l. The Washington office

is located at 925 15th Street, N.W., Washingtom, D.C. 20005. Telephone: 202-628-5300.



SUNWASY OF STATEMENT OF HOMARD M. BENEDICT
ON BENALF OF THE MATIGMAL ASSOCIATION OF REALTORSS
SDIATE CONMITTEE ON PINANCE
JULY 21, 1976

A mote adequste supply of housing plus needed balsnce of commercial and
industrisl real estate is vital to the social and economic health of our country.
Iovestment in real estate is as importsst part of our competitive econowmy.
Recent changes in the tax law, ia additiom to the threat of certain curreat tax
revision proposals, have adversely affected the real estate industry and the
astion's economy.

The amendment offered by Senstors Haskell and Kennedy which applies an
"st risk” limication to limited partnerships, including real estate limited
partnerships, has made the Tax Reform Act of 1976, H.R. 10612, extremely
complicated snd financially destructive to the resl estate industry. This
amendaent vill eliminate an importaat source of equity capital--particularly
for nev rental housing projects which rely heavily on limited partnerships for
equity financing.

We respectfully request the members of this distinguished Committee on
Finance to urge their fellow Senators to reconsider and reject this drastic

"at risk" limitation.
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STATEMENT OF HOWARD M. BENEDICT
GUAIRMAN OF THE MATIOMAL ASSOCIATION OF REALTORS® ECOMOMICS AND RESEARCH COMMITTER
SENATE COMMITTEE ON PINANCE
JuLy 21, 1976

Introduction

Mr. Chairman, members of this distinguished Committee, wy name is Howard M.
Benedict and I am engaged in the real estate business ia Nev Haven, Comnecticut.

I have previously served as Real Estate Commissioner of the State of Connecticut,
Vice Chairman of the Pederal Taxstion Subcommittee of the NATIONAL ASSOCIATION OF
REALTORS®, and Chairman of the REALTORS Mortgage Finance Subcommittes. I presently
serve as Chairman of the Economics and Research Committee of the NATIONAL
ASSOCIATION OF REALTORS. I am accompanied by Albert E. Abrahams, Staff Vice
President, Goverament Affairs, NATIONAL ASSOCIATION OF REALTORS and by Gil Thurm,
Staff Legislative Counsel and Director of Tax Programs “or the NATIONAL ASSOCIATION
OF REALTORS Governmant Affairs Department. We appreciate this opportunity to
testify on behalf of the Association.

The NATIONAL ASSOCIATION OF REALTORS is comprised of more than 1,700 local
boards of REALTORS and 50 State Associations. The combined membership of the
Association is approximstely 500,000 persons actively engaged in sales, brokerage,
management and appraisal of residential, commercial, industrial, and farm real
estate. The activities of our membership involve all aspects of the real estate
industry, such as mortgage banking, home building, and commercial and industrial
real estate development. The NATIONAL ASSOCIATION OF REALTORS has the largest
nembership of any association in the United States concerned with all facets
of the real estate industry.

The Competitive Nature of an Investment in Buildings
and Other Improved Real Estate

Iavestors in real estate recognize that their capital iavestment is
materially less 1iquid than most other investments. The sale of real estate

at a fair price usually requires negotiation over an extended time period.
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This factor, vhea added tc suzh other factors as local taxes, imcreasingly strisgest
environmental consideratioss, local zosing regulation, and msintenance, finasncing
and carryiag costs, and escalating utility costs, usually mskes real estate
competitive with other investmsats oanly vhea the retura os the resl estate
investment, 1if it is successful, cam be anticipated to be larger thaa & successful
investmeat ia other, more liquid imvestmeat activities.

The traditions]l Federsl tax provisioas applicable to real estate have had
the effect of permitting resl estate imvestment to remsim competitive despite
the uhcun.c risks and costs ia real estate investments. Unfortunately,
adverse tax treatment during the past decade, especially in the Tax Reform Act
of 1969, greatly reduced the competitive positiom of the real estate industry at
a time vhea private sector investmeat im real estate was of crucial importance
to the welfare of the country as & vhole. Purther, persistent threats of
imposition of drastic and discriminatory adverse tax provisions such as the
limitation on sccounting losses (LAL) has had and continues to have, a dampening
effect on real estate investment.

We sppreciate the visdom of the members of the Senate Finance Committes and
the Senate as a vhole in rejecting the LAL propossl. This indicates the Senate's
avareness of the msny problems vhich beset the resl estate industry. However, there
are a significant number of other negative and adverse provisions already ia the
proposed Tax Reform Act of 1976, B.R. 10612. For example, inclusion of iavestment
interest expenses and, particularly, long-term interest expenses of a limited partoer,
in the add-on minimus tax 0o doubt will have an adverse impact on the already
depressed resl estate industry. PFurther, although this Committee rejected an
"at risk" provision for the real estate industry, the Senste has made the tax
bill even more complicated and financially destructive by adopting s general
provision (the so-called Haskell-Kennedy amendment) which is in fact sn "at risk”
limitation on resl estate limited partnerships. This drastic "at risk" limitation

is more fully discussed below.
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Ihe real estate industry needs strong private sector iavestment ia order to
ccotinue to provide the single and multi-family housing, commercial buildings,
industrial complexes, and shopping center complexes thst are required for the
continued grovth and maintenance of our high standard of living.

The adverse actions mentioned above already have reduced the competitive
position of real estate. If the Federal tax system is again changed to adversely
affect the capital requirements of the real estate industry, the consequent
discouragement to nev real estate investment will inevitably csuse a decresse in
the supply of improved real property, an increase in rental rates, and &
deferral of proper timely maintenance of our country's buildings. This coanclusiom
1s inescapstie--{sr 1f real estats is to lose investment capital to other segments
of the economy, it must either decrease the supply of houses and buildings or
nust regain its flow of capital through an increased rate of return from higher
rents, thereby hurting the very people who can afford it least.

“At Risk” Limitation on Real Estate Limited Parcnerships

On June 22, 1976, the Senate adopted an amendment by Senators Haskell and
Kennedy to apply an "at risk" rule to limiced partnerships, including real estate
limited partnerships. For all practical purposes, this harsh amendment would
substantially reduce (and perhaps even eliminate) the use of limited partnerships
as an investment vehicle for real estate projects. The consequence of this would
be the elimination of an important source of equity capital--particularly for new
rental housing projects which rely heavily on limited partnerships for equity
financing.

The “at risk” rule is so harmful for the real estate industry that the House
Ways and Means Committee rejected it. The House of Representatives rejected it.
The Senate Finance Committee rejected it. The Treasury Department and the
Administration are opposed to it. We believe it is a serious mistake for the
Senate to to0 drastically change the current tax law by imposing this discriminatory

limit.-10n on real estate investment. We respectfully request this Committee to
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take all appropriate actioa to cause the Senate to reverse its action on this
provisios and to reject this "at risk™ rule for real estate.

Under current law, when none of the partners of a limited partnership is
personally obligated om a partnership debt, a limited partoer is sllowed to
include 8 portioa of the nourecourse (noa-personsl) lisbilities of a limited
partnership in the basis of his limited partnership interest. This places the
limited partner in the same positiom as & joint owmer of property not held in
partnership forms, and enables the limited partner to deduct the amount of his
distributive share of partaoership expenses in the same manner as the joint owner
of property may deduct hie shere of the expeases of operating s property.

Like individusl owners, maay limited partnerships hold and operate depreciable
real estate constructed or purchased with nonrecourse loans secured by the de-
preciable property.

This partnership basis rule (wvhich the Haskell-Kennedy amendment would revoke)
is derived from Code Sectiom 752(c) and the lncome Tax Regulations promulgated
thereunder. These provisions reflect the basic principle of Crane v. Commissioner,
331 U.S. 1 (1947) where the U.S. Supreme Court stated:

#44ye are 0o more concerned vith whether the °

mortgagor is, strictly speaking, a debtor om

the mortgage than we are vith vhether the

benefit to him is, strictly speaking, s

receipt of money or property. We are rather

concerned vith the reality that an owvner of

property, mortgaged at a figure less than

that at vhich the property will sell, must

and vill treat the conditions of the mortgage

exactly as 1f they were his personal

obligations (331 U.S. 14).
To the same effect is Treasury Regulations Section 1. 163-1(b) which holds that
the owner of property is entitled to an interest deduction on a mortgage on his
property, even though he is not personally liable for the mortgage, since in
reality the mortgage on his property is his debt.

Whether a mortgage is recourse or noanrecourse, that is, with or without

personal liability on the mortgagor, the owner of the property (including s
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limited partnership) has s continuing obligation to make paymeants on the mortgage.
Failure o do this will certainly cause his equity to be foreclosed upon and
lost. This 1is vhat the Supreme Court was talking about vhen it stated ina the
Crane case that as long as the value of the property exceeds the related debt,
the owner “will treat the conditions of the mortgage exactly as if they were his
personal obligations”. That 1s, he will pay the mortgage to preserve his equity
(cash iavestment) ia the property, and this will be done regrrdless of whether or
not he i{s personally lisble on the mortgage.

The proposed change in the basis rule for limited partners would discriminate
against real estate as an investnent for the general public. It would provide ¢
greater tax benefit for the wealthy, wvho can iavest directly, and thereby discriminate
against :h‘ small investor wvho must invest through some fors of group ownership
because he lacks the rescurces to buy the property directly.

Aside from the effect of not permitting & limited partner to deduct his full
share of partnership losses, the “at risk” rule for limited partnerships will have
another serious unintended adverse tax effect. That is, to the extent that a
limited partner veceives partnership cash flow, even though there is no limited
partnership taxable income, any such partnership cash distributions will be fully
taxable to the limited partner if they exceed his equity investment in the
partnership. This effect doesn't even occur in the Committee's "at risk" provisions
found in Section 202 of the Bill. For this reason alone, the "at risk” rule should
be reversed.

In terms of financing, investment real estate is significantly different
from investment in other areas of the econouy. In a real estate investment there
is a large tangible value to the real estate property supporting the amount of
the mortgage. Further, the investor will have placed perhaps 20% down in hard
cash, which is & sizable outlay and which provides the impetus to avoid foreclosure.

These factors are not as significant in non-resl estate investments where

74-620 0-76-- 6
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nonrecourse financing is ususlly found and often not supported by real value.
Therefore, there is an appropriate distinction between other investments and real
estate for purposes of this "at risk" rule.

Furthermore, since the taxpayer who purchases property by obtaining & mortgage
secured by that property can normslly be expected to satisfy the paymesnts on the
mortgage (vhether or not the taxpayer is personally liable for the mortgage),
he will have the same equity cost for the property as the taxpayer wvho does not
finance the property. Financing property (vhether on a recourse or nonrecourse
basis) does not create & loophole but i{s merely one of the many factors which an
owner may use in causing construction and improving the value of a community.

It should not be the subject of adverse tax legislation. Indeed, as noted above,
the "at risk" provision would tend to force out of the real estate industry the
thousands of small and middle-income property owners who must rely on mortgage
financing. The long-term result would be to place real estate ownership in the
hands of a relatively few large corporations and wealthy families wvho can make
direct cash investments.

This Committee may be concerned with so-called "shelter” or gimmick
arrangements vhere investments are sought on the basis of quick tax benefits
rather than the basic economic feasibility of the project. The Committee should
take into account the fact that the economics of the marketplace--even without the
usual administrstive action of the Internal Revenue Service--has significantly
curtailed and w11l ultimately eliminate most of the "gimmick" arrangements.
Additionally, so far as the unsophisticated investor is concerned, the danger of
his being enticed into these losing situations has been and is being met by
regulatory author=ties, such as the Securities and Exchange Commission (SEC)
and state security commissioners, who have more effective means of affording such
protection than can be found in the tax system.

Again, we seriously question the need for any further adverse tax treatment,

such as the "at risk” rule, for the real estate industry. Present law imposes the
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ainimum tax on real estate excess sccalerated deprecistion. Also, im some cases,
under present law there are significant limitations oa the deduction of ianterest
expense. The Committee's proposals (vhich have slready bees accepted by the Senste)
would include constructios period interest as & nev item of tax preference, ss
well as investment interest and all interest allocated to s limited partner evea
though the partnership activity might othervise be trested as s trade or business
asnd oot as sa investment. To further add this "at risk" provisios would ia
substance ba & triple attack om the real estate industry; this Committee and the
Senate should not have s part is hitting an industry already down.

In sum, ve respectfully request that the members of this distinguished
Committes urge their fellow Senators to reconsider and reject the drastic "at
risk" limitation on real estate limited partnsrships.

Thank you for this opportunity to preseat our views.
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AD HOC COALITION FOR LOW
AND MODERATE INCOME HOUSING

Suite 400 South

1800 M Street, N.W.
Washington, D.C. 20036
Telephone: (202) 457-6800

STATEMENT OF GEORGE W. DEFRANCEAUX WITH
RESPECT TO H. R. 10612 ON BEHALF OF THE
AD HOC COALITION FOR LOW AND MODERATE INCOM® HOUSING
BEFORE THE COMMITTEE ON FINANCE OF THE UNITED STATES SENATE

July 21, 1976
SUMMARY OF MAJOR POINTS

1. The Haskell-Kennedy Amendment would greatly reduce
private production of low and moderate income housing,
and should be eliminated.

2, In any event, the exemption for low income housing
contained in the Haskell-Kennedy amendment should be
expanded to exempt the Section 8 Leased Housing
Program, state assisted housing, and the Section 515
Farmers Home Loan program.
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AD HOC COALITION FOR LOW
AND MODERATE INCOME HOUSING

Suite 400 Sou th

1800 M Stzeet, N.W.
Washington, D.C 20036
Teiephone: (202) «§7-6800

STATEMENT OF GEORGE W. DEFRANCEAUX WITH
RESPECT TO H. R. 10612 ON BEHALF OF THE
AD HOC COALITION FOR LOW AND MODERATE INCOME HOUSING
BEFORE THE COMMITTEE ON FINANCE OF THE UNITED STATES SENATE

July 21, 1976

Mr. Chairman, I am George W. DeFranceaux, Chairman of the Board
of the National Corporation for Housing Partnerships. I am appearing
today on behalf of the Ad Hoc Coalition for Low and Moderate Income
Housing. With me is Bruce S. Lane, Counsel to the Coalition.

The Ad Hoc Coalition represents individuals and organizations
from all parts of the country who are engaged in providing decent
housing for low and moderate income families. The Coalition includes
the Council of State Housing Agencies, which represents nearly all
of the 35 states that have enacted state housing programs, the
National Leased Housing Association, and the National Housing Rehabil-
itation Association. The National Corporation for Housing Partner-
ships, is also a member. This organization is a private corporation
established, at the direction of Congress in the Housing and Urkan
Development Act of 1968, "to encourage maximum participation by
private investors in programs and projects to provide low and moderate
income housing.™

Pursuant to Section 236 of the National Housing Act, Section
8 of the United States Housing Act of 1937, as amended in 1974, the
Section 515 Farmers Home Loan program, and similar state housing
legislation, over 650,000 multi-family dwelling units have been
built since 1968 for low and moderate income American families. As
we have stated in previous testimony before this Committee, tax
benefits, by design of Congress, are the essential means of en-
couraging the private sector to develop, construct, and market this
housing.

The Department of Housing and Urban Development stated in a
recent memorandum by Secretary Carla Hills to the House Ways and
Means Committee:

The fact is that builders will not build
subsidized projects unless they are able to
sell the projects to investors. And the fact
is that investors will not purchase subsidized
apartment projects unless their investment pro-
duces the substantial tax advantages available
under current law.
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In other words, without tax incentives it would be impossible
to raise the equity capital necessary to produce low and moderate
income housing.

. Today, I would like to express our objection to the Haskell-
Kennedy amendment which was adopted by the Senate on June 22, 1976.
That amendment would limit the deductions of a limited partner to
the amount that he has invested in a limited partnership, plus any
amount that he is obligated to invest under the partnership agree-
ment.

The Haskell-Kennedy amendment does contain an exemption for
limited partnerships which are formed prior to January 1, 1982 and
which construct or rehabilitate low income housing. However, the
definition of low income housing in the amendment is based on
Section 1039(b) of the Internal Revenue Code. That definition
fails to include Section 8 housing, any state assisted lusing
programs, or the Section 515 Farmers Home Loan program. At the
present time, these are the princioal operating programs. Thus,
the exemption is meaningless for most practical purposes.

This is inconsistent with the action that the Senate has taken
with respect to the minimum tax provisions. There the Senate has
voted to exempt as tax preference items construction period interest
and excess investment interest attributable to all low income housing,
including Section 8, state assisted housing, and Secticn 515 Farmers
Home Loan program housing, if such housing is underway by January 1,
1982. 1In so doing, the Senate recognized that, for better or worse,
tae present tax benefits are nrecessary until Congress can establish
substitute incentive programs for low income housing. The Haskell-
Kennedy amendment would nearly eliminate the tax benefits produced
for investors by those low and moderate income housing programs which
are presently operatiocnal. Conse.,uently, if Haskell-Kennedy is
adopted in its present form, virtually no one will invest in Section
8, state assisted and other low and moderate imcume housing, and
little or no such housing will be built.

Accordingly, we urge the Senate to amend the Haskell-Kennedy
provision to bring Section 8, state assisted lousing and Section 515
Farmers Home Loan projects within the exemptiom. That would be
consistent with the exemption presently provided under the minimum
tax. It is our understanding that Senator Haskell would agree to
such an amendment.

Even if the exemption is amended to include all 1l-w income
housing projects, we respectfully submit that the Haskell-Kennedy
amencment is nonetheless ill-advised and unnccessary. This is trve
first because the amendment would still not exempt moderate income
housing and secondly because the producers of low income housing and
of other residential real estate do not exist in separate worlds.
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Housing financed with a mortgage insured under Section 221 (d) (4)
of the National Housing Act is one exanple of the type of moderate
income housing that would be adversely affected by the Haskell-
Kennedy amendment if it were to become law. Assuming that the low
income housing exemption in the Haskell-Kennedy provision is amended
to be consistent with the exemption under the minimum tax provisions,
Section 221(d) (4) housing and other moderate income housing would
still be fully subject to the limitations on deductions by limited
partners. If so, it will no doubt significantly curtail building
activity financed under Section 221(d) (4), a program which, on the
other hand, Congress and HUD have strongly encouraged through the
recently concluded $3 billion dollar GNMA Tandem program, which, in
effect, provides the builder with a 7-1/2% mortgage.

Moreover, the Haskell-Kennedy amendment will seriously affect
and reduce the production of all residential housing, and it is
often the producers of non-low income residential housing who build
the best low income housing., We do not want to see them out of
business. The Senate has already adopted significant changes
affecting real estate. The effect of these changes with respect to
the minimum tax provisions and depreciation recapture may be to
seriously wound the industry, and in any event they are more than
adequate to deal with any abuses that may now exist in the real
estate area of the tax law.

We strongly urge the Senate to reconsider and reverse its prior
decision adopting the Haskell-Kennedy amendment. However, if the
Senate fails to take that action, we urge that the provision be
amended to exempt Section 8 housing, state assisted housing and the
Section 515 Farmers Home Loan program.

Thank you.
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SUMMARY OF
NATIONAL REALTY COMMITTEE, INC. STATEMENT
BEFORE
THE SENATE FINANCE COMMITTEB

July 21, 1976

The National Realty Committee, Inc. opposes the
Haskell-Kennedy Amendment which would add a new subsection
(e) to Internal Reverue Code Section 752 on the following
grounds:s

1) During the current period of d2clining real
estate construction and substantial unemployment among
construction workers, increasing tax disincentives to real
estate investment is unwise and counterproductive.

2) 1In today's market, the real estate industry
requires increasing amounts of equity capital investment,
much of which is reasonably obtainable only from limited
partner investors.

3) Limiting a limited partner's right to currently
deduct partnership losses will substantially deter limited
partnership investments in real estate, particularly in view
of the treatment of both construction period interest and a
limited partner's share of post-construction period "excess
investment interest® as tax preference items.

4) The Haskell-Kennedy Amendment, together with
the other 1n;est-ent disincentivés in the Senate bill, will

increase real estate unemployment by at least 540,000 jobs.
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5) The Haskell-Kennedy Amendment is unnecessary
to deter large scale syndication of "tax shelter" investments.
A logical solution would be to limit the eligible number of
participants in such a partnership.

6) At the very least, Congress should give serious
consideration to "phasing in" the various tax changes affecting
real estate investment in order to minimize immediate adverse

economic effects.
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STATEMENT OF
NATIONAL REALTY COMMITTEE, INC.
BEPORE
THE SENATE FINANCE COMMITTEE

July 21, 1976

Mr. Chairman and members of the Committee.

My name is Albert A. Walsh and I am appearing today as
President of the National Realty Committee, Inc., a non-profit
business league of owners and developers of all types of real
egtate throughout the United States. I am accompanied by Alan
J.B. Aronsohn, Esq., NRC's tax counsel.

We appreciate this opportunity to testify in op-
position to the Baskell-Kennedy Amendment to HR 10612 which
would, for all practical purposes, eliminate the use of limited
partnerships as an investment vehicle for real estate projects
and, thus, cut off an important source of equity capital,
particularly for new rental housing which relies heavily on
limited partnerships for equity financing. This, in turn,
would have the effect of substantially exacerbating the current
depressed condition of the construction industry, would delay
economic recovery and re-employment in that industry and, in
fact, would create further construction industry unemployment
and a concomitant reduction in Federal tax revenues from the

real estate industry.



90

The full impact of the Haskell-Kennedy Amendment
cannot be ascertained by viewing this proposed change alone.
It is the combination of this proposed change together with
others already adopted by the Senate which produces extra-
ordinarily severe consequences.

The Senate has already determined to treat construc-
tion period interest as a tax preference item, both for pur-
poses of a substantially more onerous add-on minimum tax and
for purposes of the preference offset in determining income
subject to the benefits of the maximum tax on earned income.

In addition, the Senate has adopted a proposed rule
treating a limited partner's interest in a partnership trade
or business as an investment for purposes of the excess in-
vestment interest preference. Thus, long term mortgage in-
terest becomes potentially a tax preference item, which has
the effect of converting all losses incurred by a limited
partner, including even losses resulting from straight line
depreciation, into tax preference items; again for purposes
of both the new, more severe minimum tax and the maximum tax
on earned income.

What is the practical result of these changes, par-
ticularly after the Haskell-Kennedy Amendment is added as
an additional disincentive to construction?

A taxpayer willing to risk money in a speculative
construction project is first told that he will probably be

subject to an extra 15% tax on any deduction for interest
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during the construction pérlod and that he will lose any
benefits he might otherwise be entitled to under the maximum
tax on earned income to the extent of such interest deduc-
tions. The total tax impact of such deductions could therefore
be an additional 35% tax.

1f he is still willing to invest in a speculative
venture despite these tax detriments, he must then be advised
that if he attempts to limit his liability by investing as
a limited partner, any loss incurred by the partnership after
completion of the construction of the building attributable
to the payment of interest on the permanent mortgage may
be excess investment interest subject to another 15% tax and
a similar adverse effect on the taxpayer's right to secure
the benefits of the maximum tax on earned income.

The severity of these results is accentuated by
the fact that the taxpayer has absolutely no control over
them. While a taxpayer does have the option to capitalize
construction period interest rather than deduct it immediately,
no such option is granted with respect to interest payable
under a permanent mortgage. Therefore, where, for example, a
taxpayer invests in a new project which produces losses after
completion of construction as a result of rental receipts being
insufficient to cover mortgage interest, taxes, operating
expenses and straight-line depreciation, such losses, when

incurred by a limited partner, may be treated as tax pre-



92

ference items and the taxpayer will not have the option to
defer the deduction of such losses in lieu of paying the 15%
tax. In addition, if a taxpayer exercises the option to
capitalize construction interest, capitalization of such
interest will create potentialiy greater future operating
losses subject to t:eatment as tax preferences under the
"excess investment interest” rules applicable to limited
partners under the Senate Bill.

The combination of adverse treatment of construction
period interest and adverse treatment of post-construction
period losses will obviously deter investment in any con-
struction projects other than those involving minimum risk and
exceptionally high rewards.

The Haskell-Kennedy Amendment, by imposing a further
overall limit on the Jdeductions to which a limited partner
will be entitled, without regard to the legitimacy of those
deductions or whecher or not they are already "tax preterence
itens™ c.bject to the minimum tax, simply adds a final,
cuinpell.ng disincentive to investment in speculative con-
struction projects by limited partners. Under the Haskell-
Kennedy Amendment, an investing limited partner will be
denied the current deductibility of certain losses which,
under present law, cushion the risks of speculative invest-
ment, particularly when projects are less successful than
anticipated. Many real estate projects currently in financial
trouble, and the subject of "work outs"™ with banks and
REITs, will not be able to successfully reorganize if the

Haskell-Kennedy Amendment is retained.
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1t is clear that eventually the real estate market
will adjust to any level of new rents required to accommodate
tax disincentives to real estate construction. However, it is
also clear that current rental markets in the United States
will not presently absorb the substantial rental increases
which will be required to attract investment capital into new
construction under the tax burdens imposed upon such activity
by the Senate Bill. Unlike many other short-lived commodities
traded in the economic market-place, new rental buildings,
whether residential, commercial or industrial, must compete
with available space in older structures. New buildings can
command a premium rental rate by virtue of newness but there
are limits on the size of such premium which cannot be effec-
tively exceeded. During any period in which the cost of new
construction increases more rapidly than the ability nf the
market to absorb the rental premium such new construction
requires, there will be a substantial reduction in construction
activity and a substantial increase in construction industry
unemployment.

We are currently witnessing such a period, the
effects of which will be substantially exacerbated if the
Senate Bill, with the Haskell-Kennedy Amendment, becomes law.
Across the nation, construction trades unemploynent is cur-
rently running 19-20 percent, with as much as 40 percent

unemployment in some of our older, urban areas.

74-620 0- 76 -- 7
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Using the "Tax Impact Model” which he created for
the National Realty Committee, Dr. Norman B. Ture, a well-
regarded Washington economist, estimates that the Senate

bill with the Haskell-Kennedy Amendment would actually

increase unemployment within the construction and real

estate industries by 540,000 to 890,000 jobs. Furthermore,

instead of raising $50 million in additional federal tax
revenues, the Amendment would actually reduce federal tax
revenues from the real estate industry by $6-9 billion.

Admittedly, Dr. Ture's estimates are not infallible;
but they are based on three years of research, the most re-
liable and up-to-date data available and the use of extremely
conservative assumptions. FPor example, in estimating the
effect of the Haskell-Kennedy Amendment Dr. Ture assumed that
limited partnerships account for only 15-33 1/3 percent of all
real estate partnerships.

Perhaps, over time, some of these losses will be
offset elsewhere in the economy as the “"reformers® claim;
but this hardly seems the time to take this kind of a gamble
with an industry that is just beginning to recover from the
throes of its biggest slump since the '30's.

The real estate industry requires outside investment
from limited partners particularly during periods, such as
the present, when lending institutions are decreasing the
proportion of debt capital which is available for construction

projects and increasing the rates of interest charged. At the
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very moment when the economy requires additional equity invest-
ment in the real estate industry in order to make up for
declining debt investment and to reduce unemployment, the
Senate is proposing a Bill which contains tax credits for
recycling waste paper but offers the real estate irdustry a
package of substantial tax disincentives.

We respectfully submit that this is a most inappro-
priate time for adoption of tax legislation which would further
discourageé real estate investment. We believe that the Haskell-
Kennedy Amendment is an unnecessary addition to the Senate
Bill. If, as Senator Kennedy stated during the debate on the
Senate floor on June 22nd, “"what we are really interested in
is the large syndication which may involve twelve hundred to
fitteen hundred limited partners” it surely is not necessary
to throw the baby out with the bath water. If sound tax
policy requires that use of the limited partnership entity
be curtailed, the logical solution would be reasonably to
circumscribe the eligible number of participants in such a
partnership.

In any event, we believe that Congress should give
serious consideration to phasing in the changes reflected in
the various proposals discussed in this statement over a period
of time so that the economics of the industry can adjust to the
new rules with less detrimental effects upon overall activity

and employment.
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H. R. 10612, TAX REFORM ACT OF 1976
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TR R EEE EEE R
SUMMARY
NAHB opposes the At Risk Limitation for Limited
Partners Amendment based upon two factors:
(1 From an economic standpoint, it will severely
retard the housing industry's recovery from the
1975 recession: and (2) From a tax structural
standpoint, the Amendment is a patchwork approach
to the complex problem of the proper measurement

of taxable income from real estate construction and

operation,



My name is Leonard L. Silverstein. I am a
partner in the firm of Silverstein and Mullens in
Washington, D. C. and appear this morning in my
capacity as Tax Counsel to the National Association
of Home Builders. I am accompanied by Nathaniel H.
Rogg, Executive Vice President of the NAHB.

The National Association of Home Builders
is the trade association of the home building
industry with a membership totalling over 79,000 firms
and individuals engaged in the construction of
homes, apartments and commercial properties

throughout the United States.

We appear today to express the home building
industry's unequivocal opposition to the At Risk
Limitation for Limited Partners adopted as a floor
amendment to H.R. 10612.

Our opposition is not based upon the view that

the tax laws as applied to real estate work perfectly.
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We appreciate that sowe anomalies do exist and that
correction as part of a tax reform program which
deals comprehensively with partnerships may well be

in order.

NAHB has consistently, and today continues
to support the principle that every American should
pay his fair share of taxes -- either directly as a
percentage of taxable income or through the application

of the minimum tax rules.

Our opposition to the Haskell amendment is

based upon two factors:

(1) From an economic standpoint, it will severely
retard the housing industry's recovery from the 1975

recession.

(2) From a tax structural standpoint, the Has-
kell amendment is a patchwork approach to the complex
problem of the proper measurement of taxable income

from real estate construction and operation.

First, consider the Haskell amendment in light

of the very severe economics which continue to
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face the housing industry. 1In 1975, housing production
was at the country's lowest level since the conclusion
of World War II. Today, although single family housing
starts have moderately increased, multiple housing starts
remain, on a national basis, at unacceptably low levels.
This occurs at a time when household formations are at
record levels due both to the arrival of the postwar
baby population and the swelling ranks of the elderly.
Both categories of persons, tog;thet with the general
population, need -- but are not receiving -- adequate

housing accommodations.

Today there 18 a national vacancy rate of only
5.4 percent, attributable to the lack of new rental
units. Thus, national needs for housing exceed current
resources to satisfy those needs. Among those resources
are inducements, whether or not technically perfect,

which are currently provided by the tax laws.

Housing is the country's largest user of bor-
rowed funds. It is, on the other hand, the one industry

which is most vulnerable to cyclical economic



101

fluctuations. It has the greatest difficulty in meeting
competition in the financial marketplace for available
debt */ and equity capital. The industry's access to
the private equity marketplace has always been severely
limited. Unlike the stock market, there is no stock
exchange for the small volume builder, who makes

up the great bulk, not only of the NAHB membership, but
of the housing industry in the country today. Tax
inducements, provided by realty partnerships, contribute
materially to their equity capital. If this resource
is stripped away, favorable alternatives must not only

be available, but in place and functioning. This is

not the case today, and the Haskell amendment, in conjunc-

tion with other provisions of the tax bill, would

*/ Since the end of World War II, the housing market
~  has been one of the largest users of borrowed funds
in the American economy. Between 1947 and 1971 the
total net public and private debt outstanding in the
United States rose from $415.7 billion to $1,996.4
billion -- an increase of $1,580.7 billion, or 380
percent. During this same period, residential mort-
aﬁe debt outstanding on nonfarm properties .ose from
§3 .8 billion to $374.6 billion -- an increase of

$339.8 billion, or 976 percent. By comparison, private

corporate debt outstanding increased by 660 percent

during this same period as it rose from $108.9 billion

to $827.3 billion. Overall, the increase in nonfarm
residential mortgage debt accounted for 21 percent of
the increase in total outstanding net debt.
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therefore eradicate the housing industry's access to
non-institutional private equity investors. The amend-
ment, therefore, comes at precisely the wrong time in

housing history.

The Committee's attention 1is next directed to
the specifics of the amendment. By limiting deductions
to the aggregate of cash and recourse obligations,
depreciation and other deductions attributable to
borrowed funds in excess of that amount are precluded.
Such deductions are available, if at all, at some later
date in the partnership history; for example, if and
when the property is sold. The economic inducement to
a potential investor is, therefore, severely, if not
fatally, reduced. At the same time, no comparable con-
straints are placed upon a sole proprietor who acquires
the building, nor upon a general partnership. Addi-
tionally, the exception to the Haskell amendment for
subsidized housing in tax policy terms is internally
inconsistent. If the objective of the legislation is
to eliminate structural aberrations in the tax law

affecting real estate, the amendment should be applied
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to all categories of real estate -- reaching a result
which would be even more devastating economically.
Under the Haskell amendment, however, all that occurs
is that tax shelter inducements are skewed in the
direction of subsidized housing, thus depriving other
forms of housing from this equity capital resource.
If deductions in excess of investment are an improper
application of the tax laws, then from the standpoint
of the investor, that impropriety is, in fact, still
available. To the extent that the Haskell amendment
is directed at large heavily promoted real estate
syndications, remedies already exist under the Code --

taxing such entities as corporations, for example.

NAHB suggests that the real estate taxation
problem -- transitionally at least -- be approached
through the minimum tax. All taxpayers should have
opportunity and inducements to invest in any form of
real estate -- with the tax laws available to cushion
both the economic risk and the lack of liquidity -- as
a recognized tax expenditure -- until such time as more
adequate equity and debt support of the housing market

appears.
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SUMMARY OF STATEMENT OF
PAUL R. IGNATIUS, PRESIDENT
AIR TRANSPORT ASSOCIATION OF AMERICA
ON H. R. 10612
JULY 21, 1976

This statement supplements our testimony of March 31, 1876,
concerning airline industry capital formation problems. We
support Sections 802 and 803, which apply to all taxpayers,
large or small, and not to any single industry or group. We
also urge approval of Amendment No. 19086.

A combination of large investments and low earnings have re-
sulted in airline inability to utilize substantial amounts of in-
vestment credits.

Airlines earlier advocated refundability of previously earned,
but unused and expiring credits as provided for in S, 3080
(Senator Stevenson).

After extensive public hearings, the Committee, however, ap-
proved in Section 802 refundability of future generated credits
for all taxpayers beginning in 1984. Revenue impact attributable
to the airlines in 1984 would not exceed $25 million.

Section 802 assures that every taxpayer making qualified invest-
ment will receive credit and provides greater incentive for future
investment.

Section 803 provides two-year general extension of credits
which otherwise would expire in 1976, Credits which other-
wise might expire in 1977 also should be extended.

Airline capital formation problems are similar to those of public
utilities and railroads (as described on page 486 of Committee
Report). The FIFO and credit utilization provisions of Section
1701 applicable to the railroads should be extended to the airlines
as provided for in Amendment No. 1906, offered by Senator
Curtis.

U.S. world leadership in commercial aircraft sales is threa-
thened by inability of U.S. airlines to order new technology
aircraft because of capital formation difficulty.
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Statement of Paul R. Ignatius, President
Air Transport Association of America
Before the Senate Finance Committee
on H. R. 10612 -- July 21, 1976

My name is Paul R. Ignatius. [ am President of the Air
Transport Association of America which represents virtually all
of the scheduled airlines of the United States. We appreciate this
opportunity to comment further on certain provisions of H. R.
10612 on which the Committee has invited aaditional testimony,

particularly those relating to capital formation and the utilization

of investm.ent credit,

W e strongly support Sections 802 and 803 of the Committee
reported tax bill, which provide for a refundable investment credit
and a two-year extension of the carry-over period for investment
credits which otherwise would expire in 1976. We also vrge ap-
proval cf Amendment No. 1906, which extends to the airlines the
first-in-first-out and increased credit utilization provisions con-

tained in Section 1701 of the bill.

The hearing record on capital formation and the utilization
of investment tax credit in both the Senate and the House 1s very
extensive. We, among others, tectified in public hearings before

both the House Ways and Means Committee and the Senate Finance
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Committee concerning the serious capital formation problems of
the airline industry, and how those problems could be alleviated
through ci\anges to the investment tax credit law. Specifically, we
advocated adoption of pending bills providing for the refundability
of investment credits which may expire because of the inability of

the taxpayer to utilize them,

Refundable Investment Credit

In our appearance before this Committee on March 31, 1976,
we urged your favorable consideration of the provisions of Senator
Stevenson's bill, S. 3080, which provided for the refundability to
any taxpayer of previously earned, but unused and expiring invest-
ment credits., This proposal would have provided capital for neces-
sary investments in new technology aircraft. The Committee, how-
ever, adopted provisions for the refundability of future earned
credits, a principle endorsed by Treasury Secretary Simon when

he appeared before the Committee on April 13, 1976.

As approved by the Committee, Section 802 of H. R. 10612
provides for the future refundability of credits, beginning 7 years
hence, if earnings do not permit their full utilization before that time.
The airlines fully support this provision of the bill. It provides an
incentive for future investment and assures equitable treatment for

all investors in new plant and equipment, since they would receive
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the benefit of the investment credit through tax off-sets or refund-
ability. The benefits of this provision would be available to all
taxpayerd, large or small, corporate, partnership, or individual

proprietorship, who make investments which qualify.

The Committee Report accompanying H. R. 10612 points
out that the provision in Section 802 would have no revenue impact
for the next 7 years. Whether it would have any revenue impact
after that period would depend on a multitude of events and circum-
stances over the next 7 years which no one, of course, can now
foresee with precision. For example, in making an estimate, as-
sumptions have to be made as to the level of qualified investment
in 1976, as well as corporate profits and taxes for each of the next
7 years. Based upon such assumptions, the Committee report esti-
mates on page 178 that the revenue impact of Section 802 for all

taxpayers would be $300 - $500 million.

It has been suggested in several recent statements that Sec-
tion 802 would primarily benefit the airlines. This is not the case.
As stated earlier, this Section w.ould apply to all taxpayers, and
the Committee's $300 - $500 million revenue impact estimate was
based on the availability of this provision to all such taxpayers.

As a matter of fact, we estimate that the maximum amount that

would be refunded to the airlines in 1984 will not exceed $25 million.

74-620 O - 76 -- 8
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The Committee decided, after hearing several witnesses
on the subject, to provide for future refundability in order to
equalize the incentives for investment by both profitable and un-
profitable companies. It was recognized that unprofitable com-
panies needed this incentive more than profitable companies. It
was also recognized that present law is inequitable since it has
the effect of requiring unprofitable companies to pay more than

a profitable company does for the same piece of equipment.

The airlines are faced with the need to replace their air-
craft with less noisy, more fuel-efficient planes. They have very
heavy capital requirements. However, because of their generally
poor earnings record, the airlines are limited in their ability to
raise new outside capital. llany representatives of the investment
community have stated that they will not lend the airline industry
substantial amounts of long-term capital. With the current earn-
ings record, equity capital is not available. Yet, there exists an
‘ urgent need for capital to accomplish essential fleet modernization

and expansion to meet the accelerating demand for air transportation.

It is for these reasons that we have advocated the principle
of refundability. Section 802 would help assure that the investment
incentive, which formed the basis of the credit, will not be lost.

Only in this way can the investment credit law assure equal treat-

ment to all who make new investments.
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Two-Year Extension

We alsgo fully support Section 803 of H. R. 10612, which
provides for a two-year extension of the carryover period for
credits which otherwise would expire in 1976. This provision
would apply to all businesses, not just the airlines. It would pro-
vide a temporary golution to the problem of expiring investment
tax credits, and is similar to the three-year extension of the
carryover period enacted in 1971 (P.L. 92-178) with respect to

investment tax credits earned prior to 1971,

The Committee's report on H. R. 10612 stated that this
two-year extension would ... make it possible to use these credits
agawnst income generated in these two additional years. In addi-
tion, this will provide time in the next two years to see whether

any other relief needs to be provided in these cases."

We support Section 803 and urge that credits otherwise

expiring in 1977 also be extended to 1978.

Amendment No. 1906

Amendment No. 1906, offered by Senator Curtis, recog-
nizes that the serious problemas facing the railroads and public
utilities also confront the airlines. This amendment would extend

to the airlines two provisions which the Committe has approved for
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the railroads in Section 1701 of H. R. 10612 to meet a virtually
identical problem. These provisions relate to (1) first-in-first-
out utilization of the credit, and (2) a temporary increase in the

utilization of credits against tax liability.

The Committee described the railroad problem necessi-
tating the change contemplated by Section 1701 on page 486 of its
report as follows:

""Railroads have been investing heavily in equipment and
facilities during the past several years in order to expand
the ability of the railroad system to handle an increasing
volume of traffic and to modernize the system through
replacement of obsolete and obsolescent equipment and
facilities, Additional expansion of the railroad system
also is needed to connect new and reopened coal mines
with principal railroad routes as reliance on coal as a
fuel and energy source increases relative to other sources.
Railroad equipment and facilities tend to be capital inten-
sive and long-lived.,

"In contrast with the growth in investment requirements,
earnings of railroad companies have been relatively small.
Because the limitations ¢n the amount of investment credit
that may be claimed in a given year are expressed in terms
of a percentage of tax liability, the low earnings has left
railroad companies with substantial amounts of unused in-
vestment credits which soon will expire. The railroads
also face the prospect that future investment credits earned
on the installation of new equipment and facilities will ac-
crue faster than profits and tax liabilities grow. As a result,
railroads may continue to lose unused investment credits at
the end of the carryforward period even though the invest-
ment was undertaken in anticipation of reducing future tax
liabilities to the full extent of the credits they earned.

