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TECHNICAL CORRECTIONS ACT OF 1985

WEDNESDAY, JUNE 5, 1985

U.S. SENATE,
COMMITTEE ON FINANCE,

Washington, DC.
The committee met, pursuant to notice, at 9:30 a.m., in room SD-

215, Dirksen Senate Office Building, Hon. Bob Packwood (chairman)
presiding.

Present: Senators Packwood, Chafee, Symms, Grassley, Long,
Bentsen, Moynihan, Baucus, and Boren.

[The press release announcing the hearing follows:]
I Press Release No. 85-029)

HEARING oN TECHNICAL CORRECIONS SCHEDULED FOR JUNE 5

The Senate Committee on Finance will conduct a hearing on S. 814, the Technical
Corrections Act of 1985 and also receive testimony on technical corrections to the
Retirement Equity Act of 1984, Senator Bob Packwood (R-Oregon), Chairman of the
Committee, announced today.

The hearing will begin at 9:30 a.m., Wednesday, June 5, 1985, in Room SD-215 of
the Dirksen Senate Office Building.

The hearing will focus on a review of S. 814, the Technical Corrections Act of
1985, as introduced by Senator Packwood and Senator Russell Long (D-Louisiana)
earlier this year. S. 814 makes technical corrections relating to the fax Reform Act
of 1984.

"This bill represents considerable work on a most difficult range of tax issues,"
Senator Packwood said of S. 814. "I am hopeful we move forward expenditiously to
conclude our involvement with the Tax Reform Act of 1984, which cleared the Con-
gress a year ago.

"Likewise," he added, "it is my aim that we receive comment on technical correc-
tions to the REtirement Equity Act," Senator Packwood said.

The CHAIRMAN. The hearing will come to order. Today's hearing
concerns S. 814, the Technical Corrections Act of 1985, introduced
earlier this year by Senators Long and myself. The bill makes a
number of technical, clerical, and conforming amendments to the
tax legislation enacted in 1984, including the Deficit Reduction Act
of 1984, The bill also makes certain technical amendments to provi-
sions in the 1984 act relating to Social Security and trade. Because
of the length and complexity of the 1984 legislation, it was to be
expected that numerous technical errors would have to be correct-
ed in subsequent remedial legislation. The various congressional
staffs, with valuable assistance from the Treasury Department and
outside professional groups and individuals, have tried to identify
those areas where the original congressional intent in enacting the
legislation has not been properly carried out. The staffs were di-
rected, however, and I want to emphasize this, to include only
amendments of a purely technical nature, and that continues to be
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my goal. This piece of legislation is not the appropriate place to re-
visit substantive decisions made last year. I look forward to the
various testimonies today, and we will examine closely all of the
submissions to ensure that we have neither overlooked any techni-
cal amendments to the 1984 legislation or included any amend-
ments that should not have been made. We have a great many wit-
nesses scheduled to testify today. And in order to accommodate
them all. I would request that each witness limit his presentation
to 3 minutes. Their entire submissions will be a part of the record.
That 3-minute limitation, of course, does not apply to the Treasury
Department because they have got to testify on everything that we
have before us, and we have today Hon. Roger Mentz, who is the
Deputy Assistant Secretary for Tax Policy as our first witness. Mr.
Secretary, we are glad to have you with us. Let me ask if the Sena-
tors have any opening statements. Senator Symms.

Senator SyMms. No, Mr. Chairman.
The CHAIRMAN. Thank you. Mr. Secretary, go right ahead.

STATEMENT OF THE HON. ROGER MENTZ, DEPUTY ASSISTANT
SECRETARY FOR TAX POLICY, DEPARTMENT OF THE TREAS-
URY, WASHINGTON, DC
Secretary Micwr. Good morning, Mr. Chairman, Mr. Symms, Mr.

Baucue. It is a pleasure to be here this morning and an honor to
testify before the Senate Finance Committee in my new role as
Deputy Assistant Secret Onthe Technical Corrections Act, Mr.
Chairman, the Treasury Department supports virtually all of the
provisions contained in that act. As you mentioned, we have
worked with the staffs on developing the act. It is only'the ver few
provisions that we have some question or problem about that I
would like to discuss this morning. I will take them in the order in
which they are presented in the act. With your permission, I would
like to make my written statement a part of the record, and I will
just hit the very highlights of the testimony.

The CHAIRMAN. I will say. again to you and to all of the wit-
nesses: The entire statement. will be in the record, and to the
extent that I had them yesterday, I have had a chance to read the
statements last night. That is one of the reasons why we going to
very strictly insist upon our rules of advanced submission of the
statements so that the Senators can have a chance to read them
before the hearings. Go right ahead, Mr. Secretary.

Secretary MEwrz. Thank you. The first subject I would like to
discuss briefly is the dividend-received deduction. This involves a
technical correction to the 1984 act, but the roots of the technical
problem go all the way back to 1958. Let me try to explain very

briefly what the problem is. The dividend-received deduction allows
a corporation a deduction for 85 percent of the dividends received
from another corporation. The purpose of that is to avoid double
taxation. The earnings would normally be taxed by the payor cor-
pration and the dividends received deduction of 85 percent is de-

signed to avoid double taxation. In certain cases, it is 100 percent
where it is a parent-subsidiary relationship, but normally t is 85
percent.
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The dividends received deduction applies where the stock is held
by the recipient corporation for a period of more than 45 days. It
was previously 15 days, but was changed to 45 days in the Tax
Reform Act. There is a limitation on that 45-day holding period
rule. The limitation is that if the recipient corporation has a "put,"
that is, an option to sell the stock, or has a contract to sell the
stock, or has made a short sale of the stock, the holding period does
pot run so that the 45 days does not run. And under the statute,
the dividends received deduction is not allowed. Now, there has
been an ambiguity in current law, going all the way back to 1958,
as to what happens where a corporate taxpayer holds stock and
also has a put. He may hold the put for 20 days or 20 years, but he
doesn't exercise the put and continues to hold the stock. The ques-
tion is: Is the dividends received deduction disallowed during the
entire period that the "put" is held? The answer to that question is
somewhat unclear under current law although it is our under-
standing that it has not been administered to disallow the deduc-
tions. It is certainly a possible construction that all the dividends
received during that period would be disallowed.

The change in the 1984 act expanded the limitations and the
holding period but basically did not change this provision for this
tolling of the holding period while there is an option to sell. And
the Technical Corrections Act would address this issue frontally by
saying it doesn't matter whether the stock is disposed of or not. If
the stock is held and there is an outstanding "put," no dividends
received deduction would be allowed for as long as that. put is in
existence. In other words, if there is a "put" and the "put" is for 20
years-an unrealistic example, but we will take the extreme case-
no dividends received deduction would be allowed for the full 20-
year period.

Mr. Chairman, it is the Treasury Department's view that that is
a little too onerous, that it goes beyond the purpose of the limita-
tion on the dividends received deduction, which is to limit a kind of
a tax arbitrage where you buy the stock, get the dividend essential-
ly tax-free, then sell the stock, and take a deductible capital loss.
And the suggestion we would have would be that we could work
with the congressional staffs to devise another form of rule that
would reduce basis of the stock where you have an outstanding"put," and thus would in effect disallow the loss and thereby avoid
the tax arbitrage with respect to the first dividend, but not get into
the situation where it would disallow dividends for a very long
period of time. The reason that this is a problem-and particularly
a problem now-is that many regulated investment companies
hedge the down-side risk of investments in perfectly proper fashion
by buying "puts" and if the dividend received deduction were disal-
lowed with respect to all those type transactions, we think that is
probably not a fair result.

So, as I say, we would like to work with the staff to see if we
can't craft a better rule than this kind of a total shotgun approach
of disallowing all the dividends received deductions. Mr. Chairman,
I would propose just to go right through the couple of other points I
have unless someone would like to interrupt with a question.
Whatever your procedure is, I will be glad to follow it. j
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The CHAIRMAN. I would just as soon have you go all the way
through. I know you have a certain question about multiple trusts
and you have one other addition you want to make, and I would
rather have you finish your statement. Then we can ask our ques-
tions.

Secretary MENTZ. All right. On the multiple trust rule, the Tax
Reform Act had a provision that, with respect to any trusts that
were set up substantially by the same grantor with substantially
the same beneficiaries, and where a principal purpose is tax avoid-
ance, that those trusts could be combined into one trust. And the
abuse here is using a variety of trusts to take advantage of the
lower rates and going up the rate structure, you can set up 50
trusts for the same beneficiary and thereby avoid having income
tax at the higher rate.

The rule as enacted-the statute as enacted in the Tax Reform
Act-was effective for years beginning after March 1, 1984. There
is a proposal in the Technical Corrections Act that would, in effect,
grandfather all then-existing trusts and only apply the new rule to
trusts set up after March 1, 1984, or to new corpus additions to the
trust made after March 1, 1984. The Treasury's view is that this
provision would gut the 1984 rule because it would exempt an enor-
mous number of trusts that were set up with a tax avoidance pur-
pose before 1984. Now, we recognize that because of a change in
the 1984 act that combines the husband and wife as one grantor,
there may be certain situations where there are sympathetic condi-
tions for relief and I would like there again, with the staffs, to see
if we couldn't craft a more targeted approach, rather than go with
the Technical Corrections proposal which would basically just
grandfather all of those trusts, even though tax avoidance was a
principal purpose in their creation.

I would like to skip over some of the more technical of these
technical corrections.I am splitting hairs here.

Senator CHAFER. I had a feeling we were in a technical area
when I saw no line in the hall and empty seats here.

Secretary Mzwrz. When I see your eyes glazing over, I will try to
move along. There is a provision in the Technical Corrections Act
dealing with the interest exclusion for ESOP loans. I know of one
particular Senator who has a great interest in this, and I don't see
him present, but nevertheless I think it only fair that the Treasury
make this point. In the Tax Reform Act, there is a provision that
exempts one-half of the interest received by banks on certain qali-
fled loans to ESOP's--Employee Stock Ownership Plans. That
income is treated effectively as tax-exempt income, completely
exempt from tax. Now, under the provisions of the Internal Reve-
nue Code, enacted I believe in 1982, when a bank holds tax-exempt
securities-and of course, banks have interest expense-there is a.
provision that simply disallows 20 percent of the interest expense
attributable to the holding of the tax-exempt obligations. The
theory of this provision is that, under current law banks are
exempt from the general rule that disallows deductions for interest
expense on obligations incurred or continued to purchase or carry
tax exempt securities. Thus, if you or I hold tax-exempts and have
interest expense, we would have our interest expense disallowed
under a statute that doesn't apply to banks. The 1982 provision is
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sort of a surrogate for that provision, and disallows 20 percent of "
the interest paid by a bank where it is holding tax-exempt securi-
ties. The question which, really, I don't believe was addressed in
the 1984 act is: How does this provision apply to ESOP loars by
banks, the interest on which is partially tax exempt? I frankly
cannot distinguish between tax-exempt interest from a loan to an
ESOP and tax-exempt interest from an ordinary tax-exempt bond. I
imagine probably the senior Senator from Louisiana could .iake
the distinction, but I would simply say this: I am not sure that an
investment in the general obligation bond of the State of Louisiana
should be treated any differently than an investment that a bank
might make in an ESOP of some Yankee corporation. So, the
Treasury's bottom line on this is that the Treasury opposes the pro-
vision that would make a separate exception and not have the 20-
percent disallowance apply to loans by banks to ESOP's.

There are a couple of points that I would just like to mention
that are not in the Technical Corrections Act. We are suggesting
them as sort of additional new starters. One of them deals with em-
~ loyer operated eating facilities, and this is in our old favorite, the
ringe benefit area. There m a provision in the Technical Correc-

tions Act that basically says that an employee cafeteria does not
result in taxable income to employees if the revenue derived from
the facility normally equals or exceeds the direct operating cost. It
is a de minimis fringe benefit that is not going to cause a tax prob-
lem. The difficuhy with that provision is many, if not most, em-
ployers' cafeteria are subsidized. That is, what the employees pay
normally will be icss thiun the price that it costs the employer to
provide the meals. Either they are pi6'rvid from an outside food
service or provided inside. If you read the law literally, that means
that the fair market value of the food-not just the difference in
cost, but the fair market value of the food-somehow has to be
taxed to the employees. It really is a nightmare. To do it correctly,
you would have to figure out what employees had what to eat-
how many hotdogs did he eat, how many cups of coffee?-and what
the difference is between what he paid and what the fair market
value of that food is. It is a bedevilling problem that Treasury
would like to see resolved in a simpler way, and what we are sug-
gesting is: In the case of a cafeteria that is subsidized, exempt the
employees. Don't provide any tax on the employees, but as a surro-
gate for that, provide a form of excise tax on the employer. And
the excise tax could be developed so that it would roughly equal
the amount of tax that the IRS would have collected from the em-
ployees had the subsidy been included in their income and taxed to
them. This would require some assumptions about what the rates
might be. In fact, the rate might be higher-it should be higher-in
the case where the cafeteria is discriminatory, that is, where it is
available on a preferential basis to higher-paid employees. And the
reason for the higher rate would be that normally those people
would be in higher brackets. But in any case, the suggestion is:
Let's cut through a very complicated problem by not imputing
income to employees, and let's do it in a iiuch more simple way by
an excise tax directly on the employer. Various problems might
come up in terms of employers which are tax exempt, but we think
we can deal with them; if it is a section 501(cX3) or a State, we
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think you can still apply the excise tax. If it is the Federal Govern-
ment, really all it is is a budget item in that case, but in any case,
you would have a parity of treatment for employees, that is, em-
ployees would be tax exempt on a subsidized employer-provided caf-
eteria whether they work for Uncle Sam or XYZ company.

One last point I would like to mention, and that is the subject of
the repeal of the 30-percent withholding tax on interest paid to for-
eign persons. As you no doubt remember, this was a late starter in
the 1984 act. Some changes were made involving the computation
of the foreign tax credit limitation, and it was discovered somewhat
late in the game that these would have the effect of making it im-
possible for most U.S. companies to borrow in the Eurodollar
market by the use of Netherlands-Antilles finance subsidiaries. The
United States has basically been, for the last 20 years, pretty well
committed to encouraging or at least facilitating U.S. corporations
to borrow in the Eurodollar market. The Eurodollar market is an
enormous capital market, and it has been a national policy to fa-
cilitate U.S. borrowers being able to tap that market. It has been
done in various ways. In the early 1970's, there was an exemp-
tion-direct exemption-from withholding tax, and the exemption
only applied to public issues. I would suggest to you this morning
that is really where the United States ought to be in its unilateral
exemption from withholding tax. The unilateral exemption ouht
to a pnply only to public issues. If you read the 1984 act and the leg-
islative history, it would certainly be possible to conclude that it
applies to not just public issues but private placements as well, or
indeed, even trade payables. It is possible to conclude that if a U.S.
company buys some machinery or equipment from a Japanese
manufacturer and pays for it with a note that bears interest, that
there is no U.S. withholding on that note because of the 1984 act.
Whether our proposal to limit the 30 percent withholding repeal to
public offerings is or is not a technical correction is perhaps a
matter of debate, but I would suggest to you that it could be re-
garded as a technical correction. If not, I want to state what our
position is anyway so that we find another vehicle and get to this
result.

The reason that you absolutely must have an exemption for a
public offering is it is impossible to sell Eurobond obligations in the
pu=lc market without a direct exemption. That is because you
have a public market out there where these obligations are traded,
and it is not possible to rely on any one treaty since they are
traded among people of various countries, some of whom have
treaty protection and others do not. And the practice very firmly
embedded in that market requires the obligation to be free of with-
holding. All Eurodollar offerings that I have ever seen-and I have
seen a lot of them-require the covenant of the borrower to make
Up any withholding tax. If you don't have an exemption for public

your public offerings in the Eurodollar market are just
absolutely shut down, and that is, I think, not an acceptable U.S.
policy, and certainly Congress has found it unacceptable for 20
years.

It is different for the case of private placements. U.S. companies,
large or small, if they want to borrow directly from a financial in-
stitution can do so through a treaty exemption-the United King-

S
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dom, Federal Republic of Germany, Netherlands, for instance-and
the treaty rate is zero there, and they can go ahead and place their
paper privately and have the benefit of a zero rate of withholding.
Now, the lender would probably prefer a unilateral exemption, be-
cause the lender could then sell off that paper to someone else-an
Arab perhaps or someone else who doesn't have treaty protection.
That makes the paper a little bit more valuable, but the basic point
is that even without a withholding exemption-a unilateral exemp-
tion-the U.S. borrower can still borrow in the private placement
market, as opposed to the public market, where he absolutely
.cannot. It is our judgment that for treaty negotiation purposes, it is
important for the Treasury not to give that one away unilaterally.
Most other jurisdictions do not have a unilateral exemption for all
withholding of interest in the Eurodollar-type borrowing, and it is
effectively a chit that can be used-and we do use-in treaty nego-
tiations. We totally agree with the purpose of the 1984 act in
exempting public offerings, but we think a narrowing of that provi-
sion, Mr. Chairman, would be appropriate. Whether or not it is
appropriate in the Technical Corrections Act, I think I would have
to leave that to your judgment. Your collective judgment.

Mr. Chairman, that is all the remarks that I have on my testimo-
ny. I would be happy to answer any questions.

The CHAIRMAN. Mr. Secretary, thank you.
[The prepared written statement of Assistant Secretary Mentz

follows:]
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For Release Upon Delivery
Expected at 9s30 am.E.D.T.
June 5, 1985

STATEMENT OF
J. ROGER MENTZ

DEPUTY ASSISTANT SECRETARY (TAX POLICY)
DEPARTMENT OF THE TREASURY

BEFORE THE
COMMITTEE ON FINANCE
UNITED STATES SLNATE

Mr. Chairman and Members of the Committee:

It is my pleasure to present the views of the Treasury
Department on S. 814, the Technical Corrections Act of 1985.

The Tax Reform Act of 1984 had an extremely broad scope,
touching virtually every area of U.S. tax las, including time
value of money tax accounting, corporate and partnership
taxation, and the taxation of employee benefits, tax-exempt
bonds, life insurance and life insurance companies, private
foundations, and international business. The Tax Reform Act also
included significant changes directed at simplification of the
Code, as we1l as provisions as diverse as those involving luxury
cars and the excise tax on sport fishing equipment.

Considering the scope and complexity of the Tax Reform Act,
legislation implementing technical cc6rrections seemed inevitable.
Nevertheless, only a relatively modest number of technical
corrections are included in the bill as introduced -- this is a
compliment to the skills of the persons involved in the
preparation and passage of the Tax Reform Act.

The Treasury Department supports virtually all of the
proposed amendments included in S. 814. we will discuss in the
order in which they appear in the bill those few provisions that
we oppose or that we believe require modification or, at least,
amplification. In addition, we will discuss several areas
included in the Tax Reform Act that are not the subject of any
provision in the bill, but which we believe require technical
correction.

B-164
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TECHNICAL CORRECTIONS ACT OF 198S

Dividends Received Deduction

Section 104(b)(1) of the bill would amend the holding period
requirements applicable to stock owned by corporations claiming
the dividends received deduction. Under current law, the
dividends received deduction is provided to corporate owners */
of stock in order to limit the imposition of multiple taxation as
dividends are paid by one corporation to another corporation.
Corporate income generally is subject first to the corporate
income tax and then to a shareholder level tax when the corporate
earnings are distributed as dividends to noncorporate
shareholders. The dividends received deduction provides the
mechanism to ensure that significant additional corporate level
tax is not imposed on intermediate distributions of earnings to
corporate shareholders.

Under current law, however, the dividends received deduction
is not allowed with respect to any dividend on any share of stock
which is sold or otherwise disposed of in any case in which the
taxpayer has not held such share for a specified time period, or
to the extent that the taxpayer is under an obligation (whether
pursuant to a short sale or otherwise) to make related payments
with respect to positions in related property. These limitations
were originally enacted in 1958 to deny a dividends received
deduction in certain cases in which so-called tax arbitrage
opportunities exist.

Generally, the price of a share of stock drops immediately
after the stock becomes "ex-dividend," because the holder of the
stock on the ex-dividend date, rather than the transferee, is
entitled to receive the dividend. Absent a holding period
requirement, a corporate taxpayer could acquire shares
immediately prior to the date shares become ex-dividend and,
following the ex-dividend date when the value of the shares has
dropped by an amount approximately equal to the anticipated

V The corporate dividends received deduction is provided only
To the corporation that, under general principles of tax law, is
determined to bear the benefits and burdens of ownership of
corporate stock. For example, the dividends received deduction
would not be available to the purported owner of stock purchased
in a transaction that in form conveys ownership of the stock
together with a right to "put" the stock to the seller, but in
substance is a loan of the "purchase amount" secured by the
transferred stock, irrespective of the issue discussed in this
testimony.
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dividend, the corporation could sell the shares at a loss. in
such case, often called "dividend stripping," the corporate
shareholder could claim the dividends received deduction with
respect to the dividend, thereby making the dividend income
almost tax-exempt, and could utilize the short-te e capital loss
resulting from the sale of the shares to offset against capital
gain income.

As originally enacted, the required holding period was 16
days (91 days in the case-of certain preferred dividends). The
market risks associated with holding the shares for those periods
were viewed as adequate to deter taxpayers from engaging in the
tax-motivated transaction described above. The 16-day and 91-day
holding periods, however, did not include periods during which
the taxpayer reduced or eliminated the risk of loss on the
underlying stock by entering into a short sale of, acquiring an
option tc sell, or entering into a binding contract to sell,
substantially identical stock or securities. Such transactions
could be utilized to "lock in" the sales price of stock and allow
a corporate taxpayer to engage in dividend stripping with respect
to a dividend payment, regardless of the period the stock is
held.

rot example, if stock is purchased immediately before the
ex-dividend date at $100, a $10 dividend is declared with respect
to the'stock, and the taxpayer buys an option to sell the stock
for $90, the taxpayer exercising the option is assured of a sales
price equivalent to the fair market value immediately after the
ex-dividend date, regardless of subsequent market movements
affecting the value of the stock. Under current law, the
dividends received deduction would be denied with respect to the
$10 dividend to prevent such an abusive transaction. If the
option is nnt exercised and the stock is not otherwise disposed
of, however, no loss is recognized, the option has not provided
the taxpayer with a tax arbitrage opportunity, and there is no
reason to deny a dividends received deduction with respect to the
$10 divided.

A similar abuse exists in cases where a corporate taxpayer
holds both "long" and =short" positions with respect to stock on
the ox-dividend date. Absent a rule denying the dividends
received deduction with respect to dividends received when an
obligation to make corresponding payments exists refrdless of
whether a sale or other disposition occurs, a corporate taxpayer
would claim that all of the dividends received with respect to
the stock are subject to the dividends received deduction, while
also deducting against ordinary income the amounts paid
(generally equal to the dividends received) with respect to the
short position.

The corresponding payment rule as originally enacted was
limited to payments made with respect to short positions in
"substantially identical stocks or securities." Because
taxpayers were attempting to circumvent the statutory rules by
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acquiring dividend-paying common stock and entering into short
sales of convertible preferred stock or convertible bonds of the
same issuer and claiming that the positions were not "substan-
tially identical," the Tax Reform Act expanded the corresponding
payment rule to include payments made with respect to short
positions in substantially similar or related property. In
addition, the holding period requirement was extended from 16
days to 46 daysbecause Congress determined that the 16-day
requirement was inadequate to deter dividend stripping (the
91-day holding period for certain preference dividends was
retained). Further, the Tax Reform Act provides regulatory
authority for the suspension of the holding period with respect
to stock for any day the taxpayer has diminished the risk of
holding the stock by holding one or more other posrfTIdT--ith
respect to substantially similar or related property. The Tax
Reform Act, however, did not change the requirement that a sale
or other disposition occur before the dividends received
deduction would be disallowed for failure to satisfy the
requisite holding period.

The proposed amendment, contained in section 104(b)(l) of
the bill, would disallow the dividends received deduction where
the holding period requirement is not met, irrespective-of
whether there is a sale or disposition of the stock. According
to the "Description of the Technical Corrections Act," prepared
by the staff of the Joint Committee on Taxation, this provision
is intended to eliminate perceived administrative problems caused
by the disposition requirement. In particular, present law does
not indicate clearly whether the dividends received deduction is
denied retroactively to'all dividends received with respect t o
stock that is sold or disposed of before the required holding
period is satisfied or whether the dividends received deduction
is denied only with respect to the last dividend received prior
to the sale or other disposition of the stock. If the former
interpretation were to prevail, as assumed by the Joint Committee
staff explanation, significant administrative burdens would
clearly arise.

We believe that the statute as presently drafted does not
provide explicit guidance concerning which dividends are denied
the dividends received deduction upon the sale or other
disposition of stock before the required holding period is
satisfied. The policy underlying the dividends received
deduction, however, suggests that present law should be
interpreted to deny the dividends received deduction only with
respect to dividends that provide the taxpayer with tax arbitrage
opportunities. if corresponding payments are not made with
respect to a short position in similar or related property, tax
arbitrage opportunities are present only when there is a sale or
disposition of the stock.

Under the proposed amendment, however, a corporation would
be denied the dividends received deduction for all dividends
received with respect to shares in a subsidiary or other
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corporation if the corporation has diminished its risk of loss by
holding substantially similar or related property, regardless of
whether the stock is held for 20 days or 20 years. while this
result is appropriate and required by current law if the
corporation also is making corresponding payments with respect to
a short position in similar or related property, it is not
appropriate in situations where only one dividend payment
provides a tax arbitrage opportunity. Therefore, the proposed
amendment does not further or clarify the Congressional purpose
underlying the holding period requirement applicable to the
dividends received deduction. Moreover, the proposed amendment,
which would apply retroactively to stock the holding period for
which began after the date of enactment of the Tax Reform Act,
would impact significantly on corporations that enter into
transactions to enhance yield and reduce the risk of market
fluctuations with respect to stock held for long-term investment
purposes.

In summary, we oppose the proposed deletion of the sale or
other disposition requirement with respect to the dividends
received deduction. We are not persuaded at this time that risk
reduction absent tax arbitrage opportunities is a relevant
criterion for purposes of denying the dividends received
deduction.

If the Committee decides that soce action in this area is
necessary, however, we suggest that, rather than the approach
'adopted in tho bill, consideration should be given to reducing a
corporate taxpayer's basis in acquired shares, in a manner
similar to that provided in section 1059, if the taxpayer does
not hold the shares for the required period. Under section 1059,
a corporate shareholder's adjusted basis in any share of stock
that is held for one year or less is reduced by the nontaxed
portion of any extraordinary dividend received with respect to
such stock. If the nontaxed portion of an extraordinary dividend
exceeds the shareholder's adjusted basis in the stock with
respect to which the distribution was made, the excess is treated
by the shareholder as gain from the sale or exchange or property.
For purposes of determining whether stock has been held'for one
year or less, the general holding period suspension rules
applicable for purposes of the dividends received deduction are
applicable. All dividends that have ex-dividend dates within a
period of 85 days are treated as one dividend with respect to the
dividend-paying stock.

A similar rule could apply to adjust the basis of stock that
is sold or otherwise disposed of before a corporate taxpayer has
satisfied the requisite holding period. Under such a rule, the
basis of the stock would be reduced by the nontaxed portion of
all dividends received within a period of 85 days from the date
of acquisition of the stock. Consistent with the policy
underlying the dividends received deduction limitation, this
approach would prevent a corporate taxpayer from creating an
artificial loss on the sale or other disposition of the stock
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equivalent to the amount of the dividends included in the
purchase price of the stock.

Multiple Trust Rule

The Tax Reform Act provides that under Treasury regulations
two or more trusts shall be consolidated and treated as one trust
if (1) the trusts have substantially the same grantor or grantors
and substantially the same primary beneficiary or beneficiaries
and (2) a principal purpose of the trusts is tax avoidance. The
multiple trust rule is effective for taxable years beginning
after March 1, 1984. Thus, it applies to existing trusts in
taxable years beginning after March 1, 1984.

Although the bill would leave the substantive portion of the
multiple trust rule intact, it would amend the effective date of
the provision. in particular, section 106(a) of the bill
provides that, in the case of any trust that was irrevocable on
March 1, 1984, the multiple trust rule would apply only to the
portion of the trust, if any, attributable to contributions made
to corpus after March 1, 1984.

* Prior to 1983, Treasury regulations provided that two or
more trusts would be consolidated and treated as one trust under
enumerated circumstances similar to the provisions of the
multiple trust rule included in the Tax Reform Act. The Tax
Court, however, held in 1983 that the Treasury regulations were
invalid. In response to the Tax Court's decision, the multiple
trust rule was enacted in the Tax Reform Act. Congress was
concerned that, without the restrictions provided by the Treasury
regulations, it would have been possible under the progressive
tax rate structure for a taxpayer to reduce income taxes
significantly by establishing multiple trusts for the same or
similar beneficiaries. Congress sought to restrict this ability
to reduce tax liability by expressly providing a statutory
multiple trust rule.

We oppose the provision in the bill that would amend the
effective date of the multiple trust rule for two reasons.
First, the proposed amendment, in the Treasury Department's view,
cannot-be considered a technical correction. Rather, the
amendment seeks to make a significant substantive change in the
scope of the multiple trust rule. As enacted, the provision can
operate to consolidate multiple trusts established before March
1, 1984, in the first taxable year beginning after that date.
The proposed amendment would drastically reduce the number of
trusts to which the provision is potentially applicable.
Regardless of whether a broad grandfather rule would have been
desirable in the provision as enacted, such an amendment cannot
fairly be characterized as a technical correction.

Second, we believe 4he proposed amendment is overbroad. It
must be recognized that the multiple trust rule can operate to
consolidate two or more trusts for tax purposes only if, in
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addition to other requirements, a principal purpose of the trusts
is tax avoidance. Accordingly, the proposed change in the
effective date provision will provide relief only to trusts
established with tax avoidance as a principal purpose. In
particular, the amendment would permit taxpayers who established
an unlimited number of trusts prior to March 1, 1984 to continue
to reduce their tax liability significantly in all future taxable
years.

While the Treasury Department is aware of certain classes of
trusts for which relief from application of the multiple trust
rule might be appropriate, we believe an amendment providing
wholes&e relief to all trusts created prior to March 1, 1984,
many of which may be flagrant attempts artificially to reduce tax
liability, is inappropriate and should not be included in the
bill. we believe that any unjustified applications of the
multiple trust rule can be avoided administratively.
Nevertheless, we would be pleased.to work with the Committee in
drafting a narrower grandfather provision, if the Committee
believes such relief should be provided by statute.

* Definition o& Listed Property

The Tax Reform Act imposed stricter recordkeeping
requirements and limited accelerated cost recovery (ACRS)
deductions and investment tax credit (ITC) allowances on "listed
property." The term "listed property" includes passenger
automobiles and other means of transportation, computers and
peripheral'equipment, property used for entertainment, recreation
and amusement purposes and other types of property specified in
Treasury regulations. Computers that are used exclusively at a
regular business establishment," however, are not listed
property.

Section 112(e)(3) of the bill would provide that the
exception for computers used exclusively at a regular business
establishment would apply only to computers "owned or leased by
the person operating such establishment." Although this
provision is consistent with the legislative history of the Tax
Reform Act, the Treasury Department opposes this amendment
because it is contrary to the purposes of the underlying
provision.

The proposed amendment will primarily affect computers owned
by employees that are kept at the employer's place of business.
I an employee's comput-r kept at the employer's place of
business is classified as lis-ted property, the employee must
substantiate claimed business use of the computer under section
274(d) of the Code 'rather than section 162 of the Code) and
prove that the computer is for the convenience of the employer
and is required, as a condition of employment to be entitled to
any deduction or credit for the computer. Congress imposed these
additional requirements on listed property because of concerns
that taxpayers were overstating deductions for property of a type

/
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that is susceptible to personal use. These concerns were
particularly acute in the case of employees claiming deductions
for property used in connection with their employment.

The original exclusion for computers kept at a regular
business establishment reflected a judgment that the potential
for personal use of such property is minimal. The Treasury
Department believes this rationale applies equally whether a
computer is owned by an employer or an employee. The compliance
concerns that prompted Congress to enact stricter limits on
listed property are not likely to be as great when an employee
keeps a computer at the employer's place of business. Therefore,
we recommend that this proposed amendment be deleted from the
bill.

Gambling Activities Conducted by Nonprofit Organizations

Section 51lof the Code imposes a tax on the income derived
by a tax-exempt organization from the conduct of an *unrelated
trade or business. An unrelated trade or business is defined as
a trade or business the conduct of which is unrelated to the
urpose for which the organization has been granted exemption
rom federal income tax. The Tax Reform Act provides that the

term "unrelated trade or business" does not include conducting
any game of chance by a nonprofit organization if (I) the
organization's conduct of the game does not violate any State or
local law, and (ii) as of October S, 1983t there was a State law
in effect that permitted the game of chance to be conducted only
by nonprofit organizations. we understand that this provision
was intended to apply only to gambling activities regularly
conducted by nonprofit organizations located in North Dakota.

The Treasury Department opposed enactment of this provision
as an inappropriate exception to the statutory definition of the
activities that constitute an unrelated trade or business.
Moreover, the Treasury Department did not believe it appropriate
to enact a change in the substantive law that would apply to
organizations located in one particular State without extending
the special exemption to similarly situated organizations located
in other States.

We understand that, since enactment of the Tax Reform Act,
questions have arisen concerning whether this provision applies
to states other than North Dakota. Section 133 of the bill would
clarify Congressional intent by providing that the special
exemption from the general rules defining an unrelated trade or
business is available only if the State law restricting the
operation of the particular game of chance to nonprofit
organizations was originally enacted on April 22, 1977, the date
the relevant law was enacted in North Dakota.

Given the Congressional intent to limit this provision of the
Tax Reform Act solely to North Dakota, we agree that section 133
of the bill is within the proper scope of a technical corrections

.
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bill. We continue to believe, however, that the substantive
rovision is not a justifiable exception to the unrelated
usiness income tax and that, in any event, the same rule should

apply to all similarly situated taxpayers regardless of the State
in which they are located. finally, we note that under the
general effective date provision of the bill the proposed
amendment would apply as if it had been included in the Tax
Reform Act. As described above, however, the provision as
enacted applied on its face to nonprofit organizations located in
any State in which a proper law was in effect as-of October S,
1984. Because nonprofit organizations located in States other
than North Dakota with such laws in effect had no notice that the
special exemption did not apply to them, transition rules
providing appropriate relief should be adopted if the proposed
amendment is enacted.

Definition of "welfare Benefit Fund"

Section lS1(a)(8) of the bill proposes to amend the
definition of "welfare benefit fund* to exclude certain
experience-rated arrangements between employers and insurance
companies so that employer contributions to, reserves under, and
refunds and dividends paid pursuant to such arrangements will not
be subject to the various limitations on "welfare benefit funds"
enacted by the Tax Reform Act. The general policy underlying
these limits was to restrict the extent to which employers are
able currently to accumulate amounts on a tax-favored basis in
Welfare benefit funds" to provide future benefits to employees.
(These limitations are commonly known as the *VIBA" rules.)

At this time, we oppose the proposed amendment and instead
recommend that the original decision of Conqress on this,
issue--that such arrangements be treated as "welfare benefit
funds" only to the extent provided in Treasury regulations--be
permitted-to stand.

The Tax Reform Act generally limited the favorable tax
treatment of welfare benefit funds by precluding the employer
from currently deducting contributions to a "fund* to provide
future benefits to active employees and by subjecting fund income
to unrelated business income tax where the fund's reserves at
year-end are in excess of actuarially justified levels to cover

- claims incurred but unpaid as of the end of such year. Certain
modifications to these rules were made where an employer is
accumulating amounts to provide post-retirement life insurance or
health benefits to employees. The Tax Reform Act also provided-
that if any portion of a welfare benefit fund reverts to the
benefit of the employer maintaining the fund,qhe Amount of the
reversion is subject to a 100 percent tax.

The Tax Reform Act contained a three-prong definition of the
term "fund.* first, any social club, voluntary employees'
beneficiary association, supplemental unemployment compensation
benefit trust, or group legal services organization that is
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tax-exempt is a "fund." Second, any trust, corporation, or other
organization not exempt from income tax is a "fund'i this rule
vas directed at taxable trusts and similar organizations.

Third, and most important for present purposes, the Tax
Reform Act provided that "to the extent provided in regulations,
any account held for an employer by any person" would be a
"fund." This third prong was directed principally at accounts
held by insurance companies whereby the insurance company
effectively holds an employer's funds on a tax-favored basis to
discharge the employer's future welfare benefit obligations.
This arrangement enables the employer to gain the benefit of the
favorable tax treatment provided to insurance company reserves.

Even though no regulations have been issued causing anr
account involving an insurance company to be treated as a Ifund"
under the third prong of the definition, section ISl(a)(8) of the
bill proposes to amend the third prong to exclude certain amounts
held for the benefit of an employer by an insurance company if
(i) there is no guarantee of a renewal of the contract and (ii)
the only payments to which the employer or employees are
entitled, other than current insurance protection, are
experience-rated refunds or police dividends that are not
guaranteed and that are determined based upon factors other than
the amount of the welfare benefits paid to (or on behalf of) the
employees of the employer. The bill would make this exemption
contingent on the employer including any experience-rated refund
or policy dividend with respect to a policy year in income in the
employers taxable year in which the policy year ends.

The proposed amendment would thus exempt certain
experience-rated arrangements with insurance companies from the
definition of 'fund'. At this time, ye do not believe that the
proposed amendment is appropriate for several reasons.

first, the question of whether an account involving an
insurance company should be treated as a "fund' or whether an
employer's arrangement with an insurance company is bona fide
insurance is a complex policy issue that requires significant
in-depth study. Indeed, in this regard, we understand that
certain insurance companies are now proposing changes to the
amendment, indicating further the complexity of the issue and the
importance of acting only after a complete examination. The
insurance industry is concerned that the definition of fundw not
bo overbroad. we are similarly concerned, however, that an
inappropriate narrowing of the scope of the enacted limits may
effectively permit insurance companies to offer arrangements and
the associated tax advantages to employers that are not available
on a self-funded or self-insured basis and thus may create
significant competitive advantages for insurance companies over
self-insured arrangements.

I
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In the Tax Reform Act, Congress recognized that the "fund"
issue could be properly resolved only after an intensive
examination of the various arrangements offered by insurance
companies. Unfortunately, the Treasury Department has only begun
its examination of the extent to which employers' arrangements
with insurance companies should be treated as "funds." We hope
to be able to meet with insurance industry representatives over
the next several weeks to discuss and examine the proposed
amendment and the related issues more closely. Thus, we are not
yet able to determine whether the proposal focuses on the
appropriate factors or draws the proper distinctions. After the
meetings, however, we will be better able to evaluate the
proposal and to make specific recommendations regarding its
substantive effects. -

Second, we understand that the primary objection raised by
insurance companies to treating certain experience-rated
arrangements as "funds" is that a refund or policy dividend would
be a reversion subject to a 100 percent excise tax. We concede
that the reversion tax provision may be read to apply to
reasonable and bona fide premium refunds and policy dividends.
However, such payments are not within the scope of the original
policy underlying the reversion tax. Thus, we would not object
to amending the excise tax provision to clarify that reasonable
and bona fide premium or contribution refunds and policy
dividends, if taken into income by the employer in the year to
which the refund or dividend relates, would be exempt from the
100 percent reversion tax.

Third, we understand that there is concern about the chilling
effect the existing rule is having on the ability of the
insurance companies to market experience-rated arrangements to
employers. Evidently,. some claim that employers are reluctant to
enter into experience-rated arrangements due to their fear that
such arrangements will be treated as "funds."

We have not received any data in support of this claim.
Thus, ve are unable to determine whether the claim is supported
by the facts. In addition, given t',e complexity of the issues,
the variety of the arrangements offered by insurance companies,
and the vagueness of the proposed amendment, we are not convinced
that the proposal would succeed in eliminating the claimed
chilling effect. Nevertheless, we would not oppose amending the
third prong of the "fund" definition to provide that, with the
exception of certain arrangements that are commonly considered to
be "funds" (e.g., retired lives reserves), an account held by any
other person (such as the experience-rated arrangements that are
within the proposed amendment) will not be treated as a "fund"
before six months following the issuance of final regulations
treating the account as a "fund." Such a delayed effective date,
tied to final rather than proposed regulations, should be more
effective than the proposed amendment at eliminating any current
chilling effect involving employers' willingness to enter into
experience-rated arrangements with insurance companies.



19

Qualified Employee Discounts

Under section 132 of the Code, as added by the Tax Reform
Act, a qualified employee discount is, within certain limits,
excluded from an employee's gross income. An employee discount
is the "amount by which the price at which the property or
services are provided to the employee by the employer is less
than the price at which such property or services are being
offered by the employer to customers." To be qualified, an
employee discount must be with respect to property (other than
real property or personal property of a kind held for investment)
or services that are offered for sale to customers in the
ordinary course of the line of business of the employer in which
the employee is performing services. If a discount does not fall
within the definition of an employee discount, it cannot be a
qualified employee discount and is includable in gross income
(unless excludable under another statutory provision).

Section 153(a)(2) of the bill would amend the definition of
qualified employee discount so that a discount would not be
qualified unless the property or services provided by the
employer are provided "to an employee for use by such employee."
We believe the proposed amendment is an appropriate technical
correction, which conforms the requirements of a qualified
employee discount to the requirements of the related provisions
governing no-additional-cost services. A no-additional-cost
service, which also is excludable from an employee's gross
income, must be a service provided by an employer to an employee
*for use by such employee.

In addition, the technical correction is consistent with the
structure of section 132. In particular, section 132(f)(2)
provides that, for purposes of the no-additional-cost service and
qualified employee discount provisions, use by an employee's
spouse or dependent child shall be treated as use by the
employee. If it were not required that a qualified employee
discount must be limited to property or services provided for use
by the employee, section 132(f)(2) would be meaningless as
applied to qualified employee discounts.

The proposed amendment also is consistent with the statutory
principle that only a certain class of employees is eligible for
a qualified employee discount. If there were no requirement that
the property or service be provided for the use of the employee,
then an employee in the appropriate line of business of the
employer could act as a conduit for anyone elsi, including, for
example, an employee in a line of business not eligible for the
qualified employee discount. In other words, the conduit
employee could make the discounted purchase and immediately
resell the property or the right to the service to another
individual foe the discounted price. Allowing the exclusion in
such a situation would be inconsistent with the statutory
limitations on the employees eligible for a qualified employee
discount.
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We note that in light of the statutory structure and
underlying rationale of section 132, the same result could be
reached by regulation without a technical correction.
Nevertheless, we believe that this statutory clarification is
appropriate.

We are, however, concerned with two aspects of the technical
correction. First, we do not believe that the qualified employee
discount exclusion should be denied where an employee gives
property to a third party without any consideration. For
example, if an employee working in a department store buys an
item at a discount and gives it to his mother for Mothers' Day,
the qualified employee discount exclusion should be available.
Giving property or the right to a service to a third party as a
gift should be considered use of the property or service by the
donor. Again, although we believe we could reach this result
without additional legislative guidance, we suggest that report
language clarify this point.

Our other concern relates to the employer's withholding and
employment tax obligations. If an employee is purchasing
property as a conduit for a person who is ineligible for a
qualified employee discount, the employee generally would be
taxable on the discount. However, the employer may not know that
the employee is reselling the property. in such cases, the
employer does not have a withholding or employment tax obligation
with respect to such taxable discount as long as at the time the
discount was provided it was reasonable to believe that the
employee would be able to exclude the discount from income.
Employees must be able easily to determine under what
circumstances it is reasonable to believe that the employee is
not reselling the property and thus making the discount taxable.
We believe that an employer should not be required to police use
of the discounted property or services by employees as long as
the employer has a bona fide policy, clearly communicated to
employees, against resale by employees and the employer is not
aware of facts that indicate this policy is not being observed.
Again, appropriate committee report language would be helpful to
confirm this point.

Interest Exclusion for ESOP Loans

The Tax Reform Act included a provision that permits banks,
insurance companies and certain other lending corporations to
exclude one-half of the interest earned on qualifying loans used
by ESOPs or corporations to acquire employer securities. The
exclusion applies to loans used to acquire employer securities on
or after July 18, 1984.

Section 265(2) of the Code denies a taxpayer a deduction for
interest on debt "incurred or continued to purchase or carry
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obligations the interest on which is wholly exempt from the taxes
imposed by this subtitle.* The Internal Revenue Service has made
an administrative determination that a bank's liabilities to
depositors are not incurred to purchase or carry tax-exempt
obligations owned by the bank.

Section 291, however, disallows 20 percent of a bank's
interest expense allocable to indebtedness "incurred ot continued
to purchase or carry obligations acquired after Decembec 31,
19829 the interest on which is exempt from taxes.* Section
154(c)(1) of the bill would amend section 291(e) to exclude
interest exempt from tax under section 133 from the scope of
section 291.

The Joint Committee Staff's General Explanation ("General
Explanation") to the Tax Reform Act states that section 265 does
not apply to interest on qualifying ESOP loans. This result is
arguably correct for banks because interest exempt under the
special ESOP provision included in the Tax Reform Act should be
treated in the same manner as wholly tax-exempt interest on
municipal bonds. The General Zxplanation, however, also states
that section 291 does not apply to such loans, but notes that a
technical correction would be necessary to exempt such interest
from the provisions of section 291.

Reflecting the intention noted in the General Explanation,
section 154(c) of the bill provides that interest on an
obligation eligible for the exclusion available for ESOP loans
will not be treated as tax-exempt interest for purposes of
section 291. We believe that the proposed amendment is
inconsistent with the purpose of section 291 and essentially
treats interest income received by a bank that is exempt from tax
under this 'provision moie favorably than interest on municipal
bonds. Interest received by banks that is exempt because the
proceeds are used by a corporation or an ESOP to acquire employee
securities should be treated in the same manner as interest on
municipal beads. Therefore, the Treasury Department opposes the
proposed amendment to section 291(e).

Employer-Operated Eating facilities

The Tax Reform Act expressly provides that gross income
includes fringe benefits except as otherwise provided in the
Code. The Treasury Department is concerned with the
administrability of this rule as applied to meals provided to
employees in subsidized employer-operated cafeterias. Although
no provision relating to this problem is currently included in
the bill, we suggest that the Committee consider an additional
technical correction to simplify its administration.

Section 132 excludes from income any de minimis fringe.
Section 132 provides explicitly that the operation of an eating
facility by an employer for its employees is treated as a de
minimis fringe if the facility is located on or near the business
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remises of the employer and the revenue derived from the
acility normally equals or exceeds the direct operating costs of

the facility. This special cafeteria rule does not apply to
officers, owners, or highly compensated employees, unless access
to the facility is available on substantially the same terms to a
nondiscriminatory class of employees.

If an employqr-operated cafeteria fails either the direct
- operating cost test or the nondiscrimination test (and does not
fall within the special section 119 exclusion for meals provided
on the employer's premises for the employer's convenience), the
value of the meals provided (net of any employee payments) will
be taxable income to the employee. Accordingly, employers and
employees will have to determine who received meals and how much
those meals were worth.

we have explored the possible creation of administrative safe
harbor valuations to eliminate the need for such detailed
accounting, but have discovered significant problems concerning
valuation of the total meals provided and allocation of the
income (the excess of the total value over total revenues
received),among the employees. ror example, allocation of income
pro rata among all employees would be unfair to employees who do
not use tbp cafeteria frequently. On the other hand, although
allocation of the income among all employees based on the number
of times each used the cafeteria might be acceptable, many
employers do not currently monitor who eats at the facility and
the adoption of such a monitoring system would be burdensome and
costly.

In light of these substantial administrative problems we
recommend consideration of a technical correction that "ould
exclude from income any meals provided to an employ,e by his or
her employer at an eating faci ity operated by the employer on or
near the employer's premises, regardless of whether provided for
the convenience of the employer. in conjunction with this
amendment, we suggest an excise tax on the employer with respect
to the subsidized portion of the meals. The excise tax rate
would be set at a level that would approximate the taxes that
would have been paid by the employees. Because the excise tax
represents a proxy for the forgone employee taxes, consideration
could be given to establishing one rate for facilities that do
not discriminate in favor of officers, owners, or highly
compensated employees and a higher rate for cafeterias that do
not comply with the nondiscrimination provisions. The higher
rate would be appropriate for cafeterias that fail the
discrimination tests because officers, owners, and highly
compensated employees are generally in higher income tax brackets
than other employees. In dur view, an excise tax regime would
accomplish the intent underlying the fringe benefit provisions
enacted in the Tax Reform Act, while avoiding significant
administrative difficulties.
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Interest Paid to Foreign Persons

The Treasury Department proposes additional provisions for
the portion of the bill relating to the 30 percent withholding
tax on U.S. source interest paid to foreign persons. The Tax
Reform Act generally repealed this tax with respect to interest
on portfolio obligations issued after July 18, 1984.

The most significant proposal would provide that only
interest paid on an obligation issued pursuant to a public
offering would qualify as Oportfolio interest" eligible for
repeal of the 30 percent tax. The legislation would be drafted
to ensure that interest on debt that is in substance publicly
offered and traded abroad would enjoy the exemption.

It has been suggested that this proposal does not constitute
a technical correction. If this Is determined to be correct, we
nevertheless regard the proposal as good tax policy and would
support its inclusion in another legislative vehicle if that were
considered more appropriate.

The Treasury Department believes that the purpose of the
repeal legislation was to provide direct access to the Eurobond
market for U.S. borrowers. When Congress in effect repealed the
withholding tax for several years beginning in 1971, it limited
the exemption to interest on underwritten public issues of debt
obligations in the Eurobond market. This market consists of
publicly offered obli ations which trade in an active secondary
market. It does not includee trade indebtedness and privately
placed obligations, which generally are exempted by treaty
provision.

The Treasury Department opposes unilateral repeal of the 30
percent tax on interest paid, for example, on trade indebtedness
and obligations issued in private placements for two reasons#
First, the policy basis for unilateral repealiwith respect to
pblicly offered obligations does not apply to such obligations.
publicly offered obligations trade in an active secondary market.

That is, the original holder of a publicly offered obligation may
sell it to another person who lives in another country, who in
turn may sell it to a third person who lives in yet a third
country. Any or all of these countries may have a tax treaty
with the United States which eliminates the U.S. withholding tax.
There is no way, however, for the issuer of the obligation to
ensure that it will be held by only residents of treaty countries
who will not be taxed on the interest. The only way to ensure
that foreign persons will not be taxed on publicly offered
c'li gations, and that these obligations will be able to trade
freely in the Eurobond market, is to eliminate the tax by
statute.

This rationale simply does not apply to obligations placed
with a few private holders or to trade indebtedness. If U.S.
issuers of such obligations wish holders of their debt
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obligations to avoid the U.S. withholding tax, such issuers can
feasibly target the obligations to residents of treaty countries.
In this context, we believe it inappropriate as a matter of tax
polLy to exempt income from tax unilaterally# in the absence of
overriding policy reasons. This'is particularly true in the
current fiscal environment.

The second reason we oppose repeal of the 30 percent tax on
interest paid on trade indebtedness and privately placed
obligations is that other countries generally have not repealed
thei- interest withholding taxes on such obligations. Exemption
for such obligations should be negotiated through tax treaties,
whereby reciprocal treatment can be obtained for U.S. sellers of
goods and U.S. persons wishing to undertake private borrowings.

In addition to the foregoing proposal, Treasury would suggest
some minor clarifications relating to the effective date of
repeal and certifications required for registered obligations.
we would be pleased to discuss these issues with Committee staff.

Broker Reporting of Substitute Payments

The Tax Reform Act amended section 6045 by adding section
6045(d). This new provision requires brokers to furnish their
customers with a written statement regarding certain, substitute
payments received by brokers on behalf of their customers.

Section 6678 generally imposes a penalty in the case of each
failure to furnish a statement pursuant to various information
reporting provisions, including section 6045(b). The Tax Reform
Act inadvertently neglected to amend section 6678 specifically to
provide a penalty for failure to furnish the statement required
by section 6045(d). Similarly, section 6652 generally imposes a
penalty of S percent of the gross proceeds required to be
reported for intentional failures to file returns required by
section 6045. Because section 6045(d), unlike section 6045
generally, requires 'payments,* not gross proceeds, to be
reported, section 6652 appeals inapplicable to a broker that
intentionally disregards the return requirement under section
6045(d).

No changes correcting these oversights are included in the
bill. Accordingly# we suggest that conforming amendments be made
to sections 6652 and 6678.
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TECHNICAL CHANGES TO THE RETIREMENT EQUITY ACT or 1984

In 1984, Congress enacted significant legislation altering
the tax-qualification requirements and the corresponding labor
provisions for employer-maintained profit-sharing, stock bonus,
pension- and annuity plans to provide greater protection to plan
participants, to surviving spouses of deceased participants, and
to former spouses of plan participants. The Administration
supported the Retirement equity Act and continues to support the
policies reflected therein.

The Finance Committee, according to the press release
announcing this hearing, is receiving comment on technical
corrections to the Retirement Equity Act of 1964. The Committee,
however, is not at this time considering a bill containing
specific amendments. We believe that technical amendments to the
Retirement Equity Act are necessary to clarify certain of the
original provisions and to resolve certain issues that were not
adequately addressed in the original legislation. Unfortunately,
however, we have not yet completed our review of the Act to
identify the amendments that should be made. We plan to complete
this review and report our recomendations to you shortly.

We note, however, that a bill to make technical corrections
to the Retirement Equity Act has been introduced in the House
(H.R. 2110). As we testified before the Ways and Means Committee
on Nay 16, 198S, although we generally support the provisions in
H.R. 2110, we oppose two of the proposals contained in that bill.
One of these two proposals would modify th9 rules governing
whether a qualified plan may make apaysent to an alternate payee
(e.g., a former spouse) under a qualified domestic relations
order before the plan participant has separated from service.
The other proposal tha we oppose would permit a spouse f
participant to waive irrevocably his or her right to consent to
the participant's selection of a beneficiary of any remaining
lan benefits upon the participant's death. We wilI discuss

these issues further once we have completed our review.

This concludes my prepared statement. I would be pleased to
respond to any questions.

5
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The CHAIRMAN. I have no questions of you. Senator Symms? Any
questions?

Senator SYMMS. Yes. Thank you, Mr. Chairman. Mr. Mentz, the
question I want to ask you is, in section 108 of the 1984 act, there
was a section in the bill which was a technical correction to clean
up what had happened in 1981 with respect to tax treatment of
regulated futures contracts. When the system went from the old
system to mark to market and the IRS had, as you know, targeted
in on straddle positions where people were either converting short-
term gain into long-term gain in paying the capital gains rate, or
else trying to defer the taxes on over into the next taxable year.
So, the Congress addressed that in 1984 to try to clean it up and to
end all the uncertainty, but we passed the law, and it was signed
by the President. The Internal Revenue Service acts as though
nothing happened. Do you have any plans on what is going to
happen there? Are we going to go ahead and continue to harass the
taxpayers even against the wishes of the Congress? I mean, they
have to hire lawyers all the time to fight these things. Do you want
to comment on that?

Secretary MENTZ. I will be glad to comment, Senator Symms.
Senator SYMMs. There are two sets of taxpayers here. There are

the people who earned money in some other vocation and moved in
and used the futures market as a tax-to try to reduce their tax
burden. And then there are the legitimate traders, and they seem
to be the target of the IRS, and for what reason, I still haven't fig-
ured out.

Secretary MzNrz. All right. You have three or four questions
wrapped up in the general question. Let me try to answer it. In
1981, 1 believe at the institution of the Senate Finance Committee,
there was this mark-to-market provision enacted which really did
curtail a serious problem where a taxpayer would engage in a
straddle transaction. He would frequently take a capital loss on
one leg of the straddle in 1 year, and then defer the gain until the

'next year, and by continuing to roll it you can get the benefit of
the loss and never pay tax on the gain. So, there clearly was a
problem here which you addressed and addressed frontally. And
the issue that you are raising is: What about pre-1981?

Senator SYMMS. That is correct.
Secretary Mswrz. And that was addressed in the 1984 legislation.

The effect of that, as I understand it, the intention-although-it is
not crystal clear-the intention was to take care of the dealers who
pre-1981 were engaged in these types of transactions as their busi-
ness. And under those circumstances, basically what the legislation
said was prior to the effective date of the Economic Recovery Tax
Act, effectively we would let bygones be bygones. Recently the
Miller case was decided in the Tax Court which effectively held
that the 1984 legislation protects not only dealers but also protects
anyone who has engaged in a straddle transaction as a means of
effectively providing tax shelter. That is a very broad decision and
a very troublesome one to the IRS. I know that Commissioner
Eggar and Chief Counsel Goldberg are very concerned about that
decision. They are trying to develop what their litigating strategy
is to be and what their overall strategy is to be with respect to

I
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what do they do about the nontraders, the tax-shelter individuals,
who engaged in straddle transactions pre-1981.

Senator SYMMS. The question I am trying to get answered is:
What is wrong with going by the law?

Secretary Mzwmz. Which law?
Senator Symms. The commodity transactions had been treated in

a certain way from 1938 through 1977, and then it is 1977, 1978,
1979, and 1980 tax years that are in question. 1981 was the year
the law changed, and most of the commodity transactions went to
mark to market.

Secretary Mzwrz. That is right.
Senator SYMMS. So, we have these 4 or 5 years. Why not go back

to 1971 or 1972 or 1973?I mean, all of a sudden we have some very
good people who are law-abiding citizens who are being harassed,
in my view, just like the gestapo-the way they are treated.

Seretary Mirz. Senator, the law and the case law relating to
tax years before 1981 has been coming out in favor of the IRS.
Some of these straddles that are engaged in on a purely tax shelter
basis have not held up, but now that the 1984 act has come along,
the Miller case complicates the matter. Taking into account the
1984 act retrospectively, Miller seems to suggest that these strad-
dles are OK, not just for the dealer but for everybody. Now, I think
the IRS, and certainly the Treasury, agree that as to the dealer,
which is what we thought we were dealing with in the 1984 act,
that is taken care of and there really should be no argument about
it. -As to the individual who is not a dealer and not a trader but
just using this straddle as a shelter, it is ve troublesome because
there is an awful lot of money involved, and I think that issue is
just simply not resolved, Senator.
* Senator SYMMS. I understand that, and I do believe that it was
primarily the intent of this committee and the Congress to address
the question of the legitimate dealers who are involved in market
discovery for an entire range of commodities which is a very impor-
tant part of the way these different commodities are marketed-
with price discovery, I should say-but if that is the case and what
you are saying to me is the case, why can't you direct the Internal
Revenue Service to just fold up their tents out in Skokie, IL, and
close that thing down and quit harassing those people?

Secretary Mumrz. Quit harassing.the dealers?
Senator SYMMs. Yes.
Secretary Mamrz. Oh, I think that is well in the works, Senator.

I don't thifk we have any disagreement on that question. The real
question that we are worried a bout and the IRS is worried about is
what about people who are not dealers. But on the dealer subject, I
agree with you.

Senator SYMMS. I understand that totally, but on the other side
of it, the market makers who have-most of these people if you in.
vestigate their tax returns-been paying taxes every yemr, and in
some cases very high taxes. but it seems like there can be no dis-
crimination on the part of the IRS. You know, I can see what you
are saying. If somebody has purposely gotten in the stradde
market, that is why Congress addressed in 1981 to just avoid
paying taxes. That is not--no one here-agrees with that.

Secretary Mum. That is right.
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Senator SYMMS. But the normal transactions that take place
where these people would make thousands of trades in a year,
what has happened is they are going back and saying this trade is
an economic trade and this one isn't, and they are doing this to le-
gitimate dealers.

Secretary MENTZ. Senator, I agree with you, and to make sure
that it gets taken care of, I will personally get in touch with the
IRS and make sure the point is covered.

Senator SYMMS. Thank you very much.
Secretary MENTZ. Surely.
The Chairman. Senator Baucus?
Senator BAUCUS. No questions, Mr. Chairman.
The Chairman. Senator Grassley?
Senator GRASSLEY. No questions, Mr. Chairman.
The Chairman, Senator Chafee?
Senator CHAFER. Mr. Mentz, on the 30 percent withholding, is

the President going to clarify the regs on the mortgage pass-
through certificates so they will beeligible for the repeal.

Secretary MErz. Yes, sir.
Senator CHAFE. The other thing is when we did the repeal of

the 30 percent, I think it was pretty clear that we were just dealing
with publicly traded securities. We weren't concerned with private
issues. So, what is the problem now? Why are some interpreting
this that private issues qualify?

Secretary Micwz. I would say that certainly the Treasury would
agree with you. There is a disagreement. Congressman Gibbons has
a feeling the other way, and that is the reason that I would like to
see this corrected. It seems to us that as a policy matter there is no
question that it ought to be limited to public offerings. And by the
way, public offerings needs to be defined in a way that covers
transactions that are in substance public offerings but, particular-
ly, in Switzerland, there are transactions handled by banks where.
they are called private placements, but in reality they are offered
to the public. That is a technical point we would takV care of, but I
am glad to hear you affirm the postioron the limitation to public
offerings. Pt

Senator CHAFER. I am not sure we do now, but do you have any
suggestions, quickly?

Secretary MENrZ. Yes. I think we ought to get a statutory lan-
guage up that would do as we suggest and run it up the flagpole
and see if they salute. 0

Senator CHAFEE. My fear is, Mr. Chairman, that we are goin to
be bedevilled here on what is technical and what isn't technical al
morning, if we are through in the morning. We will take a look,
and maybe Congressman Gibbons vkon't salute, but we will try.
Thank you. Thank you, Mr. Chairman.

Secretary Mztwz. Thank you, Senator.
The Chairman. Senator Long?
Senator LONG. No questions, Mr. Chairman, at this time.
The chairmann. Senator Symms, do you have any questions now?

I mean, Senator Grassley?
Senator GRAmssY. No, I don't have any questions.
The Chairman. Mr. Secretary, thank you very much.
Secretary Mirz. Thank you, Mr. Chairman.
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The Chairman. Now, we will move to a panel. The first panel
consists of Mr. Daniel Maclan, the vice president and general coun-
sel for the Dreyfus Corp., accompanied by Mr. William Morris; Mr.
Martin Ginsburg, professor at Georgetown University; Mr. Mac
Asbill of Sutherland, Asbill & Brennan; and Mr. Richard Valentine
of Seward & Kissel, on behalf of Baldwin Securities. Mr. Maclean,
why don't we start with you? All of your statements will be in the
record, and we will hold you to our 3 minutes testimony rule.

STATEMENT OF DANIEL C. MACLEAN, ESQ., VICE PRESIDENT
AND GENERAL COUNSEL, DREYFUS CORP., NEW YORK, NY

Mr. MACLMN. I will try to be brief.
The Chairman. Thank you, sir.
Mr. MACLAN. Good morning. My name is Daniel C. Maclean. I

am vice president and general counsel of the Dreyfus Corp., located
in New York City. I am appearing before this committee today on
behalf of that corporation. I am accompanied here by Bill Morris of
the law firm of Rogers & Wells. We are here today to ask the com-
mittee to consider a technical amendment to section 904(dX3) which
was added by the Tax Reform Act of 1984. I would ask that my
written submission be included in the record of these hearings. The
legislative intent of Section 904(dX3) was to prevent taxpayers from
obtaining a tax benefit where funds are invested through a mutual
fund. We submit that the intent of the Congress was not to create a
tax detriment for investments made through a mutual fund. Unfor-
tunately, the statute is not clear as to whether certain kinds of in-
vestments can be made directly without any tax detriment through
a mutual fund. For example, a taxpayer may directly invest the
working capital of a foreign subsidiary corporation and interest re-
ceived by the taxpayer is not limited in its foreign tax credit bene-
fits. However, under the 1984 act, it is not clear whether the same
taxpayer could invest the same working capital through a mutual
fund with the same foreign tax credit results. Any interpretation
providing different results depending on whether the investment is
direct or indirect through a mutual fund is grossly discriminatory
without any clear purpose. We believe such an interpretation is in-
consistent with the objective of the statutory change made in 1984.
That change was an attempt to make the use of a mutual fund for
investments result in tax consequences no different than if those
same funds were directly invested. Equality and certainty of tax
treatment are essential. Accordingly, we ask that you make it clear
that the change enacted in 1984 does not override the general long-
standing provision that interest income on working capital is.not
subject to the 1984 rule even when interest income is received
through a mutual fund as dividends. This clarification is entirely
consistent with existing law, is wholly neutral, and simply gives
taxpayers with foreign operations an opportunity to choose from a
wide array of financial management choices without being driven
or limited by different tax consequences.

The CHAIRMAN. Thank you, sir. Professor Ginsburg? I might say
before he testifies that he has been most helpful over the years in
calling to our attention technical corrections that needed to be
made or, on occasion, commenting on some others that were being

iN-VIr 0----2
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sugeted that were not necessarily technical corrections. And in
addition, he has given hours and hours on a Subchapter C report
that this committee has issued, and Professor, I appreciate very
much the volunteer time you have given us.

(The prepared written statement of Mr. Maclean follows:)
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TwrimoN¥ or DANIEL C. MACLEAN BEFORE THE SENATE FINANCE COMMITrEE ON H.R.
1800

My name is Daniel C. Maclean. I am Vice-President and

General Counsel of the Dreyfus Corporation located in New York

City. I am appearing before this committee today on behalf of

the. Dreyfus Corporation. I am accompanied by our counsel on

this matter, William Norris of the law firm of Rogers & wells,

Walter Pozen, of the law firm of Stroock & Stroock 6 Lavan and

William 4. Daley of- the law firm of Mayer, Brown & Platt. We

are here today to ask the committee to consider a technical

amendment to section 904(d)(3) which was added by the Tax

Reform Act of 1984.

This is a complex area requiring painstaking review and

analysis. One of the leading authorities on corporate

taxation, Professor James Eustice has noted in his book The Tax

Reform Act of 1984 that taxpayers subject to section 904(d)(3)

will face the burden of having to read, understand and apply

its rules. We have undertaken that burden* share Professor

Bustice's view, and have concluded that technical modifications

are absolutely necessary.

The amendment we propose would clarify the operation of

Section 904(d)(3) and further the legislative intent of the

section by precluding any new benefit or detriment through the

use of a financial intermediary.

Prior to the Tax Reform Act of 1984, taxpayers could

circumvent the general restrictions imposed on certain interest

income earned abroad by causing foreign subsidiaries or
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regulated investment companies to earn interest income on their

behalf and then distribute that income to them as dividends.

Section 122 of the Tax Reform Act of 1984 added section

904(d) (3) to prevent U.S. taxpayers from converting separate

limitation interest income to foreign source income for foreign

tax credit computation purposes.

The precise operation of this new section is somewhat

ambiguous. Section 904(d)(3) states that dividends or interest

paid or accrued by a designated payor corporation "shall be

treated as interest income described in paragraph (2)0.

Paragraph (2) states that the separate limitation will apply to

all interest other than four categories -listed in that

paragraph.

One interpretation, literally reading the statute, Is

that dividends or interest paid or accrued by a designated

payor corporation are to be treated as interest income

described in paragraph (2) in the sense that such income Is

tested under paragraph (2) and interest or dividends not coming

within one of the four exceptions is separate limitation

interest.

The other possibility is that section 904(d)(3) deems any

dividend or interest paid or accrued by a designated payor

corporation to be separate limitation interest and not within

one of the four exceptions of paragraph (2).

Either of these two interpretations seem to us to produce

unintended and Incongrous results.
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The first interpretation calls for a testing under

paragraph (2) of interest at the taxpayer level. This

interpretation enables some taxpayers, through the use of an

intermediary, to receive interest outside of the separate

limitation which prior to the 1984 Act would have been treated

as separate limitation interest. For example, suppose a 10

percent U.S. shareholder receives dividends from its foreign

subsidiary. The foreign subsidiary makes loans to unrelated

third parties. These loans are not made in a transaction

directly related to the active conduct of a trade or business

nor is the subsidiary in the-banking business. Presume also

that more than 10 percent of the subsidiary's earnings and

profits are attributable to separate limitation interest.

Under section 904(d)(3) the interest received by the subsidiary

on these loans "shall be treated as interest income described

in paragraph (2). Under the first interpretation the

dividends recharacterized as interest would be tested under

section 904(d) (2) and would be excepted from separate

limitation treatment under section 904(d)(2) (C) as received

from a corporation in which the taxpayer owns at least 10

percent of the voting stock. This result does not comport with

the general intent of section 904(d) (3) that the use of an

intermediary should not result in tax consequences different

than those consequences which would have resulted had the

transaction been conducted directly.
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The second interpretation, which would deem any dividend

or interest paid or accrued by a designated payor corporation

as subject to the separate interest limitation, also presents

what we believe to be an unintended result. For examples

suppose a taxpayer invests working capital (related to the

active conduct by the taxpayer of a business in England) in a

regulated investment company. The regulated investment company

in turn makes loans to unrelated third parties. Under the

second interpretation interest received by the regulated

investment company is deemed to be interest treated as separate

limitation interest. The exceptions listed in section

904(d) (2) are not applied. This result does not comport with

the general intent of section 904(d)(3) in that the use of an

intermediary should not result in tax consequences different

than those consequences that would have resulted had a

transaction been conducted directly. Specifically, had the

taxpayer invested its working capital directly, the interest

received would not have been separate limitation interest

because it is excepted in section 904(d)(2)(A).

The operation of section 904(d)(3) must be made clear and

must not create any new benefit or detriment where an

intermediary is used. Accordingly we suggest that the

language of section 904(d)(3)(A) and (B) be amended to provide

that dividends and interest paid or accrued by designated payor

corporations be treated as interest income described in
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paragraph (2) without regard to subparagraphs (A) through (D).

This language makes clear that the exceptions of paragraph

(d) (2) will not apply to the recharacterizad dividends in the

hands of the taxpayer. This will preclude the creation of any

new benefit through the use of an intermediary. In addition,

we suggest adding a new subpara-raph (K) to section 904(d) (3)

providing an exception for taxpayers investing working

capital. This language will preserve for taxpayers the ability

available prior to the 1984 Act to invest working capital of an

active trade or business in a foreign country through a

financial intermediary. In sum, the technical corrections

suggested insure the implementation of the legislative intent

of economic neutrality. The various forms of making

investments directly or through an intermediary will thus not

be driven by different tax consequences.

STATEMENT OF MARTIN D. GINSBURG, PROFESSOR,
GEORGETOWN UNIVERSITY LAW CENTER, WASHINGTON, DC
Professor GINSBURG. Thank you very much, Mr. Chairman. As

usual, as an academic, like all academics, I represent truth and jus-
tice, and I do not have a client this morning. [Laughter.]

In the written statement I have suggested six or seven technical
corrections, all of them added starters. They are not in the bill at
present. It would seem to me that they ought not be controversial,
but are interesting. As an instance, in the 1984 Act Congress ap
pears quite inadvertently to have created an opportunity of really
large size for the benefit of wealthy tax avoiders whose leveraged
tax shelters have gone sour, and a smaller related tax avoidance
opportunity for certain installment sellers. Amazi gly, the new
loopholes appear in Section 1041 which, on its face, h-as absolutely
nothing to do with this subject. It deals with interspousal transfers
in happy marriages and in divorces. Nonetheless, as I have at-
tempted to show in the written statement, if the tax bar gets loose
with the provision as written it will do marvelous things. I think
the proper correction is easy to make and will offend no one other
than those who hope to get out of leaky tax shelters. I might add
that bluebook-the Joint Committee staff production at the end of
1984-makes reference to the section 1041 problem in a footnote. It
says that Congress did not intend that this sort of scheme should
work but, unfortunately, as far as I can see, the technical correc-
tion hasn't been made in the statute, and I think ought to be.

Another opportunity for tax avoidance in the 1984 Act comes out
of changes in tax accounting between partners and partnerships,
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Sections 267 and 707(a). Those specific changes seem to me very
sensible, but this centripede has a lot of feet and there is a third
shoe to drop. It relates to section 707(c), a guaranteed payment ar-
rangement. Again, as presented through an example in the written
statement, it is now possible-if you don't make the technical
change-annually to allocate designated amount of income be-
tween partners in almost any way they wish. That notion was dis-
credited by the Tax Court years ago in a case called Kresser. It
suddenly comes back to life. It ought to be put back to death.

The other suggestions I have made are all related, I think, al-
though perhaps not obviously so. In the 1984 Act, Congress made a
number of changes, in various places, in the definition of the terms
"control" or affiliation. In the technical corrections bill as it is in
front of you, you propose some very important technical corrections
to these 1984 Act changes, but I think two are left out. One, a
small item, is in Section 338, the other, a very large item, relates to
certain transactions which alternately maybe cast as "D' reorga-
nizations or 304 transactions. Since I have burdened you with all of
the rest of it in the written statement, and my time is up, I will
leave it there.

The CHAIRMAN. Thank you. Mr. Asbill?
[The prepared written statement of' Professor Ginsburg follows:]

'I
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STATEMENT OF MARTIN D. GINSBURG

BEFORE THE

SENATE FINANCE COMMITTEE

ON S. 814

JUNE 5, 1985

MR. CHAIRMAN AND MEMBERS OF THE COMMITTEE:

MY NAME IS MARTIN D. GINSBURG. I AM A PROFESSOR OF LAW AT

GEORGETOWN UNIVERSITY LAW CENTER WHIE I TEACH VARIOUS SUBJECTS

IN THE FIELD OF FEDERAL TAXATION. OVER THE PAST FIFTEEN OR SO

YEARS IT HAS BEEN MY PRIVILEGE TO TESTIFY BEFORE THE SENATE

FINANCE COMMITTEE ON A NUMBER OF OCCASIONS, AT TINES AT YOUR

REQUEST, AT TIMES ON BEHALF OF A BAR ASSOCIATION GROUP, MORE

OFTEN SIMPLY OUT OF AN INTEREST IN THE SUBJECT, BUT NEVER ON

BEHALF OF A CLIENT. I APPEAR TODAY AS A DISINTERESTED WITNESS

BUT NOT, I PROMISE, AN UNINTERESTED ONE.

THE COMMITTEE TODAY FOCUSES ON CORRECTING, AT LEAST TECHNI"

CALLY, LAST YEAR'S MAJOR TAX LEGISLATION. THE WAYS AND MEANS

COMMITTEE EARLIER MET TO CONSIDER ITS COMPANION TECHNICAL CORREC-

TIONS BILL, H.R. 1800, AND THIS COMMITTEE OF COURSE HAS AT HAND

THE- COMMENTS THAT WERE SUBMITTED THERE. - I DO NOT PROPOSE TO

REPEAT THEM AND, THIS MORNING, WILL CONCENTRATE ON A FEW CONCERNS

NOT PREVIOUSLY VENTILATED. ALTHOUGH THESE CONCERNS RELATE TO

DIFFERENT SEGMENTS OF THE CODE, THERE IS A COMMON THEME. IN EACH

CASE THE 1984 LEGISLATION, RENT ON ACHIEVING A RATIONAL TAX

RESULT, FELL VICTIM TO THE INORDINATE COMPLEXITY OF THE TAX LAW.
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A PERCEIVED PROBLEM WAS ACCORDED WHAT SEEMED A SENSIBLE SOLUTION,

AND IN THE PROCESS A DIFFERENT TAX PROBLEM OR AVOIDANCE OPPOR-

TUNITY WAS CONFIRMED OR, WORSE, CREATED.

I, AILING OUT A LEAKY AX
SHELTER AND IMILAR TRANSaACTigmS

A. StiO IMQL

WE DEAL HERE WITH A SIGNIFICANT TAX AVOIDANCE OPPORTUNITY

NEWLY CREATED BY THE 1984 LEGISLATION. AN EXAMPLE WILL EXPOSE

THE PROBLEM.

EXA LIJ2. MR. A LOVES HIS WIFE AND HATES HIS TAX

SHELTER. THE SHELTER HAS A BASIS IN HIS HANDS OF $1 MILLION, It

WORTH NO MORE THAN THAT, BUT IS ENCUMBERED BY A NONRECOURS1E

MORTGAGE OF $2 MILLION. MR. A WAS TOLD SOME WHILE AGO THAT

ANYTHING HE MIGHT DO WITH THE SHELTER INVESTMENT -" SELL IT,

ABANDON IT, GIVE IT AWAY -- WOULD TRIGGER IMMEDIATE TAXABLE GAIN

OF $1 MILLION. ST WAS TRUE THEN.1 HOWEVER, GUIDED BY TAX COUNSEL,

MR. A NOW CREATES A TRUST UNDER WHICH ORDINARY INCOME WILL RN

DISTRIBUTABLE TO HIS WIFE FOR LIFE, REMAINDER TO THE CHILDREN,

AND TO WHICH TRUST MR. A CONTRIBUTES THE SICK TAX SHELTER INVESTMENT

AND $100 IN CASH. IN THE FOLLOWING YEAR THE MORTGAGEE FORECLOSES.

IF S104l HAD NOT BEEN ENACTED, MR. A's TRANSFER OF THE

OVER-MORTGAGED PROPERTY TO THE TRUST WOULD HAVE TRIGGERED IMMEDIATE

1 SEE _O~NJSSION&R v. TuL, 103 S. CT. 1826 (1983). INTHE 1984 ACT VONGRESSP CONCERNED BY WHAT APPEARED TO BE A LOOPHOLE
IN 5751(C), RECONFIRMED (IN SOMEWHAT DIFFERENT FORM) THE IJJia
RESULT BY ENACTING 1 701(G).
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GAIN TO HI OF $1 MILLION, TAXED AS ORDINARY INCOME TO THE EXTENT

REQUIRED BTHE RECAPTURE RULES, S1250 AND (WHERE APPLICABLE)

S1245. SECTION 1041, AWARDING NONRECOGNITION TRE,.MENT ON A

TRANSFER OF PROPERTY TO A SPOUSE (OR A FORMER SPOUSE IF THE

TRANSFER IS INCIDENT TO DIVORCE), ALSO AWARDS NONRECOGNITION

TREATMENT WHEN THE TRANSFER IS IN TRUST FO IHE BENEFIT OF THAT

SPOUSE (OR FORMER SPOUSE). THUS, MR. A's GIFT IN TRUST OF THE

OVER-MORTGAGED PROPERTY IS NO LONGER A TAXABLE.SVENT.

THAT WOULD BE A COMPREHENSIBLE RESULT IF THE MATTER-

WERE IN FACT, AS IT IS IN LAW, ONE OF SOONER OR LATER. THIS

WOULD BE THE CASE IF THE FOLLOWING YEARS FORECLOSURL.ATTRACTED

THE APPROPRIATE TAX PAYMENT. BUT IN FACT WILL NOT. SOONER OR

LATER HAS BECOME NOW OR NEVER. WHEN THE MORTGAGEE FORECLOSES IN

YEAR'2, THE TAXPAYER TO WHICH THE $1 MILLION GAIN IS RECOGNIZED

IS THE TRUST. THE TRUST'S ASSETS, POST'FORECLOSUREo ARE LIMITED

TO CASH OF ABOUT $100. THE FORECLOSURE GAIN IS NOT CHARGED TO

hR. A SINCE HE DOES NOT OWN THIS vC'ORPUS GAIN,' EITHER DIRECTLY

OR THROUdH THE GRANTOR TRUST RULES. SIMILARLY, HIS WIFE IS NOT

CHARGEABLE WITH THAT GAIN AND THE CHILDREN, MERE REMAINDER PER'

SONS, CLEARLY HAVE NO TAX LIABILITY. IN SIJM, NO ONE WILL PAY THE

TAX. INADVERTENTLY, IN 1984 CONGRESS FURNISHED A TAX AVOIDANCE

BLUEPRINT FOR THE SUCCESSORS TO MR. TUFTS.

B. ScTuOm 4L38(G)
THE INSTALLMENT METHOD OF REPORTING GAIN ALLOWS THE

SELLER, WITH LIMITED EXCEPTIONS, TO DEFER RECOGNITION UNTIL

I.
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PAYMENT IS RECEIVED. To PREVENT DEFLECTION OF THE DEFERRED GAIN

TO LESS TAXABLE HANDS, 5453B ESTABLISHES AS THE NORMATIVE RULE

THAT A DISPOSITION OF THE INSTALLMENT OBLIGATION - INCLUDING A

GIFT -- ACCELERATES GAIN RECOGNITION BY THE TRANSFEROR. NEW

51153B(G) AFFORDS AN EXCEPTION: WHEN THE INSTALLMENT OBLIGATION

IS TRANSFERRED IN THE MANNER DESCRIBED IN 51041(A), THE TRANSFERR-

ING SELLER DOES NOT RECOGNIZE GAIN AND THE TRANSFEREE OF THE

INSTALLMENT OBLIGATION STEPS INTO THE TAX SHOES OF THE TRANSFEROR.

AIILE (2)1. MR. B HOLDS AT A LOW BASIS AN INSTALLMENT

OBLIGATION THAT CALLS FOR A SINGLE LARGE PAYMENT OF PRINCIPAL

(LONG-TERM CAPITAL GAIN) TEN YEARS HENCE. C, A' RELATED PERSON

WHO MAY BE AN INDIVIDUAL OR AN ENTITY, HAS A SUBSTANTIAL CAPITAL

LOSS CARRYFORWARD. MR. B TRANSFERS THE INSTALLMENT OBLIGATION IN

TRUST FOR THE BENEFIT OF HIS WIFE FOR LIFE (OR PERHAPS FOR A TERM

OF 10 YEARS 2 ), REMAINDER TO C. IF MR. B's WIFE DIES IN YEAR-10

(OR IF HER INTEREST IS SIMPLY A 10YEAR TERM) AND THE TRUST,

WINDING lIP, PROMPTLY DISTRIBUTES TO C EITHER THE INSTALLMENT

OBLIGATION OR THE PROCEEDS OF COLLECTION, THE INSTALLMENT GAIN

WILL BE INCLUDED IN C'S TAX RETURN3 AND C'S CAPITAL LOSS CARRY-

OVER CAN BE USED TO OFFSET THAT GAIN.

2 IT MAY NOT BE ENTIRELY CLEAR, BUT IT WOULD APPEAR THAT A
TRANSFER IN TRUST FOR THE BENEFIT OF THE SPOUSE FOR A TERM OF TEN
TEN YEARS WILL QUALIFY AS A TRANSFER DESCRIBED IN 510I1(A).

3 IF IN YEAR-10 THE TRUST RECEIVES PAYMENT ON THE NOTE AND
DISTRIBUTES ALL TRUST PROPERTY TO C, THE RiMAINDER PERSON, THE
INSTALLMENT GALN WILL BE INCLUDED IN DISTRIBUTABLE NET INCOME
UNDER 5643(A)( ) AND THUS WILL BE TAXED TO C AND NOT TO THE TRUST.

/
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AS EXAMPLE (2) CONFIRMS, NEW S4538(G) PROVIDES A TAX

PLANNING OPPORTUNITY CONGRESS COULD HARDLY HAVE INTENDED.

C. SUGGESTED SOLUTION

THE 1984 ACT "BLUEBtOOK 1 4 ANNOUNCES THAT CONGRESS INTEND-.

ED NO GAIN BE RECOGNIZED ON THE TRANSFER OF PROPERTY FOR THE

ASSUMPTION OF (OR SUBJECT TO) LIABILITIES IN EXCESS OF BASIS,

UNDER 51041, ONLY IF THE SPOUSE (AND NOT A TRUST) OWNS THE PROP-

ERTY AFTER THE TRANSFER IS MADE. THE STATUTE, HOWEVER, DOES NOT

COMPORT WITH THAT ANNOUNCEMENT) A TECHNICAL CORRECTION IS NEEDED

AND OUGHT TO ENCOMPASS BOTH $1041 AND S4QB(o).

AN EFFICIENT APPROACH WOULD CONCENTRATE ON 51041(A),

SINCE SU53B(G) HAS REFERENCE TO TRANSACTIONS DESCRIBED IN IT, AND

WOULD PROVIDE THAT THE GENERAL RULE OF 13NRECOGNITION WILL NOT

APPLY TO A TRANSFER OF PROPERTY IN TRUST IF AND TO THE EXTENT THE

TRANSFEROR WOULD HAVE RECOGNIZED GAIN ON SUCH TRANSFER HAD 51041(A)

NOT BEEN ENACTED.

II. PARTNERS, PARTNERSHIPS,

AND GUARANTEED PAYMENTS

IN THE 1981 ACT CONGRESS RATIONALIZED 707(A), DEALING WITH

CERTAIN TRANSACTIONS BETWEEN A PARTNERSHIP AND A PARTNER WHO DOES

NOT ACT IN THAT CAPACITY) AMENDED S267(A)(2) TO PLACE ACCRUAL

METHOD TAXPAYERS ON THE CASH METHOD FOR CERTAIN DEALINGS WITH

RELATED CASH METHOD TAXPAYERS) AND ADDED S267(E) TO APPLY THAT

4 GENERAL EXPLANATION OF THE REVENUE PROVISIONS OF THE
FiT REDUCTION ACT OF 198 (JOINT COMMITTEE PRINT), AT 711 N-
0(DECEMBER 31, 1984).
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MATCHING RULE TO TRANSACTIONS BETWEEN A PARTNERSHIP AND A PARTNER

(ACTUAL OR CONSTRUCTIVE PARTNER). CONGRESS 0D NOT AMEND S707(c)

WHICH, FOR GUARANTEED PAYMENT ARRANGEMENTS BETWEEN AN ACCRUAL

METHOD PARTNERSHIP AND A CASIj METHOD PARTNERo DEFERS TO THE

PARTNERSHIP' S METHOD OF ACCOUNTING AND PLACES THE PARTNER ON THE

ACCRUAL METHOD. INDEED, SENSITIVE TO THE INCONSISTENCY OF ACCOUNT-

ING TREATMENT, IN S267(E)(4) CONGRESS SUBORDINATED THE CASH

METHOD RULE OF S267 TO THE PARTNERSHIP'S METHOD OF ACCOUNTING

RULE OF S707(C).

THAT DETERMINATION, WHILE COMPREHENSIBLE IN OTHER RESPECTS,

OPENED THE DOOR TO fAX AVOIDANCE PLANNING OF A WELL UNDERSTOOD,

AND HERETOFORE DISCREDITED, SORT. SEE, "LE.-, JEAN V. KRESSER, 54

T.C. 1621 (1970).

EXAMPLE (3). MR. A AND MS. B, UNRELATED INDIVIDUALS, EACH

INVESTS $10,000 TO CREATE THE AB PARTNERSHIP IN WHICH EACH HOLDS

A 501 INTEREST IN CAPITAL, PROFITS, AND LOSSES. MR. A ALSO LOANS

THE Al PARTNERSHIP $100,000 FOR WHICH HE IS TO RECEIVE ANNUAL

INTEREST OF $12,000. MS. B ALSO TRANSFERS $100,000 TO THE AS

PARTNERSHIP AND RECEIVES It EXCHANGE A 'SENIOR PARTNERSHIP INTER-

EST' WHICH ENTITLES HER TO RECEIVE, EACH YEAR, A GUARANTEED

PAYMENT aOF $12,000 WHETHER OR NOT THE PARTNERSHIP HAS INCOME.

AFTER A COUPLE OF YEARS OF NORMAL PARTNERSHIP OPERATIONS, MiR. A

IN YEAR-3 ANNOUNCES HE CAN MAKE GOOD USE OF AN EXTRA DEDUCTION AND

Ms. B ANNOUNCES SHE HAS EXCESS DEDUCTIONS FROM OTHER SOURCES AND

CAN ABSORB MORE THAN HER NORMAL SHARE OF INCOME. THE PARTIES
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AGhEE TO CREATE A DEDUCTION FOR MR. A IN YEAR-3 AND TO REVERSE

THE DEDUCTION ALLOCATION IN YEAR-LI.

IF MR. A AND MS. B ARE CASH METHOD TAXPAYERS AND THE AB

PARTNERSHIP IS ON THE ACCRUAL METHOD, THE 1q84 ACT PROVIDES A

SIMPLE PATH FOR ACHIEVING THE INAPPROPRIATE GOAL. IN YEAR-3 THE

AB PARTNERStlIP WILL NOT PAY IR. A THE $12,000 INTEREST O HIS

LOAN TO THE PARTNERSHIP AND WILL. NOT PAY MS. B HER $12,000

GtUARANTEED PAYMEPIT. IN YEAR-LI, THE AR PARTNERSHIP WiLL DOUBLE-

tP, PAYING MR. A YEAR-3 AND YEAR-LI INTEREST TOTALLING $24,000 AND

PAYING MS. B YEAR-3 AND YEAR-LI GUARANTEED PAYMENTS TOTALLING

$24,000.

IN YEAR-3 CASH METHOD MR. A, RECEIVING NO ACTUAL PAYMENT OF

INTEREST, HAS NO INCLUSION IN INCOME, THE AB PARTNERSHIP UNDER

S267(A)(2) IS DENIED A YEAR-3 DEDUCTION FOR THE INTEREST IT DID

NOT PAY MR. A. ON THE OTHER HAND, UNDER S707(C) IN YEAR-3 MS. B
6

IS CHARGED $12,000 OF INCOME AND THE AB PARTNERSHIP IS AWARDED A

$12,000 DEDUCTION WITH RESPECT TO THE GUARANTEED PAYMENT IT DID

NOT MAKE TO HER. FIFTY PERCENT OF THAT $12,000 DEDUCTION, OR

$6,000, IS ALLOCATED TO MR. A, A 50% PARTNER. THE OTHER $6,000

DEDUCTION IS ALLOCATED TO IS- 4 WHO, iN THE REStJLT, IN YEkR-3

MUST TAKE INTO INCOME A NET OF $6,000 (GUARANTEED PAYMENT INCOME

OF $12,000 LESS ALLOCATED DEDUCTION OF $6,000).

IN YEAR-LI THE AB PARTNERSHIP IS ALLOWED AN INTEREST DEDUCTION

OF $24,000 AND A GUARANTEED PAYMENT DEDUCTION OF $12,000, FOR A

TOTAL OF $36,000. ONE-HALF OF THAT TOTAL DEDUCTION, $18,000, IS
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ALLOCATED TO MR. A WHO, CHARGED WITH INTEREST INCOME OF $24,000,

HAS NET YEAR-4 INCOME OF $6,000. MS. B, ALLOCATED A DEDUCTION OF

$18,000, HAS GUARANTEED PAYMENT INCOME OF $12,000 AND THUS, IN

YEAR-4, A NET DEDUCTION OF $6,000.

EXAMPLE (3) IS EXTREMELY SIMPLE -- IN REAL LIFE THE INGENUITY

OF THE TAX BAR WILL PRODUCE MORE EXCITING ILLUSTRATIONS -- BUT

OUGHT TO MAKE THE POINT CLEARLY ENOUGH. WITH THE 1984 AMENDMENTS

TO S267, CONVERTING THAT PROVISION FROM A DISALLOWANCE RULE TO A

DEFERRAL RULE AND EXTENDING THE REACH OF THAT PROVISION TO

PARTNERSHIPS AND PARTNERS, THERE APPEARS TO BE NO GOOD REASON TO

MAINTAIN §707(c) SEPARATE AND APART, AND GOVERNED BY QUITE

DIFFERENT RULES, FROM §707(A). TO THE CONTRARY, THERE APPEAR

TO BE GOOD REASONS TO EMBRACE THE OPPOSITE APPROACH, EXPUNGE

§267(E)(4), AND SUBSUME §707(c) WITHIN OR SUBORDINATE IT TO

'707(A).
Ill. DISPARATE DEFINITIONS OF "CONTROL"

IN THE 1984 ACT CONGRESS CHANGED IN A MAJOR WAY THE 'AFFILIATED

GROUP" DEFINITION IN S1504(f), AND ENACTED IN 5368(c)(2) A

DEFINITION OF "CONTROL" THAT APPLIES EXCLUSIVELY TO NON-DE41SIVE

"D" REORGANIZATIONS (§368(A)(1)(D)). THESE WERE UNRELATED AMEND-

MENTS. THE §1504(A) AND §368(C)(2) DEFINITIONS ARE SIGNIFICANTLY

DIFFERiNT AND, WHILE THAT NEED NOT HAVE BEEN SO, IN VIEW OF THE

VERY DIFFERENT PURPOSES THE PROVISIONS SERVE THEIR DIFFERENCES IN

DEFINITION, GROUNDED IN HISTORY, ARE SUPPORTABLE.
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BUT BOTH OF THESE NEW DEFINITIONS PRESENT IMPORTANT PROBLEMS

THAT WERE NOT IDEALLY HANDLED IN THE 1984 LEGISLATION.

A. S338(D)(3)- QUALIFIED STOCK PURcHASe

THE TECHNICAL CORRECTIONS BILL RIGHTLY PERCEIVES THE

POTENTIAL OF MAJOR TAX AVOIDANCE PLANNING THAT RESIDES IN THE

DIFFERING AFFILIATION (OR CONTROL) DEFINITIONS IN 51504(A), ON THE

ONE HAND# AND IN SS332(B)(1) AND 337(C)(2)&(3) ON THE OTHER HAND.

THE DECISION TO CONFORM THESE SUBCHAPTER C PROVISIONS TO S1504(A)

IS SENSIBLE.

UNACCOUNTABLY, HOWEVER, AS INTRODUCED THE TECHNICAL

CORRECTIONS BILL DOES NOT PROPOSE AN EQUIVALENT 'CHANGE IN S338-

(D)(3), THE DEFINITION OF A QUALIFIED STOCK PURCHASE. THATI

OMISSION SHOULD BE CORRECTED. HOWEVER, BECAUSE TAXPAYERS ALMOST

CERTAINLY HAVE RELIED ON THE QUALIFIED STOCK PURCHASE DEFINITION

THAT CURRENTLY APPEARS IN 6338(D)(3), THE CHANGE OUGHT TO BE

PROSPECTIVE ONLY AND TRANSACTIONS, SUBSEQUENTLY COMPLETED, THAT

ARE CARRIED OUT PURSUANT TO A BINDING CONTRACT 5 OUGHT rO BE

GOVERNED BY CURRENT LAW.

5 THE TERM BINDING CONTRACT CAN REFER TO A CONTRACT
BINDING ON BOTH PARTIES, BINDING ON THE PURCHASING CORPORATION
(EVEN IF NOT BINDING ON THE TARGET CORPORATION'S SHAREHOLDERS),
OR BINDING ON ALL (OR THE CONTROLLING) SHAREHOLDERS OF THE TARGET
CORPORATION EVEN IF NOT IN DING ON THE PURCHASING CORPORATION
(L-1LZ, A PURCHASE OPTION). EITHER THE STATUTE OR ITS LEGISLATIVE
HISTORY OUGHT TO MAKE CLEAR WHICH DEFINITION CONGRESS HAS SELECTED.
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B. 'D' REORGANIZATION VS.A J304 TRAN$AcTION

SECTION 304 IS THE STOCK ACQUISITION ANALOGUE OF THE

NON-DEVISIVE 'DTM REORGANIZATION ASSET ACQUISITION. PRIOR TO THE

1984 ACT THE STOCK ACQUISITION RULES AND ASSET ACQUISITION RULES

WERE SENSELESSLY DISPARATE. THE IMPORTANT PURPOSE OF ENACTING

5368(c)(2) WAS TO BRING THE TWO SETS OF RULES MORE CLOSELY INTO

HARMONY. THE 1984 LEGISLATION ADVANCED THAT GOAL, BUT MAJOR

DIFFERENCES PERSIST. A TECHNICAL CORRECTIONS BILL IS NOT THE

APPROPRIATE VEHICLE IN WHICH TO ADDRESS MANY OF THOSE DIFFERENCES,

BUT IT IS THE APPROPRIATE LEGISLATION THROUGH WHICH TO ADDRESS

THE LARGEST OF THEM, ONE NEWLY CREATED IN THE 1984 ACT. 6

EXLmEuL (4). T CORPORATION, WORTH $1 MILLION, IS OWNED

202 BY MR. A, 202 BY Ms. B, AND 602 BY MR. C, ALL OF THEM UNRELATED

INDIVIDUALS. P CORPORATION, A LARGER ENTERPRISE, IS OWNED 252 BY

MR. A, 252 BY MS. B, AND 50% BY X CORPORATION, A PUBLIC COMPANY

IN WHICH NONE OF THE NAMED INDIVIDUALS IS A SHAREHOLDER. FOR $1

MILLION IN CASH, P CORPORATION WISHES TO ACQUIRE THE BUSINESS AND

ASSETS OF T CORPORATION. TO THAT END, P WILL EITHER PURCHASE ALL

OF T's STOCK AND FILE A S338 ELECTION, OR T WILL ADOPT A PLAN OF

LIQUIDATION AND P PROMPTLY WILL PURCHASE A'.L OF THE ASSETS (AND

ASSUME THE LIABILITIES) OF T.

6 DIFFERENCES THAT CANNOT FAIRLY BE ADDRESSED IN A TECHNI
CAL CORRECTIONS BILL INCLUDE AMOUNT AND SOURCE OF EARNINGS AND
PROFITS (WHEN THE TRANSACTION GIVES RISE TO A DIVIDEND), AND THE
GAIN LIMITATION (APPLICABLE IN ASSET ACQUISITIONS BUT NOT STOCK
ACQUISITIONS).
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IF P PURCHASES THE STOCK OF T, THE SELLING SHAREHOLDERS

WILL ENJOY CAPITAL GAIN TREATMENT AND A VALID 6338 ELECTION CAN

BE FILED By P. THOSE FAVORABLE RESULTS OBTAIN BECAUSE THE STOCK

PURCHASE TRANSACTION IS NOT GOVERNED BY $304: ALTHOUGH MR. A AND

. MS. B TOGETHER OWN 50 OF P AND THUS ARE IN 'CONTROL' OF P WITHIN

THE 9502 OF VOTING POWER OR VALUE' DEFINITION CONTAINED IN 6304(c),

OWNING ONLY 4O OF T THEY WERE NOT IN 'CONTROL' OF T. SECTION 304

IS NOT APPLICABLE TO A STOCK PURCHASE TRANSACTION UNLESS ONE OR

MORE PERSONS ARE IN 50 CONTROL OF BOTH P AND T.

IF, HOWEVER, THE TRANSACTION IS CARRIED OUT AS AN ASSET

ACQUISITION, A QUITE DIFFERENT TAX RESULT IS REACHED. NEW

6368(c)(2) DEFINES 'CONTROL' IN TERMS OF THE 501 TEST OF 6304(c),

BUT THE DEFINITION HAS RELEVANCE ONLY WITH RESPECT TO THE OWNERSHIP

OF Po THE ACQUIRING CORPORATION. THE OPERATIVE REORGANIZATION

DEFINITION, CONTAINED IN S368(A)(1)(D), IS SATISFIED IF PERSONS --

HERE MR. A AND NS. B -- IN 50% 'CONTROL' OF P WERE SHAREHOLDERS

OF T CORPORATION EVEN THOUGH THEY WERE NOT CONTROLLING SHAREHOLDERS

OF T.7

AS EXAMPLE (4) ILLUSTRATES, CURRENT LAW IS A TRAP FOR

THE UNWARY. AT THE LEAST, THIS ASPECT OF THE-STOCK ACQUISITION

7 SECTION 368(A)(1)(D), AS WELL AS NEW 5368(c)(2), STATES
THAT THE ASSET ACQUISITION MUST MEET THE REQUIREMENTS OF SUBPARA"
GRAPHS (A) AND (B) OF S354(B)(1)- FACIALLY, A SIMPLE CASH PUR-
CHASE TRANSACTION WOULD NOT APPEAR TO MEET THOSE REQUIREMENTS
HOWEVER, WHEN THE CORPORATE ASSETS TRANSFERRED HAVE INCLUDED
SUBSTANTIALLY ALL THE OPERATING ASSETS OF THE TRANSFEROR CORPORA-
TION, THE COURTS IN GENERAL HAVE DISREGARDED THE STATUTORY DETAIL
AND HELD THE REQUIREMENTS OF 354(B)(1) MET.
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AND ASSET ACQUISITION RULES OUGHT TO BE HARMONIZED. SINCE A

CHANGE IN S304 WOULD HARDLY APPEAR A 'TECHNICAL' CORRECTION, THE

1984 LEGISLATIVE ERROR HAVING BEEN MADE IN 5368(c)(2), APPROPRI-

ATELY THE CORRECTION SHOULD BE TO THE ASSET ACQUISITION RULE. To

THAT END, A SENTENCE MIGHT BE ADDED TO NEW S368(c)(2) SPECIFYING

THAT ITS SPECIAL RULE SHALL APPLY ONLY IF THOSE T SHAREHOLDERS

(INCLUDING FORMER T SHAREHOLDERS) WHO ARE SHAREHOLDERS (ACTUALLY

OR CONSTRUCTIVELY) IN 50% CONTROL OF P ALSO ARE (OR WERE) IN 501

CONTROL OF T.8

IV. CLOSING THE LOOPHOLE IN 5311(n)

FOR IN-KIND CORPORATE DISTRIBUTIONS OF APPRECIATED PROPERTY,

IN THE 1984 ACT CONGRESS STRUCK A SIGNIFICANT BLOW FOR TAX

RATIONALITY AND SIMPLIFICATION. IT REVISED S311(D), APPLICABLE

TO PROPERTY DISTRIBUTIONS BY AN ONGOING CORPORATION TO ITS

SHAREHOLDERS, TO MAKE GAIN RECOGNITION BY THE DISTRIBUTING COMPANY

8 ALTHOUGH THIS SOLUTION WILL BRING THE STOCK ACQUISITION
AND ASSET ACQUISITION RULES INTO CLOSER HARMONY, IT WILL NOT
PRODUCE A PERFECT MATCH. AS AN INSTANCE, IF IN EXAMPLE (4) MR. A
AND MS. B WERE RELATED PERSONS WITHIN THE MEANING OF 5318(A)(1),
THE STOCK ACqUISITION TRANSACTION WOULD NOT FALL UNDER 5304 BUT
P'S ACQUISITION OF THEIR 401 OF THE I STOCK WOULD BE DISQUALIFIED
AS A PURCHASE' OF THAT STOCK UNDER 6338(H)(3)(A)(III). A 5558
ELECTION THUS WOULD NOT RE AVAILABLE. IF THE SUGGESTED CHANGE IN
4368(C)(2) IS MADE, THE ASSET ACQUISITION TRANSACTION COULD YIELD
A PURCHASE PRICE BASIS FOR P AND A LIQUIDATION COMPORTING WITH
5337 FOR T, AN OVERALL TAX RESULT SUPERIOR TO THAT OBTAINED IN
THE STOCK ACQUISITION TRANSACTION. IT IS NOT AT ALL CLEAR THIS
WILL BE SOo HOWEVER, SINCE THE COMMISSIONER MIGHT WELL ARGUE FOR
A LESS FKORABLE RESULT UNDER REV. RUL. 61-56, 1961-1 C.B. 62.
SEE, IN THIS REGARD# THE DISCUSSION IN THE BLUEBOOK, SULE8& N.
4, AT 194.
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THE NORMATIVE RULE. A WELCOME IF LIMITED REVERSAL OF THE GENERAL

ILLIJ..1.U. DOCTRINE.9 UNFORTUNATELY, THE DIRECTIVE OF AMENDED

S311(D) CAN BE AVOIDED, IT WOULD SEEM, BY WELL ADVISED TAXPAYERS.

HERE IS THE LOOPHOLE THAT MERITS SWIFT CLOSING.

EnhLi 15). MR. A AND HIS FAMILY OWN ALL THE STOCK OF T
CORPORATION. T OPERATES A SUCCESSFUL BUSINESS AND, IN ADDITION,

HOLDS A VALUABLE PORTFOLIO 00 HIGHLY APPRECIATED MARKETABLE

SECURITIES. MR. A's DAUGHTER, D, WISHES TO DISPOSE OF HER T
SHARES AND SEVER ALL CONNECTION WITH THE BUSINESS, AND WOULD RE

QUITE HAPPY TO SWAP HER T SHARES FoR T's PORTFOLIO OF MARKETABLE

SECURITIES.

IF THAT TRANSACTION WERE CARRIED OUT IN THE UNCOMPLICATED

WAY OF A SIMPLE EXCHANGE, UNDER S31(D)(1) T WOULD RECOGNIZE GAIN

EQUAL TO THE APPRECIATION IN THE MARKETABLE SECURITIES. HEEDING

BETTER ADVICE, T TRANSFERS ALL OF ITS ASSETS OTHER THAN THE

MARKETABLE SECURITIES PORTFOLIO TO NEWCO, A NEWLY ORGANIZED

CORPORATION, RECEIVING IN EXCHANGE MOST OF THE STOCK OF NEWCO

(THE BALANCE OF NEWCO'S STOCK IS ISSUED FOR CASH TO OTHER MEMBERS

OF THE A F.ILY, OR TO EMPLOYEES OR OUTSIDE INVESTORS OR SOME

MIXTURE, AS TAX COUNSEL RECOMMENDS). T PROMPTLY LIQUIDATES,

DISTRIBUTING THE MARKETABLE SECURITIES PORTFOLIO TO D AND THE

NEWCO STOCK TO T's OTHER SHAREHOLDERS.

200 ( GENERAL UTILITIES & OPERATING CO. v. . itia, 296 U.S.
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THE TRANSACTION QUALIFIES AS A REORGANIZATION UNDER 5368(A)-

(1)(D). NEWCO WILL INHERIT T's OPERATING ASSETS AT A CARRYOVER

BASIS, S362, T WILL NOT RECOGNIZE GAIN ON RECEIPT OF NEWCO SHARES

IN EXCHANGE FOR THE OPERATING ASSETS TRANSFERRED. 361, AND THE T

SHAREHOLDERS WHO RECEIVE NEWCO STOCK IN EXCHANGE FOR THEIR T

STOCK WILL RECOGNIZE NO GAIN OR LOSS ON THAT EXCHANGE, S35Q.

THOSE ARE APPROPRIATE TAX RESULTS. D WILL RECOGNIZE CAPITAL GAIN
ON HER EXCHANGE OF T SHARES FOR THE MARKETABLE SECURITIES PORT-

FOLIO, S302(8)(3) & (C)(2), AND WILL HOLD THOSE SECURITIES AT A

FAIR MARKET VALUE BASIS. THAT RESULT IS NOT INDISPUTE. WHAT

OUGHT TO BE THE SUBJECT OF ATTENTION IN THE TECHNICAL CORRECTIONS

BILL IS THIS: BECAUSE T's DISTRIBUTION OF THE SECURITIES PORTFOLIO

IS MADE IN THE CONTEXT OF A 'REORGANIZATION," 5311(D)(1) IS BY

ITS TERMS INAPP.ICABLE AND T AVOIDS RECOGNIZING GAIN ON THE

APPRECIATION IN ITS SECURITIES PORTFOLIOo1 0

THE TAX AVOIDANCE PROBLEM IS NOT LIMITED TO 'D' REORGANIZA-

TIONS. IF, FOR EXAMPLE, b OWNED 10% OF T AND THE MARKETABLE

SECURITIES PORTFOLIO REPRESENTED 10% OF THE VALUE OF T, AN EQUI-

VALENT PLANNING OPPORTUNITY WOULi ARISE IN THE CONTEXT OF A OCR

10 IN THE EXTREME CASE POSED IN EXAMPLE (5), THE COMMISSIONER
MIqHT WELL ARGUE FOR BIFURCATION' OR. SEVERANCE' -- TREATING THE
0D REORGANIZATION AND THE IN-KIND REDEMPTION OF D's SHARES AS
FUNCTIONALLY UNRELATED AND APPLYING TO THE REDEMPTION EXCHANGE
THE RECOGNITION RULE OF 531 (D)(1) -- BUT IT IS BY NO MEANS CLEAR
THE COMMISSIONER WOULD PREVAIL AND A GOOD DEAL LESS CLEAR THAT AN-
AUDITING REVENUE AGENT WOULD COMPREHEND EITHER THE ISSUE OR THE
ARGUMENT. AND, OF COURSE* THE GREATER THE DIFFERENCES IN THE
OWNERSHIP OF T BEFORE THE TRANSACTION AND THE OWNERSHIP OF NEWCO
AFTER IT, THE LESS LIKELY IT WILL BE THE COMMISSIONER CAN SUCCEED
IN COURT.
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REORGANIZATION, S368(A)(1)(C). A TRANSFER BY T OF ALL OF ITS

OTHER ASSETS TO X CORPORATION, A LARGE PUBLIC COMPANY, IN EXCHANGE

FOR X VOTING STOCK, FOLLOWED BY A LIQUIDATION OF T IN WHICH T's

SECURITIES PORTFOLIO IS DISTRIBUTED TO D AND THE X STOCK IS

DISTRIBUTED TO ALL OF THE OTHER T SHAREHOLDERS, IS THE CASE IN

POINT. UNDER THE TAX LAW AS AMENDED IN lqB , IT IS CLEAR THAT T

WILL NOT RECOGNIZE GAIN ON THE APPRECIATION IN THE MARKETABLE

SECURITIES PORTFOLIO.

THIS IS A WRONG ANSWER FOR A REASON EASILY COMPREHENDED.

CURRENT TAX LAW RESERVES NONRECOGNITION TREATMENT, WHEN CORPORATE

ASSETS ARE AWARDED A FAIR MARKET VALUE BASIS, FOR TRANSFERS AND

DISTRIBUTIONS MADE IN THE COURSE OF A COPET, LIQUIDATION.

SECTIONS 336 AND 337 ANNOUNCE THAT RULE. IT IS, ON THE OTHER

HAND, BASIC TO THE DEFINITION OF A CORPORATE REORGANIZATION THAT

THE BUSINESS ENTERPRISE IS CONTINUING IN MODIFIED CORPORATE FORM

AND, AS A GROUP, THE SHAREHOLDERS ARE MAINTAINING A SIGNIFICANT

CONTINUITY OF THEIR EQUITY INTEREST IN tHE CORPORATE ENTERPRISE.

THE LIQUIDATION: OF T. INCIDENT TO A 'C OR 'D' REORGANIZATION,

IS In THE 'COMPLETE LIQUIDATION' THAT SS336 AND 337 REASONABLY

CONTEMPLATE.11

SECTION 311(D) SHOULD BE AMENDED TO CONFIRM ITS APPLICABILITY

TO A DISTRIBUTION OF RETAINED ASSETS INCIDENT TO A REORGANIZATION

IN WHICH THE CORPORATION IS THE ACQUIRED OR TRANSFEROR CORPORATION.

11 THIS MATTER IS THE SUBJECT OF A FURTHER, RELATED ANALYSIS
AND RECOMMENDATION IN PART V OF THIS PAPER.
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V. SECTION 368(A)(2)(G): THE
MINNESOTA TEA CO. PROBLEM

FOR MORE THAN 60 YEARS THE TAX LAW HAS ASSURED US THAT A

TARGET CORPORATION, TRANSFERRING PROPERTY IN A REORGANIZATION AND

RECEIVING IN EXCHANGE SHARES (AND PERHAPS OTHER, oBOOTI PROPERTY)

OF THE ACQUIRING CORPORATION, WILL NOT RECOGNIZE GAIN IF AND WHEN

IT REDISTRIBUTES IN PURSUANCE OF THE PLAN OF REORGANIZATION. THE

CURRENT EMBODIMENT OF THAT RULE Is S362. IT IS THE DOCTRINE OF

THE MINNESOTA TEA COMPANY CASE1 2 THAT, TO QUALIFY AS A DISTRIBU'1bON

aIN PURSUANCE OF THE PLAN OF REORGANIZATIONa THE DISTRIBUTION

MUST BE TO A SHAREHOLDER (OF THE DISTRIBUTING CORPORATION) IN HIS

SHAREHOLDER CAPACITY. DISTRIBUTION TO A CREDITOR, OR EVEN DIS-

TRIBUTION TO A SHAREHOLDER WHO ASSUMES THE OBLIGATION TO PAY A

CREDITOR, IS NOT A DISTRIBUTION x IN PURSUANCE OF THE PLAN OF

REORGANIZATION UNDER MINNESOTA TEA COMPANY.

IN THE PAST, THE MINNESOTA TEA COMPANY DOCTRINE HAS BEEN OF

LIMITED PRACTICAL CONCERN- IN THE UNUSUAL FACTUAL CASE IN WHICH

IT MIGHT BE FOUND APPLICABLEs IT COULD REQUIRE LIMITED GAIN

RECOGNITION BY T, THE TARGET CORPORATION IN THE REORGANIZATION,

BUT WOULD NOT OTHERWISE AFFECT THE TAX TREATMENT OF THE ARRANGEMENT.

AS A RESULT OF AN INADVERTENT TECHNICAL ERROR IN THE 1984 ACT,

HOWEVER, A CONCERN OF FAR GREATER MAGNITUDE HAS SURFACED.

EXAPLE (6). T CORPORATION TRANSFERS SUBSTANTIALLY ALL OF

ITS ASSETS TO UNRELATED P CORPORATION. P ASSUMES SUBSTANTIALLY

12 MINNESOTA TEA Co. v. HIL.Y.uh.i , 302 U.S. 609 (1939).
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ALL OF T'S LIABILITIES AND ISSUES TO T SHARES OF P VOTING STOCK.

THE TRANSACTION IS INTENDED TO QUALIFY AS-A-'C' REORnANIZATION,

S368(A)(1)(C), AND TO GAIN THAT TAX TREATMENT T MUST, UNDER 1984

ENACTED S368(A)(2)(G), DISTRIBUTE THE P STOCK IT HAS RECEIVED,

TOGETIJER WITH ANY ASSETS T HAS RETAINED, 'IN PURSUANCE OF THE

PLAN OF REORGANIZATION.

IF P HAS ASSUMED ALL OF THE LIABILITIES OF T, SO THAT T CAN

DISTRIBUTE SOLELY TO ITS HISTORIC SHAREHOLDERS, THERE WILL Bf NO

DIFFICULTY IN MEETING THE REQUIREMENTS OF NEW 5368(A)(2)(G). BUT

TOO OFTEN THIS MAY NOT BE THE CASE.

ASSUME Y HAS ACTED AS INVESTMENT RANKER AND I AS SPECIAL

COUNSEL TO T IN THE TRANSACTION, AND THAT P HAS NOT ASSUMED T's

OBLIGATION TO COMPENSATE Y AND I. FOR THAT REASON T HAS RETAINED

CASH EQUAL TO, SAY, 22 OF ITS NET WORTH (AND AS A RESULT HAS

RECEIVED FEWER P SHARES IN THE TRANSACTION). T USES ITS RETAINED

CASH TO PAY Y AND . IN ADDITION, BECAUSE THE CLAIMS OF THESE

CREDITORS EXCEED THE RETAINED CASH, T TRANSFERS TO Y 100 P SHARES
(WORTH $10,000) THAT T HAS RECEIVED IN THE TRANSACTIONi T THEN

DiSTRIIUTES THE BALANCE OF THE P SHARES TO T's HISTORIC SHARE-

HOLDERS.

HAS T DISTRIBUTED ALL OF THE P SHARES, AND ALL OF T's RETAINED

ASSETS, "IN PURSUANCE OF THE PLAN OF REORGANIZATION"? UNDER

MINNESOTA TEA COMPANY, RATHER CLEARLY IT HAS NOT. UNDER NEWLY

ENACTED S368(A)(2)(G), UNLESS '*TREASURY PROMPTLY PROMULGATES A
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SAVING REGULATION THE TRANSACTION WILL FAIL TO MEET THE REQUIRE-

MENTS OF A OCR REORGANIZATION AND THUS IS CONVERTED TO AN EXCHANGE

TAXABLE TO T (SUBJECT TO THE NONRECOGNITION BENEFITS OF S337)

AND TO T's SHAREHOLDERS AS WELL'13

OBVIOUSLY, IN 1984 CONGRESS MERELY INTENDED TO IMPOSE ON

TRANSFEROR CORPORATIONS IN 'C' REORGANIZATIONS THE REQUIREMENT OF

LIQUIDATION. CONGRESS DID NOT INTEND TO REPEAL THE OCR REORGANI-

ZATION FOR CASES IN WHICH THE ILL ADVISED TRANSFEROR CORPORATION

COMMITS A MINOR FOOTFAULT.

THE PROBLEM CAN OF COURSE BE ADDRESSED THROUGH A SIMPLE

CLARIFYING AMENDMENT TO NEW S368(A)(2)(G), IN EFFECT STATING THAT

FOR PURPOSES OF THIS PROVISION MINNESOTA TEA COMPANY IS OVER-

TURNED. BUT A VERY NARROW APPROACH OF THIS SORT WOULD BE UNFOR-

TUNATE, FOR I) WOULD LEAVE ELSEWHERE IN PLACE THE MINNESOTA TEA

LQneANI DOCTRINE AND, WITH IT, A SUBSTANTIAL AMOUNT OF CONFUSION

THAT HAS DEVELOPED IN THE TAX LAW OVER THE PAST DECADE.

THE PROBLEM IS ILLUSTRATED, IN EXAMPLE (6), BY T'S TRANSFER

TO CREDITOR Y OF P SHARES, RECEIVED IN THE OCR REORGANIZATION

EXCHANGE, WORTH $10,000 AND HAVING, LET US ASSUME, A SUBSTITUTED

BASIS IN T's HANDS OF $4,000. THE MINNESOTA TEA COMPANY DOCTRINE

13 THE TREASURY'S POWER TO PROMULGATE A SAVING REGULATION
IS CONFIRMED BY S368(A)(2)(G)(II), AND THE NEED FOR A PROMPT
REGULATION IN THE ABSENCE OF A STATUTORY CORRECTION IS APPARENT-
F THE TRANSACTION IS A TAXABLE EXCHANGE, NOT A REORGAN ZATION,
WILL NOT RECOGNIZE GAIN, S1032, BUT P WILL OBTAI LTHE t ASSETS

AT A FULL PURCHASE PRICE BASIS (RATHER THAN THE LNIE R CARRYOVER
BASIS THAT OBTAINS IN A REORGANIZATION).
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SUGGESTS THAT T MUST RECOGNIZE GAIN OF $6,000 ON THAT DISTRIBUTION

TO CREDITOR Y. GOOD SENSE URGES THAT T SHOULD NOT RECOGNIZE GAIN

SINCE, HAD P ASSUMED THE LIABILITY TO Y (THEREFORE ISSUING $10,000

LESS P SHARES TO T) AND HAD P THEN DISCHARGED THE LIABILITY BY

DELIVERING $10,000 WORTH OF P SHARES TO Y, NEITHER T NOR P WOULD

HAVE RECOGNIZED GAIN (51032).

UNDER CURRENT LAW T, DISTRIBUTING P SHARES TO Y, AVOIDS

RECOGNIZING THE $6,000 GAIN IF 5337 IS HELD TO APPLY TO A SALE'

OF APPRECIATED PROPERTY (THE P SHARES) MADE IN THE COURSE OF T's

LIQUIDATION IN PURSUANCE OF THE PLAN OF REORGANIZATION. TECHNI-

CALLY, THE QUESTION IS WHETHER LIQUIDATION IN PURSUANCE OF A PLAN

OF REORGANIZATION IS A COMPLETE LIQUIDATION WITHIN THE CONTEM-

PLATION OF 5337. FOR THE REASONS EXPLORED IN PART IV OF THIS

PAPER, THE ANSWER TO THAT QUESTION SHOULD BE *NO." BUT UNDER THE

CURRENT STATUTE NNOa REQUIRES THAT T RECOGNIZE, WITH RESPECT TO

THE P SHARES, A GAIN THAT OUGHT NOT BE RECOGNIZED.

THE COuRTS ON TWO OCCASIONS HAVE ADDRESSED THIS SPECIFIC

QUESTION, IN THE REORGANIZATION CONTEXT, AND HAVE REACHED CON-

FLICTING CONCLUSIONS. 1w FEC LIQUIDATING CORP. V. UNITED STATESo

548 F.2D 924 (CT. CL. 1977), S337 WAS HELD INAPPLICABLE ON THE

GROUND OF NO COMPLETE LIQUIDATION. IN GENERAL HOUSEWARES. INC.

V. UNiTE STATES, 615 F.2D 1056 (5TH CIR. 1980), A "COMPLETE

LIQUIDATION WAS FOUND AND 5337 WAS HELD TO APPLY. THE LATTER

DECISION HAS BEEN RIGHTLY CRITICIZED BECAUSE IT OPENS THE DOOR TO

SUBSTANTIAL TAX AVOIDANiCE WHEN THE PROPERTY, TRANSFERRED TO THE



56

CREDITOR, IS NOT P SHARES RECEIVED IN THE REORGANIZATION BUT IS

INSTEAD APPRECIATED PROPERTY RETAINED BY T OUT OF THE REORGANI"

ZAT ION e

THE PROBLEM OF A DISQUALIFIED REORGANIZATION CREATED BY

S368(A)(2)(G), THE OPPORTUNITY TO END-RUN AMENDED 5311(O) THAT IS

OUTLINED IN PART IVOF THIS PAPER, AND THE CONFUSION ILLUSTRATED

BY FECLIQUIDATING AND GENERAL HOUSEWARES, ALL CAN BE SENSIBLY

ADDRESSED THROUGH A TECHNICAL CORRECTIONS ACT CONFIRMATION THAT

(1) MINNESOTA TEA COMPANY IS OVERTURNED, AND (2) A LIQUIDATION IN

PURSUANCE OF A PLAN OF REORGANIZATION IS NOT A COMPLETE LIQUIDA-

TIONv TO WHICH S337 APPLIES.

IN 1984 THE SECTION OF TAXATION OF THE AMERICAN BAR ASSOCIATION

ADOPTED A LEGISLATIVE RECOMMENDATION (No. 1984-5) TO REACH THESE

SENSIBLE RESULTS. THE LEGISLATIVE RECOMMENDATION WAS PREPARED

BEFORE THE ENACTMENT OF S368(A)(2)(G), BUT THE TECHNICAL CHANGES

It PROPOSES IN S361(a) WOULD SUBSUME THE NECESSARY CORRECTION OF

S368(A)(2)(G). ADOPTION OF THE TAX SECTION'S LEGISLATIVE RECOM-

MENDATION AS PART OF THE TECHNICAL CORRECTIONS ACT OF lq85 WOULD

RESOLVE, IN A SENSIBLE AND COORDINATE WAY, A SERIES OF TECHNICAL

PROBLEMS THAT DID NOT ORIGINATE WITH, BUT WITHOUT DOUBT WERE

EXACERBATED BY, THE 1984 ACT.' 4

14 COPIES OF LEGISLATIVE RECOMMENDATION 1984-5 WERE DE-

LIVERED IN 1984 TO THE -COMMITTEE AND THE STAFF, AND ADDITIONAL

fOPES CURRENTLY ARE BEING MADE AVAILABLE Y THE SECTION OF
AXAT ION •
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STATEMENT OF MAC ASBILL, JR., SUTHERLAND, ASBILL &
BRENNAN, WASHINGTON, DC

Mr. Asnia. Thank you, Mr. Chairman. When I see myself on this
distinguished panel, I feel a little bit like the Missouri mule that
entered the Kentucky Derby. He told his friends he really didn't
think he would win, but he felt the association might do him a lot
of good. [Laughter.]

I have a problem here with an effective date provision that was
added by the Technical Corrections Act. DEFRA, as you may know,
added a section to the Code, 312(nX8), that changed the rules for
the adjustment of earnings and profits resulting from certain stock
redemptions. DEFRA left blank the effective date of that provision.
The Technical Corrections Act, I think wrongly, put it in as the
date of enactment of DEFRA. I think it should be a later date for
reasons that I will describe very briefly.

I am interested in this because it impacts a client of mine, a
small, closely-held corporation in California, which contemplated,
beginning in 1988 before DEFRA was conceived, a redemption
under Section 303 of one of its principal stockholders who was then
ill. They wanted to follow that redemption by liquidation under
333. They completed the redemption on September 20, 1984, which
was during the corporation's 1984 fiscal year, ending October 31,
and the liquidation occurred in December of 1984. Now, Howard
Rose and its attorneys were led to believe by the legislative history
of DEFRA that Section 312(nX8) would not be applicable to this re-
demption which occurred in the taxable year beginning before the
date of enactment of that Act. They were led to believe that be-
cause the Senate provision in DEFRA had an effective date which
covered taxable years beginning after date of enactment, and the
conference report indicated it would go along with the Senate, with
only one change-i.e. to push back or delay that effective date to
taxable years beginning after September 30. Nevertheless, as I indi-
cated, the date in the final bill was left blank. The Technical Cor-
rections Act has said it ought to be the date of enactment. Now,
application of that effective date provision to the transaction I have
described increases the ordinary income arising from the liquida-
tion of corpration from about $220,000 to $388,000. That is an in-
crease of 76 percent, and it generates unanticipated tax liability of
about $80,000.

I think the effective date that is now in the Act is unfair and
unwarranted as applied to a taxpayer like Howard Rose, which
began legitimate tax planning before any version of DEFRA was
released, and where the subsequent legislative history of DEFRA
indicated that the Act would not impact that planning adversely.
Consequently, I respectfully urge the committee to amend Section
104(e)() of the Technical Corrections Act to correct this.

The CHAIRMAN. Thank you.
(The prepared written statements of Mr. Asbill and Mr. Valen-

tine follow:)
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Statement of

Mac Asbill, Jr.
Sutherland, Asbill & Brennan

1666 K Street, N.V.
Washington, D.C. 20006

(202) 872-7813

on behalf of

HOWARD ROSE COMPANY

Before the -

Senate Committee on Financk

June 5. 19g5

I.
INTRODUCTION

I appear today as.counsel for Howard Rose Company

(HNRCO), a small, privately held California corporation which has

an October 31 taxable year. In September, 1984, its 1984 fiscal

year, HRC redeemed a portion of its stock pursuant to section 303

of the Internal Revenue Code of 1954, as amended (the "Code"). In

Deceaber, 1984, BRC was liquidated pursuant to section 333 of the

Code. HRC and its attorneys believed justifiably that the effect

of the redemption on earnings and profits would be governed by

pre-DEIEA law. That expectation will be frustrated If the effec-

tive date now contained in S. 814, the Technical Correctiors Act

of 1985, is not changed.

Section 312(n)(8) of the Code, which was added by the

Deficit Reduction Act of 1984, changed the manner in which earn-

ings and profits are to be reduced upon a redemption by a corpo-

ration of its stock in a transaction, such as one under section
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303, that Is treated as a sale or exchange of the stock. Under

prior law, upon such a redemption by a corporation of its stock,

earnings and profits vere reduced by an amount equal to the excess

of the amount of the distribution over the amount properly charge-

able to the corporation's capital account. Under section

312(n)(S), earnings and profits are to be reduced by the same

fraction of the distribution as the amount of stock that is

redeemed bears to the total stock outstanding before the redemp-

tion.

Although Congress inadvertently failed to specifically

provide an effective date for section 312(n)(O), the legislative

history of this provision ihdicatd that Congress intended section

312(n)(6) to be effective with respect to redemptions in taxable,

years fAn~n,|W after the date of enactment, t.., in ERC's case,

its 19S5 fiscal year. However, section 104(e)(3) of 8. 814, the

Technical Corrections Act of 198S, provides, I believe errone-

ously, that section 312(n)(6) (renumbered as section 312(n)(7) by

the Act), is effective for redemptions after July 18, 1964, in

taxable years gn~na after such date.
Adoption of that effective date would make the new

provision applicable tc the section 303 redemption that occurred

In ERC's 1984 fiscal year, thereby increasing the amount of -

earnings and profits treated as a dividend upon the subsequent

section 333 liquidation from approximately $220,000 to $388,000,

an increase of over 75 percent, and increasing by about $80,000

the tax liability of HRC's shareholders upon that liquidation.
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II.

TRANSACTION INVOLVED

Mr. Charles Howard, Sr., a principal stockholder of the

Howard Rose Company, died on January 3, 1984. He had been in

poor Aealth for some time before his death, and during that

period% his attorneys had discussed with him and with Charles,

Jr., who was to be his executor, the desirability of utilizing a

section 303 redemption to provide funds for payment of death

taxes. It was also thought that a redemption based, as this one

would be, upon an arms-length evaluation, would assist in fixing

the value for estate tax purposes of that portion of Mr. Howard

Sr.'s stock that was not redeemed. Within a month of Mr.

Howard's death, the subject of t section 303 redemption was again

raised by the attorneys with the executor of his father's estate.

As early as late January or the first half of February, 1984, the

attorneys wrote the executor emphasizing the fact that a section

303 redemption permitted the executor to raise money for federal

tax purposes without incurring income tax liability to the

estate, and also analyzing the effect of such a redemption on

earnings and profits. At the same time the subject of an even-

tual liquidation of the corporation under section 333 was

discussed with the executor.

In March of 1984v the Senate version of DEFRA was

released. It contained an amendment to section 312 governing

adjustments to earnings and profits by reason of redemptions

(section 312(n)(6)). There was no comparable provision in the
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House bill. The Senate amendment was to be effective with

respect to redemptions occuring in taxable years beginning after

the effect e date of the Act. Since URC was on an October 31st

fiscal year, and since the section 303 redemption would be

carried out in its 1984 fiscal year, it seemed clear that the

redemption would be governed by existing rules rather than by the

Senate provisions. Had it known that there was any thought of

moving the effective date of section 312(n)(8) back to the date

of enactment of DEFRA, the estate could have expedited the

section 303 redemption to a date prior to the date of enactment.

It was not until the enactment of DEFRA in late July,

1984 that the attorneys for HRC became aware of the fact that

section 312(n)(8), as enacted, had no specific effective date.

They believed that this was an oversight, and their opinion was

-confirmed by a Prentice-Hall publication (1984 Prentice-Hall

Federal Taxes Report Bulletin No. 33, 1 60,359 (July 26, 1984))

which stated not only that the provision was effective September

30, 1984, the date to which the Conference Agreement extended

other related provisions of the Senate Bill, but also that the

error would be corrected in a Technical Corrections Act.

The attorneys accordingly thought that the issue had

been resolved and that they could proceed with the assurance that

the contemplated redemption would be governed by pre-DEFRA law if

it occurred during HRC's 1984 fiscal year. They effectuated the

redemption in September, 1984.

60-278 0-86--
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It was not until early. 1985 that the attorneys were

made avare by the Blue Book on DEMfA that the Joint Committee was

taking the position that the effectLve date of section 312 (n)(8)

was the date of enactment# or July 16, 1984. By that time the

redemption had long since been completed.

Thus, the RRC planning had began, in reliance on pro-

DEUA laws before any version of DEPRA had seen the light of day.

By September 20, the date of the redemption, It appeared that

reliance was still justified, notwithstanding the absence in

DEFRM of a specific effective date for section 312(n)(8).

lite

LEGISLATI V HISTORY

-Responding to concerns that corporate earnings and

profits did not accurately reflect economic income, thus providing

unintended tax benefits to shareholders when distributions were

made, the Senate Finance Committee proposed several changes to

section 312 of the Internal Revenue Code of 19S4, as amended.

S. 2062, Section 47(d). Six of these provisions, including the

provision here involved relating to the effect of redemptions upon

corporate earnings and profits, were to be effective with respect

to "amounts paid or incurred in, or distributions or redemptions

occurring in, taxable years beginning after the date of enactment.

* . ." S. 2062, Section 47(d)(l)(A).

The Conference Committee Report indicates that the

"conference agreement generally follows the Senate amendment with

several modifications.* Of the six provisions of the Senate bill
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providing an effective date with respect to "amounts paid or

incurred in, or distributions or redemptions occurring in, taxable

years beginning after the date of enactment," five of the provi-

sions vere made applicable by the conferees to taxable years

beginning after September 30, 1984. The effective date for the

sixth provision, section 312(n)(8) relating to redemptions, was

inadvertently omitted.

Moreover, with respect to the other four provisions

contained in section 47 of S. 2062, the Conference Report extended

three of the effective dates to September 30, 1984. (Sections

312(n)(4), 312(n)(6), and 312(n)(7)), and left the fourth un-

changed (section 312(a)(2), 312(o)). In other words, in no

instance in which a specific effective date was enacted did the

Conference Report adopt an effective date earliel than that pro-

posed by the Senate bill, and in all but one case, extended the

effective date to September 30, 1984.

When it addressed section 312(n)(8), the specific pro-

vision here involved, the Conference Report stated that the "con-

ference agreement is generally the saLea the Senate amendment,"

but failed to specify the effective date of such provision.

(Emphasis added.) There was nothing to put taxpayers on notice

that this omission reflected a conscious decision by the conferees

to make the effective date of section 312(n)(8) the date of enact-

ment of DEFRA. Indeed, where the conferees intended one of the

provisions of section 61 of the Deficit Reduction Act relating to

earnings and profits to be effective as of the date of enactment,
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they specifically so provided. Section 61(e)(4) of the Act;

Section 301(f) of the Code. Accordingly, it was reasonable to

infer from the legislative history, including the Conference Com-

mittee's action, as HRC's attorneys and Prentice-all did, that

Congress inadvertently failed to provide that the provisions of

section 312(n)(8) would be effective with respect to redemptions

in taxable years beginning after the date of enactment, or perhaps

after September 30, 1984.

IV.

Section 104(e)(3) of S. 814, the Technical Corrections

Act of 1985, provides that the effective date of section

312(n)(8) (requebered as section 312(n)(7) by the Act) is July

18, 1984. Adoption of that effective date will unfairly frus-

trate the legitimate expectations of taxpayers such as KRC that

were led to believe that the provisio" would not apply to redemp-

tions in taxable years beginning before the date of enactment. I

believe that a technical amendment to section 312(n) (8) is

entirely appropriate In light of the failure to specifically pro-

vide an effective date for that provision. However, the omission

should be corrected by an effective date provision that does not

result in the type of unfairness described above.
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Mr. Chairman# members of the Committee# thank you for

this opportunity to present testimony concerning technical cor-

rections to the Tax Reform Act of 1984 (the *Tax Reform Act').

I am Dick Valentine of the New York City law firm of Seward &

Kissel and I am testifying today on behalf of Baldwin Securities

Corporation (wBaldwinQ) in favor of a technical amendment to Sec-

tion 1071 of the Tax Reform Act. Section 1071 removed the prohi-

bition that prevented a personal holding company (OPHCO) from

being e),,ible to be taxed as a regulated investment company

(ORICO) and made this amendment effective beginning in tax years

after December 31@ 1982.

Baldwin is a Delaware corporation with its principal

place of business in New York City. It has been registered under

the Investment Company Act of 1940 as a diversified closed-end

management investment company since 1950 and has approximately

3300 shareholders. Over 50% of Baldwin's shares are held by one

family, making it a PHC for federal income tax purposes and,

therefore, ineligible to be taxed as a RIC before the Tax Reform

Act. In order to avoid the penalty tax on PHCs, Baldwin has an-

nually distributed all of its short-term capital gains and income

from dividends and interest, exclusive of expenses and taxes, to

its shareholders. Baldwin has accumulated its long-term capital

gains.
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A corporation that has not qualified as a RIC will be

taxed at the corporate level on all of its income, including

income it distributes to its shareholders. A RICO on the other

hand# is not taxed at the corporate level on income which it

distributes to its shareholders. Thus, qualifying as a RIC for

income tax purposes is a significant economic benefit.

In order to be eligible to be taxed as a RIC for

Federal income tax purposes for a taxable year; a corporation

must meet the requirements imposed by Sections 851(a), 851(b)

and 852(a) of the Internal Revenue Code of 1954, as amended (the

"CodeO). Among those requirements areas (1) that the corporation

is a registered investment company under the Investment Company

Act of 19401 (2) that the corporation file with its Federal in-

come tax return for the-taxable year an election to be taxed as

a RIC or that such election have been filed for a previous

taxable year, and (3) that the corporation distribute for the

taxable year 90% of its "investment company taxable income" and

90% of its tax-exempt interest income (the "90% Distribution

Test*).

A PHC which was a registered investment company under

the Investment Company Act of 1940 for its taxable year beginning

after December 31, 1982, and which met the othcr substantive

requirements for RIC status for such taxable %,ear, still would

not qualify as a RIC unless it made an election to be taxed as

a RIC on its Federal income tax return and unless it met the 90%
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Distribution Test for such taxable year. Any such corporation

which filed its return before July 18, 1984, the date of enact-

ment of the Act (a corporation having a taxable year ending

December 31, 1983 would file its tax return by March 15# 1984),

could not have made a RIC election on its return because, based

on the law which existed at the time the corporation filed its

return, a PHC would not qualify as a RIC. Under current law, it

is not clear whether an election to be taxed as a RIC could be

made by such a corporation on an amended Federal income tax

return filed after the date of enactment of the Tax Reform Act.

Furthermore, such a corporation may not be able to meet

the 90% Distribution Test since as a PHC, it probably would have

distributed for its taxable year ended prior to the enactment of

the Tax Reform Act an amount equal t'% its "investment company

taxable income les the Federal income taxes attributable

thereto. Such a corporation would be able to meet the 901

Distribution Test if it is permitted to make an additional divi-

dend relating back to suoh taxable year pursuant to Code Section
**

855. However, Code Section 855 requires that the additional

* If Federal income taxes for such taxable year were more
than 10% of "investment company taxable income," the 90%
Distribution Test would not be met.

** Pursuant to Code Section 855, a RIC is permitted to meet
the 90% Distribution Test for a taxable year by paying an
additional dividend in the following taxable year provided
(i) that the declaration of such additional dividend is made
before the due date (including extensions) for filing its tax
return for the taxable year and (ii) that an election is made
on such tax return designating what portion of such dividend
is to be treated as paid in the taxable year.

4
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dividend be declared prior to the corporation's filing its

Federal income tax return for a taxable year (including exten-

sions) and that the corporation elect on its Federal income tax

return to have the dividend considered paid during the prior

year for purposes of the 901 Distribution Test. If such a

corporation had filed its return for a taxable year which

began after December 31p 1982 and ended prior to the enactment

of the Tax Reform Act it is not clear under current law whether

such corporation could qualify as a RIC for 1983 by electing to

utilize the Code Section 855 procedure in connection with an

amended return filed after the date of enactment of the Tax

Reform Act,

It is our recommendation that a technical amendment

to the Act be adopted as part of H.R.1800 which would expressly

permit a PHC which otherwise met the requirements for RIC status

with respect to its first taxable year beginning after December

31, 1982 and which had filed its Federal income tax return for

such taxable year prior to the enactment of the Tax Reform Act:

(1) to elect to be taxed as a RIC for such taxable
year on an amended Federal income tax return
filed no later than September 15, 1984# the
date to whihh an automatic extension for
filing an income tax return would have been
been granted; and

(2) to declare an additional dividend and elect on
its amended return pursuant to Code Section 855
to relate that dividend back to such taxable
year for purposes of the 90% Distribution
Test.
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These provisions could be enacted by amending Section 1071(a)(5)

of the Tax Reform Act. A proposed amendment is attached to this

Statement.

We believe the proposed technical arindment is clearly

consistent with the intention of Congress to have the repeal of

the PHC prohibition for RICe be effective for taxable years be-

ginning after December 31, 1982. Unless the steps described

above could be taken in connection with amended returns the

December 31, 1982 effective date set by Congress with respect

to the RIC provisions relating to PHC's would be meaningless

to certain investment companies which had filed their 1983 re-

turn prior to the enactment of the Tax Reform Act.

Our proposed technical amendment eliminates a potential

unfairness against certain corporations. For example, Baldwin is

arcalendar year taxpayer which filed its Federal income tax re-

turn for its taxable year ended December 31, 1983 on March I,

1984. For 1983, Baldwin could have qualified as a RIC but for

the fact that it was a PHC. When it filed its return on March

15, 1984 it could not have elected to be taxed as a RIC because

the Tax Reform Act was not enacted until July 18, 1984. However,

if Baldwin had applied for an automatic extension to file its

1983 Federal income tax return until September 15, 1984, it could

have elected to be taxed as a RIC for 1983 and it could have used

the Code Section 855 procedure for relating back dividends in

order to comply with the 90% Distribution Test merely because the
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due date of its 1983 Federal income tax return was extended until

September 15, 1984. It would appear to us very unfair to penal-

ize a corporation which filed its 1983 Federal income tax return

on March 15# 1984 while rewarding a corporation which applied for

an extension to file its 1983 Federal income tax return until

September 15f 1984.

We do not believe that the proposed amendment will

affect other provisions of the Tax Reform Act relating to RICs.

The Tax Reform Act, in addition to eliminating the prohibition

against PHCs qualifying as RICe, imposed the requirement that a

RIC distribute any earnings and profits which it accumulated

during those years in which the corporation was not a RIC. The

requirement that a RIC distribute its accumulated earnings and

profits from non-RIC years does not, however, apply to a corpora-

tion which meets all of the other RIC qualification standards for

each of its taxable years endinj after November 8, 1983. Thus, a

calendar year corporation which met the RIC qualification stan-

dards for its year ended December 31, 1983, could qualify as a

RIC in 1983 and in subsequent years without distributing its ac-

cumulated earnings and profits from non-RIC years.

I The Tax Reform Act permits certain registered invest-

ment companies which could not previously qualify as RICe be-

cause they were PHCs and which filed for the automatic exten-

sion to September 15, 1984, to file their 1983 tax returns to

qualify as RICS for 1983 and for subsequent years without dis-
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tributing their accumulated earnings and profits. However, a

company such as Baldwin which filed a timely 1983 tax return on

March 15, 1984 (i.., before the Tax Reform Act was enacted) and

which did not file for the automatic extension to September IS,

1984, might not qualify as a RIC for 1983, and might not be able

to qualify as a RIC for subsequent years without distributing

its accumulated earnings (consisting of long term capital gains)

from non-RIC years.

The rationale for the requirement that a RIC distribute

its accumulated earnings and profits from non-RIC years is to

prevent certain operating businesses which have accumulated oper-

ating profits from being able to sell their operating assets and

to then qualify for treatment as RICe without distributing their

operating profits. In addition, there was concern that so-called

"tax-managod funds (Q.1.# investment companies which accumulated

large amounts of dividend income without paying corporate tax

thereon because of the 85% dividends received deduction) could

become RICs without distributing such accumulated dividend income.

These concerns do not apply to Baldwin because Baldwin has been a

registered investment company since 1950, not an operating com-

pany, and has distributed its dividend income every year to avoid

the PHC tax penalty. The fact that Baldwin has accumulated long

term capital gains should not be relevant because a RIC is per-

mitted under the Code to -ccuaulate long term capital gains

without distributing such gains to its shareholders.
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We believe there are only a few corporations who face

the problem outlined in this statement. The primary reason for

this is that there are very few corporations registered under the

Investment Company Act of 1940 which are PHC's. It is apparent

that Congress intended that such companies be able to qualify as

RICs and our proposed technical amendment will carry out this

intent. Furthermore, such a technical amendment could avoid

unnecessary litigation on this issue.

In conclusion, we believe a technical amendment of the
I

type suggesteo above clarifies the problem we have raised and

promotes the glear intention of the Tax Reform Act provisions

relating to repeal of the prohibition on PHC's qualifying as

RICs.

Thank you for this opportunity to present our views

on S.814. We would be pleased to provide the Committee with

any further information it may require to resolve the issues

addressed in our Statement.

The CHAIRMAN. All right. I want to ask you one question, if I
might, Mr. Asbill. As a matter of general statutory construction
where there is no effective date, as you are well aware, the effec-
tive date is the date of passage. Why are you suggesting we should
change that here?

Mr. ASBILL. I think, as my statement indicates, Mr. Chairman,
the legislative history led anybody who looked at it objectively to
believe that the effective date of this provision was going to be for
taxable years beginning sometime after the date of enactment.
That is what the Senate did, and the conference report indicated
they were not trying to change that. Also, I might add that in
other provisions in DEFRA relating to earnings and profits, where
the intention was to make it effective on the date of enactment,
that was so stated. So, the whole history of this thing would lead
somebody to believe that the rules were not going to be changed for
transactions already in progress. That is what our people led them
to believe. Prentis-Hall led them to believe that, and put out a
public release to that effect and said it would be corrected in the

echnical Corrections Act. The only problem is they corrected it, I
believe, the wrong way.

The CHAIRMAN. That is a very frank answer. Senator Baucus?
Senator BAucus. I understand from what you said that you want

to create an exception to the rule. Is that correct?
Mr. MACLEAN. Not create an exception. There already is an ex-

ception in the law for those companies who invest directly with for-
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eign banks to receive interest up to a working capital amount. The
present law provides for 10 percent of their revenues from foreign
sources. We find that terribly unfair because it puts us at a com-
petitive disadvantage, vis-a.vis foreign banks who can sell their de-
posits directly to U.S. companies. We are money managers. We run
a money market mutual fund in particular that invests in foreign
money market securities which provide interest. Essentially, the
same kind of securities that a company might invest in directly,
but if a U.S. company chose to use our services as a money manag-
er because we provide professional management, liquidity, diversifi-
cation, or perhaps even a better yield on occasion, the company
could not obtain the same benefits it would have if it invested a
foreign bank, as the law is now written. We have a transition

renod that runs out on June 30, and it leaves our customers in a
imbo status, and the only clear, safe way to continue to invest

their working capital would be directly with a foreign bank. We
think that is a ridiculous conclusion and was not the intent. What
we would like to have is a working capital exception that applied
both for direct investment and indirect investment for mutual
funds such as ours.

Senator BAuCus. What effect would that have on our balance ofpayments?Mr. MAcumm. I would think it would only be favorable in the

sense that a mutual fund is a means for people to collectively
invest their assets. In this case, you would find that smaller busi-
nesses and medium sized businesses engaged in foreign trade might
find it advantageous to invest with us-have us make investment
selections-for the reasons I just gave--diversification, liquidit,
and perhaps higher yield. And as a result of that, it would aid their
operations abroad and would encourage foreign trade and I believe
enhance our balance of payments in the long run.

Senator BAUCUS. Thank you.
The CHAIRMAN. Senator Grassley?
Senator GiAss y. I have no questions of these witnesses, Mr.

Chairman, but I will have with the next panel.
The CHAIRMAN. Senator Chafee?
Senator CHAFER. Mr. Chairman, I think we are going to be in a

quandry here. Each of these sounds so appealing.as they come for-
ward. Mr. Asbill, on the question that the chairman asked you,
normally any legislation we pass would be effective on the date of
passage. Right?

Mr. AsBiLL That is the general rule, if no other date is stated.
Yes, sir.

Senator CHAFES. And what you are saying is what? What are vou
hanging your hat on to choose the beginning of 1985 as the effec-
tive date?

Mr. AsBiLL. Why am I hanging my hat on what?
Senator CHAFz. What are you hanging your hat on to have a

date other than the date of passage?
Mr ASBILL. I am hanging it primarily, Senator, on the legislative

history which indicated and led people honestly to believe that the
effective date of this provision was going to be a prospective date,
that is, taxable years beginning after the date. of enactment. I
think the general rule that the date of enactment is the effective
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date is all right if you don't have any other history to indicate that
some other date was intended or would be provided. But here, we
have a situation where the drafters have thought it desirable or
necessary to come in with a specific date in the Technical Correc-
tions Act, that is, not just leave the blank the way it was in
DEFRA. My point is that I think they have come in with the
wrong date because they have moved it substantially backward
from where people were entitled to believe it would be.

Senator CHAFEE. And you would think it would be applied to the
taxable year beginning after the date of enactment?

Mr. ASBILL. I think that would be a satisfactory solution. Yes, sir.
Senator CHAFEE. January 1, 1985?
Mr. ASBILL. It depends upon what taxable year the taxpayer is

on.
Senator CHAFEE. Yes. Your fellow was on the calendar year,

wasn't he?
Mr. ASBILL. My fellow was on an October 31 year. but my trans-

action occurred in his 1984 fiscal year.
Senator CHAFES. Yes. All right. Thank you.
The CHAIRMAN. Senator Long?
Senator LONG. No questions, Mr. Chairman.
The CHAIRMAN. Gentlemen, thank you very much. Now, we will

take a panel consisting of Martin Wood, Russell Shaw, James
Carter, and my old friend, Morton Zalutsky, from Portland, OR. All
of your statements will be in the record in full. Mr. Wood, why
don't you go right ahead?

STATEMENT OF MARTIN D. WOOD, DIRECTOR, RETIREMENT,
SAFETY, AND INSURANCE DEPARTMENT, NATIONAL RURAL
ELECTRIC COOPERATIVE ASSOCIATION, WASHINGTON, DC
Mr. WOOD. Mr. Chairman, members of the committee, thank you

for this opportunity to appear. In addition to the statement which
you have before you, I would request that we include a supplemen-
tary statement which deals with one of the items as it is affected
by the President's tax reform proposal. I would also request that
we include a letter from the Joint Tax Committee which refers to
the revenue impact of one of the items to which we are referring.

The CHAIRMAN. Let me ask you this. This would be in lieu of
your testifying on tax reform, I take it, because this is not a tax
reform hearing?

Mr. WOOD. Not necessarily. We simply thought that this, because
it does impact on what I am about to speak to, should perhaps be
put in the record, and it was not possible for us to do that since the
President's proposal was so recent.

The CHAIRMAN. Since the President's proposal was what?
Mr. WOOD. It was so recent.
The CHAIRMAN. It will go in the record. This is not a hearing on

the President's tax reform proposals, and I would just as soon not
have a great deal of testimony put it on the tax reform bill itself.

Mr. WOOD. I understand.
The Chairman. It will go in the record, but if it relates to that

and we have more witnesses than we can have on the tax reform
proposal, then we may not have you testify there. Go right ahead.
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Mr. WOOD. I understand that, sir. Our reason for appearing is to
lend emphasis to that which we are requesting through the formal
statement, and also to present myself for questioning. Rural elec-
tric cooperatives throughout the country, of which there are 1,000,
must compete for highly qualified employees with investor-owned
utilities. This is an important aspect of their work. We therefore
have to have a very fine compensation package which must include
good benefit programs to be competitive. We have such a program,
but it lacks one item, the so-called 401K. We do not have that
available to our cooperatives. The basic reason for this is that we
have a national scope to our plan, as opposed to a limited scope, we
need to clarify the authority for nonprofits to adopt such plans,
and a few State laws affect the operation of coopratives. I would
like to emphasize that the change which we seekresolves a prob-
lem which is unique to rural electric cooperatives, does not alter
tax policy, and according to the Joint Tax Committee, has negligi-
ble impact on revenue.

With respect to the Retirement Equity Act of 1984, we recognized
in the National Rural Electric Cooperative Association that using
the PBGC rate was desirable, and we did this several years ago
before it became law. We have been usin it, and we have gained
experience thereby. We offer the benefit ofthat experience for your
consideration. We would like to be helpful. Our proposal recom-
mends flexibility to permit an average rate over a 12-month period
to more fairly reflect the trend in interest rates. It also has other
minor allowances to facilitate orderly administration, to make the
predictability of the lump sum possible for the employee, and con-
sistency among participants. I would like to thank the committee
on behalf of the 1,000 rural electric cooperatives throughout the
country who are extremely interested in this action. Thank you.

The CHAIRMAN. Thank you, sir. Mr. Shaw?
[The prepared written statement of Mr. Wood and the Joint Tax

Committee letter follow:]
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NATIONAL RURAL ELECTRIC COOPERATIVE ASSOCIATION
1800 Massachuets Amtue. N.W Wbshington, D.C. 200M32O2-85379500.

STATEMENT OF THE NATIONAL RURAL ELECTRIC COOPERATIVE
ASSOCIATION RELATING TO HEARINGS ON S 814,

THE TECHNICAL CORRECTIONS ACT OF 1985. AND ON
TECHNICAL CORRECTIONS TO THE RETIREMENT

EQUITY ACT OF 1984. BEFORE THE
SENATE COMMITTEE ON FINANCE

June 5, 198S

Mr. Chairman and members of the Committee, my name is
Martin D. Wood. I am the Director of the Retirement, Safety
and Iniurance Department of the National Rural Electric
Cooperative Association (NRECA) and the Administrator of the
various welfare and pension programs sponsored by NRECA and
its members. NRECA is the national service organization of
the approximately 1,000 rural electric systems operating in
46 states. These systems bring central station electric
service to approximately 25 million farm and rural
individuals in 2,600 of our nation's 3,100 counties. Our
various programs provide pension and welfare benefits to
over 1100,00 employees and their dependents in those
localities.

The purpose of my comments to you today is to bring to
your attention two technical issues--the first concerning
the ability of rural electric cooperatives to adopt salary
reduction arrangements. which may be appropriately addressed
in S 814; and the second concerns a proposal for improving
the methods allowed for calculating the Pension Benefit
Guaranty Corporation (PBGC) interest rate for lump sum
payments, which you may wish to include in any technical
corrections made to the Retirement Equity Act of 1984. With
your permission. I will begin my testimony by discussing our
problems with adopting a section 401(k) plan.

401(k) PLANS AND RURAL ELECTRIC COOPERATIVES

Prior to 1972 the Internal Revenue Service permitted
profit sharing, stock bonus and money purchase pension plans
to include cash or deferred arrangements. See, Rev. Rul.
68-89, 1968-1 C.B. 402. Rev. Rul. 63-180, 1963-2 C.B. 189,
Rev. Rul. 56-497, 1956-2 C.B. 284. These rulings permitted
cash or deferred arrangements in profit sharing plans and



78

established a nondiscrimination tost of whethe' a majority
of the participants in the plan were in the Lowest paid
two-thirds of eligible employees. The plans discussed in
the early rulings wece profit sharing plans giving each
participant the individual election to either receive a
profit sharing bonus in cash or have the oonus contributed
to his account in a profit sharing plan. Although the
rulings involved only profit sharing plans, the IRS also
issued qualification lettecs to stock bonus and money
purchase pension plans. The rulings (and the early cash or
deferred plans) involved only elective contributions to
profit sharing plans. However. these types of plans were
soon expanded to include arrangements in which employees
voluntacily elected to reduce their cash compensation and
have the balance contributed to a profit sharing plan. This
variation is generally referred to as a salary reduction
plan.
0

On December 6, 1972 the IRS issued proposed regulations
whichwould have changed the result for salary reduction
plans and called into question tne viability of cash or
deferred profit sharing acangements. In ocder to allow
time to-study the area Congress enacted section 2006 of the
Employee Retirement Income Security Act of 1974 (ERISA)
which temporarily froze the status quo. The IRS was
prohibited from enforcing its proposed regulations for plans
in existence on June 27, 1974 and no further plans with such
features could be commenced until Congress finished its
study. This freeze was subsequently extended twice, one in
the Tax Reform Act of 1976 and once in the Tax Treatment
Extention Act.

The Revenue Act of 1978 added section 401(k) to the
Internal Revenue Code, authorizinq cash or deferred
acangements in profit sharing and stock bonus plans.
Section 401(k) did not authorize cash or deferred
arrangements in money purchase pension plans. Wile
proposed regulations extend section 401(k) to cover salary
reduction plans, they do not allow money purchase pension
plans to adopt 401(k) acangements. Prop. Treas. Req.
section 1.401(k)-l(a)(1).

The freeze on cash or deferred arrangements in pre-ERISA
plans expired January 1. 1980. Since section 401(k) was
then in force, the expiration of the freeze did not affect
profit shaking or stock bonus plans with 401(k) features.
however, there are a number of pre-ERISA money purchase
pension plans that had adopted salary reduction
acrangements. The expiration of the freeze left them out in
the cold since 401(k) applies only to profit sharing or
stock bonus plans. Legislation was accordingly introduced
in the 97th Congress (H.R. 4948) to provide grandfather
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protection for money purchase pension plans that before June
27, 1974 had adopted salary reduction arrangements. The
primary impetus for action came from a group of money
purchase pension plans in the South and Southwest. Thoce
plans principally covered employees of the Federal Land
Bank, Bank for Cooperatives, and various production credit
associations, most of which are tax-exempt organizations.
During hearings on H.R. 4948, Treasury expressed its support
of the bill and urged Conaress to act to extend the
availability of section 401(k) to all money purchase pension
plans. MisceLlaneous Tax Legislation: Kearing before the
Subcommittee on Select Revenue Measures, 97th Conq. 2d Sass.
12 (1982) (Statement of John E. Chapoton). H.R. 4948 died
in the closing days of the 9?th Congress, however.

L.R. 4948 was reintroduced in the 98th Congress as H.R.
3173, subsequently incorporated into the Tax Reform Act of
1984 as section 527(b), and enacted. During hearings on
H.R. 3173, Treasury again stated its support of the concept
of extending section 401(k) rules to all money purchase
pension plans. Statement of Pbert . Woodward. Tax
LegLslative Counsel. on. H.R. 3173 before the Subcommittee on
Select Revenue Measures (September 21, 1983). As provided
in the Tax Reform hct of 1984, a money purchase pension plan
with a salary reduction feature in existence o June 27,
1974 may cofitinue the salary reduction feature tcovided that
(i) the contributions to Phe plan are not increased over the
June 27, 1974 contribution formula and (2) the plan meets
the special eligibility and discrimination rules of section
401(k).

It is unfortunate that section 527 of the Tax Reform Act
of 1984 did not extend section 401(k) to all money purchase
pension plans. H.R. 161S, introduced March 20. 198S, and S.
896, introduced April 4, 1905-ace intended to clarify that
rural electric cooperatives may incorporate 401(k) features
into their money purchase pension plane. Rural electric
cooperatives are tax exempt, consumer owned utilities
operating principally in rural areas of America. The
approximately 1,000 rural electric cooperatives operate in
46 states and a majority of the counties of the United
Stat's.'

H.RW 161S and S. 896 are actually codifications of the
existing ability of tax exempt rural electric cooperatives
to adopt salary reduction arrangements. In 1903 a General
Counsel Memorandum was released by the IRS which recognized
that tax exempt. nonprofit organizations could adopt profit
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sharing plans. G.C.M. 38283 (February 15, 1980). Relying
on G.C.M. 36283 an increasing number of tax exempt
organizations have adopted profit sharing plans with 401(k)
salary reduction features. Therefore, rural electric
cooperatives could possibly take the same approach as other
tax exempt organizations and adopt profit sharing plans with
401(k) features. However, such an approach is not advisable
because of the unique factors involved with rural electric
cooperatives.

Although G.C.M. 38283 permitted profit sharing plans for
tax exempt organizations, the National Office of the IRS is
not presently issuing opinion letters foC such plans with
salary reduction features. Therefore, to adopt a 401(k)
plan the 1,000 rural electric cooperatives would, contrary
to their present practice, have to each individually adopt a
profit sharing plan to be approved in the 10 IRS key
district offices of the United States. Since not all IRS
districts, are approving such plans, there would- be
inconsistencies from region to region. Furthermore, since
rutal electric cooperatives operate in 46 states, it seems
that In at least some states local law might prohibit
cooperatives from adopting profit sharing plans. Any excess
of revenues over expenses t automatically allocated to the
cooperative patrons under state law and not available for
contribution to-.profit sharing plan.

Thus, while it might be possible for rural electrics to
adopt profit sharing plans they do not wish to do so. What
they want to do t to incorporate salary reduction features
in their existing money purchase plsia,s which are organized
and administered on a national basis. Codification of their
ability to do so avoids the problems involved with profit
sharing plans and the risk that the IRS might change its
opinion in O.C.K. 38283.

Since the treatment of pre-BRISA money purchase pension
plans with cash or deferred arrangements was affected In the
Tax Reform Act of 1984. it Is appropriate to now correct the
law to cover certain post-ERISA money purchase pension
plans. HR. 161S and S. 896 have been reviewed by staff of
the Joint Committee on Taxation and found to be of
negligible revenue impact.

I/
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INTEREST RATE ASSUMPTIONS
LUMP SUM PENSION DISTRIBUTIONS

The Retirement Equity Act of 1984 (REACT) requices that
the interest rate assumption used in calculating the present
value of a pension benefit distributed in a lump sum not be
greater than the interest rate used (on the date of
distribution) by the Pension Benefit Guaranty Corporation
(PBGC) for valuing Lump sum distributions on plan
terminations. REACT section 205(a).. The committee reports
state that a plan may provide that 'the PO3C interest cats in
effect on the first day of the plan year be used throughout
the plan year. S. Rep. No. 575r, 98th Cong., 2d Seas. 24
(1984).

Providing a PBGC referenced interest rate assumption is
a salutocy change that significantly protects plan
participants from unfair or arbitrary interest rate
assumptions in valuing lump sum distributions. We feel,
however, that the rules provided in REACT are not flexible
enough to accommodate the needs of some pension plans"in the
orderly administration of their pension benefits.* To
illustrate some of these concerns we will use as an example
the multiple employer, master defined benefit pension plan
sponsored by the National Rural Electric Cooperative
Association (the "NRECA pension plan").

Before the passage of REACT, the NRECA pension plan had
provided for the use of the PBGC rate for the calculation of
Lump sun payments to plan participants. However, the
specific method used by the NRECA pension plan does not
conform to the REACT specifications in several regards. The
WRECA pension plan provides for one PSOC rate to be in
effect for the 12 month period from April I of one year to
March 30 of the next year. * The rate to be used for that
period is the average PBOC rite in effect over a 12 month
period ending June 30. Thus an average PBOC rate is
calculated and then becomes effective nine months later.
While the method used by tho NRECA pension plan varies from
REACT in three ways, each difference is occasioned by
significant concerns for the ordecly administration of the
NRECA pension plan.

1. Avaeraa RAtes. While REACT made no provision for
average rates, we feel that a 12 month average is a fairer
reflection of the trend of interest rates. It provides over
the entice participant population a fairer distribution of
lump sun values than a P8OC rate in *ffict during one month
of the year.
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2. Spans Two Years. Since in our experience the great
majority of retirements occur on December or January, a
change of rate at the beginning of a plan year introduces a
great variation in lump sum values among retirees. We are
also greatly concerned with the administrative difficulty of
changing the lump sum calculation in the middle of the most
active retirement period.

3. Nine Month Lao. Potential retirees need stable
retirement projections and time to plan for their
retirement. We, therefore, allowed a period of nine months
from the calculation of the interest rate until it became
effective to allow for participant planning before their
retirement actually occurs.

While we agree with the need to specify PBGC interest
rates for lump sum calculations, we fear that there is not
sufficient flexibility provided in REACT to enable the IRS
to approve pension plans that may. for good administrative
reasons, have variations on the REACT specified method.
NRECA therefore suggests that the committee reports
accompanying. any technical corrections to the Retirement
Equity Act of 1984 provide that the Commissioner may issue
favorable determination letters to plans providing for PBGC
rates in calculating lump sum amounts by methods the
Commissioner finds reasonable under the circumstances. The
circumstances to be considered should include the orderly
administration of the plans, predictability of the lump sun
amounts and consistency among the plan participants. For
example, an average FGBC rate or one covering a twelve month
period spanning two plan years could be permitted by the
Commissioner.

This concludes my testimony on the need for clarifying
the ability of rural electric 4ooperatives to adopt salary
reduction arrangements and our proposal -to allow additional
flexibility in the calculation of the POBC interest rate for
lump sum distributions. I remain killing to respond to any.,
questions the Committee may have nov or after this hearing.

f
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NATIONAL RURAL ELECTRIC COOPERATIVE ASSOCIATION
MW MINCA Amwi, N.W %witiMmg, D.C. 2003&=.857-95M

SUPPLEM ENT AL STATEMENT OF THE
NATIONAL RURAL ELECTRIC COOPERATIVE ASSOCIATION

RELATING TO HRARI.NG ON S 614,
THE TECHNICAL CORRECTIONS ACT OF 1985. -

BEFORE THE SENATE FINANCE COIOGITTEE

JUNE So 196S

Mr. Chairman and members of the Committee, my name is
Martin D. Wood. I am the Director of the Retirement, Safety
and Insurance Department of the National Rural Electric
Cooperative Association (NRECA) and the Administrator of the
various welfare and pension programs sponsored by NRECA and
its members. NRECA ts the national service organization of
the approximately 1,000 rural electric systems operating in
46 states. These systems bring central stationelectric
service to approximately 2S million farm and rural
individuals in 2,600 of our nation's 3,100 counties. Our
various programs provide pension and welfare benefits to
over 110o000 employees and their dependents in those
localities.

I appreciate the opportunity to supplement my previous
written statement which was filed with the Committee May 29.
198S. On the day before the Department of Treasury released
the President's Tax Proposals and there was not sufficient
time to coment-on the provisions that affect my testimony
today.

The President's Tax Proposals state that section 401(k)
cash or deferred arrangements would not be available to
employees of tax-exempt Organizations or public employers.
The reason given for denying 401(k) plans to such employers
ts that tax-exemt organizations and public sector employers
will have tax sheltered annuities (I.R.C. section 403(b))
and/or tax favored elective deferred compensation
arrangements (I.R.C. section 4S7) available for their
employees. The proposal also provides that all tax-exempt
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organizations will be covered by the provisions of I.R.C.
section 457; presently only public sector employers and
rural electric cooperatives are covered by section 457.
Therefore the Treasury reasons, it would be duplicative to
extend 401(k) plans to public sector employers and
tax-exempt organizations.

Since rural electric cooperatives have been covered
under section 457 the same as States since 1978, we can
emphatically state that it is n2 duplicative to extend
401(k) plans.to tax-exempt rural electric cooperatives.

Rural electric c9operatives are not charitable or
educational organizations, nor states or the agency or
instrumentality of any of the foregoing. Therefore, they
can not offer tax-sheltered annuities to their employees.
I.R.C. section403(b)(1)(A).

Rural electric cooperatives are subject to section 457
and may offer tax favored elective deferred compensation
arrangements to their employees, but not to all employees as
may a State government. A deferred compensation plan
offered to all employees is considered a pension plan under
the Bmployee Retirement Income Security Act of 1974
(BRISk). BRISA section 3(2)(A). However, since
governmental units are exempt from BRISk, this has no effect
on their deferred compensation programs under I.R.C. section
4S7 and governmental units may freely offer their elective
deferred compensation plans to all employees. BRISK section
4(b)(l).

Since rural electric cooperatives are not states or
other governmental units, they are subject to the provisions
of BRISK. BRISK requires that any pension plan (such as a
section 4S7 deferred compensation plan offered to all
employees) must meet certain funding requirements and its
assets must be held in trust. BRISk sections 301 and
403(a). If such plans are funded and trustee, then the tax
deferral to the employee granted by section 457 i lost.
I.R.C. section 4W7(b)(6), Treas. Reg. section-1.457-3(b).
The only way to preserve the tax deferrals under a section
457 deferred compensation plan for rural electric
cooperative employees is to limit the coverage of the plan
to a select group of management or highly compensated
employees. An unfunded plan covering a select group is
qqbject only to the reporting and disclosure rules of BRISK
and not to the participation and vesting, funding- and
trustee rules. BRISK sections 201(a)(2), 301(a)(3), and
401(a)(1). I have attached an advisory opinion letter Of
the Department of Labor dated November 4, 1981 which was
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issued to a member system of NRECA and confirms this
analysis of the interaction of ERISA and section 457.

In summary, rural electric cooperatives cannot offer
elective deferred compensation programs to their rank and
file employees but must, under ERISA, limit them to a select
group of management or highly compensated employees. This
places rural electrics at a disadvantage in competing for
employees with investor owned utilities. Investor owned
utilities can offer 401(k)-- plans 'to all employees and
elective deferred compensation plans to a select group.
Rural electric cooperatives would not be able to offer
401(k) plans to any employees and could Qffer elective
deferred compensation plans to only a select group.
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Honorahle Wyche Fowler
U.S. House of Reoresentatives
Washington, D.C. 20515

Dear Mr. Fowler:

we are responding to your request for a revenue estimate
of the effect of extending the qualified cash or deferred
arrangement rules (sec. 401(k) of the Co4e) to certain money
purchase pension plans.

we estimate thst this proposal will have a negligible
effect on budget receipts. Our analysis is based on the
draft language submitted to us by Bill Johnstone on January
28, 1985, which limits the extension to the pension plan
maintained by the .National Rural Electric Cooperative
Association and its member cooperatives.

If we can provide you with any further assistance,
please contact us.

,David H. Btockway -
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Anchorage, Alaska 9iPV0

Dv.ir Hr. Keappel,

?bis is in reply 9o your requeSL dated.labriary 11, l'ISI $or an advisory
opinion concerning the coverage of the Matanuska Electric Association, Inc.
Deferred iCppensation Plan (tltl Plan) under tir tmploye ketr*i'.erht lieu..
l, r~sy A.t ul 19 t (EK1IA). bptcaliallly. you ,sbk w.fIsr tio. P.;ol, at,
txol.t from the provisions of IXISA by virut of its being a "*overrsental

plan" vithin the Peaning of LRSA section 3()). Since the Departant of
Labor (the DeparLWent) is rer.jponb'blr for le. a.daint .rticon cal tall,.
%o LPV.J., i.it. itt tvr moldaiv bSlr uily I.lt titl'. -

cour litter contains tilt Jiclovisi; w,;eestnlaLtons* Xat-.ulikb L1CtLr &
AtinLisotion Ite. (ltanwusk ,). It a rurol VlVCrC s..uoperatlv* utoi lrsoilrLvd
Uvour list" lowt. 4#1 AlaLko. ftateouuska is vavmpt Erois lidtral ancost Lazitaon
under Iternal Revenue Code (Code) section 501(a) as anaexcapt. organtation
described in Code section 50)(c)(11).

Cud. section 457 provides a cote.ory of d ferred comptnibation plans for Ltate
and local govuriarnt al;tncle ar.d rural electrS coopuraLives. Tat, lon ab
gsit rndad tw airt-. thr rtcqui~rosnite. .l I i.i llV 45 tOif t C9. Which W416 Qoldrd
tO tilt Cudw. by the kevwnut Act of Wl5 .

While govi:rrrntal plans (as defined in fiction 3(1) of INISA) art clirtbsly
acaludd f1o, Lhr applitctia af title I of LNlZA by reason of rthe aclutiOau

in UkISA sect tor%,4(b)(1) . tls.py(.sVoo Iltvi r a .ct .Op arerre*not -o
*.'.-lud~d from tLhl...,picasaon-o(-l)~fl(. they )al* nOt governmeonal plans.
Code becti 57 41 provldei" that' plan part;cipbnts oft i.lerred compvtrhatlio
plao% which Ore established aod oianLisined by & State as dftned in Code
section'07(d)(1) or by a rural ilecLrtil Cooperative as defined tn Code
s$etion'431(d)(91(b) and which coply vith the reqvirements of Code section 16$
may.defge1 liazatir oil the amounts contribut4d until the Income Is. paid or
othervate nade available to th participant or beneficiary.

111tcause Codt section 071 of the Code requires inter s i, that any deferred
compensation to be eligible for the treatment accorded under section 45? must
aeneraly_ rovide that. absent as unforeseeable emergency, the pJ.n outt make.

payslnat aailakle to partcligpanas and beneficiarlesarior to the participants
se.rAiiL-obl f service fio the eUployer, "o correctly infer thaL the plan
vouldbt A penion'pian subject 1o title I of 3I1S if it Is not considered a
'!6overntaLl plan" under RtlSA becton 3(31). (Section (b)(1) of 9RISA
provides that title I of LRISA shall not apply to government plans, wtich 4re

BEST AVAILABLE COPY
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STATEMENT OF RUSSELL C. SHAW, THOMPSON, HINE & FLORY,
CLEVELAND, OH

Mr. SHAW. Thank you, Mr. Chairman and members of the com-
mittee. Although our firm represents insurance agents and, on oc-
casion, life insurance companies, I am herepro bono on behalf of
the interest of individuals who have split-dollar insurance arrang-
ments with their employers. As you are probably aware, split-
dollar insurance provides a death benefit during the working life of
employees and beyond. It is maintained by the employer through
permanent insurance. Since it is a death benefit, it would be by
definition a welfare benefit, but it is maintained on a nontax-de-
ductible basis to the employer, and, to the extent the employee
does not pay the cost of the insurance, it is included in his gross
income through so-called "P.S. 58" rates. These arrangements are
not tax shelters. They do not result in any acceleration of tax de-
ductions to the employers. In fact, the employer never gets a deduc-
tion for payments under the policy because the employer is a bene-
ficiary, and therefore, it is excluded under section 264 of the Code.
The proposed addition of paragraph (4) to Section 419(e) of the
Code, as added by the 1984 Act, would extend the definition of wel-
fare benefit fund to these types of arrangements. This means that
the arrangements not only would be subject to the section 419(aXe)
limit on $50,000 of post-retirement death benefits to the employees,
but it also would subject the beneficiaries' receipt of the proceeds
to the 100 percent excise tax under section 4976. We do not believe
that Congress intended this result. If you read the Congressional
hearings and reports, there is no indication at all that this was in-
tended. So, we do not believe that at this time, through a TechnicalCorrections Act, a major change In tax policy, which has been long-
standing since the 1950. or 19609, should be made. We would ask
that Congress specifically exclude split-dollar insurance arrange-
ments from the definition of funded welfare benefit plan, and if it
cannot do that, that it would at least indicate or reaffirm its intent
not to include these arrangements through the Technical Correc-
tions Act. If, in fact, Congress has changed its collective mind and
wants to include these arrangements now, we would ask that ap-
propriate grandfather provisions be enacted to give relief to those
people who already have the arrangements in effect. Thank you for
your time.

The CHAmmAN. Thank you, sir. Mr. Carter?
(The prepared written statement of Mr. Shaw follows:]
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STATEMENT
OF

RUSSELL C. SHAW
BEFORE

SENATE COMMITTEE ON FINANCE
ON

TECHNICAL CORRECTIONS ACT OF 1985 (S. 814)
JUNE 5, 1985

I. INTRODUCTION

$t appreciate the opportunity to comment

with respect to certain aspects of the Technical Corrections

Act of 1985 (S. 814) and the related provisions of the Tax

Reform Act of 1984 ("DEFRA"). While we generally support

the provisions of the Technical Cogrections Acts we find

certain aspects of the Act disturbing. In particular, we

believe that at least one provision goes beyond being a

mere "technical"' correction of DEFRA and should be deleted

fromhe Technical Corrections Act.

Our concern focuses on Section 419(e) of the

Internal Revenue Code of 1954 (the "Code"), as added by

Section 511 of DEFR A and as proposed to be amended by Sec-

tion 151 of the Technical Corrections Act through the addi-

tion of a new paragraph (4). We believe that the definition

of "funds," prior to the addition of the proposed new para-

graph (4), could possibly, but erroneously, be construed to

include so-called "split dollar" insurance arrangements.

(Split dollar insurance arrangements do not result in any

employer deductions and are discussed in detail below.)
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While we find no evidence that Congress intended Section 419

of the Code to cover such split dollar insurance arrange-

ments, the addition of paragraph (4) seems to specifically

extend Section 419(e) of the Code to split dollar insurance

arrangements and remove any doubt that such arrangements

are to be treated as "funded" welfare benefit plans.

If this is the result of the addition of

paragraph (4), whether or not intended, the consequences

would be disastrous to employers and their employees who

are covered by split dollar insurance arrangements. There-

fore, we strongly urge that Congress either make an excep-

tion for such split dollar insurance arrangements or redraft

the proposed language so as to exclude any plan or arrange-

ment the funding of which the employer is denied a deduc-

tion under Section 264 of the Code or any similar section.

ItI. SPLIT DOLLAR INSURANCE ARRANGEMMS

Normally, under a split dollar insurance

arrangement, the employer and employee join in purchasing

an insurance contract, in which there is a substantial

investment element, on the life of the employee. Usually,

the employer pays that part of the annual premium which

equals the current year's increase in the cash surrender

value of the policy, and the employee pays the balance, if

any, of the premium. If the employee dies while the split

dollar insurance plan is in effect, the employer normally



92

receives from the proceeds of the policy an amount equal

to the cash value of the policy, and the employee's benefi-

ciaries receive the balance of the proceeds. There are

several variations of this basic split dollar insurance

arrangement, but this type of arrangement is usually main-

tained on the lives of "key employees", as defined in

Section 416(i) of the Code.

The income tax consequences of a split

.ollar insurance arrangement between an employer and an

employee have remained unchanged since 1964 when the

Internal Revenue Service issued Revenue Ruling 64-328,

1964-2 C.B. 11. which held:

Where an insurance policy is purchased on the life
of an employee under a so-called "split dollar"
arrangement in which the employer provides the
funds to pay the portions of the premiums equal
to the increases in the cash surrender value of
the policy and the employee is to pay the bal-
ance, if any, of the premiums, and in which, from
the proceeds of the policy payable at the employ-
ee's death, the employer will receive an amount
generally equal to the cash surrender value of
the policy and the employee's beneficiaries will
receive the balance, the employee must include in
his income the value of the insurance protection
in excess of the portions, if any, of premiums
provided by him.- Held also: No deductions shall
be allowed to the employer for vrmium vaynenti
made. Held also: The proceeds of the policy
payable upon death of the employee are subject
to Section 101(a) of the Internal Revenue Code
of 1954.

I4. at 11. (Emphasis added.)

The main benefit received by the employee is

the current insurance protection under the basic policy.
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The value of this benefit to the employee is usually calcu-

lated by use of the Service's one-year term premium rates,

the so-call1d "P.S. 58" rates. The applicable rate for the

insured's Age in the taxable year is applied to the differ-

ence between the employer's share of the death benefit and

the full death benefit payable under the policy. If the

insurance company which issues the policy publishes rates

for individual, initial issue, one-year policies that are

lower than the P.S. 58 rates, those rates may be substi-

tuted for the P.S. 58 rates. Rev. Rul. 66-110, 1966-1 C.B.

12. Policy dividends constitute an additional economic

benefit to the employee if they are received by him in cash

or applied for his benefit. The value of this additional

benefit is the actual dollar amount of the dividend so

received or used to buy additional insurance. Rev. Rul.

66-110, supra. The values of all economic benefits re-

ceived by the employee in the taxable year are added; this

would include the P.S. 58 value of the life insurance pro-

tection for the year, plus the dollar value of dividends

received by the employee or applied for his benefit. The

employee's portion of the premium payment for the taxable

year is then subtracted from the total value of the economic

benefits received. The remainder, if any, is the amount

that the employee must report as taxable income.

The actual premium payments made by the

employee are not deductible since life insurance protection

60-78 0-86-4
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for an individual is a nondeductible personal expense.

I.R.C. S262. Likewise, premium payments by the employer

under a split dollar insurance arrangement abe not deduct-

ible since the employer will be a beneficiary of the policy.

I.R.C. S264(a)(1); Rev. Rul. 64-328, supra at 15.

III. SECTIONS 419 AND 419A OF THE CObD

Since a split dollar insurance arrangement

provides M2 deduction for employers for yearly pzomiums

paid and results in ordinary income to the employee to the

extent of the insurance benefit received (but not paid for)

by him, we believe it is necessary to examine the congres-

sional intent behitsd Sections 419 and 419A of the Code to

determine whether split dollar insurance agreements were

intended to fall within the ambit of these sections.

The House Comittee on Ways and Means Report

clearly sets forth the scope of the coverage that Congress

intended the definition of welfare benefit fund to include.

The Committee Report emphasizes:

The bill provides additional rules for determining
the timing and the amount of an emloyer's deduc-
tion for contribution to a funded welfare benefit
p-'i. Under the bill, a contribution which is
otherwise deductible under the Code will be de-
ductible only to the extent that it does not
exceed the qualified cost of the plan for the
taxable year ....

The House Coma. on Ways and Means, Supplemental Report on

H.R. 4170, Rept. 98-432, Pt. 2, 98th Cong., 2d Ses. 1276

(1984). (Emphasis added.)
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Similarly, the Statement of the Managers of

the Conference Report on H.R. 4170 emphasizes this same

position in the following language:

Definition of welfare benefit fund. In general,
this section of the bill applies to contributions
to welfare benefit funds which are organizations,
reserves or accounts held by organizations, to
which an employer provides welfare benefits to
employees or their beneficiaries. In pr.escr4bing
regulations relating to the definition of the
term "fund," the conferees wish to emphasize that
the principal purpose of this provision of the
bill is to prevent employers from taking premature
deductions, for expenses which have not yet oc-_
curred, by interposing an intermediary organiza-
tion which holds assets which are used to provide
benefits to the employees of the employer. Thus,
a retired life reserve or premium stabilization
account ordinarily is to bo c onsidered a fund or
part of a fund, since such an account is main-
tained for an individual employer and that em-
ployer has a determinable right to have the amount
in such account applied against the employer's
future cost of benefit claims or insurance premi-
ums. A similar situation exists with respect to
premium arrangements, under which an employer
may, in some cases, pay an insurance company more
in a year than the benefit costs incurred in that
year and the employer has an unconditional right
in a later year to a refund or credit of the
excess payment over the benefit cost ....

Statement of Managers, H.R. No. 98-861, 98th Cong., 2nd

Sess. 1155 (1984). (Emphasis added.)

It is clear that Congress did not intend to

cover split dollar insurance arrangements when it estab-

lished new requirements for welfare benefit funds, inasmuch

as the employer never gets a deduction for its payment of

premiums in a split dollar insurance arrangement. Rather.

the obvious intent of Congress, readily apparant from the
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Committee Report, was that the definition of a'welfare

benefit fund contained in Section 419(e) of the Code should

include only thoie types of benefits provided by an employer

for which the employer would normally receive a deduction

under the Code. Since it is clear that an employer receives

no deduction for its share of the split dollar insurance

premium it pays and since such insurance arrangements are

in no way abusive tax shelters, this is not the type of

benefit which Congress meant to bring within the ambit of

the definition of a welfare benefit fund.l/ Since Congress

did not intend split dollar insurance arrangements to be

covered under Sections 419 and 419A of the Code, we find it

most disconcerting that a major change in tax policy with

respect to split dollar insurance programs is now proposed

to be made through passage of a technical corrections act.

Yet this will be the result if Section 151 of the Technical

Corrections Act is passed in its present form.

IV. SECTION 151 OF THE TECHNICAL

CORRECTIONS ACT OF 1985

Although contrary to the clear legislative

intent and long-standing administrative policy, an argument

can be made that Section 419 of the Code, as it is currently

/ Congress was determined to stop the use of funded
welfare benefit plans as abusive tax shelters, and
Section 419 and 419A of the Code were the result. See
House Comm. on Ways and Means, Supplemental Report on
H.R. 4170, supra, at 1275-76.
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written, covers split dollar insurance arrangements. The

addition of new paragraph (4) contained in Section 151 of

the Technical Corrections Act 2/, however, clearly brings

split dollar insurance arrangements within the definition

of a welfare benefit fund in Spite of the fact that this

was not intended by Congress when it enacted DEFRA. We

believe that the new proposed paragraph (4) extends the

definition of "welfare benefit fund" to programs such as

split dollar insurance, inasmuch as the benefit provided to

an employee by a split dollar insurance arrangement is a

death benefit (and, therefore, by definition a "welfare

benefit") and this type of benefit is funded through an

insurance contract with cash surrender values or other

permanent insurance features (and. therefore, by definition

is a "fund" if the program otherwise comes within the

statutory definition of "fund" under Section 419 of the

Code).

The consequence of this disturbing expansion

would be that benefits paid to many, if not a majority, of

employers whose employees are covered by split dollar in-

surance arrangements will be subject to the 100 percent

excise tax imposed by Section 4976 of the Code, inasmuch as

benefits in many instances will be paid subsequent to ani

2/ The pertinent text of Section 151 of the Technical
Corrections Act is set forth in Appendix A.
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employee's termination of employment or retirement and,

in almost all cases, are maintained on the lives of "key

employees". Furthermore, this expansion wilC~result in an

employer's being subject to the excise tax under Section

4976 of the Code whenever it recoups a premium or any other

amount under a split dollar insurance arrangement that is

maintained on the life of a "key employee". We cannot

believe that such a major change in the tax policy is con-

templated through a technical correction of a defined term

in DEFRA. Rather, we believe that this would be an unin-

tended result of the proposed addition of new paragraph (4)

and urge that Congress explicitly exclude split dollar

insurance arrangements from the coverage of Sections 419

and 419A of the Code. At a minimum, the lack of any

congressional intent to cover split dollar arrangements

when DEFRA was enacted should be reaffirmed.

V. CONCLUSION

For all the foregoing reasons, we strongly

urge enactment of an explicit exception for split dollar

insurance arrangements or a clear statement of congres-

sional intention that these arrangements not be covered by

Sections 419 and 419A of the Code. If, contrary to long-

standing administrative policy and its own intention in

enacting DEFRA, Congress now intends that Section 419 and

419A of the Code apply to split dollar insurance arrange-

ments,-we ask that existing arrangements be grandfathered,

inasmuch as they are in no way abusive and thousands of

people would be irreparably damaged by the application of

these sections to existing split dollar insurance arrange-

ments.
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Appendix A

Section 151 provides in pertinent part as follows:

(8) CLARIFICATION OF FUND.--Subsection (e) of section 419
(defining welfare benefit funds) is amended by adding
at the end thereof the following new paragraph:

'(4) TREATMENT OF AMOUNTS HELD PURSUANT TO CERTAIN
INSURANCE CONTRACTS.--

"(A) IN GENERAL.--Notwithstanding paragraph
(3)(C), the term 'fund' shall not include
amounts held by an insurance company
pursuant to an insurance contract if--

"(i) there is no guarantee of a renewal
of such contract, and

"(ii) other than insurance protection,
the only payments to which the
employer or employees are entitled
are experience rated refunds or
policy dividends which are not
guaranteed and which are determined
by factors other than the amount of
welfare benefits paid to (or on
behalf of) the employees of the
employer or their beneficiaries.

"(B) LIMITATION.--In the case of any insurance
contract described in subparagraph (A),
subparagraph (A) shall not apply unless
the amount of any experience rated refund
or policy dividend payable to an employer
with respect to a policy year is treated
by the employer as received or accrued in
the taxable year in which the policy year
ends."
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STATEMENT OF JAMES CARTER, SENIOR TAX COUNSEL, ICI
AMERICAS, INC., WILMINGTON, DE

Mr. CARTER. Mr. Chairman and Senators. In 1984, the act im-
posed a limitation upon the funding of voluntary employee benefi-
ciary associations, chiefly to correct perceived abuses in einployer
funding. All voluntary employee beneficiaries associations are not
employer funded, of course. Many of them-including the three on
whose behalf I speak-are funded entirely by employee contribu-
tions. Nobody gets a tax deduction from these contributions. The
employees can't deduct it from their own income, so these are in
effect after tax money going into the VEBA. The limitation im-
posed on funding, however, goes across the board with an exception
for those associations that are held by tax exempt organizations.
What we are requesting is that that same exemption be extended
to those associations that are entirely employee funded. And the
reason is that the way the bill now reads, it forces the employee-
funded associations to either put all of the money with an insur-
ance company, into the insurance company's reserve-premium
stabilization reserve fund-which is a lower rate of return, a lower
benefit to the members of that association, or else it forces the as-
sociation itself to start some kind of a fluctuating premium ar-
rangement where you have an experience rated insurance plan.
Certainly, you can't have a voluntary employee beneficiary associa-
tion operate on a fluctuating premium arrangement. Members
simply won't contribute their money to it. You need a premium
stabilization reserve. So, the net effect of the act in this context is
to force these VEBA's to go entirely into insurance company stabi-
lization reserves, with the result that you are going to get lower
benefits, less insurance with the money that is beingrpaid in. We
don't think that is what Congress intended. We think what Con-
gress intended initially was to prevent the employer funded abuses,
and this I think is, borne out by the exception for the tax-exempt
organizations.-We therefore ask that this same exception be ex-
tended to the entirely or substantially employee funded beneficiary
associations. -

The CHAIRMAN. Mort? Mort Z9iutsky is an old, old ac-quaintance
and friend of mine whoMn I call upon forcounsel pnd advice numfer-
ous times. It is good to have you with us this morning.

[The prepared written statement of Mr. Carter follows:]
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My name is Jim Carter, Senior Tax Counsel, ICI Americas Inc., a

Delaware corporation. This statement is made on behalf of three

Voluntary employee Beneficiary Associations ("VEBAs"), exempt from

taxation under Internal Revenue Code ("Code") section 501(c)(9),

that provide life insurance or long term disability insurance to

more than 8,000 participants. All three VEBAs are funded entirely

with the after tax dollars of participating employees of ICI

Americas. ICI Americas obtains no tax advantage from these VEBAs

since the Company makes no contributions to them. Participation

Is entirely voluntary. My testimony will point out how amendments

to Internal Revenue Code section 512 made by the Deficit Reduction

Act of 1984 ("DRA") Inadvertently penalize non-abusive, employee

payall VEBAs and, probably unintentionally, subsidize the insur-

ance industry. We request relief in the Technical Corrections Act

of 1985.

Two of the subject VEBAs provide only group term life insurance.

The third one provides long term disability benefits with an

ancillary death benefit. Participants make contributions at a

level rate. The VEBAs, through a bank trustee, pay the premiums

for group term policies to an insurance company. The premiums are

experience rated. A premium stabilization reserve is held by the

trustee to prevent current contribution fluctuations concomitant

with changes in the experience rated premium.

In 1986, the income of VEBAs funded substantially by after tax

employee contributions becomes subject to the unrelated business
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income tax to the extent any set-aside of such income exceeds a

'permissible amount." This result follows from new Code section

512(a)(3)(E) that treats a VEBA that holds a reserve in excess of

the "permissible amount" as subject to tax under Code section 511.

The "permissible amount" is the qualified asset account limit

determined under Code section 419A. Code section 419A, as cur-

rently drafted, will effectively limit permissible reserves

("set-asides") (1) to zero if benefits are provided through an

insurance policy or (2) to the amount of accrued, unpaid claims at

year end where benefits are paid directly by a VEBA. Such a

current disbursements reserve is generally insufficient to provide

life insurance or disability benefits in an employee payall VEBA.

An employee payal VEBA must have a premium stabilization reserve

to avoid rapid and possibly extreme fluctuations in contributions

by participants. No employee funded life insurance or disability

benefit program could retain enough participation to survive if it-

had to change the amount of regular contributions constantly.

Thus, employee funded life insurance or disability VEBAs will be

required to deposit reserve funds with an insurance company in

order to avoid paying the unrelated business income tax. The

employees will have reduced benefits due to the lower rate of

return on investment when an insurance company, instead of the

VERA, maintains the premium stabilization reserve. The net effect

of Code section 512, as amended, will be, therefore, to penalize

employee payall VEBAs and provide commercial insurance companies a

greater profit at the participants' expense.
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The foregoing result does not appear to be what Congress intended

when they attacked the abusive use of VEBAs by employers who were

front loading their own contributions to VEBAs and using the

contributed amounts to fund employer obligations under ERISA

welfare plans, essentially tax free. Congress apparently recog-

nized there is no abuse where contributions to a VEBA reserve are

not deducted by an employer, since Code section 512(a)(3)(E)iv)

will exempt VEBAs funded by tax exempt employers from the new

section 419A set-aside rules and thus will exclude a tax exempt

organization's employer funded VEBA from the unrelated business

income tax.. The same result should follow for an employee payall

VEBA since the employees' contributions are not deductible from

any taxpayer's gross income.

The very purpose for which Code section 501(c)(9) was enacted was

to permit VEBAs tax free accumulations of income for the purpose

of providing life, sick, accident, and similar benefits. If

Congress intended to deny the traditional non-abusive use of Code

section 501(c)(9) by employees, Code section 501(c)(9) should have

been expressly repealed rather then eviscerated by addition of a

fifth subparagraph to a third paragraph of a subsection of a

statute apparently aimed at VEBAs funded by employer deductions.

But the statutory structure and the essence of discussion of this

issue in legislative history indicate that Congress did not intend

to attack non-abusive, employee payall VEBAs. If, indeed, it

really was intended to tax the income of employee payall VEBAs,
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then the clear beneficiary is the insurance industry and the clear

losers are these VEBAs' participants.

On behalf of the three VEBAs represented here today, it is recom-

mended that a new clause (E)(v) be added to Code section 512(a)(3)

to read as follows:

(v) This paragraph shall not apply

to an organization described in paragraph

(9) of section 501(c) if substantially

all the contributions to such organiza-

tion are made by participants.

Thank you for your consideration of this matter.

Respectfully submitted,

James M. Carter

.el

WIG02051,085KDR03
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STATEMENT OF MORTON H. ZALUTSKY, ZALUTSKY, KLARQUIST
AND JOHNSON, P.C., PORTLAND, OR

Mr. ZALUTSKY. Thank you, Senator. Senator Long, Senator Grass-
ley. This morning I want to discuss funded welfare benefit plans
which you recognized in the Tax Reform Act of 1984 as a potential
tax shelter. You also recognized that the potential tax shelter as-
pects do not apply to multiemployer plans. My testimony this
morning is limited to multiemployer plans which I define as a plan
of more than one employer which is subject to a collective-bargain-
ing agreement. My written testimony covers six issues. This morn-
ing I would like to discuss two issues. First, we propose that by
statute you provide no limitations on the reserves for multiemploy-
er plans. The reason is that the unique nature of the collective-bar-
gaining process precludes abuse and requires significant reserves
for these plans. There are four aspects of the collective-bargaining
process which I would like to mention. First, the natural tensions
of the collective-bargaining process preclude the employer from
making excessive contributions. Second, the collective-bargaining
agreement tends to be a multiyear contract. Therefore, these plans
need reserves to (a) provide for fluctuating employment and (b) pay
costs that increase during the term of the multiyear contract.
Three, President Reagan has stated that the private sector must
meet the social needs of the people. These plans do that by provid-
ing subsidies for retirees, widows and widowers, and disabled indi-
viduals. To the extent that you limit the contributions to those
plans or impose a tax on the reserves of the plans, the plans will
have less income which may then reduce the benefits that they are
providing for the unemployed and the less fortunate individuals.
Three, the funds once contributed by the employer never return to
the employer. They are used for the benefit of all the plan's partici-
pants. In fact, the employer does not control the disposition of the
funds, but the disposition is controlled by the trustees of the plan
Who are half-union and half management. Therefore, we propose
that by statute you exempt the multiemployer plans from the re-
serve requirements. In fact, in the conference report you have rec-
ognized this by stating "you presume the reserves of multiemployer
plans are not excessive." Therefore, we suggest that these plans not
be within the ambit of the law. The second issue I will discuss re-
lates to the statute precluding reserves for insurance premiums.
Your rationale was that you did not want funded welfare plans to
be a vehicle for obtaining income tax deductions for prepayment of
insurance premiums. This rationale does not apply to multiemploy-
er plans. Many multiemployer plans provide benefits through in-
surance and, therefore, as the statute is written, it precludes a re-
serve. In fact, I would point out that you cannot have a reserve for
life insurance. As the statute is written, we now have a conflict
with section 101 you can't have life insurance funded through an
insurance company, and a participant dies and the plan pays a
death benefit, then it is possible that the death benefit will be
taxed as ordinary income to the individual, I am sure you do not
intend this result. Thank you, Mr. Chairman.

[The prepared written statement of Mr. Zalutsky follows:]
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STATEMENT OF MORTON H. ZALUTSKY, ESQ.

ZALUTSKY, KLARQUIST AND JOHNSON, P.C.

PORTLAND, OREGON

S. 814 -

THE TECHNICAL CORRECTIONS ACT OF 1985

rOHMITTEE ON FINANCE

June 5, 1985

C
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Re: Comments on S 814, The Te'hnical Corrections Act of

1985

Mr. Chairman and Members of the Senate Finance Committee:

The Tax Reform Act of 1984 adopted legislation to preclude

the tax shelter potential of welfare benefit plans. The two

abuses with which you were concerned relate to premature

income tax deductions and excessive tax-free accumulation of

assets. The Tax Reform Act of 1984 adopted a statutory

framework to limit these abuses by r-astricting an employer's

income tax deductions, by taxing the income irom a plan's

excess reserves and by imposing a tax ohi a plan and/or the

employer if the plan is discriminatory or provides a dis-

qualified benefit.

We suggest reconsideration of five provisions of the Tax

Reform Act of 1984 and one provision of the Technical

Corrections Act of 1985.

1. Permissible Welfare Plan Reserves.

Th; Tax Reform Act of 1984 limits the reserves for

welfare benefit plans. The amount of a plan's

1 IRC sections 419, 419A, 505, 512 and 4976. All citations
are to the Internal Revenue Code of 1954, as amended.
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permissible reserves is a percentage of benefits paid

by the plan in the preceding taxable year. If the

amount of the reserves is excessive, the employer is

denied a current income tax deduction and the plan may

be subject to unrelated business taxable income.

Collectively bargained pans should not be subject to

the reserve limitations. It was recognized in the

legislative process that collectively bargained plans

are not within the ambit of the abuse which was recog-

nized and corrected by the Tax Reform Act of 1984.2

The adversarial nature of collective bargaining elimi-

nates the possibility of excess contributions or

excessive reserves. In addition, once funds are

contributed to a collectively bargained plan, the

plan's trustees control the plan's funds; the employer

loses control. Finally, the plan's assets may not be

20 In establishing these limits, the Treasury is to presume

that reserves in such plans (collectively bargained plans)
are not excessive because of the arm's length negotiations
between adversary parties inherent in the collective
bargaining process. Because contributions under such plans
are often made on the basis of a defined contribution fixed
over a multiyear period on the basis of economic assumptions
which prove to be inrorrect and because such contributions
may be the only source of benefits to be provided during
layoffs, strikes, lockouts, and economic recession, these
special limits are to allow substantial flexibility in
determining the application of these provisions with respect
to such plans." See General Explanation of the Revenue
Provisions of the Deficit Reduction Act of 1984, Prepared by
the staff of the Joint Committee on Taxation (hereinafter
referred to as the Blue Book), p. 786.
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returned to the employer on termination of the plan.

Therefore, the "tax shelter" aspect of a welfare

benefit plan does not apply to a collectively bargained

plan.

Many collectively bargained plans provide benefits

which relieve federal and state governments of finan-

cial burdens. For example, collectively bargained

plans, which we represent and of which we have

knowledge, provide benefits to retirees, widows and

widowers and disabled individuals. The benefits are

provided at minimum or no cost to the beneficiary.

Collectively bargained plans may be forced to reduce

the benefits to those less fortunate individuals if the

plans' assets are decreased either because of reduced

employer contributions or imposition of an income tax

on the plans.

A collective bargaining agreement is generally a multi-

year contract. The collectively bargained plan needs

significant reserves to provide for fluctuating employ-

ment over the life of the contract. Employers do not

increase contributions during a contract period if

employment decreases or a welfare benefit plan's costs

increase. The employer's contribution is established

for the contract period. When employment decreases,

many plans' subsidies increase because there are more
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claims for disability benefits, more self payments by

unemployed individuals and more early retirements.

Moreover, there are generally more medical claims which

increase future medical premiums.

Section 419A(f)(5) requires the Secretary of Treasury

to provide higher reserve limits for collectively

bargained plans. The legislative history indicates

that collectively bargained plans should be given

favorable treatment. The instructions to establish the

reserve limits in regulations are that "the Treasury

is to presume that reserves in such plans are not

excessive ... (emphasis added). 4  This language

indicates that the parties should be allowed to make

their own agreement which presumably will not be

abusive.

We suggest that Congress should clearly codify its

intention to restrict the application of this legisla-

tion to plans subject to collective bargaining agree-

ments rather than permit interpretation- of its

intention by regulations. 5  The proposed statutory

3The regulations are to be issued by July 1, 1985.
4Blue Book,* p. 786.
5It should be noted that an exemption for collectively

(Footnote Continued)
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language for section 419A(f) (5) set forth below has two

aspects. First, it initially exempts collectively bar-

gained plans from the reserve requirements and from

section 512. We assume this will be -the normal

situation. Second, for the abnormal situation, the

proposed language provides that a collectively

bargained plan is subject to the reserve requirements

if it is determined that the plan's reserves are

unreasonable.

"(5) Higher limit in Case of Collective-
ly Bargained Plans --

"(A) Notwithstanding, any other provi-
sions of this section, for purposes of
sections 419 and 512, the limit determined
under this section for a qualified asset
account established by a welfare benefit fund
maintained pursuant to one or more agreements
that the Secretary of Labor finds 'to be
collective bargaining agreements between
employee representatives and one or more
employers shall be no less than the amount
credited to that account, if --

"(i) there is evidence of good faith
bargaining over funding for the benefits
provided through the fund and

"(ii) the Secretary does not find that
the fund's reserves are unreasonable, taking
into account past experience and reasonable
expectations. For this purpose, an amount in
a reserve attributable to employer contribu-
tions shall be deemed to be reasonable if the
level o contributions required was reason-
ably expected to be necessary to maintain the

(Footnote Continued)
bargained plans from the reserve limits of section 419A is
consistent with the exemption for collectively bargained
plans from the provisions of sections 505, 512 and 4976.
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plan of which the fund is a part, under all
of the circumstances existing and anticipated
at the time the collective bargaining agree-
ment setting the contribution obligation was
agreed to.

"(B) For purposes of this paragraph, the
term 'amount credited to that account'
includes assets to provide for the future
payment of any welfare benefit, within the
meaning of section 419(e) (2), in addition to
the benefits listed in subsection (a) of this
section.-"

2. Exceptions for 10 or More Employer Plans.

The Tax Reform Act of 1984 provides an exception from

the limitation of the qualified asset account for a

plan of 10 or more employers to which one employer

normally does not contribute more than 10 percent of

the total contributions. 7  However, these plans are

subject to unrelated business taxable income. The

Blue Book states that these plans are similar to the

relationship of insured to an insurer. Thid indicates

that the plans are not within the ambit of abuse

corrected by this legislation. Accordingly, there is

no limitation on the amount of the reserves. We have

two suggestions for these plans. First, the 10-percent

6Ths language is identical to that submitt6d to tha
Committee on Ways and Means, U. S. House of Representatives,
by the National Coordinating Committee for Multiemployer
Plans.

_7Section 419A(f) (6).
8Technical Correction Act of 1985, section 151(a)(1) which
amends section 512(a)(3) (E)(i).
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limitation should be increased to a higher percentage

such as 75 percent. Second, these plans should be

exempt from the tax imposed by section 512.

3. Safe Harbor Reserves for Insured Plans.

The Tax Reform Act of 1984 authorizes the establishment

of reserves by either an actuarial certification or a

statutory safe harbor. The safe harbor does not allow

reserves for medical insurance or disability insurance

premiums.9 The rationale to preclude insured benefits

as part of the reserve is that "Congress did not intend

that a fund is to be used as a vehicle for obtaining

deductions for prepayment of insurance with respect to

benefits."1 0 Many collectively bargained plans provide

benefits by insurance. It is recognized that collec-

tively bargained plans are not within the ambit of the

abuses corrected by this legislation. Therefore,

collectively bargained plins should be exempt from this

provision. If collectively bargained plans are not

statutorily exempt from the reserve requirements, then

in the alternative reserves for insurance premiums

should be permitted for collectively bargained plans.

9Section 419A(c) (5).
10Blue Book, p. 786.
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4. Life Insurance.

Insurance premiums may not be permitted for the safe

harbor reserves. Death benefits in excess of $5,000

provided by a welfare benefit plan not provided by life

insurance may not be exempt from income tax.

Therefore, either the statutory safe harbor should

permit reserves for life insurance or section 101

should be modified to exclude from income tax an

uninsured death benefit provided by a funded welfare

benefit plan.

5. Disability Benefits.

A safe harbor reserve is permitted for short-term

disability. 12 Short-term disability is considered to

be-five months or less. 1 3 Many collectively bargained

plans provide disability benefits for 26 weeks which is

longer than 5 months. Thus, 26 weeks of disability

benefits would be classified as long-term benefits.

Accordingly, a reserve is precluded. We suggest that

the definition of short-term disability be modified to

authorize at least 26 weeks of benefits.
14

'1 Section 101.

12Section 419A(c)(5)(B).

13Blue Book, p. 783.

14t should be noted that a safe harbor reserve for
(Footnote Continued)
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6. Effective Date.

The effective date to calculate the existing excess

reserve is the first taxable year ending after July 18,

1984.15 This date probably coincides with the general

effective date of these provisions for noncollectively

bargained plans. However, collectively bargained plans

have a delayed effective date. 16 The measurement of

the existing excess reserves for plans subject to a

collective bargaining agreement should coincide with

the application of these rules to the collectively

bargained plans.

(Footnote Continued)
long-term disability is to be determined by regulation.
Section 419A(c) (5) (B) (iv). Long-term disability is defined
as a disability which is expected to last for at least 12
months. Blue Book, p. 783. Thus, there is a hiatus between
five months and 12 months. A short-term disability could be
considered any disability that is not long term. This will
eliminate the hiatus.

15Technical Corrections Act of 1985, section 151(a)(7)
amending section 419A(f) (7) (c).
16The effective date for plans maintained pursuant to one or
more collective bargaining agreements is years beginning
after the date on which the last collective bargaining
agreement terminates for collective bargaining agreements in
effect on July 1, 1985.
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April 15, 1985

Mr. Harry Conaway
Office of Tax Legislative Counsel
U. S. Department of Treasury
Room 40510
15th & Pennsylvania Avenue, NW
Washington, DC 20220

Re: IRC 5S419 and 419A

Dear Harry:

On April 1, 1985, we wrote to you about funded welfare plans
for collectively bargained plans. This letter is a revision
of the earlier letter which you should disregard. In order
to assist you in drafting the regulations for these plans,
we completed a case study of a plan in the wood products
industry. The results of the study are startling assuming
that the applicable rules for collectively bargained plans
are similar to the rules for noncollectively bargained
plans. The analysis will first state the facts ot this
plan, apply the safe harbor rules of IRC S419A(c)(5)(B) and
then suggest alternatives for your consideration.

The plan is a 5501 (c) (9) health and welfare trust estab-
lished pursuant to collective bargaining agreements. The
plan covers employees who are primarily located in Oregon,
Washington, California, Idaho and Alaska. There are more
than 10 employers in the plan and one employer contributes
more than 10 percent of the total contributions. Therefore,
the plan is not subject to the exception of IRC S419A(h)(6).
The contribution rates are negotiated every three years and
ake based on an hourly rate for each hour of service, the
current rate is $1.45 per hour for non-California employees.
The plan provides medical benefits, a maximum of 26 weeks of

IMany people are not aware of the operations of a
collectively bargained health and welfare plan. Therefore,
We will state the facts in great detail.
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accident and sickness benefits and life insurance. As of
May 31, 1984, which is the end of the plan's fiscal year,
the plan's assets were approximately $32,000,000. (The
plan's total assets were 2$32,000,000 with liabilities of
approximately $7,600,000.) The plan subsidizes benefits
for retirees,3 widows, disoled indiviouals and terminated
participants. The total subsidy for retirees and

2The liabilities of approximately $7,167,000 are included to
calculate the amount of the qualified asset account because
the liabilities Include insurance premiums and are accrued
for a subsequent period. Enclosed for your information are
balance sheets and statements of operations for the fiscal
year ypars 1981-1984. You will note that the plan's
operating costs exceedbd its income from contributions in
fiscal years 1981-1983. The plan's investment income offset
th Ing. in fiscal year 1983. However, commencing in fiscal
year 1983, the trustees reduced the plan's benefits to
eliminate the plan's deficit.
3The subsidies are as follows:

A. Disabled:

1. If a person is disabled, the plan provides six
months of free coverage plus the month of return
to employment and the next two months Ir a total
of nine Ionths, The plan's colt for thisbenefit
is $172.99 per month.

2. If an individual remains disabled after six
months, the individual may self pay $50.00 per
month for 12 additional months. The plan's cost
for this coverage is $199.08 per month.

3. If the individual obtains a Social Security
disability award, the cost for the disabled
individual and family is $38.00 per month. The
plan's cost for this benefit is $102.79 per month.

B. Retiree: A retiree and spouse, who are both over age
65, pay $43.35 per month for family coverage.

C. Active Participant: An active participant who is
unemployed because of a layoff, a plan closure or a

(Footnote Continued)

p
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employees, who saif pay, for thm 1984 fiscal year was
approximately $2,700,000.

The trustees have established a minimum reserve equal to the
accrued liabilities, three months' premiums and three
months' administrative expenses. if the assets decrease to
an amount equal to the minimum reserve, the trustees are
required to Immediately meet aid solve the plan's financial
problems. In the last few years, the trustees have been-
extremely concerned about the plan's decreasing assets,
reduction in employment, increased subsidies and increased
insurance premiums. In 1982, the trustees projected that by
approximately this time all of the plan's reserves would be
consumed. The projection was erroneous because the plan
earned more than anticipated because of the extraordinary
high interest rates. But for the unusually high earnings,
the plan would now have minimal reserves. The plan's
participants have decreased from approximately 19,000 in
1981 to approximately 13,500 In December 1984. The hours
worked per participant also have decreased during the same
period of time by an average of six hours per month. Six
hours per month per participant is an annual reduction of
income of approximately $1,409,000 per year for 13,500
participants. A reduction of hours reduces the plan's
income without a corresponding reduction of costs. The
reason Is that the cost for benefits and administration do
not decrease but remain constant. In addition, premiums for
medical insurance have escalated. Therefore, the trustees
drastically reduced benefits during this period of time to

(Footnote Continued)
labor dispute may self pay for a maximum of six months.

-There is a formula, which is based on years of service,
to determine the extent of the subsidized benefit. The
subsidized benefit permits an individual to pay for
family coverage at the rate of -050.00 per months the
plan's cost is $199.00 per month.

D. Dissolution of marriages The divorced noncovered
spouse may self pay for six months at full premium.

E. Death If a participant dies, the plan provides free
family coverage for four months. The family may thdn
self pay for an additional 12 months at full premium.
If the deceased employee were age 55 -or older, the
surviving spouse may obtain retiree coverage.
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attempt to match the plan's income with the plan's expenses.
4

This plan will not be able to retain any significant re-
serves if the regulations for collectively bargained plans
are the same as, or similar tol the safe bkarbor rules for
noncollectively bargained plans. First, the plan may have
no reserves for medical benefits even though the medical
premiums for the 1984 fiscal year were approximately
$39,600,000. The reason is that the medical benefits are
fully Insured. Moreover, the safe harbor rules preclude a
medical reserve for retirees. IRC 5419(A) (c)(5) B). The
plan's medical loss ratio for retirees was approximately 141
percent for the first nine calendar months of 1984. In
addition, the plan subsidized retiree medical benefits in
the approximate amount of $1,900,000 in fiscal year 1984.
If the plan could maintain a safe harbor reserve, even
though it were funded with insurance, the reserve based on
IRC S419Ajc)%5) (ii) would be approximately $13,900,000.

S.

Second, the plan may maintain no reserves for accident and
sickness 'benefits. A safe harbor is permitted for short-
term disability. S419A(c)(5)(B). Short-term disability is
considered to be five months or less. See Conference
Report, CCH Pension Guide, 112,900. The plan provides
disability benefits for 26 weeks which is longer than five
months. Thus, the disability benefits are classified as
long-term which precludes a reserve. However, it is possi-
ble that the regulations could provide a safe harbor reserve

4You should be aware that when employment decreases, a
health and welfare plan has increased medical claims,
increased disability claims and a significant increase of
early retirees.

5We are disregarding, for purposes of this analysis, the
right to maintain a reserve for administrative expenses.
The total administrative expenses for the 1984 fiscal year
were approximately $700,000. We are also disregarding the
possibility of an actuarial certificate pursuant to
S419A(c) (5) (a). An actuarial certificate is an unnecessary
expense, may not project future medical cost increases
(which is unrealistic) and may not be useable if a plan is
insured.
6 This is anomalous when the account limit permits additional

reserves for post retirement medical benefits. S419A(c)(2).
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for the first five months of benefits. 7  If short-term
disability could be defined to include 26 weeks of disabili-
ty benefits, the safe harbor reserve would be approximately
$232,000.

Third# annual life insurance premiums for the 1984 fiscal
year were approximately $1,462,000. Safe harbor reserves
are not permissible for insured programs. Moreover, the
statute does not state the percentage that may be usod to
calculate a safe Varbor reserve for a "self insured* life
insurance benefit. If a reserve of 35 percent were permit-
ted, the reserve would be approximately $512,000 and if a
reserve of 17.5 percent were permitted, the reserve would be
approximately $255,800.

The income tax consequences to the employers of this legis-
lation is devastating. For fiscal year 1964. costs for
benefits and administration were approximately $42,000e000#
employee contributions were approximately $2,400,000 and
investment income was approximately $2,500,000. According-
ly* the income tax deduction for the employers would be
approximately $37,100,000 ($42,000,000 - $2,400,000 -
$2,500,000). However employers contributed to the plan
approximately $44,800,000. Therefore, the employers would

7It should be noted that a related plan insures its accident
and sickness benefits. Therefore, the related plan would
not be able to have any reserves even if some, or all, of
the benefits were considered short term. The related plan's
diaabi3ity benefits are similar to -his plan the related
plan covers members of the same unioni the related plan and
this plan have eight trustees, four of whom are identical,
the related plan's professional staff is identical to this
plan and the related plan and this plan have identical
collective bargaining agreements relative to health and
welfare benefits. Should there be different income tax
consequences between these two plans merely because one plan
is insured and the other plan is self insured?

8Queryt Is it realistic to have a self-insured life
insurance program? The death benefits of a self-insured
plan probably would be subject to income tax and not
excludable under IRC 5101.

9
9?or ease of presentation, we used the total gross income
and not the after-tax Income. S419(c) (4).

"I~
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not receive a current income tax deduction for approximately
$7,700,000 ($44,800,000 - $37,100,000) of contributions.
The income tax deduction would be carried over to future
years. In addition, and after the expiration of the transi-
tion period, the excess reserves would result in the plan
incurring unrelatN business taxable income on most of the
plan's earnings. These income tax consequences could
destroy the trust and/or exacerbate the tenuous economic
situation of employers and employees in the wood products
industry.

The purposr.s of the legislation was to preclude employers
from obtaining premature income tax deductions. Conference
Report, CCH Pension Guide# 112,900. The natural tensions in
the collective bargaining process eliminates the probability
of employers attempting to obtain a premature income tax
deduction. Therefore, we believe that the legislation is
not aimed at this type of plan. The plan needs, and simi-
larly situated plans need, significant reserves to provide
for fluctuating employment both in total employees and hours
of work foL each participant. When employment decreases,
the plan's subsidies increase because there are more claims
for disability, more self payments by unemployed individuals
and more early retirements. Moreover, there are more
medical claims which increase future medical premiums.
Therefore, we propose that all collectively bargained plans
should be exempt from the reserve requirements. If this is
impossible, reserves greater than the safe harbors of
S419A(c)(5) should be permitted without an actuarial certif-
icate. Reserves should be permitted for retiree benefit-s
and for disability benefits for a period of time longer than
five months. The insurance premiums should be included in
the permissible reserves. The amount of the reserves should
be based on a specified number of months of projected
expenses which is the current operating procedure for
collectively bargained plans. We suggest that the number of
months be approximately 10. The individuals who negotiate
the collective bargaining agreements and operate these types
of plans are generally highly intelligent, responsible and
properly motivated. These individuals and their plans are
not within the ambit of the abuse which Congress attempted

10Assuming the plan's assets remain approximately the same,
all plan earnings up to approximately $31,769,000
($32,000,000. - $232,000 the safe harbor reserve for
disability) would be taxable to the plan.
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to eliminate. Therefore, they should be permitted to
control their own destiny without the imposition of a
devastating income tax.

Previously, w% Jiscussed this issue with Senator Packwood,
John Colvin and Bill Lieber. They each suggested that we
write to you and send them copies of our letter. According-
ly, we are sending them copies. If you wish to discuss this
topic, or any related matter, please contact our office.
You should be aware that I will not be available in May.

Very truly yours,

ZALUTSKY, KLARQUIST & JOHNSON, P.C.

Norton H. Zalutsky

NHZ:ksg
c. All Trustees

Senator Bob Packwood
Mr. John Col in
Mr. William N. Lieber
Mr Patrick A. Toohey
Mr. Brad Byers
Mr. Phil Harris
Mr. Hike Saleg'ver
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Balance Sheet
May 31, 1982 and 1981

ASSETS

cash in bank

Receivables:
Employer contributions
Accrued interest

Total receivables

Investments, at market:
Short-term investments
Corporate bonds
U.S. Government securities

1982

$ 249.406

2,827,921
460,685

3,288,606

3,672,977
2,435,183

15.667,922
21,776,082

$ 25314094 30,212,060

LIABILITIES, RESERVES AND FUND BALANCE

Liabilities:
Withheld F.I.C.A.
Premiums payable
Experience deficit payable
Due incurred claims reserve (note 6)
Accident and sickness claims payable
Unapplied self-pay deposits
Administrative expenses payable

Total liabilities

Reserve and fund balance (note 3):
Retrospective premium reserves
Total and permanent disability reserve
Incurred claims reserve - hospital and

medical
Incurred claims reserve - life
Formulated reserve
Fund balance

Total reserves and fund balance

$ 41,053
.6,655,228

891,002
316,827
153,339

8,09016
8,066,465

6,552,119
1,398,008

381,093
143,390

6.52
8,481,134-

1.097,989 1,221,126
3,687,000 3.157,500

- 525.000
186,942 226,687

10,050,000
2,225,698

17,247,629

10,250,000
6.350.613

21.730.926

25,314,094 30,212.060

-See accompanying notes to financial statements

1981

32,798

3,284,706
682. 314

3.967,020

3.330,000
5,188,201

17,694.041
26.212,242
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Statement of Operations
Years ended May 31, 1982 and 1981

Revenues:
Employer contributions
Employee self-payments

Cost of benefits:
Premiums
C la ins
Medicare reimbursement

Experience deficit - net (note 5)
Incurred claims reserve (note 6)

Excess of benefits over revenues

Administrative expense:
Administrative fees
Investment counsel and custodial fees
Legal
Audit
Payroll audits
Claims audit
International Foundation dues
Trustee travel and meeting
General meeting expense
Fidelity bond and insurance
Trustees protective liability insurance
NSF checks (refunds)
Data processing programming
Postage, mailing and miscellaneous

Total administrative expense
Excess (deficiency) of contributions over

benefits and administrative expenses

Other income:
Interest
Realized gain (loss) on sales of securities
Unrealized gain (loss) on investments

Total other income
Excess of expense over revenue

1982

$ 34,249,671
1.405,242

35,654.913

39,607.907
1,663.323

5,641
41,276.871
1,253.159

891,002
43,421,032

(7,766,119)

360,565
37,019
20,254
8,901

325
11,204
9,776

504
5,480

(112)
2,514

247
456,677

(8,222,796) (2,584,316)

2,911,617
59,013

768,869
3,739,499

(4,483,297)

See accompanying notes to financial statements

5-278 0-86-5

1981

37,281,944
1 ,286,017

38,567,961

38,322,121
1,970,518

.. . 4,140
40,296,779

314,840

40, 611. 619

(2,043,658)

357,420
73,528
21,267
8,824

752
23,552

5,331
5,367

510
8,483

,868
31,397

3,359
.. . 40,658,

2,664,136
(10,017)

(1,038.265)
1,615,854
'(968,462)
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Statement of Reserves and Fund Balan,.e
Years ended May_31, 1982 and 1981

Balance beginning of the year

Excesl of expense over revenue

Balance end of the year

1982

C ,1,730,926

(4,483.297)

$ 17,247,629

See accompanying notes to financial statements

1981

22,699,388

(968.462)

21,730,926
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Balance Sheet
May 31, 1983 and 1982

ASSETS

Cash in bank

Receivables:
Employer contributions
Accrued interest
Experience refund (note 5)

Total receivables

Investments, at market:
Short-term investments
Corporate bonds
U.S. Government securities

1983

$ 52,240

3,181,294
523,753
399,254

4,104,301

3,705,850
10,709,905
_6,453,595
20,869,350

I 25,025,891

LIABILITIES. RESERVES AND FUND BALANCE

1982

249,406

2,827,921
460,685

3, 288,606

3,672,977
2,435,183

15,667,922
21,776,082

25,314,094

Liabilities:
Administrative expenses payable
Withheld F.I.C.A.
Premiums payable
Experience deficit payable
Due incurred claims reserve (note 6)
Accident and sickness claims payable
Unapplied self-pay deposits

Total liabilities

Reserve and fund balance:
Retrospective premium reserves (note 3)
Total and permanent disability reserve

(note 3)
Incurred claims reserve - life (note 3)
Formulated reserve (note 4)
Fund balance

Total reserves and fund balance

See accompanying notes to financial statements

$ 10,928

6,392,798
42,179

241,899
146,656

6,834,460

2,120,204

3,996,750
178,536

10,170,000
1,725.941
18,191,431

25,025,891 25,314,094

9,016
41,053

6,655,228

891,002
316,827
153,339

8,066,465

1,097,989

3,687,000
. 186,942

10,050,000
2,225.698

17.247.629

0 1.
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Statement of Operations
Years ended May 31. 1983 and

Revenues t
Employer contributions
Employee self-payments

Cost of benefits:
Premiums
Claims
Medicare reimbursement

Experience deficit - net (note 5)
incurred claims reserve (note 6)

Excess of benefits over revenues

Administrative expenses
Administrative fees
Investment counsel and custodial fees
Legal
Audit
Payroll audit
Hospital audit
International Foundation dues
Trustee travel and meeting
General meeting expense
Fidelity bond and insurance
Trustees protective liability insurance
NSF refunds
Data processing programming
Postage, mailing and miscellaneous

Total administrative expense
Excess of benefits and administrative

expenses over contributions

Other income:
Interest
Realized gain on sales of investments
Unrealized gain on investments

Total other income
Excess (deficiency) of revenue

over expense

1983

$ 35,850.402
1.769,782

37,620,184

38.319,324
1.235,273

5,840
39,560,437

705,051
(633.395)

39.632.093

(2,011.909)

436,486
43.048
17,745
8,875

382
16,820

325
10,888
7,480
1,595
4,767

(88)
9,076
1.907

559,306

(2,571,215)

2,132,502
865,579
518,936

3.515.017

943,802

See accompanying notes to financial statements

1982

1982

34,249,671
1.405.242

35,654,913

39,607,907
1,663,323

5.641
41,276,871

1,253,159
891.002

43,421,032

(7,766,119)

360,565
37,019
20,254
8,901

325
11,204
9,776

967
5,017

(112)
2,514

247
456,677

(8,222,796)

2,911,617
59,013

768.869
3.739.499

(4,483, 297)
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Statement of Reserves and Fund Balance
years ended May 31, 1983 and 1982

Balance beginning of the year

Excess (deficiency) of revenue
over expense

Balance end of the year

1983

$ 17,247,629

943,802

18,191,431

See accompanying notes to financial statements

1982

21,730,926

(4.483, 297)

17, 247,629
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Balance Sheet
May 31, 1984 and-1983

ASSETS

Cash In bank

Rec*ivables:
Employer contributions
Accrued interest
Experience refund

Total receivables

Investments, at market (notes I and 3):
Short-term investments
Corporate bonds
U.S. Government securities

1984

$ 61,341

1983

52,240

4,000,355 3,161,294
486,023 523,753

- 399,254
4,486,7 4,104,301'

7,653,135
9,603,700

10,246,759
27,503,594

$ 32,051,313

3,705,850
10,709,905
6,453,595

20,869,350

25,O25r891

LIABILITIES, RESERVES AND FUND BALANCE

Liabilities:
Administrative expenses payable
Premiums payable
,Experience deficit payable
Accident and sickness claims payable
Unapplied self-pay deposits

Total liabilities

Reserve and fund balance:
Retrospective premium reserves (note 4)
Total and permanent disability reserve

(note 4)
Incurred claims reserve - life (note 4)
Formulated reserve (note 5)
Fund balance

Total reserves and fund balance

38,564 10,928
7,129,032 6,392,798

- 42,179
244,359 241,899
244,103 146,6567,656,058 '6,834,460

1,338,457 2,120,204

4,043,250 3,996,750
146,826 170,536

11,490,000 10,170,000
7,376,722 1,725,941

24,395,255 10,191,43I
$ 32,051,313 25,025,891

-0

See accompanying notes to financial statements
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Statement of Operations, Reservei and Fund Balance
Years ended may 3_1, 1984 and 1933

1984

Revenues:
Employer contributions
Employee self-payments

Cost of benefits:
Premiums
Cla ims
Medicare teimbursemijni

Experience deficit (refund) -
net (note 6)

Incurred claims reserve (note 7)

Excess (deficiency) of revenues
over expenses

Administrative expenses:
Administrative fees
Investment counsel and custodial fees
Legal,
Aud i t
Payroll audit
-Hospital audits
International FoundaLion does
Trustee travel and meeting
General meeting expense
Fidelity bond and insurance
Fiduciary insurance
NSF checks (refunds)
DaLa processing programming
Postage, mailing and miscellan,.ous

Total administrativeppense

Excess (deficiency) of contributions over
benefits and administrative expenses

Other income:
interest,
Realized gain on sales of investments
Unrealized gain (loss) on investments

Total other income

Excess of revenues over expenses

balance - beginning of the year

$ 44,804,476 35,850,402
2,385,072 1,769 782

47,189,548 37,620,184

41,761,911
1,328,614

4,317
43,094,84?

(1,654,643)
(125,070)

41.73 B5,_129

38,319,324
1,235,273

5,840

705,051
(633 395)3_31 , 093

5,874,411 (2,011,909)

438,974
72,932
20,567
8,450
1,475

129 ,65n
325

13,384
8,398

669
4,517

629

3,554
M03,533

436,486
43,048
17,745
8,875

382
16,820

325
10,888
7,480
1,595
4,767

(80)
9,076

559,306

5,170,886 (2,571,215)

2,308,257
187,097

(1,462,416)
I_,03,89 38

6,203,824

18,191,431

2,132,502
865,579
518,936

3,515,017

943,802

17,247,629

Balance - end of the year $ 24,395,255 18,191,431

See accompanying notes to financi.al statements

1993
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The CHAIRMAN. Mort, let me ask you this question. Last year,
the VEBA rules were enacted on the argument of Treasury that we
were having too much buildup, too much advance funding.

Mr. ZALUTSKY. Correct.
The CHAIRMAN. Tell me again why that is not likely to happen

with collective bargaining plans as opposed to individual plans, es-
pecially collective bargaining multiemployer plans.

Mr. ZALUTSKY. Is my time limited for the answer?
The CHAIRMAN. I have 5 minutes to ask questions, and you have

got to fit your answer within my 5 minutes, so go ahead.
,Mr. ZALUTSKY. OK. Here is how a single employer plan advance

is funded. Let's take a calendar year taxpayer--December 31. The
taxpayer would set up a VEBA with a November 30 fiscal Aar. On
December 1, the employer would contribute to the plan the full
premium for the ensuring year, which would go from December 1-
let's use December 1, 1985-through November 30, 1986, thereby
getting a year's income tax deduction for the corporation for the
year ending December 31, 1985. The multiemployer plan does not
do that. We don't have advanced funding because, first, the em-
ployers do not want to contribute more to the plan. They want to
reduce their cost, reduce the payments to the plans, and therefore,
the natural tensions preclude an excess reserve.

The CHAIRMAN. You are saying the employers make their contri-
butions on a weekly basis, a monthly basis, whatever it may be.

Mr. ZALUTSKY. That is right. Second, the contribution is made on
a unit basis-per hour, per ton of coal-and therefore, they do not
fimnda year in advance. Third, in a single employer VEBA, if there
are excess reserves in the plan at the end of the year, the excess,
reserves inure to the benefit of that employer, but in a multiem-
ployer plan, once the funds are contributed, the funds cannot go
back to that employer. In fact, if the employer has a number of em-
ployees in year one and in year three has few employees, any
excess does not go to the contributing employer's employees. It goes
to other employers' employees. And therefore, there is no incentive
to use a multiemployer VE BA as a tax shelter.

The CHAIRMAN. You haven't got any Treasury regulations issued
yet on the multiemployer plans on collective bargaining. How are
you planning? What are you doing?

Mr. ZALUTSKY. That is a good question, Senator. The regulations
are supposed to be issued by July 1. They have not come out. The
prospects are that they will notprome out, and we are in a quandry.

The CHAIRMAN. What are you going to do?
Mr. ZALUTSKY. Pray.
LLaughter.]
The CHAIRMAN. That is as good as many of the-policies we have

today. I have no other questions.
Mr. ZALUTSKY. Senator Packwood, as you stated, We do not have

the regulations and the prospects are that we will not have them
by July 1, 1985. Multiemployer VEBA's desperately need guidance
in this complex area of the law. Therefore, it would be very helpful
to have immediate passage of legislation which would exempt these
plans from all of the funded welfare plan provisions of the Tax
Reform Act of 1984.The CHAIRMAN. Senator Grassley?

)
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Senator GRASSLEY. Thank you, Mr. Chairman I don't have a
question, but I do want to commend to the chairman and to the
rest of the committee Mr. Wood's testimony in which he asks for
rural electric properties or nonprofit organizations generally to
have parity with other organizations that can have 401(K) plans,
and it is because of an ambiguity in the existing law that prevents
that. And I think that, since there is an ambiguity to clear up and
there is no revenue loss, I would hope that we could include this in
the technical corrections amendment. We have several cosponsors
on the amendment, and it is just a 'matter of getting employees of
organizations like REC's the same sort of plans that, for instance,
public utility employees can have.

The CHAIRMAN. I just want to make sure, Chuck, that on this
technical corrections bill we hold it to that, rather than correcting
intentional mistakes we made last time. We may have made bad
judgment, but if we knew what we were doing, I don't want to start
correcting it on this bill because then we are going to get into an
argument about whose bad judgment was bad judgment and whose
judgment was good and should we correct it now.

Senator GRASSLEY. Would I not be right, though, that if it was an
honest oversight, that would fit into that category?

The CHAIRMAN. I am not even sure an honest oversight would
be the correct interpretation. What we are trying to do is change
errors that we made that are errors. Oversight is one thing. Errors
are another. There may have been 100 things we overlooked last
time. 4

Senator GRASSLEY. It would fall under the fact that we had evi-
dence that we were trying to include almost everybody, and some-
how some organization got left out.

The CHAIRMAN. Yes, inadvertently got left out. That would be a
technical correction.

Senator GRAssLEY. I hope that is what we can prove. I think we
can.

The CHAIRMAN. I have the same empathy for the rural co-ops
that you do because I have a fair number as you do in your State-
I think we all do in our States-but I like to think we have a great
many more. I don't know if we do disproportionately, but we cer-
tainly have a lot of them.

Senator GRASwLnY. Thank you.
The CHAIRMAN. Senator Long?
Senator LONG. No questions, Mr. CHAIRMAN.
The CHAIRMAN. Senator Moynihan?
Senator MOYNIHAN. No -questions, Mr. CHAIRMAN.
The CHAIRMAN. Gentlemen, thank you very much. Mort, good to

seegyou again.
r. ZALUTSKY.-Thank you, Senator.

The CHAIRMAN. Now, let's move onto a panel of Marjorie O'Con-
nell, William Chip, Cecil Ray, Russell Barnes, and Donal Milroy. I
am going to ask Mr. Barnes to speak first because Senator Moyni-
han is here specifically to hear that testimony, and he has to go
back to another committee.
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STATEMENT OF RUSSELL BARNES, SENIOR VICE PRESIDENT
AND CHIEF OPERATING OFFICER, PAN AM WORLD SERVICES,
INC., NEW YORK, NY
Mr. BARNES. Thank you, Mr. Chairman. I am Russell Barnes,

Senior Vice President of Pan Am WorlJ Services. I have with me
William Evans, our Vice President of Government Relations, and
Mr. Ron Smith, who represents the employees of our corporation.
The Tax Reform Act of 1984 provides new rules concerning fringe
benefits. It sanctions a long-standing airline practice of providing
standby flight benefits to employees of airlines without taxation.
However, the new rules impose a new requirement, that is, that to
receive the tax-free standby benefits, the employee must be in the
"line of business." For many years, Pan Am has maintained divi-
sions devoted to support service work. This work includes airline
service, aircraft maintenance, airport operation and maintenance,
and aerospace O&M operations throughout the United States and
overseas. The company has about 7,500 employees. Most of these
employees continue to be employees of Pan Am. However, there is
a question now about the line ofbusiness rule for these emipzyee
It could be argued that they are not in the line of business, and
because of the uncertainty surrounding this matter, Pan Am re-
gretfully cancelled the standby flight benefits for these employees,
effective December 31, 1984. The employees of Pan Am World Serv.
ices have made career decisions with the company, based on the
availability of standby flight benefits. Employees have freely trans-
ferred in and out of the airline between the company's divisions
and between Pan Am World Services. Now, these people can't
mov,, hack to other jobs in the airline to reestablish their benefits
because the company is in financial straits, as you probably know,
due to cutbacks and retrenchment. Retirees are hit especially hard.
People that have been with the company 30 years or more find
themselves immediately devoid of the benefit that they had cotunt-
ed on all their life. Our foreign employees are seriously hurt. Many
of these employees have children in school, both in foreign coun-
tries or in the United States, the foreign based employees are not
able to get back to be with their families. Some of these folks have
spent or are having to spend their entire savings in order to pay
for travel that would have been available to them. Senator Mo.y.
han has introduced a bill, S. 120, to correct this problem. There are
over 20 sponsors in the Senate and 5 on this committee. We sup-
port that bill. Only individuals employed before 12 September 1984
would be eligible tax free standby flight benefits. The benefit
would phase out through attrition because employees hired after
12 October 1984 would no longer be eligible. Pan Am can't solve
this problem by resorting to the excise tax under Code 4977. The
cost of doing so would be prohibitive and would far exceed the cost
of the benefits that would be available to the people. So, Mr. Chair-
man, we urge that you include in the Technical Corrections Act of
1985 a provision that will permit Pan Am to restore tax-free stand-
by travel to World Service employees hired prior to 12 September
1984. Thank you.

[The prepared written statement of Mr. Barnes follows:]
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Statement of
Russell M. Barnes

Senior Vice President aisd Chief Operating Officer
Pan Am World Services, Inc.

on H.R.-1800
before the

Committee on Ways and Means
U.S. House of Representatives

Kay 16, 1985

Mr. Chairman, I am Russell M. Barnes, Senior Vice President and Chief

Operating Officer of Pan Am World Services, Inc. I would like to thank you and

the Committee for affording me the opportunity to testify today on the need

to make technical corrections to the Tax Reform Act of 1984 to restore tax-

free standby flight benefits to World Services employees. Accompanying me

today, Mr. Chairman, is Peter DL~re, our General Counsel. Also accompanying

me are James O'Brien and Harry James, who are respectively a World Services

retiree and a World Services employee stationed overseas. These last two

individuals are among those seriously affected by unavailability of tax-free

flight benefits.

I have prepared a detailed written memorandum regarding the necessary

amendment, and I request that that memorandum be included in the record.

Our unions support the amendment and, I understand they will be submitting

written statements for the record. I would nov like to address briefly the

high points.

The proposal we support has been introduced by Mr. Stark as H.R. 528.

It has over 80 sponsors in the House, including 15 on this Comittee.

The Tax Reform Act of 1984 provides new rules governing fringe benefits,

effective January 1, 1985. These rules expressly sanction the long-standing

practice of the airline industry to provide no-additional-cost services, such

as standby flight benefits, to employees without taxation. However, the 1984

Act imposes a requirement that, to be eligible for this tax-free treatment,.

the employee must be employed in the same "line of business" as that in which

the service Is provided. For example, an employee of an airline could receive

standby flight benefits on a tax-free basis only if he is employed in the airline

line of business, not if he works in a hotel which is owned by the airline.

4
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For many years, Pan Amexican World Airways, Inc., has maintained an

affiliate. World Services, which performs airline, airport, aerospace and

related services for others on a contract basis. Most of the World Services

employees are or were on the Pan Am payroll but have been detailed to World

,,Services. These employees arguably may not be tn the airline "line of bsi-

ness," and Pan Am regretfully terminated their standby flight benefits when

the 1984 Act took effect. H.R. 528 would vaive this "line of business"

restriction with respect to World Services for persons employed on or before

September 12, 1984.

Many employees of World Services chose that company (or Pan An, from

which they are on detail) years ago because nontaxable standby air travel

benefits were materially important to them. For decades, significant career

and personal decisions haveTrbeen made based upon continued eligibility for

these benefits. Many of the World Services employees, in fact, have formerly

performed services for Pan Am but were detailed to the subsidiary without

any contemplation that their ability to use standby air travel benefits would

be endangered. -These individuals are now in a position where they cannot

move on to comparable employment elsewhere or replace these benefits.

This is especially true of retirees, who are irreparably injured. For

example, an individual who worked for Pan Am in the airline line of business

for 30 years, then accepted transfer at Pan Am's request to World Services

for a few months, and retired in 1983 would be ineligible for tax-free

,,4#tndby flight benefits because he would not be a Pan Am retiree. This

is so even though the 1984 Act was passed after he retired. Similarly,

an individual with many years of service to Pan Am, but who Is now on detail

to World Services, would also be denied retiree benefits in the future, as

well as current benefits while he works for World Services.

Also unexpectedly and irreparably harmed are employees who accepted

foreign assignments before the 198. Act in antIcipation of using their

..flight benefits to send their children to schools in the United States or

return home themselves to visit their families during the time they are

assigned overseas. Without standby flight benefits, these employees are

burdened by substantial costs unanticipated at the time they accepted their

assignment*.

-i
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The proposal is narrowly tailored to provide relief only to those entitled

to it. Onli individuals employed on or before September 12, 1984, would

be benefited. Subsequently hired employees would not be eligible. Moreover,

over the course of time, the benefited group will decrease in size tlfough

attrition. In this regard, the proposal is much more limited in scope than the

accommodation made in the 1984 Act for nonretail employees entitled to retail

store discounts. The retail store rule applies to all employees of an affiliate,

including future employees, as long as employees of the affiliate were entitled

to an employee discount on October 5, 1983. Thus, the retail store rule will

continue in force Indefinitely. Pan Am's proposal, in contrast, is self-

limiting and will phase itself out automatically through attrition of the

group of covered employees.

Pan Am cannot solve the problem of its World Services employees by electing

to be subject to the excise tax under Code section 4977. The 1984 Act provides

that the "llne of business" limitation may be waived if the employer elects

to be subject to this tax. The tax is based on the value of no-additional-

cost services and qualified employee discounts provided to all employees of

the Pan Am group, including those working in the airline line of business,

retirees, and dependents. Pan Am has some 30,000 employees, while World

Services has only about 7,500. The excise tax imposed, should the election

be made, would far exceed the entire value of the travel provided to World

Services employees.

In this regard, the excise tax mechanism plainly is technically deficient.

Because the excise tax takes into account the value of benefits to all employees,

including those who are in the airline line of business and concededly are

entitled to exclude the value of the benefits from income, the tax would be

totally out of proportion to the benefits made available to employees outside

the airline line of business. The excise tax mechanism is especially ill-

suited to companies like Pan An, the bulk of whose employees may receive

nontaxable benefits without the election. In contrast, an employer which

had only a low proportion of employees who qualifies for benefits under the

appropriate' line of business could elect to extend benefits to his other

employees at a relatively lover additionpl cost.

5!
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Quite apart from the economic burdens described above, which Pan Am

cannot afford, an election to be subject to the excise tax would impose a serious

administrative burden on Pan Am. Moreover, correct valuation of employees'

special low-priority standby status is certain to present many difficult issues

and say result in protracted audit disputes between Pan Am and the Internal

Revenue Service, neither of which organizations should be %sked to devote

scarce resources to those matters.

Hr. Chairman, all of the employees of Woild Services join with me in

urging you to Include in the Technical Coirections Act of 1985 a provision to

permit employees who worked for World Services on or before September 12, 1984

to continue to be eligible for standby air travel benefits on a tax-free basis.
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Statement of
Harry James

Base Hanager, Antigua
Pan Am World Services, Inc.

on H.R. 1800
before the

Committee on Ways and Means
U.S. House of Representatives-

May 16, 1985

My name is Harry James and I am 57 years of age. For the past 27 years I

have worked for Pan American World Airways. Since 1979 I have been detailed

to Pan Am World Services on a contract to operate and maintain downrange

tracking stations on the U.S. Air Force Eastern Test Range. This Range

extends from Cape Canaveral to the remote island of Ascension in the south

Atlantic Ocean. I am presently the Base Manager at the tracking station on

Antigua.

I am proud to have participated in a program that was of national interest

and which would open a new era for the airline industry of tomorrow with

flights into space and to other planets. During all these years of hardship

on remote islands and separation from my family due to unavailability of

adequate housing and limited schooling for my three children, I relied upon

the two or three times a year I tould return home to my wife, parents, and

children utilizing my standby travel benefit privilege. In addition, like

many other fellow employees, I was relying upon standby travel benefits after

retirement for my wife and 1. The Deficit Reduction Act resulted in the

elimination of standby travel benefits for myself and employees similarly

situated and created unforeseen problems to all those who made career decisions

and sacrifices for many, many years. I do believe that the effect the Deficit

Reduction Act created was unintentional; therefore, I plead with you, for

fairness sake, to approve the proposed amendment that would provide relief and

return these benefits at least to those employees who were on the Company's

payroll on or before September 12, 1984.
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Statement of
James E. O'Brien

Retiree
Pan Am World Services, Inc.

on H.R. 1800
before the

Committee on Ways and Means
U.S. House of Representatives

Hay 16, 1985

My name is James E. O'Brien and I currently reside in Florida. I'm now

retired but worked for Pan American World Airways for 35 years. The first 12

years, beginning in late 1946, 1 operated a Ground Control Approach radar for

the airline at Ganir, Newfoundland. Then in early 1959 1 was transferred to

Pan An's Guided Missiles Range Division at Cape Canaveral as an Aircraft

Controller. Subsequently, I was promoted to a Test Operations Controller. In

this job I was responsible for calling up all Range resources in support of

missile tests, Including the manned Mercury and Gemini programs. In 1979, 1

was detailed to Pan Am World Services and in May of 1981 1 retired at age 66.

This law was passed three years after 1 retired. I had no way to know

when I accepted my World Services' assignment, after so many years with Pan

American, that my family and I would be affected so adversely.

Reduced fare standby travel privileges were an important consideration in

my staying 'rith Pan Am over the years. We traveled extensively because of

family medical problems while I %as still working. Since I have retired, my

wife and I travel to visit our children who are located in this country and

Canada. My plans for the future included such trips. However, without

standby travel benefits, our finances now make this quite impossible. Further,

we certainly would not have planned our retirement home so distant from our

children. I had no idea that this Important benefit for which I had been

eligible would suddenly become taxable and be taken from me. In fairness, I

ask you to make it possible for my family and I to receive my retirement

benefits.
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Written Statement of
Ron Smith

Facility Shops Foreman
Cape Canaveral Air Force Station, Florida

Pan Am World Services, Inc.
on S. 814

Committee on Finance
United States Senate

June S 1985

My name is Ron Smith. I have been employed by Pan American

World Airways and stationed at the United States Air Force

Eastern Test Range since July, 1956. During these last 29 years

it has been my privilege and pleasure to work as part of, and to

witness, our country's space program. I have been involved with

both Air Force and NASA projects. Pan American and its affiliate,

Pan Am world Services, have served as prime contractor on the

range for over 30 years.

my family and I have enjoyed standby flight benefits for

this entire period of time. in recent years these benefits have

been especially important to us, as they have enabled us to

maintain close contact with our oldest son and his family who

serve with the United States Air Force in Zaragoza, Spain.

-Last November, my wife and I were able to join my son for the

Thanksgiving holiday while he was on TDY and away from his

family.

Many of my co-workers at the Cape, other projects, and

retirees have situations similar to mine. All of us, at one

time or another, have made significant career decisions based

on these standby flight benefits. We have planned our retirement

based upon these privileges. I know our friends who have
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completed their careers and retired are bitterly disappointed

to be without a benefit they have relied upon, and now have

lost due to the language of The Deficit Reduction Act of 1984.

My-fellow employees, retirees and I urge you to join with

Senator Moynihan and other co-sponsoring colleagues to quickly

remedy this injustice by passing the provisions of S. 120 as

part of S. 614.

Senator MOYNIHAN. Mr. Chairman, could I just make a few re-
marks. I am sorry that I have to be elsewhere this morning. We
have as cosponsors of our bill Senators Bentsen, Durenberger,
Symms, Boren; and Heinz.

The Tax Reform Act of 1984 maintains the nontaxable status of certain services
provided to employees, including the traditional practice by airlines of providing
free or reduced cost standby air travel to their employees. The recent tax legisla-
tion, however, stipulated that these flights benefits may be offered only to employ-
ees in the airline line of business. The so-called line-of-business rule was adopted to
prevent conglomerates from providing employees another line, such as car rentals.

The new rules have had an unforseen and unintended effect on many employees
df Pan Am World Services, Inc. Many of them were employees of Pan American
World Airways, Inc., and were transferred to Pan Am WorldServices, fully expect-
ing that their flight benefits, long considered part of their compensation, would
remain nontaxable. While Pan Am World Services, Inc., does not itself operate an
airline, as the current line-of-business rule would require, its employees are directly
involved in the airline's operation, in the maintenance and servicing of airplanes,
airports, and aerospace facilities. The intent of the line-of-business rule, as I under-
stood it when it was introduced in the Finance Committee, was to discourage large
conglomerates from providing employees excessive amounts of nontaxable compen-
sation, not to withhold traditional benefits from the employees of Pan Am World
Services.

Many of these employees, I would add, are stationed abroad. They accepted such
assignments with the understanding thattheir standby air travel benefits would
provide them ready means to occasionally return to their homes in the United
States. I also would mention that many of these employees are working under con-
tracts with the Federal Government, operating airfields and communications sys-
tems around the world where there are no .egional facilities available to our armed
services. They are doing important work, often under disagreeable or dangerous cir-
cumstances. These employees have always shared the same tax-free flight benefits
that Pan American Airways employees have enjoyed; now, a technicality in the
1984 tax law will take them away.

Mr. Chairman', this legislation would provide a narrow extension of the line-of-
business rule to cover Pan Am World Services, Inc., employees, and applies only to
persons emplolyed as of September 12, 1984. This rule would protect only those who
had legitimately anticipated continued nontaxable standby air travel benefits, not
new employees.

The CHAIRMAN. Thank you. Ms. O'Connell?

STATEMENT OF MARJORIE A. O'CONNELL, O'CONNELL &
KITTRELL, WASHINGTON, DC

MS. O'CONNELL. Good morning, Senator Packwood and members
of the committee. Thank you for the opportunity to testify about
Senate 814, the Technical Corrections Act. My remarks are c.;-
fined to those provisions of the Tax Reform Act that have to do
with domestic relations tax reform, a part of the simplification title
in the original act, While I might testify about all of the technical
problems, I am mindful of your concern that where judgments
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were made which may prove wrong in the operation, that is not
what this bill is supposed to be about. So, before the red light goes
on, I would just like to tick off all of those problems where I think
genuinely an error was made in drafting this, which is causing us
severe difficulties in the field. And I will do them in the order of
greatest difficulties which we are having. The first which I would
commend to your changing is an amendment which would change
section 71(BX1Xb) of the Internal Revenue Code. That provision cur-
rently states that, in order for an alimony payment to be tax de-
ductible, the document which provides for the payment-and that
includes perhaps a court order or a temporary support order of a
court-must literally state that the payments terminate at the
payee's death. Senator, in every State, payments under State law
automatically terminate at the payee's death. Thus, we have a Fed-
eral tax law requirement to restate a part of the State code.
Whether it is a judge that forgets to do so, counsel that doesn't re-
alize one should do so, or parties who probably ought to be free to
sit down across a table and try to reach their own understanding
and commit it to writing about support payments, they probably
shouldn't be made to repeat what is in their State law. It is a dupli-
cative, unnecessary requirement. Particularly where it applies to
temporary support orders, there is a serious problem. The tempo-
rary support order is most often issued with no counsel in the
room, with one party before the court--not all the parties-from a
bench which is usually not as technically proficient in the tax law
as many of us may be, with the result that the order is a preprint-
ed form so that many cases may be dealt with quickly. Those pre-
printed forms don't have these magic words and probably shouldn't
be required to do so.

The second change I would commend to you in my oral testimo-
ny is in section 71(fXl) where there is a requirement that payments

-to be deductible have to be contingent only upon the death or re-
marriage of the payee or the death of the payor. The temporary
regulations, I think, have expanded correctly as Congress intended
that contingency requirement to allow that any contingency that
hasn't actually occurred is a sufficient contingency to let the pay-
ments be deductible. If the literal interpretation of the statute
were the case, once again any court ordered payments, 4s opposed
to any payments agreed to by the parties, could never be deductible
by the payor. Thus, the bench, every time it had to act, to craft a
support package, would put people in a less economicidly advanta-
geous situation when it crafts a package.

I am certain that the unintended result is that the well-to-do
who can always find counsel to craft an agreement for them will
have deductible alimony, and the not so well-to-do, who very often
have to present themselves to a judge to have deductible alimony,
won't ever be able to get it under the statute. So, consequently, for
those reasons, I commend especially those two changes and also all
of the others that are in my written testimony, which I hope you
will accept for the record. Thank you.

The CHAIRMAN. Thank you. Mr. Chip?
[The prepared written statement of Ms. O'Connell follows:]
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Committee oi Financm
Hearing on S. 814, Teelhdcal Corrections Act of MS

June s, InS

Testimony of Marjorli A. O'Connel
O'Connen & Kittrd.

Waddmngt, .C.

Outline of Testimony.

L The domestic relations provisions of the Tax Reform Act of 1084 require technical

amendments because of drafting inconsistencies and problems which have arisen

under various state laws.

n. Under Section 7l(bXIXD), the requirement that a divorce or separation instrument

must state that the alimony liability ends at the Pavee's death should be deleted

or, in the alternative, should not apply to temporary support orders.

M1. Under Section 7t(f)(1), the requirement that a payments may be contingent only

on the death of either spouse or the remarriage of the payee should be, amended

to state its Intended standard which is found in the Temporary Regldatior.

-Temporary Regulation Seetlon 1.71-IT, O/A 23, provides that a* contingency

other than the passage of time is Ignored until that eontingeney occurs.

IV. Under 'Section 71(f(SXC), 1he time period for payments under the exception to

the recomputation rules should be the six post-separation vear period used for

other recomputation purposes.

V. For purposes at Section 2516, the definition of "husband" and "wife" In Section

770t(aX(7), which includes former spouses, should be applied for those -ection

2516 eases when agreements are signed after the divorce.

VI. Under Section 6013(e), the Innocent spouse provisions in the Tax Rdotm Act

are unnecessarily complicated. The test o' "no basis in fact or law" Is vague

and harsh. The complicated mechanics of the percentage tests in Section

6013(eX4) are not reasonably related to the purpose at the statute and should

be modified.
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1. introduction.

Mr. Chairman and Members of the Committee, thank You for the opportunity to

appear at this hearing to testify about S. 814, the Technical Corrections Act of 1985.

My name is Marjorie A. O'Connell and I am a tax attorney in Washington, D.C. with

the firm of O'Connell & Kittrell. I em the author of Divorce Taxation published by

Prentice-Hall, Inc. My testimony today is about the domestic relations taxation

provisions of the Tax Reform Act of 1984.

The Tax Reform Act of 1984 made the most shlniflcant changes In the domestic

relations provisions of the Internal Revenue Code since the enactment of the alimony

deduction in 1942. The Act completely revised the divorce tax law about alimony,

property settlements, dependency exemptions, gift and estate taxation, and the Innocent

spouse rules applicable to Joint returns. The new alimony rules under Section 71 have

proven particularly difficult for domestic relations practitioners to understand and use

for their clients. Since the passage of the Tax Reform Act, I have spoken at more than

20 seminars about the new divorce tax rules. My recommendations today include the

comments and concerns of attorneys across the country with whom I have worked.

Although many of these concerns would require substantive changes, I wiU limit my

testimony solely to technical corrections.

11, Section 7I(bXIXD)i Payments must terminate at the payee's death.

The thrust of the new providons of Section 71 is to Impose objecUve requirements

to determine which payments are taxable as alimonv. One of the principal requiremeAts

is that the payments must terminate at the death of the pa*. This Is a reasonable

test to distinguish payments for support from payments In respect of property.

The Conference Committee on the Tax Reform Act added a oarenthetleal clause

which requires that the divorce or separation Instrment state that there Is no liability"

to pay after the payee's death. This clause how and Is continuing to cause grave

problems. If this "magic language" is not In the instrument, none of the payments

OF
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quality as alimony. This requirement catches the persons who try to resolve their

divorce or separation without legal assistance and those represented by counsel who do

not know the "magic words". The purpose of the statute is not served by Imposing such

a highly technical requirement on- these parties. Under state law, spousal support

payments automatically terminate on the death of the recipient, unless special provision

is made for continuation ot the payments. Section 71 disregards this state law and sets

up its own technical duplicative test.

The second principal area in-which this requirement is causing problems is (or

temporary support orders. In many Jurisdictions, temporary support orders are entered

on preprinted forms on which a judge merely enters the names of the parties and the

amount to be pad.- None of these forms printed before 1985 would meet the statute's

requirement. While these forms will be changed eventually, there are many taxpayers
-who will make payments under pre-1985 forms with erroneous expectations of the tax

results. Whenever possible, the Code should try to match taxpayers' reasonable

expectations to promote better compliance.

I recommend that the parenthetical clause at the end of Section 7t(bXl)(D) be

eliminated. If the clause is not eliminated, the clause should be amended so as not

to apply to temporary support orders defined under Section 71(bX2XC). Other provisions

of Section 71 do not apply -to support orders, In particular the reomputation rules

which are excepted under Section ?(fXSXB).

fi. Section 7(2XI), Termination on contingencies.

Under Section 7l(f Xl) for payments to be alimony, payments In excess of $10,000

must be made under an obligation to pay In each ot the six "post-separation" years.

The six post-separation years are the six calendar years beginning with the first alimony

payment subject to the recomputation rules. The statute provides that any possible

termination contingent on the death ot either spouse or the remarriage of the payee is

not to be taken Into account. This provision could be Interpreted to disqualify any
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payment which might terminate for any other reason durin that period. For example,

alimony payments Imposed by a court are always subject to termination on a change

In circumstances. This contingency Imposed by state law could prevent any alimony

deduotio for cutrdered payments.

The Temporary Regulations provide that a contingency other than the passage

of time Is Ignored until that contingency occurs. Temp. Reg. Section 1.71-IT, 0/A

23. The regulations take the reasonable position that Congress did not Intend to

disquaify all court-ordered support payments.

I re.mmend that Section 71(fX) be amended io rephrase Its Intent by

incorporating the standard in the regulations. Payments should qualify as allmo.y under

the six-year mirdmwn term rule unless there Is a shorter time period stated In the

Instrument. Any contingeecies should be ignored until the contingency occurs The

other possible amendment would be simply to eliminate Section 71(tXt). The regulation

correctly state that the dx-year minimum term rule can be met by payment ot as itte

as $1 In any yer. The avowed purpose of preventing excess front-loading at alimony

In early years is served by the recomputation rules In Section 7l(fWS). The minimum

term rule serves no purpose and Is an unnecessary complication.

IV. Section 71lfX C), Time period for fuetuatir payments.

One of the exception to the recomputatlon rules In Section 71(f) Is the exeton

for fluctuating payments as provided in Section ?l(fXSXC). The reomoutation rules

do not apply to alimony payments to the extent the Payments are made under a

continuing liability to pay a fixed portion of the Income from a business or property

or from compensation for employment or self-employment.. The reeomputatlon rules

apply over the period of the six "post-separation" yars. These years are the six

calendar years beginning with the first alimony payment. If the first alimony payment

were made in December ot a year, that year would be the first post-separation year.
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The fluctuating payments exception to the recomDutation rules has a different

time period which is stated as not less than six years. This six-year period has been

interpreted to mean 72 calendar months, which would usually be a different period

from the six post-separation years. Section 7I(fXSXC) should be amended to require

that payments be made over a period which does not end before the end of the sixth

post-separation year, rather than require that paymetns under the exception extend for

a longer period than payments tested under the reeomputatlon rule.

V. Section 2516: Definition of Husband and Wife.

Under Section 2516, certain property transfers between former spouses are not

subject to gift taxes when made under a written agreement. The Tax Reform Act

extended the period dining which the agreement could be executed to include the period

one year after the parties are divorced. Section 2516 refers to the parties who may

execute the agreement as "husband" and "wife". Because the agreement could be

executed after the divorce, the parties would not be husband and wife at that time.

Section 7701(aXI?) defines "husband" and "wife" to Include a former husband and

former wife for purposes of certain sections. Section 7701(aXl?) should be amended

to add Section 2516 to the sections to which it applies.

Vi. Section 6013(e) Innocent Spouse.

The Tax Reform Act expanded the Innocent spouse provisions of Section 6013(e).

That section applies when a spouse has signed a joint return for a certain taxable year

but It would be Inequitable to hold that spouse responsible for additional taxes owed

for that year because of the actions of the other soouse.

When the erroneous item relates to a claim of a deduction, credit or basis, the

innocent spouse must show that the claim had "no basis in fet or law." This If-a very

high standard of proof. There is no similar standard In any other Code provision. The

Innocent spouse must prove a negative that there is no basis and the souse beers the

burden of proof.
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A more appropriate standard would be the standard used for the imposition at

the negligence penalty under Section 6653(a). The spouse could establish Innocent

spouse status when the claim for a deduction, credit, or basis results from Intentional

disregard of rules and regulations or is due to the negligence of the other spouse. The

spouse could not meet the burden when the claim was made In good faith or on

tmsonable grounds. The law developed under the negligence penalty would Rive these

spouses and the Service guidance in this area.

When a claim of a deduction, credit, or basis Is involved, Section 6013(e) also

imposes a percentage test to determine whether the spouse qualifies for Innocent spouse

treatment. If the innocent spouse's AMl In the year before the deficiency was Issued

was $20,000 or lea, a deficiency must be more than 10 percent of the AOl on that

year's return. If the spouse's AG was more than $20,000, the deficienev must be

more than 25 percent of that AOL The AM! includes all of the Income on a Joint return.

These tests bear no reasonable relation to the purposes of the statute because

the years for measuring the AGI are not related to the year for which the erroneous

Joint return was filed. For example, assume the innocent spouse filed an erroneous

Joint return in 1982. If the deficiency is assessed in 1985, the measuring year for the

percentage test Is 1984. There is no reason to use 1984 as a measurement of whether

the spouse was "innocent" In filing the erroneous 1982 return.

These tests are arbitrary In operation. Whether a deficiency Is assessed In

December of one year or January of the next year can make the difference between

"innocence" and "guilt". If a spouse has $1 of income over $20,000, a much stricter

test applies to establish Innocence. Last, if after the erroneous return was filed, the

innocent spouse divorce and remarries, the new spouse's Income counts with the Irocent

spouse's income, even though the parties file separate returns and even though they

were not related In the year the erroneous return was filed.
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I recommend that Section 6013(eX4) be eliminated. A more reasonable thresehold

test for all cases is the $500 understatement amount In Section 60t3(eX3). As an

alternative If the percentage test were retained, Section 6013(eX4) should be amended

to make the year in which the erroneous return was filed the relevant year for applying

the percentage test.

VI. Conclusion.

I want to thank the Committee for the opportwutiv to testify today. I would

be giad to answer any questions about my testimony.

STATEMENT OF WILLIAM W. CHIP, COUNSEL TO THE EMPLOY-
ERS COUNCIL ON FLEXIBLE COMPENSATION, WASHINGTON,
DC
Mr. CHIP. Good morning, Mr. Chairman. The first thing I would

like to say is that we support the testimony of the National Rural
Electric Cooperative Association. There is absolutely no reason at
all why these small cooperatives whikh lp farmers on a nonprofit
basis should not enjoy the same benefit plans that Fortune 500
companies and others do.

I am here to testify on two technical matters that arose through
DEFRA. The first relates to cafeteria plans. Back in 1983, the
Treasury became concerned that cafeteria plans would be used by
people to expand the amount of their nontaxable compensation by
taking free parking and other items that were thought to be tax
free and putting them in an elective program. We had no -objection
to solving that problem, and the technical resolution was to limit
cafeteria plans-the nontaxable benefits in cafeteria plans-to your
basic social welfare benefits like medical, life insurance, day care,
and group legal. The way it was technically resolved was to limit
cafeteria plan benefits to "cash" and "statutory nontaxable bene-
fits." Well, we immediately came in and testified that there are a
lot of benefits in cafeteria plans that are taxable-vacation pay and
any number of other employee benefits that are completely non-
controversial and, because they are taxable, cause no revenue loss.
The way that was handled was to place some language in the com-
mittee report saying that things like vacation pay, dependent life
insurance, and so forth--you could have those in cafeteria plans,
and they would be treated as "statutory nontaxable benefits." At
the time, we were concerned that people were going to get confused
if the Code referred to taxable benefits as nontaxable benefits. The
Treasury has apparently come around to the same conclusion and
in the Technical Corrections Act is proposing that the term "statu-
tory nontaxable benefits" should be replaced by a new term:"qualified benefits" and that IRS be iven the power by regulations
to decide what those "qualified benefits" will be. Well, I think wait-
ing for IRS regulations in this area is like waiting for Godot, and
Congress ought to resolve this issue itself. I don't think there is any
possible objection to putting a benefit in a plan if an employee is
willing topa taxes on the benefit. The definition of qualified bene-
fits should terefore include the basic nontaxable social welfare



151

benefits plus any benefit on which an employee is willing to pay
taxes.

The other item I wish to discuss is dependent life insurance. Tra-
ditionally, dependent life insurance has not been taxed. However,
the only basis for that is a 1957 IRS regulation which says. That an
"incidental amount" of dependent life insurance would not be
taxed. There is nothing in the Code that says that, which leaves
open the question of whether when Congress amended Section 61
under DEFRA you intended to change that. I don't have any
reason to believe you did intend to change it, and if you didn't, I
suggest that a technical correction be made to clarify that. Thank
you.

The CHAIRMAN. You would be amazed at how many times there
is simply no idea what our intent was at all. Nobody ever thought
about it, one way or the other, and indeed a change is effected, and
we honestly don t know what we intended to do. I don't know what
our intent might have been, had somebody asked us at the time
what our intent was.

Mr. CHIP. In this case it is not even clear what you did, let alone
what your intent was. I think that there are many millions of
people who receive this benefit and who need to know whether you
intend to tax them on it or not.

The CHAIRMAN. Thank you. Mr. Ray?
[The prepared written statement of Mr. Chip follows:]
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MARTIN BAEL

" o ow' BEFORE THE SENATE FINANCE COMMITTEE
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CONCERNING THE TECHNICAL CORRECTIONS ACT
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-E.' F*PThe Employers Council on Flexible Compensation

a", ('ECFC") is the national association of employers that

, sponsor cafeteria plans and 401(k) plans for their

- employees. Companies that design or administer these plans

may join ECFC as Associate Members.
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•A JcGi LACafeteria plans, often called flexible benefit plans,

, . are employee benefit plans in which participating employees
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may select their medical, life insurance, and other
DANIEL K LESH benefits from a menu of benefits offered by the employer.

SU 6'o' Employees who choose the less expensive benefits may

receive additional cash compensation from their employer.

CARRLi Studies by ECFC and by other organizations indicate that
*ILL %4 L SCOLLEE

OANE L 8 cafeteria plans result in somewhat lower utilization by

employees of traditional benefits, such as medical

ECFC - insurance, and greater utilization of newer benefits, such

as dependent care assistance and group legal services.



158

Cafeteria Plans

During 1984, the Treasury Department related to this

committee its concern that cafeteria plans would be used to

deliver free parking and other goods and services to employees

without payment of tax. Their proposed solution was to limit

the benefits that could be offered in a cafeteria plan to a

select group of broad-based welfare benefits referred to as

"statutory nontaxable benefits" including medical and

disability insurance, group term life insurance, dependent care

assistance, group legal services, and 401(k) plans.

During Congressional hearings, ECFC and others pointed out

that many standard, noncontroversial benefits provided by

employers to their employees are taxable. Since taxable

benefits would not qualify as "statutory nontaxable benefits".

many benefits would have needlessly been excluded from

cafeteria plans. In response, the Tax Reform Act was amended

to provide that group term life insurance which was taxable

because it exceeded $50,000 would qualify as a "statutory

nontaxable benefit". In addition, the Committee reports

mentioned vacation pay and group term life insurance that was

taxable because it was on the life of a spouse or a dependent
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as taxable benefits that would be treated as "statutory

nontaxable benefits".

The attempt in the Tax Reform Act to account for taxable

benefits in cafeteria plans was deficient on two grounds.

First, referring to taxable benefits as "statutory nontaxable

benefits" may confuse taxpayers. Second, there are a growing

number of taxable benefits provided by employers to employees

beyond those listed in the Conmittee Reports, including

financial planning services and group automobile insurance.

Section 153(b)(1) of the Technical Corrections Act attempts

to correct the deficiencies of the Tax Reform Act by changing

the term "statutory nontaxable benefits" to "qualified"

benefits". This corrects the first deficiency of the Tax

Reform Act by eliminating any implication that otherwise

taxable benefits such as vacation pay are nontaxable when

offered under a cafeteria plan.

To correct the second deficiency of the Tax Reform Act, the

Technical Corrections Act empowers the Internal Revenue Service

to define by regulation additional taxable benefits that will

be treated as "qualified benefits". ECFC believes that this

solution does not adequately correct the problem. It took six
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years and a policy crisis to get the IRS to propose its first

cafeteria plan regulations. Seven years after enactment of

section 125, the IRS has failed to issue a single favorable

cafeteria plan ruling. To leave determination of which taxable

benefits are includable in cafeteria plan to the IRS

regulations process does not correct the problem. It simply

defers the problem far-into the future.

The Treasury's original concern, that free parking and

other benefits of dubious tax status would become more widely

available through cafeteria plans, has in fact been addressed

by other provisions of the Tax Reform Act. First, the Act's

amendment of section 61"clarified that all fringe benefits are

taxable unless the Internal Revenue Code explicitly exempts

them from tax. Second, new section 132 clarifies the

circumstances under which free parking and other benefits whose

tax status was dubious in the past would be tax-exempt in the

future. Third, section 125 was amended to make clear that none

of the benefits described in section 132, such as free parking,

could be included in a cafeteria plan. These changes make

completely clear that any benefit offered through a cafeteria

plan will be taxable to the recipient if it is not a health or

disability benefits, life insurance, dependent care assistance,

or group legal services. The appropriate technical correction



156

would therefore be to include in the definition of "qualified

benefit" any "benefit that is includable in gross income'.

Dependent Medical Insurance

Treasury regulations under section 61 of the Internal

Revenue Code have since 1957 stated that an "incidental" amount

of insurance on the life of a spouse or dependent of an

employee is not includable in gross income. These same

regulations further provided that insurance not in excess of

$.2,000 would be treated as "incidental". Because of inflation.

many employers have taken the position in recent years that

$5,000 to $10,000 of dependent life insurance is "incidental"

and therefore not includable in gross income. Because the cost

of this benefit is very low, the revenue implications of its

tax status are minor. However, employers need to know whether

income tax should be withheld.

The Tax Reform Act of 1984 amended section 61 to clarify

that "fringe benefits" would be treated as compensation for

purposes of section 61 and therefore includable in gross

income. The Committee Reports do not explain whether this

amendment was intended to override the 1957 regulations

regarding dependent life insurance. Arguably, incidentall"
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amounts of dependent life insurance may continue to be

excludable from taxable income, even if the amendment of

section 61 overrides the 1957 regulations, because this benefit

may now qualify as a "de minimus fringe" under new section

132(a)(4). Unfortunately, the Committee Reports do not state

whether dependent life insurance is a "de minimus fringe".

Clarification of the tax status of dependent life insurance

is needed as soon as possible, since this benefit is provided

by hundreds of thousands of employers to millions of

employees. If the result of clarification is that an

"incidental" amount of dependent life insurance is tax-exempt

as a "de minimus fringe", a further technical correction to

section 125 is required. Benefits that are tax-exempt under

section 132 may not be included in a cafeteria plan. The great

majority of cafeteria plans do include dependent life insurance

and there would appear to be no policy advanced by prohibiting

this practice.

50278 0-85-6
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STATEMENT OF CECIL A. RAY, JR., HUGHES & LUCE, DALLAS, TX
Mr. RAY. My. name is Cecil Ray from Dallas, TX. My written

statement deals with two proposed changes to the Technical Cor-
rection Act of 1985, a proposed addition to it, and two proposed
new changes to the Retirement Equity Act.

I want to devote my oral testimony, however, to a proposed
amendment to change the effective date on the repeal of the estate
tax exclusion for qualified employee benefit plans. In 1984, DEFRA
repealed the estate tax exclusion for qualified benefit plans. In
1982, the exclusion had previously been limited to $100,000. The
$100,000 exclusion, however, was preserved for some taxpayers, and
the total exclusion was preserved for others. To qualify for the ex-
clusion now, for a death that occurs after 1984, two conditions must
be met. The first one is that the form of the benefit payment must
have been irrevocably elected before 1983 for total estate tax exclu-
sion and before the effective date of DEFRA for the-$100,000 exclu-
sion to apply. The second one is the one that I am concerned about,
namely, that the decedent must be in pay status before 1983 in
order to receive the total exclusion and by December 31, 1984 to
receive the $100,000 exclusion.

The meaning of the phrase "in pay status" is not totally clear.
The Congressional purpose and the intent of Congress was not ex-
pressed in the legislative history. I presume, of course, that Con-
gress did not wish to unfairly burden retirees who had irrevocably
elected the form of their retirement income benefits in reliance on
the tax laws that existed at the time in question. But the phrase
"in pay status" may very well be interpreted to require that the
payment of benefits has actually begun before the specified dates.
If so, then, those retirees who irrevocably elected to defer their
starting date, rather than to receive an immediate payment of ben-
efits, would have the unpaid plan values taxed in their estate. This
would be the case for an early retiree-one who retired at 55, but
elected to defer his starting date until age 65, hoping to accumulate
some additional values to protect him against the uncertainties of
old age. He would pay estate tax, but an early retiree who had
begun receiving immediate payments would not be taxed.

It seems to me that such a difference in tax treatments for these
two classes of taxpayers is unfair and that the estate tax treatment
should not be based on whether pension payments have begun or
not. Taxpayers who are faced by this change are in the later years
of their life. They have no time to compensate or make changes
when the estate tax rules on which they relied in planning their
estates have been changed. And so, my suggestion is that you
remove the pay status concept and replace it with a concept that, if
the employee had retired or otherwise terminated employment and
made an irreversible election, he would be protected.

My statement also discusses a technical correction in Section
152(e) which affects all community property residents. It would
repeal the estate tax exclusion when the nonemp loyee spouse pre-
deceases the employer spouse. I think this is a policy matter. It was
dealt with and rejected by the Conference Committee last year, and
I think it should be deleted from the Technical Corrections Act.
Thank you, sir.
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The CHAIRMAN. Thank you. Mr. Milroy?
[The prepared written statement of Mr. Ray follows:]
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I. OVERVIEW

Prior to enactment of the Tax Equity and Fiscal

Responsibility Act of 1982 ("TEFRA"), benefits under qualified

employee plans were essentially excluded from the federal estate

and gift tax system. Section 2039(c) of the Code excluded the

value of qualified plan benefits from the gross estate of deceased

employees. Moreover, neither the selection by an employee of the

form of benefits to be paid to him, nor the designation of a

beneficiary to receive payments after his death, was a transfer

for gift tax purposes. I.R.C. § 2517.

Qualified plan benefits were also protected from adverse

federal transfer tax consequences that could have resulted under

community property laws. Plan benefits are generally immunity

property owned equally by the employee and a non-employee spouse.

Most plans, however, are written as if the employee was entitled

to receive and control all benefits. No benefits are payable as a

result of the death of a non-employee spouse, nor does the spouse

generally have any effective ability to designate a beneficiary

for her interest in the plan. The federal estate and gift tax

system reflected these realities in two ways. First, section

2039(d) provided that plan values attributable to community

property laws would not be included in the estate of a

non-employee spouse who predeceased the employee. Second, under

section 2517(c), the non-employee spouse would not be considered

to have made a taxable transfer when benefits under the plan were

transferred.
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TEFRA capped the value of qualified plan benefits excludable

from the gross estate of the employee at $100,000. TEFRA

§ 245(a). Section 525(a) of the Deficit Reduction Act of 1984

eliminated the employee's estate tax exclusion entirely, repealing

section 2039(c) of the Code for decedents dying after 1984. The

repeal did not apply, however, to a decedent who irrevocably

elected the form of benefit before July 18, 1984, and who was "in

pay status" on December 31, 1984. Deficit Reduction Act

§ 525(b)42). Furthermore, the $100,000 cap enacted in TEFRA was

made inapplicable to participants who had irrevocably elected the

form of benefit before 1983 and were "in pay status" on

December 31, 1982. De'icit Reduction Act § 525(b)(3). This

provision had the effect of restoring the full pre-TEFRA estate

tax exclusion to certain plan participants. I propose that

section 525(b) of the Deficit Reduction Act be technically

corrected to clearly extend the effective date relief to all

participants who had irrevocably elected the form of benefit and

had severed employment, regardless of whether under the specific

form of benefit elected payments had already commenced.

Section 152(e) of the proposed Technical Corrections Act of

1985, S. 814, repeals the exclusion of the community property

interest in plan benefits from the estate of the non-working

spouse and repeals the gift tax exclusion for transfers of plan

benefits. For the reasons given below, this proposal should be

deleted from the technical corrections bill. The final section of

this statement suggests technical corrections to the Retirement
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Equity Act of 1984 ("REA") dealing with the interests of

non-employee spouses.