"The Committee's decision to relieve all taxpayers of the
problem of unused credits by making them refundable in
the future does not provide any taxpayer relief currently or

e b - e a e tm s et o 4
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in the future before 1984. The decision to allow two ad-
ditional years (1977 and 1978) of carryforward for credits
that expire at the end of 1976 would not be helpful to the
railroads because present investment plans through 1978
will generate enough credits for most railroads to virtually
use up the full amount of the limitation against current

tax liability."

The airline situation is substantially the same as that des-

cribed in the above quotation from the Committee Report. In short,

the airlines:

1.

2.

3.

4.

Have heavy investment in essential equipment;

Face additional expansion to meet growth;

Have relatively low earnings;

Have substantial amounts of unused credits which will

expire soon;

Will have future investment credits accruing faster than

growth in profits and tax liabilities;

Anticipate continued losses of credits; and

Believe that relief offered by Sections 802 and 803 may

be of minimum help in the near-term future.

Accordingly, like the railroads, the airlines need the ad-

ditional measures contained in Section 1701 to more fully utilize the

investment credit.

Sound public policy and simple tax equity would

suggest that these two essential, regulated transportation industries

be treated similarly.

-—*M._ i a
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The investment credit law originally required that a tax-
payer utilize his currently generated credits before any credit
carryover could be used. This requirement resulted in large
accumulations of unused credits. Because of this problem, in

1971, Congress provided first-in-first-out utilization of credits

generated prior to 1971. The Senate Finance Committee, as well
as the House Ways and Means Committee, in proposing this pro-
vision, stated:

"The desire of taxpayers to use these credit carry-

overs as quickly as possible (to avoid losing them)

could significantly dampen the stimulative effect of

restoring the investment credit."

However, Congress left unchanged the requirement that
credits generated after 1970 be used after currently generated
credits. Unless this requirement is changed, the airlines will be
faced in future years with the potential situation where, by making
an investment and generating additional credits, they will lose pre-
viously generated credits which expire. Unless a taxpayer has
some assurance that he will ultimately receive a benefit from
both his existing and new investment credits, he is unlikely to
make the investment that will generate new credits. Application

of the first-in-first-out provision to the airlines will provide in-

creased assurance that the credits they have earned can be utilized

without destroying their incentive for future investment.
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Moreover, under present law, a taxpayer is allowed to off-
set a maximum of 50 percent of his tax liability with investment
credit. ln 1975, because of an anticipated problem with invest-
ment stimulus in the regulated public utility industry, Congress
authorized the utilities to increase their utilization of credit to
100 percent of tax liability for two years, declining gradually to

50 percent at the end of 5 years.

Section 1701 extends this investment stimulus to the rail-
roads, and Amendment No. 1908 would extend it to the airlines.
Extension to the airlines of the increased utilization provision
would provide the airlines with resources to assist in acquiring
new aircraft. The stimulative effect of this additional capital in-
vestment, and the jobs created, would be felt throughout the econ-
omy. Accordingly, we strongly urge approval of Amendment No.

1906.

U.S. Leadership in World Air Transport Sales is Threatened

There is more at stake in the capital formation issue than
the immediate needs of the U.S. airlines. U.S. leadership in the
world of aviation is in jeopardy because of the limited ability of the
U.S. airlines to place orders for new technology aircraft. U.S.
aircraft manufacturers have consistently obtained over 90 percent

of the total free world commercial airplane market. U.S. aircraft
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sales have traditionally been among the leading exports of the
United States. However, other nations now seek a major share
of the world's commercial airplane market. Recent European
aircraft manufacturer successes, encouraged by aggressive gov-
ernment assistance, are beginning to erode the U.S. position. It
would be a tragedy if the U.S. lost its world leadership in this

important area.

Historically, it has been the initial orders of one or more
U.S. airlines which have launched new airplane manufacturing
programs in this country. Orders from other U.S. airlines and
from foreign airlines have then followed. But, while the airlines
of the United States face the need in the next decade to acquire more
than $20 billion worth of new aircraft, they simply do not have the
financial resources to place these essential initial orders. Attached
to my statement (Attachment A) are charts and tables prepared by
The Boeing Company which illustrate this serious threat to U. S.

aircraft manufacturing leadership.

For all of these reasons, we reaffirm our support of Sec-
tions 802 and 803 of H. R. 10612, and urge approval of Amendment

No. 1906.
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ATTACHMENT A

Tables from The Boeing Company

Presentation on

"Importance of Adequate U.S. Airline

Earnings to Continued World Leadership

By U.S. Commercial Aircrart Manufacturers"
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Conclusions

U.S. Trunk earnings are key to continued U.S. dominance of world
commercial aircraft market.

U.S. Trunks unable to undertake required replacement program or
kick-off new airplane program.

Continued operation of older, inefficient aircraft will delay public

environmental improvement and seriously impact airline efficiency.

Lack of U.S. sales will erode U.S. manutfacturing leadership and
capability, decreasing employment base and positive balance of
payments contribution.

(Public Data)
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World Commercial Jet i‘ransport Market

($46 Billion Total Open Market Through 1985 in Constant 1975 Dollars)
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Role of U.S. Carriers in Kicking Off New
Airplane and Derivative Programs

Boeing products

Other U.S. manufacturers

Type | Model | initial customers

Type Model | Initial customers

707 -120 {Pan Am

-320 |Pan Am/|Air France/Sabena

DC-8 Std | United/Pan Am
-61 Eastern/United

-720 |United -63
727 -100 |Eastern/United DC-9 -10 | Delta
-200 |American/Northeast -30 Delta

-50 |[Swissair]

737 -100 [[Cufthansa
-200 |United

DC-10 -10 American/United
-30
-40 Northwest

747 -100 |Pan Am
200 'Northwest
SP | Pan Am

L-1011 -1 Eastern/TWA

(Public Data)
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Impact of Current Market Situation

Who is going to provide new medium range aircraft for U.S. and world
market for next 20 years?

Primary considerations
e Foreign airlines will continue to provide major portion of all saies opportunities for
several years.

e Continued access to major foreign markets probably requires U.S. manufacturers’
involvement with foreign industry.

e Many foreign carriers are partially or wholly owned by governments.
* Government policies transcend airline interests.

e Lack of U.S. sales also causing U.S. manufacturers to seek foreign industry
involvement 10 bear aome portion of now aircraft development risks.

e French'German A-300 program rcpiesents major threat to U.S. manufacturers’
dominance of medium range market.

(Public Dataj
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CHRYSLER CORPORATION
SUMMARY
SENATE COMMITTEE ON FINANCE

July 21, 1976

1. The so-called $44 million '""benefit" to Chrysler of a Committee

accepted investment tax credit amendment does not exist!

2. Chrysler supports a change in the foreign tax credit provisions
of the law, for the following reasons:
a. This amendment would provide jobs for
workers as foreign source income is

repatriated for investment in this country.

b. It would place foreign tax credits on an
equitable basis with investment tax credits.

¢. It would create no current drain (1976-77),

in Chrysler's case, on the United States
Treasury.

T4-6200-76--9
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TESTIMONY
of

BRIAN T. O'KEEFE
ASSISTANT CORPORATE COMPTROLLER

CHRYSLER CORPORATION
Before the
SENATE COMMITTEE ON FINANCE

July 21, 1976

At the outset I would like to clear up some of the confusion which
has been created about any so-called ""benefit" to Chrysler through a provision
which has been approved by this Committee. It has been reported that
Chrysler will benefit from the Committee's expiring investment tax credit
provision which, if adopted, will cost the Treasury $44 million in 1977 and
1978. This is not true. Chrysler has no unused investment tax credits
which expire before 1980. Not one dime of this $44 million will benefit

Chrysler Corporation.

Chrysler does support a technical change which would apply to an
amendment to the tax lawwhich has been approved by the Committee extending
the period of use for certain foreign tax credits. Specifically, Chrysler has

sought an amendment to H. R. 10612 which would extend the period in which
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1972 foreign tax credits may be utilized, and would make possible the use

of such carry-forward credits before any new credits generated in 1976-78.
The facts in support of the proposed amendment are as follows:

First -- in a period in which the creation of jobs is of paramount
importance to the nation, this amendment represents a "jobs bill" in the
best sense. To remain fully competitive in the U. S. automotive market,
Chrysler has begun a multi-billion dollar investment in new, more fuel-
efficient models for introduction over the next several years. Those invest-
ments create jobs for American workers. If this amendment becomes law,
Chrysler will initiate plans immediately to repatriate up to $100 million of

foreign source income as a vital part of that total iavestment.

Second -- this amendment creates equity out of inequity. Because

of the severe economic recession which the nation has just endured, Chrysler
was unable to claim foreign tax credits in the same manner as companies
which were less seriously hurt. This amendment would correct that discrim-
inatory situation. Briefly stated, Chrysler generated foreign tax credits in
1972 from repatriated foreign earnings. Subsequent recession losses in
1974-75 were required to be carried back to 1972, thereby displacing the 1972
foreign tax credits and forcing them to be carried forward. Unless utilized,

these displaced credits will expire at the end of 1977. Under current law,

Pa— e e m—— cese s aia st e o maears w meme B . T ey g
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these older credits can be used in later years only if substantial amounts of
new foreign source income are repatriated. Even then, any new credits
which are generated must be used first, thereby again displacing the older
credits. The proposed amendment would enable us to use these 1972 credits
prior to any new credits in the next few years. This would equalize the

treatment of foreign tax credits with that of expiring investment tax credits.

Third -- while this amendment would result in the immediate
repatriation of foreign source income, the current drain on the United
States Treasury, insofar as Chrysler 13 concerned, would be zero. Any
cost to the Treasury would come after 1978, and would be more than offset by

the jobs created as a result of the earlier repatriation.

Finally, the proposed amendment provides a needed stimulus to U. S.
employment through investment from credits already earned by the tax-
paying company. Favorable action by the Senate will insure that foreign
sour;e income is made available as soon as possible to finance investment

in new jobs for American workers.

The Committee has already recognized these facts in its own report
accompanying the Tax Reform Bill:

“"During 1970-1971 and 1974-1975 the economy
suffered two serious recessions ... Nonetheless,
in order to remain competitive domestically and
internationally, many firms in these industries have
continued to invest in new plant and equipment in the
U.S. and maintain their overseas business operations.
In some cases, funds have been brought back from
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overseas to support domestic operations. However,
where domestic operations have subsequently worsened
and created net operating losses, these losses have
often eliminated the domestic income in the earlier
years and resulted in carryforwards of previously ab- .
sorbed tax credits. The committee is concerned that
the expiration of the carryforward period for both of
these credits may adversely effect the domestic in-
vestment programs of U.S. firms, and, as such, im-
pact adversely on the long run structure of capital
formation in the economy. "

1]
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STATEMENT
oF
ERNEST S. CHRISTIAN, JR;
ON BEHALF OF
THE AMERICAN MARITIME ASSOCIATION

BEFORE THE
SENATE COMMITTEE ON FINANCE
BEGINNING July 20, 1976

SUMMARY OF STATEMENT

Twenty organizations representing all segments of labor
and management in the shipbuilding and ship operating industries
in the ocean trades, Great Lakes and the fisheries strongly
support section 806 of the Committee's Bill to eliminate an
unintended obstacle to investment in U.S. flag vessels. Section
806 clarifies that the investment tax credit is available for
vessels built in the United States with withdrawals from capital
construction funds established under the Merchant Marine Act
of 1970.

This same matter was earlier the subject of public testi-
mony before the Senate Committee on Finance on March 31, 1976,
and before the House Ways and Means Committee on December 15,
1975. It was also earlier unanimously approved by the Senate
Commerce Committee (S. 1542) and passed by the Senate on April
25, 1975.

I. SUPPORT OF ELIGIBILITY OF SHIPS
BUILT OR PURCHASED WITH CAPITAL
CONSTRUCTION FUNDS FOR THE
INVESTMENT TAX CREDIT

1. U.S. flag merchant ships constructed in U.S. shipyards
should not be singled out as the only item of machinery, equip-
ment and transportation facilities excluded from the investment
tax credit: a reduction in capital cost designed to apply
across the broad spectrum of the economy.

2, In fact, such ships properly are eligible for the credit
the same as aircraft and railroad cars. Congress never even
considered excluding them and did not intend that they be deniec
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the credit. Thus, section 806 is not some new or special
extension of the basic investment tax credit.

3. Indeed, the purpose of section 806 is to clarity
present law and settle a longstanding dispute between the
Departments of Treasury and Commerce over the interpretation
of a statutory technicality which has frustrated the avail-
ability of the credit for ships.

4. The U.S. merchant fleet faces tremendous capital
requirements over the next several years, estimated by the
Government to total $7.6 billion.

S. A l0-year shipbuilding program initiated in 1970 set
forth certain incentives to encourage investment because the
Congress recognized that a viable U.S. merchant fleet is
essential to meet national defense and economic needs, and
that incentives for a private fleet are far less costly than
maintaining a government-owned fleet.

6. One of the primary incentives enacted in 1970 was
the Capital Construction Fund (CCF). The CCF is a form of
cost recovery, much like depreciation, pursuant to which the
vessel owner or operator enters into an agreement with the
Secretary of Commerce to establish reserve funds out of
shipping income to build or purchase agreed-upon ships. The
CCF does not provide a double cost recovery since it is
in lieu of, and a substitute for, depreciation.

7. The investment tax credit was intended to be a 10
percent reduction in capital cost. It applies to the full
cost of property even though through accelerated depreciation
that cost is also fully deducted against income (and the tax
basis of property reduced to zero) within a relatively short
time.

8. Since the capital construction fund is merely another
method of accelerated depreciation and since the investment
tax credit applies to all other machinery, equipment and trans-
portation facilities subject to accelerated depreciation, there
is no reason why it should not be equally applicable to U.S.
flag merchant ships.

9. Uncertainty about the availability of the investment
credit for CCF-built ships discourages investment in U.S. ships
and puts U.S. flag merchant ships at a relative disadvantage
compared with other capital goods. This clearly frustrates
the national policy of encouraging investment in U.S. ships and
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negates the CCF incentive which was passed by the Senate in
1970 by a record vote of 68 to 1.

10. Denial of the credit has the additional effect of
exporting jobs. CCF-built ships must be constructed in U.S.
shipyards. The shipbuilding industry employs 44 man-years per
$1 million of contracts, one of the highest levels in all
manufacturing, and also employs a very high percentage of
minority workers. Further, seven out of ten major shipyards
are located in chronically high unemployment areas and provide
jobs where most needed.

11. Earlier in this Congress, the Senate passed mari-
time legislation (S. 1542) amending the CCF to clarify that
the investment credit ig not to be denied. Because of a juris-
dictional question in the House, the matter was deleted in
conference, although the House conferees unanimously stated
they supported the provision on the merits. The Conference
Report (H. Rept. No. 94-529) on the Maritime Appropriation
Authorization Act of 1975, adopted by the House and Senate,
makes clear that these U.S. flag merchant ships were not
intended to lose the benefits of the investment tax credit.
The Chairman and other members of the House Committee on
Merchant Marine and Fisheries introduced H.R. 10551 which
would clarify that the credit should be allowed for taxable
years beginning after 1969 which coincides with the effective
date of the Merchant Marine Act of 1970.

II. REBUTTAL OF ARGUMENTS THAT MAY
BE MADE AGAINST ALLOWING THE
INVESTMENT TAX CREDIT

Thomas F. Field, Executive Director, Taxation With Repre-
sentation, has circulated arguments and testified against
allowing the investment tax credit for these ships.

1. The arguments basically are arguments against the
CCF under the 1970 Acc, but that is not the subject of debate.
The arguments now being used against the capital construction
fund were raised by the identical witness in 1970, carefully
considered, and overwhelmingly rejected.

"This authority [capital construction fund]
will do more than any other provision of
this bill to build ships in United States
shipyards to be operated under the American
flag." (S. Rept. No. 91-1980).



134

2. The example (likely to be used) of a $78 million
“revenue loss" from a single $50 million tanker is wrong. 1In
fact, there is ultimately a $69 million tax liability in the
transaction described which fails to take account of amend-
ments in the 1970 Act.

3. The principal beneficiaries are not banks, oil com-
panies and integrated steel companies. Of 96 capital con-
struction funds, only 10 have been established by such
companies.

4. Moreover, no matter who owns them, the CCF and the
credit would be available only for U.S. flag merchant ships
constructed in U.S. shipyaras.

5. Arguments that the "cabotage" laws protect certain
U.S. shipping trades from foreign competition is irrelevant.
The question is whether the capital costs of U.S. ships are to
be increased relative to other transportation equipment and
capital goods. Vast amounts of other property receive similar
benefits or protection from tariffs, licenses, etc., but all
that property is also eligible for the investment tax credit.

6. The argument that the CCP is a substitute and that
ships do not need the credit is wrong. The pre-credit after
tax cost of a ship under CCP using a typical financing pattern
is about 60 percent compared to a pre-credit after-tax cost
of a railroad car of 65 percent under ADR depreciation. 1In
addition, until 1982 a railroad car gets a 12 percent credit
under provisions of the Bill. There is a 10 percent credit
under present law for railroad cars. Since railroad cars get a
10 to 12 percent credit, why should U.S. flag merchant ships
constructed in U.S. shipyards get a zero investment tax credit.

7. The argument that the CCF is a "tax exemptidn" is
wrong. All property eligible for the investment tax credit
is depreciable which means the full cost is deducted against
income. Deduction of the cost under the CCF method of
depreciation is no more a "tax exemption® than deduction of
the cost of an airplane under another method of depreciation.
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STATEMENT
OF
ERNEST S. CHRISTIAN, JR.
ON BEHALF OF
THE AMERICAN MARITIME ASSOCIATION

BEFORE THE
SENATE COMMITTEE ON FINANCE
BEGINNING July 20, 1976

This statement is submitted on behalf of the American
Maritime Association for which I am special tax counsel.

The American Maritime Association consists of 37 com-
panies operating 104 American flag ships in the foreign and
domestic commerce of the United States.

We strongly support section 806 of H.R. 10612 as added
by the Senate Committee on Finance to clarify that the in-
vestment tax credit is allowed for investments in U.S. flag
fishing and merchant ships constructed or acquired with with-
drawals from capital construction funds under the Merchant
Marine Act of 1970.

This legislation is broadly supported throughout the
fishing and merchant shipping industries, including employee
unions. Specifically supporting the legislation are the
following groups: American Institute of Merchant Shipping;

American Maritime Association; International Longshoremen's
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Agssociation; International Protien Corporation; Labor-Management
Maritime Committee; Lake Carriers Association; Marine Engineers
Beneficial Association, AFL-CIO; Maritime Trades Department,
AFL-CIO; Matson Navigation Company; Moore-McCormack Resources,
Inc.; National Pish Meal and 0il Association; National Ocean
Industries Association; Offshore Marine Services Association;
Seacoast Products, Inc.; Seafarer's International Union; Sea-
Land Service, Inc.; Shipbuilders Council of America; Standard
Products Company, In&.: Transportation Institute; Wallace
Menhaden Products, Inc.; and 2apata Corp.

In order to avoid unduly enlarging an already extended
record, this statement will partly incorporate by reference
previous testimony which explains the policy of the Merchant
Marine Act of 1970 to encourage private investment in the
American merchant marine, and which explains why allowing the
investment tax credit for the ships is not only fully consis-
tent with, but required by, the policy of the investment tax
credit in the Internal Revenue Code. See statements of James
R. Barker before the Senate Committee on Finance on March 31,
1976, and before the House Committee on Ways and Means on
December 15, 1975. See also, statements of Ernest S. Christian,
Jr., before the Senate Committee on Finance on March 31, 1976,
and before the House Committee on Ways and Means on December 15,

1975.
Thus, this statement will first merely swmarize the mari-

time and tax policies supporting allowance of the investment
credit. Secondly, this statement rebuts in detail arguments

that have been made by an opponent of allowing the investment
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tax credit for U.S. flag merchant ships. These arguments that
are rebutted are contained in testimony before the House
Committee on Ways and Means, December 15, 1975, by Mr. Thomzs
F. Field, Executive Director, Taxation With Representation,
which included an Appendix consisting of Tables l-4 entitled
*Use of Capital Construction Punds for Tax Avoidance Purposes”.
Copies of this testimony were submitted to members of the
Senate with a letter from Mr. Thomas Reese, Legislative Director,
Taxation With Representation, dated June 21, 1976, and it is
understood that the substance of this prior testimony also will
be submitted for the record of these heariﬁgs of the Senate
Comnittee on Finance.

The following summation of the reasons for allowing the
investment tax credit for ships and the following clear rebuttal
of all arguments against allowing the investment tax credit,
lead inescapably to the conclusion that the Committee's decision
as reflected in section 806 of H.R. 10612 is correct.

GENERAL POLICY IN SUPPORT
OF ALLOWING THE CREDIT

A viable U.S. flag merchant fleet is essential to meet
national defense needs, and incentives for a private fleet are
far less costly than maintaining a government-owned fleet. This
is the only case where the commercial market is expected to
provide the capital, and to construct and operate the defense

facility.
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The U.S. merchant fleet faces tremendous capital require-
ments over the next several years, estimated by the government
to total $7.6 billion. A 10-year shipbuilding program was
initiated in 1970 and set forth certain incentives to encourage
investment.

One of the primary incentives enacted in 1970 was the
Capital Construction Fund. The capital construction fund is
a form of cost recovery, much like depreciation, pursuant to
which the vessel owner or operator enters into an agreement with
the Secretary of Commerce to establish reserve funds out of
shipping income to build or purchase agreed-upon ships. The
capital construction fund was adopted in 1970 with only two
dissenting votes and is recognized by Congress as essential to
shipbuilding in the United States:

“This authority [capital construction fund]
will do more than any other provision of
this bill to build ships in United States
shipyards to be operated under the American
flag®. (S.Rept. No. 91-1080).

The investment tax credit is another incentive for high-
cost U.S. shipbuilding which is relatively modest compared to v

tax and other incentives provided by most other maritime nations.

1/ Sweden (depreciation deductions in excess of cost, and tax-
deferred reserves); United Kingdom (immediate write-off of
cost of new ship); West Germany (30 percent first-year
depreciation, progress payments, tax-deferred reserve and
50 percent credit against tax on income from foreign trade);
Japan (25 percent first-year depreciation of new ships,
tax deferred reserves, and credit against tax from foreign
trade). S.Rept. No. 94-96, 94th Cong. lst Sess.
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The capital construction fund was not intended to be, and
should not be, a substitute for the investment tax credit which
is available for all other machinery, equipment and transpor-
tation facilities and is designed to be applied as broadly as
possible throughout the economy to have its intended effect.
U.S. flag merchant ships constructed in U.S. shipyards should
not be the only significant items of machinery, equipment and
transportation facilities excluded from the investment credit.
Denial of the investment tax credit puts these ships at a
relative disadvantage in attracting investment capital.

Denial of the investment tax credit also negates the
intended effect of the capital construction fund which was
passed by the Senate in 1970 by a reco:1 vote of 68 to 1.

Denial of the credit has the additional effect of exporting
jobs  The shipbuilding industry employs 44 man-years per $1
million of contracts, one of the highest levels in all manu-
facturing, and also employs a very high percentage of minority
workers. Further, seven out of ten major shipyards are located
in chronically high unemployment areas and provide jobs where
most needed.

Allowance of the investment tax credit for ships constructed
with capital construction funds is not a new or a novel idea.

It is in fact fundamental to both the Merchant Marine Act of 1970
and the Internal Revenue Code. Likewise,arguments that are made

against allowing the investment tax credit are not new or
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different arguments that require special consideration again.
All such arquments are in fact arquments against the capital
construction fund, were made by the same witnesses in 1970,
and were overwhelmingly rejected by the Congress.

It is also clear that Congress did not even consider ex-
cluding ships from the investment tax credit and did not intend
that such ships be excluded from the investment tax credit,
althouga for the last S years the allowance of the credit has
been frustrated by a dispute between the Departments of Commerce
and Treasury over a technical interpretation of statutory
language. The Conference Report (H. Rept. No. 94-529) on the
Maritime Appropriation Authorization Act of 1975, adopted by
the House and Senate, makes clear that these U.S. flag merchant
ships were not intended to lose the benefits of the investment
tax credit.

Indeed, the Internal Revenue Service has settled at least
one case in litigation and allowed the investment tax credit on
a 50/50 basis. Properly interpreted, the credit is allowed
under present law and the amencment in section 806 should be
considered as a clarification of present law. It was for that
reason that H.R. 1€551 introduced by the Chairman and other
members of the Fouse Comnitt;e on Merchant Marine and Fisheries
would provide that the credit should be allowed for .
taxable years beginning after 1969 which coincides with the

effective date of the Merchant Marine Act of 1970. The invest-
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ment tax credit was not reinstated until 1971 which would,
of course, be the first year of application. Section 806 of H.R.
10612 only applies to taxable years after 1975 and does not

provide clarification for prior years.

TAX ANALYSIS AND POLICY IN
SUPPORT OF ALLOWING THE CREDIT

A. Operation of Capital Construction Fund

The capital construction fund is a method of cost recovery
for U.S. merchant ships constructed in U.S. shipyards that is
similar to accelerated methods of depreciation in the Code.

A shipowner may either deduct the cost in accordance with an
accelerated depreciation schedule or makxe a tax-deductible
deposit of income from ships in a capital construction fund
under the supervision of the Secretary of Commerce.

These deposits provide a cash reserve with which to replace
the ship or acquire an additional ship. When the accumulated
funds are withdrawn and invested in a replacement ship, the
“tax basis” of that ship is reduced to the extent paid for out
of the capital construction fund. As a result of that reduction
in tax basis, depreciation deductions on the ship in the future
are smaller, just as depreciation deductions are smaller after
accelerated depreciation is taken and the tax basis is reduced.

In both cases, the result is a deferral of tax that must

be repaid by smaller deductions and greater tax payments in the

74-630 0- 76 -- 10
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The major differences are as follows:

The amount taken as a deduction under the
capital construction fund method must ac-
tually be set aside in a fund for a
replacement vessel; whereas in the case of
depreciation deductions there is no such
requirement.

Capital construction fund deductions may
be taken only against shipping income.

The rate of cost recovery may in some cases
be more rapid under the capital construction
fund method, but the rate of cost recovery
is generally irrelevant to the application
of the investment tax credit. Larger dif-
ferences in the rate of cost recovery may
result by application of the ADR system of
depreciation.

The Investment Tax Credit

The investment tax credit was intended to be a 10 percent

reduction in capital cost. It applies to the full cost of

property even though through accelerated depreciation that

cost is also fully deducted against income (and the tax basis

of property reduced to zero) within a relatively short time.

Since the capital construction fund is merely another

method of accelerated depreciation and since the investment

tax credit applies to all other machinery, equipment and trans-

portation facilities subject to accelerated depreciation, there

is no reason why it should not be equally applicable to U.S.

flag merchant ships.
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Clearly, these ships are property of the category to which
the investment tax credit was intended to apply. Ships con~-
structed in the U.S. meet the policy criteria underlying the
credit: to offset higher capital costs and thereby help redress
competitive advantages of foreign trading partners; and to stimu-
late employment in this country. In addition, merchant ships
have declined in number to the point of causing the Department
of Defense, "the greatest concern”. See testimony of Deputy
Assistant Secretary, John J. Bennett, before the House Committee
on Merchant Marine and Fisheries, June 5, 1975.

The revenue cost is small and ships are the only property
ever singled out and required particularly to justify receiving
the credit: a reduction in capital cost designed to apply across
the broad spectrum of the economy and which is available to all
other property without such particular justification. Vast
amounts of property eligible for the credit also receive other
governmental benefits -- through tariffs, licenses, etc. -- but
those benefits have never been sought to be negated by denying
the investment tax credit. Obviously, that would be illogical

and self defeating. Only in the case of ships has this occurred.

C. Comparison Of Relative Capital Costs

Having in mind that all property eligible for the investment
credit is allowed accelerated depreciation and that ships are
merely allowed the similar CCF deduction in lieu of depreciation,

comparisons of pre-credit "after tax" costs are instructive. The
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full cost is deducted in all cases (by depreciation or by CCF

deposits in the case of ships).

Comparative pre-credit after-tax costs of railroad cars

under ADR accelerated depreciation and of a ship financed under

a typical pattern using a capital construction fund are as

follows:

Expressed Alz/
Percentage Of

Actual Cost
Railroad Car 65%
Ship 60%

The railroad car is allowed an additional 10 percent in-

vestment credit; and under section 703 of H.R. 10612 the rail-

road car would until 1982 be allowed a 12 percent investment

credit.

If ships constructed with capital construction funds are

denied the investment tax credit, the after-tax cost will be

substantially greater than for railroad cars. If, as provided

in section 806 of H.R. 10612, the credit is not denied to ships,

their after-tax costs would be about the same as railroad cars.

Y

The ship is assumed to be purchased for a 25 percent down
payment and financed under a 20-year mortgage with level
annual principal payments, and the entire cost is paid for
by capital construction funds that are deposited in the
same year that each of the payments are made. If the ship
were paid for in a lump sum with an amount deposited in a
fund, the pre-credit after-tax cost would be 52 percent,
but this is not a realistic assumption or representative
of the manner in which the CCP is germitted to operate
under the supervision of the Secretary of Commerce.
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Certainly no bias should be created against construction
of U.S. flag merchant ships in U.S. shipyards. If any bias is
created, it should be in favor of, not against, the vital U.S.
flag merchant fleet.

REBUTTAL OF ARGUMENTS
AGAINST ALLOWING THE CREDIT

This rebuttal is addressed to testimony by one witness, Mr.
Thomas F. Field, Executive Director, Taxation With Representation,
before the House Committee on Ways and Means which included an

Appendix consisting of Tables 1-4 entitled "Use of Capital

Construction Funds for Tax Avoidance”.

A. Summary

The principal points sought to be made by the witness are
(i) to try to illustrate by Tables 1-4 of the Appendix that
investment of $50 million in a tanker results in a $78.70
million "revenue loss®, (ii) that the principal beneficiaries
of capital construction funds are banks and integrated oil and
steel companies, and (iii) that the credit is not needed since
"cabotage® laws protect some shipping trades from foreign
competition.

All these assertions are patently incorrect.

First, the witness' Appendix entitled "Use of Capital
Construction Funds for Tax Avoidance Purposes”, is devoted

" entirely to analyzing a situation in which the eligibility of
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capital construction fund-built ships for the investment tax
credit is not even an issue. The ship was not acquired with
capital construction funds and the investment tax credit clearly
is applicable even without clarification of existing law.
The example in the witness' Appendix also misrepresents
the application of the capital construction fund. It fails
to take into account amendments in the Merchant Marine Act of
1970 and is wrong in its assertion thai purchase of a $50
million tanker results in a "revenue loss® of $78.70 million.
In fact, at the end of the transaction described, there is a
tax liability of at least $69.4 million payable immediately
along with interest upon a non-qualified withdrawal from the
fund or thereafter upon reduction in the basis of ships.é/
Second, it is argued that the principal beneficiaries of
the capital construction fund -- and the investment tax credit --
would be banks and integrated steel and oil companies that also
own ships. These repeated claims remain unsubstantiated. Of

the 96 existing funds, only 10 have been established by such

3/ This basic error is in addition to others. The most
serious are (i) that accumulated deposits of the
magnitude indicated would not be permitted for a one
ship fleet; and (ii) that both the interest and prin-
cipal schedules are distorted and do not reflect the
liability of the related lender on the interest income
(actual and imputed). It should also be understood
that depreciation of capital investment is characterized
as an "artificial loss"™ and that $5 million of the
"revenue loss" is the investment tax credit. All these
errors are discussed in detail hereinafter in this
statement.
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companies. The overwhelming percentage of capital construction
funds are established by shipping companies and shipping com-
panies are the primary beneficiaries of the program. Further-
more, the purpose of the capital construction fund is to
encourage private investment in U.S. shipbuilding to modernize
and revitalize the American merchant fleet to serve our national
needs. The benefit to the nation from such investment exists
regardless of the identity of the investor.

Deposits in a capital construction fund can only be made
to purchase or construct ships and the tax deduction can be
taken only against income from ships. The investment tax
credit also would be allowed for investment in ships. The
credit could be taken against income either from ships or from
some other source, but the effect is only to reduce the capital
cost of ships, not some other property.

Third, the argument that the “cabotage" laws protect
certain U.S. ships from foreign competition in some trades is
irrelevant. The question is whether the capital costs of U.S.
ships are to be increased relative to other transportation
equipment and capital goods. Other types of capital investment
are protected by tariffs and otherwise, but all these other
investments are eligible for the investment tax credit.

Such extraneous and incorrect arguments should not divert
attention from the fact that allowance of the investment tax

credit for U.S. flag merchang ships at modest revenue cost is
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not only consistent with 2:xisting law, it is compelled by basic
principles of tax and maritime policy.

The attached Exhibit to this statement reviews and rebuts
in detail all the general arguments as well as the examples
in Tables 1-4 of the Appendix to the witness' testimony before

the House Committee on Ways and Means.
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EXHIBIT
TO STATEMENT OF
ERNEST S. CHRISTIAN, JR.
ON BEHLAF OF
THE AMERICAN MARITIME ASSOCIATION
BEFORE THE
SENATE COMMITTEE ON FINANCE
BEGINNING July 20, 1976

This Exhibit consists of a detailed rebuttal of arguments
made against allowing the investment tax credit in testimony
on December 15, 1975, before the House Conmittee on Ways and
Means, by Mr. Thomas F. Field, Executive Director, Taxation
With Representation.

-

I. Rebuttal of General Objections To Allowing the Credit

The .witness' asserted that the capital
construction fund is an indefinite deferral of tax amounting
to a tax "exemption"; that because of the capital construc-
tion fund the investment tax credit is an unneeded
additional benefit; that integrated companies that also
own ships would somehow avoid section 482 and other
fundamental principles of the Internal Revenue Code and
"convert" their other income into shipping income eligible
for deposit; that allowance of the credit is conceptually
inconsistent because there would be a break in "the highly
important link" between "basis" for depreciation and '"basis"”
for investment credit; and that there would be formidable
administrative difficulties.

None of these objections is correct or warrants
denial of the investment tax credit.

1. Deferral of tax is fundamental to both
accelerated depreciation and the capital construction fund
method of cost recovery. 1In reality, there is in every
industry (not just merchant shipping) some limited degree
of continuing deferral depending on the rate of growth in
capital investment, but that is inherent in all forms of
cost recovery and cannot in any case be considered incoasis-
tent with the investment tax credit.

A ship is no more ''tax-exempt" because its cost
is deducted through the capital construction fund, than a
railroad car is '"tax-exempt' because its cost is deducted
through depreciation. 1In fact, taking into account the
discount rate and the respective rates of cost recovery
for each, the "after-tax" cost of a railroad car under ADR
is 65 percent and the "after-tax" cost of a ship (with a
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20-year mortgage) under the capital construction fund is
typically in the range of about 60 percent.

2, The investment tax credit was enacted as an
additional reduction in capital costs, thereby to increase
Investment in productive capacity, create jobs, and enhance
the economic growth overall, It is vital to maintenance
of a U,S. merchant fleet and to employament in U,S, shipyards,
Accordingly, the legislation is supported by both labor
and management throughout the merchant shipping industry.

It is well known that the U.S., fleet, built in
U.S. shipyards and operated under U,S, flag with American
seamen, must compete with lower construction costs in
foreign shipyards, with other investment incentives for
foreign construction, and with substantial income tax ad-
vantages offered by other countries to ships of their
registry. 2/

It cannot be denied that the allowance of the
investment tax credit will reduce the impact of such foreign
competitive advantages and increase construction of U.S,
merchant ships in American shipyards.

3. The assertion that section 482 of the Code is
ineffective and integrated companies convert manufacturing,
etc. income into shipping income eligible for deposit in a
fund, simply has no foundation in fact,.

4. Regs. § 1.46-3(c) expressly provides that for
purposes of the invesment tax credit ''the basis of property
would generally be its cost (see section 1012), unreduced by...
any other adjustment to basis, such as that for depreciation.”
The cost of these merchant ships includes the amount paid
for out of the capital construction fund. Certainly the
part of the cost paid with a deductible deposit in a capital
construction fund (accompanied by an offsetting reduction in
basis) is no less a part of the ship's cost than the amount
deducted as depreciation (also with an offsettiag reduction in

2/  Nearly all other maritime nations provide substantial’

- incentives for shipping: Sweden (depreciation deductions
in excess of cost, and tax-deferred reserves); United
Kingdom (immediate write-off of cost of new ship);

West Germany (30 percent first-year depreciation, pro-
gress payments, tax-deferred reserve and 50 percent
credit against tax on income for foreign trade); Japan
(25 percent first-year depreciation of new ships, tax
deferred reserves, and credit against tax from foreign
trade).
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basis). The full amount of cost is the ship's basis for
investment tax credit purposes '"unreduced by,..any other
adjustment to basis” (such as the reduction required by

the Merchant Marine Act of 1970).

Moreover, pursuant to the provision of section
48(d) of the Code where the lessor of the new section 38
property elects to treat the lessee as the purchaser, the
lessee is entitled to the investment tax credit which is
based not on the tax basis of the asset, but on the fair
narket value of the property.

5. The Code already embodies the concept of
basis and adjusted basis., The adjusted basis (which is
basis reduced by depreciation) and the basis for investment
tax credit purposes are never the same after the date the
property is placed in service. The additional 20 percent
first-year depreciation allowance under section 179 of the
Code reduces the basis of property for depreciation pur-
poses as of the date placed in service, but not for invest-
ment tax credit purposes., Also, the Treasury has urged that
legislation be adopted to allow the investment tax credit
on the full basis of property, but to reduce the basis
of the property for depreciation purposes by the amount
of t?o investment tax credit. No administrative problems
result.

II. Rebuttal of Tables and Analysis in Appendix

A. PFundamental Error in Appendix

The Appendix to the witness' testimony entitled
"Use of Capital Construction Funds for Tax Avoidance Pur-
poses", purports to show a revenue loss of $78.70 million
from investment in a single $50 million tanker and attri-
butes that effect primarily to the capital construction
fund under the Merchant Marine Act of 1970, In fact, at
the end of the transaction described there is a tax lia-
bility of at least $69.4 million.

The false proposition is sought to be illus-
trated by three Tables (Tables 2, 3 and 4) which taken
together (i) present an unrealistic picture of the way in
which ships are financed and the way the capital construction
fund operates; and (ii1) ignore the effect of amendments in the
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Merchant Marine Act of 1970 that designated the statutory
"order" of withdrawals from the fund.

The basic structure and operative principle of
the capital construction fund method of cost recovery is
as follows: a tax deduction is taken when income is
deposited in the fund, but that deduction is later recap-
tured either by (i) reducing the basis and future deprecia-
tion of a ship when a qualified withdrawal is later made
for further investment in shipping; or by (ii) taxing as
ordinary income (with interest) a nonqualified withdrawal.

There is only a deferral of tax and by the time
the cycle is complete, the total tax paid is the same
whether cost is recovered by the capital comstruction fund
method, by accelerated depreciation or by straightline
depreciation. (See Tables 2(a) and 2(b) )

Typically -- having in mind the way ships are
financed -- deposits of income are made in the fund and
then withdrawn to pay the mortgage on that ship or to
make the downpayment and mortgage payments on some other
ship: so that subsequent to each deductible deposit there
is one or a series of reductions in basis of ships that
result in lesser depreciation deductions,

The examples in Tables 2-4 of the Appendix reverse
this typical pattern, in an attempt to show extreme tax
results. First, Table 2 shows a ship purchased with borrowed
funds not withdrawn from a capital construction fund. Accelera-
ted depreciation is taken which produces losses through the
seventh year where the Table stops, although positive taxable
income is produced beginning in the eighth year. Then,

Table 3 shows that the annual depreciation charges are
deposited in the "capital account" of a fund and that the
income of the capital account is also redeposited. There-
after, Tables 4 and 3, respectively, show that (i) beginning in
the eighth year when positive taxable income is produced,

that income is deposited in the fund and deducted; and

(11) beginning in the sixteenth year amounts are withdrawn

from the "capital account’ to pay off the mortgage.

The point of the illustration is supposed to be
that the taxpayer has ''beat the system" first by taking
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large accelerated depreciation deductions through the
seventh year, and then when the ship starts to produce
positive taxable income in the eighth year, by making
offsetting deductible deposits of that income in a fund.
Tables 2 and 4. (The mortgage is paid beginning in the
sixteenth year by withdrawals from the capital account
which do not reduce basis or otherwise result in tax-
able income. Table 3.)

The fundamental error in the illustration is
that in the Merchant Marine Act of 1970 it was expressly
provided that withdrawals would be deecmed first to be made
out of the capital account. This was done to assure
recapture into ordinary income of the income previously
deposited into the fund. It might otherwise be possible
first to withdraw from the ordinary income and pay the
mortgage in years 16-20 after the basis of the ship had
already been reduced nearly to zero by depreciation.

Under the Merchant Marine Act of 1970, since the
mortgage was deemed paid out of the capital account, the
taxpayer, in the example set forth in the Tables 2-4, is
left with $138.8 million (i.e. $108.7 of earnings on total
previously deposited assets and redeposited earaings
thereon, and $30.1 of deposited net ship earnings after
interest and depreciation) in the ordinary income account
which under the agreement with the Secretary of Commerce
would either have to be withdrawn and taxed or withdrawn
and applied to reduce the basis of a ship which will
have the same effect. The tax liability is $69.4 million.

The example in the Appendix is simply wrong.

B. Specific Deficiencies and Errors in Tables

1. The situation described where an investor would
keep $142.3 million "tied up" in a capital construction
fund is unrealistic. Section 607(a) provides that the
Secretary of Commerce may enter into a capital construction
fund agreement which will provide for deposits into the
fund of amounts agreed upon as necessary and appropriate
to provide funds for a specific shipbuilding progranm.
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2. The regulations require that the program specify
the types and number of vessels to be constructed, the
estimated costs, the estimated completion dates, where the
vessels will be constructed, and ~ther such data. Regulation
390.7(e) (2) provides a maximum level of deposit. Deposits
are permitted only to the extent necessary to accomplish
the approved shipbuilding program, and deposits in excess
of what is necessary to complete the approved program are
not permitted. Accordingly, if the example assumes a one
vessel fleet, deposits in excess of $50 million would be
prohibited. If additional vessels are assumed, the example
is wrong in that it does not take into account the
reductions in tax basis which will result from subsequent
required withdrawals.

3. Even if a taxpayer were permitted to accumulate
in the capital construction fund $142.3 million, which is
the accumulation in the example, there would be no incentive
to do so. Section 607(c) and Regulation 390.8 regulate the
investments permitted with fund sssets. Since safety of
investments is essential, the invsstments are required to be
conservative in nature.

4. No lender would allow the borrower to defer for
16 years the repayment of the principal on the debt as the
example assumes. Interest paid to the related lender, as
the example assumes, would be taxable income to the related
lender (the pareat corporation) thus offsetting any benefit.

S. In a real situation where (i) the cash deposited
in the capital construction fund for any given year is the
cash flov generated from the the taxpayer's operations
which is equal to the gross ship earnings less the interest
on mortgage, (i1i) the ship mortgage is paid in 10 annual
payments, and (1ii) interest on borrowings and available
funds accrues and is paid at 10 percent rate, there would
be no tax-free accumulation related to deposit deductions.
Deposits and interest earned thereon are insufficient to
meet debt payments.
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C. Correct Tax Result of Purchase of $50 Million
Tanker Using the Capital Construction Fund

In reality the cash that a taxpayer deposits in
the capital construction fund for any given year is the cash
flow generated from the taxpayer's operations which is equaI
to the gross ship earnings less the interest on the mortgage.
This is because the cash flowv is less than the amount of
depreciation charges that could be deposited in the fund.
The ship mortgage is paid in ten annual payments and interest
on borrowings and available funds accrues and is paid at
10 percent rate. The following Illustration is predicated
upon these realistic premises and shows that there would
be no tax-free accumulations related to deposit deductions,
since deposits and interest earned thereon are insufficient
to meet debt payments.

Illustration of Correct Tax Result
of Purchase of S50 Million Tanker

2) 3) (£} ()] (O] (84} (®) (§2]

(10)

Yesr Deposit Ceil- Reveawe Iaterest Cash Flow Deposit i Rede- Payneats Balance Tax Deferrsl

ing for Depre- froa os from Op- Year (Lesser posit of om Ship is Atteibutable
clation Char- Operatioa Nortgage erations of 2 eor Prior ¥ortgage ruod te Deposit
ges 3-4) 3) Years'

Earnings

L L LY X T X 4 1.

IRERER

s.0 7.8 $.00 3.% 2.5 2.3
4.9 7.5 4.73 2.78 2.7% 2.3 .23
4.1 7.3 4.3 3.00 3.00 c2 2.3 77
3.8 7.8 4.28 3.28 3.28 .08 2.% 1.6
3.3 7.3 4.00 3.% 3.30 .38 2.5 2.38
3.9 7.3 3.7% 3.78 2.9 .26 2.% 3.22
2.7 7.8 3.5 4.00 2.70 .52 3.50 3.7¢
2.3 7.8 3.28 4.29 2.3 .38 2.50 3.32
2.3 7.8 3.00 .50 2.20 .40 2.5 4.02
2.0 7.3 3.78 4.75 2.00 .41 2.30 3.9
3.7 7.8 2.3 6.00 3.70 .40 2.5 3.8
3.8 7.8 3.23 3.28 3.% .36 2.% 3.18
1.4 1.5 1.00 $.50 2.40 .32 2,54 2.
1.3 7.3 1.78 3.78 1.30 .24 2,% 1.28
1.1 7.3 1.3 6.00 1.10 .13 2.48 -
1.0 7.8 1.2% 6.23 1.00 - 1.00 -

0 7.8 1.60 6.50 .90 - .90 -

.8 7.8 .73 .78 .50 - .80 -

.7 7.8 .50 7.00 .70 - .70 -

.8 7.9 .28 1.28 .60 - .80 -
43,3 1%0.0 2.3 7.8 Jo.0 3.4 41,48 -
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D. Apalysis of Table 2

Table 2 of The Appendix

(1) (2) (3) (4) (5) (6)

Tax Loss Attribu-
table to Use of

Gross Interest on Artificial Loss
Vessel Construction Depreciation Artificial to Reduce Non-
Year Earnings Loan Charges Loss Shipping Income
1 7.5 5.0 5.0 2.5 1.28
2 7.5 5.0 4.5 2.0 1.00
3 7.5 5.0 4.1 1.6 0.80
4 7.5 S.0 3.6 1.1 0.55
S 7.5 5.0 3.3 0.8 0.40
6 7.5 5.0 2.9 0.4 0.20
7 7.5 5.0 2.7 0.2 0.10
[ ] 7.5 5.0 2.3 - -
9 7.5 S.0 2.2 - -
10 7.5 5.0 1.9 - -
11 7.5 s.0 1.7 - -
12 7.5 5.0 1.5 - -
13 7.5 5.0 ° 1.4 - -
14 7.5 5.0 1.3 - -
18 7.5 5.0 1.1 - -
16 7.5 4.0 1.0 - -
17 7.5 3.0 0.9 - -
18 7.5 2.0 0.8 - -
19 7.% 1.0 0.7 - -
20 7.5 - 0.6 - -
Totals 150.0 85.0 43.5 8.6 4.30

The above Table illustrates depreciation. It
2180 alleges that interest charges combined with depreciation
in the early years of a vessel's useful life create an
“artificial loss”.

These deductions are no more artificial with a
ship than with all other property which receives the
investment tax credit.
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The Table, however, 13 predicated upon *he
assumption that the firm using such system of accelerated
depreciation has non-shipping income. Tax losses derived
from the use of this method of depreciation would then be
used to offset such income. However, if the interest paid
on the construction funds borrowed is artificially inflated
by a delay in the payment of the principal, such interest
would be taxable income in the hands of the lenders. Thus,
it will offset the benefits derived by the parent from the
use of such method of accelerated depreciation.

Table 2 shows depreciation deduction taken with-
out the use of the capital construction fund method of
tax recovery. The effect of the use of accelerated de-~
preciation is that any acceleration of depreciation re-
duces the basis of an asset. Beginning in the eighth
year that additional deduction is recaptured.

Early accelerated depreciation increases taxable
income after the eighth year, Thus, income, as showa on
column (5) of Table 2(a) and taxes, as shown on column (6)
of Table 2(a), are increased as a result of prior depreciation,

In fact, all Table 2 shows is that the same

deferral of tax achieved by the capital construction fund

method of cost recovery is inherent in all accelerated
depreciation.

(1)

Table 2(a) Showxing the Tax Consequences After
The 8th Year of Accelerated Depreciation

(2) (3) (4) (5) (6)

Inccme Which

Gross Interest on Is Ingreased
Vessel Construction Depreciation by Prior )
Year Earnings Loan Charges Depreciation Taxes
8 7.5 5.0 2.3 0.2 0.1‘
9 7.5 5.0 2.2 0.3 0.15
10 7.5 5.0 1.9 0.6 0.3
11 7.5 5.0 1.7 0.8 0.4
12 7.5 5.0 1.5 1.0 0.5
13 7.5 5.0 1.4 1.1 0.55
14 7.5 5.0 1.3 1.2 0.6
15 7.5 5.0 1.1 1.4 0.8
16 7.5 4.0 1.0 2.5 1.25
17 7.5 3.0 0.9 3.6 1.8
18 7.5 2.0 0.8 4.7 2.3
19 7.5 1.0 0.7 5.8 2.9
20 7.5 - 0.6 6.9 3.4
Totals 150.0 85.0 43.5 29.1 15.05

74-620 0 - 76 -- 11
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The purpose of Table 2(b) is to show that in a
20 year period the tax result of using early accelerated
depreciatioa or straight line depreciatioa is the same.

Table 2(b), Showing the Tax Result in
Case of Straight Line Depreciation

(1) (2) 3) (4) () (6)
. Gross
Vessel Depreciation .

Year Earnings Interest Charges Income Taxes

1 7.5 5.0 2.5 - --

2 7.5 S.0 2.8 - --

3 7.5 S.0 2.5 - -

4 7.5 5.0 2.5 - -

L 7.5 5.0 2.5 - -

6 7.5 5.0 2.5 - -

7 7.5 5.0 2.5 - -

s 7.5 5.0 2.8 - -

9 7.5 5.0 2.5 - -
10 7.5 5.0 2.8 - -
1 7.5 5.0 2.5 -- --
12 7.5 5.0 2.5 -- -
13 7.5 s.0 2.5 -- -
14 7.5 5.0 2.5 - -
15 7.5 s.0 2.5 - -
16 7.0 4.0 2.0 1.5 0.75
17 7.0 3.0 1.0 3.5 1.75
18 7.0 2.0 1.0 4.5 2.25
19 7.0 1.0 1.0 5.9 2.715
20 1.0 - 1.0 6.5 3.2%
Totals 85.0 43.5 21.5 10.7S
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E. Analysis of Table 4

Table 4 is combined in the Appendix with Table
2 in an attempt to show that an indefinite tax deferral
is created when net earnings which are negative in the
first seven years because of the use of accelerated
depreciation, at the beginning of the eighth year are
placed in = capital construction fund.

Table 4 of the Apvendix

(1) (2) (3) (4)
. Tax Loss
Net Vessel Deposited Net Attributable to
Earnings After Vessel Earnings Deferral of Tax
Interest and After Interest on Deposited
Year Depreciation and Depreciation Net Earnings
1l (2.5) - - -
2 (2.0) - -
3 (1.6) -- -
4 (1.1) - -
S (0.8) -- -
6 (0.4) - -
7 (0.2) - -
8 0.2 0.2 0.10
9 0.3 0.3 0.15
10 0.6 0.6 0.30
11 0.8 0.8 0.40
12 1.0 1.0 0.50
13 1.1 1.1 0.55
14 1.2 1.2 0.60
15 1.4 1.4 0.70
16 2.5 2.5 1.25
17 3.6 3.6 1.80
18 4.7 4.7 2.35
19 5.8 5.8 2.90
20 6.9 6.9 3.45
Totals 21.5 30.1 15.05
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However, the $30.1 million of ordinary income
previously deducted when deposited in the capital
construction fund will be taxed when withdrawn or after
investment in a ship the tax basis of which is reduced by
$30.1 million.

¥. Analysis of Table 3

Table 3 of the Appendix

.

(1) (2) . (3) (4) (s) (6)
Nontaxable Tax Loss
CCF Deposits of Redeposit of Payments Total Prev. Attrib. to
Income Producing Prior Yr. Earn. out of Depos.Assets Deferral of
Assets Equal to On Total Prev. Capital & Redepos. Tax on Re-
Deprec.Charges Depos. Assets Acct. to Earnings depos, Prior
on Agreement & Earnings, as Disch. Thereon, i.e. Year
Year Vessel shown Col. $ Ship Mort. 243, less 4 Earnings
1 5.0 - - 5.0 -
2 4.5 0.S - 10.0 0.25
3 4.1 1.0 - 15.1 0.50
4 3.6 1.5 - 20.2 0.75
H 3.3 2.0 - 25.5 1.00
6 2.9 2.5 - 30.9 1.25
7 2.7 3.0 - 36.6 1.50
8 2.3 3.6 - 42.5 1.80
9 2.2 4.2 - 48.9 2.10
10 1.0 4.0 - 5.7 2.45
11 1.7 - 5.6 - 63.0 2.80
12 1.8 6.3 - 70.8 3.18
13 1.4 7.1 - 79.3 3.55
‘14 1.3 7.9 - 88.5 3.95
15 1.1 8.8 - 98.4 4.40
16 1.0 9.8 (10.0) 99.2 4.90
17 0.9 9.9 (10.0) 100.0 4.90
18 0.8 10.0 (10.0) 100.8 5.00
19 0.7 10.0 (10.0) 101.5 5.00
20 0.6 10.1 (3.5) 112.2 5.05
Totals 43.5 108.7

(43.5) 112.2 54.35
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Table 3 ignores the real effect of the amendments
introduced by the Merchant Marine Act of 1970 providing
that withdrawals are deemed first to be made out of the
capital account. Since the mortgage would be paid out of
the capital account, the taxpayer would then be left with
$108.7 million in his ordinary income account which, together
with the $30.1 million of operating earnings (See Table 4),
would either have to be withdrawn and taxed (with interest)
or applied to reduce the basis of a ship which will have
the same effect.

Table 3 also overlooks a cash flow problem.
Column (2) of the Table is based upon the assumption that
"the capital construction fund deposit of income-producing
assets equal to cepreciation charges on agreement vessel"
is equal, in the first year, to $50.0 million, however, in
Table 2 the amount of cash in the hands of the taxpayer is
only $2.5, i.e., the difference between tle gross vessel
earnings and the interest on construction costs. As shown
in the Illustration of Correct Tax Result of Purchase of
$50 Million Tanker, supra, in a real situation a taxpayer
would deposit in the capital construction fund only the
cash generated from its shipping operations,



APPENOIX A ' .

USE OF CAPITAL CONSTRUCTION FUNDS
FOR TAX AVOIDANCE PURPOSES

Analysis of tho capital construction fund mechanism, as presently
constituted, indicates substantial opportunities for tax avolidance.
Those opportunitios are sumsarizod in Tables 1-4. As they indicate,
use of the construction fund hanlem in tion with a single
$50 million tenkcr can result in undiscounted revenue loeses Over
the 1ife of the ship that come 0 more than $70 million.

necause thoca tax avoldance tachniquos are so attractive, At
is likoly that they will be used by substantially all the banks,
01l companies. and othor firms that are nov prepsaring to bulld
tankots for uso in tho Alaska oil trado. Most ot those firms have
both liquid corporate assets th -t aro novw ylolding taxsble income
end A naod to Lulld ships to move oll from Valdez, Alasks, vhere
the Alasha pipcliine ende, to tho Wost Coast of the United States,
The capital construction fund mechanism enables them to sheltor
from tax Uie income on substantlial smounts of corporato sssets,
and thyu: permits tham to bulld their tanker flests with essentislly
tax onompl Ancom. .

Stealir tix avoidanco techaiquos aro also availsble in the
€asy of Oro carriers ongagod in the Gruat Lakes trade. As in the
Alsska trado, ships operating between U.S. ports on the Creat

Lakos must be built In U.S. yards and manned by U.S. sailore. . el

Accordingly, thoso ships are also eligible to make use of tax~
duferzed capltal conatruction funds.

Tha threo principal tax avoldance tochniques availadle to
shNippors are datailad in Tables 2 thiough 4. Table 2 shows how
the oxcaoss depreciation charges goneratod in the early years of
a vassel's life can be used to red hipping & .

Teble ) shows how the technique of depositing income producing
assets in a capital construction fund cen be used to shiold from '
tax the lncome producod by those assots. Table ) involves deposits
in s cavital construction fund of sssets equel to the dopreciatioa
charecs on & vassel. Tha carnings on those assets ere then re-
«.,03ited tex frcc In the fund for use in building future ships,
and tho ssscts thomselvos arc eventually withdrewn, tax fzee, to
discharye the ehip mortgage oa the vessel in question.

finally, Table 4 shows the rovonue losses that result vhea
ohipping income that would otherwice bo subject to tax 4is
doposited in & capital construction fund.

goncucvarive Assumptions Used B

Takles 1 through ¢ have been constructed on tha basis of
coascrvagiva assumplions sbout ves:ol earnings, doprocliation
chatgas, assot esralays, and intexest rates. Less coavecvative

assumptions would have produced substaantially larger revenwe ..
Josses., MNMence. the §70.7 million loss shown Lia Table ) swst be
regarded as & miniaum figure.

Tables ) through 4 are particularly designed te sketch the
eltuation of a typical oil firm or bank holding subsidiery which
hes income producing assets and which wishes to builld a tenker
to serve the Alaska oil trade. The assets in question are
sssumed te he ylielding a return of 10 percent before tax (i.e.
about the current rate for corporete bonds). It higher yield
assots ere deposited, the reveaues 1099 would be corcespondiagly

" larger. L

Tablea 1-4 2180 assume that the tanker in question will
cost $50 million, substantially all of which 18 to be borrowed
ot 10 perount interest, giving a ship mortgage in return. In
addition, they assume that the ship's annual net sarnings belere
depreciation and interest charges will ba $7.5 million (i.e.

R Y] ntetnt rate of return on favestment), that deprecistion
will calculated by tho doubls declining balance method,

- {leaving an wunrccovered basis of $6.% million at the end of 20

years), and that the corporate tax rate is 38 perceas.

rinally, the tables assums that the investor is determined
by the Maritime Administratioa te be ethervise qualified te epen
a eapital coastruction fund.

on P R ]

Two bealc Merchant Marine Aet rules are crucial te the
operation of the proposed tax avoidance mechanism. The flirst
fulo limits the smount of the deposits that a shipper can make
{v‘n a t:--doulrcd copital construction fund. These deposits are

mited ¢
on the agresement vesscl, (c) net proceeds, if any, from the ssle
of the ves

may be mado from the reserve fund, snd provides thet vithdrawels
must come first from “capital acoount® == e.g, from deposits eof
capital asscts equivalent to the depreciation chargaes on an
agreament vessel. Thess two rules, taken together, mean that
substantial s of § ducing assets ean be put inte o

- capital construction fund, that the subsequent earnings on thes

asscts can be allowed to accumulate tax froce, and that the
original capital investment can later be withdrawn tax free,
to pay off tho ship mortgage relating to amn agreement vessel.
The earnings producod by those assets will thea cemain wataned
in the fund to build additional ships,

The operation of these basioc rules 15 1llustrated in Tadble 3.
Column 2 of that Table shows the deposit in a construction fund eof
incune producing assets equivalent to tho deprociation charges ea
an ayrevmunt vcesel, and column 3 shows the doposit ia that fund

(a) taxable vessel earnings, if any, (b) deprecistion

1, and (d) earnings on the reserve fund fiself. The " :
" ' sacond rule relates to the order or priority in which withdravals

M
il

.

of the ssrnings on these assets and oa previocusly depesited ssralags.

-~

(4]
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Table ) Todle 2
KUMWMARY OF REVENUR LOSSES ON A COMPUTATION OF REVINUC LOSS RESULTING PROM
TAKKCR COSTING $30 MILLION, WIILRR A ATTRIDUTION TO NOMSNIPPING INCOME OF ARTIPICIAL
CAPITAL COUSTRUCTION FUND MECIHANISM L N LOSSES CREATED BY ACCELEAATED OEPRECIATION
18 UTILIIED TO DEFER TAX PAYMENTS . . . . .
. Q) (2) 2 - te) (3) [{1]
. oo Tox Less Atte
' . cable te VUse
Gross Interest on Arsiticlial Las
Vessal Construction Depreciatien Artifigial to Reduce Now-
. Year Zacnings Losa Charges 'L088 Shipping Ineo
Deccrosse In foderal revenue caused by
application «:t :rtl:lchl losses to $4.30 -uuu e
geduca nonsh pp 0y INCOMB.cceess .o ", Y N . .
(See Table 2 for detatis) 1 o R L 3.0 a8 128
i e e 2 7.8 5.0 4.5 2.0 YU
Dcecreaso in fadersl ravonus causoed by o R . .
doferral of tax on earninga of h\co-o‘- ) .ot : o 3 7.3 s.¢ 6.1 1.6 .00
toducing asscts which are doposited in , : . . . .
4 capital eonn{ucuon fund in an amount . ‘ .3 5.0 3.6 1.3 0.38
equal to deprociation charyes on an s . .
AYTEOMANE VOSB@L.. . cevvvcrscsnseascssscsssessS4.39 milllon .3 s.0 R 3 0.8 .40
(500 Table ) for dotalls) , ) 3 7.8 $.0 2.9 0.¢ 0.20
Dacroaso in federal rovenue caused by . . R
daferral of tax on not shipping earnings, ' . N ! 1.3 $.0 3.7 . 0.2 .10
alter intoroat and depreciation, through . 2.3 3.0 2.3 -
deposit in a capital construction fund......+13.08 million * -
(Sea Teble 4 for detells) N 7.8 $.0 a.2 - -
Decraase in fodoral rovonue attributadle ' ° S 10 7.5 - 5.0 1.9 .
. 80 proposed investment Creditisescccscscnnse 00 mil)d T T ) i . . -
. . LR 1n s 8.0 3.7 - -
TOTAL ALVENUE 1OSSES §70.70 milliton '_: 12 9. $.0 - 1.8 - -
13 7.3 S.0 1.4 e - -
M . 7.8 5.0 1.3 - -
1s L 1.8 s.0 1.1 - -
. 16 7.3 4.0 1.0 - -
. ¢ .
. - H 17 .79 ' 3.0 0. - -
R BERRA T 1’ T N K] o - -
RN 1 s 1.0 'R - -
S 20 R X 0.8 - -

€91

© Totels * - 150.0 5.0 4.3 0.6 @



Table ) . Table 4

CONPUTATION OF REVENUE LOSS CAUSEO BY DEPOSIT IN CAPITAL
CONSTRUCTION FUND OF (a) INCOME PRODUCING ASSETS EQUIVALENT COMPUTATION OF RIVENUS LOSS CAUSED BY
TO DLOACCIATION CRARGES ON ACREEMENT VESSEL, AND (b) THE : . . DEZPOSIT IN CAPITAL CONSTRUCTION PUND
EARNINGS PROOUCED BY SUCH ASSETS . :; nee :ggl.‘zuxm AFTEA INTEREST
Q0 o (3 (¢) (s) (6) : o our * .
CCF Doposits of Reduposit of Nontaxsble Totsl Prev. Tax Loss ‘u “) Ll “’
Incomu PProduoing Prior Yr.Earn. Paymants Dapos.Assets Attrib.to Tan Lose
Assots Equal to on Total Prev. out of s Rodepos. |, Dcfteral of Met Vessel Deposited Net Attributable to
Deprec. Cnargos Dupos.Assets Capital . ERarnings Tax on Re~ Zarnings After Vessel Rarnings Deferral of Ten
OR Anresment & Carnings, as Acct. to .- Thaereon,i.e. dopos, Priorx Interest and after Intevest on Deposited
Year Vessal shown Col.y :‘l‘:ch’.‘o . £y 3¢3.2088 ¢ ::“l Yeor Doguchuon .ng NEEES“!‘E Ney tarningg
o) ‘_t 03 inings
Y 5.0 - . - v, 8.0 - - . . '. 1 ' {2.%) - - ot
2 4.3 0.3 - ' 10.0 . 0.23 2 (2.0) - . -
3 “2 1.0 . - T asa 0.50 } 1.6) - -
. ) 1.3 - Co2ea T e ¢ - - -
s 2. . 2.0 « asss . . 1.00 ’ ' (6.9 - -
] 2.9 Coas - 30.9 . 1.8 ] (0.4 - -
? 2.9 %0, - 3.6 1.%0 ! (0. - -
. 2.3 3.6 - a.s 1.80 ] ) 0.2 0.2 e.20
’ 2.2 . 4.2 - TR " 2.0 - . 0.2 o3 .18
10 1.9 “s - - 58,9 s 10 _ 0.6 0.8 0.3
1n 1.7 . 9.8 ‘- L. 83.0 ‘2.80 11 o.s o. 0.40
12 1.8 C s - 0.8 o as 12 1.0 1.0 0.3
13 1.4 2.1 - 9 3.8 Rt FR9Y 1.3 0.99
M 1.3 X . LSRN T I SR W 1Y u 1.3 1.2 .60
1s 11 ) L T TR S8 b 3.4 0.2
16 1.0 9.8 {10.0) Lt 9.2 o N T .90 7 16 ' 2,3 2.9 1.2
- W . .
17 0.9 T 9.9 (10.0) " 200,06 ‘u..i:, 493 R 3.6 2.6 1.0
1 ') 10.0 . (10,00 - 200.8 .. $.00 18 4.7 4“7 2.3
1 e 1.6 4 (o.e) iiens C csee o - MW -0 s.8 2.9
. w L 20 * : 6.9 8.9 2.43
20 0.6 10.1 Q.3 2 .03
“Fotals 0n.s 1067 R (43.9) h*.) KX !iﬂ!"" ' .*- Totels 1.3 30.1 15.08
»
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SUMMARY OF STATEMENT OF
JOHN H. HALL TO THE
COMMITTEE ON FINANCE
UNITED STATES SENATE
HEARINGS ON THE TAX REFORM ACT (H.R. 10612)
July 20, 1976 to July 22, 1976

The effective date of Section 1013 of H.R. 10612, 94th
Cong., as reported by the House Ways and Means Committee
wag May 21, 1974, the date on which the Committee's tenta-

tive decision was announced.

There was no generally published announcement of this

decision until May 29, 1974.

On or béfore May 8, 1974, our clients commenced execution
of instruments creating a foreign trust. On May 28, 1974
execution was completed in reliance on existing law and

without knowledge of the then unpublicized proposed change

in law.

The Senate Commiteee on Finance acted properly in changing
the effective date of the legislation to May 29, 1974, the
date on which the bar could reasorably have been aware of

the proposed change.
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TESTIMONY BY JOHN H. HALL
BEFORE THE COMMITTEE ON FINANCE
UNITED STATES SENATE
HEARINGS ON THE TAX REFORM ACT (H.R. 10612)
July 20, 1976 to July 22, 1976

Section 1013 of H.R. 10612, 94th Cong., for the first
time taxes grantors of irrevocable foreign trusts. We do not
quarrel with the legislative decision to take this step. However,
the effective date of this Section, as reported by the House Ways
and Means Committee, was retroactive to May 21, 1974. This was
the date on which the Ways and Means Committee announced its
tentative decision on the subject. To our knowledge there was no
generally published announcement indicating that the Ways and
Me;ns Committee proposed to change the taxation of foreign trusts
in this manner until May 29, 1974 when the Committee's tentative
decisiun was disclosed in a BNA Daily Tax Report. Prior press
coverage of the May 21 Ways and Means Committee action did not
- refer to the taxation of U. S. grantors of foreign trusts, nor
was this proposed change referred to in the Ways and Means Coumit-
tee's tax reform agenda for 1974, as reported in the BNA Daily Tax
Report. The Daily Tax Report, generally the most current publica-
tion for tax practitioners, carried the story on May 29, 1974.

Without knowledge of the proposed change our clients
took the irrevocable action of establishing a foreign trust for
the tenefit of their children on May 28, 1974. As evidenced by the
British Consulate General's stamp dated May 8, 1974 on the trust
instrument, our client had begun execution of the trust well be-

fore the tentative decision but did not obtain signatures of the
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Aforcign trustees until May 28. We believe therefore that the
Senate Committee on Finance acted properly when it decided to
make the effective date of the Bill the earliest date on which
the tax bar could reasonably have learned of the House Ways and
Means Committee's tentative decision.
Criticism that the change of the effective date would

set a precedent allowing persons to take advantage of the inherent
time lag between announcement of a tentative decision and publica-
tion of that decision in the media i{s without merit. First, this
decision has no weight as precedent unless future cases arise under
the same circumstances. In this case there was an unusually long
delay in the public announcement, the taxpayer consummated an
irrevocable act during the period of delay, and the period of
retoractivity of the\ptoposed legislation reaches back unusually
far, to 1974.

) Furthermore, no action by Congress is binding as precedent
"unless in future cases Congress determines that the public interest
is served by reaching tﬂg same result. The only precedent which
could be established by a delay in the effective date of this
legislation would be a recognition that'under some circumstances
the social utility of changing the tax laws on the very day of
decision may be outweighed by the undesirability of defeating
reasonable expectations that actions may be taken in reliance upon
existing tax laws in effect for many years. Under the particular
circumstances here, we submit that no fair minded person should

disagree with the Senate Finance Committee's action.
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WRITTEN STATEMENT
BY JOHN H. HALL
TO THE
COMMITTEE ON FINANCE
' UNITED STATES SENATE
HEARINGS OM THE TAX REFORM ACT (H.R. 10612)
July 20, 1976 to July 22, 1976

Section 1013 of H.R. 10612, 94th Cong., as reported
by the House Ways and Means Committee and the Senate Committee
on Finance would tax currently to a United States grantor the
income of a foreign trust with United States beneficiaries.

The cffective date of the version of this Bill reported by the
House Ways and Means Committee was retroactive to May 21, 1974.
This date was selected because on May 21, 1974 the House¢ Ways
and Means Committee announced its tentative decision on this
subject. However, there was, to our knowledge, no generally
published announcement indicating that the House Ways and
Means Committee proposed to change the taxation of foreign
trusts in this manner until May 29, 1974 when the Committee's
tentative decision was first publicized in the BNA Daily Tax
Report. Press coverage concerning changes affecting foreign
income appeared in the May 22, 1974 issue of the Wall Street
Journal, the New York Times and the BNA Tax Report, but none of
these articles referred to the taxation of United States

grantors of foreign trusts. Furthermore, the House Ways and
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Means Committee's tax reform agends for 1974 as reported in
the BNA Daily Tax Report of April 30 did not refer to proposals
regarding the taxation of foreign trusts.

Having no notice or knowledge of the proposed change,
our clients established on May 28, 1974 a foreign trust which
would be treated as a grantor trust under H.R. 10612. The
trust was created for the benefit of their children. The
trust instrument bears the stamp of the British Consulate
General in Los Angeles dated May 8, 1974, evidencing that our -
clients had commenced execution of the trust instrument prior
to any decision by the House Ways and Means Committee. How-
ever, the signature of the foreign trustee was not obtained
until May 28, 1974, and the irrevocable transfer of the assets
was coumpleted on that date.

Prior to May 29, 1974, the first date on which the
BNA Tax Report carried news of the decision, neither our clients
nor their trust counsel had actual knowledge of the proposed
legislation. By the time the tentative decision was reported,
our clients had taken irrevocable action by funding the trust.
We believe, therefore, that the Senate Finance Committee acted
correctly when it decided to make the effective date of the
Bill the first date on which the bar could reasonably have been
expected to know of the House Ways and Means Committee's tenta-

tive decision.
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Criticism that the change of the effective date would
set a precedent allowing persons to take advantage of the
inherent time lag between announcement of a tentative decision
and publication of that decision in tax journals or the media
is without merit. First, this decision has no weight as prece-
dent unless future cases arise under the same circumstances or
involve the same set of facts. 1In this case there was an
unusually long delay in publication of the House Ways and Means
Comnittee's tentative decision. Such reports are usually
carried the next day by the press. Under normal circumstances
it would be virtually impossible to set up a foreign trust
between the decision date and the date on which the announcement
would be carried by the reporting services. Moreover, in this
case the action taken in reliance on the continuance of existing
law was irrevocable and the effective date of the propoaed.
legislation was retroactive for an unusually long period.

There are few instances in which the effective date of legisla-
tion adversely affecting a taxpayer reaches back over a period
in which two tax returns would have been filed. Therefore, this
case can easily be distinguished from different cases which

may follow where a taxpayer happened to get word of a proposed

action and moved quickly to "get in under the wire".
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Furthermore, no action by Congress is binding as
precedent unless in future cases Congress determines that the
public interest would be served by reaching the same result. In
any event the only precedent which could be established by the
Senate Finance Comaittee's decision would be a recognition that
under some circumstances the social utility of establishing an
early cut-off date may be outweighed by the undesirability of
defeating the reasonable expectation that irrevocable action
may be taken in reliance upon existing laws in effect for many
years. It would be difficult to say that there are no circum-
stances in which it would be approrpiate to defer the effective
date of new legislation until persons gcting in reliance upon
existing law could reasonably have become aware of the proposed
change, even if a delay in the effective date permitted the con-
t;nuatiou for one or two more days of an activity which had
been permitted for many years. We submit that this is a case
where such delay in the effective date is appropriate and that
the Senate Finance Committee's decision to move the effective

date of the Bill to May 29, 1974 was entirely proper and fair.
DATED: July 16, 1976.

Respectfully submitted,
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July 21, 1976

SUMMARY OF PRINCIPAL POINTS IN
STATEMENT OF THE SUPERIOR OIL COMPANY
BEFORE THE
COMMITTEE ON FINANCE
IN SUPPORT OF SECTION 1021 OF H.R. 10612

1. The Superior 0il Company (“"Superior") owns 53 per-
cent of the stock of Canadian Superior 0il, Ltd. ("Canadian
Superior”); the remaining stock is publicly owned. Canadian
Superior explores for oil and gas throughout the world, and
since 1964 has made investments in oil and gas leases on the
Outer Continental Shelf in the Gulf of Mexico, more than 12
miles beyond the U.S. coastline. The amounts paid for these
leases were paid to the U.S. Treasury and the wellhead oil and
gas have been sold to unrelated U.S. companies.

2. The Tax Reform Act of 1969 added Section 638 to the
Internal Revenue Code to provide that the Outer Continental
Shelf, even though outside the l2-mile limit, should be treated
for certain purposes as being within the United States. :

3. Section 1021(d)(2) of H.R. 10612 provides that invest-
ment in property situated on or used exclusively in connection
with the Outer Continental Shelf made by foreign corporations
subsequent to the Tax Reform Act of 1969 will not be treated under
Section 956 as dividends to their U.S. shareholders.

4. This provision was approved by the Ways and Means Com-
mittee after discussion in public mark-up session, where the com-
panies involved were disclosed and the problem fully discussed,
and was included in the bill as passed by the House of Representa-
tives.

14-620 0 - 16 -- 13
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STATEMENT OF THE SUPERIOR OIL COMPANY
BEFORE THE
COMMITTEE ON PINANCE
IN SUPPORT OF SECTION 1021 OF H.R. 10612

July 21, 1976

My name is Edwin S. Cohen. I am of counsel to the law
firm of Covington & Burling, Washington, D.C. I appreciate the
opportunity to appear before the Committee this morning on behalf
of The Superior 0il Company in support of the provisions of
Section 1021 of H.R. 10612, modifying Section 956 of the Internal
Revenue Code.

Section 956 of the Code now provides that if a United
States corporation c./ns more than 50 percent of the stock of a
foreign corporation and the foreign corporation makes certain
investments in United States property, the amount so invested
is to be treated as a dividend to the U.S. corporation.

The Superior O0il Company ("Superior®”) is a U.S. corpora-
tion which owns about 53 percent of the stock of Canadian Superior
0il, Ltd. ("Canadian Superior"), a Canadian corporation that is
engaged in the exploration for oil and gas in Canada and through-
out the world. Canadian Superior's remaining stock is publicly
held, and a majority of Canadian Superior's directors are Canadian
residents. Canadian Superior has explored for oil and gas off the
Outer Continental Shelf of the United States, as well as else-

where throughout the world.
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Since 1964, Canadian Superior has advanced substantial
funds to Canadian Superior's wholly-owned U.S. subsidiary for
use in the acquisition, exploration and development of interests
in Federal oil and gas leases on the Outer Continental Shelf in
the Gulf of Mexico, more than 12 miles beyond the coastline of
the United States. The U.S. subsidiary was organized because
Federal leasing regulations require that such leases be held by
a U.S. corporation.

The amounts paid for these leases have been paid into
the United States Treasury. Any oil or gas discovered on these
leasehold interests is sold by Canadian Superior to unrelated
U.S. companies,

Superior has derived no tax or other benefit from the
expenditures made by Canadian Superior. Indeed, since Canadian
Superior and its U.S. subsidiary do not have U.S. income from
other sources, the usual tax deductions for the oil and gas ex-
ploration and development expenditures by Canadian Superior's
U.S. subsidiary in excess of its income therefrom have produced
no tax benefit. Superior could not properly prevent Canadian
Superior, with 47 percent of its stock publicly held, from using
Canadian Superior's own funds to acquire oil and gas leases on
the Outer Continental Shelf or elsewhere in the world if Canadian
Superior considered it desirable to do so.

Superior believes that it was no: the intent of Sec-

tion 956 to cause the expenditures made by Canadian Superior on
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the Outer Continental Shelf in the ordinary course of its busi-
ness of exploring for oil and gas to be taxable as dividends to
Superior. 1If Canadian Superior's expenditures in past years
were taxable to Superior when made, then under Section 959 of
the present law dividends in corresponding amounts paid by
Canadian Superior to Superior in future years would be tax-free.
The uncertainty of the status of the past expenditures also pro-
duces uncertainty as to the tax status of future distributions.

The Tax Reform Act of 1969 added Section 638 to the
Internal Revenue Code to provide that for certain purposes the Outer
Continental Shélf, even though outside the 12-mile limit, should
be treated as being within the United States. It does not
appear that Congress contemplated the effect this amendment might
have in broadening the scope of Section 956 when the amendment was
enacted in 1969. Accordingly, Section 1021(d) (2) of H.R. 10612
provides that investments in property situated on or used ex-
clusively in connection with the Outer Continental Shelf made
by foreign corporations subsequent to the Tax Reform Act of 1969
and prior to January 1, 1977 will not be treated as dividends to
their U.S. shareholders.

This provision was approved by the Ways and Means Com-
mittee after diccussion in public mark-up session, where the
companies involved were disclosed and the problem fully discussed,
and it was contained in the bill passed by the House of Representa-

tives. It was approved by the Finance Committee subject to the
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limitation that it apply only to investments prior to January 1,
1977.

We believe that this provision, previously approved by
both Committees, is fair and reasonable and we respectfully urge

its enactment.
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SUMMARY OF PRINCIPAL POINTS IN
STATEMENT OF PYRAMID VENTURES, INC.
BEFORE THE
COMMITTEE ON PINANCE
IN SUPPORT OF SECTION 1021 OF H.R. 10612

July 21, 1976

Pyramid Ventures, Inc. is a United States corporation
with two wholly-owned foreign subsidiaries which made portfclio
investments in stocks of unrelated publicly-owned United States
corporations between August 15, 1974 and January 30, 1975.

On May 21, 1974 the Ways and Means Committee issued a
press release announcing a tentative decision to amend Sec-
tion 956 to permit sdch portfolio investments without dividend
tax to the U.S. shareholders of the foreign corporation. The
amendment was contained in the bill as passed by the House.

Pyramid supported the provision in a written statement
filed with the FPinance Committee on April 23, 1976, and asked
that it be made effective at the election of the taxpayers for
investments made after May 21, 1974, the date of the Ways and
Means Committee announcement. The bill reported by the Finance
Committee makes this change in the effective date.

Since the provision is remedial legislation that elimi-
nates a trap and is desirable for the U.S. economy, it seems
entirely fair and reasonable to make it effective from the date
it was first publicly announced by the Ways and Means Committee,
and Pyramid urges that this provision be retained in the bill.
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STATEMENT OF PYRAMID VENTURES, INC.
BEFORE THE

COMMITTEE ON FINANCE
IN SUPPORT OF SECTION 1021 OF H.R. 10612

July 21, 1976

My name is Edwin S. Cohen. I am of counsel to the
law firm of Covington & Burling, Washington, D.C. T appreciate
the opportunity to appear before the Committee this morning on
behalf of Pyramid Ventures, Inc., in support of Section 1021
of H.R. 10612, -

Pyramid Ventures, Inc., a U.S. corporation, urges the
enactment of Section 1021,which would amend Section 956 of the
Internal Revenue Code to permit controlled foreign corporations
to make certain investments in United States property without
adverse tax consequences so long as the investment is not in a
related United States person. Pyramid also urges that the Com-
mittee retain Section 1021(d) (2), allowing taxpayers to elect
to apply Section 1021 to investments in United States property
made after May 21, 1974, the date on which the Ways and Means
Committee first announced its tentative decision in favor of
amending Code Section 956.

Pyramid publicly supported this provision in a written
statement filed with the Finance Committee on April 23, 1976.

That statement disclosed that in 1974 Pyramid was caught in a



182

"trap for the unwary" created by Section 956 when its foreign
subsidiaries invested in stocks of publicly-held, unrelated
U.S. corporations. Pyramid requested that the revision of
Section 956 be applicable to investments made after May 21,
1974, when the Ways and Means Committee first announced its
intention to exclude these types of investments from Code
Section 956.

Pyramid's position was summarized on page 29 of the
Joint Committee Staff's "Summary of Statements Submitted to the
Finance Committee on Tax Revision and Extension of Tax Reductions"
dated April 30, 1976.

Pyramid organized two foreign subsidiaries in 1970 and
1972, respectively, to carry on a shipping business by time-
chartering vessels to transport bulk cargo between U.S. Gulf
Coast ports and foreign ports. The charters expired in mid-1974
and neither subsidiary has engaged in the shipping business since
then.

Both foreign subsidiaries then invested the funds re-
maining after cessation of the shipping business in publicly-
traded shares of unrelated U.S. companies. These investments
were made between August 15, 1974 and January 30, 1975.