II. PROPOSED AMENDMENT TO EFFECTIVE DATE RULES

The effective date exception in section 5251b) of the Deficit

Reduction Act applies to plan participants who (1) had irrevocably

elected the form of their benefits, and (2) were "in pay status."

The meaning of the phrase "in pay status" is not transparent, nor

is that phrase used generally in the Code. The Committee Reports

do not provide any explanation of the Congressional intent

underlying the effective date exception. The logical presumption

is that Congress did not wish to be unfair to retirees who had

elected a form of benefit in reliance on the estate tax exclusion

and who could not now change that election. Unfortunately, the

words of the statute imperfectly reflect this intention. The

requirement that a participant be "in pay status" may be read to

mean that actual payments must have begun, thus excluding retirees

who had irrevocably elected a form of benefit under which payments

do not begin until a more advanced age.

A technical correction to section 525(b) is warranted. The

correction should extend the effective date exception to

participants who before the applicable dates had (1) irrevocably

elected the form of their benefits, and (2) terminated employment.

This simple change would prevent clearly inequitable treatment of

an unknown number of unsuspecting retirees. Suppose Mr. A and

Mr. B both turned 65 and retired in 1981. Mr. A irrevocably
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elected to receive monthly payments from the company pension or

profit-sharing plan commencing immediately. Mr. B believed he had

sufficient assets to make ends meet for a few years and was

particularly concerned about having sufficient income to meet the

expenses of an extended old age. Mr. B therefore irrevocably

elected to allow plan values to continue to build and not to begin

receiving benefits until age 70-1/2. (The irrevocable election

was required to avoid constructive receipt under section 402(a)(1)

before its amendment in 1981.) Mr. B realized that this choice

would increase the expected value of plan benefits at his death,

but he relied on section 2039(c) to exclude those increased

benefits from the estate tax. The legislative process, however,

has now played a cruel joke on Mr. B. Mr. A, who elected to

receive benefits currently, minimizing the plan value in his

potential estate, is clearly entitled to exclude any remaining

plan benefits from his taxable estate under the effective date

exception. Many would say, however, that Mr. B is not entitled to

the exclusion because he elected deferred benefits and therefore

was not "in pay status" on December 31, 1982. The unfairness is

obvious: Mr. A who did not rely on the estate tax exclusion and

probably will not have much use for it is entitled to it, while

Mr. B who relied on the exclusion and made an irrevocable election

that increased his potential estate now has the exclusion

withdrawn. The bitter pill may be even harder to swallow because,

depending on the exact form of the irrevocable beneficiary
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designation, the benefits may not qualify for the marital

deduction even if Mrs. B survives Mr. B. For example, if Mr. B

had irrevocably elected fixed monthly payments for the joint

lifetime of he and his spouse, followed by benefits to their

children, the benefits passing to Mrs. B would be a terminable

interest not qualifying for the marital deduction. See I.R.C.

2056(b). Moreover, if Mr. B dies now, no plan benefits will be

available to help pay the estate tax due to the election to defer

benefits. One could hardly blame Mr. B and an unknown number of

similarly situated retirees if they feel that excluding them from

the effective date exception provided to Pr. A stands fairness on

its head

III. PROPOSED REPEAL OF SECTIONS 2039(c) AND 2517

The non-enwployee spouse's community property interest in an

employee plan can result in unfair estate and gift tax results for

residents of community property states. Although one-half the

plan values would be considered property of the non-employee

spouse, there is no acceleration of benefits following that

spouse's death. If an estate tax was imposed at that time on plan

values, those values would not be available to help pay that tax.

In Texas, plan assets are not part of the probate estate and, as a

result, the non-employee spouse has no ability to direct the

disposition of the community share of those assets at death.

Section 2039(c) (formerly 2039(d)) of the Code prevents

inequitable treatment of residents of community property states by
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excluding the community interest from the gross estate of the

non-employee spouse who predeceases the plan participant. TEFRA

eliminated the general section 2039(c) estate tax exclusion for

plan benefits in excess of $100,000, but pointedly did not limit

the exclusion for the community property interest under section

2039(d). See I.R.C. § 2039(g) (prior to repeal by the Deficit

Reduction Act). Undoubtedly, Congress recognized that even if

plan benefits were to be taxed in the estate of the employee, it

would still be unfair to tax benefits at the time when the

non-employee spouse predeceased the employee. As originally

passed by the Senate, the Deficit Reduction Act repealed the

community property rule of former subsection 2039(d) along with

the general estate tax exclusion of former subsection (c). See

H.R. 4170 § 90(a) (as passed by the Senate). The Committee of

Conference, however, intentionally reinstated the exception for

the community property interest of the non-employee spouse. Thus,

two Congresses have previously determined that the non-employee

spouse exemption should be retained even where the general

exclusion for qualified plan benefits has been eliminated.

Now, a third attempt is made to tax qualified plan benefits

on the earlier death of the non-employee spouse. S. 814 § 152(e).

This time a policy proposal masquerades as a technical correction.

What lays behind the mask, however, is neither technical nor a

correction. Instead, it is an attempt to change a sensible and

equitable provision that has been endorsed by the last two
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Congresses. This legislative "trojan horse" needs to be turned

back again.

A proposal is also included in S. 814 that would repeal

section 2517 of the Code, which provides that the participant's

selection of a form of benefits and designation of a beneficiary

do not result in gift tax. Congress should carefully consider

whether this sweeping change makes sense. The result is likely to

be many inadvertent taxable gifts that will go unreported by

unsuspecting donors. In general, a participant now includes the

value of plan benefits in his estate even if he designates a

beneficiary irrevocably during his lifetime. See I.R.C.

§ 2039(a). It is difficult to identify a tax policy that requires

this tax be accelerated by the repeal of section 2517.

If the general exclusion provided by section 2517 of the Code

is to be repealed, the special rule in subsection (c) governing

community property interests should be retained. Imposing a gift

tax on the non-employee spouse when benefits under a qualified

plan are transferred would create unfair and even bizarre results.

For example, suppose a plan participant chooses to receive an

annuity for his life followed by an annuity in trust for his

surviving non-employee spouse with a remainder to his children.

If, upon the participant's death, the non-employee spouse does not

insist that half the benefits be removed from the trust, she has

made a transfer and, without a provision such as section 2517(c)

of the Code, she would be subject to a gift tax at that time.
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It should be noted that the staff of the Joint Committee on

Taxation apparently recognizes that the proposals to repeal

sections 2039(c) and 2517 would accelerate the inclusion of plan

benefits in the estates of residents of the community property

states. The staff asserts, however, that to ameliorate the

problem the bill would "clarify" that a marital deduction would be

available. Joint Committee on Taxation, Description *of the

Technical Corrections Act of 195 (H.R. 1800 and S. 814), JCS-7-85

at 96 (1985). Unfortunately, no clarification is found in the

bill. In fact, substantial statutory revisions to sections 2056

and 2523 would be required to provide a marital deduction

everywhere it would be needed.

IV. PROPOSED TECHNICAL CORRECTIONS TO RETIREMENT EQUITY ACT

The provisions of § 417 of the Code added by the REA require

the non-employee spouse to consent if a participant elects to

waive the otherwise required joint and survivor annuity at the

participants retirement or the pre-retirement death benefit should

the participant die before retirement. I.R.C. § 417(a)(2). The

principles of section 2517 of the Code lead to the conclusion that

electing to take less than what is otherwise provided by a

qualified plan is a gift. Thus, this consent will be a gift and

taxable as such unless the Code is amended to provide otherwise.

The gift may not be complete at the time of waiver, but when

complete it will be taxable to the consenting spouse unless it

somehow qualifies for the marital deduction. It is not clear how
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this is accomplished since the "gift" may benefit persons other

than the spouse (e.g., children). A correct federal estate tax

return cannot be filed for the non-employee spouse unless the

lifetime taxable gifts are correctly reported. Section 2517 of

the Code should be expanded to exclude this consent from taxable

transfers.

Finally, it should be made clear whether a non-employee

spouse's community property rights in the employee's qualified

plan are coterminous with the 50% annuity under section 417;

Otherwise, the non-employee spouse in a community property state

may be entitled to more than 50% of the plan values accrued on

account of the employee's service.

STATEMENT OF I)ONALD W. MILROY, SENIOR VICE PRESIDENT,
OPERATIONS, SKY CHEFS, ARLINGTON, TX

Mr. MILROY. Thank you, Mr. Chairman. I am appearing here this
morning with Gene Overbeck, Senior Vice President of American
Airlines, on behalf of Flagship, Incorporated, an affiliate of Ameri-
can which conducts business under the name of Sky Chefs. Both
Sky Chefs and American Airlines are subsidiaries of the AMR Cor-
poration. Sky Chefs has been the food service arm of American Air-
lines since 1942, when it was established to provide in-flight cater-
ing to passengers on American Airlines flights. For over 40 years,
Sky Chefs employees have performed the same functions as their
counterparts at United, Northwest, TransWorld, Pan Am, and all
the other airlines that over the years have had employees working
in flight kitchens or food service commissaries. Employees of Sky
Chefs and American are freely transferred between the two compa-
nies. For over 40 years, the employees of Sky Chefs have received
the same free and reduced rate travel benefits that both American
Airlines provided to its employees and that the other airlines pro-
vided to Sky Chefs' counterparts within their companies. There
was no distinction in this regard between an American employee
and a Sky Chefs employee. The fact that Sky Chefs was separately
incorporated was not deemed significant. Throughout the last 40
years, Sky Chefs Employees have worked toward their retirement
with the comfort that those well-earned benefits would continue.
However, the enactment of the Tax Reform Act last year changed
all that. It placed the status of Sky Chefs' employees and retirees
under a cloud. In the absence of clarification of Section 132, it is
the opinion of AMR's tax advisors that tax-exempt travel on Amer-
ican cannot safely be continued for Sky Chefs' employees or retir-
ees without withholding tax on the value of these benefits. Accord-
inglv, American and Sky Chefs have vigorously pursued correction
of this inequity. We do not believe that the Senate intended this
adverse consequence inasmuch as the legislation specifically ad-
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dressed and approved the preservation of other similar long-stand-
ing benefits. I requested permission to appear here in order to ex-
plain the need for a clarification with respect to the line of busi-
ness restriction in Section 132. I am not asking that you support a
proposal which would change the intent of the legislation, nor one
which would have any significant impact on revenue. I believe that
in addressing a specific concern in the line of business limitation,
the long-standing benefits for employees and retirees of Sky Chefs
simply fell between the cracks. In February of this year, both Sky
Chefs and American requested the IRS to rule favorably on the
tax-exempt status of Sky Chefs. That request is still pending. Un-
fortunately, we have been led to believe that there will be no rul-
ings this year in the area of fringe benefits or in the foreseeable
future because the IRS believes that legislation and regulatory
changes are likely. As a result, Sky Chefs' employees and retirees
find themselves in kind of a no man's land. Since we cannot obtain
clarification that we need from the IRS, we believe that clarifica-
tion in the Technical Corrections Act is an appropriate remedy. On
behalf of the 8,000 employees and retirees of Sky Chefs, I urge that
the committee give favorable consideration to our request. Mr.
Chairman, thank you.

The CHAIRMAN. Thank you.
[The prepared written statement of Mr. Milroy follows:]
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DONALD W. MILROY

SENIOR VICE PRESIDENT OPERATIONS

SKY CEFS

STATEMENT BEFORE ThE SENATE COMMITTEE ON FINANCE

June 5, 1985

This statement is submitted on behalf of Flagship International, Inc.,

an affiliate of American Airlines doing business under the name of Sky

Chefs. Both Sky Chefs and American Airlines are subsidiaries of AMR

Corporat ion.

Sky Chefs Is the food service arm of American Airlines. It operates

flight kitchens and provides food catering services to American and other

airlines at various airports throughout the United States. Incidental to its

catering operations, Sky Chefs also operates restaurants and gift shops at

some of these airports.

Before the Tax Reform Act of 1984 became effective, Sky Chefs employees

received tax exeiipt travel privileges on American Airlines. For over forty

years, there was no distinction in this regard between an American employee

and a Sky Chefs employee. The fact that Sky Chefs was separately

incorporated was not deemed significant. The fact that Sky Chefs performed

catering services for other airlines and operated airport restaurants was not

deemed significant.

However, the enactment of the Tax Reform Act last year changed all

that. It placed the status of Sky Chefs employees under a cloud. In the

absence of clarification of Section 132 of the law, AHR's tax advisors have
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concluded that tax exempt travel on American cannot safely be continued for

Sky Chefs employees without withholding tax on the value of these benefits.

I requested permission to appear here in order to explain the need for a

clarification with respect to the line of business restriction in Section

132. The clarification is needed in the case of Sky Chefs which is a

separately incorporated arm of the overall airline services business. Our

proposal would make it clear that in the case of a controlled group of

corporations whose primary business was the provision of airline services, if

one member of the group was involved in the provision of services for air

passengers or for the operation of aircraft, that member would be treated as

engaged in the same line of business as the group member offering air

transportation to the public. This treatment would only apply, however, in

cav-q where employees of the first member were eligible for no-additional-

cost air transportation services as of October 5, 1983.

We believe that a review of the facts Justifies the following three

conclusions:

First, Sky Chefs' primary business is the provision of services to

airline travelers and related support functions for American Airlines.

Second, these services are functions of the air transportation line of

business.

Third, the fact that Sky Chefs is an affiliate rather than a division of

American Airlines should not be relevant to a determination of the "line

of business" question and should not be grounds for discrimination

relative to departments or divisions within other airlines, such as

United Airlines, Northwest, Trans World and Pan Am, among others, which

provide the same services.

In February of this year, a ruling was requested from the Internal

Revenue Service on the status of Sky Chefs employees, and that request is
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still pending. Unfortunately, we have been led to believe that there simply

will be no-rulings issued in the area of fringe benefits in the foreseeable

future because of the IRS view that further legisuton and regulatory

changes are likely. As a result, Sky Chefs employees find themselves in a

kind of no man's land, without the travel benefits they previously enjoyed.

It is for this reason that ye seek the assistance of this Committee in

the Technical Corrections Bill. We do not believe it was the intention of

the Tax Reform Act of 1984 to deprive Sky Chefs employees and retirees of a

privilege they have enjoyed for over 40 years. Since we cannot obtain the

clarification we need from the Internal Revenue Service, and since the

uncertainty that exists is working a manifest hardship on these employees, we

believe that clarification in the Technical Corrections pill is an

appropriate remedy.

If the Committee agrees, the simplest way to accomplish that

clarification is by way of an amendment to Section 531(f) of the Tax Refore

Act of 1984. The text of such an amendment is our Appendix I. The purpose

of Section 531(f), as it reads today, is to clarify the determination of

lines of business in the case of retail department store affiliates; and the

principle that is now embodied in that section could very simply be extended

to airline affiliates such as Sky Chefs.

We urge the Committee to give favorable consideration to this request.

Donald W. Milroy?

June 5, 1985
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APPENDIX I

June 5, 1985

Amiendmsent to Sections 153 of S-814
The Technical Corrections Act of 1985 *

To amend Section 531 of the Tax Reform Act of 1984.

(f) Determination of Line of Business in Case of Affiliated
Group Operating Retail Department Stores or Providing
Airline Services - 11 -

(1) as of October 5, 1983, the employees of one member
of an affiliated group (as defined in Section 1504
of the Internal Revenue Code of 1954 without regard
to subsections (b)(2) and (b)(4) thereof) were:

(A) Entitled to employee discounts at the retail
department stores operated by another member
of such affiliated groupAg.

(B) Were eligible for no-additional-cost services
in the form of air transportation provided by
another member of such affiliated group, and

(2) in the case of the member having e-niloyees described
in paragraph (1)(B), such member is Involved in the

,provision of services for air passengers or for the
operation of aircraft, aid

(3) the primary business of the affiliated group is the
operation of retail department stores or the provision
of airline services, as the case may be,

then, for the purpose of applying Section 132 (A)(2) of the
Internal Revenue Code of 1954, with respect to discounts provided
for such employees at the retail department stores operated by
such other member, and for the purpose of applying Sections
132 (a)(1) and 132 (a)(2) of the Internal Revenue Code of 1954
with respect to air transportation provided for such employees
by such other member, the employer shall be treated as engaged
in the same line of business as such other member.

Blacklined to show changes to existing Section 531(f).

'LI
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The CHAIRMAN. I want to ask you a question and then ask Pan
Am a question. Give me the corporate structure again.

Mr. MILROY. AMR is the holding company. American Airlines,
Incorporated is a subsidiary. Flagship International, Incorporated
is another subsidiary, which does business as Sky Chefs.

The CHAIRMAN. All right. Now, Sky Chefs, as I read your testi-
mony last night, serves a multitude of other clients other than
American or in addition to American.

Mr. MILROY. In kitchens where we have space or where an air-
port permits us, we do have other accounts, other airlines.

The CHAIRMAN. And you also run gift shops.
Mr. MILROY. We run airport restaurants and those places where

we have bid on the combination of the food and beverage catering,
and airport gift shops.

The CHAIRMAN. Now, how much of your Sky Chefs business gross
is from American?

Mr. MILROY. Over 75 percent is American Airlines catering,
strictly catering.

The CHAIRMAN. And the other 25 percent is everything else?
Mr. MiLROY. Is a mixture of other airlines, international airlines,

and---
The CHAIRMAN. The restaurants, the gift shops, everything. So,

basically, your overwhelming principal business is serving, in es-
sence, your affiliate-I guess you can call it-since you are both
subsidiaries of AMR.
-Mr. MILROY. Yes, sir.
The CHAIRMAN. All right. Thank you. Now, let me go to World

Services. Explain to me the relations hip to Pan Am and what other
businesses does World Services do in addition to Pan Am?

Mr. BARNES. Mr. Chairman, as of last summer, Pan Am estab-
lished a holding company also-the Pan Am Corporation. And Pan
American World Airways is one company under the holding com-
pany concept, and Pan Am World Services is a second company.
There are others.

The CHAIRMAN. And what does Pan Am World Services do? In
other words, Sky Chefs has got some independent business where
they can work it in with servicing American. What about World
Services? What other businesses is it involved in besides servicing
Pan Am?

Mr. BARNES. The preponderant part of our business in terms of
dollar volume is with the United States Government. We operate
the Air Force Eastern Test Range in Cape Canaveral and the
Arnold Engineering Development Center in Tennessee. We provide
services for a number of other services, like the Army and the
Navy, the Trident Submarine-Base, and other locations.

The CHAIRMAN. So, as opposed to Sky Chefs, the bulk of your
income would be other than from Pan Am flight-related activities?

Mr. BARNES. That would be correct.
The CHAIRMAN. All right. Thank you. I have no other questions.

Senator Long?
Senator LONG. Let me see if I understand this. Is it correct that

Sky Chefs provides services for airlines other than American?
Mr. MILROY. We have 50 other airlines in addition to American,

at some city or another.
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Senator LONG. And you provide services for those other airlines
as well?

Mr. MILROY. Airline catering services. That is correct.
Senator LONG. I think that is a good idea. Airlines ought to find

more ways to use their contract services. I wish they would do that
to baggage. Do they do that for baggage?

[Laughter.]
Mr. MILROY. Excuse me?
Senator LONG. Does someone do that for getting the bags off the

airlines?
Mr. MILROY. No, but I agree with you. They should.
Senator LONG. I will tell you one thing. They do a better job with

the meals than they do with the bags.
[Laughter.]
Senator LONG. I am not talking about American.
[Laughter.]

-- The CHAIRMAN. Is that the end of your questions?
Senator LONG. That is all I have, Mr. Chairman.
The CHAIRMAN. Senator Bentsen?
Senator BENTSEN. I heard someone say the other day that every

layman knows better than anyone else how to build a fire or to run
a hotel or to manage an airline, so I guess you get a lot of free
advice on it. As I think back to what we were trying to do, it seems
to me that we were trying to stop a proliferation of fringe benefits.
I don't think, Mr. Chairman, we were trying to cut out those that
were already in existence.

The CHAIRMAN. With one exception or maybe two. One was we
definitely cut off the parents of airline employees. I mean, WVe knew
what we were doing there.

Senator BENTSEN. You are quite right.
The CHAIRMAN. And while there was some complaint about that,

I don't think that here these companies are asking to have that
back. They are saying just don't treat us any differently than the
fringes that exist for other airline employees.

Senator BENTSEN. I agree. That is a proper correction. And I do
think that when put we in line of business that we don't want to
get into the situation where we have to define line of business for
every business coming along and that grandfathering in the bene-
fits for those that we are receiving is probably the best course to
follow in this kind of a situation. I am interested in knowing, Mr.
Milroy, and others, if we took that kind of a course of action, do
you think that would be the satisfactory course?

Mr. MILROY. That is grandfathering in the employees who had it
only?

Senator BENTSEN. The employees? Yes, the employees who had
that benefit. I rather question that we meant to cut them out
frankly. I know I didn't. That wouldn't be all you are asking for,
obviously. 4 "

Mr. MiLROY. That would be perfectly acceptable, Senater.
Senator BENTSEN. Thank you very much, Mr. Chairman.
The CHAIRMAN. Senator Boren?
Senator BOREN. I am very sympathetic to the problem that Sky

Chefs has been having. Let me just clarify it again. Mr. Milroy, if
the employee of Sky Chefs were the employee of an airline-Air-



177

line X-as opposed to a subsidiary company of the holding compa-
ny, performing the tasks, then they would be eligible, as I under-
stand it, to employee benefits without taxation.

Mr. MILROY. That is correct, sir.
Senator BOREN. So, really the only thing preventing them from

getting the same treatment is the fact that there are two separate
corporations here, albeit they are subsidiaries of the same holding
company?

Mr. MILROY. That is correct.
Senator BOREN. I think clearly it is an injustice, and I have

talked to a number of the employees in the Tulsa area who are im-
pacted by this. And I have talked to them about their duties, which
are very similar as you have said-identical, really, to those who
work directly for airlines. And I think you have made a very good
plnt, and I hope that it is something that the committee can cor-
rect.

Mr. MnIRoY. Thank you, Senator.
The CHAIRMAN. Any other questions?
Mr. BARNES. Mr. Chairman, if I may make one statement with

respect to Pan Am World Services?
The CHAIRMAN. Yes, sir.
Mr. BARNES. The great majority of the employees of our company

are and were employees of Pan Am, and essentially all of the serv-
ices that we provide are airline-related or aerospace-relate, serv-
ices. Thank you.

The CHAIRMAN. Thank you, sir, very much, and we thank the
panel. Now, we will conclude with a panel of Mr. Greenberg, Mr.
Heymann, E.E. Edwards, and Dennis Kenny. Go right ahead, Mr.
Greenberg.

STATEMENT OF JACK GREENBERG, VICE-PRESIDENT, TAXES, IU
INTERNATIONAL, PHILADELPHIA, PA

Mr. GREENBERG. Mr. Chairman and committee members, I am
here today to strongly object both procedurally and substantively
to the provision in the Technical Corrections Act, Section 110(a) of
S. 814, that changes the source of income rules for foreign tax
credit purposes. This provision is not a technical correction in that
it specifically overrides the long-standing Congressional tax policy
concerning 80-20 companies as it affects foreign tax credits. It
would also subject 80-20 companies to two sets of rules for foreign
tax credit purposes, including two de mrinimus rules for the amount
of, U.S. source income the company could receive to avoid income
resourcing. Obviously, this would place a severe and complex ad-
ministrative burden on taxpayers. 80-20 companies are domestic
corporations which - have more than 80 percent of their gross
income from foreign sources. As long as less than 20-percent of a
company's gross income is from U.S. sources, the company is con-
sidered as paying 100 percent foreign source income. Therefore, 80-
20 companies are a congressionaly mandated de minimus safe
harbor to facilitate foreign business transactions without having to
formally incorporate in foreign jurisdictions. 80-20 companies are
subject to U.S. taxation on their worldwide income. Such compa-
nies were not adversely affected by last year's substantive income
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sourcing changes. In specific reliance on expressed statutory provi-
sions, IU has set up and uses an 80-20 company as an integral part
of its foreign operations and has done so for many years. The 80-20
company is essentially directly and indirectly engaged in business
outside the United States, in-cluding substantial financing transac-
tions. In part, it raises funds for non-U.S. sources and then lends
those funds throughout the IU group, which includes U.S. compa-
nies on an as-needed basis. Its income is an integral part of the
overall financing, cash flow, and financial functions of the whole
group. Its business income is for business purposes, not manipulat-
ed income for merely source conversion purposes. The income of
the 80-20 company is subject to both foreign and U.S. taxation. The
80-20 company efficiently, practically, and legitimately promotes
and facilitates financial transactions and functions outside the
United States, permitting more ready repatriation to the United
States of dividends, interest, aiiii--ther income from foreign
sources. Along with the necessary utilization of foreign tax credits
to avoid double taxation of the various incomes. If the provision is
enacted, the supposed technical correction discourages repatriation
of income to the United States and leaves the double taxation. IU
would have to dismantle or completely restructure the 80-20 busi-
•fiess operation because of this supposed technical amendment. If
Congress wants to reexamine 80-20 companies, it should do so sub-
stantively and not as a mere technical correction. If perceived in-
vestment abuses need to be corrected, such legislation shouldbe di-
rected to simpler and narrower remedies to the abuse rate than
the proposed change for all 80-20 companies, including IU's. I
strongly believe that 80-20 companies serve a useful purpose and
must be retained. If not retained, appropriate grandfather rules
should be part of any legislation. We would be glad, Mr. Chairman,
to work with your staff to ensure fair treatment to us while pro-
tecting the Treasury from ingenuous investment schemes. Thank
you.

The Chairman. Thank you. Mr. Heymann?
[The prepared written statement of Mr. Greenberg follows:]



179

STATEMENT OF JACK GREENBERG

VICE PREgSIDENT TAXES, IU INTERNATIONAL

PHILADELPHIA, PENNSYLVANIA

S. 814

THE TECHNICAL CORRECTIONS ACT OF 1985

COMMITTEE ON FINANCE

June 5, 1985
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Under the Tax Reform Act of 1984 (Section 141 of the Act

amending Section 904(g) of the Internal Revenue Code (Tax Code)),

for foreign tax credit purposes, income payments by United

States-owned foreign corporations were subjected to tracing to

the income sources of the corporation, and such income payments

were then resourced from foreign to United States source in

proportion to the portion of the income of the corporation which

-was considered United States source. The income payments are not

subject to resourcing if less than 10% of the corporation's

earnings and profits for the taxable year are attributable to

sources within- the United States. The purpose of this change in

the Tax Code was to prescribe artificial conversion of U.S.

income to foreign income.

The above-described changes in the Tax Code did not apply to

a domestic corporation which had more than 80% of its gross

income from foreign sources (Section 861(a)(1)(B) of the Tax

.Code) and the income payments of which were considered as being

100% foreign source. This type of corporation is generally known

,as an 80-20 company which must have less-than 20% of its total

gross income over a 3-year period from United States sources.

Under Section 110(a) of the proposed Technical Corrections Act of

1985 (TCA 85), the Tax Code would be amended to additionally

-subject an 80-20 company to the above-described tracing and

resourcing rules for United States-owned foreign corporations,

for foreign tax credit purposes.

In a corporate business group, an 80-20 company is a vehicle

to permit and facilitate, under and in accordance with the Tax

Code, foreign transactions/activities by a domestic corporation,
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which are the primary business transactions of such corporation.

The corporation is thereby not forced to incorporate its business

operations in a foreign country to conduct its business. The

80-20 company has been a part of the Tax Code for more than 20

years.

An 8b-20 company pays 100% foreign source income for all

purposes of the Tax Code, so long as it meets and continues to

meet the 80-20 rules, which include a de minimus rule for U.S.

source income allowedto be received by the 80-20 company (less

than 20% of the corporation's gross income over a 3-year period).

If there are perceived abuses of the 80-20 rules by investment

plans promoted by the investment community or by artificial

transactions, corrective legislation should be directed to

simpler and narrower remedies for the abuse rather than the

proposed change for all 80-20 companies, notwithstanding their

bona fide business purposes. Furthermore, such legislation

should not be proposed as being merely a technical correction.

This clearly is a substantive, over-broad proposal to change a

particular tax law passed by Congress, which has a long history

and provides an effective, practical business operation in

accordance with the Tax Code.

Where an 80-20 company is an integral, bona fide part of the

finance and financial functions of a business group, the 100%

foreign source treatment of its income payments should be

continued for all purposes of the Tax Code, including foreign tax

credit purposes. It conforms and is structured in accordance

with the 80-20 provision& and objectives/intentions of the Tax

Code as set by Congress, already is subject to and meets a
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specified U.S. source income de minimus rule, and has been part

of the Tax Code for a considerable time without any "evil" being

seen previously. There is no covert hiding or conversion of U.S.

source income in an 80-20 company which is an integral part of a

business group. The de minimus rule for U.S. source income

permitted' to an 80-20 company is clearly seen, known, and

required to be met with respect to a business 80-20 company.

Correspondingly, the 100% foreign source treatment of income paid

by such an 80-20 company has always been maintained for all

purposes of the Tax Code, including foreign tax credit purposes,

notwithstanding that an 80-20 company's income could include a de

minimus amount of U.S. source income. Why should a business

80-20 company be subject to two sets of rules for foreign tax

credit purposed, including the additional complexity and burden

of tracing income sources, particularly as the second set of

rules appears to be more of the same conceptual requirement which

a- business 80-20 company must essentially already meet in- order

to be an 80-20 company? The proposed "technical change" may

really be objecting to the less than 20% threshold established by

Congress as too high. The threshold is not too high, and any

change is certainly not a "technical" amendment.

The de minimus degree of U.S. source income specified by

Congress for an 80-20 company should not be a particular point of

concern. For example, interest paid on a U.S. bank deposit to a

foreigner is treated as foreign source income for all purposes of

the Tax Code, notwithstanding that the bank's income may be 100%

U.S. source. By comparison, an 80-20 company must have more than

80% foreign source income. It must meet the less than 20% de
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minimus rule for U.S. source -ncome in order to be an 80-20

company. This is not the same case as where U.S. source income

may be connected to foreign source income because such income is

not effectively connected with a U.S. business of the foreign

corporation, or because it is a part of an investment scheme or

because of artificial transactions. A business 80-20 company is

a bona fide business corporation engaged in bona fide business

transactions, which are essentially foreign.

Within a corporate business group such as IU, an 80-20

company is essentially engaged, directly and through subsidi-

aries, in business outside of the United States, including

substantial financing/financial functions. In connection with

financing, the 80-20 company raises its funds from sources

outside the United States rather than within the United States.

Such funds.are lent throughout the IU group of companies, which

includes U.S. companies within the group, since such financing is

done on an available, fungible group need basis. The income of

the 80-20 company is effectively subject, directly and

indirectly, to foreign taxation as well as to U.S. taxation. The

income which it pays is an integral part of the overall

financing, cash flow and financial functions of the IU business

groupi such income essentially funds debt service or other

financial obligations to foreign lenders or obligees. It is

business income, for business purposes not manipulated-income

for source conversion purpose. Although the 80-20 company

receives income from U.S. affiliates as well as from foreign

sources, as long as it meets the de minimus 80-20 rules of the

Tax Code and engages in bona fide business operations, the
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long-recognized 100% foreign source treatment of income paid by

an 80-20 company has efficiently, practicably and legitimately

promoted and facilitated these financial transactions and

functions outside the United States, including as part of such

functions repatriation of dividends, interest and other income

from foreign sources along with the necessary utilization of

foreign tax credits to avoid double taxation of the various

incomes from foreign sources.

Accordingly, we do not believe it is necessary to impose on

an 80-20 company, a second set of rules, including another de

minimus rule, and also adding substantial complexity/duplication

and administrative burdens for foreign tax credit purposes. We

fail to see or understand what is wrong or unreasonable with this

long-standing congressional tax policy of an 80-20 company. The

80-20 company has always been subject to a de minimus rule for

U.S. source income, which is not considered abusive to our

knowledge, and such company has generally worked well within a

business group. The current treatment of a business 80-20

company under the Tax Code should not be changed, particularly

where concerned abuses apparently are seen in investment or other

income conversion schemes of the investment community or in

artificial transactions. Any changes should be directed to the

perceived abuse. Changing- the treatment of a business 80-20

company for foreign tax purposes will cause significant negative

impacts on the foreign income tlows to a business group such as

IU, including the need to go through formal restructurings and

refinancJng to minimize such negative impacts, the possibility of

greater exposure to double taxation occuring on repatriation of
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dividends, the reduction in foreign income repatriation, and the

substantial increase in administrative costs of having to comply

with complex income-tracing concepts in situations where

concerned abuses should not practicably exist.

In summary, we believe that Section 110(a) should be

eliminateci from the TCA 85. It is far too broad and is

inappropriate with respect to a business 80-20 company, for the

reasons described above. Additionally, it proposes a substantive

and burdensome change in the Tax Code. It is not a mere

technical correction and should not be so treated. If a change

in the Tax Code is to be considered here, it should be as a

substantive legislative proposal for example, as in the Treasury

Department Report to the President. Tax Reform for Fairness,

Simplicity and Economic Growth, VoJ]'me 2, page 367). We, of

course, disagree with the appropriat ness of this proposal.

We are proposing changes for - )nsideration of the staff

which we believe will assure fair and continued treatment of

business 80-20 companies while protecting the Treasury from

investment schemes which are intended to only convert the source

of income.
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STATEMENT OF ROGER L. HEYMANN, CPA, HEYMANN, LOEB &
COHEN, P.C., ROCKVILLE, MD

Mr. HEYMANN. Thank you, Mr. Chairman. My name is Roger
Heymann. I am a CPA. I have been in practice for 15 years. I am
here to talk about a problem with the targeted jobs credit and how
it is affected by the alternative minimum tax. Since the alternative
minimum tax has come into inception, there have been a number
of changes whether technical or through the regular code changes
affecting the targeted jobs credit. Now, I would like to approach
the unique aspect of the targeted jobs credits. When a job credit is
taken by an employer who has a program hiring people such ,as
veterans who would be subject-to the credit or aids for dependent
care, it is necessary to subtract the credit from the salary deduc-
tion, increasing income. Now, when you are dealing with a Sub-
chapter S corporation, a partnership or an individual that is on a
cash basis,, what will happen is you will increase their adjusted
gross income. Now, when the credit is not taken due to the alterna-
tive minimum tax, you will have a taxpayer paying taxes or paying
a minimum tax on the credit because of the reduction of the salary
on a benefit that he is not receiving due to the cash basis of ac-
counting and taxation. The credit is carried over to the future, as
changed in the last Technical Corrections bill. This creates a prob-
lem where you may never take the credit at all. My thought on the
matter is that when a taxpayer cannot take the credit, the credit
not taken in that year should be carried forward and added to the
future minimum taxable income and not have generate a mini-
mum tax on the credit that he cannot take in the year that he re-
ceives it. I have clients that hire a number of these people, and-------
what has been happening is they have been discouraged due to the
credit and the fact that they were Subchapter S corporations, they
were found to be paying more taxes by hiring these targeted
groups. In some cases, we have reluctantly eliminated the Subchap-
ter S status and cut back on hiring people from these programs. I
know it is uncertain as to whether the credit will be renewed at
the end of this year, but if it is, I would hope that the alternative
minimum- tax and its application to the credit can be changed so
that where we don't use the credit and it is carried forward, we
would not pay a minimum tax on the credit due to the wage add
back. There is something else that has been entered into the bill
concerning the tax benefit rule, and this- is sort of like the tax ben-
efit rule in reverse, where it increases income but does not reduce
the tax. Thank you, Mr. Chairman.

The CHAIRMAN. Thank you very much. Mr. Edwards?
[The prepared written statement of Mr. Heymann follows:]
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TESTIMONY OF
ROGER L. HEYMANN, CPA

BEFORE THE
SENATE COMMITTEE ON FINANCE

Dear Mr. Chairnmn and Mentlers or This Distinguished Conmittee:

I am Roger L. Heymann, CPA and I am appearing as an expertwitness in regard to the targeted jobs credit and the alternative
" in'lmun tax. I am a certlfled public accountant practicing in-Maryland, District of Columbia, and New York. I have been practicingsince 1972 and also a member of the American Institute of Certified
Public Accountants. I have come to speak to you regarding the
targeted Jobs credit.
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TARGETED JOBS CREDIT

An inequity now exists for individuals, partnerships, and S
corporations, in regard to the wage add on provision of the targeted
jobs credit. If not remedied, this inequity will discourage the use
or the credit for unincorporated businesses and S corporations. The
alternative minimum tax of individuals will apply to the credit
although the tax benefit of the credit may not be realized for years.

In an attempt to encourage the employment of certaln difficult to
employ or economically disadvantaged persons, Congress enacted
legislation to give business employers the incentive to hire members
of certain targeted groups. This is the *targeted Jobs credit"
covered under various parts of sections 51 and 53 of the Internal
Revenue Code. This credit now falls under a general business credit.

The treatment of the credit has changed from time to time. It
has eith-er been treated like the foreignitax credit, reducing the
alternative minimum tax, or has not been' available to offset the
alternative minimum tax. Congress has finally decided that credits
not attributable to prior tax payments should not be allowed as
alternative minimum tax offsets.

The taxpayer will not enjoy the full tac benefit of the targeted
jobs credit (a"non-refundable credit) which is otherwise allowable

.for the taxable year against regular tax. Congress has permitted an
election 51(J)(1) and under 55(C)(3) permits an additional carryover
of a non-refundable tax credit equal to the tax benefit of the credit
lost due to the imposition, of the alternative minimum tax.

There is a unique problem! The employer's deduction for wages
paid must be reduced by the full-amount of the targeted jobs credit,
without regard to the ayailability of the, full tax benefit. We have
converted the uduseq credit into a tax! preference item for
individuals Of smali businesses, partnerships, and S corporations.
In .a year when the 'taxpayer has received no cash benefit, a cash

-basis taxpayer will still be paying 20$ tax. Therefore, the credit
generated by the training of the targeted group becomes a loss. An
add on of $1.00 of wage adjustment, can create a 20 oent alternative
minimum tax without the use or benefit of the' credit. Not using the
credit was not the intent of Congress. The problem is that you may
niver benefit from the use of the credit.
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The targeted jobs credit is unique because it increases the
taxable income of individuals without a real increase in cash
received. Providing training and generating Jobs is also unique.
Private employers training and employing the potentially unemployable
will save many government dollars. I believe that is the intent of
Congress.

The solution to this problem is that Form 6251 be amended and
Congress permit the unused credit to be an adjustment either reducing
or increasing the A.H.T. taxable income. A line similar to lIne
2(e) of form 6251 would be a good way to approach this adjustment.

An approach similar to 55 (e) (the net operating loss provision)
in order to arrive at the alternative tax targeted Job credit to the
extent the credit creates a tax preference increase in income.

The unused credit can be an alternative minimum tax itemized
deduction. - When used in the future, it can be arnaddition to the
Adjusted Gross Income.

In my work with labor intensive organizations, I have observed
the direct financial benefit to persons formerly called eoonomioally

.disadvantaged. They are now called taxpayers thanks to Congress and
the targeted Jobs credit. I am very grateful for you permitting me
to share my views.

STATEMENT OF E.E. EDWARDS III, CHAIRPERSON, DEFENSE
FUNCTION COMMITTEE, SECTION OF CRIMINAL !JUSTICE,
AMERICAN BAR ASSOCIATION, WASHINGTON, DC
Mr. EDWARDS. Thank you, Mr. Chairman. My name is E. E. Ed-

wards, or "Beau" Edwards in Nashville. I am a practicing lawyer
in Nashville, Tennessee, and I am representing the American Bar
Association,. and I suppose you could say indirectly I am also repre-
seriting the point of view of a number of other bar groups around
the country-the American Trial Lawyers Association, the Nation-al Associatin of Criminal Defense Lawyers, the New York City
Bar, the Dade County Bar, the Illinois State Bar-a number of bar
groups that have expressed a deep concern about an unanticipated
impact on the attorney-client relationship in this country as a
'resut of. the. enactment of Section 6050() which is the currency re-
porting requirement extension to people engaged in a trade or buMi-
ness. I think the best way to illustrate the problem is for you to
consider a man who believes he may have a legal problem of some
sort and walks into a lawyer's office to seek advice and counsel.
Now, assume if you will that the person enters the lawyer's office
feeling that he has a problem, but so far no one else has become
aware of the potential problem. He talks to a lawyer, explains the
problem. The lawyers listens and tells the man: Yes, I believe you
have a serious legal problem, -one- that is likely to take considerable
time and effort to deal with. And the man says, well, Mr. Lawyer, I
would like to retain you to represent me, and I would like to pay
you in cash. And they discuss a retainer and it is agreed to. If the
retainei' is more than $10,000, or if it reaches over a period of time
more than $10,000 accumulatively, the first thing the lawyer is
going to have to say to his new client is: I will be appy to repre-
sent you. I will do everything that I can that is ethical and legal to
protect your interests and defend your rights, but first, I want you
to give me your name and Social Security number, passport

50-278 0-85-7
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number, and I am going to report you to the Government. Well, ob-
viously, that has an extraordinarily chilling effect upon the exer-
cise of the citizen's right to have legal counsel, a right that in
many circumstances is protected by the right to counsel of the
Sixth Amendment. Citizens have always been able to go to a
lawyer whenever they felt the need and get advice, without the
fear that the confidentiality that has always been accorded that re-
lationship will be breached. I suggest that the fiscal impact of ex-
empting attorneys' fees and expenses from 6050(i) would be mini-
mal. But what I think is important to point out is that cash pay-
ments to lawyers are going to be reported under the Bank Privacy
Act anyway. The lawyer is going to report the money when he de-
posits it to his law firm account. It is just that he will be reporting
his name, his taxpayer identification number, and not his client's,
and it is the client that we seek to protect by asking for the exemp-
tion of legal fees and expenses.

The CHAIRMAN. Thank you.
Mr. EDWARDS. Thank you very much.
The CHAIRMAN. Thank you. Mr. Kenny?
[The prepared written statement of Mr. Edwards follows:]
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Mr. Chairman and Members of the Committee:

My name is E. E. Edwards, III. I am a trial attorney and partner in

the law firm of Edwards, Turner and Thompson In Nashville, Tennessee. I

appear before you today on behalf of the more than 315,000-member

American Bar Association.

Currently, I serve as Chairperson of the ABA Criminal Justice

Section's Defense Function Committee. The Criminal Justice Section is

one of two Sections within the Association that have been asked by the

ABA House of Delegates to Implement the position that I vAll articulate

in this statement.

The American Bar Association includes within its organization a

diverse array of law practice disciplines. Some of the Sections

representative of these disciplines include "Criminal Justice,"

"Corporation, Banking and Business Law," "Real Property, Probate and

Trust," and "Taxation."

All segments of the justice system are also represented in the

Association. It Includes judges, prosecutors, defense attorneys,

academics and others.

In February 1985, the American Bar Association adopted a policy

expressing concern about the ramifications of recently enacted 26 U.S.C.

S60501. Other organizations have passed similar resolutions. These

include, for example, the American Trial Lawyers Association, the

Illinois Bar Association, and the Association of the Bar of the City of

New York. Examples of these resolutions are attached as Exhibit "A."

I appear before you to detail the reasons that lead to this policy's

passage. I will also explain why it is appropriate for this Committee to

amend S. 814, the Technical Corrections Act, to address the concerns that

prompted the ABA to adopt this policy. The amendment we suggest as a

I
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remedy to the unique dilemma posed for both attorneys and their clients

by J6050I would include an exemption from that section's reporting

requirements for the attorney-client relationship.

BACKGROUND ON PRESENT LAW

Section 60501 of Title 26 of the United States Code was one of the

tax reform measures included in the Deficit Reduction Act of 1984. The

statute provides that any person who receives more than $10,000 in cash,

including foreign currency, in the course of trade or business must file

a return with the Internal Revenue Service stating:

(1) the name, address and tax identification number
of the person from whom the cash was received;

(2) the amount of cash received;
(3) the date and nature of the transaction; and
(4) such other information as the Secretary of the

Treasury may require.

The reporting :equirement applies if the cash is received In one

transaction or "two or more related transactions." The temporary

regulations and Internal Revenue Service form issued to implement S60501

state that the report must be filed by the 15th day after the date of the

transaction.

The statute imposes a second reporting obligation. Every person who

filed a currency transaction return of the kind described above must

annually furnish to each person whose name is set forth In the return a

written statement showing; (1) the name and address of the person

submitting the return; and (2) the aggregate amc.unt of cash received by

that person. This statement must be furnished to the payor on or before

January 31st of the year following the calendar year in which the

currency reporting return was filed.

The statute exempts three categories of cash transactions from the

reporting requirements: (1) cash received in a transaction reported

under Title 31, if the Secretary of the Treasury concludes that this

... . .~ ~ M I I I I I
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would result in duplicate reporting; (2) cash received by financial

institutions, as that term is defined in 31 U.S.C. S5312(a)(2); and (3)

except to the extent provided for in regulations, transactions occurring

entirely outside the United States.

PENALTY PROVISIONS

Civil penalty provisions of Title 26 are applicable to faili:.g to

file or furnish the currency transaction reporting return or the annual

statement. Penalties under S6652(a)(1) apply to failure to file the

S6050I return.

Section 6652(a)(1) provides that each failure to file a return is

subject to a $50 penalty "unless it is shown that such failure is due to

reasonable cause and not willful neglect." The total penalty imposed

during any calendar year cannot exceed $50,000.

Penalties under SS6652(a)(3)(A) and 6678 (a) are applicable to both

the Internal Revenue Service return that must be filed and the annual

statement that must be provided to persons who are the subject of the

return. Section 6652(a)(3)(A) provides that if the failure to file the

return is "due to intentional disregard of the filing requirement," it is

subject to a $100 penalty and the $50,000 annual limitation does not

apply. Section 6678(a) provides that each failure to submit an annual

statement to the payor is subject to a $50 penalty unless the failure is

due to reasonable cause and not to willful neglect. Again, the total

penalties assessed during any calendar year cannot exceed $50,000.

In addition to the civil penalty provisions, the IRS has announced

that a willful. failure to file the currency transaction reporting return

or to disclose information required by the form may result In a

misdemeanor criminal prosecution under 26 U.S.C. S7203. A copy of the

IRS press release is attached as Exhibit "B."
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LEGISLATIVE HISTORY

The tax reform bill introduced in the House of Representatives during

the 98th Congress did not contain a currency transaction reporting

requirement. It was first proposed in the "Omnibus Reconciliation Act of

1983" introduced as Senate Bill 2062.

An excerpt from the Senate Budget Committee report discussing the

relevant portion of the bill is attached as Exhibit 11C." It provides

some language important to understandinG the legislative intent in

passing the reporting requirement.

The report expresses the Committee's concern that "approximately 80

percent of the revenue lost through noncompliance (with the tax laws) is

attributable to the underreporting of income." It notes a 1981 IRS

estimate that taxpayers filing returns failed to report $134 billion in

income and that non-filers failed to report an additional $115 billion.

This resulted in total lost tax revenues of $55 billion. Unreported

income generated from illegal activities resulted in an additional $9

billion in lost tax revenue. The report then states the Committee's

belief that "reporting on the spending of large amounts of cash will

enable the Internal Revenue Service to Identify taxpayers with large cash

incomes."

These passages make it clear that the purpose of the currency

reporting requirement, as envisioned by the Senate Budget Committee, was

to raise tax revenues by identifying individuals who were not accurately

reporting their incomes. It was not viewed primarily as a criminal law

enforcement measure.

The report also makes it clear that the reporting requirement applies

with respect to any receipt of cash in connection with a trade or

business "whether or not the receipt constitutes income I the trade or

business." Therefore, If a retainer fee in excess of $10,000 is
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deposited to an attorney's trust account, it would still have to be

reported, even though the fee will be earned over a period of time, as

services are rendered. Likewise, any cash sums that are the property of

an estate or a client that are deposited with an attorney would also have

to be reported.

The Conference Committee appointed to resolve differences between the

House and Senate bills decided to include the currency transaction

reporting requirement in the final Act. An excerpt from the Conference

Committee report is attached as Exhibit "D." It Is qIgnificant because

It does not raise any addition points indicating that monies exchanged in

the attorney-client relationship were intended to be embraced by the

reporting requirement.

IRS FORM 8300

The Internal Revenue Service has issued Form 8300 for reporting

currency transactions. A copy of the form is attached as Exhibit "E."

Tne form is significant In several respects.

As noted previously, the statute requires recipients of cash to file

a return identifying the person "from whom the cash was received." The

"plain meaning" of this phrase indicates that If a third party physically

delivered a cash fee on behalf of the client, the return would only have

to identify the third party.

Form 8300 alters and greatly expands the "plain meaning" of this

statutory phrase. Part I of the form requires that identifying

information be provided about the individual or organization "for whom

this transaction was completed." Part II of the form requires the same

information for the "individual conducting the transaction...." The form

states that Part II is to be completed "only if an agent conducts a

transaction for the person in part I." Thus, the form clearly requires
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disclosure of the actual client's identity even if he does not personally

tender the cash fee.

The form requires that the recipient of the cash disclose the

following information about the payor and the transaction: (i) full

name; (2) address; (3) employee identification number; (4) passport

number and country of issuance; (5) allen registration number and country

of issuance; (6) amount of cash received; (7) amount of cash received in

the form of $100 bills; (8) nature of the transaction by general category

(e.g., "business services provided"); (9) description of the property or

service involved in the transaction; (10) method of payment (U.S.

currency, coin or foreign currency); and (11) the date of payment. The

recipient must also disclose his own name, address and social security or

employee identification number. The form must be signed under penalty of

perjury.

The "General Instructions" accompanying the form contain a statement

which provides some insight into IRS' view of the purpose of the currency

reporting requirement:

"The Paperwork Reduction Act of 1980
says we must tell you why we are collecting
this information, how we will use it, and
whether you are required to provide it to
us. The requested information Is useful in
criminal tax and regulatory investigations.
In addition to directing the Federal Govern-
ment's attention to unusual or questionable
transactions, the reporting requirement
discourages the use of currency in illegal
transactions."

This statement reveals that the IRS views the currency reporting require-

ment as a tool for investigating and deterring criminal conduct, rather

than a mechanism for raising tax revenues.

The instructions also state that the form is to be filed by the 15th

day after the date of the transaction, either with the Internal Revenue
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Service Data Center In Detroit, Michigan or by hand delivery to any local

IRS office.

If the aggregate amount of cash received In two or more Installment

payments exceeds $10,000, the 15 day period Is measured from the date of

the payment that causes the aggregate amount to exceed $10,000.

Finally, In defining what constitutes a transaction in cash, the-form

provides that the reporting requirement applies only to the physical

receipt of cash. It states, "A transaction In cash does not include a

receipt of funds by means of bank check, bank draft, wire transfer, or

other written order that does not include the physical transfer of cash."

TEMPORARY IMPLEMENTING REGUlATIONS

On May 23, 1985, the Internal Revenue Service published temporary

regulations in the Federal Reaister to implement S6050I. A copy is

attached as Exhibit "F." It was made clear that "...these regulations

require attorneys to report with respect to the receipt of cash in excess

of $10,000...." Nevertheless, tacit recognition of the potential

problems that reporting might pose for attorneys was evidenced by the

statement, "ITIhe (Internal Revenue] Service will entertain comments from

the legal community concerning the possibility of developing an exception

to the reporting requirement for Information on transactions which might

fall within the scope of the attorney.-cllent privilege."

The announcement accompanying the regulations stated, "...ithere is

a need for immediate guidance. Therefore, these regulations have been

published in question and answer format in order to facilitate their

timely publication." In order to provide this guidance, a number of the

"answers" included in the regulations contain examples of scenarios to

illustrate the point being made. Several of these (e.g. Q-5, A-7,

A-9(b)) specifically mention attorneys. Others mention situations often
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encountered by attorneys, such as those involving trusts, escrow

arrangements, real estate transactions and debt collection.

The use of specific references to attorneys ard matters that the,

frequently handle serves to illustrate the anticipated extent to which it

can be expected that S6050I will Impact on the attorney-client

relationship. Nevertheless, as has been indicated previously in this

statement, the legislative history gives no indication that Congress

considered potential ramifications for that relationship. The remaining

portion of this statement provides a cursory review of some of the

problems it poses.

QOB.EMS POSED BY THE REPORTING REQUIRE ENT

Government within our country, at all levels, has historically

recognized that certain relationships should be zealously protected from

unwarranted intrusion, public or private. Among these, the

attorney-client relationship is universally recognized and honored.

The currency transaction reporting requirement poses a serious threat

to the Integrity of the attorney-client relationship, particularly in the

criminal defense area. The requirement that defense attorneys inform the

IRS when a client pays a cash fee in excess of $10,000 will have a

destructive effect on the actual ability of clients to retain lawyers.

It will also adversely affect the trust and confidence essential to a

meaningful attorney-client relationship.

Furthermore, the attorney's submission of the form will generate

evidence which could be used again-1 the client in a prosecution for tax

evasion, participation in a continuing criminal enterprise, and other

federal criminal offenses. It is also likely that defense attorneys who

submit the forms will find themselves designated as government witnesses

and disqualified from further representation of their clients.
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Undercover operations designed to trap lawyers into violations of the

reporting requirements are also a very real possibility.

The attorney-client relationship is so central to the position of the

citizen vis-a-vis the government in our country that it is guaranteed and

protected by the Slith Amendment. At the core of this relationship

guaranteed by the Amendment is the attorney-client privilege. Citizens

must have the freedom to obtain and pay for legal consultation privately,

without fear that their lawyer will be required to report the formation

of the relationship or any details concerning it to anyone, Including the

government.

The policy behind the attorney-client privilege is to promote

"freedom of consultation of legal advisers by clients" absent any

apprehension that disclosures concerning the consultation can be

compelled. United States vs. Hodge and Zweig, 548 F.2d 1347, 1353 (9th

Cir. 1977), citing 8 J.Wigmore, Ividence, 52291 at 545 (HcNaughton Rev.Bd

1961). Accord In Re Grand Jury Investigation, 723 F.2d 447, 451 (6th

Cir. 1983). As a practical matter, if a citizen knows that information

could "more readily be obtained from the attorney following disclosure

than from himself in the absence of disclosure," the citizen will

naturally become reluctant to seek out legal advice and to confide in his

lawyer. Fisher v. United States, 425 U.S. 391, 403 (1976). It is

virtually assured that 56050I's application will insidiously undermine

the basic trust and reliance which citizens must have when they seek

legal counsel.

In many instances 560501 will also directly violate the attorney-

client privilege. It is frequently stated that "absent unusual

circumstances the identity of the client does not come within the

attorney-client privilege," Gannett v. First National State Bank of New

Jersey, 546 F.2d 1072, 1073 n.4 (3rd Cir. 1976), cert. denied, 431 U.S.



201

954 (1977); In Re Grand Jury Procedures (Pavlick), 680 F.2d 1026 (5th

Cir. 1982)(en banc), and that the legal fee paid by the client is also

not within the privilege. See In Re Michaelson, 511 F.2d 882, 888 (9th

Cir.), cert. denied, 421 U.S. 978 (1975); In Re Grand Jury Proceedings,

517 F.2d 666, 670 (5th Cir. 1975). So many circumstances have been

identified as exceptions, however, the exceptions have become as

prevalent as the general rule.

Courts have decided the applicability of the privilege based upon a

case by case analysis. Never has there been any willingness to permit

wholesale disclosure requirements, some of which would clearly invade

constitutionally protected rights and relationships.

The client's identity is protected by the privilege when the client

himself would be privileged from such a disclosure. See Fisher, supra

425 U.S. at 404. For example, when a client would have a fifth amendment

privilege to refuse to answer questions about cash payments made by him,

his attorney could not be compelled to disclose facts about the payment.

Where a strong possibility exists that disclosure of information

would implicate the client in the very matter for which legal advice was

sought, the privilege applies. In Re Grand Jury Subpoeklas Duces Tecum

(Marger/Merenbach), 695 F.2d 363, 365 (9th Cir. 1982); In Re Walch, 623

F.2d 489, 495 (7th Cir.), cert. denied, 449 U.S. 994 (1980); In Re Grand

Jury Investigation (Tinari), 631 F.2d 17, 19 (3rd Cir. 1980), cart.

denied, 449 U.S. 1083 (1981). The client's identity Is also privileged

where the disclosure would be tantamount to disclosing an otherwise

protected confidential communication, Baird v. Koerner, 279 F.2d 623, 632

(9th Cir. 1960), and where so much of the actual communication has

already been disclosed that identification of the client amounts to

disclosure of a confidential communication. NLRB v. Harvey, 349 F.?d

900, 905 (4th Cir. 1965); United States v. Trainer, 511 F.2d 248, 252
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(7th Cir. 1975); Colton v. United States, 306 F.?d 633, 637 (2nd Cir.

1962). ge=t. denied, 371 U.S. 951 (1963). Another exception Is

recognized when disclosure of the identity of the client would provide

the "last link" of evidence in an existing chain of Incriminating

evidence likely to lead to the client's indictment. In Re Grand Jury

Proceedinixs (Pavlick), supra; In Re Grand Jury ProceedinAs (Twist), 689

F.2d 1351, 1352-2 (11th Cir. 1982).

From a broader perspective, every reported case construing the

attorney-client privilege arose because the government was focusing, in

some manner, attention on some individual who happened to be the

attorney's client. The individual had been subpoenaed, or arrested, or

indicted, or in some manner had come to the attention of the government.

For the first time in our history, 560501 marks a basic departure

from every reported case. For now, a lawyer will be placed in the

position of "waiving the flag" at the government and calling the

government's attention to a client, in whom, the government may have had

no interest. This would be triggered simply by the client's seeking to

obtain legal assistance and paying in cash.

Lawyers in many states will have an ethical duty to resist the

application of S60501 to their clients under their duty to "preserve the

confidences and secrets of a client" Canon 4. This Canon has been

widely construed as establishing a duty for lawyers to protect more than

only the privileged disclosures of their clients, but extending to any

matter which "could be embarrassing or would likely be detrimental to the

client." Disciplinary Rule 4-101(a); Standard 28(c); Ethical

Consideration 4-1 and 4-5. See State Bar of Georgia, Advisory Opinion

Number 41 (September 24, 1984); District of Columbia Bar Association,

Committee on Legal Ethics Opinion, Committee on Legal Ethics Opinion

Number 124 (March 22, 1983); Philadelphia Bar Association, Professional
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Guidance Conmittee Opinion Number 81-95 (undated); Birmingham Bar

Association, Opinion of Professional Ethics (unnumbered) (January 9,

1981); Connecticut Bar Ascociation, Committee on Professional EThics

Informal Opinion Number 81-3 (October 9, 1980). Several of these ethical

opinions also suggest that an attorney has a duty to utilize all

appellate avenues before making any compelled disclosure.

The target of S6050I was obviously the disclosure of large consumer

transactions, not transactions relating to privileged relationships

which, in economic terms constituLe but a drop in the bucket. Because

the attention of Congress was focused on other types of transactions,

apparently no thought was given to the Impact of S60501 on attorney-

client relationships.

We urge that, by amending S. 814, transactions which establish or

maintain a privileged attorney-client relationship be exempted from the

application of §60501. Such an exemption would avoid a quagmire of

litigation, including questions of constitutionality, and would detract

little from the overall Impact of this section's Intended purpose --

revenue collection.

CONCLUSION

In suvary, three points are important to reiterate;

1. It seems readily apparent that Congress, in passing S60501, did

not focus on Its potential impact on the attorney-client

relationship and did not intend to affect that relationship.

2. The purpose of the currency reporting requirement was to raise

tax revenues not to create a new criminal law enforcement

measure.

3. Section 60501, however unintended, seriously erodes the

confidentiality of attorney-client relationships. It threatens

the ethical obligation of attorneys to protect their client's
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secrets and confidences. In certain circumstances, it would

violate the attorney-client privilege and would be unenforceable

as an unconstitutional violation of the Fifth and Sixth

Amendments. Furthermore, the revenue to be gained by eroding

the attorney-client relationship is minimal.

Therefore, it Is wholly appropriate for the Committee on Ways and

Means to include a provision In S. 814 exempting the attorney-client

relationship from the requirements of S60501 of the Internal Revenue

Code. This Is a practical application of the technical corrections

process to clear up a problem that Congress never intended to create by

enacting the law.

Thank you very much for the opportunity to bring this to your

attention.

Attachments

1104c
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American Bar Associati n" T  '
• ma ua 312/988-5155

March 18, 1985

Honorable Daniel Rostenkowski
Chairman, Committee on Ways and Means
U.S. House of Representatives
Washington, D.C. 20515

RE: Deficit Reduction Act

Dear Mr. Chairman:

At the meeting of the House of Delegates of the
American Bar Association held February 18-19, 1985,
the attached resolution was adopted upon
recommendation of the Illinois State ar
Association. The action taken thus becomes the
official policy of the Association in this matter.

Thik resolution is transmitted for your information
and whatever action you say deem appropriate. If
hearings are scheduled on the subject of this
resolution we would appreciate your advising
Robert D. Evans, Director of the American Bar
Association Governmental Affairs Group, 1800 M
Street, N.W., Washington, D.C. 20036, (202/331-2214).

Please do not hesitate to let us know if you need any
further information, have any questions or if vs can
be of any assistance.

William H. Neukom

WHN:dub
Attachment
1619f/0268q/0269q

cc: Jon W. DeMoss, Esquire
President, Illinois State Bar Association

Robert D. Evans, Esquire

750 NORTH LAKE SHORE DRIVE, CHICAGO, ILLINOIS 60611
TELEPHONE (312) r4&5000
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Resolution Adopted
by the

American Bar Association
House of Delesates

1985 Midyear Meeting
February 18-19, 1985

Report No. 8C

BE IT RESOLVED, That the American Bar Association expresses
deepest concern over the effect upon the attorney-client
privilege and upon the confidentiality of the attorney-client
relationship of Section 60501 of the Internal Revenue Code,
added by Section 146 of Title I of the Deficit Reduction Act of
1984, which requires disclosure of certain cash receipts in
excess of $10,000;

BE IT FURTHER RESOLVED, That the American Bar Association
urges the Department of the Treasury to delay issuance of

% regulations implementing Section 60501 with respect to receipt
by lawyers of cash fees or expenses for legal services until an
appropriate solution to this problem can be devised; and

BE IT FURTHER RESOLVED, That the Sections of Taxation and
of Criminal Justice be authorized and directed to work with
Treasury Department and Internal Revenue Service officials and
with appropriate Committees of the Congress in an effort to
exempt from disclosure requirements cash fees or expenses
received by lawyers for legal services.

1577f/2
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': kf TIE ASSOCIATION OF TRIA'. LAWYERS OF AmERIC.A
1050 31ST STREET. NAN.. % ASHIGTO\. D.C. 20001.4499 42021 965.3500

CRI\MIN1AL L VA SE (, 1ON

May 1, 1985
Jack B Zirrrenr-,j.r

Five Post Cak ark
Suite 1130
Houston, 7). 77027
(713) S52-CK3.Z,
Frar L$i I "Af.rrj-,

Firmr Vice C0i
100 H ,f S .r::
Movi, , , H. J

John F Ro-j-.'
Secor- \,P, Cr J r--..

1O60 Bc ,e.' R.-
P 0 Bo %
Vist IIJ!m Bei , IVL VA )41

(3051 04J

Joseph LamcNi. Jr

$cre Ian
Fourteer, F'kicr
Three P cn (Cntr F'.4,:
Phije pJta PA 19:C.

00 1 49bO' 05

Barry Tarlow, Esquire
9119 Sunset Boulevard
Los Angeles, California 90069

Dear Barry,

Enclosed is a copy of the Resolution passed
by the Board Of Governors of the Association of
Trial Lawyers of America at its meeting in Austin,
Texas on April 26, 1985.

Please'advise me as soon as possible as to
who I should contact, or advise the appropriate
person to contact me, so that the Association of
Trial Lawyers of America can work in conjunction
with the American Bar Assoqiation and National
Association of Criminal Defense Lawyers on this
matter. Our civil lawyers were as concerned about
this as were the criminal defense lawyers.

ATLA's 50,000 members should be a positive
influence In this fight.

Sincerely,

J B. Zimmermann

JBZ/wb

Enclosure

cc: National Officers & Executive Committee
Officers, Criminal Law Section
Ms. Marianna Smith
Mr. Alan Parker
Mr. Michael Starr
Mr. Sidney Bernstein
Mr. Mark Kadish
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BE IT RES LVED, that the Criminal Law Section of the

Association of Trial Lawyers of America expresses deepest

concern over the effect upon the attorney-client privilege and

upon the confidentiality of the attorney-client relationship of

Section 60501 of the Internal Revenue Code, added by Section 146

of Title 1 of the Deficit Reduction Act of 1984, which requires

disclosure of certain cash receipts in excess of $10,000;

BE IF FURTHER RESOLVED, that the Association of Trial

Lawyers of America urges the Department of the Treasury to delay

issuance of regulations implementing Section 60501 with respect

to receipt by lawyers of cash fees or expenses for legalservices

until an appropriate solution to this problem can be devised; and

BE IT FURTHER RESOLVED, that the Board of Governors of the

Association of Trial Lawyers of America appoint the Chairman of

the Criminal Law Section to head a committee to work with

Treasury Department and Internal Revenue Service Officials and

with appropriate Committees of the Congress in an effort to

exempt from disclosure requirements cash fees or expenses

received by 1 wyers for legal services.

S ne Bernstein, ck B. himermann
rmer Chairman hairman/

Criminal Law Section Criminal aw Section

Kluwer Law Book Publishers, Inc. Law Offices Of Jack B. Zimmermann
The Bar Building Five Post Oak Park
36 West 44 Street Suite 1130
New York, NY 10036 Houston, Texas 77027
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New s "Internal Revenue Service
Public Affairs DivsionWashigton, DC 20224
Med. Contact TM (202) 884024

ForfMle: 1.2/20/84 COP" - Te (202) f66.4054

IR-84-132

Washington -- The Internal Revenue Service today announced

the availability of Form 8300. Report of Cash Payments Over

$10,000 Received In a Trade or Business.

The Tax Reform Act of 1984 provides that any person who In

trade or business receives more than $10.000 In cash, Including

foreign currency, after 1984 In one transaction or related

transactions must file a return of this Information to the IRS.

Banks and other financial Institutions required under the

Bank Secrecy Act to report cash transactions of more than

$10,000 to the Treasury are not required to file Form 8300.

Also, reporting is not required for transactions entirely

outside the United States.

Form 8300 contains provisions for the payer's name, address

and tax Identification number, the amount received and the date

and nature of the transaction. The law requires that a written

statement must also be provided to the payer. A copy of Form

8300 may be used as the statement.

A person who fails to file required Forms 8300 with the IRS

or to furnish the payer with the required statement Is subject

to a $50 penalty per failure, up to a $50,000 maximum penalty

per calendar year. No penalty will be imposed If the failure

Is shown to be due to reasonable cause and not to willful

neglect. If the failure to file Form 8300 is, intentional, the

M[ORE
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-2-
civil penalty increases to $100 per failure, without the

$50,000 annual limitation. Any taxpayer who willfully falls to

file Form 8300 may be subject to a criminal fine of not more

than $25,000 -- $100,000 in the case of a corporation -- and

imprisonment for up to one year.

Forms can be obtained from the appropriate IRS Forms

Distribution Center.

x X- x
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to r, in an ad.itimi $ Wli of m

wdi, ttA .r ca te 1* at burp .umb ofM'
WM w bl the & nn !a" armv to ift* Wi,

In addihm the befi v t'a a moommea .
-o f - h"Lm po i U of PjW tv qa
t~ bbwd ; to doTm-&m d- Deyin Sm'fm ( a ca

t~a o vh m)wil~a~ k e lntitiamwl 3im

Sp of al oymatatw ~Ac~eime invlm omga1=a bof m
deduce

CA~h frusdo-maml the bll.U, y W who womg a
his own Accot or the -*of antb eab in -W. mem
a trade or buin will be requiW to vepr an any Irauf -
which the a ramit ci th ib oh . $1O,0s0S or OMM A b
acio mibject to ax~z any Ck ombnd
in r d~e with the pmx din af= ar donth u
or ezrhsna. of Ow~Nty theoa at a of a k or crdU
the aur--i o--m~iamus rm i rtn Pt
this puzpss a son of rahktm - will be tod -i1 a
mingl a on

ThIN now reaog rwurn mWith rmd to n
mmtpt a(o cash in a=n. Wit a trb or' lasm wo' or

MAt&r- Co3d -m in the tra& or Tlafm
a iin h or ad mi fa=invn' o
,,r f tr a is ,umwdA A the o k

smn1 or kv the ao~m dl anib Am aEY
the m of ba~t mon ao ==t m
4WA&t
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EXHIBIT "D"

DEFTCrT REDUCTION ACT OF iMU
P.L. M-U
(p e IMf

ary may, if he considers it appropriate, provide for an exception
from reporting for inter t paid on credit cards that an secured by
red property. This exception would be appropriate if the Secrea r
determines that such interest Is most likely to show on rewrns as
interest on credit cards rather: thain home Mortgage interest. The.
conferees do not intend that the Secretary except from reporting
interest that is reported oan Schedult A as home mortap interest.
The agreement also provides the. SerAV47 with authority to isue
rLguions to eliminate duplicative reports. *..

confereM anticipate that recipients of morta Interet wM
require the payor to fuis his taxpay identification number M
I of the mortgage loan approval or dos PIC I:= for mg

entered into after December 31, 1984 ' . - • , : . *

monpge lons in eristenco on Decembe 1
94, conferes anticipate tt the So=rtary will ruJir reci

en 'ta of' mortgage interest. to request, at leAs 0nce a Yea, frmea
psyvr the payor's taxpayer identificMato number, uwmn the r ..
ent already hau the O&ycre, number In its ccoun syOm O.
confer anticipate that the Someta7 will pat e q
for a p yor's taxpayer identification number. to be Included in therecipient's r i of either payment a bookles or;,
Annual statements to the p y. Recpients will not be reuired Wo
make separate maiLnp, o :hm request, unAl the recipient de
not otherwise contact -the payo at leat once emch calendar year..
The confree anticipate tha the flrst requa will be made as soon
as practicable, but in no event later than with the first m bythe recipient to the oin 198&. Te conerees also anticipate
that recipients wi.l noMy psyorsthat the Interal Revenue Service
requires the payor to furnish its taayer identifRcation number in
order to verify the payor's deduction for mortg interest and that
the p.yor is subject to a $50 penalty by the Intornal Revenue Sa.
ice if the payor fails to furuni its taxpayer identification number.
If the interest. recipient makes the annual requests desribed.
above, and properly and promptly procem the rmpons, it WilL
not be subject to" any peialty for falur to Include-aT on its
information return, to the Iternal Revenue Service bemuse the
payor's failure to supply the requtd number will constitute re-
sonable cause for f..um to ply the number to the Internal R.
enue Servie. .

The conferees intend that the Sece7 W C0rd 'te"the .WVeuire
meant that a statement be furnished to the payor under this provi-
sion with other req ments such as t Fedml .mot '
programs, that m statements be furised so that dup vae
reportig i

L Returns relating to cas received In a trade or busine

Under the Bank Sece Act, certain banks and other finn "l
Institutions are required to report cash tansans of more than
$10,000 ...

" [ (9b1 .
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. LEGISLATIVE HISTORY,-
P.L -30
(par W)

Srda amendnun
A Person enpg in a trade or business who receives., in the

course of the trade or business, 110,000 or more in cash or fore*
currency in one or more related transactions must report it to r
Internal Revenue Service and provide a statement to the payor.

. Amounts required to be.reported under the Bank Secrecy Act are
excepted from this Teporting requirement.* Present law penaltim
for other falure tW Me information returns and statements appl

Uly., $,50.per failure exmpt in casm ofintentional disregra
T ln oa Ps elff*ye for amounts received after ber 81.
1984"•:

,Te conference arM enMt $enerallyfollowi thd Senate amend.
went. Thus, reportis required only for payments of more tLh
$10,000 that are eived by a perwn in the wurse ofrhis trade or
businem. Reporting - nit r4ured on payments (a) that ar r*s
ceived in a transaction nrvported under the DIanSr e Act if the
Secretary determine" that the-report under this provision would
dupliate the report under Bank Secrecy "(b) that are received
b Ctnain spfied financial insttutions. within the w nngof

.61 Bnk Secrecy AcL .
I With repact to th6 specified financial .nsutons, the confer
ea'do not intend to affect the detailed TV rt0g rules and excep"
tios whicb .Tras r h developed. The th catofiies of finazn
cis) institutions that'are not specified w ixept r reporting
under this p visi have genirly bn'eee by Treusury
from ak Secrec reporting. Example. of.tbein other entities am
certain dealers in predo .meta sane'v s;e pawrbrokers
Joe or finnoe mpaz iu.ra company s an veP aen-
cia. These entities ae required to report- under this new provion
To the extent tht Treasury also requires that the7 report transac-
tions under Bank Secrecy. the Secretary can pvide that duplica-
tive reports that would be made on the transations pursuant to
this pmvision need not be mad . .. '. e-
-The conferee. understand that the tres . . cosiderng -

tending certain Dank Swrey Act reporting to Ca"An a and other s
tblishmenta. To avoid duplicative reporting nquirements, the Seo
reta has discretion under the confernc agrwment and the
Dan ere Act tow-view the obligation -imposed under the
Bakee Act and to eliminate any report- g -reqirted under
the conference arreemmt If the Bank S e eor , in sub-
stance, provides orthe reportingof transactons eqire to be rs
ported under the conference agreeent with rat to the bfo
mation that must be provided to the Trea . . "
-Under this alp=isio, any tazpayer required tWpo under this

provision who is in-a trad or busineu and who. in the course G(
the trade or buainrn, revu more than $10,000 in cash in one or
more related. trasactions must report tbose transactions. For ez.
amnl, swum that an Individual purch $8,000 item and
t10 item at an ica . Te auction bourn adds a 10% buyesi'

Lemi WW and the 1 OJOSi tax, at a 5% Iae T7U taXPWye PAyS
. M bilin amh. Te a a haotm mud report Mths(md
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DEFICIT R'lON -ACT OF 19
P.L 06-M

tn ato. Tbe auction house cold not avoid the reporting rM
quirement by prwentU4 two oeWrate bills of $9.240 and ' W1720

C. Preyvsm Meating to ladvdWml reiaftsto

7U truseofan RAs required totothe.I"mid to the
o r of th IRA on contributors or u awas media Each fail.
a, to Wsvde a report on a watribution or withdrawal b &wd
to a $1 pe aty. Contribution must be mad. by the due date in.
eluding " eztUMA ) of the r for the yr to which the mntrlm
butions 131"1- •
H'ousr 1zL.

The epot ziuA identify thi :y. -to which IRA - tmrfbtlmv
relate, 6ctli forc otiuin mad after April 15, M94. relatV

f to ~aft e mhsr 34 198& ThesID

or withdrawals,.effetive an the daie of enactmn ....

W ro mutt entity the yeas to which MEA cutr6ltim
ratecontributions mae aft 30 days afte

Vientbr, t yabe.sn bqizning after Decwb 31 19UW 7b.m
tisincreased to $50 -for each faiure to pro"id a report am

contributions- o. withdrawals, effective an the dale of enamenL,
Contri utionsi must be made by the due data a( the return withoutt
eten ons), eective for conbutiow made moe than 30 das
after the date a( enacent, for taabMe yas beginning after D.
comber1.19" .... .

The morence aeement follow -the Senate amendm t,
that thep a efftivn for contributions made after Desmm
ber 31. 1984. The conteres wish to clarify that the Usto-may re
quire that the owner of the IMA at* as to which year a control
button relate and t xt. pt in unusual circmsteaf the bus
eomayrelyanthatc 'rt "Ifim,"-'...... ."..

The dat. by which " report. Must b ptoe the id
Revenue Service and the to which th report elatf axe to
be .p~dby tharear in rsUmLato .2 The.M Io~w ntend
that generlly triastese =WiUi IVre to report only once a

010 thewiultivs tiota of con tins relat4n tosa pCadcu
taxable year..The scary my, owe ,. provide for moe
quapt repmrtIg if he detwmlan that it is appropriate to do mn. As
to the d by-which the npot mu be provided to he Interal
Revenue Servics the Se t could, for Sample, quie rort

bth. end of May a a cotrlutios rel to thi ta .L y .it repect to which the individual a tu r w" due
cinthepW,en Mpi1
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Numbers Ubtie tos Pperwe001
A"~itts Act Ret n owsn fj
Ceash In at""e of I Sim00fhwd I
* Tr. Wbw arm o
Troll".
ACgeM Toper"~ vagaltisos.
SWUrfty Tie docuolet osmtlit
temporary loeptos reto 10Os

Of saw w a *06
bullew usess e &SPhmhhw hw

UK 1 &BMWim ~ , e
who, Intu osus i10da baet=s

transatiec oe 11 or on related

6hm p -- m with aspdab

roplaumebs so orh k C

d 34w dON& meeb 1U.
sa viwfe""I s
NOs 10111" MwiatdIhelOe.A"m

R% A a tes Dtvloes. Ot e of Crief
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D.C 324. Anontion CC IX T. 302-U*-
U [ rot a i.fiee cal

This doa moatn tuotaes temper/

replatuoaa retaUq to the raeportq of
cash n exce" of 0 received i a
trade or boolneuapmAst sevioa 6OW0 of
th Internal Revenue Code of 19$ as
eoded by ctiom 144 of thi Tax Reform
Act of 1004 1$$ SAL 61). hle
relrteion. prove that a,- person
eZeud Ia a sdo or business who
rweives. IW the ofsse of that Vade or
bhUale. clas In excess of 5edtio0 is
aneactlon (ot 2 m related
Iaaaactons) must (tie as Information
return wirth respect to that transaction
The repletko also lovde that a
penon0 who maVee so tnfor~atiOn relentM
mast fetdsh a statement W each person
Identdo 4 an the re m The temporary
regulations WiU "mata In affect onto

eereebyAn&a. regiuslbne Ont this

"idet the evthary of "ses No00 AM
"0 of Ih Internal Revenue Cede of
104 (o Stat. 0 3 U.SC O0w0. 66 Sat,
my7. a UAC 7805.
by s d ,ofrdia
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wbe e , bIn the oi I e oft, l t radt esd
or bubsew. cush In nome of M0.100 In
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5a Secrecy Act provisions of Tide I1,
were published in the Federal Registe
(SFIt W). In light of the Issuance of
the Title 31 reUlatlon special rules are
provided with respect to cash received
by casinos with gross annual jlaue
revenue In exces of S000,0.

Although these temporary regu!etoaa
retire attormey0 to report with respect
to the receipt of cash In excess of
810000. the Service will entertain
comment from the legal coirarniry
concerning he poselbilty of dtvelopltg
an exception to the report
requirement for formation on

eansectionsa hca might fetu thin the
scope of the attorneyclient privilege.

lecavse of the January 1. IN&
effective dais of eectio o nII l. MX are ti
seed for Immediate guidance. Therefore.
these rtgu ations have been drafted In
r sUou and an wer format in order to
reli thei r timely publication. No

Irfereace should be drawL however.
regardIs sue not raised herein or
reari n the uicusion of certain
questions. and sot others, in these
regalatioms.
RX6c0rUv Order 111. Reulatory
Flexallbilt Ac. edd Papenwork
teductss Ad

The Co"mssloner of the Internal
Revenue has determined that t e
reulatlo Is not a Mjor rule as det we
la oxecetUve Order lU,. o the
Treary and OMB implmentaton of
the Order dated April . 119. No
general notice of propoad rulemaking is
required by I U.S.C. U5(b) for
temporary regulatioas. Accordingly. thie
Reluletory % ibdty Act does not
apply aada Reatory mlpact Analysis
is not required lor this rule. The
collection of information requirements
coatained in theG e aios have
beae approved by thOfliceo
Management and 1gt (00) unde
scton 550 of the Pprwork Reductio
Act
wJ at isls bIn cn Ci asi-

Incom texts AdmListti nad
procedure. F"in reqvlrmeta.I
Adoptim of Amdmem in th eRegwladow

Accordesy. 4 ci1 Pt I WWd Pan
am ore mamded as follows.
PAR? $-4AMNOCO

Los Tah ee Muates
I5 the *tk:l aetYnan4:d 10
M UC.m eIMS &Md US.C 105. The
Authority atic low Pan Is% a4ded

by addi*n. " 11 6Oi-IT also laved
Wner 3 U.SC. SM.'1"

Tph. n following now I 11400-IT
aU be added at the appropriate piaca.
SI.g05.t? Ree"eea l gNae to ht St

escea of 1 WWMaei d a ef or
hures fTesroy)-* The following queeon nd wwer
relate to te requirlmea of irportin#
cash In excels of 81000 received in a
tade or business dr section IM of
tbe Internal Revenue Code of lo. as
added by seton 146 of the Tax Reform
Aci of tow(so Stat 6).
1A COneic

q.. .Who t do" sectif sow ruu
Vwth reopc to the Mportint of cad
r,,evd ite Inde or business?
' A-1: SoctIok 06 rqires thet an
Informao retr must be made by any
p,0re1 (ts defied In section 70 (a)
I)) who. tn the course of a trade or
lne# is which such INa Is

engaed. roelves b excess of
810.000 Is I bnsact, ioo (or 2 or am
related Waustiosas). For purpose of
these questions u answers the person
rceng the ca is referred to U the
"vdpleant"

Q-&- What Is te dafluti ot "cash'?
A-k "Caos" Is the coin and currency

of the United Statee or of any other
country. whicb cWelte In and awe
cultomarly used a acteptd as
money i the country in which Isued.
C4b Ll dee Unitd S te silver
certcates United lata Dos. and
Faderel Reserve Dotes but dose not
inclde bank cbfks trovee checks.
bank drals. wire tarasters or other
sgoUable or monetasry Insuments
cstomsrly accoptad aos ley.

Q4-- Ubder what drcumetanuces is aPero Considered to be enaed is a
trade or butnese?

A-3. For porpoe af thi section, a
is eged is aWeds or buinsei

To=c. pesn Is ged aN a r
buin" w tbo n e Iaseal, of eCum
I oft111011mWallae C.de of
1164.

Q-4. Mast nash is ecme of f
which Is am received in the c sou of a
pemson trade or beallnasa be report

AX4 No. l The recfp Cask is exces
of 81000 by a ee ete * a in t he
cOwrs ot the a O ak sd o buinees,
in sot reports exal as U
ioud d aisn the wade aebamlaeeaof
aellin ral states ee so report the

.ca* pof cub is eam nofSIU,
=6M d is mof 69i wla m s

eed In v ae t beeuss is wh"
SO& =dvGda msatd. For

pu.poiee of ths section. any cash
re ved in a tran"ction by a
corporation t con *d Io be recaihed
In connection with a ed. or business in
which the coporiOnn ngageo.

Q-1, Must cash in excess of g100
which is relied by e service provider

such ast atrey, accountlat.
a! advisor. thitec. eng.Ieer. or

doctor) from a client be reported?
A-*r Yee. The receipt of c4h in

excess of 610.00 by a service provider
from a clltifo as payment for services
rendered. cae retmbursemt for
epnm nured n cotnonecio with
the performance of ervce,, must be
reported in accordance with this section.
in addition so discused in A4 of this
secti. the recit of cash In excess of
ClQ.00bya service provider from a
client for ma os behalf of the chent
(such aat is est bllh a trst fund for
the bonsalt of the chst or the client's
designee) mut be rpted.

Q46 Must cash in ecase of I600
receved eby perso for the acco6n ofath" orm be reported?

A-4- Yo* .7 reqvi.amoet of this
section apJ regadles of whetr cah
i reIved or te rcpeatso own
ao4mu or for e e©acct of another
perom. ror example. a peee who
Collects &neeto accounts receivable
for an aklsobie daler mast report
with reaped to the recelpt of cash to

em of 610.000 fhim t collection of a
paroseilar accmo whethee the cash is
recetved for the o woe" o w account
(I.. where the collctor has purchased
the dtulmvet CO emt fro the
auteebOa deler eta d-Iou). or for
the wouin of the amtomobile da

.. wher the rights to the proceed
the anmont an rainead by the

aetomobie da-lr ad the collector is
made on a Ie.-foe-ec bastel

Q-, Ws cash in ezoss of ,00
'seceved by s agen his Its principal
be reported?-

A-V; A peso esagpd in a bade or
beaaee Who in o"c1on With such
trade or bulnee acs as an agent low to
acme other i p ) a nd
rcelvee ia".asee of I000 irom a
peinidpeL met rpo i prospect the
eocaip of cas in accordance With this
secion less, 6te h Uewm exception

lem a utedpel sam the cash
wlthis days Mna *a Ors"eao (the

*"andDubscsbtoal ") hc Is
reportale UAWo accsm 6060 or sctio
am5 of 71th hf ate UWood Ste

am1 (1 CR pat 106)4 Ad Who
dAloes the namK addreee. and
taxPaye IdMuftat ialeber of the
pSiio.pa to the redplssint s 08econ

60-278 0-85--8
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calk trarnecton d m r05 with
MPap to the bbil receipi of cash rorn
the principal. For exmple. It aereo
(the "p ,l) ivey eman oney
IPS iU cash to Pc4 ss ml oerlY
en behalf of the pr-Lete sad wlt, id

days the atlt ] h theproperty for Cash a real estate
developer and discloes to the eal
estate develo"r the principals name.
edfess. end loapeyer Identification
member. &a attormy need "o nponthe
iitial Mopt efqfV5O le "inh iL

bewev or, the attorney ply$ lot the
Prop" by1 mwea" ether then cashk or
effects IpK o.cha mere then IS daey

owl receipt of the cash Prom the

Wpe nam, address. and taxpayer
W0k1tifigatit Insmber (aosumiPn the
gnt dos not kow that the recipient

his the priacips aGdMS Of taxpayer
tdeutititon atamber) or purtchases th
property frove person nt engaied tn a
trade o breves. then h etoney
would be retled to rp With e I
so the iniia welet, 51 VS.O in cAah

hons& pimi Ai 6pil ~llbe
deemed to have met the disclosure
reqedemeat af thi paragrph if th
ageat disclo es ) l eName of i
principl and h aim knows that the
recipient he. the PriacIpal's address eWd
taxpoler dnUflabom camber,

Q.4 What s a 1rafnaaction" for
purpose of tits sectio?

A-4For loospooesof thisatcuon a
transaclon is the Wed*tert event
pracipUP the parwtansfer of cash
to the reipiant A traaactioe may be
(but is w limited tola ae of foods or
service. Ia Ale of eel Proeip 0aste
eftiitrble popert a retal of real er
peronal property. an excUang Ofrash
f or ether ceaskt th establishmnt or

alatearice 9f or cottributlas to a
Custodial. t ot. or e ow a"nrae me.
a payment or pe"eistin debt. a
eaerve, alo of a to e etuablei
inatrumemnt. or th au"i or repaymnt
of a loam.

QCea lt o vueacp be
divided into mulUple tro4closs?

A-* ,el N(.a A e n" may
n be vided into mutple ucilet
in ore, to avoid eorting t,.der thW
section

(b) The following axamplee I 11hatrate
the apbca4d" ofle prittciplo tis
AA.

z.$ uI. A Parse W•s a ea atoomeeat
With a i deolso I -i p- UM la ,id
bollie , oep st W"q Oo 4 Sati s amdi e

'60c 001 ammoelh e e de y e as h

&aoPr A An attorney apoo W" apr"I
a hest In sat oalest amw~ XM fthea
he to be deseriad am am bovety beat to
te i onth it w he atto we
represt the dieat Ow hitler the
attorneys Not~ wmo is BLO 1 At theslo nSe I do ""a dc AI
dw h t she o M a eW es mes t

whic the atoW e As CWG " he oeL th

ulI to ta o s 'le a osecm. 6 "is af
Ist senrs rtld u to O uIu "s.
d meeI be repe uadere ttotaef64 ee¢ie
=ep IA p bee am t m" en at

mbetw a ota", (l atSMG t 5n i hi.

sadth c s dW hid bt OW -: be
mese om begi at thut itoatem. The

o$Tdedte pret makwa iv.
seperste 001 0es suteitoas to es 104

od Wolebyrdt y meson W ase

ia )buo em iddd soevo ¢e
aisood by a smenh,4 frowe

Q-1.e Wsn related
trsnsactirta

A1@ Any trae actlosa comd ected
between mpyer (r Io t)mnde

reipet to~w a Who an*o) relate

,ensacboas, and meet be sigepted
md reported "m a aie.l onesea I it
the sweto amnousnt exceedo 111 UM0.

fIj or deee, ime od iid

Toe e • dl I",ale. i 0 ndorpostiess o Items.y atec oto W M

,mcol- SIMISIBkM

sad U11150 rectlvly (ta Mad

hoes rured toeow th 4i1i 1 N to
amun acsh receivd fro the1

related sae (Sl.LSO eve thu

pOtathepu meheae rt! eta

adUoU s On the w eeral i stated in the
11rat seatese of thi A-106 aseactles
ceridmcted betwoso a payer (ar t
brat) ad a redpin eft aPod of
more tha 1W hoe are th
recpint knewa or bee room to knew
that each taneoto Is so ofa seaWe
figseIecte Wefseaom. For exampe
tlsostoes liressa a lokef1

poro I, a Ch of oeam eCselve deya
the1 three01 a"O toagmam~ are related

deale W lau emo raoo to bso.
dot each betseise;I m ala. Ses
of osasocia toesascsOSa

Q-11: AMe aepeolo AWepubeat a
basis... treated "ma ek: pip'em I 1

A-1t: For perpnof oldie "WOWem

kbrech deperiuast. Wato arteae

lockdos) - or"rl"

po 'o nl e orb eb*aa,,shaU be
deemed sa be a sprate recIpient.
u l the branch that reeves a cash
ioim'nrt (or a Centrol unit linking tvch

te~ick with ethe branches) would In
io erdor- oe of busi eso hove
rentos Mew th Identify of payer
mekV mes poywonts to ether
re he, a1 each perso For example.
iseae that N, em iaisviduL purchases
oegiebed liedee aweolt worth 6.O
ad Ism rosi"cively lhegh two

dlifferen broacheso of Comnmodiie
"or X m Ow #am dly.N pa ysfo

eaub puchase with "oa. Bech breach
64 Cmdstue"O" kobar X transmits the
eal aslonte re"adn each of N's
purchase to a cetral unit of
CommWd t afker X (Which setle
do tresoectoio aotle N's account)
'Co ilee Sroker X met report with
repecl to th two rotated regulsed
K e coWstacle saes io acordance
with the wet"ot

Q-1. How are muluple payments
MaltinP4 the* saem toansactt.i. lor two
orf MeI relte Com) reported?

A-it. Cah depots or installment
psymen (or ether Sialls methods of
pym n of prpeYm t) rletSe g0
otA&le tas¢Ct (or two or mo
seloed traacions) are reported In
bem dliffeort we" depeoni On the
ee of the iniia sad seeqeeent

paoalee. (a) f o tdul payment
ex eedo 110.00 sd my subsevent
poy)mee exeed u10=00, the recpint
slut lre secl payment that aoceede

10. Tbe* paytams suet be
rPored separately (or ithe paymwts
r made lee tsen II days "A, do
oimple my (fl Iee alets) make a

W044MW Wlkeepoc to the
ag 1eat amovat of1111he1 WInta sd

evatot poemet or payments) (b It
the t aotl lm t oed 10.00 bst
g o oeqes payems "Masde 11000
ha rect t ma" s on with Mped to
do I 81 0 payment (jiwla is
das after to poyme t Is revd. tm
rotd by A-tO), bet mood Dot repor
with "epICt to my sabqOuan
pymnat. (c) Ite talt poyseat des
am stageed $10M 000. dpientI email

p to ds o Int al p et "d
. poms Ae- within oes

ear de 'n F1al poye l etd sch
re-prtil wIh rape in o aggegate

Wiolet w ith s Ide after receljpt at
do pas" m taam do sop I gat
amunt to voioed 100 Any

I ee i i p ory wtih by itself.et beeparatl
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L1Ccepik" so e4 AenposIV
PRequreemen

Q-13. Must aN reopenta @, cash tn
mactie o o00 reportWider thil
setoon?

A-IS No 11liwc l lintlatkmo as
d oftnd Is aebpoi aeps o (A). r. M).
(0) IE). IF), IC) If) ( 11Kt W I l (S) of
section 5Lle) () of Tilt 81, Uniled
ltte Code. as ne ~ied to nPort
O rec4pt of cash oes" n $Io

Q-It What an The rlPom
reL(Posinms of t stion with r a ped
to noe "Io latitboas derned in

IQ). IXTI of W l,312 Z) of
Title 31, Uited Stais Codle?

A-14 T teirplalwas wader 31 CI
Pari 103 do not reqwi thse fiAs iural
IftliutiiftO to report (strney
transa.tjoc indat IM Ba1i Lc-cy
Act Acca.ortfily. theie (ruaincid
IigtihetiOnl are mrquirid to r Po inder
this section with respect to tressacticOns
In %vkh cash In ecm of 010.000 I
ercived

Q-tI An csaW whIch report
cerisi cash tvaniscoas to "h
Trtasory Deparmen t dlr 31 CII
103.Llle91 Mnd I"1 required to repor
the same traasctionl& ursr isetiom
6W01 aail the rellatuou usda, fact we

A-IS CamLais haiinS gross c
lamirng ra onus i ecess ot1.00D.000
%ill becom eublect to reporting end
ftcord-eei In& requirements under Tltle
31 of he Code of Federal Regulations. ts
amended by 0 FR rIM (Febrrury0
1"51 on May . IIS Uider tt
outhority pearied b7 setion

401Lc)I1AI. If a csinor ecetve cah
in elecsa of l51n0,4 ~s reqird so
report the recetpt of ntch cash dfirct~y
to the Treasury Deptememl under 31
Cer 10 511.(Z and 103 U and Is
subtle to the ecordliepir1
equlremsts o n C 1013 I then the

Us" ia sot rqred to mlk a returl
Ith mpew to the recept of such caslI

under s ectio 0 sad Lh relaiooe
uner14 ctiou 50 Thia re from,
reporting iWWde sectoo No VW the

tich ede r section *W ppliwe
only to c&a rtcemeed 1!. thse imbusiness of, a UW Sea A-e8 of 1064
re ulaliona,

-IL Are ca&sco whih receive ar
esampuon. We: d 1 M 103 4S€J1(c a
rerportin wain cash trasactioas to
the Treasury Departruct under 31 C1
IC3.U(XZI and 103 1. required to
repot such transactios under section

ili0 and the regulationl unlder aectioi

A-IS TI determInation, under Aite
autho ity tln tad by section

0"ItcXI1(A~srbtleer ort ing ll be"Aivir~vdl lo ecrkoi OW by cooI om
whlch are peaed Us eueipuoo iWader
11 CIR 103.41c) wi be isd ant a cae
by toa beas. cav~iready wish Oki

Q-. Wbat awe thisrequurntmte o el a wmrep
to Csenooe hirofn p eo I<mulgemin
reovuce of IM.0.00 oe kn?

A-I? Snce casinos having ps e
anual a04ln revaim of U X0000W
ki are not subject to the repoti a
reocran~pls n~qvreus of 31 C
111e30 H l 32 &aind IDSW

casinos seeW ntehpble Fore dOs relief
described In A-IS or A-tI snd most
report rhie MTOp of ca be aci of
110.000 pursuant 1 Ite Ieflnl
retquilmeatl ofse WW &aid the

uswtiO sade. scWa 05i 0
ISAre .1 t1 eaaclie a i whwi a

casino with grosa annal gamiMn
revenue In e ae of8 .00O.00 *.teliovs
Cash In scela oofo10.000 covered b7 A-
Is orA-1111

A-I& No. NOmwmsrL Ii 4of
leech to shops, roeueni.
,namrIisal, and boallo) I tool".
hohih VA eeww we seso Inad"e ei
busmea In in o h th O nactipt of ab
In fe" o Io 510w Is raporiN e
pursuant to & gen"ral ruWlmienhl of
aoov S0OW fod t" regatolions uadme
secios 0010 For aamk lCasf A
raeam 00I us i " bon asmB
i Poy"et b ecnmodstom

provided to thei cvatoir at Ceois Ase
lolel. Casiu A msI ept wltb
to tha leanedacuam War Wotlott600
and the replea on s r ecte m S

with rspct fweei a k"

A-It Cersly. the Is eo repenting
required wsh respect W a msb
waa ¢soce if the eweti trsaussa
occiraobde t Untelo tes 1 (the .

t teis &ad the Dntr tfl

c¢alats ol both the ifecties as
defisid Is PA4 ol this sects said "ha
receipt of ou by the rUOee. FOe

beaches Ali me liw wh
farslated inpr .thes Uaiiad Sats.
to MU asirplias. wut doUvery of s d

M wates the aorplas to be mde toI
If" the ' eals rcAla Cash is

esoam of Slum00 In tontub with the
sae, the dealer nust rapow IN
a ccordasca, with kWt seitlor ff.
however. owe part ofI thpse.meal to
sell bad been forsoslated to the United
States. & detler woeld not be re"itMl
I* o rPea ith respect to " e varaac lion
See A-S&

Q-30:I ther AMa n#%tp*" to the rule
that no roporn ts reqolre with

respet tQ erstie treneecttn oceurr1 *1
etside Oi United Stain?

A-St Yee If eM/ pert of anersti a
traanl io oncwra in 6e
Covossornarth Of Adet RICo or &
I m6" of tom" of the Uvled

,at* r er the Iofcah in that
tranacton I Jubec so the ienral

ulril eiloa of tli eiri el Revenue r
roLi voundeeii Title 3 of the United

States Cod eand the recpietv "recive
ceh Ai IneeeCe of 51600o the" the
recipient io rqvired to report the

I.nsatic41on nIni this Section
Ta e Meouse. sa floro of Repo~arig

QtWhen mwuet the reports, reuired
by this section be fled wit he fnlerel
Reasmee Soer*c?

Ali bv gertneal the repoms required
by Ih section swet be Mod with the
Internalt Revinue Smrke by the ltir of
the 15th dsy after lIe date Ith
reportable cash peymest t received or
the 5tIh dey sler thedele of publicelio
ottf d... oryegatton if a
pen elcts to report one payment
several l rd presly repoable
payments. meved waitirs a il.<lp
peried (er allowed in A-IS), sh report
most be Aled with the InternaI Reras
Service by e 15th day sfhor Ie initial
payment i rcceisud

Q-22 What form. Must a recip4e@I et
to repot as required by sectin 00504)
and A-I of these rejuiltone?

A-It A recipient must make an
Inromation return on Porm OW, which
can be loel ed frisan an ,nterial
Riveise Service Pee Ditioeso
Cratew.

Q-WU 1lol (siforton mstea be
ctlained loa m trdecilbd on A-221

A-3IV A rter of Informats inatm
aeen the name. Wsdde0. sftd taxpym
Id"Isrflcotleet tusise of th smon (t
whom tke CAs Wes leceeved, the nme
address and iawpamo Mettflicatom
nwmbetef tie per m o whos behalf
the trestactle" WN couced (if the
recipient know.s or has ress"* to know
that os pep him whom the cash was
received conducted te treneacosi em
an Avt he saesbs, pa m). Ih emoslt
of Cash reali idses r~d si~eof
Ilhe teesectimsad father

on~a rec~iel b isst any
pmdism to rm that the

in oma hawnd isa retm Is
Cooof saw mmedol

eA-2pt e. eire s oec s 04a
and A-I.e6 vagIPWe sueot veriy the
daeath .t. wa boas woi th
sapia ble cash isrewhtw Verik wes
of the ientIty of a pence we purpose
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lobes abs m et be med by

doanestoVldenc Iqr edoelity W
asnme VIAif Uos amt. 6 d m uty fl

f tl etp may beby
smldulrloo ofa docaemet a"fomely

oaUWble se inata o IdeoUsUom
W16e cahlng W aolopqrle dck (for.
*"a* a *hWViS Ibose w-e dit

bme) dddotm o neles wil besaeidwd boeomphoie is enclplent
Iwks (or1641 teOM t bow) 64a as

411111 is cucl the Ionaeeclsa sea
ipeL eod the tAdoesuo

Iut both the =prn i and tke enL

die mtea?
A-& A recipient mest Wle form Ow

y mIli It to the address shows in the
iAlutcoN to tW torm.

1 W Must a S lp4ent keep a Copy of

A-9 Yes A aecipienl moet ke p a
00or of ed WOrm "N0 thae the
recipiet Maie sm five yean tom the

eOul oe W* n~h tteet

Q-V: Whal stalementa mal be
firisWd to p eons Identfied on a
etm flNed bis 5 eolplent? .

A-VI: Any persowreuid to waes on
Wormatlon toemr e o " ecti m
meetfulhnd a IWnle. ansn. written
eetnlsl to each per,.a whoe sae Is
*sI forth sa eturn jIdenfled person)

ed with Inteml Revenue Servo.
im-I Wba h nformeUom meat beWW a the stat"Wnali
A-3 The statement seat Ilchde the

#9oiwvq WWOrmeto
(a) Th same srd address of the

person makift the teurt;
(b)Th &We ate smounl of

eprable cash removed by the
I Aviag the aslear er in eil

=n e, f dcakpw of tao'al.
mIntifled Pa s Wnd

jej W&Maw"that the
'WSa tOe u inhe s itmeent

Is " reort1 the Imeml Re enueson ' .. t6 ,,:, n
Q-& At e sttemnI be a

psniCole Sm of rurat
A-Sk No.

bedentifeds psnwtom Ot
Is maOed toe i tdentifed pence at te
Woau*kW i at ka addis?

A-SO Yes.
L tV e to a ttemet anq ed toaom identified pet,.?
A41: A st aemnt Is r eqired to be

Pmmed ta i fUdod en or
hr aery M of the v.m' hilowi
thecsda yes in which th Iaa Is
mNOt'

Q-ft An there -w Ir for

mA say htfoftlo seum mas
soctems OW wh repe to e
Meatifled Pus Is plded-1s ctor

preided Itoan dmeses e5 -o :L
-anct&se y ifel laiee to
Awkwmeals. .S

"-S When if Onco" no60 effectve?
A-8:1 Sectios 550 is effective with
=epc cash peymenta reesved atr

DeemerS. 164.
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STATEMENT OF DENNIS J. KENNY, CIIAIRMAN, Al) HOC GROUP
OF RAILROAD PIGGYBACK EQUIPMENT SUPPLIERS AND USERS
(ANI) VICE PRESIDENT AND GENERAl, COUNSEL, TRANSAMERI-
('A INTERWAY, INC.) NEW YORK, NY
Mr. KENNY. Thank you, Mr. Chairman. My name is Dennis

Kenny. I am vice president and general counsel of Transamerica
Interway, which is the nation's largest owner of railroad piggyback
equipment. I am here today in my capacity as the chairman of an
ad hoc group of both suppliers and railroad users of this railroad
piggyback equipment. With me here today at the table is Mr. Dale
Wickham of Piper & Marbury, acting as counsel to our group. Mr.
Chairman, a technical defect in Code Section 4051 causes the excise
tax reduction intended by Congress on railroad piggyback equip-
ment to operate instead as a mere tax deferral.

In 198.1, in recognition of the limited highway use of railroad pig-
gybacks, Congress enacted a temporary one-year reduction in the
tax from 12 percent to 6 percent. In the tax imposed by Code Sec-
tion 4051, on the first retail sale of railroad piggyback equipment,
while at the same time directing further study as to the appropri-
ate rate. In paragraph 3, however, of Code Section 4051(b), the re-
duction is defeated. It defeats the intended rate reduction by impos-
ing an additional 6 percent tax on the original-and I repeat origi-
nal-purchase price of a railroad piggyback if it is ever used other
than principally in rail service. Obviously, railroad piggybacks
eventually must either be scrapped or converted to nonrailroad
use, but typically not until they have been used for many years in
rail service. Thus, the provision as presently drafted in the Act er-
roneously converts what we believe was intended to be a tax reduc-
tion to a mere tax deferral. To remedy this defect, we recommend
repeal of the provision imposing the additional tax on the conver-
sion. Such a repeal would be consistent with the treatment of other
categories of equipment that are totally exempt from the tax. The
statutory design and unusual use of certification requirements in
the Act with respect to piggyback equipment already provides ade-
quate protection. As an alternative, if some additional tax were
deemed as needed to be retained for possible use conversion, a pair
of limits both as to time and amount of additional tax should be
imposed. First, no additional tax should be imposed unless the use
conversion occurs before expiration of some minimum period, such
as six months to two years. Second, the amount of any additional
tax should be limited so that the additional tax, together with any
tax previously paid, cannot exceed 12 percent of the value of the
piggyback at the time of the conversion, principally the highway
use. The corrective amendment should be made effective as if in-
cluded in the original piggyback rate reduction provision. It is our
belief that the revenue effect would be negligible. Thank you, Mr.
Chairman.

The CHAIRMAN. Thank you very much.
[The prepared written statement of Mr. Kenny follows:]
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Statement of Dennis J. Kenny
Chairman of An Ad Hoc Group of Suppliers

and Railroad Users of Railroad Piggyback Equipment

Accompanied by Dale W. Wickham, Counsel to the Group,
and Edward D. Heffernan, Co-counsel to the Group

In Support Of An Addition To
The Technical Corrections Act of 1985 (S. 814)

To Make The Reduction In Rate
For Railroad Piggyback Equipment Under The

Federal Excise Tax Imposed On The
First Retail Sale of Heavy Trucks And Trailers

Operate As The Rate Reduction Intended
Instead Of As a Mere Deferral

Mr. Chairman, Members of the Committee, I thank you

for the opportunity to testify today in support of an addition

to S. 814 to correct a technical defect in Code section

4051(d). The correction would make the reduction in rate for

railroad piggyback equipment provided under the Fedezal excise

tax on the first retail sale of heavy trucks and trailers

operate as the rate reduction intended by Congress instead of

as a mere deferral.

Although I am Vice-President and General Counsel of

Transamerica Interway, Inc.,!' the Nation's largest owner of

railroad piggyback equipment, I am appearing here today in my

capacity as chairman of an ad hoc group of suppliers of

railroad piggyback equipment and railroads who use such

equipment. Companies supporting the goals of the ad hoc group

.t" Transamerica Interway, Inc., 522 Fifth Avenue, New York,
New York 10036, (212) 719-9700
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include, among the railroad piggyback equipment suppliers,

Transamerica Interway and BRAE Corporation, and among the

railroad users, the Southern Pacific Transportation Company,

the Atchison, Topeka, Santa Fe Railroad Company, the ChesSie"

System Railroad, Burlington Northern Railroad, Norfolk

Southern Corporation, Chicaqo and Northwestern Transportation

Comp any and Seaboard System Railroad. Accompanying me today

is Mz. Dale Wickham.,- Counsel to the ad hoc group.

As background, section .1051 of the Internal Revenue

Code was enacted as part. of the Highway Revenue Act of 1982.

The Act converted the prior law 10% manufacturers' excise tax

on trucks to a 12% retail Lax )n heavy trucks and trailers,

effective April 1, 1983. The prior tax applied to truck

chassis and bodies weighing more than 10,000 pounds. The new

retail tax imposed by section ,1051 applies ':ly to trucks

weighinq :,tore than 31,U poutniJs and traile: weiqhinq more

than 26,000 pounds.

The rationale for the change is clear: heavy trucks

and trailers which make extensive use of the Nation's highways

cause considerably greater damage to the highways than lighter

vehicles or vehicles used primarily in non-highway functions,

and are accordingly required to pay more tax for maintenance

± Dale W. Wickham, Piper & Marbury, 888 16th Street, N.W.,
Washington, D.C. 20006, (202) 785-8150
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of the highways. Consistent with the Congressional purpose of

restructuring and shifting the burden of the retail excise tax

to the heaviest and most extensive highway users, not only was

the weight threshold for imposition of the tax significantly

increased; Congress also exempted many articles that are

suitable for highway use but which are in fact primarily

designed for use and primarily used in nonhighway functions.

Included in the list of exempt articles are rail vans, trash

containers, concrete mixers, and certain farm equipment.

As part of the Tax Reform Act of 1984, in recognition

of the limited highway use and the preponderantly non-highway

use of railroad piggyback equipment, Congress enacted (by

adding a new subsection (d) to section 4051) a temporary

reduction, from 12% to 6%, in the rate of tax imposed on the

first retail sale of railroad piggybacks. 1This temporary

reduction applies to sales during the I-year period beginning

July [8, 1984, and ending July 17, 1985, with direction for a

study to be conducted by the Department of Transportation (in

consultation with the Treasury Department) as to the

appropriate application and level of the tax on railroad

piggybacks, and for a report on the study, with

recommendations, to be submitted to Congress by May 1, 1985.

This rate reduction applies to a trailer or

semitrailer "designed for use principally in connection with

trailer-on-flatcar ("TOFC") service by rail," but only if the
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seller and purchaser are properly registered with the Internal

Revenue Service, and then only if the purchaser certifies to

the seller, at the time and in the manner required by Treasury

Regulations, that the trailer or semitrailer "will be used

principally" in TOFC service by rail. The certificate

required by the Regulation makes clear that a false

certification, in addition to other sanctions, subjects the

signer to criminal penalties. Thus, the required certificate

provides immediately above the signature that --

"I understand that the willful use of this
certificate to evade or defeat the excise
tax otherwise applicable under section
4051(a), will subject me to a fine of not
more than $10,000 or imprisonment of not
more than 5 years, or both, together with
cost of prosecution."

Paragraph (3) of Code section 4051(d) defeats the

Congressionally intended rate reduction for railroad piggybacks

by imposing an additional tax of 6% of the ,,riginal purchase

price of a railroad piggyback if it is at any time used or

resold for use other than principally in TOFC service. There

is absolutely no time limitation within which such use

conversion may occur for the additional tax to be triggered.

Railroad piggybacks will eventually be scrapped or resold for

use other than principally in TOFC service (e.g., storage,

local transportation, etc.), but typically not until they have

been used for many years in TOFC service. Thus, section
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4051(d) as presently drafted erroneously converts what was

intended to be a tax reduction into a tax deferral.

To remedy this defect, we recommend repeal of the

provision in paragraph (3) of Code section 4051(d) imposing an

additional tax on use conversion. The additional tax imposed

by paragraph (3) on a change in the equipment's use after the

original taxable sale is not necessary, and is, in fact,

punitive when compared to other excise tax exemptions or rate

reductions. Thus, the seven other categories of equipment

exempted from this tax under the provisions of Code section

4053 make the availability of the exemption depend on the

designed use of the equipment as of the time of the taxable

sale -- without even requiring a certificate of such designed

use to be executed under criminal penalties. That approach has

the desirable effect of eliminating the prol ems of enforcement

for the IRS and of compliance by taxpayers that result from

causing a determination that must be made at the time of the

sale to be changed later on by reason of facts as to actual use

after the sale. The criminal and other sanctions imposed for

falsification by a purchaser of the unusual certificate

required as to the intended use of a railroad piggyback should

be sufficient additional protection, without adding the

administrative and compliance costs and burdens associated with

continuous after-sale monitoring and tax reporting on uses of

equipment.
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Alternatively, if some additional tax were

nevertheless retained for conversion to highway use, a pair of

limits on both the time for its application and its amount

should be imposed to help correct the error. Thus, the time

for imposition of any additional tax should be limited so that

there would be no additional tax if a railroad piggyback were

used principally in TOFC service by rail or other non-highway

use for a significant minimnurn period, which could be from as

little as b mcnths to as Tuch as 2 years. For example, this

c:hanqe in the statut.e could be accomplished as follows:

Amend the first clause of paragraph (3) of
Code section 4051(d) by inserting
immediately after "paragraph (2)" the
following: "within 1 year of the date such
trailer or semitrailer is placed in service".

The amount of any additional tax also should be

Iiinited so that such additional tax, when c, sidered together

with tlh,; ax previously paid on the first ce'ail sale of

:ailroad pigqyback, will not exceed 12% of its resale ot fair

matket value ,t the time of its conversion to a disqualifying

u1se. Such a change would achieve the proper result of limiting

the imposition of the full rate of tax only to the value of the

equipment at the time of its conversion to the highway uses

appropriately covered by the tax. Such a limitation on the

amount of any additional tax can be accomplished as follows:

Amend subparagraph (8) of paragraph (3) of
section 4051(d) to read as follows:
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"(B) the amount of the tax imposed under
subsection (a) on such sale shall be
equal to 12% of the amount for which the
trailer is so resold (or in the case of
a trailer which is not so resold but
which is used for a use other than a use
described in paragraph (2), 12% of the
fair market value of the trailer
determined at the time of such change in
use), reduced (but not below zero) by
the amount of tax previously imposed
under subsection (a) with respect to
such trailer."

To effectuate the Congressionally intended rate

reduction, the corrective technical amendment should be made

effective as it included in the railroad piggyback rate

reduction provision upon its original enactment in 1984, so

that the provision as amended applies to any sale of a railroad

piggyback made after July 17, 1984.

The revenue effect of the proposed technical amendment

is negligible. Railroad piggyback equipment has an estimated

service life of 12 years, and is normally used in railroad

service for at least 12 years. barely if ever would the use of

such equipment be converted to nonrailroad use in less than 5

years. The entire tax expires on October 1, 1988.

As additional background, included with my statement

as Attachments are:

(A) A descriptive and illustrative
compilation of data and photographs
entitled *Components Required on AAR
Certified Railroad Piggybacks and Not
Found on Over-The-Road (OTR) Trailers",
and
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(B) A document entitled "Comments and
Legislative Recommendations Concerning
Appropriate Application and Level for
Railroad Piggyback Equipment of Federal
Excise Tax Imposed by Internal Revenue
Code Section 4051 on First Retail Sale
of Heavy Trucks and Trailers".

Attachment B, in addition to recommending adoption of

the technical amendment urged in this statement, recommends

that the reduction in the retail excise tax rate for railroad

piggybacks be made permanent -- that is, until the tax itself

expires on September 30, 1988 -- at a level of not more than 3%

foL sales on and after July 18, 1985.

We shall be pleased to respond to any questions you

may have about this.

aI aI a
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1. LIFT PADS

CONSIST OF STEEL ANGULAR SECTIONS FASTENED TO THE BOTTOM RAILS AND CROSS MEMBERS
OF THE RAILROAD PIGGYBACKS SO AS TO PROTECT ITS BOTTOM STRUCTURE WHEN BEING LIFTED
ON OR OFF A FLAT CAR BY PIGGYPACKER OR CRANE. REQUIRED FOR AAR CERTIFICATION.

(NOT REQUIRED ON OTR TRAILER)
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2. STANCHION PLATE

CoNSISTS OF AN 18" WIDE STEEL PLATE EXTENDING MT OF THE KING PIN PLATE OF A RAILROAD)

PIGGYBACK. ITS PURPOSE IS TO PREVENT SNAGGING OF THE ADJACENT CROSS MEMBERS WHFN

ENGAGING THE RAIL CAR HITCH (OR STANCHION) WITH THE RAILROAD PIGGYBACKS KING PIN.

REQUIRED FOR AAR CERTIFICATION.

.. ;

(NOT REQUIRED ON OTR TRAILER)

PAGE 4



3. & 4. EXTRA DOOR HARDWARE AID DOOR THICKNESS

THE RAILROAD PIGGYBACK UST BE EJILT TO WITHSTAND HEAVY CARGO IMPACT LOADS AT TIIE FRONT
WALL AND REAR DOONRS N THE RAIL CARS ON WHICH THEY RIDE AR BEING COUPLED OR BRAKED.
THIS R8tQlREtS EXTRA HINGES (10) AND LOCKING BARS (4) - ALL HEAVY DUTY. AT THE REAR. ALSO
AAR SPECIFIED DOOR THICKNESS MUST BE ?lse. THIS COMPARES WITH A TYPICAL OTR TRAILER
HAVING LIGHT DUTY HINGES (6), LOCKING BARS (2) AND DOOR THICKNESS (3/4").

RAILANOAD PIGGYBACK - REAR DOORS

U- - -- - --- - -. -~

4 LOCKING BARS
10 STIGE

1W DOOR THICKNESS
PAGE S



3. ' 4. CONTINUEDM)

(OTR TRAILER - KEAR DOORS

3/4- DOOR THICKNESS2 LOCKING BARS
6 HINGES

PAGE 6

0



5. FRONT CONSTRUCTION

TO WITHSTAND THlE WAVY CARGO IMPACT, TE FRONT CONSTRUCTION OF A RAILROAD PIGGYBACK IS

USUALLY CONSTRUCTED Or 6 HEAVY DUTY VERTICAL POSTS (OUTLINED 114 THE PHOTO BY RIVET HEADS)

AND AN INTERIOR LINING (NOT SH) Or 3,4' PLYWOOD. Al A METAL MANIFEST (DOCUMENT)

HOLDER MUST BE PROVIDED.

RAILROAD PIGGYBACK 0TH TRAILER

ppow

I"
- :: 23693::

t. n.or

FOUR POSTS.
(4" INTERIOR PLYWOOD LINING,

MANFESTr HOLDER

PAGZ 7



7. LA%;[)I NC. CF'kR

RAILROAD PIGGYBACKS REQUIRe. IWAVY DUTY LANDING GEAR TO SUPPORT THE TkAILER AS IT Is
UNLOADED FROM THE RAIL CAR AND SET DOWJ ON THE GROUND BY THE PIGGYPACKER OR CRANE.

RAILROAD PIGGYBACK

HEAVY DUTY SUPP.)RT MEMBERS
(WITH BRACING FORE, AFT, CROSS
AND DIAGONAL TO MEET AAR
TEST REOUZ REMENTS)

OTR TRAILER

LIGHT DUTY SUPPORT MP-MI-ER,

PACE 8



.i .,...

I 
~

RAILROAD PiccyJIACKS UBIN LOADED ONTO FLAT CARS,PACE 9)
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Atchison, Topeka, Santa Fe Railroid Company

Transamerica Interway Inc.
BRAE Corporation
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Dale W. Wickham
Allen K. Halperin
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888 16th Street, N.W.
Washington, D.C. 20006
(202) 785-8150

Edward D. Heffernan
1513 16th Street, N.W.
Washington, D. C. 20036
(202) 797-7500

May 10, 1985
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May 10, 1985

COMMENTS AND LEGISLATIVE RECOMMENDATIONS
CONCERNING APPROPRIATE APPLICATION
AND LEVEL FOR RAILROAD PIGGYBACK

EQUIPMENT OF FEDERAL EXCISE TAX ON FIRST
RETAIL SALE OF HEAVY TRUCKS AND TRAILERS

This paper examines the policy considerations

relating to the excise tax imposed on the first retail sale of

heavy trucks and trailers by section 4051 of the Internal

Revenue Code of 1954, and the relationship of that policy to

the appropriateness of an exemption or lower rate of tax for

railroad piggyback equipment.

This paper concludes with legislative recommendations

as follows:

(1) to appropriately reflect the low
percentage of highway use by railroad
piggybacks, a reduced rate of tax for
railroad piggybacks should be continued
at a rate reduced to not more than 3%
for sales on and after July 18, 1985,
and

(2) a technical legislative correction
(effective as to sales on and after
July 18, 1984) is necessary to carry
out Congressional intent to provide a
rate reduction instead of a mere
deferral of the tax for railroad
piggybacks.

I. DISCUSSION

(a) Brief Legislative Historyof, and Policy Behind, Enact-
ment of This Federal Excise Tax (Code section 4051)

Section 4051 of the Internal Revenue Code was enacted

as part of the Highway Revenue Act of 1982. (See Appendix A
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for copy of section 4051 as amended to date.) The Act

converted the prior law 10% manufacturers' excise tax on

trucks to a 12% retail tax on heavy trucks and trailers,

effective April 1, 1983. The prior tax applied to truck

chassis and bodies weighing more than 10,000 pounds. The new

retail tax imposed by section 4051 applies only to trucks

weighing more than i.,000 pounds and trailers weighing more

than 26,000 pounds.

The rationale for the change is clear: heavy trucks

and trailers which make extensive use of the Nation's highways

cause considerably greater damage to the highways than lighter

vehicles or vehicles used primarily in non-highway functions,

and therefore should pay moreftaz for maintenance of the

highways. This policy is enunciated in the House Ways and

Means Comittee Report accompanying the Bill that was

ultimately enacted as the Highway Revenue Act of 1982. The

report states:

"In light of testimony presented before the
committee to the effect that the costs of
future highway improvements would be un-
fairly distributed if the current manufac-
turers excise tax on trucks were not
modified, the committee believes that this
tax should be restructured to yield no tax
or a lower tax for lighter vehicles and a
higher tax for heavier vehicles. H. Rept.
No. 97-945, 97th Cong., 2d Sees., p.14.

Consistent with the Congressional purpose of restruc-

turing and shifting the burden of the retail excise tax to the

heaviest and most extensive highway users, not only was the
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weight threshold for imposition of the tax significantly

increased; Congress also exempted many articles that are

suitable for highway use but which are in fact primarily

designed for use and primarily used in nonhighway functions.

Included in the list of exempt articles are rail vans.

Notwithstanding that rail vans exceed the 26,000 pound weight

threshold, are suitable for limited highway use and in fact are

used to a limited extent on the highway, they were nevertheless

exempted from the tax because they are used primarily on rail

rather than on the road.

The Congressional policy and focus which led to re-

structuring of the tax in question in 1982 is straightforward.

Vehicles which cause extensive damage to the highways because

of the combination of their heavy weight and extensive use

should bear the burden of the retail excise tax imposed by Code

section 4051. Those articles which do not inflict such level

of damage on the highways, either because of their lighter

weight or because they are used primarily ir. a non-highway

function, should not be subject to the tax.

As part of the Tax Reform Act of 1984, Congress

enacted a temporary reduction (from 12% to 6%) in the rate of

tax imposed on the first retail sale of railroad piggybacks

during the 1-year period beginning July 18, 1984, with

direction for a study to be conducted by the Department of

Transportation (in consultation with the Treasury Department)
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as to the appropriate application and level of the tax on

railroad piggybacks. A report on the study, with

recommendations, is to be submitted to Congress by May 1,

1985. (See Appendix B for copy of the statutory provision

(section 936 of the 1984 Tax Reform Act) directing this

study.) This rate reduction applies to a trailer or

semitrailer "designed for use principally in connection with

trailer-on-flatcar ['TOFC'J service by rail," but only if the

seller and purchaser are properly registered and then only if

the purchaser certifies to the seller, at the time and in the

manner required by Treasury Regulations, that the trailer or

semitrailer "will be used principally" in TOFC service. The

certificate required by the Regulation makes clear that a false

certification, in addition to other sanctions, subjects the

signer to criminal penalties. Thus, the required certificate

provides immediately above the signature that --

0I understand that the willful use of this
certificate to evade or defeat the excise
tax otherwise applicable under section
4051(a), will subject me to a fine of not
more than $10,000 or imprisonment of not
more than 5 years, or both, together with
cost of prosecution.'

(b) Desianed and Actual Use of Railroad Piggybacks

In accordance with the underlying policy of the

restructuring of the tax in 1982, the proper application and

level of the tax to be imposed on railroad piggybacks should be

determined primarily, if not exclusively, by focusing on the

designed use and actual use of railroad piggybacks.
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Railroad piggybacks are used to enable freight to be

moved long distances by rail on flaLcars rather than in

boxcars. The principal users of railroad piggybacks are

railroads. Use of railroad piggybacks enable railroads to move

freight more efficiently by decreasing handling requirements

that would otherwise be necessary in loading and unloading

boxcars. Highway use of railroad piggybacks is typically

limited to relatively short-distance pick up and deliery

between the origination or destination point and the rail

terminal. The function and use of a railroad piggyback is to

transport freight for long distances by rail and for short

distances between the railroad terminal and the point of local

origination or destination. Railroad piggybacks spend most of

their time and miles in the transportation of freight by rail

and not on the Nation's highways. A randor survey of

Nationwide railroad piggyback highway use on the basis of

hubodometer readings, conducted by the Nation's largest owner

of railroad piggybacks in the fall of 1984 (after enactment of

the current 6% rate reduction for piggybacks), shows an average

annual highway use of less than 4,000 miles.

Because railroad piggybacks are used primarily off the

highway on rail, it is necessary that railroad piggybacks

contain special features and construction that would be

inappropriate for a trailer intended to be used primarily on

the highways. These special features are required by the
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Association of American Railroads ('AAR") before railroad

piggybacks can be certified as such. The special features

include lift pads, a stanchion plate, extra heavy-duty locking

bars, extra door thickness, extra heavy-duty construction with

recessed fittings, heavy-duty side posts, heavy-duty support

members, and special suspension assembly. These special

features and components result in a railroad piggyback being

more than 1.000 pounds heavier and over $900 more costly than

an over-the-road trailer. (An ordinary over-the-road trailer

is estimated to have a taxable cost of about $10,600.)*/

(c) Relevant and Irrelevant Criteria for Determining
Appropriate Level of Tax on Railroad Piggybacks.

Considering the Congressional purpose in imposing the

retail excise tax on the sale of heavy trucks and trailers,

there should be but one primary criterion in determining the

appropriate application and level of tax f - railroad

piggybacks. That should be the percentage of their average

highway use (OHighway Use Percentage*).

The Highway Use Percentage for railroad piggyback

equipment could appropriately be determined under one of

several possible methods, each of which would produce a

fraction or percentage that should be applied to the full 12%

rate of tax to find the maximum reduced rate of tax

a/ The facts and figures contained herein were supplied by
various participants in the ad hoc group of suppliers and
railroad users of piggyback equipment on behalf of whom this
paper is submitted.
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appropriately applicable to railroad piggyback equipment. One

method would state Nationwide average annual mileage of highway

usage by railroad piggyback equipment as a percentage of

Nationwide average annual mileage of highway usage by heavy

(i.e., taxable) over-the-road trailers; a second method would

state Nationwide average annual mileage of highway usage by

railroad piggyback equipment as a percentage of Nationwide

average annual mileage %f both the highway and off-highway uses

of that equipment; and so on.

Only average numbers reflecting equipment usage

conditions Nationwide should be employed under any of the

methods for determining reduced rate of tax to be applied

Nationwide to railroad piggyback equipment. Proper methodology

clearly ought not employ aberrations from annual Nationwide

averages as substitutes for appropriately comprehensive

averages of aggregate usage.

Whatever method is used, evidence before the Department

of Transportation shows that the Highway Use Percentage for

railroad piggyback equipment is quite small, justifying a

reduction in the rate for railroad piggyback equipment to a

point that ranges from zero to a maximum of 3%.

As previously stated, the recent random survey referred

to above shows average annual highway use of railroad

piggybacks to be less than 4,000 miles. The average annual

highway mileage of heavy over-the-road trailers has been
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estimated to range from 32,000 miles to 68,000 miles. It is

believed tha the lower number (32,000 miles) may include many

light over-the-road trailers that are not subject to the tax

imposed by section 4051 by reason of having a gross vehicle

weight below the 26,000 pound threshold. It is further

believed that the average annual highway mileage for

over-the-road trailers comparable in size and weight to

railroad piggyback equipment is in the range of 50,000 to

68,000 miles.

Under the first method (average annual piggyback highway

mileage/average annual over-the-road trailer highway mileage),

the Highway Use Percentage resulting under the least favorable

ratio stated above (4,000/32,000) would be 12.5%, and under the

most favorable (4,000/68,000) would be 5.9%. Application of

those ratios to the prevailing 12% rate of excise tax on a

fully taxable sale produces a maximum appropriate reduced rate

of tax for railroad piggyback sales ranging fro-n a high of 1.5%

to a low of about 7/10 of 1%.

As to the second method (average annual piggyback highway

mileage/average annual piggyback total mileage), Transamerica

Interway Inc. in cooperation with Trailer Train Company has

prepared an estimate of average annual rail mileage of railroad

piggyback equipment. Based upon data for calendar year 1984

supplied by Trailer Train Company, which owns most of the

flatcars used by railroads in intermodal transportation, it is

50-278 0-85--9
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estimated that average annual rail mileage of railroad

piggyback equipment is approximately 36,000 miles. This is

believed to be a conservative estimate. Based upon average

annual highway mileage of railroad piggyback equipment of 4,000

miles, the Highway Use Percentage under this formulation is 10%

(4,OCO/40,000). Application of this percentage to the

prevailing 12% tax rate produces an appropriate reduced rate of

tax of 1.2% for 3ales of railroad piggyback equipment.

A railroad locomotive, boxcar or other rolling stock is

not, and obviously should not be, subject to this retail excise

tax. The simple reason is that such equipment does not use the

highways. The same is true as to railroad piggybacks.

Railroad piggybacks generally are not used over the highways;

they are used primarily off the highways in rail (and sometimes

in over-the-water) service. They are more 3kin to boxcars or

rail vans or other railroad rolling stock than to over-the-road

trailers. They should either be wholly exempt from the tax or

subject to the tax at a significantly lower rate.

Nevertheless, in view of some of the extraneous and

irrelevant issues that have been raised in the past with

respect to the appropriate application and level of the tax to

railroad piggybacks, a reemphasis of the obvious is perhaps

appropriate. For example, opponents of an exemption or rate

reduction for railroad piggybacks have suggested that such an

exemption or rate reduction constitutes a subsidy to railroad
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piggyback users it the expense of heavy truckers. It is

submitted that this is the exact opposite of what is true. If

the rate of tax on railroad piggybacks were allowed to revert

to 12%, or even were permitted to continue at the existing 6%

rate, such rates of tax would greatly exco,,d the rate that

would be appropriate to the Highway Use Percentage for

piggybacks. With a full 12% or even a partial 6% rate on

railroad piggybacks. there truly would be a "hidden subsidy"

benefiting heavy highway users at the expense of railroad and

other off-highway users. Obviously, if aircraft, ships, and

railroad locomotives and boxcars were subjected to the retail

excise tax imposed by section 4051, highway users would have to

pay.less tax with respect to their heavy trucks. Yet, no one

would seriously suggest that the failure to impose the tax on

such items represents a subsidy to the air'.nes, shipping

companies and railroads at the expense of the highway truck

users. Railroad piggybacks are used primarily as an

alternative to boxcars. A railroad piggyback is primarily

designed for use, and is in fact primarily used, for

off-highway service -- on rail (or over water to a lesser

extent) -- not for service on highways. It is therefore

incongruous to assert that a rate reduction for railroad

piggybacks which is consistent with their design use, and

actual use, primarily off-highway on rail constitutes a subsidy

to the railroads.
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Another argument has been raised by opponents of an

exemption or rate reduction for railroad piggybacks. That is

that the effect of an exemption or rate reduction, to the

extent that the tax savings would exceed the additional cost of

a railroad piggyback over the cost of an over-the-road trailer,

could lead to potential tax abuse, whereby an over-the-road

trucker would purchase a railroad piggyback merely to avoid the

tax. Existing evidence clearly indicates that the existing 6%

rate reduction has not led to such abuse. Of course, in the

case of a 6% rate reduction, the tax savings does not exceed

the additional cost of equipping a railroad piggyback trailer

to AAR specifications. Obviously, since there has never been a

total exemption for railroad piggybacks, one cannot know with

certainty whether a Nationwide change in the pattern of highway

use by railroad piggybacks might occur in tne future if there

were a complete exemption for them. The better view is that an

over-the-road user would not logically add 1000 pounds of

weight to his truck (and in the process commit a criminal

offense by falsely certifying as to non-highway use of the

trailer) merely to create a savings of a few hundred dollars.

II. LEGISLATION RECOMMENDED

(a) Permanent Reduction of Rate for Railroad Piggybacks
to Not More than 3% for Sales on and after July 18,
1985.

It is recommended that section 4051(d)(l) of the

Internal Revenue Code be amended to make permanent the
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temporary,,_ ya :ate reduction for railroad _ Lacks d ch

is currently scheduled to expire as to sales after_ uly_1 ,

985) It is further recommended that the rate of tax f ,

rairoaj~Mbacks be set at not mrore than A~ for sales after

July 17, 1985, until the expiration of the entire tax C(which is

scheduled to expire as to sales after September 301 1___8e).

Railroad piggybacks are primarily designed for, and

primarily used in, off-highway rail transportation. Railroad

piggybacks are not used extensively in highway transportation.

To the extent that railroad piggybacks do not use and damage

the highways (in relation to the use and damage of highways by

over-the-road trailers) railroad piggybacks should riot be

subject to special taxes to pay for maintenance of highways,

just as over-the-road trailers should not ,-e required to pay

for maintenance of the Nation's tail syste-.

A strong case can be made for totil exemption of

railroad piggybacks from the tax imposed by Code section 4051,

as is presently the case with rail vans and light trucks.

Nevertheless, a complete exemption is not urged herein.

Instead, it is recommended that the rate of tax be set at a

level that reflects the limited percentage of highway use by

railroad piggybacks.

If there really is a serious concern that the future

might bring Nationwide changes in the patterns for use of

transportation equipment involving a substantial increase in
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the Highway Use Percentage for railr:ad piqgytack equipment,

there are mechan:s-s that would readily Teet such fears. One

such mechanism would be for the Congress to authorize tt~e

Treasury DepartMent, on prescribed terms and cond:tizns. to

promnulgate regulations making a prospective increase in the

reduced rate of tax for railroad piggybacks. The prescribed

terms and conditions would permit the Treasury to exercise its

authority to increase the rate of tax only to the extent the

rate increase was substantiated by the previously promulgated

results of a periodic review required to be made every 3 years

by the Department of Transportation to determine any

significant increases in the Nationwide Highway Use Percentage

for railroad piggybacks. Such a prospective increase in the

rate of tax for railroad piggybacks should not be allowed to

exceed one percentage point for each 10% increase Nationwide in

the Highway Use Percentage for railroad piggybacks. Thus, if

the present federal excise tax on heavy trucks and trailers

were to be extended beyond its presently scheduled date of

expiration as to sales of equipment made after September 30,

1988. the rate of reduced tax on railroad piggyback equipment

might be increased by one percentage point in the case of

equipment sold after September 30, 1989, if 90 days or more

before that date the Treasury promulgated a regulation to that

effect, and if before ptqmulgation of such regulation there

had been published in the Federal Register the required finding
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by the Department of Transportation, made (after public notice

and hearing), that the Highway Use Percentage for railroad

piggyback equipment during the 3 years ending September 30,

1988, showed at least a 10% increase Nationwide over the

Highway Use Percentage for such equipment in the prior 3-year

period.

(b) Technical Amendments to Effectuate Intended Tax Rate
Reduction Instead of Mere Defferal of Tax for Railroad
Piggybacks

It is recommended that there be enacted, effective as

to railroad_ig back sales on and after July_l 8 1984, the

technical amendments to Code section 4051(d)(3) needed to cause

the Ceqqssionaljy intended rate reduction for railroad piggy-

backs to operate as such and not merely as a tax deferral.

This preferably should be accomplished by retroactively repeal-

ing the additional tax imposed by section ,;051(d)(3) as a

result of apl railroad piggyback's change in qualifying use

(whether by resale or otherwise) occuring after the first

retail sale. Alternatively, this could be done by retro-

actively imposing on the additional tax on non-qualifying use

the below described pair of limits on both the time for its

application and its amount.

Paragraph (3) of Code section 4051(d) defeats the

Congressionally intended rate reduction for railroad piggybacks

by imposin; hn additional tax of 6% of the original purchase

price of a railroad piggyback if it is at any time used or
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resold for use other than principally in TOFC service. There

is absolutely no time limitation within which such use

conversion may occur for the additional tax to be triggered.

Railroad piggybacks will eventually be scrapped or resold for

use other than principally in TOFC service (e.g., storage,

local transportation, etc.), but typically not until they have

been used for many years in TOFC service. Thus, section

4051(d) as presently drafted erroneously converts what was

intended to be a tax reduction into a tax deferral.

1. Repeal the provision in paragrap., (3) of Code

section 4051(d) imposing an additional tax on use conversion.

The additional tax imposed by paragraph (3) on a change in the

equipment's use after the original taxable sale is not

necessary, and is, in fact, punitive when compared to other

excise tax exemptions or rate reductions. Thus, the seven

other categories of equipment exempted from this tax under the

provisions of Code section 4053 make the availability of the

exemption depend on the designed use of the equipment as of the

time of the taxable sale -- without even requiring a

certificate of such designed use to be executed under criminal

penalties. This has the desirable effect of eliminating the

problems of enforcement for the IRS and of compliance by

taxpayers that result from causing a determination that must ba

made at the time of the sale to be changed later on by reason

of facts as to actual use after the sale. The criminal and
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other sanctions imposed for falsification by a purchaser of the

unusual certificate required as to the intended use of a

railroad piggyback should be sufficient additional protection,

without adding the administrative and compliance costs and

burdens associated with continuous after-sale monitoring And

tax reporting on uses of equipment.