Under present law (Int. Rev. Code Sec. 956) the amount
of these U.S. investments is technically treated as dividends

taxable to the U.S. parent, Pyramid, simply because the invest-
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ments were made in United States property (the shares of U.S.
corporations) rather than foreign property, even though the
corporations were unrelated to Pyramid.

On May 21, 1974, some three months before Pyramid's
foreign subsidiaries made their first investments in U.S.
securities, the House Ways and Means Committee issued a press
release announcing a tentative decision to amend Section 956
to allow controlled foreign corporations to invest in United
States property without dividend treatment to their U.S. share-
holders so long as the investment is not in a related U.S. person.
H.R. 10612, as passed by the House, ultimately contained a pro-
vision reflecting this decision. The change was made because
Section 956 has been a trap for those not familiar with its ex-
istence; it has encouraged foreign investment rather than U.S.
investment to the detriment of the U.S. economy; and the invest-
ment does not, in fact, resemble a dividend if it does not rep-~
resent funds furnished to the parent stockholder or its affiliates.

The Finance Committee agreed that Section 956 should
be amended so that portfolio investments by foreign corporations
in unrelated U.S. corporations do not give rise to dividead con-
sequences to the U.S. shareholders of the foreign corporations.
It made the new rule effective with respect to investments made
after May 21, 1974, the date when the Ways and Means Committee

announced the change without specifying an effective date.
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This is remedial legislation that eliminates a trap
and encourages investment in the U.S. economy. Other remedial
prov%siogs designed to stimulate U.S. investment, such as the
investment credit, have been made effective w+hen announced,
prior to the‘date of enactment. Pyramid respectfully submits
that the Committee should affirm its earlier decision to allow
controlled foreign corporations to make portfolio investments
in the U.S. economy without dividend treatment tc their share-
holders, effective at their election from May 21, 1974, when

the amendment was first announced by the Ways and Means Committee.
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SUMMARY OF STATEMENT IN SUPPORT OF SECTION
1023, H.R. 10612, TAX REPORM ACT OF 1976

Section 1023 of H.R. 10612, the Tax Reform Act of
1976, as reported by the Senate Finance Committee, adopts
§1023 of the House bill, as reported by the Ways and Means
Committee and passed by the House. It extends a long-standing
exclusion from Subpart F (in the Internal Revenue Code since
1962) in order to prevent the unintended application of Sub-
part F to certain income earned in the ordinary course of
business of a foreign casualty insurance company. This is
necessary because Subpart F changes enacted in the Tax Reduction
Act of 1975 could inadvertently result in treating such income
as a constructive dividend to U.S. shareholders even though it
cannot in fact be paid to them. This result clearly is not
intended.

Subpart F Las always been inapplicable to income
from investment of the insurance reserves and unearned premiums
of foreign insurance companies. In actual practice, however,
foreign casualty insurance companies are also required to
maintain intact an amount of their surplus equal to one-third
of premiums earned. Such earnings cannot be distributed in
dividends and serve as additional protection to policyholders.
This requirement is imposed by U.S. and foreign insurance regu-

latory authorities to meet certain solvency requirements.
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Prior to the Tax Reduction Act of 1975, these earnings
were effectively protected from Subpart P treatment by the so-
called 70-30 rule. That rule was changed to 70-10, posing a
serious risk of taxing such earnings which may not in €act be
distributed. Section 1023, with appropriate safeguards to pre-
vent its application to income received from related persons and
earnings attributable to premiums from insuring risks of related
persons, would prevent the unintented application of Subpart F to
such earnings realized in the ordinary course of business of a
foreign insurance company.

Section 1023 clearly does not “exclude Bermuda opera-
tions of American Investors Group, Inc.” or any other coipo:ation
from U.S. tax.

This problem was fully explained by letter to the
Staff of the Joint Committee on Internal Revenue Taxation and
to the Treasury Department well before its consideration by the
House Ways and Means Committee. It was carefully considered by
that Committee, and section 1023 was included in the Ways and
Means Committee bill and was passed by the House. The Senate
Finance Committee has done no more than approve the House cction.
Section 1023 should in all events be contirued in the Senate
Finance Committee bill.

m& L'(&o..
July 20, 1976 ohn S:::ola£4

Miller & Chevalier
Washington, D. C.
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STATEMENT IN SUPPORT Of SECTION 1023
OF H.R. 10612, TAX REFORM ACT OF 1976

Section 1023 of H.R. 10612, the Tax Reform Act of 1976,
as reported by the Senate Finance Committee would, in effect, ex-~
tend the existing exclusion from Subpart F of certain income from
investments by an insurance company of its insurance reserves.
This existing exclusion would be extended to income from invest-
ments of assets of a foreign casualty insurance company equal to
one-third of premiums earned by such a company. This is designed
to recognize the fact that insurance regulatory authorities within
the United States and some foreign jurisdictions require that
surplus to this extent be maintained as additional protection to
policyholders of casualty insurance companies. Thus, such income
is earned in the ordinary course of business of a foreign casualty
insurance company, just as in the case of investment of insurance
reserves as such, and U.S. shareholders of such a foreign insur-
ance company should not be treated as receiving a constructive
dividend of income which cannot in fact be distributed to them.

This same provision was contained in the House bill
after being approved by the House Ways and Means Committee. The
necessity of such a provision arose because in the Tax Reduction
Act of 1975, the so-called 70-30 rule in Subpart F was amended,
creating a much greater likelihood of Subpart F treatment of

such income.
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Under the prior 70~30 rule, none of the income of a
“controlled foreign corporation® was treated as Subpart F income
if less than 308 of gross income consisted of such amounts. The
rule excluding from Subpart F income the investment of reserves
and unearned premiums, previously described, prevented Subpart
F treatment of income from investment of surplus required by
insurance regulatory authorities to be maintained to meet insur-
ance solvency requirements. In the Tax Reduction Act of 1975,
however, this 301 test was reduced to 10%, so that Subpart F
income was treated as such, and became a constructive dividend,
unless it was less than 10% of total gross income. This created,
for this first time, the very serious risk of applying Subpart F
to a foreign casualty insurance company which is a “controlled
foreign corporation® under wur Subpart F provisions with respect
to income which canuot in fact be distributed. This is clearly
beyond the purpose of Subpart F, and section 1023 of H.R. 106612
is designed to prevent this unintended and unfair result.

The provision is explained fully at pages 219-220 of
the House Ways and Means Committee report (H.R. Rep. 54-658,
94th Cong., lst Sess.) and pages 229-230 of the Serate Finance
Committee report (Sen., Rep. 94-938, 94th Cong., 2d Sess.).

The provision is succintly explained in both reports as follows:
Those assets maintained by these insurance
companies in order to meet this ratio test are
necessarily in the form of investments, which, in
turn, generate passive income such as dividend

and interest income. Just as in the cass of the

maintenance and investment of unearned premiums

or reserves, these insurance companies, in com-

pliance with the high ratio regquirement, must
maintain and invest a certain portion of their
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assets in connection with the active conduct

of their trade or business., The committee

believes that it is appropriate to provide the

same type of exception from subpart P for sur-

plus which is required to be retained as is

provided for unearned premiums or reserves,
This problem had been presented to the Staff of the Joint Com-
mittee on Internal Revenue Taxation by letter dated July 8, 1975,
and by an identical letter of that date to the Assistant Secre-
tay for Tax Policy, U. S. Treasury Department. The latter letter
was available for inspection by any interested person. The
problem was considered and acted upon by the House Ways and
Means Committee in open mark-up session, and until reference
was made to 1t by Senator William Proxmire on June 28, 1976,
on the Senate floor, it has never been criticized by anyone.

Senator Proxmire erroneously described the provision
as designed to exclude Bermuda operations of American Investors
Group, Inc. from U.S. tax. American International Group, Inc.
(not American Investors Group, Inc.) 1s a U.S. corporation con-
trolled by American International Reinsurance Company, Inc.,
the parent company of a worldwide group of .nsurance companies
with pr'ncipal offices 1n Bermuda. This AIRCO group 1s one
of several well-known and highly-respected groups of insurance
companles doing business throughout the world. section 1023
clearly is not designed to exempt Bermuda operations of American
International Group, Inc., or the AIRCO group, from U.S. tax.
As previously stated, it does no more than extend, 1in effect,
a well-established principle that 1ncome from operations which

are ordinary and recessary in the conduct of a foreign insurance

ﬂ“

74-630 O - 76 -- 13
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business are not to be subject to Subpart F. This extension
has become necessary only because of an unintended effect of
the change in the 70-30 rule to 2 70-10 rule in the Tax Reduc-
tion Act of 1975.

Section 1023 will in fact apply to the operations of
many foreign casualty insurance companies which are “controlled
foreign corporations® under our Subpart F provisions. Continental
Corporation, unrelated to the AIRCO group, joins in this Statement
to emphasize that fact.

The rule in Subpart F that an insurance company is not
subject to Subpart P treatment with respect to income from in-
vestment of insurance reserves and unearned premiums has existed
ever since Subpart F was first enacted in 1962. It exists because
such income is ordinary and necessary for the proper conduct of
the insurance business, and it is so described in §954(c)(3)(B)
itself. Section 1023 is an implementaticn of the same policy
underlying that provision., Similar rules render Subpart F in-
applicable to dividends and interest in the conduct of a banking,
finance, or similar business (§954(c)(3)(B)) and rents and royal-
ties derived in the active conduct of a trade or business (§954
(c)(3)(A)).

Section 1023 contains important safeguards to limit
its effect to propar cases. It does not apply with respect to
income received from a related person. It does not apply with
respect to premiums attributable to the insurance or reinsurance

of related persons; thus, it cannot apply to so-called captive
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insurance companies. It also applies, in effect, with respect
to surplus maintained with respect to casualty insurance, not
life insurance, where different considerations are involved.
Section 1023 is clearly sound on its own merits. It
is not designed to benefit only one company; it will protect
all foreign casualty insurance companies which are controlled
foreign corporations from an unintended application of Subpart
F. It was contained in the House bill, and it has been care-
fully considered over a period of time by the Staff of the
Joint Committee on Internal Revenue Taxation and the Treasury
Department, without objection. It should be retained in the

Tax Reform Act of 1976.

rd
- \ ‘-'4
July 20, 1976 John S. Nolan

Miller & Chevalier
HWashington, D. C.

4
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SUMMARY OF STATEMENT IN SUPPORT OF
7 SECTION 1035(d) OF H.R. 10612 AS
AMENDED BY SENATE FINANCE COMMITTEE

The Tax Reduction Act of 1975 imposed a special limita-
tion on the foreign tax credit for foreign taxes paid in connec-
tion with foreign oil and gas extraction income. The Congres-
sional purpose was to prevent high foreign taxes on such income
from being used to offset U.S. taxes on other foreign source in-
come. The foreign tax credit was accordingly limited to 2
percentage points above the U.S. corporate rate. This will limit
the credit for such taxes to 508,

This limitation is also applicable to individuals, however,
who may be subject to U.S. tax on such income at a rate well above
508 - up to 708, or at a much lower rate -- down to 148%. This was
apparently overlooked in drafting the 1975 Act. The limitation with
respect to individuals should be the effective U.S. rate applicable
to such foreign oil and gas extraction income.

Section 1035(d) of H.R. 10612 would cure this deficiency,
allowing a foreign tax credit for foreign taxes paid on foreign oil
U.S. rate on such income. This will prevent any excess credits from
offsetting U.S. tax on other foreign source income. Sen. Rep. 94-
938, 94th Cong., 2d Sess. 250-251 (1976).

This provision should in all events be continued in the bill;
it does no more than insure that the purpose of the Tax Reduction
Act of 1975 is carried out fully and fairly. '

<
July 20, 1976 géxfn*s.)mxla(# a"'_l

Miller & Chevalier
v wWashington, D. C.
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STATEMENT IN SUPPORT OF §1035(d)
OF H.R. 10612, AS AMENDED BY
SENATE FINANCE COMMITTEE

Under present law, §907 imposes certain limitations
upon the foreign tax credit with respect to foreign oil and
gas extraction income and also with respect to foreign oil-
related income. Foreign oil-related income includes, in addi-
tion to foreign oil and gas extraction income, income from the
processing, transporting, and distributing of foreign oil and
gas. Section 907 was added to the Code by the Tax iteduction
Act of 1975.

Since the enactment of §907, certain unfair and unin-
tended consequences to individual taxpayers have been discovered.
The results were not intended and were probably the result of a
drafting oversight. Section 1035(d) of H.R. 10612, added by the
Committee to the House bill, is designed to correct this unin-
tended oversight. The Committee is strongly urged to continue
§1035(d).

Section 907(a) of the Code imposes a limit upon the
foreign tax credit with respect to foreign oil and gas extrac-
tion income. The purpose of this provision is to prevent high
foreign taxes on this income from being used to offset U.S. taxes
on other foreign source income. See Conference Report on Tax
Reduction Act of 1975, House Rep. 94-120, 94th Cong., lst Sess.

69 (1975). For taxable years ending in 1975, this limit is
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expressed in terms of 1108 of the regular corporate tax; for
taxable years ending in 1976, 105%; and for taxable years
thereafter, 2 percentage points above the regular corporate
rate. This translates, for both corporate and individual tax-
payers, into a 52.8% limit for 1975, a 50.4% limit for 1976,
and a 50% limit thereafter.

Unlike corporations, however, individual taxpayers
are taxed at progressive rates ranging from 14% to 70%. The
limitation imposed by §907(a) therefore can be unduly generous
to individual taxpayers in brackets below the corporate tax
rate and unfair to individual taxpayers in brackets above the
corporate tax rate. The Senate Pinance Committee Report on the
Tax Reform Act of 1976, Sen. Rep. 94-938, 94th Cong., 2d Sess.
(1976), illustrates this point with the following example at
251:

¢ & + Por example, if an individual has a

high effective rate of tax (in excess of

the corporate rate), his disallowed foreign

tax credit will cause him to pay U.S. tax

on his foreign extraction income, while a

corporation would owe no U.S. tax. ‘

Section 1035(d) would amend §907(b) of the Code in
case of individual taxpayers to provide that the above-des-
cribed limits in §907(a) would not apply and a new limitation
would apply. As explained at 251 of the Committee Report --

The committee amendment provides that the

allowable foreign tax credit on foreign
oil and gas extraction income is to equal
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the average U.S. effective rate of tax on
that inccme. Thus, in any case there
will be sufficient tax credits to offset
the U.S. tax on the foreign oil and gas
extraction income but no excess credits
to offset U.S. tax on other foreign
source income. The committee amendment
achieves this result by limiting the tax-
payer to a separate overall foreign tax
credit limitation for foreign oil and gas
extraction income. . . . [Sen. Rep. 94-
938, 94th Cong., 2d Sess. (1976)]}

Section 1035(d) therefore is designed to fully and

fairly accomplish the purpose of §907 when it was added to the

Code by the 1975 Tax Reduction Act. The §907 rules with re-

spect to corporations would not be changed.

i S Ul

July 20, 1976 hn S. Nolan

iller & Chevalier
ashington, D. C.
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OUTLINE OF MAJOR POINTS

Testimony of William Mayberry
Executive Director of the Offshore Marine Service Association

SECTION 1024(a) of H.R. 10612

I urge the adoption of that portion of section 1024 (a)
of H.R. 10612, which exempts income derived overseas from
the transportation of men and supplies from a point onshore
to offshore locations on the continental shelf from the
Subpart F provisions of the Code for the following reasons:

1. The members of the Offshore Marine Service Associ-
ation (OMSA) are not "tax exempt®™. They pay income taxes
co virtually every foreign country which they operate.

2. OMSA members do not generally transport persons or
property from a port in one country to a port in a different
country. Thus, such operations do not constitute "foreign
commerce” as that term is generally understood.

3. The vessel-owning members of OMSA provide their
services to unrelated parties. The rendition of services
to unrelated persons does not constitute a "base company”
operation of the type at which the Subpart F provisions of
the Code are directed.

4. Exempting the foreign affiliates of OMSA members
from current taxation under Subpart F is necessary to allow
the United States vessel-owning members of OX4SA to corpete
on an equal basis with foreign-owned operaticns which pro-

vide similar services throughout the world.
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WRITTEN SUBMISSION

of William Mayberry
Executive Director of Offshore Marine Service Association

SECTION 1024 (a)

Foreign Base Company Shipping Income
Continental Shelf Exception

My name is William Mayberry and I am the Executive Dir-
ector of the Offshore Marine Service Association (OMSA).
This association was founded in 1957 and today has a member-
ship of seventy United States vessel-owning companies located
in several states throughout the United States. These mem-
ber companies of OMSA own and operate approximately 1,500
vessels providing =upport services to the offshore exploration
industry domestically as well as overseas. The majority of
OMSA's vessel-owning membership comes from the states of Cali-
fornia, Texas, Louisiana, Mississippi, Alabama, Florida and
Massachusetts. These member companies currently have under
construction some 124 new vessels costing hundreds of millions
of dollars which are being built throughout the United States,
including the states named above and the State of Washington.
Equipment to construct these vessels is manufactured in many
states, notably Wisconsin and Illinois. Our member companies,
both large and small, have a vital interest in the Tax Reform
Act of 1976 which is presently before your Committee.

Specifically, we urge the adoption of the special exclu-
sion, congained in section 1024 (a) of H.R. 10612 as reported

by this Committee, for foreign base company shipping income:
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®.c..derived from the transportation of

men and supplies from a point im a foreign
country to a point on the continental shelf
of such couantry or the continental shelf ad-
jacent to the continental shelf of such coun-
try."”

This exclusion would relieve the offshore vessel service
industry from current taxation by the United States under
Subpart P of the Code of certain undistributed income of for-
eign affiliates. This provision is necessary to allow the
United States-owned companies engaged in this industry to
continue to compete abroad.

The vessel-owning members-of our Association furnish
transportation and supply services to unrelaced oil companies
and drilling contractors engaged in evploring for, developing
and producing oil or gas in offshore locations throughoﬁt the
world. We are in direct competiticn with a growing number of
foreign-owned companies which stand ready to perform these
functions if American firms are no longer able to conpete with
them on an equal basis.

As I will explain in greater detail later, the foreign
subsidiaries of the members of our industry, should not be
categorized as “"tax-haven®" operations and subjected to current
United States tax under the Subpart P provisions. The members
of our Association pay foreign income taxes to virtually every
foreign country in which we operate. Moreover, the vessel-

owning members of OMSA render their services to unrelated
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parties, and, therefore, their foreign subsidiaries are
not "base companies®” (which deal with related entities)
of the type at which the Subpart P "sales" and "services"
provisions are directed.

The Tax Reduction Act of 1975 imposed a current tax
on United States shareholders of'foreign subsidiaries de-
riving income from the use of any aircraft or vessel in
"foreign commerce®”. Prior to that legislation, all ship-
ping income of controlled foreign corporations was speci-
fically exempted from current taxation under the Subpart
F provisions of the Code. Whether this change is in the
best long-term interest of the United States is certainly
debatable, since it applies only to the United States
owners of foreign flag vessels, thercby making them non-
competitive with foreign-owned shipping companies. What-
ever the merits of that provision, it is clear that the
offshore explorat:. vessel support industry was accident-
ally "caught” in the legislative net.

The “shipping income" amendment to the Subpart F pro-
visions in the Tax Reduction Act of 1975 was obviously aimed
at "shipping corporations,operating on the high seas" which
paid little or no tax to any country. As described in the
House Ways and Means Conunittee Report acconpanying H.R. 17488
(which was the first bill in which that provision appeared),

this total excwmption from tax “resu'ts because most countries
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{including the United States) do not tax the profits from
shipping into and out of their ports, and most shipping
corporations are based and incorporated in countries which
do not tax forcign shipping operations®”. This is simply
not the case in our industry. American-owned offshore
service companies are not exempt from foreign tax. Affil-
iates and subsidiaries of our members pay foreign tax in
virtually every foreign rountry in which they operate.

Allow me to describe briefly the general organization
of the members of our Association and the manner in which
their operations in foreign countries are ccnducted. Vessels
utilized by our offshore service companies are generally
based in a specific foreign area for a period of years. The
vessels are usually operated out. of foreign countries on the
continental shelves off which the offshore installations are
located. The vessels are operated by controlled foreign sub-
sidiaries incorporated under the laws of or registered to do
business in those foreign countries. Indeed such local incor-
poration or registration of the operating entities is gener-
ally a condition precedent to being permitted to operate there.
The operating companies are thus subject to the laws of the
foreign countries including their tax laws. In order to per-
mit these vessels to be transferred from one area to another

and to avoid the practical and legal problems which would be
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involved in registering the vessels locally, such vessels
are usually chartered by another foreign affiliate of the
offshore service company to the ultimate customer (e.g.,
the oil company or the drilling contractor). A separate
contract is entercd into simultaneously with the "local*
subsidiary of the offshore service company to opcrate the
vessel.

The members of our association are United States-
owned companies who must compcte with foreign-owned coun-
terparts. Prior to the adoption of the Tax Reduction Act
of 1975, United States tax was deferred with respect to
shipping incore (both charter income and operating income
of foreicon subsidiaries) of foreign affiliates. Those
provisions permitted the United States-owned offshore ser-
vice companies to compete with foreign-owned vessels and
foreign-owned operators throughout the world because the
tax burden on the foreign-owned companies and the American-
owned companies was the same. I submit that without re-
instituting the deferral of United States tax fo; this
industry, United States-owned offshore service companies
will no longer be able to compete abroad because of the
increased burden.

This industry is extremely comnetitive and investment

decisiors will be responsive to the increased United States

74-620 O - 76 -- 14
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tax burden. Since only United States owners of foreign
fiag ships will be taxed it will be uneconomic for United
States firms to own such vessels. Foreigners will be able
to continue to operate their vessels and only pay current
taxes to the local country in which the operations are con-
ducted. Consequently, the foreigners will be able to real-
ize a greater after-tax profit on identical operations.
Obviously, they can and would underbid the American-owned
companies and would eventually become the owners and opera-
tors of all the vessels engaged in this industry. This
change in ownership will bencfit neither the United States
Treasury nor American industry.

As generally understood, "foreign comrerce” involves
the trancsportation of persons and property vctween ports in
different countries. This is not the function of the vessel-
owning member companies of this Associatica. Normally, O!NSA
members transport men and materials only from a point onshore
to a drilling rig or production platform located on the con-
tinental shelf of the same country. Occasionally, there will
be transportation of raterials and supplies to a location on
the same gecographic shelf which may be legally a part of the
territory of an adjacent country. This is certainly not the
type of "foreign corcierce”™ at which the foreign base corpany
shipping income provisions of the Tax Ralduction Act of 1975

were directed.



Tou

207

In its statement issucd on June 15, 1976, the Treasury
Department did not oppose this amendment. However, in its
statement issued on July 20, 1976, the 7reasury opposed
this amendment on the grounds thet the income derived by
offshore supply vessels is "traditional base campany income.*
This is not true. Traditional base company income requires
two elements:

(1) The corporation's business must be conducted
outside the country of incorporation and
(2) Sales or purchases must be to or from a
related party or services must be rendered
for on or behalf of a related party.
The Treasury's opposition to this amendment is based solely
on the first criterion. Their position is simply incorrect.
A controlled foreign corporation which renders services (other
than shipping) to unrelated parties outside its country of in-

corporation does not have "Subpart P" income. Such income is

not "base company® income because there is no related party
involved. The vessel-owning members of the Offshore Marine
Service Association do not render services to related parties.
Their services are rendered to oil companies and drilling con-
tractors who are completely unrelated to the vessel-owning and
operating companies, and, conscquently, their income is not

*traditinnal tace compaay incrme,”
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Moreover, the Treasury Department has used an unfair
and inaccurate example to butress its position by claiming
that:

“the exclusion would permit foreign supply

vessels to service rigs located on the conti-

nental shelf of the U, S, without paying

U. s, tax.*"
In the first place, supplying an offshore drilling rig on the
U. S. continental shelf from a port in the United States is
“coastwise trade" under the Jones Act, and, consequently,
foreign flag vessels may not perform such services. Although
it is theoretically possible for a foreign flag vessel to
supply a location on the U. S. continental shelf from a foreign
port, as a practical matter, such operations are unfeasible.
To the best of my knowledge there are no continuous operations
of this type. Thus, the Treasury Department is describing a
factual situation which simply does not exist.

More importantly, even if a foreign flag vessel could
supply offshore locations on the U. S. continental shelf, under
current law only a United States shareholder of a foreign
corporation owning the vessel would be taxed. The United
States would not tax either the foreign corporation owning the
vessel or a foreign shareholder of such a corporation. It is
preciscly this competitive disadvantage crecated by current

law which would e corrected by this amencment. For the
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Treasury Department to cite this example in order to deny
relief to United States owners of foreign corporations en-
gaged in servicing offshore installations is completely
misleading. Actually, the Treasury's example demonstrates
that this amendment is necessary to allow American firms
to compete with foreign-owned firms on an equal basis.

I respectfully submit that exempting the transportation
of men and supplies from a point onshore to a point on the
continental shelf or adjacent qontinental shelf from the
definition of "foreign commerce® in the Subpart F shipping
provisions is necessary to permit American-owned offshore
service companies to continue to compete abroad. Normally,
the foreign affiliates of our vessel-owning members render
gervices only to unrelated persons and, therefore, are not
subject to tax under the “"foreign base company services income"®
provisions of Subpart F. Our operations are not tax exempt
abroad. Therefore, our operations are not of the type at
which any of the Subpart P provisions were directed. Thuis
amendment is necessary to allow American-owned firms to
continue to participate in this vital industry which is of
growing importance in connection with supplying the energy

needs of tiec United States.
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STATEMENT OF D. CHASE TROXELL
ON BEHALF oOF
FRANK A. AUGSBURY, JR. AND FRANK A. AUGSBURY, III

SUMMARY OF PRINCIPAL POINTS

Tax Reduction Act of 1975 contains a provision under which
shipping income of a foreign corporation is taxed directly
to its U.S. shareholders except to the extent plowed back
into ships.

1975 Act provision was aired at tax haven, flag-of-convenience
shipping controlled by U.S. corporations but also affects Hall
Corporation Shipping Ltd., a Canadian company owned by U.S.
individuals. Hall -

a. is incorporated in Canada because Canadian
law requires local incorporation and regis-
tration of ships:
b. is subject to Canadian tax on worldwide income:
c. pays U.S.-scale wages to its crews, who are
unionized; and
d. is not affiliated with any U.S. business or-
B ganization,
If no relief is granted, this family business is likely to
be destroyed.

Full disclosure of identities of interested parties was
made to Ways and Means, Finance and Joint Committee staff.

Proposal was examined by Joint Committee and discussed
by both Congressional Committees at some length in open
executive sessions.
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STATEMENT ON BEHALP OF FRANK A. AUGSBURY, JR.
AND FRANK A. AUGSBURY, III

This statement is made by Chase Troxell, a part-
ner in the law firm of Burke & Burke, Daniels, Leighton &
Reid, New York City, on behalf of Prank A. Augsbury, Jr. of
Ogdensburg, New York, and his immediate family, who own all
of the stock of Hall Corporation Shipping Ltd. of Montreal.

* ® 4

I. General Nature of Problem

Section 602 of the Tax Reduction Act of 1975 a-
mended Subpart F of the Code in such a way as to cause ship~
ping income earned by a controlled foreign corporation to
be taxed currently to U.S. shareholders as if declared as
a dividend, except to the extent that the foreign corpora-
tion spends the income fcr additional ships or repays mort-
gage loans on its existing fleet.

The Conference Committee Report* states that the
intent was to repeal prior law "which permits a deferral
of U.S. tax for shipping income received by a foreign subsidi-
ary of a U.S. corporation.® The provision was in fact aimed
at "flag of convenience" fleets - ships owned by foreign sub-
sidiaries of U.S. corporations incorporated in such tax haven
countries as Bermuda and the Bahamas and registered in such
countries as Liberia and Panama, chips that are operated as
integral parts of U.S.-controlled international businesses,
ships that could be operated by U.S. corporations, under U.S.
flag and with U.S. seamen but are instead operated under
foreign flag and ownership by low-wage foreign crews.

The provision was, however, written so broadly
that it has exactly the same tax impact on Hall Corpora-
tion, a Canadian corporation which can only operate as a
Canadian corporation with Canadian-flag ships; which is
subject to tax by Canada on its world-wide income; which
pays American-scale wages to its crews; and which is owned
by U.S. individuals and is not part of a multinational
combine in any sense.

¥~ The provision was not in either the House or Senate version
of the Tax Reduction Act of 1975 but was added by the Con-
ference Committee. Consequently no reference to it ap-
pears in either the House or Senate Committee Report.
For fuller discussion please see Part VIII (G) below.
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II. Requirement of Canadian Incorporation and Registry

Few people outside the shipping industry have ever
heard the term "cabotage."™ It means coasting, carrying pas-
sengers or goods between points within a single country.

Many countries have cabotage laws which restrict
the coasting trade to vessels which are registered in that
country and which are owned by citizens or corporations of
that country.

The United States has had a cabotage law since 1920.
No foreign ship can pick up goods in New Orleans and deliver
them to Baltimore, for example,

Canada has a cabotage law toc, forbidding, for
example, an American ship from carrying goods between Montreal
and Toronto. Only Canadian-flag ships owned by Canadian cor-
porations or Canadian or other British Commonwealth citizens
may do so. Consequently, if an American wants to engage in
that trade he must do so through a Canadian corporation.

Hall Corporation Shipping Ltd. is a Canadian com-
pany headquartered in Montreal which ships grain, ore, coal
and petroleum products on the St. Lawrence River and the Great
Lakes. It is wholly owned by one American family, the Augs-
bury family who live in the small St. Lawrence valley city
of Ogdensburg, New York, and who have owned the company
since it was formed fifty years ago.

About 70% of Hall's income comes from coasting in
Canada. The remaining 30% is from shipping goods - primar-
ily Labrador iron ore - between Canada and the U.S. Since
each of Hall's ships carns a significant part of its income
from coasting, each must be registered in Canada and owned
by a Canadian corporation.

III., Absence of Wage or Tax Avoidance Motivation

Hall is not avoiding high labor costs or taxes by
being Canadian. 1Its crewmen are all members of the Seafarers
International Union of Canada, AFL/CIO, whose wage rates are
very comparable to U.S. union rates. Moreover, all of its
worldwide income is subject to Canadian tax at rates compar-
able to ours.

IV. Independence of Operation.

Hall is not part of a multinational group. It
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is owned by members of one family rather than by a U.S. cor-
poration and all of its trade is with unrelated persons.

Hall is, therefore, not the sort of runaway opera-
tion which, we believe, the shipping income provision of
the Tax Reduction Act of 1975 was aimed at. Nevertheless,
under the Tax Reduction Act, Hall is treated no different
from the offsho-e oil company subsidiary that runs Liberian-
flag tankers from the Persian Gulf or the Caribbean to U0.S.
refineries--companies which could be incorporated in the
U.S. and operate U.S.-flag ships with U.S. crews but choose

V. Effect of Tax Reduction Act of 1975

The stockholders of Hall received a ruling from
the Internal Revenue Service in December 1975 that any
shipping income it earns in 1976 will not be Subpart P in-
come because Hall was not formed or availed of to avoid
tax. The rulirng was issued under a general escape-valve
section which was part of the original Subpart P when it
was enacted in 1962.

If it were not for the ruling, the effect of the
shipping income provision would be this: Hall would either
have to pay out most of its income as dividends in order
to enable the Augsburys to pay U.S. and State income taxes
or purchase additional shipping, whether or not econonmic
conditions justified such purchases.

The dividend alternative would strip the company
of working capital.

The reinvestment alternative is impractical for
two main reasons:

1. Strikes, collisions, weather along the St. Law-
rence and in grain-growing areas of Canada and governmental
actions, as well as rises and falls in the general econoay,
make profits very unpredictable. An independent shipping
company like Hall, which carries spot cargoes when and as
available rather than operating ships under long-tera char-
ters to substantial shippers, cannot project profits at the
beginning of a year with anything like the certainty of a
manufacturing company, so it cannot hope to time ship pur-
chases, which must be committed for long before delivery
dates, in such a way as to match profits.

2. The purchase of shipping depends not only on the
availability of current cash flow but also the availability
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of loans and shipyard berths and in many cases the concurrence
of existing creditors and the host government.

As a practical matter, if not amended, the Tax Re-
duction Act would either force the sale of Hall to foreign
interests or gradually drive the company out of business.

The ruling saves Hall from this result for 1976,
and ve would hope that the Service would renew the ruling
from year to year. However, our situation is so completely
free of tax-avoidance and fair wage-avoidance motives that we
feel justified in asking Congress to exempt us by statute from
Subpart F.

VI. Effect of Section 1024 of Tax Reform Act of 1976

Section 1024 of the Tax Reform Act* would give sub-
stantial relief since it provides that income from the coast-
ing trade and, according to discussion on the floor of House
when it debated the Act, also from the sale of ships to the
extent that they have been engaged in that trade, is not “"fo-
reign base company shipping income.® However, it does not
remove from that category the income that Hall's ships derive
from carrying goods between Canada and the U.S., and we feel
that this income too should be exempt because:

1. No ship may operate in the U.S.-Canada trade
under U.S. flag and ownership unless the ship is taken out
of the Canadian coasting trade, since Canada bars the coast-
ing trade to non-Canadian vessels.

2. Taking any ship out of the Canadian coasting
trade would deprive it of such a large amount of business
that it could not come close to operating profitably unl-:ss
some new source of business were substituted.

3. None of Hall's ships could coast in the United
States because coasting here is forbidden to foreign-built
ships.

4. Ships such as Hall's fleet of dry-cargo ves-
sels (called "lakers"), which are designed for the Great Lakes
and the St. Lawrence River service, are shallow-draught and
of reduced strength criteria and therefore cannot operate

* Section 1024 of the House bill was directed at our situa-
tion alone. Section 1024 of the Senate bill covers three
different situations, ours and two others which do not
concern Hall.
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in the open ocean. Because of their small size (5,000 to
12,000 deadweight tons), its tankers are limited to distribu-
tion of refined products from local refinerjies on the lakes
and river. They are not economically viable for ocean opera-
tion, where tankers ten or twenty times their size are common-
place and even larger tankers are not unusual.

5. There is not enough Canada-U.S. business avail-
able in the St. Lawrence-Great Lakes for an independent fleet
to operate in that trade alone.

As a result, Hall can only operate as it now oper-
ates, and, if the present version of section 1024 is enacted,
almost a third of Hall's income will be Subpart F income re-
gardless of the fact that it must be Canadian and is not
avoiding taxes or unionization by being so.

We feel that Congress did not have our type of busi-
ness in mind when it passed the Tax Reduction Act and that the
relief provided in H.R. 10612 does not up until this point
protect us adeguately from the unintended harm that the Tax
Reduction Act will do to us.

VII. Relief Requested

It is requested that the present version of section
1024 be modified to exempt from "foreign base company shipping
income®" any income derived from the operation or sale of ships
which engage, regularly and to a substantial extent, in the
coasting trade within a foreign country if the laws of that
country prohibit ships owned by U.S. corporations and citizens
from engaging in that trade.

Not a single job which an American seaman could fill
would be lost through such an exemption and any revenue loss
would be temporary and miniscule. It would, on the other
hand, avoid the needless and, we believe, unintended destruc-
tion of a major family business which has benefited people
on both sides of our northern border for 50 years.

VIII. Procedure Followed in Requesting Relief

Certain members of the Senate have objected to the
fact that the Tax Reform Act contains many provisions, appli-
cable to only one or a few taxpayers, which were slipped into
the bill with little or no notice or opportunity for analysis
and evaluation.

The relief provision Hall has asked for applies,
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we believe, to Hall and the Augsbury family only. We have
never in any way attempted to make a secret of that fact but
have, on the contrary, stated it orally and in writing to the
House Ways and Means Committee, the Senate Finance Coummittee
and the Staff of the Joint Committee on Internal Revenue Taxa-
tion. Moreover both Committees have discussed the provision
at some length and the Staff of the Joint Committee has stud-
ied it in detail.

A summary of the procedural steps taken follows.

A. Ways and Means Committee Hearings

On July 24, 1975, I made an oral statement before
the Ways and Means Committee. In that statement, and in the
written statement which I submitted at that time, I identi-
fied my clients by name and address and stated that the re-
lief requested would probably affect only thenm.

The transcript of that hearing shows that the
Acting Chairman proposed to the Committee that our re-
quest be referred to the Staff of the Joint Committee on
Internal Revenue Taxation and that his recommendation was
supported by Committee members from both parties.

B. Joint Committee Inquiry

Oour request was considered by the Staff of the
Joint Committee during the summer of 1975. I had personal
and telephone conversations with Staff members during that
period and submitted data on Hall Corporation as well as
proposals, ideas and arguments. There was no misapprehen-
sion on the Staff's part either as to whom I represented,
what I sought or why I sought it.

The Staff made recommendations to the Ways and
Means Committee when thLz Committee met in executive session
in September and October 1975 to adopt the Tax Reform Bill.

C. Ways and Means Committee Decisions

The Committee adopted the viewpoint recommended
by the Staff of the Joint Committee, in effect approving
our request in part but not in full, and the provision be-
came Section 1024 of the Committee bill. The House passed
the bill as proposed by the Committee.

D. House Debate

The provision was the subject of a brief colloguy
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on the floor of the House between the Chairman of the Ways
and Means Committee and a ranking minority memoer. The col-
loguy, which clarified an ambiguity in the provision, men-
tioned that the provision affected a particular Canadian
corporation and its U.S. shareholders.

E. Finance Committee

When this Committee began consideration of the
Tax Reform Act, I submitted a written statement to the
Committee requesting the same relief that I had requested
of the Ways and Means Committee. I also requested the op-
portunity to address the Committee, but that request was
denied. In both the written statement and the request for
leave to address the Committee, I identified my clients
by name and address.

Our proposal was discussed by the Committee in
executive session for perhaps 10 minutes, and the views
of the Joint Committee Staff were requested and given.

The Committee then approved the same partial relief as the
House had and, though the wording of the applicable parts
of Section 1024 of the Finance Committee bill differs from
that of the House bill, to my mind the two bills mean
exactly the same thing.

F. Conclusion

We believe that we have been completely candid
and open with the Congress in requesting relief. We also
believe that our proposal was thoroughly examined by an
unbiased, expert body, the Staff of the Joint Committee.
It was also discussed at some length by both the Ways and
Means Committee and this Committee in executive sessions,

G. Postscript Regarding Congressional Procedure in Enact-
1ng the Tax Reduction Act of 19/5

We would like to point out that the provision
from which we have been seeking relief became part of the
Tax Reduction Act of 1975 only in the Conference Commit-
tee. The concept was not considered by the Ways and Means
Committee during its deliberations on the bill and was not
part of the bill adopted by the House. Similarly, it was not
considered by the Finance Committee.

On the floor of the Senate, an amendment to
the Senate bill was adopted under which all net income
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of all controlled foreign corporations would be taxed

as dividends to their U.S. shareholders; however, the
amendment was a general one and did not apply particu-
larly to the shipping industry. It applied to all busi-
ness: finance, manufacturing, insurance, service, utili-
ties, transportation, everything.

In the Conference Committee, the Senate floor
amendment was eliminated and the particular provision in-
volved here, that is, the provision applying to shipping
alone, was adopted. The first notice to the public that
there was a possibility that this provision would become
part of the Tax Reduction Act of 1975 came after the Con-
ference Committee had agreed on the provision and the House
and Senate had by voice vote approved the Act and sent it
to the President for signature.

The members who spoke on the floor on June 29 are
unquestionably right in saying that special interest tax leg-
islation should not be passed without adequate disclosure to
and consideration by Congress, but at the same time we feel
that Congress should not pass tax legislation without giving
citizens any opportunity whatsoever to be heard and to demon-
strate that a particular piece of legislation is unfair and
would have an unintended and disastrous effect on many of
them, a few of them or even just one of them.
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SENATE FINANCE COMMITTEE

HEARINGS ON CERTAIN COMMITTEE TAX PROVISIONS

STATEMENT SUBMITTED

on
SECTIONS 1031 - 1032
BY FREEPORT MINERALS COMPANY

161 E. 42nd Street
New York, New York 10017

Repeal of Per Country Limitation

and

Recapture of Foreign Losses

MINING COMPANY TRANSITION RULE

(Finance Committee Minor Modification to
Provision Contained In House-Passed
H.R. 10612)

Dated July 20, 1976

4-6200-76--15
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PREEPORT MINERALS COMPANY

Repeal of Per Country Limitation

and

Recapture of Foreign Losses

MINING COMPANY TRANSITION RULE

SECTIONS 1031 - 1032

t & & & & 8 & &

Summary of Principal Points
Contained In Statement

Reliance on Present Rules Justified

Per country limitation is more appropriate for "pure®
mining companies than overall limitation. Mining
companies must go where the minerals are.

Stable Tax Climate Important

Overseas mining projects of U.S. based companies have
traditionally depended heavily on funds borrowed from
consortiums of multi-national lenders; required long
lead time, usually five years or more, from date of
initial development until production at design rates
is achieved and therefore need a stable tax climate
in their early stages of life.

Reason and Fair Play 1s Basis For Transition Rule

FOUR:

A rule of reason and fair play suggests that a Mining
Company Transition Rule of the type adopted by the
Senate Finance Committee should be provided for

newly established overseas mining ventures which have
yet to demonstrate the ability to earn a profit on

a consistent basis and have recently committed
substantial additional capital (say in excess of
$1,000,000) to reach design capacity.