2. If the additional tax were nevertheless retained,

a pair of limits on both the time for its application and its

amount should be imposed to help correct the error.

(a) Imposition of time limit for application of

additional tax under paragraph (3). -- There clearly should be

no additional tax if a railroad piggyback is used principally

in TOFC service or other non-highway use tor a significant

period, which could be from 6 months to 2 years. This change

in the statute can be accomplished by amen.hng the first cl,. se

of paragraph (3) of Code section 4051(d), inserting immediately

after "paragraph (2)0 the following: *within (insert a period

not less than 6 months nor more than 2 years] of the date such

trailer or semitrailer is placed in service."

(b) Limitation on amount of additional tax. --

The amount of any additional tax should be limited so that such

additional tax, when considered together with the tax

previously paid on the railroad piggyback, will not exceed 12%

of its resale or fair market value at the time of the change to

a disqualifying use. Such a change would achieve the proper
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result of limiting the imposition of the full rate of tax only

to the value of the equipment at the time of its conversion to

the highway uses appropriately covered by the tax.

This limitation can be accomplished by amending

subparagraph (B) of paragraph (3) of section 4051(d) to read as

follows:

.(B) the amount of the tax imposed under
subsection (a) on such sale shall be equal
to 12% of the amount for which the trailer
is so resold (or in the clse of a trailer
which is not so resold but which is used for
a use other than a use described in
paragraph (2), 12% of the fair market value
of the trailer determined at the time of
such change in use), reduced (but not below
zero) by the amount of tax previously
imposed under subsection (a) with respect to
such trailer."

Effective date. -- To effectuate the Congressionally

intended rate reduction the corrective technical amendment

should be made effective as if included in the railroad

piggyback rate reduction provision upon its original enactment,

so that the provision as amended applies to any sale of a

railroad piggyback made after July 17, 1984.

a
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Subchapter B- Heavy Trucks and Trailers
Sec 4051. Imi: iton of tar on neav'v trucis and treaties sod at retail
Set 40)5Z. Definiiions and special ruies
Sec. 403. Esemptiors,

SEC. 4051. IMPOSITION OP TAX ON HEAVY TRUCKS AND TRAILERS SOLD AT
RETAIL

(a) IMPOSITTON OF TA.X-
(1) IN GENERAL -There is hereby impowd on the first retail sale of the fo.'owin4 articles

(including in each casw parts or accessories sold on or in connection therewith or with the sale
thereof) a tax of 12 percent of the amount for which the article is so sold.

(A) Automobile truck chassis.
tB) Automobile truck bodies.
(C) Truck trailer and semitrailer chassis.
.D) Truck trailer and semitrailer bodies.
(M) Tractors of the kind chiefly used for hithway transportaton in combination with a

trailer or semitralder.
(2) EXCLUSION FOR TRUCKS WEIGHING 3 3000 POUNDS OR LESS--The uit imposed by

paragraph it) shall oot apply to automooile truck chamsis and automoole truck bodies, suitable for
use with a vehicle which has a gross venicie weigat O .33,010 pouncis or iess tai determined under
regulations presertoeo by the Secretary).

(3) FXCLUSION FOR TRAILERS WEIGHING 26000 POUNDS OR LESS-The tax imposed by
paragraph (I) shall not apDly to truca trailer and semitrailer rhaus and bodies. suitable for use
with a trailer or semitrailer %hich mas a gross vehicle weight of 26.000 pounds or &eUs a.
determined under regulations prescribed by the Secretary).

(41 SALE OF TRUCKS ETC TREATED AS SALE OF CHASSIS " ") BODY-For purposes ofthis subsection, a sait oi an automooiie truce or truce trailer or s-er iaier snail be considered to
be a sale ol a calssis and 4) a Doov Iescrioeo in paraqraph t 1).

(b' SEP#,RtTE PURCHASF OF TRUCK OR TRAILER AND PE'RT 4ND ACCESSORIES
THERLFOR -Under regulations prescribed by the S;ecrevtary

(1) IN (CANR.t. -[(-
(A) the owner, lessee, or operator of any vehicle which contains an article table under

subwction a installs (or causes to be installed) any oars or accessory on such vehicle, and
1l8 such installation is not later thin the date 6 months after the date such vehicle (as it

contains such article) wu first placed in service.
then there is hereby imposed on such installation a tax equal to 12 percent of the price of such part
or accessory and lu Instailation.

(2) EXCEPTIONS -Paragraph (I) shall not apply if--
(A) the part or accessory installed is a replacement part or accessory, or
(B) the aggregate price of the parts and accessones (and their insullation described in

paragraph (IP witn respect to any vehicle does not exceed 20) (or such other amount or
amounu as the Secreury may by regulations prescribe).
(3) INSTALLERS SECONDARILY LIAaLE FOR TAX -The owners of the trade or business

installing the paru or accessories shall be secondarily liable for the taJx imposed by paragraph (I).

(C) TRMINArtON -On and after October 1, l968. the taxes imposed by this section shall not
apply.
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, 11 , ,R ,-k% Rv tt (-t( ,,% i% T, i), (CERTn PI(.L; itCK TII, L.Es -
,|Ii I' '.FW #AL -in ,the rC3e Oficsbhic trjlhrs ,'r ,C14rmi 'sr "'I.',s the I .rar

r at rr rn e 'i tte ,1te a i ve f n tc rrnt of the Tit k.'" ,rm . i ut l'J44 ,,.,.t ,n iap Fal
1 1, %I.hv iuttnlt f, Ir(ent for 1 2 rccrit"

4 5 Ptcr.N', ttK TRAILERS OR SEtlTR.AILFRS -For pur. )ies of t .s ..Kect~cn. the Ieem
p-goback trailer% or semitratiers" means any trailer or %emltralier-

(A) which is designed for use principally in connection *,th tra,.eronm-latcar serv;ce by
rail. and

(BMi() both the seller and the curchaser of ,itch are rereistered in a mranrter si'4ar to
registration under section 4222. and

(i) with respect to which the purchaser certifies iat such turne fid in st(h f,'rtm a.d
manner u the Secretry pretries by regulationsu to the seiter that suc," trai;er or
semitrailer--

(1) will be used, or resold for use. princ:pally in connection with such service, or

(I) will be incorporated into an article which *ill be so used or resold.
(3) ADDITIONAL TAX WHERE NONOvutmIFIEO c'- -If any cisgyback traiter or Mimtradier

was subdct to ta.a under subsection (0 at the 0 Dercent rate ano suvc trader or semitrai.er ti used
or resold for use other than iot a use described in paragraph tl)-

(A) such use or resale shall be treated as a sale to which subsection (a applies.

(8) the amount of the tax imposed under subsection aW on such sale %hall be equal to the
amount of the tax which was impostd on the first retail sale. and

(C) the person so using or reseling such trailer or semitrailer shall be liable for tee tax
impowd by subecticn i a).

(el lJANSMONAL RULE -In the c&se of any article tatabte under subsection (a) on which tal
ws imposed under section 4"11(a). subsection tal shall be app:'ed by substituting 'Z percent" for -12
percenL".
Sormm Net

SEC. 40 2. DEFINITIONS AND SPECIAL RULES.

(a) FIRST RETAIL SALE -For purpoes of this subchapter-
!1) IN GE-1ER-A-L -The term fIrst retAil sale" means the first sae, for a purpose other than

lot resale. awter manufacture. production, or importation.
(2) LEAES CONSIDERED AS SALES -Ruies simtiar to the ru!es :-Ion 4217 shall apply.
13) USE TRELTED AS SALE -

(A) IN GEN'ERAL -If any person uses an article taxable -- r section 4051 before the
firit retail sale of such article, then such person shall be liable for *it 4nder section 4051 in the
same manner as if such article were sold at retail by him.

(B EXEMPTION FOR USE IN FURTHER M .%UF*.C'Tt'RE -uboararraoh (A) shall not
apply to use of in article u material in the manufacture or production or. or &s a component
part of. another article to be manufactured or produced by him.

(C) COMPtUTATION OF TAX-In the case of any person made liable for tax by
subparatraph (A). the tau shall be comouted on the rince at which similar articles are sold at
retail in the ordinary course of trade, as determined by the Secretary.

tb) DLTEP-,INATION OF PRICE -
(I) IN GENERAL -In determining price for purposes of this subchapter-

(A) there shall be included any charge incident to placing the article in condition ready
for use,

(B) there shall be excluded-
(i) the amount of the tax imposed by this subchapter.
(it) if suted ao a separate charee. the amount of anv retail sales tax imposed by arty

State or political subdivision thereof or the District of Columbia, heatherr the liability for
such ta is impos d on the vendor or vendee,

(i) the fair market value (including any taz imposed by section 4071) at retail of
any tires (not including any metal rim or rim base), and

(iv) the value of any component of such article if-
(1) such component is furnished by the first user of such article, and
(I) such component has beern used before such furmishing, and

(C) the price shall be determined without regard to any trade-in.
(2) SALE.S NOT AT ARKS, LENGTH -In the case of any article sold (other-ise than through

an arm's.length transaction) at leu than the fair market price, the tax under this subchapter shaU

BEST AVAILABLE COPY
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SEC 4053. EXEMPTIONS.
No tat %hail be im M bv seton iKn. |n any of ie o - arices

$11 C,',tPrR LO',C54S BODIES FOR ',ELF IRUPF.LLFD ,I,'RILE HtO'0Ll' -,nv III.Ce
destgne4-

(A) to be mounted or placed on autornobi!e trucks, autoriobAie t .ck chlaiss or
automobile chauis, and

tB) to be used primarily as , %in quarters or camping accomrca , sions
(2) FEED. SEED 4ND FERTILIZER EQUIP'ENT -Any body primarily e%.Cnred-

(A) to proceu or prepare seed, feed, or fertiliter for use on farms,
161 to haul feed. weed. or fertilizer to and on farms.
(C) to spread feed. eed. or fertil'aer on farms,
(D) to load or unbo4d feed. seed. or fertiliter on farms, or
(E) for any combination of the foregoing.

3J) HoUSE T1RAILV RS -Any house trailer.

(4) A.NBULA..CLS, HER..S rC - ny arnbulante, hearse, or combination ambulance.
hear se.

(S) COqCR.TE MIXER.S - kny article designed-

(A) to be plated or moi.nted on an automobile truck chassis or truck trailer or semitrailer
chasss, and

(B) to be used to proceu or prepare concrete.
(6) TRLsH CONTAINERS. ETC -Any bot, container. receptacte. bin or other similar article--

(A) which is designed to be ued as a trash container and is not designed for the
transportation of freight other trnan trash, and

MR) which is not designed to be permanently mounted on or permanently affixed to an
automobile truck chass or body.
(7) RAIL TRAILER.S .4ND RAIL %4.NS -,Ay chuis or biod) of a trailer or semitrailer which al

designed for use both u a hignway vehicle and a railroad car. For purposes of the prtecedlg
sentence. piggy.baca trailer or semitraiier shad not be treated u designed for use as a railroad car.
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APPENDIX B

SEC. 13L STUDY Of PIGGYBACK TRAILER.
(a) IN CvNRAL.-The Secretary of Tra portation (in consultation

with the Seeruary of the Treasurv) shall c:onduCt a study of the
apropnatL application and level or the tax imposed by section 4051
o the Internal Revenue Code of 1954 (relating to tax on trucks and
trailers sold at retaill on piggback trailers and semi.trlaler.

() RgtPo.-Not later than May 1. 1985, the Secretary or Tranu
portation shall submit to the Committee on Ways and Means or the

Hou e o Representatives and the Committ e on Finance of the
Sonata a report on the study conducted under subsection (a) together
with such recommendations as the Pecrtary may deem advsable.

APPENDIX C

SEC. 9)3. WEIGHT.OISTANCI TAXES.
The Secretary of Transportation shall conduct a study th evaiate

the feasibility and ability of weiqht-distance truck taxes to proude
the greatest deree0 of equity among highway users, to ema the cos
of compliance of such taxes. and to Imorove the ericiency by which
such taixe might be aoministared. Such study .haU also include en
evaluation of tne evasion potential for weafnt-.jtanc* taxa and an
assessment of the benefits to interstat commerce of rep iang all
Federal truck taxes (otner than tuel taxes) w:n a weigfht-distnce

APPENDIX D

SEC. $34. REPORTS. CM
(a) ComsutwLrNO Wr TiRzAsuit.-Studies conducted under this

part shall be conducted In consultation with the Secretary of the
Treasury).

Mb) ReroRT.-Not later than October 1. 1987. the Secretary Of
Transportation shall submit to the Committee on Ways and Means
of the House of Ftepresentatives and the Committee on Finance of
the Senate a report on each study conducted under this pat to
gather with such recommendations as the Secretary may deem
advisable.
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The CHA'RMAN. Senator Long?
Senator LONG. No questions, Mr. Chairman.
The CHAIRMAN. Gentlemen, I have no questions. Let me say

again to everyone here: I am going to try to hold this bill to genu-
ine technical corrections. I do not want to revisit substantive deci-
sions we have made, or we are going to be into a minitax reform
bill when wr have already got a major tax reform bill that is going
to be before us. To the extent they were honest mistakes or techni-
cal errors, we will try to correct them. To the extent that they are
substantive changes, I think the committee will be reluctant to un-
dertake them. Thank you very much. We are adjourned.

[Whereupon, at 11:24 a.m., the hearing was adjourned.]
(By direction of' the chairman the following communications were

made a part of the hearing record:]
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PAUL ,AXALT

CO~iwrIl I ON AP0a*eKATIONS
COirti 04 .iWULWIAV 1n1ted Atatrs cnt

WASHINGTON, OC 20610 1o01 is 60 .

swO 630 ift"

TESTIMONY OF' SENATOR 0,2 1s;Isla
PAUL LAXALT

ON S. 814, TECHIICAL, CORRECTIONS BtLL,
tIFFORF THE. SENATE VINANCF COMMITTEE

mUNE 5, I1985

Mr. Chairman:

White Pine County is an economically dis-
tresed County in Nevada. It became so when it lost
its principal economic activity, copper mining and
smelting. To alleviate this distress, the Nevada leg-
islature in 1979 authorized the White Pine Power Pro-
;ect a 1500 megawatt coal fueled electric generation
facility pursuant to Nevada's County Economic nevel-
op.tent Revenue Bond law. The project will bring
electric power to rural Neada and to metropolitan
regions of Nevatda anti California. It is to be
financed by tax exempt revenue bunds.

The project will provide 2,600 direct and
554 support jobs to White Pine County during its four
to six year construction phase and 5)0 direct and 212
support jobs during its IS year post construction life
(the County's population is barely 9,000). The
project will also provide payments in lieu of tax to
the State of Nevada and its counties of $448,000,000
in 1983 dollars over the project life.

The Technical Corrections Act of 1185
provides that the "grandfather" rule (Section 631 (cl
(3) of the Tax Reform Act of 1964) will not apply to
Section 103 (o) of the Internal Revenue Code. This
legislation would cause the loss of the tax exempt
feature of the bonds of the White Pine Power Project
issue, after July 18, 1984, because a "significant
portion," i.e., 5 or more, of the bnnd proceedls could
be Jee ted directly or indirectly "loan" to non-exempt
persons (Nevada Power Company in southern Nevada and
the Sierra Pacific Power Company and Mt. Wheeler Power
in northern NevaJa have reserved rights in the aggqe-
,tte to purchase 25% of the capacity of the project).

Project bond counsel advises me that they could not
ive an unqualified opinion that the project's

financing arrangements would not constitute "indirect
loans." Without tax exempt financings, the project
more than likely will not go forward. Thus, denial
of tax exempt financing to it will not produce any
federal revenue.
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this project has been in the planning stage
mince 1979 and in excess of $20,000,000 has been ex-
pended or committed for expenditures to finance the
development and study costs associated with its ulti-
mat.o construction. These funds have been used or com-
mitted to conduct extensive feasibility and environ-
mental impact studies to determine the feasibility of
the project itself, satisfy the mandate of the Nation-
al Environental Protection Act and obtain the water,
air quality and right-of-way permits required for the
project. All this was done in conformity with and
,lood faith roliance upon existing federal laws.

Should the Committee proceed to act on
the proposed change as a "technical" amendment, I urce
that this project be given "qrandfathor" status, That
is, that its obligations not be treated as private
lnin bonJR and not be %ale mobiect to Soction 10) to)
of the, Internal Revenue Cole. I think fairness te-
quires this. In light of the reliance of the project
on the grandfather provision of the Tax Reform Act and
tho fact that the Technical Corrections Act makes sub-
stantive changes in tho Tax Codo, I question whether
So..tion 169 of the bill qualifies as a simple "techni-
c-lW amendment. Its iMpact will be substantial on the
project and obviously has far reaching policy implica-
tions which should be the subject of full public and
Committee review.

Thank you for your .onsiderAtion of this
request.
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For June 5, 1985 Hearing on Technical Oorrections

RECOM4ENOD IMPROVEMENTS IN DEFRA AND REA
TECHNICAL CORRECTIONS BLLS

SUBMITTED BY THE
AMERICAN SOCIETY OF PENSION ACTJARIE'.

MAY 28, 1985

(The American Society of Pension Actuaries is a national professional society whose
2,000 members provide actuarial, consulting and administrative services to approxi.
tnatel) 30% of the qualified retirement plans in the United States.)

A) SUGGESTED MODIFICATIONS OF DEFRA CORRECTIONS

1) The Pre.591 Distribution Penalty Transition Provisions

Under the proposed bill, amounts attributable to contributions paid before
January 1, 1985 are exempted from the penalty. The exemption should be
changed so that it applies to amounts accrued before January 1, 1985.
In the case of a defined contribution plan, this would include amounts
actually, credited as well as amounts with respect to which the employer's
obligation to make the credit had become fixed. It would also apply to
later a djustments for investment changes on these January 1, 1985
balanceir. Without these changes, the bill presents two adninistrative
problems.

a) Respecting defined contribution plans, it will be necessary to
track forfeitures reallocated after January 1, 1985 and
determine whether they a.e attributable to contributions made
before that date.

b) Respecting defined benefit plans, it is not clear what
accruals are attributable to what contributions.

Our suggested modifications overcome both problems.

2) The 70f Distribution Requirement for 5% Owners

The bill should provide clarification on these points:

a) Is the 5% owner who reached 701 long before DEFRA subject to
the special distribution requirement*)

b) Consider the individual who is not a 5% owner at age 71)3 but
becomes one later, Is he subject to the requirement, and if so,
when')

c) Relative to effective dates, it should be made clear whether the
first key April lot is April 1, 1985, or April 1. 1986.
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3) Deflnition of a Wolfare Fund
The proposed bUI attempts to provide "clarification" regarding
circwnstances In which en Insurance company arrangement constitutes a
welfare fund. The proposals do not reflect csrent practices regarding
retentions end experience rating. Under these practices, the contract
itself does not provide a guaranteed experience rating formula. However,
the extra-contractual arrangement between the insurer and the contract-
holder always assures that a formula will be followed. This distinction
between form and practice should be recognized. The origi al intent of
DEFRA will probably be best served if the proposed "clarification" is
deleted.

) D[FRA CORRECTIONS WHICH SHOULD NOT BE MADf

1) Repeal of IRC J2517

This proposal is substantive and does not appear to constitute an
appropriate subject for a "technical corrections act." The proposed
repeal would impact any irrevocable participant election of an annuity
form which provides death benefits payable to a non-spouse. This tax
treatment would apply at the time the election becomes irrevocable, This
would be the case, for example, if a joint and survivor annuity were
elected naming a non-spousal joint annuitant. §2517 probably should not
be repealed even as part of a substantive tax act. What should be
included Is an amendment to §2517 exempting the employee's spouse as well
as the employee. Without this amendment, there will be a gift whenever
the spouue consents to en election away from spousal protection under
t417.

2) Amendment of IRC OL(h)

The proposed change extending new restrictions to all key employees and
not just 5% owners is also substantive and inappropriate for a "technical
corrections act." There is no indication that DEFRA was unclear on the
application of the new restriction. There is no indication that statutory
language was in any way at odds with Congressional intent. It is not
appropriate to justify the proposed change on the basis of bringing
40I(h) into line with new welfare fund rules. The difference between

the two sets of rules goes beyond the question of which employees are
subject to the new separate account requireTent. For example, the two
sets of rules are different on the issue of unrelated business taxable
income. They are different, as well, on the issue of reversion upon plan
termination. Finally, they re different on the question of anticipating
inflation.

C) SUGGESTED MODIFICATIONS OF REA CORRECTIONS

1) Status of Defined Contribution Qualified Pre.Retirement Benefits
There should be an acknowledgement that qualified pre-retirement death
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benents In defined contribution plans a:e fully subsidized whenever
account balencm are not forfeited upon death. It should also be
acknowledged that S417 currently h" some shortcomings in failing to deal
with this particular type of fully subsidized death benefit. The"e rules
should be considered for this fully subsidized benefit:

a) The prohibition against opting out before age 35. does not apply.

b) The requirements for notice and consent do apply. The notice
requlrement should provide for notice "within a reasonable
period after the individual becomes a participant."

2) The Requirement to Use PBGCAcceptible Interest Rates
This issue involves the rules on involk. 'ary settlement of an amount whose
value does not exceed $3,500. The rule respecting P8CIC-ecceptable
interest rates should only apply to determining whether a benefit is
eligible for involuntary lump sum settlement. It should not apply to
determining how much the settlement should be Determinations relative to
the amount of settlement should continue to be subject to the plan's basis
of actuarial equivalence. To eitend the PBGC-acceptable rate to
determination of the amount will lead to discontinuities between lump sum
settlements and other forms of settlements. These discontinuities will
lead to such bizarre settlement forms as installments for two years
certain.

If it is felt desirable to regulate plan definitions of actuarial
equivalence more closely then at present, new rules should be carefully
worked out and should be applied to all forms of settlement.

3) Amounts to Which the $3,500 Test Applies
There is confusion regarding the amounts to be taken into consideration in
applying the $3,500 test.

These rules should be considered:

a) The teat is made after subtracting any noii.vested amounts.

b) Amounts subject to the test include mandatory employee
contribution account balances.

c) Amounts exclude voluntary employee contribution account
balances.

4) Treatment of Lump Sum Settlements and In-Service

Distributions for Spousl Consent Purposes

There is a good deal of uncertainty within the retirement plan community
over whether lump sum settlements and in-service distributions are subject
to spousal consent rules. This uncertainty should be eliminated either by
statutory correction or by regulation. It seems clear that both
transactions must be subject to spousal consent rules - assuming the
profit-sharing exemption is Inapplicable.
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5) Restrictions on Oeferred Annuities for Terminated Employees

Vested terminators from defined benefit plans which do not subsidize the
pre-retirement spoual benefit represent very difficult administrative
problems. In this and the next item, we are suggesting two avenues to
elimination of these problems.

inder one avenue, a plan sponsor would be permitted to force the employee
into a deferred annuity which includes a pre-retirement death benefit
reqerdles of the former employee's marital status. The death benefit
would ordinarily be the termination-time lunp sum value of tne deferred
annuity plus interest to date of death. If the nornal form of !enefit did
not include such a pre-retirement benefit, the terminating employee would
find himself forced into a deferred annuity with a lower monthly payment
then would have been th2 case under the normal form.

By providing that there is always a pre-annuity.commencement.date death
benefit, the plan administrator sidesteps a difficult fact-finding
problem. The problem is to determine, at the former employee's annuity
commencement date, how much of the time betveen employment termination and
the annuity commencement date the former employee had been married.

The point to be clarified in the technical corrections bill is that
restricting vested terminators to deferred annuities which alvays include
pre-retirement death benefits is not a cut-back. Before REA, the plan
probably did not incorporate any such restriction.

6) Lockihg in the Vested Terminating Employee's
Election at Time of Termination

In the preceding section, we suggested one method of avoiding a
potentially difficult administrative problem relative to vested
terminators.

A second method would be to freeze the employee's status at time of
employment termination. If the employee made an election with spousal
consent at time of employment tlfrrination, the spousal consent would never
again be required, for any later cnan;e in election. This rule would
apply whether or not the employee is married to the same spouse at time of
annuity commencement. The employee who is single at time of employment
termination would not be subject to spousal rules at any time thereafter.
The employee who, at time of terenlation, is married and unable to obtain
spousal consent would be forever locked into an annuity containing the
pre-retirement death benefit. Furthermore, that death benefit would be
related to the survivorship of the individual to whom the participant had
been married at the time of termination.

7) Treatment of Non-Deductible Employee Contribution At-count Balances

The proposed bill should be revised to clarify treatment of non-deductible
employee contribution account balances relative to qualified
pre-retirement death benefit provisions. Treatment appears clear in
defined contribution plensl 50% of the account is subject to
pre-retlrewnt spouwd benefit rules. Treatment is unclear in defined
benefit plans.
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One option Is to apply defined contribution rules to the employee
contribution account balance. There is an analogue for this approach in
the application of 1.15 provisions.

The other option Is to convert the account balance to an accrued benefit
of the same form as the employer-financed accrued benefit. Then, the
employee-financed accrued benefit would be added to the e-nployer-financed
benefit. Defined benefit spousal rules would be applied to the total.

This second option leads to differences in treatment of employee
contribution account balances depending on the t)pe of plan (defined
benefit or defined contribution) of which they are part. The first option
appears oreferable.

8) Treatment of Employee Deductible Contribution Balances

The bill should clarify treatment of deductible employee contribution
account balances relative to spousal annuity provisions. At present,
these accounts appear subject to all spousal annuity rules. However,
policy in the past has been to maintain consistency between treatment of
these accounts and treatment of IRlA account balances. Accordingly, we
believe failure to exempt deductible employee contribution account
balances from the spousal annuity requirements was an oversight which
should be corrected.

9) Clarification of the 50% Rule

In a defined contribution plan, the qualified pre-retirernent death benefit
is defined by reference to "50% of the account balance." Most, but not
all, defined contribution plans provide for full vesting of the account
balance upon death. Many observers believe that for those plans which do
not provide full vetiig upon death, the 50% reference was intended to
moan 50% of the vested balance. There should be clarificatioti on this
point.

10) Treatment of Loans

The proposed bill solves many of the problems imposed by REA when attempts
are made to grant participant loans using vested interests as security.
However, one problem left unsolved involves the participant who is
unmarried at the tine the loan is extended, but later becomes married.
Loans made under this circurmtance should receive the same protection as
loans made before April 18, 1985.

M1) Break In Service Rules . Elapsed Time Plans

Guidance should be provided relative to application of break in service
rules to plans using elapsd time concepts. This guidance could take the
form of statutory provisions. Alternatively, it could take the form of
Congressional instructions, to Treastry, to publish regulations on the
subject promptly. At present, this subject does not appear to be as high
on the regulatory priority list as it should be.
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12) Broadening of Gft Tax Czemption

In our discussion of DEFRA corrections, we raised objection to the repeal
of 12517. We believe one of the REA corrections should involve extension
of the exemption of 12517 to include a "gift" given by the participant's
spouse who consents to an election away from spousal benefits.

1)) Definition of Accrued Benefit

Attention should be given to the question of whether full subsidization of
the qualified pre.retirement death benefit is part of the accrued benefit.
For example, is full subsidization subject to the anti cutback rule?

For another example, suppose a vested terminator receives a lump sum
settlement. Must the settlement include the value of the future
pro-retirement spousal protection which would otherwise have been
available? If so, must one consider the probability that a single
employee will become married some time after employment termination?

It should be noted that depending on the answers to these questions, it
may be necessary to amend definitions of actuarial equivalence to include
marriage probebilities and marriage dissolution probabilities.

We suggest the position that full subsidization is not part of the accrued
benefit for vesting and anti-cutback rules.

*. 0 11 a a

We would be eager to meet with members of the committees or their staffs to
develop and clarify any of these recommendations.

American Society of Pension Actuaries
1413 K Street N.W.
Washington, D.C. 20005
(202)737-4360

dward .- eurrow, .s.P.-A.
Chairman, Government Affairs Committee
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STAT*' NT OF SENATOR BARRY GOiJ),ATER

BF2YORE TH4E SENATE F1NAW1E Cfl)MITTEE

ON THE TF HNICAL CORRTIONS ACT OF 1985 - S. 814

JUNE 5, 1985

Last year, during deliberations of the Tax Reform Act of 1984, it was

brought to the Comittee's attention that certain provisions of the Act

jeopardized the tax-exempt financing of a major project important to several

cities and other public entities in Ar.zona and in California. Congress

responded and gave specific protection in the 1984 Ta: Reform Act to preserve

the tax exempt status of interest on obligations issued with respect to the

Mead-Phoenix Transmission Line Project. It now appears that a provision of

the Technical Corrections Act of 1985 (S. 814) would undermine that

protection.

'te Mad-Phoenix Tranwission Line Project is a joint effort of the Salt

River Project Agriculture Improvement and Power District in Phoenix, Arizona;

several California cities including [Cos Angeles, Anaheim, Burbank, Glendale,

Pasadena an] Riverside; the Modesto Irrigation District; and the Western Area

Power Akninic-tration (Western) of the U. S. Department of Freergy. The

project is a high-volume dirtvct current transmission line betwen the Hoover

Dam area and the Phoenix atei which will allow Arizona to receive its

increased entitlement of power from the Hoover Generation Station and enable

the public entities involved to make oconatnical energy purchases and

transfers between the two states.
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The participation of Western in the ProjecL requires it to also

participate in payment of financial obligations issued on behalf of the

Project. However, the 1934 Tax Reform Act specifically prohibits bonds which

are federally guaranteed to be tax-exenpt. The payments by Western could be

viewed as a federal guarantee of the issue obligations and thus this federal

guarantee provisions jeopardizes in the 1984 Tax Reform Act the tax-exempt

status of the Mead-Phoenix Project. Because of this potential jeopardy,

Congress responded by including a specific grandfather clause (Section

632(d)) in the 1984 Tax Reform Act preserving the project's tax-exempt

financing.

The 1984 Tax Reform Act also contains a "consumer loan bond" provision.

This consumer loan bond provision could also have jeopardized the tax-exempt

status of the Iiead-?boenix Project. However, a transitional rule in the Act

(Section 631 (c)(3)) excludes projects such as the Mead-Phoenix Project from

this provision by virtue of the fact that for these projects "a binding

contract to incur significant expenditures was entered into by October 19,

1983." Bonds issued for the Mead-Phoenix project would have otherwise been

"consumer loan bonds" because of the contractural arrangements previously

entered into by Western (a non-exempt entity).

Now, however, Section 169 of the Technical Corrections Act of 1985 would

revise the transitional rule in Section 631 (c)(3) of the 1984 Tax Reform Act

so that the "consumer loan bond" provisions would apply to the Mead-Phoenix

Project. Thus, Congress' specific protection of the tax-exempt status of

bonds for the Mead-Phoenix Project in the 1984 Tax Act, would be negated by

these "technical correctionss"
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STATEMENT OF BARBARA F. VUCANOVICH, M.C.
ON S. 814

SENATE FINANCE COMMITTEE

Mr. Chairman:

White Pine County is an economically distressed county in my
District. It became so when it lost its principal economic
activity, copper mining and smelting. To alleviate this
distress, the Nevada legislature in 1979, authorized the White
Pine Power Project, a 1500 megawatt coal-fueled electric
generation facility, pursuant to Nevada's County Economic
Development Revenue Bond law. The project will bring electric
power to rural Nevada and to metropolitan regions of Nevada and
California. It is to be financed by tax exempt revenue bonds.

The project will provide 2,600 direct and 554 support jobs during
its four to six year construction phase and 530 direct and 212
support jobs Suring its 35 year post-construction life. (The

'County's population is barely 9,000.) The project will also
provide paymernqs in lieu of tax to the State of Nevada and its
counties of $418,000,000 in 1983 dollars over the project life.

The Technical Corrections Act of 1985 provides that the
grandfather" rule (Section 631 (c) (3) of the Tax Reform Act of
1984) will not apply to Section 103 (o) of the Internal Revenue
Code. This legislation would cause the loss of the tax exempt
feature of the bonds of the White Pine Power Project issued after
July 18, 1984, because a 'significant portion," i.e., 5 percent
or more, of the bond proceeds could be deemed directly or in-
directly 'loan' to non-exempt persons. (Nevada Power Company in
southern Nevada and the Sierra Pacific Pow, er Company and Mt.
Wheeler Power in northern Nevada have reserved rights in the
aggregate to purchase 25 percent of the capacity of the project.)
Project bond counsel advise me that they could not give an
unqualified opinion that the project's financing arrangements
would not constitute "indirect loans." Without tax exempt
financing the project more than likely will not go forward.
Thus, denial of tax exempt financing to it will not produce any
federal revenue.

This project has been in the planning stage since 1979 and in
excess of $20,000,000 has been expended or committed for ex-
penditures to finance the development and study costs associated
with its ultimate construction. These funds have been used or
committed to conduct extensive feasibility and environmental im-
pact studies to determine the feasibility of the project itself,
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satisfy the mandate of the National Environmental Protection Act
and obtain the water, air quality and right-of-way permits re-
quired for the project. All this was done in conformity with and
good faith reliance upon existing federal laws.

I urge that this project be "grandfathered," that is, that its
obligations not be treated as private loan bonds and not be made
subject to section 103 (o) of the Internal Revenue Code. I think
fairness requires this.

Thank you for your consideration of this urgent request.

Barbara F. Vucanovich, N.C.
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AMERICAN ACADEMY OF ACTUARIES

STATEMENT TO
THE SENATE COMMITTEE ON FINANCE

ON BEHALF OF THE
SUBCOMMITTEE ON HEALTH AND WELFARE PLANS

OF THE AMERICAN ACADEMY OF ACTUARIES

HEARINGS ON THE TECHNICAL CORRECTIONS ACT OF 1985

JUNE Ii, 1985

On June 5, 1985, the Senate Committee on Finance held hearings on the Technical

Corrections Act of 1985. The comments below are submitted fot the record of those

hearings.

PURPOSE

The American Academy of Actuaries ("Academy") appreciates the opportunity to -ubmlt

comments on the Technical Corrections Act of 1985. This document contains comments

on issues relating to premium stabilization reserves, setting actuarial assumptions,

disability income benefits, and the definition of a qualified actuary.

BACKGROUND

The Academy is a professional association of over 7,600 actuaries involved in all areas of

specialization within the actuarial profession. Included within our membership are

approximately 85% of the enrolled actuaries certified under the Employee Retirement

Income Security Act of 1974 (ERISA), as well as comparable percentages of actuaries

specializing in actuarial services for other employee coverages such as life, health and

disability programs. As a national organization of actuaries, the Academy is unique in

IP4,35 K S1JKF: t, NW t'ITF: 515 WASIIN(TON DC 20006 12021 2231 M 196
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that its membership consists of actuaries with expertise in all areas of actuaria!

specialization.

The Academy does not advocate inaior public policy positions, in such areas as tax

legislation, which are not actuarial in nature. The Academy views its role in the

government relations arena as providing information end actuarial analysis to public

policy decision-makers, so that policy decisions can be made with informed judgment. It

is our belief that the training and experience of Academy members allow a unique

understanding of current practices in employee benefits. Our intention is to

communicate that understanding in ways that assist policy decision-makers.

COMMENTS

Premium Stabilization Reserves

The description of the Technical Corrections Act of 1985 states that certain amounts

held by an insurance company for a reasonable premium stabilization reserve may not be

treated as a fund for purposes of Section 1 19.

A premium stabilization reserve, in order to be considered reasonable, should reflect the

nature of the coverages to which it applies. A coverage that is characterized by

frequent, relatively small claims requires a smaller reserve than a coverage

characterized by large, infrequent claims. Furthermore, a larger reserve should be

considered reasonable on ceveragcs where fewer lives are exposed. Claim costs can

fluctuate significantly from year to year, and a reasonable preinium stabilization reserve

can provide protection against fluctuation.
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The level of reserves which might be considered reasonable also depends on the nature of

the group insured. I here a oreiniurn is collected directly from individuals covered, it is

desirable to maintain those premiums at a stable level from year to )ear. If premiums

increase signific'antIy, covered lives *,ho are generally better risks will drop out of the

group. The remaining lives wil! require furtl'er premium increases, and the plan will

continue to decline in size. Thus, a stabilization reserve for this sort of group should be

significantly higher than for a conventional employer plan in order to prevent a declining

enrollment spiral.

Examples of groups where higher levels of reserves are reasonable are employee-pay-all

plans, associations of individuals, and to a lesser extent, associations of employers and

other multiple employer plans.

The appropriate level of reserves on a particular group can be determined based on type

and design of benefit provisions, and the nature of the group covered. This level of

reserve can vary from group to group.

Actuarial Assumptions

As in any actuarial assignment, the setting of appropriate assumptions i. a key ingredient

in establishing funding levels. The provisions relating to welfare benefit plans funded

through VEBAs in the Deficit Reduction Act of 1994 require that assumptions be

reasonable in the aggregate. This is quite appropriate and follows the precedent set by

ERISA in the pension area. However, the Conference Report goes further and indicates

that "in addition to requiring that actuarial assumptions are to be reasonable In the

aggregate, Treasury regulations may prescribe specific interest rate and mortality

assumptions to be used in all actuarial calculations." Such a simplistic approach would
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ignore the fact that experience is different from plan to plan for a variety of reasons

(age/sex composition, benefit utilization tendencies of group, nature of work,

geographical area, etc.). Attempting to mandate any set of uniform assumptions will

inevitably result in inappropriate assumptions being used for large numbers of plans.

Setting appropriate actuarial assumptions requires the application of actuarial judgment

to fit the facts and circumstances at hand.

We are concerned at the prospect that specific actuarial assumptions might be prescribed

for funded welfare benefit plans. We believe the approach used in ERISA for setting

actuarial assumptions for pension valuations is much more appropriate. The treatment of

future increases in claim costs on post-retirement benefits is of particular concern.

Under the Deficit Reduction Act of 1984, increases in claim costs due to any source such

as inflation, changes in utilization patterns, etc. could only be funded each year after the

increase has occurred, rather than through advance funding. The net effect is that these

limits in general will be substantially below the full, level cost of the benefits promised.

This provision effectively discourages employers who wish to adequately fund retiree

welfare benefits as they do pension plans.

Definition of Disability

The Conference Committee has expressed its intent that with regard to welfare benefit

funds established for providing disability benefits that a disability be defined as many

serious physical or mental impairment which causes an inability to perform a substantial

portion of the duties of an individual's ordinary employment." The Committee further

expressed their intent that funding of claims with respect to an indefinite period of time
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be allowed only in connection with disabilities that are determined to be long term

disabilities. Such disabilities are "those which (1) a medical evaluation determines is

expected to last more than 12 months and (2) has persisted for at least live months."

The Conference Committee's definition of disability has two serious defects. First, it

does not recognize disabilities that are not expected to last twelve months under a long

term disability plan. Many serious disabilities will persist beyond five months, but will

terminate either by death or recovery within one )ear of the onset of disability. Second,

the definition requires that the claim persist for at least five months and many long term

disability plans employ a shorter elimination period.

There are several definitions of disability which are commonly used in conjunction with

disability income plans. The definition which is incorporated into a particular plan

document will reflect the plan sponsor's employee benefit philosophies and policies, as

well as the level of costs it is wiing to incur.

A plan sponsor is not likely to modify the definition of disability within its plan document

to conform with the Conference Committee's definition. As a result, one definition of

disability would be used for benefit determination and a second would be employed for

the purposes of determining qualified funding limits. This qualification of certain

disabilities for the purpose of determining funding limits could result in an unrelated

business income tax to the fund if it is funded to meet its future obligations according to

reasonable actuarial assumptions as to morbidity, mortality and interest. On the other

hand, if fund accruals are limited to be in accord with the Conference Committee's

definition of disability, the fund may be insufficient to meet its future obligations.
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We recommend that a disability income plan funding level be determined using actuarial

techniques and reasonable assumptions as to morbidity, mortality and interest reflecting

the definition of disability incorporated into the plan document.

Short Term Versus LonjE Term Disability Plans

The Conference Committee limits funding-for short term disability plans to five months

of benefit payments. Short term disability plans most commonly provide for three, six or

twelve months of payment. We recommend that a short term disability plan funding

limitations be defined in a manner consistent with the plan maximums.

Definition of Qualified Actuary

Actuarial analysis of employee welfare benefit plans demands the expertise o1 specialists

in welfare plans, employing actuarially sound methods which reflect characteristics

unique to those particular welfare plans. Included are characteristics such as the

analysis of past health care utilization, adjustments to reflect the changes of plan design

or demographics, assessments of claim liabilities, analysis of claim trends (including

inflation and utilization patterns) and projections of financial experience. Only actuaries

specializing in these programs are properly qualified to so examine employer welfare

benefit plans. For example, an enrolled actuary under ERISA has satisfied qualification

standards for practice in the pension area, but such an individual may or may not be

qualified when it comes to employee health an, welfare plans. We strongly urge that

direct participation of the actuarial profession be utilized in defining necessary

qualifications for actuarial services to these plans. The Academy has a strong
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commitment to professional standards and self-regulation. We are prepared to work

closely with the government if regulations regarding actuarial qualifications are to be

developed.

SUMMARY

The actuarial profession, as represented by the American Academy of Actuaries,

appreciates the opportunity to present our testimony and wishes to offer any possible

assistance to the governmental bodies involved with employee welfare benefit plans.

Because we understand past and present practices in this area, we believe that we can

assist in identifying and weighing the merits of employee benefit plan alternatives for

the future. We hope the comments presented in this statement will be useful in helping

Congress deal appropriately with the complex area of employee benefits.

AMERICAN ACADEMY OF ACTUARIES

Committee on Health

E. Paul Barnhart, Chairman

Subcommitte on Health an,. Welfare
Plans

Thomas G. Nelson,-C'hairman

Alan D. Ford
Anthony 3. Houghton
Martin J. Loughlin
William 3. Miner
Richard Ostuw
3effrey P. Petertil
Thomas G. Ruehle
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PA~e D, Mdhwgbft

May 20, 1985

Senator Bob Packwood
Chairman
Committee on Finance
U.S. Senate
Washington, D.C, 20515

Dear Mr. Chairman:

I am writing on behalf of the nearly 4,000 trust departments
of the American Bankers Association's member banks to
express our support for Section 105(a) of S. 8L4, the
Technical Corrections Act of 1985. The bill is scheduled
for hearing on June 12.

As enacted in 1984, IRC Section 643(e) requires two or more
trusts to be consolidated for income tax purposes If the
trusts had substantially the same grantor (treating husband
and wife as the same person), substantially the same
beneficiary or beneficiaries, and a principal purpose of the
trusts is the avoidance of tax.

That law presents enormous difficulties for trustees who do
not know, nor, prior to its enactment, had any reason to ask
about other trusts which may have been established by the
grantor or the grantor's spouse. In most cases the only way
a fiduciary could ascertain the existence of other trusts is
from the grantors themselves, but they may be deceased. In
addition a great many difficulties relating to sharing of
information on a timely basis were left to be worked out by
fiduciaries.

Section 105(a) would make the 1984 law inapplicable to
trusts which were irrevocable on March 1, 1984, except for
amounts contributed to corpus after that date. ABA supports
this provision. Insofar as it goes it relieves fiduciaries
of a seemingly impossible burden.

We understand that Treasury has taken a different position
but we strongly believe the provision should remain in the
bill as is. While even after adoption of this proposed
change a great many details and clarifications will have to
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AMERiCAN
BANKERS
ASSOCIATION

CO n1NUGOUt OFL ft o

May 20, 1985

- H IXLT NO 2

be worked out in the regulations, the separation of "old"
trusts goes a long way tr narrowing the impact of the
provision by limiting it to trusts which have been
established recently. ABA will be pleased to discuss this
proposal in greater detail with the committee staff if that
would be helpful.

We request that this letter be made a part of the hearing
record of S. 814.

Sincerely yours,

James D. McLaughlin
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that specialize in the practice of trusts and estates 
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SECTION 6660 SHOULD BE REPEALED
AS TO THE ESTATE TAX AND

SUBSTANTIALLY MODIFIED AS TO THE GIFT TAX

Section 155(c) of the Tax Reform Act of 1984 added to

the Internal Revenue Code an entirely new section 6660, creating

an addition to tax in the case of a valuation understatement

for purposes of estate and gift taxes. Section 6660(a)

provides that the addition to tax is a percentage of the

underpayment of tax due to the understatement of value, but

section 6660(d) exempts underpayments of less than $1,000.

Under section 6660(b), the addition is 101 of the underpayment

if the claimed valuation is 501 or more but not more than

66-2/3% of the correct valuation, 201 if the claimed valuation

is 40% or more but less than 50% of the correct valuation, and

301 if the claimed valuation is less than 401 of the correct

valuation. Section 6660(e) gives the Secretary the authority

to waive the addition to tax if the taxpayer shows that there

was a reasonable basis for the claimed valuation and that such

claim was made in good faith.

It is submitted that this provision requires drastic

revision and partial repeal. However, to analyze the section

in detail in support of this suggestion, some historical review

is required.

Section 6653(a) (1) of the Code provides for an addition

to tax if any underpayment of tax is due to negligence or



292

intentional disregard of rules and regulations without intent

to defraud. The addition to tax is 51 of the underpayment.

However, section 6653(a)(1) is limited to underpayment of

income tax, gift tax and windfall profit tax. It does not

apply to underpayment of estate tax. Provision for a 5%

penalty with regard to underpayment of income tax originated

with section 250(b) of the Revenue Act of 1918. A comparable

penalty was added for underpayment of gift tax in the Gift Tax

Act of 1932, section 520(a). However, at no time has such a

penalty ever applied to underpayment of estate tax, although

the 50% fraud penalty imposed by section 6653(b) (1) applies to

estate tax as well as to the other taxes mentioned.

The 5% negligence penalty and the 50% fraud penalty

for underpayment remained the sole penalties for underpayment

until 1981. -In that year, the Eccnomic Recovery Tax Act (ERTA)

added new section 6659 to the Code, providing for an addition

to tax in the case of a valuation overstatement for purposes of

the income tax. The addition to tax was expressed as a

percentage of the underpayment of tax due to the overstatement

of value, with underpayments of less than l,000 exempted. The

addition was set at 10% of the underpayment if the claimed

valuation was 150% or more but not more than 200% of the

correct valuation, 20% if the claimed valuation was more than

200% but not more than 250% of the correct valuation, and 30%

if the claimed valuation was more than 250% of the correct



293

valuation. The Secretary was given authority to waive the

penalty upon a showing that there was a reasonable basis for

the valuation claimed and that such claim was made in good

faith. Section 6659, as added to the Code in 1981e closely

parallels new section 6660 [the undervaluations which give rise

to percentage additions to tax under section 6660 are the

reciprocals of the overvaluations in section 6659).

In the House Report on ERTAO H.R. 97-201, 97th Cong.r

lot Sess., June 24, 1981, pp. 243-244, and in the General

Explanation of ERTA, prepared by the Staff of the Joint

Committee, the existence of negligence and fraud penalties for

underpayment of income tax was noted, but a specific penalty

was said to be necessary because of the large number of

valuation disputes outstanding (stated to be 500,000]. The

House Committee Report also noted that the then interest rate

on deficiencies was below the then prevailing cost of

borrowing, making overvaluations attractive. In expanding on

the new provision and explaining how it would work, the Staff

of the Joint Committee gave as its sole example of overvaluation

a case of an overvalued painting given to charity.

With a few minor technically clarifying amendments,

section 6659 remained as enacted until the 1984 Act. In that

Act, in addition to enacting section 6660, Congress took

significant action with respect to overvaluation of property.
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Section 155(s) of the Act, which is not a part of the Internal

Revenue Code, directed the Secretary to issue Regulations

requiring individuals, closely held corporations and personal

service corporations claiming deductions under section 170 of

the Code for contributions of property other than publicly

traded securities to obtain qualified appraisals of the

property contributed, and to attach such appraisals, plus other

information, to the return on which the deduction Is claimed.

A "qualified appraisals is defined as one prepared by

a qualified appraiser' which includes a description of the

property appraised, the fair market value of such property on

the date of contribution, the specific basis for the valuation,

a statement that the appraisal was made for income tax

purposes, the qualifications of the appraiser, the signature

and TIN number of the appraiser, and any other information

required by Regulations. A 'qualified appraiser' is one who is

qualified to appraise the type of property involved and who is

not the taxpayer, a party to the transaction in which the

taxpayer acquired the property, the donee, any person employed

by or related to any of such persons, or any person whose

relationship to the taxpayer would cause a reasonable person to

question the appraiser's independence. Further, a appraisal

will not be a qualified appraisal if the fee is based on a

percentage of the value of the appraised property, unless the

fee is based on a sliding scale paid to a generally recognized
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association regulating appraisers. Such qualified appraisals

are to be required whenever the claimed value of similar items

and property contributed to charity (other than publicly traded

securities)e plus the claimed value of all similar items of

property contributed, exceeds $5,000 ($10,000 if such property

is nonpublicly traded stock).

Section 155(b) of the 1984 Act added new section 6050L

to the Code, requiring charitable donees to file information

returns in the event of any disposition of gift property within

2 years of its receipt.

Finally, in section 155(c)(1) of the Act, Congress

modified section 6659 to eliminate a previous safe haven for

property held by the taxpayer for more than 5 years and to

provide that the addition to tax in the case of any

underpayment attributable to an overvaluation of property for

which a charitable deduction was claimed is a flat 30%,

regardless of the percentage of overvaluation. In any such

case, waiver of the penalty is not permitted unless the

Secretary determines that tht claimed value of the property was

based on a qualified appraisal made by a qualified appraiser

and, in addition to obtaining such appraisal, the taxpayer made

a good faith investigation of the value of the contributed

property.
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In explaining theme changes# the Senate Committee

Report discussed at considerable length the problem presented

by overvaluations of property contributed to charity end the

playing of the *audit lottery* by taxpayers claiming excessive

charitable deductions. Because of these concerns# the Committee

stated that "stronger substantiation and overvaluation provi-

sions should be iade applicable to charitable contributions of

property.' Without further discussion# the Report then

commented that the general overvaluation penalty *should apply

whether the property is held for fewer or more than five years#

and that it is equally important to deter incorrect valuations

for estate and gift tax purposes."

From this historical analysis, it is clear thnt

Congress has consistently been more concerned about underpay-

ment abuses in connection with income and gift taxes than the

estate tax. While the fraud penalty applies to underpayment of

estate tax, the negligence penalty to this day is inapplicable

to such tax. Further, when valuation disputes were first per-

ceived as requiring a specific penalty, it was in the context

of intentional overvaluation of property for which an income

tax deduction was claimed. Although the original overvalustion

penalty provisions were not limited to charitable contributions,

the legislative history makes clear that such was the principal

problem area. The 1984 amendments to section 6659 and subsec-

tions (a) and (b) of section 155 of the 1984 Act were directed
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at precisely that target. Expansion of the penalties for

valuation error to the estate tax area appears to have been no

more than an afterthought.

Making inter vivos deductible gifts of property to

charity is. self-evidently, elective, and such gifts are widely

utilized for income tax reduction purposes. Further, in making

such a gift, the donor is able to select the item of property

to be donated. Under such circumstances, the temptation to

lean a little on the valuation scale so as to obtain a larger

reduction of tax is obvious. A similar motivation to value an

item of property selected for a taxable gift at the low end of

the valuation scale may also be apparent.

However, the estate tax presents an entirely different

situation. Assuming that, in most instances, the event which

triggers estate tax is involuntary, determination of the correct

tax requires the correct valuation of each and every item in the

decedent's estate. It is, of course, true that valuation of certain

types of assets is difficult and that serious differences of opinion

may exist between an estate's representative and an IRS auditor.

However, it is not the estate's fault that this is so, whereas

it might be contended that problems caused by selection of a

dilficult-to-value asset for either a deductible or a taxable gift

are occasioned by the donor. In light of the lack of legislative

history behind the need for an estate tax undervaluation penalty,

the apparent lack of abuse in such valuations, and the substantive
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and technical shortcomings of the statute set forth later in this

document, Section 6660 should be limited to the gift tax until it

has been shown that its expansion solves a genuine estate tax problem.

The existence of such a problem has not as yet been demonstrated.

No evidence of egregious or wide-spread undervaluation of property

for estate tax purposes has been presented.

Even if it were to apply only to the gift tax, Section 6660

requires significant modification, both substantive and technical.

Section 6659(g)(1) defines an "underpayment", to which the penalties

imposed by that section apply, by reference to section 6653(c)(1),

which, in turn, incorporates the definition of a "deficiency" set

forth in section 6211, i.e., the net tax owed. Thus, for purposes

of the overvaluation section, no penalty is imposed if there is no

deficiency in incorre tax. Section 6660, however, contains no defini-

tion of "underpayment", and presumably the penalty imposed by that

section would be due even if a reduction in the value of other

items of property eliminated any deficiency. A reference to section

6653(c)(1) is required.

Further, the de minimis exception of section 6660 is far

too small in the gift or estate tax context, where gifts will

frequently be made to use up a donor's unified credit resulting in

transfers in excess of $600,000 by 1987. A $1,000 de minimis excep-

tion is simply inadequate. There should be no penalty unless the.

underpayment represents a significant percentage of the total tax.

The 10%-$5,000 test of section 6661 should be incorporated in

section 6660.
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There will be significant questions regarding whether there has

even been an understatement, and if so, how is the penalty to be computed.

For example, suppose that three items of property are undervalued.

The first is valued at 52% of its correct value; the second at 45%,

and the third at 38%. If the effect of the three undervaluations

is to cause the marginal tax rate to drop from 49% to 43%, completely

by-passing the 45% bracket, how are the penalties to be computed?

Should the underpayment attributed to the greatest undervaluation

be computed at the highest rate? Should an average rate be used?

It is suggested that a technical amendment be adopted to make clear

that all valuation understatements should be agqregated and the

proper percentage determined with respect to the total and applied

to the underpayment resulting therefrom.

Finally, the Regulations should make clear what constitutes

a reasonable basis for a claimed valuation, as well as what con-

stitutes good faith in making such claim. Proposed Regulation

S 1.6661-6 offers some guidance in this area, but is itself

inadequate. At the very least, the Regulations should provide that

there is a reasonable basis for a value based on a qualfied appraisal

made by a qualified appraiser as those terms are used in section

6659(f). The Regulations should also recognize that, in some cases,

comparable property does not exist and, in such cases, even greater

weight must be given to a qualified appraisal. Two qualified

appraisals should require waiver of the penalty. In addition, the

Act should be amended, and tfe Regulations should be issued con-

sistent therewith, to eliminate any penalty where the taxpayer's
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valuation approach is supported by substantial authority such

as court decisions supporting use of substantial discounts in

the valuation of closely held stock. Even though the IRS does

not agree with such decisions and continues to litigate the issue,

it should not be entitled to assert a penalty against those who

rely on favorable court decisions. See proposed Regulation

S 1.6661-3.

The Explanation of the Act should also express Congressional

intent that the requirements of good faith and fair play extend

in two directions. While taxpayers may be subject to a penalty

for undervaluation, no penalty presently applies if the Service

asserts an excessive value. Direction should be given to examining

officers to temper their enthusiasm for collecting tax with a

realistic approach to value. Experience under the Act may ultimately

demonstrate the need for enactment of a penalty against the Service

if agents utilize section 6660 as a threat to obtain agreement to

asserted deficiencies with respect to the putative undervalued

asset or on some other basis.

A suggested revision of section 6660 is attached hereto

as Exhibit A.

If section 6660 were to rerrain applicable to the estate

tax, further revisions would be required. Under new section 2210,

an ESOP may be required to pay a portion of the estate tax otherwise

due from an estate which transfers employer securities to it. In

such case, under new section 6018(c) (2), the plan administrator

is required to file an estate tax return with respect to such portion

of the tax. Section 6660 should be amended to make clear that the
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ESOP is not liable for any penalty due to undervaluation.

The addition to tax appears to apply even where the under-

statement of value results from failure of the estate to qualify for

special use valuation under section 2032A. Such a situation does

not involve a valuation abuse of the type at which the section

appears to be aimed and the section should be amended to make this

clear.

Expansion of the de minimis rule is especially vital if

the section applies to the estate tax. - Even if one were to argue that

a $1,000 floor is appropriate with respect to underpayments of

income tax or gift tax attributable to voluntary transfers of

overvalued property to charity or undervalued property to others

(which the College asserts is not the case with the gift tax),

it is entirely inappropriate where applied to involuntary transfers

subject to estate tax. Without considering such inherently

difficult-to-value assets as closely held corporation stock, property

subject to options or buy-sell agreements, tax shelter partnerships,

mineral interests and the like, virtually all estates will include

items such as jewelry, furniture and furnishings, or a residence,

as to which valuation estimates may well differ by more than one-

third. To apply a 10% penalty in all such cases is intolerable.
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EXHIBIT A

SEC. 6660. ADDITION TO TAX IN THE CASE OF VALUATION
UNDER UNDERSTATEMENT FOR PURPOSES OF THE BgATB-OR
GIFT TAX/S.

(a) Addition to the Tax.- In the case of a
substantial em5 underpayment of a tax imposed by
subbible B chapter 12 (relating to EIKMKM an d gift
taxes) which is sttibutable to a valuation
understatement, there shall be added to the tax an
amount equal to the applicable percentage of the
underpayment so attributed.

(b) Applicable Percentage.- For purposes of
subsection (a), the applicable percentage shall be
determined under the following table:

If the valuation claimed The applicable
is the following percent of percentage is
the correct valuation -

50 percent or more but not more
than 66-2/3 percent......................10

40 percent or more but less than 50 percent.... 20
Less than 40 percent........................o30

(c) Valuation Understatement Defined.- For
purposes of this section, there Is a valuation
understatement if the value of an item of any property
claimed on any return is 66-2/3-per-centor less of the
amount determined to be the correct amount of such
valuation unless the value claimed on the return with
respect to such item of property is or was supported
by substantial Z16MI authority. For purposes of sub-section
(bj, the valuation claimed for all such undervalued
itemA of property shall be determined as a percentage
of the correct valuation of all such items.

(d) Umdeepamnt-Must-De-st-beast-$; OOO:--hts
...bIlm -sha l -ot -alp T-kt-the -unde rp"ment -to -keue
bham -$1 ,rQ4 -Set -anp -"aNablk -per"k -e - -the-o-f
UW -t%* -Imp..4 -bY -•epit4- tr vih -eePef -to -the
*.t..t4-.I-thte..44me). Substantial Underpaoent
Defined.- For purposes of this section there Is a
substantial undeLpayment of tax-if the amount of the
underpayment exceeds the greater of -
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fit 10% percent of the tax required to be
Paid for the taxable period, or

(1i) $sO0O.
(e) Authority to Waive.- The Secretary may waive

all or any part of the addition to the tax provided by
this section on a shoving by the taxpayer that there
was a reasonable basis for the valuation claimed on
the return and that such claim was made in good faith.

() UnderpaXuent Defined.- For purposes of this
section. the term underpaymentsu has the meaning Qiven
to such term by seCtiOnM3 c) 1)'
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STATEMENT OF THE
AMERICAN COUNCIL OF LIFE INSURANCE

I. COMMENTS ON H.R. 1800, THE TECHNICAL
CORRECTIONS ACT OF 1985

A. Definition of Welfare Benefit Fund

Background. Section 151(a) (8) of the technical corrections

bill would clarify the definition of welfare benefit "fund" in

Section 419(e)(3) of the Code to exclude amounts held by an

insurance company pursuant to certain insurance contracts. The

legislative history of Section 419 states that the primary

purpose of the welfare benefit fund provisions is to prevent

employers from taking premature deductions for expenses which

have not yet been incurred (H.R. Rep. No. 861, 98th Cong., 2d

Sess. 1155 (1984)]. The proposed technical correction implements

the Congressional policy that typical group insurance contracts

are not subject to the various limitations on welfare benefit

funds.

The ACLI urges that the proposed technical correction be

enacted. The ACLI is concerned that ambiguous language in the

Committee reports underlying the 1984 Act could be misinter-

preted to impact adversely on a wide variety of common life,

accident and health insurance benefits that are not designed to

generate premature deductions. It is essential that the proposed

technical correction be enacted to state expressly Congress'



305 -

intent not to disrupt bona fide group insurance plans which

provide the security of insurance protection to millions of

employees and their dependents.

Section 151(a) (8) of the bill would exclude amounts held by

an insurance company pursuant to an insurance contract if: (1)

there is no guarantee of a renewal of the contract; and (2) other

than current insurance protection, the only payments to which the

employer or employees are entitled are experience-rated refunds

or policy dividends which are not guaranteed and which are

determined, in part, by factors other than the amount of welfare

benefits paid to (or on behalf of) the employees of the employer

or their beneficiaries. This statutory exclusion from the

definition of fund would apply only where any experience-rated

refund or policy dividend payable to an employer with respect to

a policy year is treated by the employer as received or accrued

in the taxable year in which the policy year ends.

The proposed technical correction would exclude from the

definition of "fund" typical experience-rated group insurance

plans. The "no guarantee of renewal", "no guarantee of dividend"

and "other factors" requirements are included in the technical

correction to describe features of bona fide group insurance

plans that distinguish such plans from "cost-plus" or "self-in-

sured" arrangements. Because of these features, the premiums
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paid by the employer are subject to a risk of loss and, there-

fore, are not to be treated as contributions to a fund.

In practice, the "no guarantee of renewal" feature under a

typical group insurance contract takes one of two forms: the

insurer has a right for future policy years either to cancel the

contract or to change the premium rate. In these insured ar-

rangements, the employer is not guaranteed a return of any part

of his premium payments because any experience-rated refund or

policy dividend is determined, in part, by factors (e.g., a risk

charge) in addition to benefits paid. As a result, the insurer

assumes the risk that benefits will exceed premiums paid and the

employer assumes the significant economic risk that he will not

be refunded any portion of his premiums., Thus, the technical

correction would properly exempt the typical experience-rated

group insurance policy, but would not exempt cost-plus or similar

arrangements based solely on the employer's experience where

comparable risks are not present.

Section 151(a) (8) Should Be F-.acted. There are several

reasons why the proposed technical correction is appropriate and

should be enacted. First, the provision recognizes the fundamen-

tal differences between insured and uninsured welfare benefit

arrangements. Specifically, the employer who provides benefits

through an insured arrangement obtains the insurer's benefit
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guarantees in exchange for premium payments. In return for this

third-party guarantee, the employer must forego: (1) potential

savings in state premium taxes (typically 2-4% of employer

contributions) and other retention charges; (2) the ability to

control the investment of his contributions and to establish

claims reserves; (3) the ability to control cash flow and the

level of contributions to the plan; and (4) discretion in

determining administrative practices and charges. The proposed

exclusion of insured arrangements does not affect these potential

competitive advantages of self-insured arrangements--it simply

carries out the Congressional intent that bona, fide insured

plans, under which the employer has relinquished the control

available with self-insurance, were not intended to be subject

to the tax law's funding constraints aimed at uninsured plans.

Second, the proposed technical correction minimizes the

ability of an employer to obtain current deductions for amounts

allocable to future benefits in accordance with the intent of

the law. This is because the exclusion would apply only if the

employer includes in income the amount of any experience-rated

refund or dividend for the policy year to which the refund or

dividend relates. Consequently, the provision would not permit

arrangements that effectively circumvent the Congressional

policy to limit the ability of employers to use the tax laws to

benefit from the so-called "time value of money.*
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Third, the proposed technical correction would provide much

needed certainty that common types of insured welfare plans will

not be treated as welfare benefit funds. This certainty is

essential because: (1) the legislative history of the welfare

benefit fund provisions contains substantial ambiguity and

potentially confusing language with respect to the intended

scope of the regulations under Section 419(e) (3); (2) the new

rules are scheduled to take effect on January 1, 1986, but, it

is extremely unlikely that final, and possibly even proposed,

regulations will be published by that date; and (3) in the

interim, the status of thousands of plans covering millions of

workers and their beneficiaries is open to question with the

potential for substantial disruption if overly broad regulations

are issued. Moreover, uncertainty will significantly impede the

establishment of new plans. The proposed technical correction

would properly remove the existing cloud that hangs over a major

segment of this important aspect of the insurance industry.

In its statement before the Committee, Treasury opposed the

proposed technical correction in Section 151(a) (8). The ACLI

strongly disagrees with Treasury's suggestion that the proposed

technical correction be abandoned. Treasury's opposition to

Section 151(a) (8) appears to be based primarily on the erroneous

premise that insured plans are comparable to self-.insurance and
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that group insurance should be classified as a "fund." But, in

enacting the welfare benefit fund provisions, Congress recognized

that bona fide insurance arrangements do not involve potential

premature deductions or the employer control inherent in unin-

sured plans. Congress did not intend to subject insured arrange-

ments to the new tax rules. Thus, Treasury's arguments do not

warrant deletion of the proposed technical correction.

Treasury did agree, however, that a technical correction is

needed to insure that there is no "chilling effect" on the

retention or establishment of arrangements offered by insurance

companies. Treasury indicates that such a technical correction

could provide that an account held by an insurance company will

not be treated as a "fund" before six months following the

issuance of final regulations. Treasury's statement recognizes

that regulations defining particular arrangements as "funds"

should not be effective immediately upon promulgation because

such regulations may include arrangements which employers reason-

ably did not believe would be considered "funds." In such situa-

tions, employers should have a reasonable opportunity to modify

their arrangements to conform to the positions reflected in the

final regulations. The industry endorses, therefore, Treasury's

suggestion that the law be amended to provide that any arrange-

ments defined in final regulations to be a "fund" will not be
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subject to the funded welfare benefit fund rules until six months

after the promulgation of such final regulations.

Recommendations. For the foregoing reasons, the ACLI

strongly recommends that the proposed technical] correction in

Section 151(a) (8) be enacted and endorses Treasury's suggestion

regarding the effective date of final regulations defining

"fund". We also suggest confirmation that the "no guarantee of a

renewal" requirement is satisfied where, as is the case in

typical group insurance plans, the insurer has the right for

future policy years either to cancel the contract or to change

the premium rate.

B. Distribution Rules Applicable to Annuity Contracts

Proposals:

1. In Section 126(a) of H.R. 1800, eliminate the reference

to annuity contracts described in Section 403(b) (proposed

subclause (ii) of Paragraph 5(A) aTid eliminate the proposal in

Section 152(a) (3) of H.R. 1800 to subject such annuity contracts

to the distribution rules of Section 401(a) (9) so that Section

403(b) annuity contracts will be subject to the distribution

rules of Section 72(s);

2. Clarify whether the distribution rules of Section 72(s)

or 401(a) (9) apply to annuity contracts issued in connection with
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deferred compensation plans meeting the requirements of Section

457 and make it clear that whichever rules apply, they are the

exclusive distribution rules for such contracts.

Reasons for change:

1. Section 403(b) Annuities. Insurers, in order to meet

the January 18, 1985, effective date of existing Section 72(s),

amended their contracts to include Section 72(s) distribution

rules, filing with all of the states in which they do business to

obtain the required approval for that action. It was reasonable

for our members to assume that the distribution rules of Section

72(s) were what were required since 403(b) annuity contracts are

not part of qualified plans and the general intent of Congress in

enacting Section 72(s) was to require that annuity contracts in-

corporate qualified plan-like distribution rules. The distribu-

tion rules of Section 72(s) are substantially similar to those

of Section 401(a) (9), and to require a switch at this point would

accomplish little more than impose significant added administra-

tive burdens and expense on our members who complied with what

they reasonably thought Congress required last year.

If the proposal to apply the Section 401(a) (9) distribution

rules to Section 403(b) annuity contracts is retained, however,

we strongly urge that the effective date provision be changed so

as to grandfather existing contracts. If the proposal is un-
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changed, different requirements will apply to contributions made

before and after the date of enactment. This split treatment

would require either the issuance of new contracts to current

participants or the isolation of existing contract values because

of the different distribution requirements, necessitating two

calculations for each settlement request. Either alternative

would impose unnecessary administrative burdens and costs on our

members and 403(b) annuity contractholders.

2. State and Local Government Deferred Compensation Plans.

It is not clear under existing law whether the distribution rules

of Section 72(s) or 401(a) (9) apply to annuity contracts issued

in connection with deferred compensation plans meeting the

requirements of Section 457. We do not have a view as-to which

set of rules would be more appropriate, but we do urge that in

the interest of certainty and efficiency, one of the two be

prescribed as the exclusive set of distribution requirements for

such annuity contracts.

C. Exception to the Penalty for Premature Distributions from
Annuity contracts

Proposal:

Subparagraph (B) of Section 72(q) (2) as proposed to be
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amended by Section 126(c) of H.R. 1800 should be changed to read

as follows:

U(B) made on or after the death of the holder or

annuitant."

Reasons for change:

The proposal contained in Section 126(c) of H.R. 1800 would

result in a significant substantive change in the law as it has

existed since,before the enactment of DEFRA. It would impose a

premature distribution penalty tax on annuity contract distribu-

tions that are triggered by the death of the annuitant unless the

annuitant is also the owner of the contract, or unless a person

other than an individual owns the contract and the annuitant is

also the primary annuitant. As such, the proposal would work a

fundamental change in this Internal Revenue Code provision which

is not appropriate for technical correction legislation, particu-

larly since it exceeds the scope of the DEFRA amendment to

Section 72(q). (The DEFRA amendment eliminated a distinctly

different exception to the penalty relating to investments made

within ten years of distribution.)

Moreover, the proposal would penalize legitimate business

practice with respect to annuity payments. The death of the

annuitant under an annuity contract is frequently an event upon

which a contract terminates and a distribution under it is
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required. It is just as appropriate to except from the prema-

ture distribution penalty tax a distribution required under the

terms of a contract on the death of an annuitant as a distribu-

tion required by law on the death of the holder. In both cases,

the distribution is triggered by events outside the control of

the holder, and since the triggering event is death it seems

quite unlikely to spawn abuses or much tax planning. A distribu-

tion under an annuity contract upon the death of the annuitant is

not a premature distribution, but rather a distribution precipi-

tated by an event which generally causes the contract to termi-

nate and provide for a distribution. It, therefore, should not

be subjected to a penalty as a "premature" distributior.

Finally, the proposed effective date of the amendment is not

specified. If the proposed amendment to Section 72(q) (2) (B) is

not modified as we recommend, it should not be effective until

taxpayers who relied on the TEFRA provision under which the

penalty was not applicable on the death of the annuitant have had

an opportunity to review their contracts. The proposed change to

Section 72(q) is no less significant than the proposed changes to

Section 72(s) and therefore a period of at least six months

following the enactment of the proposal would appear to be

reasonable.

D. Exceptions to the Excise Tax on Certain Funded Welfare
Benefit Plans
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Proposal:

Section 151(a) (11) of H.R. 1800 would be amended by adding

the following underlined language to the amendment to Code

Section 4976:

"(4) EXCEPTION FOR CERTAIN AMOUNTS CHARGED AGAINST
EXISTING RESERVE - Subparagraphs (A) and (B) of
paragraph (1) shall iot apply to post-retirement
benefits charged against an existing reserve and an
income thereon for post-retirement medical or
insurance benefits (as defined in Section
512(a) (3) (E)."

Reasons for change:

The H.R. 1800 amendment in Section 151(a)(11) provides an

exemption from the excise tax provisions of Section 4976 for

amounts charged against an existing reserve for post-retirement

life insurance or medical benefits. This exemption cross refer-

ences the unrelated business taxable income provisions in Section

512(a)(3)(E) (as amended by Section 151(a)(10)(C) of H.R. 1800)

for the definition of an "existing reserve". For this purpose,

an existing reserve for post-retirement life insurance or medical

benefits is the amount of assets set aside as of July 18, 1984

for post-retirement life insurance or medical benefits to be

provided to covered employees.

A literal interpretation of this amendment provides only

partial relief from the excise tax provisions for contributions
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made on or before July 18, 1984 with respect to post-retirement

life insurance or medical reserves. The amendment excludes only

an existing reserve, and not the income thereon, from the appli-

cation of the excise tax. The amendment in referencing "an

existing reserve ... as defined in Code Section 512(a) (3) (E}"

makes no mention of the income attributable to such an existing

reserve and is therefore technically deficient.

The Blue Book provides on page 794 that the rules for the

application of the excise tax-should be similar to the rules

which apply to the analogous provisions with respect to

unrelated business taxable income. Both existing reserves and

any income thereon are exempt from the unrelated business income

tax. See Section 512(a)(3)(E). No policy reason exists to

impose an excise tax on the income of an existing reserve while

at the same time exempting that same income from the unrelated

business income tax.

E. Income Computaticn for a Failed Life Insurance Contract

Proposal:

In Section 221 of the Deficit Reduction Act of 1984 which

adds Section 7702:

At Section 7702(g) (1) (D) (ii) : delete the
parenthetical phrase "(computed on the basis of
5-year age brackets)."
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Reasons for change:

Section 7 702(g) (I) (D) provides that income calculated with

respect to a contract which fails the definition of life insur-

ance includes, among other items, the "cost of life insurance

protection" based on the lesser of two items: the contract's

mortality charge or a cost based on rates prescribed by the

Secretary. While a straightforward application of this approach

would suggest a direct comparison of the costs determined under

the two methods to determine the lesser, this will often produce

an inappropriate result. This is because of two facts:

1. The Secretary's rates must (because of the parenthetical

expression in Section 7702(g) (1) (D) (ii) be based on 5-year age

brackets, presumably reflecting an average assumed cost over the

5-year interval;

2. The overwhelming majority of explicitly stated mortality

costs in life insurance contracts are specified for each age,

rather than by age brackets.

Thus, for example, if monthly costs are $.35, .37, .40, .43,

and .48 for each year of a particular 5-year interval, the

Secretary's prescribed rate for that interval might well be $.41.

The result then would be the use of $.35, .37, and .40 for the

first three years, and $.41 for the last two years.

50-278 0-85--il
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This clearly erroneous result can be avoided by allowing the

Secretary to prescribe a specific rate for each insured age

(together with rules for computing average rates over various

sized intervals for comparisons with contract rates which are

specified for age brackets, if that is also thought appropriate).

The 5-year bracket requirement seems to be borrowed from Code

Section 79(c); however, in that context no harm is done since no

comparisons are made: The prescribed rates are the sole rates

used. In this context, it places an unnecessary and inappropri-

ate constraint on the Secretary.

F. Annuities Used to Compensate for Sickness or Injury

Proposal:

Add an exception from the di Lribution rules of Sections

72(s) and (q) for annuity contracts that are used to fund pay-

ments which are excluded from gross income under Section

104(a) (1) or 104(a) (2) of the Code.

Reasons for change:

Annuity contracts are commonly used to fund payments of

compensation or damages on account of accident or sickness when

the payment is structured to be periodic rather than paid in a

lump sum. These arrangements are commonly referred to as struc-
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tured settlements and involve three parties: (1) a defendant

(the person liable for making the payments) or a structured

settlement company (a company that assumes the defendant's

liability); (2) the insurer (the funding agent); and (3) the

injured party (the ultimate recipient of payments funded by the

annuity contract). The payments to the injured party are exempt

from income tax under Section 104(a)(1) or 104(a)(2) of the Code.

Those payments are made either according to a schedule imposed by

a settlement of the injury or sickness claim or a court order.

That schedule or court order usually varies the amount of pay-

ment, for example, to cover medical expenses, and sometimes

provides that payments extend beyond the time of death of the

injured party.

The defendant or structured settlement company maty be

subject to the Section 72(q) penalty for annuity payments it

receives from the insurer, for example, when the settlement

requires payments that vary in amount. We do not think that this

situation should be equated with a premature distribution from an

annuity contract that Congress sought to penalize when it enacted

Section 7 2(q). In addition, it would be inappropriate to impose

a penalty en the defendant or structured settlement company for a

payment that would be exempt from the penalty if received direct-

ly by the injured party (because of that payment's exclusion from

gross income). Finally, Congress recognized the use of annuity
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contracts to fund structured settlements when it enacted Section

130 (dealing with the taxation of the structured settlement

company).

Similarly we urge that structured settlement annuity con-

tracts be exempt from the requirements of Section 72(s). The

injured party, the ultimate recipient of payments in a structured

settlement, is not taxed on those payments and therefore has no

direct tax incentive to seek deferral of payments. Thus, we

think that the reason for the required distribution rules do

not exist in this situation.

G. Special Rules Where Holder is not an Individual

Proposal:

Subparagraph (6) (A) of Section 72(s) as proposed to be added

by Section 126(b) (1) of H.R. 1800 should be changed by adding the

following underlined language:

"(A) IN GENERAL. - For purposes of this subsection,
ifithe holder of a contract is not an individual, or
is an individual acting in a representative capacity,
the primary annuitant shall be treated as the holder
of the contract."

Reason for change:

The effect of the proposed amendment is not clear where the

holder is one acting in a representative capacity and the repre-
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sentative is an individual. We believe our suggested addition

would further the intent of the Bill by including in the treat-

ment of a primary annuitant as holder, the situation in which an

individual holds the contract in a representative capacity such

as a custodian or trustee. In such a case, the individual has no

beneficial interest in the contract and therefore it would be

inappropriate to require a distribution upon his death. More-

over, while the individual may die, the capacity in which he

holds the contract (e.g., trustee) does not cease to exist.

H. Exemption of Pre-1985 Accumulations from Penalty on
Premature Distributions

Proposal:

In Section 152(a)(2) (A) of H.R. 1800 change the last clause

of the paragraph which reads "...clause (i) shall not apply to

amounts attributable to contributions paid before January ),

1985." to read as follows: "...clause (i) shall not apply to

amounts attributable to contributions in a defined contribution

plan or benefit accruals in a defined benefit plan with regard to

plan years beginning before January 1, 1985."

Reasons for chan9 :

In a defined benefit plan it would be particularly difficult

and quite arbitrary to relate an amount of a distribution to
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contributions paid before or after a specific date. We think

that since amounts available for distribution in a defined

benefit plan are determined by benefit accruals, benefit accruals

are a more appropriate and workable measurement for the proposed

grandfather treatment. In addition, since benefit accruals

generally relate to a plan year rather than a calendar year

accounting period, the proposed grandfathering would be more

workable if made effective for plan years beginning before

January 1, 1985.

Similarly, we think that records kept for defined contribu-

tion plans relate contributions, and associated investment

performance, to plan year accounting periods. For this reason,

we suggest that the effective date for defined contribution plans

also be the plan year.
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II. COMMENTS ON H.R. 2110, THE RETIREMENT EQUITY ACT
TECHNICAL CORRECTIONS ACT

A. Effect. of The Retirement Equity Act ("REA") on Single
Premium Annuity Contracts

While the ACLI applauds efforts to correct technical prob-

lems under REA, we are disturbed that H.R. 2110, the Retirement

Equity Act Technical Corrections Act, leaves unaddressed very

significant issues regarding terminated plans that were so

superficially treated in REA. We think it fair to say that

throughout Conqressional consideration of REA, there was no

contemplation that all of the procedural requirements of that

legislation would be extended past plan termination. While we

support the basic protections provided plan participants by REA,

it has become clear to us since enactment that, when considered

in the context of the group annuity arrang,;r''nts purchased by

plan sponsors as part of the profess of windinq up the affairs of

the plan, certain REA provisiors impose unnecessary expense and

uncertainty on employers and insurers.

Typically, when a plan sponsor of a terminated !tdfned

beTliefit plan winds up the affairs of theft plan, it purchases a

single premium non-participating group annuity contract ("SPAC"),

under which the entire benefit rlqhts of each plan participant

are fully guaranteed through an irrevocable commitment issued to
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the plan participants by a private insurer. Prior to enactment

of REA, participants who elected a lump sum payment of their

benefits were permitted, under the regulations of the Pension

Benefit Guaranty Corporation ("PBGC"), the agency charged with

the enforcement of ERISA's plan termination provisions, to

irrevocably elect this benefit option and receive an immediate

distribution in lieu of the insurer's commitment to provide an

annuity at retirement age. This procedure predated purchase of

the annuity arrangement and was effectuated by the plan sponsor--

not the insurer. In lieu of a cash payment, a participant could

elect to be covered by the annuity contract (choosing any of a

variety of annuity options) generally determined as of the

annuity commencement date and calculated using the insurance

company's interest rates and actuarial factors, as specified in

the contract negotiated at plan termination between the insurer

and the sponsor of the terminating plan. Once a participant

elected to receive a commitment to an annuity few, if any,

insurers pernLtted a later election of a lump sum payment.

We recognize that certain of the new requirements imposed by

REA necessitate appropriate adjustments in the rules governing

plan terminations. So, for example, participant elections in

favor of a single life annuity or a lump sum should require

spousal consent, even if a plan is terminating. Similarly,

elections with respect to benefit options that are made by the
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participant at the tire the plan terminates apyrrpriateiy should

be converted using the interest rates and factors specified in

the plan prior to plan termination, as requird Ly Code Seoton

401(a) (25) and Revenue Rulin; 79-90.

Beyond these requirements, however, are a variety of PEA im-

posed procedural requirements which ignore the distinctions

between a terminated plan and an ongoing plan. Mandated applica-

tion of these requirements as the exclusive method of complying

with the survivor benefit and anti-cut-back provisions of REA

violates the lono-hell premise of our privatQ pension system that

plan establishment and termination are voluntary and that, after

plan termination, a participant's rights under an ongoing plan

are settled.

While it may be appropriate to protect past accruals in an

ongoing plan ofter a plan amendment, participants in a terminated

plan have no expectation of future service or benefit accrual

after the date of termination. Accordingly, the ACLI believes

t"ere is a clear qualitative distinction between an amendment to

an onqoinq plan and the termination of a plan. After plan

termination, rights which attacK to an individual's status as a

plan participant are no longer protected. Just as participants

are no longer credited with additional vesting and no longer

entitled to periodic reports with respect to their benefit
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rights, summary plan descriptions and the like, it is fundamen-

tally inconsistent with the notion of terminated plans to permit

unlimited revocability of benefit elections, additional benefit

entitlement based on events occurring after the date of plan

termination, and the continuinq imposition of the notice and

recordkeeping obligations of an ongoing plan sponsor on the

insurer.

In the context cf plan termination, the insurer is no more

than a vendor of a product required under the law to effectuate a

plan termination under Title IV of ERISA. The insurer's product

is fully regulated under state law, and its obligations to former

plan participants derive from the contractual relationships

between thu individual annuitant and the insurer, rather than

from the provisions of the now terminated plan. An employer who

decides to establish and maintain an ERISA-covercd and tax

qualified plan thereby obligates itself to conform to the rules

imposed by those statutes. The issuance of a SPAC in satisfac-

tion of a plan's liabilities under Title IV should extinguish the

plan administrator's obligations and not, as has been suggested

by some since REA, merely transfer his obligations to the insurer

of the annuity guarantee. This position is clearly embodied in

the Department of Labor's regulations under ERISA defining

"employee benefit plan" (29 CFR 2510.3-3) and also in the PBGC
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regulations defining "participant" for purposes of premium

payments (29 CFP 2610.2).

Our detailed comments on specific issues relating to SPAC's

where further technical corrections to REA are needed follow

be low.

I. Treatment of Optional Forms of Benefits. Section 301 of

REA amended Section 411 (a)(6) of the Code and Section 204(q) of

ERISA to provide that a plan amendment which, with respect to

benefits attributable to service before the amendment has the

effect of ol iminatginq an optional form of benefit, shall be

treated as an amendment reducing accrued benefits. The anti-

cut-back rules of REA Sect icn 301 further provide that a partici-

pant's accrued benfit is only considered to be reduce-d if the

removal of the optional form of benefit results in the partici--

pant's loss of a "valuable right". The Secretary of the Treasury

is given authority to issue regulations relating to conditions

under which the removal of an optional form of benefit will and

will not be regarded as the removal of a valuable right.

Under the new statutory rules, optional forms of benefits

are treated, for purposes of the anti-cut-back requirements, in

some fashion as a participant's accrued benefit. Furthermore, it

is possible that regulations ultimately issued will interpret the
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assumptions, interest rates and conversion factors used by a plan

to calculate the amount of a participant's benefit under any

particular optional form of benefit as forming part of a partici-

pant's accrued benefit which may not be reduced by a plan amend-

ment. Such a position, particularly in the small plan area,

would create serious problems for insurers who issue SPAC's to

fund a terminated plan. More importantly, this position would,

in many instances, increase the costs of terminating plans and

ultimately decrease benefits for participants and beneficiaries.

As it is highly likely that an insurer's current internal

interest rate assumption for lump sum distributions will be

considerably higher than that used by the plan or PBGC, the

opportunity is creat''d for adverse selection against the insurer

by the participant. Since little or no protection for such

adverse selection currently exists, an insurer would be forced to

charge a higher price to protect against this risk. Similar

results arise in the case of subsidized optional forms of payment

where the extent ot utilization of the option cannot be reason-

able predicted at the time of plan termination.

To resolve this problem, the ACLM suggests that a technical

correction to REA be enacted to provide that, upon plan termina-

tion, only the participant's initial choice of benefit need be

governed by the ant i-cut-back in accrued benefit rules. Under
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this approach, a participant would be given a one-time right to

select any optional form of benefit using the plan's assumptions,

conversion factors, interest rates and procedures for determining

actuarial equivalence. After having made this one-time election,

a participant could later choose a different form of payment

(limited to those previously available under that plan which

provide "valuable riqhts").

Under the ACI propi ied rule, the insurer would provide the

particqiant with the same alternatives as if the plan had contin-

ued. The only except ioi would be that, for subsequent changes

after the initial election by the pn-ticipant, the insurer's

(rather than the plan's) interest rates, conversion factors and

prccdures fcr deterred, nIIng actuarLal equivalence for optional

forms of b benefits could he used. Th' s chanqe k dld a l ow a ppro-

priatt, dist inct inz; btweer oncoing and tcr,-'nated plans and

would allow p1.-rn. amendments in an ongoing plan to be properly

subject to the anti-cut-Lack rules, without encc:passing amend-

ments to terminated plans in a way that would make term-nat ion

more expensive and complicated.

2. Qualified |Pre-Retirement Survivor Arnuities and Qual-

ified .oint and Survivor Annuit ies. Another area of substantial

concern in our industry relates to the interaction of two promi-
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nent sections of REA concerning Qualified Pre-Retirement Survivor

Annuities ("QPSA's").

Section 203 of REA provides for the furnishing of a OPSA --

an annuity to a surviving spouse equivalent to 50% of the partic-

ipant's accrued benefit. At the same time, REA Section 301

prohibits a cut-back in accrued benefits, and treats certain

cut-backs in early retirement benefits, retirement-type subsidies

and optional benefit forms, as cut-backs in accrued benefits.

Prior to the passage of REA, it seemed clear that a pre-re-

tirement death benefit was not part of the accrued benefit nor

was it treated as such. This position was embodied in the

Internal Revenue Code Section 411 regulations, which excepted

death benefits from the definition of "accrued benefits" (Trea-

sury Regulation Section 1.411(a)-7(a) (1)).

Section 301 of REA does not mention survivor benefits as

a type of benefit to be treated as an accrued benefit. On the

contrary, the legislative history expressly states that death

benefits are not to be considered as a "retirement-type subsidy"

under Section 3Yi such that the anti-cut-back provision would be

applicable (See Ccng. Rec. of Aug. 2, 1984 - S9679 and S9680.)

In light of this fact, the ACLI believes the OPSA to be

outside the scope of the anti-cut-back rules. However, in the
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event this position is not adopted, we believe the survival of

the OPSA is only workable if there is a clear definition of who

is the "surviving spouse" in the case of a terminated plan for

purposes of REA survivor benefits and the spousal consents

necessary to the waiver of any such benefits.

The treatment of this problem by the Technical Corrections

Act (H.R. 2110) in an analogous area--that of plan loans--is

instructive. In the plan loan area, where the pledging of an

accrued benefit as collateral may well have an impact in the

future--and .3 negative impact on a different spouse--lH.R. 2110

recognizes that spousal consent to the pledge at the time of the

loan will control the impact in the future even if there is a

different spouse at that time.

Th1 ACLI sugests that those considerations which are

inherent in the above noted loan provision proposal may well be

even more pertinent in the area of plan termination. ;e also

suqqest that the protection of the individual who is the spouse

as of plan terrination--despite subequent occurrences--is not

inconsistent with, and may be in furtherance of, the policies

underlying REA. It is, after all, the "termination date" spouse

who has shared in the marital partnership with the plan partici-

pant during the years of benefit accrual.

0
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With regard to plan termination, spousal consent is a

particularly troublesome problem by virtue of Internal Revenue

Code Section 417, as added by'Section 203 of REA, which states

that a plan must provide a Qualified Joint and Survivor Annuity

("QJ&S") to a married participant unless such participant waives

that benefit with the consent of his or her spouse.

In the case of the OPSA, the election period which would

require spousal consent extends to the participant's death. In

the case of the QJ&S, that election period (together with the

necessity of spousal consent) begins 90 days prior to and ends

with the annuity starting date (the date as of which the payments

under the plan commence).

Internal Revenue Code Section 417 (a) (2) (8) states that "...

Any consent of a spouse (or establishment that the consent of a

spouse may not be obtained) under the preceding sentence shall be

effective only with respect to such spouse."

In the context of an ongoing plan where the relationship

among the respective participants, plan sponsor and plan adminis-

trator is normally subject to adjustments (particularly in the

area of marital status) there is perhaps less concern regarOing

these matters.
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The difficulty arises, however, when the plan has terminated

and (perhaps) the plan sponsor is no longer in existence. The

plan has sought a guarantee of its obligations through purchase

of annuity contracts or certificates but to a large extent the

guarantee is imposed upon what may be a fluid situation.

Thus, a variety of questions arise in the area of plan

termination, survivor benefits and spousal consents concerning

the timing of events, for example:

o If the plan has terminated and the participant is single

at the time, would a subsequent marriage necessitate a spousal

consent to the form of benefit chosen? In the absence of such

consent, would the benefit need to be converted into a QJ&S?

What if the benefit has been distributed and has been partially

or fully utilized?

o if the participant, single at plan termination but

subsequently married, dies prior to the annuity starting date,

would a QPSA have to be provided for the spouse?

o Again, in the context of a terminated plan, assume a

participant is married and a QJ&S is provided for, would subse-

quent divorce negate that survivor benefit?

o If that participant remarries, which spouse is entitled

to the survivor benefits?
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o if the prior spouse had consented to an alternate form

of benefit, does that consent have an.v impact on the subsequent

spouse?

The law would seem to say that in all these circumstances

events subsequent to the plan termination may still have to be

accounted for. The ACLI believes, however, that such a rule

places the insurer in an untenable situation.

The purFose of a p1an buy ing annuities is to provide quaran-

teesn and certainty with respect to its obliqatiors accrued to the

date of the plan'5 termination. We sugest that it would he in

furtherance of that policy which requires such guarantees and in

furtherance or the under:yinq policies of REA if, for purposes of

IRC Section 417, the sur,,,ivin: spouse is defined as the spouse as

of the date of plan terminsticn for FurFoses of the provisions

relating to survivor bUnofits and the notices and consents

pursuant to those benefits.

3. Notice Reuirements As amended by REA, ERISA Section

205(c) and IRC Section 417(a)(3) require plans to provide partic-

ipants with written notice of the requirements of a QJbS and the

rights and elections associated therewith, including the require-

ment that a spouse's consent is needed to waive the joint and

survivor benefit. This notice must be provided within a reason-
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able period of time before the annuity starting date. Similarly,

an explanation of the OPSA must be provided to each participant

sometime during the period when the participant is between ages

32 and 35.

ERISA Section 205(c) (6) and IRC Section 417(a) (5) provide

that, for separated participants, the applicable election period

for the QPSA cannot begin later than separation from service.

Although the notice requirement contained in ERISA Section

205(c) (3) (B) and IRC Section 417(a) (3) (B) does not explicitly

explain when notice should be given for terminated employees,

because notice should precede the election period it would

appear that in such cases notice would be given between ages 32

and 35, but not later than separation from service.

These provisions cause serious administrative problems for

insurers issuing SPAC's to terminated plans. After plans have

been terminated it is very difficult for an insurer to properly

give notice to covered employees. In the case of an ongoing

plan, the nexus of employment enables the plan administrator to

keep accurate and current records of the marital status, age and

work status of covered employees. An insurer, by contrast, is

not in a position to do so. The problem is severe where the

termination is accompanied by the employer's closing of opera-

tions. In such a situation the insurer has no one to turn to to
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ascertain the location and the marital status of the participant.

The problem is also acute where participants are still employed

by the plan sponsor after plan termination. Because the insurer

is not in a position to know when an employee severs employment,

it can hardly know when to pro':ide notice for the qualified

pre-retirement benefit.

The ACLI proposes that in the case of terminated plans

notice should be given to employees at the tme of plan termina-

tio:L. In our view this would be both an easy and equitable

solution to the above-described problem. At the time of plan

termination the t- rployue population is well defined. Further-

more, at that tl.- there is always a plan administrator (indepen-

dent of .:he-1hcr the ,.-uloyer plans to continue operations) from

wheont2 insuru c- n qet the informat ion which it reeds to

prrper5 . :- , ic e. Sin.1ificaintly, the purpose cif REA would

nc 1 , com-r~ n. under the propcsa!. At the t i:c.e of termina-

tion, tcyec are nost alert to their riqhts; under a plan and a

nct C, c,'ui th-.-rLfore have its most reaninqtul impact.

4. IR',C Section 411 (-) (6), ERISA Title I Sect icn 204() and

FRISA Tt > IV. REA prohibits amendments which cause cutbacks in

accrued hen.fiu, subsidies , early retrorrent benefits or option-

al fc,rms of benefits. Neither the Code nor the p-irallel ERISA

Title I ':r:.'i.icn deals, with termination of i, plan.
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To avoid the possibility of regulatory duplication and

conflict, we propose an amendment to both Code Section 411(d) (6)

and ERISA Section 204(g) which would state that nothing therein

affects the rules and principles established in ERISA Title IV

and PBGC regulations for terminated plans.

As the statutes now read, Title IV continues to be supreme

in the plan termination area. Since the enactment of ERISA,

Title I and the Code have both prohibited the cutback of accrued

benefits. Despite the fact that neither statute provided an

exception for terminated plans, accrued benefits have been

routinely reduced in terminating plans with assets sufficient to

cover guaranteed benefits but insufficient for all benefits. In

these cases, assets have been allocated and benefits distributed

by guaranteed annuity certificates in accordance with PBGC rules

and practice. There i nothing in the statutes themselves after

REA to change this. Only the Senate Finance Conittee Report

suggests a charge (S. Rep. No. 98-575, p. 31 (1964)).

It is our view that the question of the benefits to be

provided by a terminated plan should be resolved exclusively

under the provisions and principles of Title IV--the only Federal

statutory scheme dedicated solely to plan terminations. Title IV

deals comprehensively with all the issues surrounding the plan

termination event including the priorities in which benefits are
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to be provided and the conditions to be continued post-termina-

tion. Purporting to extend Section 411(d)(6) to provide authori-

ty for creating asset allocation and benefit priority rules and

post-termination procedures will create confusion, conflict and

uncertainty through unnecessary regulatory duplication and in

certain cases will result in reduccd accrued benefit coverage. A

technical correction such as we propose would provide a single

clear consistent rule for plan terminations--the rules developed

under Title IV of ERISA.

5. Retirer',pt-Type Subsidies. Section 301 of R EA amended

Code Section 411(d)(6) (l) and Section 204(q) of ERISA to provide

that a plan amendment that has the effect of eliminating or

reducing an early retizroent benefit or a retirement-type subsidy

with respQct to benefits attributable to service before the

amend ent is treated as a prohibited r(ducticn in the partici-

pant's accrued benefit. In the case of retirvment-type sub-

sidies, this prohibition applies only with r1cnpect to a partici-

pant who satisfies (either before or after the amendment) the

pre-aryndmenit conditions for the subsidy. Moreover, Rev. Rul.

85-6 (IRB 1985-0, p.10) provides that in a proposed termination

of a defined benefit pension plan, the plan will fail to meet the

requirements of Code Section 411(d)(6) as amended unless an early

retirement subsidy is provided for participants who satisfy the
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pre-termination subsidy requirements after the termination of the

plan.

In the case of a terminated plan, the insurer who issues a

SPAC must make assumptions as to the number of plan participants

who have not satisfied the conditions for the subsidy prior to

termination of the plan but will eventually qualify for the

subsidy after the plan terminates. Since the risk is uncertain

the insurer must use a conservative (and costly) assumption to

price the SPAC. This makes the price of a SPAC more expensive

than if eligibility for the subsidy were more certain at the time

of plan termination. Moreover, the insurer is often required to

do costly administrative work to determine who becomes eligible

for the subsidy and when that occurs. While it is possible that

in many cases, such as the one described in Rev. Rul. 85-6, an

employee can satisfy the conditions for the subsidy after termi-

nation of the plan, it is also true that in many cases the

conditions for eligibility for the subsidy can never be satisfied

after the plan terminates. For example, a plan may provide that

to be eligible for tne subsidy an employee must complete a

certain number of years of plan participation (in addition to

meeting an age requirement). In such cases, an employee cannot

receive credit for additional years of plan participation in any

year following the year of plan termination. Similarly, a

contributory plan may require a certain number of years of
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service (in addition t" the attainment of a specified ane) to be

eligible for the subsidy. Under these plans, employees do not

get credit for years of service unless they contribute to the

plan. Since no contributions are made to a terminated plan, no

additional years of service are earned by employees. Finally,

under certain conditions employees would not be able to satisfy a

service requirement after the termination of a plan if the

employer who previously maintained the terminated plan was no

longer in existence {due to a sale, spin-off, acquisition, bank-

ruptcy, etc).

To resolve this problem, the ACLI proposes a technical

correction to REA to provide that retirement-type subsidies must

be provided to employees who have not satisfied the conditions

for the subsidy prior to plan termination only if it is possible

under the turms of the plan irumediately prior to plan termination

to satisfy the conditions for the subsidy after the plan termi-

nates.

B. Other Comments

Our section by section comments on areas where we believe

H.R. 2110 (the "Act") needs further clarification or correction

follow below:
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1. Act Section 2(a) (1) (A) - We suggest that the change to

paragraph (4) of Section 411(d) be modified by the

addition of the words "as an employee" so that it reads

"...participant was performing services for the

employer as an employee as of the close .... " This

change would explicitly distinguish employees from

independent contractors who are not eligible for

benefits or credit under this method.

2. Act Section 2(b) (2) (A&B) (i) - It is our understanding

that Code Section 401(a) (11) (B) (iii) (III) will not be

triggered by a rollover since, in order for a

participant to have received a distribution which he or

she can roll over, the joint and survivor requirements

would already have had to have been satisfied by the

plan making the distribution. In light of this, we

believe the reference to "indirect transfers" in Act

Section 2(b) (2) should be deleted, since this language

would seem to apply only to rollovers. In this way, the

provision would only cover a direct trustee-to-trustee

transfer.

3. Act Section 2(b) (2) (A&B) (ii) - We suggest that this

provision, clarifying transferee plan rules, be

modified to read "...if the plan separately accounts
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for these assets and any income therefrom." In our

view, a plan should be able to set up a segregated

account for transferred assets only, but not have

segregated accounts for other assets and still satisfy

the purposes of this paragraph.

4. Act Section 2(b)(4) - Under this section of the Act, a

spouse must agree in writing to a loan to the

participant if any part of the account balance is

pledged as security. Only if such consent is obtained

may the plan foreclose on a defaulted loan. The

effective dlie of this provision is April 18, 1985.

obviously, April 18 his already passed and loans are

still 1e'-,ng neqotiated under the requirements of

el ' l.w. Accordingly, we believe the effective

. ic: tc :3 prcvison shcuid Lv changed to the date of

e 1 act en t .

In addition, we assume that the requirements for

spoiisal consent inder this loan provision are the same

as for si-ousal consent to an election under Code

Section 417(a)(2). If this is the case, we suggest

that this he explicitly stated in the statute.
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5. Act Section 2(c) (4)(A) (vi - While the change to add

subparagraph (A) to Code Section 414(p) (9) is

necessary, the limitation in subparagraph (B) to the

present value of payments to an alternate payee of

$3,500 creates a real problem and should be eliminated.

First, the $3,500 amount is, in our opinion, too low.

Under Code Section 414(p)(4), an order may require a

distribution significantly in excess of $3,500 before a

participant has separated from service.

Moreover, using the entire value of the accrued benefit

as the appropriate limit is inconsistent with the

provisions of Code Section 411(a) (7), which provides

that "the plan may disregard service performed by the

employee with respect to which he has received (i a

distribution of the present value of his entire

nonforfeitable benefit if such distribution waz in an

amount (not more than $3,500) permitted under

regulations...." If the change in Section 401(a) (11)

was not deliberate, a suggested clarification is to

insert the word "nonforfeitable" following "If the

present value of any". If this change was intended,

inserting the words "the nonforfeitable portion of"

following "$3,500," would clarify the provision.
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In this regard, we note that a similar ambiguity exists

in Code Section 417(e)(1) and (2) (A). To eliminate any

question, in both cases the words "nonforfeitable

portion of the" should be inserted before the words

"present value" the first place it appears.

6. Act Section 2(d)(1) - The change in the rules for the

explanation of a distribution eligible for rollover

treatment should not be made retroactively effective

(as is the case by virtue of Act Section 3) . Such

retroactive application in our view unfairly creates a

compliance requirement which no one could reasonably

have foreseen. We suggest instead that this change

be made ufft.ctive as of the date which is no less than

six rcnths aftter the date of enactment.

7. Act Section 2(f) (2 - While this retroactive protection

against a double death benefit liability is ver,

welcome, it seems unfortunate that it must be limited

to the period before the plan year beginning in 1985.

As a practical matter, there are numerous plans relying

on old prototype documents or which, for various

reasons, will be slow tb -Comly with these new

requirements until the first death under the plan

occurs. There seems to be no good reason why this pro-
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vision could not be redrafted to apply on a permanent

basis to any situation where the pre-retirement

survivor annuity requirements are in effect. Such a

change would not lessen protection for the spouse and

it could significantly improve the chance of the plan

being able to provide benefits to the remaining

participants.

C. Additional Items

In addition to the corrections noted above, the ACLI be-

lieves that several additional items should be added to H.R. 2110

to clarify Congressional intent regarding the changes made by

REA. These additions are as follows:

1. Clarification of Code Section 417(c)(2). REA Sections

103 and 203, amending Code Section 401(a) (11) and

adding Code Section 417, should be changed to clarify

Section 417(c)(2), the "Special Rule for Defined

Contribution Plans". Currently, it is unclear whether

50% of a participant's account balance is a minimum to

be applied to provide the qualified pre-retirement

survivor annuity as otherise determined by Section

417(c) (1), or if paragraph (2) applies in lieu of

paragraph (1). Since applying only 50% of a
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participant's account (both vested and non-vested

amounts) could result in a lesser death benefit for a

spouse than would have been required before PEA, there

can be a significant difference between the two

interpretations.

2. Clarification of Code Section 417(f)(2). REA Sections

103 and 203, adding Code Section 417, should be changed

to clarify Section 4171f)(2), which is the definition

of annuity starting date. This paragra['h provides:

"The term 'annuity starting date' means the first day

of the f:rst period for which an amount is received as

an annuity (whether bv reason of retirement or

disabilityl" based on a literal reading of Section

417(f) (2) it is possible that, for participants who

weul& receive u 'p sum pants, certain requirements

of Section 417 mciht not be met because no "annui.ty"

payr-ent is made. A suggestion to prevent this is to

add the words "or could be" following "for which an

amount is". This change would also clarify the

bginning date of the qualified joint and survivor

benefit election period by effectively starting the

election period 90 days before the earliest retirement

age.
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3. Modification of Code Section 417(a) (3)(B). Code

Section 417(a)(3)(B) should be modified by deleting the

words "preceding the plan year". As revised,

subparagraph (B) would read: "Each plan shall provide

to each participant, within the period beginning with

the first day of the plan year in which the participant

attains age 32 and ending with the close of the plan

year in which the participant attains age 35...." This

would permit the notice and election procedure to occur

at the same time, which would be administratively

simpler and make it more likely that the participant

would act upon the information provided.

4. Clarification of Code Section 411(a) (7). A change

should be made to Code Section 411 (a) (7) to clarify the

status of a participant who separates from service

without any nonforfeitable interest in the plan.

Currently, it appears possible that unless there is an

explicit cash-out, the forfeited funds associated with

that participant cannot be made available to reduce

employer costs. Yet, with a zero percent vested

employee, no cash-out is possible--since nothing is

owing to that individual by the plan.
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To resolve this potential problem, we suggest that Code

Section 411(a)(7) be modified to provide that a

participant who separates from service with no vested

interest would be deemed to have received a cash-out

and his or her accrued benefit can be forfeited. Under

this rule, the participant will suffer no detriment so

long as: 1) the plan is required to restore the

forfeited amount if the participant is re-employed; and

2) the participant would have been able to additionally

vest in the accrued benefit had he or she actually

received a cash-out and repaid that cash-out upon such

re-employment.

Another problem with this samt, soction involves the

riqht of a participant who has received a cash-out of

his or her accrued benefit to have a forfeiture

restored upon repayment of the cish-ovut. Prior to REA,

Reg. Section 1.411(a)-7(d) (2) (ii) ID) provided that the

riqht of repayment expired two years after the date of

re-employment. To prevent any potential record-keeping

and funding problems, we suggest that .a provision be

added to the Act to clarify that the pre-REA two year

rule continues to apply to post-REA cash-outs.
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5. Clarification of Code Section 411(a)(11). A provision

should Le added to the Act to clarify how to dete-rmine

the present value of an accrued benefit for purposes of

the Section 411(a)(11) restriction on rardatorv

distributions. Currently, subparaqraph (B) of Section

411(a) 111) provides, in essence, that to determine the

amount of present value to test against the $3,500

threshold, the interest rate used nay not be greater

than the rate useed by PBGC for determining the present

value of a lump sum distribution at plan termination.

The statute is not clear as to whether a plan may test

the amount of present value using the PBGC rate, and

then recalculate the present value using a different,

perhaps higher, interest rate for the actual

di t r ibut oen

This amLiguity could be resolved by striking the words

"For purposes of subparagraph (A)," and replacing them

with the words "Solely for purposes of determining the

amount under subparagraph (A) ,".

6. Form of Annuit". A provision should be added to the

Act to clarify that a spouse who is to receive a pro-

retirement survivor annuity may elect a form other than

a life income.

50-278 0-85--12
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STATEMENT OF
DONALD C. ALEXANDER

OF CADWALADER, WICKERSHAM & TAFT
before the

COMMITTEE ON FINANCE
UNITED STATES SENATE

On S. 814
May 29, 1985

On behalf of American Financial Corporation, I wish to

propose a technical change to S. 814, in order to remedy a

serious problem facing life insurance companies which receive

dividends from life insurance company subsidiaries. The problem

was, we believe, an unintended effect of the changes made to the

life insurance company tax provisions in 1984.

Sections 805(a)(4) and 807 of the Internal Revenue Code, as

added by DEFRA, require every life insurance company to prorate

investment income received by it between the company's share

(taxable) and the policyholders' share (excludable from income).

The primary effect of this proration is that certain types of

income (primarily dividends and tax-exempt interest) which would

be tax-favored if received by an entity other than a life insurer

receive lesser tax benefits when received by a life insurance

company. Some portion of the otherwise tax-favored income must

be allocated to the policyholders' share, displacing other income

which then becomes fully taxable as part of the company's share.

In short, as page 588 of the DEFRA Blue Book recognized, the

proration formula has "the effect of taxing a portion of these

earnings.'

An exception to the proration rule was made in the case of

subsidiary dividends, except to the extent such dividends arise
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from nonsubsidiary dividends and tax-exempt interest received by

the subsidiary. Congress' theory was that *to the extent [subsi-

diary dividends) are distributions of fully taxable income, these

earnings have already been taxed at the subsidiar level, and

should not be taxed again through the operation of the proration

formula at the parent level.

The problem arises from the fact that Congress apparently

assumed that a subsidiary from which a life Parent received

dividends would be a nonlife subsidiary, and therefore that tax-

exempt interest and nonsubsidiary dividends received by the sub-

sidiary and passed through to the Parent 'have not been taxed

within the related group and should be subject to proration."

However, if the Subsidiary is itself a life insurance company,

some portion of the tax-exempt interest it passes on to its

parent has been taxed through application of the proration

formula to the subsidiary. Taxing such portion again at the

parent level would cause a life insurance business operated

through a parent and subsidiary to be taxed at a higher rate than

the same business conducted through one company, contrary to

Congress' intent to treat businesses conducted through one

company the same as those conducted through more than one.

For example, suppose that a subsidiary life insurance

company, S, receives $500,000 in tax-exempt interest, which it

distributes to its parent, P, also a life insurance company.

Sixty percent of such amount is allocated to the policy-holders'

share when received by S, causing an increase in S's taxable
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income of $300,000. The $500,000 in tax-exempt interest is then

passed on to P. which also allocates 60% of its income to the

policyholders' share. Thus, the distribution produces an

increase in P's taxable income of $300,000. Thus, the related

group is taxed on $600,000, or 120%. of the amount received,

although an insurance business carried on through a single entity

would have been taxed on only $300,000.

To remedy this problem, the exception to the proration rule

for certain subsidiary dividends should be extended to include

all dividends received from a life insurance company subsidiary.

Congress, having recognized that income taxed once should not be

taxed again within a related group, should apply the same prin-

ciple to exempt such dividends from the proration formula.

Attached is an amendment to S. 814 for this purpose.
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AMENDMENT TO S. 814

After the words "any dividend' in the second sentence of

section 805(a)(4)(C), insert the following:

except a dividend from a life insurance company
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WRITTEN STATEMENT OF JAMES ALBERTINE,
DIRECTOR OF GOVERNMENT AFFAIRS OF THE

AMERICAN SOCIETY OF ASSOCIATION EXECUTIVES

The American Society of Association Executives ('ASAE") is pleased

to have the opportunity to present a written statement for the printed record

of the June 5, 1985 hearing of the Committee on Finance, U.S. Senate on S.814,

The Technical Corrections Act of 1985, and on necessary technical corrections

to the Retirement Equity Act of 1904 ("REA).

ASAE is headquartered at 1515 Eye Street, K.W., Washington, D.C.

20005 (202-626-2703) and is- the professional society for--executives who

manage trade and professional associations as well as other not-for-profit

voluntary organizations in the United States and abroad. Founded in 1920 as

the American Trade Association Executives with 67 charter members, ASAE now

has a membership of over 11,000 individuals representing more than 6,500

national, state, and local associations. In turn, these business, profes-

sional, educational, technical and industrial associations represent an

underlying force of more than 55 million people throughout the world. The

overwhelming majority of ASAE's member represent tax-exempt organizations,

mast of which are either tax exempt as trade associations under Section

501(c)(6) of the Internal Revenue Code ("Code") or tax-exempt as educational

or charitable organizations under Section 501(c)(3) of the Code. Many of

ASAE's member assocciations sponsor qualified retirement plans and voluntary

employee beneficiary associations (NVEBAs') and other funded welfare plans

for their members and their employees. As a result, ASAE is an interested

party to legislative activity in these areas.
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This written statement contains comments on the funded welfare

plan rules in S.814 that modify Sections 419 and 419A of the Code, with

emphasis on the fules on deemed unrelated income, disqualified benefits,

"he safe harbor limits and the more-than-IO-employer exemption. It also

contains comments on two topics in REA. First, the cashout rules under

Section 411 of the Code, including the appropriate Pension Renefit Guaranty

Corporation ("PBGC") interest rate to be used and the purpose for which it

is to be used. Second, the minimum survivor annuity rules in Section 417 of

the Code, including the pre-age 35 waiver rules and the form of payment

restrictions.

The Technical Corrections Act of 1995 addresses certain technical

changes in the Deficit Reduction Act of IQ84 ("DEFRA"). ASAE believes that

certain additional areas of DEFRA should be clarified.

A. Deemed unrelated income on welfare benefit funds -

DEFRA added a new Section 419A(g) to the Code (relating to deemed

unrelated income on welfare benefit funds. ASAE is concerned about the

application of this rule to association sponsored welfare plans.

There are many welfare plans sponsored by associations which either

have never been tax-exempt under Section 501(c)(9) of the Code or upon the

issuance of the final regulations will no longer be tax exempt. Code Section

419A(g) together with the General Explanation of the Revenue Provisions of

DEFRA prepared by the Staff of the Joint Committee on Ta)(ation (bluebook),

at page 712, imply that the unrelated income is taxed to the employer.
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Since welfare benefit funds may consist of many employers, it would be dif-

ficult to assess income taxation against the employers participating in the

plan. In addition, this could result in double taxation because certain

trusts would pay income taxes and the participating employer would also pay

income taxes on the same income. Therefore, the deemed unrelated income

rule should not apply to employers participating in more-than-1O-employer

VEBAs. If a tax is to be applied, it should apply at the trust level.

Section 151(a)(9) of the bill, which would add a new Section

419A(g)(3) (relating to coordination of the deemed unrelated income tax on

an employer with the rules in Section 419 on qualified cost), attempts to

avoid double taxation. For the reasons discussed above, this Section should

exclude association sponsored funded welfare plans. If the tax on deemed

unrelated income is applied at the trust level, this Section would not be

applicable to association sponsored funded welfare plans.

R. flisqualified benefits -

Section 151(a)(11) of the bill amends the definition of disqualified

benefit in Section 4976(b) of the Code as used for purposes of the excise tax

rules on certain funded welfare benefit plans. Section 4976(b)(1)(C) would

benefit fund reverting to the benefit of the employer." ASAE believes that

an additional exception to the scope of Section 4976(b)(1)(C) should be pro-

vided to clarify that an excise tax will not apply to an experience refund

to an employer or a return of a required "run out reserve" i.e., a reserve

that must be held for the sole purpose of paying "run out claims" (those

claims that are incurred before plan termination but are not paid until

after plan termination).
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C. S Pf harbor limits -

Section 151 of the bill contains amendments to the funded welfare

benefit rules in Sections 419 and 419A of the Code. ASAE believes that the

safe harbor rules in Section 419A(c)(5) of the Code should be clarified to

provide that they do not take into account reserves that must be held for the

sole purpose of paying "run out claims" or for reserves that are held solely

for the purpose of retroactive premium arrangements. This interpretation is

authorized by the bluebook, at page 778, in the discussion about retired

life reserves or premium stabilization accounts which provides, "However, it

is intended that Treasury regulations may exclude from the applicitlon of

these rules a fund under which the residual asset value of these reserves

would be immaterial." In most, if not all, cases the residual asset value of

these reserves would be immaterial in relationship to the size of the fund

during Its operation. This clarification would enable Treasury. without any

additional legislative changes, to interpret the law In this manner when it

issues regulations. This exclusion would make the safe harbor limits much

more acceptable to most association-sponsored welfare funds.

D. Funded welfare plans -

DEFRA added new Sections 419 and 419A to the Code (relating to

funded welfare plans). The Technical Corrections Act of 1985 in Section 151

contains various technical clarifications to the welfare benefit plan rules.

ASAE is concerned about an area that although not currently in the Act, Is

mentioned in the hluehook as an area in which a technical correction may be

necessary.

The literal language of Code Section 419A(f)(6), as amended by

nIEFRA, creates an exception from the requirements of Code Sections 419 and
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419A for a welfare benefit fund which is a part of a ten-or-more employer

plan, because it states "This subpart shall not apply . . ." (emphasis

added). The bluebook, at page 779, provides that this provision does not

apply to deductions for contributions to certain ten-or-more employer plans.

Further, page 791 of the bluebook states *mt]he limit on the set-aside is

intended to apply to more-than-1O-employer VEBAs which are exempt from the

deduction limitations". The footnote provides that a technical correction

may be necessary so that the statute reflects this intent. As ASAE main-

tained during the legislative process in connection with DEFRA, the limit on

the set-aside should not be extended to plans which have more than 10 em-

ployers as participating employers in these plans because these funds do not

permit arf individual employer to control the operation of the VEBA. There-

fore, the competition in the marketplace naturally limits the amount of the

reserve. Also, if reserves are insufficient, it is very difficult, If not

impossible, to assess any insufficiencies against employers who are no longer

participating in these programs.

E. Minimum accruals in a top-heavy plan -

Section 152 of the bill contains amendments to the pension plan

provisions in the Code. ASAE believes that an additional technical cor-

rection should be added to the bill to clarify the application of the minimum

benefit rules under Section 416(c) of the Code. This Section requires that a

Non-Key Employee in a top-heavy plan receive certain minimum benefit accruals.

The Internal Revenue Service appears to be taking the position that In cer-

tain circumstances this top-heavy minimum is in addition to the mirimum

benefit accrual requirements of Section 411(b) of the Code. ASAE recommends

that the bill include an amendment to Section 416(c) or Section 411(b) of
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the Code to clarify that a top-heavy plan that satisfies the minimum benefit

rules under Section 416(c) in the aggregate will be considered as satisfying

the minimum benefit accrual requirements of Section 411(b) of the Code with-

out being required to accrue benefits in addition to the aggregate minimum

benefits.

II. Retirement Equity Act of 1984

ASAE believes that certain areas of REA require clarification.

A. Cashouts -

REA amended Section 411 of the Code (relating to minimum vesting

requirements) to add a new Section 411(a)(11). The new Section provides as

follows:

"(11) Restrictions On Certain Mandatory Distributions -

"(A) In General - If the present value of any accrued bene-
fit exceeds $3,500, such benefit shall not be treated as nonfor-
feitable if the plan provides that the present value of such bene-
fit could be immediately distributed without the consent of the
participant.

"(B) Determination Of Present Value - For purposes-of sub-
paragraph (A), present value shall be calculated by using an in-
terest rate not greater than the interest rate which would be used
(as of the date of the distribution) by the Pension Renefit Guaranty
Corporation for purposes of determining the present value of a
lump sum distribution on plan termination."

This provision, in ASAF's view, is unclear as to which )BGC in-

terest rate should be used and for what purposes.

(1) What rate applies -

The PBGC periodically issues a schedule of four interest rates

depending on whether an immediate or deferred annuity is to be purchased.

There are three deferred interest rates depending on the annuity commencement

date of the participant. ASAE understands that many plans have, in the

past, used the PBGC immediate annuity rate as the applicable PRGC interest
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rate in all situations. ASAE also understands that the PBGC would require a

lump sum on plan termination to be valued based on the full range of PBGC

interest rates. ASAE believes that a technical correction should be made to

REA to clarify that the full range of PRGC interest rates is intended to be

used for purposes of Code Section 411(a)(11) and other Sections of the Code

and ERISA that reference the PBGC interest rate for purposes of the $3,500

cashout rule.

(2) For what purpose is the PBGC interest rate to be applied -

REA appears to limit the use of the PBGC interest rate to deter-

mine whether the consent of a participant to cash-out must be obtained

i.e. whether the amount of a benefit exceeds $3,500. However, it has been

suggested that REA also requires that the PBGC interest rate should also be

used to determine the amount to be paid in a lump sum. ASAE believes this

to be an unwarranted reading of REA. ASAE suggests that a technical correc-

tion to REA be adopted to clarify that the interest rate specified in a plan

may be used to determine the actual amount to be distributed in a lump sum.

This clarification is necessary to approve current plan practices and to

avoid plans incurring additional costs in paying out lump sums. ASAE recog-

nizes that there should be safeguards in the law to prevent a plan from

using an unreasonably high interest rate. This will not affect the vast

majority of plans that are using a range of rates, e.g. from 5% to 9%, that

are reasonable.

(3) Determination date -

Section 411(a)(11) of the Code, on' its face, requires that a lump

sum be valued as of the date of distribution for purposes of determining

whether the consent of a participant to a cash-out must be obtained. The
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Senate Finance Committee Report provides that the PBGC interest rate as of

the first day of the plan year in which the distribution occurs may be used

throughout the plan year if the plan so provides. ASAE believes that thi

is an important administrative rule. ASAE recommends that this rule be

included as a technical correction to REA.

R. Minimum survivor annuity -

ASAE believes two clarifications in the survivor annuity rules in

REA are in order.

(1) Pre-35 waiver of qualified preretirement survivor annuity -

REA requires that a waiver of the qualified preretirement survivor

annuity be made during the "applicable election period". This term is defined

in Section 417(a)(5)(B) of the Code, generally, as the period beginning on

the first day of the plan year in which the participant attains age 35 and

ending on the date of the participant's death. A participant's waiver is

valid only if the spouse consents. It would appear that an election by a

participant before the plan year in which the participant attains age 35 is

Invalid. Also, it would appear that while a participant must generally be

at least 35 years old to waive this statutory death benefit, the spouse need

not be 35 years or older to consent to such a waiver. In ASAE's view, it is

unfair to prescribe by law that an adult cannot make a knowing and intelli-

gent decision to waive his benefit before he is 35 years old. The conse-

quence of this rule is that many young adults may be required to make a gift

of monies received as a qualified preretirement survivor annuity to other

members of their family to provide for the security of those fancily members.

Unfortunately, this may result in adverse income and gift tax consequences

that could otherwise have been avoided if the participant and his spouse
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would have been permitted to decide for themselves how the death benefit

should be payable. In this regard, ASAE would also suggest that a technical

change to REA provide that a waiver of a qualified preretirement survivor

annuity (or a qualified joint and survivor annuity) not be treated as a

transfer of property for purposes of the gift tax rules under the Code.

To avoid unnecessary problems such as this one, ASAE recormends that a tech-

nical correction to REA clarify that a waiver by a participant before he

reaches age 35 (and the consent of his spouse at any age) is valid. Alterna-

tively, itf Congress determines that a permanent election cannot be made

before age 35, a participant should be permitted to make a binding election

before age 35 and should be required to make another election at age 35.

Although, this additional step would create an administrative burden, it

will enable adults, who in all other respects are able to make legally effec-

tive decisions, to control the disposition of their death benefit entitlement

under the plan.

(2) Form of payment of qualified joint and survivor annuity and
qualified preretirement survivor annuity -

Code Section 417, added by REA, defines a qualified preretirement

survivor annuity as a benefit in a specified amount payable as an annuity

i.e. for the remainder of the lIfe of the spouse. This form of benefit may

be waived during the applicable election period. REA does not specify whether

a participant (with his spouse's consent) or a spouse (upon the participant's

death) may elect that the statutory benefit be paid in the form of a luitp

sum. ASAE believes that It would be in the best interest of the surviving

spouse to allow this death benefit to be paid as a lump sum. ASAE recommends

that a technical correction to REA so provide.

ASAE would like to express its gratitude to the Committee for the

opportunity to submit this written statement.
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Summary of Testimony by Richard H. Valentine
on Behalf of Baldwin Securities Corporation

in Support of a Technical Amendment
to Section 1071 of the Tax Reform Act of 1984

Description of Baldwin Securities Corporation

Baldwin Securities Corporation (OBaldwin") is a Dela-

ware Corporation with its principal place of business in New

York City. It has been registered under the Investment Company

Act of 1940 as a diversified closed-end management investment

company since 1950 and has approximately 3300 shareholders.

Over 50% of Baldwin's shares are held by one family, making it

a personal holding company (OPHCO) for federal income tax pur-

poses and, therefore, ineligible to be taxed as a regulated

investment company (ORICO) before the Tax Reform Act of 1984

(the mActm).

Problem Posed by Section 1071 of the Tax Reform Act of 1984

The Act amended subchapter H of the Internal Revenue

Code to permit a PHC to qualify for taxation as a RIC for tax

years beginning after December 31, 1982. Basically a PHC is

taxed at the corporate level on all of its income, including

income it distributes to its shareholders. A RIC is not taxed

at the corporate level on the income which it distributes to its

shareholders.

To qualify as a RIC, a corporation must, in addition

to meeting certain otner criteria, (i) file with its Federal
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income tax return for the taxable year an election to be taxed

as a RIC, and (ii) distribute to its shareholders at least 90%

of its investment income for the taxable year. The distribution

may be made either during the taxable year or in the following

year if it is declared before the tax return for the taxable

year is filed.

The Act was signed into law on July 18, 1984. Accord-

ingly, a PHC which had filed its tax return before July 18, 1984,

(a PHC having a taxable year ending December 31, 1983, would file

its return on March 15, 1984) could not have elected RIC status

on its return because the Act was not yet law. Furthermore, the

PHC may have failed to declare the appropriate dividend prior to

filing its return based on its belief that it could not qualify

as a RIC for 1983. It is not clear under current law whether

these problems can be cured by having the PHC elect RIC status

on an amended return and declare the appropriate dividend prior

to filing such amended return.

Example illustrating the Problem

The following example illustrates how the Act may un-

fairly penalize a corporation which filed a timely return on

March 15, 1984, and the need for the requested technical amend-

ment.

Baldwin is a calendar year taxpayer which filed its

FederAl income tax return for its taxable year ended December

31, 1983, in a timely fashion on March 15, 1984. For 1983,
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Baldwin could have qualified as a RIC but for the fact that it

was a PHC. The Act was signed into law on July 18, 1984. Bald-

win, having filed its return on March 15, 1984, could not have

elected to be taxed as a RIC because the Act was not law. If

Baldwin had applied for an automatic extension of the filing

deadline for its 1983 Federal income tax return to September 15,

1984 and filed its return on that date, it could have elected to

be taxed as a RIC for 1983 and it could have declared distribu-

tions up to September 15, 1984, in order to comply with the 901

distribution test.

Proposed Technical Amendment

A technical amendment to the Act should b, enacted

which would clarify that a PHC which had already filed its 1983

tax return at the time the Act became law could qualify as a RIC

by electing RIC status on an amended return filed for 1983 on or

before September 15, 1984 and by declaring the appropriate divi-

dend for 1983 prior to filing such amended return. Such an

amendment would be procedural and would not have a substantive

effect on the provisions of the Act.
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Mr. Chairman, members of the Committee, thank you for

[this opportunity to present testimony concerning technical cor-

rections to the Tax Reform Act of 1984 (the "Tax Reform Act").

I am Dick Valentine of the New York City law firm of Seward &

Kissel and I am testifying today on behalf of Baldwin Securities

Corporation (*Baldwin") in favor of a technical amendment to Sec-

tion 1071 of the Tax Reform Act. Section 1071 removed the prohi-

bition that prevented a personal holding company ("PHCO) from

being eligible to be taxed as a regulated investment company

("RIC*) and made this amendment effective beginning in tax years

after December 31, 1982.

Baldwin is a Delaware corporation with its principal

place of business in New York City. It has been registered under

the Investment Company Act of 1940 as a diversified closed-end

management investment company since 1950 and has approximately

3300 shareholders. Over 50% of Baldwin's shares are held by one

family, making it a PHC for federal income tax purposes and,

therefore, ineligible to be taxed as a RIC before the Tax Reform

Act. In order to avoid the penalty tax on PHCs, Baldwin has an-

nually distributed all of its short-term capital gains and income

from dividends and interest, exclusive of expenses and taxes, to

its sharenolders. Baldwin has accumulated its long-term capital

gains.
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A corporation that has not qualified as a RIC will be

taxed at the corporate level on all of its income, including

income it distributes to its shareholders. A RIC, on the other

hand, is not taxed at the corporate level on income which it

distributes to its shareholders. Thus, qualifying as a RIC for

income tax purposes is a significant economic benefit.

- In order to be eligible to be taxed as a RIC for

Federal income tax purposes for a taxable year, a corporation

must meet the requirements imposed by Sections 851(a), 851(b)

and 852(a) of the Internal Revenue Code of 1954, as amended (the

"Code"). Among those requirements are: (1) that the corporation

is a registered investment company under the Investment Company

Act of 1940; (2) that the corporation file with its Federal in-

come tax return for the taxable year an election to be taxed as

a RIC or that such election have been filed for a previous

taxable year, and (3) that the corporation distribute for the

taxable year 90% of its "investment company taxable income" and

90% of its tax-exempt interest income (the "90% Distribution

Test").

A PHC which was a registered investment company under

the Investment Company Act of 1940 for its taxable year beginning

after December 31, 1982, and which met the other substantive

requirements for RIC status for such taxable ,'ear, still would

not qualify as a RIC unless it made an election to be taxed as

a RIC on its Federal income tax return and unless it met the 90%
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Distribution Test for such taxable year. Any such corporation

which filed its return before July 18, 1984, the date of enact-

ment of the Act (a corporation having a taxable year ending

December 31, 1983 would file its tax return by March 15, 1984),

could not have made a RIC election on its return because, based

on the law which existed at the time the corporation filed its

return, a PHC would not qualify as a RIC. Under current law, it

is not clear whether an election to be taxed as a RIC could be

_4 made by such a corporation on an amended Federal income tax

return filed after the date of enactment of the Tax Reform Act.

Furthermore, such a corporation may not be able to meet

the 90% Distribution Test since, as a PHC, it probably would have

distributed for its taxable year ended prior t. the enactment of

the Tax Reform Act an amount equal to its "investment company

taxable income" less the Federal income taxes attributable

thereto. Such a corporation would be able to meet the 90%

Distribution Test if it is permitted to make an additional divi-

dend relating back to such taxable yaar pursuant to Code Section

855. However, Code Section 855 requires that the additional

- If Federal income taxes for such taxable year were more
than 10% of "investment company taxable income!," the 90%
Distribution Test would not be met.

** Pursuant to Code Section 855, a RIC is permitted to meet
the 90% Distribution Test for a taxable year by paying an
additional dividend in the following taxable year provided
(i) that the declaration of such additional dividend is made

before the due date (including extensions) for filing its tax
return for the taxable year and (ii) that an election is made
on such tax return designating what portion of such dividend
is to be treated as paid in the taxable year.
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dividend be declared prior to the corporation's filing its

Federal income tax return for a taxable year (including exten-

sions) and that the corporation elect on its Federal income tax

return to have the dividend considered paid during the prior

year for purposes of the 90% Distribution Test. If such a

corporation had filed its return for a taxable year which

began after December 31, 1982 and ended prior to the enactment

of the Tax Reform Act it is not clear under current law whether

such corporation could qualify as a RIC for 1983 by electing to

utilize the Code Section 855 procedure in connection with an

amended ceturn filed after the date of enactment of the Tax

Reform Act.

It is our recommendation that a technical amendment

to the Act be adopted as part of H.R.1800 which would expressly

permit a PHC which otherwise met the requirements for RIC status

with respect to its first taxable year beginning after December

31, 1982 and which had filed its Federal income tax return for

such taxable year prior to the enactment of the Tax Reform Act:

(1) to elect to be tax:d as a RIC for such taxable
year on an amended Federal income tax return
filed no later than September 15, 1984, the
date to which an automatic extension for
filing an income tax return would have been
been granted; and A

(2) to declare an additional dividend and elect on
its amended return pursuant to Code Section 855
to relate that dividend back to such taxable
year for purposes of the 90% Distribution
Test.
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These provisions could be enacted by amending Section 1071(a)(5)

of the Tax Reform Act. A proposed amendment is attached to this

Statement.

We believe the proposed technical amendment is clearly

consistent with the intention of Congress to have the repeal of

the PHC prohibition for RICs be effective for taxable years be-

ginning after December 31, 1982. Unless the steps described

above could be taken in connection with amended returns the

December 31, 1982 effective date set by Congress with respect

to the RIC provisions relating to PHC's would be meaningless

to certain investment companies which had filed their 1983 re-

turn prior to the enactment of the Tax Reform Act.

Our proposed technical amendment eliminates a potential

unfairness against certain corporations. For example, Baldwin is

a calendar year taxpayer which filed its Federal income tax re-

turn for its taxable year ended December 31, 1983 on March 15,

1984. For 1983, Baldwin could have qualified as a RIC but for

the fact that it was a PHC. When it filed its return on March

15, 1984 it could not have elected to be taxed as a RIC because

the Tax Reform Act was not enacted until July 18, 1984. However,

if Baldwin had applied for an automatic extension to file its

1983 Federal income tax return until September 15, 1984, it could

have elected to be taxed as a RIC for 1983 and it could have used

the Code Section 855 procedure for relating back dividends in

order to comply with the 90% Distribution Test merely because the
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due date of its 1983 Federal income tax return was extended until

September 15, 1984. It would appear to us very unfair to penal-

ize a corporation which filed its 1983 Federal income tax return

on March 15, 1984 while rewarding a corporation which applied for

an extension to file its 1983 Federal income tax return until

September 15, 1984.

We do not believe that the proposed amendment will

affect other provisions of the Tax Reform Act relating to RICs.

The Tax Reform Act, in addition to eliminating the prohibition

against PHCs qualifying as RiCs, imposed the requirement that a

RIC distribute any earnings and profit-.. which it accumulated

during those years in which the corporation was not a RIC. The

requirement that a RIC distribute its accumulated earnings and

profits from non-RIC years does not, however, apply to a corpora-

tion which meets all of the other RIC qualification standards for

each of its taxable years ending after November 8, 1983. Thus, a

calendar year corporation which met the RIC qualification stan-

dards for its year ended December 31, 1983, could qualify as a

RIC in 1983 and in subsequent years without distributing its ac-

cumulated earnings and profits from non-RIC years.

The Tax Reform Act permits certain registered invest-

ment companies which could not previously qualify as RICs be-

cause they were PHCs and which filed for the automatic exten-

sion to September 15, 1984, to file their 1983 tax returns to

qualify as RICs for 1983 and for subsequent years without dis-
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tributing their accumulated earnings and profits. However, a

company such as Baldwin which filed a timely 1983 tax return on

March 15, 1984 (i.e., before the Tax Reform Act was enacted) and

which did not file for the automatic extension to September 15,

1984, might not qualify as a RIC for 1983, and might not be able

to qualify as a RIC for subsequent years without distributing

its accumulated earnings (consisting of long term capital gains)

from non-RIC years.

The rationale for the requirement that a RIC distribute

its accumulated earnings and profits from non.-AIC years is to

prevent certain operating businesses which have accumulated oper-

ating profits from being able to sell their operating assets and

to then qualify for treatment as RICs without distributing their

operating profits. In addition, there was concern that so-called

*tax-managed funds" (i.e., investment companies which accumulated

large amounts of dividend income without paying corporate tax

thereon because of the 85% dividehds received deduction) could

become RICs without distributing such accumulated dividend income.

These concerns do not apply to Baldwin because Baldwin has been a

registered investment company since 1950, not an operating com-

pany, and has distributed its dividend income every year to avoid

the PHC tax penalty. The fact that Baldwin has accumulated long

term capital gains should not be relevant because a RIC is per-

mitted under the Code to accumulate long term capital gains

without distributing such gains to its shareholders.
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We believe there are only a few corporations who face

the problem outlined in this statement. The primary reason for

this is that there are very few corporations registered under the

Investment Company Act of 1940 which are PHC's. It is apparent

that Congress intended that such companies be able to qualify as

RICs and our proposed technical amendment will carry out this

intent. Furthermore, such a technical amendment could avoid

unnecessary litigation on this issue.

in conclusion, we believe a technical amendment of the

type suggested above clarifies the problem we have raised and

promotes the clear intention of the Tax Reform Act provisions

relating to repeal of the prohibition on PHC's qualifying as

RICs.

Thank you for this opportunity to present our views

on S.814. We would be pleased to provide the Committee with

any further information it may require to resolve the issues

addressed in our Statement.
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Written Testimony to the
SENATE FINANCE COMMITTEE

on
The Great Paradox (or the Great Inequity) of the

RETIREMENT EQUITY ACT OF 1984 (-REA*)
IRC S401 and S417

Mr. Chairman, I appreciate the opportunity to present to the
Senate Finance Committee my views concerning The Great Paradox
(or The Great Inequity) of the Retirement Equity Act of 1984
(REA). My comments concern both the serious inequities and
unnecessary administrative complexities and liabilities imposed
by the Retirement Equity Act.

I am a single person with accrued pension benefits. Single
people who marry and have accrued pension benefits prior to
marriage are subjected to a serious inequity under REA.
Married persons with accrued pension benefits also face serious
inequities under REA. There are three simple amendments that
will eliminate these inequities. I want to share them with you.

I am also a tax attorney who designs and administers pension
plans. As a plan administrator who must bear the
responsibility for implementing REA, I am concerned at the
unnecessary complexity, the serious liability, and additional
expense imposed by REA. I want to share with you a very simple
way to eliminate the administrative complexity, liability, and
most of the expense imposed by the Retirement Equity Act.

New National Policy

In response to perceived inequities, Congress has set as a new
national policy that pension benefits henceforth are to be
treated as community property belonging equally to both
spouses. That was the intent but the language of REA did not
clearly express that policy. Further, in correcting the
perceived inequities and setting this new policy, Congress has
not been careful to recognize and protect the legitimate
existing constitutional rights of those persons who earned the
pension benefits in the first place. Congress through the
spousal consent requirements has achieved an administrative
nightmare for pension administrators that is only approached by
the recently repealed auto expense recordkeeping requirements.