Revenue Impact Is Minor

The revenue impact of this limited mining company
trangsition rule should not exceed $2,500,000 per
year during the three-year transition period (1976~
1979) and a portion or all of this amount will in
all likelihood be recovered in later years under
the Committee's per country loss recapture
provision which is applicable to these projects.
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FREEPORT MINERALS COMPANY
W. J. BYRNE, JR

STATEMENT PRESENTED
10
SENATE PINANCE COMMITTEE
HEARINGS ON SECTIONS 1031 AND 1032

HR 10612
Mining Company Transition Rule

My name is William J. Byrne, Jr. I am Vice President and Treasurer
of Freeport Minerals Company, a domestic producer of fertiliter products
and, through domestic subsidiaries, a producer of copper concentrates in
Irian Jaya, Indonesia and a partic:pant in a nickel and cobalt joint
venture in Queensland, Australia.

I am pleased to have the opportunity to appear before your
Committee to speak in favor of the Mining Company Transition Rile,
which you have seen fit to include in Sections 1031 and 1032 of KR 10612.
These Sections repeal the per country foreign tax credit limitation
generally effective for taxable years beginning after December 31, 1975
and require the "recapture” of foreign losses again generally effective
for taxable years beginning after December 31, 197S5.

Accompanying me today is Mr. Dennis Bedell of the Washington law
firm of Miller & Chevalier.

HOUSE DECISION
Per Country Limitation

The House passed bill provides a transition rule whereby certain
mining projects can continue to use the per country method of computiag
the foreign tax credit limitation for three years. Specifically the
House passed bill permits certain recently-established mining projects,
where substantial investments of capital had been committed under the
assumpticn that the foreign tax credit could be computed under the

per country limitation, to avail themselves of this transition rule.
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A domestic corporationm to be eligible to benefit from this
transitioa rule would, as of October 1, 1975, have to meet all of the
following conditions:

1. Been engaged in the active conduct of the aining of

hard minerals for less than five years; and

2. Had losses from the aining activity in at least two of

the five years; and

3. Derived 808 or more if its gross receipts from the date

of its incorporation from the sale of its mined minerals;
and

4. Made commitments for substantial expansion of its mining

activities.
Recapture of Poreign Losses

The House passed bill imposes, in the case of newly established
mining ventures which qualify for the three yesar per country transition
rule, a requirement that any foreign losses generated in taxable years
beginning after December 31, 1975 be "recaptured™. The “recapture®
however was on & per country basis only during the three year
transition period. However if these losses were not fully
“"recaptured” on a per country basis by the end of the three year
transition period, all losses not s0 "recaptured® were to be immediately
“recaptured” on an over-all foreign tax credit basis.

SENATE PINANCE COMMITTEE DECISION

Per Country Limitation

Agreed to House passed version.

Recapture of Foreign Losses

Agreed to House passed version except the Senate Finance Committes
decision requires that foreign losses generated during the three year
transition period be "recaptured® only on a per country foreign tax
credit basis in future years.

DETAILED STATEMENT
Freeport Minerals respectfully submits that the transition rule for
llnlng companies provided by the Senate Pinance Committee pursuant io
its decision to repeal the per country foreign tax credit limitatioa .
is essential to assure equitable tax treatment for those mining
companies which have relied in good faith on the present lawv and
which have, as & result of that reliance, recently made substantial
financial commitments to the development of new sources o{ minerals

for our industrial society.
N
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Basis for the Per Country Method in the Present law

The per country limitation has been a part of our tax laws since 1954.
Ia 1960, vhen taxpayers were granted the ability to choose alternative
limitations on the foreignm tax credit, the pertineat coammittee reports
recognized the appropriateness of the per country limitation for certai:s
types of business operations by stating:

*on the other hand it is recognized that

in some cases taxpayers may think of their
businesses in various foreigm countries

as separate ventures. This, of course, is
especially likely when a company begins

in a different foreign foreign country & business
which is risky and which is likely to result

in losses at least for an initial period of
years. In such cases the company is more

likely to think of such a business as being
separate and apart from its other more stable
operations in other foreign countries. It seems
appropriate in such cases to permit taxpayers

to use the per country limitation, thus for

tax purposes treating each as a separate
operation.”

The Per Country Method is Particularly Appropriate for
Mining Companies

The foreign mineral operations of U.S. mining companies clearly fit the
description of the types of business operations for which use of the per
country limitation was deemed by Congress to be appropriate. The case of
Preeport Minerals Company provides a specific illustration.

Preeport is p}osontly involved in a nickel venture in Australia and a
copper venture in Indonesia. Freeport's Australian nickel venture
involves total capital costs in excess of $350,000,000 while the
Indonesian venture has required a total capital cost in excess of
$200,000,000. Both projects have been separately financed by
international lending consortia. Each project is expected to service
its debt from its own earnings, and the sales price of the output for
each project is directly related to the world price of the

particular mineral, and in the case of each venture, all sales are
made to independent third parties.

With respect to the lead time required to bring these ventures into
production, it should be noted that while the first development
expenses for the Australian venture were incurred in 1969, sales

of mineral products were not made until 1975. Although the Indonesian
copper project was commenced in April 1967, first ore conceantrate
shipments did not begin until December, 1972.
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As regards pre-productioa and operating losses, the Australiam nickel
project has recorded tax losses in all years to date, i.s., June 30, 1976,
and expects to record a tax loss for its fiscal year eaded June 30, 1977.
Ia short, the tax losses from Preeport's Australian nickel venture,

which at present substantially exceed its taxable income from its
Indonesian copper mining project, cam be expected to continue uatil

the price of nickel rises from its curreant depressed level.

Purthermore, these operations were undertakems im a context of historical
and continuing wvorld-wide volatility of natural resources prices, receamt
and coatinuing wvorld-wide violent currency fluctuations, and unprecendented
recent and continuing high rates of inflation. As 2 result, the existence
of the per country limitation, which would assure the stable tax climate
necessary for bringing projects of this magnitude through the lengthy
early stages of development, constituted a major factor im the decisions
by both the company and the lenders to proceed with these projects.

In viev of the fact that the per country method has been available since
1954, and in view of the particular suitability of this foreign tax

credit limitation to the practical realities of foreign mineral operations,
there appeared to be little reason to expect that this limitation could not
continue to be available. Preeport, therefore, moved forward with the
large capital commitments required to secure the nev reserves of

industrial minerals which these projects could provide and included in

the necessary preliminary feasibility studies the assumption that the

per country n;thod of computing the foreign tax credit would be

available in determining the amount of fuands available to repay borrowad
capital.

Repeal of the Per Country Method Regquires an Eqguitable

Limited Transition Rule

The Senate Finance Committee has recognized that repeal of the per
country limitation represents an abrupt change in long-standing tax
policy which requires a degree of equitable relief for those most
adversely affected by reliance on previous policy. While repeal of-
the per country limitation will undoubtedly inhibit prospective
investaent in foreign mineral ventures, the most severe impact will
be felt by existing, newly established overseas mining veatures which
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have yet to demonstrate the ability to eara a profit on a consisteat
basis and vhich have recently committed substantial additional capital
(i.e., in excess of $1,000,000) to reach design capacity and commercial
viability. The Senate Finance Committee has therefore provided a limited
and reasonable transition period in which companies with existing projects
in this category can restructure their financial operations without
placing such projects in undue jeopardy.

Revenue Impact of the Transition Rule

The revenue impact of the limited mining companies transition rule
provided by the Senate Finance committee should not exceed $§2,500,000
per year during the three y~ar transition period (1976-1979) and a
portion or all of this amount will in all likelihood be recovered in
later years under the Committee's per country loss recapture

provision which is applicable to these projects.

The rationale supporting a limited transition rule for mining companies

is not dependent upon or related to the Possessions exception which

is also included in Sections 1031-1032 of the Bill. By far the major
part of the revenue loss of $32 million reported in the press, if correct,

is related to the Possessions exception.
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PPG INDUSTRIES, INCJONE GATEWAY CENTER/PITTSBURGH, PENNSYLVANIA 15222/AREA 412/434-2885

Tax Ademi Lo
T. J. Sheil
July 19, 1976 Director of Taxes

The Honorable Russell B. Long, Chairman
Senate Finance Committee

Room 2227, Dirksen Senate Office Building
wWashington, D.C. 20510

Dear Senator Loung:

Attached is statement on behalf of PPG Industries, Inc. in coanection with
the pending Tax Reform Bill of 1976.

Following is & summary of the principal points raised in the statement:

1.) Section 1031 of the Bill repeals the per-country limitation now
contained in Section 904 of the Internal Revenue Code. With respect to
Puerto Rico operations, it has a three year phase-in clause.

2.) Per-country limitation is a valuable option, especially to those
investing in Puerto Rico; it ought not to be repealed.

3.) If it is repealed, then the repeal should not apply to investwents
already made; or, there should be an adequate phase-in period which will
allow those taxpayers relying on the option, sufficient time within which
to adjust to the change in the law.

4.) Charges have appeared in the press to the effect that Section 1031

of the Bill was altered in Committee, at the request of Senator Mike Gravel,
which granted special concessions to PPG Industries, Inc. This is just

not so.

Yours very truly,
77'

1 -
Theus J. Sheil
Director of Taxes

TJS:1f

Attachment
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Tar AQm r el r o cepariment
T. J. Sheil
Director of Taxes

TO: THE SitiiE FLiwE o »MITTEE

My asme 18 T. J. Sheil and I &m Director of Taxes for PPG lnuustries,
inc. I um accompanied by jonn D. Lufie, ldax Man. ger for FPG Iindustries, Inc.
Th.s statemcat 1s directed at Secticn 1031 of tne Tax Reform Bill of
1976, as reported by the Scnate Finan.e (ommittee. Section 1031 of the Bill

provides for repeal of the 'per-country limitation" which is now one of the
two options contained in Section 9u4, IRC. The alrernative option is the
"overall limitation"; e:ther option 1mposes & limit on the credit allowed
against U.S. taxes for foreign taxes paid on foreign source income. Except
for tne special status of a corporation operating under Section 931, IRC,
income and taxes emsnating from U.S. possessions and Puerto Rico are governed
by the foreign tax credit provisions of the code.

Section 1031 contains a phase-out of the impact of the repeal of the
""per-country liuitation" with respect to operations in U.S. possessions and
Puerto Rico. It was reported in the press that one or more Senators alleged
that Senator Mike Gravel introduced this part in the Senate Bill on behalf of
PPG Industries, Inc. To set the record straight, Senator Gravel made no
propcsals relating to this subject and PPG had no part in the version of
Section 1031 produced by the Senate Finance Committee. PPG has made representa-

tions to the U.S. Treasury Department and the Joint Committee on Taxation with
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tespect to Section 1031 as it pertained to investment on the Island of
Pusrto Rico.

While the per-country limitation is not actually an incentive, it
doss provide & safety valve for industries {uvesting in Puerto Rico should
such investment result i{n losses. The valve isolates such losses, thus
preventing mitigatiom or elimination of the foreigm tax credit othervise
available to the taxpayer. Absent such relief, the price to be paid for an
unprofitable investment in Puerto Rico is not only the normsl business risk
of operating at a loss but the additional penslty of the elimination of the
foreign tax :redit otherwise available when profits are brought homs from
foreign countries.

Ia the case of PPC Industries, Inc., the decision to favest $200 million
in the Puerto Rican economy was msde under the rules of the game vhich provided
for the "per-country limitation™ and thus protected PPG from the loss of its
toreign tax credit should the investment not prove profitable. Statements
from various sources, in addition to those noted above, have named PPG as
seeking special treatment in this area. Nothing could be further from tne
truth. PPG went to Puerto Rico oa the basis of the Code in existence at the
time. Section 1031 would change the rules after PPG had invested a very
substantial sum of money in Puerto Rico. If this is to be the case, PPG
believes that a phase-in of the rule changes should be allowed in order that
appropriste business decisions concerning existing Puerto Rico investment may
be made without undue harm to the economy of Puerto Rico or the taxpayer.

If Congress should enact Section 1031, we believe that it should only
apply to profits (and losses) derived from investments in Puerto Rico made
subsequent to enactment. This would enable us to consider the jeopardy to

our foreign tax credit when a business decision must be made as to future

investment on the Island.
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It is stated that the proposed changes in parts of the Code are designed
to correct alleged abuses in foreign operations. What abuses exist in Puerto
Rico?! In fact, since 1898 Congress has attempted to encourage economic
development i{n Puerto Rico. What person here considers Puerto Rico to
be "foreign?" Earlier this year, this Committee heard testimony on che
sub ject and concluded that the policy was still valid.

But wvhat about losses?! Of course, no companies are going to Puerto Rico,
or anyvhere else, to generate los.e;. Yet, &8s we know from our own
experience, it can happen with capital intensive industries. If Sectioa 1031

is to be enacted we urge the Committee to provide the safety valve of "per-

country limitation”, or at least a modest phase-out, with respect to operstions

in our possessions and territories.

Thank you.
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STATEMENT SUBMITTED BY
BOISE CASCADE CORPORATION

REGARDING FOREIGN LOSS RECAPTURE PROVISIONS
IN SECTION 1032(c)(2) OF H.R. 10612

SUMYARY

Boise Cascade Corporation ('BCC") holds foreign govern-
ment bonds which were issued years ago when the foreign
governments took over local operating companies owned by
predecessors of BCC. The bonds are presently worth much less
than their face value and tax basis.

If the loss recapture provisions of H.R. 10612 were en-
acted in the form approved by the House, and the bonds became
worthless or were sold after the effective date of :he new
law, BCC's normal foreign tax credit would be severely reduced
for a number of years thereafter.

It seems highly unlikely that the House actually intended
such a result. As passed by the House, the loss recapture
provisions have no application to certain involuntary losses
including "foreign expropriation losses'. Because it is clear
that the potential losses in question here are closely akin
to expropriation losses, it seems virtually certain that the
House would have cxcluded such losses from the coverage of

its bill if it had been aware of the problem when it passed

the bill.
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In an opcn mark-up session on May 14, 1976 Senator
Packwood described the foregoing problem to éhe Financé
Comnittee and identified BCC as the US corporation involved.
In response to that public presentation, the Finance Committee
added Section 1032(c)(2) to the House bill to make the loss
rec pture rules inapplicable to losses incurred on disposi-
tion of foreign government obligations issued before May 14,
1976: in payment for the stock, debt or assets of local
operating companies taken over by the foreign governments.
Because Section 1032(c) (2) avoids a potential unintended
hardship and implements the House's stated purpose of ex-
cluding expropriation-type losses, the amendment should be

retained in the Senate bill.

BACKGROUND FACTS

In 1964 and 1970 agencies of the Chilean and Brazilian
governments issued their bonds to corporate predecessors
of BCC in payment for the stock and debt of foreign utility
companies operating in Chile and Brazil. BCC's predecessors
sold the stock and debt of the local utility companies to
the Chilean and Brazilian governments under an implied or
de facto threat of condemnation.

There is no public market for these foreign government

bonds, but over a period of years, BCC has succeeded in
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sclling some of them at a discount to third parties in
private placcment transactions. On July 2, 1976, BCC sold
all of its remaining Chilean bonds, which had a face value
and tax basis of approximately $61 million, for a total price
of approximately $29.5 million. BCC still holds Brazilian
bonds with a face value and tax basis of approximately

$79 million. 1If BCC is able to dispose of the bonds at a
discount prior to maturity, or if the Brazilian government
defaults on the bonds, the IRS wil} probably treat the re-

sulting loss as a foreign source loss.

EFFECT OF H.R. 10612
WITHOUT A CORRECTIVE AMENDMENT

Section 1032 of H.R. 10612 as passed by the House pro-
vides that if a taxpayer has an "overall foreign loss' in a
taxable year beginning after December 31, 1975, the amount of
that loss will reduce the amount of the taxpayer's otherwise
allowable foreign tax credit in subsequent years. The House
bill does this: in two ways. First, for purposes of calculat-
iﬂg the §904 foreign tax credit limitation, the amount of
foreign source income realized by the taxpayer in subsequent
years is reduced by 50% in each subsequent year until the

aggregate reductions equal the amount of the original overall

74-630 0 - 76 -- 18
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foreign los;. Second, the amount of creditable foreign tax
paid or decmed paid in each such subsequent ycar is also
reduced by 501.*

On an average basis over the last three years, BCC has
realized approximately $16 million of net foreign source in-
come each year (excluding extraordinary items), and has paid
foreign taxes of approximately $4 million each year. If these
levels continue, enactment of H.R. 10612 without a corrective
amendment would reduce BCC's allowable foreign tax credit by
approximately $1.1 million over a seven year period if BCC's
remaining Brazilian bonds were sold later this year at the
same discount rate as the Chilean bonds and the losses on

) **
these sales were treated as foreign source losses.

¥ The second adjustment contained in the House bill has
been eliminated in the Finance Committee bill for reasons
unrelated to BCC's submission.

** In 1976 there would be an overall foreign loss of $56
million ($31.5 million actual loss on sale of Chilean bonds
plus $40.5 million assumed loss on sale of Brazilian bonds,
less $16 million net foreign source income from other trans-
actions). In each of the next seven years, foreign source
income would be reduced by 507 from $16 to $8 million for
purposes of calculating the section 904 limitation. The
limitation would therefore be reduced by 50% each year to
$3.84 million (507 of 48% of $16 million). Thus, in each
year, $160,000 of foreign tax credit would be lost ($4
million tax paid less $3.84 million limitation). The total
loss over scven years would be $1.12 million (7 x $160,000).
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DISCUSSION

The basic concept of the loss recapture provisions is
that "where a loss from foreign operations reduces U.S. tax
on U.S. source income, the tax benefit derived from the
deduction of these losses should, in effect, be recaptured by
the pnited States when the company subsequently derives in-
come from abroad.” H. Rep. No. 94-658, 94th Cong. lst Sess.,
p. 228. However, the concept is not intended to apply to
involuntary foreign losses over which the taxpayer has no
real control. Thus, H.R. 10612 as passed by the House already
provides that foreign expropriation losses and casualty losses
will not be taken into account in determining whether there is
an "overall foreign loss". (See section 904(f) (2) (B) as '
added by section 1032(a) of H.R. 10612).

If the stock or assets of a foreign company are sold to
a foreign government following express or implied threats of
condemnation, and if the government issues its bonds in
payment therefor, any loss realized on subsequent disposition
or worthlessness of those bonds is clearly an involuntary
loss, and it should be so treated for purposes of the new
loss recapture rules. This is particularly true where the
transaction with the foreign government occurred long before

the new loss recapture rules were first proposed, with the
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result that the taxpayer will have a larpge "built-in" loss
on the foreign government bonds when the new rules go into
effect.

As previously stated, Senator Packwood described this
problem and identified BCC's interest in it during a public
Committee mark-up sés;ion on May 14, 1976. 1In response, the
Finance Committee decided to amend the bill by adding the
provisions now contained in Section 1032(c)(2). The Com-
mittee's decision--taken after full public discussion of
the problem--was consistent with the real objectives of

the House bill and should not now be reversed.



241

STATEMENT SUBMITTED BY
SCM CORPORATION
RFGARDING FOREIGN LOSS RECAPTURE PROVISIONS
IN SECTION 1032(c)(3) of H.R. 10612

SUMMARY

SCM is a Fortune 500 U.S. company which is engaged in
the production and sale of chemicals and coatings, paper,
foods, and consumer and office products. It has some 45 for-
eign subsidiaries operating in 21 foreign countries through-
out the world.

Because of declining demand resulting from the European
economic recession, SCM was recently forced to sell its French
paint business. The French subsidiary's operating assets were
disposed of and the operations were terminated. SCM incurred
a substantial loss on its investment. The Company is now faced
with deciding whether it should continue certain of its foreign
operations which have also been experiencing difficulties. As
a result of operating losses which have not been deducted in
SCM's U.S. tax returns, these foreign subsidiaries are now
worth much less than the amount SCM has invested in them.

Under the loss recapture rules in Section 1032 of H.R.
10612 as passed by the House, SCM's regular foreign tax credit

could be cut in half for several years as a result of losses
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realized on the disposition of foreign subsidiaties which
became largely worthless before the new law went into effect.
To avoid this undue hardship, the new loss recapture rules
should be made inapplicable to "built-in" losses which were
incu.red in an economic sense prior to enactment of the new
law.

ihe Finance Committee has previously approved two trans-
itional rules designed to reach this result in certain situa-
tions. The first of these transitional rules is contained in
section 1032(c)(3) of the bill reported out by the Committee;
the other is described in the Committee's press release for
June 11, 1976. SCM strongly urges the Committee to retain

both of these provisions in the bill.
DISCUSSION

Section 1032 of H.R. 10612 as passed by the House provides
that if a taxpayer has an "overall foreign loss" in a taxable
year beginning after December 31, 1975, the amount of that loss
will reduce the amount of the taxpayer's otherwise allowable
foreign tax credit in subsequent years. The House bill does
this in two ways. First, for purposes of calculating the §904
foreign tax credit limitation, the amount of foreign source

income realized by the taxpayer in subsequent years is reduced
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S0% in each subsequent year until the aggregate reductions
equal the amount of the original overall foreign loss.
Second, the amount of creditable foreign tax paid or deem:d
paid in each such subsequent year is also reduced by 50%.

Under §1032 as passed by the House, losses realized
after the effective date are taken into account in full in
computing the foreign tax credit reduction in future years,
even though those losses are attributable in an economic
sense to events occurring before the enactment of §1032.
Such losses are referred to as "built-in" losses.

For eximple. assune that a U.S. parent has invested $25
million in the stock of a foreign subsidiary. Over a period
of many years, the subsidiary has incurred operating losses
which have consumed most of its capital. Because the sub-
sidiary is a foreign corporation, the U.S. parent has not
been able to deduct or otherwise reflect any of these operat-
ing losses in its own U.S. return. In 1977, the subsidiary
becomes insolvent. Under §1€5(g) (3; of the Code, the parent
is entitled to a $25 willion ordinary deduction in its 1977
return for its worthless stock investment in the subsidiary.

If §1032 were enacted without an exception to cover such

cases, the entire $25 million deduction would be taken into

* The Finance Committee bill omits the second adjustment for
reasons unrelated to this submission.
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account under the new foreigntax credit limit;tion rules,
even though most of this amount was economically attribut-
able to the operating losses incurred by the foreign sub-
sidiary long before §1032 was enacted. The results of
applying §1032 without an exception for built-in losses
could be catastrophic. For example, if the U.S. parent
normaily received $10 million of foreign source income

and normally paid $4 million of foreign ‘tax each year,
recognition of the entire $25 million built-in loss would
mean that the U.S. parent's normal foreign tax credit would
be reduced by almost $5 million*during the three year period
following the year of the loss.

In recognition of the undue hardship that could result
if §1032 were applied to built-in losses, the Finance Com-
mittee has approved two transitional exceptions. As previously
stated, the first is contained in §1032(c)(3) of the bill re-
ported out by the Committee; the other is described in the

Committee's Statement of Actions taken on June 11, 1976. Since

* 1In 1977, the parent would have an "overall foreign loss" of
$15 million (gZS million stock loss - $10 million foreign
source income). For purposes of computing the §904 limita-
tion in each of the next three years, net foreign source
income would be reduced by $5 million (50% of $10 million)
for total reductions of $15 million (3 x $5 million). In
each year, the revised §904 limitation would be $2.4 million
(48% of $5 million) and $1.6 million of foreign tax credit
would be lost ($4 million tax less $2.4 limitation). Over
the three year period, the total loss of credit would be
$4.8 million (3 x $1.6 million).
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these provisions apply only to built-in losses that are
realized in taxable years ending before January 1, 1979,
they will not afford complete protection to SCM should it

be forced to dispose of other subsidiaries currently
operating at a loss. Indeed, it seems likely in some cases
that four to five years will be required to make all of

the studies and analyses, and to develop and implement
programs designed to salvage these operations, before making
the irmevocable decision to dispose of them. Nevertheless,
SCM strongly urges the Committee to retain both provisions
of the bill. Taken together, they should provide at least
partial relief for SCM and numerous other similarly situated
taxpayers that may be forced to shut down foreign operations
in the immediate future as a result of the cumulative effect
of pre-1976 operating losses for which no prior U.S. tax

deduction has been taken.
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SUMMARY
OF

STATEMENT OF RAPHAEL SHERFY
MILLER & CHEVALIER, WASHINGTON, D.C.

ON BEHALF OF NABISCO INC.
BEFORE SENATE COMMITTEE ON FINANCE

WITH RESPECT TO

SECTION 1032 of H.R. 10612, RELATING
TO FOREIGN LNSS RECAPTURE PROVISIONS

(1) Recommends that Committee reaffirm
its decision of June 11, 1976, regarding the
recapture of foreign losses caused by worthless
securities. That Committee decision would provide
that in the event a worthless securities loss is
claimed with respect to a foreign subsxdxary prior
to January Y, 1979, tha U.S. taxpayer's loss would
not be recaptured to the extent of the cumulative
negative earnings and profits of such subsidiary
on December 31, 197S5.

(2) Nabisco believes that the loss
recapture provxslons of section 1032 apply
1nequ1tab1y in certain cases involving worthless
securities.

(3) Losses of foreign subsidiaries which
have been incurred before January 1, 1976 should be
excluded from these provisions if claimed in connec-
tion with a worthless security loss prior to
January 1, 1979.
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STATEMENT
ON BEHALF OF
NABISCO, INC.
BY
RAPHAEL SHERFY
MILLER & CHEVALIER, WASHINGTON, D.C.
TO THE
COMMITTEE ON FINANCE

JULY 21 1976

Mr. Chairman:
My name is Raphael Sherfy and I am testifying on

behalf of Nabisco, Inc., which believes that Sec. 1032 of
the Senate Finance Committee version of H.R. 10612, dealing
with recapture of foreign losses, in particular the treat-
ment accorded worthless securities, discriminates against many
corporations operating through foreign subsidiaries, including

Nabisco.

Section 1032 Position

Under Section 1032 any taxpayer who sustains an
overall foreign loss for any taxable year which reduces the
taxpayer's U.S. tax would be required to repay this tax
benefit over future years by reducing the taxpayer's use of
future available foreign tax credits.

Nabisco is not here to discuss the primary issue
raised by Section 1032 of whether or not foreign tax credits

should be restricted or eliminated in any way. Nabisco is
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here only to ask that tax legislation relating to loss
recapture now being considered treat those corporate taxpayers
who have operated overseas through foreign subsidiaries

equally with corporations having operated overseas as branch
operations of a U.S. corporation. Existing tax law allows
corporations with branches abroad to reduce their U.S. taxable
income by losses sustained in those branch operations in the
year incurred. However, corporations operating through foreign
subsidiaries may reduce their U.S. taxable income through
foreign losses only if and when they go out of business and
claim a worthless securities loss with respect to the foreign
investment. We believe it is not the intention of the Committee
to retroactively take away from U.S. corporations who have
relied on the tax law in its present form, the tax benefits
from a worthless securities deduction which stemmed from
operating losses of those subsidiaries incurred in past years
and for which no U.S. tax benefit has been claimed.

The outcome of any investment is never determinable
at the outset. For those foreign investments of Nabisco which
have negative earnings, the Company has not received a U.S. tax
benefit because of the foreign subsidiary form of organization
which was utilized. The Company has turned some of its past

loss ogperations around. Nabisco has continued to operate




251

abroad with the belief that if its efforts to remedy certain
foreign problems ultimately prove to be unsuccessful, we
would, under present law, eventually receive a U.S. tax benefit
for prior years losses which were never taken previously if
we terminate the operation and claim a worthless securities loss
under Section 165(g)(3) of the Internal Revenue Code. Section
1032, in its present form would effectively negate this benefit.
In general, Section 1032 would be effective for
taxable years beginning after December 31, 1975. We feel this
rule is unreasonable and inequitable for the following reasons:
1. No prior U.S. tax benefit could have been
taken by Nabisco on foreign subsidiary loss operations.
2. Because of the effective date proposed in this
section, an insufficient time period is given the
taxpayer in which to evaluate the worthlessness of
his investment and adopt appropriate action to
continue operations or to claim a security loss
without recapture.
3. The Company relied on existing tax law when
making past investment decisions, and now the rules

are being changed in the middle of the game.

Recommendation

Nabisco recommends that the Committee reaffirm its

decision of June 11, 1976, regarding the recapture of foreign
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losses caused by worthless securities. That action was an
amendment which states that in the event a worthless securities
loss is claimed with respect to a foreign subsidiary prior to
January 1, 1979, the U.S. taxpayer's loss would not be recaptured
to the extent of the accumulative negative earnings and profits
of such subsidiary on December 31, 1975. This provides partial
equity, since it puts the taxpayer who operated through a foreign
subsidiary somewhat on a par with those who operated under the
foreign branch concept. It also provides a reasonable period

of time to continue to make the opsration profitable before

being forced to decide to accept the worthless nature of the

investment.
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SUMMARY OF TESTIMONY
or )

FELIX B. LAUGHLIN
FOR

0
AMERICAN CAN COMPANY

Before the
Senate Committee on Finance
on
Limiting the Retroactive Effect of the
"Recapture® of Foreign Loss Provision

(Section 1032 of H.R. 10612)

1. On March 5 of this year, American Can Company re-
cognized a loss of more than $10,000,000 upon the abandonment
of stock and debt investments in a group of seven foreign cor-
porations, referred to as the "Elegance Group", whose overall
operations had resulted in substantial losses since the Group's
acquisition in 1970.

2. Under section 1032 of the House-passed version of
H.R. 10612 (which would be applicable to losses recognized in
taxable years beginning after December 31, 1975), American Can's
anticipated "overall foreign loss"™ for 1976 resulting from the
termination of its interest in the Elegance Group would be subject
to "recapture® for foreign tax credit purposes. This would mean
that, to the extent of such overall foreign loss, American Can's
foreign source income in subsequent years from operations wholly
unrelated to such loss would be treated as United States source
income so that foreign taxes paid with respect to such unrelated
foreign source income may never be creditable by American Can for
U.S. Federal income tax purposes.

3. American Can strongly urges that the retroactive
application of section 1032 of the Bill to termination losses
should be limited by an appropriate transitional rule, such as
the one contained in paragraph (3) of section 1032(e¢) of your
Committee's amendments to the Bill (which paragraph is entitled
"Substantial worthlessness prior to enactment®™). Althougin American
Can would prefer a permanent exception for termination losses,
this transitional rule recognizes the unfairness of applying the
recapture provision to foreign losses like the Elegance loss which
were sustained in a very real economic sense prior to the effective
date of section 1032, even though such losses may be technically
recognized for tax purposes after such effective date.

74-6200-176--17
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July 20, 1976

STATEMENT
OoF
FELIX B. LAUGHLIN
FOR
AMERICAN CAN COMPANY

Before the
Senate Committee on Finance
on
Limiting the Retroactive Effect of the
"Recapture® of Foreign Loss Provision

(Section 1032 of H.R. 10612)

Mr. Chairman and members of the Committee, my
name is Felix B. Laughlin. I am a member of the law firm
of Dewey, Ballantine, Bushby, Palmer & Wood. I am appear-
ing today on behalf of American Can Company in support of
limiting the retroactive application of section 1032 of
H.R. 10612 {(the Tax Reform Bill of 1976), through provi-
sions such as the one contained in paragragh (3) of sec-
tion 1032(c) of your Committee's amendments to the Bill
(which paragraph is entitled "Substantial worthlessness
prior to enactment").

American Can Company is a New Jersey corpora-

tion having its principal office at American Lane, Greenwich,



256

Connecticut 06830. American Can is a publicly-held

company engaged primarily in the production of container and
packing products, consumer products and chemicals and in
providing printing, solid waste processing, patterns and
information technology. Since 1968, American Can has
conducted certain international financing operations through
its whclly-owned subsidiary, American Can International
Corporation ("International®).

On March 5 of this year, American Can and Inter-
national recognized a loss of more than $10,000,000 upon the
abandonment of their stock and debt investments in a group
of seven foreign corporations, referred to as the "Elegance
Group,” which were wholly-owned first- and second-tier
subsidiaries of International. The companies in the Ele-
gance Group were engaged in the international mail order
merchandising of high-fashion dresses and fabrics.

International had purchased the stock of the
Elegance companies on July 10, 1970 for a total purchase
price of $3,360,000. As a result of subsequent stock
investments in, and loans to, the companies in the Elegance
Group by International and American Can, certain open-account
sales by American Can to companies in the Elegance Group and
payments with respect to a guaranty of bank debt, the total
basis to American Can and International in the stock invest-
ments in, and notes and accounts receivable from, the Elegance

Group as of March 5, 1976 (the date on which American Can
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and International terminated their interest in the Elegance
Group) was approximately $10,208,000.

The overall operations of the Elegance Group were
not successful and resulted in substantial losses subsequent
to the acquisition by International.® Because of these
substantial losses, in late 1975 American Can began making
efforts to sell the stock of the Elegance companies, but
these efforts proved unsuccessful. On March 5, 1976,
International abandoned its stock in the Elegance Group, and
American Can and International cancelled all outstanding
indebtedness to them from the Elegance companies. On the
same day, in order to give certain employees of the Elegance
Group the opportunity to attempt to salvage the business,
Int :rnational transferred the stock of the companies in the
Elegance Group to those employees. The resulting loss
amounted to approximately $10,208,000, and is so large that
it is anticipated that American Can will suffer an "cverall
foreign loss" under the proposed statute with respect to
its foreign operations in 1976.

Under section 1032 of the House-passed version of
H.R. 10612, which would be applicable to losses recognized
in taxable years beginning after December 31, 1975, American

Can's overall foreign loss for 1976 would be subject to "re-

® A summary of the performance of each company in the
Elegance Group, and the overall performance of the Elegance
Group, during the past five fiscal years is shown in the
attached schedule.
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capture® for foreign tax credit purposes. This would mean that,
to the extent of such overall foreign loss, American Can's
foreign source income in subsequent years from operations wholly
unrelated to such loss would be treated as United States source
income so that the foreign taxes paid with respect to such
unrelated foreign source income may never pe creditable by
American Can for United'States Federal income tax purposes.

This result seems to go well beyond the purpose of
the recapture provision, which appears intended to prevent a
taxpayer from deducting "start-up®™ losses incident to the
commencement of a foreign business and later taking a credit
for foreign taxes paid on income received in subsequent
years frum such foreign busineas. As stated by Secretary
Simon in his testimony before your Committee on March 17,
1976:

"we view this [i.e., the recapture rule]

as a technical change to eliminate an unin-

tended benefit. Under present law, a U.S.

taxpayer can use foreign start-up losses

to reduce U.S. tax and then pay no U.S. tax

on subsequent foreign gains because of the

foreign tax credit. In such 3 case it is

only fair for the U.S. to recapture tne

tax lost during the start-up period."®
(Emphasis added.)

Termination losses, i.e., losses incurred on the

discontinuance or other disposition of a business enterprise,

® Statement of tne Honorable William E. Simon, Secretary
of the Treasuary, on Major Tax Revisions and Extension of Ex-
piring Tax Cut Provisions, before the Senate Finance Committee,
March 17, 1576, at page 89.



259

are not comparable to "start-up®™ losses; rather, they are
economically similar to casualty and foreign expropriation
losses which are excepted from the definition of "™overall
foreign loss"™ by proposed section 904(f)(2)(B) (contained

in section 1032(a) of the Bill). As in the case of casualty
and expropriation losses, such termination losses are
unplanned, largely beyond the control of the taxpayer, and
inherently unlikely to have offered any opportunity for the
taxpayer to have obtained any unintended foreign tax credit
advantage.

If, however, no permanent exception is to be pro-
vided for termination losses, we strongly urge that the retro-
active impact of the recapture provision to such losses should
be limited by an appropriate transitional rule. Such a transi-
tional rule is presently contained in your Committee's amendments
to the House-passed Bill. Although your Committee's modifications
retain the general effective date of December 31, 1975, a transi-
tional rule is provided in section 1032(c)(3) which excepts from
the recapture provision all losses incurred by a taxpayer
with respect to stock or indebtedness of a 10%-or-more owned
corporation in which the taxpayer has terminated his interest
by sale, liquidation or other disposition before January 1,

1977, where such stock or indebtedness is considered "substan-
tially worthless prior to enactment." In order for the stock or
indebtedness to be considered "substantially worthless", the
issuing or obligor corporation (i) must have sustained losses in

three out of the last five taxable years beginning before January
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1, 1976, and (11) must have sustained an overall loss for those
five years.®

Although we would prefer a permanent exception for
termination losses, this transitional rule would u«t least limit
the retroactivity of the recapture provision in the case of
termination losses. Where this exception applies (which re-
quires satisfying the five-year "look-back" tests), it is clear
that the foreign loss has been sustained in a very real econoaic
sense prior to the effective date, and it seems unfair to apply
the recapture provision to such loss simply because it is
technically recognized for tax purposes after the effective
date.

There are, of course, a number of other ways in which
the retroactivity of the recapture provision could be limited.
For example, your Commjittee could move the general effective
date of the recapture provision to December 31, 1976, or to
the date of enactment. Changing the effective date in this
manner would be consistent not only with the traditional
view of the Congress that retroactive tax legislation should

be avoided,®® but also with the "recapture of foreign oil re-

® Your Committee's Report on H.R. 10612 (S. Rep. No.
94-938, 94th Cong., 2d Sess., June 10, 1976), at page 241,
notes that, in applying the five-year tests, a taxpayer
should be permitted to aggregate the results of operations
of all issuing or obligor corporations which are operated in
the same line of business, where the taxpayer terminates its
interest in all of the included corporations by January 1,
1977.

88 See Statement of Senator Long and Senator Curtis, on
Tax Revision Revenue Estimates, before the Senate Budget
Committee, April 1, 1976.
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lated loss" provision contained in section 907(f) of the
Internal Revenue Code (added as part of the Tax Reduction
Act of 1975), which apparently served as a model for the
more general recapture provision here in question and
which was made applicable to taxable years beginning
after the calendar year of enactament.

Another approach would be to adopt a transitional
rule which would exempt froam the recapture provision any
termination loss resulting from investments made by the tax-
payer prior to the effective date of the provision (or prior
to the House Ways & Means Committee's announcement relating
to this provision) and recognized for tax purposes prior to,
say, January 1, 1981. This approach would not result in a
permanent "grandfather®™ rule, but would give taxpayers some
period of time in which to decide either (i) to take their
losses prior to the cut-off date with the tax consequences
they could have expected when the investment was made or
(11i) to continue the investment beyond the cut-off date
having received adequate notice of the tax credit implica-

tions of the recapture provision.

I thank you for the opportunity to be here today
and will be pleased to answer any qQuestions you may have

with respect to my testimony.

Attachment




Company

Elegance Rolf
Offergelt GmbH

Elegance
Publikations AG

Setalana Couture
Stoffe AG

SCHEDULE SHOWING FIVE-YEAR PERFORMANCE OF ELEGANCE GROUP

After_Tax_Income_(or_Loss) For_ Fiscal Year_ Ended October_31

1971
$(285,331)
8,149

45,534

Goldfalter Modestoff

Grosshandel GmbH

Tissus Elegance S.A.

Astor Modetyger AB
Elegance Tissus et
Nouveautes SpA
Consolidation

Adjustments

TOTALS

34,189
6,009
(20,349)

Nil®

—(2,723)
214,554

® Not in existence 19 fiscal 1971.

1972

$(15,790)
27,791
49,220

35,525
(60,751)
(12,011)

(115,225)

20,542
2s!0!622z

12713
$332,708

52,205

64,093

20,150
(113,004)
(38,609)

(448,213)

258,723
$128,053

1978 212
$(1,09:,524)  $(1,691,232)
60,126 7,070
33,349 20,748
(29,156) 596
72,406 (166,635)
(14,504) (22,081)
(97,663) 64,343
637,047 129,326
$_(433,019) $(1,657,865)

Total
$(2,755,169)
155,341
212,944

61,304
(261,975)
(107,554)

(596,758)

1,042,883
2;2!2M8|28“z

(474
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§1035(b) of H.R. 10612, A Section to Provide a
Transition Rule
Relating to the Recapture of

Foreign 0il and Gas Related Losses

WRITTEN TESTIMONY

Presented to
The Senate Committee on Finance

July 21, 1976

On behalf of Sun Company, Inc.

by

Cornelius C. Shields
Chief Tax Counsel
Sun Company, Inc.

and
H. Lawrence Fox

Pepper, Hamilton & Scheetz
Counsel
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SUMMARY

Section 907 of the present Code was added by the Tax
Reduction Act of 1975. Subsection 907 (f) provides rules for
recapture of foreign oil-related losses. Although Congress
intended that Section 907(f) operate prospectively, in its
present form the Section can operate retroactively by requir-
ing a taxpayer who relied upon prior law to recapture losses
incurred pursuant to pre-existing contractual obligations
even though such obligations were entered into well before
the 1975 Tax Act.

Section 1035(b) of H.R. 10612 is a technical amendment

which provides a deferral-type transition rule to the foreign
loss recapture provision. It does not eliminate loss recap-
ture in the case of pre-existing contracts, but only extends
the time period over which recapture occurs. Specifically
Section 1035(b) provides that foreign oil-related losses
which are sustained in a taxable year ending before January 1,
1979, and which are incurred pursuant to a binding contract
entered into on or before July 1, 1974, need not be recaptured
in an amount exceeding 15 percent of such loss for the first
four years after they become subject to recapture and are
fully subject to recapture thereafter.