Inequities and Constitutional Rights

As a single person I am lodging the strongest possible
complaint and protest about the hidden reverse inequities

RETIREMENT EQUITY ACT
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enacted in REA by Corijre,.; under the guise of Retirement
Equity. My complaint also encompasses an injustice that has
been placed upon married persons (of both genders) With accrued
pension benefits.

The inequities and injustices caused by REA violate the
consititLutionai rights of pension earners (both married and
single) to due process and equal protection guaranteed by the
the Fourth and Fourteenth Amendments to the Constitution. Both
married persons who earn pension benefits and single persons
who earn pension benefits prior to mdrriage are entitled to
have these fundamental rights protected. Both groups have been
deprived of property (control over their earned per,sion
benefits) without due process and are now being denied equal
protection under the law.

Inequities against Married Persons

Married persons who have earned accrued pension benefits are
being deprived of absolute control of not 50% but 100% of their
pension benefits. They should have absolute control over at
least 50% of the pension benefits they have earned. Under REA
spousal consent requirements apply to 100% of accrued benefits
in several instances.

Example: Under REA, upon retirement the person earning a
pension cannot, without spouse's written
permission, leave 50% of his/her own pension
benefits directly to children. That is wrong.

Inequities against Single Persons

Sin31e persons who earn accrued pension benefits prior to
marriage face a second and greater inequity should they marry.
Thy are beinq deprived of control over 100% of their pension
benefits earned prior to marriage. They should have absolute
control over these premarriage pension benefits.

Exan le: I am single. For over 12 years I have accrued
pQnsion benefits in my Profit Sharing and Pension
Plans. Under REA, after 1 year of marriage, my
,ife wil] have an automatic right to receive at
least 50% of my pension benefits accrued before
riurri,,jv and will effectively control the
JispositIon of 100% of these premarriage
b,-cv It~:. Tnat I s wron_.

F. : 4 . i~L. 1'NT 1. 1)U I 'I,'Y A C -'
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Today I simply ask this Committee to recognize that these
constitutional rights apply to pension earners (married and
single) and to restore these constitutional rights by amending
the Retirement Equity Act of 1984. My recommended amendment is
simple and is set out here in full and in Appendix A.

REA Technical Corrections Act (HR 2110)

Recommended Addition to IRC S417

"(g) Limitation on Spousal Consent Requirement

(1) 50% Limitation. Spousal consent shall not be
required under any circumstance for more than 50%
of a participant's accrued benefit..

(2) Premarriage Accrued Benefits. This section (IRC
9417) shall not apply to, nor shall spousal
consent be required under any circumstance for,
employee benefits accrued prior to the
participant's marriage.

(3) Loans. Spousal consent shall not be required on
loans which are less than the greater of $10,000
or 50% of the participant's accrued benefits.'

As you can see, the proposed changes are simple, they

1) Clarify Congressional intent to exempt 50% of accrued
benefits irom spousal consent requirements

2) Exempt 100% of premarriage accrued benefits from
spousal consent requirements, and

3) Exempt loans which are less than the greater of
$10,000 or 50% of accrued benefits from spousal
consent requirements. This last proposal corrects a
similar problem presented in the proposed REA
Technical Correction Act (HR 2110).

I ask that you seriously consider these admendments. They will
carry out Congressional intent and eliminate the current
inequities in REA. For further reasons in support of these
changes please see Appendix B to this report.

RETIREMENT EQUITY ACT



378

Administrative Complexity

As a tax attorney and pension plan administrator I strongly
Protest the avoidable administrative complexity which REA
imposes. I particularly protest the increased liability that I
must now assume as an administrator to carry out these
Congressional mandates.

If Congress really did intend *that spousal consent should not
be required for more that 50% of a participant's accrued
benefit," then Congress is only one short conceptual step from
being able to to greatly simplify the greatest problem with REA
(i.e. administrative complexity and the resulting
administrator's liability).

Two proposed alternatives merit your serious consideration.
The first alternative all but eliminates the administrative
complexity imposed by REA. The second alternative minimizes it.

The first alternative requires that Congress go one step
further and give to the nonearning spouse the 50% of accrued
benefits over which spousal consent is required. This step
would eliminate most administrative requirements and all
administrative liabilities. As a plan participant I would
rather give 50% of my postmarriage accrued benefits away than
have problems with a future spouse. As an administrator, I
would rather double the number of plan participants than have
to deal with REA's complex administrative requirements and
resulting liabilities caused by the spousal consent
requirements.

A second alternative would minimize administrative complexity
and record keeping requirements. This alternative would:

1. Require that an IRS approved explanation of
Pre-Retirement and Joint and Survivor Annuities be
provided to all administrators for distribution to
plan members and spouses. This shifts the
administrator's liability for incorrect or misleading
information to the IRS where it belongs.

2. Require that pre-retirement survivor annuities equal
to 50% of benefits, and a Joint and Survivor's Annuity
equal to 50% of the benefits be required unless
spousal consent is obtained by the plan member. This
retains the earning spouse's right to control and
leave their 50% to whomever they wish. At the same
time it protects the nonearning spouse by giving them
control over the other 50%. Further, it solves the
original problem Congress intended to correct, it
protects the surviving spouse.

RETIREMENT EQUITY ACT
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3. Place responsibility to explain annuities and Qbtain
spousal consent on the IRS and the spouse seeking the
consent. This shifts the responsibility and
liabilities back where it belongs (i.e. the IRS and
the parties to this mystical union called marriage).
The administrator's liability is then limited to
timely distribution.

4. Limits the Administrators' responsibilities and

liabilities to:

a. Timely distributing IRS approved information

b. Following participants' directions received prior
to the date of distribution:
1) If consent filed - follow direction given by

spouses
2) If consent not filed - follow statutory

directions

I ask that you seriously consider the first alternative. It
will carry out Congressional intent and eliminate both the
administrative complexity and resulting administrators'
liabilities. The second alternative is a step in the right
direction, but would only minimize the inherent complexities
and liabilities caused by the spousal consent requirement.

Eliminate Annuity Requirement

Third, as a plan participant I strongly protest the requirement
for mandatory insurance annuities which accompanies REA. As a
tax attorney and investor the first thing I learned was that
annuities are at best a bad investment and at worst a rip-off.
Please do not allow this bzd investment to continue to be the
required pension distribution.

Conclusion

The inequities in the Retirement Equity Act (REA) are real but
correctable; the administrative complexity and liability in REA
are serious but correctable. As a pension earner, I ask that
Congress correct the inequities in REA. As a pension
administrator and tax lawyer, I ask that Congress eliminate
both the needless complexity and liability now found in REA.
Thank you.

RETIREMENT EQUITY ACT
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Appendix A
Ralph G. Brodie
June 16, 1985

REA Technical Corrections Act (HR 2110)

Recommended Addition to IRC 9417

'(g) Limitation on Spousal Consent Requirement

(1) 50% Limitation. Spousal consent shall not be
required for more than 50% of a participant's
accrued benefit under any circumstance.

(2) Premarriage Accrued Benefits. Spousal consent
shall not be required under any circumstance for
employee benefits accruing prior to the
participant's marriage.

(3) Loans. Spousal consent shall not be required on
loans which are less than the greater of $10,000
or 50% of the participant's accrued benefits.'

RETIREMENT EQUITY AC.'A Appendix A
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Appendix B
Ralph G. Brodie
June 16, 1985

Explanation of Recommended Additions to IRC S417

1. Clarification That REA Spousal Consent Requirement
Applies Only to 50% of Accrued Pension Benefits

2.Proposed Use of Prenuptial Agreement to Protect
Pension Benefits Accrued Prior to Marriage.

3. Exemption of Pension Benefits Accrued Prior to
Marriage from Spousal Consent Requirements.

4. Exemption of Loans from Spousal Consent --
Requirement. Technical Correction (H.R. 2110) Section
2(b)(4) Which Adds IRC S417(a)(1)(c) and S417(f)(5)

1. Clarification that REA Spousal Consent Requirement
Applies Only.to 50% of Accrued Pension Benefits

I understand that presently an effort is being made to clarify
the congressional intent for REA by having legislative history
clearly state that 'spousal consent shall not be required for
more than 50% of a participant's accrued benefit.* Further, I
understand that the IRS is proposing regulations that will also
reflect this legislative intent.

While this is a step in the right direction, specific statutory
clarification of this issue is needed and is the only remedy
guaranteed to protect this fundamental property right. As a
beneficiary of this clarification, I think the issue is so
important that I want a statutory amendment to provide this
needed clarification and protection.

The reason I feel so strongly about #he need for specific
statutory changes is that IRC S417t%, 2) Special Rule for
Qualified Preretirement Survivor Annuity for Defined Contribution
Plans requires a preretirement survivor annuity "which is not
less than 56 percent of the account balance of the participant as
of the date of death."

RITIREHENT EQUITY ACT Appendix B-1



382

Under normal statutory construction, I believe that this language
poses a strong argument that is more than sufficient to negate
reams of legislative history and IRS regulations to the contrary,
i.e. Congress, in specific legislation internal to REA itself
clearly stated a 50% limitation once for preretirement survivor
benefits, therefore Congress, by not specifically including the
50% limitation for other areas in REA, purposefully intended to
apply spousal consent requirements to 100% of the accrued
benefits in all other situations.

I recommend the following addition to IRC S417. New Subsection
(g) would state as follows:

"(g) Limitation on Spousal Consent Requirement

(1) 50% Limitation. Spousal consent shall not be
required under any circumstance for more than 50%
of aparticipant's accrued benefit.

This first recommendation is made even though I have come to the
conclusion that the whole concept of requiring spousal consent
concerning employee benefits is both fundamentally and
constitutionally wrong. I believe that if Congress voted to make
separately owned stocks, bonds, real estate, etc. subject to the
same spousal consent requirements, the public would throw them
out of office for violating their constitutionally protected
right to individual property ownership. Pension rights are
individual property rights too, and should enjoy the same
constitutional protection.

2. Proposed use of Prenuptial Agreement to Protect Pension
Benefits Accrued Prior to Marriage.

I understand that you share my concern over subjecting
premarriage pension benefits to spousal consent. I also
understand that the women's groups who lobbied against exempting
premarriage pension benefits countered by citing the fact that in
community property states that non-designated premarriage
property became part of the community property. IThis is not
true in common law states, however.] I also understand that
because of the power of these women's groups that many people
feel that it is not likely that this problem can be changed
without a constitutional challenge or strong lobbying effort to
overcome it.

RETIREMENT EQUITY ACT Appendix B-2
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I understand that an effort is being nade to protect premarriage
accrued benefits in other ways such as the proposed use of
prenuptial agreements. While recognition that premarriage
accrued benefits should be protected is welcomed, the proposed
method of relief is illusory at best.

For the life of me I can't see why single people should be
required to obtain a prenuptial agreement to protect property
rights (the pension benefits that accrued before marriage) that
are absolutely theirs to begin with. Besides whose spouse, other
than an idiot or a totally dominated spouse (both of whom need
protection), would sign away these rights knowingly and
voluntarily. Prenuptial agreements will not provide the
necessary protection to which this constitutional property right
is entitled.

3. Exemption of Pension Benefits Accrued Prior to Marriage
from Spousal Consent Requirements

While r am not a constitutional lawyer, I believe that individual
pension benefits accrued prior to marriage are constitutionally
protected property rights. These rights cannot be taken from a
person by Congressional whim and to do otherwise is to violate
the constitutional principles of due process and equal protection.
This constitutional violation would be clearer still if Congress
mandated a similar provision for inherited property or other
property an individual owned prior to marriage.

Therefore, I recommend adding new subsection (g)(2) as follows:

(g) Limitations on Spousal Consent requirement.
(1) ...
(2) Premarriae Accrued Benefits. This section (IRC

5417) shall not apply to, nor shall spousal
consent be required under any circumstance for,
employee benefits accrued prior to the
participant's marriage.

4. Exemption of Loans from Spousal Consent Requirement.
Technical Correction (H.R. 2110) Section 2(b)(4) Which Adds
IRC S417(a)(1)(c) and 5417(f)(5)

Despite the de minimus nature of extending spousal consent to
pension loans, women's groups apparently wanted the extra $5 or
$10 per month regardless of the added administrative complexity
and extra costs to someone el.e.

RETIREMENT EQUITY ACT Appendix B-3
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If Congressional intent is being clarified to limit the Spousal
Consent to a maximum of 50% of accrued benefits, this problem
concerns at the most $10,000. This is OVERKILL at its worst.

I recommend adding new subsection (g)(3) as follows:

O(g) Limitation on Spousal Consent
(I) ...
(2) ...
(3) Loans. Spousal consent shall not be required on

loans which are less than the greater of $10,000
or 50% of the participant's accrued benefits.0-

As you can see, those proposed changes

1) Clarify Congressional intent to exempt 50% of accrued
benefits from spousal consent requirements

2) Exempt premarriage accrued benefits from spousal
consent requirements

3) Exempt loans which are less than the greater of
$10,000 or 50% of accrued benefits from spousal
consent requirements.

RETIREMENT EQUITY ACT Appendix B-4
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,tephen B Bonner
-\1 'cutvL' Vice P'resident and

general l Counsel

Capital Iolding Corporat ion C pftol.olding
O-0Foutth A;venue

Post Office Box 32830
l.ouisville, Kentuckv 402 12

W 02 (0 2000

June 10, 1985

Mr. William Diefenderfer
Chief of Staff
Committee on Finance
United States Senate
Washington, D.C. 20510

RE: S. 814 - Technical Corrections Act

Dear Mr. Diefenderfer:

On behalf of Capital Holding Corporation, we respect-
fully request that the enclosed statement be made a part
of the official record for the June 5, 1985 hearing of
the Committee on Finance on S. 814, the Technical
Corrections Act of 1985.

Pursuant to the rules of the Committee, we are enclosing
five (5) copies of the Capital Holding Corporation
statement. If additional information is needed, please
do not hesitate to call.

Sincerely,

SBB:sy

Enclosures
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May 29, 1985

TREATMENT OF CERTAIN DEBT INSTRUMENT

PURCHASES AS LOANS UNDER SECTION 815

The proposed Technical Corrections Act of 1985

(introduced as H.R. 1800 and S. 814) would amend section 815 of

the Code to clarify that a bona fide loan cannot constitute a

distribution within the meaning of that provision. This amendment

is necessary because of the facts recounted below, and, as will be

explained, it is also necessary to extend its scope to cover

purchases of mandatorily redeemable preferred stock.

Under section 815 of the Code as revised by the Tax

Reform Act of 1984, distributions to the shareholders of a stock

life insurance company are considered to be made from the

company's "shareholders surplus account" (with no immediate tax

consequence to the company) or from its "policyholders surplus

account" (triggering the so-called phase III tax) whether chose

distributions are made in the form of direct payments or in a more

indirect form. This generally preserves, and yet expands

somewhat, the rules of section 815 under prior law. See H.R. Rep.

No. 432, Pt. 2, 98th Cong., 2d Seas. 1410-1411 (1984): S. Prt. No.

169, Vol. 1, 98th Cong., 2d Sess. 536 (1984); Staff of the Joint

Committee on Taxation, General Explanation of the Revenue

Provisions of the Deficit Reduction Act of 1984 594 (1984) (the

"Blue Book").

The direct distributions to which new section 815 refers
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clearly are those encompassed by the prior law rules, such as the

typical corporate dividend and (as former section 815(f) expressly

provided) a distribution in redemption of stock. The new

statute's reference to indirect distributions, on the other hand,

represents an addition to the phase III rules to make it clear

that distributions made to others for the benefit of shareholders

(as well as those made directly to shareholders) are counted as

disbursements from the phase III accounts. An oft-cited example

of such an indirect distribution is a subsidiary's purchase of its

parent's stock from one of the parent's shareholders, which

section 304 of the Code treats as a distribution in redemption of

stock. The Tax Court found such a transaction to be a

distribution within the meaning of former section 815 in Union

Bankers Insurance Company v. Commissioner, 64 T.C. 807 (1975). As

the committee reports accompanying the 1984 Act explained:

"The bill provides that any direct or indirect
distribution to shareholders from an existing
policyholders surplus account of a stock life
insurance company will be subject to tax at
the corporate rate in the taxable year of the
distribution. For these purposes, the term
distribution is intended to include actual and
constructive distributions. See Union Bankers
Insurance Co .......

H.R. Rep. No. 432, supra; S. Prt. No. 169, supra.

The Blue Book, however, went considerably beyond this in.

its commentary on indirect distributions under new section 815:

"The citation to Union Bankers Insurance Co.
indicates the type of fact situations in which
liability for a phase III tax could arise. ..
There would be an indirect distribution (from
the policyholders surplus account) . .
whenever policyholders surplus account funds
are used to benefit the shareholders
indirectly (for example, by having the stock
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life insurance company purchase the parent's
stock either from the parent or a shareholder
of the parent, or by having the company make
loans to the parent whether or not for
adequate consideration)."

The Blue Book's reference to inter-corporate loans, and its

conclusion that they should be treated as section 815

distributions, had no precedent in the language or legislative

history of the 1984 Act, let alone in the provisions or

interpretations of the prior law which new section 815 generally

preserved. See, e.g., PLR 8033102; PLR 7848006. The same was

true of inter-corporate purchases of mandatorily redeemable

preferred stock. See, e.g., PLR 8515017 (1984 Act).

While the treatment of purported loans as distributions

is understandable where they do not constitute true indebtedness

(as where there is no intention to obtain repayment or no

compensation for the time value of money), such treatment of bona

fide loans is unwarranted. Loans to affiliates that have the

characteristics of arms-length indebtedness -- those that are

documented, repayable, and compensated in the same manner as

borrowing between non-affiliated entities -- constitute legitimate

investments of the lending party and, with respect to the

borrowing party, provide no benefit akin to an ownership

distribution. In case of a life insurance company in particular,

it is to be expected that the company (acting in its role as a

financial intermediary) will seek to make bona fide loans to earn

a return on its financial assets. And it should not be surprising

that a company will make such loans to its affiliates, for its own

convenience and security as well as that of the affiliated group;
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indeed, such loans are commonplace.

Recognizing this, section 121(j) of the proposed

Technical Corrections Act would add a new sentence at the end of

section 815(a), which would state: "For purposes of the preceding

sentence, the term 'indirect distribution' shall not include any

bona fide loan with arms-length terms and conditions." The

Treasury Department, in its testimony before the Ways and Means

Committee at the May 16, 1985 hearing on the proposed Act,

indicated its support for this clarifying amendment.

This proposed change, as far as it goes, is entirely

meritorious and should be adopted. It should also be extended,

however, to bring manditorily redeemable preferred stock within

its ambit. Such stock is more closely akin to debt than to

equity, and a life insurance company's purchase of such stock

issued by an affiliate, like its grant of a bona fide loan to the

affiliate, should not give rise to a constructive "indirect

distribution" under section 815. This becomes clear when the

characteristics of such stock are examined:

Like a bona fide loan, mandatorily redeemable
preferred stock provides its holder with the
issuer's unconditional promise to pay a
principal sum certain on or before a fixed
maturity date.

Like indebtedness, the final payment date is
not unreasonably ,far in the future, typically
not beyond 20 or 30 years after the stock was
issued.

Unlike equity interests, the stock is
typically redeemable by means of a sinking
fund arrangement, with ratable redemptions
each year beginning on a future date (such as
after 5 or 10 years beyond the issue date) and
ending with the maturity date.
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Also unlike equity interests generally, the
stock does not entitle its holder to voting
rights (except for limited rights which only
become available under circumstances amounting
to default), and it grants the holder no
pre-emptive rights to subscribe to future
equity issues.

In light of these characteristics, the purchase of

mandatorily redeemable preferred stock is, from the perspective of

the purchaser, tantamount to the grant of a long-term loan to the

stock's issuer. It therefore should be treated, from the

standpoint of section 815, in the same manner as a direct loan.

The Internal Revenue Service recently recognized as much

in a private ruling issued under the 1984 Act. In that ruling,

the Service held that a life insurance company's acquisition of

preferred stock of its parent that was mandatorily redeemable

(with ratable redemptions, on a sinking fund basis, beginning

after 5 years beyond the issue date and continuing for the next 25

years) did not give rise to a distribution under section 815. See

PLR 8515017.

To confirm this treatment of mandatorily redeemable

preferred stock, the following underscored phrase should be added

to the sentence that section 121(j) of the proposed Act would

include in section 815(a):

ror purposes of the preceding sentence, the
term 'indirect distribution' shall not include
any bona fide loan with arms-length terms and
conditions or any transaction which involves
the purchasi oE stock by the life insurance
Many that is preferred as to dividends and
m--datorl y redeemable by the issuer.w
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STATEMENT OF WILLIAM SILVERMAN
ON BEHALF OF

THE CANADIAN TUBULAR PRODUCERS ASSOCIATION
ON

THE TECHNICAL CORRECTIONS ACT OF 1985
BEFORE

THE SENATE COMMITTEE ON FINANCE
(June,12, 1985)

Mr. Chairman and members of the Committee, my name

is William Silverman. I am a partner at the law firm of

Dow, Lohnes and Albertson. This statement is submitted on

behalf of the Canadian Tubular Producers Association (the

ICTPAI) in support of Section 224 of the Technical

Corrections Act of 1985 (S. 814), concerning the marking

of imported pipes and pipe fittings by stenciling or

tagging. The CTPA is a voluntary, private association of

Canadian producers of pipes, tubes and pipe fittings.

This document is submitted by Dow, Lohnes and
Albertson, which is duly registered under the Foreign Agents
Registration Act of 1938 as amended, as an agent of the
Canadian Tubular Producers Association.
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In October 1984, Congress adopted Section 207 of

the Trade and Tariff Act of 1984. Section 207 requires that

imported pipes and pipe fittings be marked with their

country of origin by die stamping, cast-in-mold lettering,

engraving or etching (the OStatutory Marking Methods*).

Although the CTPA does not oppose the marking of pipes and

pipe fittings with their country of origin, it believes that

Section 207 unintentionally created a nontariff trade

barrier because for many types of pipes and pipe fittings,

the Statutory Marking Methods would violate industry and

customer standards, would be commercially infeasible or

would render the pipes and pipe fittings unfit for their

intended uses. Consequently, at the urging of the Canadian

government, the CTPA, Members of the Committee and-the

Rouse Ways and Means Committee, their staffs and members of the

Administration, the U.S. Customs Service (Customs") issued

interim rules allowing imported pipes and pipe fittings to

be stenciled or tagged with their country of origin,

instead of having to be marked by the Statutory Marking

Methods, while it determined how best to implement

Congress's intent in enacting Section 207.

During this interim .period, Committee staff members

and Customs graciously entertained written and oral presen-

tations by the CTPA and other domestic and foreign

interested parties on the types of pipes and pipe fittings
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that should be exempt from the Statutory Marking Methods and

on the permanency of stenciling as an alternative means of

marking. As part of its presentation to Customs, the CTPA

submitted to Customs on February 13, 1985 a letter describ-

ing:

(1) Certain types of pipes that should be macked
with their country of origin by stenciling
or (for small-diameter sizes) the tagging
of bundles because the Statutory Marking
Methods would violate industry/customer
standards or would render the pipes unfit
for their intended uses;

(2) A study showing that stenciling is more
legible and as permanent, if not more so,
than die stamping or etchings and

(3) A study showing the corrosive effects that
the Statutory Methods of Marking would have
on stainless steel and high nickel alloy
tubular products.

A copy of that letter, with the above-described studies, is

attached hereto as Exhibit I.

Effective May 15, 1985, Customs issued guidelines

permitting certain types of pipes and pipe fittings to be.

marked with their country of origin by stenciling or the

tagging of bundles (the "Customs Guidelinesm), instead of

by the Statutory Marking Methods. Although the Customs

Guidelines eliminated much of the problem associated with

Section 207, the uncompromising language of Section 207

forced Customs to strictly construe the statute. For

example, the Customs Guidelines require that certain types

of pipes (such as stainless steel pipe, hollow structural
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sections, structural pipe and pipe used for roll over

protection systems) must be marked by the Statutory Marking

Methcds despite the fact that this would be commercially

infeasible and unacceptable to the ultimate consumer. See,

e.g., Letter from Joseph P. Cravero, Senior Tax Attorney,

Deere & Company, to the Commissioner of Customs, a copy of

which is attached hereto as Exhibit II.

Section 224 of the Technical Corrections Act of

1985 would amend Section 207 to permit alternative methods

of marking, such as stenciling or tagging, if it is

'technically or commercially infeasible" to mark the pipe

or pipe fitting by the Statutory Marking Methods. The

amendment clarifies Congress's intent as to the proper

administration of Section 207 and reflects Congress's policy

that Customs should not require the use of the Statutory

Marking Methods if they would adversely affect the product's

*structural integrity' or reduce its Ocommercial utility*.

Joint Committee on Taxation, Description of the Technical

Corrections Act of 1985 (H.R. 1600 and S. 814), (JCS-7-85),

Apr. 14, 1985, at 144.

The CTPA fully supports Section 224 and urges its

expeditious enactment. By explicitly recognizing that

technical and commercial factors should be considered in

determining the most effective method of marking pipes and

pipe fittings with their country of origin, Section 224
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would eliminate a potential nontariff trade barrier. Upon

Section 224's enactment, Customs should immediately

initiate a new administrative proceeding to modify the

Customs Guidelines to conform with the Congressional intent

expressed in Section 224.

It has come to the CTPA's attention that the

American Iron and Steel Institute would like Section 224

modified to provide that where stenciling is permitted,

it must be continuous stenciling because single-mark

stenciling is not as permanent as the Statutory Methods of

Marking. This is not correct; single-mark stenciling is as

permanent, if not more permanent, than the Statutory Methods

of Marking. This is further elaborated upon inothe letter

we submitted on behalf of the CTPA to George J. Weise, Esq.,

Professional Staff Member, House Ways and Means Subcommittee

on Trade,-dated May 15, 1985, a copy of which is attached

hereto as Exhibit III.

In conclusion, the CTPA wishes to thank the

Committee Members, their staff and Customs for recognizing

the inadvertent problems created by Section 207's enactment

and for promptly acting to avert what could have been a

serious international trade dispute. It is our hope that

Section 224 will be quickly enacted into law and that

Customs immediately thereafter will initiate administrative

proceedings to implement it.



396

EXHIBIT I

Do( LOMNES & ALBERTSON

No. S No (0 am 01 &I 1 p

Nam". WM.A
ft. 41".

9-1o -- 4 "

ft"4 Com

me &

dome. . -4

4810.-.

da P"" A

Gael aS-M . go

ofte..- f

49-A .. 0.

6-M'. 5 .1140

6,"001

$as* 7WCNTV&7MI#1D 5VTCIE

WASHINGTON, 0 C 10037

19LICp"0#1(lots) sI'.1200

19,9. ofil"4

we-leat qe.mc *- no

(202)857-2675

February 13, 1985

BY BAND

Commissioner of Customs
Regulations Control Branch
U.S. Customs Sirvice
1301 Constitution Avenue, N.W.
Room 2426
Washington, D.C. 20229

Re: Country of Origin Marking of
Pittinas of Iron or Steel

Pipe and Pipe

Dear Sir:

This letter is submitted to the U.S. Customs
Service ('Customs') by the Canadian Tubular Producers
Association (the "CTPA') in order to supplement the
Government of Canada's January 24, 1985, submission to
Customs (the "GOC Submission', a copy of which is attached
as Appendix A) commenting upon the new country of origin
marking requirements for pipes and pipe fittings, enacted as
Section 207 of the Trade and Tariff Act of 1984 ("Section
207'). The CTPA is a voluntary, private association of
Canadian producers of pipes, tubes and pipe fittings.

Section 207 requires that pipes and pipe fittings
be marked by means of die stamping, cast-in-mold lettering,
etching or engraving. Although the CTPA has no objection to
the requirement that pipes and pipe fittings be marked with
their country of origin, it is our position that:

(1) Customs has the legal authority to authorize
alternative methods of marking if Section
207's statutory marking methods would violate
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industry standards or would render the pipes
or pipe fittings unfit for their intended use.

(2) In determining whether Section 207's four sta-
tutory marking methods would render the pipes
or pipe fittings "unfit for the purposes for
which they were intended or (would violate]
industry standardsO, Customs should include
in its consideration whether these methods
would violate customer specifications or would
be contrary to the customs and usage of the
industry.

(3) Pursuant to the above standards, Customs
should allow alternative methods of marking
(such as stenciling or tagging in bundles) for
those pipes and pipe fittings described in the
GOC Submission. The GOC's approach, which
identifies exempted pipes and pipe fittings by
ASTM, API or other specifications, would not
create an administrative burden for Customs
because such information is already reported
on the Special Summary Steel Invoice.

(4) Because of the technical difficulty of imme-
diately complying with any decision issued by
Customs on this matter, Customs should provide
for a 120-day implementation period before its
decision enters into effect and should rule
that its decision would not apply to pipes and
pipe fittings produced before the end of that
period.

I. CUSTOMS HAS THE AUTHORITY TO PRESCRIBE
ALTERNATIVE METHODS OF MARKING UNDER
CERTAIN CIRCUMSTANCES.

Section 207 amends Section 304 of the Tariff Act of
1930, 19 U.S.C. S1304 (1982), by requiring that imports of
'pipes of iron, steel, or stainless steel* be marked with
their country of origin *by means of die stamping, cast-in-
mold lettering, etching, or engraving.0 Pub. L. No.
98-573, S207, 98 Stat. 2948, 2976 (1984). The statute's
language, however, when analyzed in light of its application
to specific products, is sufficiently vague and ambiguous
that its mechanical application would impose a substantial
hardship on foreign pipe and pipe fitting manufacturers and
their American customers and would constitute a significant



398

nontariff trade barrier in violation of the United States'
international obligations.

Congress has provided Customs with authority to
issue regulations in general and with specific authority to
issue regulations in particular on country of origin
marking. See 19 U.S.C. S51304(a)(1), 1624 (1982). See
also 19 U.S.C. 6566, 1202 (Headnote 11) (1982). This
authority is sufficiently broad enough to permit Customs to
promulgate rules interpreting and implementing Section 207's
requirements. In addition, Senator Danforth in his pre-
enactment floor statement on Section 207 specifically said
that the Senate would expect the Secretary of the Treasury
to prescribe a reasonable method of marking under section
304(a)(1) that does not preclude imported pipe and fittings
from meeting industry technical specifications, such as
those of the American Petroleum Inctitute.0 130 Cong. Rec.
S13,971 (daily ed. Oct. 9, 1984). Finally, in a letter to
Canadian Member of Parliament Maurice Foster (a copy of
which is attached as Appendix B), Senator Mattingly, Section
207's Senate sponsor, stated that, "It is my hope that this
[Section 207 marking) issue can, and will, be resolved
administratively by the U.S. Customs Service.*

Therefore, Customs' proposal to permit alternative
methods of marking under certain circumstances is within its
regulatory authority. These alternative methods (described
below) would fulfill Section 207's statutory purpose of
indicating to the ultimate purchaser the country of origin
of imported pipes and pipe fittings. In fact, in many
cases, the alternative methods of marking would be a more
permanent and visible method of marking than Section 207's
marking methods.

II. CUSTOMS SHOULD CONSTRUE ITS STANDARDS FOR
ALLOWING ALTERNATIVE MARKING METHODS TO
INCLUDE CUSTOMER SPECIFICATIONS AND INDUSTRY
CUSTOMS AND USAGE.

The CTPA does not oppose the marking of pipes and
pipe fittings with their country of origin. Nevertheless,
as correctly noted in Customs' January 9, 1985, Federal
Register request for comments on this issue, Section 207's
marking requirements should be read in conjunction with
Section 304 of the Tariff Act of 1930, as amended. 50 Fed.
Reg. 1064, 1065 (1985). Section 304 provides that, in
general, imports should be permanently marked with their
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country of origin "as the nature of the article or its con-
tainer will permit." 19 U.S.C. S1304 (1982).

In its request for comments, Customs reconciled the
provisions of Sections 207 and 304 and Senator Danforth's
floor statement by proposing that pipes and pipe fittings
be marked by alternative methods of marking (such as sten-
ciling or tagging in bundles) if Section 207's marking
methods would render such pipes and pipe fittings *unfit
for the purposes for which they were intended or (would
violate) industry standards for such articles.* 50 Fed.
Reg. at 1065. The CTPA agrees with this standard so long as
Customs construes it to include (1) individual customer
specifications, and (2) industry customs and usage.

Customs should not interpret the phrase *industry
standards' to refer only to the technical specifications
published by such organizations as the American Society for
Testing and Materials (OASTMO) or the American Petroleum
Institute ('API'). American pipe and pipe fitting custom-
ers often treat such specifications as minimum standards and
impose requirements in addition to or in excess of ASTN or
API specifications where necessitated by the customers'
specific safety, structural integrity or design needs. In
many cases, these additional customer requirements are
violated if the pipes and pipe fittings are marked by using
Section 207's marking methods. In these situations, the
customer frequently specifies that the pipes or pipe fit-
tings be marked by stenciling or other appropriate method.

For example, Stelco, Inc. (a Canadian tubular
producer) analyzed twenty-three oil and gas transmission
pipe customer specifications. Only one permitted die
stamping. When directly contacted, that customer orally
reported that its specifications had not been updated and
that it did not now want die stamping. The remaining
customer specifications either prohibited die stamping or
expressly required paint stenciling. Similarly, General
Motors Corp. will not permit the die stamping of certain
pipe used in its steering columns. Other examples of
customer specifications that either prohibit die stamping or
expressly require paint stenciling are found at pages 10-11
and 12 of the GOC Submission.

Customs should not substitute its evaluation of the
effects of Section 207's marking methods for legitimate
customer concerns based on years of experience. Instead,
Customs should sanction customer practice in its final
Section 207 regulations. Therefore, in interpreting the
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phrase *industry standardsO, Customs should include indi-
vidual customer specifications that would be violated if the
pipes and pipe fittings were marked using Section 207's
marking methods.

Furthermore, Customs should interpret *industry
standards" to include industry customs and usage. Short
lengths of pipe, small diameter pipes and pipes for which
surface finish is critical (such as drawn and mic:ofinished
tubing and all boiler and pressure tubing) are customarily
sold or packaged in bundles that are tagged with any
necessary customer information. For example, standard pipes
1.5 inches nominal in diameter are normally bundled and
tagged. It is recognized throughout the industry that it
would be impractical to mark individually these pipes, and
thus tagging the bundles with the country of origin has been
the practice in the past. Consequently, Customs should let
these pipes be marked by tagging the bundles pursuant to
industry customs and usage. Similarly, certain items are
customarily ink stenciled, instead of paint stenciled. In
these situations, Customs should allow ink stenciling.*

In summary, the CTPA agrees with Customs that
alternative, reasonably permanent and legible methods of
marking should be permitted if Section 207's marking methods
would render the pipes and pipe fittings unfit for their
intended use or if they would violate industry standards.
Nevertheless, it is strongly urged that Customs include
within the meaning of the phrase *industry standards' indi-
vidual customer specifications and industry customs and
usage.

III. CUSTOMS SHOULD PERMIT ALTERNATIVE METHODS
FOR MARKING THE PIPES AND PIPE FITTINGS
DESCRIBED IN THE GOC SUBMISSION.

Based upon Customs' "unfit for intended purposes"
and its "industry standards" criteria, as construed above,

* Note that ink and paint stenciling is as permanent (and
often more visible) than Section 207's statutory marking
methods. This is demonstrated in the study conducted by
Welded Tube of Canada, Ltd., a copy of which is attached as
Appendix C. In addition, ink and paint stenciling survive
subsequent heat treatment to a greater extent than allowable
die stamping. An indicator of the permanency of ink and
paint stenciling is that the stencil Is normally still
visible on twenty-year old line pipe after the pipe is
removed from the ground.
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the GOC requested in its January 24 submission that Customs
permit alternative methods for marking the pipes and pipe
fittings listed therein. The GOC Submission fully details
its reasons for exempting each pipe and pipe fitting from
Section 207's marking methods and, in general, identifies
each such pipe and pipe fitting by its ASTM or API number.
To summarize, the GOC Submission requests that Customs per-
mit alternative methods for marking the following pipes and
pipe fittings:

1. Spun Iron and Steel Pipe: identified as
"spun" iron or steel pipe; or as manufactured
to specifications such as American Water Works
Association C351; or described as "abrasion-
resistant" or 'wear-resistant" spun iron
pressure pipe.

2. Stainless Steel and High Nickel Alloy Tubular
Products: identified as being manufactured to

(a) ASTM or ASME A213, A268, A669, A789, A270,
A312, A269, A376, A790, A554, 9163, B668,
9677, 8468, B167, B407, 3423, 3464, 3667,
A249, A688, A632, B514, 3515, B516 or
B517.

(b) U.S. military specifications 1144-D, 5695,
6737, 6845-C, 8504, 8908, 8506, 8606 or
8973.

(c) National Aeronautics and Space Administra-
tion specification Z-0007.

(d) Manufactured from stainless steel or high
nickel alloy grades meeting the following
specifications or types: 405, 409, 410,
430, 439, 800, 825, 600, 625, 304, 304L,
316, 316L, 317Lt 430Ti, 309, 310, 321,
322, 332, 3471 631500o 831803, N08904,
W08028 and 253MA.

See Study by Galt Laboratories Limited on the
corrosive effects of die stamping, a copy of
which is attached as Appendix D.

3. Mechanical Tubing: identified as 'mechanical
tubing'; or as ASTM A787, A512, A513 or A519.
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4. Hollow Structural Sections: identified as
"hollow structural sections or "HSSO; or
as ASTM A500 (A, B or C); or as manufactured to
'roll over protection systems' ('R.O.P.S.')
standards.

5. Oil and Gas Transmission Line Pipe: identified
as 'line pipe'; or as API 5L, 5LX or 5LU.

6. Oil Country Tubular Goods: identified as
'casing', *oil well tubing', "drill pipe"
or fittings thereof; or as API 5A, 5AC, 5AX or
5AQ.

7. Standard Industrial/Coiunercial Pipe: ASTM A53,
A106 or A120; or identified as falling within
AISI Product Code S. Note that alternative
marking only is required if such pipe is galva-
nized or is 1.5 inch nominal or less in
diameter.

8. Electrical Conduit and Conduit Hollows: iden-
tified as 'conduit'i or as ASTM A523.

9. Boiler and Pressure Tubing: identified as
"boiler or pressure tubing', or as ASTM A178,
A179, A192, A210, A213 or A214.

Exempting the above-described pipes and pipe fit-
tings would not impose an administrative burden on Customs.
Such pipes and pipe fittings are currently identified (in
the manner described above) on the Special Summary Steel
Invoice (the 'SSSI'). Item 15 of the SSSI expressly
requires a description of the specifications covering the
imported product. Thus, Customs officials could easily com-
pare the above list of pipe and pipe fitting specifications
with individual SSSI's to determine whether a particular
entry may be marked by an alternative marking method. False
statements or representations on the SSSI would be subject
to Customs' normal regime of civil and criminal penalties.

In summary, based on the reasoning detailed in the
GOC Submission, Customs should permit alternative methods
for marking the above-described pipes and pipe fittings
(i.e., ink or paint stenciling, or tagging in bundles).
Such a decision would not increase Customs' administrative
burden, but would instead fit with Customs' current admin-
istrative practice.
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IV. CUSTOMS SHOULD GRANT A 120-DAY
IMPLEMENTATION PERIOD FOR ANY
MARKING RULING THAT IT MIGHT ISSUE.

The practical implementation of Section 207's
marking requirements is a complex and technically sophisti-
cated subject. Not only must Customs determine for which
pipes and pipe fittings to permit alternative methods of
marking, but also the size, placement and frequency of the
marks for both alternative and statutory methods of marking
must be responsive to varying customer needs and applica-
tions.

It is impossible for foreign pipe and pipe fitting
producers to comply immediately with any final ruling issued
by Customs. New equipment must be purchased, production
lines revamped and new personnel hired. Equipment could not
be designed and ordered during the current 120-day interim
period because of the absence of Customs' rules on size,
depth and frequency of the marks. Consequently, Customs
should provide that any rules or regulations implementing
Section 207's marking requirements would not go into effect
for 120 days after their announcement and would not apply to
pipes and pipe fittings oroduced before the end of that
period. This would provide foreign pipe and pipe fitting
manufacturers with a reasonable time period within which to
comply with the precise rules or regulations issued by
Customs.

V. CONCLUSION

Congress' intent in enacting Section 207 was "to
give American buyers better consumer information about the
origin of the product they are purchasing.0 120 Cong. Rec.
Sll,768 (daily ed. Aug. 4, 1983) (statement of Sen.
Mattingly). The CTPA believes that its comments permit
Customs to achieve this intent without erecting a signifi-
cant nontariff trade barrier. Canada is the United States'
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principal trading partner. By adopting a fair and reason-
able interpretation of Section 207, Customs can adhere to
the statute's spirit without disrupting U.S.-Canada trade.

Sincerely.

WW1 am ilverman
Attorney for the Canadian Tubular

Producers Association

WS:csd
enclosures

cc: Thomas Lindmeier (w/enclosures)
Richard Newcomb (w/enclosures)
Paula Ilardi (w/enclosures)
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Statement of John B. Huffaker Relating
To Refinancing of Purchase Money Obligations of ESOTS

(IRC Sec. 133, Act Sec. 543 (a))

I am John B. Huffaker, an attorney with my principal

office at 2000 Fidelity Building, Philadelphia, PA 19109.

This statement is submitted on behalf of Cataract, Inc.,

a corporation with its principal office at Newtown, Bucks

County, Pennsylvania.

Cataract, Inc. is in the business of leasing its employees

to public utilities. They are highly skilled engineers and

technicians that will work on a particular job for a period

of months and then move to another site. The founder of

Cataract sold his approximately 70% interest in the company

to a newly created ESOT on January 2, 1985. He received

cash and a Note payable over five years. The Note carries

interest in compliance with the Internal Revenue Code provisions.

It was not practical to arrange for the borrowing

before the purchase since the loan negotiation must be by

the ESOT as the principal shareholder. After there is a

contract with the potential seller, there is an urgency to

close since the trustees are relying upon an appraisal that

will quickly become out of date. This scenario almost dictates

that the purchase of a large block must precede the borrowing.

The Company is in position to substantially reduce

the cash demands posed by the Note if it can borrow the funds
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from a bank tnd prepay the Note. Or stated differently,

the stock in the ESOT will be released to the accounts of

the participants more rapidly as the interest component of

the payments it makes are reduced. Of course, the saving

would reflect the lowering of interest rates in the last

six months, the spreading of the payment over a longer period

and the partially tax exempt character of the interest if

received by a bank. While the existing Note is a Securities

Acquisition Loan in the hands of the seller, the special

interest provision only applies when the holder is a bank

or other financial institution described in Section 133(a).

We believe that a loan for the purpose of retiring

a stock purchase obligation (wholly or partially) meets the

requirements of present law. Quite literally, the loan proceeds

will be used to pay for the stock or, in the terms of the

statute, to acquire employer securities," and that would

seem to be a "Securities Acquisition Loan." However, a question

has been raised because the ESOT already has the stock--it's

an obligation to the seller of the stock that is disposed

of and it could be argued that the stock was "acquired" for

the Note rather than for the loan proceeds.

In such cases, it is not necessary to deny the ESOT

the access to favorable financing under Sec. 133. It should

not be significant whether the loan precedes or follows the
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sale as longas the use of the proceeds is clear. It is

suggested that Sec. 133 be clarified by striking the "," at

the end of Sec. 133(b)(1) and adding the following: "including

the use of the proceeds to pay a purchase-money obligation

incurred to the transferor of the employer securities."

This clarification will simplify the negotiation of

purchases by ESOTs without offering an opportunity for successive

refinancings.
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Statement of Caterpillar Tractor Co.
Submitted to the Committee on Finance

In Conjunction vith lHearings on the Technical Corrections Act of 1985
June 5, 1985

Caterpillar Tractor Co. would like to comment on the Technical Corrections
Act of 1985. We recommend that the Committee complete the process it
began last year and enact legislation regarding Export Trade Corporations
(ETCs) that were not subject to the provisions of the Deficit Reduction Act.

Specifically, we urge the Committee to include former Export Trade Corps.
in the 1984 tax treatment accorded present ETCs. This action would take
into account the exporting that former ETCs--just like ETCs--are engaged
in. Congress has not provided a method for former ETCs to terminate in
an orderly fashion. We feel that it is highly appropriate for Congress to
provide a termination mechanism for former ETCs--as outlined in this state-
oient--similar to the ETC provisions in the 1984 legislation.

The Deficit Reduction Act of 1984 included important new provisions estab-
lishing Foreign Sales Corporations (FSCs). The FSC provisions were passed
at the administration's request and with the full support of the business
community. The FSC was designed by the U.S. Trade Representative and
Treasury Department to meet trading partners' complaints against the
provisions permitting Domestic International Sales Corps. (DISCs).
Last year, for large exporters, Congress effectively repealed the decade-
old DISC statute and replaced it with a GATT-legal Foreign Sales Corp.
export incentive. Both the DISC and the FSC were designed to encourage
U.S. exports and to partially offset the more favorable tax treatment
accorded exports by the European community.

In the process of drawing up legislation to convert DISCs to FSCs,
Congress also par!tiAily addressed the issue of Export Trade Corporations.
While no new companies can now qualify for ETC benefits, Export Trade
Corp. provisions have been in the tax code for decades. Companies that
established ETCs found that their ETCs had to meet several standards.
At least 90% of the ETC's income must have been generated outside of the
United States and, of this, 75% had to be derived from U.S. exports. ETCs
that failed to continue to meet these tests, however, did not forfeit the
right to continue to retain deferred income. Under the present law,
companies can retain their former ETCs and the corresponding deferral on
previously-earned export income if such income is invested in certain
qualified export assets. In a case where an ETC fails to meet the
income test but can still meet the asset test, no additional new income
can be deferred.

It should be pointed out that the tax laws have always treated ETCs and
DYSCs somewhat differently in an important way. DISCs that failed to
meet all of the standards in the law immediately became subject to taxation.
In other words, a DISC received favorable tax treatment only so long as it
operated fully as a DISC. On the other hand, former ETCs have no termination
point if they do not meet income tests. Only if asset tests are also not
met would an ETC become subject to full taxation.
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Additionally, Congress has not provided for all ETCs the type of phase-out
mechanism it provided for DISCs last year. Some ETCs were allowed permanent
tax forgiveness if they currently qualified as ETCs that met all of the
income and asset tests. Active former ETCs (then falling short of the
income source requirements) were given no options but continued status
as a former ETC.

Consequently, last year's tax legislation did not deal comprehensively with
ETCs. Rather, it focused only on those ETCs that then fully met the income
standards requirement. Other ETCs that had fallen short of the income
standards--but which still met the assets standards--were not covered by the
1984 legislation. The consequence of the 1984 law is that former ETCs
which in 1984 were not qualified for new tax deferrals--based on the two
income source tests--are left in tax limbo.

These particular ETCs are still generating exports just like the ETCs which
meet the income standards. They would virtually have to do so. Otherwise
they would not meet the assets test. They are, however, not generating
the exact level of exports specified in the law.

Caterpillar has for decades had two (now former) export trade corporations
because the company is one of the largest U.S. exporters. These companies
ceased to meet the income standards many years ago but have always met the
assets test. Each year the company must show to the IRS that its assets on the
last day of the taxable year meet the legal requirements. As long as that
is satisfied, taxes on the ETC are deferred indefinitely. In our view,
this amounts tean annual paperwork and accounting burden that serves
no useful purpose in light of last years' tax law changes for other ETCs.

The question we would pose to the committee is this: why should some ETCs
be considered as previously taxed--as Congress did in 1984--while not offering
the same treatment to the Caterpillar-type ETC? We do not see a logical
reason for excluding some ETCs from the 1984 tax treatment. Extending the
1984 forgiveness to them would clean up what has become essentially a
deadwood provision of the tax law.

We feel it is appropriate to address the remaining ETCs in the framework
of the Technical Corrections Act of 1985. An amendment accomplishing
this task is attached. Caterpillar Tractor Co. urges the Committee to
add language to this effect.
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99 th Congress

Ist Session

H . R.

To provide relief for former export trade

corporations.

IN THE HOUSE OF REPRESENTATIVES

Mr. introduced the following bill; which

was referred to the Committee on Ways and Means

A BILL

To provide relief for former export trade

corporations

Be it.enacted by the Senate and House of

Representatives of the United States of America in

Congress assembled, that

(a) Special Rule for Former Export Trade

Corporations -

(1) In General.- If, before January l,

1986, any former export trade corporation

elects the benefits of this Act then any
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previously excluded export trade income which

is derived before January 1,1986, shall be

treated as amounts included in gross income

for a prior taxable year (within the meaning

of section 970(b)(2) of the Internal Revenue

Code of 1954 ).

(2) Elections. - Any election made under

this Act shall be made at such time and in

such manner as the Secretary of the Treasury

or his delegate may prescribe.

(3) Former Export Trade Corporation. -

For purposes of this Act, the term "former

export trade corporation* means any

corporation which satisfied the requirements

of Section 971 of the Internal Revenue Code of

1954 for one or more, prior taxable years, but

did not satisfy the requirements of Section

971 for the most recent taxable year ended

prior to the date of enactment of the Deficit

Reduction Act of 1984.

(b) Effective Date. - The amendments made by

section (a) shall apply to taxable years ending

after the date of enactment.
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MARY A,rN.%rO, May 29, 1985

The Honorable Bob Packwood
Chairman
Committee on Finance
United States Senate
Washington, D.C. 20510

Re: Comments on Technical Corrections to
the Retirement Equity Act on Behalf
of Chevron Corporation.

Dear Mr. Chairman:

These comments on technical corrections to the Retire-

ment Equity Act are submitted on behalf of Chevron Corpora-

tion ("Chevron"). Chevron and its affiliates (including

Gulf Oil Corporation) currently maintain tax-qualified

plans for the benefit of over 90,000 employees, former

employees, and their beneficiaries. I

Our comments may be briefly summarized as follows:

1. Where an alternate payee is entitled to benefits
under a qualified domestic relations order
("QDRO"), plans should be permitted to distribute
benefits at any time without adversely affecting
their tax-qualified status if the plan provides
for, and the alternate payee consents to, the
distribution.
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2. The relationship between the survivor benefit
rules and the QDRO provisions should be clarified
by statute. In particular, it should be confirmed
that the joint and survivor rules, and the related
requirement for exempted plans that 100 percent of
the account balance be payable upon the partici-
pant's death to the surviving spouse, do not apply
to the extent benefits have been assigned to an
alternate payee by a QDRO.

3. It should be confirmed that, should an alternate
payee choose to receive benefits where the partici-
pant continues working and is not fully vested,
the plan is not required to increase benefits to
the alternate payee to reflect subsequent vesting
by the participant.

4. The Federal income and gift tax consequences of
spousal waivers of benefits should be clarified.

5. The expanded spousal consent rules should also be
clarified, particularly (1) with respect to the
requirement that consent apply to a specific bene-
ficiary and (2) to deal with plans which generally
do not provide for payments to other beneficiaries
where the spouse consents to waive survivor cov-
erage.

6. The transition rule to avoid double death benefits
should be revised or eliminated, to remove any
implication that double benefits are required
outside the scope of the rule.

7. The tax consequences of QDRO payments to alternate
payees other than former spouses should be clari-
fied.

These comments are set forth more fully below.

1. Where the Alternate Payee Consents and the
Plan So Provides, Plans Should Be Permitted To
Cash-Out or Commence Benefits Under a QDRO at
Any Time, and Unilateral Cash-Outs of Small

nefits ShQuld Beermitted

Sections 104 and 204 of the Retirement Equity Act pro-

vide an exception to ERISA's assignment, alienation, and

50-278 0-85-- 14
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preemption provisions for the payment of plan benefits to

an alternate payee pursuant to a qualified domestic rela-

tions order ("QDRO"). The basic purpose of these provi-

sions was to allow state courts to divide benefits in con-

nection with divorce, subject to certain safeguards de-

signed primarily to minimize the burdens and potential

liabilities of plans and plan administrators. One such

safeguard prevents a state court from ordering a plan to

commence payments to an alternate payee prior to the date

the participant attains or would have attained the plan's

earliest retirement age. Code If 414(p)(3) and (4). In

our view, this safeguard by itself does not limit a plan's

ability, if it so desires, to commence payments at an

earlier date.

There are general restrictions under Code sections

401(a) and 401(k), which apply to some but not all tax-

qualified retirement plans, on the payment of benefits

prior to termination of employment.±/ The last sentence

in Code section 414(p)(5) states that these restrictions do

_/ Regulation section 1.401-1(b)(1)(i) has been inter-
preted to prohibit a defined benefit or money purchase
pension plan from making in-service distributions prior
to a participant's attaining normal retirement age.
gg.t T.I.R. 1403, Q&A M-15I IRS Letter Ruling 8453082
(Oct. 3, 1984). Coda section 401(k)(2)(B) generally
prohibits a qualified cash or deferred arrangement,
which may be part of a profit-sharing or stock bonus
plan, from making in-service distributions prior to a
participant's attaining age 59-1/2.
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not apply to payments to an alternate payee "pursuant to a

qualified domestic relations order." While we believe that

this sentence was intended broadly to avoid any violation

of sections 401(a) and 401(k) where payments are made to an

alternate payee, the sentence could be read to avoid a vio-

lation only where the QDRO itself specifically authorizes

the payment at that time.

Section 2(c) (4) (A)(v) of H.R. 2110, a bill to make

technical corrections to the Retirement Equity Act, is

intended to address the extent to which the sections 401(a)

and 401(k) restrictions apply to payments to an alternate

payee prior to any date specifically set forth in the

QDRO. The proposed solution is that the restrictions would

apply unless the present value of such payments does not ex-

ceed $3,500. As presently worded, the restrictions would

not be waived for larger amounts, even if immediate payment

is desired by the alternate payee.

In testimony before the House Ways and Means Committee

on May 16, the Treasury Department suggested that the issue

of whether payments may be made to an alternate payee be-

fore the participant terminates employment should not be

decided on the basis of the present value of the payments.

We agree. We also agree that divorce "effectively severs"

the link between the alternate payee and the employer

maintaining the plan, and "thus may be seen as functionally

equivalent to a participant's separation from service."
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In our view, the proposed sweeping restriction on pay-

ments to alternate payees is contrary to the intent of the

Retirement Equity Act. It was in recognition of the pos-

sible need of a divorced spouse for immediate funds that

the "earliest retirement age" exception was added. Because

the exception allows a court to order payments to an alter-

nate payee even if not provided for under the plan, the

condition that the participant attain the earliest retire-

ment age was added to minimize the administrative burdens

placed on plans. Where a plan and the alternate payee both

desire earlier payments, we believe the statutory purpose

is further served by facilitating, rather than prohibiting,

such payments.

We recommend that this distribution of benefits issue

be resolved in a manner which reasonably accomodates the

needs of divorced spouses and the administrative problems

of plan administrators. In the case of surviving spouses

of deceased participants, the solution adopted by the

Retirement Equity Act to balance these needs and problems

is a $3,500 rule: benefits with a present value greater

than $3,500 may be cashed-out only with consent, and

benefits with a present value not greater than $3,500 may

be cashed-out at the plan's discretion. We believe that
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similar rules should apply to surviving spouses and

divorced spouses, and that the $3,500 compromise of the

Retirement Equity Act should be extended to divorced

spouses. V

To summarize our views on this issue, we recommend that

a technical correction be adopted that would provide as

follows:

1. The restrictions under Code sections 401(a) and
401(k) regarding the payment of benefits prior to
the termination of employment do not apply to
payments to an alternate payee under a QDRO, re-
gardless of when made, if the plan provides for
such payments.

2. Where the present value of payments to the alter-
nate payee exceeds $3,500, such payments may be
cashed-out only with the consent of the alternate
payee.

3. Whore such present value does not exceed $3,500,
payments may be cashed-out at the discretion of
the plan administrator.

4. Present value should be determined as of the date
of receipt of the QDRO by the plan.

./ Code § 417(e). While we believe that similar rules
should apply to surviving spouses and divorced spouses,
we would emphasize that there is an urgent need for
clarification of the scope of Code section 417(e) and
the related rules of Code section 411(a) (11).
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We note two differences between our recommendations

above and the testimony of the Treasury Department. First,

we urge that the administrative costs and burdens created

by small benefits be recognized, and that the $3,500

cash-out rule of the Retirement Equity Act be expanded to

include QDRO payments. Second, the Treasury statement

seems to suggest that the Code sections 401(a) and 401(k)

restrictions would not apply only where the QDRO itself au-

thorizes payments prior to the termination of employment.

In that event, because a QDRO may not order payments to be

made prior to the participant's attainment of the earliest

retirement age, payments to the alternate payee prior to

that time might violate sections 401(a) or 401(k) if the

participant remains in service.

Those apparent limitations fail to recognize that the

policy underlying the cash-out rules applies whenever a

plan is confronted with the task of accounting for bene-

fits, particularly small benefits, with respect to in-

dividuals who are no longer connected with the employer or

the plan. Specifically, the cash-out rules recognize that

it may be exceedingly difficult for plans to maintain cur-

rent information regarding the whereabouts of such

persons. This problem is particularly acute for defined

contribution plans that provide for directed investments

and where there may be a need for regular contact with
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alternate payees with respect to investment matters. We

would emphasize also that rules which provide plans with

reasonable flexibility to deal with these problems through

cash-outs will not prevent alternate payees from preserving

their funds for retirement purposes, because (1) Code sec-

tion 402(a) (6) (F) expressly allows tax-free rollovers of

amounts received under QDROs and (2) plan administrators

are required under Code section 402(f) to notify recipients

of opportunities to make such rollovers. Accordingly, we

believe that the sections 401(a) and 401(k) restrictions

should not apply to QDRO payments whenever made, and that

the divorced spouse's interests are adequately protected if

written consent is required to cash out benefits exceeding

$3,500.

2. The Relationship Between the Survivor Benefit
Requirements and QDROs Should Be Confirmed in
tbhe Statute

Sections 103 and 203 of the Retirement Equity Act gen-

erally require that a preretirement or post-retirement sur-

vivor annuity be paid to the spouse of a deceased vested

participant, unless the spouse consents in writing to waive

the benefit. Certain profit-sharing and stock bonus plans

are generally exempted from these survivor benefit require-

ments, but only if 100 percent of the account balance will
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be paid to the surviving spouse upon the participant's

death (unless the spouse consents otherwise).

One very important question in this area is as

follows. Where a QDRO assigns a portion of a participant's

accrued benefit to a divorced spouse or other alternate

payee, and the participant remarries and then dies, are the

benefits assigned by the QDRO to the first divorced spouse

excluded for purpose of computing the survivor benefits

payable to the second spouse? Although the statute does

not address this important issue, we think the legislative

history makes it clear that a plan is not required to pay

the same benefit twice, .g., to both spouses. The final

Senate Report on the Retirement Equity Act states that:

OThis rule (presumably referring to the gen-
eral joint and survivor rules] does not ap-
ply, however, if a qualified domestic rela-
tions order . . . otherwise provides for the
division or parent of the participant's re-
tirement benefits. For example, a qualified
domestic relations order could provide that
the former spouse is not entitled to any sur-
vivor benefits under the Plan."

S. Rep. No. 575, 98th Cong., 2d Bess 16 (Aug. 6. 1984).

Similarly, the helpful examples provided by Representative

Clay, Chairman of the House Subcommittee on Labor-Manage-

ment Relations, during the final House debate on the Retire-

ment Equity Act specifically indicated how portions of the

participant's accrued benefit would be converted into
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payments to adivorced spouse and a surviving spouse in this,

situation. See 130 Cong. Rec. H8761-62 (Aug. 9, 1984).

Although it was clearly contemplated that a plan would

not have to pay the same benefit to both the divorced

spouse and the surviving spouse, there is no explicit

"carve out" in the survivor benefit rules for benefits pre-

viously assigned under a QDRO. Moreover, in the case of an

exempt profit-sharing or stock boirus plan that generally

provides 100 percent of the account balance to the sur-

viving spouse in the event of death, there is no specific

statutory provision that benefits need not be paid to the

surviving spouse to the extent previously assigned to an

alternate payee under a QDRO. In this regard, we are very

concerned that courts might interpret the foregoing leg-

islative history as applying only to those plans which are

generally subject to the joint and survivor rules, and not

to individual account plans which are exempt from such

rules pursuant to Code section 401(a)(11)(B)(iii).

We believe these extremely important issues merit

statutory confirmation. Otherwise, surviving spouses may

assert that they have a statutory right to unreduced

benefits, and plans will be in danger of having to make

double payments.
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3. Where an Alternate Payee Chooses To Receive
Benefits While the Participant Continues
Working and Is Not Fully Vested, It Should
Be Confirmed That the Plan is Not Required
To Increase Benefits to the Alternate Payee
TQ9fllect Subsequent Vesting

In some cases a participant will not be fully vested

upon reaching a plan's earliest retirement age (within the

meaning of Code section 414(p)(4)(B)). A divorced spouse

may nevertheless wish to receive benefits beginning at that

date, rather than wait until the participant may become

fully vested, and a QDRO may provide for such earlier

receipt of benefits.

Section 414(p)(4)(A)(ii) indicates that, where the

alternate payee chooses to receive benefits before the

participant terminates plan participation, the alternate

PAyeees entitlement is based on the benefits accrued as of

the date on which payment is to begin under the QDRO. We

request confirmation that, in such cases, the plan is not

required to provide increased or additional benefits to the

alternate payee whenever the participant's vesting per-

centage increases. This is consistent with the initial

report of the Senate Finance Committee on the Retirement

Equity Act:
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The special rule provides that in the
case of a participant who has attained the
earliest retirement age applicable to the
participant under a plan, an order will not
fail to be a qualified order merely because
it requires a plan to pay benefits to an al-
ternate payee in an amount determined as if
the participant had retired at that time.
Accordingly, the benefit payable to the alter-
nate payee would not reflect subsequent bene-
fit accruals or vesting by the participant.

S. Rep. No. 285, 98th Cong., Ist Sess. 19 (Oct. 29, 1983).

To our knowledge, this vesting issue is not specifically

addressed in subsequent reports or explanations.

A related issue is whether, in this same situation

where the divorced spouse receives benefits and the

participant continues working, the divorced spouse is

entitled to share in any early retirement subsidy. The

compromise reached on this second issue was that the di-

vorced spouse would not be entitled to the subsidy unless

the participant subsequently retires to qualify for the

subsidy and the QDRO provides for increased payments to the

divorced spouse in that event. Iee S. Rep. No. 575, 98th

Cong.* 2d Sess. 21 (Aug. 6, 1984). The apparent purpose of

this compromise was to minimize "game playing" by partici-

pants at the expense.of the divorced spouse. It was be-

lieved that a participant might otherwise delay retirement

until the divorced spouse began to receive payments, so

that the full value of any subsidy might be retained by the

participant.
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This opportunity for "game playing" does not exist in

the vesting area, because the expected increase in the vest-

ing percentage each year will be readily apparent and the

divorced spouse can determine whether to wait for possible

further vesting or receive immediate payments. In addi-

tion, the administrative burdens placed on plans if recalcu-

lation and increased benefits were required would fre-

quently be substantial. Many plans provide for graduated

vesting over a period of years, and recalculation could

thus be required 5 or even 10 times in the case of some

QDROs. One way to clarify this point would be to revise

the parenthetical language contained in section 414(p)(4)

(A)(ii) to read as follows (new matter underlined):

(but taking into account only the present
value of the benefits which were actually
accrued and nonforfeitable as of such date
and not taking into account the present value
of any employer subsidy for early retirement)

4. The Federal Income and Gift Tax Consequences
of Sousal Waivers of Benefits Should Be Clarified

A spouse may consent to waive post-retirement survivor

benefits, preretirement survivor benefits, and the right to

receive 100 percent of the account balance in an exempt

profit-sharing or stock bonus plan. An area of consid-

erable confusion is in what situations, if any, are bene-

fits nevertheless taxable to the spouse under assignment of
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income principles? One argument is that, because benefits

payable under qualified plans are only taxed when actually

paid to the recipient, spouses should not be taxed on death

benefits that they consent to forego in favor of another

beneficiary. In any event, if spouses are to be taxed on

death benefits they consent to waive, this important con-

sequence should be clearly understood by spouses.

A similar problem arises in the gift tax area. Because

consent is irrevocable by the spouse, it could be argued

that a gift takes place at the time the consent is given.

In this regard, we note that section 152(e)(2)(A) of S. 814

would repeal section 2517 of the Code, which currently eli-

minates up to half of the potential gift tax liability, at

least in community property states. Also, it appears that

spousal consent of payment to a designated beneficiary

would not constitute a "qualified disclaimer" under Code

section 2518 and thus the exception provided by that sec-

tion would be unavailable.

Section 2(f)(1) of H.R. 2110 contains a special trans-

ition rule for certain spousal waivers made on or before

the close of first plan year to which the Act applies. The

proposed statutory language states that such waivers would

not result in gift tax, and the May 14, 1985 explanation of

the bill by the Joint Committee staff indicates that such

waivers would not increase a spouse's income. These pro-
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visions imply that waivers outside of this very limited

transition period generally will have income and gift tax

consequences to consenting spouses. If intended, these

important results should be explicitly stated and clari-

fied. For example, does the "gift" take place when the

waiver is signed or when the benefit is paid?

5. The Proposed Amendments to the Spousal Consent Rules
should Be Clarified

Section 2(b)(6) of H.R. 2110 would amend the spousal

consent rules to provide that consent is only effective

where (1) the spouse "designates a beneficiary" which may

not be changed without spousal consent, or (2) the consent

specifically permits designations of beneficiaries by the

participant without any requirement of further consent by

the spouse.

We have several comments on these provisions. First,

the proposed language could be interpreted to require the

election to designate i beneficiary in all cases if the

spousal consent is to be effective. Assume, however, a

defined benefit plan where the spouse's consent to an

election out of the preretirement or post-retirement

survivor coverage results in the participant's receipt of

larger annuity benefits and no death benefits payable to

any other person. In order to deal with this common

situation, proposed section 417(a)(2)(A)(ii) could



427

be revised to include the following underlined language at

the beginning thereof: "if the Rlan provides for desiQna-

tion of another beneficiary where such election is made,

such election designates a beneficiary which may not be

changed without spousal consent . .. .

Second, the "designates a beneficiary" concept raises a

variety of questions in terms of exactly how specific the

designation must be, the effects of subsequent events,

etc. For example, we would appreciate clarification in the

committee report of how the following situations wculd be

resolved.

1. Spouse consents to payment to "my child" or "my
children" at the time when the spouse and partici-
pant have one child. A second child is born.
Does either of the above consents permit division
of the benefits among the two children, or is a
new consent required?

2. Spouse consents to payment of equal shares to two
children. Hay the participant subsequently desig-
nate that 60 percent of the benefits will be paid
to the first child and 40 percent to the second?
What if the spouse had consented to payment to "my
children" without further elaboration?

3. Spouse consents to payment to a trust. Hay the
participant redirect payments to a second trust?
What if the beneficial ownership of the two trusts
is identical?

4. May the spousal consent limit the form of payment
to the other beneficiary? For example, suppose
the spouse specifies that the beneficiary will
receive payments in the form of a life annuity.
May the participant direct that benefits be paid
to this same beneficiary in a lump sum?
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Finally, we support the provision of the bill which .

would allow the spouse to provide a one-time consent to

beneficiary designations which may be made or changed in

the future. In this regard, we disagree with the Treasury

Department position that such "blanket consent would

seriously erode the original policy of the rules. We would

expect that there will be a number of oases where (because

of precise personal financial circumstances) spouses are

willing to forego any direct interest in the participant's

benefits and will not want to be bothered with having to

provide additional consents as the participant changes

beneficiaries. We also believe that, with relatively few

exceptions, most individuals will understand the distinc-

tion between consenting to a specific beneficiary and

providing a blanket consent. Accordingly, we recommend

that this type of flexibility for plan participants and

their spouses be preserved.

6. The Transition Rule To Avoid Double Death
Benefits Should Be Revised Or Eliminated,
To Remove Any Implication that Double Benefits
Are Reguired Outside the Bcoe of the Rule

Section 2(f)(1) of H.R. 2110 provides that, in the case

of a plan participant who dies before the expanded survivor

annuity rules apply to the plan in general, but whose
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surviving spouse is nevertheless entitled to benefits

because of the special rule of section 303(c)(2) of the

Retirement Equity Act, the amount of any death benefit

payable to any beneficiary may be reduced by the amount

required to be provided to the surviving spouse. We

understand that this provision was intended to help plans

by making it clear that the same benefits do not have to

paid twice, LJLL, to both the designated beneficiary and

the surviving spouse.

Unfortunately, this provision leaves the strong nega-

tive implication that plans may be required to pay the same

benefit twice where a participant dies after the survivor

benefit rules are generally applicable to the plan. For

example, take the case of a calendar year single employer

plan, for which the expanded survivor benefit rules became

effective January 1, 1985. Many such plans have not yet

been amended to incorporate the new requirements, and thus

the terms of the plan may currently provide for payment to

a nonspouse beneficiary. Such plans are not required to be

amend to reflect the new rules until the end of 1985 (ret-

roactive, of course, to the beginning of 1985). Section

2(f)(1) of H.R. 2110 leaves the strong implication that,

where a participant in such a plan dies in 1985 before the

plan is amended, double payment of the same benefit is
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required. While we assume that such a result was not

intended, we are very concerned that courts might interpret

the provision to require double payments.

We suggest that this transition rule should be broad

and not be limited to participants who die before the sur-

vivor benefit rules apply to the plan. Another possible

approach is to delete section 2(f)(1) and address this

important issue in the committee report. Thus, for ex-

ample, the legislative history could make it clear that the

general intent of Congress was that survivor benefits which

were mandated by section 401(a)(11) and section 417 (in-

cluding the transition rules) are to be offset against bene-

fits payable to other beneficiaries so that plans would

only have to pay the same benefits once.

In addition, it should be made cleir that, merely

because the election period ends with the participant's

death, a surviving spouse may still voluntarily disclaim

any interest in the participant's benefits (e.g.., for

estate tax purposes) after the participant's death as long

as the applicable rules are followed (subject to such in-

come, estate, and gift tax consequences as may attach to

such disclaimer). In this regard, we see no reason why

plans should be forced to pay benefits directly to sur-

viving spouses who make proper disclaimers in favor of

another person.
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7. The Tax Consequences of QDRO Payments To Alternate
Payees Other Than Former S2ouse Should Be Clarified

Section 2(c)(1) of H.R. 2110 would amend Code section

402(a) (9), which relates to the tax treatment of an al-

ternate payee receiving benefits under a QDRO. We under-

stand that the intent of the amendment is generally to tax

the participant on a QDRO payment if not made to a spouse

or former spouse. For example, we understand that QDRO

payments to a child would be taxed to the parent par-

ticipant.

Although the apparent intent of this change is to

minimize tax planning opportunities to divorcing spouses

(and to prevent indirect deductions of child support

payments), it does raise a number of important questions.

We request that the related tax consequences of this amend-

ment be clarified. In particular:

1. If a QDRO payment is made to a child, should in-
formation reporting on Form 1099R (or Form W-2P)
be made as if the payment were made to the parent
participant? We assume that such reporting would
be appropriate.

2. Do the pension withholding rules under Code sec-
tion 3405 apply to QDRO payments to a child, and,
if so, how? For example, who should receive
notice or elect out? Because of the lack of sym-
metry between the recipient of benefits and the
payor of tax, we suggest that such payments be
totally exempt from withholding.
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3. May the child roll over QDRO payments to an IRA
pursuant to Code section 402(a)(6)(F)? If so, is
the parent's tax liability reduced? We assume
that the child would be taxed on subsequent IRA
distributions.

4. Does Code section 402(e)(4)(M) continue to apply
to permit possible lump sum treatment with respect
to other benefits taxed to (and in this case
actually paid to) the parent participant?

We would emphasize that these are real issues of immediate

concern to participants and plans. For example, Chevron

would like to amend its section 402(f) notices to benefit

recipients to provide guidance with respect to issues 3 and

4 above. Clarification of these issues, either in the

statute or in the committee report, would be extremely help-

ful.

We appreciate this opportunity to comment. We would be

pleased to discuss any of the above matters further with

you or your staff.

Very truly yours,

Louis T. Mazawey

Dou 'as W. Ell
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George Yin, Esq.
Counsel
Senate Finance Committee
Room SD-219
Dirkeen Senate Office Buildlnq
Washington, D.C. 20SIS

Re: Section 104(d)(1) of the
Technical Corrections Bill of 1985

Dear Mr. Yin:

This Letter comments on section 104(d)(1) of the
Technical Corrections Bill of 1985, which seeks to amend the
definition of certain types of preferred stock that are not
treated as "stock' for purposes of the affiliation rules of
section 1504(a).'

Section 1504(a), as amended by the Tax Reform Act
if 1984, generally provides that a subsidiary may join with
itn parent in filing consolidated federal income tax return
only if the parent and other affiliates own stock of the
subsidiary representing at least 83 percent of the voting
power and 80 percent of the value of all of the outstanding
stock of the subsidiary. Solely for purposes of these af-

All citations to section numbers not identified as in
the Technical Corrections Bill are to the Internal
Revenue Code of 1954, as amended to date (the "Code").
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f'l~at:on rules, section 15C4(a)(4) excludes from the left-
n~tion 3f "stocx" nonconvertible, nonvoting. nonpartici-
pating preferred stock with certain redemption and liquida-
timn features. (For convenience, I will refer in the re-
airnder of th:s letter to section 1504(a)(4) as tfe "non-
stock" exception to the affiliation rules of section
!5Z4(a) ) In particular, section lr,0 (a)(4)(C) currently
exc.udes :'rm the sc-pe cf the "ncn-stcck" exception to the
aff: "-at.on r-iles preferred stock C'at has redemption and

..Jat.:zn 'r:ghts that exceed the "paid-in capital or par
val,ie t-epresented by su:ch stock" by more than a reasonable
i.edcrpti,;n premium.

T:e Tec'hn'cal Corrections Bill would amend section
,504(a)(4)(C) by striking the reference tc "paid-in capital
oi 'i' - 'alue" and substituting the term "issue price." The
:escr:ut:an of The Technicil Corrections Act of 1985., pre-
pired by the Staff of the Joint ComDittee on Taxation. April

4. '.' (the "Staff Description"). amplifies the proposed
statute-"y change by stating that: "in general, the issue
price of stock is its fair market value upon issuance."
Stat f. escripti on at 15.

The apparent purpose of section 1504(a)(4)tC) is
to treat as "stock" for affiliation purposes preferred stock
that, by virtue of having redemption and liquidation rights
substantially in excess of the shareholder's original in-
vestent, enables the shareholder indirectly to participate
In the I-znq-tern growth of the corporate enterprise. New
York State "ar Association. Tax Section, Committee on Corpo-
rations, Report on Ttx Reform Act of 1964 Amendments to
Sect "on_.1504 the Definition-of 'Affiliated Grou-", Feb.
19' 1985, at 34 (the ",NYS Bar Reort'). Under this analy-
sis. section I5C4(af(4)(C) serves a role that is essentially
s:miar to the requirement of section 1504(a)(4)(B) that, in
,:-der to qualify as "non-tcock". a preferred stock must "nt
participate in c,rporate ji-owth to any significant extent."'

A ::nvtnclngagu~ent car be made that an original
;.i_,'e discount pr-eterred stock should not be viewed for
p,,rpcs(s of section 1504(a)(4) as a participating pie-
ferred stock, for the simple re son that a fixed mar-
ket-rate yield, whether paid currentlyy or accrued,
ihoald not be analyzed as a participation feature. See
N'3 -_Ea -r Report at 29-30. If, for example, one were to

:10-i. a f ixed dtvrdend preferred stock with a dividend
(Footnote continued)

BEST AVAILABLE COPY



435

The change proposed by the Technical Corrections
Bill is, in part, intended to make irrelevant the different
definitions under the corporate laws of the fifty States of
the terms "par'value" or "paid-in capital." Staff Descrip-
tion at 15. In addition, I understand that concern has been
expressed that the current statute would not permit the
recapitalization of a company's common stock into a new

reinvestment plan providing for the purchase of addi-
tional shares of the same class of stock, the result
would be a security that, as an economic matter, would
be indistinguishable from a true original issue dis-
count preferred stock. (From a tax point of view, one
technical difference would remain, because fixed divi-
dends payable annually, when coupled with a dividend
reinvestment plan, would result in dividend income that
increased each year on a "constant interest" schedule,
while the section 305 regulations still require that
dividend income on an original issue discount preferred
stock be accrued on a straight line basis.) Nonethe-
less, I believe it clear that a dividend-paying pre-
ferred stock coupled with a dividend reinvestment plan
would not run afoul of section 1504(a)(4)(C), while a
true original issue discount preferred stock apparently
would not qualify for the "non-stock" exception to the
affiLiation rules.

On the other hand, it is possible to construct a pre-
ferred stock with liquidation and redemption rights
substantially in excess of the shareholder's original
investment where that excess does not serve the purpose
of giving holders a market-rate return on their invest-
ment. A perpetual preferred with a liquidation prefer-
ence substantially greater than the shareholder's
original investment wouLd be the most common example of
such a security. In such cases, section 1504(a)(4)(C)
would serve a useful role, because in such cases the
liquidation rights of the preferred stock in question
do represent a claim on the future growth of the enter-
prise. Ideally, then, section IS04(a)(4)(C) and its
implementing regulations should distinguish between
preferred stock on which a holder receives a compounded
market-rate return at the end of a fixed period of
time, and preferred stock that reserves for a holder a
contingent claim against the future growth of the cor-
poration.
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preferred stock :ual ify~nj for the "non-stock" exception of
section 1504(a)(4) in tlcse orcumstances where the Issuer
lacks sufficient statutory capital to meet the requ.:iraments
of section 1504(a)(4)(C). NYS Bar Reprt at 30-31 While

these cbjectives certainly have merit, I do not believe that
the Technical Ccrrections Bill should cure curretit law's
deficiencies by creating a new unfairness.

Consider, for example, the following hypothetical
case A parent corporation ('Parent") and its wholly-owned
subsidiary ("Subsidiary") file consolidated federal income
tax returns. Subsidiary l.%ts suffered business and financial
reverses, and accordingly 'has negotiated a restructuring of
its outstanding long-term debt cbligations with its third-
party creditors. Under this workout plan, Subszd'aty's
long-term creditors will exchange their deit claims -kgainst
Subsidiary for a pacKage of new Subsidtary equity secur.-
ties, consisting of- (i) tnonvoting, nonpart~cipat-ng
nonconvertible preferred stock of Subsidiary wlth a rela-
tively low dividend rate and a redemption and liquidation
value equal to the aggregate face amount of the creditors'
current claims, and (ii) common stock of Subsidiary repre-
senting, after issuance, 20 percent of Subsidiary's c..t-
standing common stock. The Subsidiary preferred stozk w:i
be mandatorily redeemable out co- a specified percentage -t
Subsidiary's future net cash flow. Because the tin:n; :t
those flows is not certain and because t-e Suhsijia:.' E:e-
ferred will Lear a re;ati ''el' low *1i'vdeid the -e.
ferred stock i s expected to have a fai r maxzet va .
issuance that is less than 1'o 1ede-:pt ion i,7. ,
value.

The terms of the above hypothet:a :,5:
are, I believe, -onsistent with !he tytes o: -c:k,i " -:e-

ments that actual cteditors ind c iporate dectz-s r
negotiate. In my hypoth-etical c'ase, Subsid:Ai' has
itself of an iuimanajeable debt service oLl :at: -e
same time, however, Subsadiat-,,'s creditors ".a.'e
their rights to the tetuin of the mcnies they :ri;:.a..:
advanced to Subs id ary as promptly as Subs dary's ar 'e: .
cash flow permits. As compensation to the creditcrs f-
agreeing to forego their rights to piess Subsidla-,' *-:
immediate payment. Subsidiary and Parent, through t!-e iss"-
ance of Subsidiary common stock to Subsidiary's ced~tz's
have given those creditors a 20 percent interest in the
long-term growth of Fubsidtary. Thus, Subsidiary's new
preferred stock serves the purpose simply cf deferrng to
the future Subsidiary's present obligation to repay to its

BEST AVAILABLE COPY
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creditors the principal of the monies previously advanced by
them. while removing from Subsidiary the specter of default
on its debt otligations. The creditors must look to their
Subsidiary coamon stock, not their preferred stock, for any
participation in the future growth of Subsidiary.

If, instead of issuing the above package of pro-
ferred atd coomon stock, Subsidiary were to issue a new debt
instrument having a nominal interest rate but a face amount
equal to the face amount of its currently-outstanding debt,
the result under section 1275(a)(4) would be that the "issue
prices of the new debt would equal the face amount of the
old debt.' Accordingly, Subsidiary would not recognize any
discharge of indebtedness income, and, because third-party
indebtedness is ignored for purposes of the affiliation
rules of section 1504(a), Parent and Subsidiary could con-
tinue to file consolidated returns.

I do not believe that any tax policy purpose is
served by requiring Subsidiary in this case to Issue debt
rather than preferred stock in order to preserve tax affili-
ation with Parent. The purpose of section I504(a)(4)(C) is
to exclude from the scope of the Onon-stock" exception to
the affiliation rules disguised parti-cipatinq preferred
stock.

Any preferred stock issued in a recapitalization
that seeks, in effect, to freeze a security holder's current
claim against a corporation should not be characterized as a
disguised participating preferred stock, for the reason that
such a preferred stock's purpose is to cut off the holder's
claim against the future growth of the enterprise by limit-
ing that claim-toto current level. I recognize that, as
observed above, current law may be inadequate to this task
when common stock is recapitalized Into preferred stock. At
the same time, however, the Technical Corrections Bill would
make impossible the recapitalization of existing third-party
debt lno preferred stock, unless the parties were able to
predict with certainty what the value of that new preferred
stock would be. In the case of negotiated workouts of cor-
porations in financial distress, the parties typically would
be unable to make such predictions as to how the marketplace
might value such new preferred stock.

I assume, of course, that the old debt was not issued
at a discount.
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.re e:ve th at the proiiem ident::ei :n. th~s

ettere -an be reso ved without ",'tiatinq the app:t rprate
app'.caticn of sectione: .4(ap-j1c) by re'.':sng the Jet;:::-
tion of ":ssre pr:ce" in section 5O4(ak4J(C) to conta': a
rule analoqus to zection :"5(a)(4)'s special def-:-:t'.n
".-re i-'.:e" or r.p: apse f a.ply-:nr the -:r:j i:al :ssue
liszcun:t rules to rzrJ-"-bo:'. :'ecap:ta.,:zat: :ns. t:nier

ou~o~st' i i'.' .fIei new p).'::-.e t.>i :
ra AiJAt Ao Z ..ta:-.: ebt :st:.e-t In I.A eCA

zat:on ." ct}her :eo:j:u- ition, the "::sue p:-:ce" of the new
p:'ef.: ted stock E.:" :..fpcses .f ect c n I. i )(4) .;-;Id I 'e
deemed not to be less than: the ad oustedd :sspe crice t the
-. debt : :.str ,ent - .c d han --i e: ef:'"

:r. c: let to ":pl 'ent th:s on1;e.ted set:nlt::
"%s,*tt;ce' ::n -eC%,L-ta;'ZAt.'.nSo ".' ci-ed hose ,i' the

,eI;">at..e h: tory to ' he Cech-ica Octetot: ns Act
a: t'Uate an''2- e"'"' '. I.-: fcr determ.' -'.: t.'at ":ss':e

pt:.e" 'ete tas in mri kar . ier example) an'.tta:i:nq debt
cbl.,jat:on 13 't::ed ".: a paskaqe of :new ze r ;:'t-es. -3
accomplish the p',cse :f the proposed def::ton ,t issuee
pre the p.::pal amount of the cutstand,.nq debt shoud'.
be deemed retired fMt seot;-n 15C4(a)(4)(C) pu:rpo- e :n the
fc'.ow:rg order. ti:st, t.e pr:nc:pal amcu :t of the c-ut-
sta:t :.;, debt sh L,'.i :e :oi.ied. tlnsr-fo:-toyar. by any
cash dsst:-b.ie se-' : the reaintnq pr-::;cpial amount
shr.bd be tt t r:"':-'ra Imount :1 any n-ew '.ebt
sec.: tt., .. , . :" _ ',, "',c :c i'"Z t~cn exc.:in:;e: tnt,
f.ialLy./ ".u, ,' :.' t " : :i ""'' 'n '.'i.'w:' 'n"e pvefe":-el
,.c,_- :.s-,..-. -: A, -:: : e .;"; be aup., "1 i.ja:nst t.he
- .. sin::: r":- c'a c:'t - h ':t.stan:';" ;tsbt to "feter -
m ::e the "'s.' , -:e ft"e:e prete:':'ed oi.ok.~c .':rter

vs ice ot a% n'ew on"'t.'.- "i - Nt': .sso'i, in a -ecaptraliza'-cn
•a . no gr eater' ti "o- im':z-? ' ,cun::t :f th,.M" ' 1 "ebt
t:'edn.-ei ty i:" -. i -y' ""ite p'inCipa.im .-.. n:t ot any :e'
.debt ' .i'nei .n ';" ,.xsha:'ne, the " ':asu' :e" ,tthe :,'
pie? ::' d st.cc' '.., be 1'e-,',.. to be o.:'U tr :ts :-r,'-

1:' ''i i.tt i:" "' t., "w 's t t :' ;i: I t | n y r:' "m,.,: St ck
ha'. - ;-ft ils,: a,, . ,s'.,J in the ext.,h,,.,

r hls .orcpc;sed otde::ng r'ule is o~mx'ar :-n cn:cert
to. an) 'sr-VA'. s :'e t'r' same pu-:pose as. th.'e cr-ie::,. r:e
:on'ts:n'e, l:n th;e "pslat'.'e h'ston'y to the Bankruptcy l',tx
Act -4 1 0.3 ft .,rly:n'; the stock-':'-lect except:=:n t- the
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discharge of indebtedness income rule in the came of a re-
capitalization change involving a package of new securi-
ties.' In each case, the proposed ordering rule has the
effect of facilitating the rehabilitation of distressed
corporations, and of avoiding difficult valuation issues.
In the context of section 1504(a)(4)(C) and the example I
gave earlier, any other ordering rule (for example, a rule
that would require the allocation of the principal amount of
the outstanding debt between the new preferred stock and new
common stock based on their relative fair market values)
would reintroduce the very valuation uncertainties that the
suggested definition of issue price" for recapitalization
exchanges is meant to cure.

The above proposal for a special definition of
"issue price' in r'capitalizations would, I believe, bring
section 1504(a)(4)(C) into line with the Code's definition
of "issue price" for original issue discount purposes. The
proposal would also permit corporate subsidiaries flexibil-
ity in using preferred stock to recapitalize without running
afoul of section 1504(a)(4). so long as that now preferred
stock, in economic effect, freezes a holder's claims against
the issuing corporation at current levels. At the same
time, a preferred stock with a true participation feature
would continue to fall outside the *non-stock' exception of
section 1504(a)(4) just as a new bond issued in exchange for
an old bond will be subject to the original issue discount
rules when the face amount of that new bond exceeds the
adjusted issue price of the old bond.

If you have any questions concerning this letter,
I would be pleased to discuss these matters with you at your
convenience.

Very truly your.,

Edward D. Kleinbard

6 Sen. Rpt. No. 96-1035, 96th Cong., 2d Sess., 17.
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June 11, 1985

Mr. William Diefenderfer
Chief of Staff
Committee on Finance
Washington, D.C. 20510

Dear Mr. Diefenderfer:

The enclosed comments on the Technical Corrections

Act of 1985 are submitted fcr consideration by the Committee

on Finance on behalf of our client, the Committee of Annuity

Insurers. We respectfully request that their statement be

included in the printed hearing record of June 5, 1985.

Sincerely,

Gail Bramblett Wilkins

GBW/a i f
Enclosures
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STATEMENT OF

COMMITTEE OF ANNUITY INSURERS

The Committee of Annuity Insurers, a coalition of 25 of

the leading annuity companies in the United States, appreciates

this opportunity to offer comments on S. 814, the Technical

Corrections Act of 1985. Our Committee, a list of the member

companies of which is attached, was formed in 1981 to monitor

legislative and regulatory issues affecting the annuity industry

and annuity policyholders. As such, we worked closely with the

Ways and Means C'mmittee and the Finance Committee in the

development of the life insurance tax provisions in the Deficit

Reduction Act of 1984 (the "1984 Act').

Part B of Title I of the Technical Corrections Act of

1985 would amend the provisions of the 1984 Act relating to life

insurance company and life insurance product taxation. The

Committee of Annuity Insurers would like to focus its comments on

the amendments in Part B which relate to the annuity product. In

particular, we will specifically address the proposed amendments

to sections 817(h) and 72 of the Code.

S. 814 would resolve a number of the issues which have

arisen under the 1984 Act in connection with the annuity product.

While we applaud the authors of this legislation for their efforts

in this regard, we would like to suggest other amendments which we

feel merit the Committee's consideration. In addition, we would

like to bring to the Committee's attention three provisions &n the

Technical Corrections Act which we believe are substantive changes
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and therefore should not be inccrporated in a technical correc-

tions bill. These provisions relate to the treatment of section

403(b) annuities, the applicability of section 72(s) to gratuitous

transfers of annuity contracts, and the applicability of the

penalty tax to distributions at the death of the annuitant.

Section 817(h) of the Code

Section 817(h) of the Code, as amended by the 1984 Act,

provides that a variable contract (other than a pension plan

contract), which is based on a segregated asset account, shall not

be treated as an annuity, endowment, or life insurance contract

for any period for which the investments made by such account are

not "adequately diversified." In general, section 817(h)(1) calls

for the requisites of "adequate diversification" to be spelled out

in regulations that the Internal Revenue Service (the "Service"?

is to issue. However, the effective date for new section

817(hi(1) under the 1984 Act is January 1, 1984 -- the general

effective date for the life insurance company tax provisions in

the 1984 Act.

The legislative history of section 817(h)(1) indicates

that Congress intended that the regulations called for under this

provision would have a prospective effective date. As noted in

the Senate Report explaining the revenue provisions of the 1984

Act and again in the General Explanation of the Revenue Provisions

of the Deficit Reduction Act of 1984 (the "Blue Book"), the

Congress "anticipated that any regulations prescribing diversi-

fication standards changing current practices will have a
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prospective effective date."

The Internal Revenue Service has not, as yet, promul-

gated regulations under section 817(h)(1). However, last year a

temporary regulation was issued by the Service which provides as

follows:

'(a) In general. Any temporary
regulations issued under the authority of
section 817(h), relating to the diversification
requirements for variable annuity, endowment,
and life insurance contracts, will be effective
for taxable years beginning after December 31,
1983.

(b) Exception. if an insurance company
would be considered the owner of the assets of
a segregated asset account under the principles
of Rev. Rul. 81-225, 1981-2 C.B. 12, at all
times after the later of December 31, 1983, or
tho date on which the segregated asset account
was established, the temporary regulations
described in paragraph (a) of this section will
not apply to such account until 90 days after
their publication in the FEDERAL REGISTER."

In light of the foregoing, two questions have arisen as

to the effective date of any regulations issued pursuant to

section 817(h)(1) of the Code. First, what effect, if any, should

such regulations have on situations that have been grandfathered

(pursuant to section 7805(b) of the Code) in Rev. Rul. 77-85, Rev.

Rul. 80-274, and Rev. Rul. 81-225, and various private letter

rulings thereunder, as well as on situations where the funds

involved have been "closed" pursuant to Rev. Rul. 82-55? Second,

how much time should insurance companies be given to diversify

their separate account investment portfolios in accordance with

the proposed regulations? Although section 121(l)(1) of the
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Technical Corrections Act makes a number of changes to section

817(h) of the Code, it does not address these effective date

issues.

1. "Grandfathered" Situations.

The industry is concerned about the possible effect the

forthcoming regulations may have on situations covered by pub-

lished and private letter rulings of the Service under prior law.

in Rev. Rul. 77-85 (relating to investment annuities), policy-

holders were held to be the owners of assets held in custodial

accounts created thereunder, but "grandtathering" relief was

provided such that those accounts were treated as segregated asset

accounts of the issuing insurance company (under former section

801(g)(1) of the Code) in the case of contracts entered into and

contributions received thereunder prior to March 10, 1977.

Similarly, in Rev. Rul. 81-225, the Service described the

situations in which an insurance company would not be deemed to be

the owner of the underlying assets of so-called mutual fund

"wraparound" annuities, but again "grandfathering" relief was

accorded in the case of premiums paid on or before December 31,

1980. Moreover, several private rulings were issued grand-

fathering earlier private rulings which had been issued prior to

the publication of Rev. Rul. 80-274 (which reached a conclusion

contrary to the prior private rulings). Furthermore, in reliance

on the foregoing published rulings (as well as Rev. Rul. 82-55) a

number of funds were closed to further purchase by the public and

ceased receiving contributions with respect to nonqualified

annuity contracts. Although these funds continue to exist today,
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no new money is being received either from existing nonqualified

policyholders or new nonqualified policyholders.

It appears that Congress intended new section 817(h) to

apply prospectively. Applying this principle to the section

7805(b) relief provisions in various published and private rulings

that had been issued prior to the passage of section 817(h), as

well as to funds "closed" in reliance on such published rulings,

it would appear that Congress clearly intended that such sit-

uations were not to be affected by new section 817(h). In order

to implement this intent, it is suggested that the following

provision be added at the end of section 121(l)(1) of S. 814:

"(6) Paragraph (1) of this subsection
shall not apply to

(A) any variable contract that was
the object of the relief provision
of section 7805(b) found in Rev.
Rul. 77-55, Rev. Rul. 80-274, or
Rev. Rul. 81-225 or private letter
rulings thereunder; or

(B) any variable contract which is
based on an account which has been
closed to the public in accordance
with Rev. Rul. 82-55, and none of
the assets of which are attributable
to premium payments made by annuity
purchasers in connection with con-
tracts other than pension plan con-
tracts after December 31, 1980."

2. Adequate Time to Diversify.

Prior to the enactment of section 817(h) of the Code,

there were no statutory or regulatory standards for diversi-

fication of segregated asset accounts underlying variable con-

tracts. while representations as to diversification had been

5-2778 0-85--15
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required by the Service in connection with the submission of

private letter ruling requests, these representations underwent

substantial and continuous change over a period of several

years. As a result, the Service issued favorable rulings to

various companies with inconsistent diversification representa-

tions.

In light of these factors, promulgation of regulations

on other than a prospective basis would be unfair and would

create unnecessary administrative and market disruption.

Furthermore, the change period should be of sufficient length to

permit companies to alter their investments to meet the

applicable diversification requirements. At minimum, companies

should be given one year from publication of the final reg-

ulations to diversify their portfolios. Allowance of a one year

period would be consistent with the Service's current practice,

in the case of private rulings, of allowing newly formed

insurance companies or separate accounts 365 days within which

to diversify their investment portfolios adequately.

In addition to the effective date problem, the Com-

mittee of Annuity Insurers wishes to call to the Committee's

attention a question which has arisen in regard to section

817(h)(3) of the Code. Section 817(h)(3), as added by the 1984

Act, provides that, irrespective of the diversification reg-

ulations to be promulgated by the Service pursuant to paragraph

(1) of section 817(h), a variable life insurance contract may be

based on a segregated asset account which is fully invested in

securities issued by the United States Treasury. A question
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arose after enactment of the 1984 Act as to whether this

exception for variable life insurance contracts would be

available if the account was not "fully" invested in Treasury

securities. For example, would the section 817(h)(3) exceptiun

be available if the separate account invested 99% in Treasury

securities.

Section 121(l)(1) of the Technical Corrections Act

would resolve this "fully" invested issue. However, read

literally, the language in section 121(l)(1) would seem to

permit a separate account which invests any amount in Treasury

securities to be deemed adequately diversified, irrespective of

other investments of the account. For example, under the

proposed language, the entire separate account might be con-

sidered adequately diversified even if it invests only 1% assets

in Treasury securities. Obviously, this was not intended.

Section 817 clearly requires that the entire account be

adequately diversified, and not just a portion of it. Thus, the

other investments of the account should still be required to

meet the diversification standards prescribed by regulations or

the safe harbor in order for those assets, and in turn the

entire account, to be treated as adequately diversified.

Section 72(s) of the Code

Section 72(s) of the Code, as added by the 1984 Act,

provides that an annuity contract must contain certain rules for

distribution of the contract's values in the event of the

contractholder's death. Section 126(a) and (b) of the Technical
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Corrections Act of 1985 would amend section 72(s) of the Code so

as to clarify a number of ambiguities which have arisen in

connection with these so-called "distribution-at-death" rules.

These amendments go a long way towards resolving some of the

uncertainties in the 1984 Act. However, a number of questions

still remain which we would like to bring to the Committee's

attention.

1. Treatment of Section 403(b) Annuities.

As noted above, under section 72(s) of the Code, an

annuity contract will not be treated as such for tax purposes

unless the contract contains provisions requiring certain dis-

tributions in the event of the holder's death. Section 40l(a)(9)

of the Code contains similar distribution-at-death rules governing

trusteed and non-trusteed qualified plans. In addition, section

401(a)(9) imposes before-death distribution rules on such con-

tracts. Under these rules, a distribution is required generally

beginning April 1 of the calendar year following the year in which

(1) the employee attains age 70 1/2 or (2) the employee retires,

whichever is later. Section 72(s) does not contain any such

before-death distribution rules.

After the 1984 Act, a question arose as to which dis-

tribution-at-death rule applied in the case of a section 403(b)

annuity -- section 72(s), section 401(a)(9), or both? The

Technical Corrections Act would resolve this issue by providing in

sections 126(a) and 152(a)(3) of such Act that section 403(b)

annuities are not subject to section 72(s), but are covered by

section 401(a)(9) of the Code. By subjecting section 403(b)
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annuities to the requirements of section 401(a)(9), the bill would

impose before-oeath distribution requirements on such contracts.

Addition of such a requirement is a major change in the law and

should not be part of a technical corrections bill.

Furthermore, if enacted, this proposal would impose a

substantial administrative burden on insurers. As proposed,

section 152(a)(3) would be applicable to contributions made after

the date of enactment of the Technical Corrections Act. Thus, for

existing contracts, an insurer would be required to separate each

person's cash value into portions representing contributions

received before the effective date of the Technical Corrections

Act and contributions received after the effective date of the

Act. At a minimum, a change of this nature should not apply to

existing contracts. Companies should be given sufficient time to

amend their contracts and refile such contracts with the

applicable authorities. For example, when Congress added the

section 72(s) distribution requirements in 1984, it made them

applicable only to contracts issued six months after date of

enactment of the 1984 Act.

There i. no evidence in the legislative history of the

1984 Act to indicate that section 401(a)(9) would be applicable to

section 403(b) annuities. In fact, other provisions of the 1984

Act indicated that such contracts should be governed by section

72(s). Hence, many companies assumed that section 403(b)

annuities would be subject to the rules of section 72(s), and

amended their contracts to comply with those rules. Therefore,

we urge the Committee to amend sections 126(a) and 152(a)(3) of
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the Technical Corrections Act to provide that section 72(s) of

the Code, and not section 401(a)(9), will apply to section

403(b) annuities.

2. Special Rule for Individuals Holding In Representative
Capacity.

Section 126(b)(1) of the Technical Corrections Act would

amend section 72(s) of the Code so as to clarify the application

of the distribution-at-death rules where the contractholder is not

an individual. Under the proposed amendment, a "look-through"

rule would be applied so that the primary annuitant would be

treated as the holder of the contract, for purposes of section

72(s), if the contractholder is not an individual. While this

amendment would resolve the issue of how section 72(s) is to apply

where the holder of the contrect is a corporation, it does not

address the treatment of holders who are individuals but are

acting only in a representative capacity, such as custodians or

trustees. In order to resolve this problem, it is suggested that

the language in proposed new Code section 72(s)(6)(A) be amended

so as to extend the non-individual holder rule to include such

individuals. As amended, the paragraph would thus provide

that, if the contractholder is not an individual or is an

individual acting in a representative capacity, the primary

annuitant will be treated as the holder of the contract for

purposes of section 72(s).

3. Gratuitous Transfers of Annuity Contracts.

Section 126(b)(1) of the Technical Corrections Act would

amend section 72(s) of the Code by adding a new paragraph relating
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to the treatment of certain transfers of ownership of an annuity

contract. Under the provision, if an individual who holds an

annuity contract transfers such contract by gift, such transfer

will be treated as the "death of the holder," thus forcing the

entire interest in the contract to be distributed to the

designated beneficiary under the contract. The identical rule

would apply to a change in the primary annuitant in the case of a

contract where there is a non-individual holder.

This proposed amendment is a substantive change in

existing law and as such should not be included in a technical

corrections bill. Furthermore, equating gratuitous transfers of

annuity contracts with the death of the holder of the contract

raises a number of technical questions which should be thoroughly

explored befSLe any action is taken. A simple example illustrates

how this proposed amendment may go well beyond its intended

result. Assume that irndividual holder X transfers, by gift, his

deferred annuity contract to Corporation Y. Under the terms of

the contract, X is the annuitant and upon X's death, his son S is

to be the beneficiary of the contract. Thus, after the transfer,

Corporation Y will be the holder of the contract, X will be the

"p imary annuitant," and S will be the beneficiary. If the

proposed amendment is adopted, the transfer of the contract to Y

will trigger a distribution of the contract's values to S. This

will occur even though (assuming the other amendments in section

126(b) of the Technical Corrections Act are adopted) X is, for

section 72(s) purposes, the "holder" of the contract both before

and after the gratuitous transfer.
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In its pamphlet describing the provisions of the Tech-

nical Corrections Act of 1985, the staff of the Joint Committee on

Taxation indicated that the gratuitous transfer/distribution-

at-death amendment was needed to ensure that individuals do not

"avoid" the section 72(s) rules and continue deferral beyond the

lifa of an individual taxpayer. If a problem of this nature does

exist, we believe that there are more appropriate means of

addressing the issue. For example, consideration should be given

to amending section 72(e)(4)(A) of the Code (relating to loans or

assignments of annuity contracts) to cover such gratuitious

transfers.

At this time, we urge the Finance Committee

to delete the gratuitous transfer provision in section

126(b)(1) of the Technical Corrections Act of 1985. If the

Committee nonetheless decides to restrict gratuitous transfers or

changes in primary annuitants, it is critical that an exception

for changes or transfers to surviving spouses similarr to that in

section 72(s)(3) of the Code) be provided.

Section 72(g) of the Code

Under section 72(q) of the Code, as added by the Tax

Equity and Fiscal Responsibility Act of 1982 ("TEFRA"), a five

percent penalty tax is imposed on certain premature distributions

from an annuity contract. However, the Code goes on to provide,

in paragraph (2) of section 72(q), that certain specified dis-

tributions from an annuity contract will not be subject to the

penalty tax. A number of questions have arisen as to the appli-
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cability of these exceptions to corporate taxpayers and as to the

interaction of these exceptions with the new distribution-at-death

rules in section 72(s).

1. Death of the Annuitant.

Section 126(c) of the Technical Corrections Act would

resolve a problem which developed as a result of the potential

interaction of the distribution-at-death rules in section 72(s) of

the Code and the five percent penalty tax in section 72(q) of the

Code :n the situation where the holder and the annuitant are not

the same person. Under current law, because there is no exception

in section 72(q)(2)(B) of the Code for distributions made upon the

death of the holder, a beneficiary may be forced to pay a penalty

tax on a distribution that was made solely because of the

requirements of section 72(s) of the Code. The Technical

Corrections Act would amend section 72(q)(2)(B) so as to provide

that the penalty tax would not apply to any distribution made on

or after the death of the holder or, where the holder is not an

individual, the death of the primary annuitant.

However, in solving the distribution-at-death/penalty

tax exception problem, the bill would create another problem in

that the proposed amendment would delete the exception in current

law for distributions made on or after the death of the annuitant.

Thus, as of January 19, 1985, if a distribution were made under an

annuity contract (in which the holder and the annuitant are two

separate individuals) because of the death of the annuitant, the

beneficiary may be forced to pay the penalty tax. Imposition of

the penalty tax on a distribution made because the measuring life
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(i.e., the annuitant) under the contract has died is unwarranted

and is contrary to the original purpose of the penalty tax. The

penalty tax was enacted in 1982 in order to prevent "premature"

distributions from annuity contracts and thus to ensure that such

contracts are not used as short-term investment vehicles.

Clearly, providing an exception for distributions made because the

measuring life under the contract has died in no way defeats this

objective.

In order to avoid this result, the Committee of

Annuity Insurers requests that section 126(c) of the Technical

Corrections Act be amended so as to ensure that the penalty

tax will not apply in the case of distributions made pursuant

to section 72(s)(the distribution-at-death rules] or made upon

the death of the annuitant.

2. Application of Penalty Tax Exceptions to Corporate
Taxpayers.

As noted earlier, section 126(b)(1) of the Technical

Corrections Act would amend section 7Z(s) of the Code so as to

provide that the primary annuitant will be treated as the holder

of the contract if the contractholder is not an individual. Under

section 126(c) of the Technical Corrections Act, this same

*look-through" rule would also apply for purposes of section

72(q)(2)(B) of the Code. Section 72(q)(2)(B), as amended by this

bill, would exempt from the penalty tax distributions made upon

the death of the contractholder or in the case of a non-individual

holder, distributions made upon the death of the primary

annuitant. However, the bill fails to address the issue of
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whether this same "look-through" rule should apply to the other

exceptions from the penalty tax in section 72(q)(2). For example,

in section 72(q)(2)(A), a distribution made on or after the

taxpayer attains age 59 1/2 will not be subject to a penalty tax.

If the "taxpayer" is a corporation, it is unclear how this

exception can be applied. A similar issue arises under the

exception for distributions made due to the disability of the

taxpayer (section 72(q)(2)(B)) and the exception for distributions

of substantially equal periodic payments over the life of the

taxpayer (section 72(q)(2)(D)).

In order to resolve the questions which have arisen

since enactment of TEFRA as to the applicability of these pro-

visions in the case of the corporate taxpayer, the.Committee of

Annuity Insurers recommends that the Finance Committee

amend S. 814 so as to apply the "look-through" rule to all

of the penalty tax exceptions in section 72(g)(2) of the Code.

The proposal to extend the "look-through" rule to individuals

acting in a representative capacity should also be incorporated in

the amendments to section 72(q).

Conclusion

The Committee of Annuity Insurers again wishes to thank

the Committee on Finance for this opportunity to comment on S.

814, the Technical Corrections Act of 1985. We commend the

Committee and its staff for their efforts to resolve a number of

the technical issues which have arisen since enactment of the 1984

Act and respectfully request that the additional amendments which

we have proposed be incorporated in any technical corrections

legislation reported by the Finance Committee.
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Mr. Chairman and Members of the Committee on Finance, I am

pleased to offer our comments on S. 814, the Technical
Corrections Act of 1985, as part of the ongoing process of
resolving questions and problem areas in the Tax Reform Act (TRA)

of 1984. I am Ira Shapiro, Director of Tax Policy for Coopers &

Lybrand, an international accounting firm with 90 offices in the

U.S. alone. I am submitting this statement on behalf of my firm.

My statement addresses only the more important matters that

have come to our attention in the 1984 legislation. In addition,

our statement includes a discussion of an issue from the Tax

Equity and Fiscal Responsibility Act (TEFRA) of 1982 which has

recently come to our attention. We believe it is a matter that

deserves the Committee's expeditious consideration in the context

of this bill.

What follows is a brief description of each of the issues we

believe should be addressed in this year's technical corrections

legislation, organized by the 1984 Act section. The first item

is the matter from the 1982 Act which we believe should also be

included in the bill.
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TEPRA of 1982, Act $201(b), Items of Tax Preference:

In TEFRA, the items of tax preference were expanded to

include research and experimental (R&E) expenditures under S174.

The preference amount is defined as the difference between the

amount deducted under S174(a) and the amount if amortized ratably

over a 10-year period. However, this preference is among those

that do not apply to corporations other than personal holding

companies. What was not well understood at the time of TEFRA is

that the definitional aspects of the personal holding company

(PHC) rules under Code SS542 and 543 are applying with increasing

frequency to high-technology companies in the start-up and

developmental stages of their business.

These companies often have narrow ownership and operate
without significant revenues during their first few years.

Because of earnings on invested capital prior to its use in the

business, a company with little other income can technically fall

under the PHC rules during the start-up period. Ironically, the

company would not be subject to the PHC tax in these early years
since it has no taxable income, and it would not be a PHC in the

later years when it has substantial operating income. However,

its classification as a PHC for the loss years causes a minimum

tax problem. Under the TEFR. change, 90% of the R&E expenses
will now be subject to the aod-on minimum tax of 15%, although

payment is deferred until the company becomes profitable.

Because of this deferred payment feature and the indirect

application of the tax to high-technology companies, the nature

of the problem has just begun to surface during this tax filing

season. We do not believe that Congress intended to subject

these sorts of active companies to a minimum tax on their R&E

expenditures. Such a tax amounts to a penalty on start-up

companies not borne by more established firms. We recommend that
this problem be corrected retroactively in order to alleviate any

deferred tax liabilities that may have accrued in 1983 and
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1984. Proposed legislation by Congressman Pete Stark, H.R. 2528,

would achieve this result by providing that R&E expenses under

S174 are not to be considered a tax preference item for any

corporation, including personal holding companies (copy

attached). We hope the Committee will see fit to expand the bill

to include this correction to TEFRA in order that it can be

enacted expeditiously.

1984 TRA s75(b)t Distributions of Partnership Interests Treated
as Exchanges:

Section 75(b) of the 1984 Act added a new Code S761(e) which

provides that a distribution shall be treated as a sale or

exchange for purposes of 55708 (relating to continuation of a

partnership), 743 (relating to the optional adjustment to the

basis of partnership property), and any other provision of

Subchapter K of the Code that is prescribed by the Secretary.

The proposed Technical Corrections Act clarifies that

S761(e) only applies to distributions of partnership interests.

We believe that 5761(e) should be further clarified to indicate

that any distribution of a partnership interest to an estate or

heir caused by the death of a partner should not be treated as a

"sale or exchange* for purposes of 5761(e).

Under the literal language of 5761(e), the death of a

partner owning 50% or more of a partnership could cause a

termination of the partnership with several adverse tax effects

to the remaining partners (e.g., investment tax credit

recapture). Clearly, death is not a tax planning tool in most

partnerships, and a penalty should not be imposed on the

remaining partners because of the death of a partner.
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1984 TRA $79, Allocation of Certain Liabilities to Limited

Partners:

Act S79 overturns the holding of the Raphan case. The

legislative history on the intended effective date for this

change is quite confused. The House Committee report cites an

effective date rule of "amounts paid or incurred after March 1,

1984," while the conference report implies that transactions

prior to March 1, 1984 would not be affected by the legislative

change. The General Explanation by the Joint Committee on

Taxation does not clarify the Congressional intent but adds more

cc-.fusion by including a parenthetical reference to losses

accrued on or after March 1, 1984.

Even though Raphan has been subsequently reversed on appeal,

the decision of the appellate court seems to indicate that the

legal premise expressed by the lower court -- that a partner can

deal with the partnership "other than in his capacity'as a

partner" -- was accepted. Therefore, it remains important for

the Committee to clarify the intended effective date of the

provision.

Since Raphan deals with the borrowing of money by a

partnership which is guaranteed by the general partner, we

believe the effective date should be clarified to apply to loans

incurred or guaranteed after March 1, 1984.

1984 TRA $147, Due Date of Individual Retirement Account

Contributions:

In Act S147, the due date of April 15 was statutorily

imposed for all IRA contributions without regard to extensions

for the filing of individual tax returns (Code S219(f)(3)(A)).

In making this change, it does not appear that any consideration

was given to the plight of U.S. citizens residing abroad. Under



460

current regulations, these taxpayers are granted an automatic

two-month extension to file their tax returns, until June 15

(Reg. S1.6081-2(a)(5)). This rule recognizes the geographic and

communication difficulties involved and the fact that most of

these citizens do not even receive their W-2's until February 28

(Reg. S31.6051-1 (d)(2)).

We believe that U.S. citizens residing abroad should be

allowed to make IRA contributions until the extended due date of

their returns, June 15. We have raised this issue with the

Department of Treasury a. 1 with Congressional staff; a copy of

our most recent correspondence on this issue is attached. In

brief, we believe these taxpayers are at a disadvantage compared

to U.S. residents in that they receive their W-2's late and will

often not even know what their earned income is for tax purposes

until the W-2 is received and the adjustments under Code S911 are

subsequently calculated.

It is small solace that, if these taxpayers inadvertently

make excess contributions to their IRAs, they can withdraw the

excess without penalty up until the return due date. This

solution is one that forces this group of taxpayers to accept

lower yields on their IRA savings by foreclosing longer term

investments. It also subjects them to some inevitable degree of

aggravation as they attempt to withdraw or reallocate any excess

amounts. We hope the members of this Committee will reconsider

the requirement of an April 15th deadline for this group of

taxpayers, in light of the hardship it could impose and the

slight effect it would have on the original purpose for the rule.

1984 TRA Title VIII, S801(a):

Title VIII of the 1984 Act establishes new rules to govern

the formation and operation of Foreign Sales Corporations (FSCs)

to replace Domestic International Sales Corporations (DISCs) and
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includes a number of provisions to govern the phase-out of

existing DISCs, the utilization of interest charge DISCs, and
other transition issues. As a result of the interaction of a

number of these rules, it has come to our attention that

potential problems can arise when a company with a FSC acquires

or merges with another company that has an interest charge

DISC. A literal application of the statutory rules would result

in a failure to meet the FSC definition because of the

prohibition against having an interest charge DISC and a FSC in
the same corporate group "at any time during the taxable year"

(Code S922(a)(1)(F)).

The consequence of failure to meet the FSC definition

appears to be a loss of the FSC tax benefits for the entire

year. In addition, it appears that the interest charge DISC

would be terminated as well. It is not at all clear that the

Congress anticipated the problem outlined above or intended the
results that appear to follow as a result of a merger involving a

FSC and an interest charge DISC. The penalties certainly seem

disproportionate to the event, and we believe the Committee's

further consideration is warranted. One potential solution would

be to allow some period of time in these circumstances for the

target company to revoke its interest charge DISC election.

In a similar situation, where a company having a large FSC
merges with another having a small PSC, the statute now appears

to result in the loss of the tax benefits from the smail FSC for

the entire taxable year (Code 5922(b)(2)). Again, we call this

matter to your attention in the event the result was unintended

and warrants further consideration as to alternative solutions.

This concludes my testimony. If the Committee has any

additional questions about this matter, please feel free to

contact me at 822-4232.
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ide',d pub mI,C .ia!s 400 ReE Sa4WV0 C e v rc pa a'ea the

Coopers £8243

&Lybrand ,,.. -9

March 27, 19s5

Mr. Ronald A. Pearlman
Assistant Secretary for Tax Policy
U.S. Department of Treasury
1500 Pennsylvania Avenue, N.W.
Room 3120
Washington, D.C. 20220

Mr. Fred T. Goldberg, Jr.
Chief Counsel
Internal Revenue Service
1111 Constitution Avenue, N.W.
Washington, D.C. 20224

Re: Suggested Regulations for Section 147 of TRA of 1984: Due Date of :RA
Contributions

Dear Messrs. Pearlman and Goldberg:

On October 31, 1984, 1 submitted a letter on behalf of Coopers & Lybrand which
discussed the effects of Section 147 of the 1984 Tax Reform Act on U.S. citizens
residing abroad. Due to the unique circumstances facing this group of U.S. tax-
payers, we requested that the regulations provide U.S. taxpayers living abroad
until June 15 to make their IRA contributions, since June 15 is actually the due
date for filing these returns under Reg. 1.6081-2(a)(5). In support of this
interpretation, we cited a number of other instances where administrative consid-
erations have lead to delayed filing dates for this group of taxpayers. Also, we
described the interactions of-different tax provisions which complicate these
returns.

Recently, in making an inquiry about the status of the proposed regulations in this
area, we learned that there is reluctance on the part of some to provide an extended
IRA contribution date for U.S. citizens residing abroad. Evidently, there are
those who argue that unless the April 15 date is applied to all taxpayers, the
administrative and enforcement posture of the IRS will not be significantly improved.
Others seem to feel that taxpayers in the U.S. may have similar difficulties and
thus relief should not be accorded any group of taxpayers. Further, It is argued
that the ability of taxpayers to withdraw any excess contribution before the
extended due date of the return, without penalty, adequately addresses the problems
faced by this group.
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To briefly respond without reiterating all the arguments made in our October 31,
1984 letter, U.S. citizens residing abroad do face unique and difficult circumstances
which warrant separate consideration. This fact has been recognized th.-oughout
the regulations in developing administrative procedures and filing dates for these
taxpayers. Further, it is not easy to fathom a case where a taxpayer resident
in the U.S. will not know what his or her earned income will be for the year by
the following January 31st. Jn contrast, taxpayers abroad will not even receive
W-2's until after February 28 and still must compute tte adjustments under Section
911 to determine what their earned income was for tax and IRA purposes. Indeed,
allowing these taxpayers some additional time is not providing them special treatment
but, rather, is addressing the disadvantage these taxpayers have in comparison with
U.S. based taxpayers.

Secondly, the argument that IRS administrative and enforcement procedures will be
hampered if any group of taxpayers is allowed a later contribution date seems an
exaggerated concern. Returns of these taxpayers are readily identifiable and are
all processed at one service center, providing an easy means of segregating these
returns for separate compliance tests, if necessary. It would seem that any other
problems presented cculd be addressed through changes to the 1099 filing require-
ments or processing techniques. It seems possible that the financial institutions
involved might even agree to expedite these 1099 filings in order to avoid the
paperwork and other problems involved when the taxpayers making contributions must
often withdraw them later.

Finally, we would urge that the hassle factor for these taxpayers warrants some
consideration. Obviously, these savers will not be able to invest in long term
IRA accounts because if adjustments are necessary to the amounts contributed, a
penalty for premature withdrawal will be imposed by the financial institution. Some
affected taxpayers will make this mistake and in effect will pay a penalty. All
will be forced to accept lower yields on their IRA savings. Further, the process of
withdrawing or reallocating amounts that turn out to be excess contributions will
cause many difficulties with the personnel of financial institutions. These personnel
will not usually be aware of the statutory rules providing that these amounts should
not be reported as premature withdrawals or excess contributions if adjustments
are made before the extended due date.

In conclusion, we believe the goals of sound tax administration are better served by
providing that U.S. citizens residing abroad may make IRA contributions until June 15,
the due date of their returns under Reg. 1.6081. If you have any further questions,
please call me at 313/446-7339, or Ira Shapiro or Pam Pecarich in our Washington
office at 212/822-4235.

Very truly yours,

//ohn T. Heitmann
director, Services to Executives Abroad

cc: David Brockway Harry Conaway
Chief of Staff U.S. Department of Treasury
Joint Committee on Taxation Office of Tax Legislative Counsel



464

99~THICOMOAESSH R 28
1ST SESSION H R

T. amend the Internal Re'enue ('ode of 1954 to provide that research and
experimental expenditures of corporations, including personal holding compa-
nies, shall not be treated az items of tax preference for purposes of the
minirrum tax

IN TIlE }lOUSE OF REPRESENTATIVES
MAY 15. 19*'5

Mr. STAtK introduced the following bill. Ahich was referred to the Committee on
Ways and Means

A BILL
To amend the Internal Revenue Code of 1954 to provide that

research and experimental expenditures of corporations, in-

cluding personal holding companies, shall not be treated as

items of tax preference for purposes of the minimum tax.

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

2 tires of the Urited States of America in Congress assembled,

3 That (a) the last sentence of section 57(a) of the Internal

4 Revenue Code of 1954 (defining items of tax preference) is

5 amended by inserting before the period at the end thereof the

6 following: "and paragraph (6) to the extent it relates to the

7 deduction under section 174(a) also shall not apply to a per-

8 sonal holding company (as so defined)".

2

1 (b) The amendment made by subsection (a) shall appiy

2 to taxable years beginning after December 31, 1982.
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TESTIMONY OF

LOUIS J. (AMBACCINI

ASSISTANT EXECUTIVE DIREC IO/DIRECTOR OF ADMINISTRATION

THE PORT AUTHORITY OF hEW JRK AND NE14 JERSEY

ON BEHALF OF

DALLAS AREA RAPID TRANSIT

NEW JERSEY TRANSIT CORPORATION

SOUTHEASTSRN PENNSYLVANIA TRANSPORTATION ATHORITY

TRI--C NTY METROPOLITAN TRANSPORTATION

DISTRICT OF OREGON

ON the TECHNICAL CORRECTIX4 ACT of 1985, H.R. 1800

BEFORE

OY)JiI7TEE ON WAYS AND MFAVS

UNITED STATES HOUSE OF REPRESENTATIVES

MAY 29, 1985
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TESTIMONY NY OF
LOUIS J. GAMBACCINI

ASSISTANT EXE UTIVE DIRECTOR/DIRECTO)R OF ADMINISTRATION
THE PORT AUTHORITY OF NEW YORK AND NEW JERSEY

ON THE TECHNICAL CORRECTION ACT of 1985, S. 814
BEFORE

COMMIrEE ON FINANCE
UNITED STATES HOUSE OF REPRESENTATIVES

WAY 29, 1985

Mr. Chairm r. and menmers of the Committee, thank you for the

opportunity to submit written. testimony for your consideration during

delibt>r3tions on the Technical Correction Act, S. 814. This testimony is being

submitted on behalf of the Port Authority of New York and New Jersey, New Jersey

Transit, Dallas Area Rapid Transit, Southeastern Pennsylvania Transportation

Authority and Portland's Tri-Cour.ty Metropolitar. Transportation District of

Oregon (Tri-Met) .

Last year,as part of this Committees consideration of the Deficit

Reduction Act of 1984, it adoptei the House Wa-ys and Means C'ofittees Report

langu-ige allowing employers to provide employees with a de mirimis fringe

benef it of $15 pf-r mor.th for comnutation b' pibli- transit. This testi-n.y will

focus on. the need to clarify a:-d hroader the Report text in two ways:

permit employers to assist employees with the actual cost of

con-nuting by public transit; ar.d

* clarify the administrative format, which ?ould be interpreted to

limit the benefit to the distribution of discour.ted passes or

tokens, to include other mechanisms such as vouchers o:

re imbursements.

Our reasons for recommending charges to the current description of the

public transit fringe benefit follow. We believe that they are consistent with

the Committee's original intent to assist us in reducing auco-r7obile congestion
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durir.g peak commuting hours ard ir. maximizir.g transit ridership by ir.volvir

busir.esses ir. promoting public trar.sit.

Transit ir. our regior.s serves over or.e-third of the r.atlor.s' public

transit commuters. The New York/New Jersey Metropolitan Reglor. alor.e accounts

for nearly half of the cour.try's ar.nual miles of public transit travel. New

Jersey Transit "(NJ Transit) operates 390 route miles of computer rail, 4.1 miles

of light rail and 1800 buses to carry ar. average weekday patron~age of over

100,000 people into the New York Metropolitan area. The Port Authority operates

all the transportation facilities between New Jersey and New York across the

Hudson River with the exception of the Amtrak lir.e into Penr.sylvania Station.

Its interstate rapid transit service, PATH, carries about 200,000 daily riders

primarily into Marhattan from New Jersey. The Dallas Area Rapid Trar.sit (DART)

operates 764 buses serving a daily patronage of 176,000 passengers. Portlard,

Oregon's Tri-Met serves 124,000 daily passengers or. its 625 buses. In

addition, Tri-44et will open its new 18 mile light rail line in 1986 which is

designed to carry 40,000 people a day. SEPTA (Southeastern Perx.sylvania

Transportation Authority) serves the Philadelphia metropolitan area. Their

services transport almost 1 million daily passengers or. buses, trolley, subway,

elevated lir.es and commuter rail lines. SEPTA operates over 2,500 vehicles or.

150 routes covering 3,900 route miles.

0 Klui ty

All of the urban areas served by our agencies experience auto

congestion during the peak commuting hours. We have all beer. attempting to

provide attractive alternatives to commuting by autos. However, many autoists

are provided financial incentives by employers for commuting by auto. Last

year, the Port Authority conducted indepth surveys of all autoists using its

three main vehicular facilities from New Jersey into Marhattan across the Hudson
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River. The surveys reveled that '4 percent of the daily auto commuters who

travel into- the Centril Business District of Marhattan receive full or partial

employer subsidies. In fact, more than 2 oi-t of every 10 of these auto

ck-ynuter3 are fully subsilizel. Tne total value of these auto subsidies can. be

worth as much as $600 per month to computers. For those receiving a partial

subsidy, free parking is ist co.. Over half (54%) of these auto commuters

receive subsidized parking in Manhattan where monthly parking costs run as high

as $200 in the dowr.tow. area and $300 in the midtown, area.

Alternatively, public transit expenses in certain. regions like the New

York area, are substantially less than auto commuting costs includingg parkir.g).

Thus, the relative impact of the S15 transit benefit is far less than that

available to autoists. New York subway riders pay $36 a month to commute, while

suburban commuters or those living in the boroughs other than Manhattan using

express buses, pay an average of $100 per month. Nationally, the average

monthly cost of commuting by public : transit is less than $50 excluding suburban.

commuter rail and express bus systems. Overall, the average monthly cost is

less than. $75 per month. In order to offset the disparity between. auto-related

employer provided fringe benefits and the present public trar.sit fringe benefit,

we believe that raisir.g the benefit to the actual cost of commuting by transit

would establish a reasonable parity between auto ar-d transit employer provided

ben.ef its.

0 Market i

Clarify Mmir.istrative Procedures

NJ Transit alorxq with the Port Authority and the FrA nave begun to

develop program options to offer the public transit benefit to employers in the

New York Metropolitan area. However, the diversity of public transit services

in this region. ar d the different fare systems employed by each agency creates a



469

potentially burdensome situation for employers. For example, the KTA subways

employ tokens, and buses accept tokens or cash; the suburban railroads operated

by the LIRR, Metro-North, and NJ Tr3nsit Rail Corporation use different types of

monthly passes and multi-ride tickets; and tne Port Authc'rity's PATH system

accepts only cash. Therefore, limiting employers to the distribution of reduced

cost passes and tokens will dictate a major administrative and financial effort

reqiring employers to work with at least four separate agencies to arrange for

the monthly delivery of tokens and an assortment of passes. Furthermore, users

of PATH and numerous private bus services would be totally excluded from the

ber.efits of this program since no passes or tokens are available.

Cor.sideirg that the public transit fringe benefit is a de minimis

benefit, employers and transit agencies require more flexible administrative

procedures to allow fc'r the development of program optior.s which minimize the

admir.istratJve burden or. employers. The proposed charqes will fulfill these

requirements. Where sale of discounted passes or tokens are practicable, the

local transit authority will furnish employers with these tickets or tokens for

redistribution on a discounted basis, and will recommend procedures against

transferability. Where variable co<-t tickets or non-ticketed services are

involved, it is clearly not feasible to rely or. selling discounted tickets to

employers. Instead, a system is being devised urder which h the employee car. be

reimbursed upon proof of purchase of the ticket or usage of the service. As an

alternative, consideration is also being given to developing a voucher for

distribution to employees which can be redeemed at the time an employee

purchases a commutation ticket.

Increase Fringe Benefit

Our other transit agencies, DART, Tri-Met and SEFA, are able to offer

discounted passes or tokens as the main means to provide the new public transit
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frine benefit. Biit the size of the ber.efit compared with auto-related fringe

ber.efits Lt>irg offered reduces the attractiveness of pi-blic transit for those

oxwnuters W ,o ire able to uso either ,.-1e. C(.rrer.t employer piss pro-rams being

mnrketed by these three ajer.cies wouid b? er.harnced by ailnwir.g employers to

assist employees with the actil cost. ot 'onni-itir.g by p--,blic transit -ir.d on a

pir with auto-rel to benefits. A,; ir.iicatel earlier, suburban. co.=mnuters often

pay $100 or more e. h n,'.th to cc,, ute by pbli: trar..-t. It.creasing the

ber.efit to cover these actu-il costs wi. provide an. imtxrtar.t incentive t.o

autoists to switch to trir.sit and help retar. existirq transit ridership.

o Private Participitior.

Tiar.sit ajer.n-ies sach .urs -ire working to in.volve the private sector

ir. meetir.j the trar.spot tior. r.ee . of rb v. areas. 'ver. the limited capacity

of existin.,I roLs t., cxv it~ tn,, r 3L her of employees who w.ir' in urban

,ireas, :r transit systems pr,-'i.e - , critical lir.k ir. the regional

trar.snrt-tior r....k. Tr. new frin.e ,'.r.efit mows is t, evolvee employers

in th, sr,'rt i.2 r> ,o.- :. , of p ihl i - tran.s. , .is i:. i r, Fta.t and reilijstic

'err.atii t.o i,.,, o,,mnr~r. F -;.:r r- -, ]ires tt, presert thr*-3t of reduceJ

feieril .ec tir.. .ssstin.,, ir.:- r .t ] the .r.fit to the ast nI cost ot

-,.,tv i.l w Il prov' le tra-it ipr.'i*S with the ability to ,,bt.ir. private

.i-: t, ,,fne'. .s,,me of tt,, ,fte -ts ,t ,,! ioral Insist.arce r e,1ntio s.

.AIi~t1,_,ril y, L;oyr ptl, ., in rt Cor.gress' a,-. the mAmi 5 isttior- 'S

desir" tI e.,a j, pri v3te ! tI ::1 'ti, r . i S. nch pbi i erie ; ior s i, o,5Iss

tran.si t.

Or recneni.el laqr.,iae to ir.crease the de mir.imis employer transit

frir..ie ber.fit 3nr.d a'low for vouchers and reiTbtirsements will provide greater

equity for trar.sit users, er.har.ce trmr.sit mrKetir.q and increase employer

involvement ir. transit.

BEST AVAILABLE COPY
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At a time when the country needs to optimize its public investment, it

is critical that we erhance the efficier.cy and productivity of our

transportation systems. In urbar areas, ir.creased transit usage as opposed to

increased auto usage will maximize that ir.vestmer.t.

Therefore, we strongly urge you to adopt our recommendatlor.s. Thank

you agair for the opportunity to submit testimony.
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DUICK ER. G(URHO & ROnV.. I . ('.
ATTORNEYS AT LAW Please address reply to:

C%. -1IC j*r FLA

f, , _ F-r,.r k| C Ae C,^ t ,,€-[t
DENVER. COLORiADO 80202

May 25, 1985

Mrs. Betty Scott-Boom
Committee on Finance
R(oom SD-219
Dirksen Senate Office Buildinq
Washinqton, D.C. 20510

Dear Mrs. Scott-Boom:

Enclosed are six separately signed copies of a

written Statement filed for the printed record of the

Cormittee's hearing on S. 814 (the Technical Corrections

milII of 1985) which is to be held on June 5, 1985.

Very truly yours,

Ducker, Gurko & Roble, P.C.

Stepcn Gurko, Vice'President

SG/kcp
Enclosures
Certified Mail - Return Receipt Requested
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STATEMENT FOR SENATE FINANCE COMMITTEE HEARING
ON S. 814, THE TECHNICAL CORRECTIONS BILL OF 1985

Topical Summary: The Tax Reform Act of 1984 (the
"Act") provides for multiple trusts to be treated as one
trust for tax purposes under certain circumstances. Section
106(a) of S. 814 (the "Bill") provides that this provision
of the Act does not apply to a trust which was irrevocable
on March 1, 1984, except to the extent corpus is transferred
to the trust after that date. This Statement proposes that
the date of March 1, 1984, be changed to July 18, 1984,
which was the date of enactment of the Act.

Person Submitting Statement: Ducker, Gurko &
Roble, P.C., a law firm with offices in Denver and Frisco,
Colorado. The name, address and telephone number of the
attorney representing the firm in this matter are: Stephen
Gurko; Ducker, Gurko & Roble, P.C.; 101 West Main Street;
P.O. Box B; Frisco, Colorado 80443; (303)668-3776. The firm
is acting on behalf of certain trusts which are affected by
Section 106(a) of the Bill. The names and addresses of
those trusts will be provided on request.

Statement. The Act's and the Bill's provisions
are sound public policy w~th respect to multiple trusts. It
must be recognized, however, that the Act's provisions go
well beyond the existing Treasury Regulations in regard to
the circumstances in which multiple trusts may be treated as
one trust for tax purposes. For example, the Act permits
such treatment where tax avoidance is a principal purpose
for the multiple trusts (not just where the multiple trusts
lack a substantial non-tax purpose, which is the rule under
the Regulations), and where the multiple trusts have
substantially the same "primary" beneficiary (not just where
they have substantially the same beneficiary, which is the
rule under the Regulations). Therefore, application of the
Act's provisions on a prospective basis only, as provided
for in the Bill, is appropriate.

- The Bill's proposed effective date of March 1,
1984, is too early a date to treat taxpayers as reasonably
on notice of the Act's change in existing law. Although
sometimes it is appropriate to specify the earliest
Congressional committee announcement date as the effective
date for a new tax provision, this approach is not
appropriate in the present situation. The various
individual grantors and trustees of trusts around the
country cannot be expected to keep informed of potential
legislative developments on a daily basis. Many new trusts
were undoubtedly created, and new gifts made to existing
trusts, after March 1, 1984, in reliance on existing law.
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It is recommended that an effective date of July
18, 1984, be substituted for the proposed effective date of
March 1, 1984, in Section 106(a) of the Bill. July 18,
1984, is the date of the Act's enactment, after which all
taxpayers should be presumed to know about the Act's
provisions. Alternately, an effective date before July 18,
1984, but after March 1, 1984, is recommended. A third
alternative would be to retain the March 1, 1984, effective
d;Ate as the general rule, but allow a later effective date
(preferably July 18, 1984) for new trusts (or gifts to
existing trusts) in circumstances where the Act but not the
existing Regulations would require treatment of the trusts
as a single trust.

Respectfully submitted on this 25th day of May,
1985.

Ducker, Gurko & Roble, P.C.

Step1)n Gurko, Vice President
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STATEMENT OF ECONOMICS LABORATORY INC.
ON THE TECHNICAL CORRECTIONS

TO THE DEFICIT REDUCTION ACT OF 1984

COMMITTEE ON FINANCE

JUNE 5, 1985

SUMMARY

Section 280G# Golden Parachutes, should be corrected to
exclude the acquisition of closely-held corporations or those
corporations whose stock is not publicly traded. Protection
of shareholders in not required where the primary executive
is the primary shareholder.
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Economics Laboratory is a chemical specialty firm en-

gaged primarily in environmental sanitation. We provide

detergents and cleaning systems to a wide variety of commer-

cial, industrial and institutional customers including

hotels, restaurants and hospitals. We also have a consumer

product line including the dishwashing detergents Finish and

Electrasol, and other household products.

We wish to thank the Committee and in particular Senator

Chafee and Catherine Porter for working with us and others

over a period of several weeks to resolve technical p"Nobems

in a new code section, IRC Section 280G, Golden Parachutes.

We believe that Section 280G should not apply to the acquisi-

tion of closely-held corporations, nor to the acquisition of

corporations whose stock is not publicly traded. We are led

to our conclusions by oral and written legislative history,

and by the specific language in the "blue book," p. 204 which

refers only to large, publicly-held corporations.1

The purpose of Section 280G of the Code was to respond

to the extraordinarily generous "golden parachute" employment

contracts which certain executives in publicly-held corpora-

tions had received. These contracts enabled the executives

either to prevent the sale of the corporation's assets or

1"...Congress believed that in most large, publicly held
corporations, top executives are not under-compensated."
(Underlining supplied.)

The entire text of the section on "Reasonable Compensation,"
of which this sentence is the first, is attached.
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stock and thereby perpetuate their power, or, in the eventu-

ality of a sale, to reap huge financial rewards. The execu-

tives in these publicly-held corporations generally were not

major shareholders in the corporations and as a result of the

benefits they received from their employment contracts were

at the expense of the shareholders. Congress believed that

limitations were appropriate so that executives would not

benefit at the expense of the shareholders as a group.

Obviously, this is not a concern in a one-person corpo-

ration in Which the executive is the sole shareholder. In

such a case, there is a complete identity between shareholder

and executive and the rules of Section 280G clearly should

not apply. Nor should the rules apply in any other situation

where the primary executives are also the primary share-

holders. Congress was not attempting to write a law regulat-

ing the rights of shareholders vis-a-vis other shareholders,

but rather, was attempting to limit an abuse where entrenched

executives, who had no or only a minor stockholder interest,

were attempting to receive large payments or to perpetuate

their control at the expense of public shareholders.