Sun is requesting relief from Congress because of an
oversight contained in Section 907(f) when enacted. Classi-
fication of the Company's petition as special in nature and
therefore questionable would be as unfair as the statute
itself. The Company has not suggested eliminating the
principle of law contained in Section 907 (f) but merely
reducing its inequitable application. Section 1035(b) of

the Bill provides significantly less relief than most "grand-
father" amendments and does not reduce Sun's ultimate tax
burden.

Finally, in addition to filing testimony with this
Committee on April 22, the Company has brought its position
to the attentior of one, the Treasury Department, two, the
entire U.S. Senate, and three, many of the so-callei public
interest groups. Clearly, the Company has not scujht this
amendment without public scrutiny or a public hearing.
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INTRODUCTION

Prior Testimony and Finance Committee Action

Sun Company filed testimony with the Committee on
Pinance on April 22, 1976, indicating its concern with the
apparent but unintended requirement of present Code Section
907(f) that a taxpayer which relied upon existing law must
recapture, to its detriment, losses incurred pursuant to
binding contractual obligations entered into with foreign
governments or their national oil companies well before the
Tax Reduction Act of 197S.

Following this testimony, the FPinance Committee adopted
a deferral-type transition rule to redress this inequity.
The technical amendment is in Section 1035(b) of H.R. 10612
as reported to the Senate.l Prior to the Committee's deter-
mination, Sun representatives met with each Senator on the
Committee or his staff to ensure that the equities of this
amendment were understood. Subsequent to the Committee's
favorable decision, correspondence was sent to all other
members of the Senate explaining the amendment, along with a
copy of the testimony.

July 21, 1976 Testimony

Due to concern expressed by several members of the

Senate that this provision and numerous others contained in

1 Present Code Section 907(f) is renumbered as Section
904(f) in the Bill as a consequence of other decisions made
by the Finance Committee. References in this statement to
present Code Section 907 (f) should be understood as equally
applicable to the pronmosed renumbered Section 904 (f).
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the Bill were not subject to sufficient public hearings, the
Finance Committee issued a press release on July 8, 1976,
announcing that l."tional hearings would be held on over 60
provisions of H.R. 10612 including Section 1035(b). On
behalf of Sun Company, we are here to offer a&ditional
testimony.

EFFECTIVE DATE OF 907(f)

Statute to be Prospective

The Tax Reduction Act of 1975 added Section 907 to the
Code. 1In general, this Section applies a strict limitation
on the use of foreign tax credits from foreign oil extraction
income and foreign oil-related income. Section 907 (f)
provides rules for recapture of foreign oil-related losses.
When enacted, Congress intended that it be prospective by
providing an effective date after December 31, 1975, instead
of the general effective date, December 31, 1974, for
Section 907. However, in Sun's case it is unintentionally
retroactive because it requires this taxpayer, who relied
upon prior law, to recapture losses incurred pursuant to
pre-existing contractual obligations, even though such obli-
gations were entered into well before the 1975 Tax Reduction
Act.

Application of 907(f) to Sun Company

Before July 1, 1974, Sun entered into contracts with a
number of foreign governments or their national o0il companies
pursuant to which Sun is required to expend over $100 million

through 1978 in drilling and exploring new areas. This program
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was initiated a number of years ago in reliance on the tax law
prior to the enactment of Section 907(f) in order to develop
additional sources of crude oil for Sun's U.S. refineries.

It is anticipated that as a result of Sun's contractual
foreign exploration effort, the Company will have net foreign
losses totaling approximately $70 million over the next two
to three years. As enacted, Section 907(f) would recapture
these losses thereby requiring Sun to pay approximately
$33 million in additional Federal income taxes. This retro-
active tax increase is directly attributable to contracts
entered into prior to the enactment of Section 907(f). It
is a burden that the Company could not have anticipated in
making its financial commitments. Notwithstanding the unfair
windfall to the Federal Government, the amendment contained
in Section 1035(b) of the Bill will not relieve Sun of
its obligation to pay these increased taxes. It will only
provide a measure of relief by extending the time over which
they must be paiad.

EQUITABLE RELIEF

In General

As previously stated, Section 907(f) produces an in-
equitable and unintended tax burden on Sun. It is fair to
assume that this would not have occurred if Congress were
aware of Sun's facts at the time of enactment. For example,
it probably would have provided a transition rule "grand-

fathering® binding contracts as it did in Section 604 (b) (2),
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relating to the investment credit on drilling rigs used outside
the northern part of North America. This would have been con-
sistent with the historic policy of Congress in providing
equitable transition rules in cases where tax law changes
alter the economics of existing binding contracts.?

Deferral Concept

When Senator Carl T. Curtis (R-Neb.) suggested a grand-
father amendment to Section 907(f) last December, this Committee
recognized the need for a technical amendment to Section 907(f)
and directed the Joint Committee Staff to study an appropriate
amendment.

From Sun's perspective, losses under binding contracts
existing prior to the enactment of Section 907 (f) should not
be subject to recapture at all. From the Staff's view, that
type of amendment might reopen the statute. Therefore, it
suggested in the alternative a deferral transition rule.

Section 1035 (b)

v
On May 18, 1976, this Committee unanimously adopted

Senator Curtis' deferral amendment as Section 1035(b). This
provision provides that foreign oil-related losses which are
sustained in a taxable year ending before January 1, 1979,
and which are incurred pursuant to a binding contract entered
into on or before July 1, 1974, need not be recaptured in an
amount exceeding 15 percent of such }oss for the first four

years after they become subject to recapture and are fully «

2rhe Code is replete with examples (in particular, the
investment tax credit).
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subject to recapture thexeatter?; Accordingly, Sun continues
to be subject to the full $33 million of tax under Section
907(f) . However, the amendment provides Sun with some
deserved relief by allowing the tax to be paid over a S5-year
period. This means that the revenues to the Federal Govern-
ment are not lost. Also, Sun's projections indicate that
there would be no recapture under present Section 907(f)
until 1978. Therefore, in Sun's case, this provision will

have no effect on the Federal revenues in 1977.

SUMMARY

Sun is requesting relief from Congress because of an
oversight contained in Section 907(f) when enacted. Classi-
fication of the Company's petition as special in nature and
therefore questionable would be as unfair as the statute
itself. The Company has not suggested eliminating the
principle of law contained in Section 907 (f) but merely
reducing its inequitable application. Section 1035(b) of
the Bill provides significantly less relief than most "grandfather®
amendments and does not reduce Sun's ultimate tax burden.

Finally, in addition to filing testimony with this
Committee on April 22, the Company has brought its position
to the attention of one, the Treasury Department, two, the
entire U.S. Senate, and three, many of the so-called public
interest groups. Clearly, the Company has not sought this
amendment without public scrutiny or a public hearing.

3 The intent of this provision is to eliminate any unforseen
and inequitable application of the Code. Accordingly, it

should be optional, as appears to be the intent of the

Committee when Section 1035(b) of the Bill is read in conjunction
with Section 1032(a) of the Bill.

M-0200-7--18
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STATEMENT BEFORE
THE COMMITTEE ON FINANCE
OF THE UNITED STATES SENATE
WEDNESDAY, JULY 21, 1976

BY ROBERT H. MILLER
VICE PRESIDENT, TENNECO, INC.

SUMMARY

Under the foreign tax credit limitations on oil and gas income im-
posed by the Tax Reduction Act of 1975, gain on the sale of assets used
in a foreign oil and gas business is included in the definition of
foreign oil related income. However, it is not clear whether this
definition includes gain on the sale of stock of a foreign corporation
included in an affiliated group filing a consolidated U.S. tax return to
the extent the gain is attributable to assets used in the foreign oil
and gas business. The gain from the sale or exchange of such foreign'
subsidiary's stock should be treated the same as gain from the sale or
exchange of the subsidiary's oil and gas business assets. This is con-
sistent with the purpose of the foreign tax credit limitations of section
907 which were inteuded to apply to all income arising from foreign oil
and gas business activities, including the sale or exchange of the busi-

ness assets.
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STATEMENT BEFORE
THE COMMITTEE ON FINANCE
OF THE UNITED STATES SENATE
WEDNESDAY, JULY 21, 1976

BY ROBERT H. MILLER
VICE PRESIDENT, TENNECO, INC.

REGARDING SECTION 1035(c)(2)(B) OF H.R. 10612

I am Robert H, Miller, Vice President of Tenneco, Inc. Tenneco is
a Houston-based multi-industry company. I am accompanied by F. Cleveland
Hedrick, Jr., of the Washington, D.C. law firm of Hedrick and Lane, tax
counsel to the company.

On June 4, 1976 the Committee on Finance approved an amendment to
the Tax Reform Act of 1976 (H.R. 10612) to clarify the definition of
foreign o0il related income and foreign oil and gas extraction income in
the case of the sale of stock of a foreign subsidiary corporation included
as a member of an affiliated group filing a consolidated tax return.

In general terms the Committee's amendment provides that gain on the

sale of such stock shall be treated as "foreign oil and gas extraction"
or "foreign oil-related” income to the extent attributable to the foreign
subsidiary's assets used for the production of either foreign oil re-
lated income or foreign oil and gas extraction income.

Pursuant to the Committee's July 9, 1976 announcement of hearings
on this and other amendments to H.R. 10612, the following information is
submitted for inclusion in the record in support of proposed section
1035(c) (2) (B) of'H.R. 10612 as reported on June 10, 1976 by the Commit-
tee on Finance.

The Tax Reduction Act of 1975 imposed certain new foreign tax

credit limitations for taxable years ending after December 31, 1974, in
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the case of foieign oil and gas income. For the purposes of these
limitations, gain from the sale of a foreign oil and gas business by
means of a sale or exchange of assets used by the taxpayer im that
business is included in the definition cf foreign oil and gas extraction
income or foreign oil related incowe, as the case may be. However, it
is not clear under present law how to treat gain from the sale of an oil
and gas business in a foreign country by means of a sale of all of the
stock of the foreign corporation conducting the business.

Since foreign oil related income of a taxpayer includes gain from
the sale or exchange of the taxpayer's business assets giving rise to
that income, gain from the sale of the foreign subsidiary's stock should
be treated the same as gain from the disposition of the subsidiary's oil
and gas business assets. This i1s consistent with the purpose of the
foreign tax credit limitations of section 907 which were intended to
apply to all income arising from foreign oil and gas business activi-
ties, including the sale or exchange of the business assets.

The need for a clarification of the definition contzined in the Tax
Reduction Act of 1975 with respect to foreign oil and gas income subject
to the new foreign tax credit limitations became apparent in connection
with Tenneco's 1975 sale of part of its foreign oil and gas business in
Canada.

Under Canadian law, a United States corporation may operate certain
Canadian federal oil and gas properties only through a Canadian sub-
sidiary corporation. For about 50 years United States taxpayers have
been permitted an election to include wholly-owned contiguous country
foreign corporations (organized and maintained to comply with the for-

eign law) in an affiliated group filing a consolidated tax return.
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For a number of years Tenneco operated a Canadian oil and gas
exploration and production business through one of fhese contiguous
country foreign corporations and included all of the taxable income of
its Canadian subsidiary in its U.S. consolidated tax return. Tenneco
also owned through two domestic subsidiaries certain oil and gas proper-
ties, related production facilities, and real estate in Canada which
were not required to be held by a Canadian corporatioa.

During 1975, Tenneco determined that it no longer had the prospect
of exporting Canadian oil for its United States refinery. Since Tenneco
has no plans to enter refining and marketing uperations in Canada, it
decided to sell all of the Canadian oil and gas business assets of its
two domestic subsidiaries and one-half of the oil and gas business of
its Canadian subsidiary to Canada Development Corporation ("CDC"), a
corporation owned in part by the Canadian government. The sale per-
mitted Tenneco to retrieve and repatriate a sigrificant part of its
investment in Canada, while continuinrg to operate in Canada on a wmore
limited scale.

Tenneco's initial negotiations with CDC called for the direct sale
of all of the assets in Canada of the two domestic subsidiaries and ap-
proximately one-half of the assets of the Canadian subsidiary. In fact,
all of the Canadian assets of Tenneco's two domestic subsidiaries were
sold directly to CDC and the gain thereon attributable to assets used in
Tenneco's oil and gas business was treated as foreign oil related income
pursuant to section 907 of the Code. A substantial Canadian income tax
was paid on the gain arising from this part of the tramsaction in addi-
tion to a Canadian withholding tax on the return of the proceeds to the

United States. However, in the case of Tenneco's Canadian subsidiary,
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it was not fea;ible to make the sale by a direct disposition of the sub-
sidiary's oil and gas assets because the large amount of Canadian tax
which would have been incurred would have substantially reduced the
amount that could be returned and reinvested in the United States. As a
practical matter, this part of the transaction could only be consummated
as a stock sale.

In order to facilitate the transaction, Tenneco conducted a reor-
ganization pursuant to favorable rulings by the Internal Revenue Service
and the Canadian counterpart. All of the assets to be retained by
Tenneco (approximately 50%) were transferred to a newly created Canadian
subsidiary and all of the assets to be sold to CDC (and only those
assets) remained in the original Canadian subsidiary. Tenneco then sold
all of its stock in the original Canadian subsidiary as a means of
disposing of the underlying oil and gas business assets.

If the disposition of Tenneco's Canadian subsidiary had been struc-
tured as an assct sale the gain from the sale of its business would have
been foreign oil related income. Since the sale of stock in this case
was essentially a disposition of oil and gas business assets described
in section 907(c)(2), Tenneco 2ssumed that the gain would be trecated as
foreign oil related income.

In order to confirm its interpretation of section 907 of the Code
and to obt.in some assurance that its treatment on its 1975 tax return
of the gain on the sale of the stock of its Canadian subsidiary will be
accepted, counsel for Tenneco met with the Treasury Department earlier
this year to request administrative confirmation of its position with
regard to the definition of foreign oil related income. Although Ten~-

neco believed the requirea clarification could be accomplished
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administratively, the Treasury gave no assurance of its position on this
question pending the promulgation of regulations under section 907,
vhich may take several yecars. However, it is understood that the Ad-
ministration does not object to legislation amending the definition of
foreign oil reclated income to cover gain on the sale of stock in cny

foreign corporation which holds oil related a..ets,
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Summary of Principal Points of Testimony
of John T. Jackson, Chairman
of the Executive Committee,
IU International Corporation

IU International, an American Corporation, has
operated gas utilities in Canada through subsidiaries
for decades and has been authorized to explore for and
produce gas in Canada for these utilities in order to
insure sufficient supplies of gas for their customers.

The 1975 Tax Reduction Act limited foreign tax credits
of large, multinational, integrated oil companies.

The Committee on Finance amendment exerpted from this
limitation regulated public utility income related to
distribution and transportation of gas and we support
this move.

Also, the Committee should consider that the limitation
of tax creditable is 50%, designed to equal U.S. taxes,
but fails to consider withholding taxes, which makes
the effective rate in Canada over 57%.
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Testimony of Mr. John T. Jackson Relating to §1035 of H.R. 10612

My name is John T. Jackson and I am Chairman of the Execu-
tive Committee of IU International Corporation. I would like to
address my remarks to an amendment adopted by the Cocmmittee on
Finance during its consideration of H.R. 10612 which relates to
foreign tax credit limitations which were adopted last year by the
Congress.

The Congress adopted, as part of the Tax Reduction Act of
1975, separate limitations on the use of foreign tax credits from
foreign oil extraction and foreign oil related income (§907 of the
tax law). These rules separately limit the amount of foreign tax
on foreign oil related income which is treated as creditable for
U.S. foreign tax credit purposes. The language from which these
rules evolved was adopted on the Senate floor, and the debate clearly
indicates that they were meant to apply to the foreign tax credits
of large multinational-integrated oil companies. However, their
scope goes far beyond this. For example, the 1975 liritations also
cover the situation of a regulated public utility in a foreign
country which distributes gas locally in that 1oreign country, and
whose U.S. parent is not an oil or gas company. I understand that
the spensor of the 1975 legislation, Senator Lartke, has stated in
response to a question during the recent cormittee markup on H.R.
10612 that it was not his intent to have regulated foreign public
utilities included within . he sccpe of §907.

IU International Corporation was origifally called International
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Utilities. Many years ago we started operating in Canada through
regulated public utility subsidiaries. Today, IU continu;s to
operate these local gas distribution systems and electrical dis-
tribution systems through subsidiaries in Canada. Our gas utilities
serve the same type of customers as any other local gas company
does, homes, factories, offices, and the like. Under the 1975
legislation, we are subjected to the same limitations as is a multi-
national-integrated oil company. Additionally, a number of years
ago the subsidiaries were granted permission by the Canadian regu-
latory body to invest in local gas fields in order to assure our
utility customers of a continuing source of supply at a cost subject
to regulatory rules. I should stress at this point that we wculd be
treated the same way as a multinational-integrated oil company even
if we had not discovered any gas to be used in our own system, simply
because of the fact that gas is merely transported in our pipelines
and distributed to our utility customers.

It is my understanding that this Cormittee decided to adopt
a rule which would make this special foreign tax credit limitation
not applicable to regulated public utility income. I zpplaud this
action. This amendment also has the effect of treating in a
parallel manner the foreign tax credits of competing regulated
public utilities that produce energy; foreign electric and gas
utilities will now be taxed alike on their transportation and

distribution income.
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Nevertheless, because we produce our own gas we would
continue to be subject to the 1975 special foreign tax credit
limitation on our extraction income even though our extraction
income is derived by these same regulated public utilities.

Under this special limitation, the maximum rate of tax which

is authorized to be creditable with respect to cil/gas extraction
income is approximately 50%. This fiqgure is designed to approximate
the U.S. rate of tax. However, it fails to take into consideration
withholding taxes on this income which can, as in the case of
Canada, drive up the effective rate of tax to over 57%. We

request that consideration be given to this point, perhaps by
arriving at an appropriate percentage limitation to which any
legitimate withholding tax by the foreign government may be added.

Needless to say, any remaining allowable credits generated
from IU's operations in Canada continue to be subject to all of
the other rules and limitations normally applicable to foreign
tax credits.

Thank you, Mr. Chairman, and members of the Cormittee, for
giving me this opportunity tc present our views. Ve feel that
if the Committee is to properly discharge its duties, it must
rernedy inequities in the tax laws through the exercise of
oversight jurisdiction. It 1s clear the provisicn we are supporting
remedies an unintended and patently unfair application of a general
provision to our particular situation. We believe we were inad-
vertently placed within this gereral provision and at the time the
provision was passed there was no opportunity for a hearing. Ve
secpectillly suggest that there is nothinj unfeirr, 1llegal, irmoral,

nr 1rapgropr:ate about secking lesislative relief.
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SUMMARY OF PRINCIPAL POINTS
IN STATEMENT BEFORE THE
SENATE COMMITTEE ON FINANCE
BY
D. P. HERTZOG
JULY 21, 1976

The amendment to Section 1035 of the Tax Reform Bill of 1976 which
would include interest from domestic corporations within the
definition of foreign oil-related income should be adopted.

This would correct a drafting error made in the Tax Reduction Act
of 1975. See statement on House Floor on March 26, 1975
(Congressional Record, H. 2383).

Foreign earnings of both domestic and foreign subsidiaries are
subject to foreign tax credit limitations based upon foreign oil-
related income. Both dividends and interest from foreign subsid-
iaries are treated as foreign oil-related income. Dividends from
domestic subsidiaries are treated as foreign oil-related income
and it is inconsistent to treat interest from dcmestic subsidiaries
as non-foreign oil-related income.

The error should be corrected retroactive to January 1, 1975, and
not from January 1, 1977, as provided in the Tax Reform Bill.
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STATEMENT OF
D. P. HERTZOG
GENERAL TAX COUNSEL
OF TEXACO INC.
BEFORE THE
SENATE COMMITTEE ON FINANCE
JULY 21, 1976

Mr. Chairman, my name is Donald P. Hertzog. I am General Tax Counsel of
Texaco Inc.

I strongly support that portion of the _mendment of Section 1035 which wo.ld
include interest received from domestic corporations (i.e. companies incorporated
in the United States) within the definition of foreign oil-related incoue. The
purpose of this provision is to correct a drafting error which occurred in the
Tax Reduction Act of 1975. This error was pointed out in testimony tefore this
Committee on March 25, 1976, by Mr. W. R. Young appearing on ceha.f of the
American Petroleum Institute as follows-

"Technical problems of 1975 Tax Reduction Act

In addition, perhaps due to the haste in which tre 175 cra ses
were enacted, there are many technical questicns of interprevat..rn
which make it difficult for taxpayers to #now tune *ax rec..ts <f
future activities. There are also several technical urrore azd
apparent oversights., In the latter category Is the appareut
omission of interest income from U. S. incorporated .:il C.zpan.-.S
operating abroad as oil-reiated incorme, whereas c..h .n2 e fror
foreign affiliates would te cil-related. ***" .eccwimiy of Mr.

Wilford R. Young, Tax Reform Act of 1375, E.R. 17 1", lzrate
Committee on Fintnce, Hearirgs, Part ~, p. =13, Mar.h 5, 1.7,

The Tax Reduction Act of 1975 created a new .atescry of incire <n T as
foreign cil-related income. The pirpc.e wac ¢ apply limitaticns %o ferz..n
tax credits which could ve utiliced by .l :zo-panies. Thece provisi LS iy
to earnings of both foreign corporaticins  ..e. companies nicrporated in

foreign countries) and domestic ccrporations. Regardless of whether a zorpany
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chose to operate in foreign areas through a foreign ::rpra. :

subsidiary, restrictions were imposed on the amc.nt .7 - -
vhich could be used.

Section 907(c)(3) crcated by the Tax Fed.cti.r - -
definition of foreign oil-related income 3iv=:ern:s o.:
a foreign corporation and dividends rece.ved :~ - .
statutory provision did not specifically re:er -
domestic corporation.

The Tax Reform Bill of 197€ would ::rr= - - -
within the category of foreign oil-relazed .. -«
domestic subsidiaries. It .s pointed _-.v .= .-
Committee (p. 2L9) that the change it -e.;x .-
between taxpayers who carry on foreign z..-r«_a’
subsidiaries, and those who carry cn s. = a:-. " -
domestic subsidiaries.

It is clear for a number of reascrns * .a°
the Tax Reduction Act was not inteniei. 7.:-:-
foreign subsidiaries and domestic rize.zi.ar.-s ..«
credit limitations based upon foreign c..-re_a- -:
to penalize taxpayers who choose for t.sine:is r—a.
sidiaries. Second, foreign income earned :y a :.--.-
oil-related and interest paid out of s.ch .z:.ze _-
as foreign oil-related income. Third, there :s =~ . .. .
between payments of interest and payments cf i:vi:e:i: m.-

corporation.

v



_."eres% income from domestic
<. .¢ we ccnsider the
s ..wmaved gre.p filing o
.- s rp.raticn paying the
=" ... :f .ts income is8
e ..-rela‘ed
= ..isrest s treated
~ +... "e 8 lear
a1 Zreup.
N .o oL3ent o frez
IR SR g
-2 .sliends from
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July 19, 1976

Summary of Statement by American
Independent 01l Company 1In
support of scction 1035(e)
“of H.R. 10012 as reported
to the Scnate by the
Committce on Finance,

The purpose of section 901(f) of the Internal Revenue Code, as
stated in the report of the Committee on Finance on the pending Bill,
was to deny foreign tax credits where payments for normal purchases
of petroleum are disguised as payments of tax.

This purpose is not applicable to cases of discounts on pur-
cha:es granted by a foreign government to an 0il company in
conncction with nationalization by the foreign government of the
properties and operations of the company. The discounts in such
cases in substance amount to compensation granted by the government
to the oil company for the taieover in addition to inadequate lump
sum compcnsation based on book values.

In these takeover situations, there is nothing inappropriate
or artificial in taxation Ly the foreign government of profits
resulting from the aiscounts as a substitute for loss of the com-
pany's future operating profits or as gain to the company on the
takeover.

Where such a takeover arrangement involving discounts on future
purchases from the government was entered into before the enactment
of the 1975 Act, there was no reason to anticipate that continuance
of an economic interest was necessary to sustain credit for the tax.
While it is believed that in the case of the agrecment negotiated
in Iran in 1973 an ecconomic interest did continue, this is a technical
question which is not altogether frece from doubt, and scction 901 (f)
should be inapplicable to such cases in order to prevent the possibility
of an inequitable retroactive effect.

‘Section 901(f) should be made inapplicable to any past or future
takeover situations if the oil company had an economic interest on
or before March 29, 1975, in order to make the use of discounts on
purchases from the government clearly available as a method which can
be usecd in future negotiations to obtain compensation for loss of the
properties and future profits of the oil companies.
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July 19, 1976

Statement submitted on behalf of American Independent Oil Company
in support of section 1035(e) of H.R. 10612 as reported to the

Scnate by the Committee on Finance.

My name is Fred. L. Morefield. I am Vice President-Finance
of American Independent Oil Company ("Aminoil”), which is awholly
owned subsidiary of R. J. Reynolds Industries, Inc. ("Reynolds”").
Aninoil is an.independent o0il company that was formed in 1947 to
search for oil in the Middle East. Aminoil operated principally
in Kuwait and Iran until 1970 when it was acquired by Reynolds.
Since that time Aminoil has obtained exploration properties in
the United States and last month Reynolds purchased all of the
United States oil and gas properties uf Burmah Oil Incorporated,
including koth producing and exploration ventures in the United
States.

Aminoil produces about 80,000 barrels of oil per day in the
Kuwait-Saudi Arabia Divided Zone and refines the oil in Kuwait.
In Iran, Aminoil through a subsidiary holds a 5/6 of one per cent
in;erest in the Consortium and its share of the available oil is
approximately 40,000 barrels per day. Aminoil markets its Kuwait
and Iranian production to third-party custoﬁets in the Far East
and occasional sales are made to Europe and Brazil. Aminoil also
holds interests in petroleum ventures in Paraguay and other foreign

countries as to which no production has been obtained. Affiliates
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have interests in an oil field located in Argentina, in a gas
field located in the Dutch sector of the North Sea and are de-
veloping a geothermal steam operation in California. Also,
the affiliate.s engage in (i) retail and wholesale marketing of
fuel oil, natural gas liquids and natural gas liquid products,
principally in the United States Mid-West and North East, and
(ii) the wholesale marketing of motor gasoline in the United
States West Coast.

Aninoil urges the enactment of section 1035(e) of H.R. 10612
as reported to the Senate by the Committee on Pinance. This
provision would amend section 901(f) of the Internal Revenue Code,
as added by the Tax Reduction Act of 1975, in order to prevent
the inequitable operation of section 901(f) in certain cases
where foreign countries nationalize the properties of United States
companies.

Section 901 (f) denies foreign tax credit for any foreign in-
come taxes incurred in connection with the purchase and sale of
0il or gas extracted in the taxing country if the taxpayer has
no economic interest in the o0il or gas and4 the purchase or sale
is at a price which differs from the fair market value for such

oil or gas at the time of such purchase or sale. As stated in
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the Committee's report on H.R. 10612 (pp. 251-253), the intent of
section 901(f) was to deny foreign tax credits "where payments for
the purchase of o0il owned by the foreign country are disguised as
the payment of a tax by casting normal crude purchase and sale
arrangements in non-commercial forwacs®™ with the effect of creat-
ing an artificial profit on which a tax could be imposed, so that
the net economic effect is the same, for the foreign government,
as a simple purchase of the oil.

The amendment proposed to be made by section 1035(e) of the
pending Bill to section 901(f) of the Code recognizes that the
purposc of section 901(f) is not applicable to cases of discounts
on purchases granted by foreign governm;nts to oil companies in
connection with nationalization by the foreign governments of the
properties and operations of the corpanies. A number of the major
oil-producing countries have takea over ownership and control of
0il operations within their territories and others are preparing
to.do so. HWhile recognizing an obligation to compensate the com-~
panies for the properties and the o0il reserves which Qave been
developed by the capital and expertise of the companies, the
governments have refuscd to pay outright compensation beyond the
*net book value” of the properties, which is far below the actual

value of the properties, based on the profits which the oil compa-
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nies would have derived, As noted in the Committee's report, in
some cases the governments have been and may in the future be
willing, in addition to payment of net book valuc, to allow the
former owners to participate to some extent in the future profits
of the operations by permitting them to purchase some of the oil
or gas at a discount.

In 1973 the government-owned National Iranian 0il Company
took over from the Consortium of which Aminoil is a member, con-
trol of the operations and the right to the production. The
compensation received by the Consortium members for this takeover
consisted of the right to buy quantities of oil out of future
production at a formula price which might be considered to be
less than the fair market value of the oil, and the right to
credit against the price of such purchases, in installments,

60% of the net book value of their investments, such net book
value being extremely small in comparison with the value of the
ti;ht of the companies to continue such operations under the
former agreement. '

Since the profits which may be realized by the Consortium
members on purchases under the new agreement are in substitution
for the normal operating profits which would have been realized

by them under continuance of the former agreement, and can be
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regarded as a profit to them from dispocition of their former
rights and interests for a total consideration in excess of the
book value basis, there is nothing inappropriate of artificial in
the imposition of income tax on those profits by Iran.

As pointed out in the Committece's report, it may not be
clear that the oil conpanies' rights under new arrangecments in-
volving discounts on purchases of oil from the governments after
nationalization will be recognized as falling within the limita-
tions of the technical concept of an "economic interest.® Wwhile
it is believed that the Consortium members still have an economic
interest in Iran, the question is not altogether free from doubt.
However, such new arrangcments, whether or not they continue the
companies' economic interests, do not fall within the intent of
section 901 (f) as described in the Committce's report on H.R.
l0612.

Until the enactment of section 901(f) in 1975, there was no
re;son, from the veiwpoint either of law or fairness, to antici-
pate that the continuance of an economic interest wouid be -
requisite for the allowance of a foreign tax credit for Iranian
taxes on profits from purchases of oil under the new agreement.
Construction of section 901 (f) in a manner which would deny such
credits would retroactively and inequitably alter, to the dis-

advantage of the companies, the financial effect of the 1973

agreement which they entered into in good faith and in reliance
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on the existing U. S. tax law,

The Iranian government is now insisting on further revision
of its agreement with the Consortium companies. The form of such
new revision cannot yet be predicted. Other foreign governments
are in the process of working out with the oil companies the terms
of nationalization of existing concessions. There would seem to
be no reason why section 901 (f) should be continued in a form
which hampers the companies in these negotiations by preventing,
or at least casting a cloud on, the use of discounts on future
purchases of oil or gas as a method by which the companies can
obtain some measure of compensation for the loss of their prop-
erties and future profits.

American Independent 0il Company therefore urges the enact-
ment of section 1035(e) of H.R. 10612 as reported to the Senate
by the Cotmittee on Finance, in order to make it clear that
section 901 (f) will not apply to any oil purchase arrangements
ma:.'le at any time in the past or in the future, in connection with
nationalization or takeover of the purchaser's ptopert‘:ies, provided
that such purchaser had an economic interest in the property on or
before March 29, 1975. 1In the interest of clarity, it is suggested
that the words "if, on'Harch 29, 1975, the taxpayer has made an
investment® be changed to “if, on or before March 29, 1975, the

taxpayer had made an investment.*
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We also suggest that the effectiveness of the amendment
should not terminate in 1986. The length of time over which
the discounts should be regarded as compcnsation to the com-
panies for the taking of their rights depends on the per-unit
amount of the discount and on other terms of the new agree-
ments, and the period agrced on between the parties should

speak for itself as the appropriate period.
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MAJOR POINTS IN STATEMENT OF
JAMES Q. RIORDAN, MOBIL OIL TORFORATION

Section 1035(e) of H. R, 10612
Foreign Oil and Gas Extraction Income
Section 901(f) of the Code

At the time section 901(f) was drafted, it was widely assumed that the
new foreign producing arrangements would follow the equity-buyback
pattern in which companies would make a profit on the equity oil
but not on the buyback oil. Under this pattern, the taxes paid by
U. S. companies that had invested inforeign »roducing operations would
clearly have been creditable, irrespective of section 901(f).

Instead of equity-buyback, however, some of the producing governments
are moving toward 100% participation, while establishing a new struc-
ture for the companies to continue to render service, earn profits and
acquire oil. The wording of section 80l(f) now creates an additional
question, albeit uniniended, as to the creditability of all income taxes
paid by U. S. companies under these new agreements,

Section 90l(f) was designed to assure that taxpayers could not manipu-
late the purchase price of non-profit oil (buyback oil or oil simply
purchased from a producing country by a company having no prior
coanection with the country) to convert a part of the purchase price
into creditable taxes. It was not intended to create a problem for
U. S. companies which have made prior substantial investments in
foreign concessions.

It now seems likely that there will be cases where all of the legal
title toan existing concession will be taken over by a foreign government
and that government, to compensate the former concessionaire for the
value of the concession taken, will grant the concessicnaire the right
to earn a profit by buying at a discount the oil produced from the con-
cession. Although section 901(f) was not intended to deny foreign tax
credits in this case, it is unclear whether the oil company has, tech-
nically speaking, retained an economic interest in the oil or gas.
Also, the determination of whether or not a discount for prior invest-
ments is reasonable will usually be difficult,

The Finance Committee recognized these problems and resoived them
by assuring that atleast for a period of time there willbe no unintended
application of section 90L(f).

H-000-76--20
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WRITTEN STATEMENT OF
JAMES Q. RIORDZAN, MOBIL OIL CORPORATION

Section 1035(e) of H.R. 10612
Foreign Oil and Gas Extraction Income
Section 901(f) of the Code

My name is Jim Riordan. I am Senior Vice-President Finance of
Mobil O1l Corporation. I am pleased to have the opportunity to participate
in today's hearing, and to discuss the Finance Committee's amendment to
section 90l(f) dealing with the foreign tax credit.

There are two basic principles which I feel should guide the Con-
gress in taxing U, S. businesses operating abroad,

First, we should avoid double taxation. Second, U. S. companies
operating abroad should be able to compete fairly with foreign companies.
We should especially avoid double taxation of U, S. companies when com-
peting French, German, English, Dutch and Japanese companies are not
subject to double taxation. For reasons I will explain, there is a risk this
will happen to U, S. oil companies as a result of the unanticipated operation
of section 901(f). If the availability of the foreiga tax credit to U, S. oil
companies is impaired, foreign business opportunities will simply fall to
our foreign competitors who will not be burdened by double taxation.
America's economy will thea be déubly dependent upon foreign oil controlled
by foreign companies.

As you know, the international oil industry is going through a
period of dramatic change, Foreign producing governments are revising
drastically the historic relationships which exist with private compaaies in
respect of both established and new explor:tioa and producing operations.

When making these revisions it seems clear that those governments assumed
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that income taxes payable to them under the new arrangements would con-
tinue to be creditable against the home country taxes in the U. S. » Japan
and the European countries,

When the Congress undertook to revise the U, S. tax law in 1975
as it bore on foreign exploration and producing operations, certain assump-
tions were obviously made about how the new foreign arrangements would
evolve and how the U, S. law would be applied to those new arrangements.
The U. S. Treasury Department and the Internal Revenue Service are re-
viewing the U. S. tax law implications of the diverse new arrangements
that are now evolving. Furthermore, the Service has begun to re-examine
& number of basic foreign tax credit principles that had been established
in earlier years, and are beginning to consider the implications of the
new provisions added to the law in 1975, It now appears that the U, S.
tax assumptions made by the producing countries and the Congress are
in doubt, and that certain parts of the 1975 legislation, namely section
801(f), which were drafted under difficult time deadlines, could have
unintended application with disastrous and unfair results to U. S. oil
companies.

At the time the Congressional draftsmen were working on section

: 80L(f) it was widely assumed that the new foreign producing arrangements
would follow the equity-buyback pattern that seemed to be emerging. Under
that pattern, profits are made, taxes are paid and tax credits are avail-
able on equity oil, but it i8 assumed that profits are not made and taxes
are not paid on bu'yback oil purchased from the government. Buyback oil

was assumed to be purchased from the government and sold to customers
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at the same market price. In these circumstances, buyback oil gives

rise to no tax credits, just as a purchase of a cargo of oil from the

government at the market price by a customer with no prior coanection

with the country, would give rise to no tax credit. Had that happened,

the taxes paid by the U. S, companies that hac.'l established foreign producing

operations would have clearly been creditable under section 801{f). Asl

understand it, section 901(f) was designed to assure that there could

be no manipulation of the purchase price of buyback oil or oil purchased

by a company having no prior connection with the producing government

by coaverting part of the purchase price into creditable taxes. It now

appears, however, that the equity-buyback pattern will not be universally

adopted. Instead, some of the producing governments are moving toward

100% participation, while establishing a new structure for the compames

to coatinue to render service, earn profits and acquire oil. Uafortunately,

the wording of section 90l(f), designed for the equity-buyback situation,

now creates, albeit unintentionally, an added question as to the creditability

of all income taxes paid by U. S. companies under these new agreements.
Under section 901(f) no credit is allowed for foreign taxes paid

with respect to purchases or sales of oil or gas where the taxpayer has

no economic interest in the oil or gas and if the purchase or the sale is

at a price other thar fair market value. Some believe that section 901(f)

is needed to deal with possible "gimmicky" arrangements where the taxpayer

bas never made a substantial investment in the oil and manipulates the

purchase price by converting a gart of the purchase price into an income

tax. It is my understanding, however, that it was never inteaded to create

ANN o]



306

a problem for United States companies which eara profits because they
have actually made substantia\jnvestments in foreign concessions. Ia
some countries that do not adopt uity-buyback pattera but take

over the entire legal title to the concessd, the former concessionaire

will continue to earn profits through the mechanism of a price discount

on oil or gas as compensation for the value of the concession. Section
801(f) was not aimed at disallowing foreign tax credits in this situation

since legitimate foreign taxes would be levied on the profit arising from
these discounts. It is not clear, however, as the Senate Finance Committee
Report points out, whether an oil company would be treated as coatinuing

to have, as a technical matter, an economic interest in the oil or gas

in this instance., Also, as the Report states, the determination of whether
or not a discount for prior investments is reasonable will usually be
difficult.

The amendment to section 901(f) made by the Senate Finance
Committee recognized these problems and resolved them by not appiying
section 901(f) for ten years to transactions involving the purchase and sale
of oil or gas from a field if the taxpayer had an economic interest in that
field on March 29, 1975 (the date of enactment of the Tax Reduction Act
of 1975). Thus, the amendment only protects taxpayers who actually had
an economic interest in the oil or gas by virtue of investments made prior
to the enactment of the provision and provides such relief for only ten
years (through 1984).

On a broader basis the present confusion surrounding the credit-

ability of all foreign taxes convinces me that what we really need is a

o e e — - e PR - - ———
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comprehensive review of the U. S, tax rules relating to foreign income.
This review should produce a simple set of rules that are fair and consis-
tent with those established by other nations such as Britain, France,
Germany, Japan and the Netherlands. 1 recognize that we have neither
the time nor the facts available to do tnat review in the course of con-
sidering this legislation. We believe, therefore, that the approach adopted
by the Finance Committee of assuring at least for a period of time that
*here will be no unintended application of section 901(f) to situations that
were clearly not meant to be covered, is a practical and reasonable
solution, albeit one that it is limited and temporary. It is in this context
that I support the proposed amendments to section 901(f).

Finally, section 80l(f) was added to the law in the 1975 con-
ference, It was not subject to hearings. We understand that section
801(f) was prompted by suggestions made to the staff of the U. S. Treasury
Department and Congress by representatives of European governments
who were concerned that somehow U. S, companies were going to gain
a competitive tax advantage by manipulating purchases of oil from for-
eign governments. The ultimate irony is that it now appears that section
901{f) may produce double taxation of U. S. companies that will not be
borne by foreign companies, If it does 8o, there will be a competitive
advantage for foreign oil companies. These potential foreign benefi-
ciaries of section 80l(f) were not publicly identified in 1975, As I under-
stood the thrust of the testimoay at the beginning of yesterday's session,
under these procedural circumstances, sectioa 901(f) should never have
been enacted. For substantive reasons, 1 believe that it should never

have been enacted.
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STATEMENT OF
THOMAS C. DRISCOLL
IN SUPPORT OF §1035(f) OF H. R. 10612
DEALING WITH PRODUCTION-SHARING CONTRACTS
SUMMARY OF POINTS

1. §1035(f) of H. R. 10612, dealing with 0il and gas
production-sharing contracts and the foreign tax credit, is
necded to give relatively small and medium-sized independents
operating in Indonesia a reasonable oppo;tunity to renegotiate
their contracts with Indonesia so as to satisfy IRS require-
ments for allowance of foreign tax credits.

2. The amendment does not reverse Rev. Rul. 76-215,
issued on May 7, 1976, but merely postponcs its cffective date
for five years in the case of small and medium-sized independent
0il companies operating in Indonesia. The amendment was
designed not to benefit the larger oil companies having world-
wide operations. The affected companies can probably live wath
a shorter period of postponement than five years, but a reason-
able period is needed so that negotiations with Indonesia do
not have to be conducted on a crash basis. The short six-months'
transition period given by the IRS in Rev. Rul. 76-215 is just
not enough.

3. The affected companies have invested hundreds of

millions of dollars in Indonesia on the reasonable assumption
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that forecign tax crcdits were available. The IRS change in
position could reduce after-tax profits of these concerns by
as much as 50 percent, if the present contracts with Indonesia
are not rencgotiated in a manncr satisfactory to the IRS.