We believe further that the application of Section 280G

to the acquisition of closely-held non-publicly traded corpo-

rations will have an adverse effect on these acquisitions.

(1) We are concerned that the uncertainty with re-

gard to the application of Section 280G may cause

well-advised prospective purchasers to reduce the
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amounts which they would otherwise pay in acquiring

a business and thereby hinder the normal, arm's

length voluntary negotiation of sales of closely-

held corporations.

(2) We are also concerned that many prospective

purchasers and sellers, who did not even consider

the golden parachutes rules because they associated

the concept only with publicly-held corporations,

could be totally and justifiably surprised by the

application of these rules by an IRS agent.

Although it is relatively easy to conclude that Congress

did not intend to include closely-held corporations within

the scope of Section 280G, it is somewhat difficult to define

precisely a closely-held corporation. We have previously sug-

gested to staff several alternative definitions:

1. A corporation whose stock is not readily trad-

able on an established securities market.

2.. A corporation whose securities are not re-

quired to be registered under Section 12 of

the Securities Exchange Act of 1934.

3. A corporation which satisfies the stock owner-

ship rules in Section 542(a)(2).
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4. A corporativn with 35 or fewer shareholders.

5. A corporation where 50% or more of the share-

holders consent to the acquisition.

Indeed, it is possible to combine these suggestions. For

example, Section 280G(c)(l) could be amended by (i) adding

after "corporation" the words "other than a closely-held cor-

poration" and (ii) adding at the end of Section 280G(c)(1)

the following sentence: "For purposes of this section, a

closely-held corporation shall mean a corporation (i) which

satisfies the stock ownership rules in Section 542(a)(2),

(ii) which has 35 or fewer shareholders, and (iii) the stock

of which is not readily tradable on an established securities

market." We believe that such a definition would not be

overly broad and at the same time would effectively exclude

situations in which there is an identity between shareholders

and executives.

Although one of our suggested alternatives involves the

shareholder consent approach, it is our view for several rea-

sons that this is the least desirable alternative. First,

closely-held corporations and their shareholders are often

the type of taxpayers who have the most difficult time fol-

lowing formalities, and another election should not be im-

posed on these taxpayers unless it is absolutely necessary.

Second, larger, more sophisticated corporations, which are

clearly not closely-held corporations, could, through an
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elaborate proxy campaign, obtain the necessary shareholder

approval and thereby avoid the application of Section 280G.

Third, the percentage of shareholders whose approval would be

required would be a critical factor. In this regard, a 100%

consent approach would be unworkable because it would incur

so-called "hold-up" situations. For example, assume the sole

owner of a small business grants the plant manager a 20% in-

terest in the business and three years later the plant man-

ager is terminated for cause. In such a situation, it is

unreasonable to condi. ion the application of the golden para-

chute rules on the consent of a former disgruntled employee.

If a consent requirement were thought to be necessary,

it should be used only as an additional factor in defining

closely-held corporations to ensure that closely-held corpo-

rations alone could utilize the exemption. In our view, any

consent provision requiring approval by a majority of the

shareholders is sufficient to reflect Congressional intent

given the dual identity of the executives and shareholders.

In any event, the percentage of shareholder approval should

not be greater than the percentage required under the rele-

vant state corporate statute governing extraordinary corpo-

rate matters, such as a sale of substantially all of the

corporation's assets or adoption of a plan in complete

liquidation.

In conclusion, Econ Lab is not involved in hostile take-

overs of vulnerable corporations. Even the term "takeover"

does not apply to our voluntary negotiations of the sale of
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regional corporations. Fcon Lab is merely meeting the growt-

chal lenge of the 1980's through acquisition. Econ Lab hopes

to become a national market leader in a second, related ser-

vice activity as it is in cleaning systems. To continue

growing we must acquire another line of business.

Until recently we did not realize that our acquisitions

would trigger these corporate sanctions. We think it ludi-

crous that Econ Lab could be denied a legitimate business de-

duction for desiring to continue the employ of tne previous

shareholder-employee; and we understand that this is pre-

cisely the effect of IRC Section 280G. The shareholders of

the businesses we are acquiring are able to protect them-

selves in a voluntary negotiation for their own stock and

services. The golden parachute provisions were designed to

protect minority shareholders but instead have placed an un-

necessary restraint on the voluntary sale of closely-held or

non-publicly traded corporations.

Thank you for this opportunity to share our concerns.
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WASHINGTON, D. C. 20037

(202) 457-6000
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June 7, 1985 (202) 457-5212

Honorable Bob Packwood
Chairman
Committee on Finance
United States Senate
Washington, D.C. 20510

Re: Technical Corrections Act of 1985 (H.R. 1800) --
Original Issue Discount on Tax-Exempt Bonds

Dear Mr. Chairman:

This letter is submitted on behalf of our client E.F.
Ht no & Co.,, Inc. for inclusion in the record of the
Committee's hearing on the proposed Technical Correctiins
Act of 1985 (H.R. 1800). For the reasons set forth below,
we urge the Committee to consider amending H.R. 1800 to
provide that the provisions of the Tax Reform Act of 1984
relating to the treatment of original issue discount ("OID")
on tax-exempt bonds will be applicable only with respect
to obligations issued after December 31, 1982 (rather
than September 3, 1982) and acquired after March 1, 1984.

Background. For many years, OID on a tax-exempt bond
(i.e., the excess of the face value of the bond at maturity
over the price at which it is orginally issued) was treated
by the Internal Revenue Service as tax-exempt interest
under section 103 of the Internal Revenue Code. In addition,
the Service took the position in a published ruling (Rev.
Pul. 73-112, 1973-1 C.B. 47) that OID on a tax-exempt
bond was required to be apportioned on a straight-line
basis among the original and subsequent holders (if any)
of the bond. At the time Rev. Rul. 73-112 was issued,
section 1232 of the Code applied the same ratable accrual
method to OID on taxable bonds.

In the Tax Equity and Fiscal Responsibility Act of
1982 ("TEFRA"), Congress amended the Code to require use
of a so-called "constant interest method" for calculating
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OID on bonds issued after July 1, 1982 by corporations
and certain other entities. Congress did not, however,
explicitly amend the Code to prescribe comparable treatment
for OID on tax-exempt bonds. Indeed, it is understood
that, on July 12, 1982, the Senate Finance Committee removed
tax-exempt bonds from the application of the new statutory
rules. Moreover, the committee reports that comprise
the official legislative history of TEFRA do not expressly
state that Congress intended the TEFRA rules to be applied
to tax-exempt bonds.

While there appears to have been some uncertainty
in the private sector whether a similar change was to
be "implied" for tax-exempt bonds, the Service did not
revoke Rev. Rul. 73-112 and numerous issues of tax-exempt
bonds (including so-called "zero coupon" bonds) proceeded
or, the basis that the ratable accrual method should continue
to apply to tax-exempt bonds.

On December 31, 1982, the staff of the Joint Committee
on Taxation issued its "General Explanation" of TEFRA,
which included (at page 162) the statement that "Congress
intended that the new nonlinear formula for accrual of
OID also apply . in determining accrual on State and
local bonds."

Tax Reform Act of 1984. In sections 41 and 43 of
the Tax Reform Act of 1984, Congress added to the Code
a provision (section 1288) a provision explicitly requiring
the use of the constant interest method for OID on tax-exempt
bonds. Under this statutory change, less tax-exempt interest
would accrue early in the bond term and more would accrue
later in the bond term, thus reducing the likelihood that
the holder of a tax-exempt bond issued at a deep discount
could claim a tax loss (while having an economic gain)
by selling the bond before maturity. This statutory change
was made on a partially retroactive basis, i.e., it was
applied to bonds issued after September 3, 1982 (the date
of enactment of TEFRA) and acquired after March 1, 1984.

Effective Date. The rationale for the retroactive
effective date appears to have been that Congress "intended"
the TEFRA rules to apply to tax-exempt bonds. However,
as noted above, the first published statement to that
effect did Dot appear until December 31- 1982, nearly
four months after the date on which TEFRA was enacted.
Although some may have anticipated that the TEFRA changes
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for taxable bonds might be taken implicitly to suggest
a comparable change for tax-exempt bonds, the absence
of any published statement to the effect until December
31, 1982 should be given great weight in setting the effective
date for the 1984 changes.

For these reasons, we urge the Committee to consider
amending H.R. 1800 to include a provision limiting the
application of the referenced 1984 changes to tax-exempt
bonds issued after December 31, 1982 and acquired after
March 1, 1984.

Very truly~yours,

Donald V. Moorehead

DVM/ Ir
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June 5, 1985

E tIS%

1%1,1 1k STATEMENT OF THE
EPISA INDUSTRYCOMMIT'EE

REGARDING S. 814
THE TECHNICAL CORRECTIONS ACT

OF 1985, AMENDING
THE DEFICIT REDUCTION ACT OF 1984

AND OTHER RECENT LEGISLATION,
SUBMITTED TO THE

COMMITTEE ON FINANCE OF THE
UNITED STATES SENATE

The ERISA Industry Corrittee ("ERIC") is a non-
profit association of over one hundred ma:or corporations
doing business in a wide variety of American industries.

- ERIC's members maint ,in pension and welfare plans for mil-
lions of participants and beneficiaries. ERIC's views are
representative of a broad cross-section of ma-or plan spon-
sors in the private employee benefits community.

Recommended Changes

ERIC recommends that the following changes be made
in S. 814:

S 107(b) . Section 107(b) amends I.P.C. 5 467(g)
to make clear that it does not apply to any amount to which
S 404 or S 404A (or any other provisions specified in regu-
lations) applies. This amendment is appropriate and needed.
However, it should be expanded to refer to SS 83, 419, and
463. Like § 404 and 404A, 55 83, 419, and 463 provide
specific rules limiting an employer's ability to deduct
expenses associated with various forms of employee benefits.
There is no reason to apply section 467(g) to expenses
already covered by these provisions.

§ 151 (a) (2) (B). Section 151(a) (2) (B) amends
I.R.C. S 419A(d)(1) to provide that it applies to the first
taxable year for which a reserve is taken into account under
§ 419A(c)(2) and to all subsequent taxable years. The Joint
Committee Staff's explanation of this amendment indicates
(at p. 83) that its purpose is to vake clear that the sepa-
rate accounting requirement with respect to post-retirement
medical benefits and post-retirement life insurance benefits
does not apply until the first taxable year for which a

Norn h .i.
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reserve is computed. The amendment states that S 419A(d) (1)
applies to the first such year, but fails to state that it
does not apply to prior years. The amendment should be
clariTfrd by the addition of the following phrase at the end
of the amendment: "but shall not apply to any previous
taxable year."

S 151(a) (3) (A). Section 151(a) (3) (A) amends
I.R.C. S 419A(e) to provide that no reserve may be taken
into account for post-retirement medical benefits or life
insurance benefits unless the plan meets the requirements of
I.R.C. 5 505(b), even though the requirements of S 505(b) do
not apply to the plan. This amendment should be deleted
from the bill; it makes a substantive change in the scope of
S 505(b) that is inappropriate in a technical corrections
bill.

151(a) (11). Section 151(a) (11) amends I.R.C.
5 4976(b) to extend the 100% excise tax imposed by S 4976 to
a benefit provided under a plan that fails to meet the
requirements of I.R.C. S 505(b), even though the require-
ments of S 505(b) do not apply to the plan. This amendment
makes a substantive change in the scope of S 4976, and it is
inappropriate for inclusion in a technical corrections bill.
This aspect of the S 151(a) (11) amendment should be deleted
from the bill.

Section 151(a) ill) also amends S 4976(b) (1) to
make clear that the separate account requirement applies
only to post-retirement benefits and only where a separate
account is required by S 419A(d). This aspect of the amend-
ment is appropriate, and should not be deleted.

l 5(a)(12). Section 151(a)(12) adds a new
paragraph 6) to S 511(e) of the Tax Reform Act of 1984.
Paragraph (6) provides, in part, that the Tax Reform Act
provisions expanding the application of the tax on unrelated
business income are effective for taxable years ending after
December 31, 1985. The effect of the amendment is to accel-
erate significantly the effective date of the Act's unre-
lated business income provisions. Section 511(e) now
provides, in general, that the amendments made by S 511
(including those pertaining to the tax on unrelated business
income) apply to contributions paid or accrued after
December 31, 1985, in taxable years ending after that date.
Although this provision is not well suited to the unrelated
business income provisions, it clearly reflects the
intention that S 511 should not apply until after
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December 31, 1985. The proposed amendment would depart from
that intention by accelerating the effective date to apply
to unrelated business income arising during 1985 in fiscal
years beginning in 1985. Because the amendment makes a
significant, nontechnical change in the Act, it should
either be deleted altogether or modified to eliminate the
acceleration that it requires.

§ 152(b) (7). Section 152(b) (7) amends l.P.C.
401 (a)(20) to provide that a pension plan will not be

disqualified under § 401 (a) merely because it makes complete
distributions to its participants on account of plan
termination before the time where they otherwise would be
eligible for distributions. Although this amendment appears
to he appropriate, it should be expanded to provide that
similar distributions under a terminated cash or deferred
arrangement will not cauL;e that arrancement to be disquali-
fied under § 401 (k) . Since the § 401 k) restrictions on
distributions were not intended to be more stringent than
the § 401(a) restrictions for pension plans (and, in a
number of respects, they are less stringent) , it is
appropriate to refer to cash or deferred arrangements in
§ 401 (a) (20) as well as to pension plans.

§ 153(c) (2). Section 153(c) (2) amends I.R.C.
§ 4977 to provide that only employment within the United
States will be taken into account in applying the excise tax
on excess fringe benefits. A conforming change should be
made in I.R.C. § 132(c) (2) to clarify that only the U.S.
operations of an employer should be taken into account in
calculating the gross profit percentage for purposes of the
employee discount provisions. Virtually all employees who
are subject to the employee discount provisions will be
employed in their employers' U.S. operations. Thus, in
calculating the gross profit percentage, it is appropriate
to consider only U.S. operations. If foreign operations
were considered, the often significant differences between
U.S. and foreign economic conditions are likely to distort
the results of the calculation. Moreover, the administra-
tive burden of calculating the gross profit percentage on
the basis of foreign operations would be disproportionate to
the relatively small number of U.S. taxpayers employed
overseas.
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Recommended Additions

ERIC recommends that the following provisions be
added to S. 814:

Funded Welfare Plans
(I.R.C. SS 419, 419A, 512, & 4976)

1. The bill should make clear that post-retire-
mert ber.efits may be funded at retirement (i.e., under the
terminal funding method), rather than over the working lives
of the employees.

2. The bill should make clear that once medical
care costs for retirees actually increase, the additional
costs may be funded on a deductible basis (i by making an
additional lump sum payment, in respect of those already
retired, and (ii) by making level payments over the remain-
ing working lives of those still working.

3. The bill should make it clear that the
adjustment required by I.R.C. S 419A(f) (7) is taken into
account under I.R.C. S 512(a) (3) (E).

4. Paragraph (2) of I.R.C. S 4976(a) should be
revised to make it clear that it applies only if a "welfare
benefit fund" provides the disqualified benefit.

Group-Term Life Insurance
(I.R.C. S 79)

1. The bill should make clear that, consistent
with the nondiscrimination provisions for pension plans, it
;s not necessary to aggregate all of an employer's
group-term life insurance plans in determining whether a
particular plan is discriminatory.

Employee Stock Ownership Plans
(T.R.C. S 404(k))

1. The bill should amend S 404(k) to make clear
that where a plan gives each participant the option to
receive current dividend distributions or to have dividends
remain in the plan, the employer will be entitled to deduct
those dividends that are distributed currently.
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2. The bill should amend S 404(k) to make clear
that where a plan distributes all of the year's dividends
after the close of the year in a single distribution, any
earnings on the dividends may be distributed at the same
time, and the earnings (like the dividends) will be exempt
from the pension withholding requirements.

Below-Market Loans
(I.R.C. S 7872)

I. The bill should make clear that when a lender
is prohibited by local usury laws from charging interest at
the applicable Federal rate, the loan will not be treated as
a below-market !oan.

Required Distributions
(I .R.C. § 401 (a) (9))

1. The bill should clarify that a "designated
beneficiary" under § 401 (a)(9) may be i) a spouse who is
deemed to be so designated under §§ 401(a)(11) & 417, (ii)
the alternate payee under a qualified domestic relations
order, or (iii) a trust. The bill should also clarify that
it is permissible for a participant to have more than one
designated beneficiary, that the participant is not required
to specify in advance the percentage interest of each bene-
ficiary, and that the participant may allow a fiduciary to
allocate the benefit under the plan among the designated
beneficiaries. In addition, the bill should provide that if
a trust is the beneficiary, the beneficiary's life expec-
tancy is determined by reference to the life expectancy or
expectancies of the beneficiary or beneficiaries of the
trust.

Cash or Deferred Arrangements
(I.R.C. S 401(k))

1. The bill should revise I.R.C. S 401(k) (3) to
provide that if the plan is maintained pursuant to a collec-
tive bargaining agreement, and satisfies the otherwise
applicable requirements of I.R.C. SS 401(a) (4) and
413(b) (2), it need not satisfy the actual deferral
percentage test.
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June 5, 1985

T"*
FRIS,
1-411%IXjr STATEMENT OF THE
('Cmmim ERISA INDUSTRY COMMITTEE

REGARDING H.R. 2110, AMENDING
THE RETIREMENT EQUITY ACT OF 1984,

SUBMITTED TO THE COMMITTEE
ON FINANCE

OF THE UNITED STATES SENATE

The ERISA Industry Committee ("ERIC") is a non-
profit association of over one hundred major corporations
doing business in a wide variety of American industries.
ERIC's members maintain pension and welfare plans for mil-
lions of participants and beneficiaries. ERIC's views are
representative of a broad cross-section of major plan spon-
sors in the private employee benefits community.

Recommended Changes

ERIC recommends that the following changes be made
in.H.R. 2110:

S 2(a) (1). To correct clerical errors, "are"
should be changed to "is" on line 16, page 2, and line 25,
page 3; a closing parenthesis should be added on line 19,
page 2, immediately after "consecutive"; and the period
should be change to a corona on line 11, page 4.

S 2(a) (2). Section 2(a) (2) amends I.R.C. 5 402(e)
to provide that in determining whether a distribution that
becomes payable on account of separation from service is a
lump sum distribution, the balance to the credit of the
employee will be determined without regard to any increase
in vesting that may occur if the employee is re-employed by
the employer; if the employee elects ten-year averaging with
respect to the distribution and is later reemployed by the
employer and his vested interest in his previously accrued
benefits thereby increases, the tax benefits derived by the
employee from his election of ten-year averaging are to be
recaptured, and the prior election of ten-year averaging is
to be disregarded in determining whether the employee may
later elect ten-year averaging. The recapture approach
would unduly complicate an already complex provision and
should be deleted. The problem that the recapture approach
addresses is adequately taken care of by the "look-back"
rule of S 402(e) (2) and the only-one-election-after-age-59-I

171tM',ircei rule of S 402(e) (4) (B). However, if the recapture provision
Nmh,, is retained, it should be revised to make it clear that the
Sullc 101
Wa.1inition 1XK
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prior lump sum distribution shall not be taken into account
under the "look-back" rule. Since the benefits of ten-year
averaging with respect to the prior distribution would
already have been recaptured, it would be inappropriate to
include the prior distribution in the look-back calculation.

S 2(b) (2) (A) (ii) & (B) (ii). Section 2(b) (2) (A) (ii)
& (B) (ii) amends the transferee plan rules of the Code and
EPISA to provide that if separate accounts are maintained
for the transferred assets "and any income therefrom," the
tra,-sferee plan rules apply only to the transferred assets,
and not to the other plan assets pertaining to the partici-
pant for whom the transfer was made. The amendment should
he revised to replace "any income therefrom" with "any
inco,,ti allocable thereto" to avoid any suggestion that the
transferred assets must be invested separately; the bill
should require separate accounting, no4tseparate investment.
In addition, if it is intended to apply the transferee plan
rules to both the transferred assets and the income allo-
cable thereto, the amendment should also be revised to state
that the rules will "apply only with respect to the trans-
ferred assets, adjusted to reflect any gaiiis or losses
allocable thereto" (new language underscored).

§ 2(b) (4). Section 2(b) (4) amends the survivor
annuity provisions of the Code and ERISA to require a plan
to provide that no portion of a participant's accrued bene-
fit may be used as security for a loan without the consent
of the participant's spouse. The terms of the amendment
indicate that the spousal consent requirement will not apply
to a plan (e.g., a profit-sharirg or stock bonus plan) that
is exempt from the survivor annuity provisions bI reason of
I.R.C. § 401(a) (Ii) (B) (iii) & (C) and ERISA S 205(b) (1) (C) &
(2). This is so because exempt plans are not subject to the
provisions of I.R.C. § 417 and ERISA § 205 in which the loan
provisions will appear. However, to eliminate any possible
misunderstanding, the Comnittee's report should state ex-
plicitly that exempt plans are not sutJect to the loan
provisions. (Any other result would make no sense, since a
participant may make a withdrawal from an exempt plan
without obtaining spousal consent.)

The amendments should also be revised to make it
clear (i) when spousal consent must be given (presumably,
when the security interest is given -- which is not neces-
sarily at the same time that the loan is made), (ii) that,
crce given, a spouse's consent may not be revoked, and (iii)
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that a consent given by one spouse is binding on a
subsequent spouse.

To correct a clerical error, "subsection
(c) (1) (C)" should be changed to "subsection (a) (1) (C)" on
line 6, page 11.

Section 2(b) (4) applies to loans made after
April 18, 1985. This early effective date (the date on
which H.R. 2110 was introduced) is unreasonable and should
be postponed. Plan administrators cannot reasonably be ex-
pected to he able to comply with the new spousal consent
provisions imposed by § 2(b) (4) as early as April 19, 19P5.
The effective date should give plan administrators a
sufficient amount of time, after the bill is enacted, to
learn about the new provision, to understand it, and to
change their administrative procedures to comply with it.
Accordingly, 5 2(b)(4) should become effective no earlier
thar. six months after the date of enactment of H.R. 21]0.

S 2(b)(5). Section 2(b)(5) amends I.R.C.
§ 417(a)(3)(B) and ERISA S 205(c)(3)(B) to extend the period
for providing an explanation of the preretirement survivor
annuitN, in the case of a participant who is hired after the
close of the plan year preceding the plan year in which he
attains age 35. In order to clarify its mEaning, the amend-
ment should be revised as follows: "in which the partici-
pant attains age 35, or, if the participant is hired after
the close of the plan year preceding the plan year in which
the participant attains age 35 (or within less than a
reasonable period before such date), within a reasonable
period after the participant is hired" (new language
underscored).

S 2(b) (6). Section 2(b) (6) amends the spousal
consent requirements that govern an election to waive a
survivor annuity by providing that either (i the partici-
pant's election must designate a beneficiary that may not be
changed without the spouse's consent or (ii) the consent of
the spouse must permit the participant to designate benefi-
ciaries without any requirement ef further spousal consent.
The amendment fails to address the common situation in which
the participant's election involves no beneficiary at all --
for example, where the participant elects a single life
annuity in lieu of a qualified joint and survivor annuity or
where the participant declines the qualified preretirement
survivor annuity and foregoes any preretirement death
benefit under the plan. The amendment also does not specify
whether, after the spouse has consented to the participant's
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election, the participant may change the form of the plan
benefit without being required to obtain further spousal
consent. These flaws could be remedied by revising the
amendment to read, in part, as follows: "Such election
designates a benefit option and, if applicable, a benefi-
ciary, neither of which may be changed without spousal
consent (unless the consent of the spouse permits changes in
the benefit option, beneficiary, or both by the participant
without any requirement of further consent by the spouse)".

-he amendment should also provide that a plan may
require either that all spousal consents must be restricted
(i.e., limitedd to the particular benefit option and
beneficiary (if any) elected) or that all spousal consents
must be unrestricted (i.e., permitting subsequent chanaes
without further consent by the spouse). This rule should be
effective as of August 23, 1984. (If, contrary to our
recommendation, a more restrictive rule is adopted, the new,
more restrictive rule should apply only to consents given at
least six months after the enactment of H.R. 2110.)

§ 2(c) (1) . Section 2(c) () provides that where
distributions are made to an alternate payee under a quali-
fied domestic relations order, the distributions shall be

included in the gross income of the alternate payee only
where the alternate payee is the participant's spc.use or
former spouse; otherwise the distributions are included in
the participant's gross income. This provision makes a
substantive, nontechnical change in the law, and should be
deleted. The REA made clear that the alternate payee is to
be charged with receipt of the distributions made pursuant
to a qualified order, regardless of whether the alternate
payee is the participant's spouse. The proposed change
makes a substantive change in this rule, and it will now be
difficult to explain to participants why they are being
taxed on income that they do not receive. Because the
current law is easy to explain and to administer, it should
not be changed. In any event, if the law is changed, con-
forming changes should be made in I.R.C. S 72(m) (10) which
requires the allocation of the participant's after-tax
contributions among all alternate payees) and I.R.C.
S 402(a) (1) (which requires plan distributions to be charged
to the "distributee").

§ 2(c) (2) (i). To correct two clerical errors,
line 5 on page 16 of the bill should be revised to read:
"order determined to he qualified domestic".
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§ 2(c)(2)(iv). To correct a clerical error,
"beginning" should replace "beginnig" on line 9 of page 17.
In addition, in oruer to make the amendment more accurate,
"on" should be deleted and replaced with "as of" in line q
on page 17; the same change should be made in line 19 on
page 18.

S 2(c (4) (A) (v) . Section 2(c) (4) (A) Wv) amends
I.R.C. § 414(p) to provide that the fact that a plan makes a
payment to an alternate payee will not cause the plan to
fail to meet the requirements of I.R.C. § 401(a) & (k)
prohibiting payment of benefits before termination of em-
ployment. The amendment further provides that the foregoing
protection against a court-ordered violation of § 401(a) or
(k) will not apply if the present value of the payments to
the alternate payee exceeds $3,500.

This provision should refer to I.R.C. § 409(d) as
well as to § 401(a) & (k). See S. Rep. No. 575, 98th Cong.,
2d Sess. 21 (1984).

The $3,500 limitation is wholly inappropriate and
should be deleted. REA's qualified domestic relations order
provisions clearly contemplate that a qualified order may
require the payment of benefits before the participant has
terminated employment. There is no justification for dis-
qualifying a plan merely because it has observed the terms
cf a qualified domestic relations order.

The Joint Comrittee staff's description of
H.R. 2110 indicates that this provision is intended to apply
to a distribution that is made before the participant has
either separated from service or attained the earliest
retirement age under the plan. Section 2(c) (4) (A) (v) makes
no reference to the plan's earliest retirement age and thus
does not accomplish what the staff believes to have been
intended. If the bill is revised to reflect this intention,
corresponding changes should be made in the definition of a
qualified order in I.R.C. § 414(p) (4) and ERISA

o '(d) (3)(E) , which delineate the extent to which a
qualified order may require payments not provided for under
the plan. If these changes are not made, an order that
requires a payment before the plan's earliest retirement age
wil not be a qualified order.

ERIC supports the Treasury Department's recommen-
dation regarding § 2(c) (4)(A)(v): the provision should
state that a plan may make payments to an alternate payee
before the participant either separates from service or
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attains the plan's earliest retirement age if (i) a quali-
fied order directs that the payments be made and (ii) the
plan itself authorizes the payments.

S 2(d). To correct a clerical error, "'qualifying
rollover distribution'" should replace "'qualified rollover
distribution'" in S 2(d) (1). A conforming change should be
made in the heading of I.R.C. S 6652(j) by replacing
"Certain Qualifying Rollover Distributions" with "Eligible
Rollover Distributions."

S 2(f)(1). Section 2(f)(1) amends REA S 303(c) to
provide 'hat in the case of a participant who is covered by
a qualified preretirement survivor annuity pursuant to the
transition rule set forth in REA S 303(c) (2), "the amount of
any death benefit" payable to any beneficiary shall be
reduced by "the amount payable to the surviving spouse" by
reason of S 303(c) (2). In the interest of accuracy, the
references in this provision to "the amount" of certain
benefits should be changed to "the present value" of those
benefits.

As drafted, the amendment requires a plan to
offset the survivor annuity against the other death benefit.
There is no apparent reason why a plan should be compelled
to make this reduction. It should be sufficient to give
each plan the option to make the reduction and to make it
clear that a plan will not be disqualified under I.R.C.
5 401(a) it it exercises this option.

In addition, the wording of the amendment suggests
that a preretirement survivor annuity will be paid pursuant
to REA S 303(c) (2). In fact, the annuity will be paid
pursuant to plan provisions that comply with § 303(c) (2).
The amendment should be revised to reflect this fact.

Finally, S 2(f)(l,1 should be expanded to include
any participant described in REA S 303(c) (2) (A) & (B) who
(i) is a participant in a plan that is amended, during the
first plan year to which the REA amendments apply, to exempt
it from the survivor annuity provisions, and (ii) dies on or
after the date of enactment of REA and on or before the date
the plan amendment is adopted.

RecomMended Additions

ERIC recommends that the following provisions be
added to H.R. 2110:
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Anticutback Rule

(I.R.C. S 411 (d) (6); ERISA S 204(g))

1. The bill should make clear that an alterna-
tive form of payment that is available only in the discre-
tion of the plan administrator or a plan fiduciary is not an
"optional form of benefit" for purposes of the anticutback
rule. Likewise, the bill should make clear that the
exercise of discretion under such a provision is not an
amendment of the plan for purposes of the anticutback rule.

2. The bill should make clear that a plan amend-
ment that eliminates the subsidy under a subsidized quali-
fied preretirement survivor annuity does not reduce the
participant's accrued benefit for purposes of the anticut-
back rule.

3. The bill should make clear that the anticut-
back rule does not prevent a plan from being amended to
reduce benefits to reflect the cost of providing the
qualified preretirement survivor- annuity.

Maternity/Paternity Leave

(I.R.C. SS 410(a) (5), 411(a) (6);
ERISA § 202(b) (5), 203(b) (3))

1. The bill should make it clear that a plan
that uses the elapsed time method (and which therefore

- already credits service for any absence of up to one year)
is not required to credit additional service pursuant to
REA's maternity/paternity leave provisions.

Qualified Survivor Annuities

(I.R.C. SS 401(a) (11), 417; ERISA S 205)

1. The bill should amend the exception for
profit-sharing and stock bonus plans to permit such plans to
impose a one-year-of-marriage requirement without losing
their eligibility for the exception. The bill should also
make clear that I.P.C. § 401(a) (11) (B) (iii) (11) and ERISA
S 205(b) (I) (C) (ii) do not require such plans to allow
participants to elect life annuities.
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2. The bill should clarify three aspects of the
special rule regarding the qualified preretirement survivor
annuity for a defined contribution plan in I.R.C.
S 417(c) 12) and ERISA S 205(e)(2). First, the bill should
make clear that the value of the participant's account
balance may be adjusted for investment gains and losses
occurring between the participant's date of death and the
valuation date used to determine the amount of the annuity.
Second, the bill should clarify when the survivor annuity
must begin. Third, the bill should make clear that only the
vested portion of the participant's account balance is taken
into account under the special rule.

3. The bill should clarify the definition of
"annuity starting date" in I.R.C. S 417(f) (2) and ERISA
S 205(h) (2) bv referring to "termination of employment" as
well as to "retirement" and "disability."

4. - The bill should make clear that a plan may
presume that every participant is married, and may charge
for the cost of preretirement survivor annuity protection,
until and unless the participant waives the coverage in
advance.

5. The bill should provide that when a partic-
ipant files an effective waiver of qualified preretiremert
survivor annuity coverage, the plan may rely on the waiver
until notified in writing that the participant has
remarried.

6. The bill should make clear whether an
election to waive the qualified joint and survivor annuity
before the beginning of the applicable election period is
valid. This is not made clear by I.R.C. S 417(a)(1) (A) and
ERISA S 205(cf(l lA).

7. The bill should make clear that since the
qualified preretirement survivor annuity rules applied
before the generally applicable effective date of REA, a
plan may pass on the cost of the preretirement survivor
annuity coverage during the pre-effective-date period
automatically to all participants.

8. In many countries, the position of "notary
public" does not eist. The bill should provide that in the
case of a spousal consent executed outside of the United
States, the consent may be witnessed by the equivalent of a
notary public in the country where the consent is executed
(as well as by a plan representative).
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9. The bill should clarify that a plan may
require a preretirement survivor annuity to begin as of the
month next following the participant's death (or, if later,
as of the month in which the participant would have attained
the earliest retirement age under the plan).

i0. The bill should correct a technical error in
I.R.C. § 417(cl (1) (B) and ERISA § 205(e) (1) (B) by providing
that if the participant dies after the earliest retirement
date under the plan, the earliest period for which the
surviving spouse may receive d payment under the qualified
preretirement survivor annuity is the month following the
month of the participant's death.

]1. The bill should make clear that, in deter-
mining the 'ize of the payments under a qualified joint and
survivor anniity or a qualified preretirement survivor
annuity, a plan may presume that the spouse's age is iden--
tical to th3t of the employee and may place the burden on
the employee to prove otherwise.

12. The bill should amend REA § 303(e)(4)(A)(ii)
to provide that a plan will not be deemed to fail to give
notice before the Treasury fulfills its obligation to pro-
vide guidance on how to give nbtice under § 303(e)(4)(A)(i).

Qualified Domestic Relations Orders

(I.R.C. §4S 401 (a) (13), 414(p); ERISA § 206(d))

1. The bill should make clear that a plan is
bound by a qualified domestic relations order only if the
plan has been made a party to the litigation and the court
has jurisdiction over the plan.

2. The bill should "mend I.R.C. § 4 14 (p)(7)(C)
and ERISA § 206(d)(3)(H)(iii) to make clear that a plan
administrator may, in its uiscreion, refrain from paying
the segregated amounts until t'.e expiration of the 18-month
period, even if it is determined that the order is not a
qualified domestic relations order. This would confirm that
the plan administrator has the authority to suspend payment,
in its discretion, if it has reason to believe that the
order may be amended within the 18-month period to cure any
defect th3t originally prevented the order from qualifying.
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Cash-Outs

(I.R.C, § 411(a) (11) (A); ERISA S 203(e) (1))

1. The bill should clarify that the bar against
the immediate mandatory distribution of the present value of
a benefit that exceeds $3,500 does not apply to a defined
contribution plan.

2. The bill should clarify that the bar against
the immediate mandatory distribution of the present value of
a benefit that exceeds $3,500 applies only to lump sum
distributions and not to annuity or installment
distributions.

3. The bill should clarify that accumulated
deductible employee contributions are disregarded when
applying the $3,500 limit.

Notice of Forfeitability of Benefits

(I.R.C. S 6057; ERISA 5 105)

1. The bill should clarify whether the required
notice that benefits are forfeitable must be included in the
statement of total accrued benefits and nonforfeitable
accrued benefits furnished to plan participants who have not
separated from service. Cf. H.R. Rep. No. 655, 98th Cong.,
2d Sess. (Part 2) 3, 23 (1984); S. Rep. No. 575, supra, at
24-25.
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The Honorable Bob Packwood
Chairman
Committee on Finance
United States Senate
Washington, D.C. 20510

Re: June 5 Hearing on S. 814:
Participation of Full-Time Life
Insurance Salesmen in Cafeteria Plans

Dear Mr. Chairman:

This comment on S. 814, the Technical Corrections Act

of 1985, relates to the ability of full-time life insurance

salesmen ("FTLIS") to participate in cafeteria plans.

FTLIS are independent contractors who are affiliated with a

life insurance company and who primarily promote the life

insurance and annuity products of that insurer. Under the

Internal Revenue Code (the "Code"), FTLIS are treated as

common law employees of the insurer for purposes of a

number of statutory employee benefits, including many of

the nontaxable benefits that may be offered as part of a

cafeteria plan. Thus, the effect of FTLIS classification

is to permit these independent contractors to participate

in employee benefit programs that are otherwise limited
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to common law employees of the insurer. A life insurance

company may have up to several thousand FTLIS.

We respectfully request that S. 814 include a provision

to confirm that FTLIS may participate in a cafeteria plan

if their selection of benefits is limited to taxable bene-

fits and those nontaxable benefits for which they are

deemed employees by statute. This change will prevent the

anomalous result of a FTLIS who participates in a health

program from being denied continued coverage under that

same program merely because it is offered as part of a

cafeteria plan.

Many large life insurance companies would like to imple-

ment a cafeteria plan in the near future to restrain esca-

lating health costs. Because of considerations of equity,

employee relations, and administrative costs, these com-

panies want to treat FTLIS and common-law employees equally

for employee benefit purposes. However, the Deficit Reduc-

tion Act of 1984 ("DEFRA") has generally been viewed as con-

gressional ratification of the Treasury Department's pro-

posed regulations governing cafeteria plans. Those regu-

lations do not specifically refer to FTLIS, but cast doubt

on the ability of FTLIS to participate in cafeteria plans

to even the limited extent noted above. Moreover, at this
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point, it is highly unlikely that final regulations per-

taining to cafeteria plans will be forthcoming in the near

future.

This technical issue is thus of major concern to many

large life insurance companies. We therefore believe it

would be an appropriate technical correction to confirm that

FrLIS may continue to be treated as employees for certain

employee benefit purposes where those benefits are part of a

cafeteria plan.

D IS CUSS ION

1. BackgiK9:ud

A "full-time life insurance salesman" is defined by the

regulations as an individual who, among other things, sells

insurance or insurance products primarily for one insurance

company. Evcn though a FTLIS is not an "employee" of

his or her affiliated insurance company under common law,

section 7701(a)(20) of the Code provides that a FTLIS, as

defined in the Social Security tax rules, is deemed

l _See Treas. Reg. § 31.3l21(d)-l(d)(3)(ii).

**J Another important consequence of FTLIS status is that a
FTLIS is treated as an employee, rather than a self-
employed individual, for purposes of the Social Secu-
rity tax rules. See Code § 3121(d) (3) (B).
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to be an employee for purposes of certain benefits pro-

visions, and thus may participate in those benefit programs

along with common law employees of the insurer.

Among the benefits for which a FTLIS is treated as an

employee by section 7701(a) (20) are (1) group-tera life in-

surance, (2) accident and health plans, and (3) qualified

pension, etc., plans, including cash or deferred arrange-

ments. Thus, FTLIS are treated as employees for purposes

of all of the nontaxable benefits that may be offered under

a cafeteria plan except for group legal senrices (under sec-

tion 120) and dependent care assistance (under section

129). The failure to specifically include FTLIS under sec-

tions 120 and 129 does not appear to reflect any congres-

sional intent to restrict the participation of FTLIS in

benefit programs. Rather, it appears that, in adding new

forms of nontaxable benefits under sections 120 and 129,

Congress simply overlooked the need to make corresponding

amendments to section 7701(a)(20).

±1 Section 7701(a)(20) was last amended in 1964 in con-
nection with the enactment of the group term life in-
surance rules of section 79.
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Section 125 of the Code does not itself define the term

"employee" for purposes of the cafeteria plan rules, but

Q&A 4 of the proposed regulations does. The definition

provides, in pertinent part, that "[the term 'employees'

dces not, however, include self-employed individuals

described in section 401(c) of the Code." Although FTLIS

are self-employed individuals, they are also "statutory

employees" under section 7701(a) (20) of the Code. However,

the proposed regulations could be interpreted to imply that

FTLIS may not be treated as employees for purposes of

section 125 of the Code, and thus may not participate in a

cafeteria plan.

DEFRA generally is considered to have ratified these

proposed regulations governing cafeteria plans. It is im-

portant, therefore, that the technical corrections bill

remove any implication that DEFRA ratified a definition of

"employees" that precludes FTLIS from participating in a

cafeteria plan. We understand that many large life in-

surance companies are concerned over this issue.

2. It Should Be Confirmed That FTLIS May
Participate in a Cafeteria Plan If Their
Selection of Benefits Is Limited to Cash
and Those Benefits For Which They Are Already
Considered Employees Under Current Law

We request confirmation that FTLIS may participate in a

cafeteria plan if their selection of benefits is limited,
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by the terms of the plan, to taxable benefits and those non-

taxable benefits for which they are already considered em-

ployees of their affiliated insurance company. For ex-

ample, if a cafeteria plan maintained by an insurance com-

pany generally allows employees to choose among cash, group-

term life insurance, medical insurance, group legal ser-

vices, and dependent care, FTLIS should be permitted to

participate if they may select any of those benefits except

group legal services or dependent care.

In our view, such confirmation is consistent with sec-

tion 125 and its legislative history. While the legisla-

tive history of section 125 states that plan participation

is limited "to individuals who are employees," V the

statute itself does not define the term "employee." More-

over, the adoption of our recommendation would in no way

expand upon the benefits that an insurance company can pro-

vide to its FTLIS, or alter the tax treatment of those bene-

fits when provided to a FTLI. The confirmation would

simply clarify that the constructive receipt principle of

section 125 allows FTLIS to choose between taxable benefits

and those nontaxable benefits that FTLIS are currently per-

mitted to receive in the absence of a cafeteria plan.

V/ S. Rep. No. 1263, 95th Cong., 2d Sess. 75 (1978).
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We emphasize that the failure to confirm that FTLIS may

participate in cafeteria plans to the limited extent sug-

gested will impose needless additional benefit and adminis-

trative costs on insurance companies. For example, one

major reason why life insurance companies (like many other

employers) would consider implementing a cafeteria plan is

to mitigate the impact on employees of health care cost

saving measures (such as higher deductibles and copayments)

that are being considered in connection with an insured

health plan. If, however, a significant portion of its

work force currently participating in itr health plan

(i.e., several thousand FTLIS) are unable to participate in

the cafeteria plan, an insurer may be reluctant to imple-

ment its health care cost containment objectives with re-

spect to the ineligible group of FTLIS. In addition to

perpetuating higher benefit costs, another siqnificarnt

effect of maintaining separate benefit programs for FTLIS

and regular employees would be the administrative burdens

and costs associated with the operation of multiple plans

for different segments of its work force.

There is no apparent reason why FTLIS should be denied

the opportunity to select among the benefits for which they

are otherwise eligible according to their individual needs

and circumstances. Indeed, the recommended confirmation

would be consistent with a major objective of section 125
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-- to facilitate the more effective delivery of employee

benefits that are otherwise permitted under the Code and

provided by an employer.

For all of the foregoing reasons, we respectfully re-

quest that S. 814 include a provision to confirm that FTLIS

may parLicipate in a cafeteria plan of an insurance company

(with respect to which they have FTLIS status), but only if

FTLIS are eligible to select solely among taxable benefits

and the nontaxable benefits for which they are-considered

(under section 7701(a)(20)) employees of the insurance

company.

Following is a draft of sample statutory language that

could be used to confirm the treatment of FTLIS as we

suggest:

Section 7701(a)(20) is amended by inserting the

following language immediately after "employees' death

benefits,":

"for the purpose of applying the provisions of
section 125 with respect to cafeteria plans (but
only with respect to qualified benefits, as
defined in section 125(f), which are either
described in this paragraph or are subject to tax
under subtitle A)"
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You will note that the above language presupposes that

section 153(b) (1) of S. 814 will be enacted and will amend

Code section 125 such that cafeteria plans will be limited

to the provision of "qualified benefits."

Thank you for your consideration of this issue. if you

or your staff have any questions or comments, please feel

free to call either of the undersigned persons.

Very truly yours,

Louis T. Mazawey

Douglas W. Ell
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VIA COURIER

Ms. Betty Scott-Boom
Committee on Finance
United States Senate
Room SD-219
Dirksen Senate Office Build:ng
Washington, D C. 20510

Re: Proposed Amendment to Effective Date of
Internal Revenue Code Section 312(n)(8)
Contained in .Section 10.4(e)(3) ofS.. _814

Dear Ms. Scott-Boom:

This letter is submitted for the record of written

comments on S. 814, the Technical Corrections Act of 1985.

Section 61(a) of the Tax Reform Act of 1984 (the "1984

Act") made several changes to the rules governing the computation

of corporate earnings And profits as paragraphs (1) through (9) of

Section 312(n) of the Internal Revenue Code. The effective date

for Code Section 312(n)(8) was omitted from the 1984 Act. Section

104(e)(3) of S. 814 would cause the new statute (re-numbered as

Section 312(n)(7)) to apply to distributions after July 18, 1984.

Examination of the legislative history of this provision clearly

indicates, however, that Section 312(n)(8) should be effective only

for distributions in taxable years beginning after September 30,

50-278 0-86-17
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1984, and I am writing to urge that the Technical Corrections Act

be amended to state that effective date.

Code Section 312(n)(8) reverses the rule of Jarvis v.

Commissioner, 43 B.T.A. 439 (1949), acq. Rev. Rul. 79-376, 1979-2

C.B. 133. Under Jarvis and Rev. Rul. 79-376, when a corporation

redeemed a portion of its stock, the concomitant earnings and

profits reduction was computed as the excess of the amount of the

redemption over the portion of Lhe corporation's historic (cost

basis) capita. account allocable to the redeemed shares. Under the

new rule of Section 312(n)(8), the reduction in earnings and

profits is proportional to the percentage of stock redeemed,

generally resulting in a much smaller reduction of earnings and

profits.

All of the 1984 Act's changes to the computation of

corporate earnings and profits originated in Section 47 of the

Senate bill, S. 2062. As proposed in Section 47(a)(1), the

provisions in Code Section 312(n) were to be effective generally

for "amounts paid or incurred in, or distributions or redemptions

occurring in" taxable years beginning after the date of enactment.

Specific exceptions to this general effective date covered new Code

Sections 312(n)(4) (distributions of appreciated property),

312(n)(5) (LIFO adjustments), 312(n)(6) installmentt sales), and

312(n)(7) (completed contract method of accounting). Under this

formulation, the restrictive provisions of Code Section 312(n)(8)
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would not become effective until the taxpayer's first taxable year

beginning after the date of enactment of the 1984 Act.

As finally adopted in Section 61 of the Conference

report, the effective dates of the provisions contained in Code

Section 312(n) were generally delayed until taxable years beginning

after September 30, 1984. In form, the Conference report did not

express Section 312(n)'s effective dates as a general rule with

exr-eptions, as the Senate bill had, but instead expressed each

effective date as a discrete provision matched with one or more

paragraphs of Section 312(n). In the process of revising the

structure of the effective date provisions, however, Section

312(n)(8) was overlooked. The Staff of the Joint Committee on

Taxation, in the General Explanation of the Revenue Provisions of

the Deficit Reduction Act of 1984 (1984) ("General Excplanation"),

then took the position that Code Section 312(n)(8) is effective for

distributions after July 18, 1984, the date of enactment of the

1984 Act (General Explanat~on, p. 181), and Section 104(e)(3) of

the Technical Corrections Act now would confirm that effective

date.

The effect of this change, however, is to unfairly burden

taxpayers who reasonably relied upon the effective date contained

in the Senate bill, since there was no reasonable notice of a

different effective date in the Conference report. The Senate

Finance Committee Report, S. Prt. No. 98-169, 98th Cong., 2d Seas.

202 (1984), in complete consonance with Section 47 of the Senate
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bill, stated that Code Section 312(n)(8) would be effective for

"distributions in taxable years beginning after the date [of)

enactment." The Conference Report, H.R. Rep. No. 98-861, 98th

Cong., 2d Sess. 840 (1984), states that "It~he conference agreement

is generally the same as the Senate amendment" regarding the

provisions of Section 312(n)(8) and mentions no change in effective

date, although other clarifications are discussed in detail.

In this context, I submit that it must be presumed that

it was mere drafting error that caused the omission from the 1984

Act of a provision making Section 312(n)(8) of the Code effective

for taxable years beginning after September 30, 1984. In a sense,

this is an issue that goes to the basic faith kept between the

Congressional tax committees and taxpayers generally. For

taxpayers to be able to plan-transactions with some modicum of

certainty, they need to be assured that the effective date of a

proposed new restriction, once announced, won't be made earlier, at

least not without fair notice and a compelling reason to do so. In

the case of the effective date of Code Section 312(n)(8), there was

neither notice of an intended change, nor does any compelling

reason suggest itself for distinguishing subsection (8) from the

other subsections of Section 312(n) by cutting back on its

effective date.

In consequence, I strongly urge that Section 104(e)(3) of

S. 814 be amended to provide that present Code Section 312(n)(8)

(to become Section 312(n)(7) after redesignaticn by S. 814) applies
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only to distributions occurring after September 30, 1984, in

taxable years beginning after that date.

I appreciate your thoughtful consideration of this

matter; please contact me if additional discussion of any of the

points raised above would be helpful.

Very truly yours,

Glenn A. Smith
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June 11, 1985 '.. o41. 4'..

Ms. Betty Scott-Boom
Committee on Finance
United States Senate
Room SD-219
Dirksen Senate Office Building
Washington, D.C. 20510

Re: Proposed Amendment to Section 555 of 1984 Tax Reform
Act (Relating to Incentive Stock Options) Contained
in Section 155 of S. 814

Dear Ms. Scott-Boom:

This letter is submitted for the record of written

comments on S. 814, the Technical Corrections Act of 1985.

Section 555 of the Tax Reform Act of 1984 (the "1984

Act") changed the method of determining the fair market value of

stock subject to an incentive stock option ("ISO") for purposes

both of determining the exercise price of the ISO and of measuring

the amount of the tax preference item (under Section 57(a)(lO) of

the Internal Revenue Code) when the ISO is exercised. The

effective date provisions for these amendments are the subject of

Section 155 of S. 814, the technical Corrections Act of 1985, which

would retroactively cause the tax preference provisions to apply to

options which ISO holders could have reasonably believed to be

"grandfathered" by the 1984 Act. I am writing to urge that this

change not be made, or, if made, that it allow holders of these
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ISOs some margin of time to exercise their options under the old

rules. %%

Section 422A(c)(10) of the Code was added by the 1984 Act

to provide that the fair market value of a share of ISO stock shall

be determined without regard to any restrictions other than those

that by their terms will never lapse ("non-lapse" restrictions).

Section 57(a)(10) was amended by the 1984 Act to provide that for

the purposes of the alternative minimum ta;x, the fair market value

of a share of ISO stock on exercise of the underlying option is

determined without regard to any restrictions other than non-lapse

restrictions. In addition, Section 425(h)(3) of the Code was

amended by the 1984 Act to provide that the modification of an

option to make it non-transferable creates a new option.

The above three changes to the ISO rules are contained

in, respectively, Sections 555(a)(1), 555(a)(2), and 55S(b) of the

1984 Act, as follows:

(a) DETERMINATION OF FAIR MARKET VALUE --

(1) IN GENERAL -- Subsection (c) of section 422A
(relating to special rules) is amended by adding at the
end thereof of (sic] the following new paragraph:

"(lO) FAIR MARKET VALUE. -- For purposes of this
section, the fair market value of stock shall be
determined without regard to any restriction other than a
restriction which, by its terms, will never lapse.".

(2) INCENTIVE STOCK OPTIoN AS AN ITEM OF TAX PREFERENCE
-- Paragraph (10) of section 57(a) (relating to items of
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tax preference) is amended by adding at the end thereof
the following new sentence: "For purposes of this
paragraph, the fair market value of a share of stock
shall be determined without regard to any restriction
other than a restriction which, by its terms, will never
lapse."

The effective date provision covering subsection (2)

above, and thus governing the new method of determining fair market

value both under the ISO rules themselves and under the tax

preference rules, is set forth in Section 555(c)(1) of the 1984

Act, which unequivocally makes the new two provisions of subsection

(a) inapplicable to options granted on or before March 20, 1984:

(c) EFFECTIVE DATES. --

(1) FAIR MARKET VALUE. -- The amendment made by
subsection (a) shall apply to options granted after March
20, 1984, except that such subsection shall not apply to
any incentive stock option granted before September 20,
1984, pursuant to a plan adopted or corporate action
taken by the board of directors of the grantor
corpotation before May 15, 1984.

As described below, Section 155 of the Technical

Corrections Act would change this effective date as to the

measurement of the ISO tax preference item to "grandfather" ISOs

granted bef':re March 20, 1984. only if they were exercised before

January 1. 1985.
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The reason that a change is now sought in this effective

date provision is apparently contained in Section 555(c)(2) and

(c)(3) of the 1984 Act, which provide as follows:

(2) ITEMS OF TAX PREFERENCE. -- The amendment made
by subsection (b) shall apply to options exercised after
March 20, 1984. In the case of an option issued after
March 20, 1984, pursuant to a plan adopted or corporate
action taken by the board of directors of the grantor
corporation before May 15, 1984, the preceding sentence
shall be applied by substituting "December 31, 1984" for
"March 20, 1984."

(3) MODIFICATIONS. - The amendment made by
subsection (c) shall apply with respect to modifications
of options after March 20, 1984.

These two effective date provisions clearly present some

difficulties of interpretation. By its terms, subparagraph (3)

applies to the effective date provisions themselves, in subsection

(c), even though the caption suggests that it was intended to apply

to the modification provisions of subsection (b). Subparagraph (2)

by its terms applies to the modification provisions of subsection

(b) and also states a rule which is both convoluted and, when

deciphered, unfair, in that it treats options granted after the new

rules had been announced more favorably than those which were

already in place.

Section 155 of the Technical Corrections Act would

attempt to resolve these difficulties by (1) changing the effective

date in Section 555(c)(1) of the 1984 Act to apply only to the ISO

pricing provisions set forth in Section 555(a)(1) of the 1984 Act,
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(2) changing the effective date provisionE of Section 555(c)(2) of

the 1984 Act to covet the tax preference rule contained in Section

555(a)(2) of the 1984 Act, and (3) changing the effective date

provision in Section 555(a)(3) of the 1984 Act to apply to the

modification rule in Section 555(b) of the 1984 Act. As to the tax

preference provisions, the Joint Committee on Taxation's

"Description of the Technical Corrections Act of 1985" (H.R. 1800

and S. 814) (JCS-7-85), Apr. 14, 1985, at p. 110, states that the

change merely "clarifies" the 1984 Act.

For several reasons, the change that would be made in the

effective date of the new tax preference rules is markedly unfair

to taxpayers holding options granted on or before March 20, 1984.

First, as a matter of substantive law, taxpayers have

been entitled to rely upon the clear and unambiguous language of

Section 555(c)(1) of the 1984 Act, which "grandfathered" options

granted on or before March 20, 1984 for both ISO and tax preference

purposes. The Joint Comittee Staff explanation that the proposed

technical amendment merely "clarifies" the 1984 Act must be based

principally upon the subheading of Section 555(c)(2) of the Act.

However, the heading of Section 555(c)(1), "Fair Market Value"

unambiguously refers to both the ISO rule change in Section

555(a)(1) and the tax preference change in Section 555(a)(2), both

of which announce new rules for determining fair market value in
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those contexts, and it is an established rule of statutory

construction in any event that although section and paragraph

headings can be used to glean the intent of ambiguous provisions,

they cannot be used to limit or negate plain meaning. Farr v.

Commissioner, 33 B.T.A. 557, 564 (1935). Since Section 555(c)(1)

is unambiguous on its face, under this rule any ambiguity arguably

contained in Section 555(c)(2) would have no effect on it.

Second, the reasonableness of a taxpayer relying on this

rule of construction is demonstrated by the fact that both of the

major tax publishing houses, Prentice-Hall, Inc., and Commerce

Clearing House, Inc., state in the booklets that each released as

to the 1984 Act and in theiL current federal tax services, that the

tax preference changes do not apply to options granted on or before

March 20, 1984. Commerce Clearing Hoube, Inc., Tax Reform Act of

_984 Law and ControllinA CommitteeReports, p. 123 (1984);

Prentice-Hall, Inc., A Complete Guide to the Tax Reform Act of

1984, p. 705 (1984); Commerce Clearing House, Inc., Standard

Federal Tax Reporter, Internal Revenue Code Vol. I, p. 4019-4

(1985); Prentice-Hall, Inc., P-H Federal Taxes 1985, Vol. 2, p.

6086 (1985). Copies of the foregoing pages, with the cited

language marked, are attached hereto for ease of reference. It is

thus clear that taxpayers' reliance upon the clear language of

Section 555(c)(1) of the 1984 Act has been reasonable.
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Third, before publication of the Joint Committee's

General Explanation of the Deficit Reduction Act of 1985 on

December 31, 1984, there was no clear expression of Congressional

intent contrary to the plain language of Section 555(c)(1). Both

the Senate Finance Committee Report, S.Prt. No. 98-169, 98th Cong.,

2d Cess. 767 (1984) and the Conference Report, H.R. Rep. No. 98-

861, 98th Cong., 2d Sess. 1176 (1984), state only that the ISO

amendments are to be effe:tive for optionss granted, exercise, or

modified (as the case may be) after March 20, 1984."

Next, as a common-sense matter, a taxpayer reading

Section 555(c)(1) and 555(c)(2) together would probably conclude,

parLicularly in light of the rule of statutory construction

described above, that the principal drafting error was that Section

555(c)(2) was not dropped from the 1984 Act altogether. From the

subsection references in Section 555(c), it seems a fair inference

that at some point in the initial drafting process (most likely

before the first appearance of these provisions in Section 827 of

S. 2062), Section 555 was divided into four subsections, (a)

through (d), subsection (a) stating the amendment that finally

appeared in Section 555(a)(1) and subsection (b) containing the tax

preference amendment. It is also a fair inference, however, that

the intent of the draftsman was thLn to combine the two fair market

value rules, which in terms of subject matter belong together, into

a single subsection subject to a single effective date. This
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conclusion may also explain the garbled nature of Section

555(c)(2), on the ground that not much attention was paid to it

since it was to be deleted in any event.

Finally, the amendment proposed by Section 155 of S. 814

appears inappropriate and unfair as it applies to the ISO tax

preference provisions, in that it would again treat holders of

options granted af ter the March 20, 1984 threshold date more

favorably than taxpayers holding ISOs granted on or before that

date. taxpayers with qualifying post-March 20, 1984 ISOs at least

had the benefit of knowing that there was a definite cut-off date

-- December 31, 1984 -- by which they had to exercise or become

subject to the new tax preference rules. Holders of pre-March 20,

1984 ISOs, however, had no definite warning of a cut-off date until

the publication of the Joint Committee's General Explanation on

December 31, 1984, followed by the introduction of H.R. 1800 and S.

814, which informed such taxpayers that (a) there is such a cut-off

date and (b) that it has already passed.

For all of the reasons summarized above, I submit that

fairness to taxpayers holding ISOs granted before March 20, 1984,

dictates that they sheu'1id receive a definite advance warning that

they have only a limited period in %hich to exercise those options

without becoming subject to the new I0 rules. At a minimum, I

would propose that these taxpayers therefore be allowed some
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reasonable time -- e.gR, three to six months -- after enactment of

the Technical Correction Act to make these exercises.

I appreciate your thoughtful consideration of this

matter. Please contact me if additional discussion of any of the

points raised above would be helpful.

Very truly yours,

. Smith
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HOUIOJSTON NATURAL
GAS CORPORATION
P 0 so. 1188
HOuSton, Texas 77001
(013) 654 6955

ROBERT J HERMANN
V,ce Pres,cent

May 28, 1985 corporale Ta.es

Mr. William M. Diefenderfer
Chief of Staff
Senate Finance Committee
United States Senate
219 Dirksen Office Building
Washington DC 20510

Dear Mr. Diefenderfer:

This is a written statement for the printed record in
support of Section 175(c) of The Technical Corrections Act
of 1985 (S. 814) concerning the treatment of sales within
an affiliated group for purposes of Section 29 of the
Internal Revenue Code of 1954 ("Code").

Section 29 of the Code (Section 44D before the Tax Reform
Act of 1984) was enacted to encourage the production of
natural gas from unconventional sources. It did so by
providing a credit for production which in effect provided
protection against significant decreases in the price of
uncontrolled domestic oil, with which alternative fuels
frequently compete. Thus, Congress provided an incentive
in the nature of a credit to produce such natural gas.
Furthermore, the credit provided producers with the choice
between production incentive of the credit or an incentive
price for such gas under Section 107 of the Natural Gas
Policy Act.

In order to be sure the credit was only available for
actual sales and to avoid transfers without substance among
related parties ("churning") just to generate a credit,
Congress inserted a "related party" rule. Unfortunately,
the "related party" rule couid be interpreted to prohibit
the credit in cases where the gas is sold by a company's
production subsidiary to its pipeline subsidiary which then
resells the gas to an unrelated party. Not only would this
deprive natural gas pipelines with production affiliates of
the tax credit, but also create the anomalous possibility
of a producer getting neither the incentive price nor the
credit for unconventional gas. Both of these would be
contrary to Congressional intent.
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The technical revision included in Section 175(c) of the
bill corrects this by allowing the credit so long as a
corporation within an affiliated group sells the qualified
fuels to an unrelated person. Since the credit is only
available for the "first sale" and there must be an actual
sale to an unrelated party, there is no violation of the
purpose for the related party rule.

Therefore, on behalf of Houston Natural Gas Corporation,
Houston, Texas, this letter is in support of the inclusion
of the language of Section 175(c) in S. 814.

Sincerely,

/..,. J. Hermann
Robert J. tiermann

RJH/ceb
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INDIANA MUNICIPAL POWER AGENCY
592n CASTLE WAY WEST DRIVE SUITE I I

PO BOX 50700
INDIANAPCL;S INDIANA 46250

131 7) 139 3242

iL No

May 28, 1985

Members of the Ways and Means
Committee of the United States
House of Representatives,

Members of the Finance Committee
of the United States Senate and

Members of the Indiana Congressional
Delegation

(Lists Attached)

Re: Comments on Certain Provisions of the Technical

Corrections Act of 1985 - H.R. 1800 - S. 814

Ladies and Gentlemen:

We welcome this opportunity to comment on the provisions
of the Technical Corrections Act of 1985 ("Act") that amend
Section 103(o) of the Internal Revenue Code of 1954, as amended
("Code") and the staff explanation accompanying that provision.
As provided for in Press Release #10 of April 22, 1985 and the
Senate Finance Committee Release of May 8, 1985, we would ask
that our comments be included in the record of the Ways and
Means Committee and the Finance Committee, respectively. We
request that the proposed amendment to Section 103(o) be
rejected but that Section (o) be amended to make clear that
its provisions do not adversely impact upon the issuance of
tax exempt obligations to finance municipal ownership of electric
power generation and transmission as now permitted by Section
103(a) of the Code.

When Congress adopted the Tax Reform Act of 1984, it was
our understanding that Congress intended to limit the use of
bond proceeds for the purpose of making loans to consumers and
that Congress expressed this intent by enacting Section 103(o).
Unfortunately, the precise language of that section can be
read more broadly to include any arrangement between an issuer
of bonds and a person that is not an exempt person within the
meaning of Section 103(b) (3) of the Code ("non-exempt persons"),
if that arrangement can be construed as an indirect loan of
bond proceeds.

We point out that, despite our confidence that provisions
of Section 103(o) were intended to reach only true consumer

IMPA - UTILITIES WORKING TOGETHER TO PROVIDE ENERGY FOR TOMORROW
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loans, the actual language of those provisions has been inter-
preted by many attorneys serving public power agencies to
apply to many power transactions because of the literal
language of the statute. Obviously, this situation has a
chilling effect on the ability of public power suppliers to
consummate transactions, especially because the concept of an
indirect loan is not adequately set forth in the statute and
has not been elucidated in Treasury Regulations ("Regulations").
We also point out that the Department of the Treasury
("Treasury") and staff must have recognized that many observers
feel that it was Congressional intent to affect only true con-
sumer loans. Otherwise there would have been no need for
Congress to change the language in Section 103(o) to restrict
"private loan bonds" nor would there have been a necessity for
staff commentary accompanying the Act that indicates a clear
intent to reach transactions beyond true consumer loans.

Due to the lack of clarity in the law and questions about
Congressional intent, many issuers of municipal bonds requested
the Treasury to implement Regulations explaining that section
so that municipal issuers could have some assurance that arrange-
ments with non-exempt persons who were not consumers were not
covered by the Act and have some idea what the Treasury would
consider an indirect loan. Proposed regulations have not been
forthcoming. Instead, the Act makes clear that all private
loans, including all loans to non-exempt persons other than
consumers, involving more than a significant portion of the
proceeds of a particular bond issue will not bear interest that
is tax exempt under Section 103(a) of the Code. Earlier staff
commentary on Section 103(o) indicates that any amount in
excess of 5% constitutes a significant portion. In addition,
the proposed amendment to Section 103(o) does not clarify the
question of what constitutes an indirect loan and, therefore,
leaves issuers of tax exempt bonds in a position of uncertainty
and waiting for the promulgation of Regulations to explicate
those provisions, assuming any such Regulations will ever be
forthcoming.

Our view is that Congress should indeed amend Section 103(o)
to clarify their intent that its provisions apply only to bond
proceeds that are actually loaned to consumers rather than to
other non-exempt persons. We are persuaded that this was
Congressional intent in first enacting the statute and that
this intent should not be undermined in the guise of "technical
corrections" to the Code.

The Indiana Municipal Power Agency ("IMPA") is a political
subdivision of the State of Indiana that provides power and
energy to its 25 municipal members. These members are munici-
palities with a population of 250,000 and utilities that
currently provide services to approximately 130,000 retail
customers. These municipalities have been providing services
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to customers for decades and, in some instances, since the 19th
century. These municipalities and agencies like IMPA have been
able to serve the public purpose of providing electricity to
consumers by financing facilities for the generation and trans-
mission of electricity through the issuance of tax exempt bonds.
The Indiana Supreme Court has long recognized the public pur-
pose served by this provision of electrical service.

IMPA was formed to allow the member municipalities to
collectively negotiate for the purchase of power with other
utilities and to collectively purchase generation and trans-
mission facilities to provide those members with the economies
of scale in the electric utility industry that have long been
enjoyed by investor-owned utilities as opposed to each small
municipal utility operating its own, relatively inefficient
system.

Under the current provisions of the Code and the Regulations
promulgated under Section 103(b), IMPA may issue its bonds for
generation or transmission and distribution facilities and enter
into arrangements with non-exempt persons as a co-owner of those
facilities. The contractual arrangements between IMPA and a
non-exempt person typically allow IMPA to provide for expected
growth in generation needs of its members by investing more now
to achieve the necessary power supply facilities in the future.
For example, if IMPA feels that it will need a certain amount
of power in 1995, it might purchase facilities that would pro-
vide more than enough power for its members in 1986 but would
provide, on an estimated basis, adequate power in 1995. This
type of planning is traditional and necessary in the electric
utility industry because of the long lead time required to
build facilities to serve future needs. The current provisions
of the Code and those Regulations recognize the advisability of
allowing IMPA to sell back power from the facility until IMPA
and its members need that power, assuming the other require-
ments of the Regulations are met, to non-exempt persons. See
Regulation 1.103-7(b)(5) (attached). As long as IMPA does not
sell more than 25% of the power from the facility over an
average term set forth in those Regulations, the bonds are not
industrial development bonds and are, therefore, eligible for
the tax exempti(.n provided under the current provisions of
Section 103(a) of the Code. However, if such a sell back
arrangement is construed to be a direct or indirect loan of 5%
or more of the bond proceeds, the tax exemption would be lost
under Section 103(o).

Another potential example of a situation where IMPA's
inability to serve the public purpose for which it was created
because of the denial of the tax exemption provided by
Section 103(a) if the new Section 103(o) is adopted, or if the
existing provisions are interpreted to include non-consumer
loans, occurs when IMPA desires to purchase transmission or
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distribution facilities in co-ownership with a non-exempt
person. Even where IMPA structures its contract for ownership
of those facilities so that IMPA's ownership interest is
designed to match its use of the entire transmission system
precisely, there are necessarily some payments for services
rendered for transmission facilities between the co-owners as
transmission fluctuates. Of course, given variations in
electric power loads due to weather conditions, among other
things, the use of transmission facilities that are co-owned
by more than one utility always fluctuates. There is a possi-
bility that IMPA's facilities might be used over a period of
time because of those fluctuations by an investor-owned
utility, a non-exempt person, and that the Internal Revenue
Service would argue that the payment arrangements for such use
constitute an "indirect loan" of the bond proceeds used to
finance IMPA's facilities if, for that period of time, the
non-exempt person's use of IMPA's facilities consisted of 5%
or more of those facilities. Obviously, IMPA currently has
little guidance on whether these contractual arrangements would
be viewed as an indirect loan by the Internal Revenue Service.

The bottom line is that public power accounts for a sig-
nificant amount of electrical power generated and delivered to
consumers throughout the United States and that local govern-
ments have traditionally supplied these services to benefit
their citizens and residents. The main financing tool used by
these providers is municipal bond issues that bear interest
that is tax exempt under Section 103(a) of the Code. To main-
tain the exemption for the types of bonds issued to provide
generation and transmission facilities, we would urge that
Section 103(o) not be amended in the form proposed and that
the definition of consumer loan bond be amended to read:

The term "consumer loan bond" means any obli-
gation which is issued as part of an issue all or
a significant portion of the proceeds of which are
reasonably expected to be used directly or indirectly
to make or finance loans (other than loans described
in subparagraph (c)) to persons who are consumers
(within the meaning of paragraph (D)).

As a corollary, we would suggest that "consumers" be defined in
a new paragraph (D) under Section 103(o) and that such definition
accurately reflect the intent of Congress to only affect con-
sumers. For your information, we enclose herewith a definition
from the Uniform Commercial Credit Code.

An alternative approach that would protect public power
issuers would be to insert a subparagraph (iii) in Section
103(o) (C) that reads:

(iii) consists of a financial arrangement
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between an exempt person and persons who are not
exempt persons (within the meaning of subsection
(b) (3)) pursuant to which the exempt person or
persons and the person or persons who are not exempt
have ownership interests in facilities for the pro-
vision of utility services or pursuant to which any
payments made by the person or persons who are not
exempt have been approved by, or are effective
through filing with, any federal or state body with
the authority to regulate rates or tariffs.

Of course, if this change were incorporated, the word "or"
after subparagraph (i) would have to be deleted and a ", or"
would have to replace the period after subparagraph (ii).

A third potential solution would be to clarify the phrase
"directly or indirectly to make or finance loans" within
Section 103(o). Congress could provide a safe harbor so that
public power agencies would at least be able to structure their
financings with some degree of certainty. Again, while it
could be said that Regulations could be adopted to clarify
these provisions, such Regulations have not been forthcoming
within a period of almost a year. We would suggest that the
concept in the staff explanation of Section 103(o) that was
presented after the adoption of the Tax Reform Act of 1984 could
be included within this definition of a loan or indirect loan.
In essence, those comments indicated that the language of
Section 103(o) should be construed to incorporate transactions
that were loans in substance if not in form. There are various
tests that the Internal Revenue Service has developed to focus
on that issue and incorporation of one of those tests could
provide such a safe harbor.

If the third alternative is selected, we would suggest
that any safe harbor provisions contain specific language,
similar to that suggested above for a new (C) (iii), applicable
to municipal utilities and public power agencies, that recog-
nize the proposition that no arrangement between a utility that
issues municipal bonds and a customer of that utility shall be
considered a consumer loan or private loan if payments by the
non-exempt persons are pursuant to rates or tariffs filed with
or approved by state or federal bodies charged with regulating
those rates or tariffs by law.

The suggestions for changes to Section 103(o) outlined
above would also protect municipal utilities, including IMPA
members, across the country from the threat of having their
bond issues rendered taxable because of the consumer loan bond
provisions. Municipal utility issuers often have substantial
commercial or industrial usage of the services they provide
from facilities that were financed with tax exempt bonds. The
current Regulations promulgated under Section 103(b) of the
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Code allow those issuers to provide those services to resi-
dential, commercial and industrial users without becoming
industrial development bonds and, therefore, in most circum-
stances, taxable, so long as the facilities financed by the
issuance of bonds are available for general public use. Under
certain circumstances, the current Section 103(o), or the pro-
posed amendments, can inhibit an issuer from providing new
facilities because of the concern that its sale of services to
a non-exempt person will be construed as an indirect loan.

These concerns apply not only to municipal electric utili-
ties, but to municipal sewage, water and gas utilities as well.
There are hundreds of such utilities in the State of Indiana
that have traditionally served municipal customers. These
utilities range in size from utilities serving less than 100
customers to utilities serving hundreds of thousands of
customers. -

We would be happy to answer any questions you might have
about these comments or the provisions of Section 103(o) as
they apply to public power agencies and municipal electric
utilities. Please do not hesitate to call me at 317/849-3242,
if you have any such questions or comments. Any technical legal
questions should be addressed to our bond counsel, Thomas K. Downs
of Ice Miller Donadio & Ryan, at 317/236-2339, or our general
counsel, James R. McClarnon of Smith Morgan & Ryan, at
317/636-5401. Kindest regards.

Sincerely,

Jesse C. Tilton III
General Manager,
Indiana Municipal Power Agency

JCT/scd

Attachments
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being used in the trade or business of a nonexempt person in situations involv-
ing other arrangements, whether in a single transaction or in a series of
transactions, whereby a nonexempt person uses property acquired with the
proceeds of a bond issue in its trade or business.

(iii) The use of more than 25 percent of the proceeds of an issue
of obligations in the trades or businesses of nonexempt persons will constitute
the use of a major portion of such proceeds in such manner. In the case of the
direct or indirect use of the proceeds of an issue of obligations or the direct
or indirect use of a facility constructed, reconstructed, or acquired with such
proceeds, the use by all nonexempt persons in their trades or businesses must
be aggregated to determine whether the trade or business test is satisfied. If
more than 25 percent of the proceeds of a bond issue is used in the trades or
businesses of nonexempt persons, the trade or business test is satisfied. For
special rules with respect to the acquisition of the output of facilities, see
subparagraph (5) of this paragraph.

(4) Security interest test. The security interest test relates to the
nature of the security for, and the source of, the payment of either the principal
or interest on a bond issue. The nature of the security for, and the source of,
the payment may be determined from the terms of the bond indenture or on the
basis of an underlying arrangement. An underlying arrangement to provide
security for, or the source of, the payment of the principal or interest on an
obligation may result from separate agreements between the parties or may be
determined on the basis of all the facts and circumstances surrounding the
issuance of the bonds. The property which is the security for, or the source of,
the payment of either the principal or interest on a debt obligation need not be
property acquired with bond proceeds. The security interest test is satisfied
if, for example, a debt obligation is secured by unimproved land or investment
securities used, directly or indirectly, in any trade or business carried on by
any private business user. A pledge of the full faith and credit of a State or
local governmental unit will not prevent a debt obligation from otherwise
satisfying the security interest test. For example, if the payment of either the
principai or interest on a bond issue is secured by both a pledge of the full
aith and credit of a State or local governmental unit and any interest in prop-

erty used or to be used in a trade or business, the bond issue satisfies the secu-
rity interest test. For rules with respect to the acquisition of the output of
facilities, see subparagraph (5) of this paragraph.

(5) Trade or business test and security interest test with respect to cer-
tain output contracts. (i) The use by one or more nonexempt persons of a
major portion of the subparagraph (5) output of facilities such as electric
energy, gas, or water facilities constructed, reconstructed, or acquired with
the proceeds of an issue satisfies the trade or business test and the security
interest test if such use has the effect of transferring to nonexempt persons
the benefits of ownership of such facilities, and the burdens of paying the
debt service on governmental obligations used directly or indirectly to finance
such facilities, so as to constitute the indirect use by them of a major portion
of such proceeds. Such benefits and burdens are transferred and a major
portion of the proceeds of an issue is used indirectly by the users of the sub-

981 Beg. § 1.103-7 @ 1984, CommerceClearing HMe, Inc.



532

GOVERNMENTAL OBLIGATIONS-41 03 1 4, 2 3 7

->Caution: Reg. § 1.103-7 does not reflect amendments made to Code
Sec. 103 by P. L. 94-455 (Tax Reform Act of 1976), P. L.

97-248 (TEFRA), and P. L. 98-369 (Tax Reform
Act of 1984). See 1 947.01 et seq. <-

paragraph (5) output of such a facility which is owned and operated by an
exempt person where--

(a) (1) One nonexempt person agrees pursuant to a contract
to take, or to take or pay for, a major portion (more than 25 percent) of the
subparagraph (5) output (within the meaning of subdivision (ii) of this sub-
paragraph) of such a facility (whether or not conditional upon the production
of such output) or (2) two or more nonexempt persons, each of which pays
annually a guaranteed minimum payment exceeding 3 percent of the average
annual debt service with respect to the obligations in question, agree, pursuant
to contracts, to take, or to take or pay for, a major portion (niore than 25
percent) of the subparagraph (5) output of such a facility (whether or not
conditioned upon the production of such output), and

(b) Payment made or to be made with respect to such con-
tract or contracts by such nonexempt person or persons exceeds a major part
(more than 25 percent) of the total debt service with respect to such issue of
obligations.

(ii) For purposes of this subparagraph-
(a) Where a cont -"ct described in subdivision (i) of this

subparagraph may be extended by the issuer of obligations described therein,
the term of the contract shall be considered to include the period for which
such contract may be so extended.

(b) The subparagraph (5) output of a facility shall be deter-
mined by multiplying the number of units produced or to be produced by the
facility in one year by the number of years in the contract term of the issue
of obligations issued to provide such facility. The number of units produced
or to be produced by a facility in one year shall be determined by reference
to its nameplate capacity (or where there is. no nameplate capacity, its
maximum capacity) without any reduction for reserves or other unutilized
capacity. The contract term of an issue begins on the date the outplit of a
facility is first taken, pursuant to a take or a take or pay contract, by a non-
exempt person and ends on the latest maturity date of any obligation of the
issue (determined without regard to any optional redemption dates). If,
however, on or before the date of issue of a prior issue of governmental obli-
gations issued to provide a facility, the issuer makes a commitment in the
bond indenture or related document to refinance such prior issue with one or
more subsequent issues of governmental obligations, then the contract term of
the issue shall be determined with regard to the latest redemption date of any
obligation of the last such refinancing issue with respect to such facility
(determined without regard to any optional redemption dates). Where it
appears that the term of an issue (or the terms of 2 or more issues) is extended
for purposes of extending the contract term of an issue and thereby increasing
the subparagraph (5) output of the facility provided by such issue, the sub-
paragraph (5) output of such facility shall be determined by the Commissioner
without regard to the provisions of this subdivision (b).

(c) The total debt service with respect to an issue of obli-
gations shall be the total dollar amount (excluding any penalties) payable
with respect to such issue over its entire term. The entire term of an issue
begins on its date of issue and ends on the latest maturity date of any obli-
gation of the issue (determined without regard to any optional redemption
851 CCH-Standard Federal Tax Reports Reg. § 1.103-7 981
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dates). If, however, on or before the date of issue of a prior issue of govern-
mental obligations the issuer makes a commitment in the bond indenture or
related document to refinance such prior issue with one or more subsequent
issues of governmental obligations, the entire term of the issue shall be deter-
mined with regard to the latest redemption date of any obligation of the last
such refinancing issue (determined without regard to any optional redemption
dates).

(d) Two or more nonexempt persons who are related per-
sons (within the meaning of section 103(c)(6)(C)) shall be treated as one
nonexempt person.

(c) Examples. The application of the rules contained in section 103(c) (2)
and (3) and paragraph (b) of this section are illustrated by the following
examples:

Example (1). State A and corporation X enter into an arrangement
under which A is to provide a factory which X will lease for 20 years. The
arrangement provides (1) that. A will issue $10 million of bonds, (2) that the
proceeds of the bond issue will be used to purchase land and to construct and
equip a factory in accordance with X's specifications, (3) that X will rent the
facility (land, factory, and equipment) for 20 years at an annual rental equal
to the amount necessary to amc.-tize the principal and pay the interest on the
outstanding bonds, and (4) that such payments b X and the facility itself
will be the security for the bonds. The bonds are industrial development bonds
since they are part of an issue of obligations (1) all of the proceeds of which
axe to be used (by purchasing land and constructing and equipping the factory)
in a trade or business by a nonexempt person, and (2) the payment of the
principal and interest on which is secured by the facility and payments to be
made with respect thereto.

Example (2). The facts are the same as in example (1) except that
(1) X will purchase the facility, and (2) annual payments equal to the amount
necessary to amortize the principal and pay the interest on the outstanding
bonds will be made by X. The bonds are industrial development bonds for
the reasons set forth in example (1).

Example (3). State B and corporation X enter into an arrangement
under which B is to loan $10 million to X. The arrangement provides (1) that
B will issue $10 million of bonds, (2) that the proceeds of the bond iisue will
be loaned to X to provide additional working capital and to finance the acqui-
sition of certain new machinery, (3) that X will repay the loan in annual
installments equal to the amount necessary to amortize the principal and pay
the interest on the outstanding bonds, and (4) that the payments on the loan
and the machinery will be the security for only the payment of the principal
on the bonds. The bonds are industrial development bonds since they are
part of an issue of obligations (1) all of the proceeds of which are to be used
in a trade or business by a nonexempt person, and (2) the payment of the
principal on which is secured by payments to be made in respect of property
to be used in a trade or business. The result would be the same if only the
payment of the interest on the bonds were secured by payments on the loan
and machinery.

981 Reg. f 1.103-7 1984, CommerceClearingHoiuse, Inc.
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6392 Uniform Consumer Credit Code

', such a,- deh' cry, installation. alteration,, mtxlilicatiin,,. sand tmiprovt'muni,. ind
(h) taxes t) the extent impoed on a cash ale of the gxx,-. Lrvicc,. or ill r"si in lanl
Th- cash price stated h\ the seller to the buyer in a dicloure ',tatemeiL' requircil hy
law i,, presumed lu he the cash price

(1() "Conspiciuus"

A term or clause is "conspicuous" when it is so \%ritten that a reasonahh. l)ersin
against whom it Is to operate ought to have noticed it \\'hether or not a Ierm or clause
is conspicuous is for decision by the court

(I I) "Consumer' means the buyer, lessee, or dubtor to whom credit i,, granted in
a consumer credit transaction.

(12) "Consumer credit sale"
(a) Except as provided in paragraph (b), "consumer credit sale" mean-, a ,ale of

goods, services, or an interest in land in which:

(iP credit is grantLed either pursuant to a seller credit card or hr a seller who
regularly engages as a seller in credit transactions of the same kind,

(i) the buyer is a person other than an organization,

(iii) the goods, services, or interest in land are purchased primarily for a
personal, family, household, or agricultural purpose;

(iv) the debt is payable in instalments or a finance charge is made; and
(v) with reE'.ect to a sale of goods or services, the amount financed does not

exceed $25,000.

(b) A "consumer credit sale" does not include:

(i) a sale in which the seller allows the buyer to purchase goods or services
pursuant to a lender credit card, or

(i) unless the sale is made subject to this Act by agreement (Section 1.109), a
sale of an interest in land if the finance charge does not exceed 12 per cent per
year calculated according to the actuarial method on the assumption that the debt
will be paid according to the agreed terms and will not be paid before the end of
the agreed term.

(c) The amount of $25,000 in paragraph (a)(v) is subject to change pursuant to
the provisions on adjustment of dollar amounts (Section 1.106).

(13) "Consumer credit transaction" means a consumer credit sale or consumer
loan or a refinancing or consolidation the- .of, or a consumer lease.

(14) "'Consumer lease":

(a) "Consumer lease" means a lease of goods:
(i) which a lessor regularly engaged in the business of leasing makes to a

person, except an organization, who takes under the lease primarily for a personal,
family, household, or agricultural purpose;

(i) in which the amount payable under the lease does not exceed $25,(XX),

(iii) which is for a term exceeding four months; and

(i\') which is not made pursuant to a lender credit card.

(b) The amount of $25,000 in paragraph (a)(ii) is subject Lo change pursuant to
the provisions on adjustment of dollar amounts (Section 1.106).

01976, Commerce Clearing House, Inc.6031
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INDEPENDENT PEMOLEUM ASSOCIATION OF AMEICA

1101 Srr=mNT ST., NW.
WAimmOiO, D. C. 20

MR6) 80416

June 12, 1985

HA ow "Buo" SoooNs
SEaBAL OOUNEU.

VICR P MWDg40YuV2NMDT IAITION8
(M3) S14711

Ms. Betty Scott-Boom
Committee on Finance
Room SD - 219
U.S. Senate
Washington, D.C. 20510

Subject: Technical Corrections Act of
1985 (H.R. 1800; S. 814)

Dear Ms. Boom:

Attached, for the written record of public hearing in connection with the

Technical Corrections Act of 1985 ('the Act'), is a written statement of the

Independent Petroleum Association of America (IPAA) setting forth an additional

technical correction item our organization developed through our tax

committee. The technical correction item is a supplement to our prior

submission dated May 23, 1985. We appreciate the opportunity to offer this

technical correction item to the tax writing committee in connection with

legislative consideration of the Act.

The specific technical correction item we are submitting is as follows:

1. Proposed correction to Sec. 465(c) to treat a partner's or
shareholder's interest in a partnership or S corporation, respectively,
as a single activity with respect to all oil or gas or geothermal
properties held by the entity.

Questions regarding our written statement should be directed to David Blair

(857-4734) of our office or the undersigned.

Sincerely., n .

Enclosure (1)
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STATEMENT OF

INDEPENDENT PETROLEUM ASSOCIATION OF AMERICA

AND

AMERICAN ASSOCIATION OF PETROLEUM
LANDMEN

ARKOMA BASIN INDEPENDENT GAS
PRODUCERS ASSOCIATION

CALIFORNIA INDEPENDENT PRODUCERS
ASSOCIATION

EASTERN KANSAS OIL AND GAS
ASSOCIATION, INC.

ILLINOIS OIL AND GAS ASSOCIATION
INDEPENDENT OIL AND GAS ASSOCIATION

OF WEST VIRGINIA
INDEPENDENT OIL PRODUCERS TRI-STATE

INC.
INDEPENDENT PETROLEUM ASSOCIATION

OF MOUNTAIN STATES
INDEPENDENT PETROLEUM ASSOCIATION

OF NEW MEXICO
INDIANA OIL AND GAS ASSOCIATION
KENTUCKY OIL AND GAS ASSOCIATION
LIAISON COMMITTEE OF COOPERATING

OIL AND GAS ASSOCIATIONS
LOUISIANA LANDOWNERS ASSOCIATION,

INC.

LOUISIANA ASSOCIATION OF INDEPENDENT
PRODUCERS AND ROYALTY OWNERS

MICHIGAN OIL AND GAS ASSOCIATION
NATIONAL STRIPPER WELL ASSOCIATION
NEW YORK STATE OIL PRODUCERS

ASSOCIATION
NURTH TEXAS OIL AND GAS ASSOCIATION
OHIO OIL AND GAS ASSOCIATION
OKLAHOMA INDEPENDENT PETROLEUM

ASSOCIATION
PANHANDLE PRODUCERS AND ROYALTY

OWNERS ASSOCIATION
PENNSYLVANIA GRADE CRUDE OIL

ASSOCIATION
PENNSYLVANIA OIL AND GAS ASSOCIATION
PERMIAN BASIN PETROLEUM ASSOCIATION
ROYALTY OWNERS AND INDEPENDENT OIL

AND GAS PRODUCERS ASSOCIATION
OF ARKANSAS

TENNESSEE OIL AND GAS ASSOCIATION
TEXAS INDEPENDENT PRODUCERS AND

ROYALTY OWNERS ASSOCIATION
VIRGINIA OIL AND GAS ASSOCIATION
WEST CENTRAL TEXAS OIL AND GAS

ASSOCIATION

Technical Corrections Act

of 1985

(H.R. 1800; S. 814)
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ITEM 4
AGGREUTM OF
OIL AND GAS OR

GEOTHERMAL PROPERTIES
IN PXRTNERSHIP OR
S CORPORATION IN

AVVLYLNU "AT-RISK,
RULES

BACKGROUND AND DESCRIPTION OF ITEM

Prior to the Tax Reform Act of 1984 ("the Act"), a partner's interest in a

partnership or a shareholder's interest in an S corporation was treated as a

single activity for purposes of applying the "at-risk" rules of Sec. 465 with

respect to the ownership of oil and gas or geothermal prooerties (as defined

under Sec. 614). The Act eliminated the partnership and S corporation

aggregation rule of old Sec. 465(c)(2), thus requiring property-by-property

"at-risk" determinations.

The amendment to Sec. 465(c)(2) made by the Act in many cases creates an

administrative nightmare for the entity and its owners by requiring the filing

of Form 6198 by each partner (or shareholder) for each property in the

partnership (or S corporation) having a "loss". It is not uncommon for an oil

and gas limited partnership with, for example, 30 partners, to own interests

in, say, 50 producing and non-producing properties. If each property had a

"loss", the limited partnership might, if "tainted" indebtedness exists, have

to furnish information to its 30 partners such that property-by-property

"at-risk" computations might be made by the partners. The IRS could receive up

to 1500 (30 partners x 50 properties) Form 6198s from the partnership's 30

partners when they filed their tax returns.

Although oil and gas activity is seldom financed with nonrecourse debt,

temporary operating "advances" from, for example, a general partner to a

limited partnership, constitute prohibited borrowings under Sec. 465(b)(3)(A),
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such that "losses" with respect to properties in the partnership frequently

exist. The administrative problems of the property-by-property "at-risk" rule

are exacerbated by the fact that:

1. Treasury has not prescribed methodology by which to make
property-by-property allocations for purposes of "at-risk"
calculations, and

2. The necessity to establish January 1, 1984 "at-risk" basis for each
property where economic activity existed prior to December 31, 1983.

As a practical matter, the aggregation rules of Sec. 465(c)(2)(B)(ii) are of

limited applicability.

Because of the administrative complexities noted above, IRS suspended

application of the statutory amendment to Sec. 465(c)(2) made by the Act for

the 1984 filing season (Temp. Reg. 1.465-lT (3-11-85)). The Joint Committee on

Taxation estimates that the Act's amendments to Sec. 465 have a negligible

revenue effect. We believe there is little, if any, opportunity for taxpayer

manipulation of the "at-risk" rules if aggregate "at-risk" computations for

partnership and S corporations are permitted.

RECO$4 ENDED TECHNICAL CORRECTION

We recommend the following statutory change to Sec. 465:

1. Redesignate Sec. 465(c)(2)(B)(ii) as (iii).

2. Add new Sec. 465(c)(2)(B)(ii), as follows:

"SPECIAL RULE FOR .XPLORING FOR, OR EXPLOITING, OIL AND GAS OR
GEOTHERMAL PROPERTIES. - In the case of a partner's interest in a
partnership or a shareholder's interest in an S corporation, all
activity with respect to the exploration for oil and gas resources or
geothermal deposits (as defined in Sec. 613(e)(3)) shall be treated as
a single activity."

We recommend that Sec. 465(c)(2)(B)(ii), as amended above, be modified to

include a taxpayer's activity with respect to film or video tapes or farming

(Sec. 465(c)(2)(A)(i) and (iii)) as appropriate. Our recommended technical

correction, if adopted, should be effective for taxable years beginning on or

after January 1, 1985.
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- Statement of the
Investment Company Institute on

The Technical Corrections Act of 1985 (S. 814)
and the Retirement Equity Act of 1984
Technical Corrections Act (H.R. 2110)

before the
Senate Finance Committee

June 5, 1985

The Investment Company Institute* (the "Institute")

offers the following comments and proposals regarding those

provisions of S. 814 and H.R. 2110 which affect mutual funds and

their shareholders.

1. Holding Period for Losses Incurred with Respect to Tax-

Exempt Mutual Funds

Section 104(c) of S. 814, as introduced, would amend Code

section 852(b) (4) (B) to deny a shareholder's loss

on the sale or exchange of stock in a regulated investment

company ("RIC"), more commonly known as a mutual fund, to the

extent that the shareholder has received exempt-interest

dividends* on that stock if the shareholder has

*The Investment Company Institute is the national association of
the American mutual fund industry. Its membership includes 1,140
open-end investment companies ("mutual funds"), their investment
advisers and principal underwriters. Its mutual fund members
have assets of about $345 billion, accounting for approximately
90% of total industry assets, and have approximately 20 million
shareholders.
**Code section 852(b)(5) permits a qualifying mutual fund to pay
an exempt-interest dividend to its shareholders if, at the close
of each quarter of its taxable year, at least 50 percent of the
total assets of the fund are invested in obligations exempt from
tax under Code section 103(a). In fact, these funds have
substantially all of their assets invested in tax-exempt
obligations. Exempt-interest dividends are treated by the
shareholders as interest excludable from income under section
103 (a).
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held the stock for less than six months. Under current law, such

losses are disallowed only if the shareholder has held the stock

for less than 31 days. The proposed extension of the holding

period for RIC stock would make this holding period requirement

consistent with the 6 months holding period requirement adopted

in the Tax Reform Act of 1984 with respect to losses incurred

following the payment of a long-term capital gain dividend.

Presumably this proposal is based upon a belief that the

current 31-day holding period is an insufficient deterrent to

tax-motivated transactions by shareholders seeking to generate

both tax-exempt income in the form of an exempt-interest dividend

and short-term capital losses from the sale of the RIC stock when

the stock declines in value upon going ex-dividend.

Th, Institute believes that the proposed extension of the

holding period should not apply to those RICs whose share price

never reflects any significant amount of tax-exempt interest

previously earned by the fund prior to the taxpayer's purchase of

the shares as, for example, in the case of a fund which declares

dividends daily. The following example illustrates a fund which

does not permit the abusive transaction sought to be prevented:

Assume a RIC which declares exempt-interest dividends daily in an

amount that substantially equals the exempt-interest earned by

the RIC each day. Dividends are paid at the end of each month,

but, because the dividends are declared daily, a shareholder is

entitled to receive dividends only for those days during the

month on which he held stock in the RIC.
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Thus, if the RIC stock is valued at $10.00 per share and the RIC

pays dividends at the rate of 1% per month, a shareholder who

held the stock for the entire month of June would receive a

dividend of 10 cents on June 30. A taxpayer who acquired the

stock on June 24 would receive only 2 cents per share on June 30.

Moreover, the value of the stock on June 24 would not include any

amount representing a right to receive income previously earned

by the RIC, since purchasers of the stock on June 24 did not

acquire any right to receive such amounts. Rather, interest

earned by the RIC before June 24 would have already been declared

on prior days as dividends receivable by those who were

shareholders on those prior days and would have already reduced

the price of the stock.

If the shareholder who acquired his stock on June 24 were to

sell his stock on July 1, no change in the value of the RIC stock

could be attributable to the payment of dividends by the RIC that

included interest earned by the RIC prior to June 24. Thus, the

tax-motivated transaction that the proposed 6-month rule seeks

to discourage cannot occur in this case.

We believe that our proposed amendment to the holding period

rule in section 104(c) of the bill would achieve the intended

purpose of discouraging tax-motivated transactions in RIC shares

without imposing an undue penalty on shareholders whose

transactions in RIC stock are not tax-motivated. Such a penalty

would be imposed, under the amendment contained in S. 814, if the

value of RIC shares declined as the result of an increase in

50-278 0-85--18
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interest rates and the shareholder could not deduct the loss

because he had received exempt-interest dividends, even though

the dividends had nothing to do with the decline in value of the

RIC shares. The penalty results, in effect, from a presumption

that any loss on a disposition of RIC shares is due to the

receipt of exempt-interest dividends (up to an amount equal to

the amount of such dividends) rather than some other cause, such

as an increase in interest rates.

In lieu of section 104(c) of S. 814, the Institute

recommends the application of a six month holding period

requirement except to the extent the Secretary provides in

regulations for reduced holding period requirements for stock in

RICs that regularly declare exempt-interest dividends in an

amount that is not less than 90% nor more than 110% of the net

tax-exempt income, i.e., tax-exempt interest net of expenses, it

has earned during the period between each dividend declaration

date. If a RIC satisfies these requirements, the required

holding period is reduced to the number of days in the dividend

declaration cycle. For example, if a RIC satisfies these

requirements and declares dividends daily, the required holding

period would be one day. With respect to RICs that satisfy these

requirements and declare exempt-interest dividends monthly or
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quarterly, the required holding periods would be one month or

three months, respectively.*

Attached as Appendix A are proposed statutory language and

proposed language for the Committee Report relating to section

104(c) of S. 814.

2) Personal Holding Company Recordkeeping Requirements

Applicable to RICs

Section 107) of the Tax Reform Act of 1984 eliminated from

the RIC qualification provisions the prohibition that a RIC could

not be a personal holding company. Thus a RIC will not fail to

qualify under Subchapter M solely by virtue of its status as a

personal holding company, as defined in Code section 542.

However, as amended by section 1071 of the Tax Reform Act, Code

section 852(b) provides that a RIC which is a personal company

*With respect to RICs that declare dividends monthly or
quarterly, it is possible for a taxpayer to purchase stock that
includes the right to receive (as a dividend) interest earned by
the RIC during the period between the immediately preceding
dividend declaration date and the date the taxpayer acquired the
RIC stock. However, since, under our proposal, the taxpayer must
hold the stock through a complete dividend declaration cycle, he
will not be able to sell the stock and recognize a loss before
there is a similar "build-up" of interest increasing the value of
the stock. For example, if a taxpayer acquires stock of a RIC on
August 15 and the RIC declares and pays dividends monthly on the
last day of each month, the value of the RIC stock when purchased
on August 15 will include interest earned by the RIC from August
1 through August 14. However, under our proposal, the taxpayer
cannot sell the stock (without being subject to the loss
disallowance rule) until September 15, and by that date there
will be a "build-up" of earned but undistributed interest with
respect to the stock just as there was on August 15 when the
taxpayer purchased the stock. If the taxpayer sells the stock at
that point, the interest that had "built-up" before he bought the
stock should be at least roughly offset by the similar build-up
of interest in the stock at the time he sold it.
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shall be taxed at the highest corporate rate (currently 46

percent) with respect to any undistributed earnings.

In general, this change in the law reflects the belief that

a RIC should not suffer the disastrous consequences of failing

to qualify under Subchapter M solely by virtue of falling within

the definition of a personal holding company. Rather, a more

appropriate penalty, based on an undistributed earnings tax, was

substituted in Subchapter M for RICs which may also be classified

as personal holding companies.

Consistent with this policy and the 1984 Tax Reform Act's

revisions of Subchapter M to delete the personal holding company

prohibition, the Institute urges the repeal of Code section

852(a)(2). That provision of the Code states that a RIC may not

qualify under Subchapter M unless, for each of its taxable years,

the RIC complies with the Treasury regulations relating to

ascertaining the actual ownership of the outstanding shares of

stock of the RIC. As this provision was intended to assist the

Secretary of the Treasury in determining whether a RIC was a

personal holding company and, therefore, disqualified under

Subchapter M, its original intent is no longer relevant.

Moreover, its presence as a qualification requirement under

Subchapter M is unduly harsh. Since a RIC is not disqualified

under Subchapter M if it happens to be a personal holding

company, a RIC which fails to fully comply with the regulations
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designed to determine personal holding company status should

similarly not be disqualified under Subchapter M.

Although the Institute recommends deletion of this

recordkeeping provision from the qualification tests of

Subchapter M, we recognize that the status of a RIC as a

personal holding company may still have some significance under

amended section 852(b). Since, as mentioned above, a RIC which

is also a personal holding will be taxed pursuant to section

852(b) at the highest corporate rate on undistributed earnings,

it is not inappropriate for the Secretary of the Treasury to

require that RICs obtain information relating to the actual

ownership of the RIC's outstanding stock so that the Treasury can

determine whether a RIC is in fact a personal holding company.

However, since the 1984 Tax Reform Act changed the consequences

of personal holding company status from disqualification under

Subchapter M to the imposition of the maximum corporate tax on

undistributed income, the Institute believes that the

consequences of failing to comply with regulations proposed to

assist the Treasury in determining personal holding company

status should be modified in the same manner.

Accordingly, the Institute recommends that the requirements

of Code section 852(a)(2) be moved to Code section 852(b) (1) so
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that a RIC which either meets the definition of a personal

holding company 2X fails to comply with the Secretary's

regulations relating to ascertaining the actual ownership of the

RIC's outstanding stock would be taxed on any undistributed

investment company taxable income at the highest corporate rate.

Proposed statutory language to accomplish this change is attached

hereto as Appendix B.

3) Proposed Amendment Relating to Code section 103(h)

As amended in the Tax Reform Act of 1984, Code section

103(h) denies tax-exempt status to the interest on municipal

obligations the repayment of which is directly or indirectly

guaranteed by the United States government or any agency or

instrumentality thereof. Specifically, 103(h) denies tax

exemption to an obligation if:

1) the payment of principal or interest on the obligation is

directly or indirectly guaranteed (in whole or in part) by

the United States or an agency or instrumentality thereof,

or

2) the obligation is issued as part of an issue and a

significant portion of the proceeds of the issue are

invested directly or indirectly in federally insured

deposits or accounts.

Two recent federal court decisions, Pbiladelphia Gear

Corporaton v. Federal Deosi Insurance Cororation, _F. 2d

(Nos. 84-1901, 84-2007 (10th Cir., 1984)) and &1J 2t Al. v.

Federal Peposit Ingurance XOpratin, __ F. Supp. __ No.



547

Civ. 3-84-274 (E.D. Tenn. Oct. 24, 1984) have given a new

significance to these provisions of section 103(h). These cases

have held that a standby letter of credit issued by a bank

insured by the Federal Deposit Insurance Corporation ("FDIC")

constitutes an FDIC-insured "deposit" within the meaning of the

Federal Deposit Insurance Act, 12 U.S.C. section 1811 et seq.

Thus, questions have been raised as to whether the interest on

certain municipal obligations secured by a letter of credit from

an FDIC-insured bank would be denied exemption from federal

income tax under Code section 103(h).

The immediacy of this problem has been temporarily postponed

by an IRS Release (See IR-85-42, dated April 26, 1985), which

grandfathers the tax-exempt status of obligations backed by

letters of credit of FDIC-insured banks und issued before

December 31, 1985. However, the Institute, on behalf of its

municipal bond fund members, believes that permanent legislative

relief is necessary to clarify the status of these letter of

credit-backed obligations issued after December 31, 1985.

The Institute suggests that the conditions for denying tax

exemption under Code section 103(h) should be clarified to apply

in only those instances where a municipal obligation was marketed

and purchased in reliance upon the existence of a federal
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guarantee. In the case of a mutual fund designed to invest in

tax-exempt obligations,* the fund does not rely upon the

possible availablity of $100,000 of FDIC insurance coverage with

respect to one or more of the obligations in its portfolio. Such

obligations are not typically rated or marketed to mutual funds

on the basis of the possible existence of federal deposit

insurance. Therefore, tax-exempt obligations held by mutual

funds should not fall within the definition of a "federally

guaranteed" obligations under Code section 103(h). The scope of

the definition of "federally guaranteed" obligations should be

narrowed to reflect only the abusive situations intended to be

cured by the Tax Reform Act, not others which may be covered as a

result of the recent judicial decisions mentioned above. We

would be pleased to work with the Committee or its staff to

develop appropriate legislative language to accomplish this

result.

(4) Diversification Requirements Applicable to Variable Annuity

Contracts - Code section 817(h)

The Tax Reform Act of 1984 amended Code section 817 to

provide diversification requirements applicable to variable

*At the present time, Institute statistics indicate that
municipal bond funds hold approximately $60 billion worth of
obligations exempt from tax under Code section 103(a).
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insurance contracts. In general these provisions state that, the

Secretary of the Treasury may prescribe diversification

requirements applicable to variable contracts; however, the

statute itself also provides a diversification safe harbor.

Pursuant to the statutory safe harbor, a variable annuity

contract will be treated as adequately diversified if it meets

the diversification requirements applicable to RICs under Code

section 851(b)(4) and the fund has no more than 55 percent of its

assets invested in cash, cash items, government securities and

securities of other RICs.

The safe harbor specifically permits a variable annuity

contract which is based upon a fund, 55 percent of which may be

invested in the stock of another RIC, including, presumably, a

RIC whose shares are available for sale to the public.

Unfortunately, this measure, intended to permit the marketing of

a variable annuity funded in part with RIC stock whose shares are

available for sale to the public, has had no impact. The safe

harbor provision is entirely impractical and unworkable. To our

knowledge no variable annuity product in existence today is based

up a fund owning a significant percentage of shares of another

RIC which is offered to the public.

The Institute believes that the diversification safe harbor

provision included in the 1984 Tax Reform Act should be clarified

to permit a variable annuity to be fully funded through a mutual

fund, the shares of which are available for sale to the public.

Absent such a provision, current law creates a discrimination
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within the mutual fund industry between mutual fund sponsors

affiliated with life insurance companies and those which are not.

Mutual funds affiliated with insurance companies may sponsor the

dedicated funds upon which variable products must currently be

based. However, mutual funds not affiliated with an insurance

company may not, as a practical matter, join with an unaffiliated

life insurance company to offer a variable annuity product.

The reasons for distinguishing between variable annuities

funded through a dedicated mutual fund and those based upon funds

whose shares are available for sale to the public no longer

exist. Both mutual funds available to the public and those

dedicated funds currently serving as the basis of variable

annuity contracts are subject to the requirements of the

Investment Company Act of 1940. Moreover, with the enactment of

TEFRA and the Tax Reform Act of 1984, significant further

restrictions have been placed on deferred annuities. There is no

further need for additional tax law provisions differentiating

between direct investment and long-term investment through

annuities.

With the tax law concerns distinguishing between annuities

and direct investment incorporated into law, Congress should

correct the unwarranted discrimination within the mutual fund

industry between mutual funds affiliated with insurance companies

and those which are not. The diversification safe harbor set

forth in Code section 817 pursuant to the Tax Reform Act should

be expanded to permit a mutual fund whose shares are available
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for sale to the public to fully fund a variable insurance

contract rather than permitting only 55 percent of the underlying

funding vehicle to include shares of a publicly-offered mutual

fund. The proposed amendment to Code section 817 which is set

forth in Appendix C would correct and clarify the safe harbor

provision of that section by permitting the use of a publicly-

offered mutual fund as the funding vehicle for variable insurance

products.

5) H. R. 2110 Technical Corrections to the Retirement Equity

Act --The Requirement to Purchase a Commercial Annuity

It has recently come to the Institute's attention that the

Internal Revenue Service ("IRS") may be interpreting the joint

and survivor and preretirement survivor annuity requirements of

Code sections 401(a) (11) and 417, as amended by the Retirement

Equity Act, in a manner that would require that certain defined

contribution retirement plans provide for the purchase of

commercial annuity. The Institute believes that such an

interpretation is not justified under either the specific

language or intent of the Retirement Equity Act and that

statutory or Committee Report language clarifying this point are

highly desirable.

As revised by the Retirement Equity Act, section 401(a) (11)

of the Code requires that certain defined contributions

, 1, - I -- q__ -- ikl , *P.W&, , Qft " ',!*M , -14 1 W-7 'j. " -,"N-
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plans* provide benefits in the form of a "qualified joint and

Survivor annuity" and also provide death benefits in the form of

a "qualified preretirement survivor annuity". Both of these

forms of benefits are described in Code section 417.

Section 417(b) of the Code defines a "qualified joint and

survivor annuity" as:

" ... an annuity -

(1) for the life of the participant with a survivor annuity

for the life of the spouse which is not less than 50 percent

of (and is not greater than 100 percent of) the amount of

the annuity which is payable during the joint lives of the

participant and spouse, and

(2) which is the actuarial equivalent of a single annuity

for the life of the participant.

Siuch term alo include s A annuity in n LgXM havin =ge

effect oaf An annuity described in he pregedin

sentencg.1"[emphasis added]

Section 417(c)(2) of the Code defines a "qualified

preretirement survivor annuity" for a defined contribution plan

as, "an annuity for the life of the surviving spouse the

*This requirement extends to essentially all defined contribution
retirement plans other than those profit-sharing plans which
automatically provide for the participant's accrued, vested
benefit to be paid to his or her surviving spouse in the event of
death.

P -
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actuarial equivalent of which is no less than 50 percent of the

account balance of the participant as of the date of death."

Prior to the revision of the joint and survivor rules

by the Retirement Equity Act of 1984, most defined contribution

plans satisfied the joint and survivor rules without having to

offer the purchase of an annuity contract. This was accomplished

by paying out the participant's account balance upon death after

the participant attained early retirement age.

Although we recognize that the recent changes to the joint

and survivor rules reflect an intent to require defined

contribution pension plans to provide greater protection for

participants' spouses than was previously required, we believe

that this protection can be accomplished without the purchase of

a commercial annuity contract from an insurance company.

Moreover, we believe that statutory language cited above,

specifically permits plans to provide the required joint and

survivor protection through means that would not contravene a

participant's chosen investment medium.

However, in light of a recent IRS interpretation of these

requirements* Institute recommends that the Retirement Equity

Act be clarified. Specifically, we urge the adoption of either

*IRS LRMs (model language) issued for use in master and prototype
plans have required that certain defined contribution plans
provide for the purchase of a commercial annuity to satisfy the
joint and survivor and preretirement survivor annuity
definitions.
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statutory or Committee Report language providing that an annuity

from a defined contribution plan will be considered a "qualified

joint and survivor annuity" if it meets the following

requirement:

o the payment in any year does not exceed the the value of the

account balancG at the beginning of that year divided by the

joint and last survivor life expectancy of the participant

and spouse, based on the ages of those individuals at the

beginning of that year.

Similarly, we propose that the Retirement Equity Act be

revised to clearly indicate that an annuity from a defined

contribution plan will be considered a "qualified preretirement

survivor annuity" if it meets the following requirements:

o at least 50 percent of the participant's account balance at

death is used to provide an annuity to the spouse; and

o the payment in any year does not exceed the the remaining

death benefit at the beginning of that year divided by the

spouse's life expectancy, based on the spouse's age at the

beginning of the year.

The joint and survivor rules were enacted to provide extra

protection to the spouses of plan participants in their

retirement years. This assurance of retirement income can be

adequately provided under our proposal, without the purchase of a

commercial annuity contract.

Attached hereto as Appendix D are three exhibits which we

believe demonstrate the adequacy of the survivor's benefits that
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would be provided under the Institute's proposal. Tables 1, 2,

and 3 show the annual distribution that would be made under our

proposal to a participant who retires at age 65 with a spouse who

is five years younger. The tables assume a fund with an annual

return of 3 percent 5, percent, and 7 percent, respectively.*

Note that, regardless of the funds' earnings, the payments

continue at a significant level for many years. Assuming a 5

percent fund annual return, the annual payment will not drop

under 50 percent of the initial payment until the spouse has

attained age 102. Furthermore, the payment in year 36 exceeds

the amount paid in the first year.

Reviewing these projections, we believe that our proposal is

consistent with the policy objective of providing significant

protection for participants' spouses. Similar patterns would

result in the case of the preretirement survivor annuity. In

that case, however, there should even be less concern, because

the spouse will not be "sharing" the distribution with any other

beneficiaries.

In addition, an interpretation of the provisions of the

Retirement Equity Act which would require that plans provide for

the purchase of a commercial annuity represents a governmental

*From 1979 to the present, the average annual return on money
market funds has ranged between a low of 8.58 percent and a high
of 16.82 percent. (From Donoghue'ls Money nd Repo.) For the
past ten years common stock mutual funds have performed at an
average annual rate of about 15 percent, and for the past twenty-
five years common stock funds have performed at an average annual
rate of about 9.2 percent.
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intrusion into the marketplace which would have an unfair

competitive effect on the mutual fund industry. If certain

defined contribution plans invested in mutual funds are required

to offer benefits in the form of an insurance company annuity

contract, significant amounts will have to be withdrawn from

mutual funds for the purchase of annuity contracts. Plan

participants would be denied the opportunity to fund their

retirement plan through their preferred investment medium.

For these reasons, the Institute urges the adoption of the

proposal set forth above to clarify the joint and survivor and

preretirement survivor annuity requirements of the Retirement

Equity Acto

The Institute appreciates the opportunity to present these

comments to the Committee. Please contact us if you have any

questions regarding these proposals.

- -1 , 1 - - I -- A, .,a. '- .. - xv. ".. 0 %Z



557

U,C-.** NONS
.AO m 06,C9

- £'6 A6 ou.,.. -

oll ft acac a o.

. 1A.1 A.1.91.go

*06' -0 solo.o

,..-A* C oo0.13At9 STONC~m, O

mCt a WFjgTt

0090 . Cf"0%Q

4 , St C. .O
V+'tft & 89019%9€ ¢l

IVINS. PHILLIPS & MARKER

97*00 P9kNN'LV 1A AVN W. N W.

WASHINGTON. D.C. 0006

'..99S 0 1 1W00 166-'40)

AuIg. COOl 101
'(LIDcp' K 3*3-7600

*tcooM Nu.mage
AMCA Coat Rlo

244 794

April 10, 1985

Melvin C. Thomas, Esq.
Joint Committee on Taxation
1012 Longworth House Office Building
Washington, D.C. 20515

Fairlea A. Sheehy, Esq.
Department of Treasury
Room 4108
Washington, D.C. 20220

Re: Technical Corrections - Section 7872

Dear Mel and Fairlea:

I was pleased to see in the proposed "Technical Corrections
Act of 1985" (U.R.1800 and S.814) the technical amendments
making it clear that there is to be no wage withholding under
Chapter 24 with respect to either demand or term loans under
S 7872 as well as the broadening of regulatory authority to
provide that any loan with an indefinite maturity may be
treated as a demand loan. One technical correction that I ex-
pected to see, however, was not included.

As you may recall, the statute requires that, for a loan to
be treated as a deemed demand loan, the loan must be nontrans-
ferable and the interest rate benefit must Be conditioned on
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the future performance of substantial services oy an in-
dividual.*/ The legislative history, however, stated that the
interest rate benefit only was to be subject to these two con-
ditions.*-/ The Joint Committee's "Bluebook" points out this
discrepan-y, reiterates Congress's intent that the employee's
interest rate benefit, rather than the entire loan, must be
nontransferable, and states tnat a technical amendment may be
necessary to effectuate this intent.**'/

It seems a fairly simple matter to amena the second sen-
tence of S 7872(f)(5) to effectuate Congress's clear intent. I
would suggest the following:

'/ Internal Revenue Code S 7872(f)(5):

"(5) DEMAND LOAN. - The term 'demand loan' means any loan
wnich is payable in full at any time on the demand of the
lender. Such term also includes (for purposes other than
determining the applicable Federal rate under paragraph
(2)) any loan whicn is not transferaole and the benefits of
the interest arrangements of which is conditioned on the
future performance of substantial services by an in-
dividual.'

_I Statement of Managers, Conference Report for Deficit
Reduction Act of 1984, H.R.Rpt. 98-861 (June 23, 1984), at
page 1018:

"For purposes of determining the timing and amount of the

transfers deemed made under the provision, a compensation
related term loan is treated as a demand loan if the bene-
fit derived cy the employee from the interest arrangement
is (1) nontransferable and (2) conditioned upon the future
performance of substantial services by the employee.0

***"General Explanation of the Revenue Provisions of the
Deficit Reduction Act of 1984 (JCS-41-84, Decembet 31,
i84', at pages 533-534:

"Tne ZoCzress intended that a loan be treated as nontrans-
fe:atle -f tne benefit derived oy the employee from tne
.n.teres* arrangement :anrot oe transferred ov tne e?-

.e nn a amendment may ce necessar- t,:.

BEST AVAILABLE COPY
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"Such term also includes (for purposes other than deter-
mining the applicable federal rate under paragraph (2)) any
loan the benefits of the interest arrangements of which are
not transferable and are conditioned on the future per-
formance of substantial services by an individual.a

This seems to me a simpler and far less confusing means for
solving the problem than leaving it to regulations to adopt a
non-common-sensical definition of what it means for a loan to
be nontransferable. While the Treasury may nave the authority
to declare in regulations that a loan would be treated as non-
transferable if the benefit derived by the employee in the in-
terest arrangement cannot be transferred, a technical cor-
rection to the statute itself seems the far more direct and
clear route.

This change is of some importance to Employee Relocation
Council members since some employer-provided, relocation mort-
gage loans may be assumable. Under the statute as presently
drafted, an assumable mortgage loan could not, of course,
qualify as a deemed demand loan. With the proposed change,
however, an assumable term loan could be deemed a demand loan
provided that the below-AFR interest rate were not itself
assumable.

If you have any questions about this matter or disagree
with my conclusion that a technical correction is warranted, I
would greatly appreciate a call.

Sincerely,

Philip D. Morrison

cc: Mr. H. Cris Collie
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Snilfgte of (Lon'buo
OFFICE OF TAX COUNSEL 9 WILLIAM J LEHRFELD

1 301 PENNSYLVANIA AVENUE. N.W 9 WASHINGTON. C. 20004 * (202) 659-4772

June 12, 1985

Honorable Bob Packwood, Chairman
Committee on Fi n1w'ce
Room SD-219
Drksen Seitate Office iuilldling
Washington, D.C. 20510

Re: S. 814 (The Technical Amendments
Act of 1985) Hearing held June 5, 1985

Dear Mr. Chairman:

This letter is sent on behalf of the Knights of Columbus of

New Haven, Connecticut, a fraternal benefit society described In

Section 501kc)(8) of the Internal Revenue Code of 1954, as

amended. The Knights .)t Columbus is an international society of

Catholic rieh, dedicated to otron; famI Ly values, enha:Icement of

our (C'urch, and foc-K .... l . ar t', unity, fraternity alnd

pat. rlO t I S 7 (: ..;.ve -over 1. 3 million members

In the ilti lo , - ." " purchase for themselves

(or their. .' .uai life, sick or accident

policies fr,;- i , :-,s :weds and values.

We are r( i - . , ' Section 128 of S. 814,

The Technical Cc:i :. - •I-, to affirmatively provide

nonrecognition c a... , t- .nder Code Section 1033 for

exchanges rn-ide b. o-,A :c, , .,i 5 of insurance

SUPREME OFFICE * COLUMBUS PLAZA * NEW HAVEN, CONNECTICUT 06507 * (203) 772.2130

BEST AVAILABLE COPY

, -- -.' 1,- - - K, A " "
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issued by fraternal organizations. Such a clarification would

fulfill the 1984 intent of Congress for nonrecognition treatment

of all types of policy exchanges based on the type of policy

issued rather than the issuing company's taxable or tax-exempt

status. Thus, policies of fraternal benefit societies and

similar 501(c) insurance organizations should be explicitly

mentioned in the Code, or in the Committee Reports, as

specifically eligible for Section 1035 nonrecognition.

A. Current Law Under I.R.C. Section 1035

Section 1035 was enacted in 1954 as part of the Internal

Revenue Code's general revision, to allow a taxpayer to exchange

one insurance policy for another insurance policy, without

recognizing gain or loss. The Hcuse Report stated that the

purpose of the statute was to overrule decisions under prior law,

which had taxed gain putatively realized on exchanges of various

types of insurance policies, even though the taxpayer had

received no cash (H. Rep. No. 1337, 83d Cong., 2d Sess., 80

(1954;):

Under present law, where one insurance policy
is exchanged for another, the excess of the
value of the policy received over the
premiums paid for the exchanged policy is
taxable. This has resulted in the taxation
of individuals who have merely exchanged one
insurance policy for another better suited to
their needs and who have not actually
realized gain.
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The "present law" referred to was represented by Parsons v.

Comm ssioner, P) T.C. 256 (1951).

The 19-4 chan(le def ned the cont racts of insurance to which

tC'(e exempt On st it itC app)l ied as "contract Is] with a life

insurance company as def ined in sect ion 801 which depends in part

on the' life t'xpectancy of t he insured * * * , (emo)hasis added.

Un.ier the terms of that .statute, and tie administrative

interpretat ions wnich f)l lowed, nonrecognit ion was also accorded

a taxpayer's exchange of a qiual i fy ing pr1 icy issued by one

company for a qualifyni pOI icy ssued by another company . Rev.

Rul. 72-358, 1972-2 C.B. 473; Rev. Rul. 73-124, 1973-I C.B. 200.

The main requirement was that the insured remain the same under

both poi-cles. Ibid; Treasury Regulations, § 1.1035-I(c).

Under the 1954 law, the Internal Revenue Service appears to

have broadly interpreted the statutory phrase "contract with a

life insurance company as defined in section 801." (Emphasis

added.) For example, in Private Letter Rullng 84.12010, it held

that a taxpayer who exchanged an annuity insurance policy issued

by a savings bank, for a similar innuity insurance policy issued

by a commercial insurance company, satisfied the above-quoted

provision In tile statute. The Ruling reasoned that if the

insurance department had not been part of the savings bank, and

had not been governed by the special rules for savings bank

insurance (c.g., Code Section 594), the insurance department
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would have been taxed as an insurance company under Section 801.

Accordingly, it was held that an insurance contract issued by a

savings bank qualified for nonrecognition under Section 1035 when

upgraded and re-issued by a commercial carrier.

We believe that similar reasoning would have allowed

contracts issued by the life insurance departments of fraternal

organizations to satisfy the Section 1035 phrase "contract with a

life insurance company as defined in section 801", under prior

law but our view remains untested administratively. We are

certain, however, that if a fraternal society's life insurance

department were a separate taxable entity not governed by Section

501tc)(8), it would have been "a life insurance company as

defined in section 801," the standard from 1954 to 1984.

The Deficit Reduction Act of 1984 amended the definition cf

endowment and life insurance contracts eligible for Section 1035

nonrecognition treatment. The law now permits those contracts

issued by any insurance company taxable under subchapter L to be

exchanged by an individual without the owner being taxed on the

previously accrued earnings on his prior policy. Section 224 of

the 1984 Act sought to re-focus the tax-free exchange rule on the

benefits of the policy rather than on the tax status of the

company which is issuing the new policy. Its intent was to

expand the class of newly issued contracts wnich qualified the
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I
c.ricr for ():1recoqrI ton of gain from his od policy. Thus,

Sect fr. 1( 5, as no, in force, gives nonrecognition treatment not

i:st to f ,ialifyin; cont.!-acts issu:'d by Section 801 stock life

I nsuIcCe company s, but a I so to qual i fy ing contracts issued by

ochter types of Insurance c()mpanles taxed under subchapter L

(e.g., mutual life insurance companies). See S. Rcp. 98-169,

98th Cong., 2d Sess., 581 (I184); Hi. Rep. 98-861, 98th Cong., 2d

Sess. , 1078-1079 (1984).

B. Sect ion 1035 Treatment and Fraternal Benefit Societies

The reports ofl the Tax Coinmittces on the 1984

legisit in, cited above, do not address the question of

L.guivalent treatment for individuals who are members cf nonprofit

benefit k-tqani.,at ions which issue benefit contracts having

similar characteristics as commercially issued policies, despite

substantial comparability of purpose. As your technical

cuirectiis proposal stands now, Section 1035 nonrecognition will

become available for exchanges of life or annuity contracts by

poWlicy holders but only if offered by "insurance companies".

S. 814 would change the reference so that such companies no

longer need be "snbJect to tax under subchapte:- L." It is true

I "The Act amends the definition of an endowment contract and a
life insurance contract to include contracts issued by any
insurance company taxable under subchapter L of the Code, rather
than ]ust by life insurance companies." General Explanation of
the Revenue Provisions of the Deficit Reduction Act of 1984,

Joint Committee Staff Publication, December 3, 1984 at p.661.
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that societies such as the Knights of Columbus could be

considered insurance companies for this purpose, as the Joint

Cr)Mmittees "Descriptlon" of proposed Sec. 128 (of S. 814)

suggests. 2However, the fact is that fraternals have never been

regarded by the internal Revenue Service as true insurance

companies but rather as benevolent organizations, serving

co:nmuni t les, fami les, and churches, as well as ,ts members who

are owners of benefit contracts.

We foresee a revenue agent examining a member's income tax

return of a member who exchanged policies being denied Section

1035 relief, even if Sec. 128 is enacted to modify Section 1035.

After all, exemptions from tax are narrowly construed and an

examining agent would expect that Congress to address the

question of nonprofit issuers of covered policies by statute and

with precision.

Tax-free treatment for fraternal policies is as important to

us as it is to the issuers of traditionall" insurance policies.

There are many occasions where policyholders of fraternal benefit

2 Cf. "Description of the Technical Corr-ctions Act of 1985

(H.R. 1800 and S. 814), Joint Committee Staff Document, April 4,
1985, at pp.76-77. "The bill amends the definition of an
endo%,ment contract and a life insurance contract by merely
requiring that the contracts be issued by any insurance company,
whether or not such company is a taxable entity under the Code."

In O.D. 690, C.B. No. 3, 236 (1920), IRS stated: "A fraternal
beneficiary association may be a mutual insurance company, but
must be something more. It must be primarily fraternal * * *."
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societies riced to exchange an old policy for a new policy. For

exar,pe, holders (f juvenilei life insurancee pal icies often issued

iii face am)nts of $500 or S1,000 frequently exchange them for

larger pol icies when they reach adulthood, or when they marry and

have tre ir own children and "trade up." Another common example

is ,wu-ere a member's wife-benef icaldry predeceases him, so the

member exchanges his iliio insurance pol icy for an annuity policy

to pa,, himself old-age benefits. In addt ion, older, fixed-

promium o ic ie are f reqIuerit ly exchanged for more modern,

flexible premium pl ic is

Avu)are:it iv, Cc,ngress sought to treat those and other policy

excrianges by menbet.3 of fraternal societies as cligible for

noni ecogiit in treatment in the 1984 law and in the current

vers ioll of the 138r technical correction proposal. Al though a

f raternal brief it society s not now expressly characterized as

In "i':SUrdC e company" uTndei the existing Code provisions,

cons iderat ions of tax equ ty shot: Il assure the .ame

nonrecc ionit ioi (f gain treatment for our members as is now
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explicitly given to the issuance of a new policy by a commercial
4

insurance company.

For these reasons, we urge you to consider enlarging Section

128 of the Technical Amendments Act of 1985, by adding a

reference to 50i(c) organizations. Failing that, an example of

how fraternal society members benefit from the amended I.R.C.

Section 1035(b)(1) in the perti,'ent Committee report would be

almost as helpful. By so doing, our members will be assured of

nonrecognition treatment on exchanges, in line with the 1984

Congressional intent and the intent of your 198-5 technical

correction.

There should be no revenue affect to this change and we

believe the Office of Tax Legislative Counsel of the Treasury

Department would not object to it.

Sincerely yours,

William J. Lehrfeid

WJL:ld

Even if the Knights of Columbus was subject to the same state
regulations as for-profit carriers, and so would be characterized
as an "insurance company" by the various states which regulate
fraternal insurance, IRS could disregard that characterization
for federal tax purposes because of national policy
considerations. See GCM 6782, C.B. VIII-2, 209 (1929), where IRS
holds that a carrier's status under the states' insurance laws is
nqt conclusive and binding for federal tax purposes.
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Ms. Betty Scott-Boon
Com.mittee on Finance
United States Senate
Washington, DC 20510

Dear Ms. Scott-Soom:

Enclosed please find the original and iive (5) copies
of the written statement of La Choy Food Products concerning
S. 814, The Technical Corrections Act of 1985. -La Choy sub-
mits this statement for inclusion in the printed record of
the hearing on this proposed legislation.

Sincerely,

Paul Bousquet

Counsel to La Choy Food Products

PB/pc

Encls.

A. f+ It +- G . .
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S.814

STATEMENT OF LA CHOY FOOD PRODUCTS

La Choy Food Products, a subsidiary of the Beatrice

Companies, Inc., and a major importer of processed oriental

vegetables, strongly supports S.814, Section 228 of which would

make the elimination of tariffs on certain imported vegetables

retroactive to June 30, 1983.

Section 115 of the Trade and Tariff Act of 1984

permanently removed the tariff duty on imported processed water

chestnuts and bamboo shoots. The legislative intent clearly

was to make that elimination retroactive to June 30, 1983, the

date the prior three-year suspension of the tariff duty

terminated. The Conference Report states that the Act

providesds for permanent column I duty-free treatment for

water chestnuts and bamboo shoots retroactive to June 30,

1983.* H.R. Rep. No. 98-1156, 98th Cong., 2nd Sess. 104

(1984). The retroactivity provision, however, inadvertently

was omitted from the final version of the Act, along with

retroactivity provisions intended to be applicable to four

other tariff modification sections (Sections 112, 118, 167, and

169).

A colloquy on the House floor between Representatives

Frenzel and Kazen in the final days of the last Congress also

indicated that this oversight was inadvertent and that the Ways

and Means Committee would take the first opportunity in the
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present Congress to correct the oversight. 130 Cong. Rec.

12,283-84 (October 12, 1984).

On November 29, 1984, Senator Danforth, Chairman of

the Subcommittee on International Trade of the Committee on

Finance, and Representative Gibbons, Chairman of the

Subcommittee on Trade of the Ways and Means Committee, sent a

joint letter to William von Raab, Commissioner of the U.S.

Customs Service, informing the Commissioner of the

congressional intent to remedy this oversight by introducing

technical correction legislation in the present Congress.

Failure to enact the technical correction legislation

would result in an anomalous situation in which processed water

chestnuts and bamboo shoots imported between June 30, 1983, and

November 14, 1984 (the effective date of the Trade and Tariff

Act of 1984) would be subject to duty, while the same articles

imported either prior or subsequent to that period would not be

dutiable. Failure to enact the technical correction

legislation, moreover, would result in substantial cost and

inconvenience to firms situated like La Choy. Some of these

costs undoubtedly would be passed on to consumers in the form

of higher prices.

John G. Milliken
Paul Bousquet
Winston & Strawn
Suite 500
2550 M Street, N.W.
Washington, D.C. 20037
(202)828-8400
Counsel to La Choy Food Products
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Statement
before the

Senate Finance Committee
on the

Technical Corrections Act of 1985 (S. 814)
submitted by
Paul H. Lane

General Manager
Department of Water and Power of

The Ls Angeles

June 5, 1985

Mr. Chairman, the following statement is meant to clarify
an issue on which the Committee took a firm stand during the deliber-
ations in respect of the Tax Reform Act of 1984, but which has subse-
quently become clouded by certain provisions of the proposed
Technical Corrections Act of 1985 (S. S14). Specifically, I refer to
the financing of the Mead-Phoenix Project.

The Mead-Phoenix Project is a joint participation project
of public bodies in California and Arizona, and the Western Area
Power Administration of the United States Department of Energy (which
I refer to as Western). The participants in California are the
Southern California Public Power Authority, acting for the 'Cities of
Los Angeles, Anaheim, Azusa, Banning, Burbank, Colton, Glendale,
Pasadena, Riverside and Vernon; and the M-S-R Public Power Agency,
acting for the Cities of Santa Clara and Redding and the Modesto
Irrigation District. The Arizona public body is the Salt River
Project Agricultural Improvement and Power District in Phoenix,
Arizona.

The Mead-Phoenix Project will be a high-voltage direct cur-
rent transmission line which will enable the participants to make
economical energy purchases and transfers through increased transmis-
sion capability, and will assist Western in meeting energy delivery
requirements to its wholesale customers as required by federal law.
The preliminary estimate of construction costs of the Mead-Phoenix
Project is approximately $500 million. It is estimated that the
Project will be in service in 1990.

During the deliberations on the Tax Reform Act of 1984, it
was brought to the Committee's attention that further tax-exempt
financing of this valuable project was jeopardized as afresult of the
prohibition on federal guarantees contained in that Act. The concern
was that the participation of Western might be viewed as a prohibited
federal guarantee. In light of the value of the Project to the
project participants, including Western, and the financial commit-
ments which had been previously made, including a $14.1 million issue
of notes to finance development and related costs of the Project, a
specific grandfatheringg* clause was included in the 1984 Tax Act to
preserve tax exemption for interest on obligations to finance the
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Mead-Phoenix Project. This grandfather provision was included as
Section 632(d) of the 1984 Tax Act.

Accordingly, the Committee and the Congress have already
considered the Mead-Phoenix Project and have taken action in the 1984
Tax Act specifically to preserve the tax exemption of interest on
obligations issued with respect to the Mead-Phoenix Project, notwith-
standing the participation of Western.

Although the Congress protected the Mead-Phoenix Project in
the 1984 Tax Act, a provision of the Technical Corrections Act of
1985 (which, as you know, amends the 1984 Tax Act) would undermine
that protection. This undermining would occur because the bonds to
finance the Mead-Phoenix Project could, under the Technical
Corrections Act, run afoul of the 'consumer loan bonds' provisions.

Beside dealing with "federal guarantees' and other issues,
the 1984 Tax Act added Section 103(o) to the Code, providing that
interest on obligations would not be tax-exempt if they are 'consumer
loan bonds.' Section 103(o) of the Code provides that a bond is a
taxable consumer loan bond if five (5%) percent or more of the pro-
ceeds are reasonably expected to be used, directly or indirectly, to
make loans to non-exempt persons. Such non-exempt persons would
include the federal government, including Western. Western is the
only non-exempt person participating in the Mead-Phoenix Project, but
it has taken a twenty percent (20%) interest in the Mead-Phoenix
Project.

When the 1984 Tax Act was passed, the consumer loan bond
provisions did not apply to the Mead-Phoenix Project. Among the
transitional rules contained in the 1984 Tax Act was Section
631(c) (3) which provided that the amendments made by the 1984 Tax Act
did not apply to obligations with respect to facilities "with respect
to which a binding contract to incur significant expenditures was
entered into by October 19, 1983.0 Because of the contractual
arrangements previously entered into by the participants with respect
to the Mead-Phoenix Project, even if the arrangements with Western
(the only non-exempt person involved) produced 'consumer loan bonds",
the transitional rule provisions of Section 631(c)(3) made the con-
sumer loan bond provisions inapplicable to the Mead-Phoenix Project.

The problem arises now, however, because Section 169 of the
Technical Corrections Act would revise the transitional rule set
forth in Section 631(c)(3) of the 1984 Tax Act so that the consumer
loan bond provisions of Section 103(o) of the Code would apply to the
financing of the Mead-Phoenix Project. As a result, if the arrange-
ments with Western were to be treated as a loan for tax purposes,
interest on bonds issued by Southern California Public Power
Authority to finance the Mead-Phoenix Project would not be
tax-exempt. Accordingly, the protection of the tax-exempt status of
bonds for the Mead-Phoenix Project specifically approved by Congress

-2-
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in Section 632(d) of the 1984 Tax Act would be negated by a
*technical correction', to the same Act. Further, as discussed in
previous testimony.to the Committee, absence of the tax exemption
could well cause abandonment-of the Mead-Phoenix Project.

Because it was clearly the intent of the Congress when it
enacted the Tax Reform Act of 1984 to specifically preserve the tax
exemption of interest on obligations issued for the Mead-Phoenix
Project, we feel it is reasonable to expect Congress to preserve this
exemption in the technical amendments.

I appreciate your consideration of this matter and we want
to cooperate with the Committee in finding a feasible solution to
this problem. To this end I would like to suggest the accompanying
language, which is similar to the existing Mead-Phoenix Project
'federal guarantee" grandfather clause, and would continue the exclu-
sion of obligations issued by Southern California Public Power
Authority for the Mead-Phoenix Project from the consumer loan bond
provisions.
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AMIM A

The following would be added to Section 170 of The
Technical Corrections Act of 1985:

AMENDMENTS RELATED TO SECTION 632 OF THE ACT

Subsection (d) of Section 632 of the Tax Reform Act of 1984
is amended -

-- (1) by deleting the . at the end of the subsection
heading and adding in lieu thereof 1, ETC."; and

(2) by deleting all words prior to paragraph (A) and
adding in lieu thereof

"Obligations (including refund-
ing obligations) shall not be
subject to sections 103(h) or
103(o) of the Internal Revenue
Code of 1954 if -0.

A-1
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Statement of Ethan Lipsig on
Behalf of Lockheed Corporation,

Northrop Corporation, Baker International
Corporation and TRW on S. 814, Making

Technical Corrections to The Retirement Equity Act

I. Introduction

This statement is being made on behalf of four major

companies employing more than a quarter of a million workers.

While these companies generally support S. 814, which would make

technical corrections to the Retirement Equity Act ("REA"), there

are a number of provisions in S. 914 which ate extremely disturb-

ing and go far beyond being mere "technical" corrections. In

addition, a number of needed changes have not been proposed.

Our concerns fall into three categories: (1) substan-

tive changes in law which should be deleted from the bill;

(2) technical corrections which have not been proposed but which

should be made; and (3) proposed technical corrections which

should be adopted in modified form. These three categories are

discussed seriatim.

I. Substantive Changes That Should Not Be Made

S. 814 contains a number of substantive changes in the

law which are being proposed as mere "technical" corrections.

Because of the tremendous impact that these changes will have, we

think it is inappropriate for them to be adopted in the context

of a technical correction bill without careful consideration of

all their raraifications. These provisions are as follows:
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(a) Proposed Change to Class Year Vesting

The most dramatic example of a substantive change in the

technical corrections bill is the provision which for the very

first time would extend some of ERISVs break in service concepts

to class year vesting plans. A "class year" vesting plan is a

defined contribution plan under which each year's contribution

vests independently. For example, contributions for a given year

vest at the end of the fifth following year (this is the maximum

vesting period allowable in class year plans). In contrast to

the five year maximum allowable under class year plans, a wait of

up to fifteen years before benefits fully vest is permitted under

conventional vesting provisions. As the qui.d pro quo for faster

vesting, class year plans were not required by ERISA to comply

with any of the following vesting rules:

1. Counting hours of service

2. Counting years of service

3. Counting break in service years

4. Counting years before a person became a
participant in the plan

5. Counting service with affiliates

6. Waiting for a break in service yeqr
before forfeiting benefits

7. Counting prior service after rehire
(except if a "parity" break has occurred)

REA modified the ERISA rule which generally prohibited a

defined contribution plan from forfeiting benefits until a break

- 2 -
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in service year had occurred. This modification consisted of

prohibiting forfeitures until five consecutive break in service

years had occurred. Since class year plans were never subject to

the one year ERISA rule, they were not subject to the five yeac

modification of that rule.

rhe proposed technical corrections hill would for the

very first time impose an ERISA break in service rule on class

year plans. It would do this by establishing a "break in ser-

vice" concept for class year plan purposes and would make a class

year plan wait for tive consecutive break years before it could

forfeit an unvested benefit. This change would unquestionably

make class year plans more like conventional plans and that is

the very reason why this change should not be adopted. Class

year plans are supposed to be different from other plans. Because

of their shorter vesting requirements, they were exempted from

all the ERISA vesting requirements listed above. S. 814 would

change all this by making class year plans subject, in effect, to

conventional vesting requirements.

The proposed change is also untimely. Employers have

spent millions of dollars complying with REA. This one change

would require virtually every of the many class year plans in

this country to be amended and resubmitted to the Internal

Revenue Service and would require summary plan description

updates.

In short, the proposed class year vesting rule should

not be adopted. It is not a technical correction, It constitutes

-3-
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piecemeal tinkering with a complex statutory scheme and its

untimely adoption will be very burdensome.

(b) Proposed Changes to the Joint and
Survivor Annuity Provisions

The proposed technical corrections bill would in two

ways extend the spousal consent requirements imposed by REA on

plans subject to the joint and survivor rules. First, it would

require spousal consent to the pledge of plan benefits as secur-

ity for a participant loan. Second, it would require that

spousal consents to waivers of post retirement survivor annuity

benefits also include consents to the designation of benefi-

ciaries under the alternative form of benefit chosen (if it

provides for a death benefit).

Neither of these two consent requirements would have

beei particularly objectionable had they been included in REA.

However, they were not included in REA and establishment of these

two-spousal consent requirements at the present time will impose

a serious burden on employers. Once again, they will have to

amend plans, plan descriptions and administrative forms to comply

with these two new requirements.

These new requirements will not provide significant

protection to spouses. First, only a very small percentage of

the employee population is covered by plans which are subject to

joint and survivor requirements and which permit loans. Second,

spouses are already required to acknowledge the effect of their

consents to waivers of post retirement survivor benefits in order

- 4 -
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for the consents to be valid. Many employers interpret this

acknowledgement requirement to require that the spouse also

consent to the alternate form of benefit chosen and the desiana-

tion of beneficiaries under it. These employers reason that,

absent consent to the form actually chosen and the beneficiary

designated, it would be hard to prove that the spouse truly

understood the effect of his or her consent. Thus, there is no

practical need to require that spouses consent to beneficiary

designation because many employers already require this anyway.

Our objection to these proposed spousal .consent require-

ments is primarily that they are not timely and that compliance

would, therefore, be burdensome. In view of the very limited

benefits that would be derived from them, we urge that these

requirements be eliminated entirely. However, If these require-

ments must be enacted, we urge that employers be given ample time

to comply with these additional requirements so as not to burden

them unduly. For example, compliance might be required at the

time a plan is otherwise amended after enactment of this bill,

but with a maximum compliance deadline of January 1 , 1998.

(c) Qiualifien Domestic Relations Or'ders

S. 8114 would change twc p-ovisions relating to the

qualified domestic relations order ("QDRO") rules in REA. The

.DRO provisions are widely supported by employers. These rules

permit employers ani plans to deal with divorce orders and other

support decrees in an efficient and equitable fashion. The two

- 5 -
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technical corrections proposed to the QDRO provisions would

seriously erode this benefit.

The first such change is a provision which would make

the participant taxable on amounts paid to an alternate payee

(other than spouse or former spouse). The clear and unambiguous

rule under REA was that the alternate payee was to be taxed on

the distribution whether the alternate payee was a spouse or not.

The proposed change will be difficult to enforce and

difficult to explain to participants. Why should they have to

pay money on a retirement plan distribution made to someone

else? The constructive receipt rules in Section 402 of the

Internal Revenue Code (governing taxation of pension benefits)

were repealed a number of years ago and Section 402 currently

imposes tax liability on "any distributee" of benefits. Tax

liability should follow the money and this change to REA should

not be made.

The second change to the QDRO rules is even more

troublesome. This rule would prohLbit a plan from complying with

a qualified domestic relations order to the extent it required_

more than a de minimis distribution before the amount could

otherwise be properly paid to the participant. Thus, until an

employee reaches retirement age, for example, a pension plan

could not follow a QDRO requiring that payments be made to a

spouse or child, no matter how needy the spouse or child was.

There simply is no snund policy reason for prohibiting a plan

from complying with a QDRO just because the distribution would

- 6 -
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have been premature if it had been made to the participant. This

provision would make spousal rights dependent on the quirk of

whether the participant was covered by a profit-sharing or stock

bonus plan (which can make distributions relatively freely) or by

a PAYSOP, cash or deferred or pension plan (which are subject to

premature withdrawal restrictions).

It is clearly in the interests of spouses and dependents

as well as in the interest of c-.ployers that they be entitled

freely to follow QDRO's without regard to the particular with-

drawal restrictions imposed on plan participants. Accordingly,

we urge that Section 2(c) (4) (A) (v) of S. 814 be revised by elimi-

nating subparagraphs (B) and (C) and by extending the general

rule in subparagraph (A) to cover all plans, including PAYSOPS.

(d) Penalty for Rehire

Section 2(A)(2) of the proposed technical corrections

bill would impose a potentially severe penalty on individuals who

go back to work for a former employer. This provision is totally

inconsistent with the most basic objective of REA, which was to

make it possible for former employees to return their employers

and thereby preserve benefits that they had previously earned.

Under this provision, if an individual terminates

employment before his or her entire benefit is vested and

receives a lump sum distribution which the individual elects to

have taxed under the ten year averaging method and that indi-

vidual thereafter returns to work for the employer before incur-

- 7 -
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ring five break in service years and accrues more vesting credit,

the employee has to pay a recapture tax equal to the tax benefit

the employee received by claiming ten year averaging on the prior

distribution.

Under current law, a somewhat analogous rule exists, but

an individual must return to work within about one year in order

for it to apply. See Temp. Treas. Reg. 1 11 .402(e) (4) (A)-i . The

Internal Revenue Code itself has no "recapture" rule similar to

the proposed five year rule.

The rules relating to taxation of participant distribu-

tions are among the most complex provisions which individuals

ever have to deal with under the tax laws. The proposed change

would add yet another new layer of complexity and could prove a

severe impediment to rehiring former employees. For example, an

-individual might have received ninety-five percent of his or her

account in connection with an earlier termination of employment

and be subject to a very large recapture tax penalty if the

individual returns to work within five years. It may be less

expensive for the individual not to return to work than to pay

the tax. Moreover, employees who do return to work may not have

the cash to pay the tax.

The question then is, why is this provision sound and

necessary? This provision essentially has its roots in an unrea-

sonable IRS interpretation of the lump sum distribution require-

ments of Code Section 402(e). Those provisions require that an

employee Iave received the "balance to his credit" under a plan

- 8 -
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to qualify for special tax treatment. When ERISA extended the

time for forfeitures of unvested benefits to one year after

termination of employment, the IRS should have interpreted

"balance to the credit" to mean the vested balance. However, the

1RS insisted on taking the unvested balance into account, unless

it ultimately was forft ited.

Under the ERISA rules, the IRS position, although unrea-

sonabl.g, did not cause significant problems since unvested bal-

ances were forfeitable within a relatively short period of time

after termination of employment. Under REA, however, forfeitures

may not occur for a minimum of about five years and this makes

the IRS position, which was always unreasonable, suddenly very

burdensome. It is quite ironic that provisions which were

designed to liberalize ERISA rules to permit people to return to

work to save benefits would serve as a basis for imposing a

penalty tor returning to work.

For all of the foregoing reasons, we strongly uree that

this penalty provision be deleted in its entirety. Ideally, this

provision should be replaced by one which would eliminate any

kind of recapture possibility by defining the term "balance to

the credit" in Section 402(e) of the Internal Revenue Code to

mean the vestedd balance to the credit." If such a liberal rule

is not possible, a reasonable compromise would be to apply recap-

ture if the individual is rehired before the due date for filing

his or her tax return for the year in which the distribution

occurred.

-9-
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II. Technical Corrections Which Are Not
in the Bill But Which Shou.d Be Made

Three necessary technical corrections have not been

included in S. 814. The first is clarification of the language

in the sections in ERISA and the Internal Revenue Code which were

amended by REA to establish a new requirement that benefits

cannot be "immediately distributable" without participant con-

sent. The second is elimination of the maternity/paternity

provisions in REA. The third is to permit domestic relations

orders to be turned into QDRO's by means of stipulated modifica-

tions.

(a) The "Immediately Distributable" Requirement

REA included in ERISA and the Code a provision which

makes it illegal for benefits to be "immediately distributable"

without a participant's consent unless the benefits are de

minimis in amount. REA did not modify the provisions which

establish maximum time limits by which benefits must be paid.

Accordingly, most employers interpret the "immediately distribut-

able" language as simply precluding mandatory benefit commence-

ment before a participant's attainment of normal retirement age

or death or pursuant to a QDRO. Employers, however, are con-

cerned that this provision might also be interpreted as forbid-

ding plans to make all distributions in lump sums. Another

possible reading of the provision is that it is merely intended

to prohibit lump sum distributions which commence before the

- 10 -
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participant's normal retirement age, death or pursuant to a QDRO.

Since this provision is ambiguous, it should be clarified. We

recommend that the provision be clarified so that it only pro-

hibits mandatory benefit commencement before normal retirement

age or death except pursuant to a QDRO.

(b) Maternity/Paternity Leaves

By all accounts, the maternity/paternity leave provi-

sions of REA were included in it by mistake. Apparently, there

were two alternative approaches being considered for giving women

greater flexibility to leave an employer and return to work

without losing benefits. One of the alternatives was a extension

of the break in service year rules to require a minimum absence

of about five years. The cther alternative was the maternity/

paternity leave provisions. When the five year break rule was

adopted (clearly the more liberal rule), the maternity/paternity

leave provisions apparently were retained by accident. This

leads to anomalous results. For example, if an individual gives

birth to a child and leaves work to take care of the child, the

individual can take about six years off before losing benefits.

For any other absence, the individual can only have five years

off. Besides being anomalous, the maternity/paternity leave

provisions are just one additional unneeded and burdensome pro-

tective measure with which employers and employees must deal. It

should be eliminated at this tine.

- 11 -
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(c) Stipulated Modifications to QDRO's

As currently written, the QDRO provisions of REA require

that a court order comply with a laundry list of technical

requirements. Because family law specialists are not expert in

retirement benefit law, it will be very uncommon for domestic

relations orders to comply with all of the new statutory require-

ments, at least if past practices are any indication of the

future. Frequently, the deficiencies in an order can be easily

rectified, such as by the simple expedient of clarifying which

plan is required to pay the distribution. As the QDRO provisions

currently exist, a plan could be disqualified for following a

defective .URO which is modified by mutual agreement of the

parties to cure the deficiency. This means that prudent plan

administrators will require that alternate payees go back to

court to get court approval of needed modifications before fol-

lowing the orders. This is inconsistent with the spirit of REA

and adds an additional burden on plan administrators and alter-

nate payees alike. Accordingly, the QDRO provision should be

modified to include a provisions which would permit defects in a

qDRO to be rectified by agreement between the plan administrator

and the alternate payee, at the option of the plan administrator.

Participant consent should not be required unless the corrections

to the order could in any way affect the participant's right to

benefits. Such a-change would make the QDRO provisions a great

deal easier with which to live and help them achieve their pur-

poses.

- 12 -
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IV. Technical Corrections Which Should
Be Modified

Section 2 of the proposed technical corrections bill

would permit a surviving spouse to consent to a beneficiary

designation after the participant's death without tax liability,

but only if the participant died after enactment of REA but

before it became effective. There is no reason why a spouse

should not be permitted to consent to a beneficiary designation

without tax consequences after the death of the participant in

every pre-retirement death situation. This is particularly

necessary in defined contribution plans since relatively few

defined benefit plans provide pre-retirement death benefits other

than surviving spouse benefits. In defined contribution plans,

the almost universal rule is that, on a participant's death, his

or her account vests and is paid to his or her designated bene-

ficiary. By allowing post-death beneficiary consents, spouses

will be p,-otected in that they need not consent until the last

possible minute, when their personal circumstances will be

clearer. In fact, many employers specifically make spousal

consent revocable just for this purpose. For all these reasons,

the provision in the technical corrections bill which limits

taxfree, post-death spousal consents to those made in a short

window period before the effective date of REA should be

broadened to apply to all beneficiary consents made in pre-

retirement death cases, whether before or after the effective

date of REA.

- 13 -
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June 7, 1985

The Honorable Bob Packwood
Chairman
Committee on Finance
U.S. Senate
Dirkesen Senate Office Bldg.
Washington, D. C. 20510

Re: Technical Corrections Act of 1985 (S. 814)/
Code Section 168(f) (10)

Dear Mr. Chairman:

This statement is submitted for the record of your June 5,

hearing.

Summary of Recommendation

Technical Corrections Act section 109(b)(1) would make im-
portant and unanticipated substantive modifications to the Code
section 168(f)(10) step-in-the-shoes depreciation rules. There-
fore, a prospective effective date which gives taxpayers fair -
notice of the proposed changes is required.

B 3ckg round

The Deficit Reduction Act of 1984 ("DEFRA") extended the
ACRS recovery period for real property from 15 to 18 years. No
change was made in the recovery period for 5-year property.

Current Code section 168(f) (10) (A) and (B) (iii) treats the
transferee in a sale-leaseback transaction as the transferor for
purposes of computing the ACRS deduction with respect to so much
of the subject property's basis as does not exceed the transfer-
or's adjusted basis.
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Thus, under existing law, if a transferor of real property
elected 15-year straight line depreciation, his transferee would
step-into-the-transferor's-shoes, i.e., continue to use the
straight line rate for 15-year real property over the remaining
portion of the 15-year period with respect to so much of the
property's basis as does not exceed the transferor's adjusted
basis.

Nevertheless, the General Explanation of the Revenue Peovi-
sions of DEFRA prepared by the staff of the Joint Committee on
Taxation (the "Blue Book") indicated at page 329 that "the Con-
gress intended different results". More specifically, the Blue
Book indicated that "the Congress generally intended that the new
rules (i.e., 18 year depreciation] would be fully applicable to
real property qualifying as recovery property in the hands of the
transferee unless the transferor had made an election with re-
spect to the property under section 168[(b)1(3)", i.e., had
elected straight line depreciation over 15, 35, or 45 years. The
Blue Book also indicated that *a technical amendment will be
recommended in this regard". However, its details were not dis-
closed.

It was generally understood that the Joint Committee staff
intended to recommend a substantive amendment which would pre-
clude sale-leasebacks designed to obtain faster depreciation,
i.e., an antl-churning rule to preclude using 18-year deprecia-
tion of real property where a transferor had elected 35- or 45-
year straight line depreciation. There was no Blue Book indica-
tion of any contemplated change in step-in-the-shoes depreciation
for 5-year property.

In reliance on existing law and the Blue Book statements, a
large sale-leaseback transaction involving primarily real proper-
ty and some personalty was closed on April 5, 1985. The trans-
feror had elected 15-year straight line depreciation under sec-
tion 168(b)(3) as it applied before the enactment of DEFRA. It
was, thus, understood that the transfecee would, under current
law, step-into-the-shoes of the transferor and continue to use
15-year straight line depreciation for the real property and 5-
year accelerated depreciation for the 5-year property, the trans-
feree, in both cases, assuming the transferor's ACRS schedule in
mid-stream.
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As a brief overview, the transaction involved two unrelated
corporate owner-participants, their respective parents, an insti-
tutional lender, an owner-trustee, a corporate lessee, its par-
ent, a corporate remainderman, and its parent. The documents
reflecting the transaction are voluminous and considerable effort
was expended negotiating and documenting the transaction in re-
liance on existing law.

In brief outline, the key dates regarding the transaction
are:

(1) January 16, 1985 - lender issued its original com-
mitment.

(2) January 31, 1985 -

(a) letter signed among owner-participant, lessee, and
remainderman, subject to necessary approvals.

(b) approval granted by investment committee of owner-
participant.

(c) approval granted by executive committee of lessee.

(3) March 6 and 7, 1985 - extensive negotiations con-
cluded with agreement reached on all major definitive terms
of documents.

(4) March 22, 1985 - lender's commitment finalized.

(5) April 5, 1985 - transactions closed.

Problem

Section 109(b)(1) of the Technical Corrections Act would
amend Code section 168(f) (10) (A) (ii) to provide:

if the transaction is described in clause (ii)
or (iiI) (i.e., is a sale-leaseback] of sub-
paragraph (B) and the transferor made an elec-
tion with respect to such property under sub-
section (b) (3) or (f) (2) (C), the transferee
shall be treated as having made the same elec-
tion (or its equivalent).

The amendment would apply to property placed in service by a
transferee after March 28, 1985, the late the Technical Correc-
tions Act was introduced. Act section 109(b)(3).
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The description of the Act prepared by the staff of the
Joint Committee is ated April 4, 1985, but it did not become
generally available to the public until several days later. At
page 27, it explained for the first time

that the "(or its equivalent)o language of
proposed Code section 168(f)(lO)(A)(ii) is intended
to require that "if the transferor was depreciating
15-year real property on a straight line basis, the
transferee would be treated as having elected 18-
year straight line depreciation';

that "the transferee starts depreciating the
property as would any other new owner of it'; and

that this change would apply to both 15-year
real property and 5-year property.

Clearly, no taxpayer or its advisor could have been expected
on March 28, 1985, to anticipate these proposed substantive
changes. Nor could anyone on that date fairly be expected to
have a copy of the bill available; to be able to locate within
its 225 pages the proposed amendment; or to understand its pro-
posed application.

The proposed March 28, 1985, effective date (rather than the
even more retroactive DEFRA effective date) is an implicit recog-
nition that the proposed amendments are important substantive
changes that could not be fairly anticipated. Full fairness de-
mands at a minimum that the amendments become effective only
after taxpayers and their advisors have a decent opportunity
after introduction to become aware of the proposals and their
intended application.

Proposed solution

Taxpayers and their advisors are entitled to a minimum of 30
days in which to become familiar with proposed changes in exist-
ing law. Accordingly, the effective date in Act section
109(b)(3) should be modified to apply to property placed in ser-
vice by a transferee after April 28, 1985.

As possible alternatives, it has been suggested (1) that the
proposed amendments should be made effective with respect to
property placed in,service after the date your Committee takes
action or (2) specific transactions should be excepted from the
general effective date.
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Our principal concern, of course, is that the transaction
described above not be made subject to the proposed new rules.
Accordingly, either of the alternatives would be satisfactory.
Nevertheless, either an April 28, 1985, effective date or the
first alternative seem *cleaner" and fairer, i.e., either would
protect all parties for a reasonable "notice" period, not just
those who have the sophistication and resources to make their
concerns known to your Committee.

I would welcome the opportunity to answer any question or to
discuss this matter with you or your staff.

Respectfully submitted,

Jerry L. Oppenhei 4

JLO/smk
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June 7, 1985

By Hand

The Honorable Bob Packwood
Chairman
Committee on Finance
U. S. Senate
Dirksen Senate Office Bldg.
Washington, D. C. 20510

Re: Technical Corrections Act of 1985 (S.814)/
Amendment to Code Section 1092

Dear Mr. Chairman:

This statement is submitted for the record of your June 5,
1985, hearing.

Summary of Recommendation

A technical correction to Code section 1092 is needed to
clarify that debt obligations do not have a short term holding
period merely because they Include inseparable puts.

Background

Section 1092(b) gives the Treasury broad authority to issue
regulations regarding gain or loss on positions which are a part
of a straddle. The regulations are to apply the principles of
section 1233(b) to the extent consistent with the purposes of
section 1092. The section 1092(b) regulations are intended to
prevent taxpayers from using straddles to convert short term into
long term gain. Section 1233(b) is similarly designed to prevent
converting short term into long term gain.

tVnder section 1233(b), the holding period of property which
is substantially identical* to other property dold short by the
taxpayer does not commence until the short position is closed.
The acquisition of an option to sell property at a fixed price,
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i.e., a put, is treated under section 1233(b) as a short sale by
the option holder, and the exercise or failure to exercise a put
closes the short sale.

Holding periods of properties not "substantially identical"
are unaffected by section 1233(b). Consequently, section 1092(b)
authorized Treasury to promulgate straddle holding period rules
similar to, but broader than, the section 1233(b) rules by sub-
stituting "offsetting positions" for "substantially identical
property". See S. Rep. No. 144, 97th Cong., Ist Sess. (1981)
149.

Taxable and tax exempt debt instruments commonly give hold-
ers rights at stated times to sell the obligations at par (or in
the case of obligations issued at a discount, at the issue price
plus accrued discount) to the issuer, i.e., in effect one or more
puts.

These inseparable put features are not abusive. Because the
puts cannot be transferred separately from the instruments. they
do not create the possibility of converting short term into long
term gain or ordihary income to capital gain or of deferring
income from one year to the next. Appropriately, these instru-
ments and put features are not subject to section 1233(b), be-
cause section 1233(c) contains an exception for "married puts",
i.e., puts acquired on the same day as the property to be used in
exercising the put is acquired, and which, if exercised, are
exercised through the sale of such property.

Problem

Section 1092(b) makes no reference to 1233(c), and recently
adopted temporary regulation $ 1.1092(b)-2T(a) (1) provides that
"the holding period of any position that is part of a straddle
shall not begin earlier than the date the taxpayer no longer
holds . . . an offsetting position with respect to that posi-
tion*.

If the debt and an inseparable put are viewed as offsetting
positions under the regulation, t.e holding period of a debt ob-
ligation which contains an inseparable put may not begin until
the put feature is terminated. Thus, the holding period of any
holder of a debt obligation with an inseparable put would always
be short term. This could not have been intended.
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Proposed Solution

It should be clarified that the section 1092 holding period
rules do not apply to a debt instrument merely because of the
existence of an inseparable put feature. This may be done by
adding the following to section 1092(c)(2):

(D) INSEPARABLE PUTS. -- A provision in a
debt instrument which provides that the holder
may tender the instrument to the issuer for pur-
chase does not constitute an offsetting position
with respect to such debt instrument or to other
debt instruments, when such provision is a right
which cannot be disposed of or exercised by the
holder of the debt instrument separately from a
transfer of such debt instrument.

Alternatively, the following could be added to the end of section
1092(d)(2):

A provision in a debt instrument which provides
that the holder may tender the instrument to the
issuer for purchase does not constitute a posi-
tion if such provision is a right which cannot be
disposed of or exercised by the holder of the
debt instrument separately from a transfer of the
debt instrument.

* *

I would welcome the opportunity to answer any question or
discuss this matter with you or your staff.

ResRectfully submitted,

Jerry L. Oppenheimer

JLO/smk
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McCUTCHEN, DOYLE. BROWN & ENERSEN
OjN6C1LOR AT LAW

SAN MUOOW, CAJF0N~tA04111 .0A % SVAPS '4 G

June 12, 1985

NETWORK COURIER SERVICE FAX

MS. Betty Scott-Boom
Committee on finance
219 Dirksen Building
Washington, D.C. 20510

Dear Ma. Scott-Booma

The following conents are submitted for considera-
tion by the Committee on Finance with respect to S. 814, the
Technical Corrections Act of 1985. These cements suggest
changes to Section 280G of the Internal Revenue Code dealing
with excess parachute payments. Section 280G was enacted
by the Tax Reform Act of 1984, Public Law 98-369.

S r. - Section 28OG dealing with excess para-
chute payments will affect many ordinary compensation ar-
rangements and therefore will create unnecessary disputes.
To avoid this, and thus aid the administration of the tax
laws, section 280G needs technical changes.

"Reasonable compensation for services rendered"
under section 2800 should be clarified with respect to
employment contracts, retirement plans, and stock options.
Also, the mechanics of the statute should be changed so it
is triggered only after first taking "reasonable compensation"
out of the calculation.

A. Section 200G Affects Many Ordinary
Compensation Azrrangements

If an executive receives "reasonable compensation
for services rendered" on a change in control, there is no
tax issue under section 2800. This rule works in theory but
does not work well in practice because section 2800 affects
many ordin,,ry compensation arrangements. Commonly, a termi-
nated executive will receive payments from: a qualified
pension plan, a qualified 401(k) plan, previously earned and
voluntarily deferred salary or bonus, and post-retirement
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medical and life insurance benefits. There is no question
that these amounts &re "reasonable compensation for services
rendered." Nevertheless, often these amounts alone will
trigger section 280G, because when paid on change in control
they are parachute payments and often total more than 3
times the base. After the statute is triggered, if any
other amount received is not reasonable compensation for
services rendered, it is hit by nondeduction and an excise
tax.

This puts an extraordinary premium on what is
"reasonable compensation for services rendered," and an
agent has a double incentive (nondeduction and an excise
tax) to challenge 'reasonable compensation." In this con-
text for the statute to be workable, and to avoid unneces-
sary disputes, there must be clear guidance on what is
excluded reasonable compensation.

B. Reasonable Compensation -
Clarification Is Needed

(1) Payments After Contract is Terminated. -
if a new hostile board fires all the top executives but also
pays them what they would have earned over the remaining
term of their contracts, there is serious question whether
this is reasonable compensation "for services rendered."
Technically# no services will be rendered after termination.
But the Joint Committee Blue Book says that payment for a
covenant not to compete is for services "rendered," and the
Congress should clarify that the same rule applies to the
payment in settlement of a contract of employment. Other-
wise, payment of an executive's basic livelihood will be
subject to excise tax.

(2) Retireman-Plans. - The Blue Book recognizes
as reasonable compensation payment under a supplemental re-
tirement plan that compensates an executive for benefits
lost on a move from a prior employer. But this is only part
of the problems an executive who is older and loses his Job
on a hostile takeover may not be able to obtain a comparable
job or may not be able to obtain retirement credit at his
new job for prior service. Therefore, an employer must be
able to protect its executives' retirement income. This is
particularly the case for older employees who most need
retirement benefits and often have a difficult time obtain-
ing new employment. The Congress should make clear* there-
fore# that reasonable compensation for services rendered



598

includes a supplemental retirement income that provides an
employee what he would have received had he worked to normal
retirement age and his employment not been prematurely
terminated on a change in control.

(3) Payments Under Pro-Existing Retirement Plans. -
The *one year rule" of 2800(b)(2)(C) idds a presumption that
payment under any amendment to a contract made within one
year of change in control is contingent on change in control.
It should be made clear, however, that any normal increase
in compensation that creates an increase in retirement
benefits under a plan's formula does not trigger the one
year rule. This would be similar to the rule stated in the
Blue Book that normal salary increases do not take a con-
tract out of the grandfather rule.

(4) Stock Options. - It is not clear whether
stock options ate valued at grant or at exercise. The Blue
Book, however, states that the grant of stock options is a
transfer of property to be valued at grant. The Congress
should make it very clear that this rule governs. It may be
quite difficult to establish "reasonable compensation for
services rendered" for amounts received on exercise because
the amount received often is based on market forces and not
on the individual's service. An employee should not be
deprived by an excise tax of the benefit of his stock option
bargain because the market is favorable. (The Congress may
wish to distinguish between options granted under an estab-
lished program approved by shareholders well before any
takeover and options that are granted in the course of
takeover active ty. The one year rule may accomplish this
goal.)

C. Reasonable Compensation -
The Mechanics Do Not Work Right

Section 2800 as now written is triggered when
parachute payments, including reasonable compensation, are
more ttan 3 times the base. Thereafter, parachute payments
are reduced by reasonable compensation to determine if there
are "excess" parachutes. If there is even $1 of parachute
that Is not reasonable compensation, nondeductibility and
the excise tax apply. While "theoretically pure," this
leaves no leeway for reasonable differences about reasonable
compensation. This will lead to substantial litigation over
reasonable compensation from publicly held companies, some-
thing previously avoided under the tax laws.
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For proper administration, the statute must leave
some leeway because the basic concept--"reasonable compensa-
tion*--is one over which reasonable people often differ. An
easy way to do this is to eliminate "reasonable compensation
for services rendered" from the definition of parachute
payments. The statute then would be triggered only if
parachute payments in excess of reasonable compensation
('real" golden parachutes) were more than 3 times the base.
This would live room for some disagreement over what is
"reasonabl, and would catch the people who are the real
focus of the statute.

Respectfully submitted,

McCUTCHEN, DOYLE, BROWN 6 ENERSEN

By Oert a. 41~
Robert A. Slum
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CLEVELAND, OHIO 44114
McDONALD, HOPKINS & HARDY CO., L.P.A. ,, o..,,S

ATTORNEYS AT LAW

COIO4ENTS ON CORRECTIONS OF RETIRDMET EQUITY ACT OF 1984

Our firm represents many pension and profit-sharing plans and does the
estate planning for many persons who are participants in pension and profit-
sharing plans.

We are conceded about what appear to be some of the unintended effects
of the Retirement Equity Act of 1984. We set forth in this memorandum pro-
posed provisions to be included in the Technical Corrections to the Retire-
ment Equity Act of 1984 as published in the Congressional Record of April 18,
1985 -(page E1583).

1. Proposed Amendment

There shall be added at the end of Section 417(a)(2)
the followingt "Such consent say be given at the time of
the participant's election to waive or at any time there-
after, whether before or after the death of the partici-
pant."

Explanation

Section 417(a)(2) does not state when the consent of
the spouse can effectively be given. The Senate Committee
Report states "This consent is to be given in writing at
the time of the participant's election, and the consent
is to acknowledge the effect of the election." Section
417(e)(2) states "If - . . . the participant and the spouse
of the participant (or where the participant has died, the
surviving spouse) consent in writing to the distribution,
the plan may immediately distribute the present value of
such annuity." This obviously contemplates the possibility
of a consent by the spouse even after the death of the
participant. Whether the distribution under this clause
can be any other than a lump-sum is not clear. There are
many estate plans in effect involving trusts carefully
designed to provide for the surviving spouse. There seems
to be no good reason why the surviving spouse should be
unable to consent to that kind of a provision even after
the death of the participant. It is not clear from the
law that this would be possible. There seems to be no
good reason for limiting the time during which the spouse
might consent, or the method of distribution to which the
spouse might consent.
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2. Proposed Amendment

There shall be added at the end of Section 417(a)(2)
the following: "Such consent shall not be deemed a trans-
fer by the participant's spouse under any provision of the
Internal Revenue Code.'

Explanation

The Retirement Equity Act of 1984 seems to have
created a new property right. A question has been raised
concerning the effect of the spouse's consent under Sec-
tion 417(a)(2) with reference to that property right. Is
it a transfer for gift tax purposes or estate tax purposes?
Presumably, it was not contesplated that the passage of
this law would raise gift tax or estate tax questions. It
Is suggested that the best way to avoid any problems in
thin area would be a provision such as set forth here.

3. Proposed Amendment

There shall be added at the ead of Section 417(a)(2)
the following: "To the extent that an agreement as de-
fined in the next sentence permits a participant to desig-
nate a person other than his spouse as beneficiary of his
interest in a qualified retire*ent plan, such participant
my elect the waiver provided in Section 417(a)(1)(A)
without the consent of his spouse as otherwise required by
Section 417(a)(2)(A). 'Agreement' as used in the previous
sentence means a binding agreement between the participant
and his spouse entered before marriage or during the pen-
dency of an action for legal separation or divorce."

Explanation

It has been suggested by conentators that this new
law would supersede valid prenuptial contracts between
husband and wife. The law is not clearly stated to get
this result, and any such result is sure to create consti-
tutional questions of impairment of contract. It would
appear wise to avoid such disputes; and there appears to
be no reason that Federal Pension Law should attempt to
override valid contracts made in good faith either before
marriage or during the pendency of an action for divorce
in a situation in which death occurs before divorce is
granted.

4. Proposed Amendment

here shall be added at the end of Section 401(a)(11)
the following:

-2-
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'(E) Definition - As used in this paragraph 'accrued
benefit payable to such participant' shall not include any
contribution of an employee to the plan except mandatory
contributions made by the employee as defined in Section
411(c)(2)(C)."

Explanation

It is unclear whether the requirement of waiver and
consent appliee to the voluntary contributions made by a
participant from his after-tax funds. Heretofore, the
principal amounts of such voluntary contributions have
been subject to withdrawal by the participant without tax
consequences, and have not been generally considered a
part of a true pension account. The status of the volun-
tary accounts for purposes of consent should be clarified
one way or the other. It Is suggested that they need not
be subject to the consent to give the spouse adequate pro-
tection.

Respectfully submitted,

McDonald, Hopkins & Hardy Co., L.P.A.

By

0774h:cli
-3-
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My name is Gerald L. Uslander. I am an Attorney and a Principal
of William M. Mercer-Meidinger, Incorporated. Mercer-Meidinger
is the world's largest consulting firm in the field of employee
benefits, compensation and communications. Mercer-Meidinger
provides consulting advice to more than 10,000 clients in every
category of business, industry, government and non-profit
organizations. Our clients range in size from the smallest
employers to the largest corporations in the world. Because of
the broad based nature of our clients, I bring to you a wide
range of needs for clarification.

I ccmmend your quick response and your effort to provide needed
clarifications to DEFRA and REA. However, H.R. 1800 and H.R.
2110 would make substantive and nontechnical changes to the laws
in addition to merely technical clarifications. DEFRA and REA
were two pieces of major legislation affecting employee benefits
passed in the same year. You can imagine the reaction of
employers to having to make wholesale changes to their plans to
comply with DEFRA and then shortly thereafter REA, and both
falling so soon after TEFRA. I believe it is essential that H.R.
1800 and H.R. 2110 confine themselves to purely technical
clarifications so that employers will not be required to make
additional substantive changes at this time.

I would hope that any substantive changes in the law would only
be made after extensive deliberations by Congress and that any
such changes will give employers a substantial amount 5F advance
notice-before they become effective.

With one exception, my remarks today will concentrate on the
technical corrections to the Retirement Equity Act being proposed
in H.R. 2110. I only have one observation concerning H.R. 1800.

DEFRA imposed funding limitations on funded welfare benefit funds
in order to prevent what Congress deemed excessive deductions by
employers making contributions into these funds. It is true that
DEFRA, as written, has caused confusion in the area of insurance
contracts as to what is or is not a fund. If the vehicle is
determined not to be a fund, the funding restrictions will not

pply.

Section 151(a)(8) of H.R. 1800 attempts to clarify the definition
of welfare benefit fund. However, the clarification only adds to
the confusion. It is difficult to determine exactly what kind of
an arrangement, which would not be a fund, is being described in
the new proposed provision. I have conferred with a number of
professionals in my firm who deal exclusively in the area of
welfare benefits, and they have been unable to recognize exactly
what is being described. Our general feeling is that what the
change is attempting to make clear is that a "truly experience
rated" insurance contract will be considered a fund and anything
else will not be considered a fund. I would hope that the
language of the change can be tightened up to make this, or the

-l
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actual intent, more apparent. I would also hope that the
committee report will fully explain the significance of this
provision.

I have a number of observations concerning H.R. 2110:

1. There is widespread disagreement, even among various
Treasury Department spokesmen, regarding the definition of
Earliest Retirement Age. IRC 417(f)(3) defines Earliest
Retirement Age as the "earliest date on which, under the
plan, the participant could elect to receive retirement
benefits." IRC 417(c) says that if a participant dies
before having attained the earliest retirement age, the
surviving spouse will be entitled to a pre-retirement
survivor annuity which need not begin earlier than the month
in which the participant "would have attained the earliest
retirement age under the plan."

In the case of a vested participant or former participant
who dies before satisfying the requirements for the early
retirement age, when is the earliest time at which the
surviving spouse can elect to receive the annuity? For
instance, if a plan has an early retirement age of 55 with
15 years of service, and a normal retirement age of 65, and
if a participant dies at the age of 50 with 10 years of
service, may the spouse begin to receive the annuity when
the participant would have reached age 55 with 15 years of
service, had he lived, or only at the date the participant
would have reached age 65, which is the latest date that
commencement of the annuity can be postponed without spouse
consent? In other words, is the intent of the law that it
be assumed that the participant would have satisfied the
service requirement had he continued to live?

Many steel plans allow retirement with 30 years of service.
The same question would apply if a participant in a steel
plan died before being credited with 30 years of service.
Would the participant's surviving spouse be entitled to the
pre-!-etircment survivor annuity at the time the participant
would have had 30 years of service or would the spouse have
to wait until normal retirement age? As I said, various
Treasury Department spokesmen have given different answers.
The provision should be clarified one way or the other. My
recommendation is that the law be made clear that service
would have continued after death.

2. There are several issues relating to spouse consent that
need clarification. IRC 401(a)(ll)(B)(iii) states that a
profit sharing or stock bonus plan does not have to comply
with the qualified joint and survivor annuity and
pre-retirement survivor annuity requirements if certain
conditions are met. One of these conditions is that the
plan provide that the participant's accrued benefit "is

- 2 -
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payable in full, on the death of the participant, to the
participant's surviving spouse..." or to another beneficiary
only with spouse consent. It seems clear from the wording
of this provision that if the conditions for
nonapplicability 3f the joint and survivor annuity
requirements are met, and the plan provides that the
participant's benefit will be paid to the spouse, no spouse
consent to that payment in a lump sum should be required.

In spite of this, a Treasury spokesman said that, unless the
spouse consents, at least one-half of the participant's
account balance has to be paid in the form of a life
annuity. The only provision of the Internal Revenue Code
that provides for spouse consent to a lump sum distribution
is in IRC 417(e)(2). However, IRC 417 only applies to a
plan which must meet the requirements of IRC 401(a)(11). In
the case of a profit sharing plan which does not have to
meet the requirements of IRC 401(a)(11), IRC 417(e)(2) does
not apply and should not be made applicable.

This point should be clarified either in IRC 401(a)(11) or
IRC 417. If it is intended that the distribution to the
spouse should be subject to the general cashout rules in IRC
411(a)(11), that provision should be rewritten because it
now only provides for consent of the participant and not the
participant's spouse to a cashout over $3500.

Section 2(b)(4) of H.R. 2110 amends IRC 417 to provide that
no portion of a participant's accrued benefit may be used as
security for a loan without spouse consent. It is my
understanding that Committee staff intends that this spouse
consent provision should apply to all plans, whether or not
they must comply with the joint and survivor annuity,
requirements of the law. Since the amendment requiring
spouse consent to loans is in IRC 417, which section only
applies to plans which must comply with the joint and
survivor annuity requirements, I do not believe that the
objective of applying the spouse consent requirement to all
plans has been met.

I suggest that there be a clarification that the requirement
does not apply to plans which need not comply with the joint
ano survivor annuity requirements. If your intention is
that it does apply, the new spouse consent requirement
should be placed in another section of the Internal Revenue
Code.

Section 2(b)(6) of H.R. 2110 also amends IRC 417 to provide
for informed consent, whereby the spouse, in consenting to
the waiver of the joint and survivor annuity, must also
consent to the beneficiary designated in the waiver and to
each subsequent beneficiary change. While it is clear that
the spouse must consent to beneficiary changes, it is not

-3-
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clear whether the spouse must consent to a change in the
form of payment. For example, if the spouse consents to the
children being named as the beneficiary of a form of
payment, can the participant then change the form of payment
and take a lump sum without naming a different beneficiary,
and without spouse consent? This point should be clarified.

3. There are a number of issues relating to cashout of benefits
which create problems. The threshold for determining
whether there may be a unilateral cashout or whether there
may be a cashout only with the consent of the participant
(and his spouse where applicable) is a present value equal
to $3500. The law is clear that the present value will be
calculated using an interest rate not greater than the rate
used by the Pension Benefit Guarinty Corporation for
purposes of determining the present value of a lump sum
distribution on plan termination. An open question is
whether this same PBGC rate must be used to determine the
amount of the benefit to be cashed out.

The law should be clarified to state that the PBGC rate will
be used to determine the threshold, but the rate stated in
the plan for calculating a lump sum distribution will be
used to determine the amount of the benefit. If it is
permissible for the rate in the plan to be used for other
purposes, I see no reason why it should not be used in this
case.

As an alternative, perhaps the PBGC rate could be used to
determine the amount of the benefit if it is a cashout under
$3500, while the plan rate could be used to determine the
amount of the benefit if it is more than $3500. The
rationale for this would be that the participant would have
to consent to the cashout if it is more than $3500, so the
participant can control the rate to be used.

Another open question concerns the fact that there is
apparently not a single PBGC rate. There are alternative
rates, such as the PBGC immediate rate or the single PBGC
rate structure. Various IRS spokesmen have given various
answers as to whether the immediate rate or the entire rate
structure is to be used. I have no recommendation as to
which approach should be adopted, but recommend that one or
the other be adopted in order to clarify the situation.

The law should be clarified as to whether the cashout rules
apply only to the employer funded accrued benefit, or also
apply to employee contributions. I believe that the cashout
rules do apply to employee contributions, and in determining
whether the threshold has been met, both employer
contributions and employee contributions are taken into
consideration. However, there is disagreement on this point

-4-
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and clarifying guidance is needed. In addition, the
guidance should state whether qualified deductible employee
contributions are also to be considered.

A related issue is whether the cashout rules apply to the
entire accrued benefit or only to the vested portion. In
other words, must the vested accrued benefit be $3500 or
more to have met the threshold or must only the entire
accrued benefit, whether or not fully vested, be $3500 or
more?

H.R. 2110 amends IRC 414(p) to prohibit the cashout of a
benefit due a payee under a qualified domestic relations
order, even if the payee/spouse consents, prior to the
participant's termination of employment, if the amount of
the payment due exceeds $3500. This provision seems to
apply to any plan. It should not apply to defined
contribution plans. The effect of this would be to require
periodic payments from defined contribution plans and to
prohibit lump sum distributions even if the payee consents.
This is not consistent with the purposes of the qualified
domestic relation order provisions, which are to protect the
rights of the divorced spouse and to simplify the
administration.

In addition to preventing a cashout even with spouse
consent, including the restriction in defined contribution
plans could cause other adminstrative problems. For
instance, if the plan allows participants to direct
investments among various investment funds, wouldn't this
right also have to be given to a QDRO payee whose benefit
could not be distributed because it is over $3500? It seems
that the answer could be in the affirmative and this would
unduly complicate plan administration.

4. IRC 401(a)(ll)(B)(iii)(1) says that, in order to avoid
compliance with the joint and survivor annuity requirements,
a defined contribution plan that provides for a death
benefit to someone other than the spouse, must provide that
the spouse consents to the non-spouse beneficiary in the
manner required under IRC 417(a)(2)(A). This latter section
only covers the fact that the consent must be in writing and
witnessed. It does not deal with the requirement to give
notice nor does it deal with the time frames of giving
notice and making the election. I suggest that IRC
401(a)(11) be clarified so that the reference is to those
sections of IRC 417 that cover the notice requirement and
the timing requirements, or else special notice and timing
requirements be provided.

5. I suggest that the law be clarified as to whether a spouse's
waiver of the joint and survivor annuity constitutes a gift
that is taxable for gift tax purposes. This problem arises

-5-
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because H.R. 1800 repeals IRC 2517. IRC 2517 provides that
the exercise or non-exercise of an election or option under
a qualified plan is not considered a transfer for gift tax
purposes. If this section is repealed, the question arises
whether spouse consent would be a taxable transfer.

There are many other areas that could be discussed as needing
clarification in both H.R. 1800 and H.R. 2110. However, it would
not be possible to include all of them in my presentation.

I urge you to impress upon the Treasury Department the urgency of
moving promptly to issue formal guidance on the various changes
made by QEFRA and REA. Many questions have been asked of
Treasury by practitioners, so they are well aware of areas that
need clarification and guidance. With so many recent laws having
been passed that affect benefits in varying ways, employers must
have immediate guidance on how to proceed with the administration
of their various benefit programs.

I want to thank you for your indulgence and for giving me the
opportunity to assist you in discussing needed clarifications to
DEFRA and REA. Both I and my firm are at your and your staffs'
total disposal in proceding with your work. We stand ready to
assist you in any way we can and would welcome your calling upon
us.

-6-
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COMMENTS ON S. 814, THE TECHNICAL
CORRECTIONS ACT OF 1985, AND ON

TECHNICAL CORRECTIONS TO
tHE RETIREMENT EQUITY ACT OF 1984

The National Coordinating Committee for Multiemployer

Plans ("NCCMP") is pleased to offer its comments on S. 814,

the Technical Corrections Act of 1985, And on technical

corrections to the Retirement Equity Act of 1984.

The NCCMP is a nonprofit, tax-exempt organization

established after Congress enacted ERISA in 1974. It consists

of representatives of more than 140 pension and welfare plans,

or their sponsors, through which, in the aggregate, the interests

of approximately three million persons are represented. On

behalf of its affiliated multiemployer plans and their

participants and beneficiaries, the NCCMP is entirely engaged

in monitoring the development -- legislative, administrative,

and judicial -- of the laws relating to the structuring and

administration of multiemployer pension and welfare plans.

We suggest reconsideration of several aspects of and

technical improvements in the Technical Corrections Act of

1985 and certain provisions of the Retirement Equity Act of

1984, as they would app'y to multiemployer plans.
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A. The Technical Corrections Act of
1985 ("Bill")

1. Permissible Welfare Plan Reserves

a. Reserve Limits Applicable to
Collectively Bargained Welfare
Plans

Section 419A' as added by the Deficit Reduction Act

of 1984 ("DRA"), provides tax deductible reserve limits for

welfare plans. Section 419A(f)(5) directs the Secretary of

Treasury to provide special, higher limits for collectively

bargained plans no later than July 1, 1985.

The Conference Report states:

"Certain collectively bargained plans. --
By July 1, 1985, the Treasury Department is
to publish final regulatiors establishing special
reserve limit principles with respect to welfare
benefit funds maintained pursuant to an agreement
that the Secretary of Labor finds to be a
collective bargaining agreement between employee
representatives and one or, more employers, if
there is evidence of good faith bargaining over
the benefits provided by the plan between the
employee representatives and the employer (or
employers).

In establishing these limits, the Treasury
is to presume that reserves in such plans are
not excessive because of the arm's length
negotiations between adversary parties inherent
in the collective bargaining process. Because
contributions under such plans are often made
on the basis of a defined contribution fixed
over a multiyear period on the basis of economic
assumptions which prove to be incorrect and
because such contributions may be the only source
of benefits to be provided during layoffs,
strikes, lockouts, and economic recession, these

Unless otherwise stated, all references herein are to the
Internal Revenue Code of 1954, as amended.
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special limits are to allow substantial
flexibility in determining the application of
these provisions with respect to such plans."
H.R. Rep. No. 861, 98th Cong., 2d Sess. 1158(1984).

In this report, Congress clearly stated two things about

collectively bargained plans. First, the nature of such plans,

and of the collective bargaining process, generally precludes

the abuses of principal concern. Second, the practical

requirements of such plans (e.g., the need to set contributions

at some fixed rate based on hours of work or units of production)

and the plans' basic economics,2 mandate special reserve

principles.

Recognizing the basic facts set forth above, Congress

also gave specific instruction as to how the situation should

be handled: the reserves of such plans are to be presumed

reasonable. In other words, the reserve limitations of this

newly-enacted provision are not generally to apply in the case

of collectively bargained plans.

Perhaps it is possible for the Treasury to fashion

regulations accurately reflecting the Congressional intent

discussed above. However, after a review of many specific

situations, and a good bit of effort, we have been unable to

devise any formula or other standardized approach that would

cover the vast array of fact patterns actually presented.

i Employer contributions do not rise to meet plan needs.
Instead, they generally fall in times of aggravated participant
need, e.g., recession, strike or layoff.
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Perhaps the regulations could merely restate the

generalized intent reflected in the report, providing that

the reserves of collectively bargained plans will be deemed

within the applicable reserve limitations, unless the IRS

establishes their unreasonableness in particular situations.

Such a regulation would be entirely appropriate if the problem

is actually to be addressed by regulation. However, the

Congressionally imposed deadline is upon us, and guidance is

desperately needed now.

Given the foregoing, we submit that Congressional intent

-ould best be served by explicit statutory language setting

forth a general rule on the reasonableness of reserves in

collectively bargained plans. Such an approach makes

particularly good sense in light of the nearness of the July 1,

1985 deadline set by Congress for final regulations on this

subject. Proposed regulations have not yet been issued, and

timely issuance of carefully developed regulations seems unlikely

given the current agenda of appropriate Treasury and IRS

personnel.

Consequently, we suggest that Code section 419A(f)(5)

be amended in its entirety to read as follows:

"(5) Higher Limit in Case of Collectively
Bargained Plans --

(A) Notwithstanding any other provisions
of this section, for purposes of sections 419
and 12, the limit determined under this section
for a qualified asset account established by
a welfare benefit fund maintained pursuant to
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one or more agreements that the Secretary of
Labor finds to be collective bargaining agreements
between employee representatives and one or
more employers shall be no less than the amount
credited to that account, if --

(i) there is evidence of good faith
bargaining over funding for the benefits provided
through the fund and

(ii) the Secretary does not find that
the fund's reserves are unreasonable, taking
into account past experience and reasonable
expectations. For this purpose, an amount in
a reserve attributable to employer contributions
shall be deemed to be reasonable if the level
of contributions required was reasonably expected
to be necessary to maintain the plan of which
the fund is a part, under all of the circumstances
existing and anticipated at the time the
collective bargaining agreement setting the
contribution obligation was agreed to.

(B) For purposes of this paragraph, the
term "amount credited to that account" includes
assets to provide for the future payment of
any welfare benefit, within the meaning of
section 419(e)(2), in addition to the benefits
listed in subsection (a) of this section."

The problems described above are particularly acute

with respect to multiemployer plans. Such plans are required

by the Taft-Hartley Act to function as jointly administered

trusts. In these circumstances benefits cannot be provided

directly from the general assets of employers. "Welfare benefit

funds" must be utilized if benefits are to be provided at all.

Further, once an employer makes a contribution to a

multiemployer plan, the money is gone forever. Also individual

employers, as such, typically have little or no direct role

in the plan trustees' decisions about what benefits to provide.

Thus, unlike the situation that may exist in some single-employer
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plans, there is neither opportunity nor motive for "packing"

with excess funds in order to accelerate deductions.

b. Additional Welfare Plan Reserve
Limit Issues

Additional reserve limit issues are addressed below.

W6 note, however, that these issues wil become moot if the

amendment suggested above becomes law.

i. Reserve Limit Transition Rules

Section 151(a)(7) of the Bill would make the reserve

limit transition rules of section 419A(f)(7) available only

to funds that had reserves "as of July 18, 1984." This is

clearly meant to deny transition relief to employers who, for

tax purposes, made large welfare plan contributions between

enactment of the DRA and the end of 1984.

However, the new rule, as presently structured, would

create unnecessary administrative burdens. Plans do not keep

daily records of the status of their reserves. Thus, most

plan trustees will not know if the plan had reserves as of

July 18, 1984. They would be able to determine this, if at

all, only through retroactive reconstruction of the plan's

financial status as of that date.

We suggest that the transition rules be made available,

instead, to plans that had reserves as of both the beginning

and the end of the plan year that includes July 18, 1984.
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This would adequately test plans on the basis of information

they ordinarily have available.

In addition, for collectively bargained plans, the

transition rules should apply if:

"(A) The plan had reserves as of the end of

the plan year that includes July 18, 1984, and

"(B) Either:

"(i) no increase in the rate of
contributions under the
collective-bargaining agreement
was negotiated between July 18,
1984, and the end of the plan
year that included July 18,
1984; or

"(ii) If a post-July 18, 1984,
contribution rate increase
was negotiated, such increase
did not provide for a decrease
after the end of the plan
year that included July 18,
1984."

This would make the transition rules unavailable to plans that

increased contributions until the end of 1984 to inflate the

1984 reserve for tax purposes. However, the rules would remain

available in bona fide situations where deficits existed at

the beginning of the 1984 plan year but, because of benefit

cuts or legitimate contribution rate increases, there were

surpluses by the end of that year.

A similar problem arises under section 151(a)(10)(C)(iii)

of the Bill. That section would amend Code section

512(a)(3)(E)(iiil(tI) to impose income tax on the earnings
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of post-retirement medical or life insurance welfare fund

reserves in excess of the amount the fund had accumulated for

such purposes as of July 18, 1984. As stated, it would be

difficult, if not impossible, for plans to determine the reserves

that existed on such a specific date. Instead, the test should

be the existing level of reserves for such purposes as of the

end of the plan year that includes July 18, 1984. Safeguards

similar to those suggested above with respect to section 419A

could be provided to prevent abuse.

ii. Treatment of Certain
Insurance Contracts

Section 151(a)(8) of the Bill would exclude certain

types of insurance contracts from the definition of a "welfare

benefit fund." T!e exclusion would apply only if "the amount

of any experience-rated refund or policy di-4dend payable to

an employer with respect to a policy year is treated by the

employer as received or accrued in the taxable year in which

the policy year ends." This limitation is clearly intended

to apply the credit income to reduce the employer's deduction

for the initial premium. However, this rationale does not

apply in the context of tax-exempt trusts. Accordingly, the

legislative history should state that this limitation applies

only if the experience credit is paid directly to an employer,

and is not relevant if the contract holder that receives the

credit is a tax-exempt trust.
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2. Other Multiemployer Plan Issues

There are a number of other .ssues which are of importance

to multiemployer plans, regardless of the disposition of the

collectively bargained reserve limit issue.

a. Collective Bargaining Exceptions
to Nondiscrimination Requirements
of Sections 419A(e)(l) and 4976(b)(1)

Section 419A(e)(1) currently provides that no reserve

may be taken into account under section 419A(c)(2) for

post-retirement medical benefits or life insurance benefits

unless the plan meets the nondiscrimination requirements of

section 505(b)(1). Section 4976 imposes an excise tax on

employers maintaining funds that provide "disqualified benefits."

Under section 4976(b)(1), "disqualified benefits" include post-

retirement medical or life insurance benefits, unless the plan

meets the nondiscrimination requirements of section 505(b)(1)

with respect to such benefits.

Sections 153(a)(3) and 151(a)(11) of the Bill would

apply these rules to plans, such as collectively bargained

plans, that are not otherwise subject to section 505. There

would be an exception for benefits provided by a plan maintained

under a collective bargaining agreement, if the post-retiremant

medical and life insurance benefits were the subject of good-

faith bargaining.
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Post-retirement welfare benefits, as such, are not

necessarily the subject of direct bargaining in the multiemployer

context. The bargaining parties often denominate separate

contributions for pension and for welfare benefits. They

ordinarily do not specify the actual benefits to be provided

or the portion of the welfare benefit contributions that will

be used to provide any particular type of benefit. Instead,

these decisions are left to the plan trustees.

Since the intent of the change seems to be to continue

the current law standard exception for collectively bargained

plans, an additional exemption should be added with respect

to both sections 419A(e)(1), and 4976(b)(1) for "benefits

provided in the manner described in paragraphs (5) at seq.

of 29 U.S.C. section 186(c)" -- i.e., collectively bargained

and provided through a jointly managed trust in accordance

with Taft-Hartley.

b. Effective Date of Section 512
Unrelated Business Taxable Income
("UBTI") and Section 4976 Excise
Tax Changes

Under section 511(e)(2) of the Deficit Reduction Act

of 1984 ("DRA"), the new UBTI provisions of section 512, and

excise tax provisions of section 4976 will not apply to

collectively bargained plans until the first day of the plan

year starting after expiration of the longest-running labor

contract in effect on July 1, 1985. Section 151(a)(12) of

the Bill would add new paragraphs (6) and (7) to the end of

section 511(e) as follows:
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"(6) Amendments Related to Tax on Unrelated
Business Income -- The amendments made by
subsection (b) (UBTI provisions shall apply
with respect to taxable years ending after
December 31, 1985 ...

"(7) Amendments Related to Excise Taxes on
Certain Welfare Benfit Plans. -- The amendments
made by subsection (c) lexcise taxes on
disqualified benefits] shall apply to benefits
provided after December 31, 1985.

The Bill should make clear that these new paragraphs

are not intended to override the collective bargaining effective

date provided in paragraph (2) of section 511(e) of the DRA.

It would be difficult, if not impossible, for collectively

bargained plans to comply with a January 1, 1986 effective

date. Treasury will not announce the special reserve limits

applicable to such plans until July 1, 1985, at the earliest.

Further, there is no practical opportunity to readjust

contribution rates until the expiration of the currently

effective collective bargaining agreement. Finally, until

passage of the Technical Corrections Bill, the extent, if any,

to which a plan's benefit structure will have to be amended

will remain uncertain. See section 1., supr.

c. Aggregation of Plans

Section 419A provides limits on the amount of disability

and SUB or severance pay benefits and life insurance benefits

that can be taken into account in determining permissible plan

reserves. Further, it treats amounts allocable to individual

accounts of key employees to pay post-retirement medical benefits

as annual additions under section 415(c).
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Section 151(a)(6) of the Bill would provide that, for

purposes of these provisions, all welfare benefits of an employer

must be treated as a single fund. For all other purposes of

Section 419A, an employer would be permitted to elect to treat

two or more welfare benefit funds he maintains as one fund.

Multiemployer welfare plans have no way of knowing whether

contributing employers have other welfare plans. They have

no control over or knowledge of contributions to or benefits

under other plans of contributing employers. Thus, requiring

multiemployer plans to aggregate single employer benefits for

this purpose would be unfair and unworkable.

Further, higher reserve limits are to be prescribed

for collectively bargained plans, including mk tiemployer plans.

Thus, the limits on the amount of disability and SUB or severance

pay benefits and life insurance benefits should not apply to

such plans. With respect to the section 415(c) limits, if

benefits under an aggregation of plans exceed such limits,

Treasury regulations provide that benefits under the single

employer, rather than the multiemployer plan will be reduced.

See Treas. Reg. §S 1.415-8(e), 1.415-9(a)(3).

Accordingly, no purpose would be served by subjecting

multiemployer plans to thL required aggregation rules. Such
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plans should therefore be exempted.'

The Bill could nevertheless require a single employer

plan to be aggregated with a multiemployir plan to the extent

of that portion of the multiemployer plan that is allocable

to the employer's employees. If the aggregated plans exceed

the limits, however, only the single employer plan should be

affected. For this purpose, the Treasury should be directed

to promulgate simple, workable rules for allocating a share

of the multiemployer plan's assets and liabilities to each

contributing employer, without the burden and expense of tracing

their actual source.

d. Gift Tax Changes

Section 152(e) of the B~tl would repeal section 2517,

which creates a gift tax exemption for an employee's designation

of a beneficiary under a qualified pension or profit-sharing

plan. The statute or legislative history should clarify whether

a contingent or revocable designation of a plan beneficiary

would be subject to tax. It should also clarify whether a

spouse that consents, in accordance with the Retirement Equity

Act of 1984, to waive his or her right to a death benefit would

be subject to gift tax liability. Income tax treatment of

amounts already considered part of a taxable gift or estate

should also be clarified.

I We note that aggregation of plans is also required for
purposes of the UBTI rules added by the DRA.
I 512(a)(3)(E)(iii)(III). Our comments apply equally in this
context. However, the Secretary of Treasury is empowered to
provide exceptions by regulations. We hope and expect that
such regulations will provide the necessary exemption.
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e. Top-Heavy Plan Provisions

Section 240 of the Tax Equity and Fiscal Responsibility

Act of 1982 added a new section 416 which sets forth special

rules for top-heavy plans. In general, a plan is considered

top-heavy if the present value of the cumulative accrued benefits

or aggregate account balances for certain highly paid officers

and owners ("key employees") of the employer exceeds sixty

percent of the present value of the cumulative accrued benefits

or aggregate account balances of all employees under the plan.

Code S 416(g). We note that section 152(d) of the technical

corrections bill would make certain changes in the top-heavy

provisions of the law.

The facts are that a multiemployer plan cannot be

top-heavy, and that the sanctions applicable to top-heavy plans

have no practical relevance in the multiemployer plan context.

The vast majority of multiemployer plan participants

are bargaining unit employees who are generally not officers

or owners of an employer and therefore not key employees.

Further, most multiemployer plans provide non-integrated flat-

dollar benefits that are unrelated to compensation. Thus,

larger dollar benefit amounts are ordinarily based on lInqer

terms of covered service rather than the higher pay that

typically accompanies company ownership or officer status.

The few key employees that might be covered by multiemployer

plans would therefore have no advantage over non-key employees
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with respect to benefit accrual. It would therefore be virtually

impossible for multiemployer plans to satisfy the definitional

top-heaviness test of providing in excess of sixty percent

of its benefits to key employees. For this reason, it would

be unreasonable to subject multiemployer plans to the

administrative compliance burdens of the top-heavy provisions.

Collectively bargained plans, including multiemployer

-plans, ar^ already expressly exempted from the major substantive

top-heavy requirements, i.e., the section 416(b), (c), and

(d) requirements relating to faster vesting, minimum benefits

or contributions, and a ceiling on the amount of compensation

that may be used to compute benefits. Code 1 416(i)(4).

However, multiemployer plans are not expressly exempted from

the section 416(h)(1) reduction in the section 415(e) dollar

limitation on combined contributions to and benefits under

defined contribution and defined benefit plans maintained by

the same employer.

Such plans are further burdened by the

section 401(a)(lO)(B) requirement that all plans adopt

boilerplate language to take effect if they become top-heavy.

Under Treasury regulations, a plan is relieved of this

requirement if it covers only employees included in a bargaining-

unit and employees of employee representatives. This relief

is inadequate and impractical, however, because a muLtiemployer

plan may cover a small number of other employees. For example,

union members who have become self-employed may, in some plans,
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maintain continuity of coverage. A few plans allow "special

class" participation through which a company's salaried employees

are covered as long as its union-represented employees

participate. Further, the Treasury regulations do not make

clear whether the exception would apply to plans that cover

employees of the plan itself.

It would be unreasonable to subject multiemployer plans

to these burdensome provisions, since no meaningful protection

to multiemployer plan participants would be provided and no

perceived abuses corrected. We therefore seek a technical

correction, which would make clear that multiemployer plans

are exempted from the top-heavy requirements, including the

burdensome requirement to adopt boilerplate, top-heavy provisions

that will almost certainly never become effective. The Secretary

could be empowered to promulgate regulations limiting this

exemption if necessary to prevent abuses.

The technical correction should also make clear that,

for purposes of determining the top-heavy status of an employer'a

single employer plans, employers ire to aggregate their share

of the accrued liabilities of any multiemployer plan to which

they contribute as though it were a separate plan. If this

aggregation group is top-heavy, only the single employer, and

not the multiemployer, plan would be considered top-heavy.

Employers should also be permitted to aggregate their

single employer plans with their allocable share of a
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multiemployer plan's benefits, in testing for top-heaviness

in their single employer plans. Such aggregation should be

available regardless of whether benefits under the multiemployer

plan are "comparable" to benefits under the single employer

plans. The Secretary of Treasury should be directed to prescribe

a simple, workable formula for determininq each employer's

"share" of multiemployer plan benefits for this purpose, without

actually tracing contributions and benefits.

f. Definition of "Welfare Benefit"

Section 419(e)(2) should be amended to make clear that

the term "welfare benefit" includes a post-retiremezt

cost-of-living adjustment benefit which, pursuant to ERISA

section 3(2)(B), is treated as a welfare benefit under Department

of Labor regulations. This would explicitly subject such

benefits to the amendments made by the DRA in sections 419,

419A, and 512.

B. Technical Corrections to the
Retirement Equity Act of 1984 ("REA")%

1. Spousal Consent to Beneficiary
Designation

REA requires written spousal consent to a waiver of

the spouse's right to death benefits. It does not require

the spouse to formally consent to the employee's election of

an alternative payment form, or choice of another beneficiary.

4 References are to the House Bill, H.R. 2110 ("Bill"). We
understand that there is as yet no similar Senate bill.
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Once the spouse relinquishes his or her right to a death benefit,

the employee is free to do whatever he or she wants with it.

Section 2(b)(6) of the Bill would amend section 417(a)(2)

to give the spouse greater power to determine the disposition

of such benefits. The waiver would be effective only if:

"(A)(i) The spouse of the participant consents
in writing to such election, (ii) such election
designates a beneficiary which may not be changed
without spousal consent (or the consent of the
spouse permits designations of beneficiaries
by the participanIt without any requirement of
further consent by the spouse), and (iii) the
spouse's consent acknowledges the effect of
such elector %nd is witnessed by a plan
representati - or a notary public .......

The change would apply to benefit elections made after the

Bill's date of enactment.

In our view, the prevention of the occasional abuses

at which this change is apparently aimed would not Justify

the administrative burdens that would be imposed on plans.

Plans would be required to adopt yet another round of plan

amendments. They would have to reprint appropriate forms,

revise summary plan descriptions, mail additional explanations

to employees etc. (At a minimum, these facts require a delayed

effective date in the proposed change.)

There may be times when an employee designates a

beneficiary his or her spouse did not contemplate and would

not have approved. However, where the spouse has voluntarily

waived his or her right to such benefit, the spouse's financial
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security will ordinarily not be enhanced through an ability

to control the designation of the alternative beneficiary,

if the employee can still choose a payout form that cuts out

the spouse, e.g., lump sum, etc.

There are also technical problems with the proposed

change. It would apparently require a spouse's waiver of his

or her death benefit to be accompanied by the designation of

another beneficiary. In most cases, however, a waiver of a

qualified joint and survivor annuity at retirement will result

in higher monthly annuity payments during the employee's

lifetime, with no death benefit payable after the employee's

death. And pre-retirement death benefits may be waived entirely,

to avoid the charge for it that some plans are imposing. At

a minimum, the Bill should accommodate these practices.

Further, qualified plans often provide death benefits

in addition to, rather than instead of, the qualified spousal

benefit. For example, multiemployer defined contribution plans

are required to guarantee a spouse a pro-retirement death benefit

based on only half of the employee's account. It would be

useful for the legislative history to make clear that any waiver

requirements apply only to the qualified joint and survivor

and preretirement survivor benefits.

Involving the spouse in the beneficiary designation

process could also create gift-tax problems for the spouse,

if the proposal, in the Technical Corrections Act of 1985,
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to repeal Section 2517 is passed. If these provisions of the

two technical corrections bills are enacted, the gift tax

treatment of the spouse should be clarified.

2. Duplicate Death Benefits

Section 2(f) of the Bill would amend the joint and

survivor transition rules in section 303(c) of REA to protect

plans from having to pay duplicate death benefits as a result

of the immediate effective date of REA's pre-retirement spousal

death benefit rules, as follows:

"(4) ELIMINATION OF DOUBLE DEATH BENEFITS. --
(A) IN GENERAL. -- In the case of a participant
described in paragraph (2), the amount of any
death benefit (other than a qualified
preretirement survivor annuity) payable to any
beneficiary shall be reduced by the amount payable
to the surviving spouse of such participant
by reason of paragraph (2).

"(B) SPOUSE MAY WAIVE PROVISIONS OF PARAGRAPH
(2). -- In the case of any participant described
in paragraph (2), the surviving spouse of such
participant may waive the provisions of
paragraph (2). Such waiver shall be made on
or before the close of the first plan year to
which the amendments made by this Act apply.
Such a waiver shall not be treated as a transfer
of property for purposes of chapter 12 of the
Internal Revenue Code of 1954 and shall not
be treated as an assignment or alienation for
purposes of section 401(a)(13) of the Internal
Revenue Code of 1954 or section 206(d) of the
Employee Retirement Income Security Act of 1974."

A few technical modifications are required with respect

to this proposed change. It would apparently require an offset

of the spousal benefit in all cases. However, plans often

pay both a pre-existing death benefit and the REA benefit (e. ..
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in a money purchase plan where the REA benefit is only half

of the account, or in cases where there is a separate children's

benefit). Further, where the spouse is already the designated

beneficiary for the pre-existing death benefit, the plan may

offer him or her the choice between that and the REA benefit.

Accordingly, we suggest that the word "shall" in the

proposed amendment be changed to "may." This would avoid

requiring plans to reduce or eliminate benefits they intend

to provide in addition to the REA benefit.

In addition, the proposed change would give a spouse

the right to waive his or her benefit in favor of another

beneficiary. However, such waiver would have to be exercised

"on or before the close of the first plan year to which the

amendments made by (REAj apply." The amendments made by REA

apply first in ta s plan year that includes Auqunt 23, 1984.

For most plans, this is the 1984 calendar year. Thus, the

waiver opportunity will have elapsed before the Bill passes.

We suggest extending this waiver opportunity to the end of

the plan year in which REA is generally effective, I.!., the

first tlan year beginning after December 31, 1984 (REA

section 302(a)) or, for a collectively bargained plan, the

first plan year beginning on or after the earlier of: (1) the

expiration of the last collective bargaining agreement relating

to the plan; or (2) January 1, 197 (REA section 302(b)).

This is appropriate since the waiver right will only be necessary

if the participant died in the period between enactment of

PEA and its general effective date.
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The proposed language also protects waiving spouses

from gift taxes and from the anti-alienation provisions of

ERISA and the Internal Revenue Code. However, it leaves open

the possibility that a spouse waiving his or her REA rights

in favor of a designated beneficiary might be subject to income

tax on the money as an assignment of income. The statutory

language or legislative history should make clear that this

is not the case.

The legislative history should also note that a settlement

of a disputed claim to benefits is not a waiver and would not

entail any adverse tax consequences that might otherwise be

associated with a waiver.

3. Qualified Domestic Relations
Orders ("2ROs")

a. Limit on QDRO Pay-Outs

REA allows an ex-spouse to receive benefits, under a

QDRO, even if the employee is still working. It enacted a

special rule protecting the qualified status of pension and

401(k) plans that pay benefits, under these special

circumstances, before the participant terminates employment.

Section 2(c)(4)(A)(v) of the Bill would amend Code

section 414(p). It would apparently permit a qualified pension

or 401(k) plan to make payments to an ex-spouse while the

employee Is still working only if the present value of the

payment is no more than $3,500.
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We can see no justification for subjecting ex-spouses

to such hardship with respect to benefits a court has ordered

paid (and which REA may otherwise require). There is no reason

why an individual entitled to a reasonable pension from his

or her ex-spouse's plan should be forced to wait until that

ex-spcuse terminates employment. Indeed, in many cases, these

benefits will be indispensable to the spouse's continued adequate

support.

It is also unclear what benefits would be counted in

determining whether the $3,500 limit is satisfied. The proposed

language could be construed to count all of the payments that

the ex-spouse is expected to receive before the employee

terminates employment. Alternatively, it could be construed

to count the total payments to which the ex-spouse is entitled.

We note that some plans have already started paying

*x-spouses under QDROs without regard to the $3,500 limit.

Thus, additional problems will be created because the proposed

effective date of the change is January 1, 1985, the effective

date of REA's QDRO provisions.

b. Service of QDROs

The Bill should also include a provision stating that

a QDRO (or a non-qualified order) cannot affect any actions

taken by a plan before a copy of it in delivered to the plan.
I

For example, a plan that has not received a copy of a QDRO
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should be permitted to rely on a spousal sign-off, even if

the QDRO gives the prior spouse a right to death benefits.

It is obviously unfair and unworkable to require a plan to

comply with a QDRO it has not received.

4. Spousal Consent To Use Plan Assets
as Security for Loans a

Section 2(b)(4) of the Bill would require spousal consent

to the use of a participant's accrued benefit as security for

a loan. This requirement would be effective for loans made

after April 18, 1985.

April 18, 1985 has already passed, and plans have since

been making loans without obtaining such spousal consent.

Further, after REA and the DRA, plan managers have a great

many other amendments to adopt, forms to revise, and other

demands on their time. Accordingly, plans should be given

a reasonable period prior to effectiveness of this requirement

to enable them to make necessary preparations. We suggest

January 1, 1986 as a reasonable effective date.
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This testimony is submitted for the record by the National

4ousin.1 Law Project on the behalf of the follownj tax-exempt

nonprofit or(lanlzations, which are actively involved in the deve-

lopment and preservation of low-inctme housing:

Jubilee West, Oakland, California

Madison Mutual Hou3in) Association, Madison, Wisconsin

.range County Community Housing Corporation, Santa Ana,

California

St. Vincent De Paul Society of San Francisco, California

Womens' Development Corporation, Providence, Rhode Island.

Since 1968, the N.tlonal Housing Law Project has been a

resource center on housing matters for attorneys and others who

represent poor people throughout the country. As a resource on
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house inq matters , we have been intimately invo-jed in both the

i0pLementation anl enforcement of existing housing policies d

the deveiopoent of new programs and policies on both the state

and federal levels. Our activities include providing assistance

to Leaal Service., attorneys throughout the country on housing

problems their clients regularly encounter, as well as seeking to

strengthen the clients' rights to decent housing in Congress, at

HI) and the Farmers Home ,\iinistration, with state and local

governmentss, and in the courts. From this experience of over 17

years, we have gained an extensive body of knowledge regarding

the housing needs of poor people and the actual workings of the

federal proirams.

Since 1981, we have developed expertise as to the federal

tax aspects of low-income housing by advising and representing

nonprofit housing developers who have wished to use investor

syndication capital to assist them in building or maintaining

low-incote housing. From that background we offer the following

suqgestions to your committee.

Section I02(a)(2) of the Technical Corrections Act of 1985

would -%everely restrict our clients' ability to raise investor

capital to build, maintain or rehabilitate low-income housing via

partnerships which are structured to insure that the syndicated

housing remains available at affordable rents to low-income people.
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The thrust of proposed S102(a)(2) is to apply the anti-abuse

provisions of Internal Revenue Code 5168(j)(4) (all citations are

to the Internal Revenue Code) to partnerships with taxable and

tax-exempt partners which arc subject to 5168(j)(9). We believe

that this proposed expansion is not a technical change both because

it was not proposed during the legislative process which led to the

Tax Reform Act of 1984 and because it is not necessary to remedy

the problem which 5168(j)(9) was enacted to correct.

The following example illustrates the type of venture our

clients often participate in:

A is a nonprofit organization which is exempt from

feloral income tax. A owns and operates H which is a

low-income housing project. ro raise capital to build

additional housing A sells H to P, a limited partnership

sot up to operate H as low-income housing. P's managing

general partner is B. B is a taxable nonprofit organi-

zation whose put-poso is to operate low-income housing,

B's directors are appointed on an on-going basis by A.

R holds an 'unqualified allocation' under 5168(j)(9)

because it has a It allocation of P's operational

income or loss but 25% allocation of P's gain arising

from the sale of H.

50278 0-85-21
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A established B to insure that H remains low-income

housing both while owned by P and, if economically

possible, when H sells P. A and B expect that B will

be taxed as to any gain it may realize and that it will

use any after-tax dollars to develop and preserve

low-income housing.

Under the Tax Reform Act of 1984 B's unqualified allocation

of gain was not within the scope of 51681j) because B was not

tax-exempt and the provisions of $168(j)(4)(C) did not impute

tax-exempt status to B. Additionally, the Tax Reform Act of 1984

did not apply related party rules to partnerships. Thus, a taxable

subsidiary or affiliate of a tax-exompt organization did not have

tax exempt status imputed to it merely because of a relationship

to a tax-exempt organization.

Under the changes proposed by the Technical Corrections Act

both B and P, who are engaged in operating low-income housing, may

be successors under $168(j)(4)(E)(iii) to A, which also operates

low-income housing. Neither the statute, its legislative history,

nor other provisions of the internal Revenue Code indicate what

relationship must exist between organizations which, when ccbined

with "engaqinq in activities substantially similar" in nature,
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results in predecessory/successor relationship between those orga-

nizations. For the sake of discussion we will assume that B is

such a successor, under 5168(j)(4)(E)(iii), to A, but that P is

not. Because B is a successor it succeeds to A's treatment under

5168(j)(4)(E)(l), which is to be treated as a tax-exempt entity.

The effect of this recharacterization is as follows.

Twenty-five percent of H1 is now, under S168(j)(9)(C)[li),

treated as Otax-exempt use property* with a 40-year useful life for

depreciation purposes. This recharacterization will reduce the

amount of equity which investors will be willing to invest in P,

and correspondingly, the amount of cash available to P to pay to A

as part of the purchase price of H. This is the result despite the

fact that B is both fully taxed on all income it realizes as P's

managing general partner and that this income does not inure to A's

I!enefit. Additionally, the overall federal tax paid by B's part-

ners is increased by the reduction in its depreciation deductions

but again there has been no corresponding benefit to A or any other

tax-exempt entity.

The illogical nature of results which would flow from the pro-

posed change become clearer when these results are contrasted with

a virtually identical scenario. If we assume that B is tax-exempt

but that its involvement in P constitutes an unrelated trade or
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business, S168(jl(3)(D) makes it clear that the partnership is out-

side the scope of 5168(j). There is no logical reason why the

result should be different if B is a taxable successor to a tax-

exempt entity. In short, 5102(a) of the Technical Corrections Acts

seems to be a solution without a problem. This conclusion is con-

firmed when one considers that 5168(j)(9) was enacted to prevent

the use of partnership allocations which direct all distributable

cash to tax-exempt partners and all tax losses to the taxable part-

ners in the same partnership. Section 168(j))9) already effectively

remedies that situation.

As detailed above, it Is unclear at what tax system abuses the

changes proposed at 5102(a)(2) cof the Technical Corrections Act of

1985 are aimed. However, if the Congress wishes to enact

5102(a)(2) as proposed we request that it also take the following

steps:

1. Define the relationship between organizations

necessary to a finding of successor/predecessor status under

$168(j)(4)(E)(iii)l

2. Define what is a "substantially similar activity" with

particular emphasis on what portion of the organizations' activi-

ties must be t;omparable and whether unrelated business activities

are included in the analysis and
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3. Consistent with S168(j)(3)(D), provide for an irrevo-

cable election by a tax-exempt entity, bindino on its assignees and

transferees, to treat all income, derived through its participation

in a partnership, as unrelated trade or business income taxable

under $SII. This election would allow a tax-exempt organization to

participate in a commercial undertaking such as P without

establishing a taxable affiliate or subsidiary.

These steps would clarify how, and at what tax cost, tax-

exempt organizations might utilize taxable commercial undertakings

that assist them in fulfilling their tax-exempt goals and purposes

while insuring that any economic benefit derived from such under-

takings would be fully subject to federal law.

Respectfully submitted,

kichard W Power A4w

National Housing Law Project
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STATEMENT OF ,tie
')OV!1PN1'bNT UF THE NLTHERL"DS ANTI"LES

3UBMITTE'D FOR THE RECORi OF
x)mm!,Irk:PF oe PINALCi

d.b. bENATE
HEARINGS ON S.814

THt" TECHNICAL COPRECTICNS ACP OF 1985

The Govprnrnt of the Netn.erlan!4s Antilles submiits this

statement fcr the record cor;..ertinq on section 110(d)(2) ct

S. 814, the "Tectimical Corrections Act ef 1985," as section

110(d)(2) directly affects the Netheclan's Ar.ti1ies.

This section woule arrend the szfe harbor for pest years

for U.S.-owi er Netherland Antilles interaticfna a inance

subrieiarios cnictea ;s part oi the section (it the Deticit

)Pedurtlon 1,.ct or 1,84 repetli.n the U.S. wJthholdinq tax on

portfolio intprect paic, to Ycreinners. 1/ Thp sate harbor

wat designed -o avoid ''.s. Int cnal Revwont service dudit

chal]pno ' cf pre-exist-ini 'ieterlanor Antillps Eurobond

issueP3 meptino certain require.ePits Ns fart of an effort to

enc-mri;e su h issues to remain in tine NetYerlards Antilles

after rer-al. 2/

I/ Put,. L,. No. 98-36w, . 127 codifiedd prinrlpaliy in sev-
Dions 871(h) and 881(e) of the U.S. Internal Revenue Code).
The safe arber v'rovJsioris are founc! in 121(9)(3).

2/ As ,;etaild t-elow, other rrovjions r1;-signed to enco,i eo
Tssues; to rprain in t!e Netheraner AntJlln scre the
eafqctive dpte of renr-al (oLl',.mtiorps issued after erbctffp(%t)
ar'e the ettfctive d;t-e of the rpsourcin provisicr.s for the
U.. fnrpic r taY rrct (1992 for certain lsaits outatpn.rm
on Mbrci 31, 1 84 of Netherlan0p Lnti.'les JnteLnationl
finance, sul-sidipries).

BEST AVAILABLE COPY
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Section li0(d)(21 6ou~i amend the -;te harbor to Make

it eaplicable to 1(-.r.i3-cwne1 Fetterlands An,-illes inter-

natienel t~nanc= suhsiiaries as well as for U..,).-owned cor,-

panies. However, the Netherlands Antilles rust take stronq

epcpption to tho propose(, aocition to the sabe harbor

deryJ. , atff'iater J.e.. orr.:or,- U.S. ta" ceuctionF tor

tne incromuntal interest chcrc,#',i by foreiuy-cwned Netherlan.s

Antilles intornptional finance copinies. This condition

woulc: ur,0erI,'ire t,,e Connoref sio :el purtoc-p to moderate the

rrpeal'.A serious, averse ec.ono,,ic impact nn tOc leti.erlards

Articles ac' is alsir (ATcti,,n ,le t.cr the furthe: re-sor'.

stated below.

Conoress Intende.d thet Existinn EuroLonai, stay in the
Ketherlands Anti lles

In rnartinu the repeal ]e, islAtion, tOie U.,-. Coiores-

wps concern.c adbout the ineitable negative consequences to

the PetherY ncs Antiles international financial t.ectur.

This soc-cr ias deienos(c to % sur.-taitial nearee on .uc bonl

is-'ojnco activities t-y Ietherlan ! Antillf- internatior.

fivaancc suhsidinrier, 'n3 other ir.voatment into the U..#,

con-Airt~ec ,,,der thp ae'os o" the ircore tay treaty betwPer.

nut, two cortrio.s (the "Treatv"). The use of )nternaticnal

ftinar.c sulb-ndia:e." 1ocatec' in :no Netherlnre. Ar.tilles

develc.per, !n " co: tintc," with the exrlicit or Ge facvo

suwcrt of the U..-. 'ireasur , es De- utv t.sss.'Cant Sevretcry
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€' ico Policj) J. kcner rer.r.7 oserv.cd in his testinonv befue

the Hclise tvays and m-Anr Crmsn .itee. hs the Netherlands

Antilles has previously anviseo thp U.S. Cororess, its

jpternaticrp! fin.ar'ei&l. sector is the sirgle laraest

contri|:itor to noverripert revenues, accour.tina for 57% ef

the Netherlmrics Intil le. Feriera] budV', and s % of tre

corined Feerel and Curacao buCloets.3i Moreover this

sector Is a krO, source of foreign exchange -- our anans of

importine' the foreirn noods and services on which we Oeren-.

dtii. to ou~r li itec naturpl resources -- and nrcv vde. suhst.n-

tiAl enplovirent. Because of recent reverses in other bafic

sectors -- Ftich as the clonina of the bxxcn oil refinery in

Art, hp which in prtJated to result both in a jS* decrease iii

arit'a's (tross naticral r-roduct and - 25% Increasa ir. its

unemlrovrent; orn ooinc discssions corcernino a red.ucen level

of operAtiion anO employment at the only ctner refinery in

3/ Tax Treatment of Interest Paid to Foreien Persons:
ffearina on H.R. 3025 ane H.R. 4929 Before tlie house Cormittee
or. Wavs end Mean:, 98th Cono., 2d Sess. llh, 124-25 (May 1,
1984; Serial 98-84) (Stater.ent of Do.mir.ico F. rmarLina, Prime
minister of tne Netherlanns Antilles). This hearing will
hereafter bp referred to as thu "Repeal Hearin."
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out crirr - j, 2,'ely thp she i re:lr.-er. ia Cio; an°t 61P

rr.ri-in itirr :'urr ir tc -ri%..-- tii~ ~3 ilit\ cf t. :. jnteLo -

r n Pn 'c. r--evor j z ' r . cr c A e" c,:r r to t ,.

N ethrva,-s AnI .illps.4/

V- I tjn:- t Ie c ,-v O iL n .i'" tu t,',. :

Articles. st- ; ink. from "e rrpeal, thte Se-n,.z l4I w[tlii

havt , u-- ek t r.- r~ - i r: ccr. to .

iFstiv s th, Ct,, t- Nettie:lars -.nt ill, s r Lther" th.-r. iwv tite-

dir+- t l..,, rcit.e. Cn tief 3t>' -.. n,i thi . Senate c I I .l

hav' POL.i +t,. ,..re-,'ncr.r.'- nt ':uro. or: is.iUP. i.v KN ttlerla.-Os

Antill-F intern ti,'.tl Firi.rce qtvi- i.,oeri,. to re . Ly

tr, e U. . , rent c. - r i es. .:'hur t.mii.3 the _ze- r.e Liil

,-cu,,ht tr; le,.- thp NLeth ,'lanos ljnrtil~lese .. : :r

fc-,ori r.- rew - psues t rn. co the b,,therl r, -. t, iiie,!, it

p e ri t- - - -- si: v nt eyiP .. .-; i F Lies k:y 6.:t i. ~.Oti.

4/ Mota-l.', the L. Trepsur\ rips ie. ,.r'.w'l . tne
ie%,i re re il, for t. e Ietrnerlara. Anti *es ,rnvolve c it, tne
re'eil Pnc "has stAtt the oh".lct ;,o -.use t stitstc.,:ijr.. At
the Mav 1, 1.984 h,.arinr f;re the house W,.,s nd eeor,-
Cor.itte, thr. Deput. hssietant becretaty (Tax 0'olicy)
Ronpei A. Pearloan publicly stated ir. st.onse to tie
concerns expressed al-out tire effect en trhe Nietherilands
Anti~les that Treasury'& sdFjcrt f( r the repeal was "ur-
relate' te. the Netherlancs Antilles or tv" the nternatic'nal
finance suLsioiaries." Repeal iiearine at 3b. Mr. Pearlan
went cn to say, "Ke are sensitive tc tne prok7Lle oi: the
ArPt-lles. We v:otilet hnr., that through the continues treaty
norotiftions and through the other efforts tLat hopefully
this Gcverrx.ent woull make in dealino witt. the Antilles,
that the effect will he sottene . Id.
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U).timlt'atC-, ti- Contiri-ss rose a .-.ir. t-rs nt al.,proach to

serve bnt', the Jnterest' of pt.ort ir:- tre direct Access i.r,(:

so'tenir the hlov, t.,, the ;-'etherlantis Atilles -- nareiy the

r','epl w;rs race 'LOsp.Ctiv- only sc that the oi(. Eurotohds

wntld ccr.tinie in the- NetheherlAni Arntilles anci not .ve

rero~ea through asser;ptio.s. This heartt tnat t.hu Netneriand.

Anti'le inrernatiorel firancral sector -- touic:t %,oulc lose

the ]ier's stare cf the po).ct-re.edl Mrrhcnd issuAnct.

business bv reason of issuances airctly. trci*., tne U.S. --

wnuld still -aintain the pre-repeal business, thereb

rrititi,,, scrwhat tne ecoromlc klow. b/

Consistent withi requiring Eurobond facilities to remain

in the Nethtrlandp Anti)ies, Corngress mocifiec the resourcin%

rules to ensure that U.S. parent x paries would obtain

U.b. foreirn ta*V credits for Netherlanos Antillee taxes on

5/ Althr.tich Conqreas thc(refore no longer saw the need to
Tavor new issues through the Netherlands Antilles as under
FTe Serate Pill, ne-ertheiess it is fair to conclude that
there was no intent or reason to stop corpanies fror. usinq
the Netherlands Antillpe as an alternative route tot new
Eurobond issue as lcne as U.S. companies have the option ot
direct accesss to the Evroh nnO market. Congress dio see fit
by means of the resouwcing provisions to limit the avail-
ability of fcreicn tax credits with respect to Netherlands
Antilles international tinairce subsidiaries, so that the
choice of the Netherlands .ntiiles route would not provide a
tax %dvantac'e over eJrect &ccee£, but dici hot otherwise art
to dissua'e companies froo utilizing the Netherlands Antilles
rcute or shut down other Jecitinmate investment into tne U.S.
from the Netherlands Antilles international finuncJal
sector.
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the cr.1mnWatlx-ree international fin.rve lihriimrie. I ,c~h.e

frem lendinn the !.ror0-e, Et t.re-r,',01 rCuto'OnS. b/

To ,-, r1,te the t.hirf- le o. the o)utro:,e xo kpej,

e x i('nlt. 3nS1Esu in th,- 1etn .ranm's Anti Ples,

Conncrr-,€ acidt.1 tho s, .'i harhor -- tno , ;e],?t o. ter. corroc-

tior pr.tt'cd in sect.iow I ICd)(2). For IU yr-drs up to 1914

tle IASi%: ',3 ta',,crahle rk) jr. ,s .sanctioninn Eurof.ond issu,.s

thi in~h t-:ir- -thu-rlar,"s Artilli --t . Tiertefter jor a:iother iU

year. Eurc,-.-on: Act ivi ty thrvu(ih t'h,- Netherl-Fndi Antill lez,

centit,,,- on the hbmsis of orincin, or eoursel %.-tii thp

de? fact.o PutlOcirt of t-u lI... 'rre iS ', (ackw1ledn.., V

Dr.wutv A:sistiurt Seerelt ry ent" in i.|t testimony bet-re tile

Urni,.e vo.ams it'¢" Means. C~nP.r, tto,-), vs;-en ,16 techlnJe.1 ccncern

at-ook the crs.,,iJt.i1xty for U..:. tax pur.,Ones ut te retner-

]I-nrn Antillers tax paid v U.S.-car,.ned international fraiu..e

sutsieiaries arof.e in I,'tWO, tr.e IRfb published a rulitiq7/ t,

allevia.3t, the concern and t'ethrilanis .. ntil les issues

ecnt int-.d. In very recer.t yeiri, rorevcr, tho- IkS hlis wacle

challenges on auc7it tc Alle'-'d abuse., of cle Treaty. i'1.us

Corarest l,.cisl te" ttt, safe harbor to solvc- the pre-ropeal

audit casrs as :.?rt ot tL.e packace to keeu .re-repeal

Eurcit-tnd issues in tI'e hi-therlans Antille.%.

6/ Lie-ict Oeelu,,.tio,, AMt ct 19 i4, C i21(b)(c). It 'S .iotcd
fl-at the exre tio to resourcinq afrlies only in til- case ot
cert.ain Eiirolhonri. r,utst.andin on March 31, 1961, aii exrireb
Janitary 1, 1992.

7/ KRc4. ;M . RU-q, 1. oCO-i C.R. it)9.
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Proposed W. ioenlng of the Sefe Harbor -- Avnidinq Hisinter~retaticn

The technical con:,truetjor rf the the safe narbor

epacte,' last yepr i8 sclh thbt it c(oes not apply in the case

or fr.rei:-r,-.wnec rethorl An . Antilles international finar, e

coppnies. sectionn lIO(o (2) wol', F.loni vith the anditior.al

p'ovisit,r nn declmtitilIi ty 1i.cussed ,p1ow, make the sate

he.rbor api.ly i:= the fcreier,-cwr, eC. case.

Thp Netherlends Antilles woultc like to state that in

the event CnnnreFs de&( es to broaden the safe harbor

nro'iqiont Pupropriate cer. shoul( be taken not to leave the

misim-rrerion thet, rt-sent the satr harbor, the law wouiL,

have herr a'.verse to tvpieal Netk.e.rlpi('n Antilles structures.

In lpoislatinc thre oricinai safp harbor ,}rovision, Ceiiqreas

male clear thbt ro inrerence -- one vev or the other --

snnul,. he iraw,, rer.;-r,r. the rro,"er resolution ot other tax

issti-. P/ ,hculn it L'e enactea the le-.islative

history of section Ilu (n)(2) should confire. that the sate

8/ H.,P. ReI. No. 98-8b1 (Confertnce Repert onn Ueficit Reduc-
tion Act of 1984), 98th Conq., 2d ,Sess. 938 (i84).
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harbor a- r'odifi.-, is not to t-e cnstrueo, as t'eflctinr. on

the reritr ii, other cases. 9,1

9/ In OczoLr 1;84 the IkS isro.,od tvn rev(.ve ruiin(,s holcinIL
that- intere t peil t,v U.',. sul,.iniaries of d 6w.iss and a U.s.
parent, respectively, to a heth.rlandc, Aritilles ,uIsidiAry vn
that perent on certain nbli 'tion ,ii4 not oual i', fcr tne
TPro;.ty ro ,ooticri fro'm the 3u9. . withholt-Anq t.-X. Rev . Rul.
84-152, 19A2-42 I.E.. .;' 01nt Rev. P111. 84-1 J, 156.4-42 I.R.ti.
9, in vhijc rhp Netherlan]r :kntil.le: comrpan, nad raitierl the

* fgrirj frr the |rars to thr . Aifiliate in mlrolon1 cfrer-
inrs. T'hesp rulircs .Jo,i"l anr a , irssive Iis etnvt starce on
thosp 'acs r)t r,-v(ret, by tiiP 3.,t e harboL. The fon-ensui.- oi
te U.,;. t6v evjert.,, ,r- tne view o; th hethkerllncls L.ntillrs,
is 1.hat the rniliros are ov,,r'roa, and qo beyortnl the legal
precreentet; tnv nrpe.; for their ,lari),ication has t.en ur-ed.
E.c.# Po-prari & kenfroe, "Is the Bpnufit of the J.b.-ruethei-
Tg'rn Antilles Tre.t, 'er,,Jna'-o" fi Finarclnc, Co.panies?"', I
Tax Mnift. Int'l. J., 442 (Dec. 1t.4); Fuller, xev. ;Wls. 84-1k,-3 anies," 60 Taxes lint'l. 74 (Oct. i.t4);- Capt .-, F~n~r.co Co,.pnv s

GuttenIta,., "IRS Vivcloees i|ew v'osition kheaTrda-C Treat- benr-
fits," VII Car. L. NewsJ'etter 55 (Jan. 19fi5). The 'ax Cor:,.rit-
tuep of t:, Untecr t.ts Coiincil for Interseltional business
also wrote tc. th- INS (in .Janii ,rv IP, 1SR5 expresir-. similar
V i cWfs.

Precticil ttsti-oriv to tale wright of authcrit\ contrar
to the thrust of Rev. Atil. 84-153 ii: that, hescd o.n opinion
of cot-sol, s,-te 200 (I.S. cr.v,,-rtiors hz\ve us, (, the Tr,:aty
sirct. 1473 to issue vver S34.1) billo,, in I'urOLOPU:.

These ruling'; arp s!) in cont'flct with the intent of
Conniress in en3ctinn the 'res-al l,.xisl.,tion" since CcnQnr;ss
clearly souLtiht- to er ate direct dace-'F for U.S. cor:parnies to
the E,,rcirarkpt ard not to e]i-iiow eccezs through the Nether-
lands Antilles. Thli intent of Co~nnress if :ncideitally
ackr.nw1- . (:. by the ''treas'trv Deo:artnfnt es indicatcr in note
10).



650

Denial oC Decitctions is Inaippropri.ate

Section 1lO(d)(2) as now 6efir.e.O would iripose an addition-

al condition on thp avj ii hj. Itv ni the ef enar.or to fore in-

nwnee Netlerlands Antilles enfrTianier, as rcmpareLl to u.S.-owncd

co~p~nie.. Namelv, )'orrowino U.b. ayiliates would he denied

U.S. taw doructions for a portion of interest charges paid to

frorei',-owneo NetherJ-nd. Antilles finance companies. The

amount to Ir* denie, wovI| reflect tiw *spreao" between the

interest rate chernel to tu U..S. affilial:es and the interest

rates at w)lch the tdetl erlan's Antilles company borzcwed on tne

EMrobon r..arket. For the toliowin reasons the Uetherlands

Antillen protests the proposed .o,,.aiLion, a1u strongly urges

that the U.S. Conqrpss reiect it.

h. Deni3l ,f Deouctions Conflicts With Congressional
Intent

Den ,rc U.S. affiliates' dedtiet.ons conrlicts witha Con-

qressiona intent to keef cxiatinn Eurobond activities in the

Notticr]Ands AntJll-c by creatin- additional U.S. tax costs for

foreinn-cwnsd affiliated groups rviinttininq pre-repeal facil-

ities in the Netherlanes Antilles. This denial of deductions

would furthermore te parrount to clispllowinq. future activities

of international finance subsini ries through the Netherlanus

Antilles which aJsr,.conf'icts with hoth Congressional intent

atio the intent of the U.S. Treasury De-artient. The pur-use or
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lrIcnt" of tl, retail leoisl-tio, wcs to nr.ovine U. ,. conpar, ies

dirrrt acc(-:.s to thi Lurc:onO :(-,rket.lU/ not t- ,ieny acce.'-.

th oilah tr e Netherl-r,4s Antilltes.

B. rlAwerl Rptionale tor Deninu Leo'ictions

The ratJoi,ar- state(* for denyinc, de,,uction. in the for-

einr-Ovine, Ce? is to Achioee v r.allp3 rr.dults to the suhpirt F

in(:lusion of the srrer-n in Jr.'- in tne U.!I.-owneJ cask!. This

innre-, however, that hy reason of the avove-Imei tio!ec excep-

tion tc the rtnovrcina rvlds, .3.-o ,reJ qrokipe will oenerl1

cottint, to enjoy fort'jen r,.( cre..its for the Netherlands

Antl)es tax (pt atout ? 3j? rate) on the .iprei.d income attrib-

utab]e to l-nc'inc pre-re.tal turobonrl proceecis. Tes:. fcreionr

tax credirs .%)ill larr.], c f6ptr- U.S. tax li-F'vlity cnr tne

spread incoC)i..

Thus -- far from ; lacinc for.4in-owner, companies on z

paritv with U.:;.-cwned companies -- denyiq deductions for the

spreaci iiscrintnates against foreiqp-owne6 co.pFanies. These

companies wru3r end uu with double U.!. and LNetherlancs

Antilles taxation of the same spread incor.:e.

10/ Stateuents of J. 1Ropr tkentz, Leputy Assistant Secretary
(Tax Policy) L-Pfotr the 1hcuse Conmittee on Ways and Meiami,
May Ib, 1985 (paQ.: 1i thire piaraaraph), anc befo" the
Senate Con-ittee on Finance, June 5, 1985 (pane 16 to'.rt|a
paraorat-h).

5' Hv



652

C. Denial of Deductions Contrary to Tax Norm,'s

The NetLerlnds Antilles believes that uenyln deductions

hecaue foreicn-ounee' o-oups are not oubject to U.6. subj rr F

rule- would in any event bc contrary to international tax

nor,. . Under tno,'e cr1,nci.ple, nqe-uction. tor interest paid an

affi)iate on an otherwise lec itirnate l'an me%- ht lisallowea

only tc, the exr.ert an nrn's Ier;ctn rate is excetded. l/

There is nc reascii to assured thr.t foreign-owieci Netherlann

Antiller international finance co-,i.anies charqed more than

an."s length rates on pre-repeal Veans of the proceeds of their

Eurobond offeririar, notwithstandJn- tiat tne loan rates were in

excess of the hurobonel rates.

Indeed the contrary see-s obvious -- that an arm'£ lentlith

rate nt19t have inclv'dec it asread over ard above t- *..urobond

rate. prior to the reveal U.S. P.orrowers coule. not have co..-

tained lornp. at Eurotonu rar.es from unrelated lenciers. As a

minimurr, unr,#lated foreign lenccrs would nav# Orossed-up tre

Eurobona rate by An amo,,'t to retlct the 30% U..). witht-oldinq

tax. A]ternativelv, rates avnil.i)le tron' unrelated U.S.

lenders also would ' nave greatly exceec.epa the durowon rates.

Representatives tf the U.S. securities industries nave suboit-

ted date to Conaress show-inn that c.urinq the petiioo prececiv-,

the rep-al the cost of funds in the U.S. domestic public ,narket

I/ Ornrnisatio, tor Economic Co-operation and Development,
Transfer Pr icing and Multlnational Enterprises SU-93 (1979).
Under U.S. law this principle is codified in section 4S2 of
the I.;. Internal Revenue Cou..



653

consistentlv exceedft Eurobond costs this s'-read in costs

often aporoAchec, And in casos suroagse, ono percentage

nclnt. 12/

n. Denial of Deductiong Inconsist.nt With Treaty

In 1963 our two countries neqotiaLed a Protocol to the

Treaty. At the insistence of the U.S. the Protocol requiLec

thet in ordor for rorei-,l-owned letherlands Antiles .ompanies

(otner than wholly Duteh-c.wned companies) to be entitled tu

withholding rate efei,,ption (or reaction) under tne Treaty,

the corpAnips must pay hetherlande Antilles tax at full

rates (about 30% in the crs= of interebt incor'e). The

Netherlar.ic Antilles must certify whether a company voplies

with the Protccol's reouirement.

The Nethirlands Antilles does not certify compliance

unless a eon'pry agrees to a rwinimuir spread in the case of

loan-. of Eurobond proceeds. 13/ Obviosly in the 6bsence of

12/ Repeal hearing, at F9-91 (statistics or, c,)st savings in
t'he Eurodollar bond market in 1962-8i compiled by the Securi-
ties Industry Association) and 287-k88 (similar statistics tor
1983 anO first four months of 1904 subtitteu by Avoo Prooucts,
Inc.).

13/ The U.S. has been aware of the Netherlands Antilles spread
requirement and, in fact, has conferred the appropriatenesb of
the recuirew-ont in the context of oncioinq discussions with the
Netherlands Antilles.
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such aqreercrnt, the Protocol's purpose -- that trepty-k'enefit-

ted companies shr~uld bear a siqnitiiant Netherlands Antilles

tax -- would bp Oefpate.

The imrlie.tlon of the proposed denial of tlie aec uctior,

for the spread, howevr, is that 1-le Nethirlends Antilles

shov']- not be taxing tIis. ir.co-.,w.. 14/ This would rean tndt the

fnreian-owne,' corpanies vou]c, be enjvin , the Tiec~ty withhold-

inc' tax exerptiort tor the entire interest paiu by the U.S.

affiliate withcut Learin,, any Netherlancs Antilles tax. This

result -- tesidp unfairly denying the Netherlanes Antille.s an

apropriate r.rt ot its tax base -- would clearly be incon-

sistent with the ljb3 Vrotorol.15/

E. Denial ¢f Deauctions ic Substantive ryot Technical

Chairran Packwoo ha. stressed' that this lt-vislatio,

sbcul not become the vehicle for suhFtantive changes at

dlstinouishe5 fror technical corrections. The denial cf

14/ The aiterrative, already mentioned £bove, would be double
taxation by botn the Netherla,,ds Antj)les and the U.S.

15/ The Netherl,nde Antilles notes that the practic- ot
companies uniter tho eyv stinn safe harbor has alreroy pinched
the Netherlands AntJIles tax base. In the past corpunies
tvpicplly maintairee a I to I nr lower dobt-equitv ratio.
Rowe",er, tbe safe harbor inopteo in t!ae 1984 legislation
permits a 5 to 1 ratio. Many companies art tKJ.rla acvantqCe c.f
this lptitkirl at thO evrense of thp Netherlands kntJlle",
re-enue.
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deductions for .. rt of the interest paid to N4etherlands

Antilles finance companies was nct included ir the safe

harbcr pr-ovision enacted in 1984. To deny .eductions in

this lenielation would rustantiv.ly cnanqe the tax rules

thet oteilrwJse would qovern p;,. t transactions without any

bacis for dotnt, te in thp orkninal legislation, and sc fills

to rneer, the Ctairron's admonition.

In conclusion, the Netherl&nds Antiiles strongly urges

that Concress reject the provision Oenyin, deductions for the

spread o e contrary to Connressiontl intent, international tax

norr.,R the Treaty ar.e the nurr:cse of the legislation.

.0e

Respectfully subini rted,

Harold Henriouez
The Minister Plenipotentiary

for Netherlands Antill~s
Aftairs

June .12, 1995



656

NORTHEAST MARYLAND
WASTE DISPOSAL AUTHORITY

MEMIERM: Parker Andre Anne Arundel County. RIchArd H. Ttaiar.
Battimore Cfty. Gene L Neff. Baltimore County; Todd E Stevenson.
Harford County. John 0 Serfl. Maryland Envilonm nlI Service

Robert F Schoenhoter. Executive Director

JUNE 3, 195

TES1IMONY OF RCOERT F. SOE( NHOFER,
EXECUTIVE DIRECTOR OF

THE NORTHEAST 1MARYLAN0 WASTE DISPOSAL AUTHORITY
ON THE TEONICAL C(1RECTIONS ACT OF 195

I sm Robert F. Schoenhofer. Executive Director of the Northeast Maryland Waste
Disposal Authority. I am subitting this testimony because the Authority
believes that Congressional clarification Is needed so that a Ofederel
guarantee" provision In the tax-exempt bond sections of the 1g84 Tax Act Is
not incorrectly applied to proscribe the financing of either the Herford
County/Aberdeen Proving Ground or the Annapolis/U. S. Navel Academy waste-
to-energy facilities. The Authority seeks en emendlent to the Technical
Corrections Act of 1985 essentially In the form of recently Introduced S.8.
gS1 which I have attached to my testimony.

The projects will be financed by the Northeast Maryland Waste Disposal
Authority. The Authority Is a public Instrumentality of the State of Maryland
formed on July 1, I0 to develop regional solid vaste disposal projects.
Over the past four years, the Authority has expended approximately S850,000 to
develop the Harford County Waste-to-Energy Facility. The Authority has
substantially completed Its development activities and the project can be
financed and construction comenced this year. The facility would provide
Harford County and the U. S. Army's Aberdeen Proving Ground with a long-term,
environmentally sound solution to their solid waste disposal needs and will
produce stem for sale to the Aberdeen Proving Ground pursuant to a long-term
contract. It Is anticipated that the U. S. Army will save over 3.5 million
gallons of oil each year as a result of Its use of stem generated from solid
waste.

The Authority has also been developing the Annapolis aste-to-Energy Facility
during approximately the lest three yews, has expanded approximately £250,000
In the process and has purchased land to be used as a site for the facility.
The Annapolls facility would provide the City of Annapolis, Anne Arundel
County, Queen Anne's County, and the U. S. Navel Academy with a long-tem
solution tfi their solid vaste disposal needs end provide the U. S. Navel
Academy with a rel able source of stem which would al low the U. S. Navy to
save the equivalent of 3 million gallons of fuel oil annually.

131 EAST REDWOOD STREET. SUITE 503, BALTIMORE. MARYLAND 21202-1275 301/659-2730
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It should be noted that the Illitry procurement authorization Iws In recent
years have expressed Congress' Intent that third party financing and ownership
of energy facilities, Including waste-to-energy, be encouraged and that direct
federal appropriations be used only when that alternative has been exhausted.
The Harford County and Annapolis projects have been the subject of thorough
negotiation and hard bargaining with the U. S. Army and U. S. Navy.

In the course of developing new restrictions on tax-exempt bonds, the Congress
focused on certain transactions In which federal agencies provide the security
for tax-exempt bonds through guaranteeing the obligatlons, such as a
transaction where bond proceeds are deposited In banks or savings and loans to
be loaned to the bond user. Under this arrangement, the bond holders, In
effect, were Insured by the FDIC or the FSLIC. There are other federal
programs run by agencies such as the SBA, HID the FHA and the VA In which the
federal government also pledges or guarantees the repayment of bonds by other
parties although no sirvla Is provldld to the fe dral goverreint. The
tax-writing committees were concerned that a special subsidy was being
provided In these cases creating a favored class of obligation.

The Authority currently has a ruling request pending with the IRS concerning
the tax-exemptilon of bonds to be Issued for the Herford facility. The IRS
has Indicated that It cannot give the project a favorable ruling because of
the fact that revenues from the long-term stem sales with the U. S. Army,
which mr? be available to the operator of the Harford facility to pay debt
service on the bonds, may constitute a federal guarantee. Had the Authority
known that the IRS would take this position, It would have requested an
exemption for Its two projects In the 1984 Tax Act as several other projects
did successfully at that time.

The energy contracts with the military for the Authority's two projects
contain provisions under which the military base pays for certain mlnlmm
quantities of energy If and hl if the energy Is ade oval lable by the energy
supplier. This type of arrangement Is necessary for the financial security of
any project. The provision Is not a guarantee of the principal end Interest
on the bonds but Is simply a contractual comltmant to pay for certain minimum
quantities of energy In consideration for receiving access to a secure supply.
This Is not a *holl or high waterO provision which requires government
payments even If a facility Is not built or energy Is not available. Nor Is a
special bond class created. This type of provision does not cause the bonds to
receive a higher credit rating then they otherwise would receive.

It Is anticipated that all of the stem from the Harford facility will be sold
to the Aberdeen Proving Ground and that the proceeds of the steam sales,
together with waste disposal fees paid by Hrford County, will be used to pay
the operating expenses of the Harford facility, Including debt service on the
bonds. The U. S. Army, however. Is not obligated to make payments under the
stem purchase contract unless stem Is produced and ade available to It.
Because of the real business risks which could prevent the facility operator
from providing steam to the U. S. Army, the pa)ment of the principal and
Interest on the bonds Is by no means guaranteed by the Federal government. A
similar stem purchase contract Is being negotletod with the U. S. Navy for
the purchase of substantially all of the stem from the Annapolis facility.

2

0~
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According to the general explanation of the 19e4 Tax Act prepared by the Staff
of the Joint Committee on Taxatlont 00ongress Intended that the determination
of whether a federal guarantee exists be based on the underlying economic
substance of the transaction, taking Into account all the facts and circum-
atences In this regard. A transfer or risk to the Federal goverroent Is a key
element in determining whether such a guarantee exists.* Under the Aberdeen
Proviag Ground and Naval Academy contracts, financial, technological and
operating risk of loss, other than that covered by premature termination by
the government, lies with the project. Under the 1984 Tax Act's special
service contract rule for solid waste disposal facilities, the service
recipient (military base) cannot bear significant financial risks. The
projects Intend to coply fully with the special service contract rules.

In order to permit the financing of the Herford County and Annapolis
facilities, the Authority requests clarification that the federal guarantee
provisions do not apply to the bonds for these projects. Immediate action Is
necessary so that both of these worthwhile projects can move forward without
substantial delay which will as a practical matter prevent their development.

033/044E

3
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99TH CONGRESS S.981
I ST SESSION

To provide that section 103(h of the Internal Revenue Code of 1954 shall not
apply to any obligation issued to finance certain solid waste disposal facilities.

IN TLE SENATE OF THE UNITED STATES

APRIL 23 flegislative day, APRIL 15), 1985
Mr. MATHIAS ffor himself. Mr. SARBAES. Mr. WAR.MEM. and Mr. TRIBLE) intro-

duced the folloing bill: which was read tmice and referred to the Committee
on Finance

A BILL
To provide that section 103(h) of the Internal Revenue Code of

1954 shall not apply to any obligation issued to finance

certain solid waste disposal facilities.

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

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

3 SECTION 1. CERTAIN OBLIGATIONS USED TO FINANCE SOLID

4 WASTE DISPOSAL FACILITIES NOT TREATED AS

5 FEDERALLY GUARANTEED.

6 (a) IN GENERAL.-Any obligation which is part of an

7 issue a substantial portion of the proceeds of which are to be

8 used to finance a solid waste disposal facility described in

9 subsection (c) shall not, for purposes of section 103(h)(1) of



660

2

1 the Internal Revenue Code, of 1954, be treated as an ohliga-

2 tion which is federally guaranteed.

3 (b) LIMITATION ON I)OLLAR AMOuNT.-The aggre-

4 gate face amount of obligations to which subsection (a) ap-

5 plies with respect to any State shall not exceed $65,00,00O.

6 (c) SOLID WASTE DISPOSAL FACILiTIES TO WIlCII

7 SECTION APPLIEs.-A solid waste disposal facility is de-

8 scribed in this subsection if such facility is described in sec-

9 tion 103(b)(4)(E) of the Internal Revenue Code of 1954

10 and-

11 (1) a public State authority created pursuant to

12 State legislation which took effect on July 1, 1980,

13 took formal action before October 19, 1983, to commit

14 development funds for such facility,

15 (2) such authority issues obligatior' for such facil-

16 ity before January 1, 1988, and

17 (3) expenditures have been made for the develop-

18 ment of such facility before October 19, 1983.

es i B
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June 12, 1985

Betty Scott-Booi, Esquire
Tax Counsel
Committee on Finance
Room SD-219
Dickeen Senate Office Building
Washington, D.C. 20510

Re Comments for Hearing on S. 814 Technical
Corrections Bill -- Impact of Section

a702(a) on Qgallf cation of Self-Insured
Plans as Life Insurance Under Section
101(a)

Dear Ms. Scott-Booust

The following comments are submitted for
inclusion in the printed record of hearings held on
June 5, 1985 by the Senate Finance Committee on
5. 814, proposing technical corrections to the 1984
Tax Reform Act.

The Risk and Insurance Management Society,
Inc., commonly known as RIMS, is a non profit
association representing corporate, governmental,
and institutional self insurers and consumers of
insurance in over 76 chapters throughout the United
States and Canada. Our members, which include over
92% of the Fortune 500 Companies, account for the
purchase of more than $35 billion of insurance and
benefit services annually.

RIMS in deeply concerned that Section 7702(a)
may unfairly discriminate against the employees of
RIMS members receiving benefits under an employer
funded life insurance plan.

Summary

Section 7702(a), if not clarified, could upset
relatively well-settled law concerning the tax
treatment of employer maintained life insurance
plans. In this regard, the following points are
relevant:

")5East42ndStreet, NewYok, N.Y. 1001? 6 (212)M&eS2
Telex: o6 FAX (212 W9S.16
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o The Section 101(a) exclusion from gross income for
life insurance proceeds has typically been applied to
self-insurance under prior law, where certain aspects
of insurance are present.

o The aspects of insurance under the law for tax
purposes are (1) risk shifting and risk distribution;
(2) actuarial soundness; and (3) a binding obligation
to pay.

* Prior law did not require contracting with an
unrelated insurance company as a condition of
qualification as insurance.

o There is no justification for imposing such a require-
ment under Section 7702(a), which was not intended to
address this issue.

o As presently drafted, depending on the laws of each
state, Section 7702(a) could be interpreted to deny
qualification to employer maintained life insurance
plans under Section 101(a), thus discriminating
against self-insurers and providing an unfair
advantage to commercial life insurance companies.

Proposal

We propose a clarification of Code Section 7702(a) with
respect to the definition of a Olife insurance contractO, to
clarify that Section 7702(a) was not intended to preclude the
qualification of death benefits paid under a self-insured
employer plan as "amounts received.., under a life insurance
contract' within the meaning of Section 101(a)(l). The
following underlined portion is proposed as an amendment to
Section 7702(a) to clarify its application to certain death
benefits

Wa) GENIRAL RULE -- For purposes of this
title, the term Olife insurance contract"
means any contract which is a life insurance
contract under the applicable law, without
regard to any requirement under applicable
law that such a contract be issued by an
insurance company, but only if such
contract....

The proposed technical correction would guarantee that
Section 7702(a), which was intended to prevent investment-typo
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contracts (eg.., universal life insurance') from qualifying for
favorable tax status as life insurance, will not be interpreted
to discriminate against self-insurers by requiring them to
purchase coverage from a life insurance company to qualify under
Section 101(a). This would permit an employer's decision
whether to self-insure an employee life insurance plan to
continue to be made on a tax-neutral basis, and would avoid
conferring an unfair advantage on life insurance companies.

Section 101(a)

Section 101(a)(1) provides in pertinent part as follows:

(Giross income does not include amounts
received.., under a life insurance contract,
if such amounts are paid by reason of the
death of the insured.

The term *life insurance contract" is not defined in
Section 101(a) or the regulations thereunder. However, Tress.
Reg. SI.101-1(a)(2) contains a number of cross references to
other sections of the Code and regulations pertaining to life
insurance contracts and insurance companies, including Sections
72(m)(3) and 801.

Section 72(m)(3) governs the tax treatment of life
insurance contracts purchased by a qualified Section 401 and
403 plan. Treas. Reg. 5172-2(a)(1), interpreting this
provision, provides that it is material whether a contract is
entered into with an insurance company, for purposes of
classitication as a life insurance contract.

Section 601 defines the term *insurances company' as a
company predominantly engaged in the issuing of insurance or
annuity contracts.

Rev. Rul. 83-172, 1983-2 C.B.107, holds that a
se)f-insured workers compensation arrangement qualifies for
taxation as an insurance company under Section 831. In
reaching its conclusion that the group in question was
conducting an insurance business, the Service reasoned in Rev.
Rul. 83-172 that the self-insurance arrangement constituted an
insurance contract because it satisfied the essential insurance
characteristics of risk shifting and risk distribution.

A number of court decisions have addressed the issue of
whether a self-insured plan sponsored by an employer
constitutes insurance for tax purposes. These decisions
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indicate that an employer's plan may be considered an insurance
contract if the following elements are present: (1) risk
shifting and risk distribution; (2) actuarial soundness; and
(3) a binding commitment to pay benefits. See Helvering v.
LeGierse, 312 U.S. 531 (1941); Ross v. Odom, 4017.2d 454 (5th
i. 1968) (68-2 U.S.T.C. par. 9587); Davis v. U.S., 323

F.Supp. 858 (S.D. W.Va. 1971)[?1-1-U.S.T.C. par. 9264]; and
Ha nes v. U.S., 353 U.S. 81 (1957), rev'q 223 F.2d 413 (5th
Cir. 1956). These factors are discussed in more detail below.

1. Risk Shift:ng and Risk Distribution.

Risk shifting and risk distribution involve:

the payment of premiums or assessments by a
number of individuals ino a coamon fund out
of which the payor's estate or beneficiaries
will be paid a certain amount upon his death
regardless of whether the amount is more or
less than the decedent has paid into the
fund.

Commissioner v. Tighe, 33 T.C. 557, 564 (1959).

Risk-shifting, as noted by the Second Circuit, 'emphasizes
the individual aspect of insurance: the effecting of a contract
between the insurer and the insured each of whom gamble on the
time the fatter will die." Ccieissioner v. Treganowan, 183 F.2d
288 (2d Cir. 1950) (50-1 U.S.T.C. par. 10,7701. Risk distribu-
tion, on the hand, emphasLes the *broader, social aspect of
insurance as a method of dispelling the danger of the potential
loss by spreading its cost throughout the group." Id. at 50-1
U.S.T.C. 12,875-91.

In Commissioner v. Treganowan, supra, the Second Circuit
held that a death benefit plan under h the beneficiary of
each plan participant would receive a $20,000 lump-sum payment
'manifestly' produced a distribution of the risk. Treg_ wn,
supra, at 50-1 U.S.T.C. 12,875-91. The Court based ths
conclusion on the fact that more than 1300 persons contributed
to the fund from which death benefits were paid, and on the
fund's actuarial soundness. Id. 'Because of the plan,' the
Court held, 'the risk of prem-ture death is borne by the 1,373
other members of the (plan), rather than by the individual.'
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2. Actuarial Soundness.

Many of the judicial decisions have focused on the need for
actuarial soundness for a self-insured plan to be considered
'insurance' under the Code. For example, in Ross v. Odom,
p, the contributions to fund the state employee 8urvivor's

beiifit fund were required by state law to be fixed based on
"accepted actuarial computations." As found by the court:

(Sin accepted actuarial principles, the size
and composition of the group, and relevant
expectancy and investments factors, the
benefits prescribed could be discharged by
the Survivors' Benefit Fund. . . . On both
scores this was insurance.

60-2 U.S.T.C. at 88,036. See also Edgar v. Cro-issioner, 39 TCH
816, 822 (1979); Davis v. UT.1--"3' upp. 85'8 (S.D. WVa.
1971) (71-1 U.S.T.C. par. 9264.

3. Binding Obligation to Pay Benefits.

Another factor emphasized by the courts is that the
employer's promise to pay the death benefits in question must
not be illusory. See, e.q., Davis v. U.S., supra, at 71-1
U.S.T.C. 86,031 (he-L p~l-n which fails to provide "definitely
determinable death benefit' is not insurance). For example,
where an employ-.r-sponsored plan is terminable, the
beneficiary's right to payment of benefits once death has
occurred must be fixed and definite. In Ross v. Odom, aur#
the court found several factors significant in reaching its
conclusion that the life insurance arrangement there constituted
a binding, enforceable obligation with assurances that funds to
discharge the obligation would be both available and sufficient.
Although the arrangement there was terminable, vested claimants
were entitled to sue under state law if the claim was not paid.
The investments permitted for the fund were carefully restricted
and funds were protected by surety bonds. Finally, the
contributions of the employers (participating state agencies)
were ensured by compulsory budgeting under State law. Id. 68-?
U.S.T.C. at 88,039.

Ross v. Odom was decided prior to the enactment of BRISA
(the Bmployee Retirement Income Security Act of 1974). Like the
provisions of state law in Odom, safeguards are provided under
IRISA which protect the rightWsof beneficiaries to receive all
appropriate benefits under an employee welfare benefit plan such
as a self-insured life insurance plan. ERISA requires that the
named fiduciary of the Plan must operate the Plan prudently and
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in the interest of all participante and beneficiaries. ERISA
S404(a)(l). The named fiduciary is obligated under ERISA to
discharge his or her duties with respect to a plan 'for the
exclusive purpose of providing benefits to participants and
their beneficiaries; and defray reasonable expenses of
administering the plan'. ERISA S404(a)(1)(A). Pursuant to
ERISA, moreover, a beneficiary whose claim for benefits is
ignored or denied, in whole or in part, can file suit in state
or federal court to recover any benefits payable under the plan.
ERISA S404(a)(lMA). These provisions support the conclusion
that an employer self-insured plan may qualify as a life
insurance contract under the authority of Odom.

4. Qualification of Self-Insurance.

The above result should not be affected by the fact that an
employer's plan is not underwritten by a commercial insurance
company, or the fact that an employer's accrued liability to
make contributions to the Plan is not prefunded or segregated
from the employer's general assets. See Haynes v. U.S., 353
U.S. 81 (195?), r 223 r.2d 413 (ST Cir. 19561 156-1
U.S.T.C. par. 94751,1in which the United States Supreme Court
held that an employer's self-funded plan qualified as health
insurance for purposes of excludability from the income of the
employees. The Court in Haynes states:

The payment of premiums in a fixed amount of
regular intervals is not a necessary element
of insurance. Similarly, there is no
necessity for a definite fund set aside to
meet the insurer's obligations.

353 U.S. at 84.

The dissenting opinion in the Court of Appeals decision in
Ha (which was adopted by the Suerame Court in reversing the

ority opinion o the fifth Circuit) sheds further light on
the issue of self-insurance. The dissent first notes that
commercial insurance is generally more costly, and the
government should not be in the position of second-guessing the
employer's business decision to avoid such unnecessary costs.

5. Impact of Code Section 101(b).

The relevance of Section 101(b), which permits a limited
exclusion of up to $5,000 for a death benefit provided by an
employer, must be considered. This issue may be disposed of by
examining the nature of the benefit. Section 101(b), in effect,
refers to a form of deferred compensation rather than to
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insurance pr me. Where an employer-provided arrangement
contains the requisite aspects of insurance it constitutes a
contract of life insurance within the meaning of Section 101(a)
rather than a compensation arrangement under Section 101(b).
Ross v. Odom, supra, 68-2 U.S.T.C. at 08,040.

Thus, it can be seen that, prior to the enactment of
Section 7702(a), Section 101(a) could be interpreted to apply to
a self-insured death benefit plan sponsored by an employer,
provided the requisite aspects of "insurance' were present.

Section 7 702(a)

Section 7702(a), added to the Code by the 1994 Reform Act,
provides as follows:

(a) General Rule. -- For purposes of this
title, the term 'life insurance contract'
means any contract which is a life
insurance contract under the applicable
law, but only if such contract --

(1) meets the cash value accumulation
of subsection (b), or

(2) (A) meets the guideline premium
test of subsection (c), and

(8) falls within the cash value
corridor of subsection d).

Subsections (1) and (2) of Section 7702(aS (the 'cash value
accumulation test, the *guideline premium test', and the "cash
value corridor') are relevant only if the contract has an
investment feature in addition to pure insurance protection.
Thus, these provisions would have no application to an
employer-sponsored plan providing only a death benefit without
any accumulation of 'cash value'.

The reference to 'this title' means the Internal Revenue
Code. Thus, Section 7702(a) would literally apply to the use of
the term "life insurance contract* in Section 101(a). If this
application were given effect, a new requirement would be
imposed for purposes of determining the availability of the
Section 101(a) exclusion, via., classification as a life
insurance contract under 'pplicable lay.* As discussed below,

we believe this result was unintended by Congress, and would
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seriously complicate an area of law that is relatively well
settled.

1. !Applicable Law".

The Joint Committee report on the 1984 Tax Reform Act
indicates that "applicable law' means applicable State or
foreign law. General Explanation of the Revenue Provisions of
the Deiicit Reduction Act of 1984, at 646.

The determination of whether an arrangement would
constitute a *life insurance contract' under the laws of many
states is far from clear. Moreover, even if a reasonably clear
determination can be made in a particular state (and assuming
the IRS and the taxpayer can both agree, which is by no means
certain), a different result might be reached in other states.

This point can be illustrated by briefly reviewing the law
of several states. For example, Virgina law provides that 'life
insurance means... every insurance upon the lives of human
beings and every insurance appertaining thereto payable in fixed
or variable dollar amounts, or both.' Va. Code S38.1-3.
Matyland, Georgia, Florida, and Michigan, among others, have
adopted similarly broad definitions of the terms 'life
insurance' and 'life insurance contract.* See Md. Ann. Code art.
48A, 5631 Ga. Code Ann. 533-25-lI Fla. Sta. Ann. S624.602;
Mich. Comp. Laws Ann. S24.1602. Georgia law, for example,
provides that a contract of life insurance is one whereby the
insurer, for a consideration, assumes an obligation to be
performed upon the death of the insured . . .' GA. Code Ann.
S33-25-1.

In light of these broad statutory definitions, it appears
that the obligation under an employer's self-insured plan to pay
death benefits to the survivors of participating employees could
qualify as a 'life insurance contract' in a number of states. A
number of courts, in fact, have indicated that self-funded death
benefit plans qualify as 'life insurance' arrangements. For
example, the Second Circuit noted that associations which
collect assessments from their members and distribute these
funds to the survivors of a deceased member shave always been
understood to be insurance.' Commissioner v. Treganowan, 103
?.2d 288 (2d Cir. 1950); see also State v. Dane County Mutual
Ben. Ase'n., 247 Wis. 22O,-T9WN".V. 2d 303 (1945)(held, plans
which impose assessments on members fox purpose of creating a
death benefit fund are a form of 'life insurance'). A Texas
court, moreover, held that a nonprofit association which paid
death benefits to the survivors of deceased members was
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providing an insurance service. SLate v. Memorial Benev. Soc.
of Texas, 384 S.W.2d 776 (Tex. CiV. App. 1964).

A number of state courts have held that employers who offer
self-funded welfare benefit plans to their employees are not
engaged in the 'insurance business. See, e Sp'Ierntendent
of Insurance v. Monsanto, 517 S.W. 2d M (Mo. 1974); Mutual
Life Insurance Co. of New York v. New York State Tax Commision,
32 N.Y. 2d 348, 298 N.E. 2d 632 (19731 (self-funded life
insurance benefits provided to employees). The stated rationale
for these decisions, however, was that the employers were simply
providing a fringe benefit to their employees, and were not
offering insurarce services to the public at large. The
decisions do not directly or indirectly hold that the benefit
plans provided by the employers failed to qualify as
'lnsurance.0 In many states, there is no statutory definition
of the term *life insurance" and no case law indicating whether
or not self-funded death benefit plans qualify as "life
insurance" contracts. Therefore, in numerous states, it is
uncertain whether an employer's plan could qualify as a life
insurance' arrangement.

2. Life Insurance Investment Contracts.

Section 7702 has its origins in the Tax Equity and Fiscal
Responsibility Act of 1982 (OTEFRA'). In response to increased
marketing by insurance companies of flexible premium life
insurance contracts ('universal life' or 'adjustable life'
policies), Congress moved to correct what was viewed as a
growing loophole. Such policies typically permitted the policy-
holder to change the amount and timing of the premiums and the
size of the death benefit automatically as desired. The
Internal Revenue Service had ruled in a January 23, 1981 private
letter ruling that the entire death benefit paid under a
flexible premium insurance contract is excluded from gross
income under Section 101(a), even though the death benefit may
reflect a large cash value accumulation and only a small amount
of pure insurance protection. Congress was also concerned that
the interest on the cash fund was not subject to tax unless the
policy was surrendered prior to the death of the insured.

In order to limit tax benefits available to overly
investment oriented life insurance policies, TIFRA established
temporary guidelines for death benefits under flexible premium
policies to be treated as excludible under Section 101(a).
Violation of the guidelines would subject the contract to be
treated as a combination of term life insurance and an annuity



670

or deposit fund, so that only the term life insurance component
would qualify under Section 101(a).

The 1984 Tax Reform Act adopted rules similar to the
temporary TEFRA provisions, but somewhat narrower because of the
"general concern with the proliferation of investment-oriented
life insurance products... . (Joint Committee Report at p.646.)
This concern represents the entire focus of Section 7702.
Nowhere in the legislative history is there evidence of any
intent to prevent a non-investment oriented self-insured
employee death benefit plan provided by an employer from
qualifying as a life insurance contract under Section 101(a).
Such plans do not involve any tax-free accumulation of cash
value, but merely provide a death benefit on the death of the
covered employee. Accordingly, if the requisite elements of
risk shifting, risk distribution and actuarial soundness are
present, Section 7702(a) should not preclude employer plans from
qualifying under Section 101(a) solely because of the vagaries
of state law.

A possible interpretation of newly enacted 7702(a) of the
Internal Revenue Code which may deny the non taxable status to
beneficiaries of death benefits under self-funded employer
provided arrangements, is not only outside the legislative
intent of the statute, but is also clearly contrary to settled
case law and existing Code sections. Notwithstanding this
particular Code section, however, when Congress begins to
consider overall tax reform, RITS urges this Committee to adopt
a more functional criteria of tax deductibility and tax free
status than whether a benefit plan or risk financing mechanism
is self funded or purchased from an insurance carrier. In the
case of a death benefit, the policy behind the Section 101(a)
life insurance exclusion is served whether the proceeds come
from the employer's plan or a third party insurer. Where is the
equity in taxing Widow A for a $20,000 employer provided death
benefit, and leaving Widow R's $40,000 insurer provided death
benefit untaxed? Similarly, what purpose is served by forcing
an employer to purchase potentially more costly insurance from a
third party insurer, when the employer can establish an
actuarially sound plan on its own, with a binding commitment to
pay benefits and losses? Blind adherence to the definition of
insurance in these instances is not tax neutral. Rather it
promotes inefficiency on the part of American business, and
results in needless revenue loss by the Treasury.
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Conclusion

Based on the foregoing, we propose the inclusion of an
amendment to S. 814 making a further technical correction to the
1984 Tax Reform Act, to specifically clarify that Section
7702(a) shall have no application to the classification of an
employer death benefit plan as a life insurance contract under
Section 101(a). We suggest the following underlined language be
added to the Section 7702(a)i

"(a) GENERAL RULE -- For purposes of this
title, the term 'life insurance contract'
means any contract which is a life insurance
contract qnder the applicable law, without
regard to any requirement under applicable
law that such a contract be issued by an
insurance company, but only if such
contract...

Respectfully submitted,

Jon Harkavy, Esquire
Director of Governmental
Affairs
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STATEMENT or
ST. JOHNS RIVER POWER PARK SYSTEM

ON S. 814
THE TECHNICAL CORRECTIONS ACT Or 1985

The St. Johns River Power Park System of Jacksonville,

Florida, appreciates this opportunity to submit comments on the

Technical Corrections Act of 1985 (S. 814) for inclusion in the

June 5, 1985, hearing record. In particular, we wish to advise

you of our concerns over the retroactive elimination of the

so-called "Construction or Binding Contract" exception for

consumer loan bonds in section 169(a)(1) of such Act and the

possible effect such provision would have on the St. Johns River

Power Park System, a project supported by the Jacksonville

Electric Authority ("JEA") and the Florida Power and Light Company

(OrPL").

In the Deficit Reduction Act of 1984 (the "1984 Act"),

Congress made substantial changes to those provisions of the Code

relating to tax-exempt financing, including a provision (section

626(a) of the 1984 Act) which denies tax-exempt status to consumer

loan bonds. Under the 1984 Act, a consumer loan bond is defined

as any obligation (other than an industrial development bond,

qualified student loan bond, or qualified mortgage bond or quali-

fied veterans' mortgage bond) all or a significant portion of the

proceeds of which are reasonably expected to be used directly or

indirectly to make or finance loans to a nonexempt person. The

internal effective date for this change is contained in section

626(b)(1) of the 1984 Act which provides:

"() IN GENERAL.--Except as otherwise
provided in this subsection the amendments
made by subsection (a) shall apply to obli-
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gations issued after the date of enactment of
this Act. */

The 1984 Act goes on to provide in section 631(c) for

general effective dates for those bond provisions without an

internal effective date and for specific exceptions to the overall

effective dates in the bond subtitle. Section 631(c), thus,

currently provides in relevant part:

0(c) OTHER PROVISIONS RELATING TO TAX-EXEMPT
BONDS --

(1) In General -- Except as otherwise
provided in this subtitle, the amendments
made by this subtitle shall apply to
obligations issued after December 31,
1983.

(3) Exceptions --

(A) Construction or Binding
Agreement -- The amendments made by this
subtitle (other than section 621) shall
not apply to obligations with respect to
facilities --

(i) the original use of which
commences with the taxpayer and
the construction, reconstruc-
tion, or rehabilitation of
which began before October 19,
1983, or

(ii) with respect to which a
binding contract to incur
significant expenditures was
entered into before October 19,
1983.

1 Date of enactment was July 18, 1984. Thus, obligations issued
ifter July 18, 1984, are governed by the new provision.

- 2
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(B) Facilities -- Subparagraph (C)
of subsection (b)(2)(A) shall apply for
purposes of subparagraph (A) of this
paragraph."

(Emphasis added.)

In light of the ambiguity of the cross references in the

above-cited sections and the changes proposed in the Technical

Corrections Act of 1985, a question has arisen as to whether the

so-called Construction or Binding Contract exception in current

section 631(c)(3)(A) is applicable to consumer loan bonds. That

is, would a consumer loan bond issued after July 18, 1984, with

respect to facilities the construction of which was begun before

October 19, 1983, or with respect to which a binding contract to

incur significant expenditures was entered into before that date,

be exempt from the new restrictions (i.e., would it remain

tax-exempt).

As noted earlier, currently section 631(c)(1) provides a

general rule that "except as otherwise provided in this subtitle"

(the entire bond subtitle including the consumer loan bond pro-

visions) the amendments made by the subtitle will apply to obli-

gations issued after December 31, 1983. The internal effective

dates are among the exceptions referred to in this general rule.

Thus, the consumer loan bond effective date in section 626(b)(1)

is an exception to this general effective date. Section 631(c)(3)

(the Construction or Binding Contract exception] is also an

exception to the December 31, 1983, general effective date.

Furthermore, since the so-called internal effective dates are

- 3 -
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amendments made by the subtitle that are not contained in section

621, the internal effective dates (as well as section 631(c)(1))

are superceded by this section. Thus, this Construction or

Binding Contract provision is also an exception to the entire

tax-exempt bond effective dates provisions, including the consumer

loan bond provisions of section 626(a) and (b).