4. Indonesian o1l is of considerable strategic and
economic importance to the United States. The financial well-
being of the independent U. S. o0il companies inverting in In-
donesia is preoperly a matter of concern to this country.

5. Rev. Proc. 76-215 was issucd as the result of a
ruling rcguest filed by one of the major o1l companies. The
smaller corpanies affected by the pestponement of the effective
date of the ruling had no oppertunity to participate in the
dcevelopment of the ruling, although they are the ones most ad-
versecly affected by 1t,

6. Rev. Rul. 76-215 was published on May 7, aftcr
the Finance Crrimittee hearings cn H. R. 10612 had Leen con-
cluded. The snaller independcents irrediately brought the:r
problem before the Finance Committee arnd 1ts staff and assisted
in the develcprent of the limited amendmcnt ermbodied in §1C35(f)
of the bill as reportecd by the Committec.

7. The Committee' estimaie of the decrease in budget
rcceipts fer fiscai years 1977 and 1978 resulting from the
postponement of the effective date of Rev. Rul. 76-215 is a

strong indication the revenue estimators believe it will take
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at least two years for the companies involved to work out their
problems with Indonesia. There would be no pick up in revenue
if new contracts with Indonesia could be negotiated before the
end of the year which would mcet IRS requiremcnts fot<allowance
of foreign tax credits.

8. Newspaper stories, Senate floor statements and
testimony presented to this Committee yesterday have described
this amendnent as a rip-off and dismissed production-sharing
contracts as a “gimmick" used to avoid the 1975 Tax Reduction
Act amendments. Those responsible for these misrepresentations
are completely uninformed as to the significance of the amend-
ment and the temporary problem it is intended to resolve. For
example, Indonesian production~sharing contracts were first en-
tered into in 1966 and in no way were designed to avoid the im-
pact of a tax bill enacted last year. It would be most distress-
ing if the amendment should be stricken from the bill based on

such false and misleading representations.
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STATLMENT OF
THOMAS C. DRISCOLL
IN SUPPORT OF §1035(f) OI' H. R. 1C¢€l2
DEALING WITH PROOUCTION-SLARING CONYKACTS
BEFCGRE THE
SENATE FILNANCE CO.IMITTLE
July 21, 1976

My nare 1s Thomas C. Driscoll. I am Chicf Financial
Otficer of Koy M. Huffington, Inc., of Hcucton, Texas. I hLave
with me Mr. C. W. Leisk, Chairman and Chief Ixccutive Officer

of Austral 01l Company, Inccrporated, of Hcuston, “eneral ». 2.
Sproul, Choarman and President of Virginia Internctioncl O any
of Staunton, Virginia, and Mr. D. L. Con:cns, Fres:dent of
Natomas Corpany of San Francisco. We all have cre trirg in c.n-
Mmon: our corpanies are oOperating in Indonesia unioer o:l and yas
production-sharing ccntracts. Further, cach of us :s a «r.all or
middle-sized indegpendent 011 corpany cp2rating overstaS in Conpe-
tition with the largest o1l ccrganies in the worléd, Lcth doiestic
and foreign.

We appear to-day in support of the Firance Corrittce

amendment of May 27, which added Sec. 1C35(f) to the Tax Feform

Bill of 1976 (Committee Report, pp. 253-255).
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This amendment rclates to the foreign tax credit and
producticn-sharing contracts, and 1s a limited transitional rule
which wi1ll provide time for the smaller and mediwm-sired U. S.
contracters that heve invested substantial arounts cf cag:tal in
Irdcnesia to reregotiate their contracts with Indonesia so as to

satisfy the rejuircrents of the IRS. A reascnakle time to accen-

€

0n

senti1al in order to avoid extreme financial hardsnhips which we
rust othorwise face. It snould ke crpliasized at the cat.ot that

thies arenw ent 18 drafted so that ro terefit will inure 1o tle

arncunced tle pesiticn that U. S. contractors cporat.ng wrder
certain production-sharing arrangerents are net entiticd o a
foreign tax credit f£or payrents rade on their benalf to tre ncse
foreign governrent and treated by the fore:rign geovernrent ai in-
corme taxcs. The IRS concluded that 1f a U. 5. contractor s
operating under the type of agreement described :n the ruling,
the cntire amcunt pa:d to the foreign governrent was a royalty.
The effect of the IRS rule is that the U. S. contractor 1is
trecated as having paid a royalty tu Indonesia ranging frcom 50
percent to 70 percent, but is regarded as having paid no income

tax whatever to the foreign government.
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It is important to have an understanding of how these
smaller companies got into this problem with the IRS. 1In the
late 1960's and early 1970's Indonesia rcfused to offer its natu-
ral resources for development under the normal type of concession
arrangement. Rather, it developcd the production-sharing concept.
Under this new conccpt, Indonesia rctained control over its natural
resources while sharing the benecfits of their development with the
U. S. contractors which supplied all the capatal and technology.
This new concept was consistent with the nationalism of a develop-
ing country like Indonesia. In general, the major intcrnational
0il compar.:es rejected the production-sharing contracts and thais
provided sraller U. S. companies with the opportunity to cnter
these areas.

The smaller companies have bec¢n successful in Indonesia
and have invested hundreds of millions of dollars in that country
under production-sharing contracts. The joint undertakings of
the smaller companies and Indonesia were proceeding in a satis-
factory manncr until the IRS problem arcse in the Spring of this
year. It is not our intention to criticice or corplain about the
actions of the major companies or any single majer conpany. How-
ever, it is relevant to the consideration of the proposed amend-
ment that the Committee clearly understand that the IRS developed
its ruling as the result of a ruling request filed by one of the

major companies and, under IRS procedures, the smaller independent
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companies, who were most significantly affected by the IRS action,
were precluded from any meaningful participation in the prccess
which developed the substantive IRS position. Ve blame no one for
the fact that we were shut out of the IRS substantive considera-
tions. The major company that sought the ruling owed us no duty
of ccnsultation and the IRS personnel would probably have acted
improperly if they had invited our participation.

The existing production-sharing contracts of the smaller
companies which benefit from this amendment were entered into with
the reasonable expectation that the foreign tax credit would be
allowed. Even the IRS ruling reflects this understanding since
the ruling is to apply prospectively only to years beginning
after June 30, 1976. The chief problem with this ruling is that
the six months' turn-around time given to calendar year taxpayers
is just not enough for us to carry out the necessarily prottactedA
negotiations with the Government of Indonesia and to obtain the
required clearance of any proposed new arrangement from the IRS.

What the IRS ruling has done is to substantially alter
the economic consequences of these existing contracts after the
companies have invested large amounts of capital in these opera-
tions. If the companies had known that the foreign tax credit
was not to be available, the terms of these contracts governing
the division of the recovered oil would have been negotiated on

a vastly different basis. Primarily, the U. S. companies would
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have been forced to insist upon a much larger share of the oil
and gas to make their operations cconomically feasible in the
absence of a credit for Indonesian tax payments. llad we done
§0, we probakbly would not have received our contracts from the
Indonesian Government, and the United States would probably not
have available to it the substantial amounts of 0il being sup-
plied to it to-day from Indonesian sources.

It is important to notz that Sec. 1035(f) does not
reverse the IRS ruling. The Finance Committee amendment and
the Committee Report are silent as to whether the ruling is
or is not correct. The amendment merely defers implementa-
tion of the ruling with respect to existing contracts for a
period of five years. 1If upon further consideration the Com-
mittee should conclude that five years is too long a time to
allow for renegotiation of existing production-sharing con-
tracts and their subsequent clearance with the IRS, our com-
panies can probably live with a shorter period such as two or
three years. However, we would note that the IRS spent more
than two years considering the existing Indonesian production-
sharing arrangements before publishing its present position on
the subject. The U. S. companies and Indonesia are now engaged
in the process of modifying the existing contracts. This is

being undertaken because Indonesia is desirous of obtaining a

74-620 0 - 76 -- 21
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large share of the profits from these operations and both Indo-
nesia and the companies are hopeful of restructuring the con-
tracts so as to resolve the IRS problem. These changes are of
the greatest significance to the smaller companies and it is
absolutely essential that the new agreements be mutually bene-
ficial to the long-term interests of all involved, including,
of course, the companies and Indonesia.

Without the Finance Committee amendment, the smaller
U. S. companies will find themselves in a real time bind; we
will be forced to strike a new arrangement with Indonesia prior
to year-end in order to avoid harsh U. S. tax consequences that
will reduce after-tax profits by up to one-half. Such an arti-
ficial time constraint severely diminishes the companies' bar-~
gaining position and it does so unnecessarily. It may well be
that an agreement can be reached with Indonesia by a few coa-
panies in the next few months, but a longer period will be
needed to complete the renegotiation of all existing contracts.
Certainly everyone hopes that the current negotiations can be
brought to a rapid and satisfactory conclusion. But it is
clear that the prospects of a mutually beneficial agreement
will be greatly enhanced if the time available for negotia-
tion can be extended considerably beyond year-end.

If we smaller companies are forced to press for
modifications of our contracts on a crash basis, the result-

ing arrangement may be s0 unfavorable to us as to make further

- - - - mammmae = B
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0il and gas development activities in Indonesia uneconomic. 1If

80, we may have no alternative but to sell our contracts to

either the major companies or the oil companies of foreign coun-

tries. This can hardly be viewed as being in the best interests

of the United States or the taxpaying public.

We note with concern that Senator Bumpers has had

¢ printed an amendment to H. R. 10612 (Amendment No. 1979) which
would strike Section 1035(f) from the bill. The reason he gives
for his proposed amendment is that it is a narrow, special inter-
est provision which is not necessary because the IRS has given us
six months to revise our contracts with Indonesia. Last Wednesday,
the Service put out a Press Release.(IRS Information Release 1638)
in which it listed five characteristics that tax payments made to
a foreign government by taxpayers engaged in extracting mineral
resources owned by the foreign government must have in order to
be eligible for the U. S. foreign tax credit. At least 3 and
possibly 4 of the 5 factors listed by the IRS call for very
basic changes in our production-sharing contracts with Indonesia.
It is clearly unreasonable to expect that the necessary modifica-
tions to our contracts can be negotiated with Indonesia and ap-
proved by our Internal Revenue Service in the five months remain-
ing in this year. All we seek is a reasonable time for negotia-
tions to be carried on in an orderly manner without having a

) critical time factor as a millstone around our necks.

- cem tmemames =t e e e e .- - .a - e .oes -
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- The question may be asked, why didn't we appear before
the Finance Committee on the production-sharing contract matter
during the public hearings on the tax bill last March and April?
The obvious answer is that we were not sure we even had a prob-
lem until the IRS published its ruling on May 7, 1976 that no
foreign tax credit would be allowable for Indonesian tax pay-
ments for years beginning after June 30, 1976. Thereafter, we
immediately brought this matter, which is absolutely vital to
our op;rationa, to the attention of the Finance Committee and its
staff, and worked with theam in developing the very limited amend-
ment set forth in §1035(f) of the bill. This amendment simply
postpones the effective date of the IRS production-sharing ruling
for those smaller and middle-sized companies that would suffer
most from the abrupt change of the IRS with rgspect to the
allowance of foreign tax credit with respect to taxes paid to
Indonesia.

A word about the estimated decrease in budget re-
ceipts in fiscal years 1977 and 1978 of $23 million and $27
million set forth at page 255 of the Committee Report. These
estimates are based on ;he assumption, erroneous we hope, that
the U. §. companies operating in Indonesia will not be able to
reach agreement within this two-year period with the Government
of Indonesia on new contracts which will clearly permit the
allowance of foreign tax credits for Indonesian iiacome tax im-

posed upon their oil and gas extraction income. As such, the
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revenue estimates themselves suggest that we shoulq be given at
least a two-year transition period to work out our problems with
Indonesia.

Finally, I can't close without commenting on the news-
paper stories, Senate floor statements and testimony presented
to this Committee yesterday, which have described this amend-
ment as a rip-off and dismissed production-sharing contracts
as a "gimmick" used to avoid the 1975 Tax Reduction Act amend-
wents. Those responsible for these misrepresentations are com-
pletely uninformed as to the significance of the amendment and
the temporary problem it is intended to resolve. For example,
Indonesian production-sharing contracts were first entered into
in 1966 and in no way were designed to avoid the impact of a
tax bill enacted last year. It would be most distressing if
the amendment should be stricken from the bill based on such

false and misleading representations.

-
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- SENATE COMMITTEE ON PINANCE
HEARINGS OM CERTAIN FINANCE COMMITTEE AMENDMENTS TO H.R., 10612
JULY 21, 1976
STATEMENT OF JOSEPH . GUTTENTAG
SOURCE OF UNDERWRITING INCOME
(Section 1036 of H.R. 10612)
SUMMARY OF STATEMENT

1. Determination of the source of underwriting in-
come is important to all U.S. and foreign insurers.

2. The Internal Revenue Code conta{na no general rule
for determining the source of underwriting income but certain rules
of specific application provide that such income has its source
where the risk 15 located.

3. The proposed legislation would extend these rules
of limited application generally to define the source of underwriting
incoze as the place of tne location of the insured risk. Adoption
of the proposal would provide a single rule applicable to all pro- .
visions of the Ccde.

4. The "location of the risk® rule eliminates the oppor-
tunity for zaripulaticn cf the source of underwriting income and
helps avoid dcuble taxation of such incone. Adoption of any other
rule woc.ld mean th~re would be two disparate rules under the Code
for deterrining scurce of underwriring inccme -- for no good reason.

S. Acoption of the proposed rule would have minimal
adverce revenue conscaucnces. It would result in revernue gain
as well as soze revenuc locs. It would provide for the first
time a specific nonmanipulative rule which wculd simplify the Code

and the administration of the tax law.
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SENATE COMMITTEE ON PINANCE
HEARINGS ON CERTAIN PINAHCE COMMITTEE AMENDMENTS TO #H.R. 10612
JULY 21, 1976
STATEMENT OF JOSEPH H. GUTTLNTAG
SOURCE OF UNDERWRITING INCOME
(Section 1036 of B.R. 10612)
My name is Joseph H., Guttentag. I am a partner in the
law firm of Surrey, Karasik and Morse. I appear here today on
behalf of Continental Corporation, Chubb Insurance Coapany, American
International Group, Inc., U.S. Pidelity & Guaranty Co., and the
Hanover Insurance Company, in support of the provisions of H.R.
10612 contained in section 1036, dealing with the determination
of the source of insurance underwriting income.
Suzmary
We urge the Committee to adopt this proposal which
affects not only the companies for whom I appear, but taxation
of all insurance companies, both U.S. and foreign, and, accordingly,
has broad applicability. The proposal provides for the first time
in the Internal Revenue Code a general rule for determining the
source of insurance underwriting income. This rule would not apply
to only one or two companies but to the entire internaional insurance
industry. It would have the effect of in some cases increasing,
and in some cases decreasing, U.S. revenue. The gross and net revenue
effects will be ncglxgiqle. There will be substantial benefits
1n the administration of the tax laws by having a definitive
rule on this subject in the Code for the first time.

Source of Income Rulcs

Some rules for determining the source of income are set

forth in the Code. For example, the Code provides specific rules
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governing the source of income of interest, dividends, the sale of
goods, and the performance of personal services. The Code leaves open
the determination of the source of other types of income including
insurance underwriting income.

Reasons_for Source of Income Rule

The source of income rules are important for many reasons
under the Code. The two principal purposes for these source rules
are for determining income subject to tax, particularly in the case
of foreign individuals and companies whose U.S. tax is measured in
whole or in part by the amount of U.S. source income, and secondly,
for determining 1ncolé. the U.5. tax on which may be offset by
foreign taxes. Under the foreign tax credit rules, foreign taxes may
be credited only against U.5. taxes imposed with respect to foreign
source income.

The proposed source rule would be of general application
and would be used for determining income subject to U.S. tax, as well
as entitlement to the foreign tax credit.

As explained above, under existing Internal Revenue
Code provisions, there is no rule which sets forth the source of
insurance underwriting income. Purthermore, there are no regulations
which cover thie issue. There are, however, other provisions of
the lnternal Revenue Code under which it is necessary to detecrmine
the source of insurance underwriting income. Under Subpart F of
the Code, certain underwriting income of controlled foreign cor-
porations is subject to tax. These provisions require a deteraination

of the source of undervriting income, and the Code provides that
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for these purposes, insurance und;tvrltinq income has its
source where the risk which is being insured is located. Regulations
issued under these provisions of the Code set forth detailed rules
for the purpose of deteraining where an insurance risk is located.
Additionally, the Code imposes an excise tax on in~urance
premiuns paid to certain foreign insurers. While this is an excise
tax, it is designed to replace the usually applicable withholding
tax imposed by the United States on foreign individuals and companies
not engaged in trade or business in the United States who receive
U.S.-source income. For the purpose of the excise tax, U.S.-source
insurance premium income is defined in terms of where the risk
is located.
While the Internal Revenue Code does contain the above
rules which determine the source of underwriting income as the
place where the risk is located, these rules are of limited application.
The Internal Revenue Service has issued only one published ruling
with respect to the general rule as the source of insurance underwritinc
income. This ruling was issued in 1922, and could be interpreted
to mean that the place of negotiation of the insurance cocntract
is deterrminative of the source of the income. The ruling, however,
is over fifty years old, involves an unusual factual situation,
and is of doubtful precedentjal value.
Avoidance of Double Taxation
If the current IRS position were to be followed, U.S.
companies insuring foreign risks may be subjected to double taxation.
Many of the major general insurance companies incor-

porated in the United States receive a portion of their business
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from brokers or agents situated in the United States, covering
risks which are located exclusively outside the United States
{(hereinafter referred to as "Home Foreign Accounts"),

Typically( a United States corporation or broker repre-
senting such corporation will approach a U.S. incorporated insurance
company of 1ts agent to provide 1insurance for the corporation's
worldwide (exclud:ng the United States) operations, The insurance
risks covered may be exclusively those situated cutside the i..ted
States and frequently are the risks of the foreign subsidiaries
of the insured U.S. companies. The insurance companles, unders
an overall binder issued on the Home :toreign Account nay cover
property and other risks of the U.S. courporation and,or its fore. .
subsidiaries, and the insurance losses may be payatie either
in U.S. dollars or the currency of the country which the foreigjn
risk is situated.

Frequently, the foreign subsidiary insured (ratler
than its U.S. parent) will pay the premiums in order to . Ltain
an income tax deduction in the jurisdiction in which such sabsidiracy
i8 incurporated and doinj v.isiness. Also, in nany instances,

a poli.y covering the Home toureign Account risk iust be 1 .ued

in the foreign jurisdiction 1n which the insured's risk 1s located
1n oryer to comply with the local insurance laws of such c.untry
or the requirements of the insured. In both these 1nstances,

the uncerwriting income derived from tue idoume Foreign ~ccount
would be subjected to foreign income taxation tut would generate
U.S. source income unaer the Internal Revenue Service's prescnt

position, thus prohibiting the utilizatior ol foreiln income



329

taxes paid on such incoae as credits agains¢ the 0U.S. tax lia-
bility on such income. This results ir double tazxation., Adoption
of the proposed rule would not affect the taxation by the U.S.

of btokerage fees paid on such forcign risks. Such fees paid for
services rendered in the U.S. would remain U.S. source income.
Only the pure underwriting income would have its source where the
risk is located.

Various Undetwriting Income Source Rules Considered

The Congress now has the opportunity to set forth
a definiéive rule of general application to resolve the issue
once and for all, and to avoid further administrative problens
of determining tax liability.

There are various rules which could be adopted for
determining the source of insurance querwtitinq ircome.
Soxe of these rules are as follows:

1. The location of the risk that is being insured.

2. The location of the headquarters of the taxpayer
issuing the policy.

3. The domicile of the taxpayer issuing the policy.

4. The place where the contract is negotiated or
exccuted, or where other activities with respect to the generation
of the business take place.

5. The place where the premium is paid or received.

It is our position that for thc reasons set forth

below Congress should adopt a rule, as presently set forth in
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section 1036 of the pending Bill, which would define the
source of undervriting income as the place where the insured
tisk is located. Ve believe that this is the most appropriate
tule for the following reasons:

1. Several of the other possible rules set forth
above can with facility be manipulated by taxpayers to place
the source of the income artificially im one jurisdiction or
another. Included in this categury would be the rules which
define the source in terms of the place where the contract wss
negotiated or executed, or the place whete the premiums vere
paid or received. For example, if a place of negotiation
rule were adopted, the soutce of income could be manipulated
to generate foreign income sisply by negotiating and execuviry
a8 policy outside the United States insuring » building located
in the United States which is both owned and insured by U.S.

companies and where payments of premium and losses were made in

the United States in U.S. dollars.

2. Other alternative rules set forth above should
have no bearing on the source of the underwriting income sub-
jected to tax as there is little connection between the criteria
suggested and the income generated.

3. The situs of the risk rule would be consistent
with the rules of many foreign countries which, through a combina-
tion of laws, effectively tax insurance income based on the place

vhere the insured risk is located.®* In some cascs, however,

———————— = s - care cmme

* Among these countries, are Australia, Argentina, Brozil,
Denmark, France, Ind:a, Jamaica, Japan, Pakistan, Spain,
Sweden and Switzerland
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under this rule, an insurer could be subject to tax by its
country of residence on a worldwide basis (as fn the U.S.)

and by a country in which it has an insurance writing office.
This problem has been recognized and resolved by tax treaties,
including the pending U.K. treaty and the model U.S. treaty
preparcd by the Treasury Department,

4. Adoption of the proposed rule wcild help to
eliminate double taxation since, as explained above, a rule
related to the situs of risk would be consistent with taxing
tules of other jurisdictions. When such jurisdictions do
tax insurance income, which is also subject to U.S. tax, the
Unjted States would grant a credit for such taxes. Conversely,
wvhen foreign companies are subject to tax on insurance income
earned with respect to insurance U.S. risks, they would be more
likely, under the terms of applicable tax treaties or their domestic
law, to avoid double taxation.

S. Adoption of this rule would be consistent with
existing provisions of the Internal Revenue Code under sections ‘
953 and 4371. These existing sections provide respectively
that for purposes of Subpart F of the Code, and for purposes of
the insurance premium excise tax, insurance underwriting income
has its source where the risk is located.

6. As opposed to other rules which could be adopted,
the location of the risk rule is also the most practical and
realis:ic rule in that the location of the risk is the also the
place where ancillary services 1n connection with the placing of

the insurance would be pcttgrmed. For example, prior to the
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insurance contract being written, the insurer may inspect the
property or hazard being insured to determine the risk involved.
After the contract is written, the insurer may make periodic
*onsite® inspections. Servicing of the insurance contract
and claims adjustment in the event of loss would most likely take
place at such iocatton.

7. The situs of the risk rule would also substantially
conform to rules adopted by the National Association of Insurance
Commissioners. The rules are used for state regulatory purposes

and for certain purposes under the Internal Revenue Code. See,

146 F.24 697 (1st Cir., 1945); Section 832(b)(6), IRC.
Effect of Adopting Situs Rule

Adoption of the proposed rule would have the
following effect:

1. The rule is sore likely to be internationally
compatible than other rules which might be adopted.

2. Such a rule would tend to avoid double taxation.

3. For the first time, the Internal Revenue Code would
contain a generally applicable rule with respect to insurance
underwriting income which would apply both to United States and
to foreign taxpayers.

The adoption of this rule would not have significant
revenue impact. Based on a survey of over twenty United States

companies, which are the major insurers of foreign risk, we

estimate that the revenue loss with respect to such companies
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would not exceed $2.5 million. On the other hand, adoption

of this tule would also serve to increase the U.S5. tax on the
incoms of foreign companies insuring U.S. risks. Purthermore, any
income earned in the U.S. by brokers or agents for services in
connection with the negotiction and execution of the contract would
remain fully subject to U.5. tax as U.5. source income.

This estimate as well as a statement in support of the
prtoposed legislation was originaily presented to the Staff of the
Joint Committee of Internal Revenue and U.S. Treasury Departments
by letters dated May 6, 1976, by several insurance companies, and
has been available for inspection by any interested person. The
problem was considered and acted upon by the Senate Finance Committee.
During the consideration of the proposal, Dr. Woodworth stated
before the Committee that the proposal represented the better rule,
as it avoided artificial manipulation by taxpayers. The proposal
is a tax reform measure.

Joseph H. Guttentag
Surrey, Karasik and Morse
1156 Fifteenth Street, N.W.

washington, D.C. 20005
(202) 331-4060

4-6200-76--33
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STATEMENT OF WILLIAM M. HORNE, JR,
ON BEHALF CF
THE AMERICAN BANKERS ASSOCIATION
BEPORE THE
COMMITTEE ON FINANCE
Or THE
UNITED STATES SENATE
ON THE 8UBJECT OF
WITHHOLDING ON PORBIGN-QWNER DEPOSITS IN U.S. BANKS
' JuLY 21, 1976
1 am William M. Horne, Jr., Chatrman of the Taxation Committes of the
American Bankers Association. I appreciate this opportunity to testify on bohax; of

the Amarican Bankers Association before the Committee on Finance on the -
exemption from the 30 percent withholding tax for interest on deposits in U.S.:'

banks owned by foreign individuals and corporations, which are unrelated to J.

trade or business {n the U.S.

Section 861 (c) of the Internal Revenus Code contains an exemption for this
bank deposit intsrest, which expires on December 31, 1976. This exemption would
be mace permanent under § 1041(c) of the Tax Reform bill, as passed by the House
and approved by this Committee. In our testimony before this Committes on
March 26, 1976, the American Bankers Association urged the Senate to make the

exemption permanent. Again, we urge the adoption of the permanent exemption,

and we continue to stress the importance of thus provision to the U.S. economy.
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As we pointed out in our testimony before the Committes on March 26, 1976, the
interest on foreigh-owned deposits has been exempt from U.S. tax for more than half
8 century. For 45 years (1921 to 1966) the exemption was permanent. Beginning in
1966, the Congress made the exemption temporary by imposing & definite termination
date. Since 1966, the Congress has reviewed the exemption several times, and has
extended the termination date each ime because of the impact on the balance of
payments,

This longstanding exemption is not “special interest” legislation. Quite to the
contrary, it is of importance to the economy. There are many banks and other
financial institutions that are vitally interested in the continuance of the exemption
for intercst on foreign-owned deposits. Banks in states bordering Mexico, the
Caribbean area, and Canada, and banks in regional banking states and money center
states (1.e., NY, l1ll., Mass., Cal., Penn., Ga., Tean., NC, and Wash.) which
have substantial foreign-owned deposits are vitally concerned with this 1ssue.

Because the exemption expires in less than six moxiihs. banks with foreign-
owned deposits have been receiving increasing numbers of inquiries from their foreign
depositors concerrung the tax status of their interest bearing time and savings
accounts. Because of this uncertainty, these deposits are in danger of being with-
drawn and deposited with foreign banks.

Foreign-owned deposits in U.S. banks take the form of ime deposits, with
maturities ranging from 30, 60, 90, 180 days to one year, and passbook savings
accounts. Also mvolvq.d 1n this issue is a probable loss of a substantial volume of

non-interest bearing demand deposits owned by the same foreign individuals who

maintain time and savings deposits in U.S. banks.
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The average holdings of non-negotiable interest-bearing deposits in U.S. banks

by foreigners other than official institutions was approximately $6.1 billion in 197S.

decrease in tax labilitiss and budget receipts. The Committee's Report on
H.R, 10612, at page 261, states as follows:

It is estimated that these provisions will result in a
decrease in tax liability of $8 million for calendar year 1976,
and $130 million for calendar year 1977, 1a 1977, $20 million
is attributable to the exemption for nonbank account interest,

Account interest, (Emphasis added.)

This provision will reduce budget receipts by $73
million in fiscal year 1977, $137 million in fiscal year 1978,
and $183 million in fiscal year 1981},

Similarly, the Report of the House Ways & Means Committes on H.R, 10612,
at page 239, esumates that the revenue loss attributable to the exemption of bank
deposit interest would be $110 million for the taxable year 1977,

Our reason for taking issue with the estimated revenue .mpact of the bank
interest exemption contained in the Senate and Hcuse Reports is based upon the
following considerations.

A number of countries, such as Canada, the United Kingdom, Germany, the
Scandanavian countries, Belgium, etc., have tax treaties with the U.S. which
contain reciprocal provisions relating to withholding-at-source on interest. For a
majority of these countries, all interest is exempt from with*olding. The

remainder of these treaties provide a lower withholding rate of 5,10, or 15 percent

on the interest paid to residents of the respective treaty country.
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Some unknown but presumably significant portion of the non-governmental
foreign deposits in U.8. banks are owned by residents of foreign jurisdictions with
which the U.S. does not have any tax treaty provisions relating to interest. It is
safe to predict that virtyally all of these highly mobile short-term deposits, in
absence of a withholding exemption, would flow out of the U.S. into investment
in countries which do not tax foreign-owned short-term funds. Thus, ifa U.S.
withholding tax were imposed on foreign-owned deposits, the resulting outflow of
these funds from U.S. domiciled banks would cause the projected source of revenue
to largely disappear.

While the withdrawal of foreign deposits wo uld add nothing to Treasury
receipts, however, it could be positively detrimental to the U.S. economy. Ina
real sense, foreign nationals who deposit fun;is in U.S. financial institutions are
investing in the United States. The institutions channel deposits into mortgages
that support construction cf new housing and the sale of existing homes, into loans
to businesses for inventory accumulation and investments in modermzed or
expanded productive capacity and to the purchase of secunties issued by both the
federal government and the governments of states and localities. If these funds
are deposited in foreign banks, they would be employed in the Eurodollar market.

The Federal Reserve controls the total amount of deposits in the nation's
commercial banks through its open-market operations, changes in reserve require-
ments, and changes in discount rates and availanility. But it cannot control the
way the total amount of funds in the economy 1s employed. Inflows of foreign funds
make a meaningful contribution to investment spending. It would be counterproductive

to terminate this contribution by imposing a tax that would raise no revenue.
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A permanent exsmption, as provided by H.R. 10612 as it passed the House and
was approved by the Senate Finance Committes, would remove the continuing
uncertainty in U.S. tax policy -- - which has existed since 1966 --- for atracting
foreign funds for investment in the U.S. through the bank deposit mechanism.

Accordingly, the American Bankers Association urges the Senate to approve the
permanent withholding exemption for interest on foreign-owned bank deposits, as

provided by Section 1041(c) of H.R. 10612.
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Summary of Statement of Tom C. Frost, Jr.
Chairman of the Board, Prost National Bank
In Support of Scction 1041(c) of H. R. 10612

July 21, 1976

Section 1041 (c) would extend permanently the exemption
from U. S. tax on interest on bank deposits owned by
foreign p2rsons--a provision that has been part of U. S.
tax law since 1921.

This legislation is fully supported by the Treasury
Department. It was counsidered by the Ways and Means
Comnittee, vas passed by the House of Representatives,
and testinony was received by the Senate Finance
Committee.

It is cstinated that about $6.5 billion of time deposits
in U. S. benks are held by foreigners. This money is

on deposit in banks throughout the country, and
benefits the comaunities of al)l of those banks.

If present law is not extended, a large outflow of
funds can be expected to the detriment of the nation
and the communities in which the depository banks
are located.
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Statement of Tom C. Prost, Jr., Chairman of the Board
Frost National Bank, San Antonio, Texas,
Submitted to the Senate Finance Committee

In Support of Section 1041(c) of H. R. 10612

July 21, 1976

My name is Tom C. Prost, Jr., and I am Chairman of the Board
of Prost National Bank of San Antonio, Texas. 1 am appearing in
support of Section.IO(l(c) of H. R. 10612, the Tax Reform Bill, which
would amend Section 861 (c) of the Internal Revenue Code. Section 1041{c)
would extend permanently the exemption from U. S. tax on interest on
bank deposits owned by foreign persons--a provision that has been part
of U. S. tax law since 1921. This extension is supported by Treasury.

Nr. Chairman, I want to set the record straight, since some have
charged that enactment of this provision would fall into the category
of "special interest" legislation, and may not have been fully considered
by the Congress prior to the time it appeared in the Senate Finance
Committec bill dated June 10, 1976.

The record shows careful consideration of this issue by the louse
Ways and Means Committee, the full House, and this Committee. First,
with respect to testimony, the American Bankers Association and Mr. Max
Mandcl, Chairman of the Executive Committee, Larédo National Bank of
Laredo, Texas, appeared on this issuc before the House Ways and Mcans
Committee last ycar.l Second, I testified before the Subcommittce on
International Finance and Resources of the Senate Finance Committce

on March 1, 1976, on this same subject.? Third, on April 22, 1976,

1 Public Hearings bcfore the Committee on Ways and Meang, House of
Representatives, 94th Congress, on the subject of Tax Reform, Vol. 1,
page 362, et seq., and Vol. 4, page 2571, et seq.

2 Hearing before the Subcommittce on Internaticnal Finance and Resources
of the Committee on Finance, United States Senate, 94th Congress, March 1,
1976, page 38, et seq.
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I submitted testimony on this issue to the Finance Committce during
consideration of the Tax Reform Bill, H. R. 10612. Others, I am sure,
also provided the Committee with comments on the issue.

Moreover, the issue came before this Committee after close scrutiny
by the House of Representatives. An amendment adopted on the floor of
the House struck part of Section 1041 of the Ways and Means bill, but
left the permanent exemption relating to bank deposits (Sec. 861(c) of
the Internal Revenue Code) intact.

1 submit that the Housc Ways and Mcans Committee, the full House,
and the Senate Finance Committee, have all recently discussed and debated
this issue and concluded that permanent exemption is the best solution
to the problems faced. This conclusion comes after repcated extentious
of the law. I believe the excmption was & part of the Code from as far
back as 1921, and when Congress in 1966 reviewed Sec. 86l (c) in the
Foreign Investors Tax Act of 1966, it extended the excmption through
the end of 1972. The next review brought an extension through the end
of 1975, and again in 1975 Congress extended the provision through the
end of 1976. After repeated extensions of this statute, Mr. Chairran,

1 submit that the House and this Committce are correct in recommending
that the exemption he made permanent.

Now let me dispel any thought that continuation of this provision
would benefit a select few.

The ABA estimates that abtout $6.5 billion of time depccits in U. S.
banks are held by foreign individuals or businesscs. The totals are,
of course, much smaller for the Southwestern banks, but I can personzlly
testify to the tremendous significance of such funds, the biggest por-
tion of which comes from citizens of Mexico ard other Latim American
countrics. From my 25 years of banking experience in this market, J
have concluded that the deposits provide a strong and stable basc for

extension of credit to domestic borrowcrs.
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However, if the provision is not extended, a very large portion
of these deposits will be shifted to banks in other countries--countries
which require no payment of tax on the interest earned. Who will benefit?
Banks and borrowers in those other countries. Who will suffer? Potlen-
tial borrowers--business, consumer, and‘agricultural-—fron banks in
the United States. For the simple fact is that we cannot lend what we
do not have.

This is not sinmply theory. With the exemption due to cxpire
next December 31, many foreign investors are carefully reconsidering
the redeposit of these funds. This has occurrcd in the past as the
various temporary extensions have approached expiration. And it is a
compclling reason why this most worthwhile and defensible provision of
the tax law should be made permanent.

Mr. Chairman, the provision has great merit; it was drafted, debated
and passed in full public view; and in no way can it be said to benefit
®"special® or "narrow” intecrests--unless indeed the millions of borrow-
ing customers of the affected banks are so classified.

I shall be happy to respond to questions.

* & & & & ¢
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Statement of Tom C. Prost, Jr., Chairman of the Board
FProst Hational Bank, San Antonio, Texas,
Submitted to the Serate Finance Committce
In Support of Section 1041 of H._R. 10612

April 23, 1976

1 am Tom C. Frost, Jr., Chairman of thc Board of Frost Kational
Bank of San Antonio, Texas. I appreciatce the opportunity to

submit my statement to this Cormittee in support of Provision 1041 of
HR 10612 excrnpting from income tax the interest paid on deposits

by commercial banks to non-resident alicns not doing business in
the United States. 7This Provision also exempts these d?posits

from estate taxes.

This Legislation is important not only to the individual bcnks in
the n;jor money centers and in locations bordering Canada, Mexico,
and the Carrilean vho reccive the deposits, but also to the
econorics ccuvved by those barks. As eviderca of the significonca
of this, The American Bankers Associaticn in testimony before the
House Ways znd licuns Committee in support of this Legiclation on
July 9, 1975, estimated these depocits at approsirately cia and
one-half billion dollars. I personally can testify to the sig-
ni(ici;cc of these dcposits to the economy of San Antonio and
South Texas. During m& 26'years of banking experience in this
market and through conversations with bgﬂkcts in other arcas such
as Florida, Arizona, and othcr monecy centers, I have obscrved
that these dcposits have been a good stable base for the extcnscion

of credit to domestic customers.
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This exemption from taxcs has been in effect s.acc 1921 and was
on a permancnt basis until 1966. For the last ten years Congress
has rccognized repeatedly the benefit of these funds to our
domestic economy and the neced to maintain this excmption to

protect this source of deposits by several extensions of the law.

Previous Congressional action is consistent with the conclusion
that these deposits would not remain deposited with domestic
banks in the United States without this exemption since other
countrics whose banking systems and ccononmics are attractive to
the potential depositors do grant similar exemptions. I refer to
the United Kingdom, Canada, the Bahamas, Switzerland, Belgium,
Germany, and the Nctherlands as examples. Legislative action has
supported the position that if the normal withholding taxes are
extcnded to the intercst earned on these deposits and estate
taxes are levied on them upon death of the depositor that a
significant amount of these deposits would lcave this country and
their benefit would be lost to us. In considering the cxtensicn
of this law on previous occasions, Congrcss has also concluded
that the outfio: of thecce fun&g wvould cause a sianificant adverse

affect on the balance of payments.

Ten years of repcated cxtensions have caused the depositors of
these funds to be aware of these expiration dates. These de-
posits are now more scnsitive than before to this excmpticn from
taxes. Our bank has had direct cxpericence with depositors who
are carcfully rencving their time deposits to mature within the

prescnt expiration date, Deccember 31, 1976. In conversations



349

with other bankers, similar cxpericnces are occurring. It can be
secn that a good and continuous stable deposit source has been
affected adversely. Many depositors are carefully rcconsidering
the redcposit of these funds because of the expiration of this
law. These monies then must be treated in a different light by
the bankers who receive them. We in San Antonio and many banks-
in Texas have had a stable and normal source of funds from
citizens in Mexico and have used these deposits to finance nceds
in the local economy. Under tha present circumstances with the
exemption from taxes on these dcposits not oo a continuous

basis, we may have to look upon them as less permarent and stable.
Thus they might not be used for the same long—égrm beneficial credit

purpcses if the exemption from taxes is not made pzrmanent.

It is my opinion and the opinion of many other bankers involved
in dealing with these funds that little additional revenue, or
none at all, may be gained by taxing this source. First, a
significant amount of the deposits would leave and would not be
) subject to any tax whatsocver. Secondly, the banks which handle
these deposits could not gain a profit on thcse dcposits vhich
were withdrawn thereby reducing the taxes which might be paid by

the recipient bank.

Next, any jcopardy of these funds penalizcs the smaller banks
without offchore operations to a grecater cxtcnt than those larger
banks in the major moncy centers who could cntice their dcpositors
to transfer these funds to a forcign branch in a country which

d
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does hxant the exexption on a continuous basis. Foreign branch
funds ;uztently are not recycled to the domestic economy but are
lost to the United States. The result would be an inequity
favoring the 1arggz banks.

It is my understarding that this committee may be asked to
consider a proposal to exempt froa taxes the income froa certain
other portfolio investments such as stocks and bonds held by non-
resident aliens. I would like to point out that my remarks are
directed to the making permanent an exemption which has existed
since 1921 on the passive and short-term vehicle of commercial
bank deposkts only. ’

I should like to submit to you for your records as additional
information in support of Provision 1041 of HR 10612 a letter
dated November 28, 1975, from Max Mandel, Chairman of the Exe-
cutive Committee of the Laredo Mational Bank, Laredo, Texas, to

Senator Russell B. Long, Chairman of the Finance Comnittee.

In conclusion, I ask that you agree that Provision 1041 of HR

‘10612 is bencficial ‘to the gereral domestic eéonomy of the

United States and that this Provision be adopted by the Senate as
passed by the House so that the exemption is on a permanent basis

!
without an expiration date. I would also respcctfully suggest
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that reasonably prompt action is needed since the present excmption
.xpites Deccmber 31, 1976. At this time banks are experiencing a
reluctance on the part of depositors to extend time dcposits to

mature after this date.

I will be happy to attempt to answer any questions or obtain any
additional information which you might desire. Thank you for the
privilege of appearing bcfore you.
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TESTIMONY ON BEHALF OF
H. H. BOBERTSON COMPANY

STATEMENT OF

MICHAEL ABRUTYN
SPBCIALTgAX COUNSEL
H. H. ROBERTSON COMPANY

July 21, 1976
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SUMMARY OF PRINCIPAL POINTS OF SUPPLEMENTAL TESTIMONY
ON BEHALF OF
H. H. ROBERTSON COMPANY

This testimony supplements earlier testimony before this
Committee in order to correct certain subsequent inaccu-
rate descriptions of the effect of the amendment. The
prior testimony fully analyzed the problem which was also
carefully considered by the Staff of the Joint Committee
on Internal Revenue Taxation and the ‘rreuu:{ Department
wvith adequate time for thorough study and full disclosure
indicating that the proposal was being submitted on behalf
of Robertson.