Section 169(a)(1) of the Technical Corrections Act of

1985 would resolve this ambiguity to the detriment of parties who

have issued bonds since July 18, 1984, relying upon the Con-

struction or Binding Contract exception and would do so retro-

actively. Thus, under the Technical Corrections Act the Con-

struction or'Binding Contract exception would not be available to

facilities financed or to be financed or refinanced with consumer

loan bonds. The St. Johns River Power Park System (the "Power

Park") is particularly concerned over the possible effect this

subsequent retroactive change to the Construction or Binding

Contract exception could have on our project.

The Power Park is a coal-fired generating facility, the

construction and operation of which is a joint project of the

Jacksonville Electric Authority, a political subdivision of the

State of Florida, and Florida Power & Light Company, an

investor-owned utility. Under the terms of the Joint Ownership

Agreement between the JEA and FPL, which was entered into by such

parties on April 2, 1982, FPL would receive uutput capacity from

the JEA's 80% ownership interest in the Power Park, in general,

- 4 -
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for a 40-year period, for as much as (but no more than)

twenty-five percent of the name plate capacity of the JEA's

ownership interest in the facility. By private letter ruling

dated April 8, 1983, to FPL, the Internal Revenue Service ruled

that the bonds issued by the JEA under this arrangement would not

be industrial development bonds.

Beginning in November, 1982, the JEA began issuing its

St. Johns River Power Park System obligations; and to date in

excess of $1.05 billion in bonds and $600 million in short-term

bond anticipation notes and commercial paper have been issued.

The JEA expects to issue approximately $750 million in additional

revenue bonds to retire the short-term debt and to complete the

project. At this point, over 90% of the construction contracts

have been awarded, and those contracts contain various penalties

for cancellation thereof. By June, L984 over $250 million had

been spent on construction. Currently, $400 million has been

expended. Thus, the JEA and FPL at the time of enactment of the

19b4 Act were well into the Power Park project, which had its

inception in December, 1976. The feasibility of the project

depends heavily on the JEA's ability to finance its ownership

interest with tax-exempt revenue bonds.

Section 169(a)(1) of the Technical Corrections Act, by

eliminating the Construction or Binding Contract exception for

consumer loan bonds in the 1984 Act, at least in our case, could

- 5 -
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jeopardize a mammoth construction project, the physical con-

struction of which began in December, 1982 and which is not

expected to be completed until approximately October, 1988.

Should Internal Revenue Code Section 103(o) apply to future bonds

issued by the JEA to finance the construction of the Power Park,

not only would the financing of the anticipated $750 million of

additional bonds be in jeopardy, but also the existing $1.6

billion in tax-exempt securities would be adversely impacted

because of the affect of this development upon the feasibility of

the Power Park. Further, the possible retroactive effect of the

Technical Corrections Act could jeopardize the tax-exempt status

of over $450 million in revenue bonds which were issued sitce July

18, 1984 (the effective date of the 1984 Act) should these

obligations be classified as consumer loan bonds.

To attempt to change these provisions retroactively

would work the harshest of injustice (a) upon bondholders who have

purchased bonds since July 18, 1984, and (b) upon projects which,

in customary legislative procedures, would normally have been

provided transitional relief. Therefore, we respectfully request

that the Committee revise section 169(a)(1) of the Technical

Corrections Act of 1985 so as to ensure that an appropriate

transitional rule providing for a Construction or Binding Contract

exception for consumer loan bonds be available for projects like

the St. Johns River Power Park System.

- 6 -
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STATEMENT OF THE HONORABLE WILLIAM DONALD SCHAEFER
MAYOR OF THE CITY OF BALITMORE, MARYLNND

SUBMITTED TO THE COMMITTEE OF FINANCE
OF THE UNITED STATES SENATE

June 7, 1985

Mr. Chairman and members of the Committee, I am pleased to

sub'-iit my statement for the record with respect to your

consideration of the Technical Corrections Act of 1985 (S.814).

In partiCUldr, I wish to urge favorable consideration by the

Committee for including a provision in the Technical Corrections

Act of 1985 that will grant relief to the City of Baltimore and

its taxpayers for the unexpected consequences of the enactment of

Section 103(o) of the Internal Revenue Code of 1954 (the RCode")

by the Deficit Reduction Act of 1984 ("1984 Tax Act"). This new

provision of the Cole has made it virtually impossible for the

City to use the proceeds of general obligation bonds to be issued

by the City to reimburse the City's Treasury for $27,000,000 in

advances previously made to initiate certain activities

previously approved by the voters for financing with the City's

general obligation bonds.

By way of background, the City of Baltimore has made a

general practice of marketing a single issue of general

obligation bonds each year. The City is perhaps unique in this

practice. From 1960 through 1981, these annual bond issues

averaged slightly less than $35 million. From 1982 through 1985,

in part because of adverse market conditions, the City's annual

bond issues have averaged less than $20 million.
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An essential component of the City's general obligation

borrowing program in past years has been to allocate a portion of

the money raised to encourage small businesses, minority

undertakings, the renovation of decaying properties, the creation

of employment opportunities, and the revitalization of

neighborhoods. The City has used borrowed proceeds not only to

provide for traditional public improvements, such as streets,

schools, firehouses, utilities, parks, etc., but also iin a

deliberate and strateqic manner to encourage private investment.

For example, such encouragement in the form of a loan was

necessary in the late 1970's to bring the Hyatt Regency Hotel to

the Baltimore Inner Harbor. Today, that hotel enjoys the highest

occupancy rate of any in the Hyatt chain and is a centerpiece of

our spectacular Inner Harbor. In numerous other instances, the

City has made loans or guaranteed loans for projects when banks

and investors were either unwilling or unable to assume all of

the risks. The renaissance of downtown Baltimore and the

revitalization of Baltimore's neighborhoods have come about, in

large part, because of the City's imaginative investment in

public improvements and its financial participation in private

investment enterprises with the proceeds of general obligation

bond issues.

The activities supported by each issue of the City's general

obligation bonds have in every instance been approved by the

Maryland General Assembly, the Baltimore City Council, and the

voters of Baltimore City in accordance with the requirements of

-2-



68O

the Maryland Constitution. Once the required legislative and

voter approvals have been obtained, it has been the practice of

the City, acting pursuant to authority in the City Charter, to

advance money from the City's Treasury to initiate the approved

activities, without waiting for the bond issue to be prepared and

marketed. In every instance, we have expected that the Treasury

would be fully reimbursed for these advances from the proceeds of

the general obligation bonds. Many of the activities thus

commenced with advances of City money meet the terms of Section

103(b)(2) of the Code defining industrial de, .lopment bonds.

However, under Section 103 of the Code and accompanying Treasury

Regulations as they existed prior to the 1984 Tax Act, up to 25%

of the proceeds of each annual issue of the City's general

obligation bonds could be used to reimburse the Treasury for

these advances. The City had no notice that this practice would

not continue.

There is attached to my statement as Exhibit A a list of the

activities commenced with the $27,000,000 in advances from the

Treasury. Each of these projects involves the acquisition,

construction or improvement of land and depreciable property and,

in general, is of a type that could have been financed from the

proceeds of tax-exempt industrial development bonds under the

applicable provisions of the Code and implementing Treasury

Regulations in effect at the time that such financings were

undertaken, subject, of course, in the case of any particular

project, to the need to comply with applicable limitations, such

-3-
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as the "S10,00C,000 limit" for financings under Section 103(b)(6)

of the Crde and the "low or moderate income" requirements for

tinancinqs of residential rental properties under Section

103(b)(4)(A) of the Code.

The City did not seek to finance these projects on a

piecemeal basis through the issuance of tax-exempt industrial

development bonds, first, because financing costs would have been

greatly increased on a cumulative basis and would have been

prohibitive in the case of many smaller loans, and second,

because of the increased administrative burdens and procedural

complexities that would have been involved. In particular,

substantial efforts would have been involved in selling the bonds

on a competitive bid basis after giving appropriate public

notice, as required by applicable law in the case of the sale of

general obligation bonds, and in providing adequate disclosure to

potential investors when bonds are offered in this manner.

Further, until the Tax Equity and Fiscal Responsibil-ity Act of

1982 was enacted in September, 1982, the City was effectively

prohibited by Revenue Rulings 77-55 and 81-216 from aggregating

the required borrowings for several projects into a single

composite issue of industrial development bonds, a financing

technique that would have lowered the cumulative issuance costs

and lessened the administrative and procedural difficulties. In

addition, having determined to finance these projects with the

proceeds of the City's general obligation bonds as previously

described, the City made commitments to various projects without

-4-
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in every case complying with certain procedural requirements

applicable only to the issuance of tax-exempt industrial

development bonds, such as obtaining "official action" before

commencing construction and issuing bonds within one year of the

date on which a project is placed in service.

The enactment of Section 103(o) by Section 626 of the 1984

Tax Act defined a new category of "consumer loan bonds", the

interest on which is not exempt from taxation. To avoid becoming

a consumer loan bond, no more that 5% of the proceeds of any

issue of general obligation bonds issued after July 18, 1984 may

be used for activities involving loans to non-exempt persons as

defined by Section 103(b)(3). What this means for the City of

Baltimore is. that, for general obligations bonds issued after

July 18, 1984, only 5% of the proceeds can be used to reimburse

the Treasury for its prior advances.

Although we promptly ceased advancing funds from the

Treasury for new activities once the implications of the new

Section 103(o) were realized, enactment of Section 103(o) has

nonetheless had a disruptive effect on the City's finances. The

City has currently advanced from its Treasury $27,000,000 for

activates that would fall within the definitions uf Secotion

103(o)(2)(A). Full reimbursment of these funds was anticipated

in good faith. If relief cannot be obtained through an amendment

to the Technical Corrections Act of 1985, as T am requesting,

-5-



683

the-sc funds will have to be taken from other parts of the City's

already hard-pressed budget and other City services may have to

be curtailed.

In short, prior tc the enactment of the 1984 Tax Act , the

City's practice with respect to advancinq funds from its TreaSUry

to) assurt- the prompt commencement of important developmental

activities wac, boith prudent and permissible. Yet now, because of

enactm,,nt of Section 103(o) without any advance notice, the City

is reinj forced to suffer a financial hardship.

I would like to emphasize that I am not seeking a permanent

exemption from the requirements of Section 103(o), The City has

and will continue to conform its practices to the new rules

established by the 1984 Tax Act. All that I seek here is to

obtain reliet from the unexpected adverse impact of Section

103(o) on actions taken by the City in qood faith prior to

enactmtent of the 1984 Tax Act.

Lanq-daqe that would be suitable for inclusion in the

Technical Corrections Act of 1985 is attached to my statement as

Exhibit B.

-6-



684

T wish to thank the Committee for considering my request.

Further information about my request can be obtained from my

staff and, in particular, from David Falk in my Washington office

(223-3020) and from James Vroonland in the City's Department of

the Treasury (301/396-1924).

-7-
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EXHIBIT A

City of Baltimore
Bond Authorization and Projects Awaiting Permanent Financing
Construction Financing Provided by Advance of City Funds

A. 10th Urban Renewal Ordinance $3,310,00

(1) Lexington Market Arcade $3,310,00

This project, an encouragement to private owners and
merchants in the old Howard Street retail district, is
owned by the City and leased to a non-profit corporation
supported by the City. Stalls in the arcade are leased
to a number of small for-profit vendors. Construction
of the arcade began summer, 1981.

B. 2nd Industrial Financing Ordinance $5,040,000

These moneys have been used to make loans (or to guarantee
loans) to various for-profit entities otherwise unable to
obtain sufficient financing for their projects.

(1) Shake and Bake, $4,700,000, construction loans approved
July 1, 1981 and October 6, 1982. This is a minority-
sponsored neighborhood recreation center in west
Baltimore. The sponsors were unable to find a lender
for the project, and therefore the City made the
construction loan.

(2) Norman Holt Florist, $110,000, construction loan
approved April 19, 19l.
This small business venture was also assisted with a
loan guarantee (see 4th Industrial Ordinance, below).

(3) Rockland Industries, $230,000, approved March, 1982.
This textiles fabricator was forced to relocate from its
Falls Road plant. This construction loan was part of a
financing package (including an IDB and a loan guarantee
by the City) which helped the company relocate its 200+
employees to a plant site within the City (see 4th
Industrial Ordinance, below).

C. 3rd Industrial Financing Ordinance $1,095,000

(1) Belvedere Hotel, $1,000,000, approved July 15, 1981.
This arand old building in the recently revitalized Mt.
Vernon area (arts and culture center of the City) has
undergone historic renovation and has been re-converted
from apartment to hotel use (see also 4th Industrial
Ordinance, below).
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(2) Camp Manufacturing, $95,000, approved May 13, 1981.
This company fabricates various school supplies. It used
the City loan (along with an IDB) to expand its
production facilities and employment (see also 4th
Industrial Ordinance, below).

D. 4th Industrial Financinq Ordinance $3,000,000

(1) Camp Manufacturing, $845,000, (see above)
(2) Belvedere Hotel, $2,0U0,000, (see above)
(3) Loan Guarantees $155,000

In addition to making direct loans, the City has found
it necessary in some cases to guarantee all or a portion
of loans made by banks or other parties. In such cases,
the City normally places in escrow a 5% portion of the
amount guaranteed. The guarantees in this instance are
for loans mae to Norman Holt Florist and Rockland
Industries (both described above).

E. lt Housing Development Ordinance $9,620,000

Moneys have been advanced to make construction loans or
to guarantee loans made to developers of multi-family
projects, in most instances to provide housing for low
and moderate income families, and to undertake major
renovations that have proven to be catalysts to
neighborhood revital ization.

(1) Fdmondale Apartments, $4,270,000, approved
September 29, 1981 and September 29, 1982. Two
hundred sixty-two low and moderate income units
were rehabilitated with the City's construction
loan. The project was delayed and the loan amount
increased because of problems with contractor
performance (see also 2nd Housing Ordinance,
below).

(2) Battery Place, $5,350,000, approved August, 1981.
For-merly the abandoned Southern High School, an
eyesore inhibiting private investment in a
residential neighborhood to the south of the Inner
Harbor area. Conversion to market-rate apartments
was financ-d originally with a guarantee of
developer's construction loan. Developer was

-subseauently unable to pay on his loan, which
required City performance under the guarantee.

F. 2nd Housinq Development Ordinance $1,305,000

-2-
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(1) Edmondale Apartments, $1,305,000, (described above)

G. 2nd Residential Financing Ordinance $140,000

(1) Pimlico Center-The International, $140,000,
approved October 1978 thorugh March 1980. This
former Holiday Inn in a blighted area in the
northwest part of Baltimore, has been renovated and
adapted in part to residential units.

H. Ist Commerical Financing Ordinance $3,488,000

4th Commerical Rehabilitation Ordinance $1,250,000

Construction financing has been advanced by the City
under its Commercial REAL Loan program to make
improvement loans to small businesses, many of them
start-up operations, and thereby bring about physical
improvements in neighborhood commercial areas.

The attached list shows loans closed 1980 through 1983.

-3-
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EXHIBIT B

PROPOSED NEW SUBSECTION (a)(4) OF SECTION 166

OF TECHNICAL CORRECTIONS ACT OF 1985

(S. 814)

(4) by adding a new subsection (4) as follows:

(4) CERTAIN GENERAL OBLIGATION BONDS ISSUED BY MAYOR AND

CIrY COUNCIL OF BALITMORE. No obligations of the Mayor and

City Council of Baltimore issued after June 30, 1985 which

are not industrial development bonds (within the meaning of

subsection (b)(2)) shall be treated as private loan bonds on

account of the use of a portion of the proceeds of such

obligations to finance or refinance temporary advances made

by the City of Baltimore in connection with loans to persons

who are not exempt persons (within the meaning of subsection

(b)(3) if (i) the portion of the proceeds of such

obligations so used is attributable to debt approved by

vwter referendum on or before November 2, 1982, (ii) the

loans t) such n:n-exempt persons were approved by the Board

of Estimates of the City of Baltimore on or before October

19, 1983, and (iii) the aggregate amount of such temporary

advances financed or refinanced by such obligations does not

exceed $27,000,000.
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WRITTEN STATEMENr OF SUSAN PATRICIA FRANK, ESQUIRE

Written statement of Susan Patricia Frank, Esquire, of Sanders, Schnahel

& Brandenhurg, P.C., Washington, D.C., for the printed record of the Junp 5,

1985 hearing of the Senate Committee on Finance on S.814, The Technical Corrcz-

tions Act of 198b. /I

This written statement contains comments on the proposed amendment to

Section 408(d)(3) of the Internal Revenue Code ("Code") by Section 152(a)(5)(C)

of S.814 and its possible implications with respect to the eligibility for roll-

over treatment of a distribution to a surviving spouse from a deceased spouse's

individual retirement account or individual retirement annuity ("IRA"). For the

reasons discussed below, it is recommended that the proposed amendment to Section

408(d)(3) of the Code be amended to make it clear that it is not intended to

deny rollover treatment by the surviving spouse of a deceased IRA owner.

Section i52(a)(5)(C) of S.814 amends Section 408(d)(3) of the Code (re-

lating to rollover contributions) as follows:

"(E) DENIAL OF ROLLOVER TREATMENT FOR REQUIRED DISTRIBUTIONS - This
subparagraph shall not apply to any amount to the extent such amount is
required to be distributed under [Section 4081(a)(6) or (b)(3) Frelating
to distributions from individual retirement accounts and inrlividual
retirement annuities]."

The proposed amendment to Section 408(d)(3) creates uncertainty as to

whether a surviving spouse will be permitted to rollover his/her interest in a

deceased spouse's IRA into his/her own IRA. This uncertainty occurs because

under the proposed amendment, rollover treatment would he denied to any amount

to the extent such amount is required to be distributed under Section 40R(a)k6)

or 408(b)(3). Since Section 408(a)(6) and Section 408(b)(3) provide that rules

similar to the distribution rules of Section 401(a)(9) are to be applied to IRA
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distributions, the following discussion will center on the potential conflict

between the distribution rules set forth in Section 401(a)(9) und the proposed

amendment to Section 408(d)(3).

I. Prior to Proposed Amendment to Section 4C8(d)(3) -

It should be noted that prior to the proposed amendment to Section

408(d)(3) of the Code by Section 152(a)(5)(C) of S.814, it would appear that

there was no impediment to a surviving spouse rolling over his/her interest in a

deceased spouse's IRA into his/her own IRA, for the following reasons:

(1) Under Section 401(a)(9)(B)(i) (relating to distributions which

began prior to the owner's death), the only requirement is that

the interest remAining in the IRA at the owner's death be dis-

tributed at least as rapidly as under the method of distribution

in effect as of the date of the owner, s death. Therefore, if

the surviving spouse elects to have his/her entire interest in

the IRA distributed to him/her on or before the date on which

the next distribution would have been made to the owner, the

requirements of Section 4N1(a)(9)(R)(i) would he satisfied.

The spouse could then utilize Section 4f8(d)(3)(C) to rollover

his/her distribution into his/her own IRA.

(2) Urder Section 401(a)(9)(B)(ii) (relating to distributions which

did not begin prior to the owner's death), a beneficiary's

entire interest in the IRA is required to be distributed

within 5 years of the owner's death. If the owner's spouse

elects to rollover his/her interest into his/her own IRA,

2
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within the 5 year period, then the provisions of Section

401(a)(9)(B)(iv) (rules relating to distributions to a iir-

viving spouse from a deceased spouse's IRA or pial i fiPd

plan if the remaining interest is not distrihted with-n 5

years of the owner's death) would he inapplicahle sincp

those rules relate to distributions payable under action

401(a)(9)(B)(iii) and not to distributions payable ,under

Section 401(a)(9)(8)(ii).

I. Possible Effect of Proposed Amendment to Section 4OR(d)(3) -

Although perhaps not the intended effect of the proposed amendment

to Section 408(d)(3), the proposed amendment could he read as denying rollover

treatment to an attempted rollover by the surviving spouse if the date on which

distributions to the surviving spouse were to commence under the sjrvivinq

spouse's IRA was later than the date on which such distributions would hiv -,P-n

required to commence to the spouse under the deceased spouse's IRA. In the

aforesaid situation, the practical effect of the rollover by the oirviving

spouse at any given time would be to reduce the amount required to hp ditr .,j1

under Section Ol(a)(q) and therefore under Spction 4MR(a)(6).

This problem can be illustrated by the following exa1-p,1, c n

which it wi11 be assumed that the surviving spouse is younger than the 10C0'1P0

spouse ('owner")

(I) If the owner of the IRA hal commenced distrihjtins in!Pr

Section 401(a)(9)(A)(ii) prior to his/her death ar,,! "he

surviving spouse does not roll over the balance in the itir'%

!RA into his/her own IRA, then under Section -1lh'.l( 3 'r' i

the remaining balance in the IRA would he reCuir,,l

3
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distributed to the surviving spouse at least as rapidly as

under the method of distribution being used as of the date

of the owner's death. On the other hand, if the surviving

spouse is permitted to roll over the remaining balance

into his or her own IRA and the surviving spouse was, for

example, age 60 at the owner's death, the surviving spouse

would not be required to commence distributions from his or

her own IRA for over 10 years -,fter the death of the owner.

(2) If the owner of the IRA had not commenced distributions under

Section 401(a)(9)(A)(ii) prior to his/her death, then under

Section 401(a)(9)(B) the surviving spouse would be required

to receive the entire balance of the IRA within 5 years

after the owner's death or in the alternative to commence

distributions by the later to occur of one year after the

owner's death or the date on which the owner would have

attained age 70 1/2. On the other hand, if surviving spouse

is permitted to roll over the remaining balance into his or

her own IRA, the surviving spouse would not be required to

commence distributions until April 1 of the calendar year

following the calendar year in which the surviving spouse

attained age 70 1/2 rather than on the date on which the

owner would have attained age 70 1/2.

As illustrated in the above example, a rollover by the surviving

spouse may have the effect of reducing the amount, which but for the rollover,

would be required to be distributed under Section 408(a)(6) in a given year.

Consequently, if the proposed amendment to Section 408(d)(3) is read literally,

4
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it could be argued that a distribution to the surviving spouse who is younger than

the deceased spouse would not be eligible for rollover treatment under the pro-

posed amendment to Section 408(d)(3).

It should also be noted that the same impediment does not appear

to exist if the rollover is to be made from a qualified plan to a surviving

spouse's IRA. If the same problem did exist, there would be no point to the

provisions of Section 402(a)(7) which specifically provides rules relating to

rollovers in the case of a surviving spouse. Additionally, the "Description of

the Technical Corrections Act of 1985" prepared by the staff of the Joint Commit-

tee on Taxation, provides at page 93 that:

"The bill provides that the rules relating to rollovers in the case of
a surviving spouse of an employee who received distributions after-the
employee's death apply to permit rollovers to an IRA but not to another
qualified plan....'

Since it is the intention of the distribution rules that distribu-

tions from qualified plans and from IRAs be treated consistently (for example,

the incidental death benefit rule is to he applied to IRA distributions as well

as distributions from qualified plans), it is recommended that the proposed

amendment to Section 408(d)(3) by Section 152(a)(5)(C) of S.814 be amended to

make it clear that the proposed amendment is not intended to deny rollover treat-

ment by a surviving spouse of deceased IRA owner.

5
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LENTZ. EVANS AND KING P C.
ATTORNEYS AT LAW

HOVER T LENTZ
1*UCC L EVANS
FRANCIS P KING
WILLIAM * SCHLEY
ROECR? A WHERRY. JR
ORUCE P MUIR
RICHARO 8 ROBINSON
KAREN 114cMURRY
RICHARO M HOPPER
OIANE A LARSEN
JOHN M MOORE

May 28, 1985

STATEMENT OF
LENTZ, EVANS AND KING P.C., ON BEHALF OF

SILCO FUELS, INC., a Colorado Corporation

SENATE FINANCE COMMITTEE HEARING
CONCERNING PROVISIONS IN THE

TECHNICAL CORRECTIONS ACT OF 1985
SB 814

CONCERNING THAT PORTION OF THE BILL
ESTABLISHING AN EFFECTIVE DATE FOR

SECTION 312(n) (8) AS ADOPTED IN THE
DEFICIT REDUCTION ACT OF 1984 (PL 98-369)

SUMMARY OF PRINCIPAL POINTS

The Deficit Reduction Act of 1984, enacting new

Section 312(n)(8) of the Internal Revenue Code of 1954, as

amended (fIRC), changed the rules relating to the computa-

tion of a corporation's accumulated earnings and profits

after a stock redemption. HR 4170, the House version of the

Deficit Reduction Act of 1984, did not contain this provi-

sion. The genesis of the provision was the Senate Finance

Committee Report approved by the Finance Committee on March

21, 1984.1 The proposed effective date for this new provi-

sion was established by Section 47(d)(1)(A) of the Senate

Bill, which provided that:

"Except as provided in this paragraph, the amendments
made by subsection (a) shall apply to amounts paid or
incurred in, or distributions or redemptions occurring
in, taxable years eginning after the date of the enact-
ment of this Act.0'

1 The specific provi3icn involved was contained in Title 1,
Sub-Title D, Part 3, Section 47(a)(1) (located on page S-58
of the BNA Special Supplement, DER #67 April 6, 1984, Vol. 2.
2 Contained on Page S-60 BNA, Vol. 2

2900 LINMOLN CENTIE4 8WI0+NG
BOO0 LINCO LN ST'REET

DENVER, COLORADO 60164

AREA CODE 303 0l6iSOI4
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The Senate Finance Committee explanation 3 provided that:

"This provisions is applicable with respect to the effect

.on earnings and profits of distribution in taxable years
beginning after the date of the enactment."

The Conference Committee Report to accompany HR

41704 contains the Senate Finance Committee redemption provi-

sion at pages 93 and 94. Subparagraph '(e)l of S61 contains

effective dates for paragraphs (1), (2), (3), (4), (5), and

(7) of new IRC S312(n), but, without explanation, failed to

contain an effective date for paragraph (8), the redemption

provision. However, the narrative portion of the Conference

Committee Report dealing with redemption provision, contained

on page 838 of the Conference Committee Report, states:

"The Conference agreement generally follows the Senate

amendment with several modifications."

Because the redemption provision came from the

Senate Finance Committee Report, the Conference Committee

Report adopted the Senate substantive provision unaltered,

and because the Conference Committee Report indicated it

generally followed the Senate Report, Silco presumed that

the effective date for the redemption provision would be the

same as contained in the Senate Report, i.e., effective for

taxable years beginning after the date of enactment.

To correct the apparent oversight in the Conference

Committee Report which failed to include a specific effec-

tive date for the new redemption provision, IRC S312(n)(8),

3 Contained on Page S-59 BNA, Vol. 1, BNA Special Supplement,
DER 466, April 5, 1984.
4 561(a)(1), page 92 of the Government Printing Office Report.

2
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the Technical Corrections Act of 1985 (HR 1800 and Senate

Bill 814) contains in S104(e) a provision establishing an

effective date of July 18, 1984. Because of the history of

the redemption provision, Silco believes a more appropriate

effective date would be one effective for taxable years

beginning after July 18, 1984.

GENERAL DISCUSSION

On December 12, 1984, Silco Fuels, Inc. ("Silco*),

a corporation taxable under Subchapter S of the Internal

Revenue Codo of 1954, as amended ("IRCO), redeemed the

shares of one of its principal shareholders for an aggregate

consideration of One Million Dollars. Immediately before

the redemption, Silco had earnings and profits slightly in

excess of One Million Dollars.

Silco has been in the diesel oil distributing and

real estate businesses. It is Silco's intention to termi-

nate its diesel oil distribution business and retain its

real estate business. However, from a practical tax view-

point, it cannot remain as a qualified Subchapter S corpo-

ration if it engages only in the real estate business

receiving "passive income" and has accumulated earnings and

profits while it was a corporation taxable under IRC Sub-

chapttr C.

Under the law, prior to the Deficit Reduction Act
of 1984, earnings and profits were reduced on a distribution

by a corporation in a redemption of shares of its own stock

in an amount equal to the excess of the amount of the dis-

tribution over the amount *properly chargeable" to the cor-

3
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poration's capital account. In applying this rule, some

cases held, and the Internal Revenue Service eventually

ruled, that the amount properly chargeable to a corporation's

capital account was an amount equal to the par value of its

stock plus the amount, if any, of paid-in surplus. See e.g.,

Jarvis v. Comm., 43 BTA 439, aff'd 123 F2d 742 (4th Cir.

1941) and Revenue Ruling 79-376, 179-2 CB 133.

Section 312(n)(8) changed the prior law relating to

the computation of earnings and profits of a corporation.

New paragraph (8) deals with redemptions and provides that

if a corporation distributes an amount in a redemption, the

part of such redemption which is properly chargeable to

earnings and profits shall be an amount which is not in

excess of the ratable charge of the earnings and profits of

such corporation attributable to the stock redeemed.

The effect of the change to Silco's earnings and

profits under prior law would be approximately One Million

Dollars as opposed to approximately one-third of this amount

under the Deficit Reduction Act of 1984. Accordingly, with-

out substantial adverse tax consequences, Silco cannot ter-

minate its diesel oil distributing operation and remain a

Subchapter S corporation.

The Senate Committee Report, in discussing the pro-

vision relating to redemptions, stated:

"This provision is applicable with respect to the effect
on earnings and profits of distributions in taxable years
beginning after the date of enactment."

The Conferenco Committee Report stated that the Conference

agreement is generally the same as the Senate amendment and

made no reference to the effective date. The Bill, as enacted,

4
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stated no effective date for the provision of 5312(n)(8),

and, therefore, it was deemed to be the date of enactment,

July 18, 1984. The Technical Corrections Act of 1985,

introduced March 28, 1985, contains revisions to the Deficit

Reduction Act of 1984 which are intended to clarity and con-

folm various provisions adopted by the original legislation.

One such clarification, contained in S104(e) of the Act, is

to provide a specific effective date for S312(n)(8). This

proposed provision states that IRC S312(n)(8) applies to

redemption distributions after July 18, 1984. It is

respectfully submitted that such amendment should provide

that it applies only to distributions in tax years beginning

after July 18, 1984, as provided in the original Senate Com-

mittee Report, and not for transactions occurring after the

effective date of the Deficit Reduction Act of 1984.

The Silco redemption giving rise to this letter was

in the negotiating stage in excess of eight months prior to

the adoption of the Deficit IReduction Act -f 1984. Delay in

finalizing the matter occurred, in substantial part, because

of the redeemed shareholder's health. At the time the tran-

saction was effected, it was fully expected that the "over-

sight' of the effective date would be corrected to conform

with the Senate Cormittee's recommendation.

While it is not possible to represent that the

transaction would not have been effected under any con-

dition, taxpayers, including Silco, should, based on the

history of this provision, be entitled to at least complete

their fiscal year under prior law. Accordingly, it is

respectfully requested that the Committee amend Section

104(e) of the Technical Corrections Act bill as submitted,

to provide that:

50-278 0-85- 23
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"The provisions of Paragraph 8 of Section 312(n) of such
Code shall apply to redemptions made in taxable years
beginning after July 18, 1984."

We appreciate the Committee's consideration of our

request, and we urge you to act favorably on this proposed

amendment.

LENTZ, E A AND KIN P.

By:
Robert A. Wher#

RAW/pjk

6
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(102) 452-7926

June 7, l9bS

KANU DLLLVLRkL

betty Scott-Boom
Senate Finance Committee
RoOm 219, DltKsen Sendte Oltxce
Washington, U.C. 2051.

Dear bs. Scott-Boom:

ouvlaing

Encloseu is the
comments to Section
retroactive amendment of
Technical Corrections Act

original and six copies of
112(e) (1j (b) regdroilng
the Gas Guzzler tax) of

ot 19b5.

Sincerely,

SILVLb b1LIN AfD MULLLLNS

James F. Miller
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MEMORANDUM

SECTION 112(e)(1)(B) OF THE TECHNICAL CORRECTIONS ACT OF 1985
(RETROACTIVE GAS GUZZLER TAX AMENDMENT)

This memorandum urges that the 8-year retroactive
effect of Section 112(e)(1)(B) of the Technical Corrections
Act of 1985 (the "Act") be deleted and that such provision
(the Gas Guzzler Tax Amendment) only be applied prospectively
from the date of enactment of the Act.

Rolls-Royce Motors Inc. ("Motors"), a domestic
corporation with approximately 100 employees and headquartered
in Lyndhurst, New Jersey, imports Rolls-Royce motor vehicles
(approximately 1,000 in 1984) from its U.K. affiliated
corporation (Rolls-Royce Motors Ltd.) which it sells to its
franchised U.S. dealerships.

From 1980 through early 1985, Motors paid the "Gas
Guzzler" tax imposed by Section 4064 of the Internal Revenue
Code of 1954, as amended (the "Code"), pending the Treasury
Department's consideration of Motors' applications (filed in
1979 and 1981) for use of "an alternative rate schedule" as a"small manufacturer." Both applications were denied on the
ground that the use of Rolls-Royce vehicles in the United
States does not serve "an important public policy", a
requirement entirely formulated by the Treasury without any
evident legislative support under Section 138.4064-1(d)(ii) of
the Temporary Regulations./

1/ The legislative history to the Gas Guzzler tax strongly
supports the primary assertion made in Motors' applications
that the "public policy" requirement in the Temporary
Regulations constitutes an improper gloss on the small
manufacturer provisions in Section 4064(d). The Conference
Report (H. Rep. No. 95-1773, 95th Cong., 2nd Sess.) to the
Energy Tax Act of 1978 (P.L. 95-618) clearly states that the
small manufacturer provisions of the Gas Guzzler tax (Section
201 of the Energy Tax Act) are "generally patterned" on the
small manufacturer provisions of the Energy Policy and

(Footnote continued on next page)
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Shortly after receiving the denial of its second
application for use of an alternative rate schedule in
November 1984, Motors shifted the focus of its argument for
relief from th Gas Guzzler tax to the fact that almost all
Rolls-Royce models which "it imports and sells have a gross
vehicle weight rating greater than 6,000 pounds./ Because
Section 4064(b)(1)(A) defines the word "automobile" as a

(Footnote continued from previous page)
Conservation Act of 1975 ("EPCA") (P.L. 94-163). EPCA, in
turn, provides alternative rate schedules from the Corporate
Average Fuel Economty ("CAFE') standards for small
manufacturers, but does not condition such relief on meeting a
public policy requirement. Motors, in accordance with EPCA,
has repeatedly been granted alternate rate schedules with
substantially less onerous fuel efficiency requirements. See,
2g., 49 C.F.R. Sec. 531.5(b)(2). Nowhere in the legislative
background of the Gas Guzzler tax does there appear any
articulation of the reasons underlying the enunciation of a
"public policy" constraint upon grant of the "small
manufacturer" alternate rate schedule.

2/ Gross vehicle wi',it rating is defined to mean "the value
specified by the manutz.Cturer as the loaded weight of a single
vehicle." 49 C.F.R. §523.2. The "loaded weight of a single
vehicle" includes the sum of "curb weight" (i.e., the "weight
of a motor vehicle with standard equipment including the
maximum capacity of fuel, oil, and coolant, and if so
equipped, Oir conditioning and additional weight optional
engine"), "accessory weight" (i.e., the "combined weight (in
excess of those standard items which may be replaced) of
automatic transmission, power steering, power brakes, power
windows, power seats, radio, and heater, to the extent that
these items are available as factory-installed equipment
(whether installed or not))", "vehicle capacity weight" (i.e.,
the "rated cargo and luggage load plus 150 pounds times the
vehicle's designated seating capacity"), and "pcoductions
options weight" (i.e., the "combined weight of those installed
regular production options weighting over 5 pounds in excess
of those standards items which they replace, not previously
considered in curb weight or accessory weight, including heavy
duty brakes, ride levelers, roof rack, heavy duty battery, and
special trim"). See 49 C.F.R. §571.110
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"4-wheeled vehicle propelled by fuel * * * (i) which is
manufactured primarily for use on public streets, roads, and
highways * * * and (ii) which is rated at 6,000 pounds gross
vehicle weight or less," Motors filed refund claims on
March 18, 1985, based on the contention that none of the
Rolls-Royce models with gross vehicle weight ratings greater
than 6,000 pounds constitutes an "automobile" for purposes of
the tax and on the fact that the tax was not passed through to
dealers or consumers.-!'

Section 112(e)(1)(B) of the Technical Corrections Act
of 1985 (H.R. 1800 and S. 814, introduced on March 28, 1985),
would change the definition of the word "automobile" in
Section 4064(b)(1)(A) by striking out the term "gross vehicle
weight" and inserting in lieu thereof the term "unloaded gross
vehicle weight." Since the Rolls-Royce vehicles in question
appear to have an "unloaded gross vehicle weight" less than
6,000 pounds, they will be subject to the tax imposed by
S4064(b)(1)(A). The proposed amendment is retroactive to 1978
and, in view of the Treasury Department's denial of its
applications for use of the alternative rate schedule, would
make Motors fully liable for all taxes paid from 1980 through
early 1985.

Our reasons in support of applying Section
112(e)(1)(B) prospecively only are as follows:

3/ Motors' refund claims were for Gas Guzzler taxes
(approximately $5 million) paid from the first quarter of 1982
through the fourth quarter of 1984. Its 1980 and 1981 tax
years were closed due to the running of the three year statute
of limitations for refund claims.
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Retroactive Application Of The Gas Guzzler Tax To
Rolls-Royce Is At Variance With Traditional
Congressional Restraint With Regard to Retroactive
Tax Legislation That Adversely Affects Taxpayer
Interests.

Whether or not Congress would have rejected a clear
proposal which expressly excluded Rolls-Royce vehicles from
the Gas Guzzler tax is not at issue in this memorandum, since
Congress in fact adopted a definition of "automobile" which
effectively excluded such vehicles from the tax. It did so
only after closely considering and rejecting one other
alternative: a definition which would have empowered the
Secretary of Treasury to tax certain passenger automobiles
with gross vehicle weight ratings in excess of 6,000 pounds,
such as, presumably, the Rolls-Royce vehicles currently
excluded from the tax. Given the absence of any discussion to
the contrary in the legislative history, Motors had every
reason to believe that Congress intended to exclude vehicles
with gross vehicle weight ratings in excess of 6,000 pounds
from the tax and to rely on the clear language of the statute
when filing its refund claims. Such reliance appeared not to
have been misplaced, moreover, in view of the fact that
Congress had never attempted to revise the statute to include
vehicles such as Rolls-Royce model vehicles in the eight years
since the statute had been adopted. Thus, the proposed
"clarification"i/should not be applied retroactively. To do
so would be both unfair and at variance with traditional
Congressional restraint with regard to retroactive tax
legislation that adversely affects taxpayer interests and
expectations.

A. Development of the Gas Guzzler Tax

(1) On May 16, 1977, then Secretary of Treasury h.
Michael Blumenthal testified before the House Ways and Means
Committee respecting the Carter Administration's proposed
"Fuel Inefficiency Tax", the precursor to the Gas Guzzler
tax. In the description of the tax attached to Secretary
Blumenthal's prepared testimony, it was stated that for model
year 1978, the tax would apply to "all passenger automobiles",

4/ See the Joint Committee on Taxation Description of the
Technical Corrections Act of 1985 at page 52.
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generally defined as "4-wheeled vehicles * * * rated at 6,000
lbs. gross vehicle weight or less.'!' For 1979 and later
model years, the tax would apply to "4-wheeled ve iicles rated
at more than 6,000 lbs. gross vehicle weight but less than
10,000 lbs. gross vehicle weight if the Secretary of
Transportation determines that (i) it is feasible to establish
fuel economy standards for such vehicles and that such
standards will result in significant energy conservation, or,
(ii) if such vehicles are of a type that the Secretary
determines is substantially used for the same purpose as
lighter vehicles.'L'/ The proposed inclusion of 4-wheeled
vehicles rated at more than 6,000 lbs. gross vehicle weight
but less than 10,000 lbs. gross vehicle weight mirrored the
definition of "automobile" set forth in the Energy Policy and
Conservation Act ("EPCA") (P.L. 94-163).

(2) On July 13, 1977, the Committee issued its
Report on the Energy Tax Act of 1977 (H.R. 6831). In this
bill, which had changed the "Fuel Inefficiency Tax" to the Gas
Guzzler Tax, the Ways and Means Committee Report significantly
reveals that, although the Committee was aware of the EPCA
6,000-to-10,000 pounds alternative definition of "automobile",
it nevertheless chose to apply the Gas Guzzler tax to
automobile vehicles having a gross vehicle weight rating of no
more than 6,000 pounds.!/ This interpretation was confirmed
by the Committee in a document"' rejecting the Carter
Administration proposal giving discretionary authority to the
Secretary to tax vehicles with gross vehicle weight ratings
between 6,000 and 10,000 pounds. In this

5/ See Ways and Means Committee Print on Tax Aspects of the
President's Energy Program Hearings (95-21) at pages 22-23.

6/ Id.

7/ H. Rep. No. 95-496 (part III), 95th Cong. 1st Sess. at
pages 47, 50.

8/ Ways and Means Committee Summary and Section By Section
Description of Title II of the Energy Tax Act of 1977 (H.R.
6831) at page 38.
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respect, the Committee stated:

"a gas guzzler tax would apply to the sale or
initial lease by the manufacturer (or importer)
of automobiles having a gross vehicle weight of
no more than 6,000 pounds which fall below
certain fuel efficiency standards established by
the Committee.' (emphasis supplied).

Simultaneously, the Secretary of Transportation in
regulations under FCA recognized that some vehicles commonly
considered as automobiles in fact have gross vehicle weight
ratings in excess of 6,000 pounds: Section 523.3(b) of 49
C.F.R. provides, in pertinent part, that

"[tIhe following vehicles rated at more than 6,000
pounds and less than 10,000 pounds gross vehicle
weight are determined to be automobiles:

(1) Vehicles which would satisfy the criteria
in Sec. 523.4 (relating to passenger automobiles) but
for their gross vehicle weight ratings."

Section 523.4 of 49 C.F.R., in turn, defines "passenger
automobile" as "any automobile (other than an automobile
capable of off-highway operation) manufactured primarily for
use in the transportation of not more than 10 individuals."

(3) Upon passage of the Gas Guzzler tax by the House
of Representatives on August 5, 1977, the Joint Committee
prepared for the Senate Finance Committee a document!'
explaining the Carter Administration's position on the
House-passed bill. Significantly absent from the explanation
was any objection to the Committee's definition of
"automobile"--that the Carter Administration had decided to
drop its proposal to apply the Gas Guzzler tax to vehicles
with gross vehicle weight ratings between 6,000 and 10,000
pounds.

(4) On October 31, 1977, the Senate adopted its own
energy bill"'-° from which a Gas Guzzler tax was absent. The

9/ Such document was issued on September 16, 1977, set forth
(at pages 16-20)

10/ Senate action occurred with respect to H.R. 5263, a
Fouse-passed bill originally dealing with an import tariff on
bicycle parts.
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Senate and House energy bills thereupon went to-'Conference,
where the Senate Conferees agreed to the House-passed Gas
Guzzler provisions. No further action on the Gas Guzzler tax
was taken until November 9, 1978, when it was enacted as
Section 201 of the Energy Tax Act of 1978.

B. Technical Corrections Act of 1985

In its final form, the Gas Guzzler tax definition of
automobile" included all vehicles traditionally considered

automobiles, with the significant exception of most
Rolls-Royce model vehicles. Section 112(e)(1)(B) of the
Technical Corrections Act of 1985 would repeal the de facto
exclusion from the Gas Guzzler tax given to such vehicles.
While Congress may not have intended to exclude any
Rolls-Royce vehicles when it adopted the Gas Guzzler tax, it
did not make that intention clear in the statute or the
legislative history. To the contrary, Congress gave taxpayers
(specifically Motors) every reason to believe that it had
intended to tax only passenger automobiles with gross vehicle
weight ratings not in excess of 6,000 pounds. It specifically
rejected a proposal to.give the Secretary of Treasury power to
tax certain vehicles--such as the Rolls-Royce model vehicles
at issue herein--in excess of 6,000 pounds and did not attempt
to revise the de facto exclusion given to such vehicles for
eight years. The proposed amendment constitutes a substantive
retroactive change in the law made without notice to the one
taxpayer (i.e., Rolls-Royce) it adversely affects and,
therefore, is inconsistent with traditional Congressional
self-restraint with respect to substantive retroactive changes
in the tax law. -"'

11/ See, e.g, the opposition to retrospective tax legislation
expressed by the Senate Finance Committee in connection with a
bill introduced in 1950 to revise the formula for the taxation
of life insurance companies to increase revenues:

Even if your committee were of the opinion that a tax
levied now on 1947 and 1948 incomes would be upheld by the
Supreme Court, it would still oppose retroactive taxation
extending over such a long period of time. The imposition
of a tax on 1947 and 1948 incomes at this late date would
be inconsistent with fundamental public policy which
requires that a taxpayer's obligation to his Government be
made definite and certain at the time the tax is due. S.
Rep. No. 2375, 81st Cong., p. 39, August 22, 1950.

(Footnote continued on next page)
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C. Conclusion

Congress was purposeful when it limited the scope of
the Gas Guzzler tax to automobiles with less than 6,000 pounds
gross vehicle weight ratings and, by the same token, achieved
precisely what it intended to achieve when it gave the
Secretary of Transportation authority to include automobiles
with gross vehicle weight ratings between 6,000 and 10,000
pounds in the definition of "passenger automobile" for
purposes of the EPCA. Congress specifically rejected the
original Carter Administration proposal to grant similar
authority to the Secretary of Treasury for purposes of the Gas
Guzzler tax. In so doing, it effectively excluded most
Rolls-Royce vehicles from the tax. Whether or not such an
exclusion was intentional is not the subject of this request.
It is both harsh and extraordinarily unfair for Congress to
attempt to correct a statute on an 8-year retroactive basis
without any notice to taxpayers. For these reasons, the
proposed amendment to the Gas Guzzler tax should be
prospective only.

(Footnote continued from previous page)
But see Section 641(b)(3) of the Tax Reform Act of 1984, which
provides, in essence, that interest on bonds issued pursuant
to the Housing Act of 1937, 42 U.S.C. §1437i(b), is not exempt
from Federal estate and gift taxes. Section 641(b)(3) was
added during the House-Senate Conference on the 1984 Act after
it had become apparent that numerous taxpayers were taking
advantage of a "windfall" created by a U.S. District Court
decision that such bonds are exempt from Federal estate tax.
See, Haffner v. U.S., 585 F. Supp. 354 (W.D. 111. 1984),
aff'd, F. 2d _- (7th Cir. 1985). Although there
continues to be much debate over the fairness of making the
provision retroactive to 1937, it is clear that Congress never
purposefully exempted Section 11(b) bonds from Federal estate
and gift tax when it adopted the Housing Act of 1937.

0547j
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On behalf of the Small Business Council of America, Inc.

we appreciate very much the opportunity to provide this

statement for consideration by the House of Representatives

Committee on Education &nd Labor, the Committee on Ways and

Means, and the Senate Finance Committee, regarding the H.R.

2110, Proposed Technical Corrections to the Retirement Equity

Act (the "Act").

I. Introduction

The Small Business Council of America, Inc. ("SBCA") is a

non-profit .corporation which represents the interests of over

2,000 small business organizations located in 49 states. Most

of these businesses maintain employee benefit plans qualified

under Section 401(a) of the Internal Revenue C-6e.

Consequently, SBCA represents the interests of a great number

of businesses (and therefore employees) across the country who

have a significant stake in legislation which affects the

operational nature of qualified plans.

The Retirement Equity Act of 1984 ("REA") is perhaps the

most complex tax act affecting pension plans since the Employee

Retirement Income Security Act of-1974 ("ERISA"); and, in

addition, REA has created many unanswered questions regarding

the operation and administration of qualified plans. To date

the Internal Revenue Service has provided little guidance as to

the application of the REA provisions.
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While we appreciate efforts made by Congress to eliminate

uncertainties which exist under the provisions of REA as

enacted, nevertheless, we believe that the proposed Act does

not address all of the problems brought on by REA, and even

creates areas of additional concern. This Statement, however,

will be limited to matters that are appropriate within the

scope of the Act, and to the extent feasible, the Statement

will propose solutions.

II. Survivor Annuity equirements

A. Spousal Consent Requirements for Survivor Annuities

Act Section 2(b)(6) clarifies the spousal consent

requirement necessary for an employee to waive a qualified

joint and survivor annuity and a qualified preretirement

survivor annuity. Under REA, the spouse's consent must

acknowledge the "effect" of the election in order for the

employee to waive either of the survivor annuities. Code

Section 417(a)(2). The Act clarifies this provision to

specifically require designation of the beneficiary to whom the

entitlements are to be paid, which may not be changed without

the spouse's consent. The Act also provides a "one-time"

consent by the spouse which permits the employee to designate

(or redesignate) beneficiaries at any time without the spouse's

further consent.
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1. Informed Consent Clarification

SBCA commends the clarification of the spousal consent

requirement. REA as currently enacted is too vague as to what

information must be provided in order to properly obtain a

spouse's informed consent to waive the survivor annuities.

This problem is exacerbated by a lack of guidance in the Code,

regulations, or by the Internal Revenue Service. As a result

of this uncertainty there is extreme exposure, especially to

small businesses, of plan litigation due to a failure to

provide "informed" consent to the spouse. Moreover, as it now

stands, REA subjects attorneys, accountants, administrators,

and other plan advisers to an unprecedented exposure to

malpractice lawsuits should a spouse believe she was not

adequately informed of her rights. The Act, by clarifying the

scope of the consent to specifically require naming the

beneficiary, is a step in the right direction towards

clarifying what constitutes informed consent.

SBCA strongly recommends that additional guidance be

provided as to what "effects" have to be described to suffice

as the consent requirement. Given the above risks, notices and

consents provided by plan administrators and attorneys have

tended to err on the side of providing as much information as

possible, even though this is very burdensome to administrators

and participants alike. The complexities of the notices and

consents have frustrated everyone. To illustrate, a

conservative interpretation of REA would require that the
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spousal notice and consent provide a comparison of the actual

benefits payable under the plan under the various options.

(This requirement existed under the survivor annuity rules

under Code Section 401(a)(11) prior to the enactment of REA).

This can result in staggering actuarial costs, especially since

the notice and consent would have to be provided each time the

employee changes his beneficiary.

To eliminate uncertainty, minimize administrative costs,

and decrease the risk of lawsuits, SBCA strongly urges that

Congress mandate the Internal Revenue Service to provide

"sample" written notices and consents which would satisfy the

informational requirements necessary for proper spousal

consent. We would also suggest that these notices not require

that the actual amount of benefits payable under the

distribution methods provided by the plan be stated. This will

help minimize the actuarial costs of providing these notices.

Alternatively, SBCA urges that Congress mandate the Treasury to

provide, as soon as possible, "safe-harbor" regulations which

spell out precisely what information is required in order to

properly inform a spouse of his or her rights under REA.

Either the sample consent or the safe harbor regulations would

significantly benefit the consenting spouse, as well as

decrease expenses and the exposure of small businesses to plan

litigation. These improvements would well be worth the cost of

amending forms and incurring additional legal costs,
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consequences which would almost certainly follow passage of

this Act.

2. Option of "One-Time" Spousal Consent

SBCA also approves the "one-time" spousal consent as a

means to simplifying the onerous consent requirements now

pertaining to the waiver of survivor annuities. SBCA

recognizes that some feel that this provision is an "undoing"

of REA, in that the "one-time" spousal consent does not protect

the spouse should financial circumstances change, or the

relationship with the beneficiary is altered. (Information

derived from speech by William M. Leiber, Pension Counsel to

the Joint Committee on Taxation, at the American Law Institute

- American Bar Association Conference, Washington, D.C., April

25,1985.) We believe, however, that this problem may be

minimized by regulations or rulings promulgated by the Internal

Revenue Service, and urge their immediate promulgation or

issuance should this Act take effect. All things considered,

SBCA is of the opinion that this technical correction strikes a

balance between the rights of the spouse and the negative

consequences to qualified plans of burdensome recordkeeping

requirements. After all, if businesses decide to terminate

plans rather than to suffer continual increases in

recordkeeping and administrative requirements, the spouses will

not be benefitted from these consent provisions at all.
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3. Possible Conflict with St-ate Law

It should be noted that SBCA is aware of potential

conflict between REA and state law concerning criteria for

"informed consent." Various States provide different rules as

to what constitutes informed consent, which may be inconsistent

with informed consent as finally determined under REA. SBCA

recommends that this conflict be eliminated by amending the Act

to specifically state that for purposes of the Code and ERISA,

the informed consent state law requirements are preempted by

provisions in the Code and ERISA, and any regulations or

rulings pertaining thereto.

4. Right of Spoiise to Consent At Any Time

SBCA also believes that clarification is needed as to

when spousal consent may be given to an employee's waiver of

survivor benefits. Code Section 417(a)(2) is silent on the

matter. The Senate Finance Committee Report states that "this

consent is to be given in writing at the time of the

participant's election . . .": However, Code Section 417(e)(2)

provides that the surviving spouse may consent to immediate

distribution of the present value of a survivor annuity.

Apparently, Code Section 417(e)(2) would permit a post-death

spousal consent, contrary to the Senate Finance Committee

Report language. Congress should take advantage of tho Act to

clarify exactly when the spouse's consent may be given; at the

same time it should coordinate the Senate Finance Committee

Report language and the statutory language of Code Section

W
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417(e)(2). To this end, SBCA believes that there is no

.compelling reason why the spouse's consent should be limited to

the time of the employee's election to waive the survivor

annuity. For example, if the spouse is am.ply provided for by

other means, by a designation to the spouse outright, or by a

carefully designed trust for her benefit and the benefit of

other members of her family, the spouse should be able to

consent to such designation of beneficiary at any time, even

after the participant's death. For these reasons, there should

be no time linfit on the spousal consent.

S. Clarify That Spousal Consent is -Nt the Transfer of a
Property Interest

A related issue is whether the spouse's consent

constitutes a transfer of property for gift and estate tax

purposes. It appears to SBCA that REA has created a new

property right in the spouse. The Code, however, is silent on

this issue. Note that Act Section 2(f) pcovides that if a

spousal waiver (to waive a qualified preretirement survivor

annuity payable under the transitional rules) is made on or

before the end of the plan year to which REA applies, then the

spousal waiver is not to be treated as a transfer of property

for purposes of federal gift taxes. That provision seems to

confirm SBCA's belief that the spousal actions to waive

benefits are not to be considered a transfer of property for

gift tax purposes. But since Act Section 2(f) addresses only

the transitional rules under REA, there remains open the
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question of whether an exemption from the gift tax rules

applies to other spousal consents under REA. SBCA urges

Congress to specifically state in this Act that a spousal

consent does not result in the transfer of a property interest.

6. Conflict with Prenuptual Contracts

REA creates possible conflicts between federal law and

prenuptial agreements, and such possible conflicts should be

avoided by clarifying amendments in the Act. SBCA believes

that it is inappropriate for federal law to preempt prenuptial

agreements which are valid under state law. Therefore, SBCA

urges Congress to specifically state in the Code and ERISA that

where a binding prenuptial agreement exists between spouses

which addresses the issue of beneficiary designations of

pension entitlements, an employee may waive one or both

survivor annuities consistent with that binding prenuptial

agreement, without an accompanying spousal consent. To this

end, Congress should also address the issue of whether a valid

prenuptial agreement would, itself, constitute a valid waiver

of the survivor annuities (and consent thereto), since the

participant and his or her spouse would by definition not be

married at the time of the agreement. Furthermore, the same

priority should be given to any binding agreement between a

plan participant and his spouse entered into during the

pendency cf an action for legal separation or divorce;

otherwise, if such an agreement is entered into and the
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participant dies before the divorce is granted, there will be a

conflict between the binding contract under state law and the

provisions of Federal law.

B. Qualified Preretirement Survivor Annuity
Clarification.

Act Section 2(b)(1) generally provides that where an

employee separates from service prior to death, qualified

preretirement survivor annuities ("QPSA") will take into

account only service actually performed until the employee

separated from service. Act Section 2(b)(1) is intended to

clarify and limit the measure of benefits due to surviving

spouses upon the death of the employee prior to receipt of plan

entitlements.

SBCA applauds this clarification as a means of

eliminating unearned benefits to participants and their

spouses, as well as reducing the c.sts of funding survivor

benefits under a qualified plan.

However, since qualified plans were required to provide a

QPSA from the enactment date of'REA, there exists the

possibility that QPSAs were or may be paid in an amount in

excess of the amount required, taking into account the

clarification made by the Act. SBCA therefore urges that

guidance be provided in the Act or elsewhere indicating the

manner of recouping benefits paid in excess of that required

from a QPSA, as amended by the Act. In this regard, SBCA also
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urges that guidance be provided as to how QPSAs should be

determined during the period during which passage of the Act is

pending.

C. Clarification of Notification For Employees Hired
After Age 35

Act Section 2(b)(5) provides that employees who are older

than age 35 when hired are to be provided their written

explanation of QPSAs within a reasonable period after being

hired.

SBCA recommends that the explanation be provided upon

the employee's becoming vested in any portion of his

entitlements derived from employer contributions under the

plan. This would be consistent with Joint Committee of

Taxation's recommendations and would better coordinate

selection of the form of preretirement benefits with their

availability to the employee under the plan. Joint Committee

on Taxation, Description of H.R. 2110 Relating to Technical

Changes to the Retirement Equity Act of 1984 (JCS-14-85), May

14, 1985, Section B.5. It would also make more relevant the

receipt of the explanation by the employee. Receipt of the

explanation prior to the employee's eligibility to receive a

QPSA would likely not be given the requisite attention by the

employee. Delay in receipt of the explanation until after the

participant is vested in any portion of his plan entitlements

(as may occur if the explanation is provided three years after
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the date of hire, as proposed by the Joint Tax Committee) may

preclude a participant's opportunity to waive the QPSA when he

is entitled to do so by law. Id.

In this regard, SBCA also recommends that Code Section

417 be amended to permit vested employees who have not yet

attained age 35 to receive their explanation of QPSAs at the

time they vest in any portion of their plan benefits, and

permit them to waive that form of benefit if they so desire

(with their spouses consent) at that time. Not only would this

eliminate an arbitrary distinction between who must receive a

QPSA and who may receive a QPSA, but it would also permit plan

administrators to develop a uniform procedure for distributing

QPSA explanations to plan participants. This would be

especially beneficial to small businesses who administer their

own plans. Moreover, this amendment would obviate potential

5th Amendment due process issues arising as a result of the

impairment of an age group's right to contract and, where

contractual rights already exist, from the deprivation of

property without due process of law.

D. Clarification of Impact of Fully Funded
Survivor Annuities on Waiver, Consent and
Notice Requirements under Code Section 417.

SBCA believes that it would be appropriate to amend the

Act to specifically state that where a plan fully subsidizes

one or both of the survivor annuities, only the notice

requirements pertaining to the fully subsidized annuity(ies)

are exempted. REA as currently enacted states that Code
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Section 417(a) shall not apply to fully subsidized survivor

annuities. Code Section 417(c)(4). This may be interpreted to

mean that where the survivor annuities are fully funded the

survivor annuity form of benefit may not be waived (nor

consented to by the spouse), resulting in the mandatory

provision of survivor annuities to married participants, in

accordance with Code Section 401(a)(11)(A).

Clearly this was not the intent of Congress. The Senate

Finance Committee Report pertaining to Act Sections 103 and 233

states that "a plan is not required to provide notice of the

right to waive the (survivor annuities] if the plan fully

subsidizes the costs of the benefit." (Emphasis added).

Consequently, the Code and ERISA should be amended by way of

the Act to reflect this intention. Not only would this conform

the law to Congressional intent, it would eliminate a potential

restriction on the forms of benefits that may be paid, despite

the preference of the participant and his or her spouse to the

contrary.

E. Clarification of Exclusion of Voluntary Contributions

Since the Act seeks to amend Code Section 401(a)(ll),

SBCA believes that this would be an appropriate time to clarify

that Section to provide that the survivor annuity rules apply

only to employer and mandatory employee contributions.

Nondeductible after-tax employee contributions are generally
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considered a savings mechanism and therefore not part of a true

retirement program. Therefore, SBCA believes that requiring

survivor annuity provisions to apply to voluntary after-tax

employee contributions would be inappropriate and that the Code

and ERISA should be amended to so state.

III. Spousal Consent Requirements - Expansion to Plan
Loans

A. Practical Effects of Act Section 2(b)(4) -
Recommendation

Act Section 2(b)(4) provides that no portion of a

participant's accrued benefit may be used as security for a

loan unless the participant's spouse (if any) consents in

writing to such use. The Act mandates that the above

requirement be incorporated in the plan document. These

provisions apply to loans made after April 18, 1985, or

revised, renewed, extended, or renegotiated after that date.

SBCA recognizes that the amendment is consistent with the

concept of protecting spousal rights under qualified plans.

Thus, it necessarily would follow that loans secured by the

vested benefit should themselves provide for a spousal consent.

Nevertheless, SBCA recommends the deletion of Act Section

2(b)(4) for the following reasons: (1) the requirement will

add yet another layer of complexity and paperwork upon the

administration of qualified plans; (2) the costs of operating

the plan will again increase; (3) legal fees will increase to
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protect or defend the plan and its trustees against suits by

spouses who, due to a lack of guidance in the Code and

Regulations or from the Internal Revenue Service, may not have

been provided sufficient information to give "informed" consent

as to this use of Plan assets; (4) increased legal costs will

arise if the plan has already been amended for REA and must be

re-amended to provide for this consent requirement; and (5)

employer-employee relations may deteriorate if the additional

restriction on plan assets is percieved as a restriction on

plan entitlements by the employees. Taken together, SBCA

believes that these reasons outweigh the additional protection

afforded-to spouses as a result of this provision.

Requiring spousal consent for use of plan assets as loan

security will add to the already overwhelming complexity and

paperwork of administering qualified plans. This addition will

be particularly onerous to small businesses, since they are

less likely to have the financial resources, personnel or

expertise to adequately handle the increased operational

functions of qualified plans. While small businesses recognize

the need to protect spousal rights under qualified plans, SBCA

has already perceived increasing levels of frustration from

small businesses as a result of the existing high level of

complexity. Where small business owners once established

qualified plans to provide their employees with additional

benefits, there is an increasing sentiment that qualified plans

are more trouble than they are worth. This sentiment can only
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be enhanced by a provision which requires additional

administration and paperwork. It is one thing to provide rules

that effectively ensure that participants and beneficiaries

receive their retirement benefits. It is another matter

entirely when, as a result of legislation requiring amendment

upon amendment, businesses become so overburdened and

disenchanted that they terminate their qualified plans, thereby

eliminating retirement benefits completely.

The spousal consent for loans involving plan assets will

also increase the costs of administering the plan. New consent

forms and procedures will have to be created. This will

require additional professional fees to be paid in order to

provide guidance as to the necessary informed consent (to the

extent this can be determined without guidance from the Code,

Regulations, o. the Internal Revenue Service). In addition,

valuable personnel resources will have to be used to administer

this use of plan assets and the obtaining of required consents.

If the smarl business utilizes an outside administrator for the

plan, the increased administration to provide the spousal

consent will be reflected in higher administrative fees.

Small businesses will have to establish procedures to

obtain the spousal consent, which should also involve

explaining the consequence of a plan loan to the employee and

his or her spouse. Besides taking up valuable time, it is

doubtful that small businesses (or personnel assigned to the
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task) will be sophisticated enough to determine whether the

spouse was properly informed, or whether the consent will be

valid under law. This problem is exacerbated by the lack of

guidance regarding spousal notices and informed consent under

REA. As a result there will be increased exposure to

litigation involving the qualified plan, its trustees and/or

administrators, as well as exposure by plan advisers (such as

attorneys, accountants, and administrators) to malpractice

lawsuits. (Discussion of the necessity to clarify what is

"informed consent" may be found at Section II.A, infra). This

will increase legal fees to the small business in two ways.

First, legal advice will be necessary to provide safeguards (to

the extent possible) against such litigation. Second, should a

lawsuit arise due to the spousal consent requirements, legal

costs will be incurred to defend the action.

The Act also requires that the plan document provide for

the spousal consent to participant plan loans. To the extent

the plan must be amended to provide for this requirement, the

cost of amending and restating the plan will increase.

SBCA also anticipates a decrease in employee morale as a

result of this amendment. Small businesses maintaining plans

which provide for the use of plan assets as security for loans

generally emphasize this availability as a means of enhancing

employer-employee relations. Requiring spousal consent may be

viewed by employees, at a minimum, to be an impediment to a
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participant's access to this plan benefit. This may result in

the perception by employees that the qualified plan is not the

employee benefit it was represented to be, thereby damaging the

employer-employee relationship.

As a result of increased costs, risks, and complexities

attributable to requiring spousal consent for the use of plan

assets, SBCA fears that small businesses will terminate the

relevant provisions from their plans, or worse, terminate their

plans in entirety. We recognize the desire by Congress to

minimize threats to the spouse's receipt of his or her plan

entitlements. However, SBCA believes that the negative

consequences of Act Section 2(b)(4) to small businesses

outweigh the increased protection of spousal benefits under

qualified plans.

SBCA has also noted a problem relating to the effective

date of Act Section 2(b)(4). It is likely that subsequent to

April 18, 1985, some plans have permitted usa of plan assets as

loan security without the required spousal consent. This may

have occurred due to a lack of publicity regarding the Act,

especially to the general public. Moreover, there will be

uncertainty as to all plan loans until the Act is enacted.

Therefore SBCA urges that if Act Section 2(b)(4) is not

deleted, it be amended to apply on or after date of enactment,

and not before.
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B. Suggested Clarifying Amendments

Should Congress determine that Act Section 2(b)(4) be

retained, SBCA suggests that the following clarifying changes

be effectuated:

1. Have Act Section 2(b)(4) made effective as of date of

enactment. (See discussion above.)

2. Permit Act Section 2(b)(4) to be applied without

requiring incorporation into the plan document.

3. Provide a "safe harbor" as to what would constitute

informed consent to the spouse. (See discussion at II.A.

infra.)

C. Remaining Technical Issues

In addition, we have noted the following technical issues

that we believe should be resolved if Act Section 2(b)(4) is to

be retained.

1. Determine whether increased plan expenses attributable

to providing these spousal consents for the use of plan

entitlement as security for a loan may be taken into account in

an equitable manner by the plan, similar to expenses

attributable to the provision of survivor annuities. (See Code

Section 417(f)(4)).
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2. Clarify what type of consent is necessary. SBCA

suggests either cross referencing to Code Section 417(a)(2)

(but taking into account the change to that Section proposed by

the Act (See II.A., infra)), or providing a separate Code

Section addressing the proper manner of spousal consent for

loans.

IV. Transferee Plan Rules

Act Section 2(b)(2) amends Code Section 401(a)(ll)(B)(iii)

to provide that a defined contribution plan other than a money

purchase pension plan is not a transferee plan (for purposes of

determining whether a plan must provide survivor annuities and

comply with Code Section 417) with respect to a participant if

a transfer from a plan required to provide the survivor

annuities occurs before January 1, 1985. SBCA believes that

small businesses would more easily be able to administer their

plans, and determine whether survivor annuities will have to be

paid, if Act Section 2(b)(2) were amended to provide that a

plan described under Code Section 401(a)(l1)(B)(iii) is a

transferee plan only with respect to transfers made on or after

plan years beginning after January 1, 1985.

The reason for this amendment is that January 1, 1985, is

an arbitrary date to any plan which is not operated on a

calendar year basis. Since REA generally requires that the

survivor annuity provisions apply as of the first plan year

beginning on or after January 1, 1985, SBCA believes it is
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inconsistent to require that survivor annuities Le provided on

account of an event which occurred prior to this effective

date. Moreover, this amendment would avoid legal and actuarial

costs necessary to amend this plan to provide these survivor

annuities where, except for this transfer, it is the intent of

the employer not to provide this form of benefit.

Act Section 2(b)(2) also provides that a separate account

must be maintained for transferred assets. The Joint Committee

on Taxation in its explanation of this provision also states

that if separate accounts for transferred assets are not

maintained, then the survivor benefit requirements will apply

to all benefits payable with respect to the employee under .he

plan.

SBCA understands that the purpose of this provision is to

prevent having to pay a survivor annuity on transferred amounts

even though such form of benefit as required for the other

benefits under the transferee plan. However, the Joint

Committee on Taxation language regarding the maintenance of

separate accounts is very broad in its scope, conceivably

requiring separate accounts to be maintained where both the

transferred assets and the transferee plan do not require that

survivor annuities be paid. Therefore, in order to minimize

additional recordkeeping to the extent possible, SBCA

recommends that guidance be provided specifically addressing
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where separate accounts do have to be maintained and where

separate accounts are not required.

V. SEP Eligibility

Act Section 2(a)(4) amends the eligibility requirements

of Simplified Employee Pensions (SEPs), in pertinent part, from

attainment of age 25 to attainments of age 21. SBCA is in favor

of consistent eligibility requirements for SEPs and qualified

plans. In this regard, however, SBCA is concerned that delay

in enactment of the Act may cause uncertainty as to whether

employees from age 21 to age 24 should be covered in the SEP by

the employer. This may cause employers to have to choose

between covering more employees than it needs or wants to, or

risking disqualification of the SEP for failure to cover the

necessary employees under law.

SBCA believes this potential conflict could be avoided by

enactment of this Act as soon as possible. This will provide

the necessary certainty required for complying with SEP

eligibility requirements. Moreover it will allow employers the

time to fund the SEP to take into account all eligible

employees. Alternatively, in the event that this Act cannot be

enacted until a later date, SBCA recommends an amended

effective date for SEP eligibility which reflects the delay.

This will minimize eligibility coverage and funding problems

that could conceivably apply to employers sponsoring SEPs.
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VI. Lump Sum Treatment; Recapture of Taxes

Act Section 2(a)(2) provides that for lurp sum purposes,

determination of the balance to the credit of an employee shall

not take into account an increase in vesting which could occur

upon reemployment. However, that Section also provides that if

lump sum treatment were elected by the employee, and the

employee was reemployed by the employer, any increase in the

vested portion of the employee's pre-break accrued benefit will

cause a recapture of taxes which were avoided by use of

favorable taxation methods available on lump sum distributions.

SBCA objects to the recapture of previously taxed

distributions under the Act as currently proposed. This

recapture amounts to a tax upon rehiring an employee, creating

a significant disincentive for an employee to return to a

former employer. As a result, it will be more difficult for a

small business to rehire a former employee within the break in

service period as amended by REA. Given the extreme demand for

talented employees, any provisions in any law which discourages

the employee from being able to freely consider all possible

opportunities for advancement, including reemployment by a

former employer, should not be enacted or should be

eliminated. SBCA believes that the recapture tax is just such

a provision and as such should not be enacted.

Assuming, arguendo, that the recapture tax is retained,

SBCA urges that it be specifically made clear that any tax paid
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under Code Section 402(e) (the ten year forward averaging

provisions) ot the recapture tax, be applied to reduce taxes

payable on the subsequent distributlon from the retirement

plan. In effect, a permanent "lookback rule" should be

provided. To do anything less is to provide a double tax on

the distr:bution of plan entitlements. Moreover, it is urged

that a method be devised to index the tax paid to take into

account the present value of paying taxes immediately rather

than upon the ultimate distribution of plan entitlements.

SBCA also wishes to note that Code Section 402(f) appears

to require that upon certain distributions of benefits,

employees should receive notice as to the provisions of Act

Section 2(a)(2). We urge that immediate guidance be provided

by the Internal Revenue Service as to what constitutes proper

notice of these provisions. For example, it should be

determined whether mere notice of the existence of the

recapture tax (and/or its illustration) is sufficient, or

whether a computation of the actual potential recapture with

respect to the employee in question is required.

To this end, SBCA recommends that Congress mandate the

Treasury to provide by regulation a "safe harbor" of

information which, if included in a notice, would satisfy Code

Section 402(f). furthermore, we remind the Committee that the

Internal Revenue Service is required to furnish an officially

approved notice which administrators may use to explain

available rollover treatment or, if applicable, 10-year

averaging and capital gains treatment. Senate Finance

Committee Report on the Retirement Equity Act of 1984, Section

207. It is urged that this notice also provide officially

approved language which addresses Act Section 2(a)(2).
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June 10, 1985

STATEMENT OF THE STOCK COMPANY INFORMATION GROUP
BEFORE THE COMMITTEE ON FINANCE OF THE

UNITED STATES SENATE
CONCERNING THE PROPOSED TECHNICAL CORRECTIONS ACT

OF 1985 (S. 814)

The Stock Company Information Group appreciates this

opportunity to submit comments to the Committee on Finance

respecting the insurance-related provisions of S. 814, the

proposed Technical Corrections Act of 1985 (the "bill"). These

provisions appear as Part B of Title I of the bill, sections 121-

128. The bill was the subject of a hearing by the Committee on

June 5, 1985.

The Stock Company Information Group consists of 25

investor-owned life insurance companies. Taking into account its

members' affiliated companies, the Group encompasses a majority of

the 50 largest life insurance companies in the United States. The

Group was organized in 1981 to monitor tax legislative

developments and to convey the views of its membership on life

insurance tax issues to the various insurance trade associations

and the Government. A list of cur member companies is apponded.

We are pleased to-convey the support of our Group for

the provisions of Part B of Title I of the bill. while we are

generally quite satisfied with the life insurance tax revisions

enacted as Title II of the Tax Reform Act of 1984 (the "1984

Act"), we welcome the several clarifying and correcting changes



738

that the bill would make. Before turning to the few additional

changes that we would urge be included in the bill, we wish to

note our particular concern with certain of the items that the

bill already covers.

As you know, representatives of the Stock Company

Information Group were privileged to work with members and staff

of the Finance Committee, as well as with their counterparts in

the House of Representatives and with officials of the Treasury

Department, in the development of the life insurance tax

provisions of the 1984 Act. One of the most significant decisions

made by the Finance Committee, and ultimately by Congress, in

writing those provisions was to preserve the rules of former

section 815 of the Internal Revenue Code (the "Code") as they

related to the balances in stock life insurance companies'

policyholders surplus accounts at the close of 1983. Thus, under

new section 815(f) of the Code, "the provisions of subsections

(d), (e), (f), and (g) of section 815 . . . as in effect before

the enactment of the Tax Reform Act of 1984" are made applicable

"in respect of any policyholders surplus account for which there

was a balance as of December 31, 1983."

Subsequent to that enactment, a question arose as to the

treatment under section 815 of bona fide loans made by a stock

life insurance company to an affiliated corporation. Such loans

had never before been treated as distributions subject to the

rules of section 815, and it therefore should have been clear that

that treatment was to be continued under the rules of the 1984

Act, consistent with the foregoing decision of Congress. To

-2-
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confirm this and dispell all doubt, section 121(j) of the bill

appropriately provides that an "indirect distribution" within the

meaning of new section 815(a) of the Code "shall not include any

bona fide loan with arms-length terms and conditions." The

members of our Group strongly endorse this provision.

Another significant judgment made by Congress last year

was that, for the taxable year 1984, mutual life insurance

companies should pay 55 percent of the industry's total income tax

burden (estimated to be approximately $3.1 billion). Of all the

decisions that made up Title II of the 1984 Act, the

implementation of this one was perhaps the most fraught with

technical difficulty. The primary mechanism instituted to

accomplish this goal was the disallowance of deductions for

dividends and other items by means of the formula appearing in new

section 809 of the Code. While a similar goal was accomplished by

a similar route under prior law, the specific mechanics of the

1984 Act in this respect are new and untested. It is therefore

totally appropriate, and not unexpected, for the bill to make the

number of changes that it does in the rules of section 809 and

related provisions.

For example, section 121(c) of the bill would preclude

companies from receiving tax benefits by accelerating the accrual

of policyholder dividends. It seems that the emphasis new section

809 places on a mutual company's "equity base" was encouraging

certain companies, at little or no economic detriment to

themselves, to chinnge their business practices so as to cause

policyholder dividends that would normally have been declared in

-3-
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subsequent taxable years of the companies (i.e., the dividends

would have been declared as of the various policy anniversaries

occurring in the subsequent years) to become creditable to the

policyholders in earlier taxable years. In this fashion, these

companies attempted to meet the technical requirements for

accelerated accrual of such dividends and thereby, arguably, to

remove those dividends from the equity base. We understand it was

a mutual company (or companies) that called this situation to the

attention of congressional staff out of a concern that, by

employing such a device, other mutual companies would fail to pay

their requisite shares of tax, producing a shortfall in tax

revenues from the mutual segment of the industry. We commend the

Committee and its staff for their efforts to secure fulfillment of

the intent of Congress that the mutual segment pay 55 percent of

the industry's projected tax revenues. We also commend that

mutual company (or companies) for focusing in a forthright manner

on the principal, if not the sole, purpose of section 809.

We urge Congress and the Treasury Department to remain

watchful over the new and untried rules of section 809, in order

that they may achieve their intended purpose. Absent an

appropriately strong mechanism of this sort, the express intent of

Congress (as previously agreed to by mutual companies) that mutual

companies should pay 55 percent of the industry's tax burden will

not be realized. If this occurs, the total tax collections will

be diminished in the amount of the mutual segment's shortfall, and

stock companies will be forced to labor under a tax-induced

competitive disadvantage.

-4-
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The bill also makes several changes in the recently

enacted rules bearing on annuity contracts, including variable

annuities. These are found, respectively, in section 126 of the

bill (amending section 222 of the 1984 Act and section 72(q) and

(a) of the Code) and section 121(1) of the bill (amending section

817(h) of the Code). We understand that the Committee of Annuity

Insurers, with which our Group has members in common, will also be

filing a statement with you commenting on these provisions. We

wish to take this opportunity to state our agreement with those

comments. We commend them to you for prompt and favorable action.

We now turn to the items -- three of them -- that we

would have you add to the bill. As we will presently explain, we

believe that the bill should be amended to: (1) include in the

first sentence of section 805(a)(4)(C) of Zhe Code, which defines

the term "100 percent dividend,* a reference to section 245(b) of

the Code; (2) coordinate section 121(c) of the bill (mentioned

above) with section 419(e) of the Code (which defines the term

"welfare benefit fund") as it would be amended by section

151(a)(8) of the bill; and (3) clarify the intent of the "deemed

exchange" rule of subsection (f)(7)(B) of section 7702 of the

Code, which defines the term "life insurance contract."

(1) 100 Percent Dividends -- Section 805(a)(4)(C) of the Code

As revised by the 1984 Act, section 805(a)(4) of the

Code permits a life insurance company, in determining its "life

insurance company taxable income," to deduct inter-corporate

dividends received as provided in sections 243, 244, and 245 of

the Code. See section 805(a)(4)(A). In so doing, the 1984 Act

-5-
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provision introduces the concept that "100 percent dividends" --

those that are received from certain controlled subsidiaries in

accordance with a special election -- are deductible by the life

insurer without regard to "proration" between the company and its

policyholders under the formula of section 812 of the Code. For

this purpose, section 805(a)(4)(C) defines such dividends to

include "any dividend if the percentage used for purposes of

determining the deduction allowable under section 243 or 244 is

100 percent." Curiously, this definition fails to refer also to

section 245(b) of the Code, which employs "100 percen.. in

determining the deduction it allows corporations for certain

dividends they receive from wholly owned foreign subsidiaries

(where all of the subsidiaries' gross income is effectively

connected with the conduct of a U.S. trade or business).

We believe that the omission of the reference to section

245(b) was unintentional. Section 245 was, in fact, referred to

in section 805(a)(4)(A), and there is no reason why it should not

also be incorporated into the subparagraph (C) definition of 100

percent dividends. Siice the intent of Congress in writing new

section 805(a)(4) was to provide a proration-free treatment for

100 percent dividends received by life insurance companies, and

since section 245(b) dividends are accorded treatment equivalent

*to 100 percent dividends under sections 243 and 244 when received

by all other corporate taxpayers, the bill should amend the

section 805(a)(4)(C) definition to include a reference to section

245(b). Accordingly, we suggest that the subparagraph (C)

definition be revised by deleting the phrase "section 243 or 244"

-6-
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and by substituting "section 243, 244, or 245(b)" in its place.

(2) Policyholder Dividends and Welfare Benefit Funds --
Sections 121(c) and 151(a)(8) of the Bill

Section 121(c) of the bill would cause a life insurance

company to lose (in effect) its "fresh start" adjustment for

policyholder dividends granted by the 1984 Act to the extent that

its deduction for policyholder dividends was "accelerated" by

virtue of a change in business practices. This would be effected

by adding a new section 808(f) to the Code, which would deny such

a company a deduction for policyholder dividends in the amount by

which the business practice change otherwise results in an

increase in the deduction (limited to the amount of the fresh

start adjustment). In our discussion above, we noted that the

purpose of section 121(c) was to preclude the enhancement of

deductions by accelerating dividends normally accrued at contract

year-ends falling within a later taxable year of the insurer to

dates coinciding with an earlier taxable year. We also endorsed

its enactment.

As currently drafted, however, section 121(c) of the

bill would possibly, and improperly, draw within its ambit a

situation in which (in response to another rule involved in the

bill) policyholder dividends were "accelerated" merely to fall

within the taxable year of the insurer in wbich the contract

anniversary to which the dividends relate occurred. Just such an

advancement of the dividend date may be appropriate to conform

with the practices of certain group contract policyholders

(typically employers) who, in order to avoid classification of

-7-
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their contracts as "welfare benefit funds" under new section

419(e) of the Code (added by the 1984 Act) as it would be amended

by section 151(a)(8) of the bill, must include in income in the

taxable year in which their contracts end any policyholder

dividends with respect to the contract year just completed. To

conform its accounting with these new practices brought about by

the amendment proposed in section 151(a)(8), an insurer might

properly seek to accelerate the accrual of dividends from a

customary time, such as within several months after the close of

the contract year, to an earlier time that coincides with the

contract year-end.

To coordinate the effects of sections 121(c) and

151(a)(8) of the bill, we suggest that section 121(c) be amended

to state that the provisions of new section 808(f) will not apply

to policyholder dividends declared with respect to contract years

that have expired in or with the taxable year of the insurance

company. This would make it clear that group contract dividends

declared with respect to policy periods which had completely

expired by the end of the insurer's taxable year (typically the

calendar year-end) would not be considered impermissibly

"accelerated" within the meaning of section 121(c) of the bill and

proposed section 808(f) of the Code.

(3) The "Deemed Exchange" Rule -- Section 7702(f)(7)(B)
of the Code

When the bill was introduced, it was understood that

several matters not then addressed in the bill, which were

nonetheless possible subjects of correcting legislation, were left

-8-
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open for further work at the staff level. Included among these

was the rule of subsection (f)(7)(B) of new section 7702 of the

Code, which defines the term "life insurance contract" for all

purposes of the Code. Section 7702(f)(7)(B) provides that any

change in the terms of a life insurance contract which results in

a reduction in the contract's future benefits is considered to

give rise to an "exchange" of the contract for a new contract. It

is therefore sometimes called the "deemed exchange" rule and,

s ice it potentially carries major implications for the taxation

of amounts distributed from a life insurance contract in

connection with a partial surrender, it is also known as the

"partial surrender" provision.

The members of the Stock Company Information Group

strongly agree that the bill should contain an amendment to

clarify the import of section 7702(f)(7)(B). The deemed exchange

rule has been the subject of much misinformation within the life

insurance industry, and we believe its clarification to be

imperative. The problem here appears to stem from the fact that

the statutory language, the related committee reports, and the

explanation subsequently published by the staff of the Joint

Committee on Taxation are not consonant with one another.

Taxpayers -- both insurers and their policyholders -- find

themselves wondering which official version to follow.

Since we understand that work on this matter has been

proceeding at the staff level, we will not take up the Committee's

time elaborating on the problem in this statement. Suffice it to

say that it is of great importance to us that the definition of

-9-
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"life insurance contact" enacted by the 1984 Act succeed in its

endeavor to distinguish between life insurance contracts and

financial instruments used primarily for investment (particularly

short-term investment) purposes. The rules of section 7702(f)(7)

play a vital role in this endeavor. The members of our Group

worked for the enactment of the provisions of section 7702, and we

are anxious to participate with staff in the framing of a

clarifying amendment for subsection (f)(7)(B) and then to support

its enactment as part of S. 814.

Conclusion

In sum, with the few points noted above, we are pleased

to affirm our support for the provisions of Part B of Title I of

the bill. We offer our assistance to the members and staff of the

Committee as efforts progress to refine and enact this bill.

-10-



747

June 10, 1985

STOCK COMPANY INFORMATION GROUP

AETNA LIFE INSURANCE COMPANY
COMPANY

ALLSTATE LIFE INSURANCE CO.

AMERICAN GENERAL LIFE
INSURANCE COMPANY

BUSINESS MEN'S ASSURANCE
COMPANY OF AMERICA

CAPITAL HOLDING CORPORATION

CNA INSURANCE

CONNECTICUT GENERAL LIFE
INSURANCE COMPANY (CIGNA)

FEDERAL KEMPER LIFE
ASSURANCE COMPANY

FRANKLIN LIFE INSURANCE
COMPANY

HARTFORD LIFE INSURANCE
COMPANY

E.F. HUTTON LIFE INSURANCE
COMPANY

IDS LIFE INSURANCE COMPANY
INSURANCE COMPANY

J.C. PENNEY LIFE INSURANCE

JEFFERSON STANDARD LIFE
INSURANCE COMPANY

LIBERTY LIFE INSURANCE CO

LIBERTY NATIONAL LIFE
INSURANCE COMPANY

LIFE INSURANCE COMPAY
OF VIRGINIA

LINCOLN NATIONAL LIFE
INSURANCE COMPAY

PAUL REVERE LIFE
INSURANCE COMPANY

PROVIDENT LIFE AND
ACCIDENT INSURANCE CO.

SOUTHWESTERN LIFE INSURANCE
COMPANY

TRANSAMERICA OCCIDENTAL
LIFE INSURANCE COMPANY

TRAVELERS INSURANCE COMPANY

WASHINGTON NATIONAL

INTEGON LIFE INSURANCE
CORPORATION
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SULLIVAN & CROMWELL
June 12, 1985

Interest Derived by U.S. Controlled
Foreign Corporations in the Active Conduct
of a Banking, Financing or Similar Business

Section 954 of the Internal Revenue Code of 1954

(the "Code") provides for an exclusion from the current

taxation of income under Subpart F for certain interest,

dividends, and the excess of gains over losses on securities

derived in the active conduct of a banking, financing, or

similar business or by an insurance company. These exclu-

sions have been in the Code since 1962 when Subpart F was

enacted and reflect Congressional recognition that U.S

controlled financial businesses must compete in the inter-

national capital markets and should not be handicapped by

tax burdens their foreign controlled competitors are not

subject to. Although interest is often thought of as
"passive income" subject to the anti-tax haven rules of

Subpart F, interest derived by a banking, financing, or

similar business or by an insurance company is akin to that

earned by a manufacturing company from sale of inventory

produced by it and therefore should be excluded from Sub-

part F income.

Section 881(c) (4) (A) of the Code, as added by

Section 127 of the Tax Reform Act of 1984 (the "1984 Act"),

overrides certain of the Subpart F exclusions in the case of

portfolio interest derived by a controlled foreign

corporation, including the exclusion in Section 954(c) of

the Code for income derived in the active conduct of a

banking, financing, or similar business or by an insurance

company. This discriminates against U.S. issuers of debt

obligations in the Eurobond market, discriminates against
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TI.S. controlled broker-dealers in favor of foreign con-

trolled broker-dealers, together with resourcing provisions

of Section 904(g) of the Code results in double taxation of

U.S. controlled broker-dealers, and substantially increases

the accounting requirements of controlled foreign corpora-

tions without any apparent benefit to the U.S. Treasury

Department. Each of these points is elaborated below:

1. Section 881(c) (4) of the Code discriminates

against U.S. issuers.

Since the repeal of the 30% withholding tax on

portfolio interest and the issuance by the Treasury in

August 1984 of temporary regulations, U.S. issuers have

issued Eurobonds directly rather than indirectly through the

use of Netherlands Antilles finance subsidiaries. The

interest on such obligations is free from withholding tax by

reason of Sections 871 and 881, but U.S. controlled foreign

corporations may not invest in such obligations without

generating income that will be immediately taxed under

Subpart F. Interest issued by a foreign obligor, however,

is not subject to the withholding tax and also is not

subject to the current inclusion in the U.S. shareholder's

income under Subpart F because it does not constitute port-

folio interest.* Thus a United States issuer, including the

This point would be clarified by the Technical Correc-
tions Act of 1985 recently introduced in the House of
Representatives and the Senate which would amend Sec-
tion 881(c) (2) of the Code by striking the phrase
"which is described" in the matter preceding sub-
paragraph (A) and inserting in lieu thereof "which
would be subject to tax under subsection (a) but for
this subsection and which is described in." See
Section 11(d) of H.R. 1800 and S. 814, 99th Cong. 1st
Sess. at pp. 65-66 (March 28, 1985) and Staff of the
Joint Committee on Taxation, "Description of the
Technical Corrections Act of 1985 at pp. 32-33
(April 4, 1985).
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United States Treasury Department itself, does not have as

broad a market for its obligations as a foreign issuer.

This is inconsistent with the policy expressed by Congress

in the Tax Reform Act of 1976 when the definition of U.S.

property was amended to exclude obligations of domestic

corporations not related to the foreign corporation making

the investment. See H.Rep. 94-658, 94th Cong., 1st Sess. at

p. 216 (1975) and S.Rep. 94-938, 94th Cong., 2d Sess. at pp.

225-27 (1976).

2. The override of the Subpart F exclusions for
active conduct of a trade or business
discriminates against U.S. broker-dealers.

U.S. broker-dealers generally conduct their inter-

nationAl operations through controlled foreign corporations.

The use of controlled foreign corporations has facilitated

their participation in the international capital markets in

many jurisdictions throughout the world. The exclusions in

Subpart F were originally enacted in recognition of the fact

that interest income to a banking, financing or similar

business or an insurance company is akin to the income

derived by a manufacturing company on the sale of its

inventory, and such active income should not be subject to

Subpart F in order to preserve the competitive position of

U.S. based businesses. See S. Rep. No. 1881, 87th Cong., 2d

Sess. at p. 83 (1962), reproduced in 1962-3 C.B. 788. The

provisions of Section 881(c) (4) (A) directly contravene this

policy.

This problem is in fact exacerbated by certain

provisions imposed by the Treasury Department with respect

to the distribution of Eurobonds and targeted registered

securities. Under the regulations issued to implement the

bearer bond provisions of Section 163 of the Code, distribu-

tion of securities to non-U.S. persons is considerably

facilitated if all members of the selling syndicate are

-3-
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foreign persons. Furthermore, under the conditions imposed

under the Treasury Department's two targeted registered

issues, ownership of the targeted registered securities must

reside in the foreign institution for at least 45 days.

See Section 8.2, 9.1, and 10.1 of Offering Circular,

"Foreign Treasury Notes of February 15, 1990, Series H-1990

(Nov. 15, 1985). The interest which accrues on the

inventory of a dealer in securities will thus generate

interest which, without the Subpart F exclusion, will be

foreign personal holding company income currently taxed in

the United States.

3. Section 881(cj (4) of the Code creates double
taxation.

The center of most Eurobond activity is London,

England. The controlled foreign corporations active in this

market have office space, personnel, and other facilities

there to conduct their operations. The United Kingdom

currently taxes the income derived by these controlled

foreign corporations attributable to their United Kingdom

business at the current rate of 41.25%. The amount subject

to tax would include the interest which accrues on the

inventory of obligations bearing portfolio interest.

Although the income derived by the controlled

foreign corporation is subject to tax in the United Kingdom,

the amount of the foreign tax credit for the United Kingdom

income tax imposed would be limited because of the resourc-

ing provisions of Section 904(g) of the Code, added by

Section 121 of the 1984 Act. Article 23(3) of the U.S.-U.K.

Income Tax Convention treats income or profits derived by a

resident of the United States which is taxed by the United

Kingdom as United Kingdom source income for purposes of the

foreign tax credit. Article 23(1) provides, however, that

the obligation of the United States to grant a credit is

-4-
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subject to the "limitations of the law of the United States

(as it may be amended from time to time without changing the

general principle thereof)." Because the controlled foreign

corporations may not be residents of the United States and

because Section 904(g) may override the resourcing provision

of Article 23(3) in any event, the effective limit on the

allowable foreign tax credit in the case of a U.S. share-

holder only deriving Subpart F income through its foreign

incorporated broker-dealer would be zero.

4. Section 881(c)(4) of the Code creates considerable
accounting complexity without corresponding
benefits to the Government.

In order to comply with Section 881(c) (4) of the

Code, a controlled foreign corporation would have to estab-

lish the amount of portfolio interest derived by it. Since

portfolio interest is limited to obligations issued by

certain U.S. persons after July 18, 1984, a broker dealer

would have to have some means of identifying the debt instru-

ments issued after July 18, 1984 and the portfolio interest

which accrued on such debt obligations during the period

held by the controlled foreign corporation. In addition,

because deductions allowed in computing taxable income must

be taken into account in determining Subpart F income, an

allocation must be made of expenses and other deductions of

the controlled foreign corporation to the obligations bearing

portfolio interest. Cf. Treas. Reg. S 1.954-1(c). The need

to make such an allocation raises many complex and arbitrary

accounting questions which heretofore it has not been

necessary to make. For example, because the exclusions

under Section 954(c) (3) of the Code remain available for the

excess of gain over loss, would loss on a broker-dealer's

inventory of portfolio interest obligations be allocated to

the portfolio interest derived on such obligations or would

-5-
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it offset other foreign personal holding company income

otherwise qualifying for the exclusion? Since gain on

securities inventory positions remains eligible for the

exclusion, how should interest expense incurred to carry

portfolio interest obligations be apportioned? In the case

of foreign currency denominated obligations bearing portfolio

interest, is the portion of the gain or loss attributable to

currency appreciation treated as an adjustment to portfolio

interest? Compare Treas. Reg. S 1.952-2(b)(1)(v)(c) (exchange

gain or loss allocated between subpart F income and non-

subpart F income under any reasonable method) with Vol. II

Treasury Department's Report to the President at pp. 371-372
(November 1984) and The President's Tax Proposals to the

Congress For Fairness, Growth and Simplicity at pp. 409-422

(May 29, 1985). It is not clear that any of these complex

accounting determinations will result in greater revenue to

the Treasury Department.

For the foregoing reasons, we respectfully request

that Congress include an amendment to the Code, in the form

attached, which would make it clear that the exclusion for
interest derived in the conduct of an active trade or business

is available for all interest income, including portfolio

interest.

Randall K.C. Kau
Sullivan & Cromwell
125 Broad Street
New York, NY 10004

and

1775 Pennsylvania Avenue, NW
Washington, DC 20006

-6-
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1. Section 881(c)(4)(A) of the Internal Revenue

Code of 1954 is amended by striking subparagraphs (iii) and

(iv) and re-numbering subparagraph (v) as subparagraph (iii).

2. The amendment made by Paragraph I above shall

apply to interest received after the date of enactment of

the Tax Reform Act of 1984 with respect to obligations issued

after such date, in taxable years ending after such date.
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Betty Scott-Boom, Esq.
Room SD-215
Dirksen Senate Office Building
Washington, D.C. 20515

Re: technical Corrections to
Retirement Equity Act of 1984
Our File No. 64400-21-007

Dear Ms. Scott-Boom:

Sec. 2(c11) would amend Code Sec. 401(a)(9) so that
distributions to an alternate payee who is a spouse or former
spouse would be taxed to the alternate payee, but distribu-
tions to any other alternate payee would ',e taxed to the
participant. This is inappropriate in one situation.

Suppose that a participant is employed in a community
property state and that his wife dies. Het community property
interest in the plan passes by her will or by intestacy to
someone other than the participant (usually the children).
When the participant retires, the children sue for the interest
they inherited from their mother -- and win. Under these
circumstances, the amount the court awards to the alternate
payee should be taxed, in my opinion, to the alternate payee --
not to the participant.

Alternatively, assume the same facts, except that the
participant remarries, names his new wife as beneficiary, and
dies before retiring. Again, the children sue for the commun-
ity property interest they inherited from their mother -- and win.
Whatever amount the court awards the children should be
taxed to the children, not to the new wife or the employee's
estate.
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Sec. 2(c)(4)(v) would amend Code sec. 414(p) by Iadding
paragraph (9). This would permit a plan to make a payment
before termination of employment, despite the requirements of
subsections (a) or (k), but only if the present value of
the payment to the alternate payee is S3,500 or less. If the
interest in the plan awarded to the divorced spouse irs her
only source of liquid funds, she may have to fast until the
employee terminates employment.

Sec. 2(b)(2)(A)fii) and (B)(ii) provide that the trans-
feree plan rules only apply to the transferred assets, i.e.,
th, rest of the plan is not "tainted" if "the plan separately
accounts for assets and the income therefrom.* I suggest
that this language be changed so that there would be no
"taint" if "the plan separately accounts for the amount
transferred (adjusted for plan earnings of losses).* As
presently written, the language could be construed as requir-
ing separate investment of assets. The language also does
not recognize that investments can both increase and decrease
in value. Finally, the language does not recognize the
distinction between assets, which are shown on the left side
of the plan's balance sheet, and account balance, which are
shown on the right side. In most plans, assets are not
allocated to specific accounts.

I suggest that H. R. 2110 add a provision to the effect
that subclause (II) of Code Sec. 401(a)(ll)(B)(iii) and
clause (ii) of ERISA Sec. 205(b)(l)(C) do not give a partici-
pant the right to elect the payment of benefits in the form
of a life annuity when the plan does not otherwise provide
for annuities. If you do not want to put this into the
statute, please put something to the same effect in the
committee report.

Code Sec. 417(a)(3)(A) and (5)(A) and ERISA Sec.
205(c)(3)(A) and (6)(A) should clarify what is the "annuity
starting date" when a profit sharing plan does not provide
for benefits to commence at a particular age (except as
required by Code Sec. 401(a)(9) and (14) and the incidental
benefit rule). I think the "annuity starting date' should
be the date such a profit sharing plan buys and distributes
the qualified survivor annuity; the plan should be required
to give ninety days notice before buying the annuity. and
the participant should be able to waive this payment anytime
before the plan buys the annuity.

A profit sharing plan can not issue annuities. If the
annuitant dies prematurely, there is no way to forfeit the
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unpaid amount. Similarly, if the annuitant outlives his life
expectancy, there is no employer obligation to keep the plan
sound. Thus, a profit sharing plan, which is subject to the
joint and survivor and preretirement annuity requirements
because it is a transferee after 1984 from a pension plan,
must fulfill the requirement by buying an annuity from an
insurance company and distributing it. Code Sec. 417{a)(1)(A)
and ERISA Sec. 205(c)(l)(A) should allow such a plan to permit
waiver (and revocation of waiver) of a qualified and joint
survivor annuity and qualified preretirement annuity not
only at any time during the applicable election period but
also either before or after the applicable election period.
For example, a participant with an account transferred from
a pension plan should be able (if the plan permits) to waive
at any time before the plan buys the annuity. Similarly,
the surviving spouse should be able to waive payment in the
form of qualified preretirement survivor annuity at any time
before the plan buys the annuity.

Code Sec. 401(a)(13), Code Sec. 414(p), and ERISA Sec.
206(d) should make a distinction between court orders when
the plan is adjoined as a party defendant and those where it
is not a party to the litigation. Most divorce lawyers ask
the court to award an interest in the qualified plan without
naming the plan as a defendant; the only parties to the liti-
gation are the spouses. In this case, if the order is not a
qualified domestic relations order, the plan must refuse to
obey it. Obeying the order would disqualify the plan. See
Letter Ruling 8010051, December 12, 1979, in which the Service
held that, where benefits were not in pay status, the "quali-
fled and tax-exempt status of the plans under sections 401(a)
and 501(a) of the Code will be adversely affected if Corpora-
tion M and the Plans respond to a court order requiring pay-
ment to or for the former wife of Mr. A .

On the other hand, sophisticated family lawyers name
both the spouse and plan as defendants in the divorce action.
In this case, the plan has an opportunity to persuade the
court not to enter an order which is not a qualified domestic
relations order. If for some reason, however, the court
enters an order that is not a qualified domestic relations
order, and if the plan is unsuccessful in getting the
order reversed on appeal or otherwise, it will be bound thereby.
If it does not pay when the order becomes final, execution
will issue; and the sheriff will levy on the plan's assets.
Disqualification is not appropriate in these circumstances.

60=278 0-86-26
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ERISA Sec. 514(a) and (b)(7) properly preempt any order
which is not a qualified domestic relations order. If; how-
ever, an unqualified order becomes final, the plan should
not be disqualified because the sheriff levies on its assets,
or because the plan recognizes the inevitable and pays the
judgment. This should be true not only in the case of domes-
tic relations orders but also in the case of any other court
orders, such as commercial judgments. There are many courts,
and they sometimes make mistakes; if this were not true,
there would be no need for appellate courts. A court's
mistake should not result in plan disqualification, if the
plan has exhausted all its remedies.

Since 'o

SCS~am 
; C. Simon

SCS: am

cc: John H. Rodgers
George W. Jensen
Paul L. Bureau
Margaret A. Fuller
Janice Gregory
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Ms. Betty Scott-Boon
Committee on Finance
Room SD-219
Dirksen Senate Office Building
Washington, D.C. 20510

Re: Request to Give Oral Testimony in
Connection with Section 102(a) (9) (B)
of the Technical Corrections Act of 1985
(H.R. 1800, S. 814)

Dear Ms. Scott-Boom:

We are writing on behalf of our client, Thoman.
.("TM") to request the opportunity

to provide oral testimony in connection with the considera-
tion by the Senate Finance Committee of Section 102(a) (9) (B)
of the Technical Corrections Act of 1985, which would retro-
actively modify, to the detriment of TM and its clients, the
"Wide-Body Exemption" which was contained in Section 31(g)(15)
(D) of the Deficit Reduction Act of 1984.

Enclosed herewith for your consideration are copies
of a letter and memorandum which were sent to the Honorable
Thomas J. Downey on April 19, 1985, a copy of a letter that was
sent to Ms. LaBrenda Stodghill. Legislative Attorney on the
Professional Staff of the Joint Committee on Taxation, on May 8,
1985 and a copy of our letter sent to Joseph K. Dowley, Chief
Counsel of the Committee on Ways and Means on May 8, 1985, pur-
suant to which we requested the opportunity to provide oral
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testimony in connection with the House Ways and Means Committee
consideration of the Technical Corrections Act of 1985.

If you have any questions or desire further information,
do not hesitate to contact us.

Very truly yours,

Bruce J. Wein

Enclosures.

bcc: Alan Arsht
Carolyn Blaydes
Ellis Reemer
Barry Shalov
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Joseph X. Dowley, Esq.
Chief Counsel
Committee on Ways and Means
United States House of Representatives
1102 Longworth House Office Building
Washington, D. C. 20515

Re: Request to Give Oral Testimony in
Connection With Section 102(a)(9)(B)
of the Technical Corrections Act of 1985
(H.R. loo S. 814)

Dear Mr. Dowley:

We are writing on behalf of our client, Thomson
McKinnon Leasing, Inc. (07%0) to request the opportunity
to provide oral testimony in connection with the considera-
tion by the House Ways and Means Committee of Section
102(a)(9)(B) of the Technical Corrections Act of 1985, which
would retroactively modify, to the detriment of Th and its
clients, the "Wide-Body Exemption' which was contained in
Section 31(g)(1S)(D) of the Deficit Reduction Act of 1964.

Enclosed herewith for your consideration a.
copies of a letter and memcrandum which were sent to the
Honorable Thor-as J. Downey or. April 19, 1985 and a copy of
a letter that was sent to Ms. LaBrenda Stodghill, Legisla-
tion Attorney on the Professional Staff of the Joint Com-
mittee on Taxation, on May 8. 1965.
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it you have any questions or desire further In-
formation, do not hesitate to contact us.

Very truly yours,

Bruce J. Mein

Enclosures.
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lion. Thomas J. Downey
2232 Rayburn House Office Building
Washington, D.C. 20515

Re: Section 102(a) (9) (B) of the Technical
Corrections Act of 1985 (H.R. 1800, S. 814)

Dear Mr. Downev:

We are writing on behalf of a client engaged in the
investment banking business to express our objection to the
above-referred to proposed legislative amendment (the
"Proposei Amendment") that would make a substantive change
in the law and apply it retroactively to the detriment of
our client and its customers.

The crux of our objection is the definition of a
"technical correction". A change in law that merely clarifies
congressional intent known at the time of passage of a law
can be accurately labeled a technical correction and is
appropriately applied retroactively. However, a change in
law that reflects a change in congressional intent surfacing
after passage of a law is a substantive change of law that
cannot be fairly applied retroactivelyto the detriment of a
taxpayer. Under all notions of equity, a substantive change
in law should be applied on a prospective basis only.

A memorandum containing a more detailed discussion of
the law in this matter is enclosed herewith. However, set
forth below is a summary of the facts and technical analysis
which demonstrates that the Proposed Amendment is a substantive
change in the law and, if enacted, would unfairly and retroactively
reduce certain tax benefits that would otherwise be available
to our client and its customers.
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1. On June 27, 1984, Congress passed the Deficit
Reduction Act of 1984 (the "Act") which included new rules
(the "New Depreciation Rules") for depreciating property
leased to a foreign person or entity. In general, the New
Depreciation Rules provide for less generous depreciation
allowances than prior law.

2. The Act provided numerous exemptions from the
application of the New Depreciation Rules, including an
exemption for certain wide-body commercial aircraft (the
"Wide-Body Exemption"). The language of the Wide-Body
Exemption clearly applies to any wide-body, four-engine
commercial aircraft used by a foreign person or entity which
was acquired by such foreign person or entity pursuant to a
written binding contract entered into on or before November
1, 1983 so long as that aircraft is placed in service before
January 1, 1986. The Committee Report accompanying the
enactment of the Act did not contain any suggestion that the
clear language of the Wide-Body Exemption did not properly
reflect congressional intent.

3. On June 29, 1984, an investment group (the "Investor
Group") sponsored by a subsidiary of Thomson McKinnon
Leasing, Inc. purchased a Boeing 747 jet aircraft (the
"Aircraft") from a subsidiary of Allied Corporation. The
Aircraft was under lease to KLM - Royal Dutch Airline ("KLM")
for a 12 year term. KLM originally purchased the Aircraft
in 1971 and in December, 1983, KLM entered into a sale-
leaseback with a subsidiary of Allied Corporation. A critical
element of the acquisition by the Investor Group was the
assumption that the Aircraft would be exempt from the New
Depreciation Rules. The Aircraft clearly satisfied the
requirements of the Wide-Body Exemption because KLM originally
purchased the Aircraft in 1971 and has continuously used the
Aircraft since that date.

4. Prior to March 28, 1985, members of the Investor
Group received relevant information from our client to
enable them to file their 1984 federal income tax returns on
the basis that the New Depreciation Rules did not apply to
the Aircraft. The Investor Group computed its depreciation
deductions in accordance with prior law; i.e., the Asset
Depreciation Range System utilizing the stiaight-line method
over 12 years and the modified half-year convention, resulting
in an average annual depreciation deduction of approximately
8.33t of the Aircraft's purchase price.
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5. On March 28, 1985, more than 9 months after passage
of the Act, the Technical Corrections Act of 1985 was introduced
in the House of Represenatives. If the Proposed Amendment
contained therein is applied retroactively (as is currently
proposed), the Wide-Body Exemption would be unavailable. As
a result, the Investor Group would be required to use the
New Depreciaticn Rules which would severely limit its depreciation
deductions. The Investor Group would be required to compute
its depreciation deductions utilizing the straight-line
method over 15 years and the half-year convention, resulting
in an average annual depreciation deduction of 6.67% of the
Aircraft's purchase price. This would result in a reduction
of approximately 20% in the depreciation deductions from the
prior law rules.

6. The Technical Corrections Act generally provides
that technical changes are to be applied retroactively;
however, substantive changes are to be applied 2prspectively
after March 28, 1985.

7. Although cast in the form of a technical correction,
the Proposed Amendment is clearly a substantive change of
law. Accordingly, the Proposed Amendment should not apply
to an aircraft acquired by a taxpayer before March 28, 1985,
the effective date for other substantive changes set forth
in the Technical Corrections Act. To do otherwise, particularly
in the situation where there has been substantial reliance
can result not only in unfairness but also lead to an increased
lack of credibility in our income tax system and create
disorientation in the marketplace.

We would appreciate an opportunity to meet with you at
your earliest convenience to discuss this important matter
in further detail.

Very truly yours,

Bruce 3. Wein

BJW/aw
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CORDON HURWITZ BUTOWSKY WEITZEN SHALOV & WEIN

MEMORANDUM

The Deficit Reduction Act of 1984 (the "Act*) included

several provisions dealing with the depreciation methods

available to U.S. taxpayers who lease property to foreign

users. One of those provisions requires the taxpayer leasing

property to a foreign person or entity to depreciate the

property utilizing the straight-line method over 125% of the

lease term and the half-year convention (the "New Depreciation

Rules"). Under prior law the taxpayer would be entitled to

depreciate the Aircraft over 12 years using the straight-

line method and the modified half-year convention.

However, the Act contained many exemptions from the

application of the New Depreciation Rules. One of the

exemptions to the New Depreciation Rules, referred to

herein as the "Wide-body Exemption", is contained in Section

31(g) (lS(D)* of the Act. That section provides, in substance,

that the New Depreciation Rules are inapplicable with respect

to wide-body four-engine commercial aircraft used by a

Section 31"g) (15) (D) of the Act reads as follows:

Certain Aircraft. The amendments made by this
section shall not apply with respect to any wide-
body, four engine, commercial aircraft used by a
foreign person or entity if --

(i) on or before November 1, 1983, the foreign
person or entity entered into a written binding
contract to acquire such aircraft, and

(ii) sucK aircraft is placed in service before
January 1, 1986.
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foreign commercial airline, if such airline entered into a

written binding contract to acquire such aircraft at any

time on or before November 1, 1983 and if such aircraft is

placed in service prior to January 1, 1986.

However, Section 102(a)(9)(B) of H.R. 1800' (the

"Proposed Amendment")**, which was introduced in the House

of Representatives on March 28, 1985, would retroactively

modify the Wide-Body Exemption. Under the Proposed Amendment,

the Wide-Body Exemption would apply only to new aircraft;

that is, aircraft which are "originally placed in service"

after May 23, 1983 and before January 1, 1986.

We believe that the Proposed Amendment to the Wide-Body

Exemption, although cast in the form of a technical correction,

constitutes a substantive change in the law. As such, the

Proposed Amendment should not apply to aircraft placed in

service by the taxpayer before March 28, 1985, the effective

date for other substantive changes currently proposed.

. The "Technical Corrections Act of 1985." In addition,
an identical provision is contained in S. 814.

*' The Proposed Amendment would revise clause (ii) of the
Wide-Body Exception as follows:

"(ii) such aircraft is originally placed in service by
such foreign person or entity (or its successor in
interest under the contract) after May 23, 1983, and
before January 1, 1986."

2
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If the Proposed Amendment is adopted and is applied

retroactively, our client and presmaably others will be

severely prejudiced.

On June 29, 1984 (the "Purchase Date'), the date of

purchase of the Aircraft, the clear language of the Act

provided that the Aircraft would not be subject to the New

Depreciation Rules and our client reasonably believed that

depreciation deductions with respect to the Aircraft could

be computed in accordance with prior law; i.e., the Asset

Depreciation Range System utilizing the straight-line method

over 12 years and the modified half-year convention. If the

Proposed Revision is applied retroactively, the Aircraft

will be subject to the New Depreciation Rules and our client

will be required to compute its depreciation deductions

utilizing the straight-line method over 15 years and the

half-year convention, resulting in an average annual reduction

in depreciation deductions of approximately 20%.

Not only does the language of the Wide-Body Exemption

clearly apply to the Aircraft, but there is absolutely

nothing in the Committee Reports accompanying the enactment

of the Act which would indicate that the Wide-Body Exemption

was to be limited to new aircraft. The first and only

indication that the Wide-Body Exemption might apply only to

'new' aircraft is found in the General Explanation of the

Revenue Provisions of the Act issued by the Joint Committee

3
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on Taxation in January 1985, mofe than six months after the

Purchase Date.* Even this statement is far from clear since

it doesn't limit the application to new aircraft. In any

event, the statement should be given little weight since the

Internal Revenue Service has announced that statements of

the Joint Committee on Taxation are not considered "authority"

for purposes of avoiding the "10% substantial understatement

penalty" under Section 6661 of the Code.*

* The General Explanation provides as follows:

"Under a special rule for wide-body, four-engine,
commercial aircraft, the Act does not apply to
aircraft leased to a foreign person or entity if
the fOrtign person or entity entered into a written
binding contract to acquire the aircraft on or
before November 1, 1983. This rule applies only
to aircraft placed in service prior to January 1,
1986. This rule was intended to apply to new
aircraft (i.e., aircraft placed in service after
May 23, 1983)."

** Section 6661 of the Code provides for a "10% substantial
understatement penalty" and final Treasury Regulations
issued thereunder provide that "General Explanations" prepared
by the staff of the Joint Committee on Taxation do not
constitute "authority" for purposes of avoiding such penalty.
Since the "General Explanations" do not constitute "authority"
for purposes of avoiding the "10% substantial understatement
penalty", it would be inequitable to treat pronouncements of
the Joint Committee on Taxation as authority for other
purposes including determining congressional intent in
matters adverse to the taxpayer. As a result, taxpayers
should not be charged with actual knowledge of the Proposed
Amendment until March 28, 1965, the date on which the Technical
Corrections Act was introduced in the House of Representatives.
Fairness obviously dictates a prospective effective date of
March 28, 1985 for the Propose Amendment.

-A
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Ms. Larenda Stodghill
Legislation Attorney
Joint Committee on Taxation
1015 Longworth House Office Bldg.
Washington* D. C. 20515

Re: Section 102(a)(9)(5) of the Technical
Corrections Act of 1985 (H.R. 1800, S.814)

Dear Ms. Stodgillt

A-s a follow-up to our telephone conversation of
Friday, April 26, 1985 concerning Che letter sent to the
Honorable Thomas 3. Downey on behalf of our client Thomson
Mclinnon Leasing, Inc., we have given some additional
thought to the concerns you expressed with respect to the -

effect on revenues of changing the retroactive effective
date of Section 102(a)(9)(9) of the Technical Corrections
Act of 1985 (the "Proposed Amendment'). The Proposed Amend-
mentwould modify the Wide-body Exemption" contained in
Section 31(g)(l5)(D) of the Deficit Reduction Act of 1984
(the OAct").

As we indicated to you in our telephone conversa-
tion, our client did not have any knowledge or reason to
believe that the application of the Wide-body Exemption was
intended to be limited to new aircraft. Further, as we
pointed out, the language " Tthe exemption for binding con-
tracts found in Section 31(g)(IS)(C) (the "Binding Contract
lxamption'), the section immediately prior to the Wide-body
exemption, clearly states that property which has previously
been used by a foreign person or entity could not qualify for
the binding Contract Exemption. By comparison, the Wide-body
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Exemption Joes not contain any such limiting language.
Accordingly, it was logical for our client to assume that
if the Wide-Body Exemption was not intended to apply in the
situation where there had been previous use of the aircraft
by the foreign user, then the Wide-Body Exemption vould
have included a restriction on previous use similar to the
restriction contained in the Binding Contract Ex option.
The General Explanation of the Revenue Provisions of the Act,
dated December 31, 1984 and available in early January, 1985,
contained the first indication that the statutory language of
the Wide-Body Exemption did not reflect your intent.

One suggestion to achieve the desired objectives of
fairness to our client and minimization of revenue loss is to
exempt from the application of the Proposed Amendment any
aircraft that was acquired and placed in service by a tax-
payer after June 23, 1984, the date of filing of the Confer-
ence Report, and before December 31, 1984, the date of
issuance of the General Explanation. As w also pointed out
in our telephone conversation, we have no interest in having
the exception to the Proposed Amendment apply to any aircraft
other than our client's aircraft. Accordingly, if you have
any suggestions as to a more restrictive effective date than
the one we suggested, we oulr be hapy'to discuss it with
you.

Thanking you for your consideration in this matter.

Very truly yours,

Bruce J. Mein

cc: George Yin
Tax Counsel
Senate Finance Committee
219 Dirksen Building
Washington, D. C. 20515

c: Honorable Thomas J. Downey
c/o Carolyn Blaydes
2232 Rayburn Souse Office Building
Washington. D. C. 20515
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TECHNICAL CORRECTIONS BILL OF 1985 (S. 814)
Hearing of June 5, 1985

STATEMENT OF JOE D. HEUSI, PRESIDENT,
THE VARIABLE'ANNUITY LIFE INSURANCE COMPANY

The Variable Annuity Life Insurance Company ("Valic"I,
headquartered in Houston, Texas, is one of the country's largest
issuers of annuity contracts purchased under section 403(b) of the
Internal Revenue Code. We currently have more than 300,000 section
403(b) policyholders, the great majority of which are teachers and
other employees of public school systems. Our contracts are specifi-
cally designed to satisfy the requirements of section 403(b), as
well as to meet the needs of our policyholders.

Section 152(a)(3) of the Technical Corrections Bill of
1985 (S. 814) would establish new distribution requirements for
annuity contracts purchased under section 403(b) by making the
principles of Code section 401(a)(9) (relating to qualified plans)
applicable to contributions made under section 403(b) contracts after
the date of enactment of the technical corrections bill. We urge
the Finance Committee to delete this provision from the bill for the
following reasons:

I. Section 152(a) (3) would impose new substantive require-
ments on section 403(b) annuity contracts; these require-
ments are manifestly not in the nature of technical correc-
tions to the Tax Reform Act of 1984.

2. Enactment of section 152(a) (3) is not necessary to carry
out the intent of the 1984 Act or to further any important
policy objective.

3. Enactment of section 152(a) (3) would place unwarranted
administrative burdens on companies issuing section 403(b)
contracts and cause unnecessary confusion among policyhold-
ers.

BACKGROUND

Pursuant to regulations and IRS rulings, it has long been
established that the benefits payable under a section 403(b) contract
must be for the primary benefit of the participant. In compliance
with this requirement, our contracts (as well as those of other
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companies) require that benefits must commence no later than when
the participant attains age 75, and benefits must be paid over a
schedule which assures that more than 50 percent of the actuarial
present value of benefits is paid to the participant.

The Tax Reform Act of 1984 enacted Code section 72(s),
which prescribes post-death distribution requirements that must be
set forth in all annuity contracts issued on or after January 19,
1985. Following the 1984 Act, we and other companies revised all of
our section 403(b) contract forms to comply with section 72(s), and
the revised contract forms were filed wich and approved by insurance
departments in 50 states and the District of Columbia.

The 1984 Act also changed the distribution rules applicable
to qualified plans by amending Code section 401(a)(9); this change
represented a liberalization of the qualified plan distribution rules
that had been imposed by the Tax Equity and Fiscal Responsibility
Act of 1982 ("TEFRA"). It is perfectly clear that the requirements
set forth in section 401(a) (9) do not apply to section 403(b) con-
tracts, and the legislative history of the 1984 Act provides no
indication that such an extension of section 401(a) (9) was thought
necessary or even contemplated.

REASONS FOR DELETION OF SECTION 152(a) (3)

1. Section 152(a) (3) is not a technical correction. Technical
corrections legislation is intended to correct mistakes and clarify
unnecessary ambiguities in recently-enacted legislation, not to im-
pose new substantive rules. The integrity of the bill as a technical
corrections measure requires that the principle of "mere technical
corrections" be consistently followed.

By making the qualified plan distribution requirements
applicable to section 403(b) contracts, section 152(a) (3) would
plainly extend section 401(a)(9) beyond its current scope and, just
as plainly, restrict the scope of section 72(s). Whereas the 1984
amendments to section 401(a) (9) were intended as a liberalization
of TEFRA requirements, the technical correction would have the
opposite effect for section 403(b) annuities. The substantive nature
of section 152(a) (3) is confirmed by the fact that the same proposal
has been made in the Treasury Department's proposals for-Tuindamental
tax reform.

We have been informed that staff had intended to make the
section 401(a) (9) distribution rules applicable to section 403(b)
contracts as part of the 1984 Act, and that the failure to do so was
an oversight. Be that as it may, the change was never proposed or
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considered as part of the normal legislative process. The fact that
there may have been an unstated intention to change the law in a
particular manner does not convert a substantive change into a techni-
cal correction.

2. Section 152(a) (3) is not necessary. We recognize that
there may be circumstances under which an amendment of truly substan-
tive effect is appropriately made under a technical corrections bill,
as for example, if Congress was unaware of the ramifications of a
new provision at the time of enactment, or if a provision as enacted
would undermine important policy objectives. Section 152(a) (3) falls
in neither category and cannot otherwise be described as a necessary
or important change.

The existing distribution rules applicable to section
403(b) contracts have approximately the same effect as the rules set
forth in section 401(a)(9). The post-death rules of section 72(s)
limit the deferral of benefits in almost exactly the same way as the
post-death rules of section 401(a) (9). Further, the pre-death benefit
schedules permitted under current law would generally be permitted
under section 401(a)(9). The main difference between section
401(a)(9) and current rules applicable to section 403(b) contracts
is that pre-death distributions would norrn.Lly__aye to commence on
April 1 of the year following the policyholder's attainment of age
70-1/2, whereas section 403(b) contracts now require benefits to
commence at age 75. Cutting back from age 75 to April 1 of the year
following attainment of age 70-1/2 cannot be regarded as such an
important difference as to necessitate a change at this time.

The establishment of uniform distribution rules is not an
end in itself. The current law rules applicable to section 403(b)
contracts, though differing somewhat from the precise rules of section
401(a) (9), are perfectly adequate to carry out the policy objectives
reflected in that provision. Moreover, the current rules have the
advantage of being in pl&ce and widely understood. In any event,
there is no abuse or loophole that must be eliminated under an
expanded concept of technical corrections.

3. Section 152(a) (3) would impose unwarranted burdens on com-
panies and policyholders. Although the changes required under section
152(a)(3) would not be great, contr- cts would unquestionably have
to be changed. Having just completed this process to comply with
the requirements of section 72(s), we and other companies would
immediately have to amend our contracts a second time if section
152(a)(3) were enacted. Since the mandate of section 152(a)(3) is
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not entirely clear,1 a third set of contractual amendments might be
needed upon the issuance of regulations. Moreover, if further changes
were enacted as part of tax reform legislation, as has been proposed,
still another set of contractual amendments would be required. It
is impossible to implement new requirements in an orderly manner
when such requirements are repeatedly changed in this manner.

More is involved in changing the terms of insurance con-
tracts than simply changing the words on documents and having those
changes approved by state regulators. Administrative and data oroc-
essing systems must be established to assure that contractual terms
are carried out, the sales force must be educated as to the nature
and import of the changes in order to inform prospective policyhold-
ers, and, if necessary, existing policyholders must be notified.
Such changes, especially those requiring the establishment of new
systems, can entail very substantial expense. A change that may
appear relatively small from a substantive standpoint can nonetheless
pose significant administrative burdens.

Section 152(a) (3) would create especially onerous adminis-
trative burdens if enacted in its present form. As presently drafted,
the bill would make the new distribution requirements applicable to
contributions made after the date of enactment under existing con-
tracts. This means that companies would have to amend exstling con-
tracts and then maintain two sets of accounts for each active policy-
holder, one applicable to contributions made before enactment of the
bill, and the other applicable to contributions made after enactment
of the bill. Such double bookkeeping would entail very substantial
cost. In our case, for example, we would have to establish and track
an additional 300,000 accounts for existing policyholders if section
152(a)(3) were made applicable to existing contracts. Moreover, we
have no idea how the distribution requirements of current law and
those proposed under section 152(a) (3) could both be applied to a
single stream of benefits payable under a single contract. Even
assuming that guidance were provided on how the different rules would
interrelate, it would be virtually impossible to explain that inter-
relationship to policyholders in an intelligible manner.

1. Under proposed section 403(b) (10) of the Code, "requirements
similar to the requirements of section 401(a) (9)" must be met. Under
section 401(a) (9), pre-death distributions must commence no later
than April 1 of the year following the year in which the participant
attains age 70-1/2 or retires, whichever is later. No explanation
has been provided whether a section 403(b) participant who retires
after age 70-1/2 would be permitted to delay the commencement of
benefits under proposed section 403(b)(10) of the Code.
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At the very least, therefore, it is essential that any
change in the distribution rules be limitted to newly-issued contracts.
In order to provide an orderly transitional period, companies should
have at least six months to revise their contract forms and establish
new systems before new contracts are required to reflect such changes.

The central point remains, however, that there is no reason
to change the law at this time: this is not a technical corrections
issue; the rules of current law are in place and working effectively;
and there is simply no cause to disrupt current practices to achieve
a marginal change.
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June 7, 1985

Ms. Betty Scott-Boom
Senate Finance Committee
219 Dirksen Senate Office Building
United States Senate
Washington, D.C. 20510

Pear Ms. Scott-Boom:

On behalf of the Government of the Virgin Islands, please
find enclosed five (5) copies of the Government's statement
on S. 814, The Technical Corrections Act of 1985, for
inclusion in the record.

Sincerely,

Peter N. Hiebert

Enclosures

cc: Dr. Richard Moore
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STATEMENT
OF THE GOVERNMENT OF THE

U. S. VIRGIN ISLANDS

S. 814
The Technical Corrections Act of 1985

Committee on Finance
United States Senate
Washington, D.C.

June 5, 1985
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Mr. Chairman and distinguished Members of the Senate

Finance Committee, my name is Peter N. Hiebert. I am an attorney

with the law firm of Bishop, Liberman, Cook, Purcell & Reynolds,

which serves as Washington counsel to the Government of the U.S.

Virgin Islands. I am pleased to have this opportunity to testify

on behalf of the Government in support of a technical amendment

to the tax exempt leasing provisions of the 1984 Tax Reform Act,

which inadvertently eliminated an important incentive for capital

investment in the Virgin Islands.

The tax exempt leasing provisions of the 1984 Act generally

deny the investment tax credit and accelerated cost recovery

system ("ACRS") deductions for property owned by a U.S. person

and leased to or othervxe used by a !tax-exempt entity." A

"tax-exempt entity" is generally defined under the 1984 Act to

include government agencies, domestic tax exempt organizations

and "any foreign person or entity." This definition has the

unintended effect of denying the benefits of bona fido leasing

transactions to Virgin Islands corporations which are considered

foreign to the U.S.

The purpose of the 1984 tax exempt leasing provisions, as

reflected in the legislative history, is, in part, to prevent

foreign governments and other foreign persons who are not subject

to U.S. income tax from taking unfair advantage of U.S. tax laws.

- ~
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Virgin Islands corporations, however, are subject to U.S.

income tax, but Congress has expressly provided, under Section

28(a) of the Revised-Virgin Islands Organic Act, that V.I.

corporations satisfy their U.S. income tax obligations by paying

their applicable tax directly to the Virgin Islands.

The 1984 tax leasing amendments thus nullify the leasing

benefits expressly extended to Virgin Islands corporations by

Congress as part of the Foreign Investors Tax Act of 1966. (P.L.

89-809). According to the Senate Finance Committee Report to the

1966 Act, Congress acted to extend such benefits to the Virgin

Islands because it believed that, "in view of the unique and

close relationships that exist between the United States and its

possessions, the economic developmentof these possessions should

be stimulated by the same incentives that are offered to U.S.

investment." (S. Rep. 89-1707).

The 1984 amendments may be viewed as treating foreign

corporations more favorably than Virgin Islands corporations

since an exception is made for foreign corporatins if more than

50 percent of the gross income derived by the foreign corporation

from the use of such leased property is subject to direct U.S.

tax or included in the gross income of a U.S. shareholder under

the Subpart F rules. On the other hand, a Virgin Islands
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corporation that pays full U.S. corporate rates would continue to

be denied such benefits because Congress has determined that the

revenues raised by such taxes should go directly to the Virgin

Islands Treasury.

The denial of such leasing benefits reduces the ability of

the Virgin Islands to attract new capital investment and create

new jobs. Correcting this technical oversight would have

negligible revenue impact but would materially assist the Virgin

Islands in its efforts to become economically self-sufficient.

Moreover, the proposed amendment, a copy of which is ettached to

the end of my statement, is fully consistent with Congress'

intent to curb abuses involving the investment tax credit and

ACRS provisions and, most importantly, is fully consistent with

long standing Congressional policy to encourage capital

investment in the Virgin Islands.
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TECHNICAL AMENDMENT TO S. 814

The Technical Corrections Act of 1985

IRC Section 168(j)(4)(C) is amended to read as follows:

"(C) FOREIGN PERSON OR ENTITY. For purposes of this
paragraph, the term 'foreign person or entity' means

"(i) any foreign government, any international
organization, or any agency or instrumentality of the
foregoing, and

*(ii) any person who is not [(I)) a United States
person (or(II) a corporation created or organized in,
or under the laws of, a possession of the United States.)"
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A Nada-C r engy generaion dV tPeW In Wte Pine C4u y
Dvalopm t Manager:
Los Angeles Department of Water and Power
Room 931, Post Office Box I 11. Los Angelos, California 9001

Statement
before the

Senate Finance Committee
on the

Technical Corrections Act of 1985 (S. 814)
submitted by

Daniel W. Waters
C.hbi rman:.a ', u etCorpnittee

white Pine Power Project
on

June 5, 1985

hr. Ci; irman, I would like to take the opportunity to raise
. :n . ct :i:.iry ccricern to a number of California and Nevada

pu:. :-it.es t!&t erari to lose the benefits of a new coal-fired
'ant ii the Techn-4cai CorLecti ns Act of 19e5 is enacted as

r" , - ' .'s. p:opoEc, .c 'echrical Cc:ro=ct'c:ns
Act d h,'* a substantial adverse impact. on the White Pir? Po'er
Pro-'e:"t, v'hic:h is r.ow i its sixth year of planning and developiert.

The 'White Pine Power Project will be built in white Pine
County, Nevada, a pcliticai subdivision of tne State of Nevada with
authcr4ty to finance projects for the generation and transmission of
t!lectricity under the N';ada County Eccnomnc Develop.ent Revenue Bond
Law. As a political z%;bdivision, White Pine County has issued, and
propose; to issue, tax-e.cinpt obligations to finance the White Pine
Power ?rojeL.

In 1980, six California municipally owned utilities (the
Department of r'ater and Power of The City of Los Angeles, and the
California cities of Anaheim, Burbank, Glendale, Pasadena and
River!,de), two Nevada investor-owned utilities (Nevada Power Company
and Sierra Pacific Power Company), three Nevada political subdivi-
sion.s (Boulder City, Nevada, Lincoln County Power District No. 1 and
Over ton Power District No. 5) and three Nevada rural electric cooper-
atives 011t. Wheeler Powt'r, Inc., Valley Electric Association,
Inc. and Wells Rural Electric Company), entered into agreements to
undertake the study and development of the white Pine Power Project.
Tiils proposed coal-fired 1,500 MW electric generating station would
be located within White Pirte County and built at a tctal capital cost

=:%Ofts = Ofts Ce na*$ Cox* F DoSw ftAI I.; L C Y h
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of az.rcxirztey $2.5 billion (1983 dollars). It is estimated that
te £:cect wuulo tie in service in the early 1990's.

Most importantly to White-Pine County, the White Pine Power
Project will provide to it and the State of Nevada significant bene-
fits in increased employment, economic activity and local tax
c-veijues. Payroll during the construction of the generating facili-
ties is estimated to exceed $57 million (1983 dollars) during the
year of peak activity, and the operating payroll is estimated to
exceed $13 million per year (1983 dollars). The Project will provide
significant employment during both the construction and operation
phases. Estimated local direct tax revenues from the generating
facilities of the Project alone exceed $400 million (1983 dollars)
over the life of the facilities.

Under the 1980 agreements, White Pine County is to own
81.333% of the Project, Nevada Power Company is to own 13.334% and
Sierra Pacific Power Company is to own the remaining 5.333%.

,ith the existing rules on industrial development bonds
which excli.de certain small participants from the calculation, the

- privately-owned utilities have an interest in White Pine County's
share not exceeding 25%. The participation and financing arrange-
ments for the Project were structured in 1980 to comply in all
respects with the requirements under the Internal Revenue Code, to
permit tax-exempt financing by White Pine County.

In :980 and 1984, White Fine County issued tax-exempt notes
in the aggregate amount of approximately $17 million to finance
development and related costs of the White Pine Power Project on
bel.a'.f of all the participants. Sjch notes are payable from, and
secured by, payments to be made by such participants under project
dev(lopment agreements. As of March 31, 1985, in excess of
$21,120,000 had been expended on development and related costs of the
White Pine Power Project.

Upon successful completion of the study and development
phase, the participants plan for White Pine County to issue tax-
exempt long-term bonds to finance construction of the White Pine
Power Project. The bonds will be payable from, and secured by, pay-
ments to be made by the participants under power sales contracts. In
consideration of these payments, the participants will obtain enti-
tlements to electric capacity and energy of the White Pine Power
Project.

Under the Technical Corrections Act of 1985, however, it
appears that White Pine County will be unable to issue tax-exempt
bonds to finance the construction of the White Pine Power Project
because the arrangements concerning the privately-owned participants'
payment obligations may be treated, under the Technical Corrections
Act, as making White Pine County's bonds 'consumer loan bonds.'
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As a result of the Technical Corrections Act, the two
investor-owned utilities in the Project would be precluded from par-
ticipating under the present contractual arrangements and timetable.
To impose new financing conditions and a new ownership/participation
structure would be a potentially lethal blow to the Project.
Further, if the Project were to be restructured, and survived, it
cculd only do so after previously unforeseen and unnecessary expense
and delay.

The 1984 Tax Act added Section 103(o) to the Code, provid-
ing that interest on obligations would not be tax-exempt if they are
"consumer loan bonds.* Section 103(o) of the Code provides that a
bond is a taxable consumer loan bond if five percent (5%) or more of
the proceeds are reasonably expected to be used, directly or indi-
rectly, to make loans to non-exempt persons. Non-exempt persons
include rural electric cooperatives and investor-owned utilities such
as those involved in the White Pine Power Project. Thus, an obliga-
tion of W,.hite Pine County would be a taxable 'consumer loan bond* if
St cr =o:e of the proceeds are reasonably expected to be used
directly or indirectly to make loans to non-exempt persons such as
the privately-owned participants. As indicated, the participation
shares of the privately-owned participants in the White Pine Power
Project will exceed 5%.

There is no definition of the term .'loan' in the 1984 Tax
Act or any of the related legislative history. Although the law in
this area is unclear, it is possible that the Internal Revenue
Service would construe the proposed power sales contracts between
White Pine County and the privately-owned participants as indirect
loans fo federal income tax purposes.

Under current law, including the 1984 Tax Act, the consumer
loan bond provisions do not apply to the White Pine Power Project. A
transitional rule contained in 1984 Tax Act Section 631(c)(3) pro-
vides that the amendments made by the 1984 Tax Act did not apply to
obligations with respect to facilities 'with respect to which a bind-
ing contract to incur significant expenditures was entered into
before October 19, 1983.' Because of the contractual arrangements
previously entered into by the participants with respect to the White
Pine Power Project, this transitional rule made the consumer loan
bonds provisions inapplicable to the White Pine Power Project.

The problem arises because Section 169 of the Technical
Corrections Act would revise the transitional rule set forth in
Section 631(c)(3) of the 1984 Tax Act so that the consumer loan bonds
provisions of Section 103(o) of the Code would apply to the financing
of the White Pine Power Project. As a result, if the arrangements
with the privately-owned participants were treated as loans for tax
purposes, interest on bonds issued by White Pine County to finance
the White Pine Power Project would not be tax-exempt.
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Attached to the written text of my renavks is a suggested
reviz~ior t the Tecl.n'cal Corrections Act which would (by specific
reference to che borrowing made by White Pine County on November 12,
1980) continue the exclusion of obligations issued by White Pine
Count), for the White Pine Power Project from the applicability of the
consumer loan bonds provisions.
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An EX A

The following would be added to Section 170 of The
7..-chrical Co.rections Act of 1985:

SECTION 170. AIINK1TS RELATED TO SECTION 632 OF THE ACT.
At the end of section 632 of the Tax Reform Act of 1984, a new sub-
section shall be added to read as follows -

0(h, CERTAIN OBLIGATIONS NOT TREATED AS PRIVATE LOAN
BONDS. - Obligations (including refunding obligations)
shall not be subject to Section 103(o) of the Internal
Revenue Code of 1954 if -

(A) such obligations were issued with respect to any
iacility, and

(B. any obligation was issued on November 12, 1980 in
the principal amount of $14,994,000 for the purpose of
financing the development, study, or related costs incurred
eith respect to such facility or any facility related to
such facility."
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