Congressional relisf from double taxation is appropriate
where it was inadvertently caused by the technical working
of the tax law and the insistence of the Commissioner
upon using inappropriate standards in circumstances where
review of the Commissioner's judgment was prohibited.

The amendment does not provide for a totally tax-free
liquidation of a foreign subsidiary, but limits the
amount required to be included in income upon liquida-
tion of a foreign subsidiary to historical earnings
minus declared dividends so that double taxation will
not occur.

The Court decision defined the term eamings and profitsa.
This amendment will not overturn the Court's definition
of that term.

From its inception to its liquidation the foreign subsi-
diary earned $9.1 million ang the total amount of its
income which was included in Robertson‘'s income as a
dividend was $10.7 million. The amendment would limit the
total amount to $9.1 million.
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STATEMENT OF
MICHAEL ABRUTYN, ESQUIRE
On Behalf Of
H. H. ROBERTSON COMPANY
Before The
COMMITTEE ON FINANCE, UNITED STATES SENATE

July 21, 1976

We would like to thank the Finance Committee for afford-
ing the H. R. Robertson Company (''Robertson') the opportunity to
submit additional material and to testify for a second time with
respect to the Senate amendment to H.R. 10612 which relieves it
from the harsh result of double taxation. The circumstance re-
sulting in Robertson having $1.6 million of income being subject
to double taxation, which circumstance is similar to a wage
earner being taxed upon $10,700 of salary income where the ac-
tual salary is only $9,100, was previously fully, openly and
publicly discussed in testimony before the Finance Committee on
March 26, 1976, and was fully considered by both the staff of
the Joint Committee on Internal Revenue Taxation and the Treasury
Department with adequate time fcr a thorough analysis. The written
statement of Mr. Robert E. Holmgren, Vice President, H. H. Robertson
Company, and Robert T. Cole, counsel to Robertson, both dated
March 26, 1976, submitted for the record in connection with their
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earlier oral testimony included an attachment of an extensive
5?-page technical printed brief discussing the issue. All of
the material clearly indicated that the proposed amendment was
being submitted on behalf of Robertson. Since that material
fully sets forth a technical explanation and analysis of the
intermeshing of the complex rules which created this unwarranted
double taxation, the explanation will not be repeated. Also,
the reason for this amendment was correctly described on the top
of page 270 of the Report of your Committee. The purpose of
this supplemental testimony is to correct certain misleading

descriptions of the effect of this amendment (section 1042(c)(3)).

Overruling a Court Decision

The description of this amendment as .overruling a court
decision may lead to the erroneous implication that a court care-
fully considered the issue presented and that justi.e, which is
generally provided by our court system, is now being overturned
by precipitous legislative action. This is simply not the case.
The court decision is not being overruled, altho.gh obviously
the result will be altered.

The issue presented to the court arose in the following
way: When Robertson liquidated its U. K. subsidiary and applied -
for a section 367 ruling from ti.e Coumissicaer, the Cummissiouer,
pursuant to his unilateral and absolute authori-.y gzranted under

section 367, extracted tne so-:alled section 367 "toll-charge"
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in the form of a condition to the favorable issuance of the ruling.
The condition was geared to the standard of "earnings and profits.”
The decision to use the standard of earnings and profits was
totally and absolutely within the sole discretion of the Coumis-
sioner with no availability for court review. Although Robertson
assented to the condition, it interpreted the term earnings and
profits in a manner vwhich was different than the interpretation
of the Commissioner. Earnings and profits is a term of art used
throughout the tax law. Ultimately, the issue as to the proper
interpretation of that term was litigated and the government's
interpretation prevailed. However, the litigation did not deal
with, discuss or in any way involve the question as to whether the
Commissioner's insistence upon using the standard of earnings and
profits as the basis for the condition was appropr%;tc. That
question was not (and could not have been) litigated.

Tne provision in the bill merely provides that in the
Robertson circumstances, earnings and profits is not the appro-
priate standard upon which to base the condition because it can
produce an inequitable result. The bill in no way alters the
definition of earnings and profits aa'clarified in the Robertson
litigation.

Additionally, it is noted that unlike the circumstances
that were presented to Robertson in that it could not dispute the
use of the standard of earnings and profits, the present bill
provides that taxpayers who feel the Commissioner is basing the
toll charge condition on inappropriate standards can present the

issue to a court for review.
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Nontaxable Liquidation of Foreign Subsidiary

The description of this amendment as resulting in an
iucome tax refund to Robertson attributable to a tax-free liqui-
dation could leavethe erroneous implication that the amendment
would improperly provide for a totally tax-free liquidation of
a foreign subsidiary. Again, this is simply not the case.

The income earned by Robertson's U.K. subsidiary was
not subject to tax in the United States on a current basis. Only
declared dividends were subject to U.S. tax. When Robertson
decided to liquidate its U.K. subsidiary, it recognized that this
deferral would end and it would have to include an amount in its
income attributable to the deferred earnings. As computed by the
Internal Revenue Service under its toll-charge standard of earnings
and profits (as defined by the court), the amount fequired to be
included in Rolertson's income was equal to approximately $2.9
million, whereas under the toll-charge standard of the bill, the
amount tequired to be included in Robertson's income would be
equal to approximately $1.3 million. From its inception to its
liquidation the U.K. subsidiary earned $9.1 million and after the
IRS toll-charge the total amount included in Robertson's income
was $10.7 million. The inclusion of $1.3 million in income is
certainly not a circumstance where the taxpayer was urging to have
the liquidation on a totally tax-free basis. Since the difference
between the two numbers is approximately $1.6 million of income,
the tax effect of the amendment would result in a refund to
Robertson of approximately $800,000 and not, as has been described,
$1.6 million.
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Conclusion

Since our tax system is complex and not a perfect
mechanism, it can and often does operate inadvertently to
produce an incorrect result in circumstances not foreseen
vhen the specific statutory provisions were enacted. This
is particularly the case when domestic principles are applied
in the international area. A linchpin of our self-assessment
tax system is the ability of Congress to provide specific
relief where the technical operation of the tax law produces
inequitable, inappropriate or unintended results, or when
the Iaternal Revenue Service overreaches or applies inappro-
priate standards. This safeguard insures taxpayers that
Congres2 will serve as a court of last resort vhen the tax
system operates defectively.

The reasons Robertson was subject to double taxa-
-tion, which i{s not sanctioned by our tax system, was because
of (1) a technical intermeshing of several provisions of the
tax law in the foreign area which were designed for other
purposes, and (2) the insistence of the Commissioner on
applying an inappropriate standard in a circumstance where
the taxpayer had no opportunity for review. Under such cir-
cumstances, Congress is the only forum where relief can be
provided. We respectfully suggest that the Senate amendment
properly grants such relief.
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STATEMENT OF ROYAL BANK OF CANADA
IN SUPPORT OF SECTION 1044 OF H.R. 10612

This material is presented by Sage Gray Todd
& Sims, 140 Broadway, New York, New York, 10005, and
Miller & Chevalier, 1700 Pennsylvania Avenue, N.W.,
Washington, D.C. 20006, which are registered under the
Foreign Agents Registration Act of 1938, as amended,
with the Department of Justice, Washington, D.C., as
agents of a foreign principal, the Royal Bank of
Canada, Montreal, Quebec, Canada. This material is
filed with the Department of Justice, where it is
available for inspection by the public. Registration
by the above-named agents of a foreign principal,
as required by the Foreign Agents Registration Act
of 1938, as amended, does not indicate approval by
the United States Government of the contents of this
material.
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SUMMARY OF
STATEMENT OF ROYAL BANK OF CANADA
IN SUPPORT OF SECTION 1044 OF H.R. 10612

Section 1044 corrects an anomalous result
inadvertently created by the Tax Reform Act of 1969.
Prior to 1969, domestic banks were permitted to treat
gains on the sales of debt instruments as capital gains,
while treating losses on such sales as ordinary losses.
In 1969, Congress sought to prevent abuse of that pro-
vision by requiring all such gains and losses to be
treated as ordinary gains or losses.

The 1969 Act also applied to foreign banks,
which had been r&cognizing capital gains and losses
from such transactions, and which therefore, unlike
domestic banks, had carryovers of capital losses from
pre-1969 transactions. Because post-1969 ordinary
gains on such transactions could not be offset by
capital-gains carryovers, an unintended result of the
1969 Act was to prevent foreign banks from using those
carryovers.

Section 1044 would correct this oversight by
permitting foreign banks to treat gains on the sales of

debt instruments as capital gains to the limited extent
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necessary to permit the normal five-year carryover of
pre-1969 capital losses. Thus, enactment of section 1044
would vindicate the basic principle that a taxpayer is
taxed only on net income, and would grant foreign banks
the rights already enjoyed by domestic banks.

Section 1044 resolves an inequity that the
Royal Bank of Canada presented to the House Ways and
Means Committee in public hearings in 1973, and again
in 1975. A House bill was introduced, and the Treasury
Department issued a favorable bill report. The problem
was carefully considered by the House Ways and Meana
Committee, and section 1044 was included in the Tax
Reform Bill to correct the inequity. It should in all
events be retained in H.R. 10612.

T N e
. !

July 20, 1976 Ralph K. Smith, Jr.
Sage Gray Todd & Sims
New York, N. Y.

. N
ohn S. Nolan
Miller & Chevalier

Washington, D. C. A
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STATEMENT OF ROYAL BANK OF CANADA
IN SUPPORT OF SECTION 1044 OF H.R. 10612

Prior to 1969, a domestic bank was permitted by
section 582(c) to treat net losses on sales or exchanges
of bonds and other debt instruments as ordinary losses,
while treating net gains as capital gains. 1In its
consideration of the Tax Reform Act of 1969, Congress
found that this nonparallel treatment had encouraged
banks to time their dispositions of debt instruments
so as to recognize gains (as capital gains) in selected
years and losses (as ordinary losses) in other years,
thereby circumventing the netting principles of the
Internal Revenue Code and obtaining "preferential treat-
ment over other taxpayers". H. Rep. No. 91-413 (part 1),
91st Cong., lst Sess. 129-30 (1969); S. Rep. No. 91-552,
91st Cong., lst Sess. 167 (1969). Indeed, domestic banks
had thus gained preferential treatme:t even over foreign
banks, which were not covered by section 582(c) and which
were thus required to treat both gains and losses as
capital gains or losses.

Congress reacted to this abuse by amending
section 582(c) to require both gains and losses on such
transactions to be treated as ordinary gains or losses

for taxable years beginning after July 11, 1969. P.L.

74-620 O - 76 -- 24
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91-172, s433(a), 83 stat. 623 (1969). The impact on
domestic banks, with respect to debt instruments held on
July 11, 1969, was mitigated by the transitional rule of
section 582(c) (2), which provided for capital gains
treatment for a prorated portion 6! the excess of
long-term gains over short-term losses.

Section 582(c), as amended, however, applied
not only to domestic banks, as it had before 1969, but
to "financial institutions,” including foreign banks,
small business investment companies, and business
development corporations. Small business investment
companies and business development corporations were
provided a transitional rule, which made the application
of section 582(c) optional for five years. In other
words, such taxpayers were permitted to treat their
gains and losses as either ordinary or capital, so long
as gains and losses were treated alike.

Congress neglected, however, to provide any
transitional rule for foreign banks. Those banks, which
had never been guilty of the abuses that prompted the
1969 legislation, suddenly became subject to severe
financial hardship. As required by law, the Royal Bank
of Canada, before 1969, had consistently given parallel
treatment to such gains and losses, treating them as
capital gains or losses. During its fiscal year ending

October 31, 1969, the Bank realized substantial losses
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from the sale of bonds, and reported a net capital loss.
Principles of netting, reflected in section 1212,
dictated that the Bank would have a capital-loss
carryover to the succeeding five fiscal years. These,
significantly, were the same principles of netting that
guided the congressional committees in 1969 when they
sought to prevent the abuses of the domestic banks.
Indeed, in its fiscal year ending October 31, 1970, the
Royal Bank of Canada did have substantial gains on the
sale of bonds, against which it would normally have been
entitled to apply its capital-loss carryover. Neverthe-
less, because those gains were treated as ordinary

gains under the new rule, the capital-loss carryover
could not be used.

This unfair result could have been avoided only
if the Bank had realized sufficient capital gains from
other sources within five years of October 31, 1969.

But the Bank, being a foreign bank, holds very few other
capital assets in the United States, and its capital
gains during the five-year period therefore fell far
short of its pre-1969 carryover, which therefore went
largely unused.

It is essential that this problem be viewed in
proper perspective. Domestic banks, whose abuses had
given rise to the 1969 amendment, had no problems with

pre-1969 capital-loss carryovers, because their pre-1969
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losses had been recognized (or carried over) as ordinary
logsses. Small business investment companies and business
development corporations could avoid losing the benefit
of pre-1969 capital-loss carryovers, by electing during
the five-year period to treat gains from the sale of
bonds as capital gains. Significantly, this is the same
five-year period as that prescribed for capital-loss
carryovers under section 1212. Foreign banks, such

as the Royal Bank of Canada, however, were given no
option, but were required to tréat post-1969 gains on
bonds as ordinary income. Moreover, such foreign banks,
simply because they were foreign banks, with limited
domestic holdings, found themselves with very few other
opportunities to use their pre-1969 capital-loss
carryovers. In other words, the taxpayers most likely

to have the problem of unused carryovers were the tax-
payers that had been rendered incapable of solving

the problem, because they had been overlsoked in the
mitigation and transition provisions of the 1969
amendment. Since it is a fundamental principle of

United States income taxation that taxpayers should be
taxed only on their net income, and since it was that same
principle of netting which Congress actually sought to
vindicate by amending section 582(c), it is most anomalous
that the intended remedy should operate to prevent a

foreign bank from offsetting its losses on the sale of
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securities against its gains on the sale of the same type
of securities.
— This anomaly is especially striking when it is
considered that Congress chose to treat both gains and
losses on debt instruments as ordinary gains and losses,
rather than capital gains and losses, partly hecause
such treatment "gives financial institutions more
effective tax relief for their losses."” §S. Rep. No.
91-552, 91st Cong., lst Sess. 167 (1969); cf. H. Ref.
No. 91-143 (Part 1), 91st Cong., lst Sess. 130 (1969).
Surely, with a stated purpose of giving more effective
tax relief for losses, Congress could not have intended
foreign banks to be denied the use of losses altogether.
Section 1044 of H.R. 10612 would correct this
unintended anomaly, by allowing a foreign bank to treat
gains from post-1969 sales of debt instruments as capital
gains, but only to the extent those gains would be offset
by available capital-loss carryovers from pre-1969
transactions. The identical result would be‘achieved
if pre-1969 capital-loss carryovers were deemed to be
ordinary-loss carryovers, to the extent of post-1969
gains from such sales. The objective is simply to
provide for parallel treatment, so as to permit proper
offsetting of similar items.
Viewed against this background, it is clear that

section 1044 would not convert ordinary income to capital
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gains, except for the very limited purpose of permitting
the operation of the netting principles that underlie

the 1969 amendment. When the distinguished senior
Senator from Wisconsin attacked section 1044 on the floor
of the Senate, he simply misconstrued this purpose of the
section. 122 Cong. Rec. S10814 (June 28, 1976). 1In
contrast, the explanation inserted in the Record by the
Senator stated: "The 1968 [sic] Tax Reform Act . . .
would accidentally prevent using capital loss carry-
forwards . . .." Id. at S10817. Section 1044 has

been drafted to correct that "accident."

The Senator also misconstrued the circumstances
when he implied that section 1044 was added to the bill
by this Committee "at the last minute, without very much
discussion.”™ 1Id. at S10813. 1In fact, section 1044 is
identical to H.R. 13009, 934 Cong., 2d Sess. (1974),
which had received a favorable report from the Treasury
Department. Letter from Acting Assistant Secretary
Ernest S. Christian, Jr., to the Honorable Wilbur D.
Mills, Aug. 30, 1974. The identical language appeared
in H.R. 4998, 94th Cong., lst Sess. (1975) and was
supported irn the House Ways and Means Committee's hearings
on tax reform. Hearings on the Subject of Tax Reform
Before the House Comm. on Ways and Means, 94th Cong.,
lst Sess., pt. 4, at 3280-83 (1975). The identical

language again appeared as section 1044 of the first
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complete Ways and Means Committee print of the Tax Reform
Bill (dated November 3, 1975), and as section 1044 of
H.R. 10612 as introduced, as reported by the Ways and
Means Committee, and as passed by the House last
December. The unintended effect of the 1969 amendment
and the remedial purpose of section 1044 were correctly
described in both the Ways and Meaas Committee report
and the report of this Committee. H. Rep. No. 94-658,
94th Cong., lst Sess. 252-53 (1975); S. Rep. No. 94-938,
94th Cong., 2d Sess. 276 (1976). 1In short, the thoughtful
consideration of section 1044 by both Congress and the
Administration is a matter of clear public record.
Because of the history of section 1044 as a
separate House bill, however, it is respectfully pointed
out that it will be necessary to correct one technical
error which has persisted in the text. In section 1044
(b) (2), page 541, line 7, the words "the first section
of this Act" should be deleted and the words "subsection

(a)" inserted in lieu thereof.

‘ ‘ / o

July 20, 1976 Ralph K. Smith, Jr.
Sage Gray Todd & Sims
ew York N., Y.

ohn Nol / &"'\/

Mlller & Chevaller
‘ Washington, D. C.
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SUMMARY
OF
STATEMENT OF WILFRED J. TREMBLEY

ON BEHALF OF THE HANNA MINING COMPANY

BEFORE SENATE COMMITTEE ON FIANCE

WITH RESPECT TO

SECTION 1052(b) OF H.R. 10612, RELATING

TO FOREIGN TAX CREDIT COMPUTATION
OF WESTERN HEMISPHERE TRADE CORPORATIONS

The Iron Ore Company of Canada (IOC) and Quebec North
Shore and Labrador Railway Company (QNS&L) are parent
and subsidiary corporations.

10C and QNS&L operate solely in Canada in related activ-
ities (mining and transportation) and file consolidated
returns.

QNSsL, a Canadian Corporation, is a WHTC but IOC is not
a WHTC. Under present law, all Canadian income taxes
paid by both can be averaged for foreign tax credit
purposes under the per-country limitations.

With the elimination of the per-country limitation, income
taxes paid by a WHTC will not be able to be averaged with
the income taxes paid by non-WHTC under the present pro-
visions of the overall limitation.

The Committee adopted an amendment as a transition rule
which permits averaging under the overall limitation,
so that IGC and QNS&L can continue its present treatment.

This amendment is exactly similar in principle to an
exception already in present law which applies to public
utilities operating in the same country.

1t is urged that the Committee reaffirm its decision to
extend this exception to the IOC and QNS&L situation in
Canada.
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STATEMENT
ON BEHALF OF
THE HANNA MINING COMPANY
BY
WILFRED J. TREMBLEY
DIRECTOR OF TAXES

TO THE

COMMITTEE ON FINANCE

JULY 21 1976

Mr. Chairman:

My name is Wilfred J. Trembley, and I am Director of
Taxes of The Hanna Mining Company ("Hanna"). 1 am appearing
before you today in support of the provision in §1052(b) of the
Committee bill.

Hanna is a publicly-held corporation, headquartered
in Cleveland, Ohio, which engages principally in the production
and sale of iron ore in the United States and abroad.

One of Hanna's principal sources of iron ore is
through the.equity interest in the Iron Ore Company of Canada
("IOC") for which Hanna has management responsibility. IOC
is a U. S. corporation organized in 1949 to develop and
operate large iron ore deposits which are located in remote
sections of Quebec and Labrador. 1Its shareholders, in addi-
tion to Hanna, were five (now six) U.S. steel companies and

three (now two) Canadian corporations; two of the latter



376

were the original holders of the mining rights. Nearly
$1 billion has been invested in the mining, concentrating,
pelletizing, railroad, dock, townsite and related facili-
ties of IOC.

An integral segment of the IOC operation is a
railroad system. In the ordinary development of such a
mining operation, the railroad would have been organized as
an operating division of the mining company. In this case,
however, since the railroad would be operating in both NQuebec
and Newfoundland, the Canadian government required that it
be incorporated as a Canadian corporation and operated as a
common carrier. As a result, the railroad was organized as
the Quebec North Shore and Labrador Railway Company ("QNS&L"),
a wholly-owned Canadian subsidiary of IOC. QNS&L qualifies
as a Western Hemisphere Trade Corporation ("WHTC") while IOC
does not, solely because of the dividends it receives from
QNS&L. ONSsL and IOC file a consolidated U. S. income tax
return. This situation is unique and involves circumstances
over which ﬁeither IOC nor its owners have any control whatever.

Up to the present time this consolidated group has
elected to use the per-country limitation so that the Canadian
taxes paid by each corporation were averaged together. The
Tax Reform Act of 1976, H.R. 10612, which is presently under

consideration by the Senate, provides for the repeal of the
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per-country foreign tax credit limitation for all industries.
Thus, the overall limitation will, in the future, have to be
used by IOC and QNS&L.

Under present law, an affiliated group using the
overall limitation and filing a consolidated return which
includes a WHTC may not average any excess foreign income
taxes of the WHTC with the foreign income taxes of the non-
WHTCs in the affiliated group for foreign tax credit purposes.
However, a special exception makes this rule inapplicable in
the case of certain public utilities on the overall limitation
where the affiliated group includes non-WHTCs which have
utility-type income from sources in the same foreign country.

IOC and QNS&L, whose operations are in the same
foreign country and are integrally related, are in essentially
the same position as the public utility WHTCs for which present
law provides an exception to the non-averaging rule. Up until
now, since IOC and NNS&L have used the per-country limitation, the
non-averaging rule has not applied. Under the bill, however,
I1I0C and QNS&L will be required to use the overall limitation.
This would make the non-averaging rule applicable. Since IOC
and QNS&L are in essentially the same position as the utilities
for which present law provides an exception to the non-averaging
rule, we believe that, during the phase-out of the Western
Hemnisphere Trade Corporation provisions, a similar exception

should be provided for IOC and QNS&L.
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An amendment was offered and approved by this
Committee which can be found in section 1052(b) of the
Committee Bill (H.R. 10612) which is intended to accord
the benefits of the exception of present law to IOC and
QNS&L's type of situation. It should be noted that, since
t'ie Committee Bill phases out the WHTC provisions by the
end of 1979, the exception in reality is only a short-term,
transition rule.

The amendment accdmplishes this purpose by modi-
fying Section 1503(b) of the Code to provide that no reduc-
tion shall occur in the amount of foreign income taxes paid
to a contiguous foreign country (i.e., Canada) by a WHTC
which is a corporation treated as a domestic company by
reason of Section 1503(d) (i.e., QNS&L) to the extent that
other domestic companies in the same affiliated group (i.e.,
I0C) have an unused foreign tax credit limitation. The rule
contained in the amendment would apply only to taxes paid
to a contiquous country by a corporation of that country
and only insofar as the other affilited corporations have
an excess credit limitation with respect to taxes paid to,
and income from, that contiguous country. It further pro-
vides that all corporations in the affiliated group must
derive 95% or more of their gross income from sources within
the contiguous country and must be primarily engaged in a »
mining or related transportation business within that con-

tiguous country.
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In brief, this amendment closely parallels the
similar exception contained in present law and is necessi-
tated solely because of an inadvertent and unintended side
effect of the repeal of the per-country limitation on the
foreign tax credit.

I trust that in the reconsideration of this amend-
ment ot Section 1503(b), the Committee will resolve this
matter on the same equitable basis that is previously did.

Respectfully submitted,
THE HANNA MINING COMPANY

W . Fecu

W. J. Trembley
Director of Taxes
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COMMITTEE ON FINANCE
UNITED STATES SENATE

ADDITIONAL HEARINGS ON H.R. 10612
JULY 2., 1976

STATEMENT OF STEPHEN A. NAUHEIM

INCOME EARNED ABROAD
(Section 1011 of H.R. 10612)

SUMMARY OF PRINCIPAL POINTS

1. Contrary to popular belief ,the tax treatment accorded to an
American working abroad is less favorable than the tax treatment accorded
to his counterpart in the United States.

2. The Committee's proposed revision to Section 911 would, in many
cases, be tantamount to repeal, and, in some cases, worse than repeal.

3. Retentjon of present law is needed to maintain the competitiveness
of U.S. companies abroad and to maintain the use of U.S. labor by these
companies.

4. Provisions of the Code other than Section 911 operate inequitably
with regard to Americans working abroad, particularly, the inclusion in
income of cost of living allowances and the failure of the Code to take
into account the valv2 added tax ,either as a deduction or credit.

5. Alleged '"unintended benefits" of Section 911 (resulting in the
Committee's amendments denying, in part, the foreign tax credit and taxing
included income at higher brackets) are not caused by Section 911 but
rather by the operation of other provisions of the Code which apply any
time income is excluded from taxation; already over-burdened Americans
working abroad should not be made the scapegoats for a problem of general
applicability.

6. The Committee's Third amendment, making ineligible for exclusion
certain income received outside the country in which earned adds considerable
subjectivity, uncertainty and complexity in an area where complexity is
already at a premium; the idea that a taxpayer who uses legitimate and
accepted means to reduce the burden of foreign taxes should be penalized
by the U.S. while others pay no foreign tax without penalty appears to
make no sense.

7. The Committee should defer any action with respect to Section 911
until it has had an opportunity to consider the broader picture, including
the tax inequities and complexities presently faced by Americans living
abroad; Section 911 should be retained in its present form and the Committee
should give consideration to more equitable tax treatment for Americans
working abroad.

74-60 0- 176 --28
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COMMITTEE ON FINANCE
UNITED STATES SENATE
ADDITIONAL HEARINGS ON H.R. 10612
JULY 21, 1976
STATEMENT OF STEPHEN A. NAUHEIM

INCOME EARNED ABROAD
(Section 1011 of H.R. 10612)

I am pleased to have the opportunity to appear before
you today to discuss United States tax policy with regard to
American citizens working abroad. I am a member of the law
firm of Surrey, Karasik and Morse. Surrey, Karasik and
Morse is a Washington based law firm with additional offices
in New York and Paris. We have 12 American attorneys working
in our Paris office and 1 appear before you today formally
on their behalf. Their interests in this subject matter,
however, coincides to a substantial extent with the interests
of approximately 100,000 American citizens working abroad.

In Sectior 1011 of the Senate Bill, this Committee
wisely rejected the House provision which would have repealed
Section 911 of the Internal Revenue Code, the section which
allows an exclusion from gross income of up to $20,000, or
$25,000, of income earned abroad. This Committee has heard,
on various occasions in the past, the reasons for retention of
Section 911. It is not my purpose today to repeat those reasons,

as it appears from the Committee's explanation of its decisions



384

with regard to Section 911 you fully understand and accept the
arguments in favor of retaining the basic approach of Section 911.
This Committee, however, in its decisions, proposed three
modifications to the present law which, ironically, for some
Amé;ican citizens, could result in more burdensome taxes
than would have resulted had the House decision to repeal
Section 911 been enacted and, for many others, will be
tantamount to repeal. I am here to urge the deletion of the
changes which this Committee has proposed to Section 911 and
the retention of the provisions of present law.

I am submitting for the record an exhibit which compares
the effect of present law with that of: the House proposal
to repeal Section 911, the Senate Finance Committee modifications
to Section 911, and present tax law as applied to a domestic
taxpayer similarly situated to the foreign-based taxpayer
used as a model in the exhibit. The exhibit illustrates two
basic points: First, that this Committee's modifications to
the present law would, in the typical case, have virtually
the same effect as repeal of Section 911 and, second, contrary
to popular belief, the typical American citizen working
abroad does not enjoy an overall tax benefit over his counter-
part in the United States. The exhibit uses as a model a
taxpayer receiving a basic salary of $25,000 who is sent
atroad by his employer and receives various allowances to
compensate him for the increased out-of-pocket expenses he

incurs as a result of living abroad. Under current law,
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this taxpayer would pay income taxes of $8,592 compared to
his domestic counterpart who would pay income taxes of only
$4,620. Both under the House proposal to repeal Section 911
and under this Committee's proposal to modify Sectiom 911,
our model taxpayer ends up paying total income taxes of
$11,128. As a result the American who stays in the United
States at a $25,000 salary nets $20,380 after ta:ies whereas
his counterpart who is transferred abroad by his employer
would, under either the House or Senate version of the Bill,
end up with a net after taxes of $13,872. I would emphasize
that the model we have used is not an exaggerated case;
rather, I believe it most likely represents the fact pattern

of a large portion of American citizerns working abroad.”

Factors Supporting the Retention of Present Law

1. Decline in Competiveness of U.S. Companies and in
the Use of U.S. Labor.

In its Committee Report, this Committee explained its
rejection of the House proposal to repeal Section 911 on the
basis that it was doing so so that the competitive position
of American firms abroad would not be jeopardized. The
exhibit amply illustrates that this Committee's modifications
to Section 911 achieve virtually the same result as repeal

in many cases. The resultant additional difficulty recruiting

1/ The Compendium on Tax Expenditures published by the Senate

T Committee on the Budget March 17, 1976 tends to support
this. The Compendium shows that 56.7% of the tax expendi-
ture for Section 911 is derived from taxpayers with adjusted
gross incomes (after the exclusion) of $15,000 or less (p.14).
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U.S. personnel for overseas assignments and the additional
expense involved for those companies that reimburse their
overseas personnel for increased tax burdens will quite
obviously result in the decline in the use of U.S. labor
replaced by local nationals and will lessen the ability of

American companies to compete with foreign companies.

2. Present U.S. Taxation of Cost of Living Adjustments.

Retention of the current provisions of the law can be
Jjustified not only on the basis of maintaining the competitive
position of American firms abroad but also as a matter of
tax equity to balance against the tax detriments suffered by
U.S. citizens working abroad. The high rate of inflation
in most foreign countries, compared to that of the United
States, results in a much higher cost of living in most
foreign countries. (For example, the October 1975 cost of
living index issued by the Bureau of Labor Standards reflects
a cost of living index for Paris of 170 using a Washington
D.C. base of 100.) The cost of living and other allowances
paid typically to Americans working abroad generally falls
far short of meeting the full increase in the cost of living.
Adding to the burden is the fact that any allowances paid to
the employee to compensate him (in part) for this increased
cost of living is included in full in the employee's income

as additional earned income and no deduction is allowed for
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2/
the expenses which these payments are intended to reimburse.”

There are other similar inequities such as the combined
effect of the inclusion of reimbursed or in kind moving
expenses in the employee's income and a partial disallowance
of deductions for these same moving expenses under section
911.

3. Failure of U.S. Tax Law to Take into account Value
Added and Similar Taxes.

In addition, most foreign countries, particularly in
Europe, rely more heavily on indirect taxation for sources
of revenue than does the United States. Thus, for example,
in France, the basic rate of the value added tax is 20% and
rises to as high as 33%. As an alternative to direct income
taxes as a source of revenue, this value added tax can be
viewed as being similar in concept to the "in lieu of" taxes
allowed as a foreign tax credit under Section 903 of the
Code. However, Americans who pay these heavy value added
taxes are not allowed to credit these alternative taxes
against their U.S. income tax liability. Not only that, but
they are not even allowed to deduct these and a variety of
other indirect taxes, such as general sales taxes, gasoline

taxes and personal property taxes, in computing their U.S.

2/ The Committee Report reflects that this Committee has decided
to allow a limited exclusion for cost of living allowances.
However, the Committee Report goes on to state that the amount
excluded as housing allowance will reduce the amount of available
exclusion under Section 911, thereby offsetting, in large part,
the amcliorative nature of the proposed new exclusion for cost
of living allowances. Report No. 94-938 at p. 212.
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tax liability in spite of the fact that they are comparable
in nature to (although significantly greater in amount than)

state taxes which are deductible.

The Committee's Modifications

The Committee Report suggests that the modifications
proposed to Section 911 are intended to curtail unintended
benefits under Section 911. Whether or not these benefits
were intended, they would appear to be fully justifiable in
equitable terms as offsetting, in part, the inequities of
other provisions of the tax law. Further, these supposedly
unintended benefits are not caused by, nor unique to, Section
911. Rather, they are benefits which result whenever income
is excluded under any provision of the Code and arguably
apply whenever income is indefinitely deferred from taxation
under any provision of the Code.

One of these modifications would require income derived
by individuals in excess of the excluded amount to be subject
to U.S. tax at the higher rate brackets which would apply if
the excluded income were not so excluded. The Committee
Report notes that this additional income is now taxed at the
marginal rate that would apply to an employee who had not
earned the excluded amount. This same result occurs, however,
any time income is excluded from taxation whether it be
income from municipal bonds, the result of the capital gains
deduction, possessions source income, social security payments,

or any other of a long list of excluded income items.
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Similarly, the Committee proposal denies a foreign tax
credit for foreign taxes imposed on income which has been
excluded from U.S. taxation under Section 911. However,
again, this same result will occur any time a taxpayer earns
income excluded from U.S. taxation but subject to foreign
taxation.

One can legitimately question whether American citizens
vorking abroad, who already suffer a greater tax burden than
their counterparts in the United States, should be singled
out for th%s special treatment which does not apply to other
taxpayers who may have other forms of excluded income. If
this Congress feels that our present tax structure with
regard to the interaction of the multitude of provisions
allowing for exclusion of amounts from gross income with the
foreign tax credit and the progressive rate structure is
unwarranted, the problem should be attacked directly and the
one group of taxpayers that already suffer a heavier burden
than other taxpayers similarly situated should not be made
to suffer alone for this alleged defect in our tax system.

1 do not mcan to suggest by this that these basic
interrelationships should be adjusted. I believe that as
long as our basic U.S. international tax policy allows for
computation of the limitation on the foreign éax credit on
an overall basis, the results criticized in the Com&ittee
Report can be fully justified. The overall limitation on
the foreign tax credit has the effect of limiting the amount
of U.S. taxes which can be offset by foreign taxes under the
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foreign tax credit mechanism to those U.S. taxes attributable
to all of the taxpayer's foreign source income and, under
that limitation, the Congress has consciously allowed the
averaging of income subject to high taxation, low taxation
and no taxation. This can be fully justified both on the
grounds of simplicity and equity.

Certainly, in the context of the limited amrunt of
exclusion under Section 911, taxation of the remaining
income at the highest brackets does not seem justifiable.
While $20,000 (and in some cases $25,000) may not sound like
a minimal amount, it really is when one considers the high
cost of living adjustments that have to be taken into
account when an American is transferred abroad. The dollar
amounts of the exclusion were set at their present levels in
1964 and ro adjustment has been made since that time to take
into account the effects of inflation.

In addition to the equitable argument in support of not
taxing included income at the highest brackets, the system
proposed under the Bill adds significantly to the complexity
of the tax law in this area. The complexity involved in the
simple filing of a tax return for an American living abroad
is significantly greater than the complexity involved for
his counterpart living in the United States and, even in the
pure domestic context, this complexity has risen to a level
where it is bearly tolerable.

The third of the amendments made by this Committee to
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Section 911 would make ineligible for the exclusion any
income earned abroad received outside of the country in
vhich it was earned if one of the purposes of the receipt of
that 1qcone outside the country was the avoidance of taxes.
Obviously, this ‘one of the purposes" test is going to be a
highly subjective test, difficult to administer. We already
have in our tax law principal purpose tests, primary purpose
tests, insubstantial purpose tests, etc., which have led to
large volumes of administrative and judicial controversy.
This proposal will not only add significantly to the complexities
of preparing a tax return for an American living abroad but
will also add uncertainty. About the only certainty that
will result is that, if the taxpayer attempts to exclude any
income received outside the country in which it was earned,
he will be challenged by the Internal Revenue Service,
adding further to his already burdensome costs of living
abroad. More importantly, why should a taxpayer be penalized
for legitimate tax planning to minimize taxes? Why should
the American working in a tax-free country, who obtains the
maximum benefit under section 911, be treated more favorably
than an American whose earnings are subject to foreign
income taxes, but who has used well-accepted means, specifically
sanctioned by the foreign country's own law, to reduce the
foreign tax burden?

It is also important to note in the context of this
third proposed modification to Section 911 that the taxes
which are being reduced are not United States taxes; rather,

they are the taxes of the foreign country. This raices two
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further questions: Why should the United States encourage
U.S. taxpayers to pay higher foreign income taxes with no
benefit to the U.S. treasury? Also, if the taxpayer intentionally
receives income in a manner so that it will be subject to
the foreign tax where he could have received it in a manner
that would have avoided the foreign tax, whatever foreign
tax he may have left as eligible for the credit after this
Committee's denial of a part of them may be lost. The
Internal Revenue Service is increasingly taking the position
that foreign taxes paid by a taxpayer which did not have to
be paid do not qualify as creditable foreign income taxes.
Thus, the American working abroad will be caught in the
middle of two conflicting principles of tax law if this
proposal is passed. He either avoids the foreign tax and
loses the exclusion under Section 911 or he pays the foreign
tax and loses a foreign tax credit under Section 901.

The Committee's proposal would place the Internal
Revenue Service in the position of interpreting, analyzing
and, in some cases, policing the tax laws of other countries,

adding further to the complexities in this area.

Conclusion and Summary

I have in this testimony attempted to convey three
basic points regarding this Committee's proposals with
respect to Section 911. First, there is a basic misconception
that American citizens working abroad receive tax treatment
more than favorable than their counterparts working in the

United States. The contrary is true. Second, the alleged
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unintended benefits of Section 911 attacked in this Committee's
proposals are not the result of Section 911 but are the

result of other provisions within the basic U.§. tax structure
which can be fully justified as applied to Americans working
abroad. American citizens who are already faced with the

more burdensome tax than others similarly situated should

not be the scape goats who are singled out for d:fferent
treatment. Third, any unintended benefit which results by
virtue of the interaction of Section 911 with other provisions
of the Code are more than offset by the tax and non-tax
detriments suffered by Americans working abroad and by the
substantial increase in complexity which would be involved

in administering and complying with the proposals which this
Committee has made.

The Internal Revenue Service is now in the process of
collecting and analyzing the 1975 income tax returns of
Americans claiming the Section 911 exemption. The data base
resulting from this analysis will provide a much sounder
basis for consideration of revisions to Section 911 than the
data resulting from the samplying of 1968 returns as reflected
in the Treasury Department's position paper in this area.
Section 911 should not be considered in isolation. This
Committee should defer any changes in Section 911 until it
has had an opportunity to both review the up-to-date data
now being compiled and to consider, at the same time, the
present tax inequities, outside of Section 911, and the

complexities facing Americans living abroad.
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If any change is to be made in the U.S. taxation of
American citizens working abroad it should be to allievate
the tax detriments suffered by these American citizens
rather than increasing already disproportionate burdens
suffered by them. This Committee should seriously consider,
for example, treating the value added tax as a creditable
tax and, at a minimum, if not as a creditable tax, the value
added tax and other foreign indirect taxes should be deductible
taxes as are similar state taxes in the United States. I
urge the Comnittee, therefore, to delete the proposed modifications
it has made in Section 911 and consider instead provisions
which will provide more equitable tax treatment for Americans

working abroad. I thank you for your time.
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EXHIBIT
(Accompanying the Testimony of Stephen A.
Nauheim, of Surrey, Karasik and Morse,

before the Senate Finance Committee on
H.R. 10612, July 21, 1976)

The following is a comp-rative analysis of the income tax
burden suffered by an American citizen receiving a basic
salary of $25,000 under the following four circumstances:
(1) Employed in the United States; (2) Employed abroad (in
France) unher present law; (3) Employed abroad, under the
Senate Finance Committee's proposed modifications to present
law; and (4) Employed abroad, under the House's proposal for
repeal of Section 911. The analysis makes certain assumptions
as to how the Committee's proposals would be interpreted, in
a manner which minimizes the increased tax buricen and
ignores the value added tax ("VAT"), both in terms of its
effect as an increase in the tax burden and the failure of
U.S. tax law to make any adjustment for the VAT in the
computation of U.S. tax liability.
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U.S. Citizen Working in France

Current Section 911 Complete repeal
law as modified of Section 911

Base salary 25,000
Cost-of-living &

housing allowances
Child's education
Home leave
Total "earned income" 25,000
Section 911 exclusion
Personal exemptions (3)(2,250)

Standard deduction (2,000)
Taxable income 20,
U.S. tax before

credits 4,620
Foreign tax credit -0-
Total U.S. tax

liability 4,620
French income tax -0-

Total U.S. and French
taxes 4,620

PR A

Cash Flow:
Salary 25,000
Less: Total Taxes (4,620)
20,380

25,000 25,000
12,500 12,500

1,500 1,500
1,000 1,000
40,000

(20.000) ¢
¢ 2.250) ( 2,250)

3,750 6,7481
(3.750)  (4,212)%

25,000

11,128
(8,592)

0 2,536
8,592 8,592

8,592 11,128

25,000 25,000
(8,592} (11,128)

16,408 13,872

2,536

8,592

11,128

25,000
(11,128)

13,872

1 Tax on '"net taxable income": 11,128
Less: Tax on "net excluded earned income"
($20,000) : (4,380)
Tax at higher rate on income exceeding
Section 911 income 6,748

Disallowed French taxes on an "accrued basis", using
U.S. progressive rates, would be: $4,380 (U.S. tax on
$20,000).

The allowable portion would therefore be $8,592 less
$4,380, or $4,212.